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CW 2- Risk ond Return

Q1 Risk end Retum  Fwole mentals
RickR Breferences

portfolio total rate of return sliowera
A collection or group of assets. The total gain or loss The attitude toward risk in
. d . which investors require an
experienced on an |nve§tment increased return as
over a given period of time; compensation for an increase
calculated by dividing the " risk.
risk asset’s cash distributions during ;Ls:::i:';:l'owm driskin
A measure of the uncertainty the period, plus change in which investors choose the
surrounding the return that an value, by its beginning-of- investment with the higher

investment will earn or, more return regardless of its risk.

formally, the variability of
returns associated with a given
assef.

period investment value. , :
risk seeking

The attitude toward risk in
which investors prefer
investments with greater risk
even if they have lower
expected returns.

r£=C P':" = Cex?«h&mkeu{-rehw)
-1

R.2:Rick of o Single Ascet

scenario analysis standard deviation (o) —\*

An approach for assessing risk The most common statistical ~ *® 6= af" -Y ) X P|
that uses several possible indicator of an asset’s risk; it

alternative outcomes measures the dispersion

(scenarios) fo obtain a sense of around the expected valve. grearer Yok

the variability among returns. -
ty 9 expected value of a return (r)

range The average return thatan ~ , Gy = (\"; _?3

A measure of an asset’s risk, investment is expected to n-\

which is found by subtracting produce over time.

the return associated with the

pessimistic (worst) outcome xX= é v ) e L

from the return associated with i X Pl gy bo e Bl -

the optimistic (best) outcome. Zs a0
.= )

coefficient of variation (CV) C\, 5 'ﬁ n

A measure of relative
dispersion that is useful in
comparing the risks of assets
with differing expected returns.
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2.3: RiskK 2 a Rerfolio

- RorrllUo Retrurn CY‘P> = (\k\| * ¥, ) + (wn*{g) + ... “'C\’Jm’k V‘h‘)
= T WeT
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correlation

A statistical measure of the uncorrelated 2 2 2 2
relationship between any two ~ Describes two series that lack o 6} W, S~ Wg_s-a,“' 2 L UJ‘W_Q 66z
series of numbers. any interaction and therefore 12

have a correlation coefficient

positively correlated close to zero.

Describes two series that move

in the same direction.

negatively correlated 2

Describes two series that move \‘u.(“&vﬂe_ = §

in opposite directions.

correlation coefficient

A measure of the degree of « CoVvaviance C 6;2) = 2 C Y‘—F), . C V‘-F‘)Q_

correlation between two series.
n4

perfectly positively « CoVayionce CG"") = 2 C P-F)‘ . (V‘—F)l.P

correlated
Describes two positively

correlated series that have a . . - S
correlation coefficient of +1. Corre\ation COE?"")C\ eﬂt = Vie) = i
s .S,

perfectly negatively
correlated

Describes two negatively
correlated series that have a
correlation coefficient of —1.

BV:Rick ond Retum : The Ca?\\nl Asset Pﬁc“? Mokl CC AP M)

capital asset pricing model

ICAPM)  Tekal Risk = Diversi iable RisK -+ nonolivevss fuble Risk
The basic theory that links risk

and return for all assets.

total risk

The combination of a security’s
nondiversifiable risk and
diversifiable risk.

Contwlleble RisK

diversifiable risk >
The portion of an m Frm SP?C\\EW.C kiSK C Micyd)
that is attributable to firm-

specific, random causes; can
be eliminated through
diversification. Also called
unsystematic risk.

_Ir_fndirersiﬁqu riskF > Un contvo uﬁb‘e Rﬂs}(
e relevant portion of an
asset’s risk atﬁ'ibutobleN AA‘W‘F'QL' Ribk C M°\CY°‘)

market factors that affect all
firms; cannot be eliminated
through diversification. Also

called systematic risk. Beka
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Risk  Dre ™WIUM

beta coefficient (B) p=_CoV

A relative measure of \Var
nondiversifiable risk. An index P W
of the degree of movement of  * I 9= Z Bi »W
an asset’s return in response to

a change in the market return.

market return

The return on the market
portfolio of all traded
securities.

risk-free rate of return (Rg)
The required return on a risk-
free asset, typically a 3-month
U.S. Treasury bill.

U.S. Treasury bills (T-bills)
Short-term I0Us issued by the
U.S. Treasury; considered the
risk-free asset.

security market line (SML)
The depiction of the capital
asset pricing model (CAPM) as
a graph that reflects the
required return in the
marketplace for each level of

P < 2 nondiversifiable risk (beta).
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Chc«iﬂ-er (&) Tmrerest Rﬂt\‘ﬁ omd Bowd Nolmakiew
€1: Tnterest Rates and Requived Retums

interest rate

Usually applied to debt
instruments such as bank loans
or bonds; the compensation
paid by the borrower of funds
to the lender; from the
borrower’s point of view, the
cost of borrowing funds.

required return

Usually applied to equity
instruments such as common
stock; the cost of funds
obtained by selling an
ownership inferest.

inflation
A rising trend in the prices of
most goods and services.

liquidity preference

A general tendency for
investors to prefer short-term
(that is, more liquid) securities.

term structure of interest
rates

- _. The relationship between the

"(::133 12:“"?% and rate of return for
’ onds with similar fevels of risk

R‘,u':ml Rake o Relur

> pTP
N
yield curve

A graphic depiction of the terr

structure of interest rafes.
B4t
& LW« yield to maturity (YTM)

aele . Compound annual rate of
awls il 1) return earned on a debt

real rate of interest

The rate that creates equilibrium
between the supply of savings
and the demand for investment
funds in a perfect world,
without inflation, where
suppliers and demanders of
funds have no liquidity
preferences and there is no risk.

e C =

Nomina )

o R -

R; —\'QQ

4 IP

rm

nominal rate of interest
The actual rate of interest
charged by the supplier of

funds and paid by the
demander.
18
inverted yield curve 16 _\ o)
A downward-sloping yield Y - May 22,1981 .ol e =2
curve indicates that short-term 5 12f
interest rates are generally S0k
higher than long-term interest z o F September 29, 1989 ¢k
rates. z; 6k
normal yield curve > 4 Moy 20, 222 macmol
An upward-sloping yield curve 2t
indicates that long-term interest o = L L ' : '
5 10 15 20 25 30

rates are generally higher than

short-term interest rates. Time to Maturity (years)

Sources: Data from U.S. Department of the Treasury, Office of Domestic Finance,
Office of Debt Management.

flat yield curve (hi X\?DU
A yield curve that indicates
that interest rates do not vary
much at different maturities.
Same  Babermd vocke

s security purchased on a given

day and held to maturity.

ozl Sl Jo & 3)] Pus

P 55 5 Rk N\ 2 3L
CHige Rex) sTishoguisd 8

\auAe‘oJlJb(,pdlg,\,Q_s. 'o_.u"_]l [glb" «&——— Contractual

SELAN sk v 5 aSe 0—)

STUDENTS-HUB.com

<~—— Credit

EEYITRER 0ot Specic sk Prasi Componns

Component
Default risk

Description .

The possibility that the issuer of debt will not pay the contractual
interest or principal as scheduled. The greater the uncertainty as to the
borrower’s ability to meet these payments, the greater the risk premium.
High bond ratings reflect low default risk. and low bond ratings reflect
high defaulr risk.
That the longer the maturity, the more the value of a security will
change in response to a given change in interest rates. If interest rates on

. otherwise similar-risk securities suddenly rise, the prices of long-term bonds
will decline by more than the prices of short-term bonds and vice versa.”

Risk

Maturity risk

Conditions that are often included in a debt agreement or a stock issue.
Some of these reduce risk, whereas others may increase risk. For example, a
provision allowing a bond issuer to retire its bonds prior to their maturity
under favorable terms increases the bond’s risk.

provision risk

“A detailed discussion of the effects of interest rates on the price or value of bonds and other fixed-income
securities is presented later in this chapter.
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corporote bond

A long-term debt instrument
indicating that a corporation
has borrowed a certain
amount of money and promises
to repay it in the future under
clearly defined terms.

QWPM Mrmb r-kv.<

coupon interest rate’™”

The percentage of a bond’s par
value that will be paid
annually, typically in two equal
semiannual payments, as
inferest.

ow \f\e\:ﬂs :

current yield

A measure of a bond’s cash
return for the year; calculated
by dividing the bond’s annual
interest payment by its current
price.

+ 0

’@cv\ols
A <—call price

maturity.

call premium

The stated price at which a
Premivw  bond may be repurchased, by
use of a call feature, prior to

o culd price = Poy Value
* ol premive

Cel l/\) Fiae > Do \Flw

The amount by which a bond’s
call price exceeds its par value.

;] r )L¢> —_—
o 2

stock purchase warrants
Instruments that give their
holders the right to purchase a
certain number of shares of the
issuer’s common stock at a
specified price over a certain

period of time.

Characteristics and Priority of Lender’s Claim of Traditional Types of Bonds

Bond type

Characteristics

Priority of lender’s claim

Qi s o) Unsecured bonds
Debentures

;;,;;-v,’;‘” ‘b
fz? 1

Subordinated debentures
Jebentures I =2 <

Income bonds
o

Unsecured bonds that only creditworthy
firms can issue. Convertible bonds are
normally debentures.

—_—

Claims are not satisfied until those of the
creditors holding certain (senior) debts
have been fully satisfied.

Payment of interest is required only when
earnings are ayailable. Commonly issued
in reorganization of a failing firm.

Claims are the same as those of any general creditor.
May have other unsecured bonds subordinated to
them.

Claim is that of a general creditor but not as good as
a senior debt claim.

Claim is that of a general creditor. Are not in default
when interest payments are missed because they are
contingent only on earnings being available.

%1 &':_ Secured Bonds

Dutipzd Mortgage bonds

;—%

Collateral trust bonds
La.pr cibim
725 i cded |y Zad

Equipment trust certificates
o

io% SN s e
oLley 2 SO o

STUDENTS-HUB.com

Secured by real estate or buildings.

Gre 5 oLk ~e

Secured by stock and (or) bonds that are
owned by the issuer. Collateral value is
generally 25% to 35% greater than bond
value.

Used to finance “rolling stock,” such as
airplanes, trucks, boats, railroad cars.
A trustee buys the asset with funds
raised through the sale of trust certifi-
cates and then leases it to the firm; af-
ter making the final scheduled lease
payment, the firm receives title to the
asset. A type of leasing.

Claim is on proceeds from sale of mortgaged assets;
if not fully satisfied, the lender becomes a general
creditor. The first-mortgage claim must be fully sat-
isfied before distribution of proceeds to second-
mortgage holders and so on. A number of mortgages
can be issued against the same collateral.

Claim is on proceeds from stock and/or bond collat-
eral; if not fully satisfied, the lender becomes a gen-
eral creditor.

Claim is on proceeds from the sale of the asset; if
proceeds do not satisfy outstanding debt, trust cer-
tificate lenders become general creditors.
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Characteristics of Contemporary Types of Bonds

Bond type

Characteristics®

Zero- (or low-) coupon bonds

Intevests ) G0 87 gﬁ C\:lsbo -
YL e S

Junk bonds
3z IradO ¢."-‘¢i’4:‘5"‘:‘“°“
- ) s it —
Floating-rate bonds

=G0 i S1s) —

Issued with no (zero) or a very low coupon (stated interest) rate and sold at a large discount
from par. A significant portion (or all) of the investor’s return comes from gain in value (that
is, par value minus purchase price). Generally callable at par value.

Debt rated Ba or lower by Moody’s or BB or lower by Standard & Poor’s. Commonly used
by rapidly growing firms to obtain growth capital, most often as a way to finance mergers
and takeovers. High-risk bonds with high yields, often yielding 2% to 3% more than the best-
quality corporate debt.

Stated interest rate is adjusted periodically within stated limits in response to changes in speci-
fied money market or capital market rates. Popular when future inflation and interest rates
are uncertain. Tend to sell at close to par because of the automatic adjustment to changing

market conditions. Some issues provide for annual redemption at par at the option of the

bondholder.

Short maturities, typically 1 to 5 years, that can be renewed for a similar period at the
option of holders. Similar to a floating-rate bond. An issue might be a series of 3-year
renewable notes over a period of 15 years; every 3 years, the notes could be extended for
another 3 years, at a new rate competitive with market interest rates at the time of
renewal.

Extendible notes

(== “J) S wil o Sl —

Putable bonds Bonds that can be redeemed at par (typically, $1,000) at the option of their holder either at
specific dates after the date of issue and every 1 to 5 years thereafter or when and if the firm
takes specified actions, such as being acquired, acquiring another company, or issuing a large
amount of additional debt. In return for its conferring the right to “put the bond” at specified
times or when the firm takes certain actions, the bond’s yield is lower than that of a non-

putable bond.

Par Valae ) Shle ws —

“The claims of lenders (that is, bondholders) against issuers of each of these types of bonds vary, depending on the bonds’ other features. Each
of these bonds can be unsecured or secured.

€-3: Valmation Pwdamentnls
Three k‘” xnpa.b‘: Cash 'HOMS (rcbwns)

o\l°=

Time 2er0

Eiming measure o Risk

Ctn

QY
6. : Bond \[alwation

discount
‘ The amount by which a bond
sells below its par value.

Market Bope D Covpon Yakz

premium
The amount by which a bond
sells above its par value.

Mftrkcl— Rafe <<cu1>ovu rake

° %mev\c = Couptm Rate & Rr Vawwe

Price = pmT (1= T’-T)") + __ By \a\ue
Q+i)"
Mevkel Price
*Eimmvleﬁ Bond C-\Awen\'\} Se\\ivg_ ot # 1,120 . Coupom wre is £
Mool Sewi avinually  ancl the oovid wature in 5 Vors , and market rate Y.
Coaltuluke We Powd Peice
#Sew\/"anw&g): - Peice = B_Q_Q;(-TL;Q‘AQ— X _lLQO- = SMO 39-3
@ Pmr- bo = 20 G-62 (L-a2)° <)
@ 2rwn= o &\\
Q) % = 22 Decutse  worket Price s
rore Thewm B) 0392

WnYerest iw e warlet <
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¥ Market Roke = Trerst Rabe ) eFfechive avmued ke, onnvel Percentage
Nomivel Rake | Reomirad ke 4 Rebwnm |, YTM fwemst, epforrodi Cont

e Cwivent YieWd = annuel Rate = Coupun Pewprment - Bond Price

;’g Value — Market Price
'S YTM = PMT X #ot i N
Por Vane « Mor ek Price

2

%EMM?\e: Rond  Currently Sell;na_ ot £9D , upon Rute By,
Ped quarterly | Mackek vode = [27. and 6 fears remaivig, Hll waharty ) Galednte
AR

), on -9

BF r{.afb\z_; . YTM: ,QC) +_‘T§ = 21/
Pmr= Ba+yv=ns 'qu_z°

@ XM = 2M =n

QD rru= 32 @

Bor Volne — G'\\\ Pn‘(g
- Vied ‘o G\ = PMT + % veon vl puturiig -
P \alwe + call Prie
2.

- Cowpon Rate S, | (o e

P6-11 Current yield and yield to maturity An annual coupon bond has a $1,000 face
value, coupon rate of 5%, will mature in 10 years, and currently sells for $810.34.

What is the yield to maturity of the bond?

What is the current yield of the bond?

Why does the current yield differ from the yield to maturity?

One year later, the market rates have increased to 8%. Assume that you have just

received a coupon payment and you sold the bond. If you sold your bond at its

intrinsic value, what would be the rate of return on your investment?

SR

[a] yM= Fo+ (B4 = 6.63¢ = €7
405. 17
] Y= Bo : R16.34 =£.2

C| Because twhe bLime.
d| Price = = e y oo o g 943.49
6-03 (]°‘3)'°
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Chapter (1) Stack. Volwabion

7.1 Difference Detweon Debt ond By

debt

Includes all borrowing incurred
by a firm, including bonds,
and is repaid according to a
fixed schedule of payments.

equity

Funds provided by the firm’s
owners (investors or stockholders)
that are repaid subject fo the
firm’s performance.

Key Differences between Debt and Equity

Type of capital
Characteristic Debt Equity
Voice in management” No Yes

Claims on income and assets

Maturity

Tax treatment

Senior to equity
Stated

wal d-l-;:-l < Interest deduction

Subordinate to debt
None
No deduction

“Debtholders do not have voting rights, but instead they rely on the firm’s contractual obligations to them to
be their voice.

72 Commen omdl BrePerred Stock

privately owned (stock)

The common stock of a firm is
owned by private investors; this
stock is not publicly traded.

publicly owned (stock)
The common stock of a firm is
owned by public investors; this

stock is pub||c|z traded,
{nitial puee o Perivey (T PQ)
|ose|y owned (stock)

The common stock of a firm is
owned by an individual or a
small group of investors (such
as a family); they are usually
privately owned companies.

ol 2 e
authorized shares

Shares of common stock that a

firm’s corporate charter allows
it to issue.

a5\

outstanding shares
Issued shares of common stock

held by investors, including both

private and public investors.

treasury stock

Issued shores OF common SfOCI(

held by the firm; often these
shares have been repurchased

by the firm.
Swold (P

Tsurysteks = issued shares

+ auk'm

Shares of common stock that
have been put into circulation;
the sum of outstanding shares
and treasury stock.

STUDENTS-HUB.com
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widely owned (stock)

The common stock of a firm is
owned by many unrelated
individual or institutional
investors.

par-value common stock
An arbitrary value established
for legal purposes in the firm’s
corporate charter and which
can be used to find the total
number of shares outstanding
by dividing it into the book
value of common stock.

« preemptive right
Allows common stockholders tc

5 maintain their proportionate

ownership in the corporation
when new shares are issued,
thus protecting them from

e ‘:'j «dilution of their ownership.

dilution of ownership

A reduction in each previous
shareholder’s fractional
ownership resulting from the
issuance of additional shares
of common stock.

dilution of earnings

A reduction in each previous
shareholder’s fractional claim
on the firm’s earnings resulting
from the issuance of additional
shares of common stock.

rights

Financial instruments that allow
stockholders to purchase
additional shares at a price
below the market price, in
direct proportion to their
number of owned shares.

* Common StxKs: Tar Hrue suners, residual owners

initial public offering (IPO)
The first public sale of a firm's

stock.
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[1] zero-growth model - = CF, = ... = CF,
An approach to dividend . growta yebe = gue v
valuation that assumes a 0 o
constant, nongrowing dividend  ° P= a1
stream. r [
2|  constant-growth model ) iS Constant

A widely cited dividend Cordh Crowth  Model

valuation approach that © Serclem  Sfow

assumes that dividends will o not Aﬁ\\d in Prefervedl Stecks

grow at a constant rate, but a O = D C\ »

rate that is less than the e L= +J

required return. % =

Q "3
3| variable-growth model P Z Dn Dnst o |

A dividend valuation approach " _ n

that allows for a change in the w(/\—«;)v\/ w

dividend growth rate. AN I e VS agmlg C,Lm\? DU ok NS -

Vou Hod Sn’bv\)ﬂﬂ @C\(‘{OJ Srock ok Cmaﬁ 'L‘jf
B\ Stepe to Crlenlate by NG M: nibied  qrooth period
- SbeD 1: Dividends at the end o} exch year
D=0, C \1‘3')

-5 2: Discountivey oy = ZQ_W,,,
cSLPT: L3Sy eS : Pz Dwnn PV= (&3& _,,a\,-,_)as
- SbtPW Another D\sCowntlra_, Wt U‘""J;\ 5&(,3_ ‘l‘&QS

free cash flow valuation

model .\ = €CH . FCF
A model that determines the Compimy %)l _U___:;x b (""E_'Eg-o

value of an entire company as
the present value of its - Vg= N - “

expected free cash flows ek oy O\ebe M“Q“"“ﬁ
discounted at the firm's

weighted average cost of

capital, which is its expected

average future cost of funds

over the long run.
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¥ other Approches

book value per share . B\’ = T'M Asses - T,\q.l bab\‘\“&

The amount per share of
common stock that would be #o‘— SMNS
received if all of the firm’s assets

were sold for their exact book

{accounting) valve and the

proceeds remaining after paying

all liabilities (including preferred

stock) were divided among the

common stockholders.

liquidation value per share _ _ PR
@ The actual amount per share of = M Ta*d’ Wabt ‘HC )
common stock that would be # 4 Shares

received if all of the firm’s
assets were sold for their
market value, liabilities
(including preferred stock)
were paid, and any remaining
money were divided among
the common stockholders.

price/earnings multiple = EP S » P/E"‘"‘w
approach fiem
A popular technique used to
estimate the firm’s share value;
calculated by multiplying the

firm’s expected earnings per

share (EPS) by the average

price/earnings (P/E) ratio for

the industry. v

R Preferred Sbcc.k \ a\mation
- fud Amomnt
- Ay
+ There iS¢ wo ma!m{ka
- Prefetuni gy
ePV=CF:yr
.?r{a = \3,-'—.-‘(

FAE Dec'\Sicn Makina. and Commen St"‘CK Value

ors'.' r*-\- IP-# RP
° Tg = Rf--\- RP
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P7-7 Common stock valuation: Negative growth Nick is a security analyst in an investment-
banking firm. His supervisor asked him to evaluate a preferred stock. The par value of
the preferred stock is $100 and it pays an annual dividend of $5.30 per share. Answer
the following questions on the basis that the market required return is 7%.

a. What is the market value of the preferred stock?

b. Suppose an investor purchased the preferred stock today, held it for one year,
and sold it upon receiving the dividend. If the market required return is 8% when
he sold the preferred stock, what is the investor’s total rate of return?

[l PN= CF=r = B.3%0.0%= $35-7

[b] P=-D=v= 53 = a.08= & €25
Yare of Rebun = _66.25 - I53 - —-9.5 /.
T

=,
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Cropter (9): The Cost of Capindl

Q1: Overview oF the Coskt o Capitel

cost of capital

Represents the firm’s cost of
financing and is the
minimum rate of return that
a project must earn to
increase firm value.

9.2: Cost b Long_Term Debt

cost of long-term debt l.ooco . NP

The financing cost associated _
with new funds raised through Returm o} Debl (ra) = L+ e + N?’
long-term borrowing. Before Taxes ——

net proceeds

Funds actually received by the o Rel-wm QF\‘W baves = ol C |- T\

firm from the sale of a security.

flotation costs « NP= MV = Flobakien Cosk
The total costs of Issuing and
selling a security. Face Nahwe *ie

*"Emmip\& Soce Value = ),000 , Aiscount = 367 , Flotaiem =815
matwity = 5 Yenrs , Coupon Dewgment, = Ib/. , Tax= Yoy,

1)000—6%5 R
rd=_loo + 5 = 1937 g . 193 (o) NP= MV - 5
whe,) ""62?;5' 3&{,& = 1167 = [o00-30% ~15

G

= €35

=,

9.3: Cost ol Preferred Steck

cost of preferred stock, r,, -Tp= _D?_
The ratio of the preferred stock NP
dividend to the firm’s net .NP=D
proceeds from the sale of K
preferred stock.

\//

~>r
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aAu: Cost ¢ Commen Steck

cost of common stock e Congtont 3m\»th mebhd
equity, r,

The rate at which investors Pa =—D—'

discount the expected %-3

dividends of the firm to

determine its share value. ® Ys = —%;_ + 8’

- CAPM: o Cosk of Tetwinad eamings (¥.) = ¥

n{s= RF'PbC.rm“RF)
9-5: Weightel Averoge Cost ot Capital

weighted average cost of _
capital (WACC), r, eV - (wd *‘:!) + wa N?) + Cw< » {f (34 ")

Reflects the expected average
future cost of capital over the
long run; found by weighting
the cost of each specific type of
capital by its proportion in the
firm’s capital structure.

P9-19 Calculation of individual costs and WACC Lang Entcrpriscs is interested in measur-
Nt ing its overall cost of capital. Current investigation has gathered the following data.
The firm is in the 40% tax bracket.

Debt The firm can raise debt by selling $1,000-par-value, 8% coupon interest
rate, 20-year bonds on which annual interest payments will be made. To sell the
issue, an average discount of $30 per bond would have to be given. The firm also
must pay flotation costs of $30 per bond.

m—

Preferred stock The firm can sell 8% preferred stock at its $95-per-share par
value. The cost of issuing and selling the preferred stock is expected to be $5 per
share. Preferred stock can be sold under these terms.

- —
Common stock The firm’s common stock is currently selling for $90 per share. The
firm expects to pay cash dividends of $7 per share next year. The firm’s dividends
have been growing at an annual rate of 6%, and this growth is expected to continue
into the future. The stock must be underpriced by $7 per share, and flotation costs
are expected to amount to $5 per share. The firm can sell new common stock under
these terms.

Retained earnines When measuring this cost. the firm does not concern itself
$100,000 of retained earnings in the coming year; once these retained earnings
are exhausted, the firm will use new common stock as the form of common stock
equity financing.

Calculate the after-tax cost of debt.

. Calculate the cost of preferred stock.

Calculate the cost of common stock.

. Calculate the firm’s weighted average cost of capital using the capital structure

weights shown in the following table. (Round answer to the nearest 0.1%.)

a0 op

Source of capital Weight
Long-term debt 30%
Preferred stock 20
Common stock equity 50
Total 100%
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104 Overview ot Capital  Dudoetivg

capital budgeting process
Five distinct but interrelated
steps: proposal generation,
review and analysis, decision
making, implementation, and
follow-up.

#-SEeps in the process:
coposal generakiom

[2] %e\liew and analysis
Decision w\akiya_
l:mi)lemewbdrim

@ Fo"ow-q?

capital budgeting

The process of evaluating and
selecting long-term investments
that are consistent with the
firm’s goal of maximizing
owners’ wealth.

capital expenditure

An outlay of funds by the firm
that is expected to produce
benefits over a period of time
greater than 1 year.

operating expenditure

An outlay of funds by the firm
resulting in benefits received
within 1 year.

capital rationing

The financial situation in which a
firm has only a fixed number of
dollars available for capital
expenditures and numerous
projects compete for these dollars.

% DlS Cowr\’fe& “’Uw

occws
accept-reject approach
The evaluation of capital
expenditure proposals to
determine whether ’rhey meet
the firm’s minimum acceptance
criterion.

»Sl;e?ﬁ:

B Fomua
ranking approach

The ranking of capital

expenditure projects on the basis

of some predetermined measure,

such as the rate of return.

\0.2: ?a:,back Period
o=

payback period .
The amount of time required

for a firm to recover its initial

investment in a project as

calculated from cash inflows.
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. DPP = Year before the .
oliscownbed pugbuck Period O

independent projects
Projects whose cash flows are
unrelated to (or independent
of) one another; the
acceptance of one does not
eliminate the others from
further consideration.

mutually exclusive projects
Projects that compete with one
another so that the acceptance
of one eliminates from further
consideration all other projects
that serve a similar function.

unlimited funds

The financial situation in which
a firm is able to accept all
independent projects that
provide an acceptable return.
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J0-3: Net Present Value

net present value (NPV)
A sophisticated capital

budgeting technique; found by - N> o
X

subtracting a project’s initial
9 prel I NPV <o

investment from the present s

value of its cash inflows T
discounted at a rate equal to - Profitalbiltey. Tudex CPT)= e
the firm’s cost of capital. 2f P11 e

.t i X

10-M: Tntemok Rate o Retwn CIRR)

internal rate of return (IRR) - MPV=0

The discount rate that equates «Axept it TRR 7 Cost of Cﬂ?\\d
the NPV of an investment : . .
opportunity with $0 (because -Reedt it TRR < Cost ot C'?‘H
the present value of cash

inflows equals the initial

investment); it is the rate of

return that the firm will earn if

it invests in the project and

receives the given cash inflows.

<l
S —
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