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Dividend Capitalization Approach for 

Estimating a Cost of Equity

• Basic idea is to find the annual return from buying a stock today at 
price P(0), collecting a stream of future dividends while the stock is 
owned, and selling the stock at some future date T for a price P(T).

• A major issue is what to use for P(T).

• A simplifying assumption is to have P(T) equal the present value at 
time T of all subsequent dividends.  

• In effect, P(0) becomes the present value of all dividends from now 
to an infinite time in the future.
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Dividend Capitalization Models
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Alternative Versions with Perpetual Constant Growth

(0)
ICC   Pre -1982:         

(0)

(0)(1 0.5 )
ICC   Post -1982   and   STB:         

(0)

D
K g

P

D g
K g

P

= +

+
= +



5

A Multi-phase DCF Approach

• During first TA years, use growth rate   gA

• During a second phase from TA until TB years, use growth rate   gB

• After TB years to infinite, use a “terminal” growth rate   gT
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A Multi-phase DCF Equation
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Table 1

Cost of Equity Estimates using a Multi-phase DCF Model 

Model Growth Rate Growth Rate Growth Rate Growth Rate Cost of 

Version Years 1-5 Years 6 - 10 Years 11-20 After Year 20 Equity 

0 13.66% 13.66% 13.66% 13.66% 15.18% 

1 13.66% 13.66% 13.66% 6.00% 10.20% 

2 13.66% 13.66% 9.83% 6.00% 9.40% 

3 13.66% 13.66% 6.00% 6.00% 8.68% 

4 13.66% 9.83% 9.83% 6.00% 8.97% 

5 13.66% 9.83% 6.00% 6.00% 8.31% 

6 13.66% 6.00% 6.00% 6.00% 7.98% 
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CAPM Approach

K = Risk Free Interest Rate  + Risk Premium

K ( )

 includes a "real" riskless return + expected inflation 

  measures the security's risk

( )  is the "price of risk"
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Multifactor Asset Pricing Model Approach

K = Risk Free Interest Rate  + Risk Premium 1 + 

Risk Premium 2  +  Risk Premium 3  +   ···
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