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circumstances that a practitioner is likely to encounter. This is the cost of capital book that every practitioner should have in his or 
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—�Professor Robert Parrino, CFA, Lamar Savings Centennial Professor of Finance, University of Texas at Austin
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be broadly aware of all there is to know about the development of the cost of capital. Shannon Pratt and Roger Grabowski have done a 
masterful job of creating a single source of knowledge for those who calculate and use the cost of capital in their analyses. Cost of Capital, 
Fifth Edition blends information about theory, practice, and common sources of data, with a comprehensive overview of specific areas 
of application. Contrasting points of view are furnished, allowing the practitioner to decide which theory or practice is best suited for a 
particular set of facts and circumstances. All who measure value should be aware of this important work.”
—�Anthony V. (Tony) Aaron, Quality and Risk Management Leader, Ernst & Young Valuation and Business Modeling Services;  

Vice Chairman, Board of Trustees of the Appraisal Foundation

“Despite years of study, thinking on the cost of capital continues to evolve. Cost of Capital, Fifth Edition is a highly accessible text that 
provides a comprehensive review of theory, data, practice and applications in developing and applying cost of capital estimates. The fifth 
edition includes expanded content and has been restructured in several areas to further enhance its readability. The text carefully balances 
the need for an in-depth treatment that is accessible to busy professionals. It is required reading for all finance professionals including 
corporate managers, investment professionals and appraisers. As college-level education focusing on valuation increases, educators will 
find the fifth edition invaluable with numerous supplemental materials.”
—�Raymond Rath, ASA, CFA, Managing Director, Globalview Advisors LLC; Author, “Private Company Valuation” in  

CFA Institute’s second edition of Equity Asset Valuation
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Foreword

T he opportunity cost of capital is one of the most important concepts in finance.
For example, if you are a chief financial officer contemplating a possible capital

expenditure, you need to know what return you should look to earn from the
investment. If you are an investor who needs to plan for future expenditures, you
need to ask what return you can expect to earn on your portfolio.

Shannon Pratt and Roger Grabowski have produced a remarkably comprehen-
sive review of the subject. With over 1,000 pages of close-packed material, the book is
not for bedtime reading, but it is a work that valuation practitioners, CFOs, and others
will find an invaluable reference.

The book is somewhat wider ranging than its title suggests, for its focus is on
valuation. It does not simply discuss how to estimate the cost of capital, but also shows
how this estimate can be used to solve a variety of valuation problems. Indeed, it is
here that the book makes some of its most useful contributions. Most finance texts
provide an overview of how the cost of capital can be used to discount the expected
cash flows from a proposed capital project. What I find most interesting about this
book is that it also tackles much less well covered topics. For example, boards of
securities firms that need to value level 3 securities will find useful advice on illiquidity
discounts. Practitioners who need to estimate the value of control will find a chapter
on this issue. And so on. It is this all-embracing nature of the analysis that makes this
book such a valuable addition to the financial manager’s bookshelf.

Richard Brealey
London Business School
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Preface

C ost of capital is an essential, albeit complex element of virtually every application
of finance. Literally billions and billions of dollars turn on decisions regarding the

cost of capital in each of the following contexts:

■ Mergers and acquisitions
■ Shareholder disputes
■ Capital budgeting
■ Bankruptcies and reorganizations
■ Business damages cases
■ Gift, estate, and income tax matters
■ Marital property settlements
■ Ratemaking in regulated industries
■ Property taxation

This book addresses developments related to estimating the cost of capital in all of
these contexts. We use the term estimates rather than determinations because the cost
of capital is forward-looking. It is the expected rate of return required to attract capital
to a particular investment or project as of a given date, reflecting economic and other
factors surrounding the expected returns and the risk of the investment or project at
that particular point in time.

Cost of capital is the pricing of risk. Since risk is in the mind of the beholder, it
cannot be measured directly. This book addresses ways to measure risk to lead to an
estimate of the appropriate cost of capital.

E F F ECT O F F ED ERAL R ES ERVE ACT I ONS ON LONG - T ERM
INT ER EST RAT ES

Federal Reserve actions kept long-term interest rates low from 1942 through 1951
and again from the fall of 2011 through at least the writing of this book. We analyze
the effect of these actions on the traditional data and procedures used to estimate the
cost of capital, and suggest ways to control for it.

WHY D I D WE UNDERTAKE UPDAT ING TH E BOOK?

Our experience tells us that practitioners need assistance to better understand
and estimate the cost of capital and in communicating their results, not from the
viewpoint of portfolio management but from the viewpoint of business owners
and managers.
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We decided to do this update to the book because of the changes in cost of capital
resulting from the financial crisis that began in 2008, the subsequent recession, and
today’s uncertain environment.

The purpose of this book is to present both the theoretical development of cost of
capital estimation and its practical application to valuation and capital budgeting in
current practice. It is intended both as a learning text for those who want to study the
subject and as a handy reference for those who are interested in background or seek
direction in some specific aspect of cost of capital.

The objective is to serve two primary categories of users:

1. The practitioner who seeks a greater understanding of the latest theory and
practice in cost of capital estimation

2. The reviewer who needs to make an informed evaluation of another party’s
methodology and data used to produce a cost of capital estimate

No other valuation text designed for the practitioner treats the cost of capital with
the breadth and depth that this one does. In terms of breadth, this book treats cost of
capital for uses in business valuation, project assessment and capital budgeting,
divisional cost of capital, reporting unit valuation, goodwill impairment testing,
valuing intangible assets for financial reporting, and transfer pricing.

The reader can expect to learn about:

■ The theory of what drives the cost of capital
■ Procedures currently in use to estimate cost of capital
■ Data available as inputs to the models to estimate cost of capital

Our emphasis is on the cost of equity capital. We present in-depth analysis of the
components, including the equity risk premium, beta, and the size effect. We also
analyze criticism of many procedures used for developing estimates of the cost of
capital and present a number of alternative procedures.

WHAT ’S NEW IN TH I S ED I T I ON

There has been a surge of new research since the previous edition. We have attempted
to reflect these developments through the time we are writing this book, found in
new and updated books, in newly published articles, and, particularly, in many
unpublished working papers. Readers can access most of the working papers through
our footnote references.

New chapters:

■ “How Courts View Cost of Capital” (Chapter 38), dealing with oppression and
fairness matters; estate and gift matters; corporate restructuring and other federal
tax matters, including transfer pricing; cost of capital issues in intellectual
property and other damages disputes; bankruptcy cases; family law matters;
ad valorem taxation matters; and regulated industry matters

■ Cost of capital for closely held businesses (Chapter 27)
■ Two new case studies detailing the procedures for estimating cost of capital
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Updat ed and expan ded discus sion of many impor tant topics , includi ng:

■ Equity risk premi um an d the risk- free rate, includi ng the impac t of Federal
Reserve actions

■ Devel opment of cost of cap ital in merge rs and acquisi tions;
■ How to use Ibbotson ’ s and Duff & Phe lps cost of capita l data
■ Com pany-speci fic risk— factor s to con sider and how to measur e
■ Criti cisms of CA PM and reasons why mult iple proced ures sho uld be used in

developi ng discount and capita lization rates
■ Added evidence of the exist ence an d magn itude of the size effect
■ Updat ed chapter on co st of capital in transf er prici ng
■ Cost of capita l for fami ly holding companie s
■ Cost of Capital of REITs
■ Globa l cost of capita l estimatio n, includi ng a new size study of Euro pean

compan ies
■ Adju sting discount an d cap italization rates for diffe rent measur es of econo mic

income, includi ng pretax discount rates
■ Changi ng discount rates refl  ecting chan ges in risk
■ Additional residual (terminal) value m ode ls to prov ide more flexibility to the a nalyst
■ “Glos sary of Cost of Capi tal Terms ” (Appe ndix III) — added term s as defined by

the Internat ional Valuati on Standards Commit tee

We again expanded t he chapters on com m on errors made in valuation and
advice from the authors about dealing w ith specifi c, of ten controversial, cost of
capital i ssues.

Supplemental information is available to readers on the John Wiley & Sons website,
including hundreds of PowerPoints to use in the classroom and for presentations.

Finally, the index is newly improved to make it easier for readers to locate
material on a particular topic.

ABOUT THE WEBS I T E

We have added the following materials to the companion website.

URL : www. wiley. com/g o/costofc apital
Password: coc5e

Append i c e s

IV. Sample Report Submitted to U.S. Tax Court

Example of a report submitted to the U.S. Tax Court to assist in communicating
application of cost of capital estimation procedures in a straightforward manner
to the nontechnical reader.

V. Review of Statistical Analysis

Comprehensive review of the statistics discussed and used in developing cost of
capital estimates.
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VI. Notat ion System and Abbrev iations Used in Thi s Book
VII . PowerPoi nts That Accomp any the Chapt ers

To assi st those that may want to use the book in seminars and in the classroom.

VIII. Exam ples (Mic rosoft Excel models ) of changing capita l structu res discus sed in
Appendi x 21A.

AUD I ENCES  F  O R  T H E  B OOK

In additio n to the tradi tional pro fessional valuat ion practi tioner , we designe d this
book to serve the needs of:

■ Corporate fi  nance offi cers for pricing or evaluating mergers and acquisitions,
raising private or public equity, prope rty taxation, and s takeholder disputes

■ Invest ment ban kers for pr icing, publ ic offerin gs, merge rs and acquisi tions, and
private equity financing

■ CPAs who de al wit h either valuation fo r fi nancial reporting or client valuat ions
issues

■ Judges a nd attorney s who deal wit h valuat ion issues
■ Acade micians and students who wish to learn anything from the ba sic theory to

the lates t resear ch

Our goal is to enh ance the insights of users of cost of cap ital applic ations as wel l as
originators of such applica tions. Several chapter appen dixes present detailed expo-
sitions of the more c omplex pro cedures.

F I NA L  T  H OUGHTS

We hav e enjoyed the cha llenge of assem bling the mater ials for this editi on. We do
anticipate updating the book again, so please contact the autho rs with any que stions,
comments, or suggestions for the next edition.

Shannon P. Pratt, CFA, FASA, ARM, MCBA, ABAR, CM&AA
Shannon Pratt Valuations, Inc.
9725 S.W. Beaverton-Hillsdale Highway, Suite 360
Beaverton, OR 97005
(503) 716-8532
www. shanno npratt.co m
E-mai l: shanno n@shann onpratt. com

Roger J. Grabowski, FASA
Duff & Phelps, LLC
311 S. Wacker Drive, Suite 4200
Chicago, IL 60606
(312) 697-4720
www. duffandp helps.co m
E-mai l: roger.g rabowsk i@duffandph elps.com
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