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CHAPTER 

7 DIVIDEND DECISION 

 
 
Concept #1  Walter’s Model 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Concept #2  Gordon’s Model (aka Constant Growth Rate Model) 
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Concept #3  Multi Stage Dividend Approach 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



DIVIDEND DECISION  
 
 

43 

Concept #4  MM Approach 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Concept #5  Traditional Model (Graham & Dodd) 
 
 
 
 
 
 
 
 
 
 
 
Concept #6  Linter’s Model 
 
  
 
 
 
 
 
 
 
 



FINANCIAL MANAGEMENT  
   By GOURAV KABRA 
 

 

   44 

Question #1 PTP D24 Ans: ₹ 112; ₹ 102; 5,882 shares 

 
Jai & Karti Ltd. has a capital of ₹ 10 lakhs in equity shares of ₹ 100 each. The shares are 
currently quoted at par. The company proposes declaration of a dividend of ₹ 10 per 
share at the end of the current financial year. The capitalization rate for the risk class 
to which the company belongs is 12%. What will be the market price of the share at 
the end of the year, if 

(i) a dividend is not declared? 
(ii) a dividend is declared? 

 
Assuming that the company pays the dividend and has net profits of ₹ 5,00,000 and 
makes new investments of ₹ 10 lakhs during the period, how many new shares must 
be issued? 
 
 
Question #2 PTP J24; MQP J23 Ans: - ₹ 6.67; ₹ 13.85 

 
Excel Ltd. has 1,00,000 outstanding shares of ₹ 10 each. The company earns a rate 
of 24% on its investments and retains 50% of earnings as a policy. If Cost of Capital 
is 18%, calculate price of the share according to Gordon’s Model. The company has 
total investment of around ₹ 10,00,000 in assets. If payout ratio changes to 10%, 
90%, analyze how will the share price change? Infer the optimal dividend policy for 
Excel Ltd. as per Gordon’s Model. 
 
 
Question #3 PTP J23/D22 Ans: ₹ 140 

 
SL Ltd. provides you with the following information 
 
Equity Share Capital (₹ 50 each)  ₹ 100 lakhs 
12% Preference Share Capital ₹ 50 lakhs 
10% Debentures ₹ 50 lakhs 
Return on Capital Employed  18.75% 
Total Dividend (including dividend on Preference Shares) paid ₹ 18 lakhs 
Theoretical Market Price of an equity shares under Gordon’s Model ₹ 300 
Tax Rate 
Market Price of an equity share in the beginning of the year was  

20% 
₹ 100 

 
Required:  
Determine the theoretical market price of an equity share under Walter’s Model. Are 
you satisfied with the current dividend policy of the company? If not, what should be 
the optimum payout ratio? 
  
 
Question #4 PTP J19 Ans: ₹ 131.25; ₹ 156.25 

 
HILSON LTD. was started a year back with equity capital of ₹ 40 lakhs. The other details 
are as under: 
 
Earnings of the company  ₹ 4,00,000 
Price Earnings ratio  12.5 
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Dividend paid  ₹ 3,20,000 
Number of Shares  40,000 

 
Required: 

(i) Find the Current Market price of the share, and 
(ii) Find whether the Company’s D/P ratio is optimal —using Walter’s model. 

 
 
Question #5 PTP J18; MQP J23 Ans: 31% 

 
The following information is available for AVANTI CORPORATION: 
 
Earning per share  ₹ 6 
Rate of Return on Investment  20% 
Rate of return required by shareholders  16% 

 
Required: 
What should be the approximate dividend pay-out ratio so as to keep the share price 
at ₹ 44 by using Walter Model? 
 
 

Question #6 MQP D24 Ans: ₹ 110, 36.36 Shares, ₹ 2L 
₹ 102, 196.08 Shares, ₹ 2L 

 
Bangabasi Ltd. belongs to a risk-class for which the appropriate capitalisation rate is 
10%. It currently has outstanding 2000 equity shares of ₹ 100 each. The firm is 
contemplating the declaration of dividend of ₹ 8 per share at the end of the current 
financial year. It expects to have net earnings of ₹ 20,000 and has a proposal for 
making new investment of ₹ 24,000. Examine and show that under the Modigliani–
Miller assumption, the payment of dividend does not affect the value of the firm. 
 
 
Question #7 MQP D23 Ans: ₹ 26.75; ₹ 23.78 

 
A Company pays a dividend of ₹ 2.00 per share with a growth rate of 7%. The risk-free 
rate is 9% and the market rate of return is 13%. The Company has a beta factor of 1.50. 
However, due to a decision of the Finance Manager, beta is likely to increase to 1.75. 
 
Determine the present as well as the likely value of the share after the decision. 
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