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Shares and Bonds
After engaging in a dialogue with your colleagues on valuation, you will now be given an opportunity to apply principles that were presented in this phase. Using a Web site that provides current stock and bond pricing and yield information, complete and analyze the tables illustrated below.
To fill out the first table, you will need to select 3 bonds with maturities between 10 and 20 years with bond ratings of "A to AAA," "B to BBB" and "C to CC" (you may want to use bond screener at the Web site linked above). All of these bonds will have these values (future values) of $1,000. You will need to use a coupon rate of the bond times the face value to calculate the annual coupon payment. You should subtract the maturity date from the current year to determine the time to maturity. The Web site should provide you with the yield to maturity and the current quote for the bond. (Be sure to multiply the bond quote by 10 to get the current market value.) You will then need to indicate whether the bond is currently trading at a discount, premium, or par.
	Bond
	Company/
Rating
	Face Value (FV)
	Coupon Rate
	Annual Payment (PMT)
	Time-to Maturity (NPER)
	Yield-to-Maturity (RATE)
	Market Value (Quote)
	Discount, Premium, Par

	A-Rated
	 MICROSOFT CORP/AAA
	$1,000 
	 4.5%
	 45
	 19 years
	 4.657
	 $1304.6
	 premium

	B-Rated
	 BANK OF AMERICA/BBB
	$1,000 
	 6%
	 60
	 15 years
	 6.26
	 $1399.1
	 premium

	C-Rated
	 GENERAL MILLS INC/CCC
	$1,000 
	 6.6%
	 66
	 19 years 
	 7.225
	 $1182.5
	 premium


· Explain the relationship observed between ratings and yield to maturity. 
The higher a bond is rated, the lower its yield to maturity (Investopedia, 2017). Lower rated bonds have low demand due to their high risk of default hence to attract prospects and compete with higher rated bonds, they offer high yields to maturity.
Investors ask for greater amount of returns for taking bigger risks. An investor in a low-risk venture won’t ask for a large amount of money in return as chance of loss are minimal. 
· Explain why the coupon rate and the yield to maturity determine why the bonds would 
[bookmark: _GoBack]Coupon payments and the complete recovery of principal provide the bond's cash flow. The bond's principal is the amount received as it matures. The net value of the cash balance is the bond price. The discounted cash flow is the present value multiplied by the discount factor. A bond with a discounted coupon payout would cost less than one with a premium fee. When a bond's yield to maturity is smaller than the coupon rate, the bond's stock value exceeds its face value, indicating that it is trading at a premium. A bond is selling at a discount if the interest rate is smaller than the yield to maturity. If the coupon rate and yield to maturity are equal, then the bond is said to be selling at par.
If the coupon rate and the yield to maturity are such that the bond sells at the face value then the bond is said to be selling at par.
In this step, you have been asked to visit a credible Web site that provides detailed information on publicly traded stocks and select 1 that has at least a 5-year history of paying dividends and 2 of its closest competitors. 
"To fill up the first table, you will need to gather information needed to calculate the required rate of return for each of the 3 stocks (use the Capital Asset Pricing model). You will need to find the risk-free rate online. It is the 5-year Treasury rate.  You will need the market return which is just the return on the S&P 500 Index, and it is available online. You should use an average over 5 years (find the historical yearly returns for the S&P 500 Index and average them). You must research your stocks to find the betas. You should be able to find them at finance.yahoo.com."
	Company
	5-year Risk-Free Rate of Return
	Beta (ß)
	5-Year Return of S&P 500 Index 
	Required Rate of Return (CAPM)

	 LUMEN TECHNOLOGIES, INC
	 0.82
	 0.96
	 17.71%
	 16.04%

	 AT&T INC
	 0.82
	 0.74
	 17.17%
	 12.91%

	 VERIZON COMMUNICATIONS INC
	 0.82
	 0.46
	 19.03%
	 9.196%


​









"To complete the next table, you will need the most recent dividends paid over the past year for each stock, next year's expected dividends, the expected growth rate of the dividends (which you can calculate by taking next year's dividend subtracting off this year's dividend and dividing the result by this year's dividend), and the required rate of return you calculated in the previous table. You will also need to compare your results with the current value of each stock and determine whether the model suggests that they are over- or underpriced.



	Company
	Current Dividend
	Projected Growth Rate of Dividends
	Next year's Dividend
	Required Rate of Return (CAPM)
	Estimated Stock Price (Gordon Model) = Next year's dividend / (required rate of return – projected growth rate of dividends)
	Current Stock Price
	Over/under Priced

	 LUMEN TECHNOLOGIES,
INC
	$1.00
	0%
	$1.00
	 16.04%
	$6.25
	$12.92
	Over Priced

	 AT&T INC
	$2.08
	0%
	$2.08
	 12.91%
	$16.11
	$32.14
	Over
Priced

	 VERIZON COMMUNICATIONS INC
	 $2.49
	0.8%
	$2.51
	9.196%
	$27.29
	$ 58.97
	Over
Priced



In the third table, you will be using the price to earnings ratio (P/E) along with the average expected earnings per share provided by the Web site. You will also need to compare your results with the current value of each stock to determine whether or not the model suggests that the stocks are over- or underpriced.
	Company
	Estimated Earning 
(next year)
	P/E Ratio
	Estimated Stock Price (P/E)
	Current Stock Price
	Over/Under Priced

	 LUMEN TECHNOLOGIES,
INC
	 $1.64
	 7.68
	 $12.6
	$12.92
	Over priced 

	 AT&T INC
	 $3.16
	 9.84
	 $31,1
	$32.14
	0ver priced 

	 VERIZON COMMUNICATIONS INC
	 $5.16
	 
11.68

	 $60.3
	$ 58.97
	Under priced 


After completing the 3 tables, explain your findings and why your calculations coincide with the principles related to bonds that were presented in the Phase. Be sure to address the following:
· Explain the relationship observed between the required rate of return, growth rate and the dividend paid, and the estimated value of the stock using the Gordon Model.  
According to Lee et al. (2009), Gordon model is used to determine the intrinsic value of a stock based on a future series of dividends that grow at a constant rate. Given a dividend per share that is payable in one year and the assumption that the dividend grows at a constant rate of perpetuity, the model solves for the present value of the infinite series of future dividends (Investopedia, 2017).  
Formula: P0 = D1 / (k-g)
Where; P0 = estimated value of the stock, D1 = Next year Dividend, k = required rate of return, g = projected growth rate
D1 can be calculated by adding the growth to the current year dividend, i.e. D1 = D0 (1+g),

k can be calculated with the help of CAPM and g is given in the question. With the help of all the three elements, you can calculate Intrinsic value of the stock

· Explain the value and weaknesses of the Gordon model. 
Advantages
The Gordon model can be used for valuing steady growth dividend paid firms, valuing equity shares, and calculating the necessary rate of return and pay.
Some weaknesses include the sensitivity of calculations which cannot be estimated. Also, The Gordon Model is not applicable to firms that do not pay dividends.
· Explain the how the price-to-earnings model is used to estimate the value of the stocks. 
The price-to-earnings ratio of a company is calculated by dividing its earnings growth rate over a given time span. The price/earnings to growth (PEG) ratio is used to calculate a stock's worth, and it gives a more complete image than the P/E ratio since it considers the company's earnings growth. While a high P/E ratio indicates that a stock is a good buy, the PEG ratio, which takes into account the company's growth rate, will give a different impression. Given its earnings efficiency, the lower the PEG ratio, the more the stock could be undervalued. Formula: P/E Ratio = Current Price of the share / Earning per share
The P/E ratio is used to determine a stock's relative worth. Investors should equate the company's P/E ratio and the industry's P/E ratio to see if the stock is actually more expensive or less expensive. A high P/E ratio indicates that a company's stock is more expensive in the industry. When using the P/E formula, investors can bear in mind the company's life cycle as well as the same market.
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