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CHAPTER 10:  

RISK AND RETURN 

ASSESSING THE RETURN AND RISK CHARACTERISTICS OF A SINGLE SECURITY 

This type of assessment can occur on an ex-post basis, which means we make use 

of historic data, or on an ex-ante basis, which means we make use of expected or 

future values. Although it is valuable to consider the historical performance of 

securities, investors are generally more interested in the future returns of a security.  

Evaluating historical returns  

When calculating the historical returns for a security for a single year, we can make 

use of the historical one-year holding period return (HPR), denoted by �̅� (“r-bar”), 

which is given by the following formula 

HPR = �̅� =
(P𝑡 − P𝑡−1) + D𝑡

P𝑡−1
=

(P𝑡 − P𝑡−1)

P𝑡−1
+

D𝑡

P𝑡−1
 

where P𝑡 refers to the price of the security at the end of the period, P𝑡−1 refers to the 

price of the security at the beginning of the period and D𝑡 refers to the dividend that 

was declared in the current period. 

The first factor, given by 
(P𝑡−P𝑡−1)

P𝑡−1
, is referred to as the capital gains yield, which refers 

to how much the security increased (or decreased) in value. The second factor, given 

by 
D𝑡

P𝑡−1
, is referred to as the dividend yield, which refers to the proportion of the 

security’s value that the dividend was. 

In the case where the returns are determined for a period of longer than one year, we 

can use a geometric or an arithmetic method. 

An arithmetic average return, denoted by 𝑟�̅�, is given by the following formula 

𝑟�̅� = ∑
𝑟𝑡

𝑛

𝑛

𝑡=1

 

where 𝑟𝑡 refers to the return of the security (�̅�) in year t and n refers to the amount of 

years for which the return is calculated. 

A geometric average return, denoted by 𝑟�̅�, is given by the following formula 

𝑟�̅� = [∏(1 + 𝑟𝑡)

𝑛

𝑡=1

]

1
𝑛

− 1 

where 𝑟𝑡 refers to the return of the security (�̅�) in year t and n refers to the amount of 

years for which the return is calculated. 
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CHAPTER 11: 

COST OF CAPITAL 

POOLING OF FUNDS 

The pooling of funds principle refers to the fact that the various sources of financing 

available to an entity are grouped together and is used in totality to fund their projects. 

The company therefore needs to determine a long-term capital structure, called the 

optimal capital structure, which refers to the proportion of the total capital structure 

that will be debt and the proportion that will be equity. 

COST OF CAPITAL 

Similar to the principle applied with investments in the previous chapter, the same 

applies for projects – the rate of return on an entity’s capital needs to exceed its cost 

of capital in order to attract future capital to grow and expand.  

The cost of capital can therefore be seen as the “cut-off” rate that determines whether 

an investment opportunity (project) will be worthwhile to the entity, or not. 

Cost of ordinary shareholders’ equity 

Ordinary shareholders’ equity consists of capital generated 

• externally via issuing new shares or a rights issue, or 

• internally via retained earnings. 

It is important to note that retained earnings are not a cost-free source of financing, 

but it does not have the same cost as ordinary shareholders’ equity.  

The cost of ordinary shareholders’ equity is often referred to as the cost of ordinary 

shares, or the cost of equity. It tends to vary from year to year. 

The cost of ordinary shareholders’ equity can be calculated by two methods: 

1. Dividend models 

The use of dividends will depend on the entity’s specific dividend policy, e.g. if the 

specific company does not declare dividends, the company will not be able to use this 

method to calculate the cost of equity. 

Dividend valuation model 

According to this model, dividends are expected to be constant on an annual basis, 

i.e. dividends grow at a rate of 0%. 

The dividend valuation model as it was used in chapter 9, can be given as 𝑃0̂ =
𝐷0

𝑘𝑒
, but 

this can be rewritten to calculate the cost of equity, denoted by 𝑘𝑒, directly as  

𝑘𝑒 =
𝐷0

𝑃0
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CHAPTER 12:  

SOURCES OF FINANCE AND CAPITAL STRUCTURE 

GEARING 

Gearing (or leverage) refers to the amount of debt that is included in the entity’s capital 

structure.  

Two formulas can be used to get a good estimation of the amount of debt capital in 

the capital structure, which are the: 

Debt to assets ratio 

The debt-to-assets ratio places the debt capital in direct relation to the total assets of 

the firm, or the total capital, as they are the same. 

The relationship between the debt capital and the total assets provides an indication 

of the portion of the total capital requirement that is being financed by debt capital.  

The higher the value, the weaker the solvency, e.g. if the value of this ratio exceeds 

50%, it is an indication that the company does not have sufficient assets to cover its 

debt capital obligations. 

Debt– to– assets ratio =  
Total debt capital

Total assets
 × 100 

This ratio will always be expressed as a percentage (%). 

Debt to equity ratio 

This solvency ratio places the debt capital in direct relation to the equity.  

If this ratio is 100%, it means that for every R1 of debt, there is R1 of capital, but if the 

ratio is greater than 100%, it means there is more debt than capital and it puts pressure 

on the solvency of the company. If the ratio is less than 100%, the company’s solvency 

is healthy and there is more space for further financing through debt capital, especially 

if the return on assets is higher than the cost of debt (i.e. the company has a positive 

financial leverage). 

Debt– to– equity ratio =  
Total debt capital

Total equity capital
 × 100 

This ratio will always be expressed as a percentage (%). 

In both formulas, try and use the market values for the individual line-items as far as 

possible. Market values are preferred as they are more representative of reality than 

book values, because book values are historical in nature and often bear no 

resemblance to the current market value. If market values cannot be determined, then 

book values can be used.  
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CHAPTER 13:  

DISTRIBUTION POLICY 

DISTRIBUTION-POLICY ISSUES 

When a company generates positive attributable earnings, they have a number of 

choices as to how they can allocate this.  

The distribution policy therefore refers to the rules and conventions that the entity 

follows in terms of the allocation of its attributable earnings. 

The following is some of the options that the company has in terms of the allocation of 

the attributable earnings 

• Reinvest the earnings back in the company, which can take on the following 

forms 

o Repaying the debts of the company,  

o Maintaining the operations of the company by replacing certain activities 

or components, and/or 

o Expanding the operations of the company by investing in projects, 

mergers and/or acquisitions. 

• Distribute the earnings to the ordinary shareholders of the company, which 

can take the following forms 

o Issuing a cash dividend (or a share dividend) to existing ordinary 

shareholders 

o Repurchasing some of the existing issued shares. 

Regardless of which option the company follows in terms of the allocation of the 

attributable earnings, there will be advantages and disadvantages.  

• When the company, for example, distributes the attributable earnings to the 

shareholders in the form of a cash dividend, the shareholders will be happy, 

because they can apply these proceeds elsewhere to generate a return, but at 

the same time, the firm has less funds available for investment in new projects, 

which can suppress the future growth of the company. 

• When the company, for example, distributes the attributable earnings to the 

investment of new projects, it can increase the future income prospects of the 

company, but shareholders that wanted to receive a cash dividend, can see this 

as a negative signal about the company’s expected future performance, which 

can eventually lead to a decrease in the share price of the company. 

When we reconsider the formula to value the share price of a company’s shares, we 

can determine what will have an impact on the share price. 

The share of the company is valued by the following formula 

𝑃0 =
𝐷1

𝑟 − 𝑔
 


