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LONDON: OPEC’s policy meeting in December will
welcome Indonesia’s return as a member, complicat-
ing a decision by the producer group on whether to
change its oil output target. After refusing to cut
output last year, the Organization of the Petroleum
Exporting Countries is pumping much more than its
target of 30 million barrels per day (bpd) because of
near-record Saudi Arabian and Iraqi production, and
smaller increases elsewhere in the group.

Indonesia’s return to OPEC will expand the
group’s members to 13 and add about 900,000 bpd
to OPEC output. That will push OPEC production to
almost 32.50 million bpd and in theory calls for the
target to be increased, according to some analysts.

The matter, though, is controversial for OPEC as
raising its target has been bearish for prices in the
past and the issue could resurrect the thorny topic
of countries’ individual output quotas. Crude is trad-
ing just above $53 a barrel, not far above a six-year
low, hurting members’ oil revenue. “I would be con-
cerned that if you change the OPEC ceiling it would
open the door to the whole debate about quotas,”
said an OPEC watcher who declined to be identified.
“Raising the ceiling opens up too many issues.”

Indonesia will be OPEC’s fourth-smallest produc-
er.  The Southeast Asian country pumped 910,000
bpd in August and the 12 current OPEC members
31.57 million bpd, according to the International
Energy Agency. Those numbers make the 30 million
target look even more out of date, some OPEC dele-
gates say.

“It is not logical to take the 30 million barrel ceil-
ing for 13 members,” said an OPEC delegate, also
declining to be identified. “Just adding Indonesia is
most probably what will happen.” Other OPEC dele-
gates have downplayed the idea of raising the tar-
get, saying it has not been discussed yet and may
not happen, or stressing that an increase to accom-
modate Indonesia will not raise actual production.

“Even if the ceiling was raised it will be artificial,
just on paper,” said a second delegate. “You are
adding something on paper but not in terms of
world supply. It will not affect world supply.”

A debate on raising the ceiling could open up
the controversial issue for OPEC of whether to rein-
troduce individual output quotas. OPEC ditched
quotas, long a source of squabbling, when it set the

output ceiling at 30 million bpd from the start of
2012.

Given the changes in members’ production levels
since then due to events such as the collapse in
Libya, growth in Iraq and sanctions on Iran, the quo-
ta issue remains sensitive and political as market
share and national prestige are at stake.

Some OPEC members see the lack of individual
quotas effectively as a license for countries able to
boost production, such as Saudi Arabia or Iraq, to

expand market share. “Without a quota any produc-
tion ceiling is redundant, ridiculous,” said a third
OPEC delegate. “Some countries cannot produce like
before like Iran because of sanctions, or Libya. These
are often opportunities for certain countries to take
their share of the market.”

Iran called for OPEC to reintroduce quotas at the
last meeting held in June, although the idea failed to
gain sufficient support. OPEC meets to set output
policy on Dec. 4. — Reuters

KUWAIT: M.R. Raghu, Head of Research, Kuwait Financial
Centre “Markaz” recently presented his viewpoints on cal-
culating the ‘Cost of Capital’ which is of prime importance
in corporate finance decision making. The presentation
was held at Kuwait Banking Association yesterday with
the participation of major banks in Kuwait.

The presentation pointed out that in the GCC, unlisted
companies outnumber listed companies by miles and
hence most of the deals involve unlisted companies in
one way or other. Corporate finance professionals face
twin problem while valuing an unlisted company. They
have to estimate future cash flows and also estimate the
appropriate “discount rate” at which these cash flows can
be discounted to the present. Such a discount rate is noth-
ing but the cost of capital adjusted for the weights of capi-
tal in the capital structure. 

WACC Methodology
Raghu added, ‘Opportunity cost’ also referred to as

‘hurdle cost’ or ‘discount rate’ is of primary importance in
valuation and helps the management in identifying proj-
ects which add value to the enterprise. Given the impor-
tance of this metric in creating value for shareholders, it’ is
essential to understand how it is computed. Though, in
reality, it’s surprising to note that not much effort is divert-
ed towards the calculation of cost of capital; while a signif-
icant amount of time is focussed on forecasting uncertain
future cash flows. Improper capital cost assumptions
could lead to type-I error (accepting projects that don’t
add shareholder value) or type-II error (rejecting projects
that add shareholder value). 

In order to compute the cost of capital, we start by

finding the cost of each capital component that the firm
utilizes. Cost of capital primarily consists of equity and
debt costs, weighed according to the proportions of debt
and equity capital in the capital structure. The cost of debt
can be inferred easily as it entails specific cost in the form
of interest payments made in cash. The entire debt mix
including money market debt in the form of commercial
papers/notes, bank debt in the form of loans/overdraft,
financial leases and bonds raised is aggregated. The inter-
est payments made as a proportion of interest bearing
debt instruments provides us with the debt cost.

Unlike debt holders, equity holders do not demand an
explicit return on their capital. However, equity holders
incur an implicit opportunity cost for investing in a specif-
ic company, because they could invest in an alternative
company with similar risk profile. Equity cost involves vari-
ous factors such as risk free asset, beta, market risk premi-
um, country risk premium among others. Beta - a measure
of priced risk, which is arrived by regressing the past price
returns on an index. As private firms do not trade, estima-
tion of beta becomes problematic for private firms. 

In order to estimate the value of beta for a private firm,
we create a list of comparable public firms from the same
line of industry. Firms with similar line of business and
asset size would typically be considered as a good compa-
rable. To ensure we have zeroed down on appropriate
comparable enterprise, a simple regression test between
the revenues could be done. Firms which are affected by
similar economic and industry factors, in general, would
exhibit higher correlation.

Once the comparable list is drawn from listed compa-
nies, we may average their beta values and leverage ratios

to arrive at levered beta for the particular sector or indus-
try. This levered beta is then unlevered to arrive at the beta
for the industry/sector. The unlevered beta could then be
levered based on the debt to equity (D/E) ratio for the pri-
vate firm. One may either use the management target set
for debt to equity ratio or the industry average to re-lever
the unlevered beta. Considering this as beta for the pri-
vate firm, we proceed with the calculation of cost of equi-
ty using the Capital Asset Pricing Model (CAPM)

Why does WACC vary widely?
Cost of equity is subjective as different people use

different methods to compute beta. Some use monthly
data for past 5 years while others prefer weekly data for
past 3 years. As beta is derived based on historical price
data, few adjust it under the assumption that the beta
value would revert towards the mean value of 1 over the
long period. Difference in equity cost would lead to a
range of values for cost of capital. Risk-free rate and
equity risk premium values are dynamic in nature and
change with time depending on the market perception
of risk.In good times, ERP is compressed - due to lack of
risk events, which lowers the equity cost and subse-
quently capital costs.

NEW DELHI: Caressing delicate bangles she hasn’t taken off since her wedding 11 years
ago, Geetanjali Agarwal says she won’t hand over her gold to the government, as it
wages a campaign to make the nation’s hoard of the precious metal more productive.

“For a woman to part with her jewellery, that is very difficult,” said the 38-year-old New
Delhi housewife, who also buys gold coins at the Indian festival of Diwali as an invest-
ment. “My daughter is 10 years old and I’m already collecting pieces for her.” Industry
experts say India has around 20,000 tonnes of the precious metal lying idle in Hindu tem-
ple vaults, bank safes and jewellery boxes-a trove worth about $700 billion at current
prices depending on purity levels.  The country vies with China for the title of the world’s
biggest consumer of gold-for centuries considered a precious store of wealth-and
imported about 900 tonnes last year, its second biggest import after oil.  Now the gov-
ernment is encouraging people to lend their gold to banks through the Gold
Monetisation Scheme starting in November, hoping to bring the national stash into the
economy.

Households or temple trusts deposit their gold with banks and earn tax-free interest,
so the idea goes, and banks then lend it to jewellers and a valuable asset is brought into
circulation.

“A lot of people, particularly women and those in remote rural areas, hold jewellery
which is lying idle in India, which is not taken as an investment,” Gopal Krishna Agarwal,
economic affairs spokesman for the ruling Bharatiya Janata Party, told AFP.

“(This scheme) can earn some return for those persons.” But many, such as Poonam
Vohra, a housewife from the capital’s middle-class suburb of Rajouri Garden, say they are
unsure about handing over their treasures.

“Gold is a really expensive buy and as it is we don’t have much, so whatever we have

Gold glitters for India’s leaders 
but jewellery guarded tight

Markaz’s presentation on calculating Cost of Capital at KBA

Indonesia’s return to OPEC 
complicates Dec output target

Indonesia to rejoin after 7-year break

TOKYO: Do not believe in official statistics,
Japanese retailers seem to be saying, as they cut
earnings forecasts and warn of lacklustre con-
sumer spending, a key growth engine for Japan at
a time when exports and factory output are
stalling.

If you go by the larger-than-expected 2.9 per-
cent gain in household spending in August - the
first year-on-year rise in three months - then con-
sumption looks like it is finally alive and well again,
after a sales tax hike last year stifled the economy.

But profits of retailers suggest the spending
data, which has a small sample size, has not cap-
tured the full picture.  Restrained household con-
sumption raises the stakes for a central bank policy
meeting on Oct. 30, and for the government’s plan
to flesh out new economic policies before the year-
end.

“Consumer spending has ground to a halt,” said
Noritoshi Murata, president of Seven & i Holdings.
“There are a lot of concerns about the global econ-
omy and not many positives for consumption.
Weak spending could continue into the second
half of the fiscal year.” Seven & i, which operates
Japan’s ubiquitous 7-Eleven convenience stores, on
Oct. 8 trimmed its full-year profit forecast by 1.6
percent to 367 billion yen ($3.05 billion) and cut its
revenue forecast by 3.9 percent to 6.15 trillion yen,
triggering a fall in its shares in Tokyo.

The main problem is wages are not rising fast
enough to keep pace with rising food prices, and
consumers are starting to cut back on other goods.
Real wages, adjusted for inflation, rose 0.5 percent
in July from a year earlier. That was the first gain in
27 months. But wage growth subsequently slowed
to 0.2 percent in August, and summer bonuses fell
from last year, government data shows.

Another problem is more and more workers are
getting stuck in jobs with low pay. Part-time and
irregular workers comprised a record 37.4 percent
of the workforce last year, according to the
National Tax Bureau. Irregular workers earn on
average less than half of what regular full-time
workers earn, tax data show. The third problem is
the government plans to raise the nationwide sales
tax again, to 10 percent in 2017 from 8 percent,
and households are already changing their behav-
iour.

“Shoppers are tightening their purse strings,”
said Masaaki Yoshizawa, senior managing director
at apparel maker Onward Holdings.

“There is a lot of uncertainty about consumer
spending, and another sales tax hike is on the way.
Women are cutting back on clothes.”

Onward Holdings had expected to make a 2.4
billion yen profit in the six months ended
September. But when it closed its books, operating
profit was only 200 million yen. — Reuters

Japan sounds alarm on 
consumer spending

we’d rather keep,” said the 52-year-old, who keeps most of
her jewellery in a bank vault after being robbed of a gold
chain while walking in Delhi.

With little state social security to fall back on, gold is a
vital safety net in India, in particular for women, for whom
it may be the only savings they have.  It is especially
important in rural areas where many people do not have
access to the formal banking system. 

“Whenever there’s a wedding or some function I take it
out,” Vohra said.  “Maybe it will be my child’s wedding in
six months. I don’t want to give it away.”

Jewellers ‘like doctors’ 
A similar scheme in 1999 was a near-total failure,

thanks to low interest rates. The government promises the
new scheme is different, with the minimum deposit low-
ered from 500 grams to just 30 grams-roughly the same as
three gold bangles.

Banks will be allowed to set their own interest rate,
expected to be between two and four percent, and post
offices will boost the scheme’s reach in rural areas. One
fear is that households may face uncomfortable questions
about where their gold came from, amid an intensifying
crackdown on “black money”.  “People are still bothered
about the tax queries. There is a myth that all Indians hold
gold as unaccounted wealth,” said Somasundaram P.R.,
managing director of the World Gold Council India.

Another sticking point is that gold has to be melted
down to test its purity-though depositors can watch from
a gallery-with the risk it could turn out to be worth less
than thought. 

For jewellers in Delhi’s Karol Bagh, where the streets are
lined with shops selling diamonds and antiques, monetis-
ing India’s gold stash would be good news, reducing the
need for expensive imports.  “It will be good if our gold
gets rotated, if the gold that is lying in bulk with people is
put to use,” said Anoop Dhar, manager of the opulent
Sunar jewellery store. 

“Nothing can be better. We wouldn’t have to bring in
gold from outside.” But at the bustling old market of
Zaveri Bazaar in Mumbai-the centre of India’s jewellery
trade-some are sceptical the scheme will succeed, noting
that it is still easy for people to take out loans against their
gold or sell it if they need cash. 

“Indians have a family jeweller like a family doctor, and
so have access to gold saving schemes run by their trusted
jewellers,” said Prithviraj Kothari, head of Riddhi Siddhi
Bullions in Mumbai, India’s largest gold trading firm.  “Why
would they allow the government to peek into their
gold?”   — AFP

NEW DELHI: In this photograph taken on September 24, 2015, Indian sales
personnel wait for customers at a jewellery store in New Delhi. Industry
experts say India has around 20,000 tonnes of the precious metal lying idle
in Hindu temple vaults, bank safes and jewellery boxes. —  AFP


