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The fundamental condition of value creation is that return on invested capital is 
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is conducted using the implied cost of equity capital estimated by this method. As a 
result of analysis, it became clear that the amount of capital investment and cost of equity 
capital had a negative relationship only when the simultaneous back calculation method 
was used to estimate the cost of equity capital. This is evidence in support of Abel and 
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The purpose of this research is to analyze relations between accounting 

fundamentals based on financial statements and the cost of equity capital. It was found 
that accounting fundamentals have an explanatory power regarding the cost of equity 
capital. Exploiting this result, it was also found that there is a positive correlation 
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cost of capital for operations. Specifically, we derive a log-linear present-value (LPV) 
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of capital for operations). We find that the LPV-based cost of capital for operations 
retains significant predictive power for future asset returns up to three years ahead and 
is positively associated with future operating risk, as predicted by theory. In contrast, 
the estimated cost of capital based on standard factor models fails to exhibit systematic 
predictive power/reflect operating risk. Thus, we conclude that the LPV approach 
produces a reliable estimation of the cost of capital for operations in the Japanese setting.
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