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1: How to Determine the Required Rate of Return for Equity | Finance - Zacks
To calculate the required rate, you must look at factors such as the return of the market as a whole, the rate you could
get if you took on no risk (the risk-free rate of return), and the.

Capital Budgeting is a process used to make decisions about capital projects. Business, individuals and
governments need to be able to make rational decisions about whether to engage in a new project, or to decide
between multiple projects. A firm can spend its money in two ways. They spend money to pay for operational
expenses. They pay labor, inventory and utility expenses in order to continue to operate, so that they can
continue to generate profits for shareholders. A firm can also invest money into capital assets, in order to
expand operations. Shareholders always have options about where to invest their money, so if the management
of a firm decides to retain money in the company to invest in capital assets, shareholders need to be assured
that they will be compensated for the use of these funds. Management needs to limit their investments to
capital projects that will generate the most profit possible. Capital Budgeting is used to decide if a project
meets the requirements of management and shareholders before investment begins. Often a capital investment
will require a large initial expenditure, which will then generate revenue for some time in the future. Capital
Budgeting looks at the initial expenditure as well as the expected change in revenues and costs over the life of
the project. Cash flow analysis is then performed to estimate the positive or negative impact that the project
will have on the firm, and therefore shareholders. What is the Capital Budgeting Process? The Capital
Budgeting Process involves many steps, and each one is important to the successful decision making. The first
step in the Capital Budgeting Process is to estimate the project cash flows. Beginning with the initial
expenditure to purchase the capital assets, the Capital Budgeting Project will cause incremental cash flows to
the firm. This means that there will be changes in the cash flows directly attributed to the new Capital
Budgeting Project. Every project is expected to impact revenues and costs. The incremental change of these
cash flows needs to be estimated for the entire life span of the project. This will generate a series of cash flows
covering each year of the project, beginning with the initial purchase of capital assets. This series of cash
flows needs to include many important components. The initial outlay will happen at the beginning of the
project, but at the end of the project the assets purchased at the beginning may still have some value
remaining; this is the salvage value. This value needs to added to the final cash flow. There will be a tax
benefit to owning the capital asset during the lifespan of the Capital Budgeting Project due to the amortization
deduction. This is called a tax shield, and will positively affect cash flows over the life of the project. The
value of this tax shield can be calculated in different ways, depending on the type of amortization applied. In
Canada, declining balance is used to calculate the tax shield, and so the entire amount can be calculated and
discounted so as to be added to the initial cash flow at time zero. In the USA, declining balance and straight
line amortization are used, depending on the asset class, and so the amortization effect should be added to each
annual cash flow. Once a complete estimated series of cash flows has been done, then Capital Budgeting
Techniques can be used to analyze the cash flows, and make decisions about the Capital Budgeting Project. A
critical component of Capital Budgeting decision making is the cost of capital. Cost of capital refers to the
cost to the firm for the use of capital from various sources. The cost of capital is determined by the market
value of each of the funding sources of a firm. Interest rates will influence the cost of the firms borrowed
money. The expected return of shareholders will determine the cost of the equity in the company. This is
critical, since it does not make sense to invest in a project that will return at a rate lower than the cost of the
funds required to make the investment. This would mean investing in a project that is expected to lose money.
Managers would never engage in this activity as they would quickly be replaced by the shareholders. Once we
have and understand the cost of capital, we can use various Capital Budgeting Techniques to compare the
costs of capital against the cash flows, in order to make a good decision about the Capital Budgeting Project.
NPV Net Present Value can be used to determine the present value of all the cash flows, discounted at the cost
of capital rate. Payback period is used to quickly estimate the amount of time it will take to return the money
invested in the Capital Budgeting Project. The Profitability Index is used to understand the level of
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profitability of a project relative to its cost of capital. The Equivalent Annual Annuity provides the user with
an annual payment to be used to compare Capital Budgeting Projects with different life spans. Each of these
Capital Budgeting Projects have a different level of risk to a firm. Since Capital Budgeting involves estimating
future revenues and costs, higher levels of uncertainty will increase the risk that the Capital Budget will not be
accurate. Operating firms will already have existing capital projects involved in operations. These capital
assets will eventually need to be replaced, and each time the firm needs to review the options available to it.
Technology, operating requirements, and legislation could have changed, altering the operating characteristics
of the capital project. By analyzing the new Capital Budgeting Project, they can make good decision about
how and if they should replace the existing capital assets. A firm may wish to increase their current activities
to a larger scale. Often this involves purchasing new capital assets, similar to the ones that they already have.
This is expansion, and an important Capital Budgeting Project to help a firm grow. Sometimes a firm will
engage in new activities, different from what it has done in the past. This may be due to entering new markets,
or changing operations to a new location. This is considered the riskiest capital investment a firm can engage
in due to this high level of uncertainty. When the risk level of a Capital Budgeting Project increases the rate of
return needs to increase along with it. It does not make sense to engage in a capital project with higher risk
when the expected return is equal to a capital project with lower risk. This means that firms will often restrict
their capital investments to their area of expertise unless there is incredible opportunity to benefit from
entering into a new venture. When analyzing a Capital Budgeting Project, it is important to distinguish
between stand alone projects and mutually exclusive projects. When analyzing a standalone Capital Budgeting
Project, management is making a decision whether to make the capital investment or not. We use critical tests
to determine if the Capital Budgeting Project will return a sufficient profit to the firm, and therefore its
shareholders. There is often a minimum rate of return that any Capital Budgeting Project must generate in
order to be considered worthy of investment. This rate is often referred to as the hurdle rate. Sometimes
management must decide between multiple Capital Budgeting Projects. Rather than simply testing whether
any one Capital Budgeting Project is good, firms will test several options. When doing this type of analysis, a
firm is deciding which Capital Budgeting Project is the best. The same tests are used, and often the hurdle rate
will still apply as a minimum, but then the decision is to decide which project will return the highest benefit to
the firm and its shareholders. Making decisions between multiple Capital Budgeting Projects can be more
complicated, since each Capital Budgeting Project needs to be completed, and then more detailed analysis
may need to be done to compare the benefits. Different projects may have different levels of risk, as well as
having different life spans. The firm may have preferences for early positive cash flows rather than larger cash
flows in the future. It is important to understand what the shareholders expect management to do, and choose
the Capital Budgeting Project that best meets this expectation, while still generating the largest possible
benefit. If the NPV is positive, then the potential project is expected to generate a return higher than the cost of
implementation. NPV is used to compare the expected return of multiple projects, but care must be taken to
understand the effect different time horizons may have on the NPV of different projects. If the NPV Net
Present Value is positive, then the Capital Budgeting Project is expected to provide a return greater than the
required rate of return of the firm, and can be accepted. Sensitivity analysis can be used to understand the risks
posed by some projects. A look at the components of the annual cash flows will highlight uncertain values.
These estimated values should be tested to understand the effect that changes will have on the total NPV Net
Present Value. IRR is used to compare multiple projects, but has some limitations. It assumes that all positive
cash flows can be re-invested at the same rate of return. This might not be a reasonable assumption if the rate
differs from available rates of return available from other projects. IRR will also produce a false result if there
are positive cash flows followed by negative cash flows. The IRR Internal Rate of Return Calculation has a
drawback in that it assumes that all positive free cash flow will be re-invested at the same rate of return. This
might not be a plausible assumption depending on how close the IRR Internal Rate of Return is to typical
projects available to a firm. The result provided will be dependent on the values provided by the user. Cash
Flow Analysis The basic concept for Capital Budgeting is to convert a potential business project into a series
of cash flows. This is important as it highlights the importance of cash generation to a business. All activities
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in a business should be related or necessary to produce a benefit for the owners of the company. The main
benefit that shareholders look for are business profits. This is an important concept, because it is independent
of the size or growth stage of a company; a small company, a growth company, and a large dividend paying
company are all looking to generate profits from their activities and their investments. The difference between
them is what they intend to do with the profits that they generate. This means that Capital Budgeting
Techniques are used for all companies to make good investment decisions. The focus of each investment
activity is on the positive cash benefit received as a result, and any project that fails to generate the minimum
required level of cash will not be pursued. There are many companies that have made bad investment
decisions, and almost every time this is a result poor Capital Budgeting and poor planning. The other reason
for converting all activities into a series of cash flows is to have a single unit of comparison. It is difficult to
compare the non monetary benefit or cost of projects, but when converted into a series of cash flows, we can
use traditional Financial Calculations to compare the cash flows and make a financial decision on a Capital
Budgeting Project. We know from the Time Value of Money that there is a cost to money in the future, since
we would always rather have an equal amount of money today rather than ten years from now. In order to
Discount Cash Flows we need to understand the value that a firm places on their use of capital. This means
that a firm needs to receive this minimum rate of return in order to be willing to commit its capital. This is
known as the Required Rate of Return. This is normally equal to the market value of their capital.
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requiring high hurdle rates may signal that firms have good investment opportunities, which may have the side benefit of
motivating project sponsors to find better projects Can help in the negotiation process.

Calculate Variables In Calculating Holding Period Return Holding period return measures the value of an
investment over its entire lifespan. The beginning investment value is the amount you initially paid for the
investment when you purchased it. In other words, it is its initial market value. Holding period return also
takes into account any cash you periodically receive such as dividends from the investment over its holding
period. This is called current income for period. Along with current income, HPR looks at the capital gains or
capital losses of your investment. A capital gain or loss is the difference between the amount you pay for an
investment and the amount you sell it for. If you sell an asset for more than its original purchase price, you
make a capital gain. If you sell it for less than its original purchase price, you take a capital loss. Click here for
full article Benefits of Long-Term Investing One of the main concerns for any type of investing is market
volatility. Volatility measures the degree to which prices change over time. Another way to think of volatility
is in terms of price swings. Investments with high volatility have a high degree of risk because their prices are
unstable. It is important to note that short-term volatility is not necessarily indicative of a long-term trend. A
security can be highly volatile on a daily basis but show long-term patterns of growth or stability. Some
investments may maintain purchasing power over time, but can fluctuate wildly in the short term. How do you
know the real value of your investments? The value of almost every investment changes over time. The
amount of this change depends to a large degree on how long you hold onto your investment. This is different
from an annualized return, which measures the return adjusted for a one-year period, which may be more or
less than the actual holding period. It is expressed as a percentage, rather than an absolute dollar amount.
Because it takes into account both current income and capital gains, it can be used to find the true returns of
different types of investments. Enter a positive value for cash inflow and negative value for cash outflow. This
information may help you analyze your financial needs. It is based on information and assumptions provided
by you regarding your goals, expectations and financial situation. The calculations do not infer that the
company assumes any fiduciary duties. The calculations provided should not be construed as financial, legal
or tax advice. In addition, such information should not be relied upon as the only source of information. This
information is supplied from sources we believe to be reliable but we cannot guarantee its accuracy.
Hypothetical illustrations may provide historical or current performance information. Past performance does
not guarantee nor indicate future results.
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Consider this rate to be the required rate of return, or the hurdle rate of return, that the proposed project's return must
exceed in order for the company to consider it a viable investment. Required Rate of Return for Investments.

Share The required rate of return RRR is a component in many of the metrics and calculations used in
corporate finance and equity valuation. It goes beyond just identifying the return of the investment, and factors
in risk as one of the key considerations to determining potential return. The required rate of return also sets the
minimum return an investor should accept, given all other options available and the capital structure of the
firm. To calculate the required rate, you must look at factors such as the return of the market as a whole, the
rate you could get if you took on no risk the risk-free rate of return , and the volatility of the stock or the
overall cost of funding the project. Here we examine this metric in detail and show you how to use it to
calculate the potential returns of your investments. Discounting Models One particularly important use of the
required rate of return is in discounting most types of cash flow models and some relative value techniques.
Discounting different types of cash flow will use slightly different rates with the same intention - finding the
net present value. Common uses of the required rate of return include: Calculating the present value of
dividend income for the purpose of evaluating stock prices Calculating the present value of free cash flow to
equity Calculating the present value of operating free cash flow Equity, debt and corporate expansion
decisions are made by placing a value on the periodic cash received and measuring it against the cash paid.
The goal is to receive more than what you paid. In corporate finance, the focus is on the cost of funding
projects compared to the return; in equities, the focus is on the return given compared to the risk taken on.
Equity and Debt In equities the required rate of return is used in various calculations. For example the
dividend discount model uses the RRR to discount the periodic payments and calculate the value of the stock.
Finding the required rate of return can be done by using the capital asset pricing model CAPM. The CAPM
will require that you find certain inputs: Start with an estimate of the risk free rate. Then, take the expected
market risk premium for this stock. This can have a wide range of estimates. Or, you can simply derive it from
historical yearly market returns. Often, the market return will be estimated by a brokerage, and you can just
subtract the risk-free rate. Last of all, get the beta of the stock. The beta for a stock can be found on most
investment websites. To calculate beta manually, use the following regression model: We will assume the beta
is 1. Rmarket is the return expected from the market.
4: How To Calculate The Required Rate Of Return
The internal rate of return (IRR) is a capital budgeting term used to compare projects and to select the ones that offer
the most benefit (or return) for given capital expenditures. Simply put, the IRR is the discount rate that is required to
make the present value of the project's cost equal the present value of the project's future cash inflows.

5: Internal Rate of Return (IRR) - A Guide for Financial Analysts
The required rate of return for equity is the return a business requires on a project financed with internal funds rather
than debt. The required rate of return for equity represents the.

6: Internal Rate of Return (IRR) | Formula | Example | Calculator
The required rate of return (RRR) on an investment is the minimum annual return that is necessary to induce people to
invest in it. Investors use an RRR that is based on the risk of the investment.

7: ARR - Accounting Rate of Return Guide and Examples
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Rate of return - the amount you receive after the cost of an initial investment, calculated in the form of a percentage.
Rate of return formula - ((Current value - original value) / original.

8: How To Calculate Required Rate Of Return
Calculate rate of return The rate of return (ROR), sometimes called return on investment (ROI), is the ratio of the yearly
income from an investment to the original investment. The initial amount received (or payment), the amount of
subsequent receipts (or payments), and any final receipt (or payment), all play a factor in determining the return.

9: Calculating the Internal Rate of Return as a Capital Budgeting Tool
where C is the expected cash flow per period, R is the required rate of return, and T is the number of periods over which
the project is expected to generate income. However, many projects.
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