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CONT’: WORKINGS/
SOLUTION

¢ Cost of Equity = Risk free rate of return/+
(Rm —Rf) B
* Cost of Equity = 3% + (12% - 3%) 1.39

* Cost of Equity = 15.51%

9 L e /QﬂlA ‘\““ A O

E~ 1




image7.png
CONT:THE
WEIGHTED, AVERAGE
EOST OF CAPITANE

ACC
* This is anotherQDWhe capital)project

assessment method used to ascertain the rate at

which a firm is expected to compensate all its

shareholders for financing its assets.
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WACC FORMULA

* WACC = (proportion of debt x after-tax
cost of debt) + (proportion of equity x
cost of equity). Can also be summarised
as:

« WACC=1 x Re + = x Rd x (1—Tc)
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WORKINGS FROM THE
EXAMPLE

Details
$600,000

$400,000
$1,000,000
$2,000,000

Debt financing for the firm involve use of both long and short term sources of
debt financing, i.c., $600,000. Relatively, the equity structure comprises of both

the common internal stock and the new common stock totaling $1,400,000.
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WORKINGS/
SOLUGTION

$1,400,000 $600,000
. =2 0 )
EacC $2,000,000 < 15.51% + $2,000,000

10.56% x (1 — 15%)
« WACC = 13.55%
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1. OF DEBT

% The cost of debt is the amount payable by an enterprise in form

of interest payment to lenders upon borrowing of bonds or even

loans.
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EXAMPLE OF COST OF
DEBT FINANCING

* Jones Industries borrows $600,000 for 10 years with an
annual payment of $100,000. Determine the expected
interest rate, i.e., cost of debt

* Working

* The cost of debt in this case is the interest rate payable to
the borrowing over ten years. Using the NPV formulae
interest rate is the annualized effective compounded rate
of a cash flow and is computed as follows:

1

(1+PVIF)*years

= NPV=100,000 {1 - (1+PVIFA) ~ (-10)} / PVIFA = 600,000

NPV = 6.014773 or 10.56%.

* NPV = Net cash flow per year x
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2. COST OF EQUITY

The cost of equity is a part of a capital
structure for an enterprise that is usually
borrowed and represents the amount of
return needed by an investor/ shareholder

following a risk of owning a Company.
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FORMULA

“The cost of equity is usually computed using the Capital Asset Pricing Model
(CAPM) formulae, which is:

Cost of Liquity = Risk free rate of return + Premium expected for the risk.
Or

Cost of Equity = Risk free rate of return + (Market rate of return — Risk free
rate) X Beta, i.c., (Rm — Rf) B

B or Beta refers to the investment volatility in the capital market
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EXAMPLE OF COST
OF EQUITY
FINANCING

Internal common stock

Jones Industries has a beta of 1.39. The risk-free rate (Rf) as
measured by the rate on short-term US Treasury bill is 3%, and
the expected return (Rm) on the overall market is 12%.
Determine the expected rate of return on Jones’s stock, i.e., cost

of equity





