


















































































































































following standard statistical practice, adds and subtracts two standard errors. The confidence 

limits should dispel any view that betas can be estimated with close accuracy.'^ 

The difficulty of estimating betas precisely explains why there are no consensus betas, 

and why betas from standard sources often differ. 

Taken together, it's clear that the Board's proposed CAPM calculations are inconsistent 

and idiosyncratic. They do not follow standard practice. The calculations would generate 

downward-biased estimates of the cost of equity capital. 

Example of standard practice 

An example of standard practice may be helpful. I start with the yield to maturity on 

long-term Treasuries at the end of 2005, which was 4.7%. I use a MRP of 6.6%, which is the 

historical average from 1900 of the difference between retums on the stock market and retums 

on long-maturity Treasuries. (Sec Table 3.) Thus long-term Treasury retums are used for both 

the constant (RF) and die MRP in the CAPM fonnula. Then I use 2005 Value Line betas. (Value 

line is a standard source that is usually reliable.) The result for Burlington Northern is: 

R = RF + px MRP = .047 + .95 x .066 = .1097, about 11% 

The weighted-average cost of equity for the four major railroads changes from 8.4% in the 

Proposed Methodology to 10.9% using this standard procedure. 

Of course this is an illustration, not a consensus estimate. It is one point in a range of 

estimates that could be generated by different sources for betas (or different methods for 

estimating betas), by different estimates of the future MRP or by moving from long- to shorter-

maturity interest rates. Specifying the most reasonable range for the cost of equity will require 

'̂  Accuracy can be improved by estimating betas from retums on a portfolio of railroad 
stocks and by looking to other information, for example betas estimated from prior periods.'But 
precise beta estimates for individual stocks or industries are almost always impossible. 
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