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Dividend : Decision

Income Statement

Sales

(-) Variable cost

contribution

(-) Fixed cost

Earning before interest & Tax
(-) Interest

Earning Before Tax

(-) Tax

Profit After tax

(-) Preference Divident

Earning After Tax available for Equity Shareholder
(+) No. of Equity Share

Earning Per Share

Earning Per Share

| !

Dividend Per Share Retained Earning

Dividend Per Share

Dividend Payout Ratio =
Earning Per Share

Dividend Rate = Dividend Per Share
EPS = Dividend per Share + Retained Earning Per Share

Retained Earning Per Share

Retention Ratio =
(b) Earning Per Share

r = roi (return on investment) ---> Growth (g)=bxr

[ Dividend Theories ]

Relevance Theory Irrelevance Theory

Walter's Theory

(Dividend decision impact|(Dividend decision does
market price of share) | not impact on market
price of share)

* Walter's Theory c MM

r Ke
Retfurn on Equity i.e return |Expected return by the
that the company can earn for | Equity & Shareholder
its shareholders

If r>Ke: retained dividend

* Gordon's Theory { modigliani - Miller} If r<Ke: distribute dividend
Where,
D+ (E-D) | |D= Dividend per share (DPS) P = Markeft Price per share (MPS)
Walters Model (P)= —¢— | |E= Earning per share ¥ = Internal rate of returnoninvestment
(MPS) Ke Ke= Cost of Equity / capitalizationrate

Assumptions of Water Model

I
—= All Investment proposals are to be
| financed through retained earnings only

— No Taxes or no tax discrimination between dividend

income and capital appreciation (Capital Gain)

'________

Click Here for Video u /cA sankalp Kanstiya

é—' r = rate of return and
1 Ke = cost of capital are constant
i—- Perfect capital markets
i—- No floatation or Transaction cost
J:r_—- Firm has perpetual life
Click here for Notes /cA sankalp Kanstiya

- Notes Complied by CA Sankalp Kanstiya (© 98 1920 1473 n‘
y



https://www.youtube.com/@sankalpkanstiya
https://t.me/caintercostingsankalpk

Chapter 8: Dividend Decision ‘

[ 2 possibilities as per WALTER'S Model ]

Growth oriented company Declining Company
The company will be able to invest/ utilize funds ina | In this case, a company is not in a position to cover cost
better manner. of capital. Therefore, shareholders would prefer a
Therefore, shareholder's can accept low dividend higher dividend so that they can utilize their funds
because their value of share would be Higher. elsewhere in more profitable opportunities.
Therefore, r > Ke Dividend payout = Zero Therefore, r < Ke Dividend payout = 100%
Increase in dividend payout will decrease MPS in Growth Increase in dividend payout will increase MPS in
Company Declining Company

Company Condition Dividend

Growth r>Ke Zero
Constant r = Ke Anything

Decline r<ke 100%

[ Gordon's Approach ]
Equity Shares
D D,
Py = . I K= —+¢g
Ke -8 l l Po
Regular Income Capital Appreciation
Where, PO = Market Price per Share D1=Do+6rowth Ke = Cost of Equity
g =Growth D1=Dividend Paid

Assumptions of Gordon's Model

= Firm is an all equity firm i.e. no debt

i—- IRR will remain constant, because change in IRR will change the growth rate and consequently the value will

i be affected. Hence this assumption is necessary

i—- Ke will remain constant, because change in discount rate will affect the present value.

I

E—- Retention ratio (b), once decide upon, is constant i.e. constant dividend payout ratio will be followed.
I

i—- Growth rate (g = br) is also constant, since retention ratio and IRR will remain unchanged and growth,

' which is the function of these two variable will remain unaffected.
1

E—- Ke > g, this assumption is necessary and based on the principles of series of sum of geometric progression

i for 'n' number of years.
I

E—- All investment proposals of the firm are to be financed through retained earnings only.

ke

The following formula is used by Gordon to find out price per share:

p_ ELU-b) PO =Price per share E1=Earnings per share r=IRR/ReturnonInvestment
° K -br Ke = Cost of capital br=Growth rate (g) b=Retentionratio; (1- b =Payout ratio)
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Chapter 8: Dividend Decision

According to Gordon's model, when IRR is greater than cost of capital, the price per share increases and dividend
pay-out decreases. On the other hand, when IRR is lower than the cost of capital, the price per share decreases
and dividend pay-out increases.

Following is the conclusion of Gordon's model:

Company Condition of r vs Ke Optimum dividend payout ratio
Growth r > Ke Zero

Constant r = Ke There is no optimum ratio
Declining r < Ke 100%

The "Bird-in-hand theory” - Gordon's Revised Model
The relationship between dividend and share price on the basis of Gordon's formula is shown as:

Where, PO = Market price per share (ex-dividend)
P = b, +g Do = Current year dividend
0 K.-g g = Constant annual growth rate of dividends
Ke = Cost of equity capital (expected rate of return).
n: For Gorden’s Growth Model ]
D EX(1-b
PO:_1 Pozw o_# (gszr‘)
K -g K -g K-br

n: Modigliani — Miller Approach ]

Value of the firm is not affected by dividend decisions i.e value of firm / market price remains same irrespective
whether dividend is paid or not. According to MM, Market Value of firm is based on Earning Power, not Dividend.
The MM approach is based on following assumption

E—- Perfect capital market

i—- No Taxes / No Tax on distribution (i.e universal applicability) E_. Risk of uncertainty does not exist

i—- Fixed Investment policy i.e only equity for expansion

E—- No floatation / Transaction cost

MM Approach

What are my expectation (Returns) from purchase of Shares?

.

Regular Income (D1)
(Equity Dividend)

Capital Appreciation (P1)
(Increase in Price of Shares)

D+P,
ey
1+K,

Where,
Po = Current Market price per share

P (1+K)=D+P,

i.e. Dividend + Market Price)
D1 = Expected dividend in Future

Pl = Po (1 +Ke) - Dl

P1 = Expected MPS (Pa) in Future
Ke = Cost of Equity

(i.e. Price of Today's share is present value of future cash inflows
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Chapter 8: Dividend Decision

Lets Prove that Value of firm remains same in Modigliani miller theory

Po = Rs.100 /share n (No. of shares) = 10,000 shares D1 =Rs. 10 /share Ke =12%

* Calculate the price of Equity share in future (P1) in below cases:
Dividend is Expected fo be paid.
Dividend is not Expected to be paid

P1 =Rs. 102

{
When Dividend is paid When Dividend is NOT paid
P1 =PO (1 +Ke)-D1 P1 =PO (1+Ke)-D1
=100 (1+0.12)- 10 =100(1+0.12)-0
P1 =Rs. 112

Concept Proving
Let's prove that Value of firm remains same in Modigliani Miller Theory.

(-) Dividend

PO = Rs. 100 per share No. of shares = 10,000 shares D1 = Rs. 10/ share Ke =12%
* New Project Cost = Rs.10,00,000
Earnings/ NP = Rs.5,00,000

Case I: Dividend expected to be paid = Rs.10 per share

Rs.5,00,000
Rs.1,00,000 (10,000 shares x 10 per share)
Profit for ESH : Rs. 4,00,000 (Retained Earnings)

New Project : Rs. 10,00,000
|

:
Profit for ESH Balance New funds to be raised
= Rs.4,00,000 = Rs. 6,00,000

Thru Equity shares @ P1 = Rs.102 per share
Rs.6,00,000
New Share = ————— = 5882 Shares

102
Total Shares=15,882 <
(10,000 +5882)
@ Rs.102 / share
Value of Firm =Rs.16,20,000

Click Here for Video °/CA Sankalp Kanstiya Click here for Notes /CA sankalp Kanstiya

- Notes Complied by CA Sankalp Kanstiya (© 98 1920 1473 n‘
y


https://www.youtube.com/@sankalpkanstiya
https://t.me/caintercostingsankalpk

Chapter 8: Dividend Decision

Case II: If Dividend not paid

Rs.5,00,000

Rs. 5,00,000 (Retained Earnings)

Earnings
(-) Dividend
Profit for ESH :

New Project : Rs. 10,00,000
|

. {
Profit for ESH Balance New funds to be raised
= Rs.5,00,000 = Rs. 5,00,000

Thru Equity shares @ P1 = Rs.112 per share
Rs.5,00,000

112

New Share = = 4464 Shares

Total Shares=14,464 sh P
(10,000 +4464) h
@ Rs.112 / share

Value of Firm = Rs.16,20,000

Step | Calculation of P1 using formula
1 Pl=Po(1+Ke)-D1

Step | Calculation of New shares to be issued for New investment
2 | Case i] When dividend is paid
Case ii] When dividend is not paid

Ste Investment - (Earning - Dividend
P No. of New Shares = ( ( £ )

3 - i.e.AN=(

1

P1

Additional funds required )

Calculation of value of firm

(n+An)Pl-i1+E

Value of Firm =

(npO) 1+ Ke

(Current Equity Share + New Share to be issue) x P1 + Earning - Investment /

(1+Ke)

Value of Asset /- Present value of future cash flows price of any share
Dividend discount model ---> Care Application

Modigliani Miller Model ]

(a) | Expected MPS = P1=Po (1 + Ke) - D1 Where,

Po = Current MPS
D1 = Expected DPS
N = Existing shares

I = Investment

(b) | New Shares to be issued : An=I-[E- (D x N)]

(n+An)xP-1+E
1+K,

(c)

Value of Firm : nP =

P1 = Expected MPS
Ke = Cost of equity
n = New Shares

E = Earning
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Chapter 8: Dividend Decision ‘

u Graham & Dodd Model ]

E
(P) MPS = M x (D+ =
3
(Given in the Question) i i
Multiplier  Dividend Earnings

Lo l

Company fundamentally strong Weight Given Weight Given

High multiplier Else low multiplier =1 =1
3
Example:
Compute EPS according graham & Dodd Model:  MPS = Rs. 56; Dividend Payout = 60% ; Multiplier = 2
Solution
E E (3x0.6E)+E 84
(P) MPS = M x (D+ —) 56=2 x (0.6E+ —) 28 = s—|84=18E+1E|28E=84 E= — =Rs.30
3 3 3 2.8

u Lintner's Model ]

Linter's model has two parameters:

i. The target payout ratio,

ii. The spread at which current dividends adjust to the target.

JohnLinter based his model onaseries of interviews which he conducted with corporate managers in the mid 1950's.
Under Linter's model, the current year's dividend is dependent on current year's earnings and last year's dividend.
D1=Do+[(EPS xTarget payout) - Do] x Af

Where, D1 =Dividendinyear1 Do = Dividend inyear O (last year dividend)
EPS = Earnings per share Af = Adjustment factor or Speed of adjustment
Example
Given the last year's dividend is Rs. 9.80, speed of adjustment = 0.45, target payout ratio 0.60 and EPS for current
year Rs.20.

Calculate current year's dividend using Linter's Model.

Solution
D1=DO + [(EPS x Target Payout) - DO] x AF =980+ [(20 x 60%) - 9.80] x0.45 =Rs.10.79
n: Dividend Discount Model J
D, D, D, D, D (1+g) 1
+ + +oeo o+ + x
(1+K) (1+K) (1+K) (1+K)" K -g (1+K)"
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Chapter 8: Dividend Decision ‘

Question 2
XYZ Ltd.earnsRs. 10/ share. Capitalization rate & return oninvestment are 10% & 12% respectively.
DETERMINE the optimum dividend payout ratio & the price of the share at the payout.

Solution
Sincer>Ke , the optimum dividend pay-out ratio would ‘Zero' (i.e. D= 0),
Accordingly, value of ashare:

T
D+_—x(E-D) 0+ 212 10-0
K 0.0 1079

P-= ¢ P= - =Rs. 120
K, 0.10

The optimality of the above payout ratio can be proved by using 25%,50%, 75% and 100% as pay- out ratio:

% . % 0.12
At 25% 2.5+012 (10-2.5) At 50% 54 (10 - 5)
pay-out) ,____ 0.10 —Rs. 115 |[POY-OUt| p—_ 0.10 ~Rs. 110
Ratio 0.10 Ratio 0.10
% 12 % A2
At 75/1 75+ 212 1075 At 100: 10+ 212 1010
pay-out| p _ 0.10 =Rs. 105 [[POY7o4T p—__ 0.10 = Rs. 100
Ratio 0.10 Ratio 0.10
Question 3
The following figures are collected from the annual report of XYZ Ltd.:
Net Profit Rs. 30 lakhs
Outstanding 12% preference shares Rs. 100 lakhs
No. of equity shares 3 lakhs
Return on Investment 20%
Cost of capital i.e. (Ke) 16%

COMPUTE the approximate dividend pay-out ratio so as to keep the share price at Rs. 42 by using Walter's model?

Solution
Rs. in Lakhs

Neft Profit 30
Less: Preference dividend 12
Earning for equity shareholders 18
Earning per share 18/3 = Rs. 6.00

Let, the dividend per share be D to get share price of Rs. 42

D+ - x(E-D) p+ 220 6.p) 0.16D + 1.2 - 0.20D
P= K. Rs. 42 = 0.16 6.72= 0.16
K, ‘ 0.16 '
0.04D =12-1.0752
D =3.12
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Chapter 8: Dividend Decision ‘

3.12
% 100 = p x 100 =52%

. DPS
D/P Ratio =
EPS

So, the required dividend payout ratio will be = 52%

Question 9

The following information pertains to M/s XY Ltd.
Earnings of the Company Rs. 5,00,000
Dividend Payout ratio 60%
No. of shares outstanding 1,00,000
Equity capitalization rate 12%
Rate of return on investment 15%

CALCULATE:

(i) Market value per share as per Walter's model.
(ii) Optimum dividend payout ratio according to Walter's model and the market value of Company's share at that payout

ratio.
Solution
(i) Asper Walter's model:
D+ & (E-D) Where,P = Market price per share. E = Earnings per share=Rs.5
P . D = Dividend per share=Rs. 3 R=Returnearnedoninvestment = 15%
a K, Ke = Cost of equity capital = 12%
3+ 015 (5-3)
p= 012 —Rs 4583
0.12

(ii)According o Walter's model, when the return on investment is more than the cost of equity capital, the price per
share increases as the dividend pay-out ratio decreases. Hence, the optimum dividend pay-out ratio in this case is
nil.

So, at apay-out ratio of zero, the market value of the company's share will be:

0+ —0'15 (5-0)
p=—20I12  _Rs 5208
0.12
Question 13
The following information is supplied o you:
Rs.)
Total Earnings 2,00,000
No. of equity shares (of Rs. 100 each) 20,000
Dividend paid 1,50,000
Price/ Earnings ratio 125
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Chapter 8: Dividend Decision ‘

Applying Walter's Model:

(i) ANALYSE whether the company is following an optimal dividend policy.

DIVIDEND DECISIONS

(ii) COMPUTE P/E ratio at which the dividend policy will have no effect on the value of the share.
(iii) Will your decision change, if the P/E ratio is 8 instead of 12.52 ANALYSE.

Solution

(i) The EPS of the firm is Rs. 10 (i.e., Rs. 2,00,000/ 20,000), r = Rs. 2,00,000/ (20,000 shares x Rs. 100) = 10%. The P/E
Ratio is given at 12.5 and the cost of capital (Ke) may be taken at the inverse of P/E ratio. Therefore, Ke is 8 (i.e.,
1/12.5). The firm is distributing total dividends of Rs. 1,560,000 among 20,000 shares, giving a dividend per share of
Rs.7.50. the value of the share as per Walter's model may be found as follows:

r 0.1
D+ —(E-D) 75+ ~"(10-75
K 008( )

P= < = : =Rs. 132.81
K 0.08

e

The firm has a dividend payout of 75% (i.e., Rs. 1,60,000) out of total earnings of Rs. 2,00,000. Since, the rate of
return of the firm (r) is 10% and it is more than the Ke of 8%, therefore, by distributing 75% of earnings, the firm is
not following an optimal dividend policy. The optimal dividend policy for the firm would be to pay zero dividend and in
suchasituation, the market price would be:
0.1
0+—(10-0
0.08 ( )

= : =Rs. 156.25
0.08

So, theoretically the market price of the share can be increased by adopting a zero payout.

(ii) The P/E ratio at which the dividend policy will have no effect on the value of the share is such at which the Ke would
be equal to the rate of return (r) of the firm. The Ke would be 10% (= r) at the P/E ratio of 10. Therefore, at the P/E
ratio of 10, the dividend policy would have no effect on the value of the share.

(iii) If the P/E is 8 instead of 12.5, then the Ke which is the inverse of P/E ratio, would be 12.5 and in such a situation ke>
rand the market price, as per Walter's model would be:

T
D+K7(E-D) 75+ 1 (10 - 7.5)

= < = 0.125 =Rs. 76
K, 0.125
Question 21
Following information are given for a company:
Earnings per share Rs.10
P/E ratio 125
Rate of returnoninvestment 12%

Market price per share as per Walter's Model Rs.130

Youare required to calculate:

(i) Dividend payout ratio.

(ii) Market price of share at optimum dividend payout ratio.

(iii) P/E ratio, at which the dividend policy will have no effect on the price of share.
(iv) Market price of share at this P/E ratio.

(v) Markeft price of share using Dividend growth model.
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Chapter 8: Dividend Decision

Solution
(i) The EPS of the firm is Rs. 10, r =12%. The P/E Ratio is given at 12.5 and the cost of capital (Ke) may be taken as the
inverse of P/E ratio. Therefore, Ke is 8% (i.e., 1/12.5). The value of the share is Rs. 130 which may be equated with
Walter Model as follows:

e

T 129
D+K7(E-D) D+ 8(;)(10—D)
P= < OR = 0
K 8%

or [D+1.5(10-D)]/0.08=130
or D+15-15D=10.4

or -0.5D=-4.6
So,D=Rs.9.2

The firm has a dividend pay-out of 92% (i.e., 9.2/10).

(ii) Since the rate of return of the firm (r) is 12% and it is more than the Ke of 8%, therefore, by distributing 92% of
earnings, the firm is not following an optimal dividend policy. The optimal dividend policy for the firm would be to pay
zero dividend and in such asituation, the market price would be:

D+

12%

8%

(10 - 0)

P=Rs. 1875

P:

8%

So, theoretically the market price of the share can be increased
by adopting a zero pay-out.

(iii) The P/E ratio at which the dividend policy will have no effect on the value of the share is such at which the Ke would
be equal to the rate of return (r) of the firm. The Ke would be 12% (= r) at the P/E ratio of 1/12%=8.33. Therefore,
at the P/E ratio of 8.33, the dividend policy would have no effect on the value of the share.

(iv) If the P/E is 8.33 instead of 12.5, then the Ke which is the inverse of P/E ratio, would be 12% and in such a situation
ke=rand the market price, as per Walter's model would be:

€

K

€

r 0.12
D+ —(E-D) 92+ —=(10-92
K 0.1 ( )

OR =

0.12

=Rs. 83.33

(v) Dividend Growth Model applying growth on dividend
Ke=8%,r=12%,00=9.2,b=0.08
g=b.r

g=0.08 x0.12=0.96%

D1=DO0 (1+g)=9.2 (1+0.0096) = Rs.9.2883

D,

K. -9

=9.2883/(0.08 - 0.0096) =9.2883 / 0.704 = Rs. 131.936

Alternative
Alternatively, without applying growth on dividend

E(1 - b)

10 (1 -0.08) —Rs. 130.68

(K, - br)

0.08 - (0.08 x 0.12)
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Question 4
The following figures are collected from the annual report of XYZ Ltd.:
Net Profit Rs. 30 lakhs
Outstanding 12% preference shares Rs. 100 lakhs
No. of equity shares 3 lakhs
Return on Investment 20%
Cost of capital i.e. (Ke) 16%
CALCULATE price per share using Gordon's Model when dividend pay-out is
(i) 25%; (i))50% and (iii) 100%.
Solution
Rs. in Lakhs
Net Profit 30
Less: Preference dividend 12
Earning for equity shareholders 18
Earning per share 18/3 = Rs. 6.00
Price per share according to Gordon's Model is calculated as follows:
E +(1-b
P, = E +d-b) Here, E, =6, K, =16%
K, -br
x 0.2 1.
(i ) When dividend pay-out is 25% | P, = 6025 = > =Rs. 150
0.16-(0.75x0.2)  0.16-0.15
X
(ii) When dividend pay-out is 50% | P, 605 = 3 =50
0.16-(0.5x0.2) 0.16-0.15
. - . o 6x1 6
(ii) When dividend pay-out is 100% | P, = =37.50
0.16-(0x0.2) 0.16

Question 5

X Ltd. is a no growth company, pays a dividend of Rs. 5 per share. If the cost of capital is 10%, COMPUTE the current

market price of the share?

Solution
D 5
P=— =——=Rs.50
K, 0.10
Question 6

XYZ is a company having share capital of Rs. 10 lakhs of Rs. 10 each. It distributed current dividend of 20% per annum.
Annual growth rate in dividend expected is 2%. The expected rate of return on its equity capital is 15%. CALCULATE

price of share applying Gordon's growth Model.
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Chapter 8: Dividend Decision

Solution
+ +
P= D, d+g) - 2d+002) =Rs. 15.69
K, -g 0.15-0.02
Question 10

Taking an example of three different firms i.e. growth, normal and declining, CALCULATE the share price using

Gordon's model.

Factors Growth Normal Declining
Firm (r > Ke) | Firm (r = Ke)| Firm (r < Ke)
r (rate of return on retained earnings) 15% 10% 8%
Ke (Cost of Capital) 10% 10% 10%
E (Earning Per Share) Rs. 10 Rs. 10 Rs. 10
b (Retained) 0.6 0.6 0.6
(1-b)DPO 04 04 04
Solution
E (1-b
p (1)
K, -br
(i) Situation-1: Growth Firmr>Ke | P, = 10d-06 _ 4 =Rs. 400
0.10-0.15x0.6 0.10-0.9
(ii) Situation-2: Normal Firmr =Ke | P, = 10d-06 _ 4 =Rs. 100
0.10-0.10x0.6 0.10-0.6
10 (1 -0. 4
(i) Situation-2: Normal Firmr<Ke | P, = 0d-06) _ =Rs. 76.92
0.10-0.08 x0.6 0.10-0.048

If theretentionratio (b)is changed from 0.6 t0 0.4, the new share price will be as follows:

10(1-0.4 6
6rowth Firm P, = ( ) =Rs. 150
0.10-0.15x04 0.10-0.6
10(1-0.4 6
Normal Firm P, = ( ) __ =Rs. 100
0.10-0.10x04  0.10-0.04
10 (1-0.4 6
Declining Firm P, = ( ) =Rs. 88.24
0.10-0.08x0.4 0.10-0.032

From the above analysis, it can be concluded that:
Whenr >k, the market value increases with retention ratio.
Whenr <k, the market value of share stands to decrease.

Whenr = k, the market value is not affected by dividend policy.

The conclusion of the Gordon's model is similar to that of Walter's model.
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Question 14
With the help of following figures CALCULATE the market price of ashare of a company by using:
0] Wialter's formula
(i) Dividend growth model (Gordon's formula)
Earnings per share (EPS) Rs. 10
Dividend per share (DPS) Rs. 6
Cost of capital (Ke) 20%
Internal rate of return on investment 25%
Retention Ratio 40%
Solution
Market price per share by
(i) Walter's model
r
D+ E-D) 6+ 925 19_6)
P= : = 020 =Rs. 55
K, 0.20

(ii) Gordon's model

E(1-b
Present Market Price Per Share (P0) = (-5
k - br
10 (1 -0.40 6
PO = ( ) = — = Rs.60
0.20 - (0.4 x 0.25) 0.1
Question 1

AB Engineering Ltd. belongs to a risk class for which the capitalization rate is 10%. It currently has outstanding 10,000
shares selling at Rs. 100 each. The firm is contemplating the declaration of a dividend of Rs. 5 share at the end of the
current financial year. It expects to have a net income of Rs. 1,00,000 and has a proposal for making new investments of
Rs.2,00,000. CALCULATE the value of the firm when dividends (i) are not paid (ii) are paid.

Solution
CASE 1: Value of the firm when dividends are not paid.
Step 1: Calculate price at the end of the period

Ke=10%,  Pp=100,  Dq=0
P +D
P, = L 100= 20 P =110
1 +K, 1+0.10

Step 2: Calculation of funds required for investment

Earning Rs. 1,00,000
Dividend distributed Nil
Fund available for investment Rs. 1,00,000
Total Investment Rs. 2,00,000
Balance Funds required Rs. 2,00,000 - Rs. 1,00,000 = Rs. 1,00,000
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Step 3: Calculation of No. of shares required to be issued for balance funds

Funds Required
No. of Shares = l.m > Sequire An = 100,000
Price at End (P1 ) 110
Step 4: Calculation of value of firm
Rs. 1,00,000
(n+An)P, -1+E (10,000 + S”) x Rs. 110 - Rs. 2,00,000 + Rs. 1,00,000
nP, = Rs. 110

1+K,

nP =

0

=Rs. 10,00,000

(1+0.10)

CASE 2: Value of the firm when dividends are paid.
Step 1: Calculate price at the end of the period

Ke=10%,  PQ=100, D=5
P +D N
p =11 - A P, =105
1+K, 1+0.10

Step 2: Calculation of funds required for investment

Earning
Dividend distributed

Total Investment
Balance Funds required

Fund available for investment

Rs
Rs
Rs
Rs
Rs

.1,00,000
. 50,000
. 50,000
. 2,00,000

. 2,00,000 - Rs. 50,000 = Rs.1,50,000

Step 3: Calculation of No. of shares required to be issued for balance fund

Funds Required Rs. 1,50,000
No. of Shares = — n= ———
Price at End (P)) Rs. 105
Step 4: Calculation of Value of Firm:
+An) P, -1+E
nP, = (n+An) P, An = 1,00,000
1+K, 110
(10,000 + RSl’SO’OOO) x Rs. 105 - Rs. 2,00,000 + Rs. 1,00,000
nP, = Rs. 105 = Rs. 10,00,000
(1+0.10)

Thus, it can be seen from the above illustration that the value of the firm remains the same in either case.
Inrealworld, market imperfections create some problems for MM's dividend policy irrelevance proposition.

Question 19

Mr H is currently holding 1,00,000 shares of HM Itd, and currently the share of HM Itd is trading on Bombay Stock
Exchange at Rs. 50 per share. Mr H have a policy to re-invest the amount of any dividend received into the shared back
again of HM Itd. If HM I¥d has declared a dividend of Rs. 10 per share, please determine the no of shares that Mr H
would hold after he re-invests dividend in shares of HM Itd.
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Solution

Ex-dividend price isRs. 40 (50-10).

The total amount of dividend received is Rs. 10,00,000 which is re-invested at the rate of Rs. 40 per share.
Hence additional shares purchased would be 25,000.

Total holding would be 1,25,000 shares (1,00,000 + 25,000)

Question 20

Following information is given pertaining to DG Itd,

No of shares outstanding 1lakh shares
Earnings Per share 25 per share
P/E Ratio 20

Book Value per share 400 per share

If company decides to repurchase 25,000 shares, at the prevailing market price, what is the resulting book value per
share after repurchasing.

Solution

Current Market price = 20x25 = 500 per share

Book value of the company before repurchase = Rs. 4 cr (400x1 lakh shares) Amount paid for repurchase = 1.25 cr
(25,000 shares x 500 per share)

Book Value of company after repurchase = Rs. 2.75 cr (4cr-1.25c¢r)

No of shares after repurchase = 75,000

shares Book value per share = 367 per share.

Question 16

A&R Ltd. is a large-cap multinational company listed in BSE in India with a face value of Rs. 100 per share. The company
is expected to grow @ 15% p.a. for next four years then 5% for an indefinite period. The shareholders expect 20%
return on their share investments. Company paid Rs. 120 as dividend per share for the current Financial Year. The
shares of the company traded at an average price of Rs. 3,122 on last day. FIND out the intrinsic value per share and
state whether shares are overpriced or underpriced.

Solution
As per Dividend discount model, the price of share is calculated as follows:

D D D, D D ]

= ‘ + - + + 1 + > X

(1K) (+k) (+k) (+k) (Keg) (1+K)

Where, P =Price per share Ke = Required rate of return onequity g=Growthrate

_RsI120x 115 RsI38x LI5S RsI587x1IS RsI825x 115 Rs20988x LIS 1
(1+0.2) (1+02) (1+02) (1+0.2) (0.2-0.05) (1+0.2)

P=115+110.2+105.6 +101.2+590.42=Rs.1,022.42

Intrinsic value of share is Rs. 1,022.42 as compared to latest market price of Rs. 3,122. Market price of a share is
overpriced by Rs. 2,099.58.
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Question 17

In the month of May of the current Financial Year, shares of RT Ltd. was sold for Rs. 1,460 per share. A long term

earnings growth rate of 7.5% is anticipated. RT Ltd. is expected to pay dividend of Rs. 20 per share.

(i) CALCULATE rate of return an investor can expect to earn assuming that dividends are expected to grow along with
earnings at 7.5% per year in perpetuity?

(i) It is expected that RT Ltd. will earn about 10% on retained earnings and shall retain 60% of earnings. In this case,
STATE whether, there would be any change in growth rate and cost of Equity?

Solution
.(i)According to Dividend Discount Model approach, the firm's expected or required return on equity is computed as
follows:
D 20 (1 +0.075
K=-+g = 20U 1 7.5% = 0.0147 +0.075 = 0.0897 or 8.97%
P, 1.460

(ii) With rate of return onretained earnings (r) is 10% and retention ratio is 60%, hew growth rate will be as follows: g =
br=0.10x0.60=0.06
Accordingly, dividend will also get changed and to calculate this, first we shall calculate previous retention ratio (b1)
and then EPS assuming that rate of returnon retained earnings (r) is same.
With previous Growth Rate of 7.5% and r =10%, the retention ratio comes out to be:
0.075=b1x0.10
bl =0.75 and payout ratio = 0.25

Rs. 20
With 0.25 Payout Ratio the EPS will be as follows: = =2 —Rs. 80

0.25

With new 0.40 (1-0.60) payout ratio, the new dividend will be
D1=Rs.80x0.40=Rs. 32
Accordingly, new Ke will be

K, = 32 +6.0% or Ke=8.19%
1,460
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