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t of ca
(@) Computation of the value of the firm (V) and overall cos

(NI) Approach.

pital (KO) undel- Net In
Cgm!

b

Operating Income (EBIT)
Less : Interest on debt capital (I)

[6% of T 5,00,000]
Earnings available to equity shareholders/
Equity Earnings (E)
Cost of equity/Equity capitalisation rate (K,

; . WP A oo
Market value of Equity Capital (S)= I_<;,— = o

Market value of Debt Capital (D) = L _ %30,000
K4 6%

Value of the firm [V = (S + D)]

t
1 100 ,000

30,000

\_\7§
0,00
104
—
% 7,00,000]

< 5,00,00

X 12,0000

Overall Cost of Capital/Overall Capitalisation Rate (Ko)

EBIT _ X1,00,000 “_ 08333 or 8.33%
V. %12,00,000

Alternatively, overall cost of capital may be computed as follows :

w)

K, =W K, + W, K,, where W, = — and Wz =

74
_ (D s
- [P [P

X 5,00,000 T 7,00,000
(?12,00,000) %O (g 12’00’000) X 010

<|®»

0-0250 + 00583
0-0833 or 8-33%

Il

—




V

) reases to T 7,00,000.

operating Income (EBIT)
. Interest on debt capital (I)
[6% of ¥ 7,00,000]

ity Earnings (E)

[ess

Equ 3
Fquity capitalisation rate (K)

Market value of Debt Capital (D) =

Putahon of the value of the firm (V) and overall cost

Market value of Equity Capital (S) =

z
1,00,000
42,000
58,000
10%
Be — Y 58,000 T 5,80,000
K 10%
i _ $42,000 Z 7,00,000
K 6%
Value of the firm [V = (S + D)] < 12,80,000

of capital (K,) when debt capital

gy
Overall Cost of Capital (K,)

EBIT
Vv

¥ 1,00,000
< 12,80,000

0-0781 or 7-81%

Therefore, the essence of Net Income approach is that a firm can minimise its overall cost of capital
(from 8:33% to 7-81% in the above illustration) and increase its value (from ¥ 12,00,000 to ¥ 12,80,000)
by increasing the proportionate use of debt capital (from ¥ 5,00,000 to ¥ 7,00,000) in the overall
@pital structure. Thus higher the leverage, higher the total value of the firm. So optimum capital

Stucture will be the one having 100% debt financing which would result in achieving the lowest

- Overall cost of capital. But in reality this is not possible. So, appropriateness in capital structure is
*sential rather than of its optimality. Thus the desirable structure, according to this approach,
should be, the highest possible leverage leading to maximisation of the value of the firm and
"“‘"“mlsahon of overall cost of capltal The reduction of overall cost of capital with more and more
t. U5 of debt capital and increase in the value of the firm is only possible when assumptions in

of NI approach (as mentioned earher) are held valid.



ﬁ/imation 2L

;]—F;;Ltd. has earned a profit of ¥ 40,00,000 before providing for interest and tax. The company’s
apital structure is as follows :

() 800,000 Equity shares of ¥ 10 each and its market capitalisation rate is 15-5%.

() 50,000, 12% secured redeemable debentures of T 150 each.

You are required to calculate the value of the firm under Net Income (NI) approach, assuming that
there is no tax. Also calculate the overall cost of capital.

Computation of the Value of the firm (V) and overall cost of capital (K,)
under Net Income (NI) approach.

=
4

Earnings/Profits before Interest and Tax (EBIT) . 40,00,000

Less : Interest on debentures [12% of (50,000 x T 150] 9,00,000

Earnings available to equity shareholders/ Equity Earnings (E,) | 31,00,000

Equity Capitalisation Rate (K,) = 15:5%

Market Value of Equity (§) = & - 3-3L0.00 - - Z 2,00,00,000

K 1ax i g1D:5%
Market Vol it Bebt (D). = o | " % 75,00,000
K;  12%

Market value of the firm (V) = § + D ¥ 2,75,00,000

Overall Cost pf Capital (K) = —— = %2.75,00,000 - | 0-14545

or

14-5%

\










