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1. OBJECTIVE

# Use PV to calculate what prices of stocks and bonds should be

! Basic bond terminology and valuation

! Stock  and preferred stock valuation 

! WSJ price quotation

! market price vs. theoretical price
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# What is not to be discussed here 
! Our mission here is very modest.  

Objective: Given CFs that investors are expected to
receive and the corresponding required return
of a stock, what should the stock’s market
price be? ] What is a fair price for the
stock?

Note. We are not valuing the company asset or trying to
examine what should happen to value of a company if
management changes some of its current policies
(projects, dividend policy, capital structure)? Y objective
very modest.
Impact of capital structure on value discussed in a later
chapter.

L In this chapter we assume that you are given cash flows and the
discount rate "k".  Estimating "k" for bonds will be discussed in the
Risk & Return: Debt chapter, while for stocks in the Risk & Return:
Portfolio chapter. 
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2. BOND TERMINOLOGY & VALUATION

2.1 Terminology

!! Bond: A promised stream of CFs. The promissory agreement is
traded on an exchange.

" Borrower/issuer: promises to pay future CFs for current CF

" Lender/buyer: Receives the promised CFs for current CF.

? So when two parties exchange ownership of a bond, what are
they implicitly doing?
Y An exchange of current CF for future CFs.

Information provided at time of issue:

!! Coupon: Equal periodic $ CFs over life of bond (annual terms).

!! Par Value: CF to be received at maturity, typically $1,000

!! YTM: Yield To Maturity = required return on debt

R It is interest rate on the bond that is implied by the market
price of the bond.  It represents what the bond market thinks is
a "fair" return if you were to hold the bond till maturity.
Thus, one would, expect this rate to change as the market
interest rates change.

R The factors determining this yield will be discussed in the
chapter on Risk & Return: Debt.
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! kd: The interest rate on a new bond.

Note. The book uses kd and YTM interchangeably

! Coupon Rate(%) '
coupon

Par Value
; fixed at issue time

Y coupon ' coupon rate × Par Value

Note. This rate is fixed at the time of issue.

! Current Yield '
coupon

closing price

!! At par: When a bond is selling at price = Par Value = $1,000 ]
This would happen when the coupon rate = YTM

!! Discount Bond: When a bond is selling at price < Face Value
] Coupon Rate < YTM.

! Premium Bond: When a bond is selling at price > Face Value
] coupon rate > YTM .

! Par Value = Face Value = $1,000

! We will consider only level bonds--simple case; coupons are fixed
by the coupon rate.
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