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1. INTRODUCTION

In today's highly competitive and rapidly evolving global marketplace, businesses face unrelenting
pressure to achieve and sustain superior performance, ensure long-term viability, and cultivate a
distinct competitive advantage (Alam et al., 2024). These intertwined objectives demand meticulous
financial management, strategic resource allocation, and a profound understanding of the economic
forces at play. Companies are constantly seeking innovative approaches to optimize their operational
efficiencies, enhance profitability, and build robust frameworks that support sustainable growth in the
face of various market uncertainties and challenges (Zopounidis & Lemonakis, 2024).

Central to effective financial management is the concept of working capital, with the cost of capital
being a particularly critical component. The cost of capital represents the rate of return a company must
earn on an investment project to maintain its market value and attract new financing (Nukala & Prasada
Rao, 2021). Its accurate estimation and effective management are paramount for sound investment
appraisal, capital structure decisions, and overall firm valuation. The significant impacts of a company's

cost of capital on its investment decisions, growth prospects, and ultimately, its competitive standing
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in the global economy, were highlighted (Houge et al., 2024; Mensah et al., 2025). For instance, a lower
cost of capital can enable a company to undertake more value-creating projects, whereas a high cost can
deter investment and hinder expansion.

Recent and previous findings in the research field of corporate finance consistently highlight the
pervasive influence of the cost of capital across various dimensions of business operations. Studies have
explored its relationship with corporate governance, financial distress, merger and acquisition activities,
and the adoption of sustainable business practices (Dua & Sharma, 2024; Tanjung, 2023). Researchers
have employed diverse methodologies, from empirical analyses of market data to theoretical modelling,
to better understand the determinants and implications of the cost of capital in different contexts and
industries. This rich body of literature provides a foundation for further exploration into its dynamic
nature and practical relevance.

This study aims to contribute to this existing body of knowledge by comprehensively exploring
the cost of capital literature. Specifically, it seeks to analyze the trends of keywords and topics that have
shaped research in this domain over the past two decades and synthesize new insights regarding the
cost of capital by utilizing a dual approach of bibliometric analysis and a structured literature review.
This research addresses two key questions: (i) How have research trends on the cost of capital evolved
over the past two decades? and (ii) What lessons can be drawn from the literature regarding the

importance of the cost of capital and the solutions to improve it?

2. LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT

The cost of capital serves as a pivotal concept in corporate finance, representing the required rate
of return that a company must generate on its investments to maintain or increase its market value. At
its core, it is the rate of return demanded by investors (both debt and equity holders) for providing
capital to the firm, reflecting the risk associated with those investments (Fama & French, 1999). This cost
is crucial for capital budgeting decisions, acting as a hurdle rate against which potential projects are
evaluated. Any project's expected return must exceed its cost of capital to be considered financially
viable and value-accretive for shareholders.

Central to understanding the cost of capital are its components: the cost of equity and the cost of
debt. The cost of equity, typically estimated using models like the Capital Asset Pricing Model (CAPM),
reflects the compensation investors demand for bearing the systematic risk of a company's stock (Laghi
& Di Marcantonio, 2016). CAPM posits that the expected return on an asset is equal to the risk-free rate
plus a risk premium, which is the asset's beta multiplied by the market risk premium. The cost of debt,
on the other hand, is the effective interest rate a company pays on its borrowings, adjusted for the tax
deductibility of interest expenses. Both components are then weighted by their respective proportions
in the firm's capital structure to arrive at the Weighted Average Cost of Capital (WACC), which is the

overall cost of a company's funding (Baule, 2019).
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Capital structure refers to the specific mix of debt and equity used to finance a company's assets
and operations (Kruk, 2021). The field of capital structure theory largely revolves around the seminal
work of Modigliani and Miller. Their initial proposition (M&M Proposition I, without taxes) stated that
in a perfect capital market (no taxes, no transaction costs, symmetric information), the value of a firm is
independent of its capital structure (Kahtani & Eraij, 2018). This implies that the cost of capital would
also remain constant, regardless of the debt-equity mix, as any financial leverage benefits would be
perfectly offset by increased equity risk.

However, the introduction of corporate taxes significantly altered M&M's conclusions (M&M
Proposition II, with taxes). They demonstrated that because interest payments on debt are tax-
deductible, increasing financial leverage can reduce a firm's tax burden, thereby increasing its overall
value and effectively lowering its WACC (Arhinful & Radmehr, 2023). This "tax shield" effect suggested
that firms should ideally use as much debt as possible to minimize their cost of capital and maximize
firm value, leading to the idea of an optimal capital structure driven solely by tax advantages.

Despite the appeal of the tax shield, real-world observations suggest that firms do not finance
themselves entirely with debt. This led to the development of the Trade-Off Theory, which posits that
there is an optimal capital structure where the benefits of debt (like the tax shield) are balanced against
the costs of financial distress (e.g., bankruptcy costs, agency costs, loss of flexibility) (Khan et al., 2021).
As debt levels increase, the probability and expected costs of financial distress rise, eventually offsetting
the tax benefits and causing the WACC to increase beyond a certain point (Arhinful & Radmehr, 2023).
This theory suggests a U-shaped WACC curve, implying an optimal debt-to-equity ratio that minimizes
the cost of capital.

Another significant contribution to capital structure theory is the Pecking Order Theory. This
theory, proposed by Myers and Majluf, suggests that firms prefer internal financing (retained earnings)
over external financing, and among external sources, they prefer debt over equity (Chaklader &
Padmapriya, 2021). This preference is driven by information asymmetry between managers and outside
investors. Firms use internal funds first because there are no issuance costs or signals to the market. If
external financing is needed, debt is preferred because it is less sensitive to information asymmetry than
equity, as its value is less dependent on investors' assessment of a firm's future prospects (Ahmad et al.,
2023). Equity is considered a last resort, as issuing new shares can signal that management believes the
stock is overvalued, leading to a drop in share price.

Beyond the core theories, Agency Theory also provides valuable insights into capital structure
decisions. This theory, rooted in the separation of ownership and control, examines how conflicts of
interest can arise between a firm's principals (shareholders) and agents (managers). Debt can serve as a
mechanism to mitigate agency costs of equity by forcing managers to operate more efficiently, as they
face stricter monitoring from creditors and the threat of bankruptcy (Nahar & Chauhan, 2025).

However, excessive debt can also introduce agency costs of debt, where managers may engage in sub-
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optimal investment decisions (e.g., risk-shifting, underinvestment) to the detriment of debtholders,
ultimately increasing the cost of debt.

Finally, the Market Timing Theory suggests that capital structure decisions are not always made
to achieve a long-run optimal debt-to-equity ratio, but rather by timing the issuance of equity and debt
based on prevailing market conditions (Mudalige, 2023). This theory argues that managers issue equity
when their company's stock is perceived to be overvalued and repurchase equity when it is
undervalued. Conversely, they issue debt when interest rates are low or when debt markets are
particularly receptive. This perspective implies that a firm's capital structure at any given time is largely
a cumulative outcome of past financing decisions influenced by market sentiment and opportunities,

rather than a conscious effort to adhere to a static optimal mix.

3. RESEARCH METHOD

This study adopts a bibliometric approach to analyze academic literature related to the cost of
capital. Bibliometric analysis offers an objective and systematic way to assess research trends, influential
publications, collaboration networks, and thematic developments in a specific field (Donthu et al., 2021;
Gunawan, 2025). By evaluating keyword co-occurrences and authorships, this method enables a
comprehensive mapping of the intellectual landscape surrounding cost of capital research. Scopus was
selected due to its broad multidisciplinary coverage and detailed citation indexing, which are essential
for capturing both foundational works and recent developments (Singh et al., 2021).

The search for relevant literature was performed in June 2025, utilizing the keyword "cost of
capital*" in the Scopus database, resulting in 1,461 documents. This comprehensive approach aimed to
capture a broad spectrum of academic publications pertaining to the subject. No restriction was imposed
on the year of publication, enabling a full-spectrum view of research evolution. Data retrieved were
exported into VOSviewer software, which is widely used for bibliometric visualization and clustering
of thematic networks. The thresholds were set such that keywords occurred at least 8 times to ensure
prominence in the analysis. This process enabled the identification of key research clusters, dominant
themes, and potential gaps in the literature for future exploration.

In addition to bibliometric mapping, this research conducted a structured literature review based
on peer-reviewed publications that discuss the principles, implementation, challenges, and outcomes of
the cost of capital. The literature review serves to complement the bibliometric findings by providing
contextual depth and interpretive synthesis. Articles were selected primarily from Google Scholar and
Scopus databases, using the search terms "cost of capital*" and related financial terminology. Eligible
articles had to be accessible in either English or Bahasa Indonesia and presented in the form of peer-
reviewed journal articles, book chapters, or conference proceedings. The review focused on presenting
anarrative point of view by identifying empirical evidence and conceptual frameworks that reveal how
the cost of capital influences financial decisions, investment strategies, and firm value. The ultimate aim

of the literature review was to synthesize current knowledge, identify existing gaps, and generate
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informed recommendations for optimizing cost of capital practices within businesses and financial
institutions. In this way, the study provides both a quantitative map and a qualitative understanding of

the evolution, priorities, and implications of the cost of capital.

4. RESULTS AND DISCUSSIONS
Bibliometric Analysis Results
The bibliometric analysis provides a quantitative overview of the research landscape concerning

the cost of capital, highlighting publication trends, geographical contributions, and evolving thematic

interests.
Yearly Publications
120
104

100 b

( 4

89 3
. 79 8282
' 70
6 d 65 66
6256 460 58
60 5454 4 ° I}
45
40
24 23
) 1918
121112142%47113124453 'u | M |
0 - a-falka e TR e H
A 0 dV oM O DN DD HK D 5> S Q& O h O A0 D o
FFFFF T TS F TS T

o Records

Figure 1.
Yearly Publications
Source: Author (2025)

Figure 1 illustrates the yearly publication trends related to the cost of capital. The publication
numbers were relatively low and stable from 1972 to the late 1990s, often with single-digit records, with
a slight peak of 5 publications in 1986 and 1987. A notable increase began around the early 2000s, with
a more significant upward trend from 2007 onwards. The peak in publications occurred in 2023 with
104 records, followed closely by 99 records in 2024. The lowest publication year was 1975 with 1 record.
The overall trend indicates a substantial growth in research on the cost of capital, particularly in the last
two decades, reflecting its increasing relevance and complexity in global financial markets. The slight
decrease observed in 2025 (45 records as of June 2025) could be attributed to the data being incomplete
for the current year. This growth in publications may be caused by several factors, including the

increasing globalization of financial markets, the complexity of corporate financing structures, the
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impact of various economic crises (e.g., 2008 financial crisis) necessitating a deeper understanding of

capital costs, and the rise of interdisciplinary research.
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Figure 2.
Publications by Countries. (A) Top 10 Countries. (B) Globally.
Source: Author (2025)

Figure 2A and 2B depict the geographical distribution of publications, highlighting the top

contributing countries and their global representation. The United States stands out as the dominant
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contributor with 442 publications, followed by the United Kingdom (132 publications) and China (102
publications). Other significant contributors in the top 10 include Germany (98), Australia (97), Canada
(64), Italy (59), Russian Federation (47), France (45), and Switzerland (36). Geographically, the majority
of the top contributing countries are from North America (USA, Canada) and Europe (UK, Germany,
Italy, France, Switzerland, Russian Federation), with notable contributions from Asia (China) and
Oceania (Australia). In a global perspective (Figure 2B), the concentration of research is evidently
highest in North America, Western Europe, and parts of East Asia and Oceania. This global distribution
suggests that established economies with mature financial markets and strong research infrastructures
play a leading role in shaping the academic discourse on the cost of capital.
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Figure 3.

Keyword Trends. (A) Network Visualization. (B) Overlay Visualization.
Source: Author (2025)
Figure 3A displays the co-occurrence of keywords in cost of capital research, revealing distinct

thematic clusters. The most prominent keywords, indicated by larger nodes, are "cost of capital,"

"investment," "risk," "capital structure,

nn nn

economics," "costs," and "valuation." There appear to be five

main clusters:

142 |

Red Cluster (Central & Interdisciplinary): Dominated by "cost of capital" itself, this cluster also

nn nnsg

includes terms like "liquidity," "disclosure," "information asymmetry," "implied cost of capital," and

"corporate social responsibility." This suggests a focus on broader financial implications and non-
financial factors influencing capital costs, potentially linking to corporate governance and ethical
considerations. WACC is also present here, indicating practical calculation and application.

Green Cluster (Investment & Project-focused): This cluster revolves around "investment," "costs,"

"risk assessment," "cost benefit analysis," "economic analysis," "discounted cash flow," and "capital

budgeting." This cluster clearly indicates research focused on the application of cost of capital in

evaluating projects, making investment decisions, and financial analysis. Terms like "energy

nn nn

renewable energies," "'wind power," and "electricity" suggest a particular application in

policy,
infrastructure and energy projects.

Blue Cluster (Economic & Industrial Contexts): Key terms in this cluster include "economics,"

industry,

"finance, capital structure," "decision making," "industrial economics," and "public
utilities." This cluster highlights the theoretical and empirical exploration of the cost of capital
within specific economic sectors and its relationship with overall financial decision-making and

capital allocation within industries.
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e  Purple Cluster (Risk Management & Stochastic Models): This smaller cluster includes "project

management risks," "risk perception," "stochastic systems," and "fossil fuels." This cluster suggests
a focus on quantifying and managing risks associated with capital projects, potentially in the
context of specific industries like energy.

e  Yellow Cluster (Valuation & Market-Oriented): This cluster includes "valuation," "CAPM," "user
cost of capital," and "firm valuation." This indicates a focus on the models and methodologies used
to determine the cost of capital and its direct application in valuing firms and assets.

Figure 3B illustrates the temporal evolution of keywords. The color scale indicates the average
publication year of documents in which these keywords appear, with purple representing earlier
periods (e.g., 2014) and yellow representing more recent periods (e.g., 2020). Earlier keywords
(purple/blue) tend to be more foundational financial terms like "investment," "discounted cash flow,"
and '"capital budgeting." As time progresses (green/yellow), keywords shift towards more
contemporary and perhaps interdisciplinary topics such as "corporate social responsibility," "ESG"
(Environmental, Social, and Governance), "information risk," "liquidity," and "implied cost of capital."
This transition indicates a broadening of the research scope beyond traditional financial metrics to
incorporate governance, sustainability, and market microstructure effects on the cost of capital.
Insights from Literature Review

This section synthesizes findings from the literature review to address research question two: What
lessons can be drawn from the literature regarding the importance of cost of capital and the solutions
to improve it?

Importance of Cost of Capital
The cost of capital serves as a fundamental benchmark in corporate finance, acting as the minimum

acceptable rate of return for any new investment project. Without a clear understanding of this cost,
firms risk undertaking projects that destroy shareholder value rather than creating it. Cost of capital
directly influences capital budgeting decisions, determining which investment opportunities are
financially viable and contribute positively to the firm’s intrinsic value (Nazir et al., 2022). A project's
expected return must exceed the cost of capital to be considered profitable and worthy of investment.

Beyond individual project evaluation, the cost of capital is a critical determinant of a firm's overall
valuation. Financial analysts and investors use the weighted average cost of capital (WACC) as a
discount rate to value future cash flows, thereby arriving at an estimated intrinsic value for the
company. A lower WACC indicates a more attractive investment proposition, as it implies higher future
cash flows when discounted, leading to a higher present value of the firm (Rodriguez, 2024). Moreover,
the cost of capital profoundly impacts a company's capital structure decisions. The mix of debt and
equity financing significantly influences the overall cost of capital. Firms continuously strive to find an
optimal capital structure that minimizes their WACC, thereby maximizing firm value (Brusov &

Filatova, 2023; Javaid et al., 2023). This involves a delicate balance, as too much debt can increase
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financial risk and the cost of equity, while too little debt may forgo tax advantages and cheaper financing
options.

The cost of capital is also a crucial metric for assessing a company's financial health and
creditworthiness. Lenders and rating agencies scrutinize a firm's cost of capital as an indicator of its
ability to manage debt and equity effectively. A high and volatile cost of capital can signal underlying
financial instability or higher perceived risk by investors, potentially limiting future access to financing
and increasing borrowing costs (Judge & Korzhenitskaya, 2021; Khan et al., 2021). In a broader strategic
context, the cost of capital plays a significant role in competitive advantage. Companies with a lower
cost of capital can undertake more projects, expand faster, and potentially achieve economies of scale
more readily than their competitors (Vartiainen et al., 2020). This allows them to invest in innovation,
market expansion, and efficiency improvements at a more favorable rate, thereby strengthening their
market position and long-term sustainability.

Furthermore, the cost of capital is intrinsically linked to corporate governance practices. Strong
governance mechanisms, including transparency, accountability, and effective board oversight, can
reduce information asymmetry and investor uncertainty, consequently lowering the perceived risk and
thus the cost of capital (AlHares, 2020; Javaid et al., 2023). Conversely, poor governance can lead to
higher risk premiums demanded by investors, driving up the cost of capital. For businesses operating
in volatile markets or undergoing significant transformations, the cost of capital is particularly vital. It
helps in evaluating the feasibility of strategic initiatives, such as mergers, acquisitions, or diversification
into new industries. A clear understanding of the capital required and its associated cost enables
management to make informed decisions that align with the company's strategic objectives and risk
appetite.

Finally, the cost of capital extends its influence to a firm's capacity for innovation and long-term
sustainability. Companies with a lower cost of capital are better positioned to invest in research and
development, adopt environmentally friendly technologies, and implement socially responsible
practices (Nazir et al., 2022). These investments, while potentially having longer payback periods, are
crucial for future competitiveness and meeting stakeholder expectations, highlighting the link between
financial prudence and sustainable development.

Solutions to Improve Cost of Capital

One of the primary ways to improve the cost of capital is through optimizing the capital structure.
This involves finding the right mix of debt and equity that minimizes the WACC. Companies can
strategically utilize debt financing, which is often cheaper than equity due to its tax deductibility and
lower risk for investors, to reduce the overall cost (Kalash, 2023). However, this must be balanced
against the increased financial risk associated with higher leverage. Enhancing operational efficiency
and profitability can significantly lower the cost of capital. Firms that demonstrate consistent strong
financial performance, stable cash flows, and robust profit margins are perceived as less risky by

investors and lenders (Duho et al., 2020; Mehzabin et al., 2022). This improved financial health directly
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translates into lower interest rates on debt and higher valuations for equity, thereby reducing the overall
cost of capital.

Implementing robust corporate governance practices is another critical solution. Transparency in
financial reporting, strong internal controls, independent board oversight, and ethical leadership reduce
information asymmetry and build investor confidence. When investors have greater trust in
management and the firm's operations, they demand a lower risk premium on their investments,
leading to a decreased cost of equity and overall capital (Upreti et al., 2022). Effective risk management
is paramount in reducing the cost of capital. Identifying, assessing, and mitigating various business,
operational, and financial risks makes a company appear more stable and predictable. This reduced
uncertainty translates into lower perceived risk by lenders and investors, allowing the company to
secure financing at more favorable terms and reducing the required rate of return for equity.

Maintaining a strong credit rating is directly linked to a lower cost of debt. Companies should
strive to improve their creditworthiness through prudent financial management, consistent debt
repayment, and a healthy balance sheet. A higher credit rating enables access to a wider range of lenders
and more competitive interest rates, significantly lowering the cost of borrowed funds (Yannelis &
Zhang, 2023). Strategic investor relations play a crucial role in lowering the cost of equity. Effectively
communicating the company's strategy, financial performance, and future prospects to investors can
reduce uncertainty and enhance their confidence. Regular engagement, clear disclosure, and
responsiveness to investor concerns can lead to a higher demand for the company's stock, driving down
the cost of equity.

Exploring alternative financing sources can also help reduce the cost of capital. This might include
seeking out grants, venture capital, private equity, or green bonds, depending on the company's stage
and industry. Diversifying financing options can provide access to capital with different risk-return
profiles, potentially offering more cost-effective solutions than traditional debt or equity markets
(Falchetta et al.,, 2022). Finally, focusing on long-term growth and value creation is essential for
sustainable improvement in the cost of capital. Companies that consistently deliver strong returns on
investment, innovate, and adapt to market changes are rewarded with higher valuations and lower
capital costs over time (Dosso & Vezzani, 2020). A clear vision for sustainable growth signals stability
and potential, making the firm an attractive proposition for both debt and equity providers.
Discussion and Implications

The bibliometric analysis reveals a significant and sustained increase in research interest
concerning the cost of capital over the past two decades, peaking in 2023. This trend underscores the
enduring relevance and evolving complexity of this financial concept in academic discourse. The global
distribution of publications, heavily concentrated in North America and Europe, reflects the mature
financial markets and robust research infrastructures in these regions. However, the rising contribution
from Asia, particularly China, suggests a growing interest and influence from emerging economies in

shaping financial research.
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The keyword analysis provides critical insights into the thematic evolution of cost of capital
research. The shift from foundational financial concepts (e.g., capital budgeting, discounted cash flow)
to more contemporary and interdisciplinary topics (e.g., corporate social responsibility, ESG,
information risk, implied cost of capital) indicates a broadening of the research agenda. This evolution
suggests that researchers are increasingly recognizing the multifaceted factors influencing the cost of
capital, extending beyond traditional financial metrics to encompass governance, sustainability, and
market efficiency. The identified clusters (interdisciplinary, investment-focused, economic or industrial,
risk management, and valuation-oriented) highlight the diverse angles from which the cost of capital is
being examined.

Relating these findings to real-world practices, the consistent increase in publications and the
broadening of keyword themes suggest that businesses are grappling with more complex
considerations when estimating and managing their cost of capital. The emphasis on corporate social
responsibility and ESG, for instance, indicates that non-financial factors are becoming increasingly
critical for investors, directly impacting the perceived risk and thus the cost of capital (Tarulli et al.,
2023). This implies that companies can no longer solely focus on traditional financial performance but
must also prioritize sustainable and ethical practices to attract and retain capital at a favorable cost.

The implications for businesses and organizations are substantial. Firstly, firms must adopt a
holistic approach to managing their cost of capital, moving beyond simple WACC calculations to
consider the impact of their governance structures, environmental footprint, and social responsibilities.
A strong commitment to ESG principles can not only enhance reputation but also tangibly reduce the
cost of equity as more investors seek socially responsible investments. Secondly, the prominence of
"risk" and "information asymmetry" as keywords highlights the need for robust risk management
frameworks and transparent disclosure. Companies that effectively communicate their risks and
provide clear, consistent financial information are more likely to command a lower cost of capital, as
investors face less uncertainty. Thirdly, the ongoing relevance of "investment" and "capital budgeting"
underscores that while the landscape is changing, the fundamental application of the cost of capital in
evaluating projects remains paramount. Businesses must continuously refine their capital budgeting
processes, integrating new considerations derived from the evolving research.

Furthermore, the geographical distribution suggests that businesses operating across international
borders may need to adapt their capital structure and financing strategies to the specific regulatory and
market environments of different regions. The lessons drawn from the literature review regarding the
importance of optimizing capital structure, enhancing operational efficiency, strengthening credit
ratings, and engaging effectively with investors remain timeless and crucial for businesses globally. The
synthesis of findings points to a future where effective cost of capital management is not merely a
financial exercise but a strategic imperative driven by a comprehensive understanding of market

dynamics, governance, sustainability, and investor perceptions.
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5. CONCLUSION

This study has provided a comprehensive overview of the cost of capital literature through
bibliometric analysis and a structured literature review. The bibliometric findings reveal a significant
growth in research publications over the past two decades, primarily driven by institutions in North
America and Europe, with increasing contributions from Asia. The thematic analysis of keywords
indicates an evolution from traditional financial concepts towards a more integrated approach,
incorporating aspects of corporate governance, sustainability, and market dynamics.

The implications of this research are substantial for businesses and organizations seeking to
optimize their financial performance and achieve sustainable growth. It underscores that effectively
managing the cost of capital transcends mere financial calculations, requiring a strategic focus on robust
governance, transparent communication, efficient operations, and a proactive approach to risk
management. By embracing these lessons, firms can enhance their attractiveness to investors, secure
capital at more favorable terms, and ultimately strengthen their competitive advantage in an ever-

evolving global economy.
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