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Before-tax cost of capital is a critical metric for the company's financial strategy, investment decision-
making, and overall corporate growth plans. Understanding how Makhado Limited determines its optimal
mix of debt and equity financing, and how this influences its cost of capital, is essential for investors,
financial analysts, and stakeholders aiming to assess the company's financial health and strategic direction.
This article explores the concept of the cost of capital within the context of Makhado Limited's targeted

capital structure, delving into key components, calculations, and strategic considerations.

Understanding Capital Structure and Its Importance for Makhado
Limited

What Is Capital Structure?

Capital structure refers to the proportion of debt and equity that a company uses to finance its operations
and growth initiatives. It represents the company's financial leverage and influences its risk profile, cost of

capital, and overall valuation.

Why Does Makhado Limited Focus on a 60% Equity and 40% Debt Mix?

Makhado Limited’s target of 60% equity and 40% debt reflects a strategic decision aimed at balancing the
benefits and risks associated with each funding source:

- Equity Financing: Provides stability and reduces financial risk but may dilute ownership and earnings.
- Debt Financing: Offers tax advantages through interest deductibility and can lower the overall cost of

capital but increases financial risk.

Choosing this optimal mix helps Makhado Limited maximize its value while maintaining manageable risk

levels, especially considering industry standards, market conditions, and the company's growth prospects.



Components of Cost of Capital for Makhado Limited

The overall cost of capital is a weighted average of the costs of equity and debt, known as the Weighted
Average Cost of Capital (WACC). For Makhado Limited, understanding each component is crucial for

strategic financial planning.

Cost of Equity

The cost of equity represents the return required by shareholders to compensate for the risk of investing in
Makhado Limited. It can be estimated using models like the Capital Asset Pricing Model (CAPM):

CAPM Formula:
\[ \text{Cost of Equity} = R_f + \beta \times (R_m - R_f) \]

Where:

- \( R_f\) = Risk-free rate (e.g., government bond yield)

- \('\beta \) = Measure of the stock's volatility relative to the market
- \( R_m \) = Expected market return

Key Points:

- A higher beta indicates higher risk and thus a higher cost of equity.

- The risk-free rate reflects the baseline return on riskless investments.

- The market risk premium (\( R_m - R_f\)) accounts for the extra return investors require for taking on

market risk.

For Makhado Limited:
Suppose the current risk-free rate is 4%, the beta is 1.2 (reflecting the company's risk profile), and the

expected market return is 10%. Then:
\[ \text{Cost of Equity} = 4\% + 1.2 \times (10\% - 4\%) = 4\% + 1.2 \times 6\% = 4\% + 7.2\% = 11.2\% \]

This percentage indicates the return shareholders expect for the company's risk level.

Cost of Debt

The cost of debt is the effective interest rate Makhado Limited pays on its borrowed funds, adjusted for tax

benefits:

Before-tax Cost of Debt:

- Determined by current borrowing rates, company credit rating, and market conditions.



After-tax Cost of Debt:
\[ \text{Cost of Debt (after-tax)} = \text{Interest Rate} \times (1 - Tax Rate) \]

Since interest expenses are tax-deductible, debt financing offers tax savings, effectively reducing the

company's overall cost of capital.

Example:

If Makhado Limited borrows at an interest rate of 8%, and the corporate tax rate is 30%, then:
\[ \text{ After-tax Cost of Debt} = 8\% \times (1 - 0.30) = 8\% \times 0.70 = 5.6\% \]

This lower rate makes debt an attractive financing source, provided the company maintains manageable

leverage levels.

Calculating the Weighted Average Cost of Capital (WACC) for
Makhado Limited

The WACC combines the costs of equity and debt, weighted according to the company's target capital

structure:

\[ \text{ WACC} = \left( \frac{E}{V} \times R_e \right) + \left( \frac{D}{V} \times R_d \times (1 - T)
\right) \]

Where:
-\( E\) = Market value of equity
-\( D \) = Market value of debt

- \( V'\) = Total value of financing (E + D)

-\( R_e \) = Cost of equity

-\(R_d \) = Cost of debt

-\( T\) = Corporate tax rate
Applying Makhado Limited’s Target Structure:
- Equity proportion \( \frac{E}{V} = 60\% \)
- Debt proportion \( \frac{D}{V} = 40\% \)

Assuming:

-\(R_e = 11.2\%\) (from earlier calculation)
-\( R_Ld = 8\% \) (interest rate on debt)
(T =301%\)



Calculation:

\[ \text{ WACC} = (0.60 \times 11.2\%) + (0.40 \times 8\% \times (1 - 0.30)) \]

[

\[ = 0.60 \times 11.2\% + 0.40 \times 8\% \times 0.70 \]
\[ = 6.72\% + 2.24\% \]

\[ = 8.96\% \]

Therefore, Makhado Limited’s approximate pre-tax WACC is 8.96%, representing the minimum return the

company needs to generate to satisfy both debt holders and equity investors.

Strategic Implications of Cost of Capital for Makhado Limited

Investment Decision-Making

- Projects with expected returns above the WACC create value for shareholders.

- The cost of capital acts as a benchmark to evaluate potential investments.

Financial Planning and Risk Management

- Maintaining an optimal capital structure minimizes the cost of capital while managing risk.
- Excessive debt increases financial risk, potentially raising the cost of capital.

- Too much equity may dilute earnings and increase the cost of capital due to higher equity premiums.

Impact on Valuation

- The weighted average cost of capital directly influences the valuation of Makhado Limited.

- Lower WACC typically increases company valuation, making it more attractive to investors.

Factors Affecting Makhado Limited’s Cost of Capital

- Market Conditions: Fluctuations in interest rates and market risk premiums.
- Company Credit Rating: Determines borrowing costs.

- Industry Standards: Peer company capital structures influence optimal ratios.



- Economic Environment: Inflation rates, economic growth, and fiscal policies.

- Internal Financial Policies: Dividend policy, retained earnings, and investment strategies.

Conclusion: Managing the Cost of Capital for Sustainable Growth

Makhado Limited’s focus on a 60% equity and 40% debt capital structure reflects a strategic balance aimed at
optimizing its weighted average cost of capital. By understanding and carefully managing the components
of the cost of capital—particularly the before-tax cost of debt and the cost of equity—the company can make
informed investment decisions, enhance shareholder value, and sustain growth in a competitive
environment. Monitoring market conditions and adjusting capital structure components as needed ensures
that Makhado Limited remains resilient and financially efficient, ultimately supporting its long-term

strategic objectives.
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Frequently Asked Questions

What is the target capital structure of Makhado Limited?

Makhado Limited's target capital structure is 60% equity and 40% debt.

How does the target capital structure impact Makhado Limited’s cost of
capital?

The target capital structure influences the weighted average cost of capital (WACC) by balancing the costs



of debt and equity to optimize overall financing costs.

‘What is the significance of the "before-tax’ cost of debt in calculating
Makhado Limited’s cost of capital?

The 'before-tax’ cost of debt is used as it reflects the interest expense before tax deductions, which is

essential for calculating the pre-tax component of the WACC.

How do changes in the debt-to-equity ratio affect Makhado Limited's cost
of capital?

Increasing debt generally lowers the overall WACC due to the tax deductibility of interest, but excessive

debt can increase financial risk and costs.

Why is it important for Makhado Limited to maintain a specific target

capital structure?

Maintaining a target capital structure helps optimize the firm's cost of capital, minimize financial risk, and

enhance shareholder value.

How do tax considerations influence Makhado Limited’s cost of capital

calculations?

Tax considerations, such as the tax shield on debt interest, reduce the effective cost of debt and impact the

weighted average cost of capital.

What are the components involved in calculating Makhado Limited’s
weighted average cost of capital (WACC)?

The components include the cost of equity, the before-tax cost of debt, and the proportions of debt and

equity in the target capital structure.

How does the "before-tax' cost of debt differ from the 'after-tax' cost of
debt?

The 'before-tax’ cost of debt does not account for tax deductions, whereas the 'after-tax’ cost reflects the

effective cost after considering the tax shield.



What methods can Makhado Limited use to determine its cost of equity?

Methods include the Capital Asset Pricing Model (CAPM), Dividend Discount Model (DDM), or other risk-

adjusted models.

Why is understanding the cost of capital crucial for Makhado Limited’s

investment decisions?

It helps assess the feasibility and profitability of projects, ensuring investments exceed the company's

minimum required return aligned with its cost of capital.

Additional Resources
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Understanding the cost of capital is fundamental for any company aiming to optimize its financial strategy
and maximize shareholder value. For Makhado Limited, which has established a target capital structure
comprising 60% equity and 40% debt, analyzing the cost of capital—particularly before-tax—is essential for
informed decision-making. This article provides a comprehensive review of the cost of capital in this

context, exploring its components, implications, and strategic considerations.

Understanding Cost of Capital in the Context of Makhado Limited

The cost of capital refers to the minimum return that a company must earn on its investments to satisfy its
investors or creditors. It serves as a benchmark for evaluating potential projects and investments, ensuring
that resources are allocated efficiently. In Makhado Limited’s case, with a target capital structure of 60%

equity and 40% debt, understanding both components' costs is vital.

The before-tax cost of capital mainly considers the costs associated with debt and equity before accounting
for taxes because interest expenses are tax-deductible, which impacts the overall effective cost. This analysis
provides insight into the company's funding costs without the influence of tax shields, offering a clear view

of the raw expense of capital.



Components of Cost of Capital

The total cost of capital comprises primarily two elements:

1. Cost of Equity

The cost of equity reflects the return required by shareholders for investing in the company. It is

influenced by market risk, company-specific risk, and broader economic factors.
Methods for Estimating Cost of Equity:

- Capital Asset Pricing Model (CAPM):
\(\text{Cost of Equity} = R_f + \beta (R_m - R_f)\)
where \(R_f\) is the risk-free rate, \(\beta\) measures the stock’s volatility relative to the market, and

\(R_m - R_f\) is the market risk premium.

- Dividend Discount Model (DDM):
Suitable for companies with stable dividend policies; estimates the cost based on expected dividends and

stock price.
Features & Considerations:

- High Beta: Indicates higher risk and thus higher required returns.
- Market Conditions: Fluctuations in interest rates and economic outlook influence the cost.

- Company Performance: Stable earnings may lower perceived risk, reducing the cost.

Pros:
- Reflects the true return demanded by equity investors.

- Incorporates market expectations.
Cons:

- Sensitive to assumptions about beta and market risk premium.

- Difficult to estimate accurately during volatile periods.

2. Cost of Debt

The cost of debt is the effective rate that Makhado Limited pays on its borrowed funds. Since debt interest

is tax-deductible, the after-tax cost is typically used for capital structure decisions.



Before-tax cost of debt is simply the interest rate on the company's borrowings, unaffected by tax

considerations.
Features & Considerations:

- Interest Rates: Determined by prevailing market rates, credit rating, and loan terms.
- Fixed vs. Variable: Fixed-rate debt guarantees consistent costs, while variable rates fluctuate with market
conditions.

- Creditworthiness: Stronger credit ratings typically lead to lower borrowing costs.
Pros:

- Generally cheaper than equity due to lower risk for debt holders.

- Tax shield benefits (though excluded in the before-tax analysis).

Cons:

- Increases financial risk—higher debt levels can lead to financial distress.

- Fixed obligations regardless of company performance.

Implications of the Target Capital Structure (60% Equity / 40%
Debt)

Makhado Limited’s chosen capital structure influences its overall cost of capital and risk profile.

Advantages of a 60% Equity and 40% Debt Mix

- Balance Between Risk and Leverage:

Maintains moderate leverage, reducing the financial distress risk associated with higher debt levels.
- Cost Optimization:
By leveraging debt (which is cheaper than equity), the company can potentially lower its overall

weighted average cost of capital (WACC).

- Flexibility:

Adequate equity cushions help absorb shocks during downturns.

Potential Drawbacks:



- High Equity Portion:

Might limit potential returns to shareholders compared to higher leverage scenarios.

- Debt Limitations:
The 40% debt ratio must be managed carefully to avoid excessive financial risk, especially if market

conditions worsen.

Strategic Considerations

- Tax Implications: While the before-tax cost is considered here, the tax shield on debt can make debt
financing even more attractive in after-tax calculations.

- Market Conditions:

Changes in interest rates or equity risk premiums can shift the optimal capital structure.

- Industry Standards:

Comparing with peers can inform whether 60/40 is optimal or if adjustments are needed.

Calculating the Weighted Average Cost of Capital (WACC)

The WACC combines the costs of debt and equity, weighted by their proportions in the capital structure:

\

\text{WACC (before-tax)} = \left(\frac{E}{V} \times R_e\right) + \left(\frac{D}{V} \times R_d\right)

- \(E\) = Market value of equity
- \(D\) = Market value of debt
-\(V =E + D\) = Total value of capital
- \(R_e\) = Cost of equity

- \(R_d\) = Cost of debt (before-tax)

Given Makhado Limited’s target structure:

-\(E/V = 60\%\)
~\(D/V = 40\%))

Assuming estimations of \(R_e\) and \(R_d\) based on market data, the company can compute its before-tax



WACC, which serves as a benchmark for evaluating investment projects.

Strategic Use of Cost of Capital Data

Understanding the before-tax cost of capital allows Makhado Limited to:

- Evaluate Investment Opportunities:

Projects should ideally generate returns exceeding the WACC to add value.

- Determine Optimal Capital Structure:

Adjust the mix of debt and equity to minimize the WACC while managing risk.

- Assess Financial Performance:

Comparing actual returns against the cost of capital indicates value creation or destruction.

- Plan for Future Financing:

Anticipate the impact of market fluctuations on borrowing costs and equity expectations.

Limitations of the Before-tax Cost of Capital

While useful, relying solely on before-tax figures has limitations:

- Neglects Tax Shield Benefits:

Ignoring tax advantages of debt can overstate the true cost of capital.

- Market Variability:

Fluctuations in interest rates and investor expectations can make estimates volatile.

- Assumption of Stable Conditions:

The static nature of these calculations may not reflect dynamic market environments.

- Risk of Oversimplification:

The approach assumes constant beta and risk premiums, which can vary over time.



Conclusion

For Makhado Limited, with a targeted capital structure of 60% equity and 40% debt, understanding the
before-tax cost of capital is a critical element in shaping its financial strategy. It offers a foundational
perspective on the raw costs associated with raising funds, enabling the company to optimize its capital
structure, evaluate investment opportunities, and manage financial risk effectively. While the before-tax
approach provides clarity, integrating tax considerations and market dynamics will lead to a more
comprehensive understanding of the company's overall cost of capital, ultimately supporting sustainable

growth and value creation.

In summary:

- The cost of equity and debt are key components, each with distinct features, advantages, and limitations.
- The target capital structure influences the overall cost and risk profile.
- Calculating and understanding the before-tax WACC helps inform strategic decisions.

- Continual monitoring and adjustment are necessary to adapt to changing market conditions.

By carefully analyzing these factors, Makhado Limited can position itself for efficient capital utilization,

improved financial performance, and long-term success.
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