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Capital Budgeting: Debt and Equity Financing
1 Example of debt financing
‘Working
NPV = Net cash flow per year x 1/ (1+ PVIFa) " Years
NPV = 100,000 {1 - (1+PVIFa) * (-10)} / PVIFa = 600,000

NPV =6.014773 or 10.56%

2 Example of gust of Equity
‘Working

Cost of Equity = Risk free rate of return + (Market rate of return — Risk free rate} x Beta, i.e., (Rm — Rf)

ost of Equity = 3% + (12% - 3%) 1.39

Cost of Equity = 15.51r%

3 EVeighted Average Cost of Capital (WACC)
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Working

Formulae

WACC = (proportion of debt x after-tax cost of debt) + (proportion of equity x cost of equity)
Or ‘
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WACC=Z X Re + £ X Rd X< (1—Tc)
Where: | Re refers to the cost of equity
Rd refers to the cost of debt
E refers to the market value of the firm's equity
D refers to the market value of the firm's debt
V implies E + D, which is also the total market value of the firm’s financing (equity and debt)
E/ V refers to the percentage of funding that is equity
D/ V relates to the proportion of financing that is debt
Te refers to the corporate tax ratel

Detail I2]
Jones Total Assets $2,000,000
Long- & short-term debt $600,000
Common internal stock equity $400,000
New common stock equity $1,000,000
Total liabilities & equity $2,000,000L

WACC=  $1,400,000 $600,000

€315
$2,000,000 Lo+ $2/000,000

WACC =13.55%





