COST OF CAPITAL — CONTINUED




COST OF REDEEMABKE PREFERENCE SHARES

Concept is same as that of redeemable debentures. Understand the logic.

The numerator in the formula =income for the year (income to the investor,
cost to the company)




So annual income to the investor in case of redeemable pref shares is equal to
the annual dividend plus the extra amount approximately receivable due to a
higher redemption value.

For example if redemption value(R) is rs. 15000 and principal value (P) is Rs
10000 and the redemption period is 5 years, that means

In 5 years extra money that the investor will get is Rs 15000- 10000 or R-P that
is rs 5000

So, in 1 year , extra money that the investor will get is rs 5000/5 i.e. R-P/n

So we add R-P/n along with the annual dividend D in the numerator

The denominator in the formula is the value of the preference share. But in
case of redeemable shares, there are two value, one is the principal or
beginning value P, other is the redemption or the end value i.e R. so instead of
taking either of the two value , we take a simple average of the two values i.e
R+P/2









