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1. A company issued 10,000, 10% debentures of Rs. 100 each at par on 1.4.2018 to be 
matured on 1.4.2028. The company wants to know the cost of its existing debt on 
1.4.2023 when the market price of the debentures is Rs. 80. COMPUTE the cost of 
existing debentures assuming 35% tax rate. 
 
Solution 
 

 
 

2. If the company issues 10% debentures of face value of Rs. 100 each and realises 
Rs. 98 per debenture while the debentures are redeemable after 12 years at a 
premium of 10%, CALCULATE cost of debenture using YTM? 
Assume Tax Rate to be 50%. 
 
Solution 
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3. A company issued 10,000, 15% Convertible debentures of Rs.100 each with a 
maturity period of 5 years. At maturity, the debenture holders will have an option to 
convert the debentures into equity shares of the company in the ratio of 1:10 (10 
shares for each debenture). The current market price of the equity shares is Rs.12 
each and historically the growth rate of the shares is 5% per annum. Compute the 
cost of debentures assuming 35% tax rate. 
 

Solution 
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4. Institutional Development Bank (IDB) issued Zero interest deep discount bonds of 
face value of Rs.1,00,000 each issued at Rs.2,500 & repayable after 25 years. 
COMPUTE the cost of debt if there is no corporate tax. 
 
Solution 

 
 

5. In March, 2021 Tiruv Ltd.'s share was sold for Rs. 219 per share. A long term 
earnings growth rate of 11.25% is anticipated. Tiruv Ltd. is expected to pay dividend 
of Rs. 5.04 per share. 

a) DETERMINE the rate of return an investor can expect to earn assuming that 
dividends are expected to grow along with earnings at 11.25% per year in 
perpetuity? 

b) It is expected that Tiruv Ltd. will earn about 15% on book equity and shall 
retain 60% of earnings. In this case, whether, there would be any change in 
growth rate and cost of equity? ANALYSE. 
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Solution 

 
 

 
 

6. The current dividend (D0) is Rs.16.10 and the dividend 5 year ago was Rs.10. 
Find growth rate 

Solution 
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7. CALCULATE the cost of equity from the following data using realized 
yield approach: 

 
Year 1 2 3 4 5 

Dividend per share (Rs.) 1.00 1.00 1.20 1.25 1.15 

Price per share (at the beginning) 
(Rs.) 

9.00 9.75 11.50 11.00 10.60 

 

Solution 

 

 

8. Mr. Mehra had purchased a share of Alpha Limited for Rs. 1,000. He received 
dividend for a period of five years at the rate of 10 per cent. At the end of the fifth 
year, he sold the share of Alpha Limited for Rs. 1,128. You are required to 
COMPUTE the cost of equity as per realised yield approach. 
Solution 
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9. CALCULATE the cost of equity capital of H Ltd., whose risk-free rate of return equals 
10%. The firm’s beta equals 1.75 and the return on the market portfolio equals to 
15%. 
 
Solution 

 
 

10. Masco Limited wishes to raise additional finance of Rs. 10 lakhs for meeting its 
investment plans. It has Rs. 2,10,000 in the form of retained earnings available for 
investment purposes. Further details are as following: 

 
(1) Debt / Equity mix 3:7 

(2) Cost of debt:  

 UptoRs. 1,80,000 10% (before tax) 

 Beyond Rs. 1,80,000 16% (before tax) 

(3) Earnings per share Rs. 4 

(4) Dividend pay out 50% of earnings 

(5) Expected growth rate of dividend 10% 

(6) Current market price per share Rs. 44 

(7) Tax rate 50% 

You are required to: 

(a) DETERMINE the pattern for raising the additional finance. 

(b) DETERMINE the post-tax average cost of additional debt. 

(c) DETERMINE the cost of retained earnings and cost of equity. 

(d) COMPUTE the overall weighted average after tax cost of additional 
finance. 

Solution 
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11. Ram Ltd evaluates all its capital projects using discounting rate of 16%. Its capital 
structure consists of equity share capital, retained earnings, bank term loan and 
debentures redeemable at par. Rate of interest on bank term loan is 1.4 times that 
of debenture. Remaining tenure of debenture and bank loan is 4 years and 6 years 
respectively. Book value of equity share capital, retained earnings and bank loan is 
Rs. 20,00,000, Rs. 30,00,000 and Rs. 20,00,000 respectively. Debentures which 
are having book value of Rs. 30,00,000 are currently trading at Rs. 98 per 
debenture. The ongoing PE multiple for the shares of the company stands at 4.  
You are required to:  
(i) CALCULATE the rate of interest on bank loan and  
(ii) CALCULATE the rate of interest on debentures  

  Tax rate applicable is 30%. 
 
Solution 
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12. DETERMINE the cost of capital of Best Luck Limited using the book value (BV)  
and market value (MV) weights from the following information: 

 

Sources Book Value 

(Rs.) 

Market Value 

(Rs.) 

Equity shares 1,20,00,00
0 

2,00,00,000 

Retained earnings 30,00,000 - 

Preference shares 36,00,000 33,75,000 

Debentures 9,00,000 10,40,000 

 

Additional information: 

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

II. Dividend: During the previous 5 years, dividends have steadily 
increased from Rs. 10.60 to Rs. 14.19 per share. Dividend at 
the end of the current year is expected to be Rs. 15 per share. 

III. Preference shares: 15% Preference shares with face value of Rs. 
100 would realiseRs.105 per share. 

IV. Debentures: 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%. 
Tax: Corporate tax rate is 35%.Ignore dividend tax. Floatation cost would be 
calculated on face value. 

 
Solution 
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13. ABC Ltd. has the following capital structure, which is considered to be optimum 
as on 31st March, 2023. 

 
 (Rs.) 

14% Debentures 30,000 

11% Preference shares 10,000 

Equity Shares (10,000 shares) 1,60,000 

 2,00,000 

The company share has a market price of Rs. 23.60. Next year dividend per share 
is 50% of year 2022 EPS. Following is the uniform trend of EPS for the preceding 
10 years which is expected to continue in future: 

Year EPS 
(Rs.) 

Year EPS 
(Rs.) 

2013 1.00 2018 1.61 

2014 1.10 2019 1.77 

2015 1.21 2020 1.95 

2016 1.33 2021 2.15 

2017 1.46 2022 2.36 

The company issued new debentures carrying 16% rate of interest and the 
current market price of debenture is Rs. 96. 

Preference shares ofRs. 9.20 (with annual dividend of Rs. 1.1 per share) were 
also issued. The company is in 50% tax bracket. 

(A) CALCULATE after tax: 

(i) Cost of new debt 

(ii) Cost of new preference shares 

(iii) Cost of new equity share (assuming new equity from retained earnings) 

(B) CALCULATE marginal cost of capital when no new shares are issued. 
(C) DETERMINE the amount that can be spent for capital investment before new 

ordinary shares must be sold. Assuming that the retained earnings for next 
year’s investment is 50 percent of 2022. 
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(D) COMPUTE marginal cost of capital when the fund exceeds the amount 
calculated in (C), assuming new equity is issued at Rs. 20 per share. 

 
Solution 
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14. The following is the extract of the Balance Sheet of M/s KD Ltd.: 

 
Particulars Amount (Rs.) 

Ordinary shares (Face Value Rs. 10/- per share) 5,00,000 

Share Premium 1,00,000 
Retained Profits 6,00,000 

8% Preference Shares (Face Value Rs. 25/- per 
share) 

4,00,000 

12% Debentures (Face value Rs. 100/- each) 6,00,000 

 
The ordinary shares are currently priced at Rs. 39 ex-dividend and preference share 
is priced at Rs. 18 cum-dividend. The debentures are selling at 120 percent ex-
interest. The applicable tax rate to KD Ltd. is 30 percent. KD Ltd.'s cost of equity has 
been estimated at 19 percent. Calculate the WACC (weighted average cost of capital) 
of KD Ltd. on the basis of market value.  

Solution 

(a) Computation of WACC on the basis of market value 
W.N. 1 
Cum-dividend price of Preference shares = Rs. 18 
Less: Dividend (8/100) x 25 = Rs. 2 
∴  Market Price of Preference shares = Rs. 16 

Kp = 
𝟐

𝟏𝟔
 = 0.125 (or) 12.5% 

No. of Preference shares = ൫ସ,଴଴,଴଴଴
ଶହ

൯  =  16,000 

 
W.N. 2 

Market price of Debentures = (
𝟏𝟐𝟎

𝟏𝟎𝟎
) 𝐱 𝟏𝟎𝟎 =  ₹ 𝟏𝟐𝟎 

Kd = ൫
ଵଶ(ଵି଴.ଷ)

ଵଶ଴
൯ = 0.07(or)7% 
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No. of Debentures = ൫଺,଴଴,଴଴଴
ଵ଴଴

 ൯  =  6,000 

 
W.N.3 
Market Price of Equity shares = Rs.39 

Ke (given) = 19% or 0.19 

No. of Equity shares = 
𝟓,𝟎𝟎,𝟎𝟎𝟎

𝟏𝟎
 =  𝟓𝟎, 𝟎𝟎𝟎 

 

Sources Market 
Value 

(Rs.) 

Nos. Total 
Market 
value 
(Rs.) 

Weight Cost of 
Capital 

Product 

Equity Shares 39 50,000 19,50,000 0.6664 0.19 0.1266 

Preference Shares 16 16,000 2,56,000 0.0875 0.125 0.0109 

Debentures 120 6,000 7,20,000 0.2461 0.07 0.0172 

     WACC = 0.1547 

 

WACC = 0.1547 or 15.47% 


