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Confessions of an Impostor!

¨ I am a terrible market timer. I think it is the 
impossible dream. 

¨ I am even worse at macro forecasting. I think it 
exists to make tarot card reading look good.

¨ I think we spend way too much time trying to both 
explain what markets have already done and to 
forecast what they will do. We would all be better 
off just admitting that we don’t know and moving on 
to more productive pursuits.



The Most Important Number in Equity Markets

Implied Equity Risk Premiums
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Risk Premiums and Asset Prices
Aswath 
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¨ If investors are risk averse, they need inducement to 
invest in risky assets. That inducement takes the form of 
a risk premium, a premium you would demand over and 
above the riskfree asset to invest in a risky asset.

¨ Every risky asset market has a “risk” premium that 
determines how individual assets in that market are 
priced.
¤ In an equity market, that risk premium for dealing with the 

volatility of equities and bearing the residual risk is the equity 
risk premium.

¤ In the bond market, the risk premium for being exposed to 
default risk is the default spread.

¤ In real asset markets, there are equivalent (though less widely 
publicized markets).
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The ubiquitous historical risk premium

¨ The historical premium is the premium that stocks have historically 

earned over riskless securities.

¨ While the users of historical risk premiums act as if it is a fact (rather than 

an estimate), it is sensitive to 

¤ How far back you go in history…

¤ Whether you use T.bill rates or T.Bond rates

¤ Whether you use geometric or arithmetic averages.

¨ For instance, looking at the US:
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Arithmetic Average Geometric Average

Stocks - T. Bills Stocks - T. Bonds Stocks - T. Bills Stocks - T. Bonds

1928-2018 7.93% 6.26% 6.11% 4.66%

Std Error 2.09% 2.22%

1969-2018 6.34% 4.00% 5.01% 3.04%

Std Error 2.38% 2.71%

2009-2018 13.00% 11.21% 12.48% 11.00%

Std Error 3.71% 5.50%
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An Implied Equity Risk Premium
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If you want market neutrality..

¨ Because your job description proscribes market 
views: If your job is to value individual companies, 
not pass judgment on the overall market, you should 
use the current implied equity risk premium and 
move on, no matter how much you disagree with it.

¨ Because you have a bad history at market timing: If 
you have a history of bad market timing, you should 
stick with the current implied ERP.



Bubble, bubble, toil and trouble!

Are stocks in a bubble?
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The Bubblers’ strongest case… (if you can 
call it that…)
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And the easy takedown..
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The ERP: A Composite Measure
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As Predictor of future returns

If you assume this Premium to use
Premiums revert back to historical norms
and your time period yields these norms

Historical risk premium

Market is correct in the aggregate or that 
your valuation should be market neutral

Current implied equity risk premium

Marker makes mistakes even in the 
aggregate but is correct over time

Average implied equity risk premium over 
time.
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Predictor Correlation with implied

premium next year

Correlation with actual

return- next 5 years

Correlation with actual return

– next 10 years
Current implied premium 0.763 0.427 0.500

Average implied premium: Last 5

years

0.718 0.326 0.450

Historical Premium -0.497 -0.437 -0.454

Default Spread based premium 0.047 0.143 0.160



Cash flows, Growth, Risk and Pricing

The Drivers of Implied ERP
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Stocks have surged…
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Interest rates have fallen… And the Fed 
had only a small role to play
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Earnings & Cash Flows have risen more 
than stocks..
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Growth Rates ebbed and flowed.. And analysts 
forecasts are wrong in both directions..

Year Analyst Estimate Actual Earnings Growth
2002 10.30% 18.51%
2003 8.00% 18.79%
2004 11.00% 23.75%
2005 8.50% 12.96%
2006 8.00% 14.74%
2007 12.50% -5.91%
2008 5.00% -20.78%
2009 4.00% -8.78%
2010 7.20% 40.25%
2011 6.95% 16.01%
2012 7.18% 5.58%
2013 5.27% 4.86%
2014 4.28% 5.17%
2015 5.58% -5.92%
2016 5.51% 2.39%
2017 5.54% 14.77%
2018 7.05% 18.73%
2019 4.12% NA
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But growth has become more efficient..
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And no, leverage is not the reason why…



Hope springs eternal.. Other asset 
classes
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Stocks versus Bonds

Aswath Damodaran
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Equity Risk Premiums  and Bond Default Spreads

ERP/Baa Spread Baa - T.Bond Rate ERP

Median ERP/ Baa Spread during period = 1.96
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Stocks, Bonds and Real Estate
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Global Equities?

Start of 
year

PBV 
(Developed)

PBV 
(Emerging)

ROE 
(Developed)

ROE 
(Emerging)

US T.Bond 
Rate

Growth 
Rate 

(Developed)

Growth 
Rate 

(Emerging)

Cost of 
Equity 

(Developed)
Cost of Equity 

(Emerging) Differential
2004 2.00 1.19 10.81% 11.65% 4.25% 3.75% 4.75% 7.28% 10.55% 3.27%
2005 2.09 1.27 11.12% 11.93% 4.22% 3.72% 4.72% 7.26% 10.40% 3.14%
2006 2.03 1.44 11.32% 12.18% 4.39% 3.89% 4.89% 7.55% 9.95% 2.40%
2007 1.67 1.67 10.87% 12.88% 4.70% 4.20% 5.20% 8.19% 9.80% 1.60%
2008 0.87 0.83 9.42% 11.12% 4.02% 3.52% 4.52% 10.30% 12.47% 2.17%
2009 1.20 1.34 8.48% 11.02% 2.21% 1.71% 2.71% 7.35% 8.91% 1.56%
2010 1.39 1.43 9.14% 11.22% 3.84% 3.34% 4.34% 7.51% 9.15% 1.64%
2011 1.12 1.08 9.21% 10.04% 3.29% 2.79% 3.79% 8.52% 9.58% 1.05%
2012 1.17 1.18 9.10% 9.33% 1.88% 1.38% 2.38% 7.98% 8.27% 0.29%
2013 1.56 1.63 8.67% 10.48% 1.76% 1.26% 2.26% 6.01% 7.30% 1.29%
2014 1.95 1.50 9.27% 9.64% 3.04% 2.54% 3.54% 5.99% 7.61% 1.62%
2015 1.88 1.56 9.69% 9.75% 2.17% 1.67% 2.67% 5.94% 7.21% 1.27%
2016 1.99 1.59 9.24% 10.16% 2.27% 1.77% 2.77% 5.52% 7.42% 1.89%
2017 1.76 1.48 8.71% 9.53% 2.68% 2.18% 3.18% 5.89% 7.47% 1.58%
2018 1.98 1.66 11.23% 11.36% 2.68% 2.18% 3.18% 6.75% 8.11% 1.36%
2019 1.64 1.31 12.09% 11.35% 2.68% 2.18% 3.18% 8.22% 9.42% 1.19%
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And if you are looking to small caps for 
salvation, look elsewhere…
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Small Firm Premium over time- 1927 -2018

Small cap stocks have earned 0.33% LESS than expected 

The catch: Small cap stocks did 0.49% 
worse than the market, after adjusting 

Small cap stocks have earned 0.33% LESS than expected 

Byline: Small cap stocks did 6.56% better than
the market, after adjusting for risk between 1927 
and 1980.

Headline: Small cap stocks did 3.65% better than the market, 
after adjusting for risk between 1927 and 2018.
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And a forward looking small cap premium..

Base year cash flow  (last 12 mths)
Dividends (TTM): 18.06
+ Buybacks (TTM):   7.12
= Cash to investors (TTM): 25.18

Expected cashflow growth in next 5 years
Cash flow growth = Top down analyst estimate of 

earnings growth for S&P 600 = 8.74%

Risk free rate = T.Bond rate on 1/1/19= 2.68%

r = Implied Expected Return on Stocks = 7.94%

S&P 600 on 1/1/19= 
844.94

Minus

Implied Equity Risk Premium (1/1/19) = 7.94% - 2.68% = 5.26%

Equals

Earnings and Cash 
flows grow @2.68% 
(set equal to risk free 
rate) a year forever.

The last term in this 
equation is the expected 
index level at the end of 
year 5 (capturing price 

appreciaiton)
Solve for r

Last 12 months 1 2 3 4 5 Terminal Year
Expected Earnings 40.02 43.52 47.32 51.46 55.95 60.84 62.48
Cash Payout (%) 62.92% 67.35% 71.78% 76.21% 80.64% 85.07% 85.07%
Expected Dividends + Buybacks 25.18 29.31$ 33.97$ 39.21$ 45.12$ 51.76$ 53.15

844.94 = 	 29.31(1 + ,) +
33.97
(1 + ,)/ 	+

39.21
(1 + ,)0 +

45.12
(1 + ,)2 +

51.76
(1 + ,)4 +

53.15
(1 + ,)4(, − .0268) 
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Final Thoughts…

1. Don’t worship at the mean reversion altar: That 
time-tested way of making money is history. We 
will revert to a mean, just not the mean that we 
think holds.

2. Don’t obsess over trees & miss forests: Looking at 
only one part of the market (PE, Interest rates etc.), 
you risk missing the big picture.

3. Play more Moneyball: Absolute rules for investing 
make no sense when you are making relative 
judgments.


