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In Chapter 6, we discussed the central role of the discount rate, r, in investment analysis. We know that the appropriate r to be used in valuating cash flows to equity is k​e and the appropriate r for valuating cash flows to firm is kc. In Chapter 6, we learned that, theoretically, the CAPM and/or the APT may be used to find the value of the expected return on equity to the investor (which is also the cost of equity from the perspective of the firm). In addition to the cost of equity, the cost of capital as well as the value of equity and debt of a firm are required to find a value for the cost of capital.

In chapter 7, we confront practical aspects of the calculation of ke and kc. In particular, we use regression analysis on equity data (also called the ‘top down’ approach) and/or the ‘bottom up’ approach to calculate the value of (. We then use the CAPM to find the minimum return that investors expect from equity. This is obviously also the definition of the cost of equity – ke. We then estimate kc, E and D en route to calculating kc – simple! Bottom line: chapter 7 is the practical equivalent of chapter 6.

Let’s take the question and answer series, shall we?

What’s our objective here?

Quite Simple!

Estimate (, ke, kd, E and D and then calculate kc!
Is there any sequence to this?

First we estimate ( and use it to estimate ke. This is all we need to discount cash flows to equity.

Then we estimate kd, E, D and kc. We need this to discount cash flows to firm.
How do we estimate (?

Top-Down Approach 

Bottom-Down Approach
Regression Analysis using Equity Data

Take an average of (s of competing firms
Slope of regression line = estimate of ( 

 Set ( of firm = average of (s of competing firms
R2 = variation in returns caused by market risk
Can the two approaches give different answers?

Yes

What do you then?

Find out how different competitors are from your company.

If they are very different, use top-down estimate of (.

If they are very similar, use bottom-up estimate of (.
So we have an estimate for (. What do we do now?

We plug in the estimate of ( into the CAPM equation.

The equation provides the minimum expected return on the equity of the firm.

This is also the cost of equity – ke.

We can use ke to discount cash flows to equity.
Now what?

We still need kc​ to discount cash flows to firm.

We need to find kd, E and D to calculate kc.
How do we estimate kd?

This part is the easiest.

Simply look at the interest rate the firm has paid on debt in the recent past.

Or look at the interest rate its competitors have paid for debt.

This is as good an estimate of kd as any.
How do we estimate the value of E?

Take the market price of a share and multiply it by the total shares outstanding.

Don’t forget to account for convertible bonds (that can be converted into equity).

This is the appropriate market value of E.
What about the value of D?

We could use the book value of D as an estimate of its market value.

But that would be a mistake since we’ve used the market value of E.

A more reasonable approach is that we find the market value of D.

Lump all the debt payments of the firm together. Find the PV of these payments using kd.

Use this PV as the appropriate market value of D.
And now for the finale?

Yep!

We know ke​, kd, E and D. Plug in these estimates into the following formula to calculate kc.

kc = ke[E/(E + D)] + kd[D/(E + D)]
Are we done?

Yes!

