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Tho cost of copito| os o §tondord for investment declalons
hos been one o' the most thoroughly reseorched ond yet one o'
tho most ombiguous ond controveGıol topic§ ln the fl6ld of mod6m
finonco. lt |s common prcctlce to ottempt to ovoluoto the rolotlvo
ottloctiveness of proposed investment pİoiects by odiustino the
discount aotes opplied to proiect cosh floü,s. This procesa of
ovoıuoting compoting investment Droposols i§ one of the mogt |m-
portont finonclo| probıems foced by tho monooers o' 

'arms.Wthout o knowlodge of iı§ cost of copitol. İhe firm will hove
difficuıtias in two oreos. Fir9t, it will not bo oble to correctly sel€ct
tho cutoff aote for new copatol budgoting proposols. The cost o'
copİtol §eporotes tho proposol§ thot increoso tho 

'iİm's 
net pao-

sent volue flom those thot moy decreos€ lt, second, th6 
'lrmwill not hove o completo plcture when decıdlng whlch securltles

8hould be u§od to roise oddationol funds. Knowinğ tho exı§tlng
cost oİ copitol ond the cost o' rolsino funds from different sources
con holp the flnonciol monooer solect odditionol fİnoncino.

Any thoory of optimol inve§tment decisions is premised on the
existence of on obiective function thot the 

'ilm 
moximlzes. current

tlnonciol thoory gonerolly ossumes thot tho flrm should moxlmlze
tho morket volu6 of ıts common shoros. Tho behovior of tho flrm
under uncertointy ond thg voluotion of İisky ossets oro bcsic con-
c€rns o' 

'inonciol 
theoİists. ond th6le a§ o orowİno body of lltero-

PROBLEMS WlTH THE TRAD|TİONAL COST OF CAP|TAL
ESTIMATES AND AN ANALYS|S OF RECENİ DEVELOPMENTS

lN OAP|TAL BUDGETING THEoRY : A sUMMARY,

Thl§ summ8.y oi th, Ph-D. d|3s.rt!don hrs b6.. p..p.rod by tnğ .uüor

Membor ol thğ t6aching slarl, ıh. F.cuıly o' EconoDlc. .nd Adfrlntllrrilv.
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turo thot oxp|olns how shore Voloes ole d€tolmined und6l condI,

tions of uncenolnty.

Tho disŞertotion begins with o review ot oxisting troditionoı

copitol budgetıng mod6ls, focusing orı tho t,oditionol w6ight6d

ou;l,ogu 
"o;t 

of copito] (wAcc} method ond tho Modig|ioni ond

t,ıiller (İ\4M} voluotion model. Th]s puts into perspectiVe the lo,

cent d;vel;pments in copitol budgeting theory u,hich ore subso,

quently presented ln the dissertotion,

Much of tho eorly literoture is concerned with tho MM propo-

sition thot the morket volue of o İirm is unotfected by its finon,

cing decisions, ond most of the eorly proofs u§e the orbitroge

org-ument. irNı emphosized the now obvious conclusions lhot the

ioioı uol,-ıo of o firm depend§ on the noture of its ossets ond, in

lı,e ousence of to)(c§, ıs independent of finonciol structure, As o

aon"i ot'ı,"ol.v, there oppeors to be no unique optimum copltol

"İİr"trru 
to, o fiım, Holvever, when corpo,ote toxotion is consi,

a"r"o. 
'ı," 

tirm's voıue increoses with the proportion oi debt in

in"-*pit"ı structure. This leods to the conclusion thot tho optİmol

"op'"ı'aur",rr" 
should contoin oll debt, o conclusion thot few

monogers would occept.

Threo bosic mode|s ore used in copitol budgeting theory; the

weigııteJ overoge co§t of copitol (wAcc) method, the Milıer ğnd

v"jig]i;ı rvM) opprooch, ond the odiust€d present volue (APV)

opprJo"n. iı,u copitol osset pricing model {OAPM), which is o se-

olioi" mooeı. con be used in con|unction with ony of the thlee
'.",hoa" ,o detelmine ühe cosl oi equltv copitol, The wAcc plo,

""orr" 
r.u" o discount foctor bosed on the overoo€ cost of finon-

cing. The MM method deols with on overoll cost ot copitol meosure

'ı,oi 
oair"," for both business ond finonciol risk, The APV opplooch

discounts ot o rote oppropriote for o pure equity firm ond then

oaJ" uo"ı the vo'ue ot the benefits of incremontol debt Finolly,

iJ cepv ,""" o risk-odiusted discount rote which is composed

of,t".i"kı""" rote plus o plemium for lhe undiversifıoble rlsk

of o pro|ect,

Tho troditionol wAcc method is reviewed in chopter l, An

onolysls j6 mode of ıhe recent orguments thot hovo been roised

cgoinst tn" wAcc, ond the opproprioterıess of the wAcc İo,mulo

for evolı]otion of finjte,lıVed investment proiects ls 0160 discussed,

lt is found thot the oppropriote discount loto (ADR) lor copitol

budgeting decisions for fjn]te-lived proiects (othor thon n=l) is not
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the troditionol wAcc. lt is ol8o shown thot tho dlfferenco betwoen
the ADR ond the wAcc dep€nds upon th9 tinonclng orrongem€nt

'oa 
ğ pİo|€ct,

The MM voluotlon th€ory ond o somple of some theoı6ticol
criticisms thot oİo |.oised ogoinst thg MM oİgumont oro presonted
ond dl§cus§ed ln chopter l'. By lntroducing the po§§lbllity o' bonk-
rırptcy cost into th6 onolysis, th6 effect of finonciol lev€rogo on
the morkot volue of o flrm ls onolyzed. The trodillonol wAcc for-
mu|o ls comporod İo th6 MM cost o' copltol, ond lı Is found thot
th€y oİe 6guivol6nt lf the 

'irm's 
curTent ond future toİget lev6İo0o

is the som€. Bl.rt, when growth ls present, it is 9ho^rn thot tho wAcc
undole§limotes the MM cost of copJtol signlficontly.

chopıer lll intİoducos o netv investment Clecision rule . Adiusted
Present Voluo- into the copltol bijdgeting onolysls, Tho gen€İol
formulo ond th6 clo§od-form expressiorl for th6 APV m€thod oro
dorived, ond tho APV rule to evoluote finite or infinite_lived pro|ects
is djscussed ln g.got d€toil. when co§t of copltol formulos ore
compored to tho AFy' formulo for finite-lived pro|eci§, it as found
thot tho MM cost ot copltol ond the trodltionol wAcc formulds
understoto the truo cost of copatol, Thu§, using tho net present
volue NPV) method, lt |s shown thot the u§o of th€ MM ond thewAcc ın the NPV rnethod ovorstotes the t.u6 exc€ss NPV o' o
tinitoJlved proiect.

ln chopter lV. the copltol oss6t priclng model (CAPM) is ıntro-
duced jnto tho onolysis of copjtol budgetjng. when the OAPM is
intogroted with the MM toİ_odiusted Vcluotion modol, at l§ found
thot th€re oro 6ome theoretjcol plobl€ms ond incon§igtencie§ le,
gording th6 relotionship bot!ıreen the flrm'g §y§temotlc ngk Beto)
ond ıts levorooo, lntroducino riŞky d6bt lnto tho onolysl§. wo
Drosont o revisod formulotion thot integİotes theso two moclels
opproprlotoly. Tho probloms o6socloıed with tho use of formulos
d€rlved flom the CAPM to ronk proioct§ ore discus§ed. comporino
the troditionol copitol budgoting folmulo to tho formulo deİivo;

'rom 
tho oAPM, tho İoctors thot d€termlne tho systomotlc ri§k

oro onolyzod, ond lt ls shori,n thot o p.o|6ct's Boto doDends upon
the llf€ of the pfo|ect ond tho elostlclty of expectotions. Flnolly,
6rrol tobles olo pİepored to sho.J the potentiol orror§ cousod by
the use of the troditıonol foınulo insteod of the formulo derıv6;
from tho cApM, ond it ls found thot the trodltionol formulo con-gi§ü€ntly ovelestımqtes the volue of o proiect,
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Tho purposo of thls dlsşertotlorl la to roview ond to discu§s the

recent d9velopments in copitol budgetino theory, ln oddltion, o

comoorison q;d lnve5tigotion |s mode of the errors ond ploblems

"*J"ı"tJ 
wlth these throe spocific budoetino models (th6 wAcc

;;;J, İh" MM opprooch, ond the APV opprooch), After exploining

;;;;i;;;;.İy exomining the deflciencıes of 6och model, the the-

",","İ- rr"nl." ossoiioted with the lntogrotion ol thg oAPM

"iii-in"'in""" 
of copitol budgeting ole discu§§ed extonsive|y,

İnen İı," İ"ı.tıİ*tlp omong dlfferent cost of copltol meosuros ls

...İ-.J i" dotoil, İinolly, concluslons oıe drown conceming tho

".rİİ].*" "İİı," 
models wh6n used in copitol budgeting decision

opplicotlons.
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