Financial Institutions and Markets
Week 5 Exercises SOLUTIONS

1) Calculate the stock price of a company with the following characteristics:
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2) Calculate the stock price of the same company with zero dividend growth.
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3) Calculate the P/E ratio for the following companies in the same industry.  Do you think these companies are in the same industry?  Explain your answer.

[image: ]

The significant difference in ratios indicates that company B is likely a much faster growing company than A, and it is likely that the companies are in different industries.

4) Calculate the stock price for the following company using P/E ratio analysis.
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5) [bookmark: _GoBack]Assume that the company in question 4) announces that EPS growth in the future will be 4% per year, and that the average EPS growth for companies X, Y, and Z is 6% per year.  Will you value the company using a higher or lower P/E ratio than the one you used in question 4)?  Which company do you think is the slowest-growth company of X, Y, and Z?  Use that company’s P/E ratio to calculate a revised stock price for the target company.  Is this stock price higher or lower than the price you calculated in question 4)?  Explain the change in price. 

Lower growth requires a lower ratio.  As company Z has the lowest ratio, it is likely the slowest-growth company in the group.  Using this ratio (8.5) for the target company, the new stock price is
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The lower price is the result of lower future growth, which make the investment less attractive to investors, decreasing demand and resulting in a lower price.
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Dividends in one year 0.98 $          

Discount - growth 6.00%

Stock price 16.33 $        
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Dividends in one year 0.98 $          

Discount - growth 8.50%

Stock price 11.53 $        
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A B

Stock price $8.12 $98.15

EPS in 1 year $0.64 $2.23

P/E ratio 12.7              44.0             

Companies
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P/E ratios for three comparable companies:

   X 9.7                

   Y 11.2             

   Z 8.5                

P/E ratio average 9.8                

EPS in 1 year 32.65 $        

Stock price 319.97 $     
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P/E ratio 8.5                

EPS in 1 year 32.65 $        

Stock price 277.53 $     


