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28 Behavioural Finance
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Figure 1.18 Implied equity risk premium

Data Source: Thomson Datastream.

As a check I construct a ‘bottom-up’ implied equity risk premium (ERP) by doing the
same calculation as above, but replacing the nominal GDP growth rate with the
product of the current payout ratio multiplied by the long-term earnings growth
forecast from bottom-up analysts (from I/B/E/S).

As you can see from Figure 1.18, the implied ERP does drop during long bull market:
during which investors build up a store of gains, and then it starts to rise as prices start t€
drop, slowly but surely eroding the gains in the store. Indeed, if you had been watching
this measure you might even have spotted the peak of the US market in early 2000 —
when the implied equity risk premium reached the same lows it did in 1987!

1.4 CONCLUSIONS

This chapter serves as a brief introduction to the psychological biases that plag
investors. If you are anything like me, then a lot of these biases will ring all too tru
The high priests of market efficiency say that whilst all of this is interesting it I
irrelevant — efficient markets don’t require all participants to be rational. Instead, the
require only that some are rational, and they will drive the rest out of business. Plus,

many of these biases suggest over-reaction, and others suggest under-reaction, efficien:

market zealots tell us that they cancel each other out. As we will see in the next chapte
psychological biases do affect prices, and to such an extent to make arbitrage a ris
business for the hyper-rational amongst us.
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