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Dividend 
Dividend is that portion of company’s profit which is distributed among its shareholders as a percentage 
of par-value of share or any fixed amount according to the recommendation of board of directors. 
Now consider this:- 

Financial Results of ABC Ltd. 
 

 

 

 

 

 

 

 

 

Suppose ABC ltd. has paid up capital of 20000 shares 

with face value of `15 each. And the market is trading at `50 for the stock of ABC ltd. 

Thus,  

Dividend /share(DPS) =
75000

20000 
= 𝐑𝐬. 𝟑. 𝟕𝟓 

Earnings/share(EPS) =
175000

20000 
= 𝐑𝐬. 𝟖. 𝟕𝟓 

 

Dividend 𝐫𝐚𝐭𝐞 =
DPS

Face value 
x 100 =

3.75

15
x 100 = 𝟐𝟓% 

Dividend 𝐲𝐢𝐞𝐥𝐝 =
DPS

Market value 
x 100 =

3.75

50
x 100 = 𝟕. 𝟓% 

Dividend 𝐩𝐚𝐲𝐨𝐮𝐭 𝐫𝐚𝐭𝐢𝐨 =
DPS

EPS
x 100 =

3.75

8.75
x 100 = 𝟒𝟐. 𝟖𝟔% 

To sum up, remember that 

Dividend Rate 
is calculated as 

against 

Face Value 

Dividend Yield Market Value 

Dividend Payout Ratio Earnings/ EPS 

 

 

 

 

 

 

 

 

 

Particulars Amount  
( ` in 000’) 

Income                               1000 
(-)Expenses                            750 
Profit before tax  250 
(-)Tax expense 75 

Profit after tax  175 

(-)Retained Earnings 150 

Paid to Shareholders 75 
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Procedure for declaration of dividend 

1. Recommendation by board of directors 

Dividend can be declared only on the recommendation by BOD. Shareholders do not have power to 

declare dividend. Board Meeting is convened and resolution is passed for the rate of dividend or the 

amount of dividend to be paid. Interim dividend forms part of the final dividend and can be declared 

by the BOD.  

2. Approval of the shareholders 

As an ordinary business item shareholders has to approve the dividend recommended by the BOD 

through a resolution in the AGM. Important to note that shareholders have the power to declare 

lower rate or the amount of dividend than what is recommended by the BOD but they cannot increase 

the rate or the amount of dividend. Dividend once declared at the AGM becomes debt for the 

company. 

3. Dividend to be deposited in the separate bank account within 5 days from the date of AGM in 
which dividend is approved. 
 

4. Time frame for payment of dividend 

As per Section 207 of the Companies Act, 1956, the dividend warrants shall be despatched within 30 

days of declaration of dividend. 

 

5. Transfer of unpaid dividend to “unpaid dividend account of ABC ltd.” account  

As per Section 205A of the Act, where a dividend has been declared by a company but has not been 

paid (or claimed) within 30 days from the date of declaration to any shareholder entitled to the said 

payment of dividend, the Company shall within 7 days from the expiry of 30 days as discussed above 

transfer the total amount of dividend which remains unpaid or unclaimed to a special account to be 

opened by the Company in that behalf with any Scheduled Bank which is called “unpaid Dividend 

Account of ABC company Limited. On delayed transfers Interest @ 12% is payable by the company. 

6. Dividend which remains unpaid or unclaimed for a period of 7 years from the date it become due 

for payment shall be transferred to the Investor Education and Protection Fund. 
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Forms of Dividend 

Dividends can be divided into following forms: 

1. Cash Dividend: When the company has enough cash then only it should pay cash dividend. When the 
company wants to pay dividends without having sufficient cash in hand it will have to borrow money 
from the outside market. On one side, nobody will do that because borrowing isn’t free, there is 
interest cost for this. 
On payment of dividend, the reserve and bank balance of the company will go down and the market 
prices will also decline on the distribution of dividend. 
 

2. Stock Dividend: In other words dividend in the form of bonus shares. These are paid in a manner to 
maintain the ownership of the company. 
Paying stock dividend means reduction of reserve and increase in share capital, but no effect on the 
net worth of the company. 
 

3. Property dividend. Sometimes, dividend is paid in the form of asset instead of payment of dividend 
in cash. The distribution of dividend is made whenever the asset is no longer required in the business 
such as investment or stock of finished goods. 
ABC International's board of directors elects to declare a special issuance of 500 identical, signed 
prints by Pablo Picasso, which the company has stored in a vault for a number of years.  
 

4. Scrip dividend: A company may not have sufficient funds to issue dividends in the near future, so 
instead it issues a scrip dividend, which is essentially a promissory note (which may or may not 
include interest) to pay shareholders at a later date. This dividend creates a note payable. Such 
dividend was allowed before passing of the Companies (Amendment) Act 1960, but thereafter this 
unhealthy practice was stopped. 

But, it is, however, important to note that in India, distribution of dividend is permissible in the 
form of cash or bonus shares only. Distribution of dividend in any other form is not allowed. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

MAKING THE CONNECTION 

Apple to pay dividend, buy back $10-billion 
stock 
Bloomberg Mar 20, 2012, 02.07AM IST 
SAN FRANCISCO: Apple Inc. plans to pay a dividend and buy back $10 billion of its stock, returning 
some of its $97.6 billion in cash and investments to shareholders as demand for iPhones and iPads 
boosts earnings. 
Investors will receive a quarterly dividend of $2.65 a share starting in the period beginning July 1, 
Cupertino, California-based Apple said on Monday in a statement. The buybacks will begin in the 
fiscal year starting September 30 and will take place over three years, the company said. 

Apple's cash pile has swelled amid surging demand for its products, such as the iPhone and iPad. 
Investors had urged Apple to return some of the balance in the form a dividend. Its CEO Tim Cook 
fuelled speculation an announcement might be coming when he said this year that Apple had 
"more than we need to run a company," and that the board was considering its options. 

"We are extremely confident in our future and see tremendous opportunities ahead," Chief 
Financial Officer Peter Oppenheimer said. Apple said the company plans to pay out about $45 
billion over three years. The dividend will cost Apple about $10 billion a year and represents a 
yield of 1.8% on the stock's March 16 closing price. The company generated $16 billion in cash in 
first quarter of fiscal 2012. 
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Various Dividend Policies 

1. Constant Dividend per Share 
 Some companies may follow the policy of paying constant dividend per share every year 

irrespective of the earnings of that year. 
 
 This is because companies would like to retain some amount for the payment of dividend in the 

bad years as well. 
 
 When the company thinks it has reached a certain satisfied level of earnings then it can increase 

the annual dividend per share. 
 

 This type of policy is preferred by the investors who are dependent on dividend income for their 
expenses as the policy ensures regular amount of dividend. 

 

 e.g. Rs 20 per share will be paid every year. 
 

2. Constant percentage of earnings 
 Some companies may like to follow the policy of paying constant % of earnings every year. This 

ratio which is based on the earnings of the company is known as the dividend payout ratio. 
 
 By this the amount of dividend every year will be in direct proportion to the earnings of the 

company. 
 
 This policy will ensure that the shareholders will get more returns in the year of high profits 

and they will get no returns in case company incurs losses. 
 

 e.g. 20% will be paid as dividend out of the profits of every year 
 

3. Small Constant Dividend per share plus Extra  
 Companies can adopt the policy to pay dividend which consist of two amount. First part will be 

certain fixed amount of dividend and other is variable dividend means extra.  
 
 Fixed amount of dividend will be paid every year irrespective of the performance of the 

company. Variable amount will depend each year on the performance of the company. If the 
company earns high profits it can payout some extra dividend treating as variable amount and 
if the company earns normal profits only then company can either pay small amount as variable 
or else can even skip paying variable amount. 

 
 This way company can ensure that investors are satisfied with regular income and also with 

variables on the occasions. Even when the company fails to pay extra dividend it will not have 
any depressing effect on investors. 

 

 e.gRs. 20 per share plus variable or Rs. 20 per share plus 5% of the profits of every year.  
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Factors determining dividend policy 

The factors that affect the dividend policy of the company are: 

1. Liquidity: Payment of dividend results in cash outflow. A 
company may have adequate earning but it may not have 
sufficient funds to pay dividends 

2. Repayment of debt: If debt is scheduled for payment then 
it may be difficult for the company to pay dividend. 

3. Stability of profits: A company which has stable earnings 
can afford to have a higher dividend payout ratio. 

4. Financial needs of the company [Investment 
Opportunities]: If the company has profitable projects and 
it is costly to raise funds, it may decide to retain the 
earnings. 

5. Legal considerations: Legal stipulations do not require a dividend declaration but they specify the 
requirements under which dividends must be paid. Such requirements pertain to (i) capital 
impairment, (ii) net profits and (iii) insolvency. All requirements of Companies Act, SEBI have to be 
kept in mind. 

6. Shareholders preference: The dividend policy of a firm is likely to be affected by the owner’s 
considerations of (i) the tax status of the shareholders, (ii) their opportunities of investments and 
(iii) dilution of ownership. The firm must aim at dividend policy which has a beneficial effect on the 
wealth of the majority of the shareholders. 

7.  State of Capital Market: 
a. Favourable Market: Liberal dividend policy. 
b. Unfavourable market: Conservative dividend policy. 

 

8. Inflation:   Inflation should also be considered in dividend policy. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Factors determining dividend 

policy of the company: 

1. Liquidity 
2. Repayment of debt 
3. Stability of profits 
4. Financial needs of the 

company 
5. Legal considerations 
6. Shareholders preference 
7. State of the capital market 
8. Inflation 
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Optimum Dividend Payout 

Investors put their money in the shares of a company in order to earn income on the investment by way 

of dividend and capital appreciation. 

But what if you have the option to earn more than what the company will pay you via dividend and capital 

appreciation. It’s obvious that you will choose that option and are not going to put the money in shares. 

Shareholders expect some returns from the company. It’s termed as cost of equity for the company (𝐾𝑒) 

and the return that the company will earn on its investment is (r) 

Considering this as the basis we come across three different situations: 

A. When the company is earning more than what the investor would have earned 
Means: 

1. Investors expectation(Ke) are less than what the company earns(r) 
2. 𝐊𝐞 < 𝑟 
3. Means the company is growth company. 
4. Investors will be willing to let the company retain the profits and do not declare dividends in 

anticipation of the more returns in the future. 
5. Hence the optimum payout ratio will be 0% 
 

B. When the company is earning exactly same as the investor would have earned 
Means: 

1. Investors expectation(Ke) are equal to what the company earns(r) 
2. 𝐊𝐞 = 𝐫 
3. Means the company is normal company. 
4. Investors will be indifferent at this point as it does not matter whether company retain or 

distribute the profit as dividend 
5. Hence the optimum payout ratio does not matter here. 

 

C. When the company is earning less than what the investor would have earned 
Means: 

1. Investors expectation (Ke) are more than what the company earns(r) 
2. 𝐊𝐞 > 𝑟 
3. Means the company is declining company. 
4. Investors will be willing to let the company distribute all its profits by way of dividends 
5. Hence the optimum payout ratio will be 100% 
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Theories in Dividend Policy 

I. Traditional approach 

 According to Graham and Dodd market takes into account dividend more than considering 

retained earnings.  

 According to them if the dividend policy is liberal then it will be healthy for the market price of 

the company’s stock 

 The weight in this model is subjective judgments only. 

𝐌𝐚𝐫𝐤𝐞𝐭 𝐩𝐫𝐢𝐜𝐞 𝐨𝐟 𝐭𝐡𝐞 𝐬𝐡𝐚𝐫𝐞(𝐏) = 𝐀 𝐌𝐮𝐥𝐭𝐢𝐩𝐥𝐞𝐫(𝐦) (𝐃𝐏𝐒 +
𝐄𝐏𝐒

𝟑
) 

 

 

II. Walter approach 

Market price per share =
DPS +

Rate of Return on Investment
Cost of Equity Capital

(EPS − DPS)

Cost of Equity Capital
 

 

𝐏 =
𝐃 +

𝐫
𝐊𝐞

(𝐄 − 𝐃)

𝐊𝐞

 

 
 According to Walter there are two major factors which affects the market price of the share:   

1. Dividend per share (DPS) 

2. Next is relation between the return on investment and cost of equity (
𝑟

𝐾𝑒
) 

 It can be observed from the formula above that if the return on investment (r) is higher than cost 
of equity capital (𝐾𝑒) means if the company is earning more than the investors expectation then 
the market price will be higher. At this point even if the company is paying low dividend the 
market price of the shares will be high. 

 On the other hand if the return on investment is lower than the cost of equity means the company 
is earning less than the investor’s expectation then the market price will be low. Market price will 
be low even if the company is paying high dividends. 

III. Gordon Growth Model 

 Gordon says that investors are rational and preferably wants to avoid any kind of risk and 
uncertainty.  

 They would value high the shares of the company paying current dividend and discounts the shares 
of those which postpones the dividend. These prices reflect the market price of the shares. 

 According to Gordon market price of the share can be calculate by following formula 

MP = [
D0(1 + g)

Ke − g
]  or MP = [

D1

Ke − g
] 

Where, 

MP = Marketpriceoftheshare 

D0 = Currentyeardividend 
g = growthrateofthecompany 

Ke = Costofequity 

D1 

 

D0 
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Also, 

Growth Rate = Retention ratio x return on investment 

g = rr x roi 

 Assumptions of Gordon’s Growth Model 
1. Firm is all equity firm and there is no debt. 
2. All investments are financed through retained earnings only and no outside financing is used. 
3. The internal rate of return i.e. r is constant. 
4. Cost of equity of the firm remains constant 
5. The firm has perpetual life 
6. Retention ratio is constant. Thus growth rate g =br will also be constant 
7. Cost of equity is greater than growth rateKe > 𝑔 𝑜𝑟 Ke > 𝑟 𝑥 𝑟𝑜𝑖 

 

IV. Modigliani & Miller Hypothesis or Dividend Irrelevance Theory 

MM theory says that dividend is irrelevant. According to MM theory dividend has no influence on the 

market prices of the share and it does not affect the shareholders wealth. 

 MM theory stops argue that pattern of distribution of income to shareholder has nothing to do 

with the share price. Market price of the share depends on the earnings of the company. 
 After the profit has been earned, company has two things in mind 1) Dividend payment 2) Future 

investment plans. If the company has sufficient cash to cover the both, then there will be no 

problem. But if the company is short of cash then also it will not affect the shareholders wealth 

as after paying dividend the company will have to externally finance its investment plans. 
 Market price of the share: 

P0 =
P1+D1

1+Ke
 

P1 = P0(1 + ke) − D1 

Where, 
P0 = Current Market price of the share 

P1 = Market price of the share at the end of Period 1 

D1 = Dividend to be received at the end of period 1 

Ke = Cost of equity capital 

 When the firm has to finance its investment proposal it will issue new shares, and the total 

amount raised can be ascertained by: 

∆N =
I − (E − D1)

P1
 

Where, 
∆N = Change in the number of share outstanding during the period 

I = Total investment amount required for capital budget. 

E = Total earnings of the firm 

D1 = Dividend for the year end 

Flipping the above formula market price of the share can be calculated by  

P1 =
I − (E − D1)

∆N
 

 

 

D1 

 
P1 

 

P0 
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 Value of the Business 

𝐌𝐕 =
(𝐍𝟎 + ∆𝐍)𝐏𝟏 − 𝐈 + 𝐄

𝐤𝐞
 

Where,  

N0is the existing number of shareholders, 

N1is the number of shares at the end of the year [ N1 = N0 + ∆N] 

I is the amount required for investment purposes 

E is the Earnings available for shareholders (EAT) 

 
 Assumption of Modigliani Miller theory are 

1. Capital market is perfect, and thus the investors are rational and all information is freely 
available. 

2. No taxes 
3. No transaction cost 
4. Firm has fixed investment policy 
5. Investors can predict the future prices dividends with certainty. 
6. Securities can be split into any parts (i.e., they are divisible). 

 

 

The concept of Homemade Dividends 

A form of investment income that comes from the sale of a portion of shares held by a   shareholder. 
This differs from dividends that shareholders receive from a company. 

The existence of homemade dividends is the reason some financial analysts believe that looking at a 

company’s dividend policy is not important. If investors desires an income stream they will either sell their 

shares when they want the income or they will invest in other income-generating assets. 

Let’s take an example 

ABC Ltd. is quoted at Rs.50 and Sundar is holding 100 shares of this company. Now if the company declare 

a dividend of Rs.2/share then you would expect the market prices ex-dividend to go down to Rs.48 after 

the record date. 

1. The total wealth of the Sundar is 100 x 50 = 5000 

2. Once the dividend has been paid it will become 100 x 48 +200= 5000 

3. If Sundar was expecting more than Rs.2/dividend then he can add money to his pocket by selling 2 

shares 

Market value + Dividend + Sale Proceeds 
(100 − 2)x48 + 100x2 + 48x2 = 5000 

Thus in all the above cases wealth of the shareholders was same and dividend policy of the company is 

irrelevant. 

V. Linter’s Model 

 Interviews conducted by Linter has emerged that investment plans are not that much relevant to 
determine the dividend policy. 

 Linter’s model consist of two major parameters 
1. The target payout ratio 
2. The speed at which the current dividends adjust the target 
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 In 1956 John Linter developed this theory based on two important things that he observed about 
dividend policy: 
1. Companies tend to set long-run target dividends-to-earnings ratios according to the amount 

of positive net-present-value (NPV) projects they have available. 
2. Earnings increases are not always sustainable. As a result, dividend policy is not changed until 

managers can see that new earnings levels are sustainable. 
𝐃𝟏 = 𝐃𝟎 + [(𝐄𝐏𝐒 − 𝐓𝐚𝐫𝐠𝐞𝐭 𝐩𝐚𝐲𝐨𝐮𝐭) − 𝐃𝟎]𝐱 𝐀𝐟 

Where Af = Adjustment factor 

VI. Radical Approach 

 Taxes has been considered in this approach i.e. Corporate tax and the personal tax 

 This approach assumes that the tax rate on dividend and capital gains are different. 

 This theory states that: If the tax on dividend is higher than the tax on capital gain, then the share 
of the company will attract investors if the company is offering capital gain means retaining 
maximum profits and less dividend payment. 

 But if the tax on dividend is lower than the tax on capital gain, then the investors will be attracted 
only if the company offering dividends means high dividend payout and less retention of profits. 

 
 
 

VII. Dividend Discount Model 

 DDM is the method of valuing a company on the basis that the share price is the discounted sum of 
all the future dividend payments. i.e. simply NPV of the dividends and selling price. The DDM price 
is the intrinsic value of the stock. 

 In the valuation of bond where the future interests payment and the terminal value are discounted 
by the market rate and then summed up to arrive at the value of the bond similar is the price of the 
share where future dividend payments and sale price of the stock when it is sold is discounted by 
the required rate of return to arrive at the current market price of the stock. 

Stock Price =
D1

(1 + k)1
+

D2

(1 + k)2
+ ⋯ +

Dn

(1 + k)n
+

S

(1 + k)n
 

Where, 
D= Annual Dividend payment 
S= Selling price of the stock  
K= discount rate 

 
Three models used in Dividend Discount Model 

1. Zero Growth Model: 
This model assumes that the dividend paid every year will remain same and there will be no 

growth. Hence the price of the stock will be dividend divided by the required rate of return. It is 

similar to calculating the value of the perpetuity. 

𝐏 =
𝐃

𝐊𝐞
 

2. Constant Growth Model: 
Also known as Gordon Growth Model assumes that dividends grow by specific % every year  
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𝐏 = [
𝐃𝟎(𝟏 + 𝐠)

𝐊𝐞 − 𝐠
] 

Where, 
P = Market price of the share 

D0 = Current year dividend 

g = growth rate of the company 

Ke = Capitalization rate 

 

3. Variable Growth Model: 
This is the extended version of Constant Growth Rate where the growth rate changes after some 
years. 
Say, 4% for first three years, 6% for next year and 5% there on till perpetuity. 
The calculation of intrinsic value is simple, each phase should be calculate by using constant 
growth model and present values of each stage should be added together to derive the intrinsic 
value of the stock.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

MAKING THE CONNECTION 
 Boeing Co., Dec 16, 2014: Boeing Co. (BA) shares rose after the plane maker boosted its 

quarterly dividend by 25 percent and expanded a share-repurchase plan to $12 billion, the 
largest in its history. 
The payout will rise to 91 cents a share from 73 cents and will be payable March 6 to 

shareholders of record as of Feb. 13, Chicago-based Boeing said today in a statement. The 

increase exceeded analysts’ expectation of a 14 percent jump, to 83 cents, based on data 

compiled by Bloomberg. 
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Practical Problems 

1. XYZ Co. which earns `10 per share is capitalized at 10% and has a return on investment of 

12%. Determine the optimum dividend payout ratio and price of the share at the payout using 

Walter’s dividend policy model. 

 

2. The earnings per share of a company are `16. The market rate of discount applicable to the 

company is 12.5%. Retained earnings can be employed to yield a return of 10%. The company 

is considering a payout of 25%, 50% and 75%. Which of these would maximize the wealth of 

the shareholders? 

 

3. The following information relates to Maya Ltd. 

Earnings of the company  `10,00,000 

Dividend payout ratio  60% 

No. of shares outstanding  2,00,000 

Equity capitalization rate  15% 

Return on investment  12% 

a. What would be the market value per share as per Walter model? 

b. What is the optimum dividend payout ratio according to Walter’s model and the 

market value of the Company’s share at that payout ratio? 

 

4. X ltd. has an internal rate of return @ 20%. It has declared dividend @ 18% on its equity 

shares, having face value of `10 each. The payout ratio is 36% and Price Earnings Ratio is 

7.25. Find the cost of equity according to Walter’s Model and hence determine the limiting 

value of its shares in case the payout ratio is varied as per the said model. 

 

5. The following figures are collected from the annual reports of XYZ Ltd: 

 ` 

Net profit 30 lakhs 

Outstanding 12% preference shares 100 lakhs 

No. of equity shares 3 lakhs 

Return on Investment 20% 

What should be the approximate dividend payout ratio so as to keep the share price at `42 

by using Walter model? 
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------------------------------------------- [May 2005, 6 Marks] -------------------------------------- 

6. The following information pertains to M/s XY Ltd. 

Earnings of the company   `5,00,000 

Dividend payout ratio    60% 

No. of shares outstanding    1,00,000 

Equity capitalization rate   12% 

Return on investment    15% 

a. What would be the market value per share as per Walter model? 

b. What is the optimum dividend payout ratio according to Walter’s model and the market 

value of the Company’s share at that payout ratio? 

----------------------- [May 2006, 8 Marks] ------------ [Nov 2010, 8 Marks]------------------------ 

7. The following information is supplied to you: 

 ` 

Total earnings 2,00,000 

No. of equity shares (of `100 each) 20,000 

Dividend paid 1,50,000 

PE ratio 12.5 

Applying Walter’s Model 

a. Ascertain whether the company is following an optimal dividend policy. 

b. Find out what should be the PE ratio at which the dividend policy will have no 

effect on the value of the share. 

c. Will your decision change if PE ratio is 8 instead of 12.5? 

---------------------------------------- [May 2007, 8 Marks] ----------------------------------------- 

8. Goldi locks 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 

Dividend Paid `3,20,000 

Number of Shares 40,000 

Find the current market price of the share. Use Walter's Model. 

Find whether the company's D/ P ratio is optimal, use Walter's formula. 
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9. Star lite Limited is having its share quoted in major stock exchanges. The company is having 

a paid up capital of`10 lakh (`10 each share). Dividend is distributed at the rate of 20% per 

annum. Annual growth rate in dividend is expected at 2%. The expected rate of return on its 

equity capital is 15%. 

Calculate the value of the share of Star lite Limited based on Gordon’s model. 

 

10. Calculate the implied Growth Rate and Return on Equity 

Current stock price  = `65 

Next year’s dividend    =`4 

Capitalization rate   =12% 

Earnings retention ratio  =50% 

 

11. The shareholders of Yellow pages ltd. have an opportunity cost of capital of 20%. The 

company is making a steady profit of `25,00,000 annually and is following a 100% DP ratio. 

At present there is an opportunity before the company that the current income of`25,00,000 

may be invested instead of paying out. This investment will give rise to single pay off after 

three years. However, the normal dividend of `25,00,000 p.a. would continue next year 

onwards. 

What extra dividend the company must pay in three years time (out of the earnings of the 

fresh investment) so that the equity shareholders are equally content to wait for 3 years. 

 

12. X Limited, just declared a dividend of ̀ 14.00 per share. Mr. B is planning to purchase the share 

of X Limited, anticipating increase in growth rate from 8% to 9%, which will continue for 

three years. He also expects the market price of this share to be `360 after three years. 

You are required to determine:  

(i) The maximum amount Mr. B should pay for shares, if he requires a rate of return of 13% 

per annum. 

(ii) The maximum price Mr. B will be willing to pay for share, if he is of the opinion that the 

9% growth can be maintained indefinitely and require 13% rate of return per annum. 

(iii) The price of share at the end of three years, if 9% growth rate is achieved and assuming 

other conditions remaining same as in (i) above. 

Calculate the rupee amount up to two decimal points. 
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13. CMC plc has an all-common-equity capital structure and has 200,000 shares of £2 par value 

equity shares outstanding. When CMC’s founder, who was also its research director and most 

successful inventor, retired unexpectedly to the South Pacific in late 2009, CMC was left 

suddenly and permanently with materially lower growth expectations and relatively few 

attractive new investment opportunities. Unfortunately, there was no way to replace the 

founder’s contributions to the firm. Previously, CMC found it necessary to plough back most 

of its earnings to finance growth, which averaged 12% per year. Future growth at a 5% rate is 

considered realistic; but that level would call for an increase in the dividend payout. Further, 

it now appears that new investment projects with at least the 14 % rate of return required by 

CMC’s shareholders (ke = 14%) would amount to only £800,000 for 2010 in comparison to a 

projected £2,000,000 of net income. If the existing 20% dividend payout were continued, 

retained earnings would be £16,00,000 in 2010, but, as noted, investments that yield the 14 % 

cost of capital would amount to only £800,000.  

 

The one encouraging thing is that the high earnings from existing assets are expected to 

continue, and net income of £20, 00,000 is still expected for 2010. Given the dramatically 

changed circumstances, CMC’s board is reviewing the firm’s dividend policy.  

a. Assuming that the acceptable 2010 investment projects would be financed entirely by 

earnings retained during the year, calculate DPS in 2010, assuming that CMC uses the 

residual payment policy.  

b. What payout ratio does your answer to part (a) imply for 2010? 

c. If a 60% payout ratio is adopted and maintained for the foreseeable future, what is your 

estimate of the present market price of the equity share? How does this compare with the 

market price that should have prevailed under the assumptions existing just before the 

news about the founder’s retirement? If the two values of P0 are different. Comment on 

why?  

d. What would happen to the price of the share if the old 20% payout were continued? 

Assume that if this payout is maintained, the average rate of return on the retained 

earnings will fall to 7.5% and the new growth rate will be  

G = (1.0- Payout ratio) × (ROE) 

= (1.0 – 0.2) (7.5%) = (0.8) (7.5%) = 6.0% 
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14. Truly Plc presently pays a dividend of £2.00 per share and has a share price of £40.00.  

(i) If this dividend were expected to grow at a rate of 12% per annum forever, what is the 

firm’s expected or required return on equity using a dividend-discount model approach?  

(ii) Instead of this situation in part (i), suppose that the dividends were expected to grow at a 

rate of 20% per annum for 5 years and 10% per year thereafter. Now what is the firm’s 

expected, or required, return on equity? 

 

15. A company has a book value per share of `137.80. Its return on equity is 15% and it follows 

a policy of retaining 60% of its earnings. If the Opportunity Cost of Capital is 18%, what is 

the price of the share today? 

------------------------------------------ [May 2002, 6 Marks] --------------------------------------- 

16. The following information is given for QB Ltd. 

Earnings per share      `12 

Dividend per share      `3 

Cost of capital       18% 

Internal rate of return on investment   22% 

Retention ratio       40% 

Calculate the market price per share using  

a. Gordon’s formula 

b. Walter’s formula 

---------------------------------------- [May 2011, 8 Marks] ----------------------------------------- 

17. The following information is collected from the annual reports of J Ltd: 

Profit before Tax `2.50 Crores 

Tax rate 40% 

Retention Ratio 40% 

Number of Outstanding 

Shares 

50,00,000 

Equity Capitalization Rate 12% 

Rate of return on Investment 15% 

What should be the market price per share according to Gordon's model of dividend policy? 

--------------------------------------------- [May 2015, 4 Marks] ---------------------------------- 
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18. The Beta Co-efficient of Target Ltd. Is 1.4. The company has been maintaining 8% rate of 

growth in dividends and earnings. The last dividend paid was `4 per share. Return on 

Government securities is 10%. Return on market portfolio is 15%. The current market price 

of one share of Target Ltd. Is `36. 

i. What will be the equilibrium price per share of Target Ltd.? 

ii. Would you advise purchasing the share? 

 

19. Two companies A Ltd. and B Ltd. paid a dividend of `3.50 per share. Both are anticipating 

that dividend shall grow @ 8%. The beta of A Ltd. and B Ltd. are 0.95 and 1.42 respectively. 

The yield on GOI Bond is 7% and it is expected that stock market index shall increase at an 

annual rate of 13%. You are required to determine: 

(a) Value of share of both companies. 

(b) Why there is a difference in the value of shares of two companies. 

(c) If current market price of share of A Ltd. and B Ltd. are `74 and `55 respectively. As 

an investor what course of action should be followed? 

------------------------------------------------- [Nov 2015, RTP] ------------------------------------ 

 

20. With the help of the following figures calculate the market price of the share using Walter’s 

model and Dividend Growth model: 

Earnings per share (EPS)   `10 

Retention ratio                60% 

Cost of capital (k)    20% 

Internal rate of return on investment             25% 

 

21. P.L. Engineering Ltd. belongs to a risk class for which the capitalisation rate is 10%. It 

currently has outstanding 10000 shares selling at `100 each. The firm is contemplating the 

declaration of dividend of`5 per share at the end of the current financial year. It expects to 

have a net income of `1,00,000 and has a proposal for making new investments of `2,00,000.  

Show how under M-M hypothesis, the payment of dividend does not affect the value of the 

firm. 
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22. X Ltd. Has 8lakhs equity shares outstanding at the beginning of the year 2003. The current 

market price per share is ̀ 120. The Board of Directors of the company is contemplating ̀ 6.4 

per share as dividend. The rate of capitalisation, appropriate to the risk-class to which the 

company belongs, is 9.6%: 

i. Based on M-M Approach, calculate the market price of the share of the company, when 

the dividend is–(a) declared; and (b) not declared. 

ii. How many new shares are to be issued by the company, if the company desires to fund 

an investment budget of `3.20crores by the end of the year assuming net income for 

the year will be`1.60crores? 

--------------------------------------------- [May 2003, 10 Marks] ---------------------------------- 

23. Z Ltd. Is fore seeing a growth rate of 12% per annum in the next 2years. The growth rate is 

likely to fall to 10% for the third year and fourth year. After that the growth rate is expected 

to stabilize at 8% per annum. If the last dividend paid was `1.50 per share and the investors’ 

required rate of return is 16%, find out the intrinsic value per share of Z Ltd. As of date. You 

may use the following table: 

Years 0 1 2 3 4 5 

DiscountingFactorat16% 1 0.86 0.74 0.64 0.55 0.48 

 

24. Zumo & Co. is a watch manufacturing company and is all equity financed and has paid up 

capital `10,00,000 (`10 per shares) 

The other data related to the company is as follows: 

Year EPS Net dividend per share Share price 

2004 4.20 1.70 25.20 

2005 4.60 1.80 18.40 

2006 5.10 2.00 25.50 

2007 5.50 2.20 27.50 

2008 6.20 2.50 37.20 

Zumo & Co. has hired one management consultant, Vidal Consultants to analyze the future 

earnings and other related item for the forthcoming years. 

As a Vidal Consultant’s report 

(1) The earnings and dividend will grow at 25% for the next two years. 

(2) Earnings are likely at rate of 10% from 3rd year and onwards 

(3) Further if there is reduction in earnings growth occurs dividend payout ratio will increase 

to 50% 

Assuming the tax rate as 33% (not expected to change in the foreseeable future) calculate the 

estimated share price and P/E Ratio which analysts now expect for Zumo & Co. using the 

dividend valuation model. 
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You may further assume the post tax cost of capital is 18%.  

 

25. Mr. Aisth in king of buying shares at `500 each having face value of `100. He is expecting 

a bonus at the ratio of 1:5 during the fourth year. Annual expected dividend is 20% and the 

same rate is expected to be maintained on the expanded capital base. He intends to sell the 

shares at the end of seventh year at an expected price of `900 each. Incidental expenses for 

purchase and sale of shares are estimated to be 5% of the market price. He expects a 

minimum return of 12% per annum. 

Should Mr. A buy the share? If so, what maximum price should he pay for each share? 

Assume no tax on dividend income and capital gain. 

------------------------------------------- [May 2010, 4 Marks]-------------------------------------- 

 

26. Shares of Voyage Ltd. are being quoted at a price earning ratio of 8 times. The company retains 

45% of its earnings which are `5 per share. 

You are required to compute: 

a. The cost of equity to the company if the market expects growth rate of 15% p.a. 

b. If the anticipated growth rate is 16% p.a., calculate the indicative market price with the 

same cost of capital. 

c. If the company’s cost of capital is 20% p.a. and the anticipated growth rate is 19% p.a., 

calculate the market price per share. 

------------------------------------------ [May 2011, 8 Marks] ------------------------------------- 

27. Given the following information:  

Current Dividend           `5.00  

Discount Rate                                              10%  

Growth rate                                                   2%  

i. Calculate the present value of the stock.  

ii. Is the stock over valued if the price is `40, ROE = 8% and EPS = `3.00.  

Show your calculations under the PE Multiple approach and Earnings Growth model. 
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28. Telbel Ltd. is considering undertaking a major expansion an immediate cash outlay of 

`150crore. The Board of Director of company are expecting to generate an additional profit 

of `15.30crore after a period of one year. Further, it is expected that this additional profit shall 

grow at the rate of 4% for indefinite period in future. 

Presently, Telbel Ltd. is completely equity financed and has 50crore shares of `10 each. The 

current market price of each share is `22.60 (cum dividend). The company has paid a 

dividend of `1.40 per share in last year. For the last few years dividend is increasing at a 

compound rate of 6% p.a. and it is expected to be continued in future also. This growth rate 

shall not be affected by expansion project in any way. 

Board of Directors are considering following ways of financing the possible expansion: 

(1) A right issue on ratio of 1:5 at price of `15 per share. 

(2) A public issue of shares. 

In both cases the dividend shall become payable after one year. 

You as a Financial Consultant required to: 

(a) Determine whether it is worthwhile to undertake the project or not. 

(b) Calculate ex-dividend market price of share if complete expansion is financed from the 

right issue. 

(c) Calculate the number of new equity shares to be issued and at what price assuming that 

new shareholders do not suffer any loss after subscribing new shares. 

(d) Calculate the total benefit from expansion to existing shareholders under each of two 

financing option. 

----------------------------------------------- [Nov 2015, RTP] -------------------------------------- 

29. DEF Ltd has been regularly paying a dividend of `19,20,000 per annum for several years and 

it is expected that same dividend would continue at this level in near future. There are 

12,00,000 equity shares of `10 each and the share is traded at par.  The company has an 

opportunity to invest `8,00,000 in one year's time as well as further  `8,00,000 in two year's 

time in a project as it is estimated that the project will generate cash inflow of `3,60,000 per 

annum in three year's time which will continue forever. This investment is possible if dividend 

is reduced for next two years.  Whether the company should accept the project? Also analyze 

the effect on the market price of the share, if the company decides to accept the project. 
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Practice Problems 

30. In December 2011 AB co’s share was sold for `146 per share. A long term earnings growth 

rate of 7.5% is anticipated. AB Co. is expected to pay dividend of `3.36 per share.  

 

(i) What rate or return an investor can expect to earn assuming that dividends are expected 

to grow along with earnings at 7.5% per year in perpetuity? 

 

(ii) It is expected that AB co. will earn about 10% on book Equity and shall retain 60% of 

earnings. In this case, whether, there would be any change in growth rate and cost of 

equity? 

--------------------------------------------- [May 2012, 6 Marks] ------------------------------------ 

31. A firm had been paid dividend at ̀ 12 per share last year. The estimated growth of the dividends 

from the company is estimated to be 5% p.a. Determine the estimated market price of the 

equity share if the estimated growth rate of dividends (i) rises to 8% and (ii) falls to 3%. Also 

find out the present market price of the share, given that the required rate of return of the equity 

investors is 15.5% 

--------------------------------------------- [Nov 2009, 6 Marks] ------------------------------------ 

 

32. A share of Tension-free Economy Ltd. is currently quoted at, a price earnings ratio of 7.5 

times. The retained earnings per share being 37.5% is `3 per share. Compute:  

a. The company’s cost of equity, if investors expect annual growth rate of 12%.  

b. If anticipated growth rate is 13% p.a., calculate the indicated market price, with same 

cost of capital.  

c. If the company’s cost of capital is 18% and anticipated growth rate is 15% p.a., calculate 

the market price per share, assuming other conditions remain the same. 

 

33. Following are the details regarding three companies X Ltd., Y Ltd. and Z Ltd. 

 X Ltd. Y Ltd. Z Ltd. 

Internal rate of return (%) 5 20 15 

Cost of equity capital (%) 15 15 15 

Earnings per share (`) 10 10 10 

Calculate the value of an equity share of each of those companies applying Walter’s 

formula when dividend payment ratio (D/P) ratio is (a) 75% (b) 50% (c) 80%. 
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34. If a stock pays`4 dividend this year and the dividend has been growing 6% annually, then what 

will be the price of the stock next year, assuming a required rate of return of 12%? 

 

35. The earnings per share of Sundaram Ltd. Is `10. It has rate of return of 15% and the 

capitalization rate of risk class to which it belongs is 12.5%. If Walters model is used 

a. What should be the optimum payout ratio of the firm? 

b. What would be the price of the share at this payout? 

c. How shall the price of the share be affected if a different payout was employed? 

 

36. RST Ltd. has a capital of `10lakhs in equity shares of `100 each. The shares are currently 

quoted at par. The company proposes declaration of dividend of `10 per share at the end of 

the current financial year. The capitalisation rate for the risk class to which the company 

belongs is 12% 

What will be the market price at the end of the year, if 

a. Dividend is not declared? 

b. Dividend is declared? 

Assuming that the company pays dividend and has net profits of `5,00,000 and makes new 

investments of `10lakhs during the period, how many new shares must be issued? Using the 

MM model? 

--------------------------------------------- [Nov 2008, 8 Marks] ------------------------------------- 
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