Solutions to Lab Problems for Chapter 7

[image: ]29. Sections: 7.1 Equity Securities, 7.2 Preferred Share Valuation, and 7.3 Common Share Valuation: The Dividend Discount Model (DDM)
Learning Objectives: 7.1 to 7.3
Level of difficulty: Difficult

a. No growth

g = 0, D0 = $2, kc = 10%
D18 = D0 = $2
[image: Doc1]

b. Growth:




[image: ]36. Section: 7.3 Common Share Valuation: The Dividend Discount Model (DDM)
Learning Objective: 7.3
Level of difficulty: Medium

a. The expected dividend at the end of year 5 is $5.00 (expect no growth during this period)

b. The expected dividend at the end of year 6



c. The expected price of the stock at the end of year 5 (immediately after the year 5 dividend)



d. The price of the stock today

We must take into account the present values of the dividends during the first 5 years plus the present value of the stock price in year 5.  Note: the first 5 payments are an annuity so we can use the TVM function on the BAII+ calculator.

N=5, PMT = 5.0, FV=$63.75, I/Y = 10%, compute PV.

The price of the stock today is: $58.54 

[image: ]45. Section: 7.3 Common Share Valuation: The Dividend Discount Model (DDM)
Learning Objective: 7.3
Level of difficulty: Medium

a. Current share price of ABC:


[bookmark: OLE_LINK3]
b. Current share price of XYZ:



c. PVGO of ABC:



d. PVGO of XYZ:
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36. Company A's current dividend is $5.00. You expect the growth rate to be 0 percent for years
1to 5, and 2 percent for years 6 to infinity. The required rate of return on this firm's equity
i5 10 percent. Determine the following:

‘The expected dividend at the end of year 5

‘The expected dividend at the end of year 6

‘The expected price of the stock at the end of year 5 (immediately after the year 5 dividend)

‘The price of the stock today
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45. Next year ABC's EPS is expected to be $2. The firm is not expected to pay any dividends for the
next four years. In year five, a dividend of $1 is expected and subsequent dividends are expect-
ed to growat 5 percent per year. Another firm's (XYZ) next-year EPS is expected to be $5. XYZ
has just paid a dividend of §5 (cheques were mailed out today). Its dividends are expected to
grow at 1 percent per year. Assume that the cost of capital for both firms is 15 percent.

a. What should be the current share price of ABC?

b. What should be the current shate price of XYZ?
. Whatis the PVGO of ABC?
d

‘What is the PVGO of XYZ2
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*29. The XYZ Corporation has just paid $2 in dividends (Do = $2). The firm is expected to contin-
ue paying dividends in perpetuity.

a

Suppose that the dividends are constant (D; = $2 for all ). What will be the stock price of
a share of XYZ in 17 years if the required rate of return is 10 percent?

Suppose that the dividends are expected to grow by 5 percent each year in perpetuity.
What will be the price of a share of XYZin 17 years if the required rate of return is 10 per-
cent?What will be the price in 15 years and in 25 years?
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