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How do financial analysts deal with CAPM estimation ambiguity?

- CAPM is widely used by practitioners to guide cost of capital assessment.
- However, theory allows for multiple plausible estimation choices:

- Market return proxy
- Risk-free rate proxy
- Frequency and estimation window for Beta and Equity Risk Premium estimation
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How do financial analysts deal with CAPM estimation ambiguity?

WACCi,t = WE
i,t ∗ (rft + βi,t ∗ ERPt ) + WD

i,t ∗ (1 − τi,t ) ∗ rD
i,t

ri,t − rft = α + β ∗ (rM
t − rft )

Where:
- WACCi,t is firm i weighted average cost of capital at time t
- WE

i,t and WD
i,t are the weights of equity and debt in the firm‘s capital structure

- ERPt is the equity risk premium
- rft is the risk-free rate
- rM

t and ri,t are the expected returns of, respectively, the market portfolio and the firm‘s
stock

- rD
i,t is the cost of debt and τ its marginal tax rate
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How do financial analysts deal with CAPM estimation ambiguity?
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Paper documents findings from thousands of equity reports

- Authors look at 45,992 reports issued between 2000 and 2023 with disclosure on
WACC calculation

- They extract and compare inputs used for cost of capital calculation

6 / 27



Main Findings

1. There is large dispersion in WACC estimates
2. Differences in estimated parameters - Beta and ERP - are main contributors to WACC

divergence
3. Disagreement over choice of risk-free proxy is relevant outside the U.S.
4. Beta estimation strategy is highly persistent at the analyst level
5. Observable individual analyst characteristics do not explain well differences in beta

estimation strategy
6. WACC disagreement positively predicts trading volume

7 / 27



Roadmap

Summary

Data

Results

Discussion

8 / 27



Selection of Equity Reports

- Initial batch of 155,479 equity reports with mentions to terms ”DCF”, “discounted
cash flow”, and “weighted average cost of capital”, or “WACC”

- Kept only reports published in the first quarter from 2000 to 2023
- Kept only the first report for a given analyst-firm-year
- Kept firm-year pair only if covered by at least 2 analysts
- Cost of Capital inputs extracted from reports using a combination of AI and manual

inspection
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Final Sample

- 45,992 equity reports
- 42 large equity research firms operating in 45 countries
- 4,261 firms located in 63 countries
- 4,556 analysts
- Further textual analysis on Beta estimation strategy of 1,023 reports
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1. Large dispersion in WACC estimates
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1. Large dispersion in WACC estimates

- Differences are economically significant: a one standard deviation increase in the
estimated cost of equity is associated with a 22% drop in intrinsic value for the
median firm

- Mean pairwise difference in WACC estimate for a given firm is 1.4 percentage points.
For the median firm, that corresponds to a 17.3% drop in firm value.

- Nearly 50% of the pairwise differences in estimated WACC exceed 1 percentage point.
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2. Differences in Beta and ERP are main contributors to WACC
divergence

Campbell-Shiller Decomposition: They regress differences in cost of equity rE
a,i,t on

differences in risk-free rates and risk compensation.

rE
A,i,t − rE

B,i,t = rE
A−B,i,t = θ1rfA−B,i,t + θ2[β ∗ ERP]A−B,i,t + uA,B,i,t

Intuition: θ1 measures how much variation in the cost of equity is driven by the estimates
of risk compensation
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2. Differences in Beta and ERP are main contributors to WACC
divergence
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2. Differences in Beta and ERP are main contributors to WACC
divergence

16 / 27



2. Differences in Beta and ERP are main contributors to WACC
divergence
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3. Disagreement over choice of risk-free proxy is relevant outside the
U.S.
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4. Beta estimation strategy is strongly tied to analysts (and is highly
persistent)
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4. Beta estimation strategy is strongly tied to analysts (and is highly
persistent)
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5. Individual analyst characteristics do not explain well differences in
beta estimation strategy
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5. Individual analyst characteristics do not explain well differences in
beta estimation strategy

22 / 27



6. WACC disagreement positively predicts trading volume

FVOLi,t = θMAXa(WACCi,t )− MINa(WACCi,t ) + CONTROLS + ui,t

Where:
-
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6. WACC disagreement positively predicts trading volume
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Discussion

- How large is WACC disagreement relative to cash flow disagreement?
- Is there a cyclical component to estimated beta dispersion?
- Is there a relationship between WACC disagreement and stock volatility?
- Could authors expand set of analyst level variables to explain choice of beta

estimation horizon:
- Analyst cohort
- First job
- Education institution
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The End

Thank you!
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