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In a period of a month, the implied equity risk premium rose from 4.20% on September
12 to 6.39% at the close of trading of October 10. Even more disconcertingly, there were
wide swings in the equity risk premium within a day; in the last trading hour just on
October 10, the implied equity risk premium ranged from a high of 6.6% to a low of
6.1%.

There are two ways in which we can view this volatility. One the one side,
proponents of using historical averages (either of actual or implied premiums) will use
the day-to-day volatility in market risk premiums to argue for the stability of historical
averages. They are implicitly assuming that when the crisis passes, markets will return to
the status quo. On the other hand, there will be many who point to the unprecedented
jump in implied premiums over a four-week period and note the danger of sticking with a
“fixed” premium. They will argue that there are sometimes structural shifts in markets,
i.e. big events that change market risk premiums for long periods, and that we should be
therefore modifying the risk premiums that we use in valuation as the market changes
around us.

There is one final point to be made about the changes in risk premiums during this
crisis. The volatility captured in figure 7A was not restricted to just the US equity
markets. Global equity markets gyrated with and sometimes more than the US, default

spreads widened considerably in corporate bond markets, commercial paper and LIBOR
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rates soared while the 3-month treasury bill rate dropped close to zero and the implied
volatility in option markets rose to levels never seen before. Gold surged but other
commodities, such as oil and grains, dropped. Not only did we discover how intertwined
equity markets are around the globe but also how markets for all risky assets are tied

together. We will explicitly consider these linkages as we go through the rest of the

paper.
Extensions of Implied Equity Risk Premium

The practice of backing out risk premiums from current prices and expected
cashflows is a flexible one. It can be expanded into emerging markets to provide
estimates of risk premiums that can replace the country risk premiums we developed in
the last section. Within an equity market, it can be used to compute implied equity risk
premiums for individual sectors or even classes of companies.

a. Other Equity Markets

The advantage of the implied premium approach is that it is market-driven and
current, and does not require any historical data. Thus, it can be used to estimate implied
equity premiums in any market, no matter how short its history, It is, however, bounded
by whether the model used for the valuation is the right one and the availability and
reliability of the inputs to that model. Earlier in this paper, we estimated country risk
premiums for Brazil, using default spreads and equity market volatile. To provide a
contrast, we estimated the implied equity risk premium for the Brazilian equity market in
September 2008, from the following inputs.

* The index (Bovespa) was trading at 48,345 on September 9, 2008, and the

dividend yield on the index over the previous 12 months was approximately 2%.

While stock buybacks represented negligible cash flows, we did compute the

FCFE for companies in the index, and the aggregate FCFE yield across the

companies was 5.41%.

* Earnings in companies in the index are expected to grow 9% (in US dollar terms)
over the next 5 years, and 3.80% (set equal to the treasury bond rate) thereafter.
* The riskfree rate is the US 10-year treasury bond rate of 3.80%.

The time line of cash flows is shown below:
2,853 3,109 3,389 3,694 4,027 4,027(1.038)
48,345 = + +

+ + +
(+r) A+r)* A+r)° A+»* A+’ (r=-038)1+r)

These inputs yield a required return on equity of 10.78%, which when compared to the

treasury bond rate of 3.80% on that day results in an implied equity premium of 6.98%.





