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One whose dividends are expected to
grow forever at a constant rate, g.

Stock Value = PV of Dividends

What is a constant growth stock?
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If g is constant, then:

Validity of the equation
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rs = rRF + (RPM)bFirm

= 7% + (5%) (1.2)
= 13%.

Use the SML to calculate r s:
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=                      =             $30.29.
0.13 - 0.06

$2.12 $2.12

0.07
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P1 = rs - g

= $2.2427 = $32.10
0.07
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Dividend yield =        =              = 7.0%.
$2.12
$30.29

D1

P0

CG Yield =             =
P1 - P0
^

P0

$32.10 - $30.29
$30.29

= 6.0%.
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Rearrange model to rate of return form:
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Then, r s =  $2.12/$30.29 + 0.06
=   0.07 + 0.06 = 13%.

^
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The dividend stream would be a 
perpetuity.

2.00 2.002.00

0 1 2 3rs=13%

P0 =          =              = $15.38.
PMT

r
$2.00
0.13
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Nonconstant growth followed by constant
growth:

0

2.3009

2.6470

3.0453

46.1135

1 2 3 4
rs=13%

54.1067 =  P0

g = 30% g = 30% g = 30% g = 6%

D0 = 2.00 2.60 3.38       4.394        4.6576
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� rs = rRF + (RPM)b i  could change.
� Inflation expectations
� Risk aversion
� Company risk 

� g could change.
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D1 = $2, rs = 10%, and g = 5%:
P0 = D1 / (rs-g) = $2 / (0.10 - 0.05) = $40.

What if r s or g change?
g g g

rs 4% 5% 6%
9% 40.00 50.00 66.67

10% 33.33 40.00 50.00
11% 28.57 33.33 40.00
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� Small changes in expected g and r s

cause large changes in stock prices.

� As new information arrives, investors 
continually update their estimates of 
g and r s.

� If stock prices aren’t volatile, then 
this means there isn’t a good flow of 
information.
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In equilibrium, stock prices are stable.
There is no general tendency for 
people to buy versus to sell.

The expected price, P, must equal the 
actual price, P.  In other words, the 
fundamental value must be the same as 
the price. 

(More…)



In equilibrium, expected returns must
equal required returns:

rs = D1/P0 + g = r s = rRF + (rM - rRF)b.^



/��	��	�6����%����	/��	��	�6����%����	
����%���
��.����%���
��.

If r s =       + g > r s, then P 0 is “too low.”

If the price is lower than the fundamental 
value, then the stock is a “bargain.”

Buy orders will exceed sell orders, the 
price will be bid up, and D 1/P0 falls until

D1/P0 + g = r s = rs.

^

^

D1

P0

^
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� Inflation expectations
� Risk aversion
� Company risk 

� g could change.
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Securities are normally in 
equilibrium and are “fairly priced.”
One cannot “beat the market”
except through good luck or inside 
information.

(More…)



1. Weak-form EMH:
Can’t profit by looking at past 
trends.  A recent decline is no 
reason to think stocks will go up 
(or down) in the future.  
Evidence supports weak-form 
EMH, but “technical analysis” is 
still used.



2. Semistrong-form EMH:
All publicly available 
information is reflected in 
stock prices, so it doesn’t pay 
to pore over annual reports 
looking for undervalued 
stocks.  Largely true.



3. Strong-form EMH:
All information, even inside 
information, is embedded in 
stock prices.  Not true--insiders 
can gain by trading on the basis 
of insider information, but that’s 
illegal.
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1. 100,000 or so trained analysts--MBAs, 
CFAs, and PhDs--work for firms like 
Fidelity, Merrill, Morgan, and 
Prudential.

2. These analysts have similar access to 
data and megabucks to invest.

3. Thus, news is reflected in P 0 almost 
instantaneously.
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