I. Chapter 5: How To Value Bonds And Stocks
A. Bonds

1. Pure discount bonds

a) Single payment at fixed future date

b) Payment is called “face value”

c) Also called zero-coupon, zero, bullet

d) Value
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(2) F = face value

(3) T = maturity, in years

(4) r = market rate

2. Level-coupon bonds

a) Pays same payment every fixed period throughout life of bond

b) Just like an annuity with that payment for the period of the bond

c) Value
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(2) 
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3. Consols
a) Bond with no maturity date

b) Preferred Stock

(1) Pays fixed dividend in perpetuity

(2) But can often be called in in some way

4. Yield to maturity

a) PV in reverse, sort of 

b) 
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 but now solve for r given that PV, T, and F are known

5. Current Yield

a) = current coupon/current price

6. Forward Rate

a) Hypothetical rate in future years

(1) Interest rate is known in this year

(2) The interest rate you need to get in future years to equal the final return of the bond, given that you know this year’s interest rate
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(a) What is the n-year forward rate?

(b) rn, rn-1 = known spot rates
7. Spot Rate

a) Spot rates at future dates are unknown until those dates

b) So future values are only expected values, not known value

c) Expected price for bond on date d
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d) If Forward Rate = Spot Rate

(1) Investing in 1-year bond = investing in 2-year bond but selling after year 1

e) Expectations Hypothesis

(1) Fd = Spot rate expected over year d

f) Liquidity-Preference Hypothesis

(1) Fd > Spot rate expected over year d

(2) In this case the investor is risk-averse

(3) So forward rate year d  > expected spot rate year d to cover that risk

B. Stocks

1. Value of stock

a) Related to value of dividends

(1) Even when investors have a short time horizon

(2) Because one investor must find another who wants to pay to buy the stock! That investor always values some future stream of cash

b) What would you pay to buy the stock?
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c) Suppose the dividends are growing at a constant rate?
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(2) g = growth rate

(a) g = (Retention Ratio)(Return on Retained Earnings)

(b) Retention Ratio = Retained Earnings/Earnings

(3) r = discount rate

(a) 
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(b) At any time, Div and P0 are published in the newspaper

2. Growth

a) Value of a share when firm is a cash cow

(1) Firm pays out 100% of profits in dividends

(2) 
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(3) But in this case, there’s no investment in growth

b) NPVGO

(1) = Net Present Value of Growth Opportunity

(2) =Value/share of the growth opportunity

(3) Must value the growth opportunity somehow!

(4) 
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c) To increase value

(1) Earnings must be retained to fund projects

(a) Deliver NPVGO

(2) Projects must have positive net present value

(a) Otherwise, NPVGO is negative and the share price will be depressed

3. Price-Earnings Ratio

a) 
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b) So P/E ratio is related to the net present value of growth opportunities
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