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Equity	  Risk	  Premiums:	  Intui8on	  

¨  The	  equity	  risk	  premium	  is	  the	  premium	  that	  investors	  	  
charge	  for	  inves8ng	  in	  the	  average	  equity.	  For	  lack	  of	  	  a	  
beLer	  descrip8on,	  think	  of	  it	  as	  the	  price	  of	  bearing	  a	  
unit	  of	  equity	  risk.	  

¨  It	  is	  a	  func8on	  of	  	  
¤  How	  risk	  averse	  investors	  are	  collec8vely	  
¤  How	  much	  risk	  they	  see	  in	  the	  average	  equity	  

¨  The	  level	  of	  the	  equity	  risk	  premium	  should	  vary	  over	  
8me	  as	  a	  func8on	  of:	  
¤  Changing	  macro	  economic	  risk	  (infla8on	  &	  GDP	  growth)	  
¤  The	  fear	  of	  catastrophic	  risk	  	  
¤  The	  transparency	  or	  lack	  thereof	  of	  the	  companies	  issuing	  
equity	  
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Equity	  Risk	  Premiums	  
The	  ubiquitous	  historical	  risk	  premium	  

¨  The	  historical	  premium	  is	  the	  premium	  that	  stocks	  have	  historically	  earned	  over	  
riskless	  securi8es.	  

¨  While	  the	  users	  of	  historical	  risk	  premiums	  act	  as	  if	  it	  is	  a	  fact	  (rather	  than	  an	  
es8mate),	  it	  is	  sensi8ve	  to	  	  
¤  How	  far	  back	  you	  go	  in	  history…	  
¤  Whether	  you	  use	  T.bill	  rates	  or	  T.Bond	  rates	  
¤  Whether	  you	  use	  geometric	  or	  arithme8c	  averages.	  
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The	  perils	  of	  trus8ng	  the	  past…….	  

¨  Noisy	  es8mates:	  Even	  with	  long	  8me	  periods	  of	  history,	  
the	  risk	  premium	  that	  you	  derive	  will	  have	  substan8al	  
standard	  error.	  For	  instance,	  if	  you	  go	  back	  to	  1928	  
(about	  80	  years	  of	  history)	  and	  you	  assume	  a	  standard	  
devia8on	  of	  20%	  in	  annual	  stock	  returns,	  you	  arrive	  at	  a	  
standard	  error	  of	  greater	  than	  2%:	  	  	  

Standard	  Error	  in	  Premium	  =	  20%/√80	  =	  2.26%	  
¨  Survivorship	  Bias:	  Using	  historical	  data	  from	  the	  U.S.	  
equity	  markets	  over	  the	  twen8eth	  century	  does	  create	  a	  
sampling	  bias.	  Ader	  all,	  the	  US	  economy	  and	  equity	  
markets	  were	  among	  the	  most	  successful	  of	  the	  global	  
economies	  that	  you	  could	  have	  invested	  in	  early	  in	  the	  
century.	  
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An	  Updated	  Equity	  Risk	  Premium:	  	  

¨  On	  January	  1,	  2013,	  the	  S&P	  500	  was	  at	  1426.19,	  essen8ally	  unchanged	  
for	  the	  year.	  And	  it	  was	  a	  year	  of	  macro	  shocks	  –	  poli8cal	  upheaval	  in	  the	  
Middle	  East	  and	  sovereign	  debt	  problems	  in	  Europe.	  The	  treasury	  bond	  
rate	  dropped	  below	  2%	  and	  buybacks/dividends	  surged.	  

January 1, 2013
S&P 500 is at 1426.19
Adjusted Dividends & Buybacks 
for base year = 69.46

In 2012, the actual cash 
returned to stockholders was 
72.25. Using the average total 
yield for the last decade yields 
69.46

Analysts expect earnings to grow 7.67% in 2013, 7.28% in 2014, 
scaling down to 1.76% in 2017, resulting in a compounded annual 
growth rate of 5.27% over the next 5 years. We will assume that 
dividends & buybacks will tgrow 5.27% a year for the next 5 years.

After year 5, we will assume that 
earnings on the index will grow at 
1.76%, the same rate as the entire 
economy (= riskfree rate).

76.97 81.03 85.30 89.80

Expected Return on Stocks (1/1/13)  = 7.54%
T.Bond rate on 1/1/13 = 1.76%
Equity Risk Premium = 7.54% - 1.76% = 5.78%

73.12 Data Sources:
Dividends and Buybacks 
last year: S&P
Expected growth rate: 
S&P, Media reports, 
Factset, Thomson- 
Reuters

1426.19 = 73.12
(1+ r)

+
76.97
(1+ r)2

+
81.03
(1+ r)3

+
85.30
(1+ r)4

+
89.80
(1+ r)5

+
89.80(1.0176)
(r −.0176)(1+ r)5
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Implied	  Premiums	  in	  the	  US:	  1960-‐2012	  
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Why	  implied	  premiums	  maLer?	  

¨  In	  many	  investment	  banks,	  it	  is	  common	  prac8ce	  (especially	  
in	  corporate	  finance	  departments)	  to	  use	  historical	  risk	  
premiums	  (and	  arithme8c	  averages	  at	  that)	  as	  risk	  premiums	  
to	  compute	  cost	  of	  equity.	  If	  all	  analysts	  in	  the	  department	  
used	  the	  geometric	  average	  premium	  for	  1928-‐2012	  of	  4.2%	  
to	  value	  stocks	  in	  January	  2013,	  given	  the	  implied	  premium	  of	  
5.78%,	  what	  were	  they	  likely	  to	  find?	  

¨  The	  values	  they	  obtain	  will	  be	  too	  low	  (most	  stocks	  will	  look	  
overvalued)	  

¨  The	  values	  they	  obtain	  will	  be	  too	  high	  (most	  stocks	  will	  look	  
under	  valued)	  	  

¨  There	  should	  be	  no	  systema8c	  bias	  as	  long	  as	  they	  use	  the	  
same	  premium	  (4.2%)	  to	  value	  all	  stocks.	  

Aswath Damodaran!

7!



8!

Es8ma8ng	  a	  risk	  premium	  for	  an	  emerging	  market	  
Approach	  1:	  Build	  off	  a	  mature	  market	  premium	  

¨  Assume	  that	  the	  equity	  risk	  premium	  for	  the	  US	  and	  other	  mature	  
equity	  markets	  was	  5.8%	  in	  January	  2013.	  You	  could	  then	  add	  on	  
an	  addi8onal	  premium	  for	  inves8ng	  in	  an	  emerging	  markets.	  

¨  Two	  ways	  of	  es8ma8ng	  the	  country	  risk	  premium:	  
¤  Default	  spread	  on	  Country	  Bond:	  In	  this	  approach,	  the	  country	  equity	  risk	  

premium	  is	  set	  equal	  to	  the	  default	  spread	  of	  the	  bond	  issued	  by	  the	  
country.	  Brazil’s	  default	  spread,	  based	  on	  its	  ra8ng,	  in	  September	  2011	  
was	  1.75%.	  
n  Equity	  Risk	  Premium	  for	  Brazil	  =	  5.8%	  +	  1.75%	  =	  7.55%	  

¤  Adjusted	  for	  equity	  risk:	  The	  country	  equity	  risk	  premium	  is	  based	  upon	  
the	  vola8lity	  of	  the	  equity	  market	  rela8ve	  to	  the	  government	  bond	  	  rate.	  
n  Standard	  Devia8on	  in	  Bovespa	  =	  21%	  
n  Standard	  Devia8on	  in	  Brazilian	  government	  bond=	  14%	  
n  Default	  spread	  on	  Brazilian	  Bond=	  1.75%	  
n  Total	  equity	  risk	  premium	  for	  Brazil	  =	  5.8%	  +	  1.75%	  (21/14)	  =	  8.43%	  
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Approach	  2:	  Es8mate	  an	  implied	  equity	  risk	  
premium	  for	  Brazil	  
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Country Risk Premiums!
January 2013!

Black #: Total ERP	

Red #: Country risk premium	

AVG: GDP weighted average	


Angola	
 4.88%	
 10.68%	

Botswana	
 1.50%	
 7.30%	

Egypt	
 7.50%	
 13.30%	

Kenya	
 6.00%	
 11.80%	

Mauritius	
 2.25%	
 8.05%	

Morocco	
 3.60%	
 9.40%	

Namibia	
 3.00%	
 8.80%	

Nigeria	
 4.88%	
 10.68%	

Senegal	
 6.00%	
 11.80%	

South Africa	
 2.25%	
 8.05%	

Tunisia	
 3.00%	
 8.80%	

Zambia	
 6.00%	
 11.80%	

Africa	
 4.29%	
 10.09%	


Belgium	
 1.05%	
 6.85%	

Germany	
 0.00%	
 5.80%	

Portugal	
 4.88%	
 10.68%	

Italy	
 2.63%	
 8.43%	

Luxembourg	
 0.00%	
 5.80%	

Austria	
 0.00%	
 5.80%	

Denmark	
 0.00%	
 5.80%	

France	
 0.38%	
 6.18%	

Finland	
 0.00%	
 5.80%	

Greece	
 10.50%	
 16.30%	

Iceland	
 3.00%	
 8.80%	

Ireland	
 3.60%	
 9.40%	

Netherlands	
 0.00%	
 5.80%	

Norway	
 0.00%	
 5.80%	

Slovenia	
 2.63%	
 8.43%	

Spain	
 3.00%	
 8.80%	

Sweden	
 0.00%	
 5.80%	

Switzerland	
 0.00%	
 5.80%	

Turkey	
 3.60%	
 9.40%	

UK	
 0.00%	
 5.80%	

W.Europe	
 1.05%	
 6.85%	


Canada	
 0.00%	
 5.80%	

USA	
 0.00%	
 5.80%	

N. America	
 0.00%	
 5.80%	


Bahrain	
 2.25%	
 8.05%	

Israel	
 1.28%	
 7.08%	

Jordan	
 4.13%	
 9.93%	

Kuwait	
 0.75%	
 6.55%	

Lebanon	
 6.00%	
 11.80%	

Oman	
 1.28%	
 7.08%	

Qatar	
 0.75%	
 6.55%	

Saudi Arabia	
 1.05%	
 6.85%	

United Arab Emirates	
 0.75%	
 6.55%	

Middle East	
 1.16%	
 6.96%	


Albania	
 6.00%	
 11.80%	

Armenia	
 4.13%	
 9.93%	

Azerbaijan	
 3.00%	
 8.80%	

Belarus	
 9.00%	
 14.80%	

Bosnia & 
Herzegovina	
 9.00%	
 14.80%	

Bulgaria	
 2.63%	
 8.43%	

Croatia	
 3.00%	
 8.80%	

Czech Republic	
 1.28%	
 7.08%	

Estonia	
 1.28%	
 7.08%	

Georgia	
 4.88%	
 10.68%	

Hungary	
 3.60%	
 9.40%	

Kazakhstan	
 2.63%	
 8.43%	

Latvia	
 3.00%	
 8.80%	

Lithuania	
 2.25%	
 8.05%	

Moldova	
 9.00%	
 14.80%	

Montenegro	
 4.88%	
 10.68%	

Poland	
 1.50%	
 7.30%	

Romania	
 3.00%	
 8.80%	

Russia	
 2.25%	
 8.05%	

Slovakia	
 1.50%	
 7.30%	

Ukraine	
 9.00%	
 14.80%	

E. Europe & 
Russia	
 2.68%	
 8.48%	


Bangladesh	
 4.88%	
 10.68%	

Cambodia	
 7.50%	
 13.30%	

China	
 1.05%	
 6.85%	

Fiji Islands	
 6.00%	
 11.80%	

Hong Kong	
 0.38%	
 6.18%	

India	
 3.00%	
 8.80%	

Indonesia	
 3.00%	
 8.80%	

Japan	
 1.05%	
 6.85%	

Korea	
 1.05%	
 6.85%	

Macao	
 1.05%	
 6.85%	

Malaysia	
 1.73%	
 7.53%	

Mongolia	
 6.00%	
 11.80%	

Pakistan	
 10.50%	
 16.30%	

Papua New Guinea	
 6.00%	
 11.80%	

Philippines	
 3.60%	
 9.40%	

Singapore	
 0.00%	
 5.80%	

Sri Lanka	
 6.00%	
 11.80%	

Taiwan	
 1.05%	
 6.85%	

Thailand	
 2.25%	
 8.05%	

Vietnam	
 7.50%	
 13.30%	

Asia	
 1.55%	
 7.35%	


Australia	
 0.00%	
 5.80%	

New Zealand	
 0.00%	
 5.80%	

Australia & 
NZ	
 0.00%	
 5.80%	


Argentina	
 9.00%	
 14.80%	

Belize	
 15.00%	
 20.80%	

Bolivia	
 4.88%	
 10.68%	

Brazil	
 2.63%	
 8.43%	

Chile	
 1.05%	
 6.85%	

Colombia	
 3.00%	
 8.80%	

Costa Rica	
 3.00%	
 8.80%	

Ecuador	
 10.50%	
 16.30%	

El Salvador	
 4.88%	
 10.68%	

Guatemala	
 3.60%	
 9.40%	

Honduras	
 7.50%	
 13.30%	

Mexico	
 2.25%	
 8.05%	

Nicaragua	
 9.00%	
 14.80%	

Panama	
 2.63%	
 8.43%	

Paraguay	
 6.00%	
 11.80%	

Peru	
 2.63%	
 8.43%	

Uruguay	
 3.00%	
 8.80%	

Venezuela	
 6.00%	
 11.80%	

Latin America	
 3.38%	
 9.18%	
Aswath Damodaran	
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From	  Country	  Equity	  Risk	  Premiums	  to	  
Corporate	  Equity	  Risk	  premiums	  

¨  Approach	  1:	  Assume	  that	  every	  company	  in	  the	  country	  is	  equally	  exposed	  to	  country	  risk.	  In	  this	  
case,	  	  
¤  E(Return)	  =	  Riskfree	  Rate	  +	  CRP	  +	  Beta	  (Mature	  ERP)	  
¤  Implicitly,	  this	  is	  what	  you	  are	  assuming	  when	  you	  use	  the	  local	  Government’s	  dollar	  borrowing	  rate	  as	  your	  

riskfree	  rate.	  

¨  Approach	  2:	  Assume	  that	  a	  company’s	  exposure	  to	  country	  risk	  is	  similar	  to	  its	  exposure	  to	  other	  
market	  risk.	  
¤  E(Return)	  =	  Riskfree	  Rate	  +	  Beta	  (Mature	  ERP+	  CRP)	  

¨  Approach	  3:	  Treat	  country	  risk	  as	  a	  separate	  risk	  factor	  and	  allow	  firms	  to	  have	  different	  exposures	  
to	  country	  risk	  (perhaps	  based	  upon	  the	  propor8on	  of	  their	  revenues	  come	  from	  non-‐domes8c	  
sales)	  
¤  E(Return)=Riskfree	  Rate+	  β	  (Mature	  ERP)	  +	  λ	  (CRP)	  

¨  Mature	  ERP	  =	  Mature	  market	  Equity	  Risk	  Premium	  
¨  CRP	  =	  Addi8onal	  country	  risk	  premium	  

Aswath Damodaran	
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Approaches	  1	  &	  2:	  Es8ma8ng	  country	  risk	  
premium	  exposure	  

¨  Loca8on	  based	  CRP:	  The	  standard	  approach	  in	  valua8on	  is	  to	  aLach	  a	  
country	  risk	  premium	  to	  a	  company	  based	  upon	  its	  country	  of	  
incorpora8on.	  Thus,	  if	  you	  are	  an	  Indian	  company,	  you	  are	  assumed	  to	  be	  
exposed	  to	  the	  Indian	  country	  risk	  premium.	  A	  developed	  market	  
company	  is	  assumed	  to	  be	  unexposed	  to	  emerging	  market	  risk.	  

¨  Opera8on-‐based	  CRP:	  There	  is	  a	  more	  reasonable	  modified	  version.	  The	  
country	  risk	  premium	  for	  a	  company	  can	  be	  computed	  as	  a	  weighted	  
average	  of	  the	  country	  risk	  premiums	  of	  the	  countries	  that	  it	  does	  
business	  in,	  with	  the	  weights	  based	  upon	  revenues	  or	  opera8ng	  income.	  
If	  a	  company	  is	  exposed	  to	  risk	  in	  dozens	  of	  countries,	  you	  can	  take	  a	  
weighted	  average	  of	  the	  risk	  premiums	  by	  region.	  

Aswath Damodaran	
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Opera8on	  based	  CRP:	  Single	  versus	  Mul8ple	  
Emerging	  Markets	  

¨  Single	  emerging	  market:	  Embraer,	  in	  2004,	  reported	  that	  it	  derived	  3%	  of	  
its	  revenues	  in	  Brazil	  and	  the	  balance	  from	  mature	  markets.	  The	  mature	  
market	  ERP	  in	  2004	  was	  5%	  and	  Brazil’s	  CRP	  was	  7.89%.	  

¨  Mul8ple	  emerging	  markets:	  Ambev,	  the	  Brazilian-‐based	  beverage	  
company,	  reported	  revenues	  from	  the	  following	  countries	  during	  2011.	  	  

Aswath Damodaran	
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Extending	  to	  a	  mul8na8onal:	  Regional	  breakdown	  
Coca	  Cola’s	  revenue	  breakdown	  and	  ERP	  in	  2012	  

Things to watch out for!
1.  Aggregation across regions. For instance, the Pacific region often includes Australia & NZ with Asia!
2.  Obscure aggregations including Eurasia and Oceania!14!
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Approach	  3:	  Es8mate	  a	  lambda	  for	  country	  risk	  

¨  Source	  of	  revenues:	  Other	  things	  remaining	  equal,	  a	  company	  should	  be	  
more	  exposed	  to	  risk	  in	  a	  country	  if	  it	  generates	  more	  of	  its	  revenues	  
from	  that	  country.	  	  	  

¨  Manufacturing	  facili8es:	  Other	  things	  remaining	  equal,	  a	  firm	  that	  has	  all	  
of	  its	  produc8on	  facili8es	  in	  a	  “risky	  country”	  should	  be	  more	  exposed	  to	  
country	  risk	  than	  one	  which	  has	  produc8on	  facili8es	  spread	  over	  mul8ple	  
countries.	  The	  problem	  will	  be	  accented	  for	  companies	  that	  cannot	  move	  
their	  produc8on	  facili8es	  (mining	  and	  petroleum	  companies,	  for	  
instance).	  

¨  Use	  of	  risk	  management	  products:	  Companies	  can	  use	  both	  op8ons/
futures	  markets	  and	  insurance	  to	  hedge	  some	  or	  a	  significant	  por8on	  of	  
country	  risk.	  
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16!

Es8ma8ng	  Lambdas:	  The	  Revenue	  Approach	  

¨  The	  easiest	  and	  most	  accessible	  data	  is	  on	  revenues.	  Most	  companies	  break	  their	  revenues	  down	  
by	  region.	  	  

	  λ	  =	  %	  of	  revenues	  domes8callyfirm/	  %	  of	  revenues	  domes8cally	  average	  firm	  

¨  Consider,	  for	  instance,	  Embraer	  and	  Embratel,	  both	  of	  which	  are	  incorporated	  and	  traded	  in	  Brazil.	  
Embraer	  gets	  3%	  of	  its	  revenues	  from	  Brazil	  whereas	  Embratel	  gets	  almost	  all	  of	  its	  revenues	  in	  
Brazil.	  The	  average	  Brazilian	  company	  gets	  about	  77%	  of	  its	  revenues	  in	  Brazil:	  
¤  LambdaEmbraer	  =	  3%/	  77%	  =	  .04	  
¤  LambdaEmbratel	  =	  100%/77%	  =	  1.30	  

¨  Note	  that	  if	  the	  propor8on	  of	  revenues	  of	  the	  average	  company	  gets	  in	  the	  market	  is	  assumed	  to	  
be	  100%,	  this	  approach	  collapses	  into	  the	  first	  one.,	  

¨  There	  are	  two	  implica8ons	  
¤  A	  company’s	  risk	  exposure	  is	  determined	  by	  where	  it	  does	  business	  and	  not	  by	  where	  it	  is	  located	  
¤  Firms	  might	  be	  able	  to	  ac8vely	  manage	  their	  country	  risk	  exposure	  
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