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What is Cost of Capital?

. : .. : . LLTTTTUTIONS
 (Cost of capital is the minimum return required by investors

e |tis the cost of raising funds for a business

e Used as a discount rate in investment decisions

e Interest paid on borrowed funds

e Cost of Debt e Adjusted for tax benefit
e (Cost of Equity K, =10

e Cost of Preference Shares Where:

e Retained Earnings e I = Interest

o T =Taxrate
e NP = Net proceeds
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Cost of Equity a_\

LLTTFITUTIONS

e Return required by equity shareholders
D
K' o Pn | g

Where:

e [ = Dividend
e P, = Market price
e g = Growth rate
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Weighted Average Cost of Capital (WACC)

LLTTFITUTIONS

e Overall cost of capital combining all sources

WACC = ¢ K.+ ¢ Ka(1-T)

Nhere:

e [F = Equity
e ) = Debt
e V = Total capital
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What is Capital Budgeting?

LLTTFITUTIONS

e Process of evaluating long-term investment projects

* |nvolves large capital expenditure

e Focuses on future cash flows

e Maximize shareholder wealth
e Select profitable projects

e FEfficient allocation of resources
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Payback Period Method, NPV Method & IRR Method

LLTTFITUTIONS

e Time required to recover initial investment

. _ Initial Investment
PaybaCk Period = Annual Cash Inflow

e Measures profitability in terms of present value

NPV:Z?I(ﬂ C{}

1+r)t

e Discount rate where NPV =0

e n Ci
LES S (1+IRR) Co
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