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chapter 8: stocks

» §8.1 - Common Stock Valuation
» §8.2 - Common Stock Features
» §8.3 - Preferred Stock Features

» §8.4 - Stock Market Reporting
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8.1: cash flows for shareholders

e If you buy a share of stock, you can
receive cash in two ways

The company pays dividends

You sell your shares, either:
(1) to another investor in the market; or
(2) back to the company

o As with bonds, the price of the stock is
the present value of these expected
cash flows
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8.1: stock price - one period example

Suppose you are thinking of purchasing the
stock of Moore Qil, Inc. and you expect it to
pay a $2 dividend in one year and you
believe that you can sell the stock for $14 at
that time. If you require a return of 20% on
investments of this risk, what is the
maximum you would be willing to pay?

answer: $13.33
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8.1: stock price - two period example

Now what if you decide to hold the stock for
two years? In addition to the $2 dividend in
one year, you expect a dividend of $2.10 in
two years and a stock price of $14.70 at the
end of year 2. Now how much would you be
willing to pay now?

answer: $13.33

BUSI 2504i Wednesday, February 3, 2010 5/35



8.1: stock price - three period example

Finally, what if you decide to hold the stock
for three periods? In addition to the
dividends at the end of years 1 and 2, you
expect to receive a dividend of $2.205 at the
end of year 3 and a stock price of $15.435.
Now how much would you be willing to pay?

answer: $13.33
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8.1: dividend growth model

e Zero growth

The firm will pay a constant dividend forever

This is like preferred stock

The price is computed using the perpetuity formula
e Constant growth

The firm will increase the dividend by a constant
percent every period

e Supernormal growth

Dividend growth is not consistent initially, but settles
down to constant growth eventually
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8.1: dividend growth model - general case

present value of single cash flow

oy _FV
(1+r)

price today (Pp) is present value of all future dividends D, D>, Ds, . ..

D; Do D5

Po 4+ ...

= + +
T+r (142 (A+r)
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8.1: dividend growth model - zero growth

zero growth (all future dividends are equal)

price today (Pp) is present value of all future dividends Dy, D5, Ds, . ..
which are all equal to same value D
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8.1: dividend growth model - zero growth - example

The Johnson Company just paid an annual
dividend of $1.60. How much would you be
willing to pay for one share of Johnson
Company stock if the dividend remains
constant and you require a 9% rate of
return?

answer.

D 160
Py = —
r

= —— = $17.78
.09 $
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8.1: dividend growth model - constant growth

next dividend is previous dividend multiplied by growth factor (1 + g)

R R TR (e

D(1+g) , DO+ 9)2 D(1 +g)®
117 (1+ r)2 (1+r)3

Dy : :
=r=p (growing perpetuity)
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8.1: dividend growth model - constant growth - example

The Brown Company just announced that it will
be increasing its annual dividend to $1.68 next
year and that future dividends will be increased
by 2.5% annually. How much would you be
willing to pay for one share of the Brown
Company stock if you require a 12% rate of
return?

answer:
Ds 1.68

Fo = r—g 12— 025 517.68
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8.1: dividend growth model - constant growth - example 2

Alhandro, Inc. just paid an annual dividend of
$1.083. It has been increasing its dividends by
4% annually and is expected to continue
doing so. How much can it expect to receive
for each new share of stock offered if
investors require an 11% rate of return?

answer:

~ Do(1+g) (1.03)(1.04)
o = r—-g  11-.04 $15.30
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8.1: dividend growth model - supernormal growth

initial series dividends (discounted individually) ...
... then constant growth after (need to discount P; back to time 0)

D Dy Dy Pt
+ +oot e + T/
1+r (1+r)? (1+nr)t (1+r)t
~ > N—_——
Linitial dividends | present value of constant

growth starting at time ¢

D; D, D =g
= + + -+ +
1+r (1+r)2 1+t (1+r)
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8.1: dividend growth model - supernormal growth - example

Massey Motors is a new firm in a rapidly growing industry. The company is
planning on increasing its annual dividend by 10 percent a year for the
next 3 years and then decreasing the growth rate to 4 percent per year.
The company just paid its annual dividend in the amount of $1.00 per
share. What is the current value of one share of this stock if the required
rate of return is 13.75 percent?

answer:
Dy = 1.00:
Dy =1.00-1.1 =1.10; 5
D, =110-1.1=121: Lpe 2t o138 qup
Dy=121.11=133; r-9  1375-.04
D, = 1.33-1.04 = 1.38:
Dy D; Ds Ps

. Po =

+ + +
T+r (1+nN2 (A+r® (+70)3

1. 14.2
_ 1.10 n 1.21 . 33 + 0 _ $12.45
1.1375  1.13752 1.13753
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8.1: dividend growth model - supernormal growth - example 2

Kettle Korn, Inc. just paid a $1.40 per share
annual dividend. The company is planning on
paying $1.50, $1.65, $1.90, and $2.00 a share
over the next 4 years, respectively. After that,
the dividend will be a constant $2.25 per share
per year. What is the market price of this stock if
the market rate of return is 12%?

answer: $17.19
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8.1: dividend growth model - required return

solve constant growth equation for r

D
Po—r_g
= — _D
> r= 2
= B g

~~—~~
’dividend yield ‘ ’capital gains yield ‘
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8.1: dividend growth model - required return - example

The common stock of J. K. Laminates sells for
$32.60 a share. The stock is expected to pay
$2.10 per share next year. J. Ks has
established a pattern of increasing its dividends
by 3.5 percent annually and expects to continue
doing so. What is the market rate of return on

this stock?
answer:
D; 210
R = — 949
Po+g 3260 +.035 = 9.94%
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8.1: dividend yield - example

ABC stock closed yesterday at a price
of $39.80 a share. The price today was
down $2.10. ABC pays a $0.48 annual
dividend which has remained constant
for five years. What is the current
dividend yield today?

answer: 1.27%

BUSI 2504i Wednesday, February 3, 2010 19/35



8.1: dividend yield - example

An 8% preferred stock closed yesterday
at a price of $91.32. The stock closed
today at par. What is the current
dividend yield?

answer: 8.00%
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8.1: zero growth stock - example

The Battery Co. paid $1.20 in dividends last
year. Margaret paid a price of $15.00 a
share for Battery Co. stock and has an
expected return of 8% on this investment.
What is the growth rate of the Battery Co.
stock?

answer: 0%
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8.1: capital gains yield - example

Leon purchased 1,000 shares of LJK stock
this morning at a price of $45.67 a share.
The stock paid a dividend last year of $1.80
per share. Leon’s required rate of return

is 13% on this type of investment. What is
the capital gains yield on LJK stock?

answer: 8.72%

BUSI 2504i Wednesday, February 3, 2010 22/35



8.2: common stock features

e Shareholders’ Rights - right to vote for the
board of directors and other important issues
e Other Rights
Share proportionally in declared dividends

Share proportionally in remaining assets during
liquidation

Preemptive right - first shot at new stock issue
to maintain proportional ownership if desired

e Classes of stock
Unequal voting rights
Control of firm
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8.2: dividend characteristics

e Dividends are not a liability of the firm until a
dividend has been declared by the Board

e Consequently, a firm cannot go bankrupt for not
declaring dividends

e Dividends and Taxes

Dividend payments are not considered a business
expense and are not tax deductible

Dividends received by individual shareholders are
partially sheltered by the dividend tax credit

Dividends received by corporate shareholders are not
taxed

This prevents double taxation of dividends
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8.3: preferred stock features

e Dividends

Most preferreds have a stated dividend that must
be paid before common dividends can be paid

Dividends are not a liability of the firm and
preferred dividends can be deferred indefinitely

Most preferred dividends are cumulative, any
missed preferred dividends have to be paid
before common dividends can be paid

o Preferred stock generally does not carry
voting rights

BUSI 2504i Wednesday, February 3, 2010 25/35



8.4: stock market reporting

e Stock market quotations are published in the
newspapers and are also available on-line
(usually with 15-minute delays)

¢ In Canada, large cap stocks trade on the
TSE

e Quotes and corporate information on stocks
that trade on the TSE can be found at the
exchange’s website
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Figures supplied by Thomson Financial.

Securities must trade a minimum of 1,000 shares to be listJ
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8.4: stock market quotes

e ticker symbol - short abbreviation representing a
stock

open - first trade in a trading day

high - highest trade in a trading day

low - lowest trade in a trading day

close - last trade in a trading day

bid - price somebody willing to pay

ask - price somebody willing to sell

e volume - number of shares traded in a day
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37 hour: more examples - constant growth

What would you pay today for a stock that is
expected to make a $1.50 dividend in one
year if the expected dividend growth rate is
3% and you require a 16% return on your
investment?

answer: $11.54
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37 hour: more examples - constant growth

Suppose Pale Hose, Inc. has just paid a
dividend of $1.40 per share. Sales and
profits for Pale Hose are expected to grow
at a rate of 5% per year. lts dividend is
expected to grow by the same amount. If
the required return is 10%, what is the
value of a share of Pale Hose?

answer: $29.40
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37 hour: more examples - constant growth

The stock of MTY Golf World currently sells
for $133.75 per share. The firm has a
constant dividend growth rate of 7% and
just paid a dividend of $6.21. If the required
rate of return is 12%, what will the stock sell
for one year from now?

answer: $143.11
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37 hour: more examples - preferred stock

Confectioners’ Corner wants to offer some
preferred stock that pays an annual dividend of
$4.50 a share. The company has determined
that stocks with similar characteristics provide
an 11 percent rate of return. What price should
Confectioner’s expect to receive per share for
this stock offering?

answer: $40.91
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37 hour: more examples - nonconstant dividends

Daily Movers is a relatively new firm. The
company paid its first annual dividend yesterday
in the amount of $.40 a share. The company
plans to double each annual dividend payment
for the next 2 years. After that time, it is planning
on paying a constant $2 per share indefinitely.
What is one share of this stock worth today if
the market rate of return on similar securities is
14.5%7?

answer: $12.44
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37 hour: more examples - supernormal growth

Etling Inc.s dividend is expected to
grow at 6% for the next two years and
then at 3% forever. If the current
dividend is $3 and the required return
is 16%, what is the price of the stock?

answer: $25.10
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37 hour: more examples - general case

The dividend on Simple Motors common
stock will be $2 in one year, $3.50 in two
years, and $5.00 in three years. You can
sell the stock for $75 in three years. If you
require a 10% return on your investment,
how much would you be willing to pay for a
share of this stock today?

answer: $64.82
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