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has rio effect on stock price or cost of capital and is

irrelevant (shareholders effectively create their own

dividends). Holds only in perfect world with no

raxes, no brokerage costs, infinirely divisible shares.

Bird-in-the-Hand Theory:

Cost of equity declines as dividend payout increases

(investors are less certain: of receiving future capital

gains from reinvested retained carnings than they

are of receiving currenr certain dividend payments).

Tax Preference Theory:

Income/capiral gains taxes influence investor

preferences.

Residual Dividend Model

Four steps to determine target payour rario;

Step 1: Identify optimal capital budger,

Step 2: Determine equity needed to finance capiral
budget for capital strocture.

Step 3: Meert equity requirements to maximuin
extent possible with rerained earnings.

Step 4: Pay dividends with “¢esidual” earnings
available after needs of optimal capiral
budger aze supported (i.e., dividends arc/

" paid out of lefrover earnings).
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e Asmme.r perfict markers in whmh all mformauon
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| Constant grouwth model:
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| » As d.lffetence betwcen k, and g wi
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-cause large changes in stocks valix
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Model breaks down 1f any, assumption is not mee; _'

Required Rate of Retarn Components "
.:Required rate of retu.rn, £ s mﬂuenced by

"® Real risle- ﬁce rate (RER ) i
e In.ﬂauon prem1um C{P) =
=i Risk’ premiup {RP} 1o compensate for
" "uncerginty of expected
“'ROE Decomposmon
“ROE’s component ratios
weaknesses of the busmess

.'Techmcxans tend to take one of two views when
: analyzmg general markez riles:

_Fallaw the smars money. Thinks smarg
investors know best, so wants to Jump on the

* If profit margin increases, ROE
increases,

¢ If ROE increases, g, [(ROE)(RRY],
inereases.

» If gincreases, & — g will decrease.

» If k- g decreases, price of stock will
increase.

Assumptions of Technical Analysis
* Supply/demand determine values

{prices).

- Supply/demand is driven by both rational znd
. frrational behavior.
. Security prices move in trends thar persist for

long periods of dime.

While causes of supply/demand changes are
hard to determine, we can see the actual shifts in
siipply/demand in market price behavior.

Conrarian. Thinks majority is wrong, so does
theopposite of what investors are doing:. .~

ba;ldwago wh!le theres stzﬂ txme

Thls ho[ds for non—ca].lable bon :
nvexity is a measure of degree of curvature ©
convcmty in the pnce.’yie[d relatlonshtp L
nyexity accounts for antounr of error in
timated price (based on duration). . SR
able bond is likely to be called a5 yiefdé fall, '{'_:
one will pay 2 przce hlgher than the call = -
The price won' rise significantly as yield .-~

d you'll see negarive convexity at work—was
fall, prices rise at a decréasing rate. Fora:
ely convex bond, as yields fall, prices'rise at”

reasing rate. - >
continted on next page
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