Stock Valuation Extra Questions

True/ False Questions: 

1. Preferred stock is often considered a quasi‑debt since it yields a fixed periodic payment.

2. Preemptive rights allow common stockholders to maintain their proportionate ownership in the corporation when new issues are made.

3. In the case of liquidation, common stockholders are paid first, followed by preferred stockholders, followed by bondholders.

Multiple Choices: 
4. The _________ are sometimes referred to as the residual owners of the corporation.

(a) preferred stockholders
(b) unsecured creditors

(c) common stockholders
(d) secured creditors

5. The disadvantages of issuing common stock versus long‑term debt include all of the following EXCEPT

(a) the potential dilution of earnings.
(b) high cost.

(c) no maturity date.
(d) the market perception that management thinks the firm is over‑valued, causing a decline in stock price.

6. An 8 percent preferred stock with a market price of $110 per share and a $100 par value pays a cash dividend of _________.

(a) $4.00
(b) $8.00

(c) $8.80
(d) $80.00

7. A firm has an issue of preferred stock outstanding that has a stated annual dividend of $4. The required return on the preferred stock has been estimated to be 16 percent. The value of the preferred stock is _________.

(a) $64

(b) $16

(c) $25

(d) $50

8. A firm has an expected dividend next year of $1.20 per share, a zero growth rate of dividends, and a required return of 10 percent. The value of a share of the firm’s common stock is _________.

(a) $120
(b) $10

(c) $12
(d) $100

9. The current price of DEF Corporation stock is $26.50 per share. Earnings next year should be $2 per share and it should pay a $1 dividend. The P/E multiple is 15 times on average. What price would you expect for DEF’s stock in the future?

(a) $13.50
(b) $15.00

(c) $26.50
(d) $30.00

Problems: 

10. Kingston Kitchen Stuff has recently sold 1,000 shares of $6.75 preferred stock. What is the value of the stock assuming 10 percent required rate of return?

11. In response to the stock market’s reaction to its dividend policy, the Paper Company has decided to increase its dividend payment at a rate of 4 percent per year. The firm’s most recent dividend is $3.25 and the required rate of interest is 9 percent. What is the maximum you would be willing to pay for a share of the stock?

12. The National X‑Ray Company paid $2.00 per share in common stock dividends last year. The company’s policy is to allow its dividend to grow at 5 percent for 4 years and then the rate of growth changes to 3 percent per year from year five and on. What is the value of the stock if the required rate of return is 8 percent?
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