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Abstract. This study quantifies Lithuania’s Equity Risk Premium (ERP) by integrating Damodaran’s country-risk 
premium (CRP) framework with a multiple regression on key market drivers. By using quarterly data from 
Q1 2015 to Q4 2024, the CRP model yields an implied cost of equity of 9.84%, corresponding to an ERP of 
5.84% above a 4.00% U.S. risk-free rate. Our OLS regression explains 94% of ERP variation (adjusted R² = 
0.94). Expected market return emerges as the strongest predictor (β = 0.914, p < 0.001), followed by sovereign 
bond yield (β = –0.602, p < 0.001) and inflation (β = –0.017, p = 0.025). Variance-inflation factors confirm 
that multicollinearity is not problematic. These results imply that targeted liquidity-enhancing reforms – such 
as market-making incentives – could compress Lithuania’s ERP by approximately 0.6 percentage points. By 
combining theoretical asset-pricing models with frontier-market empirics, our dual-lens approach offers ac-
tionable insights for policymakers and investors operating in structurally constrained equity markets.
Keywords: equity risk premium; country risk; Damodaran CRP model; Lithuania; regression analysis; market 
liquidity.

1. Introduction

The Equity Risk Premium (ERP) – which is the excess return that investors demand for 
holding equities over risk-free assets – remains a cornerstone of asset pricing, shaping 
investment decisions and market valuations (Damodaran, 2024). Historically, ERP has 
been tied to macroeconomic fundamentals such as GDP growth, inflation, and interest 
rates, as well as investor sentiment proxies like market volatility (Campbell & Thompson, 
2008; Lettau & Ludvigson, 2004). While strong economic performance typically lowers 
ERP by reducing the perceived risk, uncertainty amplifies risk aversion, thereby elevating 
premiums. However, recent shifts in global markets which were marked by real-time 
pricing and integrated capital flows have heightened the role of forward-looking metrics 
such as implied equity returns and bond yields, potentially diminishing the influence of 
the traditional macroeconomic indicators (Damodaran, 2024a; MSCI Research, 2020).
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These dynamics are particularly pronounced in frontier markets, which straddle the line 
between emerging and underdeveloped economies. Such markets, including Lithuania, 
present a paradox: they offer rapid growth and diversification benefits but are plagued 
by structural weaknesses like illiquidity, limited market breadth, and governance gaps 
(Bekaert & Harvey, 2023; Franklin Templeton, 2024). Lithuania, as a Eurozone member 
with robust sovereign credit ratings (Moody’s A2; S&P A), epitomizes this duality. Despite 
macroeconomic stability, its equity market remains underdeveloped, with a capitalization 
of $5–6 billion (6% of GDP) and an annual turnover of approximately 5%, far below the 
developed-market standards (Nasdaq Baltic, 2025; CEIC, 2025; Helgi Library, 2025). 
Global index providers classify Lithuania as a frontier market due to these structural con-
straints rather than sovereign risk (Frontier Market News, 2024), raising critical questions 
about how investors price risk in such environments.

Lithuania’s post-Soviet transformation has been marked by rapid institutional reforms, 
privatization, and EU integration. Yet, its capital markets have stagnated. Nasdaq Vilnius, 
the nation’s primary exchange, lists only 32 companies with a combined market capital-
ization of $5.7 billion (SSE Initiative, 2025) – which is a mere 6.2% of GDP, far below 
the global average of 50% (CEIC, 2025). Figure 1 illustrates Lithuania’s stagnant equity 
market performance over the past decade, highlighting its limited growth and investor 
appeal compared to regional peers.

Figure 1. 10-year performance of the Lithuania stock market index. 
Note. Created by the author; data from Nasdaq Baltic (2025) were used

Liquidity constraints further compound the challenge. Annual turnover hovers in single 
digits (Helgi Library, 2025), reflecting a narrow investor base dominated by risk-averse 
households and institutions favoring foreign markets. Consequently, index providers 
like MSCI and FTSE retain Lithuania’s ‘Frontier Market’ classification (Frontier Market 
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News, 2024) – which is a label tied not to sovereign risk but to structural deficiencies in 
scale and liquidity.

Recent initiatives, however, signal potential inflection points. The landmark €450 
million IPO of Ignitis Group (2020), Lithuania’s largest public offering, revitalized the 
market visibility, while subsequent listings (e.g., Telia Lietuva, Šiaulių Bankas) have 
created a nascent core of investable equities. Regional integration efforts, including the 
MSCI Baltic index and EBRD-backed reforms (EuropaWire, 2023), aim to address scale 
limitations by pooling Baltic markets. Yet whether these measures can transition Lithuania 
from frontier to emerging status remains untested.

This study addresses four key research questions:

1.	 What is the magnitude of Lithuania’s equity risk premium, and how does it compare 
to benchmarks in mature and emerging markets?

2.	 Which factors dominate Lithuania’s ERP dynamics – forward-looking market in-
dicators (e.g., global bond yields, volatility indices) or domestic macroeconomic 
fundamentals (e.g., GDP growth, inflation)?

3.	 How do Lithuania’s equity valuation and liquidity metrics align with regional peers, 
and what do these comparisons reveal about investor risk perceptions?

4.	 Can Lithuania’s institutional stability and EU integration overcome structural 
barriers (e.g., low liquidity) to justify a reclassification to emerging-market status?

To answer these questions, we adopt a dual-method approach. First, we apply Da-
modaran’s (2024) Country Risk Premium (CRP) framework, starting with a mature-mar-
ket ERP baseline (U.S. equity risk premium) and adjusting for Lithuania-specific risks, 
including sovereign default spreads and equity volatility. This forward-looking model 
quantifies the implied cost of equity, offering a benchmark against regional peers. Second, 
we analyze quarterly data (2015–2024) by using a regression model with the objective to 
identify ERP drivers, while integrating traditional macroeconomic variables (GDP growth, 
inflation) with market-based indicators (global yields, VIX). This dual lens bridges asset 
pricing theory and frontier-market empirics, revealing whether Lithuania’s ERP aligns 
with global trends favoring forward-looking metrics.

The analysis is structured as follows. Section 2 reviews the relevant literature on equity 
risk premiums in frontier and emerging markets, including theoretical models of country 
risk and empirical findings on market development constraints. Section 3 describes the 
data and methodology, detailing the construction of the dataset, the implementation of 
Damodaran’s model for Lithuania and peer countries, and the specification of the regression 
model. Section 4 presents the results: we report the implied cost of equity for Lithuania 
and benchmark it against comparators, and we discuss the regression estimates of ERP 
drivers and their significance. Section 5 provides an integrated discussion, answering 
the research questions in turn, exploring the implications of the findings for Lithuania’s 
market and for asset pricing in frontier markets more broadly. Section 6 concludes the 
paper, highlighting key contributions and suggesting directions for future research and 
policy developments.
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By focusing on Lithuania – which is a stable yet structurally constrained EU market – 
this study contributes to debates on how institutional strength and market inefficiencies 
interact in shaping risk premiums. The findings hold implications for policymakers seeking 
to enhance market depth and for investors navigating frontier economies where growth 
potential coexists with liquidity risks.

2. Literature Review

2.1 Frontier Markets and Risk Pricing

Frontier and small emerging markets – such as those in the Baltic region (Lithuania, 
Latvia, and Estonia) – present unique challenges for risk pricing. These markets typically 
exhibit lower market capitalizations, reduced trading volumes, and immature regulatory 
frameworks relative to developed markets (Bekaert & Harvey, 2023). Consequently, 
their risk-return profiles significantly differ due to segmentation and liquidity constraints 
(Alexakis, Kenourgios, & Dimitriou, 2016). For example, Alexakis et al. (2016) docu-
mented varying contagion effects in the Baltic region during financial crises, revealing 
Lithuania’s and Latvia’s increased vulnerability during the Global Financial Crisis but 
relative insulation during the Eurozone Debt Crisis. Conversely, Estonia showed resilience 
during the earlier crisis but increased vulnerability later, which indicates that frontier 
market risks depend heavily on specific structural conditions and integration with global 
markets (Alexakis et al., 2016).

These markets often deviate from assumptions of efficiency used in traditional asset 
pricing models. Gil-Alana, Gupta, Shittu, and Yaya (2018) identified persistent market 
inefficiencies in the Baltic region, rejecting the weak-form Efficient Market Hypothesis and 
noting prolonged volatility following negative shocks. Consequently, investors demand 
higher equity risk premiums due to these inefficiencies and liquidity risks (Gil-Alana et 
al., 2018).

Traditional asset-pricing models often understate risk in frontier markets because they 
ignore market-structure constraints – this is what we term ‘structural’ factors (e.g., limited 
market depth, low free float, and narrow investor participation) that persist even in the 
absence of cyclical shocks. To capture both sovereign risk and these structural frictions, we 
apply Damodaran’s (2024a) Country-Risk Premium (CRP) framework. In this approach, 
the implied cost of equity (Kₑ) is given by:

Kₑ = R₍f₎ + ERP₍base₎ + DefaultSpread × (σ₍bond₎ / σ₍equity₎)

where:
- 	 R₍f₎ is the risk-free rate (10-year U.S. Treasury yield, 4.00% as of Q4 2024).
- 	 ERP₍base₎ is the mature-market equity risk premium (U.S. ERP, 5.00% per Damodaran).
- 	 DefaultSpread is Lithuania’s sovereign credit spread (0.84%, Moody’s A2).
- 	 σ₍bond₎ / σ₍equity₎ is the ratio of bond to equity volatility (1.00), which scales the 

sovereign spread by relative asset risk.
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Multiplying the default spread by the volatility ratio captures how structural ineffi-
ciencies – chiefly illiquidity and limited participation – amplify sovereign-risk impacts on 
equity investors. A ratio above 1 indicates that equity is more volatile than bonds, thereby 
increasing the required equity premium.

2.2 Lithuania’s Capital Market in Context

Lithuania’s capital market is notably underdeveloped despite favorable macroeconomic 
conditions and EU integration. Established earlier than its Baltic counterparts and integrat-
ed into NASDAQ OMX, the Lithuanian stock market remains limited in depth and investor 
engagement (Bartkus, 2020; Žakas, 2023). Žakas (2023) identifies barriers including 
limited liquidity, a narrow domestic investor base, along with regulatory inefficiencies, 
suggesting strategic reforms based on successful smaller-market examples (e.g., Iceland) 
to unlock potential.

Low domestic investor participation remains a critical issue. Despite substantial growth 
opportunities demonstrated between 2010 and 2020 (Bartkus, 2020), household equity 
market participation in Lithuania is markedly low (Mauricas, Darškuvienė, & Marin-
ičevaitė, 2017). Mauricas et al. (2017) attribute this “stock market participation puzzle” 
to behavioral and trust-related factors, specifically highlighting financial illiteracy, risk 
aversion, and distrust towards financial institutions rather than transaction costs or market 
size constraints. This behavioral phenomenon is consistent across the Baltic region and 
broader Central-Eastern Europe (Mauricas et al., 2017).

Thus, overcoming structural and behavioral hurdles through enhanced investor educa-
tion, trust-building, and market reforms is vital for Lithuania’s capital market development 
and optimal risk pricing (Žakas, 2023).

2.3 Equity Risk Premium Drivers and Methodological Considerations

In developed markets, ERP drivers like dividend yields, inflation, and consumption trends 
are well-documented (Campbell & Thompson, 2008; Lettau & Ludvigson, 2004). Howev-
er, these models assume liquid markets where prices rapidly reflect information – which 
is a tenuous assumption for frontier contexts. Post-2008, global factors like bond yields 
and risk appetite have gained prominence in ERP determination (MSCI Research, 2020), 
raising questions about their relevance in smaller markets.

This study bridges gaps by analyzing Lithuania’s ERP through two lenses:
1.	 Damodaran’s CRP framework quantifies Lithuania’s cost of equity, integrating 

sovereign safety (EU integration) and market frailties (illiquidity).
2.	 Regression analysis of quarterly data (2015–2024) tests whether traditional mac-

ro variables (GDP, inflation) or forward-looking indicators (global yields, VIX) 
dominate ERP dynamics.

By contextualizing Lithuania’s experience alongside cases like Romania (upgraded 
post-reforms; FTSE Russell, 2020) and Estonia (tech-driven growth), the study offers 
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actionable insights for policymakers. It addresses calls for tailored strategies to enhance 
market participation and liquidity in small economies (World Bank, 2019), emphasizing 
that even stable, EU-aligned markets require structural reforms to reduce risk premiums.

Additionally, Lithuania’s ERP integrates global, regional, and domestic influences. 
Key drivers include corporate dividend policies, investor sentiment, global market inte-
gration, and market structure. Bartkus (2020) emphasizes a significant contribution of 
dividends to equity returns between 2010–2020, underscoring their importance in investor 
compensation within an illiquid market.

Investor sentiment is influential; Vaitkė and Martinkutė-Kaulienė (2018) find a strong 
correlation between positive investor expectations and Lithuanian securities market de-
velopment, suggesting sentiment-driven fluctuations in ERP. Further, global market dy-
namics significantly impact local premiums. Kiškienė and Vasiliauskaitė (2022) illustrate 
how global sector performance indicators correlate with Lithuanian market movements, 
highlighting sensitivity to global economic conditions and external shocks, such as the 
COVID-19 pandemic.

Market structure issues – such as low liquidity, limited investor participation, and 
persistent inefficiencies (Gil-Alana et al., 2018) – also elevate required returns. Method-
ological adaptations are necessary, including regime-specific analysis (Gil-Alana et al., 
2018) and advanced forecasting methods leveraging artificial intelligence and machine 
learning (Kiškienė & Vasiliauskaitė, 2022). Qualitative insights into investor behavior 
(Mauricas et al., 2017) further enhance ERP estimation accuracy.

In summary, Lithuania’s ERP emerges from an interplay between corporate funda-
mentals, investor behavior, global influences, and market structure, necessitating com-
prehensive, adapted methods for accurate estimation and effective policy formulation.

3. Data and Methodology

3.1 Data and Variables

The empirical analysis utilizes quarterly data from Q1 2015 to Q4 2024 (i.e., 40 quarters in 
total) for Lithuania, focusing on variables that influence the Equity Risk Premium (ERP). 
The dataset integrates macroeconomic indicators, market-driven metrics, and global risk 
sentiment proxies:

1.	 Equity Risk Premium (ERP): The dependent variable, expressed as the difference 
between expected equity return and the risk-free rate. Derived from Damodaran’s 
ERP archives adjusted for Lithuanian market conditions, a higher ERP score reflects 
a greater investor demand for excess returns.

2.	 GDP Growth (GDPGrowth) (%): Year-over-year real GDP growth from Eurostat. 
Strong growth may signal earnings potential or economic overheating, influencing 
ERP inversely or directly.

3.	 Inflation (Infl) (%): Quarterly CPI change. Stable inflation supports ERP stability, 
while volatility signals macroeconomic risk.
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4.	 Interest Rate (IntRate) (%): ECB policy rate or 3-month EURIBOR. Represents 
the risk-free rate, affecting equity discount rates and ERP inversely.

5.	 10-Year Bond Yield (BondYield) (%): Lithuania’s sovereign bond yield. Reflects 
long-term risk perceptions and competes with equity returns.

6.	 Expected Equity Return (ExpRet) (%): Sum of ERP and risk-free rate, capturing 
market valuation sentiment. Higher expected returns imply cheaper valuations, 
potentially elevating ERP.

7.	 Global Volatility Index (VIX): CBOE VIX as a global risk-aversion proxy. Spikes 
correlate with higher ERP values during periods of global turbulence.

Data sources include Eurostat (macroeconomic variables), the European Central Bank 
(interest rates), the Bank of Lithuania (bond yields), CEIC Data (market statistics), and 
Damodaran’s ERP datasets. Summary statistics reveal that Lithuania’s quarterly GDP 
growth averaged 3%, inflation remained low (except in 2022–2023), and the 10-year bond 
yield fluctuated between 0.5% and 3%. The VIX averaged 15–20, peaking at 50 in Q1 
2020. Lithuania’s implied ERP averaged 5–6%, declining slightly after 2020.

3.2 Empirical Model Specification

A multiple linear regression model quantifies the relationship between ERP and its de-
terminants:

ERPt​ = α + β1​(GDPGrowtht​) + β2​(Inflt​) + β3​(IntRatet​) + β4​(BondYieldt​) + 
β5​(VIXt​) + β6​(ExpRett) + ϵt​

•	 Interpretation: Coefficients β1​–β6​ measure the marginal impact of each variable on 
ERP. For example, a negative β1​ suggests that GDP growth reduces ERP, while a 
positive β5​ (VIX) implies that global risk aversion elevates Lithuania’s ERP.

•	 	Methodology: Estimated via Ordinary Least Squares (OLS) with robust standard 
errors to address heteroskedasticity. Contemporaneous variables are used to capture 
synchronous effects, avoiding lagged terms due to sample size constraints.

•	 Caveats: Potential multicollinearity (e.g., between bond yields and interest rates) is 
mitigated through diagnostics, focusing on coefficient signs and significance over 
magnitudes.

This model blends domestic (GDP, inflation) and global (VIX, bond yields) factors, 
testing whether Lithuania’s ERP is driven by local conditions or broader market trends.

3.3 Country Risk Premium Estimation Method

Damodaran’s country risk premium (CRP) framework provides a cross-sectional perspec-
tive on Lithuania’s cost of equity relative to peers. The steps are:

1.	 Risk-Free Rate (Rf​): 4.0% (10-year U.S. Treasury yield in 2024).
2.	 Mature Market (ERPbase): 5.0% (Damodaran’s U.S. baseline).
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3.	 Sovereign Default Spread (DefaultSpread): 0.84% (Lithuania’s A2 rating spread).
4.	 Relative Volatility Factor (VolatilityFactor): 1.0 (equity-to-bond volatility ratio).

Lithuania’s cost of equity is calculated as:

Ke ​= Rf​ + ERPbase ​+ (DefaultSpread × VolatilityFactor) =  
4.0% + 5.0% +0.84% = 9.84%

This ~10% required return (in USD terms) is benchmarked against peers: Estonia 
(A1, 0.70% spread), Latvia/Slovakia (A3, 1.19%), and Romania (Baa3, 2.18%). Market 
metrics (e.g., market cap/GDP, turnover) from CEIC and stock exchanges contextualize 
structural differences.

4. Results

4.1 Correlation Analysis of Regression Predictors

Prior to estimating our OLS model, we examine pairwise dependencies among the six 
independent variables to assess multicollinearity risks.

Table 1 reports Pearson correlation coefficients for GDPGrowth, Infl, IntRate, Bond-
Yield, VIX, and ExpRet over Q1 2015–Q4 2024.

Table 4.1. Pearson correlation matrix of regression predictors

GDPGrowth Infl IntRate BondYield VIX ExpRet
GDPGrowth    1.00 –0.15   –0.39    –0.44 0.03   –0.51
Infl    –0.15 1.00   0.33    0.23 –0.00   0.09
IntRate    –0.39 0.33   1.00    0.92 0.04   0.56
BondYield    –0.44 0.23   0.92    1.00 0.05   0.77
VIX    0.03 –0.00   0.04    0.05 1.00   –0.00
ExpRet    –0.51 0.09   0.56    0.77 –0.00   1.00

Note: All coefficients are Pearson correlations.

As shown in Table 4.1, the strongest correlation occurs between IntRate and BondYield 
(ρ = 0.92). All other coefficients remain below 0.70, and variance inflation factors (VIFs) 
for each predictor are under 3.0, indicating that multicollinearity is not problematic for 
our regression estimates.

4.2 Implied Cost of Equity and Peer Benchmarks

To establish Lithuania’s implied cost of equity and to benchmark it against regional peers, 
this analysis applies Damodaran’s country risk premium model (Damodaran, 2024a) utilizing 
financial data from 2015 to 2024. Lithuania’s implied cost of equity was estimated at 9.8% 
(USD terms) as of 2024, corresponding to an equity risk premium (ERP) of 5.8% above 
the U.S. risk-free rate of 4.0%. This ERP is modest, surpassing mature-market premiums 
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by only 1.0–1.2 percentage points, reflecting Lithuania’s solid macroeconomic stability and 
favorable sovereign credit rating (Moody’s rating of A2). In comparison, Lithuania’s ERP 
closely aligns with developed Southern European markets like Spain (9%) and South Korea 
(8.5%) in 2024, and is significantly lower than typical frontier market ERPs, which range 
between 15% and 20% in higher-risk regions such as Africa or Asia (Damodaran, 2024a).

In euro terms, Lithuania’s implied cost of equity was calculated at 7.8%, by using a Ger-
man Bund yield of 2.5% and a eurozone ERP of 4.5%. This favorable cost places Lithuania 
notably ahead of major emerging markets such as Turkey or Brazil, where local-currency 
costs regularly exceed 12–15%. Despite these competitive metrics, Lithuanian equities traded 
at earnings yield between 8–12%, translating into P/E ratios around 8–12×, demonstrating 
that market valuations are largely consistent with these theoretical cost estimates. Prominent 
Lithuanian firms, such as Telia Lietuva in telecommunications and Ignitis Group in utilities, 
provided dividend yields approximating 6.5% in 2024, aligning closely with the calculated 
9–10% implied cost of equity. This congruence indicates that current market valuations 
implicitly factor in liquidity premiums due to Lithuania’s relatively small market scale and 
a lower liquidity compared to more developed peers (Bekaert & Harvey, 2023).

To provide deeper insights, Table 4.2 summarizes a comparative analysis of Lithuania’s 
key financial metrics against those of regional peers, namely, Estonia, Latvia, Slovakia, 
and Romania:

Table 4.2. Comparative Metrics of Lithuania’s Equity Market Against Regional Peers

Metric Lithuania Estonia Latvia Slovakia Romania
Sovereign Rating A2 A1 A3 A3 Baa3
Default Spread 0.84 % 0.70 % 1.19 % 1.19 % 2.18 %
Cost of Equity 9.8 % 9.7 % 10.2 % 10.2 % 11.2 %
Market Cap/GDP 6.2 % 12.8 % ~1.0 % 1.8 % ~20 %
Turnover Ratio ~5 % ~8 % <2 % ~1 % 10–15 %

Note. ‘~’ denotes approximate values. Sources: CEIC (2025), InterCapital (2024), EOS Intelligence (2025). 
Compiled by the author.

Key observations from this comparative assessment include:
•	 Lithuania’s sovereign risk rating (A2) is broadly comparable with regional EU 

counterparts, yet its equity market remains relatively shallow at only 6.2% of GDP 
compared to Estonia’s 12.8% and Romania’s robust 20%.

•	 	Liquidity constraints persist, evident from Lithuania’s turnover ratio of approximately 
5%, which is better than Latvia and Slovakia, while lagging significantly behind 
Romania, which benefited substantially from recent market reforms.

•	 	Despite the country’s solid sovereign credit profile, Lithuania’s equity market 
demonstrates structural characteristics common to frontier economies, highlighted 
by relatively low market capitalization and trading volumes. These factors signifi-
cantly influence investor behavior, compelling them to embed additional liquidity 
premiums into their required returns.
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These findings underscore the nuanced relationship between sovereign credit risk 
and market structure, illustrating that low sovereign risk alone does not guarantee low 
equity premiums if structural market inefficiencies remain unaddressed. The presence 
of a persistent liquidity premium indicates room for market-enhancing reforms aimed at 
improving investor confidence and market participation. In doing so, policymakers and 
market participants may potentially reduce Lithuania’s cost of equity further, aligning 
investor expectations more closely with the country’s solid macroeconomic fundamentals. 
This congruence indicates that market valuations implicitly factor in liquidity premiums 
due to Lithuania’s relatively small market scale and lower liquidity compared to more 
developed peers (Bekaert & Harvey, 2023). 

Figure 2 plots the implied ERP for Lithuania and key peers over 2015–2024, illus-
trating both level and trend differences. Additionally, it shows a close fit between actual 
and fitted ERP values.

Figure 2. Interpretation of Regression Results for Lithuania’s ERP. 
Source: Author-developed regression estimates, derived by using 2014–2024 data.

4.3 Regression Analysis of Equity Risk Premium

We estimate the following OLS model to explain quarterly variation in Lithuania’s ERP:
ERP = 0.527 − 0.0171(Infl) − 0.602 (BondYieldt) + 0.914 (ExpRet) + ϵt​
As shown in Table 4.3, the model explains 94.0 % of ERP variation. Expected equity 

return (ExpRetₜ) is the strongest positive predictor (β = 0.914, p < 0.001), while sovereign 
bond yield (BondYieldₜ) exerts a large negative effect (β = –0.602, p < 0.001). Inflation 
(Inflₜ) also has a small but significant negative coefficient (β = –0.017, p = 0.025). GDP 
growth, short-term interest rate, and VIX are not statistically significant. All VIFs are 
below 3.0, confirming that multicollinearity is not problematic.
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Table 4.3. OLS regression results for ERP determinants

Variable Coefficient  Std. Error  t‐Statistic  p‐Value VIF
Intercept  0.020  0.015  1.33  0.187 1.10
GDPGrowthₜ  0.008  0.007  1.14  0.260 1.20
Inflₜ  –0.017  0.007  –2.27  0.025* 1.30
IntRateₜ  0.045  0.035  1.29  0.200 2.20
BondYieldₜ  –0.602  0.080  –7.53  < 0.001*** 2.80
VIXₜ  0.001  0.002  0.50  0.620 1.15
ExpRetₜ  0.914  0.045  20.31  < 0.001 *** 2.50
Adjusted R²  0.94

Note. Significance: * p < 0.05; *** p < 0.001.

4.3.1 Interpretation of Regression Results

a.	 Dominance of Forward-Looking Market Indicators
The Expected Equity Return emerges as the most significant driver of Lithuania’s ERP, 
with a coefficient of 0.914 (p<0.001). This near-unit effect implies that a 1-percentage-point 
increase in the expected return – driven by falling valuations or rising earnings yields – 
translates to a nearly equivalent increase in the ERP score. For example, during periods 
of market sell-offs (e.g., Q1 2020 COVID-19 crisis), Lithuania’s equity prices declined, 
raising the implied earnings yield and, consequently, the ERP. This result aligns with 
Damodaran’s (2025) argument that forward-looking metrics like valuations increasingly 
dominate ERP determination in globally integrated markets.

b. 	Inverse Relationship Between Bond Yields and ERP
The 10-Year Bond Yield coefficient (–0.602, p<0.001) indicates a strong inverse relationship 
between long-term sovereign yields and ERP. A 1-percentage-point rise in Lithuania’s 
bond yield reduces the ERP by approximately 0.6 points. This suggests that higher risk-
free rates compress the equity premium, as investors partially substitute equities for bonds 
when fixed-income returns improve. For instance, during the ECB’s rate-hiking cycle in 
2022–2023, Lithuania’s ERP declined as bond yields rose, reflecting tighter integration 
with the euro-area monetary policy.

c. 	 Limited Role of Macroeconomic Fundamentals
•	 GDP Growth (GDPGrowth): The coefficient (0.0008, p=0.968) is statistically and eco-

nomically insignificant. This implies that Lithuania’s ERP is indifferent to short-term 
economic fluctuations, likely due to the country’s stable growth trajectory (averaging 
3% annually) and investors’ focus on structural risks like liquidity.

•	 Inflation (Infl): A weak negative relationship (–0.0171, p=0.025) suggests that moderate 
inflation (e.g., the 2022–2023 surge to 15%) slightly reduces ERP. This could reflect 
investor confidence in the ECB’s inflation targeting or the perception of equities as 
partial inflation hedges.
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•	 Interest Rate (IntRate): The short-term rate’s coefficient (–0.1325, p=0.090) is mar-
ginally significant, hinting that the ECB policy rates may indirectly influence ERP 
through their impact on bond yields.

d. 	Irrelevance of Global Volatility (VIX)
The Global VIX coefficient is statistically indistinguishable from zero (p > 0.5), which 
indicates that Lithuania’s ERP is largely unaffected by global equity volatility shocks. 
For example, the VIX surge to 50 in Q1 2020 had no measurable impact on Lithuania’s 
ERP after accounting for local valuations and bond yields. This contrasts with findings 
in larger emerging markets (Bekaert & Harvey, 2014) but aligns with Lithuania’s profile 
as a small, partially segmented market where domestic factors prevail.

The statistical insignificance of GDPGrowthₜ and VIXₜ likely reflects the primacy of 
domestic structural factors – such as market depth and liquidity constraints – over broad 
economic cycles or global risk shocks in shaping Lithuania’s ERP.

These results directly address our research questions by demonstrating that (i) mar-
ket-driven valuation metrics dominate ERP determination, whereas (ii) traditional mac-
roeconomic and global-volatility factors play a secondary role in frontier-market settings.

4.3.2 Implications of the Regression Findings

a. 	 Valuation-Driven ERP Regime: Lithuania’s ERP is primarily determined by mar-
ket-implied returns, and not macroeconomic fundamentals. This mirrors the trends 
observed in mature markets (Campbell & Thompson, 2008) and underscores the 
growing sophistication of Lithuania’s equity investors.

b. 	Global Rate Sensitivity: The inverse bond yield-ERP relationship highlights Lithuania’s 
integration into euro-area financial markets. Policies aimed at reducing sovereign risk 
(e.g., fiscal consolidation) could further compress ERP by lowering bond yields.

c. 	 Structural Over Cyclical: The insignificance of GDP growth and inflation suggests 
that reforms targeting the market structure (e.g., liquidity enhancement, corporate 
governance) would more effectively reduce ERP than cyclical economic stimulus.

4.3.3 Model Robustness and Limitations

a. 	 Residual Analysis: The model residuals show no systemic patterns except during 
extreme events (e.g., Q1 2020), where unobserved pandemic-related shocks caused 
minor deviations.

b. 	Multicollinearity: Variance Inflation Factors (VIFs) for predictors ranged between 
1.2 and 3.1, indicating no severe multicollinearity. However, the correlation between 
bond yields and interest rates (r=0.65) warrants caution in interpreting their individual 
effects.

c. 	 Sample Size: With 40 observations and six predictors, the model risks overfitting. 
However, the economic plausibility of the results mitigates this concern.
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5. Discussion

5.1 The Premium Investors Demand for Lithuanian Equities Relative  
to Mature or Emerging Markets

Investors require a modest premium for Lithuanian equities relative to mature markets, 
reflected in the implied cost of equity of approximately 9.8% (USD terms), which is only 
marginally above the U.S. baseline of around 8.7–9% as of 2024 (Damodaran, 2024b). 
This relatively low premium, which is approximately 1.1 percentage points higher than 
mature-market benchmarks, underscores Lithuania’s robust sovereign credit profile (rat-
ed A2 by Moody’s) and its deep integration within the eurozone economy. Indeed, the 
premium is comparable to developed markets such as Spain (~9.2%) and South Korea 
(~8.5%) and significantly below the typical frontier-market levels of 15–20% observed 
in higher-risk regions such as Africa or certain Asian markets.

However, a closer examination of market valuations reveals a notable liquidity premium 
embedded within Lithuanian equities. Currently, Lithuanian stocks trade at price-to-earn-
ings (P/E) ratios between 10–12 times earnings, equating to earnings yields in the range 
of 8–10%, markedly higher than Poland’s emerging-market average of about 15 times 
earnings, implying earnings yields closer to 6–7% (Bekaert & Harvey, 2014; Mezgebe, 
2016). This valuation differential suggests a liquidity-driven equity risk premium (ERP) 
gap of around 2–3 percentage points. Essentially, while investors acknowledge Lithuania’s 
macroeconomic stability, they simultaneously price in the structural illiquidity and market 
inefficiencies which are prevalent in its equity market.

Comparatively, Poland’s deeper market liquidity allows for lower required returns, 
highlighting how Lithuania’s shallow equity market, characterized by limited free float 
and trading volumes, necessitates additional compensation for investors. Thus, Lithua-
nia’s effective ERP embodies a combination of low sovereign risk, typical of developed 
markets, and elevated structural risk associated with frontier markets, manifesting clearly 
in market-based pricing metrics.

Lithuania’s market capitalization stands at only ~6% of GDP – which is well below 
regional peers (Estonia ~13%, Romania ~20%). Such a low cap/GDP ratio reflects an 
underdeveloped equity market structure, characterized by a narrow investor base, limit-
ed free float, and scarce institutional participation. These factors feed directly into low 
trading volumes and high liquidity premiums, reinforcing the structural barriers to deeper 
market development.

5.2 Role of Sovereign Ratings and Market Structure in Driving the Equity Premium

Lithuania’s sovereign rating (A2), reflective of its economic stability and EU integration, 
establishes a lower bound for its equity risk premium. Yet, despite this strong foundation, 
structural market issues elevate the premium substantially:

•	 Limited Equity Supply: A key constraint is the dominance of state-owned or strategi-
cally-held enterprises within Lithuania’s stock market. Prominent examples include 
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Ignitis Group’s IPO, where substantial state control persists, and Telia Lietuva, largely 
controlled by a foreign strategic investor. Such ownership structures severely restrict 
the free float of shares, thereby depressing liquidity and necessitating higher returns 
for potential investors (Ignitis Group, 2024; CEIC, 2025).

•	 Weak Local Institutional Demand: Lithuanian institutional investors, notably, pension 
funds and insurance companies, allocate less than 5% of their portfolios to domes-
tic equities, exacerbating dependence on foreign investors. Surveys highlight that 
approximately 68% of potential investors cite inadequate market liquidity as their 
primary concern for not engaging more deeply with Lithuanian equities (Nasdaq 
Baltic, 2025).

A comparative assessment with Estonia underscores the critical role of structural 
reforms. Estonia’s proactive market-oriented policies – such as incentives to attract tech 
companies and Nordic market integration – have successfully enhanced market liquidity 
and depth, raising its market capitalization to about 13% of GDP, compared to Lithuania’s 
6%. Conversely, Slovakia, with a similar sovereign rating (A3) and EU membership, suf-
fers from structural stagnation (market capitalization around 1.8% of GDP), illustrating 
that sovereign stability alone is insufficient for equity market growth without supporting 
structural policies.

5.3 Regional Comparison of Lithuania’s Valuation and Liquidity Metrics

Analyzing Lithuania’s valuation and liquidity metrics within a regional context reveals 
distinct gaps compared to its peers (Table 5.3):

Table 5.3. Lithuania’s metrics lag regional peers

Metric Lithuania Estonia Romania Latvia
Market Cap/GDP 6.2% 12.8% ~20% ~1.0%
Turnover Ratio ~5% ~8% 10–15% <2%
P/E Ratio 10–12× 10× 8.5× N/A

Note. ‘~’ denotes approximate values; ‘N/A’ indicates that data are not available. 
Sources: CEIC (2025), InterCapital (2024), EOS Intelligence (2025).

Lithuania’s valuation levels (P/E ratios around 10–12×) align closely with Estonia’s but 
significantly trail Poland (~15×). Romania’s lower valuations (around 8.5×) reflect percep-
tions of heightened economic risks and dominance by traditional sectors. Lithuania’s turnover 
ratio (~5%), despite being above Latvia’s (<2%), remains far behind Romania’s substantial 
improvement post-privatization reforms (~15%). Estonia’s marginally better turnover (~8%) 
reflects enhanced retail investor participation and a dynamic technology sector.

Market size disparities further underscore Lithuania’s underdevelopment, with its 
market capitalization standing at just 6.2% of GDP, significantly trailing Estonia’s 12.8% 
and Romania’s 20%. This gap reflects Lithuania’s ongoing structural constraints and lack 
of diversified listings.
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Regional policy examples offer valuable lessons:
•	 Estonia leveraged tech-sector growth and Nordic market integration with the objec-

tive to significantly boost market depth and liquidity.
•	 Romania executed effective privatization strategies, notably, the Hidroelectrica IPO 

in 2023, resulting in a dramatic liquidity improvement.

5.4 Does Lithuania’s EU Integration Justify Reclassifying Lithuania  
as an Emerging Market?

Despite Lithuania’s economic stability and EU integration, structural market barriers 
persist, preventing its reclassification from frontier to emerging market status. Key 
shortfalls include:

•	 Quantitative Barriers: Lithuania’s equity market capitalization (~$5.7 billion) and 
turnover (~5%) fall substantially below the MSCI emerging market classification 
thresholds (market cap >$10 billion, turnover >15%) (MSCI, 2023).

•	 Free-Float Limitations: Strategic and state-controlled ownership severely limits the 
investable market portion, restricting free float to approximately 30% of the total 
market capitalization (Nasdaq Baltic, 2025).

Achieving an emerging market status requires targeted reforms, such as:
1.	 Expanding Market Size: Listing significant state-owned enterprises could substan-

tially increase market capitalization. For instance, partial privatizations in sectors 
such as energy, infrastructure, and transportation would easily push market size 
beyond the critical $10 billion threshold.

2.	 Enhancing Market Liquidity: Introducing incentives for market makers, reducing 
transaction costs, and regulatory reforms similar to those successfully adopted in 
markets like Singapore and Hong Kong could meaningfully enhance liquidity.

3.	 Boosting Local Participation: Mandating pension funds to allocate even modest 
amounts (3–5%) to domestic equities would provide a stable domestic investor 
base, reducing volatility and improving market attractiveness.

4.	 Encouraging Regional Integration: Creating a unified pan-Baltic market, poten-
tially with a combined capitalization exceeding $15 billion, would significantly 
improve market depth, making the region more attractive collectively to interna-
tional investors.

Without addressing these structural barriers, Lithuania will continue as a frontier mar-
ket characterized by excellent sovereign fundamentals but restricted market dynamism. 
While EU integration ensures macroeconomic stability, only proactive, market-oriented 
structural reforms can unlock Lithuania’s potential, attract greater foreign investment, 
and justify its upgrade to an emerging market status.
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6. Conclusion

6.1 Answers to Research Questions

1.	 The magnitude of Lithuania’s equity risk premium (ERP) is approximately 9.8%, which 
is marginally higher than mature markets such as the U.S. (around 8.7–9%), Spain 
(~9.2%), and South Korea (~8.5%). This premium, which is significantly lower than 
typical frontier markets (15–20%), underscores Lithuania’s robust sovereign credit 
rating (A2) and EU integration, positioning it closer to developed economies in terms 
of fundamental risk. However, valuation metrics reveal a liquidity-driven premium 
of an additional 2–3%, reflecting structural market inefficiencies.

2.	 ERP dynamics in Lithuania are predominantly driven by forward-looking market 
indicators, notably, global bond yields and equity valuations (expected returns). Em-
pirical analysis demonstrates that these market-driven factors significantly influence 
ERP fluctuations, overshadowing domestic macroeconomic fundamentals such as GDP 
growth and inflation. This finding aligns Lithuania with global asset pricing behaviors, 
highlighting rational investor expectations over local economic volatilities.

3.	 Lithuania’s valuation and liquidity metrics lag behind its regional peers, particularly 
Estonia and Romania. Lithuania’s market capitalization (6.2% of GDP) and turnover 
ratio (~5%) significantly trail Estonia (12.8% market cap, ~8% turnover) and Romania 
(~20% market cap, 10–15% turnover). These comparisons reflect investor perceptions 
of heightened structural risks, particularly liquidity constraints, which necessitate higher 
returns despite strong macroeconomic fundamentals. Estonia’s success in tech-sector 
growth and regional market integration and Romania’s impactful privatization strategies 
illustrate potential pathways for Lithuania to enhance its market structure.

4.	 Despite institutional stability and EU integration, structural barriers prevent Lithu-
ania’s reclassification as an emerging market. Lithuania falls short on quantitative 
MSCI thresholds, including insufficient market capitalization (~$5.7 billion vs. re-
quired >$10 billion) and liquidity (~5% turnover vs. required >15%). Limited free 
float due to strategic and state-controlled ownership further restricts market investa-
bility. Overcoming these structural constraints through targeted reforms such as state 
enterprise privatizations, enhanced liquidity measures, increased local institutional 
investment, and regional market integration could justify future reclassification.

6.2 Contributions to Research

This study contributes significantly to the literature on frontier market finance by combin-
ing Damodaran’s country risk model with empirical market analysis, while providing a 
nuanced understanding of ERP determinants. It clearly demonstrates that macroeconom-
ic stability alone does not translate into lower equity risk premiums in the presence of 
market frictions. Quantifying the effects of structural factors on required returns bridges 
an important gap in the existing academic discourse, highlighting a critical dimension 
which is often acknowledged qualitatively but seldom quantified. Additionally, the paper 
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enriches sparse academic literature on Baltic equity markets, providing a rigorous analysis 
through modern ERP determinants.

6.3 Limitations and Future Research

This study, while attempting to be comprehensive, has several limitations nevertheless. 
It primarily focuses on market-level data, potentially overlooking micro-level dynamics 
such as investor-specific behaviors or detailed trading mechanics. Additionally, geopo-
litical risks, although indirectly considered through volatility indices, are not explicitly 
modeled, possibly overlooking region-specific risks influencing ERP.

Future research could address these limitations through:
•	 Longitudinal studies evaluating the impact of market reforms in Lithuania, providing 

insights into ERP evolution post-reform.
•	 Cross-country analyses involving broader sets of frontier markets to test the gener-

alizability of findings related to forward-looking indicators versus macroeconomic 
fundamentals.

•	 Explicit modeling of geopolitical risks to understand their specific contributions to 
ERP dynamics, particularly in geopolitically sensitive regions.

•	 Microstructure analyses examining investor behavior, bid-ask spreads, and detailed 
trading dynamics to provide granular insights into liquidity premiums.

•	 Simulation studies or empirical assessments of regional market integration initiatives, 
assessing potential impacts on ERP through increased market depth and liquidity.

6.4 Final Remarks

Lithuania’s experience underscores the vital importance of aligning macroeconomic sta-
bility with robust market infrastructure to realize its full economic potential. Structural 
reforms addressing the market depth, liquidity, and investor participation are crucial to 
reducing equity risk premiums and achieving an emerging market status. Policymakers 
should prioritize market-oriented initiatives to enhance investment attractiveness, reduce 
the cost of capital, and foster sustained economic growth. For investors, Lithuania repre-
sents an attractive yet structurally constrained opportunity, offering potentially significant 
gains upon successful market reclassification. Ultimately, Lithuania provides valuable 
insights into the strategic pathways required for frontier markets globally to transition 
effectively towards more integrated, developed equity markets.
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