KY PSC Case No. 2026-00099
AG 1-161

Attachment W

Respondent: Vincent V. Rea
Page 1 of 3

A Focused Approach

Michael C. Ehrhardt
University of Tennessee

Eugene F. Brigham

University of Florida

~ -~ SOUTH-WESTERN
%% CENGAGE Learning”

Australia » Brazil « japan « Korea « Mexico » Singapore » Spain « United Kingdom « United States



KY PSC Case No. 2026-00099
AG 1-161

Attachment W

Respondent: Vincent V. Rea
Page 2 of 3

SOUTH-WESTERN
CENGAGE Learning

Py
A,

Corporate Finance: A Focused Approach, © 2009, 2006 South-Western, a part of Cengage Learning

Third Edition ALL RIGHTS RESERVED. No part of this work covered by the copyright

Michael C. Ehrhardt/Eugene F. Brigham herein may be reproduced, transmitted, stored or used in any form

or by any means graphic, electronic, or mechanical, including but not
fimited to photocopying, recording, scanning, digitizing, taping, Web
Editor-in-Chief: Alex von Rosenberg distribution, information neiworks, or information storage and retrieval
Executive Editor: Michael Reynolds systems, except as permitted under Section 107 or 108 of the 1976
United States Copyright Act, without the prior written permission of

Editorial Director: Jack W. Calhoun

Developmental Editor: Michael
Guendelsberger the publisher.

Senior Editorial Assistant; Adele Scholtz

For product information and technology assistance, contact us at
Sr. Marketing Communications Manager: i Cengage Learning Academic Resource Center, 1-800-423-0563

Jim Overly For permission Lo use material from this text or product,

Marketing Manager: Jason Krali ! submit all requests online at www.cengage.com/permissions
Further permissions questions can be emailed to

Marketing Coordinator: Suellen Ruttkay o
perm|sslonrequest@cengage.com

Content Project Manager: S
Jacquelyn K Featherly

ExamView® and ExamView Pro® are registered trademarks of

Senior Tec‘hnology Project Manager: FSCreations, Inc. Windows is a registered trademark of the Microsoft
Matt McKinney Corporation used herein under license. Macintosh and Power

Senior Manufacturing Coordinatar: Macintosh are registered trademarks of Apple Computer, Inc. used
Kevin Kluck herein under license,

Production House/Compositor:
Lachina Publishing Services

Ari Director: Michelle Kunkler
Cover Designer: Chris Miller, C Miller

© 2008 Cengage Learning. All Rights Reserved,
Library of Congress Control Number: 2008920891
Student Edition Package 13: 978-0-324-65568-1

Design

Cover Photo: Mike Reynolds Student Edition Package 10: 0-324-65568-1
Internal Design: Chris Miller, C Mitler ¢ Student Edition ISBN 13: 978-0-324-65569-8
Design

Student Edition ISBN 10; 0-324-65569-X
Internal Opener Photo: Getty Images, Inc./
PhotoAlto Agency RF Collection South-Western Cengage Learning
5191 Natorp Boulevard

Mason, OH 45040

USA

Cengage Learning products are represented in Canada by
Nelson Education, Ltd.

For your course and learning solutions, visit academic.cengage.com

Purchase any of our praeducts at your local college stare or at our
preferred online store www.ichapters.com

F

Printed in the United States of America
12345671211100908




EZ

KY PSC Case No. 2026-00099

AG 1-161

Attachment W
Respondent: Vincent V. Rea

Comparison of the CAPM, DCF, and Bond-Yield-Plus-Risk-Premium Methods 303

- 9.7 Bond-Yield-Plus-Risk-Premium Approach

Some analysts use a subjective, ad hoc procedure to estimate a firm’s cost of common
equity: They simply add a judgmental risk preminm of 3 to § percentage points to the
interest rate on the firm’s own long-term debt. It is logical to think that firms with risky,
low-rated, and consequently high-interest-rate debt wilt also have risky, high-cost equity,
and the procedure of basing the cost of equity on a readily cbservable debt cost utilizes
this logic. In this approach,

i, = Bond yield + Boﬁd rsle p’rémi'u’;i;’

The bonds of NCC have a yield of 11.0%. If its bond risk premium is estimated as 3.7%,
its estimated cost of equity is 14.7%:

1, =11.0% + 3.7% = 14.7%

Because the 3.7% risk premium is a judgmental estimate, the estimated value of r, is
also judgmental. Empirical work suggests that the risk premium over a firm’s own bond
yield has generally ranged from 3 to S percentage points, with recent values close to 3%.
With such a large range, this method is not likely to produce a precise cost of equity.
However, it can get us “into the right ballpark.”

What is the reasoning behind the bond-yield-plus-risk-premium approach?

A company’s bond yield is 7%. If the appropriate bond risk premium is 3.5%, what is r,
based on the bond-yield-plus-risk-premium approach? {{0.5%)

9.8 Comparison of the CAPM, DCF, and
Bond-Yield-Plus-Risk-Premium Methods

We have discussed three methods for estimating the required return on common stock.
For NCC, the CAPM estimate is 14.6%, the DCF constant growth estimate is 14.5%,
and the bond-yield-plus-risk-premium is 14.7%. The overall average of these three meth-
ods is (14.6% + 14.5% + 14.7%)/3 = 14.6%. These results are unusually consistent,
so 1t wonld make little difference which one we used. However, if the methods produced
widely varied estimates, then a financial analyst would have to use his or her judgment
as to the relative merits of each estimate and then choose the estimate thar seemed most
reasonable under the circumstances.

Recent surveys found thar the CAPM approach is by far the most widely used method.
Although most firms use more than one method, almost 74% of respondents in one sur-
vey, and 85% in the other, used the CAPM.!? This is in sharp contrast to a 1982 survey,
which found that caly 30% of respondents used the CAPM.'8 Approximately 16% now
use the DCF approach, down from 31% in 1982. The bond-yield-plus-risk-premium is
used primarily by companies that are not publicly traded.

#5ce John R. Graham and Campbell Harvey, “The Theory and Practice of Corporate Finance: Evidence from the Field,”
Jourual of Financial Ecoupmics, 2001, pp. 187—243, and the paper cited in fooraore 9. Interesringly, a growing number of
firms (about 34%} also are using CAPM-type models with more than one factor. OF these firms, over 40% include factors for
interesr-rate risk, foreign exchange risk, and business cycle risk (proxied by gross damestic product). More than 20% of these
firms include a factor for inflation, size, and exposure to particular commodiry prices. Less than 20% of these firms make
adjustments duc to distress factors, book-to-market ratios, or momentum facrors.

!5ee Lawrence [, Gitman and Vincent Mereurio, “Cost of Capital Technigues Used by Major U.S. Firms: Survey Analysis of
Fortiene's 1000," Financial Maragement, 1982, pp. 21-29.
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