I. Chapter 12: Risk, Cost of Capital, and Capital Budgeting
A. Cost of equity capital
1. The expected return on a project should be the cost of capital

a) Because you should only take the project on if its return is > a financial instrument

2. How to estimate it
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(1) The CAPM!

(2) So you need to know the various pieces of this

(a) You can assume that βproject = βfirm
(b) You can assume that firm is all-equity financed

B. Estimating beta
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2. Beta is stable

a) So long as you stay in the same industry

b) But, if a firm switches industries, beta changes

c) Or if an industry changes, beta changes

d) Or if the market changes, beta changes

e) Or if the leverage of the firm changes, beta changes

3. Using industry beta

a) Often more accurate than using the beta of the firm’s stock, because there’s less error in the industry beta

b) So use it if the firm is generally similar to the industry as a whole

4. Firm vs. project beta

a) A project can have a different beta than the overall firm

(1) A new product, maybe?

b) So don’t choose the firm beta for all projects unless all are of same risk

C. Determinants of beta

1. Cyclicality of revenues

a) Not high σ, but cyclicality

2. Operating leverage

a) = 
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b) Measures % change in EBIT for a % change in sales

c) Rises as fixed costs rise, variable costs fall

d) Magnifies effect of cyclicality on beta

3. Financial Leverage
a) Asset beta = beta of firm’s assets, not equity

b) = if the firm had been financed only with equity, what would the firm’s beta be?

c) βdebt = 0

d) 
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f) βAsset < βEquity, so long as there is leverage

g) Leverage increases equity beta

D. Cost of Capital

1. Compute it using the SML

a) 
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2. Reducing the cost of capital

a) Cost of capital is negatively related to liquidity and positively related to risk

b) It’s hard to change risk

c) But it’s easy to change liquidity

d) Methods to reduce cost of capital

(1) Bring in “uninformed” investors

(a) Informed investors “pick off” the specialist on a stock

(b) Uninformed investors are a source of profit for the specialist

(c) Spread needs to be large enough to make sure specialist covers losses on “informed” traders

(d) The larger the spread, the higher the return demanded

(e) But if volume is high, then specialist can make up for a smaller spread, especially if the volume is predominantly “uninformed” investors

(f) So bring up volume to reduce spread and therefore reduce required return

(g) Most large investors are informed

(h) So bring in small investors!

(i) Stock splits are a good way to do this

(j) So is enabling small investors to purchase online

(k) So are dividend reinvestment and DSPP plans

(2) Disclose more information

(a) Make everyone equally informed

(b) Also, then more analysts will pick you up then
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