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COST OF

CAPITAL
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1 OBJECTIVE
# Managing the right-hand-side of the B/S

# By now, for valuation analysis, we know:

criteriac NPV, IRR, payback

what the relevant CFs are

how to compute net CFs

how to introduce forecast error in CFs (WHAT IF,. . .)

# Sources of financing:
Debt, equity, retained earnings, preferred stock, warrants, venture
capital, and bank loans, strategic alliances.

Bank loans, venture capital, and warrants not discussed

To simplify, we concentrate only on debt, equity, and retained
earnings.

# Cost of financing = cost of capital = ?
1 Definition: The rate that must be earned to satisfy the
required rate of return of the firm'sinvestors.

What is the cost of each source of financing?

What is a project's cost of capital ?

H# Why might cost of capital in Japan be lower thanin U.S.?
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2 MOTIVATION
2.1 WHY IS COST OF CAPITAL IMPORTANT?

If financing cost is reduced = NPV increases — more projects end
up with NPV > 0 — more wealth created to shareholders.

2.2 SOME PRELIMINARIES
I Minimum required return = cost of capital= that particular
discount rate “k” that makes NPV = 0.

I  Thereturn generated by a security is the cost of that security
to the company that issued it.

g

cost of capital to the firm = reward to investors.

I Thecost of capital depends primarily on the use of funds, i.e,,
the risk of the CFs, not on the source.
Q  risk of CFs (systematic risk)
Q company capital structure
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2.3 COST COMPONENTS
Casel  Assumefirm has no debt & has retained earnings.

Remember from the chapter on Performance Measures:
Net Income = total dividend + retained earnings

If acompany cannot find profitable projects, i.e., projectswith return
at least equal to k., then the firm should distribute retained earnings
to shareholders as dividends.

Thus, if the company is retaining your money, then the minimum
acceptable reward to you (an average investor) isthe required return
on equity — required return on retained earnings = k, = required
return on equity.

But reward to investor = cost of capital to the firm.
required return on equity = cost of retained earnings.
Case 2
Now suppose firm needs to issue new equity for an expansion
project. Obviously
k. > k. < (cost of new equity) > (cost of retained earnings) <
(required return on new equity) > (required return on retained

earnings)

since some transactions (floatation) costs have to be paid to
investment banks for assisting firm in selling the new securities.
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