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Tlie t q ~ r ~ t y  R~sk Premium 

A statistical measure of the ranclomncss of a return series is its scri;ll correl;itioil. Serial 

correlation (o r  autocorrelation) is defined as the degree to  which the retLirn of n ~ i v c n  series is related 

from period to  period. A serial correlation near positive one indicates that  rcturns arc predictable 

from onc period to  thc ncxt pcriod and arc positively related. Tha t  is, the rcturns of one period 31-c a 

good predictor of  the rcturus in the ncxt pcriod. (:onvcrsely, ;I serial corrCl,ltion i i e ; ~ ~ .  ncg;ltivc one 

indicates that  the returns in one period are inversely !-elated to  those of the next pcriod. A serial 

correlation near zero indicatcs that  tlie rcturns arc random or  unpredictal>le from one pcriod to tlie 

next. Table 5-3 contains the serial correlation of the market total returns, tlic rcnlized long-horizon 

equity risk premium, and  inflation. 

Table 5-3 
Interpretation of Annual Serial Correlations 
1926-2002 

Series Ser~al Correlation Interpretation 

Large Company Stock Total Returns 0.05 Random 

Equlty R~sk Premium 0 06 Random 

lnflat~on Rates 0 65 lrcrid 

The significance of this evidence is that  the rcalizcd equity I-isli premium ncsr yeill. will not IK 
dependent o n  tlic realized cquity risk prciniuiv From this ye;11; 7'li;1t is, there is no disc~ern;il>ic p ; ~ t t e ~ x  

in the realized equity risk premium-it is virtually impossible to  forecast next year's re;llizcd risk 

premium based on the pr-cmiuni o f  the previous yc:iv. I;ol- c s a ~ n p l c ,  i f  this !.car's difference hctwccn 

thc riskless ratc and the returii o n  the stocI< i i ~ ~ r l i e t  is Iiigher than last !.c.;I~'s, tl1;it does not iinpl!. rhnt 

next year's will be higher than this year's. It is as likely to be higher as it is lower. l'he l m t  estimate ot 

the expected value of a variable that  lins hcliaved randomly in the past is t h i ~  nvcrc~gc (o r  aritlinlctic 

mean) of its past values. 

Table 5-4 also indicatcs that  tlic cquity risk premium varies considcral~ly by decade, from a 

high of 17.9 percent in the 1950s to  a low of 0.3 percent in the 1970s. This look a t  the historical 

equity risk premium reveals n o  observable pattern. 

Table 5-4 
Long-Horizon Equity Risk Premium by Decade 
1926-2002 

'Based on the per~od 1926-1929 

**Based on the per~od 2000-2002 
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