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INTRODUCTION TO THE IBBOTSON VALUATION
HANDBOOK

For  decades,  finance  professionals,  valuation  analysts,  and
corporate  advisors  have  relied  on  authoritative  sources  to
estimate the cost of capital and assess investment risk. Among
the  most  respected  references  in  this  field  is  the  Ibbotson
Valuation  Handbook,  a  publication  that  has  become
synonymous  with  rigorous,  data-driven  equity  risk  premium
analysis  and  cost  of  capital  estimation.  Whether  you  are  a
seasoned  investment  banker,  a  certified  public  accountant
performing business valuations, or a student of corporate finance,
understanding how to leverage this  handbook is  essential  for
producing defensible and accurate valuations.
The Ibbotson Valuation Handbook, originally developed by Roger
Ibbotson  and  Rex  Sinquefield,  emerged  from  groundbreaking
academic  research  that  tracked  historical  returns  on  stocks,
bonds, and treasury bills over nearly a century. This foundational
work  provided  the  building  blocks  for  modern  capital  market
assumptions,  enabling  practitioners  to  estimate  the  expected
return on equity using reliable, long-term historical data. Today,

the handbook is published annually by Duff and Phelps (now part
of Kroll) and continues to be updated with the latest market data,
making  it  a  living  document  that  reflects  evolving  market
conditions.
This  article  will  explore  the  key  components  of  the  Ibbotson
Valuation Handbook, its practical applications, the methodology
behind  its  risk  premia  estimates,  and  why  it  remains  an
indispensable  tool  for  anyone  involved  in  business  valuation,
litigation support,  or investment analysis.  We will  also discuss
how  the  handbook  fits  into  the  broader  landscape  of  valuation
resources  and  how  to  interpret  its  data  correctly.

THE HISTORICAL FOUNDATION OF THE IBBOTSON
VALUATION HANDBOOK

The  story  of  the  Ibbotson  Valuation  Handbook  begins  with  a
landmark academic study published in 1976 by Roger Ibbotson
and  Rex  Sinquefield.  Their  research,  Stocks,  Bonds,  Bills,  and
Inflation: Historical Returns (1926–1974), systematically compiled
and analyzed nearly five decades of U.S. capital  market returns.
The  central  insight  of  their  work  was  that  historical  risk
premia—the extra return investors demand for  bearing equity
risk over risk-free assets—could be estimated with reasonable
confidence over long time horizons.
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What  made  their  analysis  revolutionary  was  the  rigor  and
comprehensiveness  of  the  data.  They  constructed  indices  for
large-company  stocks,  small-company  stocks,  long-term
corporate  bonds,  long-term  government  bonds,  intermediate-
term  government  bonds,  and  Treasury  bills,  all  adjusted  for
inflation.  This  dataset  allowed  them  to  calculate  annualized
returns, standard deviations, and risk premia for each asset class.
The Ibbotson Valuation Handbook is the direct descendant of this
original  research,  expanded  and  refined  over  subsequent
decades to include additional asset classes, sub-period analyses,
and international data.

From Academic Research
to Professional Standard
As the field of corporate finance matured in the 1980s and 1990s,
the need for standardized, objective inputs for discounted cash
flow  models  became  acute.  Valuation  analysts  needed  a
defensible way to estimate the equity risk premium, size premia,
and industry risk adjustments. The Ibbotson Valuation Handbook
filled this gap by providing a transparent, replicable methodology
grounded in actual market history. Courts and regulatory bodies
increasingly recognized the handbook as an authoritative source,
further cementing its role in professional practice.
Today, the Ibbotson Valuation Handbook is used in thousands of
valuation engagements annually,  from fairness opinions  and
purchase price allocations to estate and gift tax valuations

and shareholder disputes. Its data is cited in expert reports,
tax  court  rulings,  and  SEC  filings,  attesting  to  its  acceptance  in
both the private and public sectors.

KEY COMPONENTS OF THE IBBOTSON VALUATION
HANDBOOK

To use the Ibbotson Valuation Handbook effectively, you need to
understand its core building blocks. The handbook is organized
around several critical inputs used in the Capital Asset Pricing
Model and other valuation frameworks.

Equity Risk Premium
The equity risk premium (ERP) is perhaps the most important
single input in any cost of equity calculation. It represents the
incremental return that investors expect to earn from investing in
equities  compared  with  a  risk-free  security.  The  Ibbotson
Valuation  Handbook  provides  both  a  historical  equity  risk
premium,  calculated  as  the  difference  between  the  historical
total  return  on  stocks  and  the  historical  return  on  risk-free
securities,  and  a  supply-side  equity  risk  premium,  which
adjusts for certain market frictions and biases.
The handbook typically reports ERP estimates based on different
averaging periods (e.g., arithmetic mean versus geometric mean)
and over  different  time spans (20-year,  30-year,  or  since 1926).
This  flexibility  allows  analysts  to  tailor  their  assumptions  to  the
specific  circumstances  of  the  valuation,  while  still  relying  on  a
consistent,  authoritative  data  source.



Ibbotson Valuation Handbook 3

3

Size Premium
One of the most distinctive features of the Ibbotson Valuation
Handbook  is  its  detailed  treatment  of  the  size  premium.
Academic  research  has  consistently  shown  that  smaller
companies  tend  to  have  higher  realized  returns  than  larger
companies, even after adjusting for beta. The handbook provides
a size premium for  each of  ten market  capitalization deciles,
allowing analysts to add an extra risk premium when valuing
smaller, less liquid businesses.
The  size  premium  is  particularly  important  for  valuations  of
privately held companies, which often fall into the smaller market
capitalization  ranges.  Without  accounting  for  the  size  effect,  a
valuation analyst  might  underestimate the required return on
equity and consequently overestimate the value of the business.
The  Ibbotson  Valuation  Handbook  helps  avoid  this  common
pitfall.

Industry Risk Premia
While  the  equity  risk  premium  and  size  premium  capture
systematic and size-related risks, some industries carry unique
risks  that  are  not  fully  reflected  in  beta  or  market  capitalization
alone. The Ibbotson Valuation Handbook provides guidance on
industry risk adjustments for a wide range of sectors, from
technology and healthcare to energy and consumer goods. These
adjustments  are  based  on  historical  return  data  for  industry
portfolios  and  can  be  used  to  fine-tune  the  cost  of  equity  for

companies  operating  in  volatile  or  cyclical  sectors.

Risk-Free Rate and Beta
Adjustment
The  handbook  also  offers  authoritative  data  on  the  risk-free
rate,  typically based on the yield on long-term U.S.  Treasury
bonds. It discusses the theoretical and practical considerations
for choosing an appropriate risk-free rate, including the maturity
matching principle and the impact of current market conditions.
Additionally,  the  handbook  provides  guidance  on  beta
estimation, including how to adjust beta for mean reversion and
how to use comparable companies to estimate beta for private
firms.

PRACTICAL APPLICATIONS IN VALUATION

The Ibbotson Valuation Handbook is not a theoretical treatise; it
is a practical tool designed to be used in real-world valuation
assignments. Below are some of the most common applications.

Discounted Cash Flow
Analysis
The most direct application of the Ibbotson Valuation Handbook is
in  discounted  cash  flow  (DCF)  analysis.  The  cost  of  equity,
calculated using the Capital  Asset  Pricing Model  (CAPM) or  a
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build-up approach,  is  a  critical  input  for  the DCF model.  The
handbook provides the data needed to estimate each term in the
formula:

Risk-free rate from current Treasury yields
Equity risk premium from the historical long-term
average
Beta from comparable public companies or industry
averages
Size premium from the decile data
Industry risk premium if applicable

By using consistent, well-documented inputs from the handbook,
an analyst can build a DCF model that withstands scrutiny from
auditors, regulators, and opposing experts in litigation.

Build-Up Method for Private
Companies
For privately held companies, where reliable beta estimates may
not be available, valuation professionals often use the build-up
method. This approach starts with the risk-free rate and adds
the equity risk premium, the size premium, and any company-
specific  or  industry  risk  adjustments.  The  Ibbotson  Valuation
Handbook is the primary source for the first three components of
this  method.  The  build-up  method  is  widely  accepted  in  tax
valuations, estate planning, and divorce proceedings where the
company being valued has no public market comparables.

Fair Value Measurements
Under ASC 820 and IFRS 13
Under accounting standards such as ASC 820 (U.S. GAAP) and
IFRS 13, companies must measure the fair value of certain assets
and liabilities using market participant assumptions. The cost of
equity  used  to  discount  expected  cash  flows  must  reflect  the
perspective  of  a  hypothetical  market  participant,  not  the
reporting entity's  own cost  of  capital.  The Ibbotson Valuation
Handbook provides the objective, market-based data necessary
to satisfy these fair value measurement requirements.

Litigation Support and
Expert Testimony
In  shareholder  disputes,  breach  of  fiduciary  duty  cases,  and
bankruptcy proceedings, valuation experts are often called upon
to  estimate  the  value  of  a  business  as  of  a  specific  date  in  the
past.  The  Ibbotson  Valuation  Handbook  is  frequently  cited  in
expert reports because its historical data allows the expert to
reconstruct  the  capital  market  conditions  prevailing  on  the
valuation  date.  Courts  have  recognized  the  handbook  as  a
reliable source for estimating equity risk premia and size premia,
and experts who use it  can strengthen the credibility of their
analysis.
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HOW TO USE THE IBBOTSON VALUATION HANDBOOK
EFFECTIVELY

Having access to the Ibbotson Valuation Handbook is only half
the battle; knowing how to interpret and apply its data correctly
is essential. Here are some practical tips for getting the most out
of this resource.

Choose the Right Period for
the Equity Risk Premium
The handbook reports the equity risk premium over multiple time
horizons. The most common choices are the arithmetic mean
since 1926 and the supply-side ERP. The arithmetic mean is
appropriate  when  the  valuation  is  based  on  a  single-period
expected  return,  such  as  in  the  CAPM.  The  supply-side  ERP
adjusts for historical biases and may be more suitable for long-
term growth companies. You should be prepared to justify your
choice based on the facts and circumstances of the valuation.

Apply the Size Premium
Correctly
The  size  premium  in  the  Ibbotson  Valuation  Handbook  is
calculated for market capitalization deciles. When applying the
size premium to a private company, you need to estimate the

company's implied market capitalization. This can be done by
applying a market multiple to the company's earnings or by using
a  iterative  approach  within  the  valuation  model  itself.  The
handbook  provides  guidance  on  this  process,  but  it  requires
careful judgment.

Consider the Impact of
Inflation and Interest Rates
The historical data in the Ibbotson Valuation Handbook covers
periods of very different inflation and interest rate environments.
In a low-interest-rate environment, using a historical equity risk
premium  based  on  periods  of  higher  rates  may  not  be
appropriate. The handbook discusses the relationship between
interest rates and risk premia, and some practitioners adjust the
ERP based on current  yield  curve conditions.  This  is  an area
where professional judgment is essential.

Document Your
Assumptions
When  using  the  Ibbotson  Valuation  Handbook  in  a  formal
valuation report, you should clearly document which specific data
points you used, the edition of the handbook you relied upon, and
the rationale for your choices. This documentation is critical for
defending your conclusions in litigation or audit. The handbook
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itself provides citation guidance and references to the underlying
academic literature, making it easier to build a well-supported
analysis.

COMPARISON WITH OTHER VALUATION RESOURCES

The Ibbotson Valuation Handbook is not the only source of cost-
of-capital  data.  Other  reputable  resources  include  the  Duff  and
Phelps  Cost  of  Capital  Navigator,  the  Morningstar  IBES
data, and various academic databases. However, the Ibbotson
Valuation Handbook has several advantages that have made it
the go-to resource for many practitioners.

Transparency and
Reproducibility
The methodology used in the Ibbotson Valuation Handbook is
fully documented and transparent. Any analyst with access to the

same  historical  data  can  reproduce  the  calculations.  This
transparency is a major advantage in litigation and regulatory
contexts, where the ability to explain and defend an analysis is
paramount.

Long-Term Perspective
The handbook's reliance on data going back to 1926 provides a
level of statistical stability that shorter-term data sources cannot
match.  While  past  performance  does  not  guarantee  future
results, a long-term average reduces the impact of market noise
and provides  a  more  reliable  estimate  of  the  underlying  risk
premium.

Comprehensive Size and
Industry Analysis
No other


