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Abstract

Estimation of the Cost of Capital (COC) is vital to understanding investments. To date, accepted methods of assessing the COC are either complex or arbitrary, leaving financial analysts without a consistent technique for conducting
intrinsic valuations, which are necessary to decide if business investments are warranted. This project is intended to address concerns surrounding current methodologies available for estimating COC; specifically, we have identified a
gap within the context of the valuation of privately held firms, and we begin to explore the development of a relatively simple new method, which would be available for use to establish a cost basis for private capital investment.

Methodology

Currently, there are four core methods used to » Methodological framework: Collapse DuPont analysis with Modigliani & Miller I & II, CAPM, and FF3 models to
estimate the COC: Capital Asset Pricing Model, form the basis of the proposed structure — a COC model specifically designed for privately held firms.
Fama-French Three-Factor Model, Implied Cost of « Analysis: Regress volatility on measures of profitability, leverage, and turnover, to see what associations exist.
Capital, and Arbitrage Pricing Theory. However, Given the existence of associations, further research could be undertaken establishing a pathway for private firms
each of these methods requires data from public to indirectly imply costs of capital, thereby allowing for intrinsic valuation of private investment. Ordinary Least
markets, and require various information sets and Squares and Fixed Effects multiple regressions were conducted. In all, 25 models were checked, looking for
are thus cumbersome to use. Private companies associations between volatility and various financial data. (N = 19,127)
cannot take advantage of pricing in public markets, « Data: Securities and associated financial data were collected from Wharton Research Data Services (WRDS —
as their stocks are not traded in secondary markets. Compustat North America from 2010-2015, post recessionary environment). Following theory established from
We investigate a new alternative for estimating the Fama & French (1993), bins were established on firms on the basis of size, measured in annual revenues.

COC, which could then be used in practice among
Bin Sizes for Companies Based upon Revenues

thousands of private companies worldwide,

Project Significance

This research demonstrates with considerable
power (N = 19,127) that an association exists
between volatility and ROA (p = .01), providing
evidence to support prior work done by Modigliani
& Miller (proposition I, 1958) suggesting valuation
is independent of leverage. Also, we found no
association between ROE and volatility, providing
further support.

Current analysis provides evidence suggesting
profit margin and asset turnover are also associated
with volatility, lending support for the DuPont
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