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Understanding the intricacies of corporate finance is vital for business leaders, investors, and financial
analysts alike. One of the fundamental concepts in this domain is determining the cost of raising
capital, which influences investment decisions, valuation, and overall financial strategy. A common
misconception among many is that firms must always incorporate flotation costs into their
calculations of the cost of capital. However, this is not entirely accurate under certain circumstances,
and understanding the nuances can lead to more precise financial planning.

In this article, we delve deeply into why a firm will never have to take flotation costs into account
when calculating the cost of raising capital, exploring the theoretical foundations, practical
implications, and the contexts in which this principle applies.

What Are Flotation Costs?

Definition and Components

Flotation costs refer to the expenses incurred by a company when it issues new securities to raise
capital. These costs encompass a wide range of expenses, including:

- Underwriting fees: Payments made to investment banks or underwriters for managing the issuance
process.

- Legal fees: Expenses related to legal documentation and compliance.

- Registration fees: Cost of registering securities with regulatory authorities.

- Printing and administrative costs: Costs associated with preparing prospectuses, marketing, and
distribution.

- Other miscellaneous costs: Advertising, due diligence, and other related expenses.

These costs effectively reduce the net proceeds the firm receives from a new issue, thereby
impacting the actual amount of capital available for corporate use.

Impact on Capital Raising

When a firm issues new equity or debt, flotation costs mean that the amount raised is less than the
gross proceeds from the market. For example, if a company wants to raise $1 million and faces
flotation costs of 5%, it must actually issue securities worth approximately $1.0526 million to net $1
million after costs.



Theoretical Foundations of Cost of Capital

Cost of Equity and Cost of Debt

The cost of capital includes the cost of equity and the cost of debt, which are used to evaluate
investment opportunities and determine the firm’s weighted average cost of capital (WACC).

- Cost of Equity (Ke): The return required by equity investors, often estimated using models like the
Capital Asset Pricing Model (CAPM).
- Cost of Debt (Kd): The effective rate the firm pays on its borrowed funds, adjusted for tax benefits.

Calculating the Cost of Raising Capital

When calculating the cost of raising capital, the focus is typically on the marginal cost of new funds.
This involves assessing what it costs the company to obtain additional funds, often ignoring one-time
issuance expenses, especially if they are considered sunk or non-recurring.

Key point: The theoretical valuation models treat the cost of capital as a per-unit rate that does not
directly include issuance costs unless explicitly modeled.

Why Flotation Costs Are Not Always Included in Cost of
Capital Calculations

1. Flotation Costs as Sunk Costs

In financial theory, flotation costs are viewed as sunk costs—expenses that have already been
incurred or are independent of the decision to raise new capital. Since sunk costs do not influence
future cash flows or the incremental cost of capital, they are generally excluded from the calculation
of the cost of capital.

Implication: When evaluating new projects or investments, firms focus on the incremental cost of
raising funds, which does not inherently include flotation costs.

2. Distinction Between Internal and External Financing

- Internal Financing: Using retained earnings or existing reserves typically does not involve flotation
costs.
- External Financing: Issuing new securities involves flotation costs.

In many cases, companies compare the cost of internal funds with the cost of external funds, where



flotation costs are more relevant. However, when calculating the cost of capital for new projects, the
primary concern is the before-flotation-cost rate.

3. Theoretical Models and Standard Practice

Most financial models and valuation techniques, such as the Capital Asset Pricing Model (CAPM) or the
Weighted Average Cost of Capital (WACC), assume that the cost of capital is a per-unit rate that
applies to all funds raised, regardless of flotation costs.

This is because flotation costs are considered a separate issue—a transaction cost rather than a
component of the cost of capital.

Practical Approaches to Accounting for Flotation Costs

1. Adjusted Cost of Capital for Project Evaluation

While theoretical models often exclude flotation costs, practitioners may adjust the hurdle rate or
discount rate used in project evaluation to account for these costs. This method involves:

- Increasing the required rate of return to reflect flotation costs.
- Using the net proceeds after flotation costs for project valuation.

However, this adjustment is not made when calculating the cost of capital itself, but rather when
determining the project-specific discount rate.

2. Incorporating Flotation Costs in Capital Budgeting

In capital budgeting, firms might:
- Calculate the gross amount needed to raise the desired net capital.
- Adjust the financing amount to include flotation costs.

- Use this gross amount to determine the effective cost of raising capital.

This ensures that the project is evaluated on a basis that considers the actual costs incurred.

When Do Flotation Costs Matter?

In Project Evaluation vs. Cost of Capital Calculation



- Project Evaluation: Flotation costs are often incorporated explicitly in the discount rate or cash flow
calculations to ensure accurate valuation.

- Cost of Capital Calculation: The standard approach considers the cost per unit of new capital without
flotation costs, as these are viewed as separate transaction expenses.

Legal and Regulatory Contexts

In some cases, regulatory frameworks or specific accounting standards may require firms to include
flotation costs in certain financial assessments. Nonetheless, from a pure financial theory standpoint,
flotation costs are excluded from the cost of capital.

Summary of Key Points

- Flotation costs are transaction costs incurred when raising new capital.

- They are generally viewed as sunk costs, not affecting the incremental cost of capital.

- Standard financial models, including CAPM and WACC, exclude flotation costs from their calculations.
- Flotation costs are considered separately during project evaluation by adjusting cash flows or
discount rates.

- The primary reason firms do not include flotation costs in the cost of capital calculation is the
principle of treating them as non-incremental, non-recurring expenses.

Conclusion

Understanding that a firm will never have to take flotation costs into account when calculating the
cost of raising capital is rooted in fundamental financial theory. Flotation costs are viewed as
transaction or issuance expenses that do not directly influence the per-unit cost of new funds.
Instead, they are accounted for separately in project-specific analyses or when determining the net
proceeds from securities issuance.

This distinction simplifies financial modeling and ensures that the core cost of capital reflects the true
return requirements of investors, unclouded by one-time issuance costs. Recognizing this principle
enables better financial decision-making, more accurate valuation, and strategic planning that aligns
with established financial theories and practices.

In essence: While flotation costs are important in practical financing decisions, they are not

incorporated into the calculation of the cost of capital, highlighting the importance of understanding
the separation between transaction costs and the intrinsic cost of funds.

Frequently Asked Questions



Why do flotation costs not need to be considered when
calculating the cost of retained earnings?

Because retained earnings are generated internally and do not require issuing new securities,
flotation costs are not incurred, so they are excluded from the calculation.

In what scenarios do flotation costs impact the cost of raising
capital?

Flotation costs impact the cost of raising capital when a firm issues new securities, such as new equity
or debt, but are not considered when using internal funds like retained earnings.

Is it true that flotation costs are always ignored in the cost of
capital calculations?

No, flotation costs are only ignored when calculating the cost of internal sources like retained
earnings; they are included when considering external financing options.

How does the exclusion of flotation costs influence a firm's
weighted average cost of capital (WACC)?

Since flotation costs are not included in the cost of internal funds, excluding them simplifies the WACC
calculation, but when issuing new securities, flotation costs are typically factored in separately.

Why is it important to distinguish between the cost of internal
and external capital in financial analysis?

Because internal capital like retained earnings does not involve flotation costs, whereas external
capital requires considering these costs, which affects the overall cost of raising funds.

Additional Resources

A Firm Will Never Have To Take Flotation Costs Into Account When Calculating The Cost Of Raising
Capital

Understanding the intricacies of capital raising is fundamental to effective financial management
within a firm. One common misconception in finance is the idea that flotation costs—fees and
expenses incurred when issuing new securities—must always be included when calculating the cost of
raising capital. However, the statement that a firm will never have to take flotation costs into account
when calculating the cost of raising capital warrants a nuanced discussion. This article delves into the
rationale behind this perspective, explores the circumstances under which flotation costs are
incorporated or ignored, and examines the implications for corporate finance decision-making.



Introduction to Flotation Costs

What Are Flotation Costs?

Flotation costs refer to the expenses incurred by a company when it issues new securities—be it debt
or equity. These costs include underwriting fees, legal and registration fees, accounting fees, printing
costs, and other miscellaneous expenses. Typically, flotation costs are expressed as a percentage of
the total funds raised.

Key features of flotation costs:

- They increase the effective cost of new capital.

- They vary depending on the type of security issued and market conditions.
- They are significant in large or frequent capital raises.

Why Do Flotation Costs Matter?

Understanding flotation costs is critical because they directly impact the net proceeds from the
issuance. If ignored, a firm might underestimate the true cost of capital, potentially leading to
suboptimal investment decisions.

Why Might The Statement Be True?

The assertion that a firm never has to consider flotation costs when calculating the cost of raising
capital can be grounded in certain theoretical and practical frameworks. The core idea revolves
around the concept of the cost of capital as a marginal or incremental measure.

Focus on After-Fee Cost in Investment Appraisal

When assessing whether a project is worthwhile, firms often compare the project's expected return to
the firm's cost of capital. This cost is generally calculated based on the cost of new capital—the rate
the firm must earn to attract funds—rather than the gross amount raised.

In this context:

- Flotation costs are viewed as a separate expense associated with issuing new securities.

- They are deducted from the gross proceeds to determine the net amount received.

- The cost of capital is then calculated using the net proceeds, effectively incorporating flotation costs
implicitly.

Thus, in certain models, flotation costs are embedded within the calculation, rendering explicit
inclusion unnecessary.



Implication of Using Net Proceeds

Many financial practitioners argue that since the funds received by the firm are less than the amount
paid by investors due to flotation costs, the effective cost of raising capital is higher than the nominal
rate of return on securities.

Example:

- A firm issues bonds with a nominal yield of 6%, but flotation costs of 2% mean the firm only nets
98% of the proceeds.

- The true cost of debt becomes the yield that equates the net proceeds to the discounted cash flows,
which is slightly higher than 6%.

In this approach, the flotation costs are inherently factored into the calculation, leading to the
conclusion that explicit addition is unnecessary.

Counterarguments and Situations Where Flotation
Costs Are Relevant

While the above rationale supports the idea that flotation costs may not need to be explicitly
considered when calculating the cost of raising capital, this is not universally accepted. Several
circumstances highlight the importance of explicitly accounting for flotation costs.

Explicit Inclusion for Accurate Cost Estimation

In many corporate finance contexts, especially when making precise project evaluations or capital
budgeting decisions, it is recommended to include flotation costs explicitly.

Methods include:

- Adjusting the cost of capital by dividing the cost of new securities by (1 - flotation cost percentage).
- Calculating the effective cost as:

\[

\text{Effective Cost} = \frac{\text{Nominal Cost}}{1 - \text{Flotation Cost Rate}}

\]

This ensures that the firm accounts for the actual expenses it incurs, leading to more accurate
valuation.

Pros of explicit inclusion:

- More precise estimation of capital costs.

- Better decision-making regarding whether to undertake a project.

- Avoids underestimating costs and overestimating project profitability.

Cons:
- Adds complexity to calculations.
- Requires accurate estimation of flotation costs, which can vary over time.



Impact on Investment Decisions and Capital Structure

Ignoring flotation costs can lead to undervaluing the real costs of financing, potentially leading to:
- Overinvestment in projects that are not truly profitable.

- Suboptimal capital structure decisions.

- Misestimation of the firm's weighted average cost of capital (WACC).

Therefore, in practical scenarios, especially where large capital raises are involved, explicit
consideration of flotation costs is often deemed necessary.

Theoretical Perspectives Supporting the Statement

Some financial theories and models support the idea that flotation costs need not always be explicitly
considered when calculating the cost of capital.

The Cost of Capital as a Marginal Measure

The modigliani-miller theorem and similar models suggest that, in a perfect market, the cost of capital
is independent of the method of financing. Flotation costs, being market frictions, are often viewed as
external to the fundamental cost of raising funds.

Key points:

- Flotation costs are considered transaction costs rather than intrinsic to the security's return.

- When calculating the cost of capital for valuation purposes, the focus is on the return required by
investors.

Using the Cost of New Capital vs. Cost of Existing Capital

- The cost of existing capital (e.g., existing debt or equity) does not include flotation costs because no
new issuance occurs.

- The cost of new capital, however, might incorporate flotation costs implicitly if based on net
proceeds.

Conclusion:

Many practitioners and theoretical models suggest that the cost of existing capital remains unaffected
by flotation costs, and only the cost of new capital should consider these costs explicitly.

Practical Implications for Financial Managers

Understanding whether flotation costs should be included in the calculation of the cost of raising
capital directly impacts corporate financial strategies.



When to Ignore Flotation Costs

- For internal project evaluations where the firm already has access to capital.

- When the flotation costs are negligible relative to the total amount raised.

- In situations where the focus is on the cost of existing funds, such as WACC calculations for ongoing
operations.

When to Consider Flotation Costs Explicitly

- During large capital raising efforts, such as IPOs or debt issuance.
- When precise cost estimation is critical for decision-making.
- In financial modeling that involves valuation of new projects or acquisitions.

Recommendations for practice:

- Use net proceeds in calculating the cost of new capital.

- Adjust the cost of capital by dividing by (1 - flotation cost rate) when necessary.

- Clearly distinguish between cost before flotation costs and effective cost after flotation costs.

Conclusion

The assertion that a firm will never have to take flotation costs into account when calculating the cost
of raising capital is context-dependent and rooted in certain theoretical frameworks. In many cases,
especially when using net proceeds or focusing on the cost of existing capital, flotation costs are
implicitly considered or deemed negligible. However, for precise valuation, especially involving new
securities issuance, explicitly incorporating flotation costs enhances accuracy and aligns with best
practices.

Ultimately, the decision hinges on the purpose of the calculation, the size and nature of the capital
raise, and the level of precision required. While the theoretical stance supports ignoring flotation costs
in some models, practical financial management often benefits from their explicit consideration to
ensure sound decision-making and accurate valuation.

Key takeaways:

- Flotation costs are an inherent part of raising new capital but may be embedded in certain
calculations.

- Explicit inclusion enhances accuracy for large or frequent capital raises.

- Context and purpose dictate whether flotation costs should be explicitly considered or indirectly
accounted for.

By understanding these nuances, financial managers can make informed choices that optimize capital
structure and investment decisions, ensuring the firm's financial strategies are both robust and
realistic.
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