Stock/ Equity Notes 4/1/10
How do firms raise capital?  Bank loans, Non bank loans, Bonds, Stocks

How do stocks make money?  Price appreciation, dividends, (another possible answer shorting)

What are basic reasons that stocks appreciate?  Earnings, Interest Rates, General Market

Example




Assets

$50M
Revenue 
$10m



Liabilities
$30M

Expense 
$6m



Equity

$20M
Pretax

$4M
35% Tax
$1.4M

Net Income
$2.6M

Dividends 
$1.8M
EPS

$2.6

DPS

$1.8

# Shares
1.0M
Payout

.69
Retention
.31
ROE

2.6/20
13%

ROA

2.6/ 50 5.2%

G = (ROE)(Ret) =  .04.03
P/E 

7.36, .69/ (.134-.0403)

What is the stock worth?

Using the P/E method, 7.36 X 2.6 = $19.14

Using the Dividend Discount Model, [1.8(1.0403)]/(.134 - .0403) = $19.98

It is probably worth between $19 and $20.  If it is actually trading at $30, sell, don’t buy or short.  If it is actually trading at $10, buy, don’t sell.

