Chapter 7: Equity Valuation
7.1 Equity Securities
· Equity Securities: ownership interests in an underlying entity, usually a corporation.
· Usually have no fixed maturity date
· Equities pay dividends from ater-tax earnings, so unlike interest payments, they do not provide the issuer with a tax-deductible expense.
· Common Shares: a certificate of ownership in a corporation; the most common type of equity security.
· Preferred Shares: the other major type of equity security, which gives the owner a claim to a fixed dividend rate that is established when the shares are first issued.
Valuation of Equity Securities
· We estimate the expected future cash flows associated with the security and then determine the discounted present value of those future cash flows, based on an appropriate discount rate (k).
· The discount rate for equities will equal the risk-free rate of return plus a risk premium.

Where k = the required return on an equity security
RF = the risk-free rate of return.
7.2 Preferred Share Evaluation
· The value of preferred shares can be estimated using the following equation, where is the market price (or present value),  is the dividend amount (or payment), and  is the required rate of return on the preferred shares (or discount rate).

· The amount of the dividend payment is usually based on a stated par (or face) value and a stated dividend rate, which is similar to the coupon rate on a bond. Example: a preferred share with a par value of $100 and an 8% dividend rate would pay an annual dividend of $8 per year.
· Rearrange to determine the required rate of return on the preferred shares for a given market price…




7.3 Common Share Valuation: The Dividend Discount Model (DDM)
· Dividend discount model (DDM): a model for valuing common shares that assumes they are valued according to the present value of their expected future dividends.
· Based on this premise, today’s price can be estimated using the following if we have an n-year holding period…
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