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remves‘ced into the same asset class in the subsequent months of the year. The income return is thus used
in the estimation of the equity risk premium because it represents the truly riskless portion of the return.

Arithmetic vs. Geometric Mean

The equity risk premium data presented in this book are arithmetic average risk premiums as opposed to
geometric average risk premiums. The arithmetic average equity risk premium can be demonstrated to be
most appropriate when discounting future cash flows. For use as the expected equity risk premium in

either the CAPM or the building-block approach, the arithmetic mean or the simple difference of the
arithmetic means of stock market returns and riskless rates is the relevant number.

This is because both the CAPM and the building-block approach are additive models, in which the cost of

capital is the sum of its parts. The geometric average is more appropriate for reporting past performance
because it represents the compound average return.

Appropriate Historical Period

The equity risk premium can be estimated using any historical time period. For the U.S., market data exist

at least as far back as the late 1800s. Therefore, it is possible to estimate the equity risk premium using
data that covers roughly the past 125 years.

Our equity risk premium covers 1926 to the present. The original data source for the time series comprising
the equity risk premium is the Center for Research in Security Prices. CRSP chose to begin its analysis of
market returns with 1926 for two main reasons. CRSP determined that 1926 was approximately when
quality financial data became available. They also made a conscious effort to include the period of extreme
market volatility from the late 1920s and early 1930s; 1926 was chosen because it includes one full
business cycle of data before the market crash of 1929.

Implicit in using history to forecast the future is the assumption that investors’ expectations for future
Outcomes conform to past results. This method assumes that the price of taking on risk changes only slowly,
if at all over time. This “future equals the past” assumption is most applicable to a random time-series

variable, A time-series variable is random if its value in one period is independent of its value in other
Periods,

ChOOsing an Appropriate Historical Period

The estimate of the equity risk premium depends on the length of the data series studied. A proper estimate
of the equity risk premium requires a data series long enough to give a reliable a\{erage withaut being
Undyly influenced by very good and very poor short-term returns. When calculated using a long data series,
the historical equity risk premium is relatively stable. Furthermore, because an average of the realized

2\\
%2 segig Yearbook 193





