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Ch 4 Dividend Decisions S u p e r  1 0 0

CA Pankaj Aswani (AIR 10) P a g e | 4 . 5

Question 6 (Vault Q. 21)        [Corrected - ICAI SM]

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?

(ii) 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)
computed as follows:

Ke  = + g = + 7.5% = 0.0137 + 0.075 = 0.0887 or 8.87%

(ii) With rate of return on retained earnings (r) is 10% and retention ratio (b) is 60%, new growth rate
will be as follows:

g = br = 0.10 × 0.60 = 0.06 = 6%

Accordingly, dividend will also get changed and to calculate this, first we shall calculate previous
year retention ratio (b1) and then previous EPS assuming that rate of return on retained earnings (r)
is same.

With, previous Growth Rate = 7.5%, and r =10%, the retention ratio comes out to be:

0.075 = b1 × 0.10

b1 = 0.75 and payout ratio = 0.25

With 0.25 payout ratio the previous EPS will be:

= 80

With new 0.40 (1 0.60) payout ratio, the new dividend will be

D1 = 80 × 0.40  =  32

Accordingly, new Ke will be: 

Ke = + 0.06 = 0.0819 = 8.19%

Question 7 (Vault Q. 24)         [RTP Sep 24]

The following information is taken from Gamma Ltd.

Net Profit for the year 30,00,000

12% Preference share capital 1,00,00,000

Equity share capital (Share of Rs 10 each) 60,00,000

Internal rate of return on investment 22%

Cost of Equity Capital 18%

2424))

The following information is taken from Gamma Ltd.The following information is taken from Gamma Ltd.

r =10%, the retention ratio comes out to be:

EPS will beEPS will be:

0.60) payout ratio, the new dividend will be0.60) payout ratio, the new dividend will be

will be: 

0.0819 = 0.0819 = 8.8.19%

or 8.887%7%

With rate of return on retained earnings (r) is 10% and retention ratio (b) is 60%, new growth rateWith rate of return on retained earnings (r) is 10% and retention ratio (b) is 60%, new growth rate

Accordingly, dividend will also get changed and to calculate this, first we shall calculate previousAccordingly, dividend will also get changed and to calculate this, first we shall calculate previous
EPS assuming that rate of return on retained earnings (r)EPS assuming that rate of return on retained earnings (r)

r =10%, the retention ratio comes out to be:r =10%, the retention ratio comes out to be:


















































































































































































































