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Risk Capital and Markets

¨ As inflation has taken center stage, markets have gone into 
retreat around the world. As bond rates rise, stock prices fall, 
and crypto implodes, even true believers are questioning 
what the bottom for markets might be, and when we will get 
there. 

¨ While it is easy to call the market movement in 2022 a 
correction and to argue that it is overdue, it is more difficult 
to trace why now, and to establish how much of a correction 
is too much. 

¨ In this session, I will argue that almost everything that we are 
seeing across asset classes can be explained by a pull back on 
risk capital, and that the question then is whether this 
pullback has further to go, and how long risk capital will stay 
on the side lines.
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Risk Capital: What is it?
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Risk Capital: Variations across investors 
and time

Aswath Damodaran

¨ Variation within an investor's portfolio: Many investors, including even the 
most risk averse, will often set aside a portion of their portfolio for riskier 
investments, drawn by the higher expected returns on those investments. 
¤ For some, it will be for the portion that they believe that can lose, without affecting life style

or future opportunities in any material way. 
¤ For others, it can be the portion with the longest time horizon (pension fund savings or 401Ks), 
¤ The amount that is put into the risk capital portion will vary with investor risk aversion, with 

more risk averse investors putting less or even nothing into the riskiest assets, and less risk 
averse investors putting in more.

¨ Variation across time: The amount that investors are willing to put into risk 
capital, or conversely redirect to safety capital, will change over time, with 
several factors playing a role in determining whether risk capital will be 
plentiful or scarce. 
¤ The first is market momentum, since more money will be put into the riskiest asset classes, 

when markets are rising, because investors who benefit from these rising markets will have 
more capital to risk. 

¤ The second is the the health and stability of the economy, since investors with secure jobs and 
rising paychecks are more willing to take risks.
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Macro factors?

Aswath Damodaran

¨ The first is the return that can be earned on guaranteed investments, 
i.e., treasury bills and bonds, since it is a measure of what someone who 
takes no or very low risk can expect to earn. When treasury rates are low 
or close to zero, refusing to take risk will result in returns that are very low 
or close to zero as well, thus inducing investors to expose themselves to 
more risk than they would have taken in higher interest rate regiments. 

¨ The second is inflation, which reduces the nominal return you make on all 
your investments, and the effects of rising inflation on risk capital are 
complex. As expected inflation rises, you are likely to see higher interest 
rates, and as we noted above, that may induce investors to cut back on 
risk taking and focus on earning enough to cover the ravages of inflation. 
As uncertainty about inflation rises, you will see reallocation of investment 
across asset classes, with real assets gaining when unexpected inflation is 
positive (actual inflation is higher than expected), and financial assets 
benefiting when unexpected inflation is negative (actual inflation is less 
than expected).
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Consequence 1: Risk Premiums

Aswath Damodaran

¨ The risk premiums that you observe in every risky asset 
market are a function of how much risk capital there is in 
play, with risk premiums going up when risk capital 
becomes scarce and down, when risk capital is plentiful. 

¨ In the bond and loan market, access to risk capital will 
determine default spreads on bonds, with lower rated 
bonds feeling the pain more intensely when risk capital 
is withdrawn or moves to the side lines. Not only will 
default spreads widen more for lower-rated bonds, but 
there will be less bond issuances by riskier companies. 

¨ In the equity market, the equity risk premium is the price 
of risk, and its movements will track shifts in risk capital, 
increasing as risk capital becomes scarcer.
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Consequence 2: Price and Value 

Aswath Damodaran
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Consequence 3: Corporate Life Cycle

Aswath Damodaran
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Risk Capital: Historical Perspective

¨ How do you track the availability and access to risk capital 
over time? There are three proxies that I will use, and while 
each has its limitations, read together, they can provide a 
fuller measure of the ebbs and flows of risk capital. 
¤ The first is funds invested by venture capitalists, with a breakdown 

further into types, from pre-seed and seed financing to very young 
companies to capital provided to more established businesses, as a 
prelude to exit (acquisition or IPO). 

¤ The second is the trend line in initial public offerings (number and 
value raised), since companies are more likely to go public and be able 
to raise more proceeds when risk capital is plentiful. 

¤ The third is bond issuances by the riskiest companies (below 
investment grade and high yield), since these issuances are more likely 
to have a friendly reception when risk capital is easily available than 
when it is not.
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1. Venture Capital: History

Aswath Damodaran
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2. IPOs: History

Aswath Damodaran
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3. High Yield Bond Issuances: History

Aswath Damodaran
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The 2022 Update on Risk Capital 

¨ The last two and a half years may not represent much 
time on a historical scale, but the period has packed in 
enough surprises to make it feel like a decade already. 

¨ We started 2020 with a pandemic that altered our 
personal, work and financial lives, and in 2022, at least in 
North America and Europe, we have seen inflation reach 
levels that we have not seen for decades. 

¨ Looking at the 33 months through the lens of risk capital 
can help us understand not only the journey that 
markets have gone through to get where they are today, 
but also perhaps decipher where they may go next.

Aswath Damodaran
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1. Venture Capital: Recent

Aswath Damodaran

Q1 2019 Q2 2019 Q3 2019 Q4 2019 Q1 2020 Q2 2020 Q3 2020 Q4 2020 Q1 2021 Q2 2021 Q3 2021 Q4 2021 Q1 2022 Q2 2022 July/Aug
2022

Late Stage $37.50 $39.10 $37.90 $48.00 $38.30 $50.40 $59.80 $62.00 $99.20 $109.80 $109.10 $110.90 $83.60 $59.50 $25.00
Early Stage $27.80 $24.90 $23.10 $25.40 $21.10 $23.00 $24.10 $26.70 $43.00 $48.10 $53.90 $63.30 $53.70 $44.20 $20.90
Angel Seed $3.40 $3.70 $3.80 $4.50 $3.50 $3.30 $3.50 $4.90 $7.10 $7.90 $7.90 $10.10 $11.10 $9.10 $4.80
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2. IPOs: Recent

Aswath Damodaran
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3. High Yield Bond Issuances: Recent

Aswath Damodaran

1Q20 2Q20 3Q20 4Q20 1Q21 2Q21 3Q21 4Q21 1Q22 2Q22
High Yield 69.9 132.4 124.8 96.5 155.6 144.0 110.7 74.7 52.4 26.0
Investment Grade 495.3 735.1 390.4 229.0 453.8 385.2 329.2 304.7 478.1 282.1
% from High Yield 12.37% 15.26% 24.22% 29.66% 25.53% 27.22% 25.16% 19.69% 9.87% 8.45%
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Risk Capital and Risk Premia
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The Price of Risk

¨ 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).

Aswath Damodaran
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General Propositions about Risk Premiums
Aswath 

Damodaran
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¨ Proposition 1: Risk premiums and prices for risky assets 
are inversely related. When risk premiums go up, risky 
asset prices go down.

¨ Proposition 2: Any statement about the magnitude of 
expected risk premiums is really a statement about the 
level of asset prices. Thus, if you argue that expected risk 
premium for a risky asset is too low, you are arguing that 
its priced too high.

¨ Proposition 3: Asset allocation and market timing 
decisions are really judgment calls on the future 
direction of risk premiums in different asset markets.
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Price of Risk in Bonds: Default Spreads 
over time..

Aswath Damodaran
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And in 2022…

Aswath Damodaran
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By Ratings Class…

Aswath Damodaran
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Price of Risk in Equity Markets: The Equity 
Risk Premium

Aswath Damodaran
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And in 2022…
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Risk Capital’s Value Effects
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Risk Capital’s Value Effects

¨ To understand the effects of risk capital on value, 
you have to trace the changes in it back to their 
sources. In 2022, it has been inflation that has been 
the culprit driving risk capital out of the game, and
to understand how risk capital will affect value, you 
have to look at the full effects of inflation.

¨ That effect can be seen at
¤ The market level, as changes in index value
¤ And the company level, as changes in individual company 

values

Aswath Damodaran
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Inflation and Risk

Aswath Damodaran
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Inflation and Index Value

Aswath Damodaran
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My assessments on September 23, 2022

Aswath Damodaran
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Index Value Drivers

Aswath Damodaran
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Inflation and Company Value

Aswath Damodaran
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Evidence across risk classes in stocks…

Aswath Damodaran
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Fear factor?

¨ Note that high growth, negative earnings companies 
have fared much worse, in general, during the 2022 
downturn, than more mature, money-making 
companies. 

¨ The fear factor that is tilting the balance back to safety 
capital from risk capital has also had clear consequences 
in the speculative collectibles space, with cryptos 
bearing the brunt of the punishment. 

¨ Finally, there are markdowns coming to private company 
holdings, both in the hands of venture capitalists, and 
public market investors (including mutual funds that 
have been drawn into this space and public companies 
like Softbank).

Aswath Damodaran
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What next?

¨ The big question that we all face, as we look towards the second half of the 
year, is whether the pullback in risk capital is temporary, as it was in 2020, or 
whether it is more long term, as in 2000 and 2008-09. 
¤ If it is the former, there is hope of not just a recovery, but a strong rebound in risky asset prices

¤ If it is the latter, stocks may stabilize, but the riskiest assets will see depressed prices for much 
longer. 

¨ I don't have a crystal ball or any special macro forecasting ability, but if I had 
to guess, it would be the latter. 
¤ Unlike a virus, where a vaccine may provide at least the semblance of protection (real or 

imagined), inflation, once unleashed, has no quick fix. 
¤ I also think that a return of fear and a longer term pullback in risk capital is healthy, since risk 

capital providers, spoiled by a decade of more of easy returns, have become lazy and sloppy.

¨ If that is a case, it is almost certain that the investment strategies that 
delivered high returns in the last decade will no longer work in this new 
environment, and that old lessons, dismissed as outdated just a few years go, 
may need to be relearned.

Aswath Damodaran


