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4 roin XYZ Ltd. earns * 10/ share. Capitalization rate A

-

Question 2. (Illustration 2)

XYZ Ltd. earns ¥ 10/ share. Capitalization rate and return on investment are 10% and 12%
respectively.

DETERMINE the optimum dividend payout ratio and the price of the share at the payout.

COND: Deras] 4

S D10
x Payowsr : x0%
D D=
T 1Az,
Ke t 0%

i optrmum Drvrdend Poyout:
irnce. v > Ke , the opNmum drvirdend poyoud = 07,

w.MP4

Po = b + (E-D) x ¥
Ke

Ke
e O+ (lo~0)x'2

10
106%
= Q0.
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Trmn The following figures are collected

| Question 3. (Illustration 3)
| The following figures are collected from the annual report of XYZ Ltd.:

| Net Profit X 30 lakhs | |

|| Outstanding 12% preference shares % 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 ¥ 42 by using |
| Walter’s model?

N~) :Detaus: (WnN-2): BPs
€ : b Net+ Profrd 30,006,000
xPovour * F - Preference Drvidend  (13,06,000)
b) N ¢ (100L X 13%)
T - 07 NP for esh 12006,000
Ke - 167 + NO OF E5 < 300,000
Po : 42 EPS 6

- 1. Payouws ratro:

D + C(E-D)x T

Po = K
Ke
P + (6-D) X 20
l6
ba =
16 7,

YA XI16v%e = D+ 7.5-1.25D
[e@SD =D = T7eS- G T2
6.3SD = 0.78
D= 3.2

. Payows Ratro = DPS RIOC = 3‘—"‘(;( 100 = B2,
EPS 6
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S0 The following information pertains

'Question 9. (Illustration 9)
| 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%
'| Rate of return on investment 15%
 CALCULATE:

(i)  Market value per share as per Walter’s model.
(i) Optimum dividend payout ratio according to Walter’s model and the market value of |

Company’s share at that payout ratio.

| (LOND : Derar)s: 2. 0) 3IMCR T > Ke,
E S CYSIEN) Optmum dryigend dayowt = o7
X Payout ‘X607
D 3 b) Mp4
r * 16% € 5
Ke : 1A, xPoyousr X 07
Po SP D NIL
1. mMps (walter’s model) 0O+ (ORI
r
D+ CE-DYXT _ b - 2
Po = Ke 1%
Ke
P0= S\Q\Og
3+ (5-3) x 15
Y
Po =
12,
PO = (’5'%3'/0
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(4 rin) The following information is
Question 11. (Illustration 11)

N

The following information is given below in case of Aditya Ltd.:
Earnings per share =% 60

Capitalisation rate = 15%

Return on investment = 25%
Dividend payout ratio = 30%

(i)  COMPUTE price per share using Walter’s Model.

(i)  WHAT would be optimum dividend payout ratio per share under Gordon’s Model.

n~) - Derould:
E - bo
X Payour : X307
D 18
T : d8v,
Ke C16Y,
Po - P

[. MPs (walter's Moge)):
D+ (E-D)x YT
P Ke
(¢]

Ke

18+ (60-~18) XS
Ky
Po =
16,

Ps = 586.67

Q. 3rnte 7> Ke
optrmum drvrdend paxout= 0%
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30 Mip The following information is 5upplied\

Question 13. (PP2)

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
Price/ Earnings ratio 12.5

Applying Walter’s Model:

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

(i) 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 12.57 ANALYSE.

Ke = X100
T PE Rarvo
Explanation :
J
s A
PE_Ratio (o5t OF equrty
M d L v AP 3
£o Dfdend  Borning  Gordons  CAPM
) approoch  approoch  Qpprooch  approoch

Ke = -£L x100
Po
EPs

2 00

Ke P X1

ke —— xr00
Mo 4
EPS

“ I
Ke = —— X100 .
) PE Rano
J




L (wN~) Detars:
E 1 10 (200000+20,000)
x Payous :
D : 1.5 (150,000 +¥0000)
L S 107 (wnN-3)
Ke : R% (ON-2)
Ys !

:(m N-2)- Codt OF EQWhy:
1

Ke ~ —————x 100
PE Rawo ©

s X 10
1.5 0

= g'/.

|(oN=3) : Repurn on Bquuty
L uoer?m €100
c

= V000 xpn
('ZC)/OQSKIOO)

= 18%,

4.0y mps
(Refore recommendaton)

D+ (E-D) x ¥ _
Ke

Yo =

Ke
7.5+ (10-7.6) x 10

%o = 8
4

Po = 1328

b) Recommendatron:
$rnce Y > Ke,
Optrrum Dividend Payowd=07.
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12 w110 The following figures are collected
Question 4. (Illustration 4)

| The following figures are collected from the annual report of XYZ Ltd.:

'| Net Profit X 30 lakhs |

|| Outstanding 12% preference shares % 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%;

| (ii) 50% and (iii) 100%.

| (DN Detroutd:

Ne4 Profr+ 30,00,000
(~ Preference Dryrdend (100L X127 ) (12,00,000)
NP Ror ESH 1€00,000
* No of F5 <+ 300,000
EPs 6
v 2 . L
Poyour () - VS, SO 1007,
Drvrdend : 1.5 3 6
G rowth:
Rete 0trron Cve ) 7S% S0Y, -
Return 0n EQuity () X 0% x 207, X 07
6% 10 % -

4L mPs Qs per Grordon’s Formoula:

Po = 0—')(’00

Ke-q
[\

L L 1
davour 9S¥. Pavoud Sor Payoust 100%
L5 100 —3 — xi00 6 Koo
16 ~1§ 16 ~10 t6-0
'So SO 378
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I D X Ltd. is a no growth company, pays

Question 5. (Illustration 5)
X Ltd. is a no growth company, pays a dividend of ¥ 5 per share. If the cost of capital is 10%,
COMPUTE the current market price of the share?

current o ) 5 = fo.

-~
-

mMps Ke 10,
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XYZ is a company having share capital

-

Question 6. (Illustration 6)

XYZ is a company having share capital of ¥ 10 lakhs of ¥ 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.

mps = Bi vipo

Re-g
(1OX 0%) + 2% % 106

1§5-9

s 208 xyp0
13
= 18.69

G J
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500D A firm had paid dividend at * 2 per share )

-

Question 7. (Illustration 7)

A firm had paid dividend at ¥ 2 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%.

. M0P3 (Gordons Growtn):

Ke-9
¢
NA L A
growth : 5 GrowHn: R GrowH: 3y
2+5% w10 2+ 8% w100 A3 e
[§-6 15~ 8 16~ 3
a 3086 17,19
\§ J
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Question 14. (PP3)

With the help of following figures

N

With the help of following figures CALCULATE the market price of a share of a company by using:

(i) Walter’s formula

(i

ii)

Dividend growth model (Gordon’s formula)

Earnings per share (EPS) 10
Dividend per share (DPS) 26

Cost of capital (Ke) 20%
Internal rate of return on investment 25%
Retention Ratio 40%

WN-D - Detcurls:

E L 10
X Poyout -

) : b

Y : Sy

Ke !0

) mps Cedolters moden) :

0 + (B~p) x Y

Ke
Foe Ke
6 + C10-6) x ¥4S_
Po = 20
207
" Po = §§

(WN) - Growth:

Resentron(zdx Resen on equuty (%)
Yo 7. x A8,

10%

Q) MPs ( Gordon’s Growth Mode))

Po = —P' %100
Ke-9
s 6 xioo
Q610
Po= GO
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| Question 15. (PP4)
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The annual report of XYZ Ltd

| The annual report of XYZ Ltd. provides the following information:

‘| Particulars Amount )

| | Net Profit 50 lakhs | |
Outstanding 15% preference shares 100 Llakhs

[ No. of equity shares 5 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%;
(i) 100%.
L @N-D : Derarrse
Ner ProFit 50,006,000
=) Preference Dividend (100L X!16%e) (15,00,000)
NP for ESH 3600,000
t NoGF F5 <~ 500,000
EP5 Va4
L
L J p
Poyour Cve) ¢ VS 7 207. 166,
Drvigena 176 3.5 7
Grrowth -
Rerentron (n) 7S% oo _
Repurn CYe) x YO/ X407 X0,
16y, | 6% =
L.MPs (gordons Growtnh Modey)
Por —2' xi60
Ke ~
(A
A A L
Growtn: 16 Growth =16 Growtn=N21
176 3.5 ”
-2 Y100 —= x| X
6= Io 1610 X100 PN 100



| Question 10. (Illustration 10)

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

-share price using Gordon’s model.
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Taking an example of three different

| | Sources Firm Firm Firm
| r> Ke r= Ke < Ke
r (rate of return on retained earnings) 15% 10% 8%
| | Ke (Cost of Capital) 10% 10% 10%
| E (Earning Per Share) 310 10 %10
| | b (Retained Earnings) 0.6 0.6 0.6
' | 1- b (Dividend Payout) 0.4 0.4 0.4
L (WON-~D: Deras1s:
EPs=10
Y
& b A
Poyousr (%) Yoy Yo7 Y07,
Dryrdend Y 4 Y
rowth:
Resentron () 602, 6o7. 6o7.
q ./0 G ./c {{0? '/0
1. mps (Gordons Growtn moden):
b= —21 %00
Ke-9
&b L T A
Growth: 9 x Growth: b Growtn : 4.8y
4 X 100 L K100 —— XI60
’0"‘9 ‘0’6 ID'- L’IQ
Yoo 100 76 ~02_
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MODIGLIANI and MILLER (MM) Approach
Irrelevance Theory
(Dividend is MM Approach
irrelevant)
Theories of Dividend .
Relevance Theory Walter's Model
(Dividend is < :
relevant) Gordon's
Model
MM Approach :
mP4 yaliue of Frm
Po = D) + Py NPy = (n+an) P, + €-2
! +Ke | +Ke
Ps © Curreny mes n : Exrstrng shares
P1 * Expected mP3s an . New 4hores
D) ° Expecked DPS 1 ° Investment
Ke * Costof Equity E : Earning
Explonatfon :
I + 10, el
Po - Ke = 10% P 108
Dy 2
110
D1+P
I +Ke
. +108
| +107,
= 100-.




Question 1. (Illustration 1)

L (WND . Detarld:
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AB Engineering Ltd. belongs

AB Engineering Ltd. belongs to a risk class for which the capitalization rate is 10%. It currently |
| has outstanding 10,000 shares selling at ¥ 100 each. The firm is contemplating the declaration |
| of a dividend of ¥ 5 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. CALCULATE the |

value of the firm when dividends (i) are not paid (ii) are paid.

Ps * Current mPs ' 100
P Expected mPs ?
D) * Expecred DPS 5
Ke : Costof Equity t 10Y
n : Exrstrng shares t 10,000
an : New 5hores e 7
1 Investment . OG000
E * Earning > 160,000
Porti'ca 10 rs bdrvrdend pard Drvidend not paud
1. Expeched MPp4 (Py):
Po = P+ Dy 100 = M 100 = Phh+o
14 Ke | +107. 1+-107,
100X 11> Py +6 1006 X1s] 2 P
Py = 10§ Ph=nio
4. New shares (An)
a) Investment a) 200,000 200,000
b) Rerarned C-:er'ng
Eomv'ng 106,000 100,000
~ pryrdend pard (nDy) (5o.000) -
( §X10,000)
b HOL0O0 100,000
¢) Funds Requwred (a-b) 150,000 166,000
d)_Expecsed mps + 6% + 110
) New 3$hores 1428.6% 909.09
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Extrq Dividend pard Divrdend Not pasd

n ’OIOOO ,O/OOO

+ 4n 1438.6% 909.09

F1428.57 10909.09

x P x 1868 X 110

(Cros1ng)  Yatue of Frrm 100,000 100,000

Particalors brvirdend payd Dryrdend not paud

3. yalue OF frem
(N+an) Py +B-1 (10000+1438.57) X 105 (10,000+909:09)RI10

8] Po &
I +Ke + 100,000 -200,000 + 100,000 - 00,000
1+ 10V I+167
- 16,00,000 10,00,000 .
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Derrvation

¥ Yalue OF frem
np (N+an) Py +B-7
0 FJ

I +Ke

o) Funds requured:
tovestment - Redarned Egrorng
(Eorning ~Drordend )

I- (E"hDy)
- b New Shores:
AR = I‘(E"ﬂop)
P

3

an; = ‘I-E+n0,

an; = ‘I‘E'"nD’

O Current mMPq :
P - Dl+Pr

T 1 tke
(mou4rply n)

nPy = _Nb1 + 0Py
| + Ke
(+anp, )—AﬁP,>

nD, HnP, +anP, L anp,

'+ Ke /

nor+ P (N+4An) ~[An P
nfye-

any = 'I“E"‘ﬂo’

| +Ke
X X
nD,+ P (n+an) -1 +E-nD,
nPo’-‘
I +Ke

NPy D1 (0tan) -3 +€
l +Ke
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1 ™IL M Ltd. belongs to a risk class for |

Question 12. (PP1)
' M Ltd. belongs to a risk class for which the capitalization rate is 10%. It has 25,000 outstanding
-shares and the current market price is ¥ 100. It expects a net profit of ¥ 2,50,000 for the year and
' the Board is considering dividend of ¥ 5 per share.

M Ltd. requires to raise ¥ 5,00,000 for an approved investment expenditure. ILLUSTRATE, how the
| MM approach affects the value of M Ltd. if dividends are paid or not paid.

((WND : Derard:
Ps * Current mePs

' 100
Pr * Expecred mps ?
D) ° Expecked DPS B
Ke * Costof Equrty 107,
n : Exrstrng shares ' Q8000
an : NRw 4hores ?
1 Investment : 600,000
E : Earning 1 480,000
Portircalors brvrdend paud Dryirdend not paud
1. Expeced MP4 (Py):
Pa = Pt Dy 100 = P’L 100 = P'L
14 Ke I+ 107. 14107,
I00X1-I= Pr + 6 100 XIst = Py
Pi= 105 Pr2 110
- R. New shares (An)
a) Inveistment a) 860,000 500000
b) Berarned Eorping
Eomv'ng {80,000 220,000
~ pryrdend pard (nD;) (1Re000) ~
(YSOO0XS)
p 1RS000 < $0,000
¢) Funds Reqwted (a-b) 378000 ¥ 86,000
d)_Expected mps + 108 =110
e New $hares 3571.42 Q272.73
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Porti'caalors

j.yalue OF #rem
np (N+an) Py +E-1
0 ¥

I +Ke

Drvidend paud

Dryrdend not paud

(23000+3571.43) X105
+ 9 S6,000 - 500,000

I +10%

R SOCP00,

(3000 +2272.73) X110
+ 80,006 -~C00.000

I +10y.

« SODOCO -

N
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RST Ltd. has a capital of * 10,00,000

| Question 8. (Illustration 8)

| RST Ltd. has a capital of ¥ 10,00,000 in equity shares of ¥ 100 each. The shares are currently |

I quoted at par. The company proposes to declare a dividend of ¥ 10 per share at the end of the |

| current financial year. The capitalization rate for the risk class of which the company belongs is |
12%. COMPUTE market price of the share at the end of the year, if

(i) dividend is not declared

| (ii)  dividend is declared

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

| investments of ¥ 10,00,000 during the period, CALCULATE number of new shares to be issued? |
Use the MM model.

(WND - Derard:

P+ Current mes * 100
P Expected mPs !
D) * Expecred DPS : 10
Ke * Costof Equity BEVA
n : Exrstrng shares t 10,000 (10L=100)
an : New Shores '
1 Investment 10,0000
E !Ec)rm'ng . 500,000
Parti'culors brvrdend payd Drvidend not paud
1. Expecked MPs (Py):
Pr+ D) 1660 = P + 10 100 = Py +o0
4+ Ke +18Y. [+127
100 XI1.1Q = Py +10 100%X11Q =P
| 109, 119
4. New 4shares (An)
Q) Investrment a) 10,00000
b) Rerarned Earning
Eomv'ng 500000
~ pivrdend pard (nDy) (105000)
(10000X 16)
» 400000
¢) Funds Requred (a-b) 600000
d)_Expected mp4 + o2
e New 3hores £832.35 or RRR3 shares ,
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1 mip Aakash Ltd. has 10 lakh equity shares
' Question 18. (PP7)
. Aakash Ltd. has 10 lakh equity shares outstanding at the start of the accounting year. The |
|- existing market price per share is 150. Expected dividend is 8 per share. The rate of capitalization |
| appropriate to the risk class to which the company belongs is 10%. |
(i)  CALCULATE the market price per share when expected dividends are: (a) declared, and (b)
' not declared, based on the Miller - Modigliani approach. '
I (ii)  CALCULATE number of shares to be issued by the company at the end of the accounting |
year on the assumption that the net income for the year is 3 crore, investment budget is 6 |
. crores, when (a) Dividends are declared, and (b) Dividends are not declared. .
(iii) PROOF that the market value of the shares at the end of the accounting year will remain

unchanged irrespective of whether (a) Dividends are declared, or (ii) Dividends are not |
declared.

(WN) : Detord:

Ps * Current mps ' 150 n : Exrstrng shares t 1000,000 |
P1 * Expected mP3s to® an : New $hores bR
D) ° Expecked DPS P 8 1 ° Investment . 6 er.
Ke : Costof Equity t10% E * Earning . 3cr.
Partculors brvrdend pard Dryrdend not pasd

1. Expected MP4 (Py):

Pr+ D) T Pr+ & 160 = P +0

14+ Ke 1 +107. I+107

150X 1] = Pr+8 150 X1 = P,
P =K% P, = 166

: ?. New shares (ANn)

Q) Investment a) 66000,000 600,000,000
b) Rerarned Eorning
Eorm'ng 300,006,000 300,00,000
~ pryrdend pard (nDy) (20,00,000) -
(1005000 XB)
b Q0,00,000 300-00,000
¢) Funds Reqwrred (a-b) 380,006,000 306,006,000
d)_Expected mps4 + 187 + 166
©) New 3$hores 2342038.23 11818418
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Partculors drvrdend payd Drvrdend not pasd
3.yalue of £rem (END) |
NPy = (n+an) P (1000000 +242038.23)  (10,00,C00+121818.18) |

x 167 X 165
= 1960,060000 = 19,505,00,000 .

EXtrQ: QUESHren I3 os&'mg valiye of Arm
or the end & nNo+ b@fﬂrng.

Hence, it is proved that the fotal market value of shares remains

unchanged irrespective of whether dividends are declared, or not declared.
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9 M Mr H is currently holding 1,00,000

Question 19. (PP8)

Mr H is currently holding 1,00,000 shares of HM ltd, and currently the share of HM ltd is trading
on Bombay Stock Exchange at ¥ 50 per share. Mr A have a policy to re-invest the amount of any
dividend received into the shared back again of HM ltd. If HM ltd has declared a dividend of ¥ 10

per share, please determine the no of shares that Mr A would hold after he re-invests dividend
in shares of HM ltd.

Drvrdend recerved (100000 dhores x 10) 10,060,000
Morkes varue ex~dryrdend  (650-10) 40
New 3hores ?S000
Exrstrng shores 100,000
198000
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Following information is given

Question 20. (PP9)
Following information is given pertaining to DG ltd,

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

Book Value per share ¥ SOOO 400 per share

If company decides to repurchase SDQO shares, at the prevailing market price, what is the

resulting book value per share after repurchasing.

WnN=1): MPS:
PE Rotro = MP3
EPs
90 = NP3
{8

MPs = d0 X946 = SO0

Book Vvatue beFore fe-purchase Y00,00,000
( 100,000 X4 00)
- Re-purchase  (9SO00 X SOO) (1,95,06,000)
2T 600,000
< NO OF $hars (100,000 ~VS0O00) < 780006
BOOK varue der share affer re-purchase . 366.67
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( In the month of May of the curren‘r\

Question 17. (PP6)

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

A long term earnings growth rate of 7.5% is anticipated. RT Ltd. is expected to pay dividend of

¥ 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?

i. Return expected by Investor | Ke:
Ke = Q% xuoo) +9

6
- <'?—° moc> VA
460
< 8‘87./.

Q. @) Rexrsed Growth Rate:
Retention (%) x Rerorn (%)
607e X 10%

67
b) a1d Retenhon 7e
ord . old % 0!d
growt rofe Rerentron C7e) Return (7 )

M6 = 0ld Relentiom x 107,
7S = 0ld Redentran

107

. 0ld retentronz TS%

c) EPs: Y R,
EpPs 100 ? %0
~ Poyows ¢ %) NS L0
RerenHon C%) 7S
q y,
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o) Rewrsed Oryrdend:
Ers go
X Poyous X 407, (100 - 6O
32
e) Rexrsed Ke:
Ke = <—M xvoo> + 6
460
= %9y,
J
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ERO) A&R Ltd. is a large-cap multinational

Question 16. (PP5)

| A&R Ltd. is a large-cap multinational company listed in BSE in India with a face value of ¥ 100 |
I 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 |
| ¥ 120 as dividend per share for the current Financial Year. The shares of the company traded at |
an average price of ¥ 3,122 on last day. FIND out the intrinsic value per share and state whether

| shares are overpriced or underpriced.

1S 1S~ 1S 1S~ S
Yo ¥ Ya Y Yy Yag
D= I0 133 1658.% 12251 R09,28 Q0.3
) Os ,
Py e 25 xip0
Ke~9
Py= 136943

(wNY: MPs ar Year 4 cemd):

Py 226.37 s
R0-~6
Pq = ’#69.’3

calculatron OF Intrinsre value | Present vaiue:

Near cosh Flovy PYF 3:07. Py

| 138 0+833 e
1 88.7 0.69Y 1o
3 122.51 0.5%9 166
Y 1679.0! 0-482 209
(v09.88+1469-13)
Intrrns)ic volue 4o
Current MPeP3 312
-.3hore Qre oyervaiued b\/ 1982



