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Earnings, book values, and dividends in equity valuation
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Some observations concerning risk
Since (A1) relies on the risk-free rate as a discount factor, the theory has
been based on risk neutrality. This aspect naturally raises the issue of how

one generalizes and modifies the analysis to incorporate the risk in the
anticipated dividend sequence. Three approaches are possible; this sec-
tion briefly discusses their relative strengths and limitations.

The most direct approach allowing for risk replaces the discount fac-
tor Rywith some factor, p, which adjusts Rffor risk. That is, p = Rf+ risk
premium. A firm’s cost-of-equity capital, or the expected market return,
determines the parameter p. For example, CAPM implies that p = R, +
beta x [expected return on the market portfolio - Rj. This kind of modi-
fication obviously introduces no problems in analytical and technical
terms.
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