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CHAPTER9
THE COST OF CAPITAL
Jlall il Adlss

Sources of Capital: Sl Gl Jdlaa
1. Debt )

2. Equity (preferred and common)  4le 53 lias agud — LSkl (353

The cost of capital: the minimum rate of return the firm must earn to
increase its value.

A8 gaall Lgiad 5ol 31 AS ) 48iad o camg A1 el Jara (e (S0 aadl o Jlal) Gl Al

Example (Page 411):

« Investment "_liiuyI" A:
Cost "4l = $100,000
n = 20 years
Expected return "« il xilall"= 7%
Cost of debt "cpall 4dlsi™= 6%
— Acceptable since "0Y Jsi" 7% > 6%

o Investment B:
Cost "ldli" = $100,000
n =20 years
Expected return "ad sidl xlad" = 12%
Cost of equity "cpall 485" = 14%
— Rejected since "0¥ o= <" 12% < 14%
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But: Using a mix of debt & equity, ALl 3s8s g cpall (e g e pladinly oSI
New cost "xaall daill" = (50% * 6%) + (50% * 14%) = 10%
12% > 10% — Investment B accepted."d sis () Jlaiul 131"

Calculating Cost of Debt: rCpdl) ARG Giles
o Cost of debt = cost of raising funds through long-term borrowing.
Y dogha Gl 381 YA e J) e e geanl) A6SS = cpal) R85,

« Yield to Maturity (YTM) = before-tax cost of debt if company issues
bonds traded in market.

Led 515y i AS ) @ yanal 13) Ay juall Ja all 4815 (YTM) = Sliain] i il o
Gl S
Formula: Al

(I i 1000 — Nflt ProceedS)
1000 + Net ProceedS)
2

YTM =

Net proceeds (Np) = market price per bond — flotation costs

Flotation costs include: Jedil Hlaay) Callss
1. Underwriting costs (compensation to investment banker)
(oY) il 4 g ) SEKY) Call<s ]
2. Administrative costs (legal, accounting, etc.)

(sl A 361 Jia) B_lay) callsall 2

After —tax cost of debt = YTM X (1 — T)

After-tax cost of debt  4wn sl 2z (pall 44lSs

T = Tax rate 4w pall Jara
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Example (Page 413-415):

Duchess Corporation bonds 45 4l <laie= $10,000,000
N 24l = 20 years

Coupon rate (i) ossS) Jas = 9%

Par value ZwuY) 4agll= $1000

Market price 8l j=ull= $980

Flotation costs _laaY! calli= 2% x 51000 = $20

Tax rate 4u yall Jare= 40%

| "Wl = 9% x $1000 = $90
Net proceeds "wlxlall JiLa" = 5980 — $20 = $960

YTM = (90 + (1000—960)/20) = ((1000+960)/2) = 9.39%
After-tax cost of debt "4y =l axy (pall 4al"= 9 39% x (1—0.4) = 5.63%

Calculating Cost of Preferred Stock (Zero Growth Model):

5 Jiaall @g-u\l\ 48T Claa
Formula:

Example (Page 417):
Preferred stock " bl aeudl" = 10%
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=N,
r, = cost of preferred stock Jliaall agul) 43S

Tp

Np = net proceeds from sale of preferred stock
el gl g o il ila o

D, = dividends oY) a5



https://students-hub.com

Il FINN2300 CHAPTER 9 FINANCE 2

Par value "ieuy! iedll" = Selling price "ga) j=u"= $87
Flotation cost "_laay! call<i"= G5

D, =10% x 87 = $8.7
Np =87 — 5 =$82
r, = 8.7/82=10.6%

Calculating Cost of Common Equity

(Constant Growth Model - Gordon Model):
dgalad) e@-ﬁu\l\ A8 Gl

Gordon):zisai — <l gai(

Formula:

Example page 418:

rg = cost of common stock =?
po = $50

D2016 = D1 = $4

‘ Dividends
2010 $2.97
20M $3.12
2012 $3.33
2013 $3.47
2014 $3.62
2015 $3.80
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D2o15 = Dyg10 * (1 +8)°
$3.80 = $2.97 * (1 + g)°

$3.80  $2.97
$2.97  $2.97

1.2795 = (1 + g)°

V1.2795 = /(1 + g)°
1.05 = (1+9)

x(1+g)°

g=105-1
g=0.05>g=5%

Dl
s = ?‘Fg
0

4
rs=%+5%=13%

g = Iy

rg = cost of common stock ¢galall agull 44lS3

r. = cost of retained earnings “iiall #L ¥ 43l

CAPM (Capital Asset Pricing Model): rdallad 1 Jgal) il 7 gad
Formula:

ER) = Rf + B*(E(Ry) — Rf)

Example (Page 419):
Rf =7%

B=15

E(Rm) =11%

E(ry) =?

MOHAMMED HAJ MOHAMMED II



https://students-hub.com

Il FINN2300 CHAPTER 9 FINANCE 2

E(r) = 7% + 1.5(11% — 7%)
E(R,) = 13%

Cost of New Common Stock Issuance: b dile agul laa) A8l
Formula:

Example (Page 421):

PO = $50

D1 = Sll-

g=5%

Flotation cost "jlaay) callss" = §2.5
Underpricing "saisiall jeudll"= §3

N, = 50 — 2.5 — 3 = $44.5

4
= () + 50 = 149
n (44.5)+ 4 %

Weighted Average Cost of Capital (WACC): rdbal) (ul Aoy jal) Adlsl)
Formula:

WACC = Z W * After tax of each source
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W = weight (proportion of capital structure) s sbae (o saae S0 i) o34l
JW

Example (Page 422):
Capital structure:
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« Weight of debt "cudl ¢)5" = 40%
« Weight of preferred stock "s il agul) o 55"= 10%

« Weight of common stock "walell agud) (5 5"= 50%

Costs: sl
Ry = 5.6%

R, = 10.6%

R, = 13%

R, = 14%

WACC (using retained earnings):
= (40% X 5.6%) + (10% x 10.6%) + (50% x 13%)
= 9.8%

END OF THE CHAPTER

MOHAMMED HAJ MOHAMMED II


https://students-hub.com

