CSU FIN 6301 WEEK 3 UNIT III CHAPTERS SUMMARY (Chapters 6,7 &8
Chapter 6 Risk & Return
Risk is the chance that some unfavorable event will occur. For instance, the risk of an asset is essentially 
the chance that the asset’s cash flows will be unfavorable or less than expected.
Stand-alone risk is only a part of total risk and pertains to the risk an investor takes by holding only one 
asset. A probability distribution is a listing, chart or graph of all possible outcomes, such as expected 
rates of return, with a probability assigned to each outcome.
When in graph form, the tighter the probability distribution, the less uncertain the outcome.

The expected rate of return () is the expected value of a probability distribution of expected returns.
A continuous probability distribution contains an infinite number of outcomes and is graphed from - and +.
The standard deviation (σ) is a statistical measure of the variability of a set of observations. The variance (σ2) of the probability distribution is the sum of the squared deviations about the expected value adjusted for deviation.
A risk averse investor dislikes risk and requires a higher rate of return as an inducement to buy riskier securities.
A realized return is the actual return an investor receives on their investment. It can be quite different than their expected return.
A risk premium is the difference between the rate of return on a risk-free asset and the expected return on Stock I, which has a higher risk.
The market risk premium is the difference between the expected return on the market and the risk-free rate.
CAPM is a model based upon the proposition that any stock’s required rate of return is equal to the risk-free rate of return plus a risk premium reflecting only the risk remaining after diversification. 

The expected return on a portfolio. p, is simply the weighted-average expected return of the individual stocks in the portfolio, with the weights being the fraction of total portfolio value invested in each stock. The market portfolio is a portfolio consisting of all stocks.
[bookmark: QuickMark]Correlation is the tendency of two variables to move together. A correlation coefficient (ρ) of +1.0 means that the two variables move up and down in perfect synchronization, while a coefficient of –1.0 means the variables always move in opposite directions.
A correlation coefficient of zero suggests that the two variables are not related to one another; that is, they are independent.
Market risk is that part of a security’s total risk that cannot be eliminated by diversification. The beta coefficient measures it.
Diversifiable risk is also known as company specific risk, that part of a security’s total risk associated with random events not affecting the market as a whole. This risk can be eliminated by proper diversification. The relevant risk of a stock is its contribution to the riskiness of a well-diversified portfolio.
The beta coefficient is a measure of a stock’s market risk. A stock with a beta greater than 1 has stock returns that tend to be higher than the market when the market is up but tend to be below the market when the market is down. The opposite is true for a stock with a beta less than 1.

The security market line (SML) represents in a graphical form, the relationship between the risk of an asset as measured by its beta and the required rates 
of return for individual securities.
The SML equation is essentially the CAPM, 
ri = rRF + bi(RPM). It can also be written in terms of the required market return: 
ri = rRF + bi(rM – rRF).
The slope of the SML equation is (rM – rRF), the market risk premium. The slope of the SML reflects the degree of risk aversion in the economy. The greater the average investors aversion to risk, then the steeper the slope, the higher the risk premium for all stocks, and the higher the required return.

Equilibrium is the condition under which the expected return on a security is just equal to its required return,  = r, and the market price is equal to the intrinsic value.
The Efficient Markets Hypothesis (EMH) states (1) that stocks are always in equilibrium and (2) that it is impossible for an investor to consistently “beat the market.” In essence, the theory holds that the price of a stock will adjust almost immediately in response to any new developments. In other words, the EMH assumes that all important information regarding a stock is reflected in the price of that stock.
Financial theorists generally define three forms of market efficiency: weak form, semistrong form, and strong form.
Weak-form efficiency assumes that all information contained in past price movements is fully reflected in current market prices. Thus, information about recent stock price trends is useless in selecting a stock. Semistrong-form efficiency states that current market prices reflect all publicly available information. Therefore, the only way to gain abnormal returns on a stock is to possess information about the company’s stock. Strong-form efficiency assumes that all information pertaining to a stock, whether public or inside information, is reflected in current market prices. Thus, no investors could earn abnormal returns in the stock market.
The Fama-French three-factor model has one factor for the excess market return (the market return minus the risk-free rate), a second factor for size (defined as the return on a portfolio of small firms minus the return on a portfolio of big firms), and a third factor for the book-to-market effect (defined as the return on a portfolio of firms with a high book-to-market ratio minus the return on a portfolio of firms with a low book-to-market ratio).
Most people don’t behave rationally in all aspects of their personal lives, and behavioral finance assumes that investors have the same types of psychological behaviors in their financial and personal lives. 
Herding is the tendency of investors to follow the crowd.
Anchoring bias is the human tendency to “anchor” too closely on recent events when predicting future events. When combined with overconfidence, anchoring and herding can contribute to market bubbles.


Chapter 7 stock valuation
A proxy is a document giving one person the authority to act for another, typically the power to vote shares of common stock.
Suppose earnings are poor and stockholders are dissatisfied. In that case, an outside group may solicit the proxies to overthrow management and take control of the business, known as a proxy fight.
The preemptive right gives the current shareholders the right to purchase any new shares issued in proportion to their current holdings. The preemptive right may or may not be required by state law. When granted, the preemptive right enables current owners to maintain their proportionate share of ownership and control of the business. It also prevents the sale of shares at low prices to new stockholders which would dilute the value of the previously issued shares.
A firm sometimes creates classified stock to meet special needs and circumstances. Generally, when special stock classifications are used, one type is designated Class A, another Class B, and so on. Class A might be entitled to receive dividends before dividends can be paid on Class B stock. Class B might have the exclusive right to vote.
Founders’ shares are stocks owned by the firm’s founders with sole voting rights but restricted dividends for a specified number of years.
The free cash flow valuation model defines the total value of a company as the value of operations plus the value of nonoperating assets.
The value of operations is the present value of all the future expected free cash flows when discounted at the weighted average cost of capital:


Nonoperating assets include investments in marketable securities and noncontrolling interests in the stock 
of other companies, and other financial securities. 
Constant growth occurs when a firm’s earnings, dividends, and free cash flows grow at some constant long-term rate. In this situation, the constant growth model can be used to estimate the present value of the growing cash flows or dividends. For free cash flows, the present value is:


Vop (constant growth)  
When applied to dividends, the model is:



The horizon date is the last year in a cash flow forecast. Cash flows may grow unevenly during the forecast 
period but are assumed to grow at a constant rate for all periods after the horizon date.
The horizon value is the value all cash flows beyond the horizon date when discounted back to the horizon date.
When applied to free cash flows, the horizon value is the value of operations at the end of the explicit forecast period. It is equal to the present value of all free cash flows beyond the forecast period, discounted back to the end of the forecast period at the weighted average cost of capital. Because growth after the horizon is constant, the constant growth model can be applied at the horizon date: 


When applied to dividends, the horizon value is the intrinsic stock price at the end of the explicit forecast period. It is equal to the present value of all dividends beyond the forecast period, discounted back to the end of the forecast period at the required rate of return on stock. Because growth after the horizon is constant, the constant growth model can be applied at the horizon date:

Horizon value for stock =

A multistage valuation model is used when the growth rate is nonconstant for several years before becoming constant. In this case, the constant growth model is applied at the end of the forecast horizon when the growth rate has become constant. The total present value of cash flows is the present value of all cash flows in the forecast periods plus the present value of the horizon value: 

Vop,0 = 
When applied to dividends, the present value of dividends is:



Estimated value () is the present value of the expected future cash flows.
The market price (P0) is the price at which an asset can be sold.
The required rate of return on common stock, denoted by rs, is the minimum acceptable rate of return considering both its riskiness and the returns available on other investments.

The expected rate of return, denoted by  is the rate of return expected on a stock given its current price and expected future cash flows. If the stock is in equilibrium, the required rate of return will equal the expected rate of return. 

The realized (actual) rate of return, denoted by  is the return rate that was realized at the end of some holding period. Although expected and required rates of return must always be positive, realized rates of return over some periods may be negative.
The capital gains yield results from changing prices and is calculated as (P1 – P0)/P0, where P0 is the beginning-of-period price and P1 is the end-of-period price. For a constant growth stock, the capital gains yield is g, the constant growth rate. 
The dividend yield on a stock can be defined as either the end-of-period dividend divided by the beginning-of-period price, or the ratio of the current dividend to the current price. Valuation formulas use the former definition.
The expected total return, or expected rate of return, is the expected capital gains yield plus the expected dividend yield on a stock. The expected total return on a bond is the yield to maturity.
Preferred stock is a hybrid—it is similar to bonds in some respects and common stock in others. Preferred dividends are similar to interest payments on bonds in that they are fixed in amount and generally must be paid before common stock dividends can be paid. The directors can omit the preferred dividend without bankrupting the company if the preferred dividend is not earned. So, although preferred stock has a fixed payment like bonds, a failure to make this payment will not lead to bankruptcy. Most preferred stocks entitle their owners to regular fixed dividend payments.

Chapter 8 Options
An option is a contract that gives its holder the right to buy or sell an asset at some predetermined price within a specified period of time.
A call option allows the holder to buy the asset, while a put option allows the holder to sell the asset.
A simple measure of an option’s value is its exercise value. The exercise value is equal to the current price of the stock (underlying the option) less the striking price of the option.
The strike price is the price stated in the option contract at which the security can be bought (or sold). For 
example, if the underlying stock sells for $50 and the striking price is $20, the exercise value of the option 
would be $30.
Option traders widely use the Black-Scholes option pricing model to value options. It is derived 
from the concept of a riskless hedge. By buying shares of a stock and simultaneously selling call options 
on that stock, the investor will create a risk-free investment position. This riskless return must equal the 
risk-free rate or an arbitrage opportunity would exist. People would take advantage of this opportunity 
until the equilibrium level estimated by the Black-Scholes model was reached.
Why do options sell at prices higher than their exercise values?
Answer:
Due to the speculative nature of the investment, an option's market value is typically higher than its 
exercise value. Options allow investors to gain high personal leverage when buying 
securities. They allow the investor to limit their loss but amplify their return. The exact amount of this 
protection is worth is the option's time value, which is the difference between the option’s price and its 
exercise value.
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