
'T11:e following information is available in respect of a firm: 

Capitalisation rate_ (Ke) = 0-10 

Earnings per share (E) = ~10 

Assumed rate of return on investments (r) : (i)_ 15%, (ii) 10% ·and (iii) 8%. 

Show the effect of dividend policy on the market price of shares using 'W 
Dividend Pay-out ratio (DIP Ratio) : 0%, 25%, 50%, 75% and 100°/~. a.\t~-r\ 11'.~ 

Also state the optimum dividend pay-out ratio. 

~ Solution:) 

According to Walter's Model, market price ·of a share, P is given bv. 



Where, 
D = Dividend per sl 1are 

r = Rate of return 
01 

. ' 

. . , rnvestrnent 

Ke = Cap1tahsation rat ' 
e, 

E = Earnings_ per share. 

Situation 1 : 

When r = 15% or 0·15 and K 
· e == 0·10 

(i.e., r > Ke ⇒ Growth Finn) 

Value of Shares (Walter's Model) . 
at different D/P Ratio . 

DIP ratio== 0% ---- r ---·---.-------..,.-----, 

(i.e., Dividend per Share - ) 
- zero 

0·15 
p = O+~(tl0-0) 

0·10 

= f 150 

/ DIP ratio= 50% / 

(i.e., Dividend per Share == ~ 5) 

0·15 
P = ~s+o-w(~10-~s) 

0·10 

= f 125 

/DIP ratio = 100%/ 

(i.e., Dividend per Share.= ~10) 

0-15 
fl0+-

0
_ 1-. O (~10-flO) 

P=----'~----
0-10 \ 

= f 100 

t Interpretation : 

DIP ratio = 25% 

(i.e., Dividend per Share = ~ 2-50) 

0·15 
~ 2 ·50 +-( t JO-(' 2-50) 

p = 0-10 
0-10 

= ~ 137•50 

D/P ratio= 75% 

(i.e., Dividend per Share = t 7-50) 

0·15 
t7-50+-(~10-~7-50) 

P= 0-10 · 
0·10 

= ~ 112·50 

From the above calculation, it is quite clear that the value of shares (P) is inversely related to the 

DIP ratio. As the pay-out ratio increases, the market value of shares declines. This is so, because the 

firm is a growth firm (where r > Ke) and is able to earn a return on investments (r) exceeding the 

required rate of return (Ke). The market value of shares(? 150) is highest when DIP ratio is zero, i.e. 

the finn retains its entire earnings. When all earnings are distributed, i.e. D / P ratio is 100%, then its 

market value shows the lowest price (~ 100). 

- -·· ,.., ... r=i~in is zero. 

I 
i 

' 



L' ,. ., ~/ -1! --

'l ' 1,1tlcH1 2 1 
f /<. • O·IO ~• l 10% or O· IO 11111- ,, Wht·•• r ,:, ( ) > N,,rn111I ir11 1 

· 
(11 ' ., ' 1' ,, ., M ,d,•I) ,11 dJff,•n•1il IJ/1' J<.,itio : 

I 
·~ (W,dft'I ~ ( -v ,1iwot i. '•'" ' 1 · - - r.::::--1 / f)/P ~i1tlo - ()~ , IE._/ P r;--t . -(D. . - I {) - -' Sh,1n• =-- zero) • v id end - - - <-Y}', . (·r)lvidcnd p< r · 

P~r Sh- ' d rt: · · 0 ~ 2 SO O · l O ? · P 1 <~10 - 0> · +- ct1 1 
·1 0 1-o -10 P= ~ 0- ~2 -5. p ;;; - 0-10 

0 ·l0 ~ -
1 

= f 100 - f JOO 

--- D/P ratio == 50% 

(
. Dividend per Share == t 5) i.e ., 

b-10 •s) rs+ - (tlO- \ 
0-10 - -p = -- - 0-10 

::: f 100 

DIP ratio= 100% 
(Dividend per Share = f 10) 

flO+ O·lO (f10-f10) 
P= -~0_!.·1~0 _ _ 

0-10 
~ f 100 

(Dividend 
rn ._ ~ 

t7-50+~ '" - 7-~ P = --~O~-l~vO(~lO-t7.5 ·, 
Q. 

= f 100 

, Interpretation : . . _ Jnder this situation, when r =Ke, the mar:ket value of shares is constant irrespecti t is a matter of indifference whether the firm retains whole of the profits or distri~e of the D ~ 1ere is no optimum dividend policy. But this is a hypothetical situation . r d ute divi~ 
1
me. Moreover, Walter concludes that dividend policy does matter as. a variabl~ Ke ~ '(, . 

ma'i'irn: . . 
·ices. 

· --iUS':: tuation .3: 
When r = 8% or 0·08 and Ke = 0· 10 

(i.e., r <Ke ⇒ Declining Firm) 
Value of shares (Walter's Model) at different DIP Ratio: 

DIP ratio= 0% 
(Dividend per Share= zero) 

0·08 · 
p = O+Q.10(~10-0) 

0-10 
___ =_~_B0 _______ _JI .. 

D/P ratio= 25% 
(Dividend per Share = ~ 2·~) 

0-08 t 2-50 +-( t 10-t2-50) P= 0-10 
0-10 

= ~ 85 



SJY s--- ~ ~~•::-::::::~:;;;~::_~;==;;:;=======----=--=--=--=-=--=-=--=--=-=-=-=-=-=-=--~-_-1_)=;;~~~=~~=-=-=-i=--D / P ratio= 50% D/P ratio== 75% 
(i.e., Dividend per Share = ~ 5} (Dividend per Share == t 7-50) 

0-08 ~ ~ 0 08 . ~5+-0--1-0 ( 10- 5) ~7-50+ . (~10-~7-50) .P == -~~=----- p = --~0~·2.1~0 _____ _ 0·10 0-10 

J D/P ratio= 100% 
(Dividend per Share = ~ 10) 

0-08 
tl0+-

0
_-10(~10-~-10) 

P=--~~----
0-10 

= ~ 100 

= ~ 95 

• Interpretation : 
When the firm is a declining firm, where r < Ke, DIP ratio ·and th.e value of shar~ are correlated ositively. That is, when pay-out ratio increases, the market value of shares also increases and v ice ersa. The market value of shqre is maximum (~ 100) when D/P ratio is 100%. So, under this ·tuation, it is advisable to distribute the entire earnings as dividend t_o th.e shareholders. 

erefore, the optimum D/P Ratio is 100%. 



The following inti \, • . . 
. 

E . onnation 1s supplied to you about LK Ltd. · 
am1ngs of the 

' n· . company 1 v1dends paid 
Number of issused h . · s ares Pnce earnings ratio 

~ \ 5 ,00 ,000 
~ s ,00,000 

\ ,00,000 

\ () 

\5 
('

.) Rate of return on investment (%) Det · . 
. · 

. . ennine the theoretical market price of the share as per Wa\teT s Mode\. 
(u) Ar~ you satisfied with the current dividend policy of the finn? lf not. what ~hou\d be \ 

optimal dividend payout ratio in this case? Find out the price of the shnrc at \ht\\ d,'v,dt 
payout ratio. 

Calculatjon of theor·etlcaJ Market Prtct : Ean1ings per share ( t J SJ)0.000 • l ,00.000) Div idend per sJuare ({' 5.00.CXX) • L00,000) k~ ( I + PF) ( I + I 0) 
Rat~ Cl f R~tun1 ( r) 

0.15(15 5) 
_ f 5 + 0. l O = t 200 0 10 0.10 

' \ 5 
' 5 
0. \() 
0. \ 5 



_ ~t1e rate of return of the firm is 15% and Equity Capitalization Rate is only I 00/4, the company 
.\~ ~-0 u0 wing an optional dividend policy. The company should not pay any dividend In such 

'-:~ _'1 _ the market price of the share would be : 
~ - '- -

0.15 (15-0) 
= 0 + 0 .10 = f 225 

0.10 0.10 
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