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Abstract 
 
We began by reviewing a number of earlier studies. From them, we concluded that, for 
cost of capital estimation purposes, risk premiums must be based on expectations, not on 
past realized holding period returns. Next, we noted that expectation risk premiums may 
be estimated either from surveys, such as the ones Charles Benore has conducted, or by 
use of DCF techniques. Further, we found that, although growth rates for use in the DCF 
model can be either developed from time-series data or obtained from security analysts, 
analysts" growth forecasts are more reflective of investors" views, and. hence, in our 
opinion are preferable for use in risk-premium studies. Using analysts" growth rates and 
the DCF model, we estimated risk premiums over several different periods. From 1966 to 
1984, risk premiums for both electric utilities and industrial stocks varied widely from 
year to year. Also, during the first half of the period, the utilities had smaller risk 
premiums than the industrials, but after the mid-1970s, the risk premiums for the two 
groups were, on average, about equal. The effects of changing interest rates on risk 
premiums shifted dramatically in 1980, at least for the utilities. From 1965 through 1979, 
inflation generally had a more severe adverse effect on utility stocks than on bonds, and. 
as a result, an increase in inflationary expectations, as reflected in interest rates, caused 
an increase in equity risk premiums However, in 1980 and thereafter, rising inflation and 
interest rates increased the perceived riskiness of bonds more than that of utility equities, 
so the relationship between interest rates and utility risk premiums shifted from positive 
to negative. Earlier, a 1.00 percentage point increase in interest rates had led, on average, 
to a 1.73% increase in the utilities' cost of equity, but after 1980 a 1.00 percentage point 
increase in the cost of debt was associated with an increase of only 0.37% in the cost of 
equity. Our study also has... 
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