
New Regulatory Finance 'tal calculation already embodies tax effi 
. st of capt B . ects 

A 
&orward-looking co . . on the basis of after-tax returns. esides, a Very 

128 

ny 1
' • secunttes pt fin ·a1 · 

. . vestors pnce . ducted by tax-exem anc1 mstituti· 
smce ID ding 1s con . ons 
large proportion o~::1 funds, 401K, etc.) for whom tax Issues are largely 
(pension funds, m 
immaterial. . . . . 

. ·sk premium is highly unlikely, as It Is at serious 
fa negative n · d l U · 

The existence o f finance econorrucs, an aw. smg prope 
. th b ic tenets o ' . r 

odds with e as d t of return of eqmty and debt, the preponderance 
definitions for ~xp~cte rtha etsthe negative risk premium does not exist. Several 

·d ce mdicates a d · · · 
of the ev1 en . . d. this chapter have foun positive nsk premiums 
. · studies cite m . 

nsk premium n1_ the last decade. Risk prenuums do narrow during 
n · excess of 5-10 over • b 

we m d latile interest rate environments, ut then return to 
unusually turbulent an vo . 

Th 
most unlikely to ever become negative. 

normal levels. ey are 

4. 7 Risk Premium Determinants 

Fundamentally, the primary determinant of expected returns is risk. To wit, 
the various paradigms of financial theory, including the Capital Asset Pricing 

Model and the Arbitrage Pricing Model covered in subsequent chapters, posit 

fundamental relationships between return and risk. There are also secondary 

influences on the relative magnitude of the risk premium, however, including 

the level of interest rates, default risk, and taxes. 

Interest Rates 

Pub~shed studies by Brigham, Shome, and Vinson (1985), Harris (1986), 

~arr.ts and Marston ( 1992, 1993 ), Carleton, Chambers, and Lakonishok ( 1983), 
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