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COST OF CAPITAL



WEIGHTAGE ANALYSIS
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1
MEANING , SCOPE AND 
OBJECTIVES OF FM 4 2 3 4 4 2 2 2 2 4

2 TYPES OF FINANCING 6 8 6 4 4 2 4 4 2 4 6 8

3 LEVERAGE ANALYSIS 5 10 10 10 12 10 10 10 10 10 7 5

4 COST OF CAPITAL 10 5 14 5 10 10 5 10 11 10 10

5 CAPITAL STRUCTURE 10 5 10 10 10 5 10 10 6 10 10

6 CAPITAL BUDGETING 28 10 15 20 5 12 12 2 14 20 10 10

7
RISK ANALYSIS IN 
CAPITAL BUDGETING 4 7 6 3 12 5 5 14 5 5 5 5
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8

ESTIMATION & 
FINANCING OF 
WORKING CAPITAL 10 10 10 5 5 4 5
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MANAGEMENT OF 
ACCOUNT RECIEVABLES 10 9 5 5

10

MANAGEMENT OF CASH 
& MARKETABLE 
SECURITIES 10 4 5 9
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MANAGAMENT OF 
PAYABLES

12
MANAGEMENT OF 
INVENTORY 5

13 DIVIDEND DECISION 5 5 5 5 5 5 5 4 5 10

14 RATIO ANALYSIS 5 5 5 5 5 5 10 10 5 5 10 5

TOTAL 72 72 72 74 72 72 72 72 72 72 72 72



BIRDS EYE VIEW
❑ Introduction.

❑ Cost of Debt – Irredeemable Debt , Redeemable Debt (Approximation Method & YTM Approach) , Cost of Convertible
Debentures

❑ Cost of Preference Shares - Irredeemable & Redeemable (Approximation Method & YTM Approach)

❑ Cost of Equity- Dividend Price Model, Earning Price Model ,growth Approach, Realized Yield Approach, CAPM.

❑ Cost of Retained Earnings

❑ Weighted Average Cost of Capital- Book Value & Market Value Approach

❑ Marginal Cost of Capital

❑ Important Points

❑ Problems



INTRODUCTION
In simple terms Cost of capital is

1. Expectation of investors from the company. As the risk perceived by the investors increases
return expected by them also increases. Resulting in increase in cost of capital

2. Cost of capital refers to the discount rate that is used in determining the present value of the
estimated future cash proceeds of the business/new project and eventually deciding whether
the business/new project is worth undertaking or not.

3. It is also the minimum rate of return that a firm must earn on is investment which will
maintain the market value of share at its current level.

4. It can also be stated as the opportunity cost of an investment, i.e. the rate of return that a
company would otherwise be able to earn at the same risk level as the investment that has
been selected.



COST OF DEBT (Kd)

Debt includes bank loan, debentures (redeemable or irredeemable), Bonds Etc.
debt has least cost of capital since interest is tax deductible and debt is
generally secured.



Cost of Debt (d)
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COST OF IRREDEEMABLE DEBT
Formula

Kd =
I(1−t)
NP

x 100

Terms used
Kd = Cost of Debt
I = Amount of interest
T = Tax rate (not tax amount)
NP = Net proceeds
NP = Face value – Discount on issue + Premium on issue – Flotation issue cost exp.

Important points
• Kd may be calculated either for one debenture or for all debentures
• Interest is calculated on face value of Debt.
• Interest is multiplied by ( I-t) because it is tax deductible
• If period of debt is not given assume as irredeemable debt.
• Flotation cost includes expenses of issue like advertisement, printing prospectus etc.



ILLUSTRATION 1





COST OF REDEEMABLE DEBT (APPROXIMATION METHOD)
Formula

Kd =
I(1−t)+(𝐑𝐕−𝐍𝐏𝐍 )

𝐑𝐕+𝐍𝐏
𝟐

x 100

Terms used

Kd = Cost of Debt , I = Amount of interest , T = Tax Rate , RV = Redemption value , RV = Face value + Premium on redemption
NP = Net proceeds , NP = Face value - Discount on issue + Premium on issue – Flotation cost , N = term/period of debt

Important points

• Numerator is annual cost of debt and denominator is average investment
• If nothing is given regarding RV assume redemption is done at par
• Premium on issue is gain but premium on redemption is expenditure
• Premium on redemption is expressed as certain % face value
• (RV−NP

N
) is also tax deductible. However tax shield is not considered on it

• If Flotation cost is given in Rupees then kd is calculated for all debentures put together.
• Flotation cost includes expenses of issue like advertisement, printing of prospectus etc.
• If period of debt is not given assume as irredeemable debt

• In This Method , Higher The Difference Between RV & NP , Lower the Accuracy of Answer

• This Formula is Not Suitable in case gradual Redemption of Bonds & Debentures



ILLUSTRATION 2
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COST OF REDEEMABLE DEBT (YIELD TO MATURITY APPROACH)
The Cost of Redeemable Debt (Kd) is Also Calculated By Discounting the Relevant Cash Flows using Internal
Rate Of Return (IRR) . Here , YTM is the Annual Return of an Investment from the Current date Till Maturity Date.
So , YTM is the Internal Rate of Return at which current price of a debt equals to the present value of all cash
Flows.



Important points

• YTM Or Present Value method is a Superior method of Determining Cost of Debt of Company to
Approximation method and it is also Preferred in The Field of Finance.

• In This Method , Higher The Difference Between Start rate & End Rate , Lower the Accuracy of Answer

IRR = Start Rate+ 
𝑺𝒖𝒓𝒑𝒍𝒖𝒔 𝒂𝒕 𝑺𝒕𝒂𝒓𝒕 𝑹𝒂𝒕𝒆

𝑺𝒖𝒓𝒑𝒍𝒖𝒔 𝒂𝒕 𝑺𝒕𝒂𝒓𝒕 𝒓𝒂𝒕𝒆−𝑫𝒆𝒇𝒊𝒄𝒊𝒕 𝒂𝒕 𝑬𝒏𝒅 𝑹𝒂𝒕𝒆
(𝑫𝒊𝒇𝒇𝒆𝒓𝒆𝒏𝒄𝒆 𝑩𝒆𝒕𝒘𝒆𝒆𝒏 𝑹𝒂𝒕𝒆𝒔)
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Kd By Interpolation formula – 12.21%

Statement Showing NPV at 10% & 15%
Year Cash Flow PVF @ 10% DCF PVF @ 15% DCF

0 (80) 1.00 (80) 1.00 (80)

1-5 6.5 3.791 24.64 3.352 21.79
5 100 .621 62.10 .497 49.7

6.74 (8.51)



ILLUSTRATION 5
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Statement Showing Present Value of Future Cash Flows
Year Amount of 

Interest
Redemption of 

principle
Total Cash Flow PV @ 6% PV of Cash Flow

1 400 1000 1400 0.9434 1320.76

(5000*8%)

2 320 1000 1320 0.8900 1174.80

(4000*8%)

3 240 1000 1240 0.8396 1041.10

(3000*8%)

4 160 1000 1160 0.7921 918.84

(2000*8%)

5 80 1000 1080 .7473 807.08

(1000*8%)

Total 5262.08



COST OF CONVERTIBLE DEBENTURES
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Determination of Reduction valve.--

RV shar be higher of

#] Cash = 100

B shares = 10 Shares x 12 (1 + 0
.05)
5

= 10 Sharex 15:32

= 153 · 20

15 Redemption value in shares is higher
,

Debenteco Ideas share prefer redemption in share



Approximation method
- -

kd = + 21 - t) +RIP X100

-

2

=e X100

2

I 16 . 11 %



YTMApproach

Year Cash PVC DCF PVC DCF

How 10% 20%

O C100S 100 < 100) 100 CLOOS

1 -5 9 : 75 3 . 79136 . 96 2 . 99) 29 : 16

5 153 - 20 0-62195-4 0 :402 6159

-

2) (9 . 25)- -



[RR= kd = 10 ↓ 32 - 10
x 18
-

32 - 10 - 29 : 25)

= 10 + 32-18 X10-
41 . 35

- 1



COST OF PREFERENCE SHARES (Kp)

The cost of preference share capital is the dividend expected by its holders.
Though payment of dividend is not mandatory, non-payment may result in
exercise of voting rights by them.

The payment of preference dividend is not adjusted for taxes as they are
paid after taxes and is not deductible.



cost of
,
Preference shares

-
Redeemable

Eurekemable
I

P = I X100 -approximation ++
method Approach

-

KP = PB + RV-NP I Identify
# X 100 CF
-

RV +NP 22 NPV
2 3 Interpolation-



COST OF IRREDEEMABLE PREFERENCE SHARES
Formula

Kp =
୔ୈ
୒୔
x 100

Terms used-
PD = Amount of preference dividend
NP = Net proceeds of issue
NP = Face value – Discount on issue + Premium on issue – Flotation cost
Kp = Cost of preference shares

Important points
 Preference dividend is not tax deductible.

 Cost of preference shares is generally more than cost of debt because preference
shareholders take more risk.
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COST OF REDEEMABLE PREFERENCE SHARES
Formula

Kp =
୔ୈା(౎౒షొౌొ )

(౎౒శొౌమ )
x 100

Terms used

PD = Amount of preference dividend , RV = Redemption value , NP = Net proceeds , NP = Face value – discount
on issue + premium on issue – flotation cost , Kp = Cost of preference shares , N = Period/ no of years

Important points

 Numerator is annual cost of preference shares and denominator is average investment
 If nothing is given regarding RV assume redemption is done at par.
 Premium on issue is gain but premium on redemption is expenditure
 Premium on redemption is expressed as certain % of face value
 PD is not tax deductible hence we have not multiplied by (1-t)
 Kp may be calculated for one preference share or all preference shares put together
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COST OF EQUITY SHARES (Ke)
It may prima facie appear that equity capital does not carry any cost. But this is not true. The market price of
share is a function of return that equity shareholders expect and get. If the company does not meet their
requirements, it will have an adverse effect on the market price of Share. Also it has relatively the highest cost
of capital Since expectations of equity holders are high.

In simple words, cost of equity capital is the rate of return which equates the present value of expected
dividends with the market price of Share.



Cost of Equity
Ke
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COST OF EQUITY SHARES  - DIVIDEND/PRICE APPROACH
Here Cost of equity capital is computed by dividing the current dividend by average market price per share.
However, this method cannot be used to calculated cost of equity of units suffering losses.

This dividend price ratio expresses the cost of equity capital in relation to what yield the company should pay to
attract investors. It is used to estimate the cost of companies having no-growth or zero-growth

Formula

Ke = 𝐃
𝐏𝐨

Terms Used
Po = current market price of equity share , D = amount of dividend , Ke = cost of equity

Important points

 This formula assumes constant dividend in future

 This formula is derived from the formula of present value of perpetuity

 Po is present value of future dividends discounted at cost of equity

 If flotation cost is given then it is reduced from po to arrive at net proceeds from share



COST OF EQUITY SHARES  - EARNING/PRICE APPROACH
The advocates of this approach co-relate the earnings of the company with the market price of its share.
Accordingly, the cost of ordinary share capital would be based upon the expected rate of earnings of a company.
The argument is that each investor expects a certain amount of earnings whether distributed or not from the
company in whose shares he invests

Formula

Ke = 𝑬𝑷𝑺
𝑷𝒐

Terms Used
Po = current market price of equity share , EPS = Earning Per Share ,, Ke = cost of equity

Important points

 This formula assumes constant EPS in future



COST OF EQUITY SHARES  - GROWTH APPROACH
The Growth Approach is based on Growth in Dividend and Earning over the Period of time

DIVIDEND GROWTH

Formula

Ke =
𝑫𝟏
𝑷𝒐

+ 𝐆 ,
Po = 𝑫𝟏

𝑲𝒆ି𝑮

Terms used
D1 = expected dividend for next year , Ke = cost of equity , Po = current market price of equity share . G = Growth

in rate of Dividend

Important points

 Please read carefully whether question gives dividend or expected dividend

 Growth rate in dividend is assumed to be constant and hence this formula is derived from formula of
growing perpetuity

 Sometimes growth rate is required to be calculated using FV formula



DETERMINATION OF GROWTH RATE



EXAMPLE

Find Growth Rate
DO
I -

DM

I 16: 10 = 1 . 6)
-

10

↓ 61 is FIF &10% For 5 years

Henk growth rate shall be 10%





DTERMINATION OF GROWTH RATE  - GORDONS GROWTH MODEL

Formula

g = b x r
Terms used
g = Growth Rate , b = Earning Retention ratio/Rate , r = Rate of return

Important points

 This Formula determines growth rate.

 The Said Approach Shall be Dealt In Detailed Manner in Topic of Dividend Decisions



COST OF EQUITY SHARES  - REALIZED YIELD APPROACH

Ke = Dividend Per year + Increase in Market price of share X 100
Amount Invested
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Ke = Earningper year
AmountInvested

- Dividend ↑ Inwease in &
-

in 5yrs market priceC in 5yes-1570Sx100

Amount invested

= (58)/5 x100
1000

-

- 125 . 60 X108
-

1000
- 12 . 55%
--
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Year 1 = 5 =

1075 = 1 .

19

= I + 11-50 IYear 2
- = 1250 1 . 2821

-

9 : 75 9
: 75

-

Year 3 = +I = 1220 - 1 . 0609
-

1150 11 . 50
-



Year= 125+ 1060 = 1185 = 10773
1100 -

Geomeiz mean
- -

= (1 . 1944 x 1 . 2821410009 0773Ye - 1
= (1 - 45)44 - 1

- 1 . 15 - 1
0-15=

that is Ke = 15%
-
-



I 2 times

23 - 1

3 + x24)
9) + 1

5) x = 12 this



COST OF EQUITY SHARES  - CAPM MODEL
Formula

Ke = Rf + 𝛽(Rm-Rf)

Terms used

Rf = risk free rate , 𝛽 =beta of company
Rm = market rate of return , Ke = cost equity

Important points

 Higher the beta higher the risk and higher the return

 Rm-Rf is known as market risk premium

 𝛽 measures the non diversifiable risk present in the company
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COST OF RETAINED EARNINGS
Formula

 If personal taxation rate is not given Kr is same as Ke
 If personal taxation rate is given: Kr = Ke (1-tp) (1-f)

Terms used

Kr = cost of retained earnings , Ke = cost of equity , Tp = personal taxation rate of
shareholders , f – Floatation Cost

Important points

 Retained earnings belong to shareholders and hence they have cost
 Retained earnings do not have any flotation cost

 Normally Ke remains higher than Kr , Due to Issue of Shares at a Price Lower than
CMP and Floatation Cost.



cost of Retarnes Earnings S

Kr Ef
-

·utohabenCosts eateI Ker Using Ke Formula

-↓
nasly

No Flotation I E Personal - Personal
Cost & NO Taxaten's ↑axakess &
Personal Taxater's Hoatation

cost

KV = Ke (1-E3)
Kr =Ke Ef onlyFloatati Cost

KV = K2(1-5P)
(1 - 7)

KV = Ke (1)
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ILLUSTRATION 14

Kr = Ke (1-ti) (1-6)
=0 . 20 21-030) (10005)
= 13 : 30%
-
-



WEIGHTED AVERAGE COST OF CAPITAL (Ko)
WACC denotes the Weighted average cost of capital. It is defined as the Overall cost of
capital computed by reference to the proportion of each component of capital as
weights. It is denoted by Ko. WACC can be calculated either on market value basis or
book value basis.

Statement Showing Computation of WACC

SR. NO SOURCE BV OR MV PROPORTION COST WACC

1 2 3 4 5 6 =5*4

A EQUITY SHARE CAPITAL XXX XXX Ke XXX

B RETAINED EARNINGS XXX XXX Kr XXX

C PREFRENCE SHARE CAPITAL XXX XXX Kp XXX

D LONG TERM DEBT XXX XXX Kd XXX

XXXX 1 XXXX



MARGINAL COST OF CAPITAL
 The marginal cost of capital may be defined as the of raising an additional rupee of capital.

 Since the capital is raised in substantial amount in practice, marginal cost is referred to as the cost incurred in
raising new funds. Marginal cost of capital is derived, when the average cost of capital is calculated using the
marginal weights.

 The marginal weights represent the proportion of funds the firm intends to employ. thus, the problem of
choosing between the book value weights and the market value weights does not arise in the case of marginal
cost of capital compilation.

 To calculate the marginal cost of capital, the intended financing proportion should be applied as weights to
marginal component costs. The marginal cost of capital should, therefore, be calculated in the composite
sense. When a firm raises funds in proportion manner and the component’s cost and the marginal cost of
capital. The component costs may remain constant up to certain level of funds raised and then start increasing
with amount of funds raised.

 For example, the cost of debt may remain 7% (after tax) till Rs 10 lakhs of debt is raised, between Rs 10 lakh
Rs 15 lakhs, the cost may be 8% and so on. Similarly, if the firm has to use the external equity When the
Retained profits are not Sufficient , The Cost of Equity will be higher Because of The Flotation costs.When the
components cost start rising, the average cost of capital will rise and the marginal cost of capital will however,
rise at faster rate.



IMPORTANT POINTS
 Cost of capital is expressed in percentage terms instead of Rs. For enabling comparison between two firms

or two periods.

 Cost of capital is calculated on annual basis.

 Cost of capital is calculated after considering tax shield/tax savings.

 Cost of capital is calculated for long term funds only.

 For comparing the cost of capital of two capital structures the amount raised must be same. Otherwise

comparison won’t be meaningful.

 Interest is paid on face value of debentures and not the issue price.

 Redemption of debentures may be done at face value or at premium. If nothing is specified it is to be

assumed at par.

 Premium on issue of debentures is capital profit and hence it is deducted from the costs. Premium on

redemption of debentures is cost and hence it is added.

 Premium on redemption is certain % of face value.



IMPORTANT POINTS
 Cost of preference shares is more than cost of debt but less than cost of equity.

 Current market price of share is future value of dividends as per D/P model

 Dividend declared is certain percentage of face value of equity shares.

 If share price is given as cum dividend inclusive on dividend then amount of dividend is to be deducted from

such price to arrive at po

 We first calculate the specific cost of capital for each source of finance and then we calculate the weighted

average cost of capital (WACC) for all sources put together. WACC is also known as hurdle rate or discount

rate or overall cost of capital and it is used while making investment decisions.

 WACC may be calculated using either book values or market values. While calculating WACC on market

value basis market value of retained earnings is not written separately, it is included in the market value of

share capital only.

 In case Ke & Kr differs then to give market value weights. Market value of Equity Shares should be

apportioned in the ratio of book value of paid up equity capital and book value of retained earnings.



IMPORTANT POINTS
 If market value of any source is not given then face value is assumed as market value for calculation of

WACC on market value basis.

 Specific cost does remain same whether WACC is calculated using book value approach or market value

approach.

 If company has only equity shares then cost of equity itself becomes WACC. Company with only Debt is not

possible.

 If no approach is specified in the problem for calculation of WACC then calculate the WACC using book

value approach and write note to that effect.

 There is no market value for term loan. Hence while calculating WACC on market value basis face value

itself will be written as market value.

 Marginal cost of capital may be defined as “the cost of raising an additional rupee of capital”.

 Whenever Cost & Market price Both are Given take Market Price.
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Book Nameof Equity = 50, 000 shares 10

- 500 000

Book value of returned = 1500 00

Earnings givans

- Ratio
of erwig with respect to

Retamed L
S

S = 1 .3Carney



Market value of Equity
50000 X 50

= 2500000

I

-S

ReturnedEquity Earning's

2500000 x /4
250000 X3/4
1875000

- JLJ Ove



Statement Showing WACC using Market Value Weights

SR.NO SOURCE MV PROPORTION COST WACC

A Equity shares 1625000 0 -25 10 - 41% 0 : 0260

B Retained Earnings 187500 0 :75 10% 0 .075
--

-- -

2500 1 : 08 0-101

&

WA22 = KO - 10-10's .
--

-

-
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Computation of ke

ke = 1 + 6 x 100

- ↓ + 0 . 05 x100

24 - 4

- 10%
-

--



Computation of kp

YEAR CASH FLOW PVF AT DCF PVF AT DCF

Ner Issue Price = 110 - 2% = 10780

Dividend Per year= 5 Per share

5% 3Y

O 2104 : 80)
18 J

10 100

) 9 .25



K = 3 + 9 . 25 + 2
-

17 . 04

= 4 . 09 %
-
-



Computation of kd

YEAR CASH FLOW PVF AT DCF PVF AT DCF

Net Issue Price = 105 -4% = 100.80

ERHOSE Net of Taxes = 10-30%: ↑

10% 5/

O (10080)
I-10 7
10 100

- -

2 19- 185) 14 : 65



kd - Start A surplus at start

rate rate X Deff
-

Shopus at - Deficit
Startrate Of

und
rate

= 5 + 14. 65
x 5

Th65+ 19-185
- 5 + 14

. 65
x 5 = 7

: 16 %

895 -



Statement Showing WACC using Book Value Weights

SR.NO SOURCE AMOUNT PROPORTION COST WACC

A Equity share 1000000 0-50 10% 0- 05

B
Prof. shares

500 000 0 . 25 4 : 09% 0-0102

C
Debt 0 -25 7 - 16% 0 : 01790000-

-

2000 oof 100 0 : 0781

% . WALL = KO = / ,
-



Statement Showing WACC using Market Value Weights

SR.NO SOURCE AMOUNT PROPORTION COST WACC

A Equity shares 2400000 0-691 10%. 0 - 0691
<1000x24)

B Pref Share 550 000 0 "158 4: 9% 0 . 0055
25000 x/10)2 Debt 525000 0-151 7 : 15% 0-0108

2500X105)
- -
-

34750 1,00 . 0 : 0864-

↓ .
ALL = 10 = 8 . 64 %



Tutorial Note
-

D Whenever Cost s market Price Both are

given use market price.

I En theAbsence of information Flotation

cost shal always be an Issue Price.



ILLUSTRATION 17





Pattern of Raising Additional Finance
1000000

J
- &

Debt Equity
T00000

300000 I
I --

180000 120 000
210, 000

&

490000
Returned Fresh

& s& Earning Issue

10% 16%



Computation of Post tax Average Cost of Debt

kd= ) X100

Net proceeds

=xi)+ 200x16%) (1-0 .50 x100

300 000

=%000 + 19200 21-0
·50) x100

300 Ge
- 18600/30000 x 100 = G- 20%

-
-



Computation of Cost of Equity & Cost of Retained Earnings
EPS = 4

,
D = 2

,
P1 = 2 . 2

,
Po = 44

C = 10%

Ke = ↳ + 4 x 100

= ↳ to 10 No
-

-
15%
-
-



As there isNo Floatation cost & Personal

Taxation

Kv = Ke = 15 %



Computation of Overall Weighted Average After tax Cost of Capital

SR.NO SOURCE AMOUNT PROPORTION COST WACC

A Equis 700, 000 0 -70 15% 0 : 105

B Debt 30000 0-30 6 -20% 0 . 0186

- - -

1000 des 100 0 : 1236 .

- IACC = 10 = 12 . 36%
-
-



ILLUSTRATION 18







Computation of Cost of New Debt

Ko = [21 - t)
X100-

NP

=050)x
= 8 33%
-



Computation of Cost of New preference Shares

KP = D X100
Po

-

- l X100
9 . 20

= 195%
-



Computation of Cost of New Equity Shares
As there is increase in EPS every year

by 10%, we show conder growth

rose of
10%

Ke = 1 + G X 10

O

I 50% of2 . 36 to 10 X100-
23- 60

-

- ↳%



Statement Showing Marginal Cost of Capital

SR.NO SOURCE PROPORTION COST MCC

E Equity 0-80 15% 0-12

B Preference 0- 05 11 .95% 0 : 0060

2 Debentures ↑ 0
: 15 8 -33% 0 . 0125
-

0-1385

- ↑122 = 185%



Capital Investment before issuing New Equity Shares

Earnings available = 50% Of 2021 Earnings
For Investment

= 50% of 21000x2
-36)

= 50% of 23600

-
11800

-
-
-

Propertise of Equity in Capital Structure
= 80%



Hence Capital Investment that can be

dom From Retained Earnings existry
Capital structure .

Capital Envestment 11800
-

80%

= 14750
-

-



Marginal Cost of Capital If Company Spends more than 14750

ke= G No

= 1 . 18
+ 0 - 10 X100
-

20

- %-



Statement Showing Marginal Cost of Capital

SR.NO SOURCE PROPORTION COST MCC

↳ Equit O'80 15 . 90% 0 : 1272

B Preference sharry
0 . 05 1196% 0 . 00 60

C Debentures 0- 15 8- 33%

%0
↓ MCC = 14 . 5%
-
--



ILLUSTRATION 19





cost of Preference shares
-

KP = ↳ X100
PO

=X
- 14 . 29 %
-



cost of Equity
Ke =

P1 + X100-

Po-f

It is given in question that bivdend rose

From 10 . 60 to 1419 In 5 yearsThus

We show find growth rate

& = Don = 1419 = 1 . 338-

1860



In FXIF Table It can be seen that

Name of Rs
. 1 shal be 1-338 in 5yea

At 6% Hence g = 6 %

2 = ↳ + 0 . 06 X100
125 - 5

- 18 · 50%
-

-
-



Cost of Reamed Ens
R

KV = + G X 10

= + 0 - 06 x10

O
-

- 1756%
-

S



-

~

cost of Dub
As Debenture of similar class gives 16%

return to the Investor The company needs

to ISSU Debentures at a discount in such

a way that it become areturn of 16%

to Envestor

Isa Price = 15/16 % = 93-75

Net proceeds - 9 3 · 75 - Floatation Cost
= 93 -45 - 2 = 91.75



Lets Find out kd by approximation

method

RV-NP
-kd = [21-t) +
M X100

-
= 15 (1035) + 1009

. 45

X 100

-00+ 31075 10 · 50/5 -85-

2 =
= 10 . 95%



Statement Showing WACC using Book Value Weights

SR.NO SOURCE AMOUNT PROPORTION COST WACC

A Equity shares 12000000 0 . 6154 1850% 0 . 1138
&

B retained Earnings 3000000 0: 1538 17 - 54% 0 . 0240

C Proference shares 3600 000 0 . 1846 15. 29% 0 .0264

1 Debentures goo 0'0462 10 . 95 % 0 : 0051
- -

19500 On 0 : 1723

WACC = Ko = 17 . 23%



Statement Showing WACC using Market Value Weights

SR.NO SOURCE AMOUNT PROPORTION COST WACC

A Equity shares 16000 00 0 - 6553 18. 50% 0 - 1212

&

1 Retained Earnings 4000000 0 . 1638 14 : 54% 0 . 0287

C Preference shares 3375000 0 . 1382 1429% 0 . 0197
1 Debentures. 1040 000 0 . 0427 10

. 95% 0047
-

24415000 O'1743

' A22 = KO = 17 . 43%



Tutorial Note
- -

B market value of Easily is apportioned

between equity retained Earning's in
Book Jame Vati



N
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Statement Showing WACC Before The New Proposal

SR.NO SOURCE AMOUNT PROPORTION COST WACC

A Equity 16845000 0 . 6429 16% 0 . 1029
(1)

B Debt 9375008 0 -35718% 0 . 0286

(5000(86)

- -

26250000 0 : 1315

La IAX = KO = 13 - 15 %



Statement Showing WACC After the New Proposal

SR.NO SOURCE AMOUNT PROPORTION COST WACC

&

# L 16875000 0-50 20 . 89% 0 . 1045quety
B Debt 16875000 0 :50 8-9 . 0 . 04

- -

33750000 0 : 1425

WACI = KO = 14: 45 %



INH 1 computation of Yale of Feli .- -
-

- -

value of = Earnings available to
&

ShareholdersEquity Ent
Ke

= ElIt-Enterest
16 %

- 3450000- 750000

16%

- 2700000 / 16% = 16875000



2 - Computations of cost of Equity after
-
- -

New Proposal
.

- -- -

value of Equery - EAES
-

Ke

16875000 = EBIT - In terrest
-

e

16875000 = (345(42520) - 50000+
6000

Ke



16875000 = 4845000-1350000
Ke

1687500 = 352500
-

Ke

: Ke = 352500 = 0 - 2089-
168500

that is 2089 .

-
-
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Computation of ke



Computation of kp



Computation of kd



Statement Showing WACC using Book Value Weights



Statement Showing WACC using Market Value Weights



Tutorial Note
- -

I on the given austice M SP both

One given , we
show Se as Net Proceeds

&

as Secretes shall be issued at sale

Price & not market Price.



ILLUSTRATION 22 (MTP MAY 2019 SERIES 2) 5 
MARKS



1% Hestitutional Wors
- -

E21 - t)kd =
-

x 100
NP

= 30
.50 xoe

= I
-



13% Nas Convertible Debentures.

d = T (1-t) x 100
-

NP

Net Proceeds = 250 lais - Discount on
-
Cost

Issue Of
Ishe

= 250 launs - 2250x 2 . 5%) - 2250X
2)

250 - 6 . 25 - 5
=

- 238 -75



kd = 32 .0011 - 0
: 50)

238 . 15

4100

-
- 6- 81 %

Conclusion : - As effective cost ofCapital-

is less for 13% Non-Contestabli

Debentesses It is recommended to avail
250 lawers by way 13% Now Convertebe

Debentures
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(i) cost ofble Debentune
--

-

Reduction your share be higher of

1. Redemption valve in Cash = 100

2. Redemption in shares 24 share
-

Price Per
share

on thr

Day of
Hemation

= 2 x 6527C)
~ 130 · 54



Id =

·CERN he

2

= <1-8

.- one

2
- I + 5 .92 x100 = 142xo23%-

112-77



cif cost of Preference shares.

Year Cash Flow PVC DCF PVF & DCF

3% 5%

O (103 · 40) 100 2103 .

40) 1.00 (103 :

40)
2110-6-

1 - 10 5 8.5304257 .722 38 : 61

10 100 0 - 744 74 . 40 0 - 614 61 . 40
-

-

13-65 (39)-



= Start + surpis at start rate Y Heff-
vole

surplus at - Deficit at between
start rate = end rate

rate

= 3 t 1365
X 2-

- 55 + 3- 3913

- 3t 13: 65 * 2
-

17 . 04

- 4: 60 %
-
-



IXN1-
computation of price of share after syrs.

Ke = 11 + C
P6

0-3250 = 12 . 46 21 + 0 .05)
T

2) - + 0 -05

P6 (3)

0 : 3250 = 1
. 95 + 0 . 05

Pf

0 : 3250-0 . 05 I 1795
-

P6



0 . 275 PJ = 14- 95

Ps=



-Computation of cost of Every
K2 = RJ + (RM-RD)

= 0 . 10 + 1 . 25 (0-18)

= 0
: 10 + 0-225

= 0 : 3250

that is 32. 50 %



WN3-Computations of growth rate

a - DO
-

DM

F 12-76
-

18

= 1 : 276

Going through FIF Table If Cal be som

that I Rs becomes 1 : 246 in 5 years at

5 % Henc growth rate is 5 %
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Cost of Preference shares.
- -

KP = & X100
Po

-

- = ↑ 10

(18-2)
- 120

%

/
-



Cost of De
-
-

kd = I ) x 100

= 30 xoi

- 7 %-



Statement Showing WACC Based on Market value Weights

SR.NO SOURCE AMOUNT PROPORTION COST WACC

1950000
A Equity (10003) 0 . 6664 197 0 . 1266

25/000
13 Preference shares 26000 x(6) 0 : 0875 12 . 50% 0 -0109

720 ON
L Debentures (600x120) 0-2461 7% 0 -0172

-- -

292600 100 0 : 1547

Ko - 15 .47%
-

-



ILLUSTRATION 25





1. computation of cost of Eq.

Service entire earnings are not distributed

as dividend , we shal calculate growth
rate using Gordon's model.

↳ = BX V

= 0 . 40 x 0'10

= 0
. 04

that is 4%



Ke = 1 + XL00
PO

= 312 + 00 XLop-

20 : 80

= 0- 19 x100

= 19% ②



2 Computation of P

p = 1D + RYP X100
N

VANP
-

2

- 15 + 100 - go ①-

- X16
As
-

2
- 16-84 %



3 . Computation of d (Debentness

kd = 1 21-t) + RV
-NP
- XID
M
-

RV +NP
-

2
F 19210-40) + 1005 X 10
-

100 +75
-

2



=

fil xoe
- 14 . 37 %-

Computation of d 213% lans

0
:50 d = 5 It i = 13 21 -0

. 40 x18X100 -
10

= 7-8 %



↳. Cost of Retamed Earnings
As there is Hoatation Cost &

0-50 Personal Taxation

KV = Ke = 19 %



statement showing computation of 1 ALL

userig market Halve weights
SV . NO source Amt Prophe lost ACC

I

A Equity 104000or
0-6218 19% 0: 118)

↳00nox20of
B Preference shares 450000 0- 0269 16-84% 0 . 0045

2009o
2 14% Debentury 18750000 0 . 112 /14. 37% 0 : 0167

(25000 x75)
1 13% Wan 400 00N 0-23927 - 80%%

0 : 0187
- - -

1672 50 vo 100 0%574- -



IA22 = 1. 44 %
-



2.

Computation of maral costo a

Ke = I + X100

PO

- 3 + 0 . 04 X10

14
- 26 - 29 %
-



d =

400000x13)(6000X Its n

-

-0-40- 5200 + 9000N LI . S
--

1000000

F 0-0852

that is 8 : 52%



statement showing computation of MCC

St . No Source Proph Lost MCC

A Equity 0-68 25-29% 0: 1574

B Retained Earnings 20 26-29% 0 : 0526

2 Debt 0 . 20 8 :52 0-0170

-

0 . 2243
H(2 = 22 . 73%

-




