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Question 1
Medical Corporation of America (MCA) has a current stock price of $36, and its last dividend (D0) was $2.40. In view of MCA’s strong financial position, its required rate of return is 12%. If MCA’s dividends are expected to grow at a constant rate in the future, what is the firm’s expected stock price in five years?
Solution 
Given the current stock price, we have to find the stock's constant growth rate E (g):
Therefore: 	
                   D0 = $2.40
                   R (Rs) = 12%
                   P0 = $ 36 
Hence; E (g) = P0 X R (Rs) – D0
                           D0 + P0
              E (g) = (36 X 0.12) – 2.4  
                                2.4 + 36
                              E (g) = 5%
Now, under constant growth assumptions, stock price increases each year at the growth rate of 5%. So we have to find the expected stock price in five years.
Therefore; the expected price in five years
                 E (P5) = D0 X {(1 + E (g)} 6 / R (Rs) – E (g)
[bookmark: _GoBack]                Hence; 2.4 X {(1+0.05)} 6 / 0.12 – 0.05
                                  The firm’s expected stock price in five years = E (P5) = $45.95
Question 2
A broker offers to sell you shares of Bay Area Healthcare, which just paid a dividend of $2 per share. The dividend is expected to grow at a constant rate of 5% per year. The stock’s required rate of return is 12%. What is the expected dollar dividend at the end of three years?
Solution 
In this case, we find the expected dividend stream given a growth rate of 5 percent for three years: 
Therefore; D0 = $2.00
Rate = 1+ 0.05 = 1.05
Hence; 
            E (D1) = $2.00 x (1.05)1 = $2.10
            E (D2) = $2.00 x (1.05)2 = $2.205
            E (D3) = $2.00 x (1.05)3 = $2.32
The expected dollar dividend at the end of three years = $ 2.32
Question 3
A broker offers to sell you shares of Bay Area Healthcare, which just paid a dividend of $2 per share. The dividend is expected to grow at a constant rate of 5% per year. The stock’s required rate of return is 12%. What would be a price for this stock?
Solution 
To find the price of the stock; (E (P0))
D0 = $ 2
R (Rs) = 0.12
E (g) = 0.05 
Therefore; 
                   E (P0) = D0 x [(1 + E (g)]/
                                   R (Rs) – E (g)
                   E (P0) = 2 x (1 + .05)/
                                   0.12 – 0.05
                  E (P0) = $ 30.00
The price of the stock = $ 30.00
Question 4
A broker offers to sell you shares of Bay Area Healthcare, which just paid a dividend of $2 per share. The dividend is expected to grow at a constant rate of 5% per year. The stock’s price is $30 a share. The stock’s required rate of return is 12%. What is the expected capital gains yield at the end of the third year?
Solution 
First, under the constant growth assumptions, the dividend yield is constant in each year and so is the capital gains yield. Furthermore, the capital gains yield is equal to the expected constant dividend growth rate.
Therefore; 
Year 1
The Expected dividend yield = E (D1) / E (P0) = $2.10 / $30.00 = 0.070 = 7.0%
Expected capital gains yield = [E (P1) – E (P0)] / E (P0) = ($31.50 - $30) / $30 = 0.50 = 5.0%
Year 2
Expected dividend yield = E (D2) / E (P1) = $2.205 / $31.50 = 0.070 = 7.0%
Expected capital gains yield = [E (P2) – E (P1)] / E (P1) = ($33.075 - $31.50) / $31.50 = 0.50 = 5.0%
Year 3
Expected dividend yield E (D3) / E (P2) = $2.31525 / $33.075 = 0.070 = 7.0%
Expected capital gains yield = [E (P3) – E (P2)] / E (P2) = ($34.72875 - $33.075) / $33.075 = 0.50 = 5.0%
The expected capital gains yield at the end of the third year = 5%
Question 5
A broker offers to sell you shares of Bay Area Healthcare, which just paid a dividend of $2 per share. The stock’s price is $30 a share. The dividend is expected to grow at a constant rate of 5% per year. The stock’s required rate of return is 12%. What is the expected total return yield (this is the expected dividend yield + expected capital gains yield) for each of the next three years?
Solution 
The total return in each year is the sum of the expected dividend yield and expected capital gains yield. Because these are constant over time, the total return in every year is 
                                                    7.0% + 5.0% =12.0%
The expected total return yield = 12.0%
Question 6
Assume the risk-free rate is 6% and the market risk premium is 6%. The stock of Physicians Care Network (PCN) has a beta of 1.5. The last dividend paid by PCN (D0) was $2 per share. What would PCN’s stock value be if the dividend were expected to grow at a constant rate of negative 5%.
Solution 
First we must find the required rate of return;
Therefore; required rate of return {R (Rs)}
R (Rs) = RF + {(R (RM) – RF} x b
           = RF + (RPM) x b; where; RF- risk free rate, (6%)
                                                        RPM- market risk premium, (6%)
	b – Beta, (1.5)
Therefore; 6% + (6% x 1.5)
	6% + 9% = 15%
R (Rs) = 15%
Now, PCN’s stock value if the dividend grow at a constant rate of negative 5% would be.
E (P0) = D0 x [(1 + E (g)]/   where; D0 = $ 2.00
                    R (Rs) – E (g) 	R (Rs) = 0.15
	E (g) = -0.05
Hence; 2 x {(1 + (-0.05)} /
    0.15 – (-0.05) 
= 9.50
The PCN’s stock value if the dividend grow at a constant rate of negative 5% = $ 9.50
Question 7
Assume the risk-free rate is 6% and the market risk premium is 6%. The stock of Physicians Care Network (PCN) has a beta of 1.5. The last dividend paid by PCN (D0) was $2 per share. What would PCN’s stock value be if the dividend were expected to grow at a constant rate of 0%.
Solution 
E (P0) = D0 x [(1 + E (g)]/   where; D0 = $ 2.00
                    R (Rs) – E (g) 	                 R (Rs) = 0.15
	                                              E (g) = 0
Hence; 2 x {(1 + 0)} /
                     0.15 – 0
                  = 13.33
The PCN’s stock value if the dividend grow at a constant rate of 0% = $ 13.33
Question 8
Assume the risk-free rate is 6% and the market risk premium is 6%. The stock of Physicians Care Network (PCN) has a beta of 1.5. The last dividend paid by PCN (D0) was $2 per share. What would PCN’s stock value be if the dividend were expected to grow at a constant rate of 10%.
Solution 
E (P0) = D0 x [(1 + E (g)]/   where; D0 = $ 2.00
                    R (Rs) – E (g) 	                 R (Rs) = 0.15
	                                              E (g) = 0.1
Hence; 2 x {(1 + 0.1)} /
                     0.15 – 0.1
                   = 44.00
The PCN’s stock value if the dividend grow at a constant rate of 10% = $ 44.00
Question 9
Assume the risk-free rate is 6% and the market risk premium is 6%. The stock of Physicians Care Network (PCN) has a beta of 1.0. The last dividend paid by PCN (D0) was $2 per share. What would be the stock value if the growth rate were 10%? Do you see the difference that the Beta can make on estimated stock value (look at answer for #8 and #9)?
Solution 
In this case, the growth rate remains constant at 10% and only beta changes to 1.0. For instance, in question 8 beta was 1.5 and the stock value is calculated to be at $ 44.00.
However; the effect of beta change would be;
Beta = 1.0
Therefore; 
R (Rs) = RF + {(R (RM) – RF} x b
          = RF + (RPM) x b                        where; RF- risk free rate, (6%)
                                                                            RPM- market risk premium, (6%)
	                                                             b – Beta, (1.0)
Therefore; 6% + (6% x 1.0)
	6% + 6% = 12%
                   R (Rs) = 12%
Now, to find the stock value if the growth rate were 10% would be;
E (P0) = D0 x [(1 + E (g)]/   where; D0 = $ 2.00
                    R (Rs) – E (g) 	                 R (Rs) = 0.12
	                                              E (g) = 0.1
Hence; 2 x {(1 + 0.1)} /
                     0.12 – 0.1 
                    = $ 110.00
There is a significant difference when beta is at 1.5 and when it is at 1.0. A high beta value results to low stock value. 
The stock value if the growth rate were 10% would be = $ 110.00
Question 10 
Better Life Nursing Home, Inc. has maintained a dividend payment of $4 per share for many years. The same dollar dividend is expected to be paid in future years. The same dollar dividend is expected to be paid in future years. If investors require a 12% rate of return on investments of similar risk, determine the value of the company’s stock.
Solution 
The share price can be computed as below:
Current Share Price = Dividend payment / Required Rate of return
In the current case, Dividend payment is $ 4 for many years and Required Rate of Return is 12%
Therefore; Current Share price 
                      = $ 4 / 12% = $ 33.33
The value of the company’s stock = $ 33.33
 Question 11
Lucas Clinic’s last dividend D0 was $1.50. Its current equilibrium stock price is $15.75, and its expected growth rate is a constant 5%. If the stockholders’ required rate of return is 15%, what is expected total return yield (dividend yield and capital gains yield) for the coming year?
Solution 
D0 = $1.50 (Given)
E (D1) = D0 X (1 + {E (g)} = $1.50 X (1.05) = $1.575
E (P0) = $15.75 (Given)
E (P1) = $15.75 x (1.05)1 = $16.5375
Expected dividend yield = E (D1) / E (P0)
Hence; = $1.575 / $15.75 = 0.100 = 10.0%
Expected capital gains yield = (E (P1) – E (P0)) / E (P0)
($16.5375 - $15.75) / $15.75 = 0.050 = 5.0%
Total yield return = 10% + 5% = 15%
The expected total return yield (dividend yield and capital gains yield) for the coming year = 15%
Question 12
St John Medical, a surgical equipment manufacturer, has been hit hard by increased competition. Analysts predict that earnings and dividends will decline at a rate of 5% annually into the foreseeable future. If the firm’s last dividend (D0) was $2.00 and the investors’ required rate of return is 15%, what will be the company’s stock price in three years?
Solution 
C.P = D1/ (ke - g)
D1 = D0 X (1+g) = 2 X (1-5%)
Ke = 15% - (-5%)
Hence; 2 X (1-5%) / (15%-(-5%)) = 9.52
C. p = 9.5 
To find the value of Stock price in 3 years
C.P X (1+g)
9.5 X (1-5%) ^3 = 8.15
The value of Stock price in 3 years = $ 8.15
Question 13
Human’s Inc.’s last dividend (D0) was $1.12, and its earnings and dividends are expected to increase at a constant growth rate of 12%. Humana’s market beta is 1.16. If the current risk-free rate is 5% and the required rate of return on the market portfolio is 12%, what is the company’s current expected stock price?
Solution 
First we must find the value of required rate
                              =5% + 1.16 x (12% - 5%) = 13.12%
Therefore; Current expected stock price
                     = D1/(R-G)
                     = (1.12 X (1+12%))/ (13.12% - 12%)
The company’s current expected stock price =$111.61



 


