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Structure of Cost of Equity as the Dependence
on the Corporate- and Market Life Cycle
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Abstract:

Purpose of the article: Companies, like all living creatures, goes through their life cycle, which includes
some partial phases. Each of these phases is specific. Depending up the corporate life cycle, there are changed
managerial decisions, that have an considerable influence, among others, on financial indicators like liquidity
(current ratio, quick ratio, cash ratio), return (on investment, assets, equity, sales), economic value added, or
cost of capital. The purpose of this article is to show relations between corporate life cycle and the structure of
cost of equity. Furthermore, there will be, besides the corporate life cycle, considered also the market life cycle
and market positions, that can companies hold on the market, on which they are acting.
Methodology/methods: There is used a method, based on the analysis of secondary data, gotten from financial
statements of selected companies and from statistical and analytical documents, published by Czech Ministry
of Industry and Trade. There are selected 39 companies, acting on the czech market with motor vehicles
production. The data are gathered for periods from 2002 up to 2010. There is used a model by Reiners (2004)
to identify phases of corporate- and market life cycle and market positions. For finding out the structure of cost
of equity there is used the constructional model by Czech Ministry of Industry and Trade.

Scientific aim: The selected companies are divided into groups with considering different phases of their life
cycle and with considering their different market positions. There are for each period found out numbers of
companies from these groups, that reached the minimal value, the value within the interval and maximal value
of all risk rewards, that are, besides the riskless rate, components of cost of equity.

Findings: The greatest part of cost of equity, reached on the market, is the riskless rate. Other components
(and their shares on the cost of equity, reached on the market) except risk reward to size of the company were
increasing mostly since 2007. By researching the structure of cost of equity in the case of selected companies,
there were found out only small differences between companies in different phases of their life cycle and only
small differences between companies, that hold different market positions.

Conclusions: There are some limits connected with these findings. The constructional model for cost of equity
calculation was developed for czech firms, so the generalizing for foreign companies and markets is limited.
And the model by Reiners (2004) can identify phases of corporate- and market life cycle only using the
interyear comparison of quantities, that are involved in the growth indicator, and furthermore, there isn’t
possible to identify corporate- and market foundation.

Keywords: constructional model, corporate life cycle, cost of equity, market life cycle, market positions, risk
rewards,

JEL Classification: G32
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Introduction

The theory of corporate life cycle has its origin in
biology and psychology. Some centuries ago there
was proven, that all living creatures go through the
partial stages of their life from birth to death. In the
second halve of 20. century was this fact applied
into the business economics, because there was an
idea, that companies go through the life cycle during
their existence, too. But there was shown, that there
are two basic differences:

1) The lengths of separate phases of the corporate
life cycle are not exactly determined, because the
entrepreneurial environment, where the compa-
nies are acting on, can be for each company spe-
cific and a little different.

2) After the last phase of the life cycle, the compa-
ny doesn’t have to cease to exist, there can be
started up a new wave of growth and thus a new
corporate life cycle, e.g. because of the change of
top managers, product innovations or more effe-
ctive marketing activities.

Within the corporate life cycle there can be re-
corded some partial phases with some specifics. In
each phase of corporate life cycle there can be re-
corded e.g. different business strategy, different hu-
man resource management or different financing of
investments. These changes have an impact, among
others, on financial indicators like the return (on in-
vestment, on assets, on equity, on sales), the liqui-
dity (current ratio, quick ratio and cash ratio), the
economic value added, financial structure and the
cost of capital. In previous researches there were
found out relations between corporate life cycle and
most of these financial indicators.

This article should continue to these researches,
especially to the research by Reiners (2004), that
was aimed to cost of capital during the corporate
life cycle. The main aim of this article is to study
the partial components of the cost of equity and
thus to show the course of the partial risk rewards,
that are required by owners, during the corporate
life cycle.

Besides the corporate life cycle there will be the
market life cycle considered, too, because of the
existence of different market positions, that are de-
rived from combination of phases of corporate- and
market life cycle. And the second cause for conside-
ring the market life cycle is, that there is necessary
to know the average risk rewards for the whole mar-
ket, on which the companies are acting.

1. Models of corporate life cycle

There are some tens of existing models of corpora-
te life cycle, and they can be according to Reiners
(2004) divided into four groups:

1) Models, that flow from the market course — by
these models, the corporate life cycle depends
direct on the product life cycle. So the indivi-
dual phases are defined analogous to the phases
of the product life cycle (the phases of foundati-
on, growth, stabilisation and decline), and in this
case, there is a possibility of recurrence or skip-
ping some phases, too. But the practical applica-
bility of these models is very limited, because of
the putting many company’s products in different
phases, on the market.

2) Crisis models — they flow from the fact, that
the company during his existence fluently goes
through the process of changes. There are distin-
guished phases, that are characterized always by
specific growing problems, that have either their
external, or internal origin. Controlling these cri-
sis situations is by these models understood as
the switch to the next phase of the corporate life
cycle.

3) Models, that consider changes of the organiza-
tional structure — the sequence of phases of cor-
porate life cycle depends on changes of the or-
ganizational structure. For example, the informal
organizational structure, which was made on the
beginning of the existence of the company, can
be changed into the hierarchical functional orga-
nizational structure, and this type can be conse-
quently replaced with the matrix organizational
structure.

4) Models, that consider changes of managing sty-
le — they are similar to the models that consider
changes of the organizational structure. In com-
parison with other models, the corporate life cycle
according to these models is getting more closer
to the reality, because the phases are identified
on the basis of considering not only quantitative,
but also qualitative factors. The disadvantage of
these models is the difficult applicability, becau-
se of using qualitative data by identification of
phases.

Many authors engaged in the theory of corporate
life cycle, and there were made about 40 models.
Some of the most important models are mentioned
by Shirokova (2009) and chronologic ordered in the
following list, where there are by each model men-
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tioned the sequence of phases, variables for identifi-
cation of the phases and some more informations:

Model by Lippitt and Schmidt (1967):
Phases: 1) Birth.

2) Adolescence.

3) Maturity.

Variables: age, management focus, different inte-
rest groups’ priorities, crises and presence of con-
frontation, structure, management formalization.

Authors Phelps, Adams and Bessant (2007) men-
tion, that by this model are all phases of the corpora-
te life cycle predictable, at least approximately, like
by all living creatures.

Model by Greiner (1972):
Phases: 1) Creativity.
2) Direction.
3) Delegation.
4) Coordination.
5) Collaboration.

Variables: age, size, industry growth rate, evoluti-
on stages, revolution stages, organisation structure,
formalization, top management style, control sys-
tem, management remuneration emphasis.

Authors O’Rand and Krecker (1990) advert to the
fact, that each of five phases includes two periods,
where the first of them (evolutionary period) is rela-
tively problem-free for the company, whilst during
the second period (revolutionary period) there are
occuring some crisis, that must be controlled by the
management to switch to the next phase of the cor-
porate life cycle.

Model by Quinn and Cameron (1983):
Phases: 1) Entrepreneurial.

2) Collectivity.

3) Formalization.

4) Elaboration of structure.

Variables: age, size, organisation efficiency cri-
teria, structure form, formalization, centralization,
leadership, culture.

Authors Mack and Quick (2002) characterize the
individual phases as follows. For the entrepreneurial
phase, making product and his further developing
to start up growth is the basic characteristic feature.
The phase of collectivity is characterized as the be-
ginning of the more structured organisation, where
the employees have a formally divided responsibi-
lity for growing effectiveness and simultaneously,
they are starting to associate with the company, and
there is being created a good team of people. In the
phase of formalization, there is more used a bu-
reaucratic organizational structure in the company.

In the phase of elaboration of structure strives the
company for revival, which is reached thanks to pro-
cesses improvements and using new and innovative
ways of managing.

More detailed specification can be found out
by authors Walsh and Dewar (1987), too. The en-
trepreneurial phase is characterized by organizing
available sources, a lot of ideas, intensive entrepre-
neurial activities, small emphasis on planning and
coordination, looking for the gap on the market. In
this phase, the company follows the motto “initia-
tor seizes control over the market”. For the phase
of collectivity is typical informal communication
and structure, sense for the collectivity, effective-
ly utilized time, sense for task fulfilment, ongoing
innovations and high devotion. In the next phase,
there is formalized the management, the structure
is stable, there is emphasized the effectiveness and
its keeping, and there are used conservative and in-
stitutional procedures. In the phase of elaboration
of structure there is developed the organizational
structure in an effort to decentralization. The com-
pany tries to expand, or revive and adapt oneself to
changing market conditions.

Model by Miller and Friesen (1984):
Phases: 1) Birth.

2) Growth.

3) Maturity.

4) Revival.

5) Decline.

Variables: age, number of employees, sales grow-
th, size, property concentration, stakeholders’ influ-
ence, environment dynamics, strategy, formal con-
trol, internal communications, power centralization,
resource capacity, differentiation, decision-making
style.

The authors Miller and Friesen (1984) themsel-
ves specify individual phases of the corporate life
cycle according to the variables, recording above, as
follows:

1) Birth — the company is less than 10 years old,
has an informal organizational structure and is
controlled by owners, which are simultaneously
managers.

2) Growth — the sales growth is higher than 15%,
the company has an functional organizational
structure and is starting to formalize its tactics.

3) Maturity — the sales growth is lower than 15%,
the organization is more based on bureaucracy

4) Revival — the sales growth is higher than 15%,
the company diversifies its activities and uses
elaborated systems of control and planning.

5) Decline — demand for company’s products decre-
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ases, there is a low rate of product innovations
and the return starts to decrease, too.

Additionally, authors Miller and Friesen (1983)
distinguish successful and unsuccessful phases. Dif-
ferences between them are in the rate and procedure
of information processing, decision-making and im-
plementing the innovations.

According to Cao, Chen, Wu and Mo (2011), who
engaged in predicting the phase of decline with use
of neural network, is the phase of decline the deci-
sive among all phases of this model, because in this
phase there is a danger, that the company will cease
to exist. Nevertheless, sequential growth retardation
in sales can signal a decline.

Model by Kazanjian (1988):

Phases: 1) Conception and development.
2) Commercialization.
3) Growth.
4) Stability.

Variables: age, size, growth rate, dominating ma-
nagement challenges, structure form, formalization,
centralization.

A more detailed description of individual phases
can be found by authors Moy and Luk (2003). The
phase of conception and development is characteri-
zed by product and its design development, procu-
rement of adequate financial sources and market
development. In this phase don’t exist formal proce-
dures and most employees have assigned technical
tasks. In the phase of commercialization increases
the product popularity on the market and thus its
marketability. The company has already reached a
fixed level of revenue, and from time to time, can
have some outstanding orders and there is an effort
to keep the market position of the company. In the
phase of growth increase sales and the number of
employees. The management of the company aims
to problems, how to produce and sell products to
reach the requested return. In the phase of stability,
the company developes second, or third generation
of its products, or can introduce quite new produ-
cts. The company tries to get a higher market share,
or penetrates foreign markets. Furthermore, for this
phase are formal organisational structure and formal
procedures typical.

Individual phases are similarly characterized by
Hwang and Park (2007). These authors researched
also the causes, why do companies in individual
phases create strategic alliances with their busine-
ss partners. There was found out, that in the phase
of conception and development are the main causes
for entrance to strategic alliances an easier access

to financial sources (e.g. a strategic alliance allows
to implement IPO more quickly) and the possibility
of collectively implemented research and develop-
ment. In the phase of commercialization enter com-
panies into alliances because of getting collective
distribution channels. In the phase of growth unites
a company with another company because of bet-
ter utilization of production capacity. In the phase
of stability are strategic alliances created because of
sharing collective sources and experiences to survi-
ve in the long term.

Model by Adizes (1999):
Phases: 1) Courtship.
2) Infancy.
3) Go-go.
4) Adolescence.
5) Prime.
6) Stability.
7) Aristocracy.
8) Salem City.
9) Bureaucracy.
10) Death.

Varibles: age, size, normal and transition challen-
ges, structure form, formalization of policies and
procedures, leadership qualities needed, diversity,
complexity.

Authors Owen and Yawson (2010) emphasize,
that according to this model the corporate life cycle
already begins with the entrepreneurial idea itself,
which corresponds to the phase of courtship.

Model by Lester, Parnell and Carraher (2003):
Phases: 1) Existence.

2) Survival.

3) Success.

4) Revival.

5) Decline.

Variables: age, size, power, information proces-
sing, type of organisation structure.

Authors Lester, Parnell and Carraher (2003)
themselves describe individual phases as follows. In
the first phase (existence) is starting up the develop-
ment, that means, that the company strives for viabi-
lity of products and for getting a sufficient number of
costumers. The decision-making authorities has usu-
ally one person, who is simultaneously only owner,
or a few people. In this phase, companies establish or
create their own entrepreneurial environments. In the
phase of survival strive companies for growth, they
create definite formalized organizational structures
a establish their own characteristic competencies.
The main aim in this phase is generating a suffici-
ently high revenue to implement activities to secure
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further growth and to keep competitiveness. For the
phase of success is typical, that working tasks, stra-
tegies, tactics and internal reporting are becoming
more formal. The top management aims to planning
and strategy, and ceeds common operational tasks to
managers on the middle level. In the phase of revival
tries the company to return to slimming down the
organizational structure, and the team work supports
innovations and creativity, which is often facilitated
by using the matrix organizational structure and de-
centralized decision-making. The phase of decline
is characterized, that employees including managers
significantly prefer their own interests to corporate
interests. A lot of companies aren’t able to get back
the costumers, that they had in previous phases, and
therefore, they can lose the profit and a part of their
market share.

2. Identification phases of corporate
life cycle

All of mentioned models allows to identify indivi-
dual phases of corporate life cycle, that is according
to the values of variables, which are considered in
these models. But by identification, there can occur
some problems, which follows from two basic disa-
dvantages of most existing models:

1) There is a lot of variables in the model — values
of some variables can signalize one phase of the
corporate life cycle, whilst values of other vari-
ables are typical for another phase, furthermore,
some variables can have a bigger importance by
identification phases than other variables.

2) Some variables are qualitative — these variables
are problematically measurable, they can’t be ex-
pressed by numbers, hence there isn’t possible
to determine intervals of values for individual
phases.

So the practical applicability of most models of
corporate life cycle is very limited. Therefore, there
were been suggested easier methods of identification,
which consider only minimal number of variables and
all of them are quantitave factors. The most known
method, which is mentioned e.g. by Kislingerova (
2004), is identification of phases according to the
value of cash flow. But there aren’t exactly determi-
ned intervals of cash flow for individual phases and
therefore is this method unusable, too.

In this research there will be used the model
by Reiners (2004). This model distinguishes four
phases of corporate life cycle:

1) Foundation.

2) Growth.
3) Stabilisation.
4) Decline.

These phases are identifiable according to the va-
lue of a growth indicator:

Sales, -Sales,_, +Assets[—Assets[ | +CF[—CF[ |

Gl = Sales, Assets,_, CF_, (1)
¢ 3

where:

GI, growth indicator for identification
phases of corporate life cycle,

Sales, incomes for own products, services and
goods, reached by the company during
actual period,

Sales ,  incomes for own products, services and
goods, reached by the company during
last period,

Assets,  value of assets at the end of actual
period,

Assets | value of assets at the end of last period,

CF, cash flow reached during actual period,

CF,, cash flow reached during last period.

Table. 1 Intervals of values for phases of corporate

life cycle
Phases of corporate Intervals of values
life cycle of GI,
Expansion GI > 10%
Stabilisation 2% <Gl =10%
Declension Gl <-2%

Source: Reiners, 2004

The intervals for individual phases of corporate
life cycle are recorded on Table 1. For the phase of
foundation, there isn’t determined the interval of va-
lues, because of high volatility of variables, invol-
ved in the growth indicator, during this phase.

3. Market life cycle and identification
phases

Similarly to companies, markets go through their life
cycle, too. But there are not many models of market
life cycle, because only few authors were engaged in
theory of market life cycle.

Authors Lu and Wu (2000) consider phases of
growth, maturity and decline. The only quantity to
identify these phases are the sales, reached on the
market. In the phase of growth the sales are increa-
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sing, during the phase of maturity are the sales ap-
proximately constant and for the phase of decline
there is typical a decrease of sales. It follows, that
for identification of phases, there isn’t important the
amount of sales, but their course in the long-term
horizon.

According to Redondo, Juste and Palacios (2005),
the market life cycle consists of five phases, which
aren’t termed, and every phase has some specifics:
1) Phase I: On the market were still acting no com-

panies, only few companies are entering the mar-
ket, no companies are leaving the market.

2) Phase II: Most of new companies are entering
the market, at the end of this phase some compa-
nies are leaving the market.

3) Phase III: Many companies are entering the
market and simultaneously many companies are
leaving the market.

4) Phase IV: Number of companies, leaving the
market is higher, than number of companies en-
tering the market.

5) Phase V: There is a low number of companies,
entering the market and companies, leaving the
market, too. There is stabilized the number of
companies acting on the market.

According to the model by Liang, Czaplewski,
Klein and Jiang (2009), the market life cycle is di-
vided into phases of introduction, growth, maturity
and decline, and these phases are identifiable accor-
ding to the accumulative share of companies, which
already strengthen one’s position. The least number
of these companies is during the phase of introduc-
tion, and the model calls them first movers for mar-
ket growth. At the end of phase of introduction new
companies are already entering the market. During
the phase of growth comes at first a market chaos
and later a market shake-out. The phase of maturi-
ty is typical with the highest number of companies,
which have already built their strong positions (ac-
cording to this model approximately 80 % compa-
nies). And then, in the phase of decline, the share of
these companies decreases.

The same phases takes into account the model
by Digman (1995), mentioned in Wong and Maher
(1997). The second common characteristic is the fact,
that according to this model, comes the market chaos
and then the market shake-out between the phases
of growth and maturity. Quantities, that are used for
identification of the phases, are sales, cash flow and
profits. But there aren’t exactly determined intervals
of values of these quantities for individual phases.

Model by Owyang (1999) considers three phases
of market life cycle. In the first phase, the market

is building, consequently in the second phase, the
market is developing, and finally in the third phase,
the market is mature. This model observes only qua-
litative factors, that are managing of the company
and corporate strategies during individual phases of
market life cycle. It follows, that nor this model al-
lows to exactly identify individual phases.

None of recorded models of market life cycle is
usable for researches, therefore will be used the mo-
del by Reiners (2004), which is similar to his mo-
del of corporate life cycle. The phases are the same
and they are identifiable according to the value of a
growth indicator:

_ Sales,—Sales, ,

Gl Sales,_, @
where:

GI growth indicator for identification
phases of market life cycle,

Sales, incomes for own products, servicees and
goods, reached by the market during
actual period,

Sales_,  incomes for own products, services and

goods, reached by the market during last
period.

The intervals of values for individual phases are
the same as in the case of corporate life cycle, recor-
ded on Table 1, that means, that the phase of founda-
tion of the market isn’t identifiable, too.

4. Market positions of the company

According to the model by Reiners (2004), the-

re can be identified phases of corporate life cycle

and phases of market life cycle, too. So there can

be found in total 16 combinations of corporate- and

market life cycle and thus there can be distinguished

three different positions, that hold companies on the

market:

1) Business pioneer — the life cycle of these compa-
nies “foreruns” the market life cycle.

2) Business driver — these companies are ever in the
same phase of their life cycle as the market.

3) Business follower — the life cycle of these com-
panies “is behind” the market life cycle.

5. Cost of capital
Cost of capital are defined as the financial require-

ments of investors for putting their capital into the
company. Nevertheless, there must be distinguished
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the legal position of investors. The cause is, that the
cost of capital depend especially on the rate of risk,
beared by investors, and the risks are for owners
usually higher than for creditors. But some risks are
beared by owners and by creditors, too, because they
are systematic. These risks are involved in the so-
called riskless rate, which is a part of cost of debt
and cost of equity, too.

The calculation of cost of debt is relative easier,
because these cost are really paid. So the cost of debt
are quantified as the proportion of all financial cost,
that are caused by using debt (so not only the in-
terests), to the amount of debt, which can have the
form of either bank loans, or bonds. Furthermore,
there must be considered the so called interest tax
shield, because payment of interests causes the com-
pany some savings on the income tax.

The cost of equity calculation is more difficult,
because these cost aren’t recorded in the accountan-
cy. There are some existing methods, mentioned e.g.
by Kislingerova (2001) or Reziidkova (2005):

1) Gordon growth model.

2) Capital assets pricing model (CAPM).

3) Arbitrage pricing theory (APT).

4) Market model.

5) Constructional models — e.g. the model made by
Czech Ministry of Industry and Trade.

6) Calculation based on the average return on equi-
ty reached on the market.

7) Calculation based on risk reward to cost of debt

8) Black-Scholes model for pricing options — used
by Reiners (2004).

Relations between cost of capital and corporate
life cycle were most researched by Reiners (2004),
therefore will be recorded his results.

The average cost of capital are the highest at the
beginning of the phase of foundation, which is cau-
sed by high risk. During the phase of foundation the
cost of capital rapidly decrease whilst in the phase of
growth there is recorded only a moderate decrease
of cost of capital. During the phase of stabilisation
is reached the minimum of cost of capital and they
are approximately constant. At the beginning of the
phase of decline the cost of capital rapidly increase,
because of growing rate of risk.

Owner’s risk rewards are the highest at the begin-
ning of the phase of foundation and then, during this
phase and during the phase of growth have the same
course as the average cost of capital. The minimum
of owner’s risk rewards is reached during the phase
of stabilisation too, but they aren’t constant. At the
beginning of the phase of stabilisation decrease the
owner’s risk rewards, consequently, they reached

their minimum and finally, at the end of the phase
of stabilisation, they are starting to grow, because
owners already realize growing risks. The most inte-
resting findings is, that during the phase of decline,
the owner’s risk rewards increase only moderately,
then is reached a maximum and then they start to de-
crease, because owners expect next wave of growth
and for the opposite case they guarantee for their lia-
bilities only to the amount of their put capital.

Creditor’s risk rewards during the phase of foun-
dation rapidly decrease, because there is decreased
the risk, which is beared by them. Then, the credi-
tor’s risk rewards reached the minimum and remain
the same during the phases of growth and stabili-
sation, which follows from the fact, that during the
phase of growth, and during the phase of stabilisa-
tion, too, creditors are sure, that their requirements
will be satisfied. During the phase of decline the
creditor’s risk rewards rapidly increase because of
growing risk.

Furthermore Reiners (2004) was founding out,
whether there is during all corporate life cycle kept
the generally known rule, that debt is cheaper than
equity, that means whether creditors bear lower risk
than owners during all time of the existence of the
company. There was found out, that this rule is br-
oken at the beginning of the phase of foundation,
when the debt is moderately more expensive than
equity, and during the phase of decline, when debt is
significantly more expensive, notwithstanding consi-
dered interest tax shield. The cause of this findings is
in both cases the same. As mentioned above, losses
of owners are limited, because they guarantee only
to the amount of equity, whilst profits of owners are
practically almost unlimited. During other phases is
debt cheaper than equity, and the biggest difference
between owner’s and creditor’s risk reward is at the
end of foundation, consequently, this difference de-
creases and during the phase of stabilisation is debt
only moderately cheaper than equity, because just in
this phase of corporate life cycle is the enterprising
least risky and it follows, that not only creditors, but
also owners have almost guaranteed, that they won’t
lose their capital.

These results about cost of capital and owner’s
and creditor’s risk rewards are peculiar to business
driver according to Reiners (2004). In the case of
business pioneer and business follower, there can
be recorded some differences in relations between
their corporate life cycle and researched financial
quantities.

A business pioneer holds the position of the inno-
vator on the market, and it follows, that he doesn’t
have strong competitors, therefore he can reach high
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sales and profits. He can also get a high market sha-
re, and can as a business pioneer keep it easier. On
the contrary, he bears a high risk, that there will be
no or little interest in his new products on the mar-
ket, and so he can reach a loss. Owner’s and cre-
ditor’s risk rewards have a similar course as in the
cause of business driver, nevertheless, there are two
small differences. At the end of the phase of growth
and during the phase of stabilisation of the company
reach creditor’s risk rewards almost the zero value.
The second difference can be recorded in the phase
of decline. Whilst by business driver decrease the
cost of equity, in the case of business pioneer, they
slowly increase.

A business follower enter the market only, when
there are already a lot companies acting on the mar-
ket. Therefore, he must expect, that he get much
lower market share than a business pioneer. When
researching owner’s and creditor’s risk rewards
during the corporate life cycle, there can be found
out only one small difference in comparison to bu-
siness driver, that is, that in the phase of decline can
owner’s risk rewards reach negative values, which
means, that the cost of equity are lower than the
riskless rate.

6. Used methods

For the research there are used secondary data, that
are got from the financial statements of the compa-
nies and from the analytical and statistical docu-
ments published by the Czech Ministry of Industry
and Trade.

There is selected the market with motor vehicles
production, because this branch is one of the most
important branches of the czech economy. On this
market act in total about 100-150 companies. In
the sample, there are involved 39 of them with fol-
lowing characteristics:

e companies of all sizes,

e joint-stock companies and companies limited by
guarantee,

e companies, that publish full financial statements,

e companies, whose accounting period is a calendar
year,

e companies, that were acting on the market from

2002 up to 2010.

For the identification phase of corporate- and mar-
ket life cycle, there was used the model by Reiners
(2004), because this model allows to identify phases
of the corporate life cycle unequivocally. There
were determined phases of the market life cycle and

phases of the life cycle of each company for every of
nine researched periods (years 2002-2010).

For calculation cost of equity was used a con-
structional model by Czech Ministry of Industry and
Trade, described on their website, because it allows
to monitor partial risk rewards.

7. Results and its discussion

First of all, there were researched partial risk re-
wards including the riskless rate, that were required
on the whole market.

On Figure 1 there is illustrated the structure of
cost of equity, required on the market with motor ve-
hicles production, for periods from 2002 up to 2010,
and below each period, there is recorded the phase
of the market life cycle.

The greatest part of the cost of equity was in every
period the so-called riskless rate (r,), in which the-
re are considered systematic risks (e.g. economic,
inflationary or political risks), which are connec-
ted with every type of investment. From 2002 up
to 2007 created the riskless rate about one halve of
cost of equity. During the decline in 2008 and 2009
wasn’t the share of the riskless rate so considerable
because of the increase of some other components.
And finally, in 2010, during a new wave of growth,
the riskless rate was only a little greater than the risk
reward for financial stability, which was in this peri-
od the second greatest component of cost of equity.

The risk reward to size of the company (r,),
which depends on amount of fund sources, didn’t
have in any period an considerable influence on the
cost of equity and this component remained appro-
ximately the same for all periods.

The risk reward to entrepreneurial risk (r,.),
which is dependent especially on creating earnings
before interest and taxes (EBIT) with considering the
amount of total assets, was constant from 2002 up to
2007, but in 2008, at the beginning of the world finan-
cial and economic crisis, was significantly increasing.
In 2009, there was reached a maximum of the risk
reward to entrepreneurial risk and during the growth
in 2010, this risk reward moderately decreased.

The risk reward to financial stability (r,\p)>
which is derived from the liquidity of third level
didn’t have an considerable share of cost of equity
up to 2008, but in 2009, during market decline, this
risk reward rapidly increased and in 2010, during
the phase of growth, remained the same and further-
more, in this period the share of this risk reward on
cost of equity was almost so great, than the share of
the riskless rate.
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r, = riskless rate 1 = market growth

r,, = risk reward to size of the company — = market stabilisation
T,op = Tisk reward to entrepreneurial risk | = market decline
Tenstap — TSk reward to financial stability

Tonstry = Fisk reward to financial structure

Figure 1. Structure of cost of equity (in %) on the source: Financial analysis of market with motor vehicles production for
periods industry and construction, 2002—-2010 with considering the market life cycle available on www.mpo.cz

And finally, the risk reward to financial structure
(nsrry)» Which is the difference between alternate
cost of equity and weighted average cost of capital
(WACC), was the highest in 2009, during the eco-
nomic crisis and simultaneously during the decline
of the market.

For the 39 selected companies is each risk reward
(except the riskless rate, which is the same as for
the whole market) recorded separately on following
four tables. There is for each period mentioned the
number of companies that reached min. value, va-
lue within the interval and max. value of each risk
reward and there are ever distinguished companies
in different phases of their life cycle and different
market positions.

The results concerning r, , are illustrated on Table 2.

Most companies in the phase of growth reached
the maximal value of r,, (5%). That means, that
companies in the phase of growth are mostly small.

Only few companies in the phase of growth reached
the minimal value of r, , (0%) and that was in 2006,
2007 and 2010, so during the market growth. The
number of companies in the phase of growth, that
reached 1, within interval of its values was in four
periods approximately two times lower and in other
five periods the same or a little higher than the num-
ber of companies in the phase of growth, that rea-
ched the maximal value of r .

In companies in the phase of stabilisation was re-
quired 1, either on the level of its maximum (cca
50% of companies), or within the interval of values.
None from these companies reached the minimal
value, so that means, that all of these companies are
small or medium-sized.

By companies in the phase of decline, was the
highest number of companies, achieved the max. va-
lue of r, ,, and only a little lower was the number of
companies with r, , from the interval of values. Only
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Table 2. r,, required in selected companies in individual phases of their cycle in years 2002-2010.

2002 2003 2004

2005 2006 2007 2008 2009 2010

Number of companies reaching
min. 1,

1 1 1

within: 1
N

!

1 2 2 1 2 1

Number of companies reaching
r,, within interval of its values

within: 1
N

!

Number of companies reaching
max. r,

25 22 23

within: 1
N

!

business pioneer

23 21 21 20 19 19

Source: own research

few companies in the phase of decline reached the
min. value. So most of these companies are either
small or medium-sized, too.

Approximately one halve of business pioneers re-
ached the maximal value of 1, a little less business
pioneers reached the value within the interval and
very few business pioneers reached the minimal va-
lue of r .

Among business drivers, there was the highest the
number of companies, that reached the max. value

of r,,, a little less of them reached the value within
the interval and only by few business drivers was
required the min. value of r .

Almost one halve of business followers reached the
max. value of r, and the another halve the value within
the interval. None of them reached the min. value.

On Table 3, there are recorded numbers of compa-
nies, that reached the min. value, values within the
interval and the max. value of risk reward to entre-

preneurial risk (r,,,).

Table 3. r,,, required in selected companies in individual phases of their cycle in years 2002-2010.

2002 2003 2004

2005 2006 2007 2008 2009 2010

Number of companies reaching
min. 1,

20 23 23

within: 1

—

20 16 19 14 10 18

!

Number of companies reaching
I'hop Within interval of its values

16 12 15

within: 1

—

17 20 18 21 18 13

!

Number of companies reaching
max. I,

within: 1

—

!

business pioneer

Source: own research
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Table 4. r

FINSTAB

required in selected companies in individual phases of their cycle in years 2002—-2010.

2002 2003 2004

2005 2006 2007 2008 2009 2010

E?:l?er of companies reaching 14 13 17 18 13 21 13 20 2
* "FINSTAB
within: 1 7 5 6 5 9
- 3 0 0 1 0 2
l 6 10 10 13 11 16 10 15 11
Number of companies reaching
I nsi Within interval of its 18 14 15 15 17 12 14 11 10
values
within: 1 5 2 4 5 2
— 1 1 1 0 0
l 11 9 9 12 11 7 11 7 8
Number of companies reaching
max. . 7 7 7 6 4 6 7 8 7
within: 1 3 0 1 2 1
— 1 0 0 0 0 0
l 3 3 4 6 3 4 5 6 6

business pioneer

business driver

Source: own research

In almost all periods was by companies in the
phase of growth required the minimal risk reward to
entrepreneurial risk, which corresponds, according
to the methodics by Czech Ministry of Industry and
Trade, to the minimal value of 1, , reached on the
market. So these companies create earnings before
interest and taxes (EBIT), which is greater than the
amount of fund sources multiplied by the interest
rate. Almost the same number of companies in the
phase of growth reached r,, within the interval of
values, that means that their EBIT is positive but
lower than fund sources, multiplied by the interest
rate. Only few companies in the phase of growth
reach the maximal value of r, ) (10%), which is de-
rived from the fact, that these companies create a
negative EBIT.

In companies in the phase of stabilisation, there
is mostly required either min. r,; or r,,, within the
interval of values. Only one company reached in one
period the max. value.

The risk reward to entrepreneurial risk was in
companies in the phase of decline mostly the mini-
mal, or within the interval.

Only few business pioneers reached the max. r,
numbers of business pioneers with the min. value
of r,,, and with the value within the interval were
approximately the same.

Most of business drivers reached the min. value
of r,,,, and a little less of them reached the value
within the interval, whilst almost by no business dri-
vers was required the max. value.

By business followers are the numbers of them
with the min. value of r,  and the value within the
interval approximately the same and less companies
reached the max. value of r, ..

On Table 4, there are mentioned findings about
Tonstap deépending up the individual phases of the
corporate life cycle and different market positions.

Most of companies in the phase of growth rea-
ched the min. value of r, ., which is 0 %. That
means, that the liquidity of third level of these com-
panies is higher than the liquidity of second level,
reached on the market. The number of companies in
this phase reaching the value within the interval (=
companies, whose liquidity of third level is higher
than the liquidity of first level reached on the mar-
ket, but lower than the liquidity of second level re-
ached on the market) was a little less and number
of companies with the max. value of r ... (10%),
that means, whose liquidity of third level was less
than the liquidity of first level reached on the mar-
ket, was even less.

Among companies in the phase of stabilisation
dominated companies, reaching either the min. va-
lue of 1\, OF Within interval.

And in companies in the phase of decline, was
mostly required r, ..., either on the min. level, or
within the interval of values, too.

By business pioneers, there were required mostly
the min. value of r ..., or the value within the in-
terval. Only few business pioneers reached the ma-

ximal value.
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Table 5. ¥, ..., required in selected companies in individual phases of their cycle in years 2002-2010.
2002 2003 2004 2005 2006 2007 2008 2009 2010
Number of i hi
(TIDETOT COMPARIES TEACinE | 9 27 30 28 27 21 24 27 26
min. rFINSTRU
within: 1 12 5 7 7 9
— 4 1 1 2 0 2
| 13 15 17 22 18 14 15 19 15
Number of companies reaching
Tpnsrry Within interval of its 9 10 8 9 10 13 10 8 10
values
within: 1 3 1 4 3 3
— 1 0 0 1 0 0
| 6 6 5 8 5 10 6 6 7
Number of companies reaching
2 2 1 2 2 4
max. rFINSTRU 5 5 3
within: 1 0 1 0 2 0
— 0 0 0 0 0 0
! 1 1 1 1 2 3 5 3 3

business pioneer

business driver

Source: own research

Business drivers reached the min. value of ry (1.
in more cases than the value within the interval and
the number of business drivers, reaching the max.
Tnstap Was very low.

Numbers of business followers, reaching the min.
value of r .\, and business followers, reaching the
value within the interval, were approximately the
same, whilst number of them, reaching the max. va-
lue was much lower.

And finally, the relations between the corporate vs.
market life cycle and r, . ,» Which is the last compo-
nent of cost of equity, are illustrated on Table 5.

By companies in the phase of growth, there do-
minates number of them, reaching the min. value
of 1, erry (0%). Number of companies, where was
required a value within the interval is much lower
and number of them, that reached the max. r
(10%), is even lower.

Companies in the phase of stabilisation reached
mostly the min. value of r, ..., only few compa-
nies the value within the interval and in no compa-
nies in the phase of stabilisation was required the
max. value of -

By companies, that were in the phase of decline,
was the number of them, reaching the min. value
of 1, erry @Pproximately two times higher than the
number of them, reaching the value within the inter-
val and in only few companies in the phase of decli-
ne was required the max. value of 1, (.-

Most of business pioneers reached the min. value

of r much less of them the value within the

FINSTRU

FINSTRU?

interval and the max. value was reached by very few
business pioneers.

By business drivers was mostly required the min.
value of 1, ..., in less cases the value within the
interval and in very few cases the max. value.

Business followers reached mostly the min. value
of Ty orry- Numbers of business followers reaching
the value within the interval or the max. value were

much lower.

Conclusion

This article was focused on the relations between the
structure of cost of equity and corporate life cycle and
there was also considered the market life cycle and
thus the market positions, which companies hold.

There was used a model by Reiners (2004) to
identify phases of the corporate- and market life
cycle positions of business pioneer, business driver
and business follower.

To find out the structure of cost of equity, there
was used a constructional model for calculation cost
of equity, made by the Czech Ministry of Industry
and Trade.

There were selected 39 companies acting on the
Czech market with motor vehicles production and
the data were gotten from their financial statements
and from the analytical and statistical documents by
the Czech Ministry of Industry and Trade, both for
years 2002—-2010.
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There was found out, that the greatest share of the
cost of equity is the riskless rate (r), which crea-
ted in periods 2002-2007 about one halve of cost
of equity. Among other components, r, , remained
approximately constant for all periods, r,,, was
approximately constant from 2002 to 2006, then it
was increasing up to 2009 and in 2010 there was
recorded a moderate decrease. The risk rewards to
financial stability (r,¢,s) @and to financial structure
(Tnsry) Were held from 2002 to 2007 on low levels,
but in 2008 and especially in 2009, they increased
and their share on the cost of equity increased, too.

Companies, that were in the phase of growth, rea-
ched mostly the max. value of r,, the min. value of
I, OF the value within the interval and min. value

POD?
Of I.FINSTAB and rFINSTRU'

By companies in the phase of stabilisation, there
was mostly reached the max. value or a value wi-
thin interval of values of r, ,, min. or a value within

LA’
interval of values of r, and r, .., and min. value

Of rFINSTRU'

And companies in the phase of decline, achieved
max. value of r ,, or the value within the interval
of its values, the min. value or the value within the
interval of values of r,  and r and the minimal

FINSTAB
value of 1, ¢ o0
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