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Index

Acquisitions, legal entity valuations as
part of, 81–82

Actual cash value, 204
Adams, Estate of v. Commissioner, 77
Adjustment clauses, impact of, 247
Adjustments to the cost of capital,

categories of legislative constraints,
216–219

Ad valorem taxation, 203–232
actual cash value, 204
adjustments to the cost of capital,
categories of legislative constraints,
216–219

assemblage, 217–219
assessed value versus market value,
214–216

asset cost of capital, company cost of
capital versus, 209–214

asset valuation, 211
business and single asset, difference
between cost of capital, 213–214

California, 206–207, 216
capital structure, 219–220
cash flow, 216
Colorado, 207
company cost of capital versus asset
cost of capital, 209–214

cost of debt capital, 227–228
cost of equity capital, 220–227
cost of preferred equity capital, 227
courts, cost of capital in, 232
defined, 204
depreciation, 219–220
determination of value, 205
differing costs of equity, 228
enhancement, 217–219
fair cash value, 204
fair value in exchange, 204
flotation costs, 229–230

full cash value, 204
Georgia, 232
Gross domestic Product Price

Deflator, 219
lien date, operating property in

existence on, 219
net operating income (NOI), 205, 214
Nevada, 207
North Carolina, 215
Oklahoma, 208
optimum capital structure, 220
property, plant, and equipment

(PP&E), 231
rate base, 219
real estate, 217–219
risk premium, 217
special use property, 212
states, method used to develop

discount rates, 210
tangible assets, 217–219
target capital structure, 220
tax adder, 228–229
tax rates, 204
Texas, 208, 215
true and fair value, 204
types of taxes, 204
unitary property cost of capital by

state, 206–209
Utah, 216, 217, 221
value in exchange, 204
variability of cash flows and returns,

212–213
Washington, 208–209
weighted average cost of capital

(WACC), 205, 206, 220–228,
230–231

weighted average return on assets
(WARA), 230–231

Wyoming, 209
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After-tax capitalization rate, converting
to pretax rate, 64–66

The Ahmanson Foundation et al. v.
United States of America, 85

Airlines, bankruptcy, 147–148
Allen, Vice Chancellor, 172
American Home Mortgage, Inc.,

148–149, 152
American HomePatient, 145–146
American List Corp. v. U.S. News &

World Report, Inc., 106, 108–109
Appraisal and fairness cases, 161–184
Barra forecasting model, 173
beta, 171–175
build-up method, 181
Capital Asset Pricing Model (CAPM),

163–164
capital structure, 169–171
company-specific risk premium, 178–

181
cost of debt, 168–169
cost of equity, 164–168
discounted cash flow (DCF) in

Delaware law, 162–163
equity risk premium (ERP), 164–168
expert, role of, 182–184
industry risk premium, 175
mid-year convention, 182
and minority discount, 182
risk-free rate, 164
size premium, 176–178
weighted average cost of capital

(WACC), 164–181
The Appraisal of Real Estate, 217
Arab oil embargo, 257
Arm’s length standard, defined, 55
ASC 805 (Business Combinations), 230
ASC 820 (Fair Value Measurements and

Disclosures), 56, 215
Assemblage, ad valorem taxation,

217–219
Assessed value versus market value,

214–216
Asset beta, 37
Asset class and risk of investment,

23–24
Asset cost of capital for in bankruptcy,

147–152

fraudulent conveyance claims,
150–152

Assets:
cost of capital, company cost of

capital versus (See Company cost of
capital versus asset cost of capital)

defined, 211
AT&T v. Microsoft, 137

Balanced budget Act of 1997,
153

Bankruptcy, 141–160
airlines, 147–148
assets, cost of capital for, 147–152
business enterprise, 152–159
capitalization rates, 149–150
Chapter 11, 145–146, 148–150, 159,

251
coerced loan approach, 143–144,

146–147
collateral, 148–149
cost of funds approach, 144
cram down interest rates, 142–147
debt, cost of capital for, 142–147
discounted cash flow (DCF), 147,

149, 151
formula approach, 143–144, 146
fraudulent conveyance claims,

solvency valuation, 150–152
mortgage-equity technique, 149
reorganization value for plan

confirmation, 155–158
secured claims analysis, enterprise

valuation, 154–155
solvency valuation, business

enterprises, 152–153
solvency valuation, fraudulent

conveyance claims, 150–152
‘‘straight forward’’ approach,

157
Bankruptcy Code. See Bankruptcy
Barra forecasting model, 173
Base business, discount rates, 154–155
Bausch & Lomb, 97
BE. See Business enterprise (BE)
Beckerman v. Beckerman, 199
Behavioral finance, regulated industries,

258
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Beta:
appraisal and fairness cases, 171–175
asset beta, 37
Bloomberg adjusted beta, 174
calculations, 91
cost of equity capital, 221
levered beta, 38–40
levering and unlevering, 226–227
market risk, use of to estimate, 34–37
unlevered beta, 38–40

Bidwell v. Bidwell, 199
Bilski v. Kappos, 139
Bloomberg betas:

adjusted beta, 174
cost of equity capital, 221

Board of Tax appeals, 227
Bond rate differential, 256–257
Book value of equity, 224
Breach of contract damages, 128–129
Brown v. Brown, 197
BTR Dunlop Holdings, 86–93
Build-up, estate and gift tax, 71
Build-up method for estimating cost of

equity capital, 26–32
appraisal and fairness cases, 181
company-specific risk premium, 29–
32

equity risk premium, 28–29
incorporating industry risk factor,
30–31

market risk premium, 28
questions on, 268–269
risk-free rate, 26–28
size premium, 29

Business and single asset, difference
between cost of capital, 213–214

Business enterprise (BE), 152–159
bankruptcy, 152–159 (see also
Bankruptcy)

family law matters, 187, 194
reorganization value for plan
confirmation, 155–158

secured claims analysis, enterprise
valuation, 154–155

solvency valuation, 152–153
Business experts, questions to ask of,

264–271
admissibility of expert, 264–265

build-up method, 268–269
Capital Asset Pricing Model (CAPM),

questions on, 269–270
capitalization method, 267–268
closely held entity, questions on

marketability of interest, 271
cost of capital, 268
debt capital of subject company,

270–271
discounting method, 267
examination outline, 264–271
impact of expert, 264–265
income approach, 266
Modified Capital Asset Pricing Model

(CAPM), 269–270
overview of assignment, 265–266

Business segment, defined, 211

CA-BOE. See California State Board of
Equalization (CA-BOE)

Calculation of damages. See Damage
calculations, cost of capital
included in

California:
ad valorem taxation, 206–207, 216
Assessor’s Handbook, 216

California Public Utilities Commission
(CPUC), 242–243

Capital Asset Pricing Model (CAPM),
256

Fama-French 3-Factor model, 257
formula mechanisms, 243–245
regulated industries, 257
setting cost of capital, alternative

approaches to, 242–243
California State Board of Equalization

(CA-BOE), 206–207
Capital Asset Pricing Model (CAPM):
appraisal and fairness cases, 163–164
asset beta, 37
background of, 33–40
beta, use of to estimate market risk,

34–37
build-up method, 181
company cost of capital versus asset

cost of capital, 209, 211
company-specific risk premium, 31,

40
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Capital Asset Pricing Model
(Continued )

cost of equity capital, 222
discount rate, development of, 134
equity capital, estimating cost of,

32–41
estate and gift tax, 71–73
expanding, 40–41
expert, role of, 184
family law matters, 188, 191
Hamada formulas, 39–40
Harris-Pringle formulas, 39
industry risk premium, 175
levered beta, 38–40
lost profits, 114
market risk, 32–37
Miles-Ezzell formulas, 39–40
and minority discount, 182
net cash flow, 11
Nevada, ad valorem taxation, 207
Oklahoma, ad valorem taxation, 208
Practitioners’ method formulas, 40
pure CAPMmethod, 41–42
questions on, 269–270
regulated industries, 238, 251–252,

255–256
reorganization value for plan

confirmation, bankruptcy, 156–157
security market line (SMU), 34–35
size premium, 40–41
solvency valuation, business

enterprises, 153
systematic risk, 32–34
Texas, ad valorem taxation, 208
unique risk, 33–34
unlevered beta, 38–40
unsystematic risk, 33–34
Washington, ad valorem taxation,

208–209
Wyoming, ad valorem taxation,

209
Capital expenditures, defined, 7
Capital IQ, 212
Capitalization method:
family law matters, 195
questions on, 267–268

Capitalization of earnings method, 201
Capitalization rate:

bankruptcy, 149–150
capitalization formula, 12–13
combining discounting and

capitalizing, 16–18
constant growth, 15–16
discount rate, differences, 12–18
equivalency of discounting and

capitalizing models, 18
family law matters, 201
functional relationship between

discount rate and, 13–14
Gordon growth model, 15–16
two-stage model, 16–18

Capital Market Line, 23
Capital structure:

ad valorem taxation, 219–220
appraisal and fairness cases, 169–171
components of, 2–3
family law matters, 193–197
weighted average cost of capital

(WACC), 194
CAPM. See Capital Asset Pricing Model

(CAPM)
Carnation Co., 95
Cash flow, ad valorem taxation, 216
Cell Tech, 175
CFCs. See Controlled foreign

corporations (CFCs)
Chandler, Vice Chancellor, 172–173,

178–180
Chapter 11. See Bankruptcy
Characteristics of cost of capital, 3–4
Chen, Peng, 165
Chicago Bulls, 103–105
Chicago Professional Sports

Corporations (CPSC), 103–105
Closely held entity, marketability of

interest, 271
Coerced loan approach, bankruptcy,

143–144, 146–147
Collateral, bankruptcy, 148–149
Colorado, ad valorem taxation, 207
Common equity capital, net cash

flow to, 7
Company cost of capital versus asset

cost of capital, 209–214
asset, defined, 211
asset valuation, 211
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business and single asset, difference
between cost of capital, 213–214

business segment, defined, 211
component, defined, 211
definitions, 211–212
fuel risk, 213
project risk, 213
special use property, 212
states, method used to develop
discount rates, 210

unit, defined, 211
value chain risk, 213
variability of cash flows and returns,
212–213

weather risk, 213
Company-specific risk premium:

appraisal and fairness cases, 178–181
and build-up method for estimating
cost of equity capital, 29–32

Capital Asset Pricing Model (CAPM),
40

estate and gift tax, 72
excess earnings method of valuation,
relation to cost of capital, 62–63

incorporating industry risk factor,
30–31

leverage, 31
secured claims analysis, enterprise
valuation in bankruptcy, 154

size smaller than smallest size
premium group, 30

volatility of returns, 31
Component, defined, 211
Compustat beta, 221
Consensus forecast, discounted cash

flow (DCF), 253
Controlled foreign corporations (CFCs),

80
Controlling ownership interests, discrete

percentage discount for lack of
marketability, 56–57

Copyright Act of 1976, 124–125
Copyright infringement damages,

124–125
Cornell v. H-PK, 137
Cost of capital:

courts, 232
family law courts, 199–202

questions on, 268
reasonableness test, 61–62

Cost of Capital Yearbook
(Morningstar), 260

Cost of debt, appraisal and fairness
cases, 168–169

Cost of debt capital:
ad valorem taxation, 227–228
weighted average cost of capital

(WACC), 227–228
Cost of equity, appraisal and fairness

cases, 164–168
Cost of equity capital:
ad valorem taxation, 220–227
beta, 221
Bloomberg betas, 221
book value of equity, 224
Capital Asset Pricing Model (CAPM),

222
Compustat beta, 221
equity risk premium (ERP), 221–222
ex ante risk premiums, 221
family law matters, 186–193, 197
flotation costs, 221
geometric average risk premiums, 221
income measures (subsidiary), 225
leverage ratios, 226
levering betas, 226–227
risk-free rate (for parent company),

223
riskless rate (for subsidiary), 223
risk premium delta (subsidiary), 224,

226
risk premiums, 221–222
risk premiums (parent company), 225
size premiums, 221
subsidiary risk premium delta

(SRPD), 222–226
three risk measures, 224
unlevering betas, 226–227
weighted average cost of capital

(WACC), 220–227
Cost of funds approach, bankruptcy,

144
Cost of preferred equity capital:
ad valorem taxation, 227
weighted average cost of capital

(WACC), 227
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Court of Chancery, Delaware. See
Delaware law

CPSC. See Chicago Professional Sports
Corporations (CPSC)

CPUC. See California Public Utilities
Commission (CPUC)

Cram down interest rates, 142–147
Credit rating agencies, metrics used by,

248–249
Crimson v. Crimson, 202
Crystal Semiconductor Corp. v.

Tri-Tech Microelectronics
International Inc., 123

Curry, Bernard, Estate of, 85–86

Damage calculations, cost of capital
included in, 101–119

discounting, necessity of, 101–102
expert testimony, exclusion of,

117–119
future profits, 102n. 6
Gresham’s law, 118
net below-market interest rate

method, 116
risk-adjusted discount rate, 109–114
risk-free discount rates, 102–109
time value of money, 102
total offset method, 116

Daubert v. Merrell Dow
Pharmaceuticals, Inc., 117–118

DCF. SeeDiscounted cash flow (DCF)
Debt capital of subject company,

questions on, 270–271
Debt, cost of. See Cost of debt
Debt, cost of capital for, 142–147
Decision-making process, regulated

industries, 234–236
Delaware law:
acceptance of, 161
beta, 171–175
build-up method, 181
capital structure, 169–171
company-specific risk premium,

178–181
cost of debt, 168–169
cost of equity, 164–168
discounted cash flow (DCF), 162–163
expert, role of, 182–184

industry risk premium, 175
mid-year convention, 182
and minority discount, 182
risk-free rate, 164
size premium, 176–178
valuation decisions, 162
valuation standard, 171

Denominator, discount rate, 5
Depreciation, ad valorem taxation,

219–220
Discounted cash flow (DCF), 41, 42

bankruptcy, 147, 149, 151, 155
consensus forecast, 253
cost of equity capital, 251
Delaware law, 162–163
estate and gift tax, 67–70
family law matters, 186, 192–193
historical growth, 254
regulated industries, 238, 251–254
reorganization value for plan

confirmation, bankruptcy, 155
sustainable growth method, 254

Discount for lack of marketability
(DLOM), 73

Discounting and capitalizing, major
difference, 14

Discounting in damage calculations,
necessity of, 101–102

Discounting method, questions on, 267
Discount lost profits, errors, 114–117
Discount rates, 4–5, 12–18

alternative economic income
measures, adjusting to, 63–64

annually compounded rate, 4
appropriateness of risk-free discount

rates, 103–109
base business, 154–155
capitalization rate, differences,

12–18
combining discounting and

capitalizing, 16–18
constant growth, 15–16
defined, 4
denominator, 5
development of, 129
equivalency of discounting and

capitalizing models, 18
ex ante or ex post damages, 134–135
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functional relationship between
capitalization rate and, 13–14

Gordon growth model, 15–16
growth ideas, 154–155
intellectual property disputes, court
guidance on selection, 131–135

numerator, 5
present value formula, 5
reorganization value for plan
confirmation, bankruptcy, 155

risk-adjusted discount rate, 109–114
risk-free, 102–109
secured claims analysis, enterprise
valuation in bankruptcy, 154

tax effects, 134
total expected benefits, 4
two-stage model, 16–18

Discounts, lack of marketability. see
Lack of marketability, handling
discounts for

Divorce, family law matters, 196–197
DLOM. SeeDiscount for lack of

marketability (DLOM)
Doctor’s Hospital, 153
Douglas, 106, 119
Duff & Phelps:

company-specific risk premium, 30
and risk-free rate, 28
Risk Premium Report, 11, 29, 88
Size Study, 222

Dye, In re Marriage of, 201–202

Earnings before interest and taxes
(EBIT), 64, 187–188

Earnings before interest, taxes,
depreciation, and amortization
(EBITDA), 8, 64

Easterbrook, Frank, 103, 105
eBay v. MercExchange, 135–136
EBIT. See Earnings before interest and

taxes (EBIT)
EBITDA. See Earnings before interest,

taxes, depreciation, and
amortization (EBITDA)

ECAPM. See Empirical Capital Asset
Pricing Model (ECAPM)

ECMH. See Efficient capital market
hypothesis (ECMH)

Economic income, expected, 3
Efficient capital market hypothesis

(ECMH), 184
Empirical Capital Asset Pricing Model

(ECAPM), 259–260
Energy Capital Corp. v. United States,

108, 111–112, 132–133
Energy Policy Act of 2005, 205, 249
Enhancement, ad valorem taxation,

217–219
Enron, 248
Eolas v. Microsoft, 137
Equity capital, estimating cost of
build-up method, 26–32 (see also Build-

upmethod for estimating cost of
equity capital for detailed treatment)

Capital Asset Pricing Model (CAPM),
32–40 (see also Capital Asset
Pricing Model (CAPM))

Fama-French 3-factor model, 42–43,
165, 251, 257

implied cost of equity capital, 43–44
multi-stage model, 43–44
single-stage model, 43–44
3-factor model, 42–43

Equity, cost of. See Cost of equity;
Equity, cost of in estate and gift tax

Equity, cost of in estate and gift tax,
71–73

company-specific risk premium, 72
discount for lack of marketability

(DLOM), 73
small company risk premium, 71–72
unsystematic risk, failure to account

for, 72–73
Equity net cash flows and firm net cash

flows compared, 188
Equity rate, estate and gift tax, 70–71
Equity risk premium (ERP), 98–99
ad valorem taxation, 221–222
appraisal and fairness cases, 164–165
and build-up method for estimating

cost of equity capital, 28–29
cost of equity capital, 221–222
excess earnings method of valuation,

relation to cost of capital, 62
‘‘historic ERP,’’ 165
regulated industries, 255

Index 291

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



E1BINDEX 09/13/2010 14:15:49 Page 292

Estate and gift tax, 67–78
build-up, 71
Capital Asset Pricing Model (CAPM),

71–73
company-specific risk premium, 72
consistency of data, 73–74
court’s demand for supporting detail,

74–76
discounted cash value (DCF), 67–70
discount for lack of marketability

(DLOM), 73
equity, cost of, 71–73
equity rate versus WACC, 70–71
evaluation of cash flow forecasts, 70
regulated company, cost of capital

for, 76
S corporations, 76–77
small company risk premium, 71–72
unsystematic risk, failure to account

for, 72–73
weighted average cost of capital

(WACC), 70–71
Ex ante or ex post damages, 134–135
Ex ante risk premiums, cost of equity

capital, 221
Excess earnings method of valuation,

relation to cost of capital, 58–63
build-up model capitalization rate,

62–63
company-specific risk premium, 62
conceptual basis for method, 59–60
cost of capital reasonableness test,

61–63
equity risk premiums, 62
example of, 60–61
‘‘formula approach,’’ 58
risk-free rate, 62
size premium, 62
steps in applying, 59–60
weighted average excess earnings

capitalization rate, 62
Exide, 156
Experts. See also Expert testimony
appraisal and fairness cases, 182–184
business experts, questions to ask of,

264–271
Expert testimony, exclusion of in

damage calculations, 117–119

Fair bet, risk aversion versus risk
neutrality, 21–23

Fair cash value, 204
Fair market value:

defined, 55, 123
family law matters, 193
tangible assets, 217

Fairness cases. See Appraisal and
fairness cases

Fair value:
defined, 55
in exchange, 204
family law matters, 193

Fama, Eugene, 41–42
Fama-French 3-factor model, 41–42,

165, 251, 257
Family law courts, cost of capital in,

199–202
Family law matters, 185–202

business enterprise (BE), 187, 194
Capital Asset Pricing Model (CAPM),

188, 191
capitalization method, 195
capitalization of earnings method,

201
capitalization rate, 201
capital structure, 193–197
cost of equity capital, 197
cost of equity capital versus WACC,

186–193
discounted cash flow (DCF), 186,

192–193
divorce, 196–197
earnings before interest and taxes

(EBIT), 187–188
enterprise value resulting from

rounding, 198
equity net cash flows and firm net cash

flows compared, 188
fair market value, 193
fair value, 193
family law courts, cost of capital in,

199–202
industry versus business, 193–197
invested capital, 187
investment value, 193
market value weight proportions, 197
net cash flow to equity, 186–187, 190
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net cash flow to invested capital, 187
net cash flow to the firm, 187
rounding, impact of, 197–199
valuing business using net cash flows
to equity and the cost of equity
capital, 190

valuing business using net cash flows
to the firm and WACC, 189

weighted average cost of capital
(WACC), 186–199

Farmers’ Home Administration
(FmHA), 112

FASB Statement No. 141(R), 230
FASB Statement No. 157 (Fair Value

Measurements and Disclosures),
56, 215

FCF. See Free cash flow to equity (FCF)
Federal Energy Regulatory Commission

(FERC), 205, 235, 243
FERC transmission incentive
premium, 249–250

regulated industries, 245
Federal National Mortgage Association,

132–133
Federal Power Act, 257
Federal Reserve System, 251
Federal taxes, 79–100

controlled foreign corporations
(CFCs), 80

foreign parent companies, loans to
subsidiary, 80

intercompany debt, 93–95
legal entity valuations, 81–93 (see also
Legal entity valuations, federal
taxes for detailed treatment)

multinational corporations, 80–81,
84

transfer pricing disputes, 96–100
worthless stock, 95–96

FERC. See Federal Energy Regulatory
Commission (FERC)

FHLMC Primary Market Survey, 149
Fin Hay Realty, 94
Fishman v. Estate of Wirtz, 103
Fitch Ratings, 248
Flotation costs:

ad valorem taxation, 229–230
cost of equity capital, 221

preferred stock, 237–238
regulated industries, 237–238

FmHA. See Farmers’ Home
Administration (FmHA)

Ford, 73
Foreign parent companies, loans to

subsidiary, 80
Foreign sales, intellectual property

disputes, 137
Form 10-K, 212
Formula approach:
bankruptcy, 143–144, 146
to excess earnings valuation, 58

Formula mechanisms, regulated
industries, 243–245

Franconia Associates v. United States,
112–113

Fraudulent conveyance claims, solvency
valuation, 150–152

Free cash flow. SeeNet cash flow
Free cash flow to equity (FCF), 7
Freeman, 68
French, Kenneth, 41–42
Fromson v. Western Litho Plate &

Supply Co., 124
Fuel risk, 213
Full cash value, 204
Fundamental value, defined, 55
Future damages, 124, 128
Future profits, 102n. 6

General Rate Case, 242
Geometric average risk premiums, 221
Georgia, ad valorem taxation, 232
Georgia-Pacific v. United States

Plywood, 123–124, 126–128
Gift tax. See Estate and gift tax
Global GT, 166
Goodwill, 58
Gordon growth model, 15–16, 42
Grabowski, Roger, 165
Green Mountain Power, 245
Gresham’s law, 118
Griggs v. Griggs, 201
Gross domestic Product Price Deflator,

219
Gross v. Commissioner, 72, 77
Growth ideas, discount rates, 154–155
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Growth rate, defined, 219
Growth stocks, 41–42
GSX Corporation, 94–95
Guide to Business Valuations, 59–60

Hamada formulas, 40
Harris-Pringle formula, 40, 188
Heck, Estate of v. Commissioner, 77
Hendrickson, 71, 72
Historical growth, discounted cash flow

(DCF), 254
Holding companies, 247
Hunt, Lamar, 103
Hustlermagazine, 106, 119

Ibbotson Associates. See Stock’s, Bonds,
Bills and Inflation (SBBI)
(Morningstar)

Ibbotson, Roger, 165, 166–168
ICC. See Interstate Commerce

Commission (ICC)
ICC Termination Act of 1995, 258
4i L.P. v. Microsoft Corp., 138
Illinois Basketball, Inc., 103–104
Illinois common law, 103
Immediate-horizon expected equity risk

premium, 99
Implied cost of equity capital, 43–44
Income approach, questions on, 266
Income taxes. See Federal taxes
Industry risk premium, appraisal and

fairness cases, 175
Industry versus business, family law

matters capital structure, 193–197
Inflation, risk-free rate, 27
Injunctions, intellectual property

disputes, 135–136
Intangible assets, excess earnings

valuation, 59
Intellectual property disputes, 120–140
breach of contract damages, 128–129
categories of, 122–128
copyright infringement damages,

124–125
court guidance on discount rate

selection, 131–135
discount rate selection, court

guidance, 131–135

ex ante or ex post damages, 134–135
foreign sales, 137
injunctions, 135–136
issues in, 129–131
music infringement cases, 125
patent infringement damages,

122–124
prejudgment interest rates, 129–131
pre-tax versus after-tax interest rates,

131
‘‘Real World’’ and ‘‘Litigation’’

valuations, dynamic between, 135
revenues, applicable, 137–138
tax effects, 134
trade infringement damages, 125–127
trade secret damages,

misappropriation of, 127–128
Intercompany debt, federal taxes, 93–95
Interest rates:

prejudgment interest rates, 129–131
pre-tax versus after-tax, 131

Internal Revenue Code (IRC), 80
Internal Revenue Service (IRS), 84,

97–99
Interstate Commerce Commission

(ICC), 258
Intrinsic value, defined, 55
Invested capital, net cash flow to, 7–8
Investment rate risk, 27
Investment value, defined, 55
Investment value, family law matters,

193
IP Innovation v. Red Hat, Inc., 138
IRC. See Internal Revenue Code (IRC)
IRS. See Internal Revenue Service (IRS)

Journal of Accountancy, 114
JR Cigar, 172

Kay v. First Continental Trading, Inc.,
132

Kennedy, Anthony, 139n. 78
Klauss, 73–75
Kohl v. Kohl, 200–201
Korpacz Real Estate Investor Survey,

113
Kozak v. Medtronic, Inc., 132
KSR v. Teleflex, 138
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Lack of marketability, handling
discounts for, 55–58. See also
Discount for lack of marketability
(DLOM)

building discount, 57
controlling ownership interests,
discrete percentage discount for,
56–57

minority interests, discrete percentage
discount for, 56

pre-initial public offering studies, 56
quantifying marketability factor,
57–58

restricted stock studies, 56
venture capitalists’ required rate of
return, 57

Laidlaw Transportation, 94–95
Lanham Act, 125
Legal entity valuations, federal taxes,

81–93
acquisition, as part of, 81–82
aggregate sales, 83
example of, 86–93
fair market value estimation,
82

income tax considerations, 84
minority interest considerations,
84–86

outside of acquisition, 82–83
Lehman Brothers Holdings, 68,

251
Leland Medical Centers, Inc. v. Floyd

Weiss, 132
Leverage, company-specific risk

premium, 31
Leverage ratios, cost of equity capital,

226
Levered beta, 37–39

cost of equity capital, 226–227
Lew v. Lew, 200
LIBOR, 155
Lien date, operating property in

existence on, 219
Loans by foreign parent companies to

subsidiaries, 80
London Stock Exchange, 91
Long-horizon expected equity risk

premium, 99

Lost profits damages, 109–111,
114

errors in discounting, 114–117
patent infringement damages,

122–123
Lucent v. Gateway, 137–138

Market, defined, 2
Market Indexed Capital Adjustment

Mechanism (MICAM), 244
Market returns, increases by asset class,

23–24
Market risk:
beta, use of to estimate, 34–37
Capital Asset Pricing Model (CAPM),

32–37
Market risk premium, 28
Market value:
assessed value versus, 214–216
as basis of cost of capital, 3–4
weight proportions, family law

matters, 197
Maturity risk, 27
Medicaid, 153
Medicare, 153
Mercer, Z. Christopher, 57
MICAM. SeeMarket Indexed Capital

Adjustment Mechanism (MICAM)
Microsoft, 137–138
Mid-year convention, 182
Miles-Ezzell formulas, 39
Minority discount, 182
Minority interests:
lack of marketability, handling

discounts for, 56
legal entity valuations, federal taxes,

84–86
Mirant, 157–159
Mississippi Performance Evaluation

Plan (PEP), 245
Mississippi Power Company (MPC),

245
Modern Portfolio Theory (MPT), 209,

211
Modified Capital Asset Pricing Model

(CAPM), 269–270
Moody’s Investors Service, 248
Moore, Roger, 251
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Morningstar. See also Stock’s, Bonds,
Bills and Inflation (SBBI)
(Morningstar)

Cost of Capital Yearbook, 260
and risk-free rate, 27–28

Mortgage-equity technique, bankruptcy,
149

MPT. SeeModern Portfolio Theory
(MPT)

MSDCF. SeeMulti-stage discounted
cash flow method (MSDCF)

Multinational corporations, federal
taxes, 80–81, 84

Multi-stage discounted cash flow
method (MSDCF), 260–262

Multi-stage model, 43–44
Music infringement cases, 125

Nellson Nutraceutical Inc., 154–155
Nestle Holdings v. Commissioner, 95,

97, 126
Net below-market interest rate method,

116
Net cash flow, 6–12
Capital Asset Pricing Model (CAPM),

11
capital expenditures, defined, 7
to common equity capital, 7
defining, 6–8
earnings before interest, taxes,

depreciation, and amortization
(EBITDA), 8

to equity, family law matters,
186–187, 190

estimating, questions on, 271
expectations, examples of, 9–100
to the firm, family law matters, 187
free cash flow to equity (FCF), 7
to invested capital, 7–8, 15, 187
measures of, 3
net cash flow to invested capital

(NCF), 8
preferred economic income measure, 6
as preferred measure of economic

income, 11–12
as probability weighted expected

values, 8–10
as statistical expected values, 8

symmetrical cash flow expectation, 10
weighted average cost of capital

(WACC), 46–47
Net operating income (NOI), 205, 214
Nevada, ad valorem taxation, 207
New York Stock Exchange (NYSE):

beta, 174
Composite Index, 32, 255
excess earnings method of valuation,

62
size premium, 178

Noble, Vice Chancellor, 165
NOI. SeeNet operating income (NOI)
Nominal terms, statement of cost of

capital, 4
Non-public company, computing

WACC, 48–49
North Carolina, ad valorem taxation,

215
Northern Helex Co. v. United States, 108
NTP, 121
Numerator, discount rate, 5
NYSE. SeeNew York Stock Exchange

(NYSE)

Oklahoma, ad valorem taxation, 208
Oneida, 155–156
ONEOK, 246
Ongoing royalties, 124
Optimum capital structure, 220
Order No. 679, 249–250
Overall cost of capital. SeeWeighted

average cost of capital (WACC)
Overbey v. Overbey, 202
Overview, 1–24

capital structure, components of, 2–3
characteristics of cost of capital, 3–4
definition of cost of capital, 1
discount rate, 4–5, 12–18
market, defined, 2
net cash flow, 3, 6–12
risk of investment, cost of capital

reflecting, 18–24

Panduit, 122–123
Parent and subsidiary:

foreign parent companies, loans to
subsidiary, 80
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income measures (subsidiary), 225
risk-free rate (parent), 223
riskless rate, 223
risk premium delta, cost of equity
capital, 224

risk premiums (parent), 225
Past damages, 128
Patent infringement damages, 122–124

lost profits damages, 122–123
reasonable royalty damages, 123–124

Performance-based ratemaking, 245
Personal injury cases, 116
Plan confirmation, bankruptcy, 155–158
Pope & Talbot, Inc. & Subsidiaries v.

Commissioner, 84–85
Posner, Richard, 106–107, 119
PPA. See Purchase power agreement

(PPA)
PP&E. See Property, plant, and

equipment (PP&E)
Practitioners’ method formulas, 40
Pratt, Shannon, 165
Preferred stock, flotation costs, 237–238
Pre-initial public offering studies, 56
Pre-tax rate:

after-tax interest rates versus, 131
converting after-tax capitalization
rate to, 64–66

Price v. Marshall Erdman & Assoc.,
106–107, 119

Project risk, 213
Property, plant, and equipment (PP&E),

231
Public company, computing WACC,

46–49
Public Utility Holding Company Act of

1935, 205
Purchase power agreement (PPA), 249
Purina Mills, LLC v. Less, 105–106

Quanta, 139
Questions of fact, 103n. 11
Questions of law, 103n. 11

Rader, Judge, 138
Railroad cost of capital issues:

Empirical Capital Asset Pricing Model
(ECAPM), 259–260

ICC Termination Act of 1995, 258
multi-stage discounted cash flow

method (MSDCF), 260–262
Staggers Act of 1980, 258

Railroad Revitalization and Regulatory
Reform Act of 1976, 215

Rake v. Wade, 143
Rate of return, regulated industries, 237
Real estate value, 217–219
‘‘Real World’’ and ‘‘Litigation’’

valuations, dynamic between, 135
Reasonable royalty damages, 123–124
Regulated company, cost of capital for,

76
Regulated industries, 233–263
actual versus hypothetical capital

structure, 246
adjustment clauses, impact of, 247
base rate case, 241–242
behavioral finance, 258
bond rate differential, 256–257
California Public Utilities

Commission (CPUC), 242–243,
257

Capital Asset Pricing Model (CAPM),
238, 251–252, 255–256

‘‘commissioners,’’ 234
cost of service concept, 236
credit rating agencies, metrics used

by, 248–249
decision-making process, 234–236
discounted cash flow (DCF), 238,

251–254
Fama-French 3-Factor model, 257
Federal Energy Regulatory

Commission (FERC), 245
FERC transmission incentive

premium, 249–250
financial conditions, assessing under

current rates, 248–249
flotation costs, 237–238
formula mechanisms, 243–245
General Rate Case, 242
holding companies, 247
Order No. 679, 249–250
performance-based ratemaking, 245
preferred stock, 237–238
purchase power agreement (PPA), 249
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Regulated industries (Continued )
railroad cost of capital issues,

258–262
rate of return, 237
riders, impact of, 247
role for cost of capital, 236–238
setting cost of capital, alternative

approaches to, 238–251
special adjustment mechanisms,

243–245
special issues, 249–250
specific issues by technique, 251–257
utility cost of capital measurement

issues, 245–247
variations in decided cases, 239–241
weighted average cost of capital

(WACC), 237
Renier, 74
Rental rate, risk-free rate, 27
Required rate of return, defined, 4
Research in Motion (RIM), 121
Residual value, combining discounting

and capitalizing, 16
ResQNet.com Inc. v. Lansa, Inc., 138
Restricted stock studies, 56
Return on equity (ROE), 250
Revenue Ruling 94-97, 94
Revenue Ruling 2003-125, 95
RIC Leisure Prods., Inc. v. Windsurfing

International Inc., 123
Riders, impact of, 247
RIM. See Research in Motion (RIM)
Risk-adjusted discount rate, 110–114
Risk aversion, 21–23
Risk-free rate:
appraisal and fairness cases, 164
appropriateness of risk-free discount

rates, 103–109
and build-up method for estimating

cost of equity capital, 26–28
components of, 27
cost of capital reflecting, 18, 19
discount rates, 102–109
excess earnings method of valuation,

relation to cost of capital, 62–63
generally, 25
inflation, 27
investment rate risk, 27

maturity risk, 27
rental rate, 27
risk-free maturity, selection of best,

28
U.S. government securities, 26–27

Riskless rate, cost of equity capital, 223
Risk neutrality, 21–23
Risk of investment, cost of capital

reflecting, 18–24
defining risk, 19
impact of risk, 19–20
market returns, increases by asset

class, 23–24
risk aversion versus risk neutrality,

21–23
risk-free rate, 18, 19
risk premium, 18, 19
uncertainty, degree of, 19

Risk premium:
ad valorem taxation, 217
company-specific risk premium,

29–32
cost of capital reflecting, 18, 19
cost of equity capital, 221–222, 225
generally, 25

Risk premium delta, 224, 226
Risk Premium Report (Duff & Phelps),

11
River Valley Fitness, 149
ROE. See Return on equity (ROE)
Rounding, family law matters, 197–199
Royalties:

prejudgment interest awards, 131
reasonable royalty damages, 123–124

San Diego Gas & Electric (SDG&E),
244, 257

SBBI. See Stock’s, Bonds, Bills and
Inflation (SBBI) (Morningstar)

Schlegel Corporation acquisition, 86–93
S corporations, estate and gift tax,

76–77
SDG&E. See San Diego Gas & Electric

(SDG&E)
Seagate Technology, 97, 138
Security market line (SMU), 34–35
Setting cost of capital, alternative

approaches to, 238–251
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actual versus hypothetical capital
structure, 246

adjustment clauses, impact of, 247
base rate case, 241–242
California Public Utilities
Commission (CPUC), 242–243

credit rating agencies, metrics used
by, 248–249

FERC transmission incentive
premium, 249–250

financial conditions, assessing under
current rates, 248–249

formula mechanisms, 243–245
General Rate Case, 242
holding companies, 247
Order No. 679, 249–250
performance-based ratemaking, 245
purchase power agreement (PPA), 249
riders, impact of, 247
special adjustment mechanisms,
243–245

special issues, 249–250
utility cost of capital measurement
issues, 245–247

variations in decided cases, 239–241
Sherman Antitrust Act, 103–104
Short-horizon expected equity risk

premium, 99
Siegel v. Siegel, 199–200
Sinclair Refining v. Jenkins Petroleum,

124
Single asset and business, difference

between cost of capital, 213–214
Single-stage model, 42–43
Size premium:

appraisal and fairness cases, 176–178
and build-up method for estimating
cost of equity capital, 29

cost of equity capital, 221
excess earnings method of valuation,
relation to cost of capital, 62–63

secured claims analysis, enterprise
valuation in bankruptcy, 154

Size Study (Duff & Phelps), 222
Small company risk premium, estate and

gift tax, 71–72
SMU. See Security market line (SMU)
Solvency valuation, bankruptcy:

business enterprises, 152–153
fraudulent conveyance claims,

150–152
Southern California Edison, 257
Spartan Motors, 90
Special use property, company cost of

capital versus asset cost of capital,
212

Staggers Act of 1980, 258
Standard of value
arm’s length standard, defined,

55
defined, 55

Standard & Poor, 248, 256
500 Index, 121, 255

STB. See Surface Railroad
Transportation Board (STB)

Steele, Vice Chancellor, 178–180
Steinbrenner, George III, 103
Steiner, 169, 170
Stock. See also Preferred stock
flotation costs, relation to size of

issuance, 230
worthless stock, 95–96

Stock’s, Bonds, Bills and Inflation
(SBBI) (Morningstar):

appraisal and fairness cases, 166, 175,
177

company-specific risk premium, 30
cost of equity capital, 220
expert, role of, 183
risk premium, ad valorem taxation,

217
2000 Classic Yearbook, 99
2006 Yearbook, 30
2009, 11, 29, 255
Washington, ad valorem taxation,

208
Stolow v. Stolow, 200
Strine, Vice Chancellor, 165–168,

172–175, 183–184
Subsidiary. See Parent and subsidiary
Subsidiary risk premium delta (SRPD),

222–226
Sunbelt Beverage, 178–179
Sundstrand, 97
Surface Railroad Transportation Board

(STB), 258–259, 262
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Sustainable growth method, discounted
cash flow (DCF), 254

Swierczynski v. Arnold Foods Co., 107–
108

Systematic risk, 32–34

Tangible assets:
ad valorem taxation, 217–219
excess earnings valuation, 58–59

Target capital structure, 220
Tax Court, 92–93, 95
Taxes:
ad valorem taxation (See Ad valorem

taxation)
after-tax capitalization rate,

converting to pretax rate, 64–66
after-tax WACC, 45–46
discount rates, effect of, 134
estate and gift (See Estate and gift tax)
federal (See Federal taxes)
intellectual property disputes, 131
interest rates, pre-tax versus after-tax,

131
pre-tax rate, converting after-tax

capitalization rate to, 64–66
pre-tax versus after-tax interest rates,

131
rate of tax, 204
types of, 204

Taxpayer Relief Act of 1997, 94
Tax Reform Act of 1969, 93
T-bills, 99–100
Technicolor, 168
Terminal value, combining discounting

and capitalizing, 16
Texas, ad valorem taxation, 208, 215
Thompson, 72
3-factor model, 42–43
Till v. SCS, 142–143, 145–146, 158,

160
Time value of money, 3, 102
Total offset method, 116
Tousa, 150–152
Trade infringement damages, 125–127
Transfer pricing disputes, 96–100
Treasury bills, 104, 106–108, 130,

255
Treasury-Federal Reserve Accord, 257

True and fair value, 204
Two-stage model, 16–18

UHLC. See University of Houston Law
Center (UHLC)

Uncertainty, 108n. 34
degree of, 19

Uniform Trade Secrets Act (UTSA),
127

Unique risk, CAPM, 33–34
Unitary property cost of capital by state,

206–209
Unit, defined, 211
United Airlines, Inc. v. Regional

Airports Improvement Corp.,
147–148, 152

United States Department of Housing
and Urban Development, 132–133

University of Houston Law Center
(UHLC), 136

Unlevered beta, 37–39
cost of equity capital, 226–227

Unsystematic risk:
Capital Asset Pricing Model (CAPM),

33–34
estate and gift tax, 72–73

U.S. Constitution, 121
U.S. government securities, risk-free

rate, 26–27
U.S. Patent Act, 122, 139
U.S. Securities and Exchange

Commission, 95
U.S. Treasury Maturity Index, 105–106
Utah:

ad valorem taxation, 216, 217, 221
Rule 62, 216, 217, 221

Utility bond markets, 244n. 24
Utility cost of capital measurement

issues, 245–247
UTSA. See Uniform Trade Secrets Act

(UTSA)

Valuation. See specific topic
Value chain risk, 213
Value, defined, 54
Value in exchange, 204
Value Line Investment Survey:

California, 206–207
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Capital Asset Pricing Model (CAPM),
255

Colorado, 207
cost of equity capital, 220, 226
discounted cash flow (DCF), 253–254
Nevada, 207
Oklahoma, 208
Texas, 208
Washington, 208–209
Wyoming, 209

Value stocks, 42
Van Overtveldt, Johan, 105
Variability of cash flows and returns,

212–213
Venture capitalists’ required rate of

return, 57
Veritas, 98, 100
Vermont, regulated industries, 245
Volatility of returns, 31

WACC. SeeWeighted average cost of
capital (WACC)

WARA. SeeWeighted average return on
assets (WARA)

Washington, ad valorem taxation,
208–209

Weather risk, 213
Weighted average cost of capital

(WACC), 45–53
ad valorem taxation, 205, 206,
220–228, 230–231

after-tax WACC, 45–46
appraisal and fairness cases, 164–181
assessed value versus market value,
214

bankruptcy, 160
capital structure, 169, 171, 194
company-specific risk premium, 178
constant structure, use of, 52–53
cost of debt, 168–169

cost of debt capital, 227–228
cost of equity capital, 220–227
cost of preferred equity capital, 227
different net cash flows, computing,

46
discount rate. alternative economic

income measures, 63
estate and gift tax, 70–71
family law matters, 186–199
hypothetical capital structure vs.

actual capital structure, use of,
49–52

and lost profit cases, 110
non-public company, computing for,

48–49
public company, computing for,

45–48
regulated industries, 237
reorganization value for plan

confirmation, bankruptcy, 156–158
rounding, 197–199
secured claims analysis, enterprise

valuation in bankruptcy, 154
solvency valuation, business

enterprises, 153
variable structure, use of, 52–53
WARA versus, 230–231
when to use, 53

Weighted average excess earnings
capitalization rate, 61–62

Weighted average return on assets
(WARA), WACC versus, 230–231

Weinberger v. UOP, Inc., 162, 166
White v. White, 200
Wirtz, Arthur, 103
Wisconsin Power & Light (WP&L),

258
Worthless stock, 95–96
Wyoming, ad valorem taxation, 209

Index 301

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



E1BINDEX 09/13/2010 14:15:50 Page 302

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



E1BINDEX 09/13/2010 14:15:50 Page 303

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om



E1BINDEX 09/13/2010 14:15:50 Page 304

htt
p:/

/w
ww.pb

oo
ks

ho
p.c

om


