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Chapter 7

Stocks and their valuation



Learning Objectives

Stock Valuation

Common Stock 
valuation

Preferred stock 
valuation Characteristics of 

stocks

The market for common 
stock



• Legal rights & privileges of common stockholders
• Types of common stock
• The market for common stock
• Common stock valuation
• Constant growth stocks
• Expected rate of return on a constant growth stock
• Valuing stocks that have non-constant growth rate
• Market multiple analysis
• Stock market equilibrium
• Actual stock prices and returns
• Preferred stock

Issues covered



Legal rights & privileges of 
common stockholders

• Control of the firm

• Preemptive right



• Represents ownership.
• Ownership implies control.
• Stockholders elect directors.
• Directors hire management.
• Since managers are “agents” of 

shareholders, their goal should be:  
Maximize stock price.

Common Stock: Owners, 
Directors, and Managers



Preemptive right

• The right to purchase any additional 
shares sold by the firm.

• To maintain control and prevents losses.



Example

• 1000 outstanding shares, each with price of 
$100. So total value is $100,000.

• If additional 1000 shares sold by $50 to get 
$50,000, the total market value will be $150,000.

• $150,000 divided by total shares (2000), the 
value of share will be $75.

• So, old stockholders lose $25 per share and 
new stockholders wins $25 per share!  



Types of common stock



Types of common stock

• Most have only one type

• Some have more than one type for certain 
purposes.

• Classified as A, B, C, etc.



Example

• Genetic company went public with two 
types of shares

• Class A stocks for public with rights for 
dividends but no right for vote for 5 years.

• Class B stock for organizers are opposite.



• The dividends of tracking stock are tied to 
a particular division, rather than the 
company as a whole.
– Investors can separately value the divisions.
– Its easier to compensate division managers 

with the tracking stock.
• But tracking stock usually has no voting 

rights, and the financial disclosure for the 
division is not as regulated as for the 
company.

What is tracking stock?



The market for common stock



The market for common stock
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Types of stock market transactions

• Secondary market

• Primary market

• IPO







Common stock valuation



Profit generated

• Dividends

• Increase in share price
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Constant growth stocks



For a constant growth stock,
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Validity of the equation



(((( ))))D D gt
t==== ++++0 1

(((( ))))t
t

t
r

D
PVD

++++
====

1

P PVD t0 ==== ��� �

$

0.25

Years (t)0



Growth of earnings

• Inflation

• Retained earnings

• ROE





Valuing stocks that have non-
constant growth rate





Calculation method





Market Multiple Analysis



Market multiple analysis

• Use simple factor and multiply this factor 
accordingly



• Analysts often use the P/E multiple (the price per 
share divided by the earnings per share) or the 
P/CF multiple (price per share divided by cash 
flow per share, which is the earnings per share 
plus the dividends per share) to value stocks. 

Using the Stock Price Multiples to Estimate 
Stock Price



Stock Market Equilibrium



What is market equilibrium?

^

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.^



How is equilibrium established?

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

^





The Efficient Market Hypothesis



What’s the Efficient Market
Hypothesis (EMH)?

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



Efficient market hypothesis levels

• Weak form efficiency

• Semi-strong efficiency

• Strong form efficiency



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.



Markets are generally efficient 
because:

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.





Actual stock prices and returns



Theory Vs practice

• In theory, stock price suppose to go up; 
however, it might decreased!



Preferred stock



Preferred Stock

• Hybrid security.

• Similar to bonds in that preferred 
stockholders receive a fixed dividend 
which must be paid before dividends 
can be paid on common stock.

• However, unlike bonds, preferred stock 
dividends can be omitted without fear of 
pushing the firm into bankruptcy.




