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Cost of Capital

Discount Rate

Hurdle Rate

Required Rate of Return

Opportunity Cost of Capital
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What is the CAPM calculation for the Cost of Equity?
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What is the CAPM calculation for the Cost of Equity?

Rf +  β (Rm – Rf)

Nominal risk 

free rate

Beta, volatility 

based measure 

of risk 

Equity risk premium

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the 

information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



 Company A: Cost of Capital 12%

Inflation expectations at the time:  6%

 Company B: Cost of Capital  10% 

Inflation expectations at the time: 2.5%

 Location?

 Time?

Which of these companies has a higher level of 
riskiness?

Without converting to Real terms (not nominal),                               

cost of capital is incomparable across time and across countries 
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 Four financial service advisors provided their suggested equity 

risk premiums to a CFO (a client)

Management Consulting Firm 6%

Investment Bank  #1 3%

Academic Advisor 8%

Investment Bank  #2 4.89%

What is the correct equity risk premium for a CAPM 
based WACC calculation?
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Damodaran Online, http://pages.stern.nyu.edu/~adamodar/

 The Damodaran online survey… over 15,000 submissions

What is the correct equity risk premium for a CAPM 
based WACC calculation?
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LUV

B = 1.17*

3UAIRQ

B =0.30*

What is the correct Beta for a CAPM WACC calculation?

*Beta as of December 31, 2002

Source: ValueSearch™7. 
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B = 1.24*

AAPL

B = 1.08*
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What is the correct Beta for a CAPM WACC calculation?

MOT 

B = 1.48*
LU

B = 1.14*

20
DATA USED FOR ILLUSTRATIVE PURPOSES 
ONLY

CONFIDENTIAL – For Education and Training Purposes Only

*Beta as of December 31, 2002

Source: ValueSearch™7. 



What is the correct Beta for a CAPM WACC calculation?

MOT 

B = 1.48*
LU

B = 1.14*

21
DATA USED FOR ILLUSTRATIVE PURPOSES 
ONLY

CONFIDENTIAL – For Education and Training Purposes Only

*Beta as of December 31, 2002

Source: ValueSearch™7. 



The most cited research papers in the history of finance
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Terminal Values and 

Absolute Values

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the 

information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the 

information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



0

5

10

15

20

25

30

35

40

45

50

1/1/50 1/1/60 1/1/70 1/1/80 1/1/90 1/1/00 1/1/10

Pr
ic

e 
/ 

Ea
rn

in
gs

 (T
ra

ili
ng

)

S&P500 Price / Earnings

Deflation Years
High Inflation Years
(CPI went up more than 5%)

Low Inflation Years
(CPI went up between 0% and 5%)

Average P/E

18.4

16.5 All  Years
13.6

10.4

-4

-2

0

2

4

6

8

10

12

14

16

1/1/50 1/1/60 1/1/70 1/1/80 1/1/90 1/1/00 1/1/10

Pe
rc

en
t

Annual Inflation

Source: Standard & Poors
Data Date: May, 2013

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the 

information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



x x

x

0.0

5.0

10.0

15.0

20.0

25.0

30.0

35.0

40.0

45.0

50.0

Jan-62 Apr-69 Jul-76 Oct-83 Jan-91 Apr-98 Jul-05 Oct-12
Le

ve
l

Source: U.S. Department of Commerce: Bureau of Economic Analysis/U.S. Department of Labor: Bureau of Labor Statistics/FRED

Long-term interest rates (10yr) S&P500 P/E Ratio

-4.0

-2.0

0.0

2.0

4.0

6.0

8.0

10.0

12.0

14.0

16.0

Jan-62 Apr-69 Jul-76 Oct-83 Jan-91 Apr-98 Jul-05 Oct-12

P
er

ce
n

t

Source: U.S. Department of Commerce: Bureau of Economic Analysis/U.S. Department of Labor: Bureau of Labor Statistics/FRED

GDP deflator, annual change rate CPI-I, annual change rate

0

10

20

30

40

50

60

70

80

90

100

Jan-62 Apr-69 Jul-76 Oct-83 Jan-91 Apr-98 Jul-05 Oct-12

Ta
x 

P
er

ce
n

t

Source: Department of the Treasury, Internal Revenue Service and Office of Tax Analysis
Data Date: May 2013

Ordinary Individual Income Long-Term Capital GainsPRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the 

information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



info@valens-securities.com ■ TEL +1 (646) 491-2601 ■ www.valens-securities.com

Copyright 2014, Valens Securities. All Rights Reserved. Please refer to the last page. 

Market Phase Cycle
Joel Litman 

Chief Investment Strategist
joel.litman@valens-securities.com

+1 (646) 491 2601

Page 28

0

5

10

15

20

25

30

35

40

45

1914 1924 1934 1944 1954 1964 1974 1984 1994 2004 2014

P
ri

ce
 /

 E
ar

n
in

gs
 (T

ra
il

in
g)

S&P 500 Price / Earnings

Inflation > 4%

Inflation between 
0% and 4%

Deflation: 
18.6x

Average P/E: 
16x

High 
Inflation:
11.5x

Inflation < 0%

Inflation
Dividend and 

Capital Gains Tax
Years Average P/E

>4%
Low Tax 5 13.5x

High Tax 26 11.2x

0%-4%
Low Tax 22 20.1x

High Tax 32 16.3x

<0%
Low Tax 9 22.3x

High Tax 5 12.4x

Inflation and Capital Gains Taxes

Data Coverage: Average from 1914 to 2015

PRIVATE AND CONFIDENTIAL: This document is confidential and contains proprietary information. Neither the document nor any of the 

information contained herein may be reproduced or disclosed to any person under any circumstances without express written permission.



Capital $100.00 $100.00 $100.00

Return 6.5% 6.5% 6.5%

Real Gain $6.50 $6.50 $6.50

Inflation 2.0% 4.0% 10.0%

Nominal Gain $8.63 $10.76 $17.15

Tax 20% 28% 40%

Actual tax $1.73 $3.01 $6.86

Real take home $4.77 $3.49 ($0.36)
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1960-1963 1975-1978 1980-1983 1998-2000 2005-2007 2008-2011 2013-?

Years for calculation 1 1 1 1 1 1 1

Expected Real Annual Gain 6.4% 6.4% 6.4% 6.4% 6.4% 6.4% 6.4%

Inflation expectations 3.0% 9.0% 5.0% 2.5% 3.0% 2.5% 2.0%

Beginning Capital 100 100 100 100 100 100 100

Expected Real Gain in Dollars 6.4 6.4 6.4 6.4 6.4 6.4 6.4

Nominal Gain 9.4 15.4 11.4 8.9 9.4 8.9 8.4

Capital gains taxes 25% 40% 40% 20% 20% 20% 20%

Tax on nominal gain 2.4             6.2          4.6           1.8           1.9          1.8           1.7           

Real effective tax rate 37% 96% 71% 28% 29% 28% 26%

Investor Real Required 

   After-Tax Return Rate 3.0% 3.0% 3.0% 3.0% 3.0% 3.0% 3.0%

Req Return in Dollars 3.0             3.0          3.0           3.0           3.0          3.0           3.0           

Plus Inflation 3.0             9.0          5.0           2.5           3.0          2.5           2.0           

Plus Taxes 2.4             6.2          4.6           1.8           1.9          1.8           1.7           

Nominal Req Return Dollars 8.4             18.2        12.6         7.3           7.9          7.3           6.7           

Nom. Req Return Rate (CoCap) 8.4% 18.2% 12.6% 7.3% 7.9% 7.3% 6.7%

Less Expected Corporate Growth 3.0% 1.0% 2.0% 4.0% 4.0% 1.0% 2.0%

Implied Earnings Multiple 18.5           5.8          9.4           30.3         25.6        15.9         21.3         
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