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H
Dividend Discount Model ...

The model is flexible enough to allow for time varying
discount rates, where the time variation is caused by
expected changes in interest rates or risk across time.
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Gordon Growth Model ...

The growth rate taken should always be less than or
equal to the growth rate of the economy

Cannot be used when there is volatility in earnings
Can be used when ...

[a] A firm has a average growth rate that is close to stable
growth rate; [b] the dividend payout policies of the firm
are well-established and expected to continue (in future)

Reason — [a] dividends are smoothed even while
earnings fluctuate; [b] mathematical affects of using an
average growth rate rather than a constant growth rate
are small
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Valuation with Stable-Growth Dividend
Discount Model ...
SBI — March 2015

Data from Anand Rathi Securities, RBIl and Reuters
Last years Dividend = 13 and DP Ratio = 80%

R, =10.9%, Beta = 1.46, R; = 7.8%

_ong-term Growth Rate can be taken as ...

ROE X Retention Ratio

ntrinsic value of SBI per share as per above
computations would be around ...




Ke

RokE

DF Ratio
RR

Growth
Last Div.
AN

0.123
0.111
0.181
0.815
0.091
3.000
100.146
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Two-Stage Dividend Discount Model ...

Best suited for firms that are in high growth and
expect to maintain that growth rate for a specific time
period, after which the sources of the high growth
are expected to disappear.

Example: Bata India, Chambal Fertilizers, State
Bank of India, Cipla, Larsen & Toubro, ...

Characteristics of the firm in the stable period should
be consistent with the assumption of stability

So, for a stable period ... a beta of 0.8 to 1.2 is okay



Valuing a-Firm-with-the Two-Stage

Dividend Discount Model ..

Bata India Limited — June 2013

Financials Rs {in Crores) Bata In Rf i.2% | Rm :
For the year 1303 1203 | 1103 1003 903 803
Return on Equity 200% | a65% | 621% | 24.5%
. Retention Ratio 18% % | 88% | 71% M | 1%
Fxpected growth rate in EPS 32.66%
Deta current 0.7
Heta estimated for stable phase 0.0
Cost of equity for high growth 12.10%
Cost of equity for stable growth 12.60%
Stable Period Assumed Growth 6.00%
Stable Period Payout ratio 53%
Current Dividend Per Share 6.00  6.00

Current Earnings Per Share

2710



Bata India \ Year ==>

DPS

EPS

BV/Share

Average ROE (of past three years)
Payout Ratio

High Growth Rate

Stable Growth Rate

Dividends

Cost of Equity (High Growth)

Cost of Equity (Stable Growth)
ROE in Stable Period

Estimated Retention Ratio in Stable
Estimated EPS in 2019

Estimated Dividend in 2019

Bata India | Year ==>

Estimated Dividend

Estimated Terminal Value
Estimated DDM

Share Price (Intrinsic)

2013
6.00
2710
109.0
42.20%
22 14%
32.86%
6.00%
6.00
12.10%
12.80%
13.05%
45.98%
118.90
R4 23
2014
7.97

.97
5584.99

2012
6.00
2580
64.8

2007 2018
18.69 2483

344 59
16.69 969 .42




Three-Stage Dividend Discount Model ...

Highly useful for firms whose earnings are
growing at high rates, are expected to continue
growing at those rates for an initial period, but are
expected to start declining gradually toward a
stable rate as the firm becomes larger and loses
Its competitive advantages.

Example: Relaxo Footwear, Mercator Lines, Yes
Bank, Infosys Tech., Pantaloons India, Onmobile
India, ...



Relaxo Footwear Limited
EPS

Boak Valug (Rs)
Refurm on Equity

Retention Ratio

Expected Growth Rate
Cost of Equity in High Growth Period

High Growth Period
Transition Phase Period

Cost of Equity in Stable Period
Estimated Return on Equity for Stable Pha

Estimated Growth Rate for Stable Period
Stable Period Payout Ratio




Expected Cumulated Present

Growth  Payout Costof  Costof Value of

Year EPS Rate Ratio Dividends Equity Equity DPS
Current 373 h4% 2.0
1 454 21.8% h 4% 24 9.30% 1.093 2.2

2 RR3 21.8% h4% 30 9.30% 1.195 2.5

3 673 21.8% h.4% 36 9.30% 1.306 2.8

4 820 21.8% b 4% 44 930% 1427 3.1

h 999  21.8% b 4% 53 9.30% 1.560 34

b 1216 21.8% h4% 6.5 9.30% 1.705 3.8

i 1481  21.8% h4% 79 9.30% 1.664 4.3

PV of Dividends in High Growth Phase /X

9 1758 18.8% 15.4% 210 10.20% 2.054 13.1

10 2036 158%  254% M6 11.10% 2.282 226

11 2296 128%  354% 612 12.00% 2.555 3.8

12 2520 96% 45.4% 1143 12.90% 2.685 39.6

13 2671 6.0% h6.4% 160.7  13.77% 3.262 459

PV of Dividends in Transition Phase 13.77% 374 1531
EPS for year 14 2431
Terminal price 21795

PV of Dividends in Transition Phase 383.7

Value of Relaxo Footwear




Applicability'6f DDM .

It is useful for firms with stable earnings, especially in
mature businesses, that try to calibrate their dividends
to available cash flows. Large Power and FMCG Firms
are good examples.

Sectors where cash flow estimation is difficult (for
example, financial services sector)

Modified dividend payout = [dividends + stock
buybacks — long-term debt issues] / [net income]

Modified growth rate = [1 — Modified payout ratio] X
[return on equity]

2015



