Estimating Dividend Growth

I often get students/groups who, when it is time to do the stock price evaluation on the term project, say “we don’t even know where to start.”  Below is the same thing I said in class two to five times -- it is where you start:

You are projecting dividends so you start by thinking about EPS growth (dividend growth is driven by EPS growth).  Get EPS for at least the last 5 years and calculate the %change and take an average, maybe throw out the high and low (Olympic average).  Sometimes this calculation has issues and sometimes it gives you the wrong idea. For example, you can’t calculate the percentage change from a year with negative EPS to a year with positive EPS, as occasionally happens. Sometimes, the years included just aren’t representative of what you expect in the future.

So, you look also at ROE times retention rate.  Get data from the last 5 years on ROE and retention rate.  Calculate the average ROE times the average retention rate, or pick an ROE level that looks sustainable (and then multiply by a representative retention rate).  ROE times retention rate is the fundamental driver of EPS growth.  Usually it is hard to find retained earnings for the year, so you have to take [1 – (DPS/EPS)] to get the retention rate.

EPS growth faster than sales growth is not sustainable.  So, calculate %change in sales for the last 5 years and take the average.  Expected future sales growth is an upper bound on EPS growth, which drives dividend growth.

Consider the industry the company is in (old slow growing, new fast growing, etc.) and your company's position (high market share, low market share, etc.), and other factors you know about the industry and company that would affect its growth.

Look for and consider what experts are forecasting for growth.

[bookmark: _GoBack]Taking all the above information together, use judgment and make a forecast of what you think a reasonable estimate of the company's dividend growth rate would be.  If this is less than Ks, use the constant growth model.  If it is within a percentage point of Ks or greater than Ks, you have to use a two stage growth model.  Estimate how long you think the high growth will last.  Then, compute a terminal price and take the present value.  See me for more details on the last part.  If your company does not pay a dividend, do all the above and then see me for details of how to proceed.

