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Chapter 1 : Gordon Growth Model Definition & Example | InvestingAnswers
The cost of equity is the rate of return required to persuade an investor to make a given equity investment.. In general,
there are two ways to determine cost of equity. First is the dividend growth model.

In the final analysis What is Cost of Equity? Cost of Equity is an important measure for investors who want to
invest in a company. The cost of equity is the rate of return investor requires from a stock before looking into
other viable opportunities. So you look for many opportunities. And you choose the one which according to
you would yield more returns. Now as you decided to invest into one particular opportunity, you would let go
of others, maybe more profitable opportunities. But as Mr A is a relatively new investor, he wants a low risk
stock which can yield him good return. And through the calculation of cost of equity, he will understand what
he will get as a required rate of return. First, we will use the usual model which has been used by the investors
over and over again. And then we would look at the other one. How would you calculate the growth rate? So if
the company has high beta, that means the company has more risk and thus, the company needs to pay more to
attract investors. Simply put, that means more Ke. Risk premium estimates vary from 4. We need to compute
the cost of equity using CAPM model. Company M has a beta of 1 that means the stock of Company M will
increase or decrease as per the tandem of the market. We will understand more of this in the later section.
Interpretation of Cost of Equity The Ke is not exactly what we refer to. What would you do? First, you need to
find out the total equity of the company. If you look at the balance sheet of the company, you would find it
easily. Then you need to see whether the company has paid any dividends or not. You can check their cash
flow statement to be ensured. If they pay a dividend, you need to use the dividend discount model mentioned
above and if not, you need to go ahead and find out the risk-free rate and compute the cost of equity under
capital asset pricing model CAPM. Cost of Equity Example We will take examples from each of the models
and would try to understand how things work.
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Chapter 2 : Cost of Equity | Definition | Formula | Examples
Cost of Equity Formula - CAPM & Dividend Discount Model Cost of Equity can be computed two ways. First, we will use
the usual model which has been used by the investors over and over again.

Gordon Model The Gordon Model, also known as the Constant Growth Rate Model, is a valuation technique
designed to determine the value of a share based on the dividends paid to shareholders, and the growth rate of
those dividends. Dividends Dividends are the most crucial to the development and implementation of the
Gordon Model. Investors buy shares in a company, and have two possible ways of receiving a financial
benefit, they either receive dividends from the company, or they sell their shares and receive a capital gain if
the price received is higher than the price paid. Assuming that a share will continue to exist in perpetuity, and
that the company intends to pay dividends for as long as its shares are outstanding, we can logically develop a
valuation technique based solely on the dividends paid. Although a particular investor can make a capital gain
as well as receiving dividend payments, the Gordon model assumes that once the share is sold by one investor,
it is bought by another investor. When this happens, the new shareholder will expect to receive dividends
while owning the share. If we assume that this process will repeat itself, we find that the stream of dividends is
in fact infinite. Each new investor will value the share based on the expected dividend stream, and the future
sale price. Yet the future sale price of the share will be based on the future dividend stream. So if we can
understand the price relationship to this dividend stream, then we can calculate the price today, as well as the
price at any time in the future. If a firm pays an infinite stream of dividends, and the amount of each dividend
payment never changes, then the perpetuity formula will provide a current price of the share. All we need is to
know size of the annual dividends and the required rate of return by investors in the market. The price of the
share will simply be the dividend payment divided by the required rate of return. Since the dividend payment
is constant, the only factor that affects the share price is the required rate of return. This is a very unrealistic
property for common shares. In the long run, companies that pay out dividends to their shareholders will
naturally tend to grow these dividends. There are many reasons, the most basic being simply inflation. As the
price level grows, so will revenues, costs, and profits. As these profits grow, so would the dividend payouts,
even if the purchasing power of these dividends remains the same. Another reason for this is that companies
tend to mature in the long run, and will no longer need to retain the same level of earnings for growth. At this
stage, the dividend payout tends to grow faster than the rate of inflation for successful companies. The Gordon
Model includes the growth rate of dividends into the share price model. The Constant Dividend Growth Model
determines the price by analyzing the future value of a stream of dividends that grows at a constant rate.
Dividend Growth Rate The Gordon Model is particularly useful since it includes the ability to price in the
growth rate of dividends over the long term. It is important to remember that the price result of the Constant
Dividend Growth Model assumes that the growth rate of the dividends over time will remain constant. This is
a difficult assumption to accept in real life conditions, but knowing that the result is dependent on the growth
rate allows us to conduct sensitivity analysis to test the potential error should the growth rate be different than
anticipated. By keeping the dividend growth rate constant, we can determine the share price at any time in the
future, so long as we know the current dividend amount, the growth rate, and the required rate of return at the
future time. Since the dividend stream continues and grows perpetually, we simply input the dividend amount
and recalculate. The Gordon Model Now that we have an understanding of dividends, and the constant growth
rate of those dividends, we can develop a model to price a share based on the dividend payment and the
growth rate. We know that the current share price according to the Gordon Model is going to be determined by
a series of dividend payments. We can express this series mathematically below.
Chapter 3 : Gordon Growth Model - Guide, Formula, Examples and More
Cost of equity can be worked out with the help of Gordon's Dividend Discount Model. The model focuses on the
dividends as the name suggests. According to the model, the cost of equity is a function of current market price and the
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future expected dividends of the company.

Chapter 4 : Dividend discount model - Wikipedia
Equity valuation and cost of capital. (DGM). The Dividend growth model links the value of a firm's equity and its market
cost of equity, by modelling the expected future dividends receivable by the shareholders as a constantly growing
perpetuity.

Chapter 5 : Cost of Equity - Full Explanation & Example | InvestingAnswers
The dividend growth model says the rate of return, the cost of capital for this particular company is the ratio of its
dividend to its share price, plus the growth rate that its dividends are growing.

Chapter 6 : Constant Growth Model Calculator - calendrierdelascience.com
Even though the cost of equity is higher than debt, equity generally provides a higher rate of return than debt. Analysts
calculate the cost of equity with the dividend growth model and the.

Chapter 7 : Dividend Discount Model (DDM) | Formula | Example
Example 2: Cost of Equity using Dividend Growth Model Caterpillar Inc.'s share price as at 30 December is $ per share.
Its last five year's average total dividends, return on equity and payout ratios are $, % and %.

Chapter 8 : Models for Calculating Cost of Equity
The online Cost of Equity Calculator is used to calculate the cost of equity using the dividend growth approach. Cost of
Equity Definition In finance, the cost of equity refers to a shareholder's required rate of return on an equity investment.

Chapter 9 : Cost of Equity Calculator
The model's assumptions are that: (i) the dividend growth rate is constant; the growth rate cannot equal or exceed the
required rate of return; the investor's required rate of return is both known.
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