EQUITY RISK PREMIUM HISTORY

EQUITY Risk PREMIUM HISTORY: UNDERSTANDING THE JOURNEY OF MARKET RETURNS

EQUITY RISK PREMIUM HISTORY OFFERS A FASCINATING WINDOW INTO HOW INVESTORS HAVE BEEN COMPENSATED FOR TAKING
ON THE ADDITIONAL RISK OF INVESTING IN STOCKS OVER SAFER ASSETS, LIKE GOVERNMENT BONDS. IF YOU’VE EVER WONDERED
WHY STOCKS TEND TO OUTPERFORM BONDS OVER THE LONG RUN, OR WHY THE EXPECTED RETURN ON EQUITIES FLUCTUATES
WITH ECONOMIC CYCLES AND INVESTOR SENTIMENT, A DIVE INTO THE HISTORY OF THE EQUITY RISK PREMIUM (ERP) CAN
ILLUMINATE MUCH OF THIS. THIS CONCEPT IS FUNDAMENTAL FOR INVESTORS, FINANCIAL ANALYSTS, AND ECONOMISTS ALIKE, AS
IT SHAPES EXPECTATIONS AROUND MARKET BEHAVIOR AND INVESTMENT STRATEGY.

IN THIS ARTICLE, WE’LL EXPLORE THE EVOLUTION OF THE EQUITY RISK PREMIUM, ITS HISTORICAL CONTEXT, HOW IT’s MEASURED,
AND WHAT LESSONS HISTORY OFFERS FOR TODAY’S INVESTORS. ALONG THE WAY, WE’LL TOUCH ON RELATED IDEAS LIKE
MARKET VOLATILITY, RISK-ADJUSTED RETURNS, AND THE ROLE OF ECONOMIC EVENTS IN SHAPING EQUITY RETURNS.

WHAT Is THE EQUITY RISk PReMium?

BEFORE DELVING INTO THE HISTORY, IT’S IMPORTANT TO CLARIFY WHAT THE EQUITY RISK PREMIUM ACTUALLY MEANS. SIMPLY
PUT, THE EQUITY RISK PREMIUM IS THE EXTRA RETURN INVESTORS EXPECT TO RECEIVE FROM INVESTING IN THE STOCK MARKET
OVER A RISK-FREE INVESTMENT, TYPICALLY GOVERNMENT BONDS. THIS PREMIUM COMPENSATES INVESTORS FOR THE
UNCERTAINTY AND HIGHER RISK OF LOSS ASSOCIATED WITH EQUITIES.

For EXAMPLE, IF THE AVERAGE RETURN ON LONG~TERM GOVERNMENT BONDS IS 30/0 ANNUALLY, AND THE AVERAGE RETURN ON
STOCKS IS 80/01 THE EQUITY RISK PREMIUM IS 50/0. THIS DIFFERENCE REFLECTS THE MARKET’S COMPENSATION FOR RISK.

WHY Does THe EQUITY Risk PREMIUM MATTER?

UNDERSTANDING THE EQUITY RISK PREMIUM IS CRITICAL FOR PORTFOLIO CONSTRUCTION, VALUATION MODELS, AND FINANCIAL
PLANNING. |T HELPS INVESTORS DECIDE HOW MUCH EQUITY EXPOSURE IS WARRANTED BASED ON THEIR RISK TOLERANCE AND
RETURN EXPECTATIONS. MOREOVER, THE ERP INFLUENCES THE COST OF CAPITAL FOR COMPANIES AND ULTIMATELY AFFECTS
ECONOMIC GROWTH AND INVESTMENT DECISIONS.

THE HisTORICAL EvoLUTION OF THE EQUITY Risk PReMIUM

THE EQUITY RISK PREMIUM IS NOT A STATIC NUMBER; IT HAS FLUCTUATED SIGNIFICANTLY OVER TIME DUE TO A VARIETY OF
ECONOMIC, POLITICAL, AND MARKET FACTORS. STUDYING ITS HISTORY GIVES US INSIGHT INTO HOW MARKETS HAVE REW ARDED
RISK ACROSS DIFFERENT ERAS.

EARLY 20TH CeNTURY: THE BIRTH oF MODERN EQUITY MARKETS

AT THE TURN OF THE 20TH CENTURY, STOCK MARKETS WERE BECOMING MORE ACCESSIBLE TO THE PUBLIC, BUT THEY WERE
STILL RELATIVELY VOLATILE AND LESS REGULATED. STUDIES OF EQUITY RETURNS DATING BACK TO THE EARLY 1900s, sucH
AS THOSE COMPILED BY ECONOMISTS LIKE MEHRA AND PRESCOTT, SHOW THAT THE EQUITY RISK PREMIUM HAS AVERAGED
AROUND 4-79% OVER THE VERY LONG RUN.

DURING THIS ERA, DATA IS SOMEWHAT LIMITED, BUT IT’S CLEAR THAT STOCKS PROVIDED A MEANINGFUL PREMIUM OVER BONDS,
REFLECTING THE INHERENT RISK AND THE INFANCY OF FINANCIAL MARKETS. EVENTS LIKE WORLD W AR | AND THE GREAT
DEPRESSION HAD PROFOUND IMPACTS ON RETURNS AND INVESTOR CONFIDENCE.



THe GReEAT DEPRESSION AND ITS AFTERMATH

THe 1930S WERE A TURBULENT TIME FOR INVESTORS. THE STOCK MARKET CRASH OF 1929 AND THE ENSUING GREAT
DEPRESSION WIPED OUT MASSIVE WEALTH AND CAUSED EXTREME MARKET VOLATILITY. THE EQUITY RISK PREMIUM DURING THIS
PERIOD WAS HIGHLY ERRATIC. IN FACT, THE CRASH LED SOME INVESTORS TO QUESTION WHETHER EQUITIES TRULY OFFERED A
SIGNIFICANT PREMIUM OVER SAFER ASSETS.

HowEVER, THE RECOVERY IN SUBSEQUENT DECADES RESTORED CONFIDENCE. THE POST-WORLD W AR || ECONOMY EXPERIENCED
ROBUST GROWTH AND EXPANDING CORPORATE PROFITS, WHICH CONTRIBUTED TO A HEALTHY EQUITY RISK PREMIUM. THIS
PERIOD ALSO SAW THE RISE OF INSTITUTIONAL INVESTING AND THE GROWTH OF PENSION FUNDS, WHICH FURTHER SHAPED THE
DYNAMICS OF EQUITY MARKETS.

THe PosT-\W AR EcoNoMic BooM AND ERP STABILITY

FroM ROUGHLY 1950 TO ]980, EQUITY MARKETS ENJOYED A RELATIVELY STABLE ENVIRONMENT CHARACTERIZED BY RISING
CORPORATE EARNINGS AND ECONOMIC EXPANSION. THE EQUITY RISK PREMIUM DURING THIS PERIOD AVERAGED AROUND 5‘()0/0,
WHICH ALIGNED WELL WITH HISTORICAL LONG-TERM AVERAGES.

INVESTORS BENEFITED FROM TECHNOLOGICAL INNOVATIONS, GLOBALIZATION, AND INCREASED MARKET EFFICIENCY. THIS ERA
ALSO MARKED THE RISE OF MODERN PORTFOLIO THEORY, WHICH EMPHASIZED THE IMPORTANCE OF DIVERSIFICATION AND THE
TRADE-OFF BETWEEN RISK AND RETURN, FURTHER EMBEDDING THE CONCEPT OF THE EQUITY RISK PREMIUM IN FINANCIAL THINKING.

THE VoOLATILE LATE 20TH CENTURY

THE LATE 20TH CENTURY BROUGHT A SERIES OF CHALLENGES AND MARKET SHOCKS, INCLUDING OIL CRISES, INFLATION SPIKES,
AND GEOPOLITICAL TENSIONS. THESE FACTORS CAUSED SIGNIFICANT FLUCTUATIONS IN THE EQUITY RISK PREMIUM.

DURING PERIODS OF HIGH INFLATION AND ECONOMIC UNCERTAINTY, BONDS OFTEN PERFORMED POORLY, AND INVESTORS DEMANDED
HIGHER PREMIUMS FOR HOLDING EQUITIES. CONVERSELY, IN MORE STABLE PERIODS, THE ERP TENDED TO NARROW AS CONFIDENCE
IN THE ECONOMY AND CORPORATE PROFITABILITY INCREASED.

THE DEVELOPMENT OF NEW FINANCIAL INSTRUMENTS AND THE GROWTH OF GLOBAL CAPITAL MARKETS ALSO INFLUENCED THE
DYNAMICS OF THE EQUITY RISK PREMIUM, MAKING IT A MORE COMPLEX BUT STILL ESSENTIAL METRIC FOR INVESTORS.

RecenT DecaDes: Lower ERP AND MARKET UNCERTAINTY

SINCE THE 19905, MANY STUDIES HAVE OBSERVED A DECLINE IN THE ESTIMATED EQUITY RISK PREMIUM, ESPECIALLY AFTER
ADJUSTING FOR RISK AND INFLATION. SOME ATTRIBUTE THIS TO IMPROVED MARKET EFFICIENCY, GLOBALIZATION, AND LOWER
INFLATION EXPECTATIONS.

HoweVer, THE ERP HAS ALSO SHOWN SPIKES DURING FINANCIAL CRISES, SUCH AS THE DOT-COM BUBBLE BURST IN THE EARLY
2000s AND THE GLOBAL FINANCIAL CRISIS oF 2008. THESE EVENTS TEMPORARILY INCREASED RISK AVERSION AND THE
REQUIRED PREMIUM FOR HOLDING EQUITIES.

TODAY/ THE EQUITY RISK PREMIUM REMAINS A SUBJECT OF DEBATE AMONG INVESTORS AND ACADEMICS. SOME ARGUE THAT
DEMOGRAPHIC SHIFTS, CENTRAL BANK POLICIES, AND TECHNOLOGICAL CHANGES HAVE PERMANENTLY ALTERED THE RISK-RETURN
LANDSCAPE.



MEASURING THE EQUITY Risk PReEMIUM: HISTORICAL VS. IMPLIED APPROACHES

THERE ARE TWO MAIN WAYS TO ESTIMATE THE EQUITY RISK PREMIUM: HISTORICAL AND IMPLIED.

HisTorIcAL EQuUITY RISk PREMIUM

THIS METHOD CALCULATES THE ERP BY LOOKING BACKWARD AT THE ACTUAL REALIZED RETURNS OF STOCKS AND BONDS OVER
A LONG PERIOD. |T’S STRAIGHTFORWARD BUT HAS LIMITATIONS BECAUSE PAST PERFORMANCE MAY NOT PREDICT THE FUTURE.
ALSO/ HISTORICAL DATA CAN BE SKEWED BY EXTRAORDINARY EVENTS LIKE WARS OR RECESSIONS.

IMPLIED EQUITY RISk PREMIUM

THE IMPLIED ERP IS DERIVED FROM CURRENT MARKET PRICES AND EXPECTED FUTURE CASH FLOWS, OFTEN USING VALUATION
MODELS LIKE THE DIVIDEND DISCOUNT MODEL (DDM) THIS FORW ARD-LOOKING APPROACH ATTEMPTS TO CAPTURE THE PREMIUM
THAT INVESTORS CURRENTLY REQUIRE.

BOTH METHODS PROVIDE VALUABLE INSIGHTS BUT CAN DIFFER SIGNIFICANTLY DEPENDING ON ASSUMPTIONS ABOUT GROWTH
RATES, VOLATILITY, AND RISK-FREE RATES.

WHY THE EQUITY Risk PREMIUM FLUCTUATES OVER TIME

SEVERAL FACTORS CONTRIBUTE TO THE CHANGING NATURE OF THE EQUITY RISK PREMIUM THROUGHOUT HISTORY.
o EconoMic CYCLES: RECESSIONS AND EXPANSIONS AFFECT CORPORATE EARNINGS AND INVESTOR CONFIDENCE,
INFLUENCING ERP LEVELS.
® |NFLATION: HIGH INFLATION ERODES BOND RETURNS AND CAN INCREASE THE PREMIUM INVESTORS DEMAND FOR STOCKS.
¢ MARKET VOLATILITY: GREATER UNCERTAINTY OR GEOPOLITICAL RISKS RAISE RISK AVERSION, BOOSTING THE ERP.
o |NTEREST RATES: CHANGES IN RISK-FREE RATES SHIFT THE BASELINE AGAINST WHICH EQUITIES ARE MEASURED.

* INVESTOR BEHAVIOR: SENTIMENT, RISK TOLERANCE, AND MARKET PSYCHOLOGY PLAY ROLES IN HOW MUCH PREMIUM IS
REQUIRED.

RECOGNIZING THESE DRIVERS HELPS INVESTORS BETTER INTERPRET SHIFTS IN EXPECTED RETURNS AND ADJUST THEIR INVESTMENT
STRATEGIES ACCORDINGLY.

LESSONS FROM EQUITY Risk PREMIUM HiSTORY FOR ToDAY's INVESTORS

LOOKING BACK AT THE LONG HISTORY OF THE EQUITY RISK PREMIUM OFFERS SEVERAL PRACTICAL TAKEAWAYS:

1. ExXPeCT VARIABILITY OVER TIME



THE ERP IS NOT A FIXED FIGURE. |T CHANGES WITH ECONOMIC CONDITIONS AND MARKET SENTIMENT. INVESTORS SHOULD BE
PREPARED FOR PERIODS OF BOTH HIGHER AND LOWER PREMIUMS, WHICH AFFECT PORTFOLIO RETURNS.

2. LoNG-TERM INVESTING REWARDS PATIENCE

DESPITE SHORT-TERM VOLATILITY, HISTORICAL DATA SHOWS THAT EQUITIES TEND TO OUTPERFORM SAFER ASSETS OVER THE
LONG HAUL, JUSTIFYING THE RISK PREMIUM. STAYING INVESTED THROUGH CYCLES CAN HARNESS THIS LONG-TERM GROW TH.

3. DIVERSIFICATION REMAINS KEY

SINCE RISK PREMIUMS FLUCTUATE, DIVERSIFICATION HELPS SMOOTH RETURNS AND MANAGE RISK, ALIGNING WITH THE PRINCIPLES
FIRST POPULARIZED ALONGSIDE THE ERP coNcePT.

4. Use MULTIPLE APPROACHES TO ESTIMATE EXPECTED RETURNS

COMBINING HISTORICAL AND IMPLIED METHODS GIVES A MORE BALANCED VIEW OF EXPECTED EQUITY RETURNS, HELPING TO SET
REALISTIC INVESTMENT GOALS.

5. STAY INFORMED ABOUT MACROECONOMIC TRENDS

CHANGES IN INFLATION, INTEREST RATES, AND GEOPOLITICAL EVENTS CAN SHIFT THE EQUITY RISK PREMIUM. AW ARENESS OF
THESE FACTORS ENABLES SMARTER PORTFOLIO ADJUSTMENTS.

THE EQUITY RISk PREMIUM AND MODERN FINANCIAL THEORY

THE CONCEPT OF THE EQUITY RISK PREMIUM IS CENTRAL TO MANY FRAMEWORKS IN FINANCE, INCLUDING THE CAPITAL ASSET
PrICING MODEL (CAPM), WHICH RELATES EXPECTED RETURN TO SYSTEMATIC RISK MEASURED BY BETA. UNDERSTANDING THE
HISTORICAL BEHAVIOR OF THE ERP ENRICHES THESE MODELS BY PROVIDING CONTEXT ON THE MAGNITUDE AND VARIABILITY OF
RISK COMPENSATION.

AS MARKETS EVOLVE WITH NEW TECHNOLOGIES, REGULATIONS, AND GLOBAL INTERCONNECTIONS, THE EQUITY RISK PREMIUM
REMAINS A VITAL METRIC FOR UNDERSTANDING HOW INVESTORS VALUE RISK AND REWARD. |TS HISTORY REMINDS US THAT WHILE

MARKETS CAN BE UNPREDICTABLE, THE FUNDAMENTAL TRADE-OFF BETWEEN RISK AND RETURN ENDURES.

EXPLORING THE EQUITY RISK PREMIUM HISTORY NOT ONLY DEEPENS OUR GRASP OF FINANCIAL MARKETS BUT ALSO EMPOWERS
INVESTORS TO MAKE MORE INFORMED DECISIONS IN AN EVER-CHANGING INVESTMENT LANDSCAPE.

FREQUENTLY ASKeED QUESTIONS

WHAT IS THE EQUITY RISK PREMIUM?

THE EQUITY RISK PREMIUM IS THE EXCESS RETURN THAT INVESTING IN THE STOCK MARKET PROVIDES OVER A RISK-FREE RATE,
TYPICALLY GOVERNMENT BONDS, COMPENSATING INVESTORS FOR TAKING ON HIGHER RISK.



How HAS THE EQUITY RISK PREMIUM CHANGED HISTORICALLY?

HISTORICALLY, THE EQUITY RISK PREMIUM HAS FLUCTUATED OVER TIME DUE TO ECONOMIC CYCLES, MARKET VOLATILITY, AND
INVESTOR SENTIMENT, BUT IT HAS AVERAGED AROUND 4‘()0/0 IN MANY DEVELOPED MARKETS OVER THE LONG TERM.

\WHAT PERIODS EXPERIENCED THE HIGHEST EQUITY RISK PREMIUMS?

THE HIGHEST EQUITY RISK PREMIUMS WERE OFTEN OBSERVED DURING AND AFTER MAJOR MARKET DOWNTURNS, SUCH AS THE
GreAT DepressioN IN THE 1930s anD THe GLoBAL FINANCIAL Crisis IN 2008, WHEN STOCK PRICES WERE LOW RELATIVE TO
BONDS.

How DOES THE EQUITY RISK PREMIUM HISTORY VARY ACROSS COUNTRIES?

EQUITY RISK PREMIUM HISTORY VARIES BY COUNTRY DUE TO DIFFERENCES IN ECONOMIC STABILITY, MARKET DEVELOPMENT, AND
POLITICAL RISK, EMERGING MARKETS TYPICALLY EXHIBIT HIGHER PREMIUMS COMPARED TO DEVELOPED MARKETS.

\WHY IS UNDERSTANDING THE HISTORY OF THE EQUITY RISK PREMIUM IMPORTANT?

UNDERSTANDING THE HISTORY HELPS INVESTORS SET REALISTIC EXPECTATIONS FOR FUTURE RETURNS, INFORMS ASSET
ALLOCATION DECISIONS, AND AIDS IN VALUING INVESTMENTS AND PRICING RISK ACCURATELY.

\WHAT DATA SOURCES ARE COMMONLY USED TO STUDY EQUITY RISK PREMIUM
HISTORY?

RESEARCHERS USE HISTORICAL STOCK MARKET RETURNS, GOVERNMENT BOND YIELDS, AND INFLATION DATA FROM SOURCES LIKE
ROBERT SHILLER'S DATASETS, |BBOTSON ASSOCIATES/ AND NATIONAL FINANCIAL ARCHIVES.

HAS THE EQUITY RISk PREMIUM DECREASED IN RECENT DECADES?

SOME STUDIES SUGGEST A DECLINE IN THE EQUITY RISK PREMIUM IN RECENT DECADES DUE TO LOWER EXPECTED RETURNS AND
INCREASED MARKET EFFICIENCY, BUT THIS IS STILL DEBATED AMONG ECONOMISTS.

How DID MAJOR EVENTS LIKE THE GREAT DEPRESSION AFFECT THE EQUITY RISK
PREMIUM?

THE GREAT DEPRESSION LED TO A DRAMATIC INCREASE IN THE EQUITY RISK PREMIUM AS STOCK PRICES PLUMMETED AND
INVESTORS DEMANDED HIGHER COMPENSATION FOR RISK, FOLLOWED BY PERIODS OF RECOVERY AND NORMALIZATION.

CAN THE EQUITY RISK PREMIUM BE NEGATIVE HISTORICALLY?

\WHILE RARE, THERE HAVE BEEN SHORT PERIODS WHERE THE EQUITY RISK PREMIUM WAS NEGATIVE, MEANING STOCKS
UNDERPERFORMED RISK-FREE BONDS, OFTEN DURING SEVERE MARKET DOWNTURNS OR ECONOMIC CRISES.

How DO ECONOMISTS ESTIMATE THE EQUITY RISK PREMIUM HISTORICALLY?

ECONOMISTS ESTIMATE IT BY COMPARING HISTORICAL AVERAGE RETURNS ON EQUITIES TO RETURNS ON RISK-FREE ASSETS OVER
LONG PERIODS, ADJUSTING FOR INFLATION AND OTHER ECONOMIC FACTORS TO REFLECT REAL RISK PREMIUMS.

ADDITIONAL RESOURCES

EQuUITY Risk PREMIUM HiSTORY: AN ANALYTICAL REVIEW OF MARKET COMPENSATION FOR Risk



EQUITY RISK PREMIUM HISTORY TRACES THE EVOLVING COMPENSATION INVESTORS HAVE REQUIRED FOR BEARING THE
UNCERTAINTIES OF EQUITY MARKETS COMPARED TO RISK-FREE INVESTMENTS. THIS CONCEPT, FUNDAMENTAL TO FINANCE AND
INVESTMENT THEORY, ENCAPSULATES THE EXCESS RETURN INVESTORS EXPECT FROM STOCKS OVER GOVERNMENT SECURITIES,
REFLECTING THE UNDERLYING RISK AND MARKET SENTIMENT. [UNDERSTANDING THE HISTORICAL TRAJECTORY OF THE EQUITY RISK
PREMIUM OFFERS CRITICAL INSIGHTS INTO MARKET BEHAVIOR, ECONOMIC CYCLES, AND INVESTOR PSYCHOLOGY, MAKING IT AN
INDISPENSABLE METRIC FOR PORTFOLIO MANAGEMENT, ASSET PRICING, AND POLICY FORMULATION.

THE EQUITY RISK PREMIUM (ERP) IS NOT A STATIC FIGURE; IT FLUCTUATES OVER TIME, INFLUENCED BY ECONOMIC CONDITIONS,
GEOPOLITICAL EVENTS, INFLATION EXPECTATIONS, AND INVESTOR RISK TOLERANCE. [TS HISTORY PROVIDES A WINDOW INTO
HOW GLOBAL MARKETS HAVE PRICED RISK THROUGH DIFFERENT ERAS—RANGING FROM THE TUMULTUOUS POST-W AR RECOVERY
PERIOD TO THE TECH BOOM AND SUBSEQUENT FINANCIAL CRISES. BY EXAMINING THIS HISTORY, ANALYSTS AND INVESTORS CAN
BETTER CONTEXTUALIZE CURRENT MARKET LEVELS AND ANTICIPATE POTENTIAL SHIFTS IN RISK APPETITE.

HisTorICAL EVOLUTION oF THE EQUITY RISk PREMIUM

THE ORIGIN OF FORMAL ERP ANALYSIS DATES BACK TO THE EARLY 20TH CENTURY, BUT COMPREHENSIVE DATA AND SCHOLARLY
ATTENTION HAVE EXPANDED ESPECIALLY SINCE THE 1950s. PIONEERING STUDIES BY ECONOMISTS LIKE IBBOTSON AND SIEGEL
HAVE LAID THE GROUNDWORK FOR UNDERSTANDING LONG-TERM MARKET RETURNS RELATIVE TO GOVERNMENT BONDS. THEIR
RESEARCH DEMONSTRATED THAT, HISTORICALLY, EQUITIES HAVE DELIVERED AN AVERAGE PREMIUM RANGING FROM 30/0 TO 70/0
ABOVE RISK-FREE RATES, THOUGH THIS PREMIUM IS FAR FROM UNIFORM ACROSS DECADES.

PosT-WorLd WaR Il Periop (1945-1970)

FoLLowING WoRrLD W AR |l, THE GLOBAL ECONOMY EXPERIENCED ROBUST GROWTH, INDUSTRIAL EXPANSION, AND RISING
CORPORATE PROFITS. DURING THIS ERA, THE EQUITY RISK PREMIUM AVERAGED APPROXIMATELY 5% IN THE UNITED STATES,
SUPPORTED BY STEADY INFLATION AND MODERATE INTEREST RATES. INVESTORS WERE GENERALLY CONFIDENT, AND THE PREMIUM
REFLECTED A BALANCED PERCEPTION OF RISK VERSUS REWARD. THE RELATIVE STABILITY OF THIS PERIOD MADE IT A BENCHMARK
FOR MANY SUBSEQUENT ERP ESTIMATIONS.

STAGFLATION AND VoLATILITY (1970s-1980s)

THE 1970S INTRODUCED A PERIOD OF STAGFLATION, CHARACTERIZED BY PERSISTENT INFLATION COUPLED WITH STAGNANT
ECONOMIC GROWTH. EQUITY RISK PREMIUMS WIDENED AS UNCERTAINTY INCREASED SIGNIFICANTLY. INFLATION ERODED FIXED
INCOME RETURNS, LEADING INVESTORS TO DEMAND HIGHER COMPENSATION FOR EQUITY RISKS. DURING THIS TIME, THE ERP
FLUCTUATED WIDELY, PEAKING IN SOME ESTIMATES NEAR 70/0 OR HIGHER, REFLECTING HEIGHTENED MARKET VOLATILITY AND
ECONOMIC UNPREDICTABILITY.

TecH BooM AND MARKeT OpTIMIsM (1990s-2000s)

THE 1990S BROUGHT ABOUT A SURGE IN TECHNOLOGICAL INNOVATION AND MARKET OPTIMISM. STOCK MARKETS EXPERIENCED
PROLONGED BULL RUNS, WITH THE ERP OFTEN TRENDING LOWER DUE TO INCREASED INVESTOR CONFIDENCE AND FALLING INTEREST
RATES. SOME ANALYSTS ARGUE THAT THIS PERIOD SAW AN UNDERPRICING OF RISK, AS THE ENTHUSIASM AROUND TECH STOCKS
LED TO TEMPORARILY COMPRESSED EQUITY PREMIUMS. THE SUBSEQUENT DOT-COM CRASH IN THE EARLY 2000s SERVED AS A
CORRECTIVE EPISODE, RESTORING A MORE CAUTIOUS APPROACH AND HIGHER DEMANDED PREMIUMS.

GLogAL FINAaNcIAL Crisis aND AFTERMATH (2007-2010s)

THe 2008 FINANCIAL CRISIS DRAMATICALLY AFFECTED THE EQUITY RISK PREMIUM. AS MARKETS PLUNGED AND UNCERTAINTY



SURGED, INVESTORS DEMANDED SUBSTANTIALLY HIGHER PREMIUMS, WITH SOME STUDIES NOTING ERP sPIKES UPWARDS OF 80/0.
THIS CRISIS UNDERSCORED THE VOLATILITY INHERENT IN EQUITY MARKETS AND THE SENSITIVITY OF RISK PREMIUMS TO SYSTEMIC
SHOCKS. IN THE YEARS FOLLOWING, QUANTITATIVE EASING AND LOW INTEREST RATE POLICIES CONTRIBUTED TO COMPRESSED
ERP LEVELS, RAISING DEBATES ABOUT WHETHER MARKETS WERE ADEQUATELY PRICING RISK.

FACTORS INFLUENCING THE EQUITY Risk PReMiuM OVER TIME

THE HISTORICAL FLUCTUATIONS IN EQUITY RISK PREMIUMS CAN BE ATTRIBUTED TO A COMPLEX INTERPLAY OF ECONOMIC,
FINANCIAL, AND BEHAVIORAL FACTORS. RECOGNIZING THESE DRIVERS IS ESSENTIAL FOR INTERPRETING PAST TRENDS AND
FORECASTING FUTURE MOVEMENTS.

EconoMic GROWTH AND INFLATION

STRONG ECONOMIC GROWTH TENDS TO LOWER THE EQUITY RISK PREMIUM AS CORPORATE EARNINGS PROSPECTS IMPROVE AND
DEFAULT RISKS DECLINE. CONVERSELY, HIGH INFLATION OFTEN INCREASES THE ERP AS IT ERODES REAL RETURNS AND INJECTS
UNCERTAINTY INTO BOTH CASH FLOWS AND DISCOUNT RATES.

INTEREST RATES AND MONETARY PoOLICY

CENTRAL BANK POLICIES DIRECTLY IMPACT RISK-FREE RATES AND INFLUENCE INVESTOR EXPECTATIONS. LOWER INTEREST RATES
GENERALLY REDUCE THE RISK-FREE BENCHMARK, WHICH CAN LEAD TO LOWER OBSERVED ERP IF EQUITY RETURNS DO NOT ADJUST
ACCORDINGLY. CONVERSELY, RISING RATES MAY ELEVATE THE PREMIUM AS RISK-FREE ALTERNATIVES BECOME MORE ATTRACTIVE.

MARKET VOLATILITY AND INVESTOR SENTIMENT

PERIODS MARKED BY HIGH VOLATILITY AND MARKET STRESS USUALLY SEE SPIKES IN THE EQUITY RISK PREMIUM, REFLECTING
HEIGHTENED RISK AVERSION. BEHAVIORAL FINANCE RESEARCH SUGGESTS THAT FEAR AND UNCERTAINTY LEAD INVESTORS TO
DEMAND GREATER COMPENSATION FOR HOLDING RISKY ASSETS.

STRUCTURAL CHANGES AND GLOBALIZATION

THE INTEGRATION OF GLOBAL MARKETS, TECHNOLOGICAL ADVANCEMENTS, AND REGULATORY SHIFTS HAVE INFLUENCED THE
EQUITY RISK PREMIUM BY ALTERING RISK PERCEPTIONS AND INVESTMENT OPPORTUNITIES. FOR EXAMPLE, GLOBALIZATION HAS
DIVERSIFIED RISK BUT ALSO INTRODUCED NEW SYSTEMIC VULNERABILITIES.

MEASURING AND INTERPRETING THE EQUITY Risk PREMIUM

V ARIOUS METHODOLOGIES EXIST TO ESTIMATE THE ERP, EACH WITH DISTINCT ASSUMPTIONS AND IMPLICATIONS.
(UNDERSTANDING THESE APPROACHES IS CRUCIAL FOR A COMPREHENSIVE APPRECIATION OF THE EQUITY RISK PREMIUM HISTORY.

o Ex-PosT HisTorICAL RETURNS: CALCULATING THE DIFFERENCE BETWEEN AVERAGE REALIZED STOCK RETURNS AND
GOVERNMENT BOND RETURNS OVER LONG PERIODS.

e Ex-ANTE IMPLIED PREMIUMS: DERIVING ERP FROM CURRENT MARKET VALUATIONS, DIVIDENDS, AND EXPECTED GROWTH
RATES, OFTEN USING MODELS LIKE THE GORDON GROW TH MODEL.



o SURVEY-BASED ESTIMATES: AGGREGATING INVESTOR AND ANALYST EXPECTATIONS ABOUT FUTURE RETURNS AND RISK
PREMIUMS.

EACH METHOD OFFERS UNIQUE INSIGHTS BUT ALSO FACES LIMITATIONS SUCH AS SURVIVORSHIP BIAS OR RELIANCE ON FORW ARD-
LOOKING ASSUMPTIONS. HISTORICAL ANALYSES TEND TO SMOOTH OUT SHORT-TERM VOLATILITY BUT MAY NOT CAPTURE
REGIME SHIFTS, WHILE IMPLIED MEASURES CAN BE SENSITIVE TO TRANSIENT MARKET CONDITIONS.

CoMPARATIVE ERP Across GEOGRAPHIES AND ASSET CLASSES

THE EQUITY RISK PREMIUM HISTORY VARIES NOT ONLY OVER TIME BUT ALSO ACROSS COUNTRIES AND SECTORS. EMERGING
MARKETS FREQUENTLY EXHIBIT HIGHER ERPS DUE TO INCREASED POLITICAL AND ECONOMIC RISKS, WHILE DEVELOPED MARKETS
GENERALLY SHOW LOWER PREMIUMS REFLECTING GREATER STABILITY. SIMILARLY, SMALL-CAP STOCKS OR SECTORS WITH HIGHER
VOLATILITY OFTEN DEMAND LARGER PREMIUMS, ALIGNING WITH THE RISK-RETURN TRADEOFF CENTRAL TO MODERN PORTFOLIO
THEORY.

THe PRACTICAL IMPLICATIONS OF ERP HISTORY FOR INVESTORS AND
POLICYMAKERS

A DEEP UNDERSTANDING OF THE EQUITY RISK PREMIUM HISTORY AIDS ASSET MANAGERS IN PORTFOLIO CONSTRUCTION, RISK
ASSESSMENT, AND VALUATION MODELS. BY ANCHORING EXPECTATIONS IN HISTORICAL CONTEXT, INVESTORS CAN AVOID
COMMON PITFALLS SUCH AS OVERESTIMATING RETURNS DURING BULL MARKETS OR EXCESSIVE RISK AVERSION DURING
DOWNTURNS.

For POLICYMAKERS, FLUCTUATIONS IN THE ERP SIGNAL SHIFTS IN MARKET CONFIDENCE AND ECONOMIC OUTLOOKS, INFORMING
DECISIONS ON MONETARY POLICY, FINANCIAL REGULATION, AND ECONOMIC STABILIZATION MEASURES. RECOGNIZING PERIODS OF
ABNORMALLY HIGH OR LOW EQUITY PREMIUMS CAN ALSO HELP IN MITIGATING SYSTEMIC RISKS AND PROMOTING MARKET
EFFICIENCY.

THE JOURNEY THROUGH THE EQUITY RISK PREMIUM HISTORY REVEALS A DYNAMIC INTERPLAY BETWEEN RISK AND REWARD SHAPED
BY ECONOMIC CYCLES, INVESTOR PSYCHOLOGY, AND STRUCTURAL MARKET CHANGES. WHILE PAST PATTERNS PROVIDE
VALUABLE GUIDANCE, THE EVER-EVOLVING NATURE OF GLOBAL FINANCE NECESSITATES CONTINUAL REASSESSMENT OF PREMIUMS
TO NAVIGATE THE COMPLEXITIES OF MODERN INVESTING.

Equity Risk Premium History

Equity Risk Premium History
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