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How to make money 1n the stock market?
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Stock Basics (J%2%) . 4
Y

® The firm sells a proportion of the ownership to imnvestors in exchange for
the mnvestment funds. Investors become the new shareholders of the firm
and enjoy the voting rights, dividends and capital gains.

® When a firm 1ssues (sell) new shares, accounting items change:
[0 Asset: Cash +
[0 Equity: Common stock +; Capital Surplus +.

® Very risky financial assets. Investors require high returns.
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The Role of Shareholders ;
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Market Classification 4 s 6
B S

® Primary market (—Z{T737) : new-issue market, stocks are first
brought to the market and sold to investors. The money will flow to the
1ssuing company.
[0 IPO: initial public offering, a firm sells its shares to the public for the first
time.
[0 SEO: seasoned equity offering , a public firm issues new shares again.
[0 Private placement: raise money privately from certain investors.

® Secondary market (—Z&Ti3%) : existing shares are traded among
investors. Money flows among investors, not to the firm.
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Market Classification 7
B R

Money/Expertise Money

Issuer Investor < Investor
Stock Stock

\ Y ]| Y /

Primary Market Secondary Market
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Stock Market 8
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Shareholder Rights 9
.

® Shareholder rights
[0 Voting rights: Elect directors; corporate decisions.
[0 Cash flow rights: Share dividends; liquidation

® C(Controlling vs minority shareholders

[0 Large shareholders control the board. In US, larger than 20%. In China, larger
than 50%.
[0 A firm may have no controlling sharecholder if ownership is well diversified.

[0 Controlling shareholder may divert firm resources for its private benefit and
jeopardize the wealth of minority shareholders, creating agency conflicts.
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Voting procedure 4 .

In general, one share, one vote. Two types of voting procedures:

® Cumulative voting CFEFIKEE) : Directors are elected all at once.

mreholcfers.

0 If N directors are up for election, 1/(1+N) shares will guarantee a seat.

® Sﬂ'&ighﬂ@ﬁng\(ﬁiﬁ&%) : Each time, vote one director.

[0 The controlling shareholder will dominate.
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Voting Procedure: Example :
.

Smith has 20 shares and Jones has 80 shares. The company need to elect
four directors. Can Smith have a seat in the board?

® Cumulative voting: Smith will cast 20x4=80 votes while Jones will
cast 80x4=320 votes. If smith gives all his votes to himself, he 1s
assured of a directorship.

® Straight voting: Jones, the controlling sharecholder, will elect all the
directors.
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Proxy vote 4 :
- s

® Proxy voting (HREEFEEE) : shareholders can transfer their voting right
to another party. For example, the mutual fund will cast vote in
representation for fund investors.

® Proxy fight (fUHA{5:<5) : Management wants to accumulate as many
proxies as possible. However, an outside group of shareholder can obtain
proxies 1n an attempt to replace management by electing enough directors.
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Proxy vote :
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Staggered Board (/ é _Eii_t/_ﬁ‘\) é COpY“gt@TaoYue:
N

® Directors are placed into different classes with terms expiring at
different times.

® At one time, only part of directors are replaced.

® [t can compromise cumulative voting of minority shareholders (why?).
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Dual-class Stock (X ZALZER) 4, ls

® Dual-class stock: Shares with unequal voting rights.

® Shares with more voting rights are traded at higher prices since it incorporate

the price of voting rights.

® [t creates agency conflicts

control right. CSRC (FR[£

due to the divergence between cash flow right and
IE M £) does not allow this structure for Chinese

public companies.

® For example, Jack Ma’s A-class shares in Alibaba has as 10 times voting

rights as B-class shares.



Preferred Stock ({5 H%)

® Preferred stock vs Common stock
[0 Has a preference over common stock in receiving dividends
[0 Has a priority in the distribution of assets in liquidation
[0 Preferred stock typically has no voting right and maturity date
[0 Preferred stock has a stated liquidating value

® Preferred stock vs. debt
[0 They are very similar in terms of the cash flows
[0 Liquidation priority: debt > preferred stock > common stock

[0 Their accounting recording 1s different
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Intr|n3|c Value of Stock
] —

® Intrinsic value:
[0 The price of a stock should be, as reflected by the operating strength of the firm.
[0 Stock valuation is to estimate the intrinsic value of a stock.

® Price vs. value:

[ Price fluctuates around its intrinsic value and is affected by the short-run supply
and demand.

[0 We want to buy under-valued stocks and sell over-valued stocks.

® Good company does not mean good investment. Why?
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Stock Valuation Methods :

® Investors’ perspective: Discounted dividend method (A A3 BiliZ:)
® Firm perspective: Discounted cash flow method (PR &I rH%)

® Industry perspective: Comparable method (ELH%)



Dividend Discount Model (B&FI#FEL%) 2 -

® Remember: The value of any asset 1s the present value of expected
future cash flows generated from: it.

® Stock ownership produces cash flows in the form of:
] Dividends
[ Capital Gains

® Valuation of Different Types of Stocks
[0 Zero Growth
[0 Constant Growth
[ Differential Growth (learn by yourself)
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Case 1: Zero Growth 4 .
-

® Assume that dividends will remain at the same level forever

./ . .
Div, :D1®

® Since future cash flows are constant, the value of a zero-growth
stock 1s the present value of a perpetuity:

Div | Div , Div ,
5= Tt 7 T st
(1+R) (A+R)” (I+R)
_ Dwv

R

/

5
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Case 2: Constant Growth # g

Assume that dividends will grow at a constant rate, g, forever, i.e.,

Div, = DivO
e ___ 8

Div, = Div,(1+g) = Div,(1+ g)°

Div, =Div,(1+g) =Div,(1+g)’

Since future cash flows grow at a constant rate forever, the value of
a constant growth stock 1s the present value of a growing perpetuity:

mes)  Note: Not Divg!
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Constant Growth: Example | .
.

Suppose company A just paid a dividend of $0.50. It is expected

to increase 1ts dividend by 2% per year. If the market requires a
return of 15% on assets of this risk level, how much should the

stock be selling for?

o=.50(1+.02) / (.15 -.02) = $3.92



Discounted Cash Flow Method (F 47t #THli%) -

®Big-picture idea of DCF: A firm can be viewed as the sum of many projects.
Its value can be calculated by discounted the total expected free cash flows.

®“Free” means cash flows left for the firm to use freely. Under on-going
concern, a firm must invest in working capital and fixed assets to maintain its
normal business.

O®FCF gives us firm total value, we can get equity value= firm value = debt
value: They are all market value, not book value. The market value of debt 1s
very close to its book value. teofiif.
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Calculate Free Cash Flow /4 .

® From EBI@BIT*(I—T&X rate)+ Non-cash expenses — Investment in
NWC -CA

® From NI: FCF=NI + Interest Expense*(1-Tax rate) + Non-cash Expenses —
Investment in NWC — CAPEX

Quick question: why we add back the interest expense?
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FCF: Example .
S

Cane Distribution, Inc., incorporated on 31 December 2007 with initial capital infusions
of $224.,000 of debt and $336,000 of common stock, acts as a distributor of industrial
g0ods. The company managers immediately invested the initial capital in fixed capital of
$500,000 and working capital of $60,000. Working capital initially consisted solely of
inventory. The fixed capital consisted of nondepreciable property of $50,000 and deprecia-
ble property of $450,000. The depreciable property has a 10-year useful life with no salvage
value. Exhibits 4-1, 4-2, and 4-3 provide Cane’s financial statements for the three years fol-
lowing incorporation. Starting with net income, calculate Cane’s FCFF for each year.



FCF: Example
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EXHIBIT 4-1 Cane Distribution, Inc. Income Statement (in thousands)

Years Ending 31 December

2008 2009 2010

Earnings before interest, taxes, depreciation,

and amortization (EBITDA) $200.00 $220.00 $242.00
Depreciation expense 45.00 49.50 54.45
Operating income 155.00 170.50 187.55
Interest expense (at 7 percent) 15.68 1725 8.97
Income before taxes 139.52 153.25 168.58
Income taxes (at 30 percent) 41.80 45.97 50.58
Net income $97.52 $107.28 $118.00




FCF: Example
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EXHIBIT 4-2 Cane Distribution, Inc. Balance Sheet (in thousands)

Years Ending 31 December

2007 2008 2009 2010
Cash $0.00 $108.92 $228.74 $360.54
Accounts receivable 0.00 100.00 110.00 L2160
Inventory 60.00 66.00 72.60 79.86
Current assets 60.00 274.92 411.34 561.40
Fixed assets 500.00 500.00 550.00 605.00
Less: Accumulated depreciation 0.00 45.00 94.50 148.95
Total assets $560.00 $729.92 $866.84 $1.017.45




FCF: Example
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28

Accounts payable
Current portion of long-term debt

Current liabilities
Long-term debt

Common stock

Retained earnings

Tortal liabilities and equity

$ 0.00
0.00
0.00

224.00

336.00
0.00

$560.00

$ 50.00
0.00

50.00
246.40

336.00
9752

$729.92

$ 55.00
0.00

55.00

271.04

336.00
204.80

$ 60.50
0.00

$866.84

60.50
298.14

336.00
322.80

$1,017.45
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EXHIBIT 4-3 Cane Distribution, Inc. Working Capital (in thousands)

Years Ending 31 December

2007 2008 2009 2010

Current assets excluding cash
Accounts receivable $0.00 $100.00 $110.00 $121.00
Inventory 60.00 66.00 72.60 79.86

Total current assets excluding cash 60.00 166.00 182.60 200.86
Current liabilities excluding

short-term debt
Accounts payable 0.00 50.00 55.00 60.50
Working capital $60.00 $116.00 $127.60 $140.36
Increase in working capital $56.00 $11.60 $12.76
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FCF: Example .

Solution
Years Ending 31 December
2008 2009 2010

Net income $97.52 $107.28 $118.00

Noncash charges — Depreciation 45.00 49.50 54.45

Interest expense X (1 — Tax rate) 10.98 12.08 13.28

Investment in fixed capital (0.00) (50.00) (55.00)

Investment in working capital (56.00) (11.60) (12.76)
Free cash flow to the firm $97.50 $107.26 $117.97
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Comparable Method (EL#7E) 4 3]

®The big-picture idea: Companies with similar characteristics in the same

industry should be valued closely.
O4& 1 vs. =Y
CDell vs. Hewlett-Packard
CO0DDM and DCEF are absolute value methods, comparable method is relative
value method.

® Similar firms should have similar multiples. Common multiples includes:
] Price-to-earning ratio
O Price-to-book ratio
] Enterprise value ratios

®Simple and widely used in the real world.
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PE Ratio  /» :

®Price-to-earnings (PE)atio = Stock price/Earnings per share=Market
value/Net inco —

®Earnings per share = Current net income/number of shares outstanding.

®[f the industry averagﬁE ratio is 15 and company A’s net income 1s $10
million, one might estimate the company’s value to be $150 million. Note we
are estimating the intrinsic value. If company A’s current PE is 20, one might
say it 1s overvalued and recommend a sell.
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®The PE in different industries can be very different. We typically do not
compare the PE of two firms in different industries.

®High-tech firms tend to have high PEs, means their shares are very
expensive.

® Stock types based on PE:

1 Value stock: stock with low PE ratio (because it is cheap).
1 Growth stock: stock with high PE ratio.
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PB Ratio .
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—b

®When a firm’s earnings are zero or negative, PE ratio 1s not reliable. Analysts
thus look at other ratios, such as PB.

® Price-to-book (PB) ratio = Stock price/book value per share=market value/book
value

® Book value per share= (Total Asset — Total liability)/number of shares
outstanding.

®Net asset value= equity=Total Asset — Total Liability

®PB ratio measures the price tocbuy the.company1n-the capital- market relative to
the price to buy the company 1n the real market.



Method Comparison  /

® Discounted dividend method
[0 The company has a history of dividend payments
[0 Dividend policy is clear and related to the earnings of the firm
[0 The perspective is that of a minority shareholder
® Discounted cash flow method
[0 The firm has no or unclear dividend payment history
[0 The firm has positive free cash flow
[0 The perspective is that of a controlling shareholder
® Comparable method
[0 useful for firms with similar investment.

In practice, analyst use more than one method and try to get consistent conclusion.
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Stock Mispricing 8 .

® Overvalued: if stock price > its intrinsic value
—

® Undervalued: if stock price < its intrinsic value
T

® Fairly valued: i1f stock price = its intrinsic value
\’\

Stock price moves around its value. Good company does not mean good
investment. Investors profit from buying undervalued stocks and selling
overvalued stocks.



