Balancing Act

Business skills
Qualifications

Capital structuring and managing our organisation’s cost of capital are
essential treasury skills. Doug Williamson shares a powerful weighted
averaging technique to improve the speed and transparency of this work

Calculating and explaining the cost of capital are fundamentally |

> important parts of the treasurer’s responsibilities. For this
reason, they are regularly included in assessments for the
ACT’s qualifications.

Cost of capital

All companies are funded by equity capital and most also have debt.

Each of these sources of capital has a cost, conventionally expressed
as an annual percentage of its current market value.

Operating returns

The returns out of which our cost of capital has to be met

or exceeded are the cash surpluses from our operations. Any
projects or operations that don’t achieve the cost of capital will
destroy value.

So it is an essential practical skill to be able to calculate and
explain cost of capital quickly and confidently, in order to evaluate
new proposals and continuing operations.

Let’s look at some examples.

Cost of equity
£3m of equity, costing a company 8% per annum, needs:
£3m x 8% = £0.24m per annum

This is the amount required by the equity investors.
The equity investors’ expected annual shareholder return

is the same percentage of 8%, on their investment of £3m:

£0.24m + £3m = 8%

Cost of debt
£1m of debt, costing the company 4% per annum after tax
relief, needs:

£1m X 4% = £0.4m per annum

The cost of debt is cheaper for the company, but debt is also
a more risky source of capital for the borrower. Equity is less risky
for the company, but more expensive.

Weighted average cost of capital
The average percentage cost of all sources of capital in combination
is calculated as the company’s weighted average cost of capital

. (WACC). For a listed company, WACC changes continuously, as

market values fluctuate.

A simplistic averaging technique would be to add up each of
the items, and divide by the total number of items. However, this
is normally too limited to give an accurate enough answer for
financial evaluations.
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Instead, we need a weighted averaging calculation. The best
weightings to use are normally current market values. This
technique of weighting by market values has many useful
applications in finance, not only WACC calculations.

Essential calculations
Calculations are also vital to gaining the ACT’s qualifications.

For example, the Certificate in Treasury Fundamentals (CertTF)
assessment requires you to answer and get right a minimum of eight
out of the 16 calculation questions included in every sitting, as well
as reaching the total pass mark.

All equity (100%)
Let’s start with a case where the proportion of equity funding is
100%, and the cost of equity is 8%, as before. The weighted average
cost of capital is simply 8%, the same as the cost of equity.

This would normally be the most conservative, safe and
flexible capital structure. The safety and flexibility enjoyed are
being paid for by a relatively high WACC.

Equal weightings (50%) A
Another simple case is where the A

Weighting x Cost = Weighted cost

D 1 4% 4%

+E 3 8% 24%

=(D +E) 4 28%

WACC = Total weighted cost + (D + E)
=28% + 4
=7%

Changing the balance of equity to debt, in the direction of more
equity, has increased the weighted average cost of capital.

The WACC of 7% still lies in between the debt cost of 4% and
the equity cost of 8%.

Make sense of your answers

Having an idea of the range of possible answers is always good
practice. It also gives a diagnostic of errors in calculations. Another
benefit is that it helps to communicate our correct results.

Explain and influence

Getting the correct answer to a calculation is only the first step
in practical work. We need to be fully confident in explaining
the rationale and implications of our figures to colleagues and
stakeholders. Transparent workings with intermediate figures
expressly set out, as in the tables in this article, will greatly assist
with communicating results and sensitivities.

According to our research, inexperienced treasurers fall short in skills
such as presentation and influencing.
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proportions of debt (D) and equity (E) are A

exactly equal. In this case the WACC will

be exactly halfway between the lower cost

of debt and the higher cost of equity. This

relationship is illustrated in the see-saw diagram (above).
We can also set out the calculation in a table.

Weighting X Cost = Weighted cost
D 2 4% 8%
+E 2 8% 16%
=(D + E) 4 24%
WACC = Total weighted cost + (D + E)
=24% + 4
=6%

This is the weighted average when the weightings are equal.
It is exactly halfway between 4% and 8%.

This company is enjoying a lower WACC, but it is a more risky
and less flexible capital structure than all-equity.

Weighted toward equity (75%)

A more conservative compromise response
would be to use a greater proportion of
equity funding, perhaps 75%. Now the
balancing point of our see-saw moves

to the right. The weighted average moves
closer to the equity cost of 8%.
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Practise, practise

Test your calculation skills and understanding of WACC with this
assessment question.

APP Group is funded by £5m of debt and £20m of equity.
Its annual cost of debt is 5% and the expected annual shareholder
return is 7%.
What is APP Group’s weighted average cost of capital?
A 56%
B 6.0%
C 6.6%
D 7.0%
(Based on Certificate in Treasury Fundamentals: Specimen paper, Q74)

The answer is C: 6.6%.
This is in between 5% and 7%, but closer to the equity cost of 7%,
because APP has more equity than debt.

(5x5% =25%) + (20 x 7% = 140%) = 165%

165% + (5 + 20 = 25) = 6.6%

Doug Williamson FCT, is a
treasury and finance coach
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