
CostofCapital
SEM VI(Teacher:-S.Bhattacharyya)

A.CostofDebentures:

Thecapitalstructureofafirm normallyincludesthedebtcapital.Debtmaybeinthe

form ofdebenturesbonds,term loansfrom financialinstitutionsandbanksetc.The

amountofinterestpayableforissuingdebentureisconsideredto bethecostof

debentureordebtcapital(Kd).Costofdebtcapitalismuchcheaperthanthecostof

capitalraisedfrom othersources,becauseinterestpaidondebtcapitalistaxdeductible.

ThecostofIrredeemabledebenture:

Irredeemabledebtisthatdebtwhichisnotrequiredtoberepaidduringthelifetimeof

thecompany.Suchdebtcarriesacouponrateofinterest.Thiscouponrateofinterest

represents the before taxcostofdebt.Aftertaxcostofperpetualdebtcan be

calculatedbyadjustingthecorporatetaxwiththebeforetaxcostofcapital.Thedebt

maybeissuedatpar,atdiscountoratpremium.Thecostofdebtistheyieldondebt

adjustedbytaxrate.

Costofirredeemabledebt(Kd)=I/NP(1–t)

Where,I=Annualinterestpayment

NP=Netproceedsfrom issueofdebentureorbond

t=Taxrate

Example:
Acompanyissued12%debenturesatparforRs2,00,000.Computetheafter-taxcost

ofdebenturesassumingthetaxrateat30%.



Example:
(a)AcompanyissuesRs.1,00,000,15%DebenturesofRs.100each.Thecompanyisin
40%taxbracket.Youarerequiredtocomputethecostofdebtaftertax,ifdebentures
areissuedat(i)Par,(ii)10%discount,and(iii)10%premium.

(b)Ifbrokerageispaidat5%,whatwillbethecostofdebenturesifissueisatpar?

Ans:

CalculationofNetIssuePrice:

NP=CostoftheDebenture–[(DiscountonIssue,IfAny)or(+Premium ofIssue)]–

(FlotationCost)

ThecostofRedeemabledebenture:

RedeemabledebtisthatdebtwhichRequiredtoberepaidduringthelifetimeofthe

company.Suchdebtcarriesacouponrateofinterest.Thiscouponrateofinterest

represents the before taxcostofdebt.Aftertaxcostofperpetualdebtcan be

calculatedbyadjustingthecorporatetaxwiththebeforetaxcostofcapital.Thedebt

maybeissuedatpar,atdiscountoratpremium.ThedebtmayAlsobeRedeemedat

par,atdiscountoratpremium.Thecostofdebtistheyieldondebtadjustedbytaxrate.

Example:

ZED Ltd.hasissued12% DebenturesoffacevalueofRs.100forRs.60lakh.The
floatingchargeoftheissueis5%onfacevalue.Theinterestispayableannuallyandthe
debenturesareredeemableatapremium of10%after10years.
Whatwillbethecostofdebenturesifthetaxis50%?

Kd=CostofDebenture(Aftertax)
I=InterestpnDebenture
R=RedemblePrice
P=NetIssuePrice
N=NumberofYears



Ans:.

B.CostofPreferenceShareCapital:

Forpreferenceshares,thedividendratecanbeconsideredasitscost,sinceitisthis
amountwhich the company wants to pay againstthe preference shares.Like
debentures,theissueexpensesorthediscount/premium onissue/redemptionarealso
tobetakenintoaccount.

CostofIrredeemablepreferenceshares(KP)=DP /NP

Where,DP =Preferencedividendpershare
NP=Netproceedsfrom theissueofpreferenceshares.

Example:
Acompanyissues10%PreferencesharesofthefacevalueofRs.100each.Floatation
costsareestimatedat5%oftheexpectedsaleprice.
Whatwillbethecostofpreferencesharecapital(KP),ifpreferencesharesareissued(i)
atpar,(ii)at10%premium and(iii)at5%discount?Ignoredividendtax.

Ans:



CostofRedeemablepreferenceshares(KP)

Example:
Acompanyissues12%redeemablepreferencesharesofRs.100eachat5%premium

redeemableafter15yearsat10%premium.IfthefloatationcostofeachshareisRs.2,

whatisthevalueofKP (Costofpreferenceshare)tothecompany?

Ans:

C.CostofEquityShareCapital:

Thefundsrequiredforaprojectmayberaisedbytheissueofequityshareswhichare
ofpermanentnature.Thesefundsneednotberepayableduringthelifetimeofthe
organisation.Calculationofthecostofequitysharesiscomplicatedbecause,unlike
debtandpreferenceshares,thereisnofixedrateofinterestordividendpayment.

Costofequityshareiscalculatedbyconsideringtheearningsofthecompany,market
valueoftheshares,dividendpershareandthegrowthrateofdividendorearnings.

(i)Dividend/PriceRatioMethod:

Where,
D=Dividendpershare
P=Currentmarketpricepershare.
g=ExpectedConstantGrowthrate



Eaxmple:
XYCompany’sshareiscurrentlyquotedinmarketatRs.60.ItpaysadividendofRs.3
pershareandinvestorsexpectagrowthrateof10%peryear.
Calculate:
(i)Thecompany’scostofequitycapital.
(ii)Theindicatedmarketpricepershare,ifanticipatedgrowthrateis12%.
(iii)Themarketprice,ifthecompany’scostofequitycapitalis12%,anticipatedgrowth
rateis10%p.a.,anddividendofRs.3pershareistobemaintained.

Ans:

Example:
Acompany’sshareiscurrentlyquotedinthemarketatRs.20.Thecompanypaysa
dividendofRs.2pershareandtheinvestorsexpectagrowthrateof5%peryear.

Calculate
(a)Costofequitycapitalofthecompany,
(b)Themarketpricepershare,iftheanticipatedgrowthrateofdividendis7%.

Ans:

(a)Costofequitysharecapital(Ke)=D/P+g
=Rs.2/Rs.20+5%

=15%

(b)Costofequitysharecapital(Ke) =D/P+g
0.15=Rs.2/P+0.07

P=2/0.08
P=Rs.25.



(ii)Earnings/PriceRatioMethod:

Example:

Thesharecapitalofacompanyisrepresentedby10,000EquitySharesofRs.10each,
fullypaid.ThecurrentmarketpriceoftheshareisRs.40.Earningsavailabletothe
equityshareholdersamounttoRs.60,000attheendofaperiod.

Ans:

Example:
AcompanyIssued10,000EquitySharesofRs.10each.
Thecostoffloatationisexpectedtobe5%.ItscurrentmarketpricepershareisRs.40.
IftheearningspershareisRs.7.25.

Ans:

Wheref=Flotationcost



 CapitalAssetPricingModel(CAPM):

Ke = Rf + β × (Rm –Rf)

Where:
Rf=Risk-freeRateofReturn
β=equitybeta(levered)
Rm =MarketReturn

D.CostofRetainedEarnings:

Theprofitsretainedbyacompanyforusingintheexpansionofthebusinessalsoentail
cost.WhenEarningsAreRetainedInTheBusiness,Shareholdersareforcedtoforego
dividends.Thedividendsforgonebytheequityshareholdersare,infact,anopportunity
cost.Thusretainedearningsinvolveopportunitycost.

Retainedearningsareoneoftheimportantinternalsourcesoffinance.Profitavailable
toequitycanbedistributedasdividend.Butaproportionofthatisdistributedand
Remaining is keptforReinvestment.Therefore Retained earnings is the dividend
foregonebytheequityshareholders.Sinceequityshareholdersaretheactualclaimants
oftheretainedearnings,thecostofretainedearnings,isequivalenttocostofequity.

Costofretainedearnings(Kr)willbecalculatedKr =Ke

E.OverallorWeightedAverageCostofCapital:

A firm mayprocurelong-term fundsfrom varioussourceslikeequitysharecapital,
preferencesharecapital,debentures,term loans,retainedearningsetc.atdifferent
costsdependingontheriskperceivedbytheinvestors.
Whenallthesecostsofdifferentformsoflong-term fundsareweightedbytheirrelative
proportionstogetoverallcostofcapitalitistermedasweightedaveragecostofcapital.
Itisalsoknownascompositecostofcapital.Whiletakingfinancialdecisions,the
weightedorcompositecostofcapitalisconsidered.



CalculationofWeightedAverageCostofCapital:

 Thespecificcostofeachsourceoffunds(i.e.,costofequity,preferenceshares,
debts,retainedearningsetc.)istobecalculated.

 Weights(i.e.,proportionofeach,sourceoffundinthecapitalstructure)aretobe
computedandassignedtoeachtypeoffunds.Thisimpliesmultiplicationof
eachsourceofcapitalbyappropriateweights.

 (iii)Addalltheweightedcomponentcoststoobtainthefirm’sweightedaverage

costofcapital.

Theweightsareassigned:
 Bookvaluesofvarioussourcesoffunds

 Marketvaluesofvarioussourcesofcapital

 Marginalbookvaluesofvarioussourcesofcapital.

Weightedaveragecostofcapital(Ko)=K1W1 +K2W2 +…………KnWn

WhereK1,K2=Componentcosts

W1,W2 =Weights.

Example:

ALtdhasthefollowingcapitalstructureand,aftertaxcostsofCapitalforthedifferent
sourcesoffund.



Ans:

Example:

Theoptimum debt-equitymixforthecompanybycalculatingcompositecostofcapital. 



Ans:

 Optimaldebt-equitymixforthecompanyisatthepointwherethecomposite
costofcapitalisMinimum.

 Therefore,Thecompositecostofcapitalisminimum (10.75%)atthedebt-equity
mixof3:7(i.e.,30%debtand70%equity).Therefore,30%ofdebtand70%equity
mixwouldbeanoptimaldebt-equitymixforthecompany.


