
Cost of Equity
Week 4 – Part 2



Cost of Equity: Ke

• Major approaches

• 1. CAPM (Capital Asset Pricing Model)

• 2. DDM (Dividend Discount Model)

• 3. Bond (YTM + Risk Premium)



Ke: Rival Approaches

• To estimate the cost of equity, we must determine the expected rate of return of the company’s stock. Since 

expected rates of return are unobservable, we rely on asset-pricing models that translate risk into expected 

return.

• The three most common asset-pricing models differ primarily in how they define risk.

• The capital asset pricing model (CAPM) states that a stock’s expected return is driven by how sensitive 

its returns are to the market portfolio. This sensitivity is measured using a term known as beta.

• The Fama-French three-factor model defines risk as a stock’s sensitivity to three portfolios: the stock 

market, a portfolio based on firm size, and a portfolio based on book-to-market ratios.

• The arbitrage pricing theory (APT) is a generalized multifactor model, but unfortunately provides no 

guidance on the appropriate factors that drive returns.

• The CAPM is the most common method for estimating expected returns, so we begin our analysis with that 

model. 



Capital Asset Pricing Model

• A stock’s expected return is driven by three components: the risk-free rate, beta, and the 

expected market risk premium.
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Estimating the Cost of Equity Using the CAPM

Data requirements Considerations

•  Risk-free rate Use a long-term government rate dominated

in the same currency as cash flows.

•  Market risk premium The market risk premium is difficult to 

measure.  

•  Company beta To estimate beta, lever the company's 

industry beta to the company's target debt-to-

equity ratio.



CAPM: Example

Problem:

If the risk-free rate is 3%, the expected market risk premium is 5%, and the company’s stock 

beta is 1.2, what is the company’s cost of equity? 

Solution:

Cost of equity = 0.03 + (1.2 × 0.05) = 0.03 + 0.06 = 0.09, or 9%



Factor Model(s)

• An improvement was proposed on top of CAPM. In this approach a factor 

model is used to estimate the cost of equity:

• E(Ri) = RF + bi1
Factor risk
premium 1 + bi2

Factor risk
premium 2 + … + βij

Factor risk
premium j

where

βij = stock i’s sensitivity to changes in the jth factor

Factor risk
premium j = the expected risk premium for the jth factor



Estimating Beta

• According to the CAPM, a stock’s expected return is driven by beta, 

which measures how much the stock and market move together. Since 

beta cannot be observed directly, we must estimate its value. 

• The most common regression used to estimate a company’s raw beta is 

the market model:

• Ri = α0 + β0Rm + ϵ



DDM (Dividend Discount Model)

• The dividend discount model (DDM) assumes that the value of a stock today is the present value of all future dividends, discounted at the required rate of 

return.

• Assuming a constant growth in dividends:

𝑃0 =
𝐷1

𝑟𝑒−𝑔

which we can rearrange to solve for the required rate of return:

𝑟𝑒 =
𝐷1

𝑃0
+ 𝑔

• We can estimate the growth rate, g, by using third-party estimates of the company’s dividend growth or estimating the company’s sustainable growth.

• The sustainable growth is the product of the return on equity (ROE) and the retention rate (1 minus the dividend payout ratio, or 1 −
𝐷

𝐸𝑃𝑆
): 

𝑔 = 1 −
𝐷

𝐸𝑃𝑆
ROE



DDM (Example)

Problem

Suppose the Gadget Company has a current dividend of £2 per share. The current price of a 
share of Gadget Company stock is £40. The Gadget Company has a dividend payout of 20% and 
an expected return on equity of 12%. What is the cost of Gadget common equity?

Solution

Using the dividend payout and the return on equity, we calculate g:

𝑔 = 1 − 0.2 × 0.12 = 0.96, or 9.6%

Then we insert g into the required rate of return formula:

𝑟𝑒 =
£2 (1 + 0.096)

£40
+ 0.096 = 0.0548 + 0.096 = 0.1508, or 15.08%

If Gadget raises new common equity capital, its cost is 15.08%.



Bond Approach

• The bond yield plus risk premium approach requires adding a premium to a 

company’s yield on its debt:

re = rd + Risk premium 

• This approach is based on the idea that the equity of the company is riskier than its 

debt, but the cost of these sources move in tandem.

• This approach has nothing to do with James Bond. Those movies are overrated.



Solving for Ke for scratch

• Refer to the supplementary MS Excel file for a Brazilian / Indian 
example to be demonstrated in class. 



Flotation Costs

• A flotation cost is the investment banking fee associated with issuing securities.

• There are two treatments for flotation costs:

1. Adjust the price of the security in the return calculation by the flotation cost, or

2. Adjust the NPV of the project for the monetary cost of flotation.

• Adjusting the NPV is preferred because the flotation costs occur immediately rather than affect the company throughout the life of the project.

Problem

Suppose a company has a project with an NPV of $100 million. If the company issues $1 billion of equity to finance this project and the flotation costs are 1.2%, what is the NPV 

after adjusting for flotation costs?

Solution

NPV = $100 million – $12 million = $88 million



The Upshot

• The weighted average cost of capital is a weighted average of the after-tax marginal costs of each source of capital. 

• An analyst uses the WACC in valuation. For example, the WACC is used to value a project using the net present value method.

• The before-tax cost of debt is generally estimated by means of one of two methods: yield to maturity or bond rating.

• The yield-to-maturity method of estimating the before-tax cost of debt uses the familiar bond valuation equation. 

• Because interest payments are generally tax deductible, the after-tax cost is the true, effective cost of debt to the company.

• The cost of preferred stock is the preferred stock dividend divided by the current preferred stock price.

• The cost of equity is the rate of return required by a company’s common stockholders. We estimate this cost using the CAPM 

(or its variants) or the dividend discount method.



The Upshot (Contd.)

• The CAPM is the approach most commonly used to calculate the cost of common stock. 

• When estimating the cost of equity capital using the CAPM when we do not have publicly traded equity, we may be able to use the pure-play method, in which we 

estimate the unlevered beta for a company with similar business risk and then lever that beta to reflect the financial risk of the project or company.

• The dividend discount model approach is an alternative approach to calculating the cost of equity.

• We can estimate the growth rate in the dividend discount model by using published forecasts of analysts or by estimating the sustainable growth rate:

• In estimating the cost of equity, an alternative to the CAPM and dividend discount approaches is the bond yield plus risk premium approach.

• The marginal cost of capital schedule is an illustration of the cost of funds for different amounts of new capital raised. 

• Flotation costs are costs incurred in the process of raising additional capital. The preferred method of including these costs in the analysis is as an initial cash flow in 

the valuation analysis.

• Survey evidence indicates that the CAPM method is the most popular method used by companies in estimating the cost of equity.



End of Class

• Next Monday we will practice a Case.

• The PDF will be uploaded on Thursday. Keep an eye on the course portal. 

• For the Quiz, revise conceptual issues discussed in class.


