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BACKGROUNDBACKGROUNDBACKGROUNDBACKGROUND 

For better understanding of the chapter “Dividend Policy”, we should understand 

the two terms (i) “Pay – out ratio” (denoted as P/O ratio) and (ii) Ratio of 

retained earnings (denoted as ‘b’). 

• P/O ratio is the ratio of dividend per share to EPS.  

• b denotes the ratio between retained EPS to EPS. 

For example: 

EPS Dividend per share P/O ratio b 

5 2.00 0.40 0.60 

6 4.50 0.75 0.25 

8 2.00 0.25 0.75 

10 4.00 0.40 0.60 

12 3.00 0.25 0.75 
 

  
 

    

The subject matter of the dividend policy is whether pay-out ratio has any impact on 

the market price of the share or not. In other words, if we change the pay-out ratio, 

whether market price of the share will change (if yes, in which direction) or not. For 

example, if we increase the P/O ratio, whether the market price of the share will 

increase or decrease or there will be no change. 

THERE are two theories of dividend policy. One was first suggested by Modigliani and 

Miller (MM) in 1961 and says dividends are irrelevant and the amounts paid (as 

dividends) do not effect the price of the shares of the company in long-run. The 

other theory asserts that dividends are relevant and will affect the share prices. 

    

IIIIRRELEVANCE RRELEVANCE RRELEVANCE RRELEVANCE THEORYTHEORYTHEORYTHEORY    

Miller and Modigliani have opined that the price of equity shares of a firm depends 

solely on its earnings power and is not influenced by the manner in which its 

earnings are split between dividends and retained earnings. They observed “under 

conditions of perfect capital markets, rational investors, absence of tax 

discrimination between dividend income and capital appreciation given the firm’s 
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investment policy, its dividend policy may have no influence on the market price of 

the shares.” In other words, the price of share is not affected by the size of the 

dividend. 

MM provide the following proof in support of their views. According to them, 

market price of share in beginning of a year (P) is equal to present value of sum of 

dividend at the end of the year (D
1) and market price of the share at the end of year 

(P
1). Now suppose a firm requires certain amount for investment (I) at the end of 

first year. It will raise an amount equal to amount of investment (I) minus earnings 

(E) of first year plus dividend paid at the end of first year (nD
1
) where n = number of 

shares outstanding in the beginning of the year and D
1
 is dividend per share at the 

end of first year. To raise this amount, the firm will issue m shares at P
1
. 

  D
1
 + P

1
 

P = ———– 

  1 + Ke 

where Ke = cost of equity capital. With reference to Dividend policy, it is also 

referred as capitalization rate/rate of capitalization/discount rate. 

        nD
1
 + nP

1
 

nP    =   ———— 

           1 + Ke 

where nP = Value of all shares in beginning of year, it is value of business in 

beginning of year. It is also denoted by V. 

 

    nD
1 + nP

1
 + mP

1
 – mP

1
 

nP =  —————————— 

  1 + Ke 

     nD
1
 + (n + m) P

1
 – (I – E + nD

1
) 

nP =  —————————————— 

  1 + Ke 

  (n + m) P
1
 – I + E 

nP = ———————— 

  1 + Ke 

Since dividend is absent in final equation, MM conclude that dividend does not 

affect the market price of share. The Theory (MM theory of dividend irrelevance) is 

not considered to be realistic because of its unrealistic assumptions. 

Q. No. 1Q. No. 1Q. No. 1Q. No. 1:::: A company belongs to a risk class of which appropriate capitalization rate 

is 10 per cent. It currently has 1,00,000 shares selling at Rs.100 each. The firm is 

contemplating the declaration of a dividend of Rs.6 per share at the end of current 
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fiscal year, which has just begun. Answer the following questions on the basis of MM 

model. 

 (i) What will be the price of the shares at the end of the year if a dividend is not 

declared? What will it be if it is declared? 

 (ii) Assuming that the firm pay dividend, has net income of Rs.10,00,000 and makes 

new investment of Rs.20,00,000 how many new shares must be issued. [M. 

Com., Delhi adapted] 

AnswerAnswerAnswerAnswer    

            D1 + P1 

P0 = ----------  

            1 + Ke 

 

If dividend is not declared If dividend is declared  

             0 + P1 

100 = ----------  

            1 + 0.10 

P1 = 110    

              6 + P1 

100 = ----------  

            1 + 0.10 

P1 = 104    

 

                                            I – [E – ND1] 

Let no. of new shares = m = --------------- 

                                                    P1 

                                        20,00,000 – [ 10,00,000 – 6,00,000 ] 

                            m = ------------------------------- = 15,385 shares  

                                          104 

                    Q. No. 2: Q. No. 2: Q. No. 2: Q. No. 2: ABC Ltd. has 50,000 outstanding shares. The current market price per 

share is Rs.100 each. It hopes to make a net income of Rs.5,00,000 at the end of 

current year. The Company’s Board is considering a dividend of Rs.5 per share at 

the end of current financial year. The company needs Rs.10,00,000 for an approved 

investment expenditure. The company belongs to a risk class for which the 

capitalization rate is 10%. Show, how does the M-M approach affect the value of firm 

if the dividends are paid or not paid. (Nov. 2006)(Nov. 2006)(Nov. 2006)(Nov. 2006) 

    

Answer Answer Answer Answer     

DividDividDividDividend is paid:end is paid:end is paid:end is paid:    

Market price per share if dividend is paid   =   105 

Funds to be raised = funds required – (earning – dividend) 

                               = 10,00,000 – (500000 – 250000) = 750000 

No of shares issued = 750000 / 105 = 7143 

Total no of shares = 50000 + 7143 =57143 

Market value of the firm = 57143 x 105 = 60,00,015 say 60,00,000 

Dividend is not paid:Dividend is not paid:Dividend is not paid:Dividend is not paid:    

Market price per share if dividend is not paid   =   110 
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Funds to be raised = funds required – earning  

                               = 10,00,000 – 500000 = 500000 

No of shares issued = 500000 / 110 = 4546 

Total no of shares = 50000 + 4546 = 54546 

Market value of the firm = 54546 x 110 = 60,00,060 say, 60,00,000 

    

(Similar(Similar(Similar(Similar    question appeared in Nov. 2008 SFM)question appeared in Nov. 2008 SFM)question appeared in Nov. 2008 SFM)question appeared in Nov. 2008 SFM)    

    

RELEVANCE THEORYRELEVANCE THEORYRELEVANCE THEORYRELEVANCE THEORY    

    

(A) Traditional View(A) Traditional View(A) Traditional View(A) Traditional View 

As per this view, share-markets place considerably more weight on dividends, than 

on retained earnings. Graham & Dodd observed “The stock market is 

overwhelmingly in favour of liberal dividends.” Shareholders often prefer cash now 

as dividends rather than a wait for benefits in an uncertain future. Hence as per this 

view, value of share is positively correlated with size of dividend. The advocates of 

the theory opine that a bird in hand is better than two in the bushes. 

(B) Walter’s Model(B) Walter’s Model(B) Walter’s Model(B) Walter’s Model 

• Walter has proposed a model for share valuation which supports the view that 

the dividend policy of a firm has a bearing on share valuation.  

• He emphasized two factors which influence the market price on a share. The 

first is dividend payout ratio and the second is the relationship between 

internal return on retained earning (r) and cost of equity capital (Ke ). 

• Walter classified all the firms into three categories:  

(i) Growth firms,  

(ii) Declining firms, and  

(iii) Normal or constant firms.  

GROWTH FIRM: He refers a firm as growth firm if the rate of return on retained 

earnings (r) exceeds its cost of equity capital (Ke). It means if the firm retains 

the earnings; it can invest the retained funds at higher rate of return than the rate 

of return to be obtained by shareholders by investing the dividend amount in case 

the firm does not retain the earnings. In such a situation, the shareholders would 

like the company to retain maximum amount, i.e., to keep payout ratio quite low 

because low dividends would be more than compensated by higher returns on 

retained earnings. Hence in case of such firms there is negative correlation 

between dividend and market price of shares. Lower the dividend, higher the 

market price of shares. Higher the dividend, lower the market price of shares.  

CONSTANT FIRM: A firm is referred as constant firm if rate of return on 

retained earnings is equal to cost of equity capital. It means if the firm would 

retain the earnings it would obtain return equal to the return to be obtained by 

shareholders by investing dividend. In this situation, the shareholders would be 

indifferent about splitting off of the earnings between dividend and retained 
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earnings. Hence market price of share won’t be influenced by dividend rate. The 

correlation between dividend rate and market price of the shares would be nil.  

DECLINING FIRM: Walter refers a firm as declining firm if its rate of return on 

investments is lower than its cost of equity capital. It means if the firm retains 

the earnings, it can invest the retained funds at lower rate of return than the rate 

which can be obtained by the shareholders by investing the dividend amount (in 

case the firm does not retain the earnings). In such a situation, the shareholders 

won’t like the firm to retain the profits or to retain only minimum so that they can 

get higher returns by investing the dividends received by them. Hence, in case of 

such firms there would be positive correlation between dividend size and market 

price of the share. Higher dividend, higher market price of the shares. Lower 

dividend, lower market price of the shares.  

Walter concludesWalter concludesWalter concludesWalter concludes: (i) the optimum payout ratio is nil in case of growth firm, (ii) 

the payout ratio of a constant firm is irrelevant, (iii) the optimum payout ratio for 

a declining firm is 100 per cent. 

                Walter’s TheoryWalter’s TheoryWalter’s TheoryWalter’s Theory    

Category  

of firm 

r v/s Ke Correlation between dividend  

size and market price of the 

share 

Optimum 

P/o ratio 

Growth  r > Ke Negative  Nil  

Constant  r = Ke No correlation Every P/o is optimum 

Decline  r < Ke Positive  100% 

 

                       r                       r 

    D + (E – D) —         (E– D) — 

      Ke     D           Ke 

P = ———————–    = —–   + —————   

                   Ke                     Ke                Ke 

 

E = Earning per share, 

D = Dividend per share 

P = Market price per share 

                        D 

The first component    —   is the present value of an infinite stream  

                        Ke 

of dividends. For this component, Walter assumes (i) constant dividend per share, (ii) 

no earnings on retained earnings, and (iii) no increase in the value of share on 

account of retained earnings. 
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                                                     r 

       (E – D) —– 

                  Ke 

The second component is = —————— 

                   Ke 

In this component Walter considers earnings on retained earnings. It represents 

present value of earnings on retained earnings of all coming (infinite) years. 

P.V. of earnings of retained earnings of year I: 

 (E – D).r  (E – D).r     (E – D).r 

 ———— + ———— + . . . =  ————— 

   (1 + Ke )
2    (1 + Ke )

3         Ke  (1 + Ke ) 

P.V. of earnings of retained earnings of year II: 

 (E – D).r  (E – D).r   (E – D).r 

 ———— + ———— + = ————–— 

 (1 + Ke )
3  (1 + Ke )

4  Ke  (1 + Ke )
2 

and so on. 

P.V. of earnings of retained earnings of all years : 

                              r 

                  (E – D) — 

 (E – D).r         (E – D)r             Ke 

 ————–   + ————— + ... = ————— 

 Ke (1 + Ke )  Ke
  (1 + Ke )

2                      Ke                

                                                               

                                                                              r 

                    (E – D) — 

             D              Ke 

Sum of both components = —– + ————— 

             Ke       Ke 

 

          r 

   D + (E – D) —– 

          Ke 

  = ———————  

  Ke 
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The limitation of the model is that it does not consider earnings on earnings on 

retained earnings. 

Q. No. 3Q. No. 3Q. No. 3Q. No. 3    :::: E.P.S. Rs.16. The market rate of discount applicable to the company is 12.5 

per cent retained earnings can be employed to yield a return of 10 per cent. The 

company is considering a payout of 25 per cent, 50 per cent and 75 per cent. Which 

of these would maximize the wealth of shareholders? 

AnswerAnswerAnswerAnswer    

                                                          r 

        D + (E – D) —– 

                        Ke 

 P = ——————---------  

                                 Ke    

                 

P/O ratio  Market price  

25%    4 + (16-4)(0.10/0.125) 

-------------------  = 108.80 

             0.125  

 

50% 

 

8 + (16-8)(0.10/0.125) 

-------------------  = 115.20 

             0.125 

75% 12 + (16-12)(0.10/0.125) 

-------------------  = 121.60 

             0.125 

The company may opt for 75% P/O ratio. 

    

Q. No. 4Q. No. 4Q. No. 4Q. No. 4 : P.E. Ratio 5, EPS 5. Dividend per share Rs. 4. Rate of return on 

investments 20 per cent. Find market price of the share after dividend announcement 

using Walter Model. 

    

AnswerAnswerAnswerAnswer : PE = Market price per share / EPS1 = 5  

              Ke = EPS1 / Market price share = 1/5 = 0.20 = 20% 

                          r                   

    D + (E – D) —          

           Ke     4 + (5-4)(0.20 / 0.20) 

P = ———————–    = ------------------  = Rs. 25. 

                   Ke                              0.20 
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    (C) Gordon Model(C) Gordon Model(C) Gordon Model(C) Gordon Model 

According to Gordon, market price of share is equal to present value of all future 

dividends. His main contention is that rate of growth of dividend is a function of 

retained earnings and rate of return on retained earnings. (g = b.r, where g = rate of 

growth, b = proportion of retained earnings, r = rate of return of retained earnings. 

His conclusions are similar to those of Walter. If r > Ke, lower payout ratio is in 

interest of shareholders as lower dividend ratio would be more than compensated by 

higher growth rate of dividend. Hence lower payout ratio will result in higher market 

price. If r < Ke, higher dividends would be preferred by shareholders as retained 

earnings would be invested by the company at rate lower than the rate expected by 

them, so they won’t like to leave the earnings with the company. Hence higher 

dividend rates would result in higher market price. If r = Ke, growth rate will exactly 

compensate for loss of dividend, i.e., for the profits retained by the company. Hence, 

the shareholders would be indifferent between dividend and retained earnings. 

Correlation between dividend and market price of the share would be nil.  

  D1  D1 

P = ——– = ———— 

  Ke – g  Ke – b.r. 

The limitation of this model is that it can be applied only if Ke is more than br. 

Q. No. 5Q. No. 5Q. No. 5Q. No. 5: Following are the details regarding three companies X Ltd., Y Ltd., & Z Ltd.    

  X Ltd. Y Ltd. Z Ltd. 

 r 20% 15% 10% 

 Ke 15% 15% 15% 

 E    Rs.4 Rs.4 Rs.4 

Calculate the value of an equity share using Gordon Model if dividend payout ratio is 

50 per cent and 75 per cent.                                                                                                                                

    

Answer:Answer:Answer:Answer: 

X LTD. 

Payout ratio 50%:                            2 

                                P =  -----------------  = 40 

                                                                                                                                                            (0.15) – (0.50x0.20) 

Payout ratio 75%:                          3                                    

                              P =  -----------------  = 30 

                                                                                                                                                            (0.15) – (0.25x0.20) 
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Y LTD. 

Payout ratio 50%:                        2 

                                P =  -----------------  = 26.67 

                                                                                                                                                                    (0.15) – (0.50x0.15) 

 

Payout ratio 75%:                       3 

                                P =  -----------------  = 26.67 

                                                                                                                                                            (0.15) – (0.25x0.15) 

 

Z LTD. 

Payout ratio 50%:                          2 

                                P =  -----------------  = 20 

                                                                                                                                                            (0.15) – (0.50x0.10) 

 

Payout ratio 75%:                           3 

                                P =  -----------------  = 24 

                                                                                                                                                                        (0.15) – (0.25x0.10) 

    

    

Some more  views about dividend :Some more  views about dividend :Some more  views about dividend :Some more  views about dividend :    

(i) Residual theory of dividend     (ii) Linter model of dividend  

RESIDUAL THEORY OF DIVIDENDRESIDUAL THEORY OF DIVIDENDRESIDUAL THEORY OF DIVIDENDRESIDUAL THEORY OF DIVIDEND    

As per this theory that part of  EAT for equity shareholders which can be invested 

profitably, should be retained and invested in the business. The remaining part i.e. 

the residual amount should be used for paying the dividend. 

Q. No. 6Q. No. 6Q. No. 6Q. No. 6    : : : : A Ltd. has made a profit of Rs.2,20,000. Its gear ratio is 0.4. It is to be 

maintained. Its cost of capital are : debt 10 per cent, equity 23 per cent, retained 

earnings 20 per cent. Four projects are under consideration : 

                        Investment           Required Rate of Return 

            on Investment 

 A                 Rs.60,000 19% 

 B                 Rs.50,000 18% 

 C                 Rs.1,00,000 16% 

 D                 Rs.2,00,000 14% 

Which of the projects should be taken up? 
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    Answer Answer Answer Answer     

Teaching note : Not to be given in the exam : 

Gear ratio = Fixed commitment fund / non-fixed commitment fund 

                = (Debt + PSC) / Equity shareholders fund 

In this question, PSC is not there. So for every 1 of equity shareholders fund, debt 

should be 0.40. In other words, if the project requires an investment of Rs.1.40, 

debt should be 0.40 and equity shareholders money should be Re.1.00. 

Equity shareholders money could come any one of following three sources; 

(i) Equity share capital 

(ii) Retained earnings  

(iii) Mix of (i) and (ii) 

 

The cost of retained earnings (20%) is lesser than cost of equity (23%). 

Hence, equity should be used only after the retained earnings are fully  

invested.    

Total investment that can be made without raising fresh equity : 

                               2,20,000 ( 1.40 ) = 3,08,000 

Cost of capital if the investment is up to Rs.3,08,000 

Source of finance  Cost (X) W XW 

Debt  10    88,000   8,80,000 

Retained earnings  20 2,20,000 44,00,000 

  ∑W = 3,08,000 ∑XW = 52,80,000 

Cost of capital = 52,80,000 / 3,08,000 = 17.14% 

Projects A & B may be taken up as their returns are more than 17.14%. 

Projects C & D may not be taken up as their returns are less than the cost of capital 

of 17.14%.  

Q. No. 7Q. No. 7Q. No. 7Q. No. 7    : : : : A Ltd. has made a profit of Rs. 1,00,000. Its gear ratio is 0.4. It is to be 

maintained. Its cost of capital are : debt 10 per cent, equity 23 per cent, retained 

earnings 20 per cent. Four projects are under consideration : 

                        Investment           Required Rate of Return 

            on Investment 

 A                 Rs.1,12,000 19% 

 B                 Rs.   56,000 18% 

 C                 Rs.1,00,000 16% 

 D                 Rs.2,00,000 14% 

• What amount should be paid as dividend? What would be the amount of 

Corporate dividend tax? Ignore surcharge and education Cess. 
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Answer:Answer:Answer:Answer: Total investment that can be made without raising fresh equity: 

                               1,00,000.(1.40) = 1,40,000 

Cost of capital if the investment is up to Rs.1,40,000 

Source of finance  Cost (X) W XW 

Debt  10 40,000 4,00,000 

Retained earnings  20 1,00,000 20,00,000 

  ∑W = 1,40,000 ∑XW = 24,00,000 

Cost of capital = 24,00,000 / 1,40,000 = 17.14% 

Project A may be taken up as its return is more than 17.14%.  

Investment in A : 80,000 retained earnings + 32,000 Debt. 

    

Deciding about B:Deciding about B:Deciding about B:Deciding about B:    

Cost of capital for B 

Source of finance  Cost (X) W XW 

Debt  10 16,000 1,60,000 

Retained earnings  20 20,000 4,00,000 

Equity  23 20,000 4,60,000 

  ∑W = 56,000 ∑XW = 10.20,000 

Cost of capital = 10,20,000 / 56,00,000 = 18.21% 

As the return from Project B is less than its cost of capital, it (B) may not be 

accepted. 

Projects C and D may not be taken up as their returns are less than 18,21 % and the 

cost of their funding will be higher than 18,21% because of increase in the amount 

raised as fresh equity. 

Dividend :  

Net profit                             1,00,000 

Investment in A                    - 80,000 

Balance                               =  20,000 

This amount may be distributed as dividend subject of CDT 

Dividend = 20,000 x 100/115 = 17,391 

CDT                                     =  2,609 

    

Q. No. 8 :Q. No. 8 :Q. No. 8 :Q. No. 8 : Udhavji Ltd follow residual theory of dividend. In the year just ended, they 

have made a net profit of Rs.6,00,000. Their debt equity ratio is 1.50 and they want 

to maintain it.  
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(i) What is the maximum amount they can invest in a project without issuing new 

equity shares? 

• (ii) Suppose they have decided to invest in a project requiring an initial 

investment of Rs.12,00,000, can they pay dividend; if yes,  amount of dividend ? 

    

Answer Answer Answer Answer     (i) Maximum amount of investment without fresh equity issue: 

 6,00,000 x 2.50 /1.00  = 

 Rs.15,00,000 (6,00,000 profit + 9,00,000 Debt)     

 

            (ii) Amount of retained earnings to be invested in the project; 

                 12,00,000 x 0.40 = 4,80,000 

                 Amount of dividend : 1,20,000 subject to CDT 

                 Dividend: 1,20,000 – 15,652 = 1,04,348 

    

Q .No. 9:Q .No. 9:Q .No. 9:Q .No. 9: Prahalad Ltd. had a net profit of Rs. 10,00,000 in the year 2002-2003. The 

company had been following a payout ratio of 0.25. The income has been growing at 

an annual rate of 6 % over past so many years and dividend is linearly related with 

net income. The year 2003- 2004 was an abnormal year and the company made a 

net profit of Rs.15,00,000. This abnormal growth in profit is not expected in coming 

years.  

(i) What should have been the amount of dividend if 2003-2004 was a normal year 

 

(ii) What shall be the amount of dividend for year 2003-2004 if pay out ratio for this 

year is 40 % 

 

(iii) The company follows residual theory of dividend. The investment in the year 

2004-2005 has been budgeted at Rs. 20,00,000, the company wants to maintain its 

debt equity ratio of 3. What should be amount of dividend for the year 2003-2004? 

 

(iv) The company follows residual theory of dividend. The investment in the year 

2004-2005 has been budgeted at Rs.15,00,000, the required debt equity ratio for 

this type of project is 2. What should be amount of dividend? 

Answer Answer Answer Answer     

(i)(i)(i)(i) Dividend for the year 2002-2003 (Had 2003-2004 been  a normal year) = 

10,00,000 ( 1.06)(0.25) = Rs.2,65,000 (including of  CDT) 

(ii)(ii)(ii)(ii) Dividend for year 2003-2004 = 15,00,000 x 0.40 = Rs.6,00,000(including 

of  CDT) 

(iii)(iii)(iii)(iii) Budgeted investment for year 2004-2005 = Rs.20,00,000. This will be 

financed through debt of Rs.15,00,000 and retained profit of Rs.5,00,000. 

Total Distribution Dividend Rs.10,00,000 subject to CDT.  

Dividend = Rs.10,00,000 x 100/115 = Rs.8,69,565 

CDT         = Rs.1,30,435 

(iv)(iv)(iv)(iv) Budgeted investment for year 2004-2005 = Rs.15,00,000. This will be 

financed through debt of Rs.10,00,000 and retained profit of Rs.5,00,000. 

Total Distribution Dividend Rs.10,00,000 subject to CDT.  

Dividend = Rs.10,00,000 x 100/115 = Rs.8,69,565 

CDT         = Rs.1,30,435 
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LINTER MODEL OF DIVIDENDLINTER MODEL OF DIVIDENDLINTER MODEL OF DIVIDENDLINTER MODEL OF DIVIDEND 

 

• Linter opined that a company should try to follow such a dividend 

policy which results in minimum possible fluctuations in dividend per 

share year after year.  

• For this, he suggested that dividend for year n should depend partly 

on EPS of year n and partly on dividend of year n-1. The dividend 

for year n-1 should depend partly on EPS of year n-1 and partly on 

dividend of year n-2.  The dividend for year n-2 should depend 

partly on EPS of year n-2 and partly on dividend of year n-3. And 

so on.  

• For example, the dividend for year 2004 should depend partly on 

EPS of year 2004 and partly on dividend of year 2003; the dividend 

for year 2003 should depend partly on EPS of year 2003 and partly 

on dividend of year 2002; the dividend for year 2002 should depend 

partly on EPS of year 2002 and partly on dividend of year 2001; and 

so on.  

• “Thus, as per Linter Model, dividends can be described in terms of a 

weighted average of past earnings”.  
    

According to Linter: Dn = crEPSn + (1-c).Dn-1               Where, 

Dn = dividend per share for year n;           

c = adjustment rate1;                   

r= target pay out ratio;                            

EPSn = EPS of year n               

Dn-1   = dividend per share of year n-1              

 

Q. No. 10:Q. No. 10:Q. No. 10:Q. No. 10: EPS of 2004 : Rs.5, c = 0.60, t = 0.70, Dividend per share of year 2003 

:Rs.3. What should be the dividend per share for year 2004 as per Linter?    

    

AAAAnswer nswer nswer nswer     

D2004  = cr.EPS2004 + (1-c).D2003 

             = (0.60) (0.70) (5) + (1- 0.60) (3) = Rs.3.30           

    

                                                 
1
 If wide fluctuations in earnings are there, the value of c may be taken as less than 0.50. For 

normal level of fluctuations, the value of c may be taken as 050. For narrow fluctuations in the 

earnings, the value of C may be taken as more than 0.50. [ Value of c should always be greater 

than 0 and less than 1 ] 
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Q. No. 11 Q. No. 11 Q. No. 11 Q. No. 11 A Company pays dividend as per the following equation given by Linter: 

           Dn – Dn-1 = 0.45 (0.50 EPSn - D n-1) 

Find the target payout ratio. What is the adjustment rate? 

    

AnswerAnswerAnswerAnswer    

Dn – Dn-1 = 0.45 (0.50 EPSn - D n-1) 

Dn = Dn-1 + 0.45 (0.50 EPSn - D n-1) 

Dn = Dn-1 (1 – 0.45) + 0.45.0.50.EPSn    

Dn  = 0.45....0.50....EPSn + (1 – 0.45)....Dn-1 

r = 0.50    c = 0.45    

 

BUY BACKBUY BACKBUY BACKBUY BACK    

    

Q. No. 12: Q. No. 12: Q. No. 12: Q. No. 12: Yamuna Ltd has issued share capital of 1,00,000 equity shares of Rs.10 

each, currently selling at Rs.25 each. Their EPS is Rs.3 per share. They have surplus 

cash of Rs.50,000. They are considering the following two alternatives:  

(i) Pay a dividend of Re.0.50 per share 

(ii) use this amount for buying back the shares. 

Find the new P/E ratio, market price of share and EPS under each of the two 

alternatives. 

    

AnswerAnswerAnswerAnswer    

(i) Market price per share = 25.00 – 0.50 = Rs.24.50 

 

Next year, the EPS is expected to continue to be Rs.3 (as this amount is surplus; its 

distribution would not lower the earnings). 

    

PE Ratio = Market price per share / EPS1   = 24.50 / 3 = 8.16 

 

(ii) Buy back 2,000 shares @ Rs.25.  

                                1,00,000 x25  - 50,000 

MP after buy-back = --------------------- = 25 

                                       1,00,000 – 2,000 

EPS1  = 3,00,000 / 98,000 = 3.0612 

 

PE ratio = 25 / 3.0612 = 8.16 

 

    

Q No. 13 :Q No. 13 :Q No. 13 :Q No. 13 :    Abhishek Ltd has a surplus cash of Rs.90 Lakhs and wants to distribute 

30% of it to its shareholders. The company decides to buyback the shares. The 

company estimates that its share price after repurchase is likely to be 10% above the 

buyback price, if buyback route is taken. The number of shares outstanding at 

present are 10 Lakhs and the current EPS is Rs.3.    

You are required to determine : 

(a) the price at which the shares can be repurchased, if the market 

capitalization of the company should be Rs.200 Lakhs after buyback 

(b) the number of the shares that can be repurchased 
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(c) the impact of repurchase on the EPS, assuming the net income is 

same. ( MAY, 2006)( MAY, 2006)( MAY, 2006)( MAY, 2006) ( 6 Marks) 

AnswerAnswerAnswerAnswer    

(i) Let the buyback price = x 

No. of shares bought-back = 27,00,000 / x 

Market capitalization after buy-back =  

[(10,00,000) – (27,00,000/x)].[1.10x] = 200,00.000, x = Rs.20.88 

(ii) No of shares to be bought back : 27,00,000 / 20.88 = 1,29,310 

(iii)New EPS = (10,00,000 x 3) / (8,70,690) = Rs.3.45 

    (EPS increases by 15%) 

 

GENERAL PROBLEMS RELATING TO DIVIDENDGENERAL PROBLEMS RELATING TO DIVIDENDGENERAL PROBLEMS RELATING TO DIVIDENDGENERAL PROBLEMS RELATING TO DIVIDEND    

    

QQQQ. No. 14:. No. 14:. No. 14:. No. 14:    A share of Tension-free Economy Ltd is currently quoted at, a PE Ratio of 

7.50 times. The retained EPS being 37.50% is Rs. 3 per share. Compute: (1). the 

company’s cost of equity if g = 12%. (2). calculate the indicated market price, with 

same cost of capital, if anticipated g = 13%. (3) Assuming Ke = 18%, g = 15 % 

calculate MP per share assuming other conditions remaining unchanged. (8 marks) 

(May,(May,(May,(May,    2005)2005)2005)2005)    

Answer:Answer:Answer:Answer:    Retained EPS per share = Rs.3.00 = 37.50% of EPS. Hence EPS = Rs.8.    

Teaching note – not to be given in the exam; we have to put this EPS in PE ratio. PE 

ratio is the indicator of market price in future on the basis of earnings. We know the 

share market always discounts the future i.e. Market price depends upon future 

earnings. Hence, this EPS of Rs.8 is for coming year and not for past year. 

PE Ratio = 7.50 = EPS1 / Market price = 8/ market price per share 

Market price per share = Rs.60. 

(I) 

                   5 

Ke = ----------------- + .12 = 20.33 % 

                  60 

(ii) 

                   5 

P = ------------------  = Rs.68.21 

            0.2033 – 0.13 

(iii)  

                    5 

P = ------------------  = Rs.166.67 

             0.18 – 0.15 
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Q. No. 15Q. No. 15Q. No. 15Q. No. 15: Mr. A is contemplating purchase of 1000 equity shares of a company. His 

expectation of return is 10% before tax by way of dividend with an annual growth 

rate of 5%. The company’s last dividend was Rs. 2 per share. Even as he is 

contemplating, Mr. A suddenly finds, due to a budget announcement, dividends have 

been exempted from tax in the hands of recipients. But the imposition of dividend 

distribution tax on the company is likely to lead to a fall in dividend of 20 paisa per 

share. A’s marginal tax rate is 30%. Required: Calculate what should be Mr. A’s 

estimate of the price per share before and after the budget announcement? (NOV. (NOV. (NOV. (NOV. 

2004)2004)2004)2004)    ((((6 Marks)6 Marks)6 Marks)6 Marks)    

Answer: Answer: Answer: Answer: Market price before budget    

              2.10 

P = -----------------  = Rs.42 

           0.10 – 0.05  

Market price after budget 

            2.10 -0.20 

P = -----------------  = Rs.95 

            0.07 – 0.05  

    

Q. No.16:Q. No.16:Q. No.16:Q. No.16: Z Ltd. is foreseeing a growth rate of 12% p.a. in the next two years. The 

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

growth rate is expected to stabilize at 8% p.a.   If the last dividend was Rs.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 that date. ((((May, 1997)May, 1997)May, 1997)May, 1997) ((((10 marks)10 marks)10 marks)10 marks)    

Answer Answer Answer Answer     

P = P = P = P = [1.50(1.12)/(1.16)1] +[1.50(1.12)2/(1.16)2] +[1.50(1.12)2(1.10)/(1.16)3] 

+[1.50(1.12)2(1.10)2/(1.16)4] +[2.276736(1.08)/(1.16)5] +[2.276736(1.08)2/(1.16)6] 

+ ……. 

                                           [2.276736(1.08)/ (1.16)5] 

= 1.45+1.40+1.33+1.26 + ------------------------ 

                                                 1 – [1.08 / 1.16] 

= 5.44 + 17.01 = 22.45 

    

Q No. 17Q No. 17Q No. 17Q No. 17 : It is 1st April 2006. Vaijantimala Ltd has 8,00,000 equity shares  (Rs.10 

each) outstanding, currently quoted in the market at Rs.25 per share. The company 

intends to pay a dividend of Rs.5,00,000 at the end of the current year and thereafter 

it is expected to grow annually at the rate of 6% p.a. The Executive Director 

suggests that at the end of the current year the company may pay a dividend of 

Rs.10,00,000; the extra cash required may be raised by issuing new equity shares. 

The new equity shares won’t be entitled to get equity dividend for the year 2006-

2007. In the next year Rs,5,30,000 may be paid as equity dividend and there after the 
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dividend may grow at the annual rate of 6% p.a.  Assume that the suggestion is 

accepted:  

(i) Find the number of shares to be issued for paying increased dividend of current 

year. 

(ii) Find the current value of equity shares held by existing shareholders if the ED’s 

suggestion is accepted.  

(iii) What will be dividend per share for the year 2007-2008? 

(iv) What is the market price per share on 1.4.2007 assuming the above proposal is 

implemented? 

    

Answer Answer Answer Answer     

(i) Ke = [(D1/P) + g] = [(0.625/25) + 0.06)   = 0.085 

Market price per share at year end = 25(1.085) = 27.125 

No. of shares to be issued = 5,00,000 / 25.875  = 19,324 

(ii)  

Year  Total Dividend  No. of shares  Dividend per share 

1 10,00,000 8,00,000  1.25 

2   5,30,000 8,19,324 0.6469 

Market price per share (existing shareholders) on acceptance of the ED’s proposal:  

 

[1.25 / (1.085)1] + [0.6469 / (1.085)2] + [0.6469(1.06) / (1.085)3]  +[0.6469(1.06)2 

/ (1.085) 4] + ……  

 

                        [0.6469 / (1.085)2]                                

= 1.1521 + ----------------------- = 25 

                                                                                                        1 – [1.06/1.085]                                 

(iii) Dividend per share for the year 2007-2008    : 0.6469 

                                            0.6469 

(iv) MP as on 1.4.2007 = -------------- = 25.875 

                                         0.085 – 0.06 

Q. No. 18Q. No. 18Q. No. 18Q. No. 18: Sakhi Ltd’s share is currently quoted in the market at Rs.120, the company 

is paying a dividend of Rs.18 per share, there is no capital appreciation.  

 

Chitra Ltd’s share is also being quoted at Rs.120, the company does not pay any 

dividend, but the shares appreciate by 15% every year. The dividend is tax exempt 

in the hands of the shareholders. The capital gain is taxed at the rate of 10%, no 

indexation. What is the post-tax annual return to the shareholders of Sakhi Ltd? 

What will be the post tax annual return of the shareholder of Chitra Ltd if he will be 

selling the shares after holding for 4 years?                                                                                              

    

Answer Answer Answer Answer     

Post tax return (annual) to the shareholders of Sakhi Ltd.: 18/120 = 0.15    
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Chitra Ltd: Market Value of share after four years: 209.88 

                  Cost                                                           120.000 

                  Capital gain                                                 89.88 

                  Tax on capital gain                                         8.98 

                  Net proceeds = 209.88 – 8.98 = 200.90 

Let post tax annual rate of return = r 

120(1+r)4 = 200.90, r     =    13.751% 

    

Q No. 19Q No. 19Q No. 19Q No. 19 A UK based company has proposed a dividend of £ 0.20 per share. 

Currently the share is being quoted on cum-dividend basis. The ex-dividend market 

price of the share is likely to fall by £ 0.18  per share . Whether you will purchase 

the share on ex-right basis or on cum right basis if you are tax free investor? What 

if you have to pay tax on dividend at the rate of 30% and on capital gain @ 10%? 

    

AnswerAnswerAnswerAnswer    

Tax Free ITax Free ITax Free ITax Free Investornvestornvestornvestor: 

Let the cum dividend price = 1 

Net cost if the share is purchased on cum-div. basis = 1-0.20 = 0.80 

Net cost if the share is purchased on ex- dividend basis = 1 – 0.18 = 0.82 

Recommendation: Purchase on cum-dividend basis.  

    

TaxTaxTaxTax----payer investorpayer investorpayer investorpayer investor: 

Let the cum dividend price = 1 

Net cost if the share is purchased on cum-div. basis = [(1) - (0.20x0.70)] 

                                                                             = 0.86 

Net cost if the share is purchased on ex- dividend basis = 1 – 0.18 = 0.82 

 

Whenever the share will be sold: 

• Capital gain per share in first case: Realised value - 1 

• Capital gain per share in second case: Realised value – 0.82 

• The capital gain per share will be higher by 0.18 in the second case. This will 

result in increased tax liability 0.18 x 0.10 i.e. 0.018. 

 

Ignoring the time value of money: 

        The Effective Comparable cost in II case will be 0.82 + 0.018 = 0.838 

 

The buying on ex-dividend basis is recommended. 

 

Q.Q.Q.Q.    No. 20No. 20No. 20No. 20: Piyush Loonker Ltd presently pays a dividend of Re.1 per share and has a 

share price of Rs.20.  

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

firm’s expected or required rate of return on equity using a dividend-discount model 

approach? 

(ii) Instead of the situation in part (i), suppose that the dividends are expected to 

grow at the rate of 20% p.a. for 5 years and 10% per year thereafter, what is 

expected return on equity? (May 2001) ((May 2001) ((May 2001) ((May 2001) (8 marks)8 marks)8 marks)8 marks)    
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AnswerAnswerAnswerAnswer    

(i) (i) (i) (i) Interpretation: The term ‘presently pays’ here means that the dividend of Re 1 

share has just been paid. 

 

                D1                           1(1.12) 

Ke = -------- + g    =   ---------------  + 0.12   = 17.60 

                P                                20 

Teaching note : not to be given in the exam:  

• The growth rate is 20% in first five years and 10% in later years till infinity.  

• The average growth is expected to be slightly more than 10% as the growth 

rate of 20% is only for 5 years in the spectrum of infinite years.  

• The growth rate of 20 % in the first five years is not going to affect the 

average growth rate of infinite years. 

(ii) Let’s assume that average growth rate through infinity is 12%. 

Hence, Ke = 17.60% 

  

NPV at 17.60% discounting rate: 

             

-20 + [1(1.20)1/(1.176)1]+[1(1.20)2/(1.176)2] + [1(1.20)3/(1.176)3] + 

[1(1.20)4/(1.176)4]+ [1(1.20)5/(1.176)5] + [(1.20)5(1.10)1/(1.176)6+ ……… 

 

-20 + [1.20/ (1.176)1] + [1.44/ (1.176)2] + [1.728/ (1.176)3]  

+ [2.736/ (1.176)4] + [2.48832/ (1.176)5]  

+ [(2.48832) (1.10)/ (1.176)6] +……………… 

= -20 + [1.0204 +1.0412 + 1.0625 + 1.0842] 

+ [2.48832/ (1.176)5]/ [1-(1.10)/(1.176)]  

 

= -20 + 4.21 + 17.12 = +1.33 

 

As the NPV is + the other rate should be taken higher than 17.60%. Let’s assume 

that the other rate is 20%   

 

NPV at 20% discounting rate: 

= -20 + [1(1.20)1/(1.20)1]+[1(1.20)2/(1.20)2] + [1(1.20)3/(1.20)3] + 

[1(1.20)4/(1.20)4]+ [1(1.20)5/(1.20)5] + [(1.20)5(1.10)1/(1.20)6+……… 

= -20 + 1 +1 + 1 + 1 + [1(1.20)5/(1.20)5]/(1-(1.10/1.20)] 

= -16 + [1/0.083333] = -4                                                                                                

                          1.33 

IRR = 17.60 + ----------x 2.40   = 18.05 % 

                      1.33 – (-4) 

The required return on equity shares is 18.05%. 

Q No. 21Q No. 21Q No. 21Q No. 21:::: The following figures are collected from the annual report of XYZ LTD. 

Net profit: Rs.30Lakhs. Outstanding 12% preference shares: Rs.100Lakhs. No. of 

equity shares: 3Lakhs. Return on Investment 20%. What should be the approximate 

dividend pay-out ratio so as to keep the share price at Rs.42 by using Walter Model? 

(6 marks) (May, 2005)(6 marks) (May, 2005)(6 marks) (May, 2005)(6 marks) (May, 2005)                                                                                                                                                                                                                                                                                                                                                                                                                                                                        

A
U

D
IT

N
C

A
.C

O
M

www.auditnca.com

www.auditnca.com


 21

AnswerAnswerAnswerAnswer::::                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                        

Ke =   E1 / P    = 6/42 = 0.142857    

                    D + (6 – D) (0.20 / 0.142857) 

42 =   ------------------------------- D = 6 

                               0.142857   

Hence payout ratio = 100 %. 

 

Teaching Note (For understanding of the student, not required as a part of answer in 

the exam) 

This is not optimum situation for the company. This company is growth firm. It would 

be in the interest of the shareholders of the company to reduce its pay out ratio. 

This step will increase the value of the share. For example, if payout ratio is 75%: 

                   4.5 + (6 – 4.50) (0.20 / 0.142857) 

P =   ----------------------------------- = 46.20 

                                   0.142857                                                                                                                     

 

If payout ratio is 50%: 

                3 + (6 – 3) (0.20 / 0.142857) 

P =   ------------------------------ = 50.40 

                            0.142857                                                                                                                     

If payout ratio is 0 %: 

                   0 + (6 – 0) (0.20 / 0.142857) 

P =   ----------------------------------= 58.80 

                            0.142857                  

    

Q No. 22Q No. 22Q No. 22Q No. 22: : : : Nimbus Ltd has 1000 shares of Rs10 each raised at a premium of Rs.15 per 

share. The company’ retained earnings are Rs.55,200. The company’s share sells in 

the market at Rs.20.  

(a) If a 10% stock dividend is declared, how many new shares would be issued? What 

would be market price after the stock dividend? How would the equity account 

change? 

(b) If the company instead declares a 5:1 stock split, how many shares will be 

outstanding? What would be new par value? What would be new market price? 

(c) Suppose if the company declares a 1:4 reverse split, how many shares will be 

outstanding? What would be the new par value? What would be new market value? 

Answer Answer Answer Answer     

(a) No. of new shares = 100 shares.  

Market price after stock dividend = 20/1.10 = Rs.18.18 

Rs.1,000 will be transferred from retained earnings to ESC a/c. 
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(b) No. of shares outstanding: 5,000 

    New par value = Rs.2 

    New Market price = 20/5 = Rs.4. 

(c) No. of outstanding shares: 250 

     New par value Rs.40 

     New market value Rs. 80. 

Q No. Q No. Q No. Q No. 23232323: : : : A share having face value of Rs.100 is currently quoted in the market at a 

price of Rs.480. Annual expected dividend is 30%. During the 5th year, the 

shareholder is expecting a bonus in the ratio of 1:5. Dividend rate is expected to be 

maintained on the expanded capital base. The shareholder intends to retain the share 

till the end of the 8th year. At that time the value of the share is expected to be 

Rs.1,000. Incidental expenses at the time of purchase and sale are estimated at 5% 

on the market price. Ignore tax. Ke = 15%. Should she buy the share? What is the 

maximum price she can pay for the share? 

Answer Answer Answer Answer     

Let the equilibrium market price per share = x  

1.05x = 30/ (1.15)1 +30/ (1.15)2 +30/ (1.15)3 +30/ (1.15)4 +36/ (1.15)5 +36/ (1.15)6 

+ 36/ (1.15)7 +1176/ (1.15)8  

x = Rs.492.55. 

The investor will earn the required rate of return if he pays “Rs.492.55 per share + 

incidental expenses regarding purchase.” 

The market price per share Rs.480 is less than this amount. Hence, buy the share. 

Q No. Q No. Q No. Q No. 24242424 ABC Ltd had EPS is Rs.11.04 in 2006 and paid out a dividend of Rs.6 per 

share. The growth rate in the earnings and dividends in the long term is expected to 

be 6%. The return on equity is 14%. Beta of the equity share is 0.80, the risk free 

rate of return is 6%, the market risk premium is 4%. Based on the information, find 

out the price – to- book value ratio of ABC Ltd. 

Answer Answer Answer Answer  

Required return on equity = Ke = 6 + 0.80(4) = 9.20 %, r = 14%  

EPS = Book value x r = Book value x 0.14 

EPS = 11.04(1.06) = 11.7024  

Book value = 11.7024 /0.14 = 83.59 

                6.36 

P = -------------- = 198.75 

        0.092 – 0.06  

Price to BV ratio = 198.75/83.59 = 2.38 
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Q. No. Q. No. Q. No. Q. No. 25252525: : : : A company has a book value per share of Rs. 137.80. Its return on equity 

is 15 per cent and it follows a policy of retaining 60 per cent of its earnings. If the 

opportunity cost of capital is 18 per cent, what is the price of share today? 

(May, 2002)(May, 2002)(May, 2002)(May, 2002)                                                                    

AnswerAnswerAnswerAnswer:::: Gordon Model: 

                  D1                                137.80 x 0.15 x 0.40        8.268 

     P = ------------  =   ----------------- = --------- = 91.87 

               Ke – br                 0.18 – ( 0.60 x 0.15 )          0.09 

 

ALTERNATIVE SOLUTIONALTERNATIVE SOLUTIONALTERNATIVE SOLUTIONALTERNATIVE SOLUTION    

Walter Model 

         8.268 + [(137.80 x .15) – (8.268)] ( 0.15 / 0.18) 

 P = --------------------------------------- = 103.35 

                                          0.18    

 

Q. No. Q. No. Q. No. Q. No. 22226:6:6:6: Radha-Madhav Ltd is in a flush cash position. It is considering to invest 

this amount in a project that yield a very low return of 5% p.a. perpetuity. A 

suggestion has been made by the CFO of the company. As per this suggestion, the 

company may buy back 10% of its outstanding 1m equity shares @ Rs.40 per share 

while the market price is Rs.37/- per share. Suppose the company decides to buy-

back, should I offer my shares for buy-back assuming Ke = 10%. 

AnswerAnswerAnswerAnswer: Market value of the company at present: Rs.3,70,00,000 

                                                  3,70,00,000 – 20,00,000 

Market value after buy-back = -------------------------  

                                                                  9,00,000 

                                           Rs.38.89 

They shares may be offered for buy as after buy-back price is less than the buy-

back price. 

 

EXTRA PRACTICE ( MUST DO )EXTRA PRACTICE ( MUST DO )EXTRA PRACTICE ( MUST DO )EXTRA PRACTICE ( MUST DO )    

    

Q. Q. Q. Q. No.27No.27No.27No.27: : : : The issued capital of a Company consists of 1,00,000 equity shares of Rs. 

100 each. The company has been paying the dividend of Rs. 30 per share and it is 

expected to pay the same in future also. The decision regarding the current year’s 

dividend is to be announced shortly and the share is being quoted in the market at 

Rs. 270 per share on cum-dividend basis. A proposal is put before the board that this 

year’s the dividend may be reduced to Rs. 10 per share and the amount thus saved 

may be invested in a project which will annual cash flow of Rs. 4,00,000. This 

increase in cash flow could be used to increase the dividend payments in future 

years. Estimate the new price per share if the proposal is accepted.    
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AnswerAnswerAnswerAnswer:::: 

Ke  =   30/240   = 12.50% 

P  = 34/(1.125) + 34/(1.125)2 + 34/(1.125)3 + 34/(1.125)4 + ………  = Rs. 272 

Ex-dividend price = Rs. 272 

Cum-dividend price = Rs. 282. 

    

Q No. 28Q No. 28Q No. 28Q No. 28::::    The managing director of a company decides that his company will not pay 

any dividend till he survives. His current life expectancy is 20 years. After that it is 

expected that the company could pay dividend of Rs.30 per share indefinitely. At 

present the firm could afford to pay Rs.5 per share forever. Ke = 10%. What is the 

current value per share? What is the cost of the MD’s policy for a shareholder 

holding one share? (ICWA June 2003).(ICWA June 2003).(ICWA June 2003).(ICWA June 2003).    

AnswerAnswerAnswerAnswer::::    

Market price of share as per MD’s policy: 

                           30/ (1.10)21 +30/ (1.10)22 +30/ (1.10)22 +………… 

                            = 44.70 

Market price per share (if Dividend of Rs.5 per share is paid) 

                           = 5/ (1.10)1 +5/ (1.10)2 +5/(1.10)3 +………… = 50 

The cost to the shareholder is Rs.5.30 per share (his share carries lesser value in 

the market)  

Q. No.29Q. No.29Q. No.29Q. No.29 :Yashodha has been holding 5,40,000 equity shares of Barsana Ltd. Currently 

the shares sells at Rs.15 per share. The company has been following a 100%               

payout ratio and paying a dividend of Rs.1.20 per share for so many years.                      

On  receipt of the dividend, Yashodha donates the amount received as dividend to 

ISKCON. 

 

After paying the dividend for the year 2008, the company announces that in future it 

shall be paying a zero-payout ratio and the amount of profit earned every                   

year                will be retained and reinvested in the business. This will result in 

appreciation of share-prices. 

 

What should be annual increase in share prices so that Yashodha feels indifferent 

between the old 100% payout ratio and the new zero payout ratio? 

 

Answer Answer Answer Answer : 

Dividend yield is 1.20 / 15  i.e. 0.08 i.e. 8% 

 

Yashodha will be indifferent between the old 100% payout ratio and the new zero 

payout ratio if the share prices appreciates by 8% annually. 

 

Yashodha receives the dividend of Rs.6,48,000 and donates the same to                        

ISCON.         Value of shareholding at present is Rs. 81,00,000 
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At 8% annual appreciation, the share price at the end of 2009 will be Rs.16.20.  

Yashodha may sell 40000 shares and donate the sale proceeds                                                            

to ISCON.                         Now she shall be left with 5,00,000 shares having                         

market value of Rs.81,00,000 ( this is equal to present value of her share-holdings).  

 

At the end of 2nd year, the price will be Rs.17.50. Yashodha may shall 37029                  

shares and donate the sale proceeds to ISCON. Value of her holding after this 

transaction: 

17.50 x 462971 i.e. 81,01,992 ( It is as good as 81,00,000 ) 

 

And so on. 

 

Q. No. 30Q. No. 30Q. No. 30Q. No. 30 : The equity share of Vishakha Ltd currently sells at Rs.90. The              

expected EPS is Rs.18. The company follows a payout ratio of 60%. The retained 

earnings         are expected to earn a return of 20%. What rate of return is            

expected by the equity investors? Will the market price change if the company 

announces 100% payout ratio?  

    

Answer Answer Answer Answer : 

             D1 

P =  ------------- 

         Ke – b.r 

 

            10.80 

90 = ---------- 

        Ke – 0.08 

 

Ke = 0.20 

 

Market Price per share if the Payout ratio is 100% :  

 

             D1                                          18 

P =  -------------  = ----------  = 90 

         Ke – b.r                   0.20 – 0  

There is no change in the market price per share (on change in payout ratio) as r = 

Ke. 

 

Q. No. 31Q. No. 31Q. No. 31Q. No. 31 Bansuri Ltd‘s expected dividend per share at the end of current year is 

Rs.40, the company follows a payout ratio of 50%. It is expected to grow at 6% p.a. 

The equity investors expect a return of 10%. (a) Find the market price of the share. 

(b) What is the implied rate of return on reinvestment of the retained earnings (c) 

what is the value per share on account of growth opportunities (i.e. for ‘rate of           

return on reinvestment of the retained earnings’ exceeds the ‘return expected by 

equity shareholders’.) 
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AnswerAnswerAnswerAnswer: 

(a) Market price per share :   

             D1                                          40 

P =  -------------  = ----------  = Rs.1000 

         Ke – g                   0.10 – 0.06 

 

(b) g = b.r  , where b is ratio of ‘retained EPS’ to ‘EPS’ 

          r is the rate of return on reinvestment of the retained earnings 

      

     0.06 = 0.50.r 

          r = 0.12 = 12% 

(c) Let dividend per share ( for the year just ended ) = Rs.x 

       x(1.06) = 40 

       x = 37.74 

       If r = ke = 0.10, the g will be equal to 0.50 x 0.10 i.e. 5% 

 

       MP per share if r = Ke = 0.10 : 

 

                D1                                      37.74(1.05) 

      P =  -------------  = ----------  = Rs.792.54 

               Ke – g                   0.10 – 0.05 

 

Currently MP is Rs.1000. Had the r being equal to Ke, the market price would            

have been 792.54. It means value per share on account of growth opportunities                

=  1000 – 792.54 = 207.46 

 

Q. No. 32Q. No. 32Q. No. 32Q. No. 32: Beta of equity share of Kanha Ltd is 1.20. The company follows a payout 

ratio of 40%. The EPS of the year just concluded is Rs.9. Return on market            

portfolio is 15% and Risk free rate is 7%.‘rate of return on reinvestment of the 

retained earnings’ is 20% (a) calculate P/E ratio (b) what is the value per share                  

on account of growth opportunities (i.e. for ‘rate of return on reinvestment of the 

retained earnings’ exceeds the ‘return expected by equity shareholders’.)                         

(c) What will be the P/E ratio, if the company announces that in future it will                  

follow a payout ratio of 60%? 

 

AnswerAnswerAnswerAnswer: 

(a) g = b.r = 0.60 x 0.20 = 0.12 

     Expected EPS = 9(1.12) = 10.08 

     Ke = 7 + 1.20(15 -7) = 16.60 

                D1                                      10.08 x 0.40 

      P =  -------------  = ----------  = Rs.87.65 

               Ke – g                   0.166 – 0.12 

 

     PE ratio = 87.65/10.08 = 8.70 

(b) Had r = ke = 0.1666 :  g = 0.60 x 0.166 = 0.0996 
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                D1                                      9(1.0996) x 0.40       3.95856 

      P =  -------------  = --------------  = --------- = 59.62 

               Ke – g                   0.166 – 0.0996            0.0664 

Value per share on account of growth opportunities = 87.65 – 59.62 = 28.03 

 

(c)  g = b.r = 0.40 x 0.20 = 0.08 

     Expected EPS = 9(1.08) = 9.72 

     Ke = 7 + 1.20(15 -7) = 16.60 

                D1                                      9.72 x 0.60 

      P =  -------------  = ----------  = Rs.66.27 

               Ke – g                   0.166 – 0.08 

 

     PE ratio = 66.27 / 9.72  = 6.8 

 

EXTRA PRACTICE QUESTIONSEXTRA PRACTICE QUESTIONSEXTRA PRACTICE QUESTIONSEXTRA PRACTICE QUESTIONS    (OPTIONAL)(OPTIONAL)(OPTIONAL)(OPTIONAL)    
 
Q No. Q No. Q No. Q No. 33  33  33  33  X Ltd. has 8 lakhs equity shares outstanding at the beginning of the year 

2003. The current market price per share is Rs. 120. The Board of Directors of the 

company is contemplating Rs. 6.40 per share as dividend. The rate of capitalization, 

appropriate to the risk-class to which he Company belongs is 9.60%. 

(i) Based on MM 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 of Rs. 3.20 crores by the end of the year assuming net income 

for the year will be Rs.1.60 crores?  (May, 2003)(May, 2003)(May, 2003)(May, 2003)   (10 Marks)                                                                                 

    

Answer Answer Answer Answer     

(i)  (i)  (i)  (i)  When dividend is declared: 

                     6.40  + P1 

120  =  ----------------------  P = 125.12 

                       1+0.096              

When the dividend is not declared: 

                           0  + P1 

120  =    -------------------   P = 131.52 

                        1+0.096                                                                                                                      

(ii)(ii)(ii)(ii)   When dividend is declared:       

                m = No. of shares to be issued                                                                                               

                3,20,00,000 – (1,60,00,000 – 51,20,000) 

m =    -------------------------------------   = 1,68,798 

                                       125.12 
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When dividend is not declared:        

                 m = No. of shares to be issued                                                                                                                                                                                                                                                                                                

                  3,20,00,000 – 1,60,00,000  

m =    -------------------------------   = 1,21,655 

                               131.52                                                                                                                                                    

 

Q. NoQ. NoQ. NoQ. No. 34. 34. 34. 34: : : : 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 Rs.100. It expects a 

net profit of Rs.2,50,000 for the year and the board is considering dividend of Rs.5 

per share. M Ltd requires to raise Rs.5,00,000 for an approved investment 

expenditure. Show, how, does the MM approach affect the value of M Ltd, if the 

dividends are paid or not. (May, 2008)(May, 2008)(May, 2008)(May, 2008)    
    

Answer Answer Answer Answer     

Dividend is paid:Dividend is paid:Dividend is paid:Dividend is paid:    

Market price per share if dividend is paid   =   105 

 

Funds to be raised = funds required – (earning – dividend) 

                               = 5,00,000 – (2,50,000 – 125,000) = 3,75,000 

No of shares issued = 375000/ 105 = 3571 

Total no of shares = 25000 + 3571 = 28571 

Market value of the firm = 28571 x 105 = 29,99,955 say 30,00,000 
    

Dividend is not paid:Dividend is not paid:Dividend is not paid:Dividend is not paid:    

Market price per share if dividend is not paid   =   110 

Funds to be raised = funds required – earning  

                               =5,00,000 – 250000 = 2,50,000 

No of shares issued = 250000/ 110 = 2273 

Total no of shares = 25000 + 2273 = 27273 

Market value of the firm = 27273 x 110 = 30,00,030 say, 30,00,000 
 

Q No. Q No. Q No. Q No. 35353535    :::: Following are the details regarding 3 companies X Ltd., Y Ltd., & Z Ltd.    

  X Ltd. Y Ltd. Z Ltd. 

 r 20% 15% 10% 

 Ke 15% 15% 15% 

 E Rs. 4 Rs. 4  Rs. 4 

Calculate the value of an equity share using Walter Model if dividend payout ratio is 

50 per cent and 75 per cent.                                                                                                               
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Answer Answer Answer Answer     

X Ltd. 

Payout ratio 50%:   

        [2] + [(4-2)(0.20/0.15 )]      

P = ---------------------- = 31.11 

                       0.15 

 

Payout ratio 75%:   

       [3]+[(4-3)(0.20/0.15)]                                                     

P = --------------------- = 28.89 

                      0.15  

  Y Ltd. 

Payout ratio 50%:         [2] + [(4-2) (0.15/ 0.15)]      

                            P = --------------------- = 26.67 

                                                  0.15  

 

Payout ratio 75%:     [3] + [(4-3) (0.15/0.15)]      

                        P = --------------------- = 26.67 

                                               0.15  

 

Z Ltd. 

Payout ratio 50%:         [2] + [(4-2) (0.10/0.15)]      

                           P = --------------------- = 22.22 

                                               0.15  

 

Payout ratio 75%:     [3] + [(4-3) (0.10/0.15)]      

                          P = ----------------------- = 24.44 

                                               0.15                                                                                                    

    

Q Q Q Q No.36No.36No.36No.36: : : : Sahu & Co. earns Rs.6 per share having capitalization rate of 10% and has a 

return on investment at the rate of 20%. According to Walter’s model, what should be 

the price per share at 30% dividend payout ratio? Is this the optimum pay out ratio as 

per Walter? (Nov.2002)                                                         (Nov.2002)                                                         (Nov.2002)                                                         (Nov.2002)                                                                                                                                                          

AnswerAnswerAnswerAnswer:      It is a case of growth firm. The given payout ratio is not optimum. In this 

case, the optimum payout ratio is 0. 

     1.80 + (6-1.80) (.20/.10) 

P = -------------------- = 102                                                                                                    

   0.10                                                                                                                    

Q. No. 37Q. No. 37Q. No. 37Q. No. 37    The following information are supplied to you: 

Total Earnings                                                       Rs.2,00,000 

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

Dividend paid                                                         Rs.1,50,000 

PE ratio                                                                12.50 
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(i) Ascertain whether the company is following an optimum dividend policy. 

(ii) Find out the PE ratio at which the dividend policy will have no impact on market 

price of share. 

(iii) Will your decision change if PE ratio is 8 instead of 12.50 ?    (May, 07)(May, 07)(May, 07)(May, 07)    (8 Marks)(8 Marks)(8 Marks)(8 Marks)    

AnswerAnswerAnswerAnswer:::: 

(i) Ke = E1 / P = 1/ PE ratio = 0.08 

                    r = 2,00,000 / 2000000 = 0.10 

It is a case of growth firm. For such a firm, optimum payout ratio is zero. The 

firm is not following the optimum payout ratio. 

(ii) r = 0.10. For payout ratio to have no effect on share price, the r = Ke. Ke 

should be 0.10 i.e. payout ratio should be 10. 

(iii)  If payout ratio is 8, cost of equity is 0.125. r = 0.10. This becomes a case of 

declining firm. In this case the optimum payout ratio should be 100% (while 

current payout ratio is 0.75), hence pay out ratio is not optimum. 

    

Q. No. Q. No. Q. No. Q. No. 38383838: The following information pertains to M/s XY Ltd. 

Earning of the company       Rs.5,00,000 

Payout ratio     60% 

No of shares outstanding 1,00,000 

Equity capitalization rate   12% 

Rate of return on investment 15% 

(i) What is the market value per share as per Walter? 

(ii) What is the optimum pay out ratio according to Walter and market price per share at that pay 

out ratio? (May, 2006) 

Answer: Market price per share (according to Walter)    

 

 

P/O ratio  Market price  

60%     3 + (5-3)(0.15/0.12) 

-------------------  = 45.83                                                            

0.12 

    

                         r 

           D + (E-D) ———    

                              Ke    

P = ------------------  

                            Ke    
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It is a case of growth firm. Hence, optimum pay out ratio is zero.It is a case of growth firm. Hence, optimum pay out ratio is zero.It is a case of growth firm. Hence, optimum pay out ratio is zero.It is a case of growth firm. Hence, optimum pay out ratio is zero.    

P/O ratio  Market price  

      0     0 + (5-0)(0.15/0.12) 

-------------------  = 52.08 

             0.12  

    

Q No. 39Q No. 39Q No. 39Q No. 39    A Ltd. has made a profit of Rs.80,000. Its gear ratio is 0.4. It is to be 

maintained. Its cost of capital are: debt 10 per cent, equity 23 per cent, retained 

earnings 20 per cent. Four projects are under consideration: 

                        Investment           Required Rate of Return 

            on Investment 

 A                 Rs.   98,000 19% 

 B                 Rs.    56,000 17% 

 C                 Rs. 1,00,000 16% 

 D                 Rs. 2,00,000 14% 

What amount should be paid as dividend. What would be amount of corporate 

dividend tax? Ignore surcharge and education cess. 

Answer Answer Answer Answer     

Total investment in A = 98,000 = 70,000 Retained Profit + 28,000 Debt 

Cost of capital: 

Source of finance  Cost (X) W XW 

Debt  10 28,000 2,80,000 

Retained earnings  20 70,000 14,00,000 

  ∑W = 98,000 ∑XW = 16,80,000 

Ko = 16,80,000 /98,000 = 17.14% 

Project a may be taken up as its cost of capital is less than its required return. 

Total    investment in B= 56,000= 10,000 Retained Profit+ 30,000 ESC+ 16,000 Debt    

Source of finance  Cost (X) W XW 

Debt  10 16,000 1,60,000 

Retained earnings  20 10,000 2,00,000 

Equity  23 30,000 6,90,000 

  ∑W = 56,000 ∑XW = 10,50,000 

 

Ko = 10,50,000 / 56000 = 18.75%.  

The Ko for C and D will be higher than18.75% because of higher proportion of new 

Equity. Their returns are lower. Hence, they may not be taken up. 

Recommendation: Only A may be taken up. 
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Q.Q.Q.Q.    No. 40No. 40No. 40No. 40: : : : A company pays a dividend of Rs.2.00 per share with a growth rate of 7%. 

The risk free rate is 9% and the market rate of return is 13%. The company has a 

beta factor of 1.50. However, due to a decision of the Finance Manger, beta is likely 

to increase to 1.75. Find out the present as well as the likely value of the share after 

the decision.  (May, 2005)(May, 2005)(May, 2005)(May, 2005)  (6 marks) 

    

Answer Answer Answer Answer     

Interpretation: “pays a dividend” refers to the dividend that has just been paid. 

Ke = 9 + 1.50(13-9) = 15% 

               2.14 

P = ------------- = 26.75 

           0.15 – 0.07 

 

Ke = 9 + 1.75(13-9) = 16% 

 

               2.14 

P = ------------- = 23.78 

         0.16 – 0.07 

Q. No.Q. No.Q. No.Q. No.41 41 41 41 Subhash & co. earns Rs. 8 per share, its capitalization rate is 10% and its 

return on investments is 20%. Its payout ratio is 25%. What should be market price 

per share according to Walter? Is the payout ratio optimum? ( Nov. 2009)( Nov. 2009)( Nov. 2009)( Nov. 2009) 

AnswerAnswerAnswerAnswer ::::    Market priceMarket priceMarket priceMarket price    per share (per share (per share (per share (according to Walter)according to Walter)according to Walter)according to Walter)    

 

 

P/O ratio  Market price  

25%     2 + (8-2)(0.20/0.10) 

-------------------  = 140     

0.10 

    

It is a case of growth firm. Hence, optimum pay out ratio is zero.It is a case of growth firm. Hence, optimum pay out ratio is zero.It is a case of growth firm. Hence, optimum pay out ratio is zero.It is a case of growth firm. Hence, optimum pay out ratio is zero.    

P/O ratio  Market price  

      0      0 + (8-0)(0.20/0.10) 

-------------------  = 160                                         

              0.10 

 

 

 

                         r 

           D + (E-D) ———    

                              Ke    

P = ------------------  

                            Ke    
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Q. �o. 42 Mr. A is thinking of buying shares at Rs.500 each having face value of 

Rs.100. He is expecting a bonus at the rate of 1:5 during the fourth year. Annual 

expected dividend is 205 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 Rs.900 each. Incidental expenses for purchase and sell of 

shares are estimated to be 5% of the market price. He expects a minimum return 

of 12% p.a. 

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)(May, 2010)(May, 2010)(May, 2010) 

AnswerAnswerAnswerAnswer    

Cost of share = 500 + 25 = 525 

 

Maximum Price (including purchase expenses)  

             

        = 20(Annuity for 3 years at 12%) + 24 (Annuity for 4-7 years at 12%) 

           + 900(1.20)(0.95)(PVF for 7th year at 12%) 

         = 20(2.402) + 24(2.162) + 900(1.20)(0.95)( 0452) = 564 

At the investor’s expected rate of return, the share is worth Rs,564. It will cost 

the investor Rs.525. The investment is recommended. 

 

Q. �o. 43 Mr. A is thinking of buying shares at Rs.500 each having face value of 

Rs.100. He is expecting a bonus at the rate of 1:5 during the fourth year. Annual 

expected dividend is 205 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 Rs.900 each. Incidental expenses for purchase and sell of 

shares are estimated to be 5% of the market price. He expects a minimum return 

of 12% p.a. 

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. 

 

AnswerAnswerAnswerAnswer    

Cost of share = 500 + 25 = 525 

 

Maximum Price (including purchase expenses)  

             

        = 20(Annuity for 3 years at 12%) + 24 (Annuity for 4-7 years at 12%) 

           + 900(1.20)(0.95)(PVF for 7th year at 12%) 

         = 20(2.402) + 24(2.162) + 900(1.20)(0.95)( 0452) = 564 

At the investor’s expected rate of return, the share is worth Rs,564. It will cost 

the investor Rs.525. The investment is recommended. 
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THEORETICAL ASPECTSTHEORETICAL ASPECTSTHEORETICAL ASPECTSTHEORETICAL ASPECTS    

Q. No. Q. No. Q. No. Q. No. 44444444: : : : Write short note on factors influencing the Dividend policy of a firm. ((((May, May, May, May, 

1999, Nov.1999, Nov.1999, Nov.1999, Nov.    2001)2001)2001)2001), , , , What are the determinants of Dividend Policy.    (Nov. 2002) (May, (Nov. 2002) (May, (Nov. 2002) (May, (Nov. 2002) (May, 

2006).2006).2006).2006).    

AnswerAnswerAnswerAnswer: Dividend policy of a company is broadly guided by the two considerations: 

(i) Maximizing the shareholders wealth  

(ii) Financing requirements and policies of the company. 

    

AcademAcademAcademAcademiciansiciansiciansicians have suggested two contradictory approaches to dividend policy: 

(a) Dividend as an active decision – As per this view, a company should decide 

the amount it wants to distribute as dividend, and only remaining amount 

should be retained and reinvested in the business. 

(b) Dividend as passive decision : As per this view, a company should find the 

amount of profit that can be retained and reinvested in the company’s 

business in a profitable way and only balance, if any, should be paid as 

dividend. (This is known as residual theory of dividend.)2 

The professionalsThe professionalsThe professionalsThe professionals view is the dividend decision should regarded as an active and 

primary variable and not as a passive residual. The availability of investment 

opportunities is not a matter for serious consideration.  

Dividend decisions are the decisions of the firm's directors and hence, reflect 

management's perception of their responsibilities and objectives.  

 

 

 

The factors influencing their decision are as follows:                                                                                                                  

 

(i)    The company's earningsearningsearningsearnings and future prospects is a dominating influential factor.                                                                     

 

(ii) The company's cash flowcash flowcash flowcash flow, current liquidity and future cash needs are regarded as 

important considerations.     

 

(iii) The needs and the expectations of the shareholders should be given due 

recognition3. For example, if the majority of the shareholders are senior citizens who 

                                                 

2
 . . , a firm would invest the internal funds it generates either within the firm or by acquiring 

assets of another firm, subject only to the constraint that each new investment has a net present 

worth greater than zero, i.e., that the expected yield on internal investment is higher than the 

capitalization rate for earnings of the quality expected. After all such investment opportunities have 

been exhausted, any internal funds remaining would be distributed to shareholders as cash 

dividends." (Solomon)  

3
 The companies should give share-holders a steady and dependable return without losing sight of 

the companies' long-term and short-term needs for funds. When deciding whether to distribute 

earnings,  in the form of cash  or to retain them for future growth, companies should strive to 

A
U

D
IT

N
C

A
.C

O
M

www.auditnca.com

www.auditnca.com


 35

need money for meeting their day to day expenses, larger amount of dividend per 

share will be more appropriate. 

(iv) The company should follow a stable dividend policy i.e. year after year the 

dividend per share may not fluctuate much. This can be taken care of by applying the 

Linter Model. 

 

(v) Long term pay out ratio may be the guiding force. 

 

(vi) Dividend decisions are affected by tax considerations. 

 

(vii) Restrictive covenants: conditions imposed by money lenders, restrictions on 

Banks by RBI. 

 

(viii) Dividend decisions are governed by (Section 205 of companies Act, 1956 (b) 

Transfer of profits to reserve rules, 1975 and Payment of dividend out of reserve 

rules, 1975. 

Q. No.45Q. No.45Q. No.45Q. No.45: : : : How tax considerations are relevant in the context of a dividend decision 

of a company?    ((((Nov, 2006)Nov, 2006)Nov, 2006)Nov, 2006)    

AnswerAnswerAnswerAnswer::::    

Return on equity shares can be provided to the shareholders by two ways (i) 

Dividend and (ii) Bonus shares. The first option is quite inferior option from the angle 

of taxation. On one hand, the amount of dividend is not allowed as deduction for 

computing the taxable income of the company, on the other hand the company has to 

pay an all inclusive corporate dividend tax (Corporate Dividend Tax + Surcharge + 

Education Cess). The dividend is tax exempt in the hands of the receiver of dividend. 

The second option is not so inferior. Though the amount of bonus shares is not 

allowed as deduction while calculating taxable income of the company, the company 

does not have to pay corporate dividend tax. The allottee of bonus shares (i.e. the 

shareholder) , if needs cash , can sell these shares. If the shares are listed in the 

stock exchange and these are sold through the stock exchange after paying Security 

transaction tax (which is quite negligible), the shareholder may not have to pay tax 

(if from taxation angle, the transaction results in transfer of long term capital asset) 

or tax at “10 % + surcharge + education cess”, if from the tax angle it is the 

transfer of short term capital asset. 

Q. No.46Q. No.46Q. No.46Q. No.46        Write a short note on Walter’s Model on Dividend Policy.    (May, 1998)(May, 1998)(May, 1998)(May, 1998)    

AnswerAnswerAnswerAnswer: : : : Walter has proposed a model for share valuation which supports the view 

that the dividend policy of a firm has a bearing on share valuation. He emphasized 

two factors which influence the market price on a share. The first is dividend payout 

                                                                                                                                                 
follow policies that meet the shareholders' needs for income or capital appreciation, and at the 

same time, preserve the soundness of company finances. 
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ratio and the second is the relationship between internal return on retained earning 

(r) and cost of equity capital (Ke). 

Walter classified all the firms into three categories: (i) Growth firms, (ii) Declining 

firms, and (iii) Normal or constant firms.  

He refers a firm as growth firm if the rate of return on retained earnings (r) exceed 

its cost of equity capital (Ke). It means if the firm retains the earnings, it can invest 

the retained funds at higher rate of return than the rate of return to be obtained by 

shareholders by investing the dividend amount in case the firm does not retain the 

earnings. In such a situation, the shareholders would like the company to retain 

maximum amount, i.e., to keep payout ratio quite low because low dividends would 

be more than compensated by higher returns on retained earnings — Hence in case 

of such firms there is negative correlation between dividend and market price of 

shares. Lower the dividend, higher the market price of shares. Higher the dividend, 

lower the market price of shares.  

A firm is referred as constant firm if rate of return on retained earnings is equal to 

cost of equity capital. It means if the firm would retain the earnings it would obtain 

return equal to the return to be obtained by shareholders by investing dividend. In 

this situation, the shareholders would be indifferent about splitting off of the earnings 

between dividend and retained earnings. Hence market price of share won’t be 

influenced by dividend rate. The correlation between dividend rate and market price 

of the shares would be nil. 

Walter refers a firm as declining firm if its rate of return on investments is lower 

than its cost of equity capital. It means if the firm retains the earnings, it can invest 

the retained funds at lower rate of return than the rate which can be obtained by the 

shareholders by investing the dividend amount (in case the firm does not retain the 

earnings). In such a situation, the shareholders won’t like the firm to retain the 

profits or to retain only minimum so that they can get higher returns by investing the 

dividends received by them. Hence, in case of such firms there would be positive 

correlation between dividend size and market price of the share. Higher dividend, 

higher market price of the shares. Lower dividend, lower market price of the shares.  

Walter concludes: (i) the optimum payout ratio is nil in case of growth firm, (ii) the 

payout ratio of a constant firm is irrelevant, (iii) the optimum payout ratio for a 

declining firm is 100 per cent. 

Q. No. Q. No. Q. No. Q. No. 44447777: : : : Write short note on effect of a Government imposed freeze on dividends 

on Stock prices and volume of Capital investment in the background of Miller- 

Modigliani theory on dividend policy.    (Nov. 2002)(Nov. 2002)(Nov. 2002)(Nov. 2002)    

AnAnAnAnswer:swer:swer:swer:    Miller and Modigliani have opined that the price of equity shares of a firm 

depends solely on its earnings power and is not influenced by the manner in which 

its earnings are split between dividends and retained earnings. They observed 

“under conditions of perfect capital markets, rational investors, absence of tax 

discrimination between dividend income and capital appreciation given the firm’s 

investment policy, its dividend policy may have no influence on the market price of 

the shares.” In other words, the price of share is not affected by the size of the 
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dividend. (By the price of the share, MM means wealth of the shareholders). The 

Government imposed freeze on the dividend, according to MM, will have no impact 

share prices (wealth of the shareholders). The shareholders will be deprived of the 

dividend but they will be compensated by increase in the value of their shares. 

Capital investment, in the real terms, won’t be affected by this action as it is neither 

in favour nor against the capital investment, However, the firms will be raising lesser 

amount of capital from the market, as a part of requirement of capital for further 

investment will be available in the form of retained earnings. 

 

Q. No. Q. No. Q. No. Q. No. 48484848: According to the position taken by Miller and Modigliani, dividend 

decision does not influence value. Please state briefly any two reasons, why 

companies should declare dividend and not ignore it.    (June, 2009(June, 2009(June, 2009(June, 2009) 

    

Answer :Answer :Answer :Answer :    The companies should declare dividend for following two reasons : 

(i) Shareholders need cash to meet their household expenses. 

(ii) If r is less than ke, Shareholders would suffer in case of no payment                 

of dividend. 

(iii) Income is as important as capital gains. 

(iv) MM’s assumptions are impractical; For example - there is no perfect 

competition in the market, all the shareholders are not rational, there a 

transactions cots.  
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