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Chapter 13
The Stock Market

Investing in Stocks

  Common Stock vs. Preferred Stock
  How Stocks Are Sold
Computing the Price of Common Stock

  The One-Period Valuation Model

  The Generalized Dividend Valuation Model

  The Gordon Growth Model
  Price Earnings Valuation Method
How the Market Sets Security Prices

Errors in Valuation

  Problems with Estimating Growth

  Problems with Estimating Risk

  Problems with Forecasting Dividends
    Case: The 2007–2009 Financial Crisis and the Stock Market

    Case: The September 11 Terrorist Attack, the Enron Scandal, and the Stock Market
Stock Market Indexes

    Mini-Case Box: History of the Dow Jones Industrial Average

Buying Foreign Stocks

Regulation of the Stock Market

  The Securities and Exchange Commission

( Overview and Teaching Tips

Because the market for stocks is of such great interest to students, this chapter has been expanded over previous editions. It discusses theories of how stocks are priced and how information is incorporated into stock prices. Laying out the simple models of the one-period valuation model, the generalized dividend model, the Gordon model, and the P/E Valuation Method gives students the tools to understand how stock prices are determined. However, stock market valuation is by no means simple, and this is emphasized to the students in the section on errors in valuation which outlines why it is so tricky to use these simple models.

Begin this chapter by defining equity and show the difference between stocks which represent ownership and bonds which represent no ownership of the company. Investors receive a return on their investment in one of two ways: (1) price of stock rises or (2) firms issue stockholder dividends. Stock is either common stock or preferred stock. With the increase of international trading, investors have gone to other countries to buy securities. This is a growing market to the United States.

Trading of the capital securities will occur in two types of exchanges: organized exchanges and over-the-counter exchanges. Popular organized exchanges are the New York Stock Exchange, also the largest, the American Stock Exchange, and the London Stock Exchange. 

This chapter contains extensive discussion of stock valuation. This provides an excellent opportunity to discuss the efficient market hypothesis presented in Chapter 6.

Students should be instructed on the strengths and weaknesses of the stock indexes as well as the role of the SEC in their regulation.

( Answers to End-of-Chapter Questions
1.
The value of any asset is the present value of its future cash flows. The value of a bond is the PV of the interest payments plus the PV of the final payment. Stocks are valued the same way. The price is the PV of the cash flows that stock is expected to generate for the investor.

2.
There are two cash flows from stock, periodic dividends, and a future sales price. Dividends are frequently changed when firm earnings either rise or fall. The future sales price is also difficult to estimate, since it depends on the dividends that will be paid at some date even farther in the future. Bond cash flows also consist of two parts, periodic interest payments and a final maturity payment. These payments are established in writing at the time the bonds are issued and cannot be changed without the firm defaulting and being subject to bankruptcy. Stock prices tend to be more volatile, since their cash flows are more subject to change.

3.
The use of the super display book system in the NYSE has the benefits of both speed and accuracy. Orders to trade stocks are handled electronically and can be executed at a much faster pace and with minimal probability of mistakes. However, being an automated trading system that handles high volumes of trades in a few minutes, one has to consider the potential impact that can have on the market a potential breakdown of this system.
4.
NASDAQ is a computer network that allows traders to monitor stocks traded on the over-the-counter market. It provides current bid and ask prices on about 4000 actively traded securities.

5.
Weather related events sometimes have substantial effects in harvests worldwide. Bad harvests can increase input prices (remember that many cereals are used to feed cattle) and reduce earnings for food manufacturing companies. However, you can hedge part of this risk by holding stock of both domestic and food manufacturing companies. So, for example, whenever bad climate conditions reduce earnings for companies located in the northern hemisphere, companies that produce food in the south hemisphere might be increasing their earnings and you have successfully reduced your exposure to climate events.
6.
At least 7 of the 30 firms are involved in high-technology products or services. This has increased the volatility of the Dow index in recent years as these firms were added.

( Quantitative Problems
Ebay, Inc. went public in September of 1998. The following information on shares outstanding was listed in the final prospectus filed with the SEC
.

In the IPO, the Ebay issued 3,500,000 new shares. The initial price to the public was $18.00 per share. 
The final first-day closing price was $44.88.
1.
Ife investment bankers retained $1.26 per share as fees, what was the net proceeds to Ebay? What was the market capitalization of new shares of Ebay?

Solution:
Net Proceeds to Ebay  (18.00  1.26) ( 3,500,000  $58,590,000.00

Market Cap  44.88 ( 3,500,000  $157,080,000


2.
Two common statistics in IPOs are underpricing and money left on the table. Underpricing is defined as percentage change between the offering price and the first day closing price. Money left on the table is the difference between the first day closing price and the offering price, multiplied by the number of shares offered. Calculate the underpricing and money left on the table for Ebay. What does this suggest about the efficiency of the IPO process?

Solution:
Underpricing  ((44.88  18.00)/18.00)  149.33%

MLOT  (44.88  18.00) ( 3,500,000  $94,080,000


3.
The shares of Misheak, Inc. are expected to generate the following possible returns over the next 12 months:

	Return
	Probability

	5%
	0.10

	5%
	0.25

	10%
	0.30

	15%
	0.25


	25%
	0.10


If the stock is currently trading at $25/share, what is the expected price in one year. Assume that the stock pays no dividends.

Solution:
The expected return over the next 12 months is calculated as:

0.05 ( 0.10  0.05 ( 0.25  0.10 ( 0.30  0.15 ( 0.25  0.25 ( 0.10  0.10

This suggests that the expected price is $25 ( (1.10)  $27.50


4.
Sine Corp. stock sells for $75.00 and currently pays an annual dividend of $2.50 per share. Calculate analysts´ projected price one year from today if the expected one year return is currently 3%.
Solution:
If the expected one year return on Sine stock is 3%, we can write: 
(X+$2.50 – $75)/$75 = 0.03, where X is the expected sales price of Sine Stock one year from today. Solving yields X = $74.75.

5.
Suppose Microsoft, Inc. was trading at $27.29 per share. At that time, it pays an annual dividend of $0.32 per share, and analysts have set a 1-year target price around $33.30 per share. What is the expected return on this stock?

Solution:
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6.
LaserAce is selling at $22.00 per share. The most recent annual dividend paid was $0.80. Using the Gordon Growth model, if the market requires a return of 11%, what is the expected dividend growth rate for LaserAcer?

Solution:
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7.
ANCAP Oil Co. stock has a PE ratio equal to 22, whereas VRC Oil has a PE ratio equal to 20. Both firms´ earnings per share are $1.12. Calculate both firms´ stock prices.
Solution:
Using the information provided, ANCAP Oil Co. shares sell for 22 × $1.12 = $24.64 per share. VRC Oil sells for 20 × $1.12 = $22.4

8.
Refer to the previous exercise. Calculate the premium paid by investors to hold ANCAP Oil Co. shares instead of VRC Oil. Which company do you think is a safer investment?
Solution: The premium paid is ($24.64/$22.4) – 1 = 10%. Based on this information only, one can argue that investors feel that ANCAP Oil Co.´s dividends represent a safer stream of payments than that of VRC Oil.


  9.
Gordon & Co.’s stock has just paid its annual dividend $1.10 per share. Analysts believe that Gordon will maintain its historic dividend growth rate of 3%. If the required return is 8%, what is the expected price of the stock next year?

Solution:
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10.
Macro Systems just paid an annual dividend of $0.32 per share. Its dividend is expected to double for the next four years (D1 through D4), after which it will grow at a more modest pace of 1% per year. 
If the required return is 13%, what is the current price?

Solution:
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11.
Nat-T-Cat Industries just went public. As a growing firm, it is not expected to pay a dividend for the first five years. After that, investors expect Nat-T-Cat to pay an annual dividend $1.00 per share
(i.e., D6  1.00), with no growth. If the required return is 10%, what is the current stock price?

Solution:
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so,


P0  P5/(1.10)5  $6.21

12.
Calculate the stock price of OSE Water Co. if the difference between the required rate of return on this investment and the expected growth rate of dividends is 3.6% and dividends per share are $1.728.
Solution:
According to the Gordon valuation model, OSE Water Co. stocks sells for 1.728/0.036 = $48
13.
Refer to the previous exercise. What is the implicit required rate of return if dividends are expected to grow at a 5% annual rate?
Solution:
According to the Gordon valuation model, the implicit required rate of return is: 5% + 3.6% = 8.6%.
14.
Consider the following security information for four securities making up an index:

	Security
	Price
	Shares
Outstanding

	
	time  0
	time  1
	

	1
	8
	13
	20 million

	2
	22
	25
	50 million

	3
	35
	30
	120 million

	4
	50
	55
	75 million


What is the change in the value of the index from time  0 to time  1 if the index is calculated using a value-weighted arithmetic mean?

Solution:
For a value-weighted arithmetic mean, the change is calculated as follows:

First, the market value at time  0 is calculated as:

	Security
	Price
	Shares
Outstanding
	Market
Value

	
	time  0
	time  1
	
	

	1
	8
	13
	20 million
	$   160

	2
	22
	25
	50 million
	$1,100

	3
	35
	30
	120 million
	$4,200

	4
	50
	55
	75 million
	$3,750

	
	
	
	
	$9,210


The change is then calculated as:
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15.
An index had an average (geometric) mean return over 20 years of 3.8861%. If the beginning index value was 100, what was the final index value after 20 years?

Solution:



The actual return over the 20 years is (1.038861)20  2.143625


So, the final index value is 214.3625

16.
 Calculate the dividend paid by a share of stock that you buy today for $55 and you expect to sell one year from today at $56 if you want to earn a one year return equal to 3.5%.
Solution: According to the information given, the one year dividend D solves the following equation: ($56 + D – $55)/$55 = 0.035. Solving this equation yields D = $0.925.
17.
The projected earnings per share for Risky Ventures, Inc. is $3.50. The average PE ratio for the industry composed of Risky Ventures closest competitors is 21. After careful analysis, you decide that Risky Ventures is a little more risky than average, so you decide a PE ratio of 23 better reflects the market’s perception of the firm. Estimate the current price of the firm’s stock.

Solution: 
23 ( $3.5  $80.50

� This information is summarized from http://www.sec.gov/Archieves/edgar/data/1065088/0001012870-98-002475.txt





Copyright © 2018 Pearson Education, Inc.
Copyright © 2018 Pearson Education, Inc.
Copyright © 2018 Pearson Education, Inc.

_1357657150.unknown

_1357657162.unknown

_1357657164.unknown

_1357657166.unknown

_1357657159.unknown

_1357657148.unknown

