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Sources of Funds
Balancing Cost and Risks

Financial capital includes different sources of funds such as long-term debt, common- and preferred- stock,
and retained eamings. The capital structure of a company is a mix of these and other sources of funds.

Each source of finance has a cost and associated risks. Finance managers balance costs and risks to
obtain a capital structure that helps achieve the organizational goal of maximizing market value.

Debt and Equity

Other important factors that finance managers have to keep in mind are as follows:

« Debtfinancing is cheaper than equity financing. However, debt servicing through fixed repayments
increases a company’s risk.

« Debtis a tax-deductible expense while equity atiracts tax.

« Equity financing shows a strong financial position. Therefore, a higher equity in the capital structure
‘appeals more to investors.

Preference between equity and deb relates to management attitude—conservatism endorses equity and
‘managerial aggressiveness approves of debt financing
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Determining Cost of Capital
‘Capital can be obtained from investors or from creditors.

Investors supply capital by investing in the business through shares of stock. They receive repayment in the
form of dividends and increases in the value of the shares of stock held. Creditors supply capital by
providing loans to the business. They receive repayment in the form of interest and period principal
‘payments.

‘The cost of capital helps a company decide the best vehicle to use to raise necessary funds. The cost of
capital is the rate of retum the company would eam if the funds were invested elsewhere.
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Marginal Cost of Capital (MCC)

Future capital outlays could potentially understate or overstate cost of capital for
the firm or organization. To offset the very obvious shortfal, the MCC is
recommended, particularly when capital budgeting decisions are being made

The MCC considers the increase in the component costs of capital and the
weighted average cost of the next dollar to be raised at the point where the firm's
cost of debt or equity will cause a change in the WACC. For example, a company
with a large amount of debt that wants to borrow more to fund a plant expansion

will pay higher interest rates compared to its other debt due to the increased risk
of the loan
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WACC

‘The senior management of Shining Star, a sewing machine-manufacturing firm, wants to start large-scale
‘manufacturing of high-tech portable sewing machines.

‘The firm'’s debt has a yield to maturity of 7 percent, and its tax rate is 30 percent. The stock's betais 0.80,
the risk-free rate is 2.5 percent, and the market risk premium is 8 percent. Preferred stock has a dividend of
S5 per year, and the preferred stock's price is $100.

Of the total financing of a firm, 45 percent is corporate debt, 40 percent is common equity, and 15 percent is
preferred stock.

To calculate the WACC, the costs of various financing mechanisms are weighted by the various weights in
the firm'’s capital structure. Corporations can claim an interest deduction by using debt in their capital
structure. This means that the after-tax cost of debt for a firm is lower than its pre-tax cost of debt. The pre-
tax cost of debt s the yield to maturity on the firn's debt.
The first step is to calculate the after-tax cost of debt.
After-tax cost of debt = Pre-tax cost of debt x (100% — Tax rate)
After-tax cost of debt for Shining Star = 7% x (100% — 30%)

=49%
The second step is to calculate the cost of common equity.

‘The corporation’s cost of common equity can be calculated using various approaches such as CAPM,
dividend yield, and growth rate. Let's calculate the cost of equity using CAPM.

Cost of equity = Risk-free rate + Beta x Market risk premium

Cost of equity for Shining Star = 2.5% + 0.8 x 8%
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The third step is to calculate the cost of preferred stock.
‘The cost of preferred stock is determined by applying the perpetuity formula.
Cost of preferred stock = Preferred stock dividend/Preferred stock price x 100
Cost of preferred stock for Shining Star = ($5/$100) x 100

=5%

The fourth step is to calculate the WACC using the results of the first three steps.
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wacc

WACC = (Corporate debt x After-tax cost of debt) + (Common equity x Cost of equity) + (Preferred stock x
Cost of preferred stock)

The results from first three steps:
After-tax cost of debt = 4.9%
Cost of equity = 8.9%
Cost of preferred stock = 5%

WACC for Shining Star = (45% x 4.9%) + (40% x 8.9%) + (15% x 5%)

.52%
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Calculating Cost of Capital
Cost of capital can be calculated using the following formulas
Cost of Preferred Stock
Kp=Dp/ (Pp-F)

The expected retum = Expected preferred stock dividend / (Current price of
preferred stock - floatation cost per share)

Cost of Common Stock: Gordon Model
Po= D1/ (Ks-g)

Current price of stock = Expected common stock dividend / (required rate of retum
per period - expected constant growth rate per period)

CAPM Model
Ks = Kif (Km - Kif) x beta

Required rate of retum = risk free rate of retumn + (expect rate of retum on overall
stock market - risk free rate of retum) beta
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Modern Portfolio Theory (CAPM)
Audio Walkthrough

Rational investors seek to obtain the maximum returns on a portfo
and unsystematic.

the least amount of risk—systematic

Alinear model, CAPM, is used to determine the required and expected rates of retuns on a stock.

‘Stock betas tend to range from 0.5 to 1.5. The higher the stock's beta, the higher will be the required and
expected rates of retum on the stock. However, itis possible for a stock’s beta to be negative. In such a
situation, the stock's returns move counter to the direction of the overall stock market.

Formula

CAPM = Risk-Free Rate + Beta x Market-Risk Premium

Definitions

‘Systematic risk: A systematic risk is the market risk associated with aggregate market retums. The.
systematic risk in a portfolio cannot be reduced by adding more stocks to a portfolio.

Unsystematic risk: An unsystematic risk is an organization- o industry-specific risk inherent in each
investment. The unsystematic risk can be eliminated in a stock portfolio by having at least fifteen stocks in
it

Beta: It is a measure of a stock's sensitivity to the overall stock markets.





