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by Willard T. Carleton and Josef Lakonishok

Risk and Return on Equity: The Use
and Misuse of Historical Estimates

The task of estimating a company’s expected return typically involves an initial estimate of
the market's expected return. Thus, in turn, 1s usually based on summary statistics about
risk premiums drawn from historical average returns. The approach appears simple, but
the underlying complexities may trip up unwary analysts.

The awthors demonstrate how choice of measurement period, averaging method, portfolio
weighting and risk-free vate can cause the equity risk premiwm to vary from 0.9 to 24.9
per cent. Cver the 1926-80 period, for example, the aritlmetic 1

equeally weighted portfolio was 17.1 per cent; the geometric mean annual refurn on a

anmnual return on an
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corresponding valie
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substantal.

INANCIAL ANALYSTS HAVE come to  tion into the uncritical acceptance and use of
rely heavily on summary statistics drawn  aggregated historical return differentials. Using
from historical returns on common stocks."  return data for the period 1926-80, we present
Typically, these returns, aggregated over time tables showing how mean or risk-adjusted stock
and over securities, have been compared with  returns are affected by the following dimensions

historical returns on lower-risk assets such as  of historical return measurement and presenta-
Treasury bills or US. government bonds to pro-  tien

vide estimates of the stock market's average risk ¢ geometric vs. arithmetic mes
premium on equities.” Th

ity underlying

eturns,

ghied stock

s equally weighted vs. value-w
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the aggregate data seems t

been ignored, for the most part, in practice = time periods chosen,
The consequences of ignoring complexity can # bills vs. bonds as the base for the market
be substantial in de terms. For example, the risk premium,

book v of Duke Power Company's common # industry risk-adjusted return differentials,
equity is about $2.4 billion. Each percentage # effect of data point intervals on industry risk
point in estimates of its cost of equity capital adjustments,

E94

thus translates into §

i million of earnings per # the significance of some industry “alphas,’
year, when applied as an earnings rate on book » size effects within industries.
And the differences between estimates We used as our main data base the monthly

of costs of equity generated by different “read
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ings” of historical returns could easily amount
to several percentage points—or multiples of
524 million per vear—in require
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