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 Risk premium is highly volatile and difficult to predict. Predicting long-

term equity market returns essentially means predicting the risk premium that 
equity as an asset class shall enjoy over the risk-free asset over a very long 
future period. This is a daunting task as risk premium displays extremely high 
volatility making prediction difficult.  

 There are five key approaches. Academic researchers and professionals 
predict risk premium by extrapolating from historical data, dividend yield 
approach, earnings yield based approach,  expectation surveys, and 
aggregate income based approach.  

 Predictions for the US market vary widely from 0% to 5%, based on the 
methodology chosen, with an extreme divergence amongst researchers 
and/or professionals about US equities long term future risk premium.  

 Indian equities have given a real return CAGR of 10.5% over 1981-2006, 
almost identical to 10.5% in 1981-1990 and 10.7% in 1991-2000. During 
2001-2006, the market has given a CAGR real return of 12.8% much higher 
than in the past. Mean real returns of other developed countries such as the 
US (7.5% over 1889-2000), UK, Japan, Germany, and France over the long 
term are comparatively lower.  

 We estimate India’s risk premium at 5.5% to 6% (150-200 basis points 
above US). With no plausible explanation about why the future is likely to be 
any different than the past, Mehra (2003) opines, “The equity premium is 
likely to be similar to what it has been in the past”. Ibbotson (2002) indicates 
future long-term risk premium for US at slightly lower than 4%. India’s ex-post 
risk premium (1980-2006) works out to 9.8%. However, increasing market 
returns overestimate risk premium and declining market returns 
underestimate it. Equity returns tend to be mean reverting, therefore risk 
premium too would be mean reverting over the long term. 

 Based on earnings yield approach, India can deliver 9% real return in 
the long term, lower than the past, as the market has moved up. 
Earnings yield is established as a predictor of long-term equities real returns 
(Siegel, 2006). Over 1994-2006, India’s mean real return was 6.3% 
compared to a mean earnings yield of 9%. India’s past-two-decade mean real 
return of 10.5% could be closer to mean earnings yield (P/E data not 
available for that long a period).  

 In 1994-2006, there is a remarkable closeness between mean earnings 
yield estimate of 9% and expected mean return of 8.4% by aggregate 
income (GDP based) approach.  

  Total returns approach based on post March-1997 data suggests a risk 
premium of 4.2%, hence lower returns in the immediate future than in 
the past. Since March 1997, P/E expansion is at a CAGR of 3.0%, nominal 
Sensex return is at a CAGR of 10.2%, and CAGR dividend yield is 2.2%. 
Effectively, net total return sans P/E expansion is 12.4%. Based on a 10-year 
G-sec yield of 8.3%, risk premium in the immediate historic period since end-
March 1997 works out to 4.2%.  

 As per our dividend discount model, at 8.5% risk-free rate, 6% risk 
premium, and 14% dividend growth rate, we derive a Sensex level of 
10,600.  
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Comparison of aggregate income (GDP based) 
approach, earnings yield approach and actual 
returns (%) 

Expected mean real returns aggregate 

income method (1994-2006) 

8.4

Actual mean real return (1994-2006) 6.3

Mean earnings yield (1994-30 Jun, 2006) 9.0

Source: Bloomberg, Man Financial Research 
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PREDICTING EQUITY RETURNS THROUGH RISK 
PREMIUM 
 
Historically, investors holding corporate equities have earned a premium, or an 
extra return for holding equities instead of bonds, which have more predictable 
returns. Equity risk premium defined as the long-term excess returns that equities 
earn over risk-free assets (10-year G-sec returns or treasury bills) is one of the 
most contentious financial variables.   
 
ERP (equity risk premium) = Rm - Rf, where 
Rm = Market benchmark return  
Rf = Risk-free rate of return 
 
The choice of the benchmark index, time period chosen, method for calculating 
returns (arithmetic or geometric), choice of the risk-free asset (10-year G-sec bond 
or one-year T-bill) influence the calculation of the risk premium. However, even 
after making a choice of these, the estimation of forward-looking, long-term 
difference between expected annual aggregate nominal equity market returns and 
expected annual nominal returns on long-term government bonds is fraught with 
many difficult statistical questions.  
 
Broadly researchers have adopted one of the five ways to arrive at a risk premium 
estimate, 
1. Extrapolate from the historical data i.e. finding out ex-post realized returns 
2. Dividend yield approach 
3. Earnings yield based approach 
4. Expectation surveys  
5. Macro-economic based long term relationship between real GDP growth and 

earnings  
 
The global experience  
 
Returns for Selected Countries, 1947–1998     

  Mean Real Return  

Country Period Market Index, % Risk free rate, % Risk premium, %

United Kingdom 1947-1999 5.7 1.1 4.6

Japan 1970-1999 4.7 1.4 3.3

Germany 1978-1997 9.8 3.2 6.6

France 1973-1998 9.0 2.7 6.3

Sources: Data for the United Kingdom are from Siegel; the rest of the data are from Campbell(2003), Mehra (2003)  

 
The annual mean real return on the U.K. stock market, for example, was 5.7% in 
the post-WWII period, a 4.6 % premium over the average bond return of 1.1%. Ex-
post realised equity returns and respective risk premiums for France, Germany, 
and Japan are also given in the table.  
 
Risk premium estimate for the US: Range from 0% to 5% based on the 
methodology chosen 
Historical data given below reflects that over more than a century, the US stock 
returns have been considerably higher than returns for T-bills. However, current 
academic opinion varies from using long-term historical averages as predictors for 
future long-term equity premium (and in turn return market returns) to the usage of 
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forward looking approaches based on like dividend discount models and earnings 
yield. The range of prediction for the US equity markets varies from declining and 
some even close to nil premiums for equities over government bonds in recent 
times to those indicating long-term premium in the range of 3% to 5%. Lower 
future long-term premium indicates lower future equity market returns than 
what the historical returns had been.   
 
U.S. Returns, 1802–2000       
  Mean real return  

  Period market index Relatively risk-less Security risk premium

1802-1998 7.0 2.9 4.1

1889-2000 7.9 1.0 6.9

1926-2000 8.7 0.7 8.0

1947-2000 8.4 0.6 7.8

Sources: Data for 1802–1998 are from Siegel (1998); for 1889–2000, from Mehra and Prescott (1985), updated by 
Mehra (2003) 

 

The table below gives Derrig and Orr (2003) cited overview of the range of 
estimated risk premiums for the US market based on various time periods and 
different methodologies chosen. 
 
Source Risk-free ERP Estimate Data Period Methodology 
Historical         
Ibbotson Associates 3.80% 8.40% 1926 - 2002 Historical 

    
Social Security         
Office of the Chief Actuary  2.3%, 3.0% 4.7%, 4.0% 1900 - 1995 Projecting out 75 years Historical 

John Campbell  3% to 3.5% 1.5-2.5%, 3-4% Projecting out 75 years Historical & Ratios (Div/Price & Earn 

Peter Diamond 2.20% <4.8% Last 200 years for eq/75 for bonds,Proj 75 Fundamentals Div. Yld. GDP Gr 

Peter Diamond 3.00% 3.0% to 3.5% Projecting out 75 years Fundamentals:Div/Price  

John Shoven  3.0%, 3.5% 3.0% to 3.5% Projecting out 75 years Fundamentals: P/E, GDP Gr 

    
Puzzle Research         
Robert Arnott and Peter Bernstein 3.70% 2.40% 1802 to 2001, normal Fundamentals: Div Yld & Gr 

Robert Arnott and Ronald Ryan 4.10% -0.90% Past 74 years, 74 years projection  Fundamentals: Div Yld & Gr 

John Campbell and Robert Shiller N/A Negative 1871 to 2000, ten-year projection Ratios: P/E and Div/Price 

James Claus and Jacob Thomas 7.64% 3.39% or less 1985-1998, long- term Abnormal Earnings model 

George Constantinides 2.00% 6.90% 1872 to 2000, long-term Hist. & Fund.: Price/Div & P/E 

Bradford Cornell 5.6%, 3.8% 3.5-5.5%, 5-7% 1926-1997, long run forward-looking Weighing theoretical & empirical evid 

Dimson, Marsh & Staunton 1.00% 5.40% 1900-2000, prospective Adj hist ret, Var of Gordon gr model 

Eugene Fama and Kenneth French 3.24% 3.83% & 4.78% Estimate for 1951-2000, long term Fundamentals: Dividends and 

Robert Harris and Felicia Marston 8.53% 7.14% 1982-1998, expectational Fin anaysts' est, div gr model 

Roger Ibbotson and Peng Chen 2.05% 4% and 6% 1926-2000, long-term Historical and supply side approaches 

Jeremy Siegel 4.00% 0.9% to 0.3% 1871 to 1998, forward- looking Fundamentals: P/E, Div Yld, Div Gr 

Jeremy Siegel 3.50% 2-3% 1802-2001, forward looking Earnings yield 

    
Surveys         
John Graham and Campbell Harvey ? By survey 3-4.7% 2Q 2000 thru 3Q 2002, 1 & 10 year proj Survey of CFO's 

Ivo Wekch N/A 7% 30-Year forecast, surveys in 97/98 & 99 Survey of financial economists 

Ivo Welch  5% 5.0% to 5.5% 30-Year forecast, survey around August Survey of financial economists 

    
Misc.         
Barclays Global Investors 5% 2.5%, 3.25% Long-run (10-year) expected return Fundamentals: Inc.Earn Gr. & 

Richard Brealey and Stewart Myers N/A 6 to 8.5% 1926-1997 Predominantly Historical 

Burton Malkiel 5.25% 2.75% 1926 to 1997, estimate millennium  Fundamentals: Div Yld. Earn Gr 

Richard Wendt  5.50% 3.30% 1960-2000, estimate for 2001-2015 period Linerr regression model 

Source: Derrig and Orr (2003) 
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Ibbotson’s Stocks, Bonds, Bills and Inflation Yearbook is a primary source of data 
on the US capital market returns. This annual publication reports monthly returns to 
various asset classes from 1926 to date. Roger Ibbotson, finance professor at Yale 
School of Management, chairman of Ibbotson Associates, and author (along with 
Rex Sinquefield) of the Stocks, Bonds, Bills and Inflation Yearbook, believes that 
equities over the long term will continue to outperform government bonds by a 
significant margin. In a discussion between Mr Ibbotson and Mr Robert Arnott, 
managing partner of First Quadrant and visiting professor at UCLA, (The Journal of 
Financial Planning, April 2002, article 7), Mr Ibbotson says “Over the last 75 years, 
1926–2000, inflation has been 3.1% per year, stocks have returned 10.7% per year 
and the realized equity risk premium (stock returns minus long-term government 
bond yields) has been 5.24% per year. Looking ahead, my forecast of the equity 
risk premium is slightly below 4%, or about 1.25% below the historical 
realization”.  
 
On the other hand, Mr Robert Arnott, in the same interview, argues for a much 
lower risk premium for the US market.  
 
Jeremy Siegel (2006) argues that, over the long term, mean earnings yield is the 
best predictor for equities real returns. He has opined, “During the past 204 years 
(through 2005) stock investors have earned an average 6.8 % per year after 
inflation and that return has been remarkably stable over long periods. Over the 
past 80 years, real stock returns averaged 6.7 % per year, and since the end of the 
Second World War, the annual return has been 6.8 %. This return includes both 
capital gains and dividend income and is measured after the effects of inflation 
have been subtracted. These numbers mean that on average, investors' wealth 
has doubled in purchasing power every decade in stocks, a feat rivalled by no 
other asset class.  
 
Neither I nor any other economists have uncovered precisely why investors have 
received this return and cannot promise they will receive it in the future. But history 
clearly suggests that stocks will continue to be the best long-term assets for 
investors. The long run data are consistent with the view that the earnings yield 
predicts real stock returns. Since 1871, the first year that definite data on 
aggregate stocks earnings is available, the average price-to-earnings on stocks is 
14.4. That means that investors have paid on average $14.40 for every dollar of 
current earnings. 
 
The historical earnings yield on stocks, which is one over the P-E ratio, has 
therefore been 6.9 %. That is virtually identical to the average real return on stocks 
over this period”  
 
In ”Global evidence on the equity risk premium” (Journal of Applied Corporate 
Finance, 2000), Elroy Dimson, Paul Marsh, and Mike Staunton of London Business 
school opine “A plausible, forward-looking risk premium for the world’s major 
markets would be on the order of 3% on a geometric mean basis, while the 
corresponding arithmetic mean risk premium would be around 5%”. 
 
Jagannathan, McGrattan and Scherbina (Federal Reserve Bank of Minneapolis 
Quarterly Review, Vol. 24, No. 4, Fall 2000, pp. 3–19) argue for fall in US equity 
premium. They conclude by saying “The study calculates the premium for several 
measures of the aggregate U.S. stock portfolio and several assumptions about 
bond yields and stock dividends and gets basically the same result. The premium 
averaged about 7 %age points during 1926–70 and only about 0.7 of a %age point 
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after that. This result is shown to be reasonable by demonstrating the roughly 
equal returns that investments in stocks and consol bonds of the same 
duration would have earned between 1982 and 1999, years when the equity 
premium is estimated to have been zero”. 
 
An avalanche of risk premium studies appeared after Mehra and Prescott (1985) 
published their paper “The Equity Premium: A Puzzle”. They highlighted that the 
historical realized ERP for the stock market 1889-1978 appeared to be at odds with 
and, relative to Treasury bills, far in excess of asset pricing theory values based on 
investors with reasonable risk aversion parameters. 
 
Mehra (2003). reviewed the literature since his original article and came to the 
conclusion that “Before the equity premium is dismissed, not only do researchers 
need to understand the observed phenomena, but they also need a plausible 
explanation as to why the future is likely to be any different from the past. In the 
absence of this explanation, and on the basis of what is currently known, I 
make the following claim: Over the long term, the equity premium is likely to 
be similar to what is has been in the past and returns to investment in equity 
will continue to substantially dominate returns to investment in T-bills for 
investors with a long planning horizon” 

Source: Mehra (2003) 
 
 
At the conclusion of a forum on the equity risk premium sponsored by the 
Association for Investment Management and Research (AIMR 2001), comprising 
twenty leading researchers and practitioners, Campbell Harvey stated,“ We have 
talked today about the current state-of-the-art models. There is a burgeoning 
literature on different measures of risk, and we are learning a lot from the 
new behavioural theories. So, we are moving forward in our understanding of 
the risk premium. Indeed, some of the foremost contributors to this effort are 
in this room. And I think more progress will be made in the future. It is 
somewhat frustrating that we are not there yet. I cannot go into the 
classroom or into the corporate world and say with some confidence, “This 
is the risk premium.” 

 Campbell Harvey 
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Estimation based on historically observed (Ex-post) risk premium: The Indian experience 
  
Risk Premium  

March end Sensex
% chg 
(YoY) 

GOI 
10-yrs yield

Risk 
premium (%)  Dec end BSE Sensex

% chg 
(YoY)

Mar-80 129 - 6.0 -  Dec-79 119  

Mar-81 173 34.9 6.3 28.6  Dec-80 148 24.8

Mar-82 218 25.5 6.4 19.1  Dec-81 228 53.6

Mar-83 212 -2.8 7.0 -9.8  Dec-82 236 3.6

Mar-84 245 16.0 7.9 8.1  Dec-83 253 7.2

Mar-85 354 44.2 7.8 36.4  Dec-84 272 7.5

Mar-86 574 62.2 8.0 54.2  Dec-85 527 94.0

Mar-87 510 -11.1 8.7 -19.8  Dec-86 524 -0.6

Mar-88 398 -21.9 9.1 -31.0  Dec-87 442 -15.7

Mar-89 714 79.1 10.3 68.8  Dec-88 666 50.7

Mar-90 781 9.5 11.4 -1.9  Dec-89 779 16.9

Mar-91 1,168 49.5 11.1 38.4  Dec-90 1,048 34.6

Mar-92 4,285 266.9 11.5 255.4  Dec-91 1,909 82.1

Mar-93 2,281 -46.8 12.1 -58.9  Dec-92 2,615 37.0

Mar-94 3,779 65.7 13.0 52.7  Dec-93 3,363 28.6

Mar-95 3,261 -13.7 12.6 -26.3  Dec-94 3,930 16.9

Mar-96 3,367 3.2 9.9 -6.7  Dec-95 3,110 -20.9

Mar-97 3,361 -0.2 10.1 -10.3  Dec-96 3,085 -0.8

Mar-98 3,893 15.8 9.6 6.2  Dec-97 3,659 18.6

Mar-99 3,740 -3.9 9.7 -13.6  Dec-98 3,055 -16.5

Mar-00 5,001 33.7 10.2 23.5  Dec-99 5,006 63.8

Mar-01 3,604 -27.9 10.2 -38.1  Dec-00 3,972 -20.6

Mar-02 3,469 -3.7 7.4 -11.2  Dec-01 3,262 -17.9

Mar-03 3,049 -12.1 6.2 -18.3  Dec-02 3,377 3.5

Mar-04 5,591 83.4 5.2 78.2  Dec-03 5,839 72.9

Mar-05 6,493 16.1 6.7 9.4  Dec-04 6,603 13.1

Mar-06 11,280 73.7 7.5 66.2  Dec-05 9,398 42.3

Median (1981 -  2006) 15.9 9.4 7.2  CAGR (1979-2006) 18.0
Standard deviation (1981 - 2006) 59.8 2.2 59.7  GOI 10-yr yield 8.9
   Risk Premium 9.1
   Standard deviation (1980-2005) 32.4
Source: Man Financial Research 

 
Sensex historical returns (in rupee terms) and risk premiums since 1980: We have 
calculated annual returns based on financial year-end basis and have used 10-
year G-sec yields for calculating risk premiums. 
 

India: Risk premiums over different time horizons 
March end Sensex CAGR GOI 10-yrs yield CAGR Risk premium (%)
1980-2006 18.8 8.9 9.8

1980-2005 17.0 9.0 8.0

1980-2004 17.0 9.1 7.9

1980-2003 14.7 9.2 5.5

1980-2002 16.1 9.4 6.8

Source: Man Financial Research 

 
The Sensex has grown at a CAGR of 18.8% over a 26-year period between 1980 
and 2006. With the geometric mean of the G-sec yield over the same period being 
8.9%, the risk premium works out to 9.8%. We have done the same exercise over 
different periods as shown in the table above. Risk premium increases in the 1980-
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2006 period over 1980-2003. This is not because investors were expecting higher 
returns because of the “more risky” Indian market, but because the increasing 
market returns (Rm) overestimate risk premium while declining ones 
underestimate it.  
 
After a bull market, stock valuations rise to higher levels than justified by 
fundamentals and consequently the ex-post (realized) equity premium rises higher. 
But this is the time when the ex-ante (or expected) equity premium is likely to be low. 
Looked from a different perspective, after a major downward correction, the realized 
premium will be low whereas the expected premium is likely to be high. This is in 
tune with the view that equity returns have been documented to be mean reverting. 
 
Risk premium is highly volatile with almost all the volatility emerging from 
equity returns  
Sensex annual returns (1980-2006) on financial year-end basis (April to March) 
have a volatility (standard deviation) of 59.8%. However, if we measure the 
volatility in the same period on calendar year end basis the volatility of returns 
becomes almost half at 32.4%.  
  
The chart below shows the frequency distribution of the annualised monthly risk 
premium over the last 26 years. The series is highly volatility with a range of 
+150% to –300% with a standard deviation of 90%. As can be seen from the “Ex-
post risk premium: The Indian experience” table on the previous page, standard 
deviation of the risk premium over the last 26 years at 59.7% is almost the same as 
that of the annual return time series of the Sensex, implying almost all the volatility 
in the risk premium is because of the equity returns.   
 
Annualised monthly equity premiums %age frequency over 10-year G-sec returns 
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Source: Man Financial Research 

  
Therefore, it is essential to arrive at an estimate of the average risk premium that 
will prevail over the long term. The realised equity premium is the culmination of a 
stochastic process over a long duration and it varies over time. Furthermore, the 
variation in the realized premium depends on the time horizon over which it is 
measured. In some periods, it has even been negative as can be seen from above. 
The prediction of short-term market return (based on long-term risk premium) is 
obviously easier said than done. 



 

July 13, 2006 Man Financial    Indian Equity Risk Premium     8 

Earnings yield approach 
Wharton Professor Jeremy J. Siegel, (1998) argues that the real (after inflation) 
returns on equities have averaged 6.7% annually for the US market. This 6.7% 
return has been quite steady over the three eras covered in his studies: 1801–1871 
(reconstructed from a variety of sources), 1872–1926 (the Cowles Commission 
Study of the early 1930s), and 1927–1998 (the so-called modern era, based on the 
comprehensive data in the Standard & Poor's indexes). 
 
India: Real returns  
March end Mean real returns (%)

CAGR (1981-2006) 10.5

CAGR (upto-05) 8.7

CAGR (upto-04) 8.5

CAGR (upto-03) 6.2

CAGR (upto-02) 7.3

CAGR (1981-1990) 10.5

CAGR (1991-2000) 10.7

CAGR (2001-2006) 12.8
Source: Man Financial Research 

 
Earnings yield is established as a predictor of next long-term equities real returns 
(Siegel, 2006). Over 1994-2006, India’s mean real return was 6.3% compared 
to a mean earnings yield of 9%. India’s past-two-decade mean real return of 
10.5% could be closer to mean earnings yield (P/E data not available for that long 
a period). We believe India could deliver a long term real return of 9% p.a. 
 
Risk premium in the immediate history since end-March 1997 till date is lower 
than the long-term historical average 
In the table shown below, we have looked at the risk premium from the total returns 
angle. As can be seen, from end-March 1997 till date, P/E expansion is at a CAGR 
of 3.0%, nominal Sensex return is at a CAGR of 10.2% and CAGR dividend yield 
of 2.2%. Effectively, net total return sans P/E expansion is 12.4%. Based on the 
10-year G-sec yield of 8.3%, the risk premium in the immediate historic period 
since end-March 1997 works out to 4.2%, lower than the historical average.   
 
Total returns: From FY97 till June 30, 2006  
P/E expansion 3.0%

Price Return 10.2%

Dividend Yield 2.2%

Total return 15.4%

Total return minus P/E expansion 12.4%

10 year G-sec yield 8.3%

Risk premium 4.2%
Source: Man Financial Research 

 
Earnings-yield-based forward-looking estimate implies a real return of just 
1.8% through March 2007 
As can be seen from the table below, based on the March-end data for each year 
from March 97, we have calculated earnings yield for respective years and then 
used them as predictors for the real returns in the subsequent year. Using a 10-
year G-sec yield, we have calculated risk premium. The risk premium works to just 
1.8%, indicating a real return of the same order on a one-year basis. However, it 



 

July 13, 2006 Man Financial    Indian Equity Risk Premium     9 

must be noted that earnings yield approach is meant for the long term and any 
short-term prediction based on the same has its own shortcomings.  
 
BSE-30 risk premium by earnings yield approach (short term horizon) 
 Mar-98 Mar-99 Mar-00 Mar-01 Mar-02 Mar-03 Mar-04 Mar-05 Mar-06

PER (x) 14.6 15.7 18.2 16.7 17.2 11.1 15.5 13.4 20.3

Earnings yield (a) 6.8 6.4 5.5 6.0 5.8 9.0 6.4 7.5 4.9

Expected real return (a) 6.8 6.4 5.5 6.0 5.8 9.0 6.4 7.5 4.9

Average Inflation (b) 4.4 5.9 3.1 6.9 3.6 3.4 5.4 6.4 4.4

Expected return on market 1yr fwd (c = a+b) 11.2 12.3 8.6 12.9 9.4 12.4 11.9 13.9 9.4

10-year govt bond yield (d) 9.6 9.7 10.2 10.2 7.4 6.2 5.2 6.7 7.5

Risk premium (c-d) 1.6 2.6 -1.6 2.7 2.0 6.3 6.7 7.2 1.8

Actual return 15.8 -3.9 33.7 -27.9 -3.7 -12.1 83.4 16.1 73.7

Source: Man Financial Research 

 
 
Aggregate Income (GDP), dividend yield and net issuance based 
approach 
There are three components to the market portfolio returns, the growth of market 
capitalisation, dividend yield, and the net new stock issuance.  
 
Marco Taboga (2002) has suggested using average growth rate of aggregate 
instead of the average growth rate of the market capitalisation to calculate average 
returns and expected future returns, as in the long run, average growth rate of 
market capitalisation converges to the average growth rate of aggregate 
income. This is in line with what Diamond (1999) said �— that in a steady state the 
growth rate of stock prices could be assumed to equal the GDP growth rate. 
 

Pt = Yt
Yt
Et

Et
Pt

×× )()(  

 

Let tR  denote the geometric mean of growth in market capitalization observed 

between times 0 and t. Similarly, Gt  denotes geometric mean of GDP growth rate. 
 

tR  = ( )
0P

Pt 1/t   - 1 = ( )
00/0

/
0/0

/
Y
Yt

YE
YtEt

EP
EtPt

×× 1/t    - 1 

Given boundedness of both (
Et
Pt

) and (
Yt
Et

) ratios and Gt  forms a convergent 

sequence, we have 

lim tR   = lim )
0

(
Y
Yt 1/t   - 1 = lim (Gt ) 

 
In the long term, (as t → ∞ ) growth rate of market capitalisation converges to the 
average growth rate of aggregate income. 
Source : Marco Taboga (2002) 

 
∴ Average rate of return of the market portfolio = Average growth rate of 

GDP + average dividend payout – net stock issuance  
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If we take the real GDP growth rate, then the expected return will be in real terms. 
As can be seen below, expected mean real return based on the above rationale 
works out to 8.4% for the period 1994-2006. It is remarkably close to the mean 
earnings yield of 9% for the same period. However, the actual market real return is 
6.5% for the period.  
 
 Real GDP Dividend Equity issuance Total expected

Date Gwth (%) Yield (%) % of  total Mcap return (%)

Mar-94 7.3 2.2 1.25 8.3

Mar-95 7.3 2.5 2.59 7.2

Mar-96 7.8 4.2 1.14 10.9

Mar-97 4.8 2.1 0.58 6.3

Mar-98 6.6 1.7 0.14 8.2

Mar-99 6.1 2.1 0.05 8.1

Mar-00 4.4 1.5 0.27 5.7

Mar-01 5.8 1.9 0.41 7.3

Mar-02 4.0 2.7 0.38 6.3

Mar-03 8.5 5.5 0.10 13.9

Mar-04 7.5 2.6 1.45 8.6

Mar-05 8.1 3.0 0.95 10.1

Mar-06 7.1 1.6 0.46 8.2

Expected mean returns aggregate income method (1994-2006) 8.4

Actual mean real return (1994-2006) 6.3

Mean earnings yield (1994-30 Jun, 2006) 9.0
Source: Man Financial Research 
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Dividend discount based approach  
The “Gordon formula” says that stock returns equal the ratio of adjusted dividends 
to prices (or the adjusted dividend yield) plus the growth rate of stock prices. We 
have used the dividend discount model to look at the range of market levels based 
on different risk free rates, risk premiums, and future dividend growth.  
 
The compound average dividend growth of the Sensex companies is at 29.6% over 
the CAGR dividend during the 11-year period between 1995 and 2006.This has 
further picked up after FY00. The correlation coefficient between Sensex PAT growth 
and dividend growth between FY95 and FY06 is very strong at 95%. However, PSUs 
giving large dividend to the government and a pick up in the profitability of Indian 
companies could be factors behind such a high dividend growth.  
 
 
Sensex dividend growth  
 Net Profit (Rs bn) Dividend (Rs bn) Dividend Gwth, % Pay out ratio, %

Mar-94 28 9 - 31.3

Mar-95 45 12 42.5 27.3

Mar-96 63 16 30.2 25.8

Mar-97 128 31 89.8 23.9

Mar-98 138 33 9.4 24.3

Mar-99 131 35 3.7 26.5

Mar-00 156 42 21.8 27.1

Mar-01 160 44 3.6 27.5

Mar-02 160 51 16.7 31.9

Mar-03 227 75 45.7 32.9

Mar-04 405 138 84.4 34.0

Mar-05 542 160 16.7 29.6

Mar-06 704 215 34.2 30.6

Mar-07 857 227 5.3 26.5

Mar-08 992 249 9.8 25.1

Source: Man Financial Research 

 
 
PSUs account for 3.8% of Sensex dividend CAGR Mar-04 Mar-05 Mar-06

Market CAGR (1994-2006) - - 30.7%

Market (ex PSU) CAGR (1994-2006) - - 26.9%

PSU dividend as % of BSE30 dividend 37.7% 44.4% 31.5%

ONGC dividend as % of PSU dividend 66.1% 80.9% 84.8%
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No of dividend paying PSUs in Sensex 
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Source: Man Financial Research 

 
Therefore, we have calculated a range of Sensex values for 35 years (34 annual 
periods) from the base year of FY07. Our analysts are projecting single digit or 
very close to double-digit growth for the next two years partly because of the 
ongoing capex in India and also because oil companies are not likely to be in a 
condition to maintain the kind of dividend payout that they did in the past. 
Therefore, we have based the analysis on dividend growth rates of 13%, 14%, 
15%, and 16% and terminal dividend growth of 11% (assuming Indian nominal 
GDP growth rate). 
 
We have done a sensitivity analysis based on two risk free rates — 8% and 8.2% 
— and risk premiums ranging from 6% to 9.0%.  
 
Based on Ibbotson estimates, if we assume long range US risk premium to be 4%, 
then emerging markets like India can be expected to have a further mark-up of 150 
to 200 basis points. Therefore, we believe that 5.5% to 6.0% is the risk 
premium that one should use while calculating future returns. 
 
We derive a Sensex level of 10,600 at 8% risk free rate, 6.5% risk premium, 
and 14% dividend growth rate.    
 
Risk-free rate of 8% 
  6.0% 6.5% 7.0% 7.5% 8.0% 8.5% 9.0%

13% 9,683 8,179 7,056 6,187 5,496 4,933 4,467

14% 12,619 10,601 9,096 7,934 7,011 6,262 5,643

15% 16,495 13,791 11,799 10,226 8,995 7,998 7,174

16% 21,600 17,985 15,297 13,227 11,588 10,261 9,168

 
One-year forward PER based on risk free rate of 8% and FY07E EPS (Rs 696) 
  6.0% 6.5% 7.0% 7.5% 8.0% 8.5% 9.0%

13% 13.9 11.8 10.1 8.9 7.9 7.1 6.4

14% 18.1 15.2 13.1 11.4 10.1 9.0 8.1

15% 23.7 19.8 17.0 14.7 12.9 11.5 10.3

16% 31.0 25.8 22.0 19.0 16.6 14.7 13.2

Source: Man Financial Research 



 

July 13, 2006 Man Financial    Indian Equity Risk Premium     13 

Risk-free rate of 8.2% 
  6.0% 6.5% 7.0% 7.5% 8.0% 8.5% 9.0%

13% 9,024 7,692 6,683 5,892 5,257 4,737 4,303

14% 11,739 9,953 8,600 7,543 6,696 6,003 5,426

15% 15,315 12,923 11,116 9,705 8,575 7,653 6,887

16% 20,014 16,820 14,408 12,528 11,025 9,800 8,784

 
One-year forward PER based on risk-free rate of 8.2% and FY07E EPS (Rs 
696) 
  6.0% 6.5% 7.0% 7.5% 8.0% 8.5% 9.0%

13% 13.0 11.1 9.6 8.5 7.6 6.8 6.2

14% 16.9 14.3 12.4 10.8 9.6 8.6 7.8

15% 22.0 18.6 16.0 13.9 12.3 11.0 9.9

16% 28.8 24.2 20.7 18.0 15.8 14.1 12.6

Source: Man Financial Research 

 
 
ISO-growth curves (Rf = 8%) ISO-growth curves (Rf = 8.2%) 
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Source: Man Financial Research 

 
 
In a nut shell 
Higher stock prices can be explained by:  
 
A permanent drop in the risk premium, but that also means that once the prices 
have risen, subsequent expected returns will be lower as they will revert to the 
mean over the long term.  
 
Higher stock prices can also be explained by higher long-term growth rate in 
corporate earnings and therefore dividend growth. The growth rate that one is 
referring to is the long-term potential real GDP growth rate. India’s growth rate has 
expanded after FY00 and this is reflected in the prices. There is reason to believe 
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that long-term real GDP growth rate can be 7% with an upward bias due to 
infrastructure investments, consumption growth due to India’s demographics.  
 
Change in investor beliefs and irrational exuberance about future growth 
prospects is another explanation for higher stock prices. Optimistic investor beliefs 
enter the equation through increased riskphilia (or reduced risk aversion) or higher 
growth estimates. It is almost impossible to separate it from the other two variables.   
 
The upside of the market will be capped to the Sensex level of 11,000 in the 
short term due to: 
• Risk of rising interest rates and infrastructure investments that are insufficient 

to maintain 7%+ growth rate, 
• Resistance from allies at the centre for any substantial free-market economic 

policies, 
• Higher dependence on portfolio investments (50% of capital account flows in 

FY06) than on FDI on the capital account side, magnifying concerns about the 
current account. 

 
Changes in the risk free rate and investor’s belief about earnings, and hence 
dividend growth, will impact Sensex levels as shown in the tables and graphs 
above. 
 
 
 
 
 



 

July 13, 2006 Man Financial    Indian Equity Risk Premium     15 

NOTES 
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