
Topic 1 – Financial statements analysis & financial models 
 

Calculate and interpret key financial ratios related to share price changes 
 Common Financial Ratios 

i. Short term solvency, or liquidity, ratios 

-  𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝑟𝑎𝑡𝑖𝑜 =
𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝑎𝑠𝑠𝑒𝑡𝑠

𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑙𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠
 

- 𝑄𝑢𝑢𝑖𝑐𝑘 𝑟𝑎𝑡𝑖𝑜 =  
𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑎𝑠𝑠𝑒𝑡𝑠−𝑖𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦

𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑙𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠
 

- 𝐶𝑎𝑠ℎ 𝑟𝑎𝑡𝑖𝑜 =  
𝑐𝑎𝑠ℎ

𝑐𝑢𝑟𝑟𝑒𝑛𝑡 𝑙𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠
 

ii. Long term solvency, or financial leverage, ratios 

- 𝑇𝑜𝑡𝑎𝑙 𝑑𝑒𝑏𝑡 𝑟𝑎𝑡𝑖𝑜 =  
𝑡𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑒𝑡𝑠−𝑡𝑜𝑡𝑎𝑙 𝑒𝑞𝑢𝑖𝑡𝑦

𝑡𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑒𝑡𝑠
 

- 𝐷𝑒𝑏𝑡 − 𝑒𝑞𝑢𝑖𝑡𝑦 𝑟𝑎𝑡𝑖𝑜 =
𝑡𝑜𝑡𝑎𝑙 𝑑𝑒𝑏𝑡

𝑡𝑜𝑡𝑎𝑙 𝑒𝑞𝑢𝑖𝑡𝑦
 

- 𝐸𝑞𝑢𝑖𝑡𝑦 𝑀𝑢𝑙𝑡𝑖𝑝𝑙𝑖𝑒𝑟 =
𝑡𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑒𝑡𝑠

𝑡𝑜𝑡𝑎𝑙 𝑒𝑞𝑢𝑖𝑡𝑦
 

- 𝑇𝑖𝑚𝑒𝑠 𝑖𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝑒𝑎𝑟𝑛𝑒𝑑 𝑟𝑎𝑡𝑖𝑜 =
𝐸𝐵𝐼𝑇

𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡
  

- 𝐶𝑎𝑠ℎ 𝑐𝑜𝑣𝑒𝑟𝑎𝑔𝑒 𝑟𝑎𝑡𝑖𝑜 =
𝐸𝐵𝐼𝑇𝐷𝐴

𝐼𝑛𝑡𝑒𝑟𝑒𝑠𝑡
 

iii. Asset utilization, or turnover, ratios 

- 𝐼𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 𝑡𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝑐𝑜𝑠𝑡 𝑜𝑓 𝑔𝑜𝑜𝑑𝑠 𝑠𝑜𝑙𝑑

𝑖𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦
 

- 𝐷𝑎𝑦𝑠′𝑠𝑎𝑙𝑒𝑠 𝑖𝑛 𝑖𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 =
365 𝑑𝑎𝑦𝑠

𝑖𝑛𝑣𝑒𝑛𝑡𝑜𝑟𝑦 𝑡𝑢𝑟𝑛𝑜𝑣𝑒𝑟
 

- 𝑅𝑒𝑐𝑖𝑒𝑣𝑎𝑏𝑙𝑒𝑠 𝑡𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝑆𝑎𝑙𝑒𝑠

𝐴𝑐𝑐𝑜𝑢𝑛𝑡𝑠 𝑅𝑒𝑐𝑖𝑒𝑣𝑎𝑏𝑙𝑒
 

- 𝐷𝑎𝑦𝑠′𝑠𝑎𝑙𝑒𝑠 𝑖𝑛 𝑟𝑒𝑐𝑖𝑒𝑣𝑎𝑏𝑙𝑒𝑠 =
365 𝑑𝑎𝑦𝑠

𝑟𝑒𝑐𝑖𝑒𝑣𝑎𝑏𝑙𝑒𝑠 𝑡𝑢𝑟𝑛𝑜𝑣𝑒𝑟
 

- 𝑇𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑒𝑡 𝑡𝑢𝑟𝑛𝑜𝑣𝑒𝑟 =
𝑆𝑎𝑙𝑒𝑠

𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑠
 

- 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝑖𝑛𝑡𝑒𝑛𝑠𝑖𝑡𝑦 =
𝑇𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑒𝑡𝑠

𝑠𝑎𝑙𝑒𝑠
 

iv. Profitability ratios 

- 𝑃𝑟𝑜𝑓𝑖𝑡 𝑚𝑎𝑟𝑔𝑖𝑛 =
𝑛𝑒𝑡 𝑖𝑛𝑐𝑜𝑚𝑒 

𝑠𝑎𝑙𝑒𝑠
 

- 𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝑎𝑠𝑠𝑒𝑡𝑠 (𝑅𝑂𝐴) =
𝑛𝑒𝑡 𝑖𝑛𝑐𝑜𝑚𝑒

𝑡𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑒𝑡𝑠
 

- 𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝑒𝑞𝑢𝑖𝑡𝑦 (𝑅𝑂𝐸) =
𝑛𝑒𝑡 𝑖𝑛𝑐𝑜𝑚𝑒

𝑡𝑜𝑡𝑎𝑙 𝑒𝑞𝑢𝑖𝑡𝑦
 

- 𝑅𝑂𝐸 (𝐷𝑢𝑃𝑜𝑛𝑡 𝐴𝑛𝑎𝑙𝑦𝑠𝑖𝑠) = 𝑝𝑟𝑜𝑓𝑖𝑡 𝑚𝑎𝑟𝑔𝑖𝑛 𝑜𝑟 𝑜𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝑒𝑓𝑓𝑖𝑐𝑒𝑖𝑛𝑐𝑦  ×

𝑡𝑜𝑡𝑎𝑙 𝑎𝑠𝑠𝑒𝑡 𝑡𝑢𝑟𝑛𝑜𝑣𝑒𝑟 𝑜𝑟 𝑎𝑠𝑠𝑒𝑡 𝑢𝑠𝑒 𝑒𝑓𝑓𝑖𝑐𝑒𝑛𝑐𝑦 ×

𝑒𝑞𝑢𝑖𝑡𝑦 𝑚𝑢𝑙𝑡𝑖𝑝𝑙𝑖𝑒𝑟 𝑜𝑟 𝑓𝑖𝑛𝑎𝑛𝑐𝑖𝑎𝑙 𝑙𝑒𝑣𝑒𝑟𝑎𝑔𝑒 

v. Market value ratios 

- 𝑃𝑟𝑖𝑐𝑒 𝑒𝑎𝑟𝑛𝑖𝑛𝑔𝑠 𝑟𝑎𝑡𝑖𝑜 =  
𝑝𝑟𝑖𝑐𝑒 𝑝𝑒𝑟 𝑠ℎ𝑎𝑟𝑒

𝑒𝑎𝑟𝑛𝑖𝑛𝑔𝑠 𝑜𝑒𝑟 𝑠ℎ𝑎𝑟𝑒
 

- 𝑀𝑎𝑟𝑘𝑒𝑡 𝑡𝑜 𝑏𝑜𝑜𝑘 𝑟𝑎𝑡𝑖𝑜 =
𝑚𝑎𝑟𝑘𝑒𝑡 𝑣𝑎𝑙𝑢𝑒 𝑝𝑒𝑟 𝑠ℎ𝑎𝑟𝑒

𝑏𝑜𝑜𝑘 𝑣𝑎𝑙𝑢𝑒 𝑝𝑒𝑟 𝑠ℎ𝑎𝑟𝑒
 

- 𝑀𝑎𝑟𝑘𝑒𝑡 𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝑖𝑠𝑎𝑡𝑖𝑜𝑛 = 𝑝𝑟𝑖𝑐𝑒 𝑝𝑒𝑟 𝑠ℎ𝑎𝑟𝑒 × 𝑠ℎ𝑎𝑟𝑒𝑠 𝑜𝑢𝑡𝑠𝑡𝑎𝑛𝑑𝑖𝑛𝑔  

- 𝐸𝑛𝑡𝑒𝑟𝑝𝑟𝑖𝑠𝑒 𝑉𝑎𝑙𝑢𝑒 = 𝑀𝑎𝑟𝑘𝑒𝑡 𝐶𝑎𝑝𝑖𝑡𝑎𝑙𝑖𝑠𝑎𝑡𝑖𝑜𝑛 +
𝑀𝑎𝑟𝑘𝑒𝑡 𝑣𝑎𝑙𝑢𝑒 𝑜𝑓 𝑖𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝑏𝑒𝑎𝑟𝑖𝑛𝑔 𝑑𝑒𝑏𝑡 − 𝐶𝑎𝑠ℎ 

- 𝐸𝑛𝑡𝑒𝑟𝑝𝑟𝑖𝑠𝑒 𝑉𝑎𝑙𝑢𝑒 𝑀𝑢𝑙𝑡𝑖𝑝𝑙𝑒 =
𝐸𝑛𝑡𝑒𝑟𝑝𝑟𝑖𝑠𝑒 𝑉𝑎𝑙𝑢𝑒

𝐸𝐵𝐼𝑇𝐷𝐴
 

 



Develop a financial plan using the percentage of sales approach to identify extra 

finance needed  

 𝐸𝑥𝑡𝑟𝑎 𝑓𝑖𝑛𝑎𝑛𝑐𝑒 𝑛𝑒𝑒𝑑𝑒𝑑 (𝐸𝐹𝑁) =
𝐴𝑠𝑠𝑒𝑡𝑠

𝑠𝑎𝑙𝑒𝑠
× ∆𝑠𝑎𝑙𝑒𝑠 − 

𝑠𝑝𝑜𝑛𝑡𝑎𝑛𝑒𝑜𝑢𝑠 𝑙𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠

𝑠𝑎𝑙𝑒𝑠
 ×  ∆𝑠𝑎𝑙𝑒𝑠 −

𝑃𝑟𝑜𝑓𝑖𝑡 𝑀𝑎𝑟𝑔𝑖𝑛 × 𝑝𝑟𝑜𝑗𝑒𝑐𝑡𝑒𝑑 𝑠𝑎𝑙𝑒𝑠 × (1 − 𝑑𝑖𝑣𝑖𝑑𝑒𝑛𝑡 𝑝𝑎𝑦𝑜𝑢𝑡 𝑟𝑎𝑡𝑖𝑜) 

 Be able to generate pro forma income statements and balance sheets given various scenario 

information mainly sales percentages. 

 Steps in preparation of pro forma balance sheets 

1. Express balance sheet items that very with sales as a percentage of sales 

2. Multiply the percentages determined in step 1 by projected sales to obtain the amount 

for the future period 

3. When no percentage applies, simply insert the previous balance-sheet figures into the 

future period 

4. Computer projected retained earnings as present retained earnings + projected net 

income – cash dividends 

5. Add the asset accounts to determine projected assets, then the liabilities and equity 

accounts to determine total financing; any difference is the shortfall (required EFN). 

 

Understand how constraints operate to limit growth 
 The internal growth rate is the rate of growth that can be achieved with no external 

financing of any kind.  

- It is the rate that of growth that can be achieved with internal financing only.  

- It is the point where required increase in assets is equal to addition to retained earnings, 

and EFN equals 0. 

- 𝐼𝑛𝑡𝑒𝑟𝑛𝑎𝑙 𝑔𝑟𝑜𝑤𝑡ℎ 𝑟𝑎𝑡𝑒 =  
𝑅𝑂𝐴 ×𝑏

1−𝑅𝑂𝐴 ×𝑏
  where b is the retention ratio =

maximum rate at which a company can exapand without external financing. 

 The sustainable growth rate is the rate of growth that can be achieved with no external 

equity financing while it maintains a constant debt-equity ratio. 

- It is the maximum rate of growth that can be achieved without increasing overall 

financial leverage. 

- 𝑆𝑢𝑠𝑡𝑎𝑖𝑛𝑎𝑏𝑙𝑒 𝑔𝑟𝑜𝑤𝑡ℎ 𝑟𝑎𝑡𝑒 =  
𝑅𝑂𝐸 ×𝑏

1−𝑅𝑂𝐸 ×𝑏
 where b is the retention ratio =

maximum rate at which a company can exapand without external equity financing. 

 

 



 Detriments of growth 

- Profit margin: an increase in profit margin will increase the firm’s ability to generate 

funds internally and thereby increase its sustainable growth 

- Dividend policy: a decrease in the percentage of net income paid out as dividends will 

increase the retention ratio, which increases internally generated equity and increases 

sustainable growth 

- Financial policy: an increase in the debt-equity ratio increases the firm’s financial 

leverage, thus increasing the sustainable growth through additional debt financing 

available 

- Total asset turnover: an increase in the firms total asset turnover increases the sales 

generated for each dollar in assets, this decreases the firms need for new assets as sales 

grow and therefore sustainable growth increases. 

 

Topic 2 - Valuing Growth Opportunities  
 

Dividends versus capital gains 
 The price of a share of common stock to the investor is equal to the present value  of all the 

expected future dividends 

 Prices in a market dominated by short-term investors will reflect only near-term dividends 

 Dividend = EPS x dividend pay-out ratio 

Dividend growth in share valuation  
 Dividend growth models 

- 𝑧𝑒𝑟𝑜 𝑔𝑟𝑜𝑤𝑡ℎ: 𝑃0 =  
𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑 

𝑅
 

- 𝑐𝑜𝑛𝑠𝑡𝑎𝑛𝑡 𝑔𝑟𝑜𝑤𝑡ℎ: 𝑃0 =
𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑

𝑅−𝑔
 

 Shares are equity financial instruments to raise funds, they have no maturity, no guaranteed 

future value, and no guaranteed periodic payments. 

 Ordinary shares are shares that investors obtains part ownership in a company which 

entitles the owner to voting rights and a right to part of the company’s residual cash flows 

 Preference shares pay a fixed dividend (hybrid securities – debt and equity) 

 Share valuation (preference): 𝑃0 =  
𝐷𝑖𝑣𝑒𝑑𝑖𝑛𝑑𝑠

𝑟𝑒𝑞𝑢𝑖𝑟𝑒𝑑 𝑟𝑎𝑡𝑒 𝑜𝑓 𝑟𝑒𝑡𝑢𝑟𝑛
 

 Share valuation (Ordinary - CAPM): 𝑲 = 𝑬(𝑹) = 𝑹𝒇 +  𝛃 [ 𝐄(𝐑𝐦) −  𝐑𝐟 ] where, E(R)  = 

expected return on the share, Rf  = risk-free rate of return, β = systematic risk of the share, 

E(Rm) = expected return on market portfolio, [E(Rm) - Rf ] = market risk premium 

 Share valuation (Ordinary - DDM):  

𝑃𝑜 =  
𝐷𝑜 (1+𝑔)

𝑘−𝑔
 where Do is Dividend just paid, k is required rate of return on the share, g is 

constant rate of growth of future dividends  

 𝑅𝑒𝑞𝑢𝑖𝑟𝑒𝑑 𝑟𝑎𝑡𝑒 𝑜𝑓 𝑟𝑒𝑡𝑢𝑟𝑛 (𝑅) = 𝑑𝑖𝑣𝑖𝑑𝑒𝑛𝑑 𝑦𝑖𝑒𝑙𝑑 + 𝑐𝑎𝑝𝑖𝑡𝑎𝑙 𝑔𝑎𝑖𝑛𝑠 𝑦𝑖𝑒𝑙𝑑 =
𝑑𝑖𝑣𝑖𝑑𝑒𝑛𝑑

𝑃0
+ 𝑔 

- Assumptions: return on retention of future retained earnings is equal to the firms past 

ROE, future retention ratio is equal to past retention ratio 

 Growth = retention ratio x ROE 



 

Growth Opportunities 
 A company which pays all of its earnings per share out to stockholders as dividends is 

referred to as a cash cow. 𝐸𝑎𝑟𝑛𝑖𝑛𝑔𝑠 𝑝𝑒𝑟 𝑠ℎ𝑎𝑟𝑒 = 𝑑𝑖𝑣𝑖𝑑𝑒𝑛𝑑 𝑝𝑒𝑟 𝑠ℎ𝑎𝑟𝑒 

- 𝑇ℎ𝑒 𝑣𝑎𝑙𝑢𝑒 𝑜𝑓 𝑎 𝑠ℎ𝑎𝑟𝑒 𝑜𝑓 𝑠𝑡𝑜𝑐𝑘 𝑤ℎ𝑒𝑛 𝑓𝑖𝑟𝑚 𝑎𝑐𝑡𝑠 𝑎𝑠 𝑎 𝑐𝑎𝑠ℎ 𝑐𝑜𝑤 =  
𝐸𝑃𝑆

𝑅
=  

𝐷𝑖𝑣𝑖𝑑𝑒𝑛𝑑

𝑅
 

 𝑆𝑡𝑜𝑐𝑘 𝑝𝑟𝑖𝑐𝑒 𝑎𝑓𝑡𝑒𝑟 𝑓𝑖𝑟𝑚 𝑐𝑜𝑚𝑚𝑖𝑡𝑠 𝑡𝑜 𝑛𝑒𝑤 𝑝𝑟𝑜𝑗𝑒𝑐𝑡 =  
𝐸𝑃𝑆

𝑅
+ 𝑁𝑃𝑉𝐺𝑂 

- NPVGO = net present value (per share) of a growth opportunity  

Comparables 
 Companies with significant growth opportunities are likely to have high PE ratios 

 Low-risk stocks are likely to have high PE ratios 

 Firms following conservative accounting practices will likely have high PE ratios 

Readings 
 Jones (2004) Company investment announcements and the market value of the firm 

- Growth opportunities are realised through capital expenditure to create assets in place 

- Unanticipated announcements by equities markets create small, positive abnormal 

returns (provided positive NPV) 

i. R & D announcement = 2.2% increase  

ii. Product/market diversification announcement = 1.90% increase 

iii. Higher increase relative to project size 

iv. Larger firms exhibit smaller price responses 

 Jensen (1986) Agency costs of free cash flow, corporate finance, and takeovers 

- Free cash flow (FCF) is cash flow remaining after profitable investment opportunities 

have been taken up 

- FCF = total cash flow from operating activities – capital expenditures 

- FCF is levered i.e. it has already been paid 

- Jensen argues that levered FCF after dividends should be zero as any residual funds 

should optimally be distributed to shareholders 

- Negative FCF implies a shortfall of funding  

- Jensen’s recommendation: shareholders should have made sure a firm issued debt (not 

equity) beforehand to force managers to pay interest on debt, which is obviously 

mandatory 

Economic Value Added (EVA) 
 EVA is an accounting performance measure that explicitly recognises the cost of contributed 

capital   

- 𝐸𝑉𝐴 = [(𝑅𝑂𝐴 𝒐𝒓 𝑅𝑂𝐶) − 𝑊𝐴𝐶𝐶]  × 𝑡𝑜𝑡𝑎𝑙 𝑐𝑎𝑝𝑖𝑡𝑎𝑙  
- 𝐸𝑉𝐴 = 𝑒𝑎𝑟𝑛𝑖𝑛𝑔𝑠 𝑎𝑓𝑡𝑒𝑟 𝑡𝑎𝑥 − [𝑊𝐴𝐶𝐶 × 𝑡𝑜𝑡𝑎𝑙 𝑐𝑎𝑝𝑖𝑡𝑎𝑙] 

- 𝑡𝑜𝑡𝑎𝑙 𝑐𝑎𝑝𝑖𝑡𝑎𝑙 = 𝑡𝑜𝑡𝑎𝑙 𝑑𝑒𝑏𝑡 + 𝑡𝑜𝑡𝑎𝑙 𝑒𝑞𝑢𝑖𝑡𝑦 

- EVA > 0 indicates cost has been covered 

- EVA < 0 indicates costs have not been covered 

 𝑅𝑒𝑡𝑢𝑟𝑛 𝑜𝑛 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 (𝑅𝑂𝐶) =
𝑁𝑒𝑡 𝐼𝑛𝑐𝑜𝑚𝑒+𝑖𝑛𝑡𝑒𝑟𝑒𝑠𝑡 ×(1−𝑡𝑐)

𝑡𝑜𝑡𝑎𝑙 𝑐𝑎𝑝𝑖𝑡𝑎𝑙
 

 

 



Topic 3 – After-tax cost of capital and dividend manipulation 
 

Dividend imputation system  
 A dividend imputation taxation system is on in which there will be only one tax on dividend 

income rather than the two taxes that exists under a classical tax system. 

- Integrates personal and corporate taxes 

- Partially or completely eliminates double taxation 

- Resident shareholders offset some or all taxes paid at corporate level against personal 

taxes 

- Foreign shareholders do not benefit  

 Steps in full dividend imputation system 

1. Australian corporate tax paid by firm 

2. Dividends declared by firm from after-tax income 

3. An imputation credit equal to the Australian corporate tax is paid 

attached to the dividend (ie. dividend is franked) 

4. The shareholder is taxed on the grossed up dividend, which is taxable 

income  

5. The shareholder computes tax payable based on his/her marginal 

income tax rate 

6. From total tax payable the shareholder subtracts the amount of imputed 

tax credit 

 𝐹𝑟𝑎𝑛𝑘𝑖𝑛𝑔 𝑐𝑟𝑒𝑑𝑖𝑡 (𝑓𝑢𝑙𝑙𝑦) = 𝑐𝑜𝑟𝑝𝑜𝑟𝑎𝑡𝑒 𝑡𝑎𝑥 𝑟𝑎𝑡𝑒 ×
(1−𝑡𝑐)

𝑡𝑐
 

 𝐹𝑟𝑎𝑛𝑘𝑖𝑛𝑔 𝑐𝑟𝑒𝑑𝑖𝑡 (𝑝𝑎𝑟𝑡𝑖𝑎𝑙) = 𝑔𝑟𝑜𝑠𝑠𝑒𝑑 𝑢𝑝 𝑖𝑛𝑐𝑜𝑚𝑒 − 𝑐𝑎𝑠ℎ 𝑑𝑖𝑣𝑖𝑑𝑒𝑛𝑑 = 𝐷 (
𝑡𝑐

1−𝑡𝑐
) 

 𝐺𝑟𝑜𝑠𝑠𝑒𝑑 𝑢𝑝 𝑑𝑖𝑣𝑖𝑑𝑒𝑛𝑑 (𝑓𝑢𝑙𝑙𝑦) =
𝑐𝑎𝑠ℎ 𝑑𝑖𝑣𝑖𝑑𝑒𝑛𝑑

(1−𝑡𝑐)
 

 𝐺𝑟𝑜𝑠𝑠𝑒𝑑 𝑢𝑝 𝑑𝑖𝑣𝑖𝑑𝑒𝑛𝑑 (𝑝𝑎𝑟𝑡𝑖𝑎𝑙) = 𝑐𝑎𝑠ℎ 𝑑𝑖𝑣𝑖𝑑𝑒𝑛𝑑 + 𝑡𝑎𝑥 𝑐𝑟𝑒𝑑𝑖𝑡 

 𝑨𝒇𝒕𝒆𝒓 − 𝒄𝒐𝒓𝒑𝒐𝒓𝒂𝒕𝒆 𝒕𝒂𝒙 𝒄𝒂𝒔𝒉 𝒇𝒍𝒐𝒘 (𝒊𝒎𝒑𝒖𝒕𝒂𝒕𝒊𝒐𝒏) = 𝒂𝒇𝒕𝒆𝒓 −

𝒄𝒐𝒓𝒑𝒐𝒓𝒂𝒕𝒆 𝒕𝒂𝒙 𝒄𝒂𝒔𝒉 𝒇𝒍𝒐𝒘 (𝒄𝒍𝒂𝒔𝒔𝒊𝒄𝒂𝒍) + 𝒗𝒂𝒍𝒖𝒆 𝒐𝒇 𝒇𝒓𝒂𝒏𝒌𝒊𝒏𝒈 𝒄𝒓𝒆𝒅𝒊𝒕𝒔 =

 𝑵𝑶𝑰̅̅ ̅̅ ̅̅ (𝟏 − 𝒕𝒄) +  𝒚 (𝑵𝑶𝑰̅̅ ̅̅ ̅̅ ) 𝒕_𝒄 = 𝒂𝒇𝒕𝒆𝒓 − 𝒄𝒐𝒓𝒑𝒐𝒓𝒂𝒕𝒆 𝒕𝒂𝒙 𝒏𝒆𝒕 𝒐𝒑𝒆𝒓𝒂𝒕𝒊𝒏𝒈 𝒊𝒏𝒄𝒐𝒎𝒆 +

𝒚𝒕_𝒄 × 𝒏𝒆𝒕 𝒐𝒑𝒆𝒓𝒂𝒕𝒊𝒏𝒈 𝒊𝒏𝒄𝒐𝒎𝒆 FOR TAXES AND INVESTMENT DECISIONS 

- 𝑁𝑂𝐼̅̅ ̅̅ ̅̅ = debt holders claim + equity holders claim + government claim 

- 𝑁𝑂𝐼̅̅ ̅̅ ̅̅ = 𝑖𝑛𝑡𝑒𝑟𝑒𝑠𝑡 + 𝑁𝐼̅̅̅̅
𝑏𝑡[1 − 𝑡𝑐(1 − 𝑦)] + 𝑁𝐼̅̅̅̅

𝑏𝑡 𝑡𝑐(1 − 𝑦)  

- 𝑁𝐼̅̅̅̅ = 𝑡ℎ𝑒 𝑖𝑛𝑐𝑜𝑚𝑒 𝑡𝑜 𝑒𝑞𝑢𝑖𝑡𝑦 ℎ𝑜𝑙𝑑𝑒𝑟𝑠 

- 𝑡𝑐 = 𝑐𝑜𝑟𝑝𝑜𝑟𝑎𝑡𝑒 𝑡𝑎𝑥 𝑟𝑎𝑡𝑒 
- Y = the proportion of corporate tax that is paid out as franked dividends 

- 𝑁𝐼̅̅̅̅
𝑏𝑡 𝑡𝑐𝑦 = 𝑡ℎ𝑒 𝑑𝑜𝑙𝑙𝑎𝑟 𝑎𝑚𝑜𝑢𝑛𝑡 𝑜𝑓 𝑡ℎ𝑒 𝑡𝑎𝑥 𝑐𝑟𝑒𝑑𝑖𝑡 

Calculate the required rate of return under each system 
 𝑹𝒆𝒒𝒖𝒊𝒓𝒆𝒅 𝒓𝒂𝒕𝒆 𝒐𝒇 𝒓𝒆𝒕𝒖𝒓𝒏 𝒐𝒏 𝒆𝒒𝒖𝒊𝒕𝒚 =  𝒓�̅� = 𝒓𝒇 +  𝜷𝒊[(�̅�𝒎 + 𝒕𝒎) − �̃�𝒇] 

- 𝑟𝑓 = the risk-free rate of return  

- 𝛽𝑖 = the beta of return on equity for firm i 

- 𝑡𝑚= the franked dividend yield in the market portfolio 

- �̅�𝑚 = the expected return on the market portfolio from just dividends and capital gains 

 𝑾𝒆𝒊𝒈𝒉𝒕𝒆𝒅 𝒂𝒗𝒆𝒓𝒂𝒈𝒆 𝒓𝒆𝒒𝒖𝒊𝒓𝒆𝒅 𝒓𝒂𝒕𝒆 𝒐𝒇 𝒓𝒆𝒕𝒖𝒓𝒏 =  �̅� =  �̅�𝒅[𝟏 − (𝟏 − 𝒚)𝒕𝒄
𝑫

𝑽
+ �̅�𝒆

𝑬

𝑽
 

- �̅�𝑑 = the required return to debtholders 

- 𝑦 = the proportion of corporate tax that is paid out as franked dividends 



- 𝑡𝑐= the corporate tax rate 

- 𝐷 = market value of debt 

- 𝐸 = market value of equity  

- 𝑉= market value of debt (D) plus the market value of equity (E) 

Classical tax system (double taxation)  
 After-tax cash flows off cash amounts = C(1 – tc) 

 Corporations and its shareholders are considered separate entities 

 Dividends are paid out of after-corporate tax income 

 Income tax is levied on corporate taxable income, and again on dividends received by 

shareholders 

 𝑊𝐴𝐶𝐶 =  �̅� =  �̅�𝑒 + (
𝐸

𝑉
) + �̅�𝑑(1 − 𝑡𝑐) (

𝐷

𝑉
) FOR TAXES AND INVESTMENT DECISIONS  

 


