
  
 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 INTRODUCTION 
 
We have studied the basic portfolio theory and market models from Topic 1 to 7. 
In this topic, we would like to go one step further to study what is known as 
fundamental analysis and security selection. This topic is important because it 
touches on the practical aspect of how fund managers select or make their 
investment decision. Making investment decision is a complex process. It has to 
be looked from many angles before final decision is made. We will begin the 
topic by look into what is the meaning of fundamental analysis. We will relate 
this analysis with the process of investment decision, various types of analysis 
such as domestic and global economy analysis, business cycle analysis and 
industrial sector analysis. Subsequently we look into company analysis.  
 
Again, before we start this topic, we will like to introduce Mr Warren Buffet - the 
world greatest investor (Figure 8.1). He is one of the famous investors who has 
started the idea of value investing. He is certainly famous for his stock picking 
skills. Enjoy the reading! 
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LEARNING OUTCOMES 
By the end of this topic, you should be able to:
1. Discuss the meaning of fundamental analysis; 
2. Analyse the economic environment of investment; 
3. Evaluate the impact of business cycle to a company; 
4. Conduct industry analysis; 
5. Assess company based on principles of valuation; and 
6.     Value common stocks using dividend discount models and the 

earnings model. 
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Investing Value - Business Profile 
Investing value profile of a famous businessman, investment guru or 
financial expert. 

Warren Buffett - Considered to be one of the most successful stock 
market investors of all time, and one of the richest men in the world. 

 

Warren BuffettÊs determination and creativity has made him the 
success story he is today. He is chairman of an investment company 
which has more than $2 billion in holdings and is also the 2nd richest 
man in the world. 

Warren Edward Buffett was born in 1930 in Omaha, Nebraska. At an 
early age warren displayed an aptitude for money and business along 
with an amazing ability to calculate numbers off the top of his head. 
He was an enthusiastic paper boy for the Washington Post, often 
covering more than one paper route at the same time. WarrenÊs 
interest in money and finance started showing early, and by the age 
of 11 he was playing the stock market. 

Warren purchased three shares of Cities Service at $38 a share for 
himself and his older sister. Although the stock fell to just over $27 he 
held his shares until they rebounded to $40, unfortunately selling 
them before they climbed to $200. The experience taught him one of 
the basic lessons of investing: patience is a virtue. 

In 1947 at the age of 17 he graduated from High School and while he 
never intended to go to college his father urged him to attend the 
Wharton Business School. Buffett lasted two years, claiming he knew 
more than his professors. Warren moved back home and transferred 
to the University of Nebraska. Even while working full-time, he 
graduated in only three years with a Bachelor of Science degree, and 
went on to be rejected by Harvard Business School because he was to 
young. He completed a masterÊs in economics at Columbia University 
where he meet Ben Graham a lecturer and famed investor.  
Warren worked for his father who owed an investment banking 
company for the next three years during which he meet Susie 
Thompson and in 1952 they were married and had three children 
together. Warren didnÊt have a lot of money at this point until he was 
asked by Ben Graham to join his company as a security analyst, which 
he did and by 1956 his fortune rose to $140,000. 

In 1956 at the age of twenty five, Warren started his own investment 
company, the Buffett Partnership, using a small amount of his own 
funds and collecting around $100,000 from partners and family he 
managed to increase his capital to $300,000 by the years end. One of 
the companies Warren invested in during his role as managing 
partner of the Buffett Partnership was a textile company called 
Berkshire Hathaway. 
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Berkshire Hathaway was eventually liquidated but the name was 
kept and turned into an investment business. Its main interest was 
with insurance, which added considerable cash flow for future 
investments. He liquidated the Buffett partnership in 1969, and spent 
the remainder of the year liquidating its portfolio. 

Warren became chairman of the board and chief executive officer for 
Berkshire Hathaway in which he remains today. Berkshire Hathaway 
now owns more than forty companies employing more than 150,000 
people. 

In 1977 Warren and Susan separated but never divorced, She was also 
a significant stockholder in Berkshire Hathaway and a board member 
as well. Susan Buffett died in 2004, and Warren now lives with 
companion Astrid Menks whom he meets through his wife. 

Warren Buffett is also a generous and charitable philanthropist, 
having started the Buffett Foundation which he donates more than 
$12 million a year to. On his death he plans to disburse 99% of his 
wealth to good causes through the Buffett foundation. 

In 2005, Forbes magazine estimated Warren Buffett's wealth to be $44 
billion. 

Copyright © InvestingValue.com - This Warren Buffett Biography 
may not be redistributed or reproduced online in part or in its 
entirety. 

Warren Buffett News from the Investing Blog. 

 Berkshire Hathaway Inc. And Warren Buffett - Berkshire 
Hathaway Inc. has posted a forth quarter profit, level with last 
years profit even though the company showed profit increases 
almost across the board.  

 Warren Buffet stock screen - Warren Buffet is one of the world's 
best investors, so logically it would make sense to use his 
investment techniques while investing in stocks.  

 
Figure 8.1: Warrent Buffet profile 

Source: http://www.investingvalue.com/investment leaders/warren-buffett/index.htm 

 FUNDAMENTAL ANALYSIS 

We start this topic by looking into fundamental analysis. Before we look into any 
investment process, we must first examine the economic environment, then the 
industrial sector we want to invest, and finally the company of which the stock 
we want to invest into.  As shown in Figure 8.2, the sequence of looking at the 

 8.1 
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economy first, then industrial sector and finally company is known as top-down 
approach.  
 
In a snapshot, we can see that a company operates inside an industry, and the 
industry operates in an economy. Hence, if the economy is in its upswing in 
business cycle, then there is likelihood that company will have growth in sales 
volume, translating into higher profit figure. Hence, it is important for any 
investor to monitor the macroeconomic environment. The process of looking into 
these three levels of analysis i.e. economy, industrial and company is known as 
fundamental analysis.   
 

 
 

Figure 8.2: Fundamental analysis 
 
However, there is another aspect of looking at Figure 8.2, we can start by looking 
at potential companies we want to invest, then the industry, and finally the 
economy. This is known bottom-up approach. This approach is more suitable if 
there are profitable companies with good prospect to invest in. This company can 
be the market leader in its own right, either through high product differentiation 
or low cost strategy.  

8.1.1  The Top-down Approach to Analysis 

One of the common practice by analysts is what we can call a „top-down‰ 
approach. The top-down approach is typically used not just because it is common 
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practice. Empirical evidence indicates that the economic environment has 
significant effects on firm earnings. The unemployment rate, production level, 
factory usage and other economic indicators have correlations with aggregate 
stock prices. 
 
A top-down approach implies that security analysts must focus their attention on 
the overall macroeconomic environments and be aware when the monetary 
authorities change monetary policy by increasing or decreasing the target interest 
rate. For instance, security analysts should make a prediction when Alan 
Greenspan, the Chairman of Federal Reserve in the US, will increase or decrease 
the Federal funds rate. Such changes in the Federal funds rate have a direct 
impact on the global stock markets.  
 
The next level of analysis is related to the impacts of increases or decreases in the 
interest rate on the banking industry in Malaysia. This, as you have learned, is 
known as industry analysis.  
 
The final step in the analysis is to determine which bank will be affected most by 
the changes in monetary policy in the US. This is the company analysis stage in 
the context of top-down approach analysis. 
 
The following figure depicts this simple process: 
 

 
Macroeconomic Analysis 

 
Industry Analysis 

 
Company Analysis 

Figure 8.3: Analysis conducted using the top-down approach  
 
The top-down approach finally comes down to picking the right, i.e. most 
valuable, stock. This involves the valuation of a company. In addition to the 
model we are going to introduce, of course there are many other models based 
on free cash flow, operating cash flow, price/cash, price/sales, etc. You will learn 
some of the details in the next reading. We start by considering the dividend 
discount model and then the earning models.  
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 ECONOMIC ANALYSIS 
 
There are three aspects we are going to talk about in this section. Firstly, we will 
discuss components of Aggregate Expenditure.  Secondly, we look into the key 
economic variables and economic indicators. Lastly, we will put all the above in 
business cycle analysis. We will apply the concept of business cycle analysis 
again in industrial analysis in subtopic 8.3. 

8.2.1 Aggregate Expenditure 

The key idea behind of economic analysis is aggregate expenditure (AE).  

 
In simple terms,  
 

AE = C + I  + G + X - M 
 
where net exports are exports minus imports. 
 
Hence, by looking at the above equation, we have to understand the performance 
of an economy depends on the performance of the four components. Key 
questions we ask about an economy are:  

 Are the consumers spending?  

 If they are not spending, what the possible reasons?  

 Are the firms making new investment in plant and machinery?  

8.2 

1. Look through the business section in a local newspaper, look 
for any economic news that may have impact on your 
investment? 

 
2. What do you think about the business sentiment in Malaysia? 

Is the economy in its upswing along the business cycle? 
 

ACTIVITY 8.1 

(Aggregate Expenditure) = Consumption + Investment + Government  + Net Exports 
                                                                                                      Purchases 
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 Is the government putting monies into new projects?  

 Is the export growing as compared to last quarter?  

When we look at individual consumption, we must understand what triggers 
consumers to spend money. Suffice to look at the theory of demand to 
understand the reasons for consumption. 
 
The conditions of demand for a product in a market can be summarised as 
follows: 
 

 
 
ConsumerÊs demand is a function of price of the good itself (Pn), prices of other 
goods (Pn⁄Pn-1), consumerÊs income (Y), taste or preferences (T), age-structure 
of the population (P), expectation of consumer of future prices of goods (E). 
 
For each component of the above function, we can analyse whether consumers 
will be spending, and hence whether companies will be able to have good sales. 
First of all, in simple economics, consumer follows the law of demand. If prices of 
goods fall, demand will increase. Conversely, if prices of goods rise, demand for 
goods will contract, with other factors remain constant or ceteris paribus. 
 
Looking at the age-structure pattern of a population, for example, if the 
population is made up of young people, then probably the sales of electronic 
goods, mobile phones or IT products will be good. Another example, if the 
population is made up of aging people, then the demand for welfare services and 
health related products will be good.  
 
Another important aspect from the above equation is the expectation of future 
prices of goods. In an environment where there will higher tax for certain goods, 
consumer will purchase in advance. Another example is the inflation rate, if 
consumers expect the future prices will increase as the result of inflation, 
consumer are more likely to make the purchase right now instead of buying the 
future periods.    
 
Likewise, companies will make new investment in plant and machinery if there 
is future anticipation that people will increase their demand for the new product, 
for example, new mobile phone. Looking at the new products in the current 
market such as plasma television, iPod phones, digital cameras, organic foods 
and environmental friendly  building materials, these are some of products that 
will continue to be in demand in the near future. 

D = f (Pn, Pn⁄Pn-1, Y, T, P, E)
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8.2.2 Key Economic Variables and Economic Indicators 

We look into key economic variables that are important to the economy.  One of 
the important macroeconomic variables is growth domestic product (GDP).  
 
Gross domestic product (GDP) measures the value of output produced within 
the domestic boundaries of the Malaysia over a given time period. An important 
point is that our GDP includes the output of foreign owned businesses that are 
located in Malaysia following foreign direct investment in the Malaysian 
economy.  
 
Another key economic variable is consumer price index (CPI). The Consumer 
price index (CPI) is a weighted price index which measures the monthly change 
in the prices of goods and services.  The spending patterns on which the index is 
weighted are revised each year, mainly using information from the Family 
Expenditure Survey. The expenditure of some of the higher income households, 
and of pensioner households mainly dependent on state pensions, is excluded. 
As spending patterns change over time, the weightings used in calculating the 
CPI are altered.  
 
From the concept of CPI, we can measure the inflaction. The definition of 
inflation is as follows: „⁄.Inflation is best defined as a sustained increase in the 
general price level leading to a fall in the value of money⁄‰   Inflation is a key 
variable for macroeconomics management of the Central Bank. By looking at the 
inflation rate, Central Bank will decide whether to increase or decrease the 
overnight policy rate (OPR) that will alter the level of economic activities. 
 
There are many key variables in the economy. As stated in Table 8.1, there are a 
number of macroeconomic variables that are categorised into three indices, 
namely the leading economic index (LEI), coincident economic index (CEI) and 
lagging economic index (LGEI). As shown in Table 8.1, coincident, leading and 
lagging indices have six, eight and five components respectively. These economic 
indicators are jointly developed by the Department of Statistics, Malaysia and 
Center for International Business Cycle Research (CIBCR) at Columbia 
University. Coincident indicators inform users on the current state of the 
economy. 
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Table 8.1: The Components of Economic Indicators in Malaysia Leading-
Coincident and Lagging Economic Indices 

 
Coincident Index Components

1 Index of Industrial Production
2 Real Gross Imports
3 Real Salaries and Wages, Manufacturing
4 Total Employment, Manufacturing
5 Real Sales, Manufacturing
6 Real Conributions, EPF

Leading Index Components
1 Real Money Supply, M1
2 KLSE Industrial Index
3 Real Total Traded: Eight Major Trading Partners
4 CPI for Services, Growth Rate (Inverted)
5 Industrial Material Price Index, Growth Rate
6 Ratio of Price to Unit Labour Cost, Manufacturing
7 Number of Housing Permits Approved
8 Number of New Companies Registered 

Lagging Index Components
1 7-day Call Money, Rate
2 Real Excess Lending to Private Sector
3 Number of Investment Projects Approved
4 Number of Defaulters, EPF (Inverted)
5 Number of New Vehicles Registered  

 
Leading indicators inform users on where the economy is heading, particularly 
for the forecasted period of months ahead. Among the earlier signs that an 
ongoing expansion may start to decelerate is a sustained decline in the leading 
growth rate. In contrast, lagging indicators inform users what had happened to 
the economy, especially on performance of cyclical movements of the leading 
and coincident indicators.  

8.2.3 Business Cycles 

The economic environment is subject to fluctuation as shown in Figure 8.2. Using 
the leading, coincident and lagging economic indices we have discussed earlier 
together with the value and growth style indices from Morgan Stanley Capital 
International (MSCI), we can see that the graphs fluctuate from one end to 
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another throughout the period from May 1997 to May 2003. We will relate the 
graphs with the concept of business cycles.  
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Figure 8.2:  The graphs of MSCI style benchmark and economic indicators 
     Source: www.mscibarra.com  

 
Generally, there is a concept known that business cycles (sometimes known as 
trade cycles) where the rate of growth of production, incomes and spending 
fluctuates over a period of time. As the structure of an economy evolves, the 
length and volatility of each of these cycles tends to change over time. There are 
different stages of business cycles. 
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Figure 8.3: Business cycle 
Source:  www.culturaleconomics.atfreeweb.com/111%20114.  

 
As shown in Figure 8.3, in the passage across time, there different phases such as  
economic boom (peak), slow down, recession and recovery.  Economic Boom 
occurs when real GDP grows much faster than the trend growth rate. In a boom 
phase, aggregate demand (AD) is high and typically, businesses respond by 
increasing production and employment. The main characteristics of a boom are 
as follows: high aggregate demand, a tightening of the labour market, high 
demand for imports and a wider trade deficit, strong company profits and 
investment, a risk of a pick-up in inflation. In addition, companies many increase 
prices and this can cause cost-push and demand-pull inflation. 
 
Then there is economic slowdown. A slowdown occurs when real GDP continues 
to expand but at a reduced pace. If a country can achieve growth without falling 
into a recession, this is termed a „soft-landing.‰ Whereas a full recession is coined 
a „hard-landing.‰  Next, there is economic recession. A recession means an actual 
fall in real national output and a contraction in employment, incomes and profits. 
In technical terms a recession is a period of two quarters (i.e. six months) when 
real GDP declines. 
 
During economic recession, government can use fiscal policy like having surplus 
budget to activate the level of economic activities. The government can also 
lowers interest rates, increasing consumption and investment. This is monetary 
policy. By lowering the interest rates, the level of cash in the economy will be 
increasing, as people will probably like to spend than save as the interest rate is 
low.  
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Next, as time passes by, the general economy is likely to become active again. 
One of the reasons is that as more and more stocks of goods are being consumed, 
people will start to demand for new goods and services. Hence, the production of 
goods will become active again. Once the economy is in recovery phase, people 
start to consume more goods, firms are keen to invest in plants and machinery, 
government makes new purchases and the economy is once again moving 
toward economic boom. 
 
In addition to the above, economy is also bound to external shocks or crisis.  As 
stated in Table 8.2, there are many events that are responsible for the economic 
shocks along the business cycle. They are the Asian financial crisis in 1997-98. It 
was a crisis that started with the float of Thai currency  the Baht which 
eventually triggered shock wave to countries like Malaysia, Indonesia, South 
Korea and other Asian countries. There is also dot-com bubble in the end of 2000, 
which the stocks of many ICT companies lost substantial of their market price. 
On the other hand, the 911 event in the US brought many repercussions to 
international travel. Many airlines suffered losses as people were not willing to 
travel. There was also SARS epidemic that was related to air-borne viruses. 
Again, people were unwilling to travel due to the outbreak of this epidemic.  
 

 Table 8.2: Economic Events that affect the Business Cycle 
 

Period Event 

1997-98 Asian financial crisis 

2000 Dot-com bubble 

2001 911 event 

2002 SARS epidemic 

 
   

 INDUSTRY ANALYSIS 
 
Industry analysis is the study of industry groupings, which is conducted by 
examining the competitive position of a particular industry in relation to others, 
and by identifying firms within an industry that hold particular promise. For 
instance, during the period of the „hi-tech bubble‰ from the early part of 1999 to 
mid-2000, hi-tech industry stocks were considered the best investments, and 
yielded very high returns. However, after the „hi-tech bubble‰ burst in mid-2000, 
hi-tech industry stocks were considered to be the worst investments. 

8.3 



 TOPIC 8    FUNDAMENTAL ANALYSIS AND SECURITY SELECTION  
  

137 

The following reading from your text provides a very good introduction to 
industry analysis. 
 
Generally speaking, investors can obtain valuable insights about an industry by 
looking for the answers to the following questions: 

(a) What economic factors are particularly essential to the industry? Is demand 
for the industryÊs goods and services related to key economic variables and, 
if so, what are the prospects for these variables? How important is foreign 
competition to the health of the industry? 

(b) How important are technological advancements? Are there any taking 
place, and what is the likely impact of a potential breakthrough?  

(c) What is the nature of the industry? Is it characterised by monopolistic 
competition or are there many competitors in the industry? 

(d) What are the important financial and operating considerations? Is there an 
adequate supply of labour, capital, and raw materials? And what are the 
capital spending plans and the needs of the industry? 

(e) What are the governmentÊs policies towards the industry? To what extent is 
the industry regulated? Is it regulated like public utilities are and, if so, how 
„friendly‰ are the regulating bodies? 

 
The above five questions can be answered in terms of an industryÊs growth cycle. 
Generally speaking, there are four stages for the development of a particular 
industry: 

Stage 1:  The initial stage of the industry. Investors are not familiar with the 
new industry. The industry is new and untried so the risk in investing 
in this new industry is very high, especially the financial leverage risk. 

Stage 2:  The rapid expansion of the industry. During this stage, product 
acceptance is spreading and investors can foresee the industryÊs 
future more clearly. Economic variables have little to do with the 
industryÊs overall performance during this stage. As a result, investors 
will be interested in investing almost regardless of the economic 
condition. 

Stage 3:  The mature stage. During this stage, most industries do not 
experience rapid growth for a long period. Most eventually slip into 
the category of mature growth. However, during this stage, investors 
must take into account the economic situation. 

Stage 4:  This is the last stage of the industry. The industry is either stable or in 
decline. During this stage, the demand for the industryÊs products is 
diminishing, and firms are leaving the industry since profits are 
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shrinking in the decline phase. Furthermore, the investment 
opportunities are almost nonexistent, so investors seek only dividend 
income. In reality, few companies reach this stage because they try to 
introduce product changes and to develop other product lines that 
will help to continue mature growth. Avoiding this stage is obviously 
a concern for most investors.  

 
 
 

 COMPANY ANALYSIS 
 
Company analysis is mainly concerned with a firmÊs financial position and 
potential earning power. Many empirical studies have shown that a companyÊs 
share price is highly related to the changes in that companyÊs financial position 
and earnings. To understand what financial statements have to say about a 
companyÊs financial condition and operating results, it is often necessary to turn 
to financial ratios. Financial ratio analysis is the study of the relationships among 
and between various financial statement accounts. Each measure relates to one 
item on the balance sheet or income statement.  
 
All the financial ratios that are mentioned in the above reading are considered to 
be important elements in determining a companyÊs equity value. The following 
cross-sectional single index regression model that you learned about in Topic 6 
can be used to relate the equity value of a company and any of the financial ratios 
stated in the above reading. 
 

 i  i ir  a  b FR   e    
 
where: 

ri is the return on ith companyÊs equity, i = 1, 2, ⁄.., n (n companies) 

 is the intercept of the regression 

 is the slope of the regression and is also known as the sensitive measure 
to the companyÊs equity 

FRi is the ith companyÊs financial ratio, i = 1,2, ⁄⁄, n (n companies) 

8.4 

Use the biotech industry as an example to answer the above five 
questions that relate to the growth cycle of an industry. 

ACTIVITY 8.2 
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i is the random error disturbance term with zero mean and constant 
variance i.e., i ~ N(0, 2). 

 
To be more specific, supposing the price-to-earnings (P/E) is the most important 
ratio that determines the equity value of a firm, the cross-sectional regression can 
be written as follows: 
 

 i  ii
r  a  b P/E   e    

 
We will discuss the relationship between equity value and the (P/E) ratio in 
greater detail in the following section. 
 
Once you understand ratio analysis, you can go through the following example 
of financial statement analysis in your textbook. This example shows you how to 
perform financial statement and ratio analyses in a practical fashion. 
 

 

 VALUATION OF COMMON STOCKS  USING 
DIVIDEND DISCOUNT MODELS 

In this form of valuation process, the intrinsic value of any investment is equal to 
the present value of the expected cash flow benefits. In the case of common stock, 
this converts to the cash dividends each year, plus the future sale price of the 
stock. Another way to view the cash flow benefits from common stock is to 
assume that the dividends will be received over an infinite time horizon - an 
assumption that is appropriate so long as the firm is considered a „going 
concern.‰ 
 
The basic idea is that the value of common stock is simply the discounted value 
of all the cash flows associated with the common stock. In general, the following 
formula seems reasonable for making this calculation:  







1t

t
t0 )k1/(DV

 

8.5 

Why is the price-earnings (P/E) ratio considered to be one of the 
most important financial ratios that indicate the value of a stock? 

SELF-CHECK 8.1 



  TOPIC 8    FUNDAMENTAL ANALYSIS AND SECURITY SELECTION  
 

140 

where: 

V0 is the value of a common stock at time t=0 

Dt is the estimated dividend to be paid by the common stock at time t 

k is the „appropriate‰ disscount rate; k is also known as the required rate of 
return from the CAPM.  

The formula stated above cannot really be used in practice, however, since it is 
unfeasible to estimate dividends for the infinite future! To make the formula 
useful, we need to make some assumptions about the growth rate of the 
dividends. For simplicityÊs sake, we assume that dividends are paid annually, so 
D0 is the last yearÊs dividends (i.e., paid yesterday) and D1 is the amount of 
dividends to be paid in one year, and so on.  

8.5.1  The Zero Growth Model 

In this case, dividends are assumed to remain unchanged forever. Thus, the cash 
flows paid by the common stock constitute a perpetuity, and we have the 
following formula: 
 

0 1V   D /k  
 
Solving the above formula for k*, i.e., the implied discount rate, and using P0 (i.e., 
the price of common stock at t = 0) to replace V0, we obtain:  
 

0 1 1 0P  D /k * and  k *   D /P     
 

 

8.5.2  The Constant Growth Model 

The constant growth model assumes that dividends grow at a fixed rate, which is 
denoted by g, forever. In this case, the formula for the value of a common stock is 
the following: 
 

What kind of stock has a dividend growth rate equal to zero?
 

ACTIVITY 8.3 
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 0 1V   D / k  g   and k  g   

 
Solving the above formula for k*, the implied discount ra te, and using P0 to 
replace V0, we obtain: 

)gk/(DP 10   and  
g

P
D

k
0

1* 
 

 
Intuitively, the implied discount rate (k*) is the sum of dividend yield (D1/P0), 
and the dividend growth rate or capital gain yield (g).  
 

 

8.5.3  The Variable Growth Model 

In the case of the constant growth model, we simply assumed that the dividend 
grows in a constant fashion. This assumption is rather naive, as in reality a 
dividend can be expected to grow in a non-constant matter over time. In 
particular, according to the industry growth cycle hypothesis that we mentioned 
previously, a company is likely to expand during the second stage of its industry 
life cycle. If this is true, then the dividend may grow in accordance with the 
firmÊs expansion. Figure 8.4 displays a two-stage dividend growth model for a 
particular firm. In the first stage, the dividend grows at a rate of 5% over the first 
five years, and it grows at 9% forever thereafter. 
 
 

SELF-CHECK 8.2 

Suppose the expected annual return on the S&P500 (the market 
portfolio) is 8%, and the annual risk-free rate is 3.5%. The beta value 
of IBM (IBM) is 1.2. IBMÊs dividends per share in 2006 were as 
follows: first quarter US$0.50, second quarter US$0.45, third quarter 
US$0.55, and fourth quarter US$0.60. Assuming a dividend growth 
rate of 5%, estimate the value of IBMÊs stock in January 2008. 
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Figure 8.4: A two-stage dividend growth model 
 
The multi-stage growth model assumes that before time T the dividend growth 
rates can be changing from year to year in the way you find most appropriate. 
Then, dividends grow at a constant rate g, i.e., dividends grow at g from T to T + 
1, T + 1 to T + 2, and so on. Figure 8.5 shows a multi-stage dividend growth 
model. In the first stage, the dividend growth rate is 5%, it grows at a rate of 9% 
in the second stage, and the dividend grows at a rate of 7% forever thereafter.  
 

 
Figure 8.5: A multi-stage dividend growth model 
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In the multi-stage dividend growth model, the formula for valuing a stock is: 
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The above formula indicates that when T = 0, we have the constant growth 
model. 

 TAX EXEMPTIONS ON REAL PROPERTY 
GAINS TAX 

The previous discussion was based on a model which states that a share of stock 
is worth the present value of future dividends expected to be paid on the share. 
This makes perfect sense. The only way a share of stock can improve the 
investorÊs ability to consume is for it to pay dividends. A stock is bought for the 
future consumption opportunities it provides. And this comes only from the 
dividends it provides. Without the potential for future dividends, a stock is 
worth nothing.  
 
In other valuation models, such as the earnings valuation model, dividends are 
not explicitly part of the equation. In theory, underlying any ongoing stream of 
dividends are the earnings of the firm. These earnings belong to the equity 
shareholders. However, a firm will retain a portion of earnings (not pay them out 
as dividends) to make additional investments, and it can be argued these 
earnings should also be valued.  
 
To do so, we can use the concept of earnings per share (EPS) to value stock. By 
definition EPS is total earnings divided by total number of shares outstanding. It 
is perfectly all right to value the EPS of stock as long as the reinvestment of 
earnings is also valued. The worth of a share of common stock is equal to the 
present value of all future expected earnings per share less the present value of 
all future investments per share. The general earnings valuation model can be 
expressed as follows: 
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where: 

 EPSt = the expected earnings per share in year t 

 IPSt = the expected investment per share in year t 

This equation values the expected future earnings per share stream, which 
legally belongs to the common stock shareholders. But it also values expected 
future investments made by the shareholders in order to generate the EPS 
stream. 

8.6.1  The Constant Growth Earnings Valuation Model 

The general earnings valuation model introduced in the preceding section can be 
simplified considerably if future growth is expected to be constant. Again, using 
g as the expected constant growth rate, the constant growth earnings valuation 
model can be written as follows: 

gk
IPSEPS

P tt
0 

  

The earnings valuation model is the equivalent of the dividend valuation model. 
The dividend model relies upon net cash flows received by the investors in the 
form of dividends. However, the earnings model explicitly takes into 
consideration both legal ownership of earnings per share and the incremental 
future reinvestment of earnings. 

 VALUATION OF COMMON STOCKS USING 
PRICE/EARNINGS RATIO  

The price-earnings (P/E) ratio simply measures the market price of a share of 
stock divided by earnings per share in that year. 

shareper  Earnings
priceMarket 

 ratio P/E 
 

The P/E ratio indicates the dollar price being paid for each dollar of a firmÊs 
earnings. P/E ratios are widely used by practitioners as a measure of the relative 
prices of different stocks. The stockÊs current market price is easy to determine, 
since it is reported in the financial press. Earnings per share (EPS), however, are 
more difficult to determine. The easiest way of determining earnings figures is to 
use the latest EPS shown on the firmÊs financial statements. In this topic, I will 
first discuss the valuation of stocks using the P/E ratio and then show you how 
professional analysts use the P/E ratio.  

8.7 
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Conceptually, the P/E ratio is determined by three factors: 

(a) InvestorsÊ required returns 

(b) Expected returns on equity 

(c) Expected earnings retention rate 

The easiest way to demonstrate this is to use the constant dividend growth 
model that you learned in the previous section: 

gk
D

P 1
0 


 
Defining E1 as next yearÊs expected earnings per share, and using the fact that  
g = (ROE x B) where ROE is the return on equity and B is the retention ratio, the 
constant growth price model can be rearranged into a P/E ratio model as follows: 
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The determinants of the P/E ratio are as follows: 
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The above equation states that if dividends are expected to grow at a constant 
growth rate, the P/E ratio is theoretically equal to the stockÊs expected dividend 
payout ratio (1  B) divided by the difference between the required return and 
the expected growth rate g = (ROE x B). 

8.7.1  How Practitioners Use the P/E Ratio 

The P/E ratio provides information on stock capitalisation. A high ratio may be 
an indication that investors expect high earnings in the future, while a low ratio 
could indicate that investors do not expect high earnings in the future. The ratio 
is of primary interest to practitioners and investors because it may provide 
indications of future changes. A firm can also use the ratio as an estimate for its 
cost of raising capital through equity (i.e., a low P/E ratio makes the cost higher). 
The P/E ratio also serves as an index of risk: the higher the P/E ratio, the higher 
the risk for that particular stock. In 2000, during the Internet bubble, some 
Internet companies listed on the GEM board had a P/E ratio of over 500! You can 
definitely see how high the risk of such Internet companiesÊ stock was at that 
time.  
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 In this topic we have discussed the concept of fundamental analysis where 

we can employ either top-down approach or bottom-up approach. It is 
important the economic environment of a given economy is screened for any 
potential threats or shocks.  

 Companies that thrive in an upswing economy will perform better compared 
to an economy which is heading towards recession. Subsequently, we should 
look into the type of industries before we make the investment decision.  

 Obviously each industry has different characteristics and nature. For 
instance, due to the increase of the price of crude oil to USD147, the palm-oil 
industry in general has also benefited with increase CPO price to around 
USD3000 per tonne.  

 In this instance, we can observe that there is a concept called productÊs life 
cycle or growth cycle. We can apply this concept to a new car model, for 
instance. When a new model such as SUV is introduced, the demand for this 
new model will increase, and hence it is a growth stage.  

 Eventually more and more companies are producing this type of model, and 
the market of the product will mature, and finally decline as new generation 
of consumers prefer other type of car model.  

 In economic analysis, besides the microeconomics issue of supply and 
demand, there exists wider scope of analysis such as business cycle. In this 
instance, analysts can rely on economic indicators such as CPI and GDP to 
gauge the market sentiment and future direction of the economy.  

 In similar development, the three indices published by the department of statistics 
i.e. Leading economic index (LEI), Coincident economic index (CEI) and Lagging 
economic index (LGEI) can be used to study the direction of the economy. 

 In company analysis, we have discussed dividend discount model (DDM). Stock 
price is determined or valued based on the present value of its future dividends.  

 Hence, a stock that can provide streams of future cash inflow from future 
profitable projects will have higher price than other stock assuming similar 
market capitalisation and risk.  

 From the projected dividends, we can value the stock using different models 
such as the dividend discount model (DDM), the Gordon growth model or 
multi-stage dividend discount model. Subsequently, we have also discussed 
the valuation of common stocks using  earnings model, the usage of P/E ratio 
and how it can used to check whether a stock is overvalued. 
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Bottom-up approach 
Business cycle 
Coincident Economic Index (CEI) 
Company analysis 
Consumer Price Index(CPI) 
Crisis 
Dividend Discount Model (DDM) 
Earning model 
Economic analysis 
Economic boom 
Economic environment 
Economic indicators 
External shocks 
Fundamental analysis 

Gordon growth model 

Growth rate  
Hard-landing 
Industry analysis 
IndustryÊs (product) growth cycle 
IndustryÊs (product) life cycle stages 
Lagging Economic Index (LGEI) Trend  
Leading Economic Index (LEI) 
Multi-stage dividend discount model. 
P/E ratio 
Soft-landing 
Top-down approach. 
Valuation 
 

 

1. Discuss the relevance of conducting fundamental analysis in the context of 
portfolio investment management.   

 
2. Do you think that top-down approach is more suitable than bottom-up 

approach? 
 
3. What are the usefulness of economic indicator such as consumer price 

index (CPI) from the perspective of asset allocation? 
 
4. One of important roles of economic analysis is to forecast demand of 

product. Using an example of product like buidling material,  discuss how 
it relates to fundamental analysis.  

 
5. Describe the four stages of an industryÊs growth cycle. 
 
6. People often misunderstood how share price is determined. With the 

knowledge you have learnt from this subject, discuss how do we conduct 
valuation on a stock. 

 
7. Discuss what is a dividend discount model (DDM). 
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8. How is the Gordon Growth Model different from dividend discount model 
(DDM)? 

 

 
 
1. ABCÊs company preferred stock RM100, 8% is selling at RM85. What is 

ABCÊs  cost of preferred equity?  
 
2. Using the Gordon growth model which assumes that dividends grow at a 

constant rate rate forever, what is the value of a stock that pay a dividend of 
RM1 per share next year, if the expected growth rate of dividends is 6% and 
the shareholder require a return of 16% from their investment? 

 
3. In another scenario, using the Gordon growth model, what is the value of a 

stock that paid a dividend of RM1per share last year, if the shareholder 
require a return of 16% from their investment and if the expected growth 
rate of dividends is 6%? 

 
4. Discuss the weakness of Gordon growth model? How this weakness can be 

overcome? 
  
5. ABCÊs stock which is priced at RM30 will pay an annual dividend of 

RM3.00 next year. If the market analyst believe the stock will have a 
sustainable growth rate of 11 percent. What is the market discount rate for 
this stock?  

 
6. ABCÊs stock earnings per share has decreased from RM7 to RM5, its 

dividends per share has also decreased from RM2 to RM1.50, and its share 
price decreased from RM70 to RM60. Given the above information, 
comment what has happened on the P/E ratio of ABC stock? 

 
7.     ABC Berhad is expected to pay RM1.40 dividend in next year. The 

dividends are expected tp grow at 8% per year. It has a beta of 0.9.  Given 
the existing risk-free rate of return is at 6% and the expected market return 
is at 11%. Calculate the value of the stock? 

 
8.    ABC Berhad has equity capitalisation of RM450,000 and debt capitialisation 

of RM225,000. The company distributed RM35,000 out of its reported 
earnings of RM75,000 to shareholders. If the company pays taxes at 40%, 
what is ABCÊs sustainable growth rate? 

 


