
I. Cost of Capital
A. The Logic of Cost 

of Capital
1. Cost of Capital
2. Capital Components
3. Capital Structure
4. Weighted Average 

Cost of Capital
B. The Cost of Debt

1. Calculating Cost of
debt

2. Example
C. The Cost of Preferred

Stock
1. Calculating Cost of

Preferred Stock
2. Example

D. Cost of Retained Earnings
1. CAP-M
2. Bond-Yield-Plus-Risk-

Premium
3. Discounted Cash Flow

E. The Cost of New Common
Stock

F. Calculating the Weighted
Average Cost of Capital

1. WACC when using
Retained Earnings

2. WACC when issuing
New Common Stock

G. The Marginal Cost of
Capital

II. The Basics of Capital
Budgeting
A. What is Capital Budgeting

1. Definition

2. Where do projects  come from
B. Different Kinds of Projects

1. Mandatory Projects
2. Expansion Projects
3. Replacement Projects

C. Isn’t this similar to 
Stock Valuation?

D. Capital Budgeting 
Decision Methods
1. Payback
2. Discounted Payback
3. Net Present Value
4. Profitability Index
5. Internal Rate of Return

(IRR)
6. Modified Internal Rate

of Return (MIRR)
III. Capital Budgeting 

with Certainty
A. What are we doing?

1. Cash Flows
2. Incremental Cash

Flows
3. The Game Plan
4. Captain Blahr

B. The Cashflows and 
the Process

1. Net Investment 
Cash Outlay

a) New Equipment
b) Change in Net

Working Capital
2. Operating Cash Flows

(OCFs)
a) Total Income

b) Total Costs
c) Subtract

Depreciation
d) Subtract Taxes
e) Add Back

Depreciation
3. Net Disposal Cashflow

a) Salvage Value
b) Subtract Taxes
c) Return on Net

Working Capital
4. Captain Blahr’s

Cashflows
C. Evaluation of a Capital

Budget
1. Payback
2. Discounted Payback
3. Net Present Value
4. Profitability Index
5. IRR
6. MIRR

D. Example Two:
Replacement
1. Intro to Z-co and

Replacement
2. NICO
3. Changes to OCFs

a) After-Tax savings
on expenses

b) After-Tax benefits
on Depreciation

4. Net Disposal Cashflow
5. Find the Present Value
6. Evaluation

The Wild and Wacky World of
Finance (Part 3)

1997 Cerebellum Corporation • 800-VCR-REVU

Present



Cost of Debt:
after taxes = Kd(1-T)

Cost of Preferred Stock:

Kps= Dps

Pn

Cost of Retained Earnings:

using CAPM: Ks= Kr f +β(Km-Kr f )

using Bond-yield-plus-risk-premium: i + [ 3 - 7 ]

using DCF: Ks=  DIV + g
Price

Cost of New Common  Stock:

Ke=    De + g
Pe (1-F)

Weighted Average Cost of Capital

WACC=WdKd(1-T)+WpsKps+WeKs
(using retained earnings)

WACC=WdKd(1-T)+WpsKps+WeKe
(using new common stock)

How to do a Capital Budget:

1. Determine the cost of the project.

2. Estimate the expected cashflows the project will create.

3. Estimate the riskiness of the projected cashflows.

4. Determine the cost of capital at which the cashflows should be
discounted.

5. Estimate the revenues of the project to the business by using the
expected cashflows to calculate a present value.

6. Apply decision method to accept or reject project.
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Captain Blahr Example

NICO

Ship (equipment) 8,000.00

increase in NWC 3,000.00

Cash outflow 11,000.00

Cash Inflows:

Year

0 1 2 3

Revenue 9,000.00 9,000.00 9,000.00

Expenses 5,000.00 5,000.00 5,000.00

NOI 4,000.00 4,000.00 4,000.00

Depreciation 2,460.00 3,600.00 1,200.00

EBT 1,360.00 400.00 2,800.00

Taxes (30%) 408.00 120.00 840.00

NI 952.00 280.00 1,960.00

Add back Depreciation 2,640.00 3,600.00 1,960.00

Operational Cash Flow (OCF) 3,592.00 3,880.00 3,160.00

Sale Price + NWC                                                                                                                          3,500.00

Actual Cash Flows <11,000.00> 3,592.00 3,880.00 6,660.00

Present Value @ 14% 3,151.00 2,986.00 4,496.00

Z-Co Trimmer Repalcement

Year 0 Year 1 Year 2 Year 3 Year 4 Year 5

Cost of New Equip. <10,000>

Mkt. Val. of Old Equip. 500

Tax Save on Sale 450

Increase in NWC <1,000>

Total Outlay <10,050>

After tax decr. in cost 1,800 1,800 1,800 1,800 1,800

Tax savings from dep. 1,190 1,670 470 150 <130>

OCF 2,990 3,470 2,270 1,950 1,670

Net Disposal CF. 2,800

Net Cash Flow <10,500> 2,990 3,470 2,270 1,950 4,470

P.V. @ 11% 2,693 2,816 1,659 1,285 2,652


