Common Stock Valuation

Stock Valuation – since common share represents a pro rate claim on the firm’s intrinsic value:

Stock price  = Value of firm / # shares outstanding

Value of Firm = # common shares outstanding * share price

· Share price reflects supply and demand forces

· Supply fixed (unless follow on issue)

· Demand based on investor’s attempts to capture intrinsic value

· If stock considered undervalued, demand rises, drives up price

Stock Valuation – Price-Earnings (PE) Method

Stock price  = E(EPS) * Mean Industry PE Ratio

· E(EPS) = Expected Earnings Per Share for individual firm

· Mean Industry PE Ratio = Average PE ratio for all firms in industry

· Limitations:

· Earnings forecasts may differ

· Trouble identifying relevant industry PE (multiple industries)

· Assumes all firms have average industry PE

· Assumes all investors have same ‘k’

· k = investor required rate of return on stock

Stock Valuation – Constant Dividend Growth Model ( Gordon Model)

                          D1

Stock Price = ---------

                        k - g

D1
= Next period dividend 

k  
= required rate of return demanded by investor on common stock

g
= constant dividend growth rate (steady state growth rate)

· Limitations:

· Dividend forecast may differ

· Assumed growth rate may be incorrect

· K differs for different investors

· Some firms pay no dividends

· Advantages:

· Based on infinite stream of growing dividends

· Based on cash flows to investor

· Reflects risk adjusted rate of return

· Can be adjusted for planned holding period

· PV dividends during holding period

· PV of selling price at end of holding period

Required Rate of Return on Common Stock

