Question 1: How would you expect the weighted average cost of capital (WACC) to differ if you had used market values of equity rather than the book value of equity, and why?
Book values are historical values. But we need to raise fund now. So we must calculate current WACC based on current situation & not historical costs. So we must use Market value of Debt & Equity to calculate WACC to get a realistic picture of cost of funds which will allow us to do capital budgeting decision 

[bookmark: _GoBack]Market Value of Equity will be different from Book value and will be more realistic of the Firm’s ability to raise funds If we use Book value of equity, then higher the firms Market value of equity to Book value of equity ratio, More WACC will be underestimated.

Question 2: What would you expect would happen to the cost of equity if you had to raise it by selling new equity, and why?
Issue of new equity is bad for existing shareholders as it reduces the value of the stock they own. An increase in number of shares will reduce the percentage of ownership of existing shareholders in the company. Also due to increase in number of shares, earnings per share will decline unless the new equity results in increase earnings and increase shareholder value in the long term.

Cost of new equity will be different than existing cost of equity as market already knows how good or bad is the company’s performance. In our case, Costco is doing pretty well & its $0.05 face value share is trading at $100+.  
So Cost of newly issued stock (Ks) is as shown below. As P0 is large, Cost of new equity to Costco will be low. Also note that as this is a new issue, we need to also consider flotation costs.
So cost of new equity will be :-
 
P0 (1-F)  = D0*1+g) / (Ks-g)
Or Ks = D0*(1+g) / [P0(1-F)]  + g

where:
F is  the percentage flotation cost
D0 is Current Dividend 
g is growth rate
P0 is current share price
Question 3: If the after-tax cost of debt is always less expensive than equity, why don't firms use more debt and less equity?

All Firm needs to maintain an optimal mix of Debt & equity for its share price to be attractive for investors to buy its stock. For this, the firm tries to balance the debt & equity ratio so that its share price is maximum. For this to happen, every company has a target capital structure which it uses while taking capital budgeting decisions., 

So when a Company’s Debt to equity ratio is high, an increase in debt will not be seen as positive by existing lenders & shareholders. So cost of additional debt will increase & due to high debt, share price will decrease. So company goes for additional debt only when its debt to equity ratio is low & it has sufficient funds to service the new debt (TIE ratio). If company is not in a position to service additional debt which is fixed outgo on regular basis, it may go bankrupt.

Question 4: What are some of the advantages and disadvantages of raising capital by using debt?

Any business needs finance either Owner equity or Debt. Debt financing has several advantages & disadvantages.
Debt finance allows you to remain your own boss. You just pay the lender the interest & principal as per payment terms while you run the business as you want it to run.  Debt has tax advantages as repayment of principal & interest are allowed as Business expenses. This lowers Business’ taxable income & thus reduces taxes. So if Your debt has a rate of 15% & Tax rate is 40%, your effective cost of debt is 15%*(1-40%) = 9%. SO your effective Debt interest rate is much lower than actuals.
Disadvantages of Debt financing are that you have to make repayments of Loan at predefined regular intervals. This is irrespective of whether your business is generating profits or not. If you go bankrupt, lenders will take over the business.
Loan default will affect your credit ratings as each Loan will increase the risk to lender. Also Interest rates vary with macroeconomic conditions, credit history, and credit rating. Also one needs to give collateral to lender against loans so that lender can recover his money if you default.


Question 5: How “floatation costs” would impact the WACC, and how could they have been incorporated in the formula?

Flotation costs will affect the cost of debt & equity. Floatation costs reduce the proceeds realized by the firm on a bond or equity issue. However firm still needs to service the same face value of debt by expensing the Floatation costs.

Flotation costs are thus incremental cash out flows of the project. Floatation costs reduce the Project’s NPV since they increase the initial project cost (i.e., CF0).

In nutshell, Amount Raised either from debt or equity = Proceeds from issue / (1 - % flotation cost)
The % flotation cost is a weighted average based on the average cost of issuance for each funding source and the firm’s target capital structure: 

So % floatation cost = (E/V)* fE + (D/V)* fD
Where E is Equity issue, D is Debt issue, V is total size od issue i.e. D+E. 
fE & fD are floatation costs for Equity & Debt issues.

WACC won’t change due to floatation costs as WACC = Kd*(1-T)*Wd + Ke*We





