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While there are many approaches to determine the appropriate discount rate, depend-
ing on the cashefloysite: DO Cg DI N concept of WACC is the most comm:)nly used
methodology and enjoys broad acceptance.!? . :

Sometimes, risk adjustments in addition to the risk premium already captured within
the WACC are discussed to reflect facts and circumstances specific to the market or the
valuation object; for example, a country risk premium, a small firm premium or an infla-
tion premium. | g 7k

The country risk premium is usually derived from a comparison of two countries’ bond
rates (i.€., as a country bond default spread). It considers the additional risk that a specific
country with an immature market may present in comparison to the mature markets from
which the financial information to determine the WACC has been derived; for example, a
WACC based on US-listed companies is adjusted to reflect the different risk of an invest- A
ment in an emerging country with little historical data or data too volatile to yield a mean-
ingful estimate of the risk premium.'® it gt Wi o) 2l

Some empirical studies indicate that the capital asset pricing model,**! which is used to
determine the equity risk premium within the WACC, may understate the more_vcy?latile
returns of small firms. A small firm premium is discussed to consider ithe additional risk or
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Plugging this expression into the definition of the PE ratio above yields: :
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