10/8/2012

i e o b ot s o el o % i i i P R PR T Wy T |
: Estimating Dividends: 3 Cases :
|« Constant dividend: p,=0 /v, d1KE LONS FONT p?_fpflfw;j}
EHﬁ.PTE RS ?: = The firm will pay a constant dividend forewer
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- » Constant dividend growth: _ &% &°F
Business Finamee 3320 = Thes firm will increase the dividend by a constant

percent every period

» Supernormal growth

+ Dividend growth is not consistent initially, but
settles down to constant grawth eventually

Act CnSiant 10 staf pegining Men Tpdr okF

we heOg ner periods Awideingl (D) not Mispare

Qetantion Rate= rafe at wnich e rerain i 'L‘-ﬂg?‘f’??%ﬂi?gﬁ{:f? E-LFWEE]?]TJ{ ) nOE H1 S per)
td

“fradeoft of 1t pay out or keep 4 -anY ming apovl  oowr o,

Estimating g Stock Price Sensitivity to Dividend Growth, g

* g = Retention Bate x Return an Bew Investrnént .
. Baturn on N |rvastmect sometimas called Betum on oty [ROE) = O, = 52; ry = 207%

- The mare 3 campany retains/reinvests, the higher g will be.

» Retention ! Reirvestrment anly good as bng as Renum on New v
Irvestrnant = Equity Cast of Capital (i,

s« Le, $hars wil b= paiinfied with foregoing dridend: H the compamy
d abls 10 rar Wl ke FunE o PR 1hEn The Skl ers s
demanding |

|

= Hry = 159, bin @ nesw project bes an expeched retams of 20%, i - |
"-M.'I hﬂlmulﬂ“ﬁtﬂqﬂﬂmlﬂdlhmmﬂﬂ ] '_.H. [ X [WL] i1
ras bar thae ging the shareheldere the carh,

| ReinvesHingwiil add morg
| vawen future (sontpay purdn)
o
v d TOWG =2 e =0.2 asqand rg ger
- pyeralieverag e of wpar §- fervin i o gl
Lﬂﬂﬂ] o L¢ l:-l.:'l' m'—ﬂ Emeﬂ:ﬂH a ,::]"i'[-l?" ﬂ"illq | doser LL']UE.LI‘*JPJEHI'EmE
2-197 200 30597100 ¢ (200us iCO)
TR T rlela : 1o e . Ao M s 7. o | [ i N G o A . SSS Lo L |

il Prien

1
L } |
-'...-. -I

=

—

Using the DGM to Find R Finding the Required Return - Example Do=|
LA LD
.5 th the DGM: « Suppase a firm's stock is selling for $10.50. Th dafl"| =
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B a - What is the dividend yield? i0.50
rearrange and solve for R 2105 / 16:50 = 1%
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what if the company doesn't pay dividends?

- Mary small andfor young companies da not pay
dividends—what then?

- Dividend discownt models are out, wnbess you can
anticipate when the cornpany will pay a dividend in i
the future [goad luck). i

- If the cornpany does share repurchases, the value of
the repurchase is effectively the same as a cash
dividend.

- Since divideads are a prowy for equity csh flows, we
can substitute another estimate, such as free Gash
flow

| - This is what is cameeanly done in the indusirg, but requines
| much more mformatian and gxpenise 1o forecast. Intuiton
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Constant growth: Problem 13 Qi

» Laurel Enterprises expects sarnings next year of 54/share and
has a 40% retenticn rate, s o keep tonstant IS
equity cost of capital is 10%, which ks also its expected return

*  onnew inwestment. It earnings are expected to grow farever
at a rate of #%year. If its next dividend is dus in one year, what

do you estimate the firm's current stock price 1o be?
« Mabe: | think the solution to this problem is incorrect.

Ei=$4 g=rerention XreIrn = .40x.i03
0, = 4%0.00=240
| Fp= ',:'46}?.
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| Supernormal growth: Problem 17

« Colgate-Palmalnve Company pust paid an annusl dividend of
50,05, Analysts are predicting an 11%,year growth rate in
earmings aver the next five years. After that, Colgate's earnings
are expected to grow at the carrent industry average of
5. 2% fyear. if Colgate’s squity cost of capital is 5% year and its
dividend payout ratio remains oonstant, 1or what price does the

dividend-ciscount madel predict Colpate steck shaudd sell?

Qi-s= 111 & pyotaw= il*’rl] = 30.44
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Total Payout: Dividends plus Repurchases

- Say @ company has 5 shares outstanding that are worth 5100
eath, Market value of equlsy = 5 x 5100 = 5500,

- Ualue is $100 because expected drvidend s 510 and r, is 10%.

= if they dedded o pay a 5105hare dividend, investors then
wauld have 510 in cash snd share price remaing 5100, T
4 WEWEI'IFtliI:'ﬂpr]'iI'IEIﬂ!-h dividend, the comparny
decided ta pay 5125 to buy back one share of stock?

v Comgdny i 56l waith 85500 total, becaess the 5125 cash was used o buy

& share of miock which the fiem now oamo
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To retain more or less?: Problem 14

+ DFB, Inc. expects eamings this yeae of are, anmd it plans to
pay a 53 dind are. DFB will retai B 10 reipneEst in
ne'w projacts that have an expected return of .
Luppase DFE will maintain the same remwmtan rate and return

E or new irvestrents and will not change its number aof

cutstanding shares,
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Total Payout: Problem 21

- Suppose Cisoo Syslerns pays no dridends but spent 558 on
share repurchases kst year. B Cisco’s equity cost of capital is
134, and if the amount spent on repurchases i expected 1o
grow by 3K per year, estimate Csco’s market capitalzaton. |
Cisgce has 6B shares outstanding, whiat should the stock price

be? _IIIIE WAt = ﬁl'-"rE;‘
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| RR=5B4i08°548 o = 22.50
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5) =5.42



