Matching Cash Flows to Discount Rates for Various Financial Claims

	Financial Claim
	Discount Rate
	Discount Rate 
Formula (CAPM)
	Comment

	Cash Flows to All Investors
	Unlevered Cost of Equity
	rA = rF + (A(rM – rF)
	The required rate of return on assets, or the unlevered cost of equity, is used to value cash flows that are expected to be received by all claimants given the target capital structure. The effect of tax deductibility of interest payments is reflected in the cash flows.

	Cash Flow to Creditors
	Cost of Debt
	rD = rF + (D(rM – rF)
	The cost of capital for debt depends on the extent to which debt service payments are subject to market risk.

	Cash Flow to Stockholders
	Cost of Equity
	rE = rF + (E(rM – rF)
	The cost of capital for equity depends not on the total risk of equity, but on the market component of the risk.

	Unlevered Free Cash Flow 
	Weighted Average Cost of Capital
	WACC = (D/V)(1-tc)rD + (E/V)rE
	The Weighted Average Cost of Capital (WACC) is used to value hypothetical cash flows as if the venture were financed entirely with equity. D and E are market values of debt and equity, V = D + E.  The tax benefit of debt financing is an adjustment to the cost of debt capital.*  

	rA = Return on Assets

rD = Return on Debt

rE = Return on Equity


WACC = Weighted Average Cost of Capital

(A = Asset Beta


(D = Debt Beta


(E = Equity Beta



rF = Risk Free Rate

rM = Expected Return on the Market
(rM – rF) = Market Risk Premium


tc = Corporate Tax Rate
D/V = Market Value Debt / Total Firm Value (Debt + Equity)
E/V = Market Value Equity / Total Firm Value (Debt + Equity)


* - The correct tax adjustment should be the net advantage of debt financing, giving consideration to the offsetting effects of personal taxes. However, this number is unobservable and difficult to estimate, so in practice, tc, the marginal corporate tax rate, is typically used. See Miller (1977) and DeAngelo and Masulis (1980).

