
INTRODUCTION

In Chapters 4 and 5, we have discussed the relationship between the rate of 
return with the risk in a security and the valuation process of bonds and shares. 
Next, we will discuss cost of capital. Cost of capital is connected with the 
financing decision and investment decision. It is the rate that must be achieved in 
an investment before the shareholdersÊ wealth can be increased. The cost of 
capital is often used interchangeably with the required rate of return by a 
company, the rate of discount to evaluate new investments and opportunity cost 
of funds. Even though its name is different but the concept remains the same.

In this chapter, we will discuss the principle in determining the cost of capital of 
a company and its rationale from the aspect of its usage and calculation. To 
obtain the overall cost of the company or the weighted average cost of capital, we 
must first obtain the cost for each capital resources, which are the cost of debts, 
cost of preference shares and cost of ordinary shares. 

CChhaapptteerr 88 Cost of 
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OBJECTIVES
At the end of this chapter, you should be able to: 
1. explain the basic concept in determining the cost of capital for a 

company and the objective of its calculations; 
2. calculate the cost of debts, cost of ordinary shares and cost of 

preference shares; and 
3. calculate the weighted average cost of capital (WACC). 
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DEFINITION FOR COST OF CAPITAL 

Cost of capital is the minimum rate of return that must be obtained by the 
company from its investments. It is for the purpose of guaranteeing the required 
rate of return for the bond holders and the shareholders of the company. In other 
words, cost of capital holds the role as the main liaison between the decisions of 
long-term investment by the company with maximising the shareholders' 
wealth. It is very important to ascertain whether the investment proposal will 
increase or decrease the share price or the value of the company. If the risk is 
constant, a project with a higher rate of return than the cost of capital will 
increase the value of the company while a project with a lower rate of return than 
the cost of capital will decrease the value of the company. 

In Unit 3, the rate of return required by investors is defined as the minimum rate 
of return required to attract the interest of investors to buy or hold a security. 
The rate of return is the return from the investment that pays the cost of capital 
and is also an incentive to attract investors. 

There are two factors that differentiate between the rate of return with the cost of 
capital, which are taxation and the types of transactions involved. When a 
company borrows funds for the purpose of buying assets, the interest expenses is 
deducted from the earnings before tax. This means that the cost of debt of the 
company will reduce. The second factor that differentiates the cost of capital with 
the required rate of return is the cost of transaction involved when the company 
increases its funds by issuing securities. The cost of this transaction is known as 
the floating cost and this cost increases the company overall costs. 

8.1.1 Financing Policy and Cost of Capital  

The financing policy of a company refers to the policy that has been specified by 
the management in financing of investments. In this chapter, we will assume that 
the company has a preset financial policy. The combination of financing that is 
often used comprised of debts and equity. 

8.1

What is the role for cost of capital in the operations of a company? 
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The cost of capital, generally provides effect on the combination cost all the 
company's financing resources (debt and equity) that is known as the weighted 
average cost of capital. It is the average cost after tax for each capital resources 
that is used by the company to finance its project. Weighted refers to the 
percentage of usage for each resources from the total overall financing. Most 
companies will make an effort to maintain the optimal financing combination of 
debt and equity or better known as the targeted capital structure. 

 DETERMINING THE COST OF CAPITAL 
FOR EACH COMPONENT OF CAPITAL 
RESOURCES

A company has various financial instruments or securities to attract new 
investments. A company can increase its capital by borrowing (issuing bonds to 
investors) or issuing ordinary shares or preference shares. The entire total of a 
company's capital depends on the returns that are required by the investors. To 
determine the total cost of capital, a company must determine the three capital 
resources, which are debts, preference shares and ordinary shares. The cost of 
capital for each financing resource is obtained by getting the required rate of 
return for investors by taking into account the floating cost and taxation impacts.

8.2.1 Cost of Debt 

The cost of capital for debts is obtained by getting the rate of return for debt by 
taking into account the floating cost and taxation impacts. In Chapter 4, you had 
learned that the rate of return required by investors is the minimum returns are 
anticipated by the investors in an investment.

8.2

‘To maintain the market value of a company, the required rate of return 
must be the same with the cost of capital’. 

How far do you agree with the statement above? 

How do you think total cost of capital for the company is computed? 
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There are 3 important steps in the calculation for cost of debt, which are: 

Step 1:  Calculate the net value of debt (NPb) by taking into account the floating 
cost.
   NPb = Market value (P0)  Floating cost 

Step 2:  Calculate the rate of return for debt that is required by investors. The rate 
of debt return can be obtained by using the trial and error method or the 
estimation method as explained in section 4.4, Chapter 4.  

By using the trial and error method, the different rates of discount kb, will be 
applied in the following formula (Formula 4.2b in Chapter 4): 

  NPb = I (PVIFAkb,n) + M (PVIFkb,n)

The formula to calculate the rate of return by using the estimation method is as 
follows:

b

b
b
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Step 3:  Calculate the cost of capital by taking into account the effect of 
taxation. 

Cost after tax = Cost of return (kb)  Tax savings (kb T) 
 = kb  kb T 
 = kb (1  T) 

Example 8.1 

Indah Company has sold bonds that have a maturity period of 20 years with a 
coupon rate of 9%. The par value is RM1,000. The bond is sold at the price of 
RM980 and there exist a floating cost of 2% from the par value (2% x 1,000). What 
is the cost of debt for Indah Company? 

Calculation: 

(a) FFirst Step, Calculate the Net Value of Bond
NPb = RM980  RM20 

  = RM960 
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(b) SSecond Step, Calculate the Rate of Return for the Bond 
You can use the trial and error method or the estimation method to obtain 
the required rate of return. 

Trial and error method 
The bond is sold at a discount, where the selling price is lower than 
par value (RM980 < RM1,000). Therefore, the required rate of return is 
higher than the coupon rate (k > I). To begin the calculation process, 
you can try using the rate of 10%. 

 NPb = I (PVIFAk,n) + M (PVIFk,n)
  = 90 (PVIFA10%,20) + 1,000 (PVIF10%,20)
  = 90 (8.514) + 1,000 (0.149) 
  = RM915.26 

From the calculations above, we find that the share value at the rate of 
10% is RM915.26. This means that the cost of capital is between 9% 
and 10%. 

Next, we use the interpolation method to obtain the rate of returns. 

Rate (%) Value (RM) Value (RM) 
9

NPb
10

1,000 
960 

-

1,000 
-

915.26 
Difference RM 40 RM 84.74 

b
40.00

k 9% (10% 9%)
84.74

9.47%

Estimation method
You can also use the estimation method to obtain the required rate of 
return by using the equation (Formula 4.4 in Chapter 4) below: 

b

b
b

M - NP
i +

nk =
M + NP

2
RM1, 000 - RM960

90 +
20=

RM1, 000 + RM960
2

= 9.4%
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(c) Calculate the capital cost of debt by taking into account the effect of 
taxation. Assume that corporate tax is 34% per year. 

Trial and error method 
 The required rate of return is 9.47% that is the cost of debt before 

taking into account the tax. Therefore, the capital cost of debt (cost of 
debt) is as follows: 

 Cost of debt after tax = 9.47% (1  0.34) 
  = 6.25% 

Estimation method 
 As the interest on debt is tax deductible, therefore it can reduce the 

cost of capital for the company. The cost of debt by using the 
estimation method is: 

 Cost of debt after tax = 9.4% (1  0.34) 
  = 6.2% 

 The estimation method gives the answer of 6.2% while the trial and 
error method gives a more accurate answer of 6.25%.  

8.2.2 Cost of Preference Shares 

Preference shares have the rights to receive fixed dividends before earnings are 
distributed to the ordinary shareholders. As preference shares are in the form of 
ownership, therefore the net profit from sales is expected to be held for an 
unlimited period of time. The dividends for preference shares are normally in the 
form of amounts (RM) per year such as RM4 per year. There are also dividends 
in the form of annual percentage rate where it is represented by the percentage 
from the par value of shares. For example, the dividend for preference shares is 
8% from the par value of RM5.00, which is RM0.40. 

1. Maju Indah Company plans to issue bonds that have a maturity 
period of 10 years with the par value of RM1,000 that will pay an 
interest of RM55 every 6 months. These bonds are sold at the net 
amount of RM840.68 after taking into account the additional cost 
involved. If the rate of corporate tax is 25%, what is the cost of 
debt after tax? 

EXERCISE 8.1 
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The cost of preference shares (kps) is the rate of return for preference shares, 
which is the ratio of dividends for preference shares (Dps) compared to the net 
earnings from sales of preference shares (Nps). Net earnings are the selling price 
of preference shares minus the floating cost. 

To obtain the cost of preference shares (kps), we can use the formula (Formula 
4.18 in Chapter 4) below: 

ps

ps

ps

D
k

NP

As the dividends of preference shares are paid from the cash flow after tax, 
therefore the adjustment on tax is not required. 

Example 8.2  

Calculate the cost of preference shares for Indah Company based on the 
information below: 

Selling price    = RM8.70 value per share 
Cost of issuance and sale of shares = RM0.50 per share 
Annual dividends   = RM0.87  

Calculation 

(a) Net price (NPps)  = RM8.70  RM0.50 

     = RM8.20 

(b) Kps    = RM0.87 

      RM8.20 
     = 10.6% 

EXERCISE 8.2

1. Jaya Financial Company has preference shares in its capital 
structure that pays dividend of RM0.35 and is sold at the price of 
RM2.50. The cost of issuing and selling the preference shares is 
RM0.60 per share. If the rate of corporate tax is 34%, what is the 
cost of preference shares after tax?
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8.2.3 Cost of Ordinary Shares 

The cost of ordinary shares is the rate of return that is required by investors for 
ordinary shares. The determination for the cost of ordinary shares is unique due 
to two factors, which are: 

 First, it is difficult to estimate as the returns to ordinary shareholders are a 
surplus after the payment of interest for bonds and dividends for 
preference shares. 

 Second, there are two resources of financing for ordinary shares, which are 
the retained earnings and the issuance of new ordinary shares. Both these 
sources are different from the aspect of floating cost. The usage of retained 
earnings does not involve floating cost while the sale of new ordinary 
shares involves floating cost.  

There are two methods that you can use to determine the cost of retained 
earnings or the rate of return that is required by ordinary shareholders, which 
are:

(a) CConstant Growth Valuation Model or the 'Gordon Model'
The cost of ordinary shares is the returns required by the existing shares 
investors on their investments. Refer to Chapter 4: Valuation of Shares, the 
valuation model  for constant growth or better known as the Gordon Model 
assumes that the value of shares (P 0 ) is the same with the present value of 
all dividends in the future (D 1 ). Therefore, the value of ordinary shares is 
obtained by using the formula (Formula 4.12 in Chapter 4) as follows: 

1
0

cs

D
P

k g
Where:

P0 = Value of ordinary shares 
D1 = Current dividends 
kcs = Required rate of return 
g = Rate of dividend growth   

To find the cost of ordinary shares or the rate of return for ordinary shares, the 
formula above can be modified as follows: 

1
cs

0

D
K g

P

As the dividends of ordinary shares are paid from earnings after tax, therefore 
there is no adjustment on tax.  
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Example 8.3 

The following is the financial information on Tuah Company. 

Price of ordinary shares (H0)  = RM5.00 
Expected dividends (D1)  = RM0.40 
Rate of growth (g)   = 5% 
    kcs = RM0.40 + 0.05 
           RM5.00 
     = 0.13 or 13% 

(b) UUsage of Capital Asset Pricing Model (CAPM)
The CAPM Model shows the relationship between the returns required or 
the cost of ordinary shares (kcs) with the systematic risk that is measured by 
beta ( ).

The CAPM equation is as follows: 

kcs = krf + (km  krf) j

Where:
kcs = Cost of ordinary shares for security j 
krf = Risk-free rate 
km = Rate of market returns 

j = Beta of security j 

Based on the equation above, we can estimate the usage cost for retained 
earnings as one of the components of capital as shown in example 8.4. 

Example 8.4 

Assume that the risk-free rate of Indah Company is 7%, the required rate of 
return by investors is 11% and the ordinary shares for the company have a 
beta of 1.5. What is the cost of retained earnings? 

 Kcs = 7% + (11% - 7%) 1.5 
  = 7% + 6% 
  = 13% 

(c) CCost of Issuing New Ordinary Shares 
The cost of issuing new ordinary shares (kcs) is obtained by taking into 
account the effect of floating cost or sales cost. Normally, new ordinary 
shares are sold at a price that is lower than the current market price. 
Therefore, the net value of the new shares after sale will be lower. The cost 
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of ordinary shares (kcs) is calculated by using the valuation model for 
constant growth, but at net price (NPcs). Net price is obtained by deducting 
the floating cost from the selling price. Therefore, the formula to obtain the 
cost of issuing new ordinary shares is as follows: 

1
cs

cs

D
k g

NP

The cost of issuing new ordinary shares is usually higher than the cost of existing 
shares and is usually higher than any other types of long term financing cost. As 
the dividend is paid from the cash flow after tax, there will be no adjustment for 
tax.

Example 8.5 

Based on the financial information of Indah Company below, calculate the cost of 
issuing new ordinary shares. 

Cost of ordinary shares (kcs)  = 13% 
Expected dividends (D1)  = RM0.40 
Current market price (P0)  = RM5.00 
Floating cost     = RM0.25 per share 
Rate of dividend growth  = 5% 
Sale of new ordinary shares  = RM4.70 

Solution: 

n
RM0.40

K  = + 0.05
RM4.45

= 0.14  or  14%

Why must we calculate all the costs for capital resources before 
calculating the overall cost of capital? 
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 WEIGHTED AVERAGE COST OF CAPITAL 

After the cost for each capital resources had been determined, the next step is to 
calculate the overall cost of capital for the company. The overall cost of capital 
takes into account all individual costs of financing resources used. It is better 
known as the weighted average cost of capital (WACC). 

There are three main steps in determining WACC, which are: 

(a) calculate the cost for each capital resources (cost of debt, cost of preference 
shares and cost of ordinary shares); 

(b) calculate the combined financing or capital structure that is the weight of 
each resource that is used from the overall total financing of the company 
(the capital structure is usually predetermined by the company); and 

(c) calculate the WACC 

8.3

EXERCISE 8.3

1. Ordinary shares of Tunas Damai Company were recently sold 
at the price of RM5. The dividend for next year is RM0.18 per 
share. Investors expect the dividend to increase at the rate of 9% 
per year in the future. 

(a) What is the internal cost of equity of the company? 

(b) The sale of new ordinary shares is expected to involve an 
issuing cost of RM0.50 per share. What is the cost of the 
new ordinary shares? 

2. Differentiate between the internal equity of the company with 
new ordinary shares. 

3. What is the cost that can be connected with the internal equity 
of the company? 

4. Explain  TWO approaches that can be used in the calculation for 
the cost of ordinary shares. 
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Therefore, the calculation for weighted average cost of capital (WACC) is as 
follows:

WACC =  (wb  kb) + (wps  kps) + (wcs  kcs)

(Note: wb + wps + wcs = 1) 

Where:

Wb = Weighted financing using debt 
Kb = Cost of debt after tax 
Wps = Weighted financing using preference shares 
Kps = Cost of preference shares 
Wcs = Weighted financing using ordinary shares 
Kcs = Cost of ordinary shares 

Example 8.6 

Based on the financial information of Indah Company, calculate the WACC. 

Cost of debt (kb)   = 6.25% 
Cost of preference shares (kps) = 10.6% 
Cost of retained earnings (kcs) = 13% 
Cost of new ordinary shares (kcs) = 14% 

Capital resources   Ratio 
Long term loans   40% 
Preference shares   10% 
Ordinary shares   50%
     100%

Therefore, the weighted average cost of capital (WACC), if the company uses the 
retained earnings is: 

WACC  = (0.40  6.25%) + (0.1  10.6%) + (0.5  13%) 
  = 2.5% + 1.06% + 6.5% 
  = 10.6% 

If the company issues new ordinary shares, then the weighted average cost of 
capital is: 

WACC  = (0.40  6.25%) + (0.1  10.6%) + (0.5 14%)
  = 2.5% + 1.06% + 7% 
  = 10.56% 
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1. Match the following information with the statements provided. 

(a) Cost of capital  
(b) Dividend valuation 

model 
(c) Capital financing 
(d) Floating cost 
(e) Optimal capital 

structure
(f) Weighted average 

cost of capital  

1. Additional expenditure that is 
involved in the issuance of a security. 

2. The result of cost multiplying  for each 
item in the capital structure with the 
financing ratio in the entire capital 
structure and the results are added 
together.

3. The result of adding the best among 
the debts, preference shares, retained 
earnings and new ordinary shares. 

4. Determining the value of shares by 
taking into account the present value 
of dividends that are expected to be 
received in the future. 

5. The company's alternative cost of 
financing structure. 

6. It is found in the balance sheet under 
long term liabilities and equity. 

2. Maju Company is determining the optimal capital structure 
based on the information below: 

Capital Resource Percentage of Financing (%) 

Long term debt 
Preference shares 
Ordinary shares 

35
10
55

EXERCISE 8.4
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The company can issue bonds that have a maturity period of 
20 years with a face value of RM1,000. The coupon rate for the 
bonds is 9% and is sold at the price of RM980. The cost of 
issuing the bonds is 2% from the face value of the bonds. 

Preference Shares: 
The company found that it can issue preference shares at the 
price of RM6.50 per share with the annual dividend payment 
of RM0.80. The cost involved in issuing and selling shares is 
RM0.30 per share. 

Ordinary Shares: 
The ordinary shares of the company are sold at the present price 
of RM4 per share. The dividend that is expected to be paid at the 
end of next year is RM0.50. The growth rate of dividends is 
constant, that is at 8% every year. The company must pay the 
floating cost of RM0.10 per share. 

Corporate tax is 40% 

(a) Calculate the cost for each of the capital resources.  
(b) Calculate the weighted average cost of capital (WACC). 

3. The information below is the total financing for each capital 
resources of Jati Company.  

Capital Resources Total Financing (RM) 

Long-term debt 
Preference shares 
Ordinary shares 

40,000 
20,000 
40,000 

The cost of debt before tax is 9.37%, the cost of preference shares 
is 10%, the cost of ordinary shares is 13% and the marginal cost of 
tax is 34%. What is the weighted average cost of capital (WACC) 
for the company? 

4. How does the tax rate of the company have effects on the cost of 
capital? 

5. What is the effect of floating cost on the issuance of a security? 
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Cost of capital is also known as the rate of return that is required by the 
company. The rate of discount and the opportunity cost of fund is the minimum 
rate of return required by the company for its investments. Usually, it comprised 
of three main components of capital resources, which are debt, preference shares 
and the ordinary equities of the company that are comprised of retained earnings 
and new ordinary shares. The cost of capital is influenced by the combination of 
financing and usually the company will try to maintain the optimal financing 
combination or better known as targeted capital structure. 

To obtain the cost of capital for the entire financing of the company, firstly you 
must determine the cost of capital for each component of the capital resources, 
which are cost of debt, cost of preference shares and cost of ordinary equity. 
Next, determine the overall cost of capital or the weighted average cost of capital, 
which is the combination of all financing resources by taking into account the 
financing combination. 




