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Implied Equity Premiums

¨ For a start: If you know the price paid for an asset and have 
estimates of the expected  cash flows on the asset, you can 
estimate the IRR of these cash flows. If you paid the price, 
this is your expected return.

¨ Stock Price & Risk: If you assume that stocks are correctly 
priced in the aggregate and you can estimate the expected 
cashflows from buying stocks, you can estimate the expected 
rate of return on stocks by finding that discount rate that 
makes the present value equal to the price paid. 

¨ Implied ERP: Subtracting out the riskfree rate should yield an 
implied equity risk premium.  This implied equity premium is 
a forward-looking number and can be updated as often as 
you want (every minute of every day, if you are so inclined).
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Equity Risk Premium: January 2020
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And in 2020.. COVID effects
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An Updated Estimate: ERP in 2023
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Implied Premiums in the US: 1960-2022
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Implied Premium versus Risk Free Rate
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Equity Risk Premiums and Bond Default Spreads
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Equity Risk Premiums and Cap Rates (Real 
Estate)
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Why implied premiums matter?

¨ In many investment banks, it is common practice (especially in 
corporate finance departments) to use historical risk premiums 
(and arithmetic averages at that) as risk premiums to compute cost 
of equity. 

¨ If all analysts in a group used the arithmetic average premium (for 
stocks over T.Bills) for 1928-2022 of 8.17% to value stocks in 
January 2022, given the implied premium of 5.94%, what are they 
likely to find?
a. The values they obtain will be too low (most stocks will look overvalued)
b. The values they obtain will be too high (most stocks will look under valued) 

c. There should be no systematic bias as long as they use the same premium 
to value all stocks.
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Which equity risk premium should you use?

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
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An ERP for the Sensex

¨ Inputs for the computation
¤ Sensex on 9/5/07 = 15446
¤ Dividend yield on index = 3.05%
¤ Expected growth rate - next 5 years = 14%
¤ Growth rate beyond year 5 = 6.76% (set equal to riskfree rate)

¨ Solving for the expected return:

¨ Expected return on stocks = 11.18%
¨ Implied equity risk premium for India = 11.18% - 6.76% = 

4.42%
€ 

15446 =
537.06
(1+ r)

+
612.25
(1+ r)2

+
697.86
(1+ r)3

+
795.67
(1+ r)4

+
907.07
(1+ r)5

+
907.07(1.0676)
(r − .0676)(1+ r)5
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The evolution of Emerging Market Risk
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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%



Relative Risk Measures

Discount Rates: III77
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The CAPM Beta: The Most Used (and 
Misused) Risk Measure
¨ The standard procedure for estimating betas is to regress 

stock returns (Rj) against market returns (Rm) -
Rj = a + b Rm
where  a is the intercept and b is the slope of the regression. 

¨ The slope of the regression corresponds to the beta of 
the stock, and measures the riskiness of the stock. 

¨ This beta has three problems:
• It has high standard error
• It reflects the firm’s business mix over the period of the 

regression, not the current mix
• It reflects the firm’s average financial leverage over the period 

rather than the current leverage.

Aswath Damodaran

78



79

Unreliable, when it looks bad..
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Or when it looks good..
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One slice of history..
81
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During 2019 and 2020, GME was an 
extraordinarily volatile stock, as short 
sellers and long only investors fought 
out a battle. 



And subject to game playing
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