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The pivotal role of the required rate of return to all financial decisions is well documented in the financial literature. 
However, many misconceptions exist with regard to the specification of the components of the required rate of return. 
In order to learn more about the possible components of the required rate of return, particularly the different risk 
premia, empirical information on the determination and use of the required rate of return by South African financial 
managers was obtained. From the findings of the empirical survey it was evident that the required rate of return is 
adjusted for a variety of risks. This enables the inference to be drawn that risk adjusted discount rates are being used 
when laking financial decisions. Further, it is evident that sensitivity analysis and judgemental approaches are used 
when adjustments are made to the required rate of return. 

Die sleutelrol van die vereiste opbrengskoers met belrekking tot finansii!le besluitneming is in die finansi�e literatuur 
goed geboekstaaf. Nogtans bestaan daar heelwat wanopvattings met betrekking tot die spesifikasie van die komponen­
te van die vereiste opbrengslcoers. Ten einde meer te wete te kom oor die moontlike komponente van die vereiste op­
brengskoers, meer in die besonder die verskillende risikopremies, is empiriese inligting rakende die vasstelling en 
gebruik van die opbrengskoers van Suid-Afrikaanse finansii!le bestuurders, verkry. Die bevindinge van die empiriese 
ondersoek toon dat die vereiste opbrengskoers vir 'n verskeidenheid risiko's aangepas word. Hieruit kan die afleiding 
gemaak word dat risiko-aangepaste verdiskonteringskoerse gebruik word tydens finansii!le besluitneming. Dit blyk 
ook dat sensitiwiteitsanalises en benaderings gegrond op bestuursoordele toepassing vind wanneer aanpassings aan die 
vereiste opbrengskoers aangebring word. 

Introduction 
The pivotal role of risk and return to all financial decisions 
is well documented in financial theory. From the definition 
of the required rate of return, namely that rate of return 
necessary to neither augment nor deplete investor wealth, it 
is apparent that any factor which can enhance or jeopardize 
the wealth position of investors should feature as a compo­
nent of the required rate of return. As will be demonstrated 
in this article, the required rate of return comprises compo­
nents which include a risk free rate of return and risk pre­
mia. However, as this article wil reveal, many misconcept­
ions exist with regard to the specification of the components 
of the required rate of return. In order to learn more about 
the possible components of the required rate of return, parti­
culary the different risk premia, empirical information on 
the determination and use of the required rate of return by 
South African financial managers was obtained. 

The purpose of this article is firstly to provide an over­
view of the components of the required rate of return as a 
concept, and secondly, to report the findings of the 
empirical survey which specifically concern risk and the 
required rate of return. The article commences with an 
overview of the components of the required rate of return 
is followed by the method of the empirical survey, and the� 
proceeds to the findings. 

Risk, the required rate of return and flnanclal man­
agement: An overview 

Introduction 

The required rate of return is the minimum rate of return 
necessary to neither augment nor deplete but just maintain 

investor wealth. As such, the required rate of return aim­
prises two major and distinct components,fustly, a risk fn:e 
rate of return, and secondly, components which take into 
account risks such as business, financial, inflation, term 
structure, expectations, and tax risks. Since the risk free raie 
of interest is common to all investors, the differences in b 
required rate of return must originate in the second group of 
components, namely, the risk premia components. 

The literature of capital budgeting is replete with discus­
sions of risk and approaches for adjusting for risk such as 
the certainty equivalent coefficient and the risk adjusted 
discount rate approaches (Parry & Firer, 1990: 52-58). The 
use and discussion of approaches such as certainty equiva­
lents and risk adjusted discount rates is prima /acil 
evidence of an incomplete understanding of the required 
rate of return. When the required rate of return is correctly 
specified, risk as well as all other factors which could 
jeopardize investor wealth, are taken into account. A matltl 
which comes to the fore relates to what academicians and 
practitioners are using as the required rate of retum. 
Economists in general equate the required rate of return 
with an interest rate without specifying which interest rate 
(Paulo & Bosch, 1989: 7-9). 

If the required rate of return is correctly determined, then 
there is no need to make use of certainty equivalent coef­
ficient or risk adjusted discount rate approaches. Further, 
the certainty equivalent approach is unsatisfactory because 
it precludes analysis by means of net present value profileS. 
for if net present value is plotted on the vertical axis, the 
question arises as to what is being measured on the horizon­
tal axis. It cannot be the risk free rate because the risk free 




















