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ANNEX 1

CONCEPTUAL APPROACHES TO THE COST OF CAPITAL

Definition of the Cost of Capital

The cost of capital is the minimum return that investors require to induce them
to invest (at the margin) in a business. The post business tax cost of capital is
the rate of return that a firm has to earn on new investment to cover the costs
of financing both debt and equity employed. The rate of return before corporate
tax is the return which covers these financing costs and also corporate tax
liabilities. (The impact of taxation is considered further in Annex 5).

The cost of capital can be expressed in nominal (cash) terms, or in real terms
(the return over and above general inflation). This does not affect the concepts;
but for practical purposes, figures in this paper are all quoted in real terms.

The cost of capital can be expressed as a weighted average of the cost of debt
and equity:

RW = RWG+RE(1-G)
where Ry, = real weighted average cost of capital
Rp = real cost of debt
Rp = real cost of equity
G = gearing (debt divided by debt plus equity)

Tax aside, there are thus three components required to calculate R, namely
Rp, R and G. The conceptual issues surrounding each of these components is
discussed separately.

The cost of debt

The return required on a company's debt can be considered as comprising a
return which lenders can earn on riskless assets and a margin, particular to each

‘company, which reflects the perceived riskiness of the company (ie its credit

quality), and the price that investors require to compensate them for risk:

Cost = riskless + credit x market
of debt return - quality pricing
1




5 The credit quality of a company is dependent on a number of factors: most
prominent are the size of a company, its cash flow in relation to debt and equity
financing charges, its level of gearing, the security of debt and its maturity.
One important factor is the possibility that demand and supply for a particular
credit quality and risk type are limited, so that the market may well incorporate
a liquidity premium as well as a risk premium into the associated margin over
the risk free rate. The effect of these factors on costs of borrowing, and
evidence on market pricing, is considered in Annex 4.

The cost of equity

6 There are several approaches to analysing the cost of equity, rg, reflecting the
lack of consensus as to what underlies the equity investment decision. However,
there are two broad types of approaches - those that are based on 'fundamentals'
without explicitly incdfporating risk and those which seek to explain and measure
risk premia. The most usual examples of these two approaches are the Dividend
Growth Model (DGM) and the Capital Asset Pricing Model (CAPM) models
respectively. This section thus explores some of the conceptual issues
surrounding the interpretation of these theoretical approaches.

The Dividend Growth Model

7 The Dividend Growth Model (DGM) postulates that the share price equals the
discounted present value of current and future dividends, and thus that the
market discount rate is a measure of shareholders required return on equity:

w D,
P, = y
. t=0 (1 + RE)t

where P is the current share price, D, is the real dividend in period t, and Rg
is the market discount rate. '

8 Assuming a constant expected growth rate of dividends (and that the product of -
the dividend yield and the growth rate is small), this can be expressed as:







