COST OF CAPITAL
[Minimum rate of return that a firm must earn]

· Formulae used for calculation of specific costs:
COST OF DEBENTURES:-

	TYPES OF DEBENTURES

	Irredeemable debentures
	Redeemable debentures

	
	In lump sum
	In instalments

	Kd =I(1-t)
♪NP


	I(1-t)+(DISC+FC+PonR-PonI)
N

RV+NP

2

OR

I(1-t)+(RV-NP)

N

RV+NP

2


	Cost of debentures will be discount rate which equates PV of cash inflow with PV of cash outflow.

	COST OF PREFERENCE SHARES:-

	TYPES OF PREFERENCE SHARES

	Irredeemable preference shares
	Redeemable preference shares

	
	In lump sum
	In instalments

	Kp =PD∕NP
	◊PD+(DISC+FC+PonR-PonI)
N

RV+NP

2

OR

PD+(RV-NP)

N

RV+NP

2


	Cost of these preference shares will be discount rate which equates PV of cash inflow with PV of cash outflow.


COST OF EQUITY:-
	Approaches used for calculating cost of equity:

	Dividend valuation approach
	Earnings valuation approach


	Realized yield approach


	Capital asset pricing model approach

	Ke =D∕P0
	= D1+g

   P0
	=EPS∕P0
	=EPS1+g

    P0
	Ke is average of #actual returns by company in past.
	Ke=Rf+β(Rm-Rf)

Risk free rate

                 Risk premium

(Rm=rate of return on market portfolio)


Cost of retained earnings:-

Is assumed to be cost of equity, since both the amounts i.e., share capital and reserves & surplus are payable to equity shareholders and hence expected return is also same.
Formula used for calculation of composite cost:-

Weighted average cost of capital (wacc):
Ko = (Proportion of equity *Ke) + (Proportion of preference shares* Kp)              + (Proportion of debt*Kd)

MARGINAL COST OF CAPITAL (MCC):
may be defined as the   cost of raising an additional rupee of capital.
NOTES

♪ Net proceeds (NP) =Face value of debt - discount on issue-expenses on issue - premium on redemption + premium on issue
◊ Preference dividend (PD) =PD + (DDT%ofPD)
# Actual return for a particular year is calculated as follows:

Return for year = Dividend received + (Closing M.P. – Initial M.P.)

                                             Initial M.P.

 ●Dividend payout ratio = Dividend per share

                                                   EPS

●CMP of equity is PV of future dividends discounted at cost of equity.
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