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When	you	take	out	a	loan,	your	primary	focus	is	probably	on	having	working	capital	to	grow	your	business	or	to	steady	your	cash	flow.	But	theres	something	else	to	consider:	your	cost	of	debt.If	youre	just	focusing	on	your	loans	monthly	payment	and	not	diving	in	deeper	to	analyze	the	true	cost	youre	paying,	you	might	be	spending	more	than
necessary	on	your	debt.Get	the	credit	your	business	deservesJoin	250,000+	small	business	owners	who	built	business	credit	history	with	Nav	Prime	without	the	big	bank	barriers.What	Is	Cost	of	Debt?In	simplified	terms,	cost	of	debt	(or	debt	cost)	is	the	interest	expense	you	pay	on	any	and	all	loans	your	business	has	taken	out.	If	you	have	more	than
one	loan,	you	would	add	up	the	interest	rate	for	each	to	determine	your	companys	cost	for	the	debt.There	are	two	types	of	capital	a	business	can	use:	equity	financing	and	debt	equity.	With	the	former,	an	investor,	usually	a	venture	capitalist	or	angel	investor,	provides	working	capital	in	exchange	for	a	percentage	of	equity,	or	ownership	in	the
company.With	debt	equity,	a	company	takes	out	financing,	which	could	be	small	business	loans,	merchant	cash	advances,	invoice	financing,	or	any	other	type	of	financing.	The	loan	is	repaid,	along	with	an	interest	expense,	over	months	or	years.	The	term	debt	equity	could	be	confusing,	but	its	basically	referring	to	a	loan.What	Determines	the	Cost	of
Debt?A	businesss	cost	of	debt	is	determined	by	the	annual	interest	rate	of	the	funding	it	borrows,	or	the	total	amount	of	interest	a	business	will	pay	to	borrow.	Loan	providers	use	metrics	like	the	state	of	a	companys	business	finances	and	credit	rating	to	come	up	with	the	interest	rate	they	will	charge	a	business.	The	higher	a	businesss	credit	score,
the	less	risky	they	appear	to	lenders	and	its	easier	for	lenders	to	give	lower	interest	rates	to	less	risky	borrowers.	And	the	lower	your	interest	rate,	the	less	you	pay	in	interest	and	on	your	total	cost	of	debt.Compare	your	financing	options	with	confidenceKnow	what	business	financing	you	can	qualify	for	before	you	apply	instantly	compare	your	best
financial	options	based	on	your	unique	business	data.	How	to	Calculate	Cost	of	DebtKnowing	your	cost	of	debt	can	help	you	understand	what	youre	paying	for	the	privilege	of	having	fast	access	to	cash.	To	calculate	your	total	debt	cost,	add	up	all	loans,	balances	on	credit	cards,	and	other	financing	tools	your	company	has.	Then,	calculate	the	interest
rate	expense	for	each	for	the	year	and	add	those	up.	Next,	divide	your	total	interest	by	your	total	debt	to	get	your	cost	of	debt.How	Taxes	Affect	Cost	of	DebtSome	interest	expenses	are	tax	deductible,	meaning	you	will	receive	a	tax	break	for	some	of	your	interest	paid	and	wont	actually	have	to	pay	for	all	the	interest	charged.	You	can	calculate	the
after-tax	cost	of	debt	by	subtracting	your	income	tax	savings	from	the	interest	you	paid	to	get	a	more	accurate	idea	of	total	cost	of	debt.	We	discuss	how	to	calculate	complex	cost	of	debt	below,	which	includes	the	impact	of	taxes.Cost	of	Debt	FormulaThere	are	a	few	ways	to	calculate	cost	of	debt,	depending	on	whether	youre	looking	at	it	pre-tax	or
post-tax.	If	you	want	to	know	your	pre-tax	cost	of	debt,	you	use	the	above	method	to	calculate	total	cost	of	debt	and	the	following	cost	of	debt	formula:Total	interest	/	total	debt	=	cost	of	debtBut	often,	you	can	realize	tax	savings	if	you	have	deductible	interest	expenses	on	your	loans.	Thats	where	calculating	post-tax	cost	of	debt	comes	in	handy.	To	do
so,	youll	need	to	know	your	effective	tax	rate.Before	we	get	to	the	formula,	lets	look	at	another	definition:	weighted	average	cost	of	your	debt.	This	refers	to	the	total	interest	you	are	paying	across	all	loans.	To	calculate	your	weighted	average	interest	rate,	multiply	each	loan	times	the	interest	rate	you	pay	on	it.So	for	example:SBA	loan:	$100,000	*	5%
=$5,000Business	credit	card:	$5,000	*	22.5%	=	$1,125Merchant	cash	advance:	$3,000	*	30%	=	$900Then,	add	those	results	together.$5,000	+	$1,125	+	$90	=	$7,025Next,	add	up	all	your	debts:$100,000	+	$5,000	+	$3,000	=	$108,000To	calculate	the	weighted	average	interest	rate,	divide	your	interest	number	by	the	total	you	owe.$7,025	/
$108,000	=	0.065Therefore,	6.5%	is	your	weighted	average	interest	rate.Now,	back	to	that	formula	for	your	cost	of	debt	that	includes	any	tax	cost	at	your	corporate	tax	rate.Effective	interest	rate	*	(1	tax	rate)The	effective	interest	rate	is	your	weighted	average	interest	rate,	as	we	calculated	above.	In	the	next	section,	well	look	at	examples	using	these
formulas.Cost	of	Debt	ExamplesLets	look	at	some	examples	of	cost	of	debt.	As	mentioned,	there	are	two	ways	to	calculate	the	cost	of	your	loans,	depending	on	whether	you	look	at	it	as	a	pre-	or	post-tax	cost.Simple	cost	of	debtIf	you	only	want	to	know	how	much	youre	paying	in	interest,	use	the	simple	formula.Total	interest	/	total	debt	=	cost	of	debtIf
youre	paying	a	total	of	$3,500	in	interest	across	all	your	loans	this	year,	and	your	total	debt	is	$50,000,	your	simple	cost	of	debt	is	7%$3,500	/	$50,000	=	7%Complex	cost	of	debtBut	lets	say	you	do	care	about	how	your	cost	of	debt	changes	after	taxes.Effective	interest	rate	*	(1	tax	rate)Lets	go	back	to	that	6.5%	we	calculated	as	our	weighted	average
interest	rate	for	all	loans.	Thats	the	number	well	plug	into	the	effective	interest	rate	slot.Lets	say	you	have	a	9%	corporate	tax	rate.	Heres	how	your	cost	of	debt	formula	would	look.6.5%	(or	.065)	*	(1-.09)	=	.591	or	5.9%So	after	tax	savings,	your	cost	of	debt	is	5.9%.Three	Solid	Online	Cost	of	Debt	CalculatorsAfter-tax	Cost	of	Debt	CalculatorThis	after-
tax	cost	of	debt	calculator	is	designed	to	calculate	how	much	it	costs	a	company	to	raise	new	debts	to	fund	its	assets.	It	also	includes	detailed	explanations	of	how	it	arrives	on	its	calculations.Weighted	Average	Cost	of	Capital	(WACC)	CalculatorThis	weighted	average	cost	of	capital	calculator	takes	into	account	cost	of	equity,	cost	of	debt	and	the	total
corporate	tax	rate.	It	does	not	provide	additional	information.Calculator	Academy	Cost	of	Debt	CalculatorThis	site	offers	a	basic	calculator	that	takes	into	account	interest	and	tax	expenses.How	to	Lower	Your	Cost	of	DebtSo	why	bother	to	calculate	your	cost	of	debt?	Because	it	tells	you	whether	or	not	youre	spending	too	much	on	financing.	It	can	also
tell	you	whether	taking	on	certain	types	of	debt	is	a	good	idea	when	you	calculate	the	tax	cost.Lets	say	you	want	to	take	out	a	loan	that	will	allow	you	to	write	off	$2,000	in	interest	for	the	year.	If	the	cost	of	debt	is	less	than	that	$2,000,	the	loan	is	a	smart	idea.	But	if	its	more,	you	might	want	to	look	at	other	options	with	lower	interest	cost.	On	the
other	hand,	you	might	still	decide	to	take	out	that	loan,	even	if	you	spend	more	on	interest	than	you	save	in	tax	deductions,	if	you	need	the	money	to	grow	your	business.So	how	can	you	lower	your	cost	of	debt?	Start	by	choosing	your	financing	carefully.	The	best	business	loans	are	those	that	offer	low	rates,	but	if	your	personal	or	business	credit
scores	arent	high,	you	may	not	qualify	for	those	lower	interest	costs.Work	on	building	your	credit	scores	by	paying	your	bills	on	time	and	improving	your	debt	utilization.	If	you	have	high	interest	payments	on	one	or	more	loans,	consider	consolidating	at	a	lower	rate.Find	the	right	financing	for	your	businessDont	waste	hours	of	work	finding	and
applying	for	loans	you	have	no	chance	of	getting	get	matched	based	on	your	business	&	credit	profile	today.Cost	of	Debt	vs.	APR:	Whats	the	Difference?You	may	hear	the	term	APR	and	think	its	the	same	thing	as	cost	of	debt,	but	its	not	quite.	APRor,	annual	percentage	raterefers	to	how	much	a	loan	or	business	credit	cards	will	cost	a	debt	holder	over
one	year.Cost	of	debt	refers	to	the	total	interest	expense	a	borrower	will	pay	over	the	lifetime	of	the	loan.Cost	of	Debt	vs.	Cost	of	EquityDebt	and	equity	are	two	ways	that	businesses	make	money,	but	they	are	very	different.	While	we	now	know	that	the	cost	of	debt	is	how	much	a	business	pays	to	a	lender	to	borrow	money,	the	cost	of	equity	works
differently.Businesses	generate	equity	by	releasing	shares	for	investors	to	buy.	Each	of	these	shareholders	gains	a	percentage	of	ownership	in	the	company	by	investing.	Businesses	report	equity	capital	on	their	balance	sheet.	The	cost	of	equity	doesnt	need	to	be	paid	back	each	month	like	the	cost	of	debt.	Instead,	repayment	is	generated	through
returns	on	shares,	like	dividends	and	valuations.These	shareholders	also	receive	returns	on	their	shares,	meaning	they	get	something	back	for	investing	in	the	company.	The	cost	of	equity	refers	to	those	returns	that	the	investors	(who	are	also	owners)	demand	in	order	to	continue	with	their	investment,	and	investors	usually	calculate	the	rate	of	return
they	can	expect	before	deciding	whether	an	investment	is	worthwhile.As	a	business	owner,	you	can	look	into	your	weighted	average	cost	of	capital	(WACC)	using	your	financial	statements	to	make	sure	its	spread	out	across	different	sources	of	capital.Navs	Verdict:	Cost	of	DebtIf	your	corporate	capital	structure	includes	long-term	debt,	its	imperative
that	you	know	the	true	cost	of	your	companys	debt.	While,	yes,	taking	out	a	business	loan	or	using	a	credit	card	can	keep	cash	flowing,	but	it	comes	at	a	price.	Ignore	that	number	at	your	own	peril.Businesses	that	dont	pay	attention	to	cost	of	debt	often	find	themselves	mired	in	loan	payments	they	cant	afford.	Know	what	the	true	cost	of	borrowing
money	is	before	you	take	out	a	loan	and	compare	products	and	rates	to	get	the	best	deal	possible.Get	the	credit	your	business	deservesJoin	250,000+	small	business	owners	who	built	business	credit	history	with	Nav	Prime	without	the	big	bank	barriers.Frequently	Asked	Questions:	Cost	of	DebtHow	can	I	determine	if	my	business	has	too	much	debt?
Evaluating	your	debt	obligations,	debt-to-equity	ratio,	understanding	your	cash	flow,	and	comparing	your	financial	metrics	to	industry	standards	can	help	you	understand	whether	your	business	is	over-leveraged.Here	are	options	if	your	business	is	having	trouble	paying	its	debts.What	is	the	difference	between	fixed	and	variable	interest	rates?Fixed
interest	rates	remain	constant	over	the	life	of	the	loan,	while	variable	rates	can	fluctuate	based	on	economic	and	market	conditions.	When	interest	rates	rise,	higher	rates	make	debt	more	expensive.	When	interest	rates	go	down,	loans	can	become	less	expensive.Although	interest	rates	have	been	rising,	expectations	are	that	rates	may	start	to	go	down
later	in	2024.How	does	my	business	credit	score	affect	my	cost	of	debt?Creditworthiness	often	affects	the	type	of	loan	a	business	can	qualify	for,	as	well	as	the	terms.	Building	strong	business	credit	scores	may	help	your	business	qualify	for	better	financing	at	lower	rates.Can	refinancing	my	debt	help	reduce	my	cost	of	debt?Refinancing	existing	debt
at	a	lower	interest	rate	or	with	better	terms	may	help	a	business	save	money	by	reducing	the	cost	of	debt.What	are	some	strategies	to	manage	debt	during	a	downturn?Strategies	such	as	maintaining	an	emergency	fund,	negotiating	with	lenders,	and	cutting	non-essential	expenses	can	help	manage	debt	during	economic	downturns.How	do	I	compare
different	loan	offers	effectively?Looking	beyond	the	interest	rate	to	consider	factors	like	fees,	loan	terms,	and	repayment	flexibility	can	help	you	choose	the	best	loan	offer.	The	cost	of	debt	is	the	total	interest	expense	paid	for	borrowing	money.	It	is	the	effective	interest	rate	that	a	company	owes	on	any	liabilities	such	as	loans.	The	size	of	the	cost	of
debt	depends	on	the	borrower's	creditworthiness,	so	higher	costs	generally	mean	the	borrower	is	considered	by	lenders	to	be	relatively	risky.	Cost	of	debt	can	refer	to	either	before-tax	or	after-tax	cost	of	debt.	For	companies,	interest	expenses	are	tax-deductible,	meaning	there	is	a	key	difference	between	the	pretax	cost	of	debt	and	the	after-tax	cost
of	debt.Debt	is	one	part	of	a	companys	capital	structure,	with	the	other	being	equity.Calculating	the	cost	of	debt	involves	calculating	the	average	interest	paid	on	all	of	a	companys	debts.	Investopedia	/	Julie	Bang	Debt	is	money	owed	by	one	person	or	entity	to	another.	Business	debt	is	unavoidable	for	most	companies.	Companies,	like	individuals,	use
debt	to	make	large	purchases	or	investments.	For	corporations.	debt	is	part	of	their	capital	structures.	Capital	structure	is	the	mix	of	debt	and	equity	that	a	firm	uses	to	finance	its	operations	and	fund	its	growth.	The	debt	might	consist	of	bonds,	loans,	or	a	mix	of	both.	A	company's	cost	of	debt	is	the	overall	rate	being	paid	by	a	company	to	use	these
types	of	debt	financing.	This	gives	investors	an	idea	of	the	companys	risk	level	compared	to	others,	as	riskier	companies	generally	have	a	higher	cost	of	debt.	The	cost	of	debt	is	generally	lower	than	cost	of	equity.	There	are	a	couple	of	different	ways	to	calculate	a	companys	cost	of	debt,	depending	on	the	information	available.	One	way	to	calculate	the
cost	of	debt	is	by	using	the	formula	for	the	after-tax	cost	of	debt:ATCD=(RFRR+CS)(1TaxRate)where:ATCD=After-taxcostofdebtRFRR=Risk-freerateofreturnCS=Creditspread\begin{aligned}&\text{ATCD}	=	(\text{RFRR}	+	\text{CS})	\times	(1	-	\text{Tax	Rate})\\&\textbf{where:}\\&\text{ATCD}=\text{After-tax	cost	of
debt}\\&\text{RFRR}=\text{Risk-free	rate	of	return}\\&\text{CS}=\text{Credit	spread}\end{aligned}ATCD=(RFRR+CS)(1TaxRate)where:ATCD=After-taxcostofdebtRFRR=Risk-freerateofreturnCS=CreditspreadThe	risk-free	rate	of	returnis	the	theoreticalrate	of	returnof	an	investment	with	zero	risk,	most	commonly	associated	with	U.S.	Treasury
bonds.A	credit	spread	is	the	difference	in	yield	between	a	U.S.	Treasury	bond	and	anotherdebt	securityof	the	same	maturity	but	different	credit	quality.This	formula	is	useful	because	it	takes	into	account	fluctuations	in	the	economy,	as	well	as	company-specific	debt	usage	and	credit	rating.	If	the	company	has	more	debt	or	a	low	credit	rating,	then	its
credit	spread	will	be	higher.For	example,	say	the	risk-free	rate	of	return	is	1.5%	and	the	companys	credit	spread	is	3%.	Its	pretax	cost	of	debt	is	4.5%.	If	its	tax	rate	is	30%,	then	the	after-tax	cost	of	debt	is	3.15%.	We	can	calculate	this	in	the	following	way:[	(	0.015	+	0.03	)	x	(	1	-	0.3	)	]Before-Tax	Cost	of	DebtAnother	way	to	calculate	the	cost	of	debt	is
to	determine	the	total	amount	of	interest	paid	on	each	debt	for	the	year.The	interest	rate	that	a	company	pays	on	its	debts	includes	both	the	risk-free	rate	of	return	and	the	credit	spread	from	the	formula	above	because	lenders	take	both	into	account	when	determining	an	interest	rate.Once	the	company	has	its	total	interest	paid	for	the	year,	it	divides
this	number	by	the	total	of	all	of	its	debt.	This	is	the	companys	average	interest	rate	on	all	of	its	debt.For	example,	say	a	company	has	a	$1	million	loan	with	a	5%	interest	rate	and	a	$200,000	loan	with	a	6%	rate.	The	average	interest	rate	and	its	pretax	cost	of	debt	is	5.17%.	This	is	calculated	as	follows:($1million0.05)+
($200,0000.06)$1,200,000\begin{aligned}\frac{(\$1	\text{	million}\times0.05)	+	(\$200,000\times0.06)}{\$1,200,000}\end{aligned}$1,200,000($1million0.05)+($200,0000.06)The	companys	tax	rate	is	30%,	which	means	its	after-tax	cost	of	debt	is	3.62%.	To	calculate	this,	we	use	the	following	formula:[0.0517(10.30)]\begin{aligned}[0.0517	\times	(1
-	0.30)]\end{aligned}[0.0517(10.30)]	The	cost	of	debt	before	taking	taxes	into	account	is	called	the	before-tax	cost	of	debt.	The	after-tax	cost	of	debt	factors	in	taxation.	The	key	difference	lies	in	the	fact	that	interest	expenses	are	tax-deductible	business	expenses.	Since	the	interest	paid	on	debts	is	often	treated	favorably	by	U.S.	tax	codes,	the	tax
deductions	due	to	outstanding	debts	can	lower	the	effective	cost	of	debt	paid	by	a	borrower.	The	after-tax	cost	of	debt	is	the	interest	paid	on	debt	less	any	income	tax	savings	due	to	deductible	interest	expenses.	To	calculate	the	after-tax	cost	of	debt,	subtract	a	companys	effective	tax	rate	from	one,	and	multiply	the	difference	by	its	cost	of	debt.	The
companys	marginal	tax	rate	is	not	used.	Instead,	the	companys	state	and	federal	tax	rates	are	added	together	to	ascertain	its	effective	tax	rate.	For	example,	if	a	companys	only	debt	is	a	bond	that	it	issued	with	a	5%	rate,	then	its	pretax	cost	of	debt	is	5%.	If	its	effective	tax	rate	is	30%,	then	the	difference	between	100%	and	30%	is	70%,	and	70%	of
the	5%	is	3.5%.	The	after-tax	cost	of	debt	is	3.5%.	The	rationale	behind	this	calculation	is	based	on	the	tax	savings	that	the	company	receives	from	claiming	its	interest	as	a	business	expense.	Using	the	example,	imagine	the	company	issued	$100,000	in	bonds	at	a	5%	rate	with	annual	interest	payments	of	$5,000.	It	claims	this	amount	as	an	expense,
which	lowers	the	companys	income	by	$5,000.	As	the	company	pays	a	30%	tax	rate,	it	saves	$1,500	in	taxes	by	writing	off	its	interest.	As	a	result,	the	company	effectively	only	pays	$3,500	on	its	debt.	This	equates	to	a	3.5%	interest	rate	on	its	debt.	Businesses	can	reduce	the	cost	of	debt	in	the	same	ways	that	individuals	can.	The	following	are	just	a
few	of	the	ways	to	do	so:Negotiating	Rates:	Some	lenders	will	offer	a	certain	rate	upfront.	But	you	don't	have	to	accept	the	rate	they	give	you.	Many	lenders	may	be	willing	to	work	with	you	because	they	want	your	business.Refinancing:	Consider	refinancing	if	interest	rates	drop	or	your	situation	changes,	and	you're	in	a	position	to	secure	a	better
rate.	People	often	do	this	with	their	mortgages	when	interest	rates	fall.	This	allows	them	to	cut	their	monthly	mortgage	payments.Increase	Payments:	If	you	pay	more	than	the	required	monthly	payment,	you'll	lower	your	principal	balance	and	reduce	the	amount	of	interest	you'll	pay	over	the	life	of	the	debt.Improving	Credit	Scores:	Your	credit	score
determines	the	rate	you're	going	to	get.	Improving	your	score	will	help	you	get	a	lower	rate.	You	can	do	this	by	maintaining	your	payments	or	paying	off	existing	debt.	Check	your	credit	report	regularly	to	ensure	there	are	no	errors.	Suppose	you	run	a	small	business	and	you	have	two	loans	that	are	helping	finance	the	enterprise.	The	first	is	a	loan
worth	$250,000	through	a	major	financial	institution.	The	second	is	a	$150,000	loan	through	a	private	investor.	The	first	loan	has	an	interest	rate	of	5%	and	the	second	one	has	a	rate	of	4.5%.First,	let's	calculate	the	total	amount	of	interest	you'll	pay	each	year	on	both	of	these	loans:Loan	#	1:	$250,000	x	5%	=	$12,500Loan	#	2:	$150,000	x	4.5%	=
$6,750We	can	add	these	two	figures	together	to	get	the	total	annual	interest,	which	is	$19,250.In	order	to	calculate	the	effective	rate	before	taxes,	we	divide	this	figure	by	the	total	amount	of	the	debt:$19,250$400,000=0.0481\begin{aligned}\frac{\$19,250}{\$400,000}	=	0.0481\end{aligned}$400,000$19,250=0.0481Therefore,	the	effective	before-
tax	rate	of	these	debts	is	4.81%	Lenders	require	that	borrowers	pay	back	the	principal	amount	of	debt	plus	interest.	The	interest	rate,	or	yield,	demanded	by	creditors	is	the	cost	of	debt.The	interest	repays	the	lender	for	the	time	value	of	money	(TVM),	inflation,	and	the	risk	that	the	loan	will	not	be	repaid.	It	also	accounts	for	the	opportunity	costs
associated	with	the	money	not	being	invested	elsewhere.	Several	factors	can	increase	the	cost	of	debt,	depending	on	the	level	of	risk	to	the	lender.	These	include	a	longer	payback	period,	since	the	longer	the	payback	period	is	the	greater	the	time	value	of	money	and	opportunity	costs.	The	riskier	the	borrower	is,	the	greater	the	cost	of	debt	since
there	is	a	higher	chance	that	the	borrower	will	default.Unsecured	debts	have	higher	costs	than	loans	that	include	collateral.	A	mix	of	debt	and	equity	capital	provides	businesses	with	the	money	they	need	to	maintain	their	day-to-day	operations.Equity	capital	tends	to	be	more	expensive	for	companies	and	does	not	involve	a	favorable	tax	treatment.	Too
much	debt	financing	will	damage	creditworthiness	and	increase	the	risk	of	default	or	bankruptcy.Given	these	factors,	businesses	strive	to	optimize	their	weighted	average	cost	of	capital(WACC)	across	debt	and	equity.	The	agency	cost	of	debt	is	the	conflict	that	arises	between	shareholders	and	debtholders	of	a	public	company	when	debtholders	place
limits	on	the	use	of	the	firms	capital	if	they	believe	that	management	will	take	actions	that	favor	equity	shareholders	instead	of	debtholders.In	response,	debtholders	will	place	covenants	on	the	use	of	capital,	such	as	adherence	to	certain	financial	metrics	which,	if	broken,	allows	the	debtholders	to	call	back	their	capital.	Debt	is	unavoidable	for	most
people	and	businesses.	But	it	comes	at	a	price.	This	is	referred	to	as	the	cost	of	debt.	The	cost	of	debt	is	calculated	by	multiplying	the	value	of	a	loan	by	the	annual	interest	rate.	To	determine	the	effective	interest	rate,	add	together	all	that	interest	by	the	total	amount	of	debt.	Many	financial	ratios	and	metrics	are	available	to	evaluate	a	companys
financial	health	and	performance.	Often,	a	single	metric	can	go	by	different	names,	and	to	make	matters	more	confusing,	different	metrics	often	share	similar	names.	For	example,	what	exactly	is	the	cost	of	debt?	Is	it	the	same	as	the	before-tax	cost	of	debt?	And	how	does	it	differ	from	the	after-tax	cost	of	debt?	The	cost	of	debt	refers	to	the	effective
interest	rate	paid	on	the	companys	total	debt.	This	value	is	usually	an	estimate,	particularly	if	calculated	using	averages.	The	amount	paid	in	interest	expenses	varies	from	item	to	item	and	is	subject	to	fluctuations	over	time.	When	the	cost	of	debt	is	mentioned	without	qualification,	it	usually	refers	to	the	before-tax	cost	of	debt,	though	it	depends	on
context.	This	value	can	then	be	used	to	calculate	the	after-tax	cost	of	debt,	which	also	considers	the	tax	rate.	Additionally,	the	cost	of	debt	can	be	used	to	calculate	the	Weighted	Average	Cost	of	Capital,	which	considers	both	equity	and	debt.	In	this	guide,	you	will	learn	about	the	cost	of	debt,	as	well	as	how	to	calculate	it	before	and	after	taxes	have
been	paid.	You	will	also	learn	how	to	use	Microsoft	Excel	or	Google	Sheets	to	calculate	the	cost	of	debt	and	how	a	tool	like	Layer	can	help	you	synchronize	your	data	and	automate	calculations.	How	to	Calculate	Cost	of	Debt?	To	calculate	the	cost	of	debt,	first	add	up	all	debt,	including	loans,	credit	cards,	etc.	Next,	use	the	interest	rate	to	calculate	the
annual	interest	expense	per	item	and	add	them	up.	Finally,	divide	total	interest	expense	by	total	debt	to	get	the	cost	of	debt	or	effective	interest	rate.	cost	of	debt	=	total	interest	expense	/	total	debt	Fortunately,	the	information	you	need	to	calculate	the	cost	of	debt	can	be	found	in	the	companys	financial	statements.	The	cost	of	debt	metric	is	also
used	to	calculate	the	Weighted	Average	Cost	of	Capital	(WACC),	which	is	often	used	as	the	discount	rate	in	discounted	cash	flow	analysis.	How	to	Calculate	After-Tax	Cost	of	Debt?	The	reason	why	the	after-tax	cost	of	debt	is	a	metric	of	interest	is	the	fact	that	interest	expenses	are	tax	deductible.	This	means	that	the	after-tax	cost	of	debt	is	lower	than
the	before-tax	cost	of	debt.	To	calculate	the	after-tax	cost	of	debt,	use	the	following	formula:	after-tax	cost	of	debt	=	effective	interest	rate	*	(1	tax	rate)	In	the	formula	above,	the	value	for	the	effective	interest	rate	is	equal	to	the	cost	of	debt,	which	can	be	obtained	using	the	formula	in	the	previous	section:	effective	interest	rate	=	total	interest
expense	/	total	debt	In	the	next	section,	you	have	examples	of	how	to	calculate	the	before-tax	and	after-tax	cost	of	debt	using	spreadsheet	software.	Everything	you	need	to	know	about	cash	flow	statements,	what	they	are,	how	to	use	them,	how	to	prepare	them,	and	the	best	methods	to	do	so.READ	MORE	Examples:	Calculate	Cost	of	Debt	in	Excel	or
Google	Sheets	For	this	example,	I	will	calculate	Company	As	cost	of	debt.	Company	As	debt	consists	of	two	loans:	the	first	is	for	$500,000	with	a	4%	interest	rate,	and	the	second	is	for	$100,000	with	a	6%	interest	rate.	I	want	to	calculate	the	cost	of	debt	before	and	after	taxes,	knowing	that	the	companys	tax	rate	is	30%.	Follow	the	steps	below	to
calculate	the	cost	of	debt	using	Microsoft	Excel	or	Google	Sheets.	As	with	most	calculations,	the	first	step	is	to	gather	the	required	data.	To	calculate	the	total	cost	of	debt,	you	need	the	value	of	the	total	debt,	as	well	as	the	total	interest	expense	related	to	the	total	debt.	If	you	also	want	to	calculate	the	after-tax	cost	of	debt,	you	will	need	the	tax	rate.
How	to	Calculate	Cost	of	Debt	Gather	Data	from	Financial	Statements	2.	Calculate	Before-Tax	Cost	of	Debt	In	an	empty	cell,	type	in	the	formula	for	cost	of	debt	or	before-tax	cost	of	debt.	How	to	Calculate	Cost	of	Debt	Add	Cost	of	Debt	Formula	How	to	Calculate	Cost	of	Debt	Cost	of	Debt	Value	The	Excel	GROWTH	function	returns	the	predicted
exponential	growth	for	your	data	set.	Heres	how	to	use	the	GROWTH	function	step-by-step,	with	examples.READ	MORE	3.	Calculate	After-Tax	Cost	of	Debt	To	calculate	the	after-tax	cost	of	debt,	you	need	the	effective	interest	rate,	or	the	cost	of	debt	calculated	in	the	previous	step,	and	the	tax	rate.	How	to	Calculate	Cost	of	Debt	Add	After-Tax	Cost	of
Debt	Formula	How	to	Calculate	Cost	of	Debt	After-Tax	Cost	of	Debt	Value	When	you	need	to	perform	calculations	or	carry	out	financial	analyses,	its	common	for	the	data	you	need	to	be	spread	out	over	multiple	spreadsheets,	often	in	different	formats.	Additionally,	collaboration	and	synchronization	can	be	problematic	if	you	work	as	part	of	a	team.	By
using	Layer,	youll	have	fully	synchronized	data	and	complete	control	over	access.	You	can	schedule	updates	and	automate	processes	to	save	time	and	minimize	errors,	as	well	as	automatically	share	reports	with	interested	parties.	As	you	have	seen,	the	cost	of	debt	metric	represents	how	much	you	pay	in	interest	expenses	in	relation	to	the	total
amount	of	debt.	In	other	words,	it	represents	the	effective	interest	rate	for	the	company.	The	cost	of	debt	can	be	calculated	before	and	after	taxes,	as	interest	expenses	are	tax-deductible.	Additionally,	the	cost	of	debt	is	used	to	calculate	other	important	financial	metrics,	such	as	the	weighted	average	cost	of	capital	(WACC).	You	now	know	what	the
term	cost	of	debt	means	and	how	to	calculate	it	before	and	after	taxes.	You	also	know	how	to	use	Microsoft	Excel	or	Google	Sheets	to	automate	the	calculations.	Using	a	tool	like	Layer,	you	can	automate	the	process	even	further	by	synchronizing	data	across	multiple	formats	and	locations,	as	well	as	scheduling	updates,	assigning	tasks,	and
automatically	sharing	reports.	For	example,	if	a	firm	has	availed	a	long	term	loan	of	$100	at	a	4%	interest	rate,	p.a,	and	a	$200	bond	at	5%	interest	rate	p.a.Cost	of	debt	of	the	firm	before	tax	is	calculated	as	follows:(4%*100+5%*200)/(100+200)	*100,	i.e	4.6%.Assuming	an	effective	tax	rate	of	30%,	after-tax	cost	of	debt	works	out	to	4.6%	*	(1-30%)=
3.26%.Example	#2Let	us	look	at	a	practical	example	for	the	calculation	of	the	cost	of	debt.	Suppose	a	firm	has	subscribed	to	a	$1000	bond	repayable	in	5	years	at	an	interest	rate	of	5%.	The	yearly	interest	expense	incurred	by	the	company	would	be	as	follows:i.e.,	the	interest	expense	paid	by	the	firm	in	1	year	is	$50.	Savings	on	tax	at	an	effective	tax
rate	of	30%	would	be	as	follows:i.e.,	the	firm	has	deducted	$15	from	taxable	income.	Hence	the	interest	expense	net	of	tax	works	out	to	$50-$15=$35.	The	post-tax	cost	of	debt	is	calculated	as	follows:Example	#3For	DCF	valuation,	determination	of	cost	of	debt	based	on	the	latest	issue	of	bonds/loans	availed	by	the	firm	(i.e.,	the	interest	rate	on	bonds
v/s	debt	availed)	may	be	considered.	This	indicates	the	riskiness	of	the	firm	perceived	by	the	market	and	is,	therefore,	a	better	indicator	of	expected	returns	to	the	debt	holder.Where	the	market	value	of	a	bond	is	available,	Kd	may	be	determined	from	yield	to	maturity	(YTM)	of	the	bond,	which	is	the	present	value	of	all	the	cash	flows	from	the	bond
issuance,	which	is	equivalent	to	the	pre-tax	cost	of	debt.For	example,	if	a	firm	has	determined	that	it	could	issue	semi-annual	bonds	of	face	value	$1000	and	a	market	value	of	$	1050,	with	an	8%	coupon	rate	(paid	semi-annually)	maturing	in	10	years,	then	its	the	before-tax	cost	of	debt.	It	is	calculated	by	solving	the	equation	for	r.Bond	price=
PMT/(1+r)	^1+	PMT/(1+r)	^2+..+	PMT/(1+r)^n+	FV/(1+r)^ni.eThe	semi-annual	interest	payment	isPutting	this	value	in	the	above-given	formula	we	get	the	following	equation,1050	=	40/(1+r)^1+	40/(1+r)^2+..+	40/(1+r)^20+	1000/(1+r)^20Solving	for	the	above	formula	using	a	financial	calculator	or	excel,	we	get	r=	3.64%So,	Kd	(Before	-tax)
is=	r*2	(since	r	is	calculated	for	semi-annual	coupon	payments)=	7.3%Kd	(Post-tax)	is	determined	as7.3%	*	(1-	effective	tax	rate)=	7.3%*(1-30%)=	5.1%.The	YTM	incorporates	the	impact	of	changes	in	market	rates	on	a	firms	cost	of	debt.	Understanding	the	cost	of	debt	is	crucial	for	businesses	and	investors	as	it	impacts	financial	decision-making	and
profitability.	Accurately	calculating	this	metric	enables	companies	to	assess	financial	health,	make	informed	investments,	and	optimize	capital	structures.Key	Factors	in	Cost	of	DebtSeveral	factors	shape	the	cost	of	debt.	One	major	consideration	is	the	prevailing	interest	rate	environment.	Central	banks,	such	as	the	Federal	Reserve,	set	benchmark
rates	that	influence	borrowing	costs.	For	example,	an	increase	in	the	federal	funds	rate	typically	raises	borrowing	costs	for	businesses.Creditworthiness	also	plays	a	critical	role.	Companies	with	higher	credit	ratings	from	agencies	like	Moodys	or	Standard	&	Poors	benefit	from	lower	interest	rates	due	to	reduced	perceived	risk.	In	contrast,	lower
credit	ratings	often	result	in	higher	rates,	reflecting	increased	lender	risk.	Maintaining	a	strong	credit	profile	is	essential	to	minimize	borrowing	costs.The	term	or	duration	of	debt	affects	borrowing	costs	as	well.	Long-term	debt	generally	carries	higher	rates	than	short-term	debt,	as	lenders	demand	compensation	for	the	additional	risk	over	extended
periods.	The	type	of	debt	instrument,	such	as	bonds,	loans,	or	credit	lines,	also	influences	costs.	For	instance,	bonds	may	offer	tax	benefits	that	reduce	the	effective	cost	of	debt.Methods	for	CalculationUnderstanding	the	cost	of	debt	requires	precise	calculation	methods,	each	offering	unique	insights	into	financial	obligations.	These	methods	help
businesses	and	investors	evaluate	borrowing	costs	and	make	informed	capital	structure	decisions.Yield-to-Maturity	ApproachThe	yield-to-maturity	(YTM)	approach	is	commonly	used	for	bonds.	It	calculates	the	total	return	expected	if	a	bond	is	held	to	maturity,	accounting	for	interest	payments	and	the	difference	between	the	bonds	market	price	and
face	value.	YTM	is	determined	by	solving	for	the	interest	rate	in	the	bond	pricing	formula,	equating	the	present	value	of	future	cash	flows	to	the	bonds	market	price.	This	method	often	requires	financial	calculators	due	to	its	complexity.	YTM	aligns	with	fair	value	measurement	practices	under	International	Financial	Reporting	Standards	(IFRS)	or
Generally	Accepted	Accounting	Principles	(GAAP).Loan	Interest	MethodThe	loan	interest	method	is	a	simpler	approach,	primarily	applied	to	loans	and	credit	facilities.	It	calculates	the	effective	interest	rate	by	considering	the	nominal	rate,	additional	fees,	and	the	loans	amortization	schedule.	The	effective	rate	is	determined	by	dividing	total	interest
expense	by	the	average	outstanding	loan	balance	over	a	specific	period.	For	example,	a	$1	million	loan	with	a	5%	nominal	rate	incurring	$50,000	in	annual	interest	results	in	a	5%	effective	rate.	This	method	is	relevant	for	compliance	with	tax	regulations,	such	as	the	Internal	Revenue	Code	Section	163,	which	governs	interest	expense
deductions.Weighted	MethodThe	weighted	average	cost	of	debt	provides	a	comprehensive	view	of	a	companys	borrowing	costs	by	considering	all	debt	instruments	in	its	capital	structure.	It	involves	calculating	the	proportionate	cost	of	each	debt	component,	weighted	by	its	share	of	total	debt.	For	example,	if	a	company	has	$500,000	in	bonds	at	a	4%
rate	and	$500,000	in	loans	at	6%,	the	weighted	average	cost	of	debt	is	5%.	This	approach	is	particularly	useful	for	companies	with	diverse	debt	portfolios,	offering	a	holistic	perspective	on	borrowing	costs.Tax	AdjustmentsTax	adjustments	are	pivotal	in	determining	the	net	cost	of	debt	due	to	the	tax-deductibility	of	interest	expenses.	In	many
jurisdictions,	interest	payments	reduce	taxable	income,	lowering	the	effective	borrowing	cost.	This	tax	shield	significantly	impacts	capital	structure	decisions.	For	instance,	under	U.S.	tax	law,	interest	expense	deductions	are	capped	at	30%	of	adjusted	taxable	income.While	the	tax	shield	can	incentivize	higher	debt	levels,	excessive	leverage	increases
financial	distress	risks.	Firms	must	balance	the	benefits	of	tax	savings	against	potential	solvency	concerns.	Recent	changes	in	tax	legislation,	such	as	the	Tax	Cuts	and	Jobs	Act	of	2017,	which	reduced	corporate	tax	rates	and	altered	interest	deductibility	rules,	highlight	the	need	for	companies	to	adapt	their	strategies	accordingly.Interpreting	the
ResultsInterpreting	the	cost	of	debt	goes	beyond	the	numerical	figure;	it	involves	analyzing	its	broader	financial	implications.	A	lower	cost	of	debt	indicates	efficient	borrowing,	potentially	boosting	profitability	and	shareholder	value.	This	often	reflects	strong	creditworthiness	and	sound	financial	management.	Industry	benchmarks	are	crucial	to
evaluate	whether	a	companys	cost	of	debt	is	competitive.A	high	cost	of	debt	may	signal	issues	like	a	weakened	credit	profile	or	unfavorable	market	conditions,	attracting	scrutiny	from	investors	and	creditors.	Financial	managers	should	investigate	the	causes	and	explore	strategies	like	refinancing	or	restructuring	to	address	high	costs.	The	cost	of
debt	should	also	be	assessed	alongside	other	metrics,	such	as	the	weighted	average	cost	of	capital	(WACC),	to	gain	a	comprehensive	understanding	of	the	companys	financial	strategy	and	investment	potential.	The	cost	of	debt	is	the	total	interest	expense	paid	for	borrowing	money.	It	is	the	effective	interest	rate	that	a	company	owes	on	any	liabilities
such	as	loans.	The	size	of	the	cost	of	debt	depends	on	the	borrower's	creditworthiness,	so	higher	costs	generally	mean	the	borrower	is	considered	by	lenders	to	be	relatively	risky.	Cost	of	debt	can	refer	to	either	before-tax	or	after-tax	cost	of	debt.	For	companies,	interest	expenses	are	tax-deductible,	meaning	there	is	a	key	difference	between	the
pretax	cost	of	debt	and	the	after-tax	cost	of	debt.Debt	is	one	part	of	a	companys	capital	structure,	with	the	other	being	equity.Calculating	the	cost	of	debt	involves	calculating	the	average	interest	paid	on	all	of	a	companys	debts.	Investopedia	/	Julie	Bang	Debt	is	money	owed	by	one	person	or	entity	to	another.	Business	debt	is	unavoidable	for	most
companies.	Companies,	like	individuals,	use	debt	to	make	large	purchases	or	investments.	For	corporations.	debt	is	part	of	their	capital	structures.	Capital	structure	is	the	mix	of	debt	and	equity	that	a	firm	uses	to	finance	its	operations	and	fund	its	growth.	The	debt	might	consist	of	bonds,	loans,	or	a	mix	of	both.	A	company's	cost	of	debt	is	the	overall
rate	being	paid	by	a	company	to	use	these	types	of	debt	financing.	This	gives	investors	an	idea	of	the	companys	risk	level	compared	to	others,	as	riskier	companies	generally	have	a	higher	cost	of	debt.	The	cost	of	debt	is	generally	lower	than	cost	of	equity.	There	are	a	couple	of	different	ways	to	calculate	a	companys	cost	of	debt,	depending	on	the
information	available.	One	way	to	calculate	the	cost	of	debt	is	by	using	the	formula	for	the	after-tax	cost	of	debt:ATCD=(RFRR+CS)(1TaxRate)where:ATCD=After-taxcostofdebtRFRR=Risk-freerateofreturnCS=Creditspread\begin{aligned}&\text{ATCD}	=	(\text{RFRR}	+	\text{CS})	\times	(1	-	\text{Tax
Rate})\\&\textbf{where:}\\&\text{ATCD}=\text{After-tax	cost	of	debt}\\&\text{RFRR}=\text{Risk-free	rate	of	return}\\&\text{CS}=\text{Credit	spread}\end{aligned}ATCD=(RFRR+CS)(1TaxRate)where:ATCD=After-taxcostofdebtRFRR=Risk-freerateofreturnCS=CreditspreadThe	risk-free	rate	of	returnis	the	theoreticalrate	of	returnof	an	investment
with	zero	risk,	most	commonly	associated	with	U.S.	Treasury	bonds.A	credit	spread	is	the	difference	in	yield	between	a	U.S.	Treasury	bond	and	anotherdebt	securityof	the	same	maturity	but	different	credit	quality.This	formula	is	useful	because	it	takes	into	account	fluctuations	in	the	economy,	as	well	as	company-specific	debt	usage	and	credit	rating.
If	the	company	has	more	debt	or	a	low	credit	rating,	then	its	credit	spread	will	be	higher.For	example,	say	the	risk-free	rate	of	return	is	1.5%	and	the	companys	credit	spread	is	3%.	Its	pretax	cost	of	debt	is	4.5%.	If	its	tax	rate	is	30%,	then	the	after-tax	cost	of	debt	is	3.15%.	We	can	calculate	this	in	the	following	way:[	(	0.015	+	0.03	)	x	(	1	-	0.3	)
]Before-Tax	Cost	of	DebtAnother	way	to	calculate	the	cost	of	debt	is	to	determine	the	total	amount	of	interest	paid	on	each	debt	for	the	year.The	interest	rate	that	a	company	pays	on	its	debts	includes	both	the	risk-free	rate	of	return	and	the	credit	spread	from	the	formula	above	because	lenders	take	both	into	account	when	determining	an	interest
rate.Once	the	company	has	its	total	interest	paid	for	the	year,	it	divides	this	number	by	the	total	of	all	of	its	debt.	This	is	the	companys	average	interest	rate	on	all	of	its	debt.For	example,	say	a	company	has	a	$1	million	loan	with	a	5%	interest	rate	and	a	$200,000	loan	with	a	6%	rate.	The	average	interest	rate	and	its	pretax	cost	of	debt	is	5.17%.	This
is	calculated	as	follows:($1million0.05)+($200,0000.06)$1,200,000\begin{aligned}\frac{(\$1	\text{	million}\times0.05)	+	(\$200,000\times0.06)}{\$1,200,000}\end{aligned}$1,200,000($1million0.05)+($200,0000.06)The	companys	tax	rate	is	30%,	which	means	its	after-tax	cost	of	debt	is	3.62%.	To	calculate	this,	we	use	the	following	formula:
[0.0517(10.30)]\begin{aligned}[0.0517	\times	(1	-	0.30)]\end{aligned}[0.0517(10.30)]	The	cost	of	debt	before	taking	taxes	into	account	is	called	the	before-tax	cost	of	debt.	The	after-tax	cost	of	debt	factors	in	taxation.	The	key	difference	lies	in	the	fact	that	interest	expenses	are	tax-deductible	business	expenses.	Since	the	interest	paid	on	debts	is
often	treated	favorably	by	U.S.	tax	codes,	the	tax	deductions	due	to	outstanding	debts	can	lower	the	effective	cost	of	debt	paid	by	a	borrower.	The	after-tax	cost	of	debt	is	the	interest	paid	on	debt	less	any	income	tax	savings	due	to	deductible	interest	expenses.	To	calculate	the	after-tax	cost	of	debt,	subtract	a	companys	effective	tax	rate	from	one,	and
multiply	the	difference	by	its	cost	of	debt.	The	companys	marginal	tax	rate	is	not	used.	Instead,	the	companys	state	and	federal	tax	rates	are	added	together	to	ascertain	its	effective	tax	rate.	For	example,	if	a	companys	only	debt	is	a	bond	that	it	issued	with	a	5%	rate,	then	its	pretax	cost	of	debt	is	5%.	If	its	effective	tax	rate	is	30%,	then	the	difference
between	100%	and	30%	is	70%,	and	70%	of	the	5%	is	3.5%.	The	after-tax	cost	of	debt	is	3.5%.	The	rationale	behind	this	calculation	is	based	on	the	tax	savings	that	the	company	receives	from	claiming	its	interest	as	a	business	expense.	Using	the	example,	imagine	the	company	issued	$100,000	in	bonds	at	a	5%	rate	with	annual	interest	payments	of
$5,000.	It	claims	this	amount	as	an	expense,	which	lowers	the	companys	income	by	$5,000.	As	the	company	pays	a	30%	tax	rate,	it	saves	$1,500	in	taxes	by	writing	off	its	interest.	As	a	result,	the	company	effectively	only	pays	$3,500	on	its	debt.	This	equates	to	a	3.5%	interest	rate	on	its	debt.	Businesses	can	reduce	the	cost	of	debt	in	the	same	ways
that	individuals	can.	The	following	are	just	a	few	of	the	ways	to	do	so:Negotiating	Rates:	Some	lenders	will	offer	a	certain	rate	upfront.	But	you	don't	have	to	accept	the	rate	they	give	you.	Many	lenders	may	be	willing	to	work	with	you	because	they	want	your	business.Refinancing:	Consider	refinancing	if	interest	rates	drop	or	your	situation	changes,
and	you're	in	a	position	to	secure	a	better	rate.	People	often	do	this	with	their	mortgages	when	interest	rates	fall.	This	allows	them	to	cut	their	monthly	mortgage	payments.Increase	Payments:	If	you	pay	more	than	the	required	monthly	payment,	you'll	lower	your	principal	balance	and	reduce	the	amount	of	interest	you'll	pay	over	the	life	of	the
debt.Improving	Credit	Scores:	Your	credit	score	determines	the	rate	you're	going	to	get.	Improving	your	score	will	help	you	get	a	lower	rate.	You	can	do	this	by	maintaining	your	payments	or	paying	off	existing	debt.	Check	your	credit	report	regularly	to	ensure	there	are	no	errors.	Suppose	you	run	a	small	business	and	you	have	two	loans	that	are
helping	finance	the	enterprise.	The	first	is	a	loan	worth	$250,000	through	a	major	financial	institution.	The	second	is	a	$150,000	loan	through	a	private	investor.	The	first	loan	has	an	interest	rate	of	5%	and	the	second	one	has	a	rate	of	4.5%.First,	let's	calculate	the	total	amount	of	interest	you'll	pay	each	year	on	both	of	these	loans:Loan	#	1:	$250,000
x	5%	=	$12,500Loan	#	2:	$150,000	x	4.5%	=	$6,750We	can	add	these	two	figures	together	to	get	the	total	annual	interest,	which	is	$19,250.In	order	to	calculate	the	effective	rate	before	taxes,	we	divide	this	figure	by	the	total	amount	of	the	debt:$19,250$400,000=0.0481\begin{aligned}\frac{\$19,250}{\$400,000}	=
0.0481\end{aligned}$400,000$19,250=0.0481Therefore,	the	effective	before-tax	rate	of	these	debts	is	4.81%	Lenders	require	that	borrowers	pay	back	the	principal	amount	of	debt	plus	interest.	The	interest	rate,	or	yield,	demanded	by	creditors	is	the	cost	of	debt.The	interest	repays	the	lender	for	the	time	value	of	money	(TVM),	inflation,	and	the	risk
that	the	loan	will	not	be	repaid.	It	also	accounts	for	the	opportunity	costs	associated	with	the	money	not	being	invested	elsewhere.	Several	factors	can	increase	the	cost	of	debt,	depending	on	the	level	of	risk	to	the	lender.	These	include	a	longer	payback	period,	since	the	longer	the	payback	period	is	the	greater	the	time	value	of	money	and	opportunity
costs.	The	riskier	the	borrower	is,	the	greater	the	cost	of	debt	since	there	is	a	higher	chance	that	the	borrower	will	default.Unsecured	debts	have	higher	costs	than	loans	that	include	collateral.	A	mix	of	debt	and	equity	capital	provides	businesses	with	the	money	they	need	to	maintain	their	day-to-day	operations.Equity	capital	tends	to	be	more
expensive	for	companies	and	does	not	involve	a	favorable	tax	treatment.	Too	much	debt	financing	will	damage	creditworthiness	and	increase	the	risk	of	default	or	bankruptcy.Given	these	factors,	businesses	strive	to	optimize	their	weighted	average	cost	of	capital(WACC)	across	debt	and	equity.	The	agency	cost	of	debt	is	the	conflict	that	arises
between	shareholders	and	debtholders	of	a	public	company	when	debtholders	place	limits	on	the	use	of	the	firms	capital	if	they	believe	that	management	will	take	actions	that	favor	equity	shareholders	instead	of	debtholders.In	response,	debtholders	will	place	covenants	on	the	use	of	capital,	such	as	adherence	to	certain	financial	metrics	which,	if
broken,	allows	the	debtholders	to	call	back	their	capital.	Debt	is	unavoidable	for	most	people	and	businesses.	But	it	comes	at	a	price.	This	is	referred	to	as	the	cost	of	debt.	The	cost	of	debt	is	calculated	by	multiplying	the	value	of	a	loan	by	the	annual	interest	rate.	To	determine	the	effective	interest	rate,	add	together	all	that	interest	by	the	total
amount	of	debt.	If	youre	a	small	business	owner,	you	know	that	borrowing	money	is	both	inevitable	and	essential.	You	need	working	capital	to	get	your	business	off	the	ground	or	grow	it	to	new	heights.	You	might	even	need	it	to	steady	your	cash	flow.The	loans	and	debt	you	take	on	to	get	that	cash	come	with	interest	rates.	If	you	dont	keep	track	of
your	cost	of	debt,	those	expenses	can	get	out	of	control.	Youll	be	blind	to	the	true	cost	of	your	financing,	and	you	might	take	out	another	loan	you	cant	afford.Calculating	your	cost	of	debt	will	give	you	insight	into	how	much	youre	spending	on	debt	financing.	It	will	also	help	you	determine	if	taking	out	another	business	term	loan	or	business	line	of
credit	is	a	smart	decision.What	Is	Cost	of	Debt?Cost	of	debt	is	interest	expense.	In	other	words,	cost	of	debt	is	the	total	cost	of	the	interest	you	pay	on	all	your	loans.Your	annual	interest	rates	determine	your	companys	debt	cost.	The	lower	your	interest	rates,	the	lower	your	companys	cost	of	debt	will	be	you	want	the	lowest	cost	of	debt
possible.Lenders	examine	your	businesss	finances	using	financial	documents,	including	a	balance	sheet.	They	also	use	metrics,	such	as	credit	rating,	to	determine	an	annual	interest	rate.	Loan	providers	want	to	ensure	that	borrowers	are	able	to	pay	them	back.	To	lower	your	interest	rates,	and	ultimately	your	cost	of	debt,	work	on	improving	your
credit	score.Fortunately,	some	interest	expenses	are	tax	deductible.	This	tax	break	lowers	the	amount	of	interest	debtholders	pay,	which	lowers	their	cost	of	debt.	To	see	if	your	tax	savings	will	cover	your	interest	expenses,	youll	use	a	different	formula	to	calculate	your	cost	of	debt	after	taxes.How	to	Calculate	Cost	of	DebtThere	are	two	ways	to
calculate	cost	of	debt:	one	is	pre-tax	cost	of	debt,	and	the	other	is	after-tax	cost	of	debt.To	calculate	cost	of	debt	before	taxes,	divide	the	total	interest	of	all	your	loans	by	the	total	debt	of	all	your	loans.To	calculate	cost	of	debt	after	your	interest-based	tax	break,	multiply	your	effective	interest	rate	by	your	effective	tax	rate	subtracted	from	one.What	Is
the	Pre-Tax	Cost	of	Debt	Formula?The	pre-tax	cost	of	debt	formula	is:Total	interest	/	total	debt	=	cost	of	debtTo	find	your	total	interest,	multiply	each	loan	by	its	interest	rate,	then	add	those	numbers	together.To	calculate	your	total	debt,	add	up	all	your	loans.Then,	divide	total	interest	by	total	debt	to	get	your	cost	of	debt.The	cost	of	debt	you	just
calculated	is	also	your	weighted	average	interest	rate.	This	rate	will	help	us	complete	our	next	calculation	after-tax	cost	of	debt.	This	interest	rate	is	also	important	if	you	want	to	calculate	your	weighted	average	cost	of	capital	(WACC).What	Is	the	After-Tax	Cost	of	Debt	Formula?The	after-tax	cost	of	debt	formula	is:Effective	interest	rate	x	(1	effective
tax	rate)The	effective	interest	rate	is	the	weighted	average	interest	rate	we	just	calculated.	You	need	to	know	your	tax	rate	to	complete	this	calculation.First,	subtract	your	effective	tax	rate	from	one.	Then,	multiply	that	by	your	effective	interest	rate,	or	weighted	average	interest	rate,	to	get	your	after-tax	cost	of	debt.Cost	of	Debt	ExamplesAlthough
you	can	use	Excel	or	Google	Sheets	for	bookkeeping,	its	helpful	to	know	how	to	be	your	own	cost	of	debt	calculator.	Heres	an	example	of	how	to	manually	calculate	cost	of	debt.Lets	say	your	small	business	has	taken	out	three	loans:Small	business	loan:	$125,000	at	a	6%	annual	interest	rate.Business	credit	card:	$7,000	at	a	23%	annual	interest
rate.Line	of	credit:	$4,000	at	a	33%	annual	interest	rate.Pre-tax	cost	of	debtOur	pre-tax	cost	of	debt	formula	is:Total	interest	/	total	debt	=	cost	of	debtTo	get	our	total	interest,	well	multiply	each	loan	by	its	annual	interest	rate,	then	add	up	the	results.$125,000	x	0.06	=	$7,500$7,000	x	0.23	=	$1,610$4,000	x	0.33	=	$1,320	The	cost	of	debt	is	the	total
interest	expense	paid	for	borrowing	money.	It	is	the	effective	interest	rate	that	a	company	owes	on	any	liabilities	such	as	loans.	The	size	of	the	cost	of	debt	depends	on	the	borrower's	creditworthiness,	so	higher	costs	generally	mean	the	borrower	is	considered	by	lenders	to	be	relatively	risky.	Cost	of	debt	can	refer	to	either	before-tax	or	after-tax	cost
of	debt.	For	companies,	interest	expenses	are	tax-deductible,	meaning	there	is	a	key	difference	between	the	pretax	cost	of	debt	and	the	after-tax	cost	of	debt.Debt	is	one	part	of	a	companys	capital	structure,	with	the	other	being	equity.Calculating	the	cost	of	debt	involves	calculating	the	average	interest	paid	on	all	of	a	companys	debts.	Investopedia	/
Julie	Bang	Debt	is	money	owed	by	one	person	or	entity	to	another.	Business	debt	is	unavoidable	for	most	companies.	Companies,	like	individuals,	use	debt	to	make	large	purchases	or	investments.	For	corporations.	debt	is	part	of	their	capital	structures.	Capital	structure	is	the	mix	of	debt	and	equity	that	a	firm	uses	to	finance	its	operations	and	fund
its	growth.	The	debt	might	consist	of	bonds,	loans,	or	a	mix	of	both.	A	company's	cost	of	debt	is	the	overall	rate	being	paid	by	a	company	to	use	these	types	of	debt	financing.	This	gives	investors	an	idea	of	the	companys	risk	level	compared	to	others,	as	riskier	companies	generally	have	a	higher	cost	of	debt.	The	cost	of	debt	is	generally	lower	than	cost
of	equity.	There	are	a	couple	of	different	ways	to	calculate	a	companys	cost	of	debt,	depending	on	the	information	available.	One	way	to	calculate	the	cost	of	debt	is	by	using	the	formula	for	the	after-tax	cost	of	debt:ATCD=(RFRR+CS)(1TaxRate)where:ATCD=After-taxcostofdebtRFRR=Risk-
freerateofreturnCS=Creditspread\begin{aligned}&\text{ATCD}	=	(\text{RFRR}	+	\text{CS})	\times	(1	-	\text{Tax	Rate})\\&\textbf{where:}\\&\text{ATCD}=\text{After-tax	cost	of	debt}\\&\text{RFRR}=\text{Risk-free	rate	of	return}\\&\text{CS}=\text{Credit	spread}\end{aligned}ATCD=(RFRR+CS)(1TaxRate)where:ATCD=After-
taxcostofdebtRFRR=Risk-freerateofreturnCS=CreditspreadThe	risk-free	rate	of	returnis	the	theoreticalrate	of	returnof	an	investment	with	zero	risk,	most	commonly	associated	with	U.S.	Treasury	bonds.A	credit	spread	is	the	difference	in	yield	between	a	U.S.	Treasury	bond	and	anotherdebt	securityof	the	same	maturity	but	different	credit	quality.This
formula	is	useful	because	it	takes	into	account	fluctuations	in	the	economy,	as	well	as	company-specific	debt	usage	and	credit	rating.	If	the	company	has	more	debt	or	a	low	credit	rating,	then	its	credit	spread	will	be	higher.For	example,	say	the	risk-free	rate	of	return	is	1.5%	and	the	companys	credit	spread	is	3%.	Its	pretax	cost	of	debt	is	4.5%.	If	its
tax	rate	is	30%,	then	the	after-tax	cost	of	debt	is	3.15%.	We	can	calculate	this	in	the	following	way:[	(	0.015	+	0.03	)	x	(	1	-	0.3	)	]Before-Tax	Cost	of	DebtAnother	way	to	calculate	the	cost	of	debt	is	to	determine	the	total	amount	of	interest	paid	on	each	debt	for	the	year.The	interest	rate	that	a	company	pays	on	its	debts	includes	both	the	risk-free	rate
of	return	and	the	credit	spread	from	the	formula	above	because	lenders	take	both	into	account	when	determining	an	interest	rate.Once	the	company	has	its	total	interest	paid	for	the	year,	it	divides	this	number	by	the	total	of	all	of	its	debt.	This	is	the	companys	average	interest	rate	on	all	of	its	debt.For	example,	say	a	company	has	a	$1	million	loan
with	a	5%	interest	rate	and	a	$200,000	loan	with	a	6%	rate.	The	average	interest	rate	and	its	pretax	cost	of	debt	is	5.17%.	This	is	calculated	as	follows:($1million0.05)+($200,0000.06)$1,200,000\begin{aligned}\frac{(\$1	\text{	million}\times0.05)	+	(\$200,000\times0.06)}{\$1,200,000}\end{aligned}$1,200,000($1million0.05)+($200,0000.06)The
companys	tax	rate	is	30%,	which	means	its	after-tax	cost	of	debt	is	3.62%.	To	calculate	this,	we	use	the	following	formula:[0.0517(10.30)]\begin{aligned}[0.0517	\times	(1	-	0.30)]\end{aligned}[0.0517(10.30)]	The	cost	of	debt	before	taking	taxes	into	account	is	called	the	before-tax	cost	of	debt.	The	after-tax	cost	of	debt	factors	in	taxation.	The	key
difference	lies	in	the	fact	that	interest	expenses	are	tax-deductible	business	expenses.	Since	the	interest	paid	on	debts	is	often	treated	favorably	by	U.S.	tax	codes,	the	tax	deductions	due	to	outstanding	debts	can	lower	the	effective	cost	of	debt	paid	by	a	borrower.	The	after-tax	cost	of	debt	is	the	interest	paid	on	debt	less	any	income	tax	savings	due	to
deductible	interest	expenses.	To	calculate	the	after-tax	cost	of	debt,	subtract	a	companys	effective	tax	rate	from	one,	and	multiply	the	difference	by	its	cost	of	debt.	The	companys	marginal	tax	rate	is	not	used.	Instead,	the	companys	state	and	federal	tax	rates	are	added	together	to	ascertain	its	effective	tax	rate.	For	example,	if	a	companys	only	debt	is
a	bond	that	it	issued	with	a	5%	rate,	then	its	pretax	cost	of	debt	is	5%.	If	its	effective	tax	rate	is	30%,	then	the	difference	between	100%	and	30%	is	70%,	and	70%	of	the	5%	is	3.5%.	The	after-tax	cost	of	debt	is	3.5%.	The	rationale	behind	this	calculation	is	based	on	the	tax	savings	that	the	company	receives	from	claiming	its	interest	as	a	business
expense.	Using	the	example,	imagine	the	company	issued	$100,000	in	bonds	at	a	5%	rate	with	annual	interest	payments	of	$5,000.	It	claims	this	amount	as	an	expense,	which	lowers	the	companys	income	by	$5,000.	As	the	company	pays	a	30%	tax	rate,	it	saves	$1,500	in	taxes	by	writing	off	its	interest.	As	a	result,	the	company	effectively	only	pays
$3,500	on	its	debt.	This	equates	to	a	3.5%	interest	rate	on	its	debt.	Businesses	can	reduce	the	cost	of	debt	in	the	same	ways	that	individuals	can.	The	following	are	just	a	few	of	the	ways	to	do	so:Negotiating	Rates:	Some	lenders	will	offer	a	certain	rate	upfront.	But	you	don't	have	to	accept	the	rate	they	give	you.	Many	lenders	may	be	willing	to	work
with	you	because	they	want	your	business.Refinancing:	Consider	refinancing	if	interest	rates	drop	or	your	situation	changes,	and	you're	in	a	position	to	secure	a	better	rate.	People	often	do	this	with	their	mortgages	when	interest	rates	fall.	This	allows	them	to	cut	their	monthly	mortgage	payments.Increase	Payments:	If	you	pay	more	than	the	required
monthly	payment,	you'll	lower	your	principal	balance	and	reduce	the	amount	of	interest	you'll	pay	over	the	life	of	the	debt.Improving	Credit	Scores:	Your	credit	score	determines	the	rate	you're	going	to	get.	Improving	your	score	will	help	you	get	a	lower	rate.	You	can	do	this	by	maintaining	your	payments	or	paying	off	existing	debt.	Check	your	credit
report	regularly	to	ensure	there	are	no	errors.	Suppose	you	run	a	small	business	and	you	have	two	loans	that	are	helping	finance	the	enterprise.	The	first	is	a	loan	worth	$250,000	through	a	major	financial	institution.	The	second	is	a	$150,000	loan	through	a	private	investor.	The	first	loan	has	an	interest	rate	of	5%	and	the	second	one	has	a	rate	of
4.5%.First,	let's	calculate	the	total	amount	of	interest	you'll	pay	each	year	on	both	of	these	loans:Loan	#	1:	$250,000	x	5%	=	$12,500Loan	#	2:	$150,000	x	4.5%	=	$6,750We	can	add	these	two	figures	together	to	get	the	total	annual	interest,	which	is	$19,250.In	order	to	calculate	the	effective	rate	before	taxes,	we	divide	this	figure	by	the	total	amount
of	the	debt:$19,250$400,000=0.0481\begin{aligned}\frac{\$19,250}{\$400,000}	=	0.0481\end{aligned}$400,000$19,250=0.0481Therefore,	the	effective	before-tax	rate	of	these	debts	is	4.81%	Lenders	require	that	borrowers	pay	back	the	principal	amount	of	debt	plus	interest.	The	interest	rate,	or	yield,	demanded	by	creditors	is	the	cost	of	debt.The
interest	repays	the	lender	for	the	time	value	of	money	(TVM),	inflation,	and	the	risk	that	the	loan	will	not	be	repaid.	It	also	accounts	for	the	opportunity	costs	associated	with	the	money	not	being	invested	elsewhere.	Several	factors	can	increase	the	cost	of	debt,	depending	on	the	level	of	risk	to	the	lender.	These	include	a	longer	payback	period,	since
the	longer	the	payback	period	is	the	greater	the	time	value	of	money	and	opportunity	costs.	The	riskier	the	borrower	is,	the	greater	the	cost	of	debt	since	there	is	a	higher	chance	that	the	borrower	will	default.Unsecured	debts	have	higher	costs	than	loans	that	include	collateral.	A	mix	of	debt	and	equity	capital	provides	businesses	with	the	money	they
need	to	maintain	their	day-to-day	operations.Equity	capital	tends	to	be	more	expensive	for	companies	and	does	not	involve	a	favorable	tax	treatment.	Too	much	debt	financing	will	damage	creditworthiness	and	increase	the	risk	of	default	or	bankruptcy.Given	these	factors,	businesses	strive	to	optimize	their	weighted	average	cost	of	capital(WACC)
across	debt	and	equity.	The	agency	cost	of	debt	is	the	conflict	that	arises	between	shareholders	and	debtholders	of	a	public	company	when	debtholders	place	limits	on	the	use	of	the	firms	capital	if	they	believe	that	management	will	take	actions	that	favor	equity	shareholders	instead	of	debtholders.In	response,	debtholders	will	place	covenants	on	the
use	of	capital,	such	as	adherence	to	certain	financial	metrics	which,	if	broken,	allows	the	debtholders	to	call	back	their	capital.	Debt	is	unavoidable	for	most	people	and	businesses.	But	it	comes	at	a	price.	This	is	referred	to	as	the	cost	of	debt.	The	cost	of	debt	is	calculated	by	multiplying	the	value	of	a	loan	by	the	annual	interest	rate.	To	determine	the
effective	interest	rate,	add	together	all	that	interest	by	the	total	amount	of	debt.	Updated:	November	18,	2022	KEY	TAKEAWAYS	Cost	of	debt	is	a	formula	used	to	ensure	that	business	purchases	are	profitable.Any	interest	you	pay	on	debt	is	tax-deductible.	You	can	calculate	the	cost	of	debt	with	or	without	factoring	in	tax	savings.Ideally,	the	cost	of
debt	is	lower	than	the	profit	you	make	on	any	debt-funded	purchases	for	your	business.	The	cost	of	debt	involves	a	formula	that	factors	the	total	expense	a	business	incurs	with	debt.	Some	companies	calculate	the	cost	of	debt	using	interest	only.	Other	companies	factor	in	potential	tax	savings	into	the	formula.	The	difference	between	the	two
calculations	is	that	interest	expenses	are	tax-deductible.	At	a	basic	level,	the	cost	of	debt	formula	is	total	interest	divided	by	total	debt.	Total	interest	/	total	debt	=	cost	of	debt.	You	use	this	formula	for	each	individual	debt	you	owe.	Many	businesses	choose	to	calculate	the	weighted	cost	of	debt.	This	is	the	average	interest	across	all	of	your	outstanding
debts.	Keep	in	mind	that	the	cost	of	debt	changes	over	time.	Company-specific	debt	usage	may	be	higher	and	lower	at	different	times	of	the	year.	Its	best	practice	to	monitor	the	cost	of	debt	over	a	long	period	of	time.	To	see	the	big	picture	you	also	want	to	complete	cash	flow	analysis	and	look	at	the	cost	of	capital,	too.	Lets	say	that	your	business	has
three	individual	types	of	debt:	SBA	loan:	$50,000	*	6%	=$3,000	Business	credit	card:	$10,000	*	15.5%	=	$1,550	Merchant	cash	advance:	$8,000	*	20%	=	$1,600	Now	you	add	up	the	total	interest:	$3,000	+	$1,550	+	$1,600	=	$6,150	Then	you	add	up	your	total	debts:	$50,000	+	$10,000	+	$8,000	=	$68,000	Divide	your	total	interest	by	the	total
amount	of	debt	to	get	your	average	cost	of	debt:	$6,150	/	$68,000	=	.09.	The	weighted	average	interest	rate	for	your	mix	of	debt	is	9%.	Theres	also	a	formula	for	calculating	any	tax	savings	into	the	total.	If	you	want	to	factor	in	tax	savings,	you	need	to	know	two	numbers.	First,	you	need	the	weighted	average	interest	rate.	In	the	above	example,	the
average	rate	is	9%.	Next,	you	need	to	know	your	corporate	tax	rate.	We	will	use	8%	as	an	example	in	the	formula	below.	Using	the	Cost	of	Debt	Formula	for	our	example,	we	get:	.09	x	(1	.08)	=	.083	Hence,	for	our	example,	the	average	weighted	interest	rate	with	tax	savings	factored	in	is	8.3%.	Business	owners	can	deduct	any	paid	interest	on	taxes	at
the	end	of	the	year	as	a	business	expense.	You	dont	have	to	claim	this	deduction	as	a	business	owner,	but	every	little	bit	adds	up.	Deducting	interest	payments	can	lower	the	amount	of	taxes	you	owe.	Many	business	owners	work	with	their	accounting	team	to	factor	in	costs	and	savings	before	ever	pursuing	debt.	Some	types	of	debts	may	not	be	worth
the	cost,	while	others	may	offer	enough	benefit	to	outweigh	the	costs.	The	U.S.	Federal	Reserve	estimates	that	43%	of	small	businesses	need	external	funding	to	grow	and	scale.	This	funding	usually	comes	in	the	form	of	debt.	When	you	understand	the	cost	of	debt,	you	can	make	smart	business	decisions	and	ensure	your	business	remains	profitable.
Keep	in	mind	that	personal	credit	quality	doesnt	matter	as	much	with	business	loans.	Instead,	lenders	look	at	your	overall	business	health	when	considering	a	business	loan.	For	example,	you	know	that	a	new	piece	of	equipment	will	mean	that	you	can	produce	more	of	your	product	with	a	shorter	turnaround	time.	This	new	piece	of	equipment	can
increase	your	revenue	by	10%,	but	you	need	a	loan	to	pay	for	it.	If	you	calculate	the	cost	of	debt	at	7%,	the	loan	is	worth	it.	You	still	have	a	3%	profit	for	your	business.	If	the	cost	of	debt	will	be	more	than	10%,	the	expense	may	not	be	worth	it.	You	will	pay	more	in	interest	than	your	business	makes	in	the	same	period	of	time.	Of	course,	if	the
equipment	will	last	you	ten	years	and	you	can	pay	the	loan	off	in	three	years,	that	may	be	worth	it.	You	just	wont	see	a	return	on	this	investment	until	you	pay	off	the	debt.	How	does	the	cost	of	debt	work?	Debt	cost	is	a	formula	that	takes	other	factors	into	account	when	calculating	how	much	a	loan	costs	your	business.	Why	is	there	a	cost	for	having
debt?	Debt	has	a	cost	because	of	the	interest	rates	that	lenders	charge	when	you	borrow	money.	A	debt	holder	treats	interest	as	their	income	for	loaning	out	money	to	business	owners.	What	factors	make	the	cost	of	debt	increase?	Your	cost	of	debt	may	increase	if	you	choose	more	expensive	lending	options.	How	does	the	cost	of	debt	and	cost	of
equity	differ?	Cost	of	debt	refers	to	loans	and	credit	cards.	Cost	of	equity	refers	to	the	amount	a	business	pays	shareholders.	What	is	the	after-tax	cost	of	debt?	You	can	calculate	the	net	cost	of	debt	using	this	formula:	weighted	interest	rate	x	(1	corporate	tax	rate)	=	cost	of	debt.	Calculating	cost	of	debt	(along	with	cost	of	equity)	is	an	important	part
of	calculating	a	companys	weighted	average	cost	of	capital	(WACC),	which	measures	how	well	a	company	has	to	perform	to	satisfy	all	its	stakeholders	(i.e.	lenders	and	investors).But	you	dont	have	to	be	a	hedge	fund	manager	or	bank	to	calculate	your	companys	cost	of	debt.	Businesses	calculate	their	cost	of	debt	to	gain	insight	into	how	much	of	a
burden	their	debts	are	putting	on	their	business	and	whether	or	not	its	safe	to	take	on	any	more.How	to	calculate	cost	of	debtTo	calculate	your	business	total	cost	of	debtalso	sometimes	called	your	business	effective	interest	rateyou	need	to	do	three	things:First,	calculate	the	total	interest	expense	for	the	year.	If	your	business	produces	financial
statements,	you	can	usually	find	this	figure	on	your	income	statement.	(If	you	compile	these	quarterly,	add	up	total	interest	payments	for	all	four	quarters.)Total	up	all	of	your	debts.	You	can	usually	find	these	under	the	liabilities	section	of	your	companys	balance	sheet.	Don't	have	one?	Build	you	own	using	our	free	balance	sheet	template.Divide	the
first	figure	(total	interest)	by	the	second	(total	debt)	to	get	your	cost	of	debt.This	isnt	an	exact	calculation,	because	the	amount	of	debt	you	carry	over	the	course	of	the	year	can	vary.	(If	you	want	to	be	more	precise,	calculate	the	average	amount	of	debt	you	carried	for	the	year	across	all	four	quarters.)Calculating	cost	of	debt:	an	exampleLets	say	your
business	has	two	main	sources	of	debt:	a	$200,000	small	business	loan	from	a	big	bank	with	a	6%	interest	rate,	and	a	$100,000	loan	from	billionaire	investor	Marc	Cuban	with	an	interest	rate	of	4%	(he	liked	your	pitch	on	Shark	Tank).The	total	annual	interest	for	those	two	loans	will	be	$12,000	(6%	x	$200,000)	plus	$4,000	(4%	x	$100,000),	or
$16,000	total.	The	total	amount	of	debt	is	$300,000.	So	the	cost	of	debt	is:$16,000	/	$300,000	=	5.3%The	effective	pre-tax	interest	rate	your	business	is	paying	to	service	all	its	debts	is	5.3%.What	is	the	after-tax	cost	of	debt?Because	interest	payments	are	deductible	and	can	affect	your	tax	situation,	most	people	pay	more	attention	to	the	after-tax	cost
of	debt	than	the	pre-tax	one.	This	is	just	your	cost	of	debt	after	factoring	in	taxes.To	calculate	your	after-tax	cost	of	debt,	you	multiply	the	effective	tax	rate	you	calculated	in	the	previous	section	by	(1	-	t),	where	t	is	your	companys	effective	tax	rate.Calculating	after-tax	cost	of	debt:	an	exampleLets	take	the	example	from	the	previous	section.	If	the
effective	tax	rate	on	all	of	your	debts	is	5.3%	and	your	tax	rate	is	30%,	then	the	after-tax	cost	of	debt	will	be:5.3%	x	(1	-	0.30)5.3%	x	(0.70)=	3.71%Your	companys	after-tax	cost	of	debt	is	3.71%.Wait	a	second.	How	can	your	after-tax	cost	of	debt	be	lower	than	the	pre-tax	cost	of	debt?Interest	payments	are	tax	deductible,	which	means	that	every	extra
dollar	you	pay	in	interest	actually	lowers	your	taxable	income	by	a	dollar.For	example,	lets	say	your	friend	offers	you	a	$1,000	loan	at	10%	interest,	and	your	companys	tax	rate	is	40%.The	total	interest	youd	pay	your	friend	for	that	loan	would	be	$100,	all	of	which	you	can	deduct	on	your	taxes,	which	means	your	total	taxable	income	goes	down	by
$100.	Because	your	tax	rate	is	40%,	that	means	you	end	up	paying	$40	less	in	taxes.Even	though	youre	paying	your	friend	$100	in	interest,	because	of	the	$40	in	savings,	really	youre	only	paying	an	additional	$60.	The	after-tax	cost	of	debt	is	lower	than	the	pre-tax	cost	of	debt.Why	this	matters	for	your	small	businessAccording	to	the	U.S.	Federal
Reserve,	43%	of	small	businesses	will	seek	external	funding	for	their	business	at	some	pointmost	often	some	kind	of	debt.	Knowing	the	after-tax	cost	of	the	debt	youre	taking	on	is	crucial	when	trying	to	stay	profitable.For	example,	lets	say	you	know	that	a	piece	of	new	equipment	would	increase	your	revenues	by	5%.	You	dont	have	enough	cash	on
hand	to	pay	for	it	outright,	so	you	shop	around	for	a	loan.	The	cheapest	one	you	can	find	has	an	after-tax	cost	of	7%.	Should	you	take	it?Unless	you	think	theres	some	way	the	equipment	could	raise	revenues	by	more	than	7%,	you	shouldnt	take	out	the	loan,	because	the	extra	revenues	youll	earn	will	be	outpaced	by	the	extra	interest	payments	youre
making.Like	any	other	cost,	if	the	cost	of	debt	is	greater	than	the	extra	revenues	it	brings	in,	its	a	bad	investment.This	post	is	to	be	used	for	informational	purposes	only	and	does	not	constitute	legal,	business,	or	tax	advice.	Each	person	should	consult	his	or	her	own	attorney,	business	advisor,	or	tax	advisor	with	respect	to	matters	referenced	in	this
post.	Bench	assumes	no	liability	for	actions	taken	in	reliance	upon	the	information	contained	herein.	The	cost	of	debt	is	the	total	interest	expense	paid	for	borrowing	money.	It	is	the	effective	interest	rate	that	a	company	owes	on	any	liabilities	such	as	loans.	The	size	of	the	cost	of	debt	depends	on	the	borrower's	creditworthiness,	so	higher	costs
generally	mean	the	borrower	is	considered	by	lenders	to	be	relatively	risky.	Cost	of	debt	can	refer	to	either	before-tax	or	after-tax	cost	of	debt.	For	companies,	interest	expenses	are	tax-deductible,	meaning	there	is	a	key	difference	between	the	pretax	cost	of	debt	and	the	after-tax	cost	of	debt.Debt	is	one	part	of	a	companys	capital	structure,	with	the
other	being	equity.Calculating	the	cost	of	debt	involves	calculating	the	average	interest	paid	on	all	of	a	companys	debts.	Investopedia	/	Julie	Bang	Debt	is	money	owed	by	one	person	or	entity	to	another.	Business	debt	is	unavoidable	for	most	companies.	Companies,	like	individuals,	use	debt	to	make	large	purchases	or	investments.	For	corporations.
debt	is	part	of	their	capital	structures.	Capital	structure	is	the	mix	of	debt	and	equity	that	a	firm	uses	to	finance	its	operations	and	fund	its	growth.	The	debt	might	consist	of	bonds,	loans,	or	a	mix	of	both.	A	company's	cost	of	debt	is	the	overall	rate	being	paid	by	a	company	to	use	these	types	of	debt	financing.	This	gives	investors	an	idea	of	the
companys	risk	level	compared	to	others,	as	riskier	companies	generally	have	a	higher	cost	of	debt.	The	cost	of	debt	is	generally	lower	than	cost	of	equity.	There	are	a	couple	of	different	ways	to	calculate	a	companys	cost	of	debt,	depending	on	the	information	available.	One	way	to	calculate	the	cost	of	debt	is	by	using	the	formula	for	the	after-tax	cost
of	debt:ATCD=(RFRR+CS)(1TaxRate)where:ATCD=After-taxcostofdebtRFRR=Risk-freerateofreturnCS=Creditspread\begin{aligned}&\text{ATCD}	=	(\text{RFRR}	+	\text{CS})	\times	(1	-	\text{Tax	Rate})\\&\textbf{where:}\\&\text{ATCD}=\text{After-tax	cost	of	debt}\\&\text{RFRR}=\text{Risk-free	rate	of	return}\\&\text{CS}=\text{Credit
spread}\end{aligned}ATCD=(RFRR+CS)(1TaxRate)where:ATCD=After-taxcostofdebtRFRR=Risk-freerateofreturnCS=CreditspreadThe	risk-free	rate	of	returnis	the	theoreticalrate	of	returnof	an	investment	with	zero	risk,	most	commonly	associated	with	U.S.	Treasury	bonds.A	credit	spread	is	the	difference	in	yield	between	a	U.S.	Treasury	bond	and
anotherdebt	securityof	the	same	maturity	but	different	credit	quality.This	formula	is	useful	because	it	takes	into	account	fluctuations	in	the	economy,	as	well	as	company-specific	debt	usage	and	credit	rating.	If	the	company	has	more	debt	or	a	low	credit	rating,	then	its	credit	spread	will	be	higher.For	example,	say	the	risk-free	rate	of	return	is	1.5%
and	the	companys	credit	spread	is	3%.	Its	pretax	cost	of	debt	is	4.5%.	If	its	tax	rate	is	30%,	then	the	after-tax	cost	of	debt	is	3.15%.	We	can	calculate	this	in	the	following	way:[	(	0.015	+	0.03	)	x	(	1	-	0.3	)	]Before-Tax	Cost	of	DebtAnother	way	to	calculate	the	cost	of	debt	is	to	determine	the	total	amount	of	interest	paid	on	each	debt	for	the	year.The
interest	rate	that	a	company	pays	on	its	debts	includes	both	the	risk-free	rate	of	return	and	the	credit	spread	from	the	formula	above	because	lenders	take	both	into	account	when	determining	an	interest	rate.Once	the	company	has	its	total	interest	paid	for	the	year,	it	divides	this	number	by	the	total	of	all	of	its	debt.	This	is	the	companys	average
interest	rate	on	all	of	its	debt.For	example,	say	a	company	has	a	$1	million	loan	with	a	5%	interest	rate	and	a	$200,000	loan	with	a	6%	rate.	The	average	interest	rate	and	its	pretax	cost	of	debt	is	5.17%.	This	is	calculated	as	follows:($1million0.05)+($200,0000.06)$1,200,000\begin{aligned}\frac{(\$1	\text{	million}\times0.05)	+
(\$200,000\times0.06)}{\$1,200,000}\end{aligned}$1,200,000($1million0.05)+($200,0000.06)The	companys	tax	rate	is	30%,	which	means	its	after-tax	cost	of	debt	is	3.62%.	To	calculate	this,	we	use	the	following	formula:[0.0517(10.30)]\begin{aligned}[0.0517	\times	(1	-	0.30)]\end{aligned}[0.0517(10.30)]	The	cost	of	debt	before	taking	taxes	into



account	is	called	the	before-tax	cost	of	debt.	The	after-tax	cost	of	debt	factors	in	taxation.	The	key	difference	lies	in	the	fact	that	interest	expenses	are	tax-deductible	business	expenses.	Since	the	interest	paid	on	debts	is	often	treated	favorably	by	U.S.	tax	codes,	the	tax	deductions	due	to	outstanding	debts	can	lower	the	effective	cost	of	debt	paid	by	a
borrower.	The	after-tax	cost	of	debt	is	the	interest	paid	on	debt	less	any	income	tax	savings	due	to	deductible	interest	expenses.	To	calculate	the	after-tax	cost	of	debt,	subtract	a	companys	effective	tax	rate	from	one,	and	multiply	the	difference	by	its	cost	of	debt.	The	companys	marginal	tax	rate	is	not	used.	Instead,	the	companys	state	and	federal	tax
rates	are	added	together	to	ascertain	its	effective	tax	rate.	For	example,	if	a	companys	only	debt	is	a	bond	that	it	issued	with	a	5%	rate,	then	its	pretax	cost	of	debt	is	5%.	If	its	effective	tax	rate	is	30%,	then	the	difference	between	100%	and	30%	is	70%,	and	70%	of	the	5%	is	3.5%.	The	after-tax	cost	of	debt	is	3.5%.	The	rationale	behind	this	calculation
is	based	on	the	tax	savings	that	the	company	receives	from	claiming	its	interest	as	a	business	expense.	Using	the	example,	imagine	the	company	issued	$100,000	in	bonds	at	a	5%	rate	with	annual	interest	payments	of	$5,000.	It	claims	this	amount	as	an	expense,	which	lowers	the	companys	income	by	$5,000.	As	the	company	pays	a	30%	tax	rate,	it
saves	$1,500	in	taxes	by	writing	off	its	interest.	As	a	result,	the	company	effectively	only	pays	$3,500	on	its	debt.	This	equates	to	a	3.5%	interest	rate	on	its	debt.	Businesses	can	reduce	the	cost	of	debt	in	the	same	ways	that	individuals	can.	The	following	are	just	a	few	of	the	ways	to	do	so:Negotiating	Rates:	Some	lenders	will	offer	a	certain	rate
upfront.	But	you	don't	have	to	accept	the	rate	they	give	you.	Many	lenders	may	be	willing	to	work	with	you	because	they	want	your	business.Refinancing:	Consider	refinancing	if	interest	rates	drop	or	your	situation	changes,	and	you're	in	a	position	to	secure	a	better	rate.	People	often	do	this	with	their	mortgages	when	interest	rates	fall.	This	allows
them	to	cut	their	monthly	mortgage	payments.Increase	Payments:	If	you	pay	more	than	the	required	monthly	payment,	you'll	lower	your	principal	balance	and	reduce	the	amount	of	interest	you'll	pay	over	the	life	of	the	debt.Improving	Credit	Scores:	Your	credit	score	determines	the	rate	you're	going	to	get.	Improving	your	score	will	help	you	get	a
lower	rate.	You	can	do	this	by	maintaining	your	payments	or	paying	off	existing	debt.	Check	your	credit	report	regularly	to	ensure	there	are	no	errors.	Suppose	you	run	a	small	business	and	you	have	two	loans	that	are	helping	finance	the	enterprise.	The	first	is	a	loan	worth	$250,000	through	a	major	financial	institution.	The	second	is	a	$150,000	loan
through	a	private	investor.	The	first	loan	has	an	interest	rate	of	5%	and	the	second	one	has	a	rate	of	4.5%.First,	let's	calculate	the	total	amount	of	interest	you'll	pay	each	year	on	both	of	these	loans:Loan	#	1:	$250,000	x	5%	=	$12,500Loan	#	2:	$150,000	x	4.5%	=	$6,750We	can	add	these	two	figures	together	to	get	the	total	annual	interest,	which	is
$19,250.In	order	to	calculate	the	effective	rate	before	taxes,	we	divide	this	figure	by	the	total	amount	of	the	debt:$19,250$400,000=0.0481\begin{aligned}\frac{\$19,250}{\$400,000}	=	0.0481\end{aligned}$400,000$19,250=0.0481Therefore,	the	effective	before-tax	rate	of	these	debts	is	4.81%	Lenders	require	that	borrowers	pay	back	the	principal
amount	of	debt	plus	interest.	The	interest	rate,	or	yield,	demanded	by	creditors	is	the	cost	of	debt.The	interest	repays	the	lender	for	the	time	value	of	money	(TVM),	inflation,	and	the	risk	that	the	loan	will	not	be	repaid.	It	also	accounts	for	the	opportunity	costs	associated	with	the	money	not	being	invested	elsewhere.	Several	factors	can	increase	the
cost	of	debt,	depending	on	the	level	of	risk	to	the	lender.	These	include	a	longer	payback	period,	since	the	longer	the	payback	period	is	the	greater	the	time	value	of	money	and	opportunity	costs.	The	riskier	the	borrower	is,	the	greater	the	cost	of	debt	since	there	is	a	higher	chance	that	the	borrower	will	default.Unsecured	debts	have	higher	costs	than
loans	that	include	collateral.	A	mix	of	debt	and	equity	capital	provides	businesses	with	the	money	they	need	to	maintain	their	day-to-day	operations.Equity	capital	tends	to	be	more	expensive	for	companies	and	does	not	involve	a	favorable	tax	treatment.	Too	much	debt	financing	will	damage	creditworthiness	and	increase	the	risk	of	default	or
bankruptcy.Given	these	factors,	businesses	strive	to	optimize	their	weighted	average	cost	of	capital(WACC)	across	debt	and	equity.	The	agency	cost	of	debt	is	the	conflict	that	arises	between	shareholders	and	debtholders	of	a	public	company	when	debtholders	place	limits	on	the	use	of	the	firms	capital	if	they	believe	that	management	will	take	actions
that	favor	equity	shareholders	instead	of	debtholders.In	response,	debtholders	will	place	covenants	on	the	use	of	capital,	such	as	adherence	to	certain	financial	metrics	which,	if	broken,	allows	the	debtholders	to	call	back	their	capital.	Debt	is	unavoidable	for	most	people	and	businesses.	But	it	comes	at	a	price.	This	is	referred	to	as	the	cost	of	debt.
The	cost	of	debt	is	calculated	by	multiplying	the	value	of	a	loan	by	the	annual	interest	rate.	To	determine	the	effective	interest	rate,	add	together	all	that	interest	by	the	total	amount	of	debt.	The	cost	of	debt	is	a	critical	financial	metric	that	reflects	the	total	interest	expense	owed	on	outstanding	debts,	such	as	loans	and	bonds.	It	is	crucial	for
businesses	and	investors	to	understand	the	cost	of	debt,	as	it	plays	a	significant	role	in	determining	a	companys	capital	structure,	valuation,	and	overall	financial	health.	Companies	with	a	low	cost	of	debt	can	access	funds	at	a	lower	interest	rate,	resulting	in	reduced	borrowing	costs	and	improved	profitability.Calculating	the	cost	of	debt	typically
involves	assessing	the	borrowers	creditworthiness	and	risk	level.	The	cost	of	debt	can	be	computed	using	either	after-tax	or	before-tax	formulas.	Various	factors	influence	the	cost	of	debt,	including	the	current	interest	rate	environment,	company	size,	and	market	perception	of	the	borrowers	credit	rating.	Understanding	these	factors	can	help
borrowers	and	investors	make	informed	decisions	when	evaluating	financing	options	or	comparing	companies	within	the	same	industry.Key	TakeawaysThe	cost	of	debt	is	the	total	interest	expense	owed	on	outstanding	debts,	such	as	loans	and	bonds.Numerous	factors	influence	the	cost	of	debt,	including	interest	rates,	company	size,	and	credit
rating.Accurate	calculation	and	understanding	of	the	cost	of	debt	is	crucial	for	financial	decision-making	and	comparative	analysis.Understanding	the	Cost	of	DebtDebt	vs.	EquityIn	finance,	companies	raise	funds	through	either	debt	or	equity.	Debt	refers	to	borrowed	money	that	needs	to	be	repaid	with	interest	over	time,	while	equity	involves	raising
funds	by	selling	ownership	shares	of	the	business.	The	cost	of	debt	is	a	key	consideration	for	businesses	when	assessing	different	financing	options.Interest	Rate	BasicsThe	cost	of	debt	represents	the	total	amount	of	interest	paid	by	a	company	on	its	outstanding	debt.	This	cost	is	influenced	by	the	interest	rate,	which	is	the	percentage	of	the	principal
amount	that	the	borrower	must	pay	over	a	specific	period.	Interest	rates	can	be	fixed	(unchanged	throughout	the	loan	term)	or	variable	(subject	to	change	based	on	market	conditions).Determining	the	cost	of	debt	involves	considering	both	the	interest	rate	and	other	factors	such	as	fees	and	penalties	associated	with	the	borrowing.	In	most	cases,
businesses	aim	for	a	lower	cost	of	debt	to	reduce	expenses	and	improve	profitability.The	Role	of	Tax	Rate	on	Cost	of	DebtOne	important	aspect	to	consider	when	calculating	the	cost	of	debt	is	the	impact	of	taxes.	Since	the	interest	paid	on	business	debt	is	tax-deductible,	the	net	cost	of	debt	is	often	expressed	as	the	after-tax	cost	of	debt.	This	is
calculated	by	multiplying	the	pre-tax	cost	of	debt	by	(1	tax	rate).For	example,	if	a	company	has	a	pre-tax	cost	of	debt	of	5.6%	and	a	tax	rate	of	25%,	the	after-tax	cost	of	debt	would	be:After-Tax	Cost	of	Debt	=	5.6%	x	(1	25%)	=	4.2%In	summary,	understanding	the	cost	of	debt	is	crucial	for	businesses	when	evaluating	financing	options.	The	cost	of	debt
includes	the	interest	rate	and	other	borrowing-related	factors	such	as	fees	and	penalties.	The	tax	rate	also	plays	an	essential	role,	as	it	affects	the	after-tax	cost	of	debt,	which	ultimately	influences	a	companys	financial	health	and	its	ability	to	increase	profits.Calculating	the	Cost	of	DebtFormula	OverviewThe	cost	of	debt	is	a	crucial	component	of	a
companys	financial	analysis.	It	represents	the	effective	interest	rate	a	company	pays	on	its	debt	obligations.	To	calculate	the	cost	of	debt,	one	can	use	the	following	pre-tax	formula:Pre-Tax	Cost	of	Debt	=	(Annual	Interest	Expense	/	Total	Debt)	x	100This	formula	calculates	the	blended	average	interest	rate	paid	by	a	company	on	all	its	debt	obligations
in	percentage	form.To	obtain	a	more	accurate	assessment,	it	is	essential	to	derive	the	after-tax	cost	of	debt,	incorporating	the	tax	shield	provided	by	interest	expense	deductions.After-Tax	Cost	of	Debt	CalculationThe	after-tax	cost	of	debt	factors	in	the	tax	savings	derived	from	interest	expense	deductions,	resulting	in	a	more	significant	measure	of	the
actual	cost	borne	by	the	company.	The	formula	for	calculating	after-tax	cost	of	debt	is	as	follows:After-Tax	Cost	of	Debt	=	Pre-Tax	Cost	of	Debt	x	(1	Effective	Tax	Rate)The	effective	tax	rate	can	be	determined	by	dividing	the	total	tax	expense	by	taxable	income.	With	this	information,	one	can	calculate	the	after-tax	cost	of	debt	for	a	company.In
summary,	calculating	the	cost	of	debt	involves	using	a	formula	to	determine	the	pre-tax	cost	of	debt	and	then	adjusting	it	for	the	effective	tax	rate	to	calculate	the	after-tax	cost	of	debt.	This	provides	a	more	accurate	measure	of	a	companys	true	cost	associated	with	debt	financing,	as	it	accounts	for	the	tax	benefits	received	from	interest	expense
deductions.	The	resultant	figures	can	then	be	used	when	analyzing	a	companys	weighted	average	cost	of	capital	(WACC)	and	overall	financial	performance.Factors	Influencing	Cost	of	DebtSeveral	factors	influence	the	cost	of	debt	for	a	company.	This	section	will	explore	the	impact	of	credit	ratings	and	interest	rates,	market	conditions,	and	debt	term
and	structure	on	the	cost	of	debt.Credit	Ratings	and	Interest	RatesCredit	ratings	play	a	significant	role	in	determining	the	cost	of	debt	for	a	company.	Higher	credit	ratings	typically	result	in	lower	interest	rates	on	the	companys	borrowings,	as	lenders	perceive	such	firms	as	less	risky.	On	the	other	hand,	low	credit	ratings	might	lead	to	higher	interest
rates	due	to	increased	risk.	As	a	result,	companies	with	strong	credit	ratings	can	typically	access	capital	at	a	lower	cost.Example	of	the	relationship	between	credit	ratings	and	interest	rates:Credit	RatingInterest	RateAAA2.5%AA3.0%A4.0%BBB5.0%Market	ConditionsMarket	conditions	can	also	have	a	significant	impact	on	a	companys	cost	of	debt.
Both	short-term	and	long-term	trends	in	interest	rates	influence	the	cost	of	debt.	Prevailing	interest	rates	are	set	by	market	conditions,	and	they	are	strongly	influenced	by	national	monetary	policies.	When	market	interest	rates	are	generally	low,	companies	tend	to	have	lower	costs	of	debt.	Conversely,	when	interest	rates	are	high,	the	cost	of
borrowing	increases	for	companies.For	instance,	during	a	period	of	economic	expansion,	interest	rates	might	be	low,	allowing	companies	to	access	capital	at	a	lower	cost.	In	contrast,	during	an	economic	downturn,	interest	rates	may	rise,	increasing	the	cost	of	debt	for	many	firms.Debt	Term	and	StructureThe	term	and	structure	of	a	companys	debt
also	affect	its	cost	of	debt.	For	example:Short-term	debts	usually	have	lower	interest	rates	compared	to	long-term	debts.	This	is	because	lenders	face	less	uncertainty	over	a	shorter	time	horizon.Fixed-rate	debts	provide	companies	with	predictable	interest	expenses	over	the	life	of	the	loan,	while	variable-rate	debts	can	result	in	fluctuations	in	interest
expense	as	market	interest	rates	change.Secured	debts,	which	are	backed	by	collateral,	may	carry	lower	interest	rates	than	unsecured	debts	due	to	the	reduced	risk	for	the	lender.In	summary,	the	cost	of	debt	is	influenced	by	a	companys	credit	ratings,	current	market	conditions,	and	the	term	and	structure	of	its	debt.	Companies	must	understand
these	factors	to	effectively	manage	their	cost	of	debt	and	make	smart	financial	decisions.Cost	of	Debt	in	Capital	StructureThe	cost	of	debt	plays	a	pivotal	role	in	a	companys	capital	structure.	It	is	the	return	a	company	provides	to	its	debtholders	and	creditors	for	the	risk	exposure	associated	with	lending	to	the	company.	In	this	section,	we	will	explore
how	the	cost	of	debt	affects	the	Debt	to	Equity	Ratio	and	the	Weighted	Average	Cost	of	Capital	(WACC).Debt	to	Equity	RatioThe	Debt	to	Equity	Ratio	is	a	financial	metric	that	measures	the	proportion	of	debt	and	equity	used	to	finance	a	companys	assets.	It	is	calculated	as	follows:Debt	to	Equity	Ratio	=	Total	Debt	/	Total	EquityA	higher	Debt	to	Equity
Ratio	indicates	that	a	company	relies	more	on	debt	for	financing	its	operations,	while	a	lower	ratio	signifies	more	reliance	on	equity.	The	cost	of	debt	affects	this	ratio	as	it	determines	the	extent	to	which	a	company	is	willing	to	borrow	funds.	A	lower	cost	of	debt	may	encourage	a	higher	debt	level,	resulting	in	a	higher	Debt	to	Equity	Ratio.	Conversely,
a	higher	cost	of	debt	may	cause	a	company	to	prefer	equity	financing,	leading	to	a	lower	Debt	to	Equity	Ratio.Weighted	Average	Cost	of	Capital	(WACC)WACC	is	the	average	rate	a	company	expects	to	pay	to	all	of	its	security	holders	to	finance	its	assets.	It	considers	the	cost	of	debt	and	the	cost	of	equity	with	their	respective	weights	in	the	companys
capital	structure.	It	can	be	calculated	as	follows:WACC	=	(Debt	Weight	*	Cost	of	Debt)	+	(Equity	Weight	*	Cost	of	Equity)Here,	the	Debt	Weight	and	Equity	Weight	are	calculated	as	follows:Debt	Weight	=	Total	Debt	/	(Total	Debt	+	Total	Equity)Equity	Weight	=	Total	Equity	/	(Total	Debt	+	Total	Equity)By	considering	the	cost	of	debt	and	the	cost	of
equity	together,	the	WACC	provides	a	comprehensive	measure	of	a	companys	cost	of	capital.	A	lower	WACC	indicates	that	a	company	has	a	lower	overall	cost	of	financing,	which	may	offer	a	competitive	advantage.	On	the	other	hand,	a	higher	WACC	signifies	that	the	cost	of	financing	is	relatively	high,	which	can	affect	a	companys	profitability	and
growth	potential.In	summary,	the	cost	of	debt	influences	both	the	Debt	to	Equity	Ratio	and	WACC,	playing	an	essential	role	in	determining	a	companys	capital	structure.	Understanding	these	key	financial	metrics	helps	businesses	make	informed	decisions	about	their	financing	options	to	optimize	their	capital	structure	and	maximize	shareholder
value.Comparative	Analysis	of	FinancingDebt	Financing	vs.	Equity	FinancingDebt	financing	and	equity	financing	are	two	main	methods	that	businesses	use	to	raise	capital.	In	debt	financing,	an	organization	borrows	money	from	lenders,	which	they	promise	to	pay	back	along	with	interest	over	a	given	period.	Common	examples	of	debt	financing	are
loans,	bonds,	and	credit	lines.	In	this	case,	the	organization	maintains	its	ownership,	and	the	lenders	do	not	generally	have	any	equity	or	control	in	the	company.On	the	other	hand,	equity	financing	is	a	method	where	an	organization	sells	ownership	stakes	in	the	company	to	investors	in	exchange	for	capital.	Equity	financing	can	be	raised	through	the
issuance	of	common	shares,	preferred	stock,	or	warrants.	Investors	who	purchase	equity	become	partial	owners	of	the	firm,	sharing	in	its	profits	through	dividends	and	capital	appreciation.One	key	difference	between	debt	and	equity	financing	is	the	financial	impact.	Debt	financing	usually	offers	tax	benefits,	as	the	interest	paid	on	the	debt	is	tax-
deductible.	However,	the	company	is	obligated	to	make	regular	interest	payments	and	eventually	repay	the	loan	in	full,	which	can	impact	cash	flow.	In	contrast,	equity	financing	does	not	require	fixed	payments	or	a	predetermined	maturity	date	but	may	dilute	the	existing	shareholders	ownership,	and	the	financial	outcome	is	more	uncertain	since
dividends	are	typically	paid	from	residual	earnings.Return	Expectations	of	Capital	ProvidersCapital	providers,	or	investors,	have	different	return	expectations	depending	on	the	financing	type	they	provide:Debt	Capital	Providers:	Lenders	in	debt	financing	expect	a	fixed	return	on	their	capital	in	the	form	of	interest	payments,	regardless	of	the
companys	financial	performance.	The	risk	involved	in	debt	financing	is	evaluated	using	credit	ratings,	and	higher-risk	borrowers	will	often	face	higher	interest	rates.	The	cost	of	debt	depends	on	factors	such	as	the	creditworthiness	of	the	borrower,	interest	rates	in	the	market,	and	the	duration	of	the	debt.Equity	Capital	Providers:	Investors	who
provide	equity	financing	expect	a	return	on	their	investment	through	capital	appreciation	and	dividends.	The	cost	of	equity	is	usually	higher	than	the	cost	of	debt	due	to	the	risk	involved.	Equity	investors	bear	greater	risk	as	they	only	benefit	from	residual	earnings	after	all	liabilities,	including	debt	holders	claims,	have	been	fulfilled.	Therefore,	they
demand	a	higher	return	as	compensation	for	their	higher	risk	exposure.In	conclusion,	when	comparing	debt	and	equity	financing,	it	is	essential	to	consider	the	organizations	cash	flow,	ownership,	financial	objectives,	and	the	expectations	of	the	capital	providers.	Depending	on	the	specific	situation,	businesses	might	choose	a	combination	of	debt	and
equity	financing	to	optimize	their	capital	structure	and	achieve	an	optimal	balance	between	risk	and	return.The	Role	of	Cost	of	Debt	in	ValuationDiscounted	Cash	Flow	AnalysisThe	cost	of	debt	plays	a	critical	role	in	the	discounted	cash	flow	(DCF)	analysis,	a	widely-used	valuation	method	that	calculates	the	present	value	of	a	companys	future	cash
flows.	DCF	methodology	involves	estimating	future	cash	flows,	discounting	them	to	the	present	using	the	companys	weighted	average	cost	of	capital	(WACC),	and	then	summing	the	results	to	determine	the	intrinsic	enterprise	value.	The	cost	of	debt	is	a	crucial	component	of	WACC,	which	additionally	consists	of	the	cost	of	equity.Calculating	the	after-
tax	cost	of	debt	is	essential	for	DCF	analysis	because	it	adjusts	for	the	tax	advantage	a	company	receives	while	borrowing	funds.	The	formula	for	after-tax	cost	of	debt	is:After-Tax	Cost	of	Debt	=	Yield	to	Maturity	(YTM)	x	(1	Tax	Rate)Incorporating	the	cost	of	debt	in	the	WACC	calculation	allows	for	accurate	discounting	of	future	cash	flows,	leading	to
a	more	precise	valuation.Impact	on	Enterprise	ValueThe	cost	of	debt	also	directly	influences	a	companys	enterprise	value	(EV),	a	critical	metric	for	valuing	businesses.	Enterprise	value	is	the	sum	of	a	companys	equity	value	and	net	debt.	It	represents	the	entire	value	of	a	company,	considering	both	equity	and	debt	financing.	In	simpler	terms,	EV
represents	the	total	price	a	buyer	would	have	to	pay	to	fully	acquire	a	company.When	estimating	the	enterprise	value	using	DCF	analysis,	a	lower	after-tax	cost	of	debt	can	lead	to	a	lower	WACC,	which	in	turn	results	in	a	higher	present	value	for	future	cash	flows.	This	higher	present	value	implies	an	increased	estimated	enterprise	value	for	the
company.Conversely,	a	higher	cost	of	debt	can	potentially	make	a	company	less	attractive	to	investors.	A	higher	cost	of	debt	means	higher	interest	payments,	reducing	cash	flows	available	for	investments,	growth,	or	paying	dividends	to	shareholders.	This	can	negatively	impact	the	companys	valuation,	as	investors	typically	seek	companies	that
efficiently	utilize	debt	financing	and	generate	favorable	returns	on	their	investments.In	conclusion,	the	cost	of	debt	plays	a	significant	role	in	valuation	by	impacting	both	discounted	cash	flow	analysis	and	enterprise	value	calculations.	Understanding	its	implications	can	help	investors	make	better-informed	decisions	when	valuing	companies	and
assessing	the	attractiveness	of	potential	investment	opportunities.Managing	and	Optimizing	Cost	of	DebtManaging	and	optimizing	cost	of	debt	is	crucial	for	businesses	seeking	to	maintain	healthy	financial	operations.	By	closely	monitoring	and	controlling	the	cost	of	debt,	companies	can	ensure	they	are	not	overburdened	by	liabilities	and	can
maximize	their	returns	on	investment.	This	section	will	explore	two	important	aspects	of	managing	and	optimizing	the	cost	of	debt:	Interest	Coverage	and	Maintenance	and	Negotiating	with	Lenders.Interest	Coverage	and	MaintenanceOne	key	metric	to	monitor	when	managing	debt	is	the	interest	coverage	ratio	(ICR).	This	ratio	measures	a	companys
ability	to	meet	interest	payments	on	its	outstanding	obligations.	A	higher	ratio	indicates	a	stronger	financial	position,	while	a	lower	ratio	represents	potential	difficulties	in	paying	interest	on	debt.	The	interest	coverage	ratio	can	be	calculated	as	follows:Interest	Coverage	Ratio	=	Earnings	Before	Interest	and	Taxes	(EBIT)	/	Interest	ExpenseCompanies
should	aim	to	maintain	an	optimal	ICR	in	order	to	minimize	the	risk	of	default	and	to	ensure	smooth	operations.	A	few	strategies	for	optimizing	the	interest	coverage	ratio	include:Reducing	Debt:	Paying	off	outstanding	loans	reduces	the	interest	expense	and	improves	the	ICR.Improving	Earnings:	By	increasing	revenue	and	managing	costs,	businesses
can	boost	their	EBIT,	leading	to	an	improved	ICR.Refinancing	Debt:	It	may	be	possible	to	refinance	existing	debt	at	a	lower	interest	rate,	thus	reducing	the	overall	interest	expense.Negotiating	with	LendersAnother	crucial	aspect	of	managing	cost	of	debt	is	the	ability	to	negotiate	with	lenders,	which	involves	effectively	communicating	and	advocating
for	better	loan	terms.	Some	key	points	to	consider	when	negotiating	include:Loan	duration:	Negotiating	for	a	longer	loan	term	may	reduce	monthly	payments,	but	it	may	also	increase	the	total	interest	paid	over	the	life	of	the	loan.Interest	rates:	Lower	interest	rates	will	reduce	the	overall	cost	of	debt.	Borrowers	can	try	to	negotiate	better	rates	by
demonstrating	strong	creditworthiness	or	providing	collateral	as	security.Flexible	payment	terms:	In	some	cases,	lenders	may	be	willing	to	offer	more	flexibility	in	repayment	schedules,	such	as	allowing	for	interest-only	payments	during	periods	of	lower	revenue.By	proactively	managing	and	optimizing	their	cost	of	debt,	businesses	can	maintain	a
healthy	financial	position,	ensure	their	ability	to	meet	obligations,	and	promote	sustainable	growth.Frequently	Asked	QuestionsWhat	factors	affect	the	calculation	of	total	cost	of	debt?The	total	cost	of	debt,	also	known	as	the	after-tax	cost	of	debt,	is	influenced	by	several	factors,	including	the	interest	rate	on	the	debt,	the	term	length,	and	the
companys	tax	rate.	Other	factors	that	can	affect	the	cost	of	debt	calculation	include	any	fees	associated	with	borrowing	and	potential	market	fluctuations	impacting	the	companys	creditworthiness.How	does	one	estimate	the	cost	of	debt	for	use	in	the	Weighted	Average	Cost	of	Capital	(WACC)?Estimating	the	cost	of	debt	for	WACC	involves	calculating
the	pre-tax	cost	of	debt,	which	is	typically	based	on	a	companys	bond	yield	or	interest	rate	on	its	existing	debt,	and	adjusting	it	for	their	effective	tax	rate.	The	formula	to	calculate	the	after-tax	cost	of	debt	is:	After-tax	cost	of	debt	=	Pre-tax	cost	of	debt	(1	-	Tax	rate).	This	ensures	that	the	tax	shield	associated	with	interest	payments	on	debt	is
incorporated	into	the	WACC	calculation.Can	you	explain	the	after-tax	formula	for	calculating	the	cost	of	debt?The	after-tax	cost	of	debt	formula	incorporates	both	the	pre-tax	cost	of	debt	and	the	companys	effective	tax	rate.	The	formula	is	represented	as:	After-tax	cost	of	debt	=	Pre-tax	cost	of	debt	(1	-	Tax	rate).	This	calculation	accounts	for	the
interest	expense	being	tax-deductible,	which	can	reduce	the	overall	cost	of	debt	for	a	company.What	is	the	distinction	between	pre-tax	and	after-tax	cost	of	debt?The	pre-tax	cost	of	debt	refers	to	the	interest	rate	or	yield	on	a	companys	debt	before	accounting	for	taxes,	whereas	the	after-tax	cost	of	debt	adjusts	for	the	tax	shield	arising	from	the	tax-
deductible	nature	of	interest	payments.	This	distinction	is	essential	in	measuring	a	companys	true	borrowing	cost,	which	ultimately	impacts	its	profitability.How	does	cost	of	debt	differ	from	cost	of	equity	in	corporate	finance?Cost	of	debt	refers	to	the	effective	rate	a	company	pays	on	its	current	debt,	while	cost	of	equity	is	the	expected	rate	of	return
required	by	equity	investors.	Debt	is	generally	considered	less	expensive	than	equity	because	interest	payments	are	tax-deductible,	and	debt	holders	have	a	higher	claim	on	a	companys	assets.	Conversely,	equity	financing	involves	distributing	dividends	and	ownership	stakes	to	shareholders,	leading	to	a	higher	cost	for	the	firm.Could	you	provide	a
step-by-step	example	of	computing	the	weighted	average	cost	of	debt?Determine	the	outstanding	amounts	of	the	different	debt	components	(e.g.,	bonds,	loans).Calculate	the	pre-tax	cost	of	each	debt	component	(e.g.,	yield	to	maturity	for	bonds	or	interest	rate	for	loans).Apply	the	companys	tax	rate	to	the	pre-tax	cost	of	each	component	using	the
formula:	After-tax	cost	of	debt	=	Pre-tax	cost	of	debt	(1	-	Tax	rate).Calculate	the	weight	of	each	debt	component	by	dividing	the	outstanding	amount	of	each	debt	by	the	total	outstanding	debt.Multiply	the	after-tax	cost	of	each	component	by	its	respective	weight.Sum	the	weighted	after-tax	costs	of	debt	components	to	compute	the	weighted	average
cost	of	debt	for	the	company.	Cost	of	Debt	arguably	one	of	the	most	simple	(yet	perceptually	complicated)	metric	in	Finance	and	Investing.	Heres	everything	you	need	to	know	about	it,	including	what	it	is,	why	it	matters,	and	how	to	calculate	it.You	might	want	to	grab	a	tea	though	this	is	the	most	extensive	guide	on	the	Cost	of	Debt	on	the	internet.If
youre	after	specific	aspects	of	the	cost	of	debt,	feel	free	to	explore	individual	sections.	Each	section	is	designed	to	stand	on	its	own	for	the	most	part.	Where	sections	depend	on	one	another,	youll	be	pointed	to	the	appropriate	section	when	its	relevant.	What	is	Cost	of	Debt?Firstly,	what	is	Cost	of	Debt?Consistent	with	most	things	in	Finance,	the	clue
is	in	the	name.The	Cost	of	Debt	is	thecost	of	debt.More	specifically,	its	thecost	of	raising	debt	finance.It	has	three	main	interpretations	or	use-cases,	including:cost	of	raising	debt	finance	(i.e.,	the	cost	of	borrowing),appropriate	discount	rate	for	debt	cash	flows,	andappropriate	rate	of	return	for	debt	investorsLets	consider	each	of	these	three
interpretations	/	use-cases	individually.Cost	of	Raising	Debt	FinanceThe	cost	of	debt	is	expressed	in	percentage	terms.	And	it	represents	the	amount	of	money	a	business	would	have	to	pay	its	debt	holder	for	every	$1	of	debt	financing	it	obtains	from	them.So,	if	the	cost	of	debt	for	a	company	is	say,	5%,	then	it	means	that	the	company	would	essentially
pay	its	lenders	$0.05	for	every	$1	of	debt	capital	it	raises	from	them.The	payments	would	largely	be	made	in	the	form	of	interest	payments.Thus,	in	the	simplest	sense,	the	Cost	of	Debt	is	nothing	but	the	interest	rate	on	a	loan.As	a	result	of	representing	the	cost	of	raising	debt	finance,	the	Cost	of	Debt	is	also	an	appropriate	discount	rate	for	debt-
related	cash	flows.Appropriate	Discount	Rate	for	Debt	Cash	FlowsA	discount	rateis	a	rate	at	which	future	cash	flows	of	a	business	are	discounted	at.The	process	of	discounting	future	cash	flowsis	a	focal	theme/concept	within	Finance.The	idea	is	to	put	a	price	on	future	cash	flowsas	of	today.	That	price	is	referred	to	as	the	Present	Value	of	Future	Cash
Flows.Now,	the	process	of	discounting	is	beyond	the	scope	of	this	particular	article.	But	we	have	linked	to	related/sister	articles,	so	if	youre	interested,	do	give	those	a	read.At	this	stage,	its	suffice	for	you	to	know	that	the	Cost	of	Debt	is	the	appropriate	discount	rate	todiscount	debt-related	future	cash	flows	back	to	the	present.And	perhaps	more
importantly,	its	important	for	you	to	know	that	the	Cost	of	Debt	is	an	essential	ingredient	of	the	Weighted	Average	Cost	of	Capital	(WACC).Appropriate	Rate	of	Return	for	Debt	InvestorsRecall	that	we	said	that	the	cost	of	debt	is	thecost	of	raising	debt	capital.As	a	result	of	this,	it	also	represents	thereturn	a	debt	investor	requires	in	order	to
invest.Intuitively,	companies	raise	money	from	investors	(be	that	equity	investors	or	debt	investors).The	costs	that	the	company	pays	to	raise	finance	is	the	return	that	investors	earn!Intuitively,	when	you	pay	interest	on	a	loan	as	an	individual,	the	bank	or	lender	makes	a	return.The	interest	that	you	pay	is	your	cost	of	borrowing	(aka	Cost	of	Debt).	And
its	also	the	rate	of	return	for	the	bank/lender.Why	Does	The	Cost	of	Debt	Matter?The	Cost	of	Debt	matters	a	great	deal	for	many	reasons.	We	can	broadly	think	of	in	terms	of	its	importance	to	users	(companies	and	investors),	and	in	terms	of	asignalfor	the	companys	risk.Lets	consider	both	interpretations.Importance	for	UsersThere	are	broadly	two
main	user-groups	of	the	cost	of	debt,	including:	For	companies,	the	cost	of	debt	represents	the	cost	they	can	expect	to	pay	in	order	to	raise	debt	finance.For	investors,	on	the	other	hand,	cost	of	debt	represents	the	rate	of	return	they	can	expect	to	earn	by	lending	their	money	to	a	given	company.Importance	As	a	Risk	SignalThe	cost	of	debt	can	also	be
seen	as	asignal	for	the	riskiness	of	a	company.Note	that,	over	here,	were	not	referring	to	riskiness	in	the	context	of	the	total	risk	of	a	stockor	idiosyncratic	risk.Here,	the	riskiness	is	more	in	the	context	of	default	risk.Given	the	investment	fundamentals	of	price,	risk,	and	returnwe	know	that	risk	and	return	maintain	a	proportional	relationship.Thus,	if	a
firm	has	a	very	high	default	risk,	investors	will	demand	a	very	high	rate	of	return	when	lending	to	the	firm.Firms	with	high	cost	of	debts,	therefore,	can	be	reasonably	thought	of	as	high	risk	firms.	At	least	in	the	context	of	their	ability	to	pay	back	investors.How	to	Calculate	Cost	of	Debt?There	are	3	main	ways	of	calculating	the	Cost	of	Debt,
including:Interest	on	debt,The	CAPM,	andModigliani	&	Miller	IIGoing	forward,	were	going	to	use	the	mathematical	notation	to	refer	to	the	Cost	of	Debt.Note	that	some	people	refer	to	use	to	refer	to	the	cost	of	debt	instead	of	.	Either	is	okay/acceptable.People	who	use	tend	to	see	it	as	the	required	rate	of	return	on	debt.	We	touched	on	the	rationale
and	intuition	behind	this	idea	in	the	first	couple	of	sections	in	this	article.Were	choosing	to	use	instead	of	because	is	typically	used	to	reflectcosts	in	financial	economics.How	toCalculate	Cost	of	Debt	using	Interest	on	Debt	can	simply	be	the	interest	rate	on	a	loan,	estimated	as:	Here:	represents	the	Cost	of	Debt	refers	to	the	dollar	value	of	interest
paid	(i.e.,	the	interest	expense)	reflects	the	market	value	of	debtThis	is	probably	the	easiest	and	simplest	way	to	calculate	cost	of	debt.Values	for	are	easily	accessible	from	the	interest	expense	reported	on	the	income	statement	of	publicly	listed	companies.RELATED:	Profit	and	Loss	TutorialThe	value	for	is	a	tad	bit	trickier	to	obtain,	but	not	impossible
by	any	means.This	method	is	also	the	only	estimate	for	which	explicitly	showcases	the	interest	rate	on	debt	as	the	appropriate	cost	of	debt.As	youll	see	in	just	a	bit,	the	other	measures	for	dontquite	explicitly	show	it	as	an	interest	rate.How	toCalculate	Cost	of	Debt	using	the	CAPM	(Capital	Asset	Pricing	Model)	can	be	estimated	by	using	the	CAPM	(i.e.
the	Capital	Asset	Pricing	Model)as:	In	this	particular	Cost	of	Debt	formula:	We	talk	a	great	deal	about	the	limitations	of	the	CAPM	in	our	article	(linked	above).	Do	give	that	a	read	if	youd	like	to	learn	more	about	the	CAPM.You	might	also	want	to	explore	other	asset	pricing	models	if	youre	looking	to	better	understand	this	area	of	finance.Note	that,
although	theres	no	reference	to	an	interest	rate	explicitly	here,	the	value	for	is	still,	essentially,	an	interest	rate	on	debt.So,	lenders	who	use	the	CAPM	to	calculate	will	essentially	use	the	value	for	as	the	interest	rate	they	charge	borrowers.Similarly,	companies	that	use	CAPM	to	estimate	will	essentially	use	that	estimate	as	the	value	for	the	interest
rate	on	their	borrowings.Thus,	although	the	CAPM-based	estimate	for	doesntexplicitly	show	or	display	an	interest	rate,	it	essentiallyis	the	interest	rate	on	debt.Hopefully,	that	makes	sense.Lets	now	think	about	another	way	of	calculating	.How	to	Calculate	Cost	of	Debt	using	Modigliani	&	Miller	IIThe	third	and	final	formal	way	of	calculating	involves
using	a	model	created	by	Modigliani	and	Miller	as	part	of	their	second	proposition	on	firm	value	/	capital	structure.Using	M&M	II,	the	formula	for	cost	of	debt	is	expressed	as:	Note	that	this	particular	formula	for	cost	of	debt	is	far	from	commonly	used.Indeed,	its	somewhat	rare	to	see	this	form	of	on	the	internet	and	in	most	syllabi	in	formal	education,
at	least	at	the	time	of	writing.Nevertheless,	the	approach	holds	mathematically,	in	that	were	simply	rearranging	the	expression	for	Cost	of	Equity	(estimated	using	M&M	II)	to	obtain	an	expression	for	.Heres	the	simplified	proof.The	Cost	of	Equity	(estimated	using	M&M	II)	is	calculated	as	This	is	equivalent	to	writing	Rearranging	to	get	by	itself	yields
This	in	turn	is	equivalent	to	writing	Simplifying	results	in	the	final	cost	of	debt	formula	as	As	with	the	CAPM-based	estimate	for	from	above,	note	that,	although	the	M&M	II	based	estimate	for	doesntexplicitlyshow	an	interest	rate,	the	value	for	essentially	represents	the	interest	rate	on	borrowings/lending.Do	All	Calculations	of	Cost	of	Debt	Provide
The	Same	Result?People	often	wonder	indeed,	stronglybelieve	that	the	estimate	for	should	be	identical,	regardless	of	which	approach	you	use	to	calculate	it.Sadly,	this	is	simply	almost	never	true.Estimates	for	will	almost	certainly	be	different	if	you	estimate	is	using	interest	on	debt	vs.	the	CAPM	vs.	M&MII.This	is	because	of	a	variety	of	reasons,
including	(but	not	limited	to):differences	in	assumptions	across	modelsdifferences	in	variables	used	to	calculate	working	with	different	sample	timeframesreliability	of	the	raw	data	used	in	the	estimateAnecdotal	evidence	suggests	that	many	practitioners	tend	to	take	a	simple	average	of	different	estimates.This,	in	our	opinion,	is	far	from	prudent
mainly	because	of	the	reasons	of	differences	highlighted	above.Taking	simple	average	of	different	estimates	is	akin	to	taking	the	average	of	apples	and	oranges	and	concluding	its	the	average	values	for	apples	alone!How	Does	Tax	Affect	The	Cost	of	Debt?Tax	strictly,	the	corporation	tax	rate	can	helpdecrease	the	cost	of	debt	financing	in	most
countries.Since	interest	expense	is	tax	deductible	for	companies	in	most	countries,	the	tax	rate	can	essentially	decrease	theeffective	cost	of	debt.Thats	because	interest	expense	decrease	the	value	for	taxable	income.This	in	turn	means	companies	face	a	smaller	tax	bill	(compared	to	a	firm	with	0	interest	expense,	or	one	that	operates	in	a	country
where	interest	expense	is	not	tax	deductible).As	an	example,	suppose	a	companys	cost	of	debt	is	equal	to	6%	and	its	corporation	tax	rate	is	20%.Given	the	fact	that	any	interest	payment	will	be	tax	deductible,	the	firmseffective	interest	rate	is	6%(1	20%)	=	4.8%.What	is	the	Difference	Between	Cost	of	Debt	and	Cost	of	Capital?The	Cost	of	Debt	is	the
cost	of	raisingdebt	capital.	Cost	of	Capital	on	the	other	hand,	is	the	cost	of	raisingcapital(both	debt	as	well	as	equity).Generally	speaking,	a	reference	to	the	Cost	of	Capital	will	typically	imply	that	were	talking	about	the	Weighted	Average	Cost	of	Capital	(WACC).If	the	firm	in	question	has	0	debt,	then	a	reference	to	Cost	of	Capital	can	also	mean	Cost
of	Equity.Note	that,	for	a	firm	that	has	debt	and	equity	capital	structure,	the	cost	of	debt	will	always	be	lower	than	the	cost	of	capital.What	is	the	Difference	Between	Cost	of	Debt	and	Cost	of	Equity?The	Cost	of	Equity	represents	the	cost	of	raisingequity	capital.	As	highlighted	earlier,	the	Cost	of	Debt	reflects	the	cost	of	raisingdebt	finance.Note	that,
since	equity	is	riskier	than	debt	(from	an	investors	standpoint),	the	cost	of	equity	will	always	be	greater	than	the	cost	of	debt.Equity	financing	is	less	risky	from	a	firms	/	entrepreneurs	standpoint,	but	riskier	from	an	investors	standpoint.Okay,	how	that	you	know	what	the	Cost	of	Debt	is	and	how	to	calculate	it,	lets	apply	the	different	formulas	with	an
example.Cost	of	Debt	Calculation	ExampleConsider	Starmont	Inc.,	which	recently	announced	its	intention	to	pay	dividends	of	$2.50	per	share	every	year	for	the	foreseeable	future,	for	each	of	its	100m	shares.	Some	analysts	believe	that	the	company	may	increase	its	dividends	by	up	to	5%	each	year.	They	base	this	on	the	firms	high	amount	of	available
capital,	including	$800m	of	debt	(based	on	recent	market	valuations)	and	total	assets	of	$3.5bn	in	current	market	value	terms.Analysts	believe	that	the	5%	growth	rate	is	achievable,	even	though	the	firm	faces	approximately	$32	million	in	interest	paymenteach	year.The	firms	positive	exposure	to	the	market,	given	its	(equity)	beta	of	1.25,	means	its
poised	for	strong	performance	ahead.	The	firms	debt	beta	equates	to	0.85.	Analysts	expect	the	overall	market	return	to	be	12%	per	year	over	the	coming	years.	Yields	on	risk-free	securities	are	reported	at	1.5%.Analysts	from	EveningStar	Inc.	estimate	the	firms	cost	of	capital	to	be	10%	and	its	cost	of	equity	to	be	11.78%.What	is	Starmont	Inc.s	Cost	of
Debt?The	question	provides	sufficient	information	for	you	to	calculate	usingall	three	approaches	highlighted	above.So	go	on!	Give	it	a	go	and	try	estimating	Starmont	Inc.s	on	your	own.Hint:	weve	bolded	items	in	the	question	for	a	very	good	reason!	Were	going	to	assume	you	did	that,	so	lets	go	ahead	now	and	solve	it	together.	NOTE:	if	youve	already
read	our	sister	article	on	the	Definitive	Guide	to	Cost	ofEquity,	note	that	there	are	minor	differences	between	the	example	question	here	vs.	the	one	in	that	article.	Weve	tried	to	maintain	a	large	level	of	similarity	so	you	can	explore	how	the	Cost	of	Equity,	Cost	of	Debt,	and	Cost	of	Capital	interact.	Calculate	Cost	of	Debt	using	Interest	on	DebtRecall
that	can	simply	be	the	rate	of	interest	on	the	loan	as:	Where:	represents	the	Cost	of	Debt	refers	to	the	dollar	value	of	interest	paid	reflects	the	market	value	of	debtWere	told	from	the	question	that	the	firms	interest	expense	is	equal	to	$32m	each	year.	Thus	.The	market	value	of	debt	()	is	equal	to	$800m	per	the	question.Plugging	in	the	numbers	into
the	cost	of	debt	formula	(calculated	using	the	interest	on	debt	approach)	we	have	Solving	for	that	yields	Calculate	Cost	of	Debt	using	the	CAPMRecall	that	can	be	estimated	by	using	the	CAPM	as:	From	the	question,	we	know	that:	is	equal	to	1.5%	(since	thats	the	yield	on	risk-free	securities)	is	0.85	(as	stated	in	the	question	as	the	value	for	the	debt
beta)	is	equal	to	12%	since	thats	what	the	question	suggests	analysts	expectPlugging	in	the	numbers	from	the	question	into	the	CAPM-based	formula	for	cost	of	equity,	we	have	Solving	for	that	yields	Calculate	Cost	of	Debt	using	Modigliani	&	Miller	IIFinally,	if	we	were	to	use	Modigliani	&	Miller	II	(M&MII),	we	can	estimate	as	In	this	case,	is
essentially	the	firmscost	of	capital.	Were	told	that	this	is	equal	to	10%.Were	also	told	again,	from	the	question	that	the	firms	cost	of	equity	()	is	equal	to	11.78%.We	have	a	value	for	(being	$800m	per	the	question).	However,	a	value	for	(the	market	value	of	Equity)	isnt	providedexplicitly.We	can	calculate	by	using	the	Accounting	Equation	as	our
framework.	The	Accounting	Equation	can	be	expressed	as:Assets	=	Liabilities	+EquityLiabilities	is	just	another	term	for	Debt.	Thus,	we	can	write	the	Accounting	Equation	asAssets	=	Debt	+EquityRearranging	for	Equity,	we	haveEquity	=	Assets	DebtWere	told	that	Debt	and	Total	Assets	equate	to	$800m	and	$3.5bn	respectively	(from	the
question).Thus,	Equity	must	be	equal	toEquity	=	$3.5bn	$0.8bn	=	$2.7bnPlugging	in	all	our	numbers	into	the	formula	for	cost	of	debt	(using	M&M	II),	we	have	Solving	for	this	by	applying	BODMAS	yields	Finally,	solving	further,	we	get	Comparing	Estimates	Using	Different	ApproachesFrom	our	simple	example	alone,	weve	obtained2	different
estimates	for	using	three	different	approaches,	including:4%	when	we	use	the	interest	on	debt	approach,10.425%	when	we	use	the	CAPM,	and4%	when	we	use	M&M	IINote	that	we	designed	the	question	in	a	way	where	the	answer	for	is	equal	to	4%	whether	one	uses	the	interest	on	debt	approach	or	M&MII.Its	not	prudent	toexpect	to	have	identical
values	for	regardless	of	which	approach	one	uses.But	which	one	is	the	correct	you	ask?In	this	example	instance,	its	more	likely	that	4%	is	the	appropriate	.	Mainly	because	we	wrote	the	question	and	intended	it	to	be	equal	to	4%	From	a	practical,	real	world	standpoint,	the	honest	answer	is	thatno	one	knowswhat	the	true	or	correct	cost	of	debt	should
be.Seriously.In	the	real	world,	one	would	likely	choose	the	estimate	the	best	fits	with	the	story	trying	to	be	sold.If	investorsbelieve	Starmont	Inc.	from	above	issignificantly	risky,	theyll	perceive	the	estimate	for	from	the	CAPM	to	be	the	most	appropriate.If,	on	the	other	hand,	investors	believe	Starmont	Inc.	isnt	all	that	risky,	they	might	perceive	the	4%
estimate	for	to	be	very	much	appropriate.Thus,	the	answer	to	what	the	correct	cost	of	debt	is,it	depends.Wrapping	UpAlright,	hopefully,	all	of	this	makes	sense,	and	you	now	have	a	strong	understanding	of	the	Cost	of	Debt	including	what	is	is,	why	it	matters,	and	how	to	calculate	it.In	summary,	you	learned	that	the	Cost	of	Debt	represents	the	cost	of
raising	debt	capital	(aka	debt	financing).Since	debt	is	raised	by	companiesfrom	investors,	is	also	equivalent	to	the	rate	of	return	for	a	debt	investor,	excluding	the	effects	of	transaction	costs	and	taxes.Furthermore,	you	learned	that	there	are	3	main	ways	of	calculating	,	including	by	using:Interest	on	DebtCAPM,	andModigliani	and	Miller	II	(M&M
II)Importantly,	remember	that	the	3	approaches	are	unique	and	independent.	They	will	NOT	necessarily	give	you	the	same	result	for	.This	is	because	each	model	has	its	own	set	of	assumptions,	and	relies	on	its	own	set	of	variables	and	data.Its	notprudent	nor	constructive	to	simply	take	an	average	across	all	estimates,	because	again	each	mode	has	its
own	set	of	assumptions,	and	relies	on	its	own	set	of	variables	and	data.Taking	a	simple	average	of	all	3	estimates	is	akin	to	taking	an	average	of	the	number	of	apples	and	oranges,	and	describing	it	as	the	average	number	of	apples.If	any	part	of	this	extensive	guide	/	article	on	the	Cost	of	Debt	is	not	quite	clear,	please	do	give	it	another	read.You	might
also	want	to	explore	the	complement	to	the	Cost	of	Equity.	Thats	as	extensive	as	this	particular	article;	arguably	even	more	extensive	since	there	are	a	few	more	complexities	when	it	comes	to	the	Cost	of	Equity.The	point	is,	youll	want	to	make	sure	you	have	a	good	cup	of	tea	before	you	start	reading	about	the	Cost	of	Equity.If	youd	like	to	go	further
and	learn	to	invest	like	the	pros,	do	check	out	our	courses	on	investingthat	are	designed	to	help	you	master	complex	concepts	in	finance	and	investing.Thats	a	wrap	from	us	for	now.Keep	learning,	keep	growing!	

What	are	the	different	ways	of	estimating	a	firm's	cost	of	debt.	Which	of	the	following	is	true	when	estimating	the	cost	of	debt	for	a	firm.	When	estimating	the	cost	of	debt	for	a	firm.	How	to	calculate	cost	of	debt.
Estimating	cost	of	debt	damodaran.	Estimated	debt.	Estimating	a	synthetic	rating	and	cost	of	debt.


