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Chapter 5: mini case

a. Legal rights and privileges of common stockholders:
1. Ownership of the firm
2. Voting rights

3. Elect directors

1. Formula that can be used to value any stock, regardless of its dividend pattern.

Value of stock = ^P0 = D1 / (1 + rs) 1 + D2 / (1 + rs) 2 + … + D∞ / (1 + rs) ∞
2. Constant Growth Sock – it is a stock that has a stream of dividends that are expected to grow at a constant rate.
They are valued using the following formula: ^P0 = D0 / (1 + g) / rs – g = D1 / rs – g
3. If g>r, the constant growth model cannot be used. If g>r, you will get a negative stock price and it’s not true because you cannot have a negative stock price. We can only use the constant growth model if 1) g<r, and 2) g is expected to be constant infinitely.
b. What is the required rate of return on the firm’s stock? Beta = 1.2; RFR=7.0%; MRP=5%

r = Risk Free Rate + (Market Risk Premium) beta
r = 7% + (5%) 1.2

r = 13%
c. D0 = $2.00 and dividends is expected to grow indefinitely at a 6% rate.
1. What is the firm’s expected dividend stream over the next 3 years?
Dt = Do (1+g) t

t= year

D1 = $2.00 (1+6%) 1 = $2.12
D2 = $2.00 (1+6%) 2 = $2.24
D3 = $2.00 (1+6%) 3 = $2.38

2. What is the firm’s current stock price?

^P0 = D0 / (1 + g) / rs – g = D1 / rs – g
^P0 = $2.00 (1 + 6%) / (13% - 6%) = $30.29
3. What is the stocks expected price 1 year from now?

^P1 = D2 / rs – g = $2.24 / (13% - 6%) = $32.00
4. What are the expected dividend yield, capital gains yield, and total return during the FIRST year?

Expected Dividend Yield = D1 / P0 = $2.12 / $30.29 = 0.07 = 7%
Capital Gains Yield (G) = (P1 – P0) / P0 = ($32.00 – $30.29) / $30.29 = 0.06 = 6%
Total Return = Expected Dividend Yield + Capital Gains Yield (G) = 13%

d. Assume the stock is selling at $30.29. What is the expected rate of return on the stock?

^r = D1 / P0 + g = 2.24/30.29 + 6% = 0.13 = 13% is the expected rate of return
e. What would the stock price be if its dividends were expected to have zero growth?

Then the stock would be priced as if it was perpetuity. We would divide the dividend by the required rate (PS = Div / r)
$2.00 / .13 = $15.38
f. Temp forces expected to experience supernormal growth of 30% for the next 3 years, and then return to its long run constant growth rate of 6%. What is the stocks value under these conditions? What is its expected dividend yield and capital gains yield in year 1? In year 4?

The stock price would be $54.11
The Dividend Yield = D1/ P0 
DY = $2.60/$54.11 = 4.8%
Capital Gains Yield = 13% - 4.8% = 8.2%

g. Is the stock price based more on longer-term or short-term expectations?

The stock price is based more on the long-term expectations.
h. What is market multiple analysis?

It is another way of valuating stock. One can use the following to value a company’s stock by comparing itself to others by the net income, earnings per share, sales, etc. or, for businesses (Cable TC or Cell phones) you can also use the number of subscribers. 
i. Why do stock prices change?

They change due to changes in peoples expectations regarding the stock price, inflation, information released about the firm, etc.
Suppose the expected D1 is $2, the growth rate is 5%, and rS is 10%. Use the constant growth model, what is the price?
^P0 = D1 / rs – g = 2/ (10% - 5%) = $40.00
What is the impact if g is 4% or 6%?
^P0 = 2/ (10% - 4%) = $33.33
as the growth declines, the price falls.

^P0 = 2/ (10% - 6%) = $50.00  
as the growth increases, the price rises.
What if rS is 9% or 11%?
^P0 = 2/ (9% - 5%) = $50.00
as the rate declines, the price rises.

^P0 = 2/ (11% - 5%) = $33.33  
as the rate increases, the price declines.

j. What does market equilibrium mean?

It is when the prices is equal to the expected return and the required rate of return. The actual price must equal its intrinsic value too. 
^r = r and ^p=p

k. If equilibrium does not exist, how will it be established?

It would be established by the marginal investor (?).
l. What is the Efficient Markets Hypothesis, what are the three forms, and what are its implications?
The Efficient Market Hypothesis (EMH) says that 1) stocks are always at equilibrium and 2) an investor cannot beat the market.

Week-Form Efficiency – all past data (historical) is reflected in the current price of the stock.

Semi-strong-Form – current stock prices reflect all the historical information and information publicly available.

Strong-Form Efficiency – current prices of stock reflect all pertinent information, whether it’s publicly available or privately held.

m. Temp forces recently issued preferred stock. It pays annual dividend of $5, and the issue prices was $50 per share. What is the expected return to an investor on this preferred stock?

R= D1 /P0 = 5/50= 10%

