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The analysis of equity risk premium with the consider-
ation of prospect theory: A case of Taiwan stock market

Yu-Hsiu Lin®

Abstract

The aim of this paper is to analyze the equity premium in Taiwan stock market. The
consumption-based model with and without the consideration of prospect theory is utilized
to estimate the equity premium. The estimated premia are then compared with the historical
values.

The empirical results reveal that in Taiwan stock market, the historical average values
of equity premia are 13.8800%, 20.7272% and 7.3589% during the 1976-2016, 1976-1995
and 1996-2016 sample period, respectively. The corresponding premia estimated by the ra-
tional consumption-based model are 0.2792%, 0.5474% and 0.2331%. The rational model
overestimates the riskfree rate and underestimates the expected return of stocks which re-
sults in a serious underestimation of equity premium. With the consideration of prospect the-

ory, the augmented model generates higher estimated equity premium and can simu-

*  Associate Professor, Department of Finance and Information, Kaohsiung University of
Sciences and Technology.
415 Chien-Kung Road, Kaohsiung 807, Taiwan, R.O.C Tel:886-7-3814526 ext. 16367
E-mail:yushiu@nkust.edu.tw
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Itaneously explain the phenomena of historical low riskfree rate and high equity premium.
It is found that as the coefficient of relative risk aversion is 0.1971, the estimated riskfree
rate would be equal to the historical average riskfree rate 2.9897%. Given this coefficient
value and corresponding to various relative weights of value function, we can find reason-
able values of the coefficient of loss aver sion such that the estimated stock return and risk

premium equal their historical average values.

Keywords: Equity Premium, Prospect Theory, Loss Aversion
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