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First Principles

B Invest in projectsthat yield areturn greater than the minimum
acceptable hurdle rate.
 The hurdle rate should be higher for riskier projects and reflect the
financing mix used - owners' funds (equity) or borrowed money (debt)

» Returns on projects should be measured based on cash flows generated
and the timing of these cash flows; they should also consider both positive
and negative side effects of these projects.

m Choose afinancing mix that minimizes the hurdle rate and matches the
assets being financed.

m [f therearenot enough investmentsthat earn the hurdlerate,
return the cash to stockholders.

« Theform of returns- dividends and stock buybacks - will depend
upon the stockholders characteristics.

Objective: Maximize the Value of the Firm
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Dividends are sticky

Figure 21.6: Dividend Changes : 1989-1998
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Dividends tend to follow Earnings

Figure 10.1: Aggregate Earnings and Dividends: S & P 500 - 1960-1996
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Dividends follow the Life Cycle

Figure 21.7: Life Cycle Analysis of Dividend Policy
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More companies are buying back stock..

ath Damodaran

§ Divldends & Buyhacks
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Measures of Dividend Policy

Dividend Payout:
e measures the percentage of earnings that the company pays in dividends
e =Dividends/ Earnings
Dividend Yield
* measuresthe return that an investor can make from dividends alone
» =Dividends/ Stock Price
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Dividend Payout Ratios in the United States

Figure 21.4: Dividend Payout Ratios: US Companies - April 19¢
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Dividend Yields in the United States

Figure 21.2: Dividend Yields: US Companies - April 199¢
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Three Schools Of Thought On Dividends

m 1If
» (@) there are no tax disadvantages associated with dividends

* (b) companies can issue stock, at no cost, to raise equity, whenever
needed

» Dividendsdo not matter, and dividend policy does not affect value.
m 2. If dividends have atax disadvantage,

» Dividendsarebad, and increasing dividends will reduce value
m 3. If stockholderslike dividends, or dividends operate as a signal of future prospects,

* Dividendsaregood, and increasing dividends will increase value

Aswath Damodaran
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Dividends don’t affect value

m TheMiller-Modigliani Hypothesis: Dividends do not affect value
m Basis
« If afirm'sinvestment policy (and hence cash flows) don't change, the
value of the firm cannot change with dividend policy. If weignore
personal taxes, investors have to be indifferent to receiving either
dividends or capital gains.
m Underlying Assumptions:.
» (@ There are no tax differences between dividends and capital gains.

e (b) If companies pay too much in cash, they can issue new stock, with no
flotation costs or signaling conseguences, to replace this cash.

* (c) If companies pay too little in dividends, they do not use the excess
cash for bad projects or acquisitions.

Aswath Damodaran 11



A Simple Example proving Dividend
Irrelevance

m LongLast Corporation, an unlevered firm manufacturing furniture, has
operating income after taxes of $ 100 million, growing at 5% a year,
and that its cost of capital is 10%. Further, assume that this firm has
reinvestment needs of $ 50 million, also growing at 5% a year, and
that there are 105 million shares outstanding. Finally, assume that this
firm pays out residual cash flows as dividends each year.

Free Cash Flow to the Firm = EBIT (1- tax rate) — Reinvestment needs
= $ 100 million - $ 50 million =$ 50 million
Value of the Firm = Free Cash Flow to Firm (1+g) / (WACC - g)
=$50(1.05) / (.10-.05) = $ 1050 million
m Price per share = $ 1050 million/ 105 million = $ 10.00
m Dividend per share =$ 50 million/105 million = $ 0.476
m Tota Vaue per Share=$10.00 + $0.48 = $10.476
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LongLast doubles dividends

Aswath Damodaran

B Assuming that the firm’s investment policy does not change, this will
mean that the firm has to issue $ 50 million of equity to meet its
reinvestment needs:

Value of the Firm = $ 50 (1.05) / (.10 - .05) = $ 1050 million

Value of the Firm for existing stockholders after dividend payment = $
1000 million (The remaining $ 50 million belongs to new
stockholders)

Price per share = $ 1000 million / 105 million = $ 9.523
Dividends per share = $ 100 million/105 million shares = $ 0.953
Total Value Per Share = $ 9.523 + $0.953 = $10.476
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LongLast eliminates dividends

B Inthiscase, the firm will accumulate a cash balance of $ 50 million.
The total value of the firm can be estimated as follows;

alue of Firm = Present Value of After-tax Operating CF + Cash Balance
=$50(2.05) / (.10-.05) + $50 million = $1100 million
alue per share=$ 1100 million / 105 million shares = $10.476

ath Damodaran

14



The Tax Response: Dividends are taxed more
than capital gains

m Bass
» Dividends are taxed more heavily than capital gains. A stockholder will
therefore prefer to receive capital gains over dividends.
Evidence:

« Examining ex-dividend dates should provide us with some evidence on
whether dividends are perfect substitutes for capital gains.
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Price Behavior on Ex-Dividend Date

et P,= Price before the stock goes ex-dividend

P,=Price after the stock goes ex-dividend

D = Dividends declared on stock

t, ty= Taxes paid on ordinary income and capital gains respectively

¥ IFb Ex-Dvidad Dey $F]h
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Cashflows from Selling around Ex-Dividend
Day

m The cash flowsfrom selling before then are-
I:)b - (Pb - P) tcg
m The cash flowsfrom selling after the ex-dividend day are-
Pa - (Pa - P) 1:cg + D(l'to)

Since the average investor should be indifferent between selling before

the ex-dividend day and selling after the ex-dividend day -

Py - (Py-P) teg = Pa- (Pa-P) teg + D(1-t,)

Moving the variables around, we arrive at the following:

Aswath Damodaran
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Price Change, Dividends and Tax Rates

| Py -
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The Evidence on Ex-Dividend Day Behavior

Bf ae 1981
1981- 85
1986- 1990
1991- 1993
1994.
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Dividend Arbitrage

B Assumethat you are atax exempt investor, and that you know that the
price drop on the ex-dividend day is only 90% of the dividend. How
would you exploit this differential ?

O Invest inthe stock for the long term

O Sell short the day before the ex-dividend day, buy on the ex-dividend
day

O Buy just before the ex-dividend day, and sell after.

Aswath Damodaran 20



Example of dividend capture strategy with tax
factors

m XYZcompany isselling for $50 at close of trading May 3. On May 4,
XY Z goes ex-dividend; the dividend amount is $1. The price drop
(from past examination of the data) is only 90% of the dividend
amount.

B The transactions needed by atax-exempt U.S. pension fund for the
arbitrage are as follows:

e 1. Buy 1 million shares of XY Z stock cum-dividend at $50/share.

o 2. Wait till stock goes ex-dividend; Sell stock for $49.10/share (50 - 1*
0.90)

« 3. Collect dividend on stock.
m Net profit = - 50 million + 49.10 million + 1 million = $0.10 million

Aswath Damodaran
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Bad Reasons for Paying Dividends

m Thebird inthe hand fallacy: Dividends are better than capital gains
because dividends are certain and capital gains are not.

The Excess Cash Argument: The excess cash that afirm hasin any
period should be paid out as dividends in that period.
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The bird in the hand fallacy

B Argument: Dividends now are more certain than capital gains later.
Hence dividends are more valuable than capital gains.

Counter: The appropriate comparison should be between dividends

today and price appreciation today. (The stock price drops on the ex-
dividend day.)
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The excess cash hypothesis

B Argument: The firm has excess cash on its hands this year, no

Investment projects this year and wants to give the money back to
stockholders.

Counter: So why not just repurchase stock? If thisis a one-time
phenomenon, the firm has to consider future financing needs.
Consider the cost of issuing new stock:

ath Damodaran 24



The Cost of Raising Funds

B Issuing new equity is much more expensive than raising new debt for
companies that are already publicly traded, in terms of transactions
costs and investment banking fees

B Rasing small amountsis much more expensive than raising large
amounts, for both equity and debt. Making asmall equity issue ( say $
25-$ 50 million might be prohibitively expensive)

Aswath Damodaran 25



Issuance Costs
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Cost as % of funds raised

Figure 21.10: Issuance Costs for Stocks and Bonds
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Some companies pay dividends and fund them
by issuing stock....

Figure 21.11: Equity Issues by Dividend Class, United States
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Potentially Good Reasons for Paying Dividends

m TheClientele Argument: There are stockholders who like dividends,
either because they value the regular cash payments or do not face a
tax disadvantage. If these are the stockholdersin your firm, paying
more in dividends will increase value.

B Dividendsas Signals. Dividend increases may operate as a positive
signal to financial markets and thus increase stock prices.

m Wealth Transfer: By returning more cash to stockholders, there might
be atransfer of wealth from the bondholders to the stockholders.

Aswath Damodaran 28



Some stockholders like dividends: A Case
Study
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Evidence from Canadian Firms
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Company Premium for Cash dividend over
Sodk Dvidand Saes
Consolickete Bethurd 19.30%
Donfasco 13.30%
DonePdrdeum 0.30%
|npeid Gl 12.10%
Newfoundand Light & Poner 1.80%
Royd Trustco 17.30%
Sdco 2.710%
TransAlta 1.10%
Average 7.54%
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A clientele based explanation

B Bass: Investors may form clienteles based upon their tax brackets.
Investors in high tax brackets may invest in stocks which do not pay
dividends and those in low tax brackets may invest in dividend paying
stocks.

B Evidence: A study of 914 investors portfolios was carried out to see if
their portfolio positions were affected by their tax brackets. The study
found that

o (a) Older investors were more likely to hold high dividend stocks and

* (b) Poorer investors tended to hold high dividend stocks

Aswath Damodaran 31



Results from Regression: Clientele Effect
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Dividend Yidd = a+ b bt + c Aga + d Income + e Dfferentid Tax Ratg + &

Variable
Congart
BetaCoefficient
Age/100

Income/1000

Diffarentid Tax Rete

Coefficient
4.22%
-2.145
3.131

-3.726

-2.849

Implies

Higher betastocks pay lower dividends
Hrmswith older investorspay higher
dividends

FHrmswith wedthier investors pay lower
dividends.

If ordinary incomeistaxed a ahigher rate
than capitd gains thefirm paysless
dividends.
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Dividend Policy and Clientele

B Assume that you run a phone company, and that you have historically
paid large dividends. Y ou are now planning to enter the
telecommunications and media markets. Which of the following paths
are you most likely to follow?

@ Courageously announce to your stockholders that you plan to cut
dividends and invest in the new markets.

O Continue to pay the dividends that you used to, and defer investment
In the new markets.

O Continueto pay the dividends that you used to, make the investments
In the new markets, and i1ssue new stock to cover the shortfall

o Other

Aswath Damodaran
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The Signaling Hypothesis
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The Wealth Transfer Hypothesis

ath Damodaran

Day (O: Announcement date)

EXCESS RETURNS ON STRAIGHT BONDS AROUND DIVIDEND CHANGES

#- CAR (Div Up)
“?- CAR (Div down)

35



Questions to Ask in Dividend Policy Analysis

m How much could the company have paid out during the period under

guestion?

B How much did the the company actually pay out during the period in
guestion?

® How much do I trust the management of this company with excess
casn?

 How well did they make investments during the period in question?
 How well has my stock performed during the period in question?

Aswath Damodaran
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A Measure of How Much a Company Could
have Afforded to Pay out: FCFE

B The Free Cashflow to Equity (FCFE) is ameasure of how much cash
Is left in the business after non-equity claimholders (debt and preferred
stock) have been paid, and after any reinvestment needed to sustain the
firm’ s assets and future growth.

Net Income
+ Depreciation & Amortization
= Cash flows from Operations to Equity Investors
- Preferred Dividends
- Capital Expenditures
- Working Capital Needs
- Principal Repayments
+ Proceeds from New Debt |ssues
= Free Cash flow to Equity

Aswath Damodaran 37



Estimating FCFE: The Home Depot

Year Net Income | Depreciation |Capital Spending| Changein Non- | Net Debt Issued | FCFE
cash Working
Capital

1 $111.95 $21.12 $190.24 $6.20 $181.88 $118.51
2 $163.43 $34.36 $398.11 $10.41 $228.43 $17.70
3 $249.15 $52.28 $431.66 $47.14 -$1.94 ($179.31)
4 $362.86 $69.54 $432.51 $93.08 $802.87 $709.68
5 $457.40 $89.84 $864.16 $153.19 -$2.01 ($472.12)
6 $604.50 $129.61 $1,100.65 $205.29 $97.83 ($474.00)
7 $731.52 $181.21 $1,278.10 $247.38 $497.18 ($115.57)
8 $937.74 $232.34 $1,194.42 $124.25 $470.24 $321.65
9 $1,160.00 $283.00 $1,481.00 $391.00 -$25.00 ($454.00)
10 $1,615.00 $373.00 $2,059.00 $131.00 $238.00 $36.00
Average | $639.36 $146.63 $942.99 $140.89 $248.75 ($49.15)

Aswath Damodaran
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Estimating FCFE when Leverage is Stable

Net Income

- (1- d) (Capital Expenditures - Depreciation)
- (1- d) Working Capital Needs

= Free Cash flow to Equity

d = Debt/Capital Ratio

For thisfirm,

» Proceeds from new debt issues = Principal Repayments + d (Capital
Expenditures - Depreciation + Working Capital Needs)

ath Damodaran
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Re-estimating FCFE: The Home Depot

Year Net Income | Net Capital Expenditures (1-DR) | Change in Non-Cash WC (1-DR) FCFE
1 $111.95 $124.24 $4.55 ($16.84)
2 $163.43 $267.21 $7.65 ($111.43)
3 $249.15 $278.69 $34.63 ($64.17)
4 $362.86 $266.64 $68.38 $27.85
5 $457.40 $568.81 $112.53 ($223.95)
6 $604.50 $713.32 $150.81 ($259.63)
7 $731.52 $805.77 $181.72 ($255.98)
8 $937.74 $706.74 $91.27 $139.72
9 $1,160.00 $880.05 $287.23 ($7.28)
10 $1,615.00 $1,238.53 $96.23 $280.24
Average | $639.36 $585.00 $103.50 ($49.15)
9 = Average debt ratio during the period = 26.54%
Aswath Damodaran 40



The Home Depot: Cash Returned to
Stockholders

Year Dividends (in $) |Equity Repurchases (in $) |Cash to Equity
1989 $8.39 $0.00 $8.39
1990 $12.84 $0.00 $12.84
1991 $22.45 $0.00 $22.45
1992 $35.82 $0.00 $35.82
1993 $50.34 $0.00 $50.34
1994 $67.79 $0.00 $67.79
1995 $89.75 $0.00 $89.75
1996 $110.21 $0.00 $110.21
1997 $139.00 $0.00 $139.00
1998 $168.00 $0.00 $168.00

Aswath Damodaran
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Dividends with Negative FCFE

B During the period 1989-98, the Home Depot has consistently had
negative free cash flows to equity. It has, however, managed to pay
dividends in each of these years.

How does a company with negative free cash flows to equity pay
dividends (or buy back stock)?

m Why might it do so?
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Estimating FCFE: Boeing

Year Net Income | Net Capital Expenditures (1-DR) | Change in Non-Cash WC (1-DR) FCFE
1 $973.00 $423.80 $333.27 $215.93
2 $1,385.00 $523.55 $113.59 $747.86
3 $1,567.00 $590.44 ($55.35) $1,031.92
4 $552.00 $691.34 ($555.26) $415.92
5 $1,244.00 $209.88 $268.12 $766.00
6 $856.00 ($200.08) $6.34 $1,049.74
7 $393.00 ($232.95) ($340.77) $966.72
8 $1,818.00 ($155.68) ($21.91) $1,995.59
9 ($178.00) $516.63 ($650.98) ($43.65)
10 $1,120.00 $754.77 $107.25 $257.98

Average | $973.00 $312.17 ($79.57) $740.40

1 = Average debt ratio during the period = 42.34%

Aswath Damodaran
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Boeing: Cash Returned to Stockholders

Year Dividends (in $) | Equity Repurchases (in $) | Cash to Equity
1989 $269.00 $2.00 $271.00
1990 $328.00 $156.00 $484.00
1991 $343.00 $127.00 $470.00
1992 $340.00 $109.00 $449.00
1993 $340.00 $0.00 $340.00
1994 $340.00 $0.00 $340.00
1995 $342.00 $0.00 $342.00
1996 $480.00 $718.00 $1,198.00
1997 $557.00 $141.00 $698.00
1998 $564.00 $1,397.00 $1,961.00

Aswath Damodaran
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Cash Returned versus FCFE

m On average, Boeing has returned $ 655 million ayear over this 10 year
period. On average, Boeing has had free cash flows to equity of $ 740
million each year over the same period.

Where does the difference ($740- $ 655) accumulate?

m Why might firms pay out less than they have available as FCFE?
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Dividends versus FCFE: U.S.
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Figure 22.2: Cash Returned as Percent of FCFE
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The Consequences of Failing to pay FCFE

Chrysler: FCFE, Dividends and Cash Balance
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X Application Test: Estimating your firm’s

FCFE
In Generdl, If cash flow statement used
Net Income Net Income
+ Depreciation & Amortization + Depreciation & Amortization
- Capital Expenditures + Capital Expenditures
- Change in Non-Cash Working Capital  + Changesin Non-cash WC
- Preferred Dividend + Preferred Dividend
- Principal Repaid + Increasein LT Borrowing
+ New Debt |ssued + Decreasein LT Borrowing
+ Changein ST Borrowing
= FCFE = FCFE
Compareto
Dividends (Common) -Common Dividend +
Stock Buybacks - Decrease in Capital Stock

+ Increase in Capital Stock
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A Practical Framework for Analyzing Dividend

Policy
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How much did the firm pay out? How much could it have afforded to pay out?
What it could have paid out What it actually paid out
Net Income Dividends
- (Cap Ex - Depr'n) (1-DR) + Equity Repurchase
- Chg Working Capital (1-DR)
= FCFE
I
Fi ! t too littl l
irm pays out too little i
FCFE > Dividends Fir pays.out too much
Do you trust managers in the company with What investment opportunities does the
your cash? firm have?
Look at past project choice: Look at past project choice:
Compare ROE to Cost of Equity Compare ROE to Cost of Equity
ROC to WACC ROC to WACC
: I
I | | |
Firm has history of Firm has history Firm has good Firm has poot
good project choice of poor project projects projects
and good projects in choice
the future
I
Give managers th /Force managers t irm shou Firm should dea
flexibility to keep justify holding cash cut dividends with its investmen
cash and set or return cash to and reinvest problem first and

dividends \s;tockholders more then cut dividend
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Evaluating the Quality of Investments

Measuring Project Quality

Accounting Return differentials, where we compare the accounting return

on equity to the cost of equity and the accounting return on capital to the
cost of capital.

Economic value Added, which measures the excess return earned on
capital invested in existing investments, and can be computed either on an
equity or capital basis.

Stock Price Performance
Excess returns, relative to the market (given the riskiness of a stock)

In an efficient market, this can be considered to be an evaluation of
whether afirm earn areturn on its investments that were greater than or
less than those expected by the market.
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The Four Possible Combinations

Aswath Damodaran

A firm may have good projects and may be paying out more than its
free cash flow to equity: The firmislosing value in two ways.

It is creating a cash shortfall that has to be met by issuing more securities.
Overpaying may create capital rationing constraints; as a result, the firm
may reject good projectsit otherwise would have taken.

A firm may have good projects and may be paying out less than its free

cash flow to equity as a dividend. This firm will accumulate cash, but
stockholders are unlikely to

A firm may have poor projects and may be paying out less than its free
cash flow to equity as a dividend. This firm will also accumulate cash,
but find itself under pressure from stockholders to distribute the cash.

A firm may have poor projects and may be paying out more than its
free cash flow to equity as a dividend. This firm has an investment
problem and a dividend problem.
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A Dividend Matrix
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Cash Returned < FCFE

Cash Returned > FCFE

Figure 22.5: Analyzing Dividend Poli
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Boeing: Summary Statistics on Cash Returned
versus FCFE

Year | Dividends | Net Income | Payout Ratio | Dividends + Sock FCFE Cashto
Buybacks Sockholders/FCFE

1 $269.00 $973.00 27.6% $271.00 $215.93 125.51%
2 $328.00 | $1,385.00 23.7% $484.00 $747.86 64.72%
3 $343.00 | $1,567.00 21.9% $470.00 $1,031.92 45.55%
4 $340.00 $552.00 61.6% $449.00 $415.92 107.95%
5 $340.00 | $1,244.00 27.3% $340.00 $766.00 44.39%
6 $340.00 $856.00 39.7% $340.00 $1,049.74 32.39%
7 $342.00 $393.00 87.0% $342.00 $966.72 35.38%
8 $480.00 | $1,818.00 26.4% $1,198.00 $1,995.59 60.03%
9 $557.00 | ($178.00) -312.9% $698.00 ($43.65) -1598.99%
10 | $564.00 | $1,120.00 50.4% $1,961.00 $257.98 760.12%

Avg | $390.30 $973.00 40.1% $655.30 $740.40 88.51%

Aswath Damodaran

53



Boeing: Measuring Investment Quality
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Figure 22.3: Boeing: Project and Stock Returns: 1989-98
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Can you trust Boeing’s management?

If you were a Boeing stockholder, would you be comfortable with
Boeing' s dividend policy?

Yes

No

ath Damodaran
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Aracruz: Dividends and FCFE: 1994-1996

1994 1995
Net Income BR248.21 BR326.42
- (Cap. Exp - Depr)*(1-DR) BR174.76 BR197.20
- Y Working Capital* (1-DR) (BR47.74) BR15.67

="Free CF to Equity BR121.19 BR113.55
Dividends BR80.40 BR113.00
+ Equity Repurchases BR 0.00 BR 0.00

= Cash to Stockholders BR80.40 BR113.00

Aswath Damodaran

1996
BR47.00
BR14.96
(BR23.80)
BR55.84

BR27.00
BR 0.00

BR27.00
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Aracruz: Investment Record

1994
t Performance Measures
19.98%
ed rate of return 3.32%
ence 16.66%
ock Performance Measure
eturns on stock 50.82%

equired rate of return 3.32%
Difference 47.50%
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1995

16.78%
28.03%
-11.25%

-0.28%
28.03%

-28.31%

1996

2.06%
17.78%
-15.72%

8.65%
17.78%

-9.13%
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Aracruz: Its your call..

B Assume that you are alarge stockholder in Aracruz. They have a

history of paying lessin dividends than they have available in FCFE
and have accumulated a cash balance of roughly 1 billion BR (25% of

the value of the firm). Would you trust the managers at Aracruz with
your cash?

a Yes
o No
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Mandated Dividend Payouts

B There are many countries where companies are mandated to pay out a
certain portion of their earnings as dividends. Given our discussion of
FCFE, what types of companies will be hurt the most by these laws?

L arge companies making huge profits

Small companies |osing money

High growth companies that are losing money
High growth companies that are making money

OO dd
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BP: Dividends- 1983-92

1 2 3 4 5 6 7 8 9 10
Net | ncome $1,256.00 ($1,626.00 ($2,309.00 |$1,098.00 | $2,076.00 |$2,140.00 [$2,542.00 |$2,946.00 | $712.00 | $947.00
ap. Exp - Depr)*(1-DR) $1,499.00 |%$1,281.00 |$1,737.50 |$1,600.00 | $580.00 (%$1,184.00 |$1,090.50 |$1,975.50 ($1,545.50 [$1,100.00
orking Capital* (1-DR)| $369.50 | ($286.50) | $678.50 | $82.00 [($2,268.00)( ($984.50) | $429.50 |$1,047.50 | ($305.00) | ($415.00)
ee CF to Equity ($612.50) | $631.50 | ($107.00) | ($584.00) | $3,764.00 |$1,940.50 ($1,022.00 | ($77.00) | ($528.50) | $262.00
lends $831.00 | $949.00 [$1,079.00 |$1,314.00 | $1,391.00 |$1,961.00 [$1,746.00 |$1,895.00 |$2,112.00 |$1,685.00
+ Equity Repurchases
= Cash to Stockholders $831.00 | $949.00 [$1,079.00 |$1,314.00 | $1,391.00 |$1,961.00 [$1,746.00 |$1,895.00 |$2,112.00 |$1,685.00
Dividend Ratios
Payout Ratio 66.16% 58.36% | 46.73% | 119.67% | 67.00% 91.64% | 68.69% | 64.32% | 296.63% | 177.93%
Cash Paid as % of FCFE -135.67% | 150.28% |(-1008.41%| -225.00% | 36.96% | 101.06% | 170.84% [-2461.04%] -399.62% | 643.13%
Performance Ratios
1. Accounting Measure
ROE 9.58% 12.14% | 19.82% 9.25% 12.43% 15.60% | 21.47% | 19.93% 4.27% 7.66%
Required rate of return 19.77% 6.99% 27.27% | 16.01% 5.28% 14.72% | 26.87% | -0.97% | 25.86% 7.12%
Difference -10.18% 5.16% -745% | -6.76% 7.15% 0.88% -5.39% | 20.90% | -21.59% | 0.54%

ath Damodaran
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BP: Summary of Dividend Policy

Average
CF to Equity $571.10
Dividends $1,496.30

Dividends+Repurchases $1,496.30

Dividend Payout Ratio 84.77%
Cash Paid as % of FCFE 262.00%

ROE - Required return -1.67%

ath Damodaran

Summary of calculations
Sandard Deviation
$1,382.29
$448.77
$448.77

11.49%

Maximum
$3,764.00
$2,112.00
$2,112.00

20.90%

Minimum
($612.50)
$831.00
$831.00

-21.59%
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The Home Depot: Summary of Cash Returned

and FCFE
Year |Dividends | Earnings | Payout Ratio | Dividends+ Stock FCFE Cashto
Buybacks Sockholders/FCFE

1 $8.39 $111.95 7.49% $8.39 $118.51 7.08%
2 $12.84 $163.43 7.86% $12.84 $17.70 72.54%
3 $22.45 $249.15 9.01% $22.45 ($179.31) -12.52%
4 $35.82 $362.86 9.87% $35.82 $709.68 5.05%
5 $50.34 $457.40 11.01% $50.34 ($472.12) -10.66%
6 $67.79 $604.50 11.21% $67.79 ($474.00) -14.30%
7 $89.75 $731.52 12.27% $89.75 ($115.57) -77.66%
8 $110.21 $937.74 11.75% $110.21 $321.65 34.26%
9 $139.00 | $1,160.00 11.98% $139.00 ($454.00) -30.62%
10 | $168.00 | $1,615.00 10.40% $168.00 $36.00 466.67%
$70.46| $639.36 11.02% $70.46 ($49.15) -143.37%

Aswath Damodaran
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Evaluating Project Quality at The Home Depot

Figure 22.4: The Home Depot: Project and Stock Returns: 1989-98
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Growth Firms and Dividends

m High growth firms are sometimes advised to initiate dividends because
Its increases the potential stockholder base for the company (since
there are some investors - like pension funds - that cannot buy stocks
that do not pay dividends) and, by extension, the stock price. Do you
agree with this argument?

a Yes
a No
Why?
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The Home Depot: Looking Forward

1999 2000 2001 2001 2002
Net Income $1,857 | $2,136 | $2,456 | $2,825 | $3,248
- (Cap Ex - Deprecn) (1 - DR) $1,484 | $1,632 | $1,795 | $1,975 | $2,172
- Change in Working Capital (1 - DR) $193 $213 $234 $257 $283
FCFE $180 $291 $427 $592 $793
Expected Dividends $193 $222 $256 $294 $338
Cash available for stock buybacks ($13) $69 $171 $299 $455
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X Application Test: Assessing your firm’s
dividend policy

m Compareyour firm'sdividendsto its FCFE, looking at the last 5 years
of information.

m Based upon your earlier analysis of your firm’s project choices, would
you encourage the firm to return more cash or less cash to its owners?

m If you would encourage it to return more cash, what form should it
take (dividends versus stock buybacks)?
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Other Actions that affect Stock Prices

B Inthe case of dividends and stock buybacks, firms change the value of
the assets (by paying out cash) and the number of shares (in the case of
buybacks).

B Thereare other actions that firms can take to change the value of their
stockholder’ s equity.

Aswath Damodaran

Divestitures: They can sell assets to another firm that can utilize them
more efficiently, and claim a portion of the value.

Spin offs: In aspin off, adivision of afirm is made an independent
entity. The parent company hasto give up control of the firm.

Equity carve outs: In an ECO, the division is made a semi-independent
entity. The parent company retains a controlling interest in the firm.

Tracking Stock: When tracking stock are issued against adivision, the
parent company retains complete control of the division. It does not have
its own board of directors.
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Differences in these actions

Asset completely

covenrted into cash No cash for
transaction
|
[ >
Divestitures ECO Tracking Spin offs
stock

Parent companh
Control fully lost panny

preserves
| control>|

Divestitures Spin offs ECO Tracking stock

Taxed on capital gains No Taxes

| .
| |

Divestitures ECOs

Tracking Spin offs
stock
. Bondholders
Bondholders negatively unaffected
affected
|
| gl
Divestitures Spin offs ECO Tracking stock
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