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Critical Praise for
Cost of Capital: Estimation and Applications, Second Edition

“Good job on enhancing an already great book.”
James R. Hitchner
Phillips Hitchner Group, Inc.
Atlanta, GA

The research using Pratt’s Stats™ database on the size effect “will be most helpful
for the readers. . . . The discussion of how these studies can get one from where the
studies leave off to the smaller valuation target is great.”

Ronald L. Seigneur

Seigneur & Company, P.C., CPAs

Lakewood, CO

“Many of us have been anxiously awaiting [the] second edition . . . Cost of capital
procedures are a frequent source of major logical errors, not just judgment errors.
Mistakes of this type can leave the decision maker vulnerable, inasmuch as he or
she can actually be proven wrong. This is an area where practitioners badly need a
guide such as Cost of Capital, so they understand what they are doing.”

Roger G. Ibbotson

Ibbotson Associates

Chicago, IL

Other Wiley books by Shannon P. Pratt include:

Cost of Capital Workbook

Business Valuation Body of Knowledge: Exam Review and Professional
Reference, Second Edition

Business Valuation Body of Knowledge Workbook

The Market Approach to Valuing Businesses

Business Valuation Discounts and Premiums

Cost of Capital

Estimation and Applications

SECOND EDITION

Shannon P. Pratt, CFA, FASA, MCBA

JOHN WILEY & SONS, INC.
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220 Other Topics Related to Cost of Capital Cost of Capital in Ad Valorem Taxation

This process will return a rate equivalent to the before-tax discount rate. This is the de- ! . )
sired method of calculating the true effect of taxes on the discount rate. Several things 1 ) ) S i duce the aclu: cedsae-
are occurring here that lead to a result on a before-tax basis. Generally, the reason for : ' , i

calculating the IRR is that inconsistent growth rates between net cash flow and before-
tax income are difficult to model in an easy-to-understand formula. Unfortunately, the
downside to this process is that it is more complex and a little more difficult to explain.

Multiplicative Value Adjustments :
The cost of flotation is a funcl'r " size and risk.

é Hon of size and risk. The lar

) . Sk, arger the issuance, tl
Ad Valorem Tax Addback lower the cost as a percentage of the issuance price. Flotation costs are the g re'u(;: :i lr::? 5‘

I i . . equity issu ]
The most common multiplicative value adjustment in ad valorem assessment is quity 1ssuance and the least for debt issuance. Preferred stock flotation costs tend to "

the addback of ad valorem taxes. Many assessors want to remove the historical bias re- Essstirélfs:.wherf n p‘etween. The next table shows examples of the relation of flotation l'i‘
sulting from prior valuations. Therefore, they may prefer to account for property tax 1ze of an 1ssuance of stock that occurred during 1996 and 1997. it
within the discount rate. They do so by adding back to the discount rate the percent re- [ §
lationship of tax to market value. This adjustment is most similar to the linear adjust- C Total Total I ‘-l
ment in income. The difference is that the adjustment is a direct function of value. In 1 ey Issuance Flotation | " |
. . . . -_—
other words, if the value increases, the adjustment increases directly with the value, Excite 39,100,000 9.46% | |
dvi . Thi be demonstrated by the next formula: i POy AT '
and vice versa. This can be onstr y the ni l }2:; (iema] 21’880’000 6.76% e
;000,000 8.57%
Formula 20.19 IXC oae ’ el
| el 89,600,000 8.67% il
- " ] = neral Cigar 108,000,000 8.28% - |
k, = k+(ox PV)+ Py = XD i 115,000,000 7.96% ]
PV . apstar 166,500,000 7.68%
thus, k,=k+o General Cable 354,900,000 5.94% | Ps
Sabre 545,400,000 577% B
where: ‘ Hartford Life 649,750,000 6.50% I :
o0 = Percent of tax to value ‘ I
OTHER ADJUSTMENTS TO k
And with the addition of a growth component (g), the formula expands to: THE COST OF CAPITAL i | .
In the property tax arena, traditi i i il {
Formula 20.20 B i i, becmann h?résll?ll:‘ﬂf;};?:qucs are I;Imlg. Any new approaches are II : :
" . o , o Yy new techniques tend to lower the mur- 1
A— 1;: :::ue ?rl]lm project and., thus, the taxes. This is true despite the validity of such lip Hf
e il vaches. The next paragraphs identify four * A T l
thus, k,= k+o valorem arena in the 19905,p ntty Tour "newer” techniques introduced in the ad 1} #l ]

The same formula can be used for any adjustment that is equal to a percentage
of value. This holds true even in random changes in value. The only caveat is that the
percent relationship to value must temain constant. This adjustment is quite power
ful and easy to demonstrate, which is likely the reason for its popularity.

Ex Post and Ex Ante Risk Premia I'l “
timati Itlle ;zfebt;‘l::l L:qtgl yri :f.k prcmium !b unnhserv_ahlc in the market and must be es- | ‘
e ;md » m: e ( kapltal {\ssct Pricing Mndf:l (CAPM) and the build-up method, I"!IT |
v N.”; " Pkns pr.emltf are used to obtain estimates for the cost of equity, ‘wn|| |
o % ;d..‘ n, - premium is hase‘d on the assumption that historical returns are 'II’
predictor of future returns. It is caleulated by subtracting the long-term arith-

the
Metic ; Fthe |
¢average of the income return on long-term government bonds for the CAPM or
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