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[bookmark: _Toc38656551]Executive Summary 
The cost of debt estimated by using the debt obligations and interest expense paid in the year as well as the marginal tax rate showed that the rate was 2.76%. the cost of equity considering all information specified on the Excel workbook indicated that the cost of capital under book value and market value was 1.138% and 3.124%.  The latter was used as the company’s required rate of return when calculating the present value for the net cash flow. 
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1.0. [bookmark: _Toc38656552]Component of cost of capital estimation 
Cost of capital refers to the opportunity of cost of making a certain investment. It also be understood as the rate of return that could have been earned by putting the same money into another investment but with similar risk profile (Brusov et al., 2011). Hence it is the rate of return required to persuade investors to make a given investment in the company. 
[bookmark: _Toc38656553]1.1 Cost of Debt Estimation
The cost of debt refers to the return that a company provides to debtholders. Entities who provide funding to the company should be compensated for the risk exposure that comes with lending to the company. Because the observable interest rates play a big role in quantification of the cost of a debt, it is comparatively more direct to compute the cost of debt compared to the cost of equity. Not only does this rate reflect the default risk of the company, it is also a reflection of the level of interest rates in the market (Berry, Betterton & Karagiannidis, 2014). Moreover, is an important part of calculating the company’s WACC.  There are many ways of estimating the cost of debt, the most common approach is to consider the current yield to maturity of the company’s debt; however, the simplest one requires two pieces of information: the effective interest rate the company pays on the debt and the marginal tax rate. 
Since Netflix does not publish its average debt interest rate, it has to be computed from the total interest expense paid by the company (on the consolidates statement of operations) and total amount of debt in the balance sheet. 

This is not a precise calculation because the amount of debt in the company carries can vary throighout the year.  
Next, the marginal tax rate is detemine, and which for Netflix is about 35% because the comapny reports income of more than $18.3 million 

Cost of debt then becomes = 2.76%
[bookmark: _Toc38656554]1.2. Cost of Equity Estimation 
The cost of equity refers to the rate of return a company pays out to equity investors. A company uses cost of equity to examine the relative attractiveness of its projects both that are internal and external.  Typically, companies can use a combination of equity and debt financing, with the former considered to be more expensive.  The capital asset pricing model (CAPM) is often sed on estimating the cost of equity (Fernandez, 2010).  The CAPM considers the riskiness of investments relative to the market, and even though the model I less exact because it relies on historical data. 
The CAPM formula uses the following items 
Cost of equity = risk free rate + beta (expected market return -risk free rate) 
The risk-free rate is the return expected from a risk-free investment, since Netflix is an American company, the 10-year treasury note rate of return is 0.63%.  Beta is the measure of the systematic risk, which is the volatility of Netflix stocks relative to that of the market. It was computed by regressing Netflix monthly returns for a period  of four years against S&P500 monthly returns over a similar period. The expected market return is the vale often the average of the S&P500 in the united starts over a particular period of time say from about 5 years to about 10 years seems an appropriate range. 
Cost of equity = 0.88% 
[bookmark: _Toc38656555]2.0. Estimate Capital Structure and WACC 

	
	In millions $
	Weight 

	total value of debt 
	14759260
	84%

	Book value of equity 
	2793929
	16%

	
	
	

	Total 
	17553189
	

	
	
	

	cost of equity 
	0.88%
	

	Weight of equity 
	84%
	

	
	
	

	Weight of equity* cost of equity
	0.742%
	

	
	
	

	
	
	

	Cost of debt 
	3.15%
	

	Cost of debt (1-tax rate)
	2.49%
	

	federal tax rate 
	21%
	

	
	
	

	cost of debt (1-tax rate) *weight of debt 
	0.396%
	

	
	
	

	Cost of capital from equity book value 
	1.138%
	



b. 
	
	In millions $
	Weight 

	total value of debt 
	14759260
	7%

	Market value of equity 
	186149000
	93%

	
	
	

	Total 
	200908260
	

	
	
	

	cost of equity 
	0.88%
	

	Weight of equity 
	93%
	

	
	
	

	Weight of equity* cost of equity
	0.818%
	

	
	
	

	
	
	

	Cost of debt 
	3.15%
	

	Cost of debt(1-tax rate)
	2.49%
	

	federal tax rate 
	21%
	

	
	
	

	cost of debt(1-tax rate)*weight of debt 
	2.307%
	

	
	
	

	Cost of capital from equity book value 
	3.124%
	





[bookmark: _Toc38656556]3.0. Cash Flow Estimation 

	
	Units sold 
	Sales price
	Accounting for 3% annualized inflation rate  
	Gross cash inflow
	Net working capital 
	variable cost
	Accounting for annualized inflation 
	Total variable cost 

	1
	1000000
	$220
	$220
	$220,000,000
	$22,000,000
	$140 
	$140.00
	$140,000,000

	2
	1070000
	$220
	$227
	$242,462,000
	$24,246,200
	$140 
	$144.20
	$154,294,000

	3
	1144900
	$220
	$233
	$267,217,370
	$26,721,737
	$140 
	$148.53
	$170,047,417

	4
	1225043
	$220
	$240
	$294,500,264
	$29,450,026
	$140 
	$152.98
	$187,409,259

	5
	1310796
	$220
	$248
	$324,568,741
	$32,456,874
	$140 
	$157.57
	$206,543,744

	6
	1402552
	$220
	$255
	$357,707,209
	$35,770,721
	$140 
	$162.30
	$227,631,860

	7
	1500730
	$220
	$263
	$394,229,115
	$39,422,912
	$140 
	$167.17
	$250,873,073

	8
	1605781
	$220
	$271
	$434,479,908
	$43,447,991
	$140 
	$172.18
	$276,487,214

	9
	1718186
	$220
	$279
	$478,840,306
	$47,884,031
	$140 
	$177.35
	$304,716,559

	10
	1838459
	$220
	$287
	$527,729,902
	$52,772,990
	$140 
	$182.67
	$335,828,119

	11
	1967151
	$220
	$296
	$581,611,125
	$58,161,112
	$140 
	$188.15
	$370,116,170





	MARCS Depreciation rate 
	Depreciation 
	EBT 
	Tax 
	Operating cash flow
	 discount rate of 3.124%
	PV

	10.00%
	$16,000,000
	$42,000,000
	$16,800,000
	$25,200,000
	0.969706
	$24,436,601

	18.00%
	$28,800,000
	$35,121,800
	$14,048,720
	$21,073,080
	0.94033
	$19,815,659

	14.40%
	$23,040,000
	$47,408,216
	$18,963,286
	$28,444,929
	0.911844
	$25,937,350

	11.52%
	$18,432,000
	$59,208,979
	$23,683,591
	$35,525,387
	0.884221
	$31,412,306

	9.22%
	$14,752,000
	$70,816,123
	$28,326,449
	$42,489,674
	0.857435
	$36,432,137

	7.37%
	$11,792,000
	$82,512,628
	$33,005,051
	$49,507,577
	0.83146
	$41,163,583

	6.55%
	$10,480,000
	$93,453,130
	$37,381,252
	$56,071,878
	0.806272
	$45,209,203

	6.55%
	$10,480,000
	$104,064,703
	$41,625,881
	$62,438,822
	0.781847
	$48,817,631

	6.56%
	$10,496,000
	$115,743,717
	$46,297,487
	$69,446,230
	0.758162
	$52,651,521

	6.55%
	$10,480,000
	$128,648,792
	$51,459,517
	$77,189,275
	0.735195
	$56,749,163

	3.28%
	$5,248,000
	$148,085,842
	$59,234,337
	$88,851,505
	0.712923
	$63,344,299
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