
Capital Structure

The sources of capital used by a firm are collectively known as capital structure. In
other words, components of the long term capital of a company are termed as capital
structure.

Types of Capital Structure:

a) Levered – Equity and Debt

b) Unlevered – only equity

Optimum capital structure

The word optimum means the best practical solution or the most favorable conditions.
In case of the capital structure of a company the most favorable condition can be
created by ensuring minimum cost of capital and maximum value of share. Thus
optimum capital structure is such a formation of equity and debt which ensures
maximization of share price at a minimum possible cost.

External Sources : Equity capital, preference capital, Debt

Internal sources : Retained earnings, share premium, depreciation, other 
reserves.



Cost of Capital

The role of cost of capital is very important in decision making process of
financial management. The cost of capital is used for two purposes,
simultaneously, firstly, a comparison of alternative sources of funds may be
made to select one which has least cost and maximum contribution to wealth
maximization, secondly, to evaluate investment proposals, as it provides a
benchmark to yield a minimum return. A few definitions on cost of capital are
given below –

“cost of capital is a cut-off rate for the allocation of capital to investments of
projects. It is the rate of return on a project that will leave un-changed the
market price of the stock” – J.C. Van Horne.

“cost of capital may be defined as the rate of that must be earned on the net
proceeds o provide the cost elements of the burden at the time, they are
due” – Hunt, William and Donaldson.



Characteristics of the Cost of Capital

1. Cost of capital is a rate of return, generally, expressed in percent value.

2. It is the minimum required rate of return to offset the affect of risk
associated with business and to maintain profitability in order to
maximize the wealth of shareholders.

3. Cost of capital has role in maintaining market value of the firm. The
value of a firm will decline if a firm uses capital at a higher cost than its
return on assets.

4. The investment amount must yield return equal to or more than a rate
at which sources are arranged to fund such investments.

5. Cost of capital involves implicit as well as explicit cost, therefore, it takes
future risk and business risk into account.











The weighted average cost of capital 

The weighted average cost of capital (WACC) is the rate that a company is expected to 

pay on average to all its security holders to finance its assets. The WACC is commonly 

referred to as the firm’s cost of capital. Importantly, it is dictated by the external market 

and not by management. The WACC represents the minimum returns that a company 

must earn on an existing asset base to satisfy its creditors, owners, and other providers of 

capital, or they will invest elsewhere. 

Companies raise money from a number of sources: common stock, preferred stock, 

straight debt, convertible debt, exchangeable debt, warrants, options, pension liabilities, 

executive stock options, government subsidies, and so on. Different securities, which 

present different sources of finance, are expected to generate different returns. The 

WACC is calculated taking into account the relative weights of each component of the 

capital structure. The more complex the company’s capital structure, the more laborious 

it is to calculate the WACC. 

The weighted marginal cost of capital  

The marginal cost of capital is calculated as being the cost of the last Taka of capital raised. 

When raising extra capital, firms will try to stick to desired capital structure, but once 

sources are depleted, they will have to issue more equity. Since this tends to be higher 

than other sources of financing, we see an increase in the marginal cost of capital as 

capital levels increase. Since an investment in capital is logically only a good decision if 

the return on the capital is greater than its cost, and a negative return is generally 

undesirable, the marginal cost of capital often becomes a benchmark number in the 

decision-making process that goes into raising more capital. 



Cost of debt considering tax affect

The payment of interest on debt is a statutory obligation. On profit,

firstly interest is deducted then tax is paid on remaining earnings. Thus,

interest on debt has tax advantage. Therefore, analysts should focus on

after-tax costs. Taxes only affect the cost of debt because interest, not

dividends, is an expense that reduces taxes.

Kd = Stated rate of cost (1- tax rate)









Exercise 1 : 

Following information regarding capital structure of M/s.  XYZ company Ltd. has been obtained 

from the annual report of the company. 

Source of Capital Book value (Tk.) Market Value (Tk.) Cost of Specific Capital (%) 

Ordinary Share 6,00,000 8,00,000 15 

Preference Share 1,00,000 2,00,000 8 

Debt 4,00,000 5,00,000 9 

Retained earnings 2,00,000 3,00,000 12 

Total 13,00,000 18,00,000  

The company is in tax bracket of 35%. 

Requirement:  

i) Calculate WACC using Book Value weights; and 

ii) Calculate WACC using Market Value weights.  



Solution 1: 

i) Calculation of WACC using Book Value Weights : 

Source of Capital Book value 
(Tk.) 

Proportion 
of sources 

Cost of Specific 
Capital 

Weighted cost of 
specific capital 

1 2 3 4 5 = 3 X 4 

Ordinary Share 6,00,000 0.46 15% 6.90% 

Preference Share 1,00,000 0.08 8% 0.64% 

Debt 4,00,000 0.31 5.85%** 1.81% 

Retained earnings 2,00,000 0.15 12% 1.80% 

Total 13,00,000 1.00  11.15% 

 

**Cost of Debt = 9 X (1 – 0.35) = 9 X 0.65 = 5.85% 

Weighted Average Cost of Capital using Book Value = 11.15% (approx.). Ans. 

 

i) Calculation of WACC using Market Value Weights : 

Source of Capital Market 
value (Tk.) 

Proportion 
of sources 

Cost of Specific 
Capital 

Weighted cost of 
specific capital 

1 2 3 4 5 = 3 X 4 

Ordinary Share 8,00,000 0.44 15% 6.60% 

Preference Share 2,00,000 0.11 8% 0.88% 

Debt 5,00,000 0.28 5.85%** 1.64% 

Retained earnings 3,00,000 0.17 12% 2.04% 

Total 18,00,000 1.00  11.16% 

 

**Cost of Debt = 9 X (1 – 0.35) = 9 X 0.65 = 5.85% 

Weighted Average Cost of Capital using Market Value = 11.16% (approx.). Ans. 
















