Class 2

Value of bonds and stocks

Reading: M: Chapter 4; BM: Chapter 4.
Note: M — F. Mishkin “Economics of Money, Banking and Financial Markets”

Question 1
Brl KYIIHJIA O6J'II/IFaI_II/IIO CO CPOKOM IIOTalICHUA 5 jet Cpa3y I10CJIC BBIITYyCKa. Homunan 06J'II/IFaI_[I/II/I

1000, kyron — 7%, moxoaHoCTh K norameHuto 12%. Ckonbko Bel 3amnatuiu 3a 3Ty o0auramnuo?

Question 2

KaKYIO HCHY BbI I'OTOBBI 3aIJIATUTD 34 O6J‘II/IFaI_II/IIO, KOTOpasa CCroaus (B MOMCHT BLIHYCKa) CTOUT Ha
peiake P = 873,44 (Bce CUMTAOT YTO MPOIEHT IO OONHMTramusM HE U3MEHHTCS), HO Bbl TBepmo
yOEKICHBI, 9TO Yepe3 roJI MPOIICHT MO OOJIUTalsIM BBIPACTET B 2 pasa.

O6muramms: N=1000, C=0% (6eckynonnas obnuranus), T=2 roja.

Question 3

A 6-year government bond makes annual coupon payments of 5 percent and offers a yield of
3 percent annually compounded. Suppose that one year later the bond still yields 3 percent.
What return has the bondholder earned over the 12-month period? Now suppose instead that
the bond yield is 2 percent at the end of the year. What return would the bondholder earn in
this case?

Question 4

Consider the following three stocks:

a. Stock A is expected to provide a dividend of $10 a share forever.

b. Stock B 1s expected to pay a dividend of $5 next year. Thereafter. dividend growth 1s
expected to be 4 percent a year forever.

c. Stock C 1s expected to pay a dividend of $5 next year. Thereatter, dividend growth is
expected to be 20 percent a year for 5 years (i.e. until the end of year 6) and zero
thereafter.

I the market capitalization rate for each stock 1s 10 percent, which stock is the most
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valuable? What if the capitalization rate is 7 percent?



Question 5

Crecimiento s.a. currently plows back 30 percent of its earnings and earns a return of 25
percent on this investment. The dividend yield on the stock 1s 5 percent.

a. Assuming that Crecimiento can continue to plow back this proportion of earnings and
earn a return of 25 percent on the investment, how rapidly will earnings and dividends
grow? What 1s the expected return on Crecimiento stock?

b. Suppose that management suddenly announces that future investment opportunities have
dried up. Now Crecimiento intends to pay out all its earnings. How will the stock price
change?

c. Suppose that management simply announces that the expected return on new investment
will in the future be the same as the cost of capital. Now what is Crecimiento’s stock
price?

Question 6

Year

1 2 3 4
Book equity 10.00
Earnings per share, EPS
Return on equity, ROE 25 25 .16 16
Payout ratio 20 20 .50 50
Dividends per share
Growth rate of dividends -

a. Complete the table above.

b. Assume that the opportunity cost of capital is 12%. Calculate the value of the company’s
stock (1.e. at year zero).

c.  What part of that value reflects the discounted value of P;, the price forecasted for year 37

d. What part of P;reflects the present value of growth opportunities (PVGO) after year 3?

e. Suppose that competition will catch up with the company by year 4, so that it can earn

only its cost of capital on any investments made in year 4 or subsequently. What is the
stock worth now under this assumption? (Make additional assumptions if necessary.)



