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2. The information relating to book value (BV) and market value (MV) weights of Ex Limited 
is given below: 

Sources Book Value (`) Market Value (`) 

Equity shares 2,40,00,000 4,00,00,000 

Retained earnings  60,00,000 - 

Preference shares  72,00,000 67,50,000 

Debentures 18,00,000 20,80,000 

 
 Additional information: 

I. Equity shares are quoted at ` 130 per share and a new issue priced at ` 125 per 
share will be fully subscribed; flotation costs will be ` 5 per share on face value. 

II. During the previous 5 years, dividends have steadily increased from ` 10 to ` 16.105 
per share. Dividend at the end of the current year is expected to be ` 17.716 per 
share. 

III.  15% Preference shares with face value of ` 100 would realise ` 105 per share. 

IV.  The company proposes to issue 11-year 15% debentures but the yield on debentures 
of similar maturity and risk class is 16%; flotation cost is 2% on face value. 

V.  Corporate tax rate is 30%.  

 You are required to DETERMINE the weighted average cost of capital of Ex Limited using 
both the weights. 

Ans:Ans: (i) Cost of Equity (Ke)  = 
1

0

D
+g

P -F
 = 

` 17.716

` 125 - ` 5
+ 0.10* 

  Ke  = 0.2476  

*Calculation of g: 

` 10 (1+g)5  = ` 16.105  

Or, (1+g)5     = 
16.105

10
 = 1.6105 

Table (FVIF) suggests that ` 1 compounds to ` 1.6105 in 5 years at the compound 
rate of 10 percent. Therefore, g is 10 per cent. 

(ii) Cost of Retained Earnings (Kr) = 
1

0

D
+g

P
 = 

` 17.716

` 130
 + 0.10 = 0.2363 

(iii)  Cost of Preference Shares (Kp) = 
0

PD

P
= 

15

105

 

 

`

`
 = 0.1429 

(iv)  Cost of Debentures (Kd)   =

RV-NP
I(1- t)+

n
RV+NP

2
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   =
` 15 (1-0.30) + (

` 100 - ̀  91.75*

11 years
)

` 100 + ` 91.75*

2

 

   = 
` 15 × 0.70 + ` 0.75

` 95.875
 = 

` 11.25

` 95.875
 = 0.1173 

 *Since yield on similar type of debentures is 16 per cent, the company would be 
required to offer debentures at discount. 

 Market price of debentures (approximation method)  

 = ` 15 ÷ 0.16 = ` 93.75 

 Sale proceeds from debentures = ` 93.75 – ` 2 (i.e., floatation cost) = `91.75 

Market value (P0) of debentures can also be found out using the present value 

method: 

P0 = Annual Interest × PVIFA (16%, 11 years) + Redemption value × PVIF (16%, 

11 years) 

P0 = ` 15 × 5.0287 + ` 100 × 0.1954 

P0 = ` 75.4305 + ` 19.54 = ` 94.9705 

Net Proceeds = ` 94.9705 – 2% of ` 100 = ` 92.9705 

Accordingly, the cost of debt can be calculated 

Total Cost of capital [BV weights and MV weights] 

         (Amount in (`) lakh) 

Source of capital 
Weights Specific 

Cost (K) 
Total cost 

BV MV (BV × K) (MV × K) 

Equity Shares 240 320** 0.2476 59.4240 79.2320 

Retained Earnings 60 80** 0.2363 14.1780 18.9040 

Preference Shares 72 67.50 0.1429 10.2888 9.6458 

Debentures 18 20.80 0.1173 2.1114 2.4398 

Total 390 488.30  86.0022 110.2216 

 **Market Value of equity has been apportioned in the ratio of Book Value of equity 

and retained earnings i.e., 240:60 or 4:1. 

Weighted Average Cost of Capital (WACC): 

Using Book Value  = 
RV-NP

I(1- t)+
n

RV+NP

2

� �
� �
� �

` 86.0022

` 390
 = 0.2205 or 22.05% 

Using Market Value  =   
` 110.2216

` 488.30
 = 0.2257 or 22.57% 
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