
INTRODUCTION

Valuation is a very important concept in finance. The process of valuation takes 
into consideration the specific factors that can influence the value. This chapter 
discusses the general concept of valuation and the process of bonds valuation. 
The topic of discussion will touch on the characteristics of bonds, rating of bonds, 
types of bonds, evaluation of bonds,  rate of yield upon maturity and the 
correlation between value and rate of yield upon maturity. 

In Chapter 4, you will be exposed to the basic concept of valuation. In this 
chapter, the intrinsic value or economic value that has been identified as present 
value of cash flow that is expected to be generated in the future by an investment 
or asset. 

CChhaapptteerr 44 Valuation
of Securities 

OBJECTIVES 
At the end of this chapter, you should be able to: 
1. explain the basic process for assets valuation; 
2. describe the main characteristics of bonds; 
3. differentiate the types of bonds; 
4. estimate the value of bonds; 
5. calculate the rate of yield upon maturity for bond; 
6. describe the correlation between the value and rate of yield upon 

maturity;
7. describe the five basic characteristics of ordinary shares; 
8. estimate the growth of dividends; 
9. make valuation on ordinary shares; 
10. calculate the estimated rate of return  for ordinary shares; 
11. describe the six basic characteristics of preference shares; and 
12. calculate the value of preference shares and rate of expected returns 

for preference shares. 
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Subsequently, we will continue with the discussion related to the valuation of 
financial assets with focus on the valuation of shares. In this chapter, we will 
discuss two types of shares that are the ordinary shares and preference shares. As 
you are aware, the objective of a finance manager is to maximise the value of the 
companyÊs ordinary shares. Therefore, you must understand how to identify the 
value of shares. 

VALUATION

Valuation on an asset is a subjective matter. Every individual have different 
perceptions on the value of specific asset. The valuation term is also used in 
different contexts. There are individuals that value assets by referring to the 
companyÊs balance sheet. The value obtained with this method is known as book 
value. However, if valuation is made based on the price of the same asset found 
in the market, then the value obtained by this method is known as market value. 
When a business is in the process of liquidation and most of the assets will be 
auctioned by offering a lower price to ensure that it can be sold, and then this 
sales price will be known as liquidation value. Assets can also be valued based 
on the benefit that can be obtained from the assets. This value is called the 
intrinsic value or economic value. 

4.1.1 Definition of Value 

There are several definitions of value that is used in different contexts. 

(a) BBook Value 
Book value is the value of an asset as stated in the balance sheet of the 
company. It is also known as historical value. For example, you purchase 
a business premise two years ago at the price of RM100,000. The book 
value is the actual value that was paid for the asset at the time it was 
bought, that is RM100,000. This value may not be the same with the 
current market value. Assets such as machines and vehicles will have 
depreciation in value and the book value is the price of the asset at the 
time it was purchased deducted by the accumulated depreciation. 

4.1

Explain the difference between book value, liquidated value, market 
value and intrinsic value. 
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(b) LLiquidation Value 
Liquidation value is the value that will be obtained when an asset is sold 
separately and not as part of going concern. For example, if the company 
no longer operates and needs to be liquidated, then, the assets will be sold 
separately and the sales price is the assetÊs liquidation value. 

(c) MMarket Value 
Market value is the value of assets available in the market as determined 
by forces of demand and supply in the market. For example, the market 
value of ordinary shares that is found in the Bursa Malaysia is the sale 
and purchase value that is agreed among the investors through an 
intermediary such as brokers. 

(d) IIntrinsic Value 
Intrinsic value is also known as economic value and is the present value 
of all the potential cash flow that will be obtained from the assets after 
discounting at the rate of return required by the investors. The amount 
obtained is regarded as the fair value based on the amount, time and risk 
level of all the expected cash flow. This value is normally compared with 
market value. If the intrinsic value is higher than market value, then in 
the opinion of the investors,  the asset was devalued. However, if the 
intrinsic value is lower than market value, it will be regarded as 
overrated. If the market is efficient, the intrinsic value and the market 
value will be the same as the value of the securities traded will always 
depict all general information available.  

4.1.2 Valuation Process 

The valuation process is a process to determine the value of an asset at a specific 
period by using the technique of time value of money. As has been stated, the 
intrinsic value of an asset is equivalent to the present value of expected cash flow 
and discounted at a rate of return required by the investors. There are three main 
factors that influence the value of an asset, these are: 

(a) TTotal Cash Flow (Return) 
 The value of an asset depends on the total cash flow that is expected. To 

obtain this return value it does not only involve a yearly cash flow but also 
a single cash flow for a specific period. For example, you as an investor, 
expect that you will obtain a dividend of RM0.30 per share every year for a 
period of five years if you invest in the shares of Antah Company. 
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(b) TTiming 
 To estimate cash flow, you must know the timing for each cash flow. For 

example, you will make an investment after you expect that you will obtain 
RM2,000 in year 1, RM4,000 in year 2 and RM5,000 in year 3. 

(c) RRequired Rate of Return  
 The risk level can have direct affect on the value. Generally the higher the 

risk of the cash flow, the lower the value. According to the CAPM model, 
the higher the risk that is measured by beta ( ), the bigger the return (k). 
The higher the risk means the bigger the rate of return and the lower the 
risk means the smaller the rate of return. The determination of the rate of 
return required by investors take into consideration the investorsÊ attitude 
towards risk and the investorsÊ perception on the level of risk for the asset.  

Figure 4.1 shows the basic factors to determine the value of assets. 

Figure 4.1: Basic factors in determining the value of assets 

General rules on cash flow and valuation: 

From the aspect of amount  the higher the amount of cash flow, the better. 
From the aspect of timing  the sooner it is received, the better 
From the aspect of risk  the lower the level of risk, the better. 
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4.1.3 Basic Model of Valuation 

The valuation process is the process in giving value to an asset by calculating the 
present value of all the expected cash flow from the asset. It uses the rate of 
return required by the investors as the discount rate. 

There are three basic steps in the valuation process: 

(a) Estimating the amount and timing of cash flow that would be received  
(CF t).

(b) Determining the rate of return required by investors (k). 

(c) Calculating the intrinsic value of the assets that is, the present value of all 
the cash flow that will be obtained from asset (V). 

In the earlier chapter you learnt, we know that the present value is obtained from 
the following formula: 

n
n-1 n

F
P  =  

(1+i)

by replacing: 

P n-1 to V n-1;

F n to CF t; and

i to k; 

we obtain this formula: 

t
t-1 t

CF
V  = 

(1+k)

If the valuation period is more than a year (t > 1), the formula above can be 
expanded as follows: 

n
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 (4.1a) 
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Where:

CF t = Cash flow expected to be received at time t. 
V 0 = Intrinsic value/present value of asset that will generate cash flow 

 from period 1 to n.  
k = Rate of return required (rate of discount) 
n =  Period cash flow is expected to be received. 

Formula (4.1a) measures the present value for future cash flow and it is the basis 
for the valuation process. It is very important as all the formulas in this unit are 
based on this equation. 

BONDS

Bonds are long-term guarantee notes issued by borrowers. The bond holders will 
receive interest at a fixed rate for a period that has been determined. On the 
maturity date, the bond holder will receive the interest and principal amount. 
The payment of fixed interest on each period is the basic concept of annuity that 
we had discussed in the earlier chapter.  

4.2

If you intend to buy land in Putrajaya, what is the value that you will 
use? Why do you use that value? 

1. What is meant by valuation and why is it important for a finance 
manager to understand this valuation process? 

2. What are the TTHREE main elements in the valuation process of 
assets? 

EXERCISE 4.1

List the types of bonds and its characteristics. 
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Figure 4.2 shows the concept of bonds in graphics. Based on the example in 
Figure 4.2, bonds that were issued have a maturity period of 5 years. It pays 
interest of RM100 each year and has a face value of RM1,000. 

Figure 4.2: Concept of bond in graphics 

4.2.1  Characteristics of Bonds 

Bonds are fixed claims on the company and failure to fulfil this claim can lead to 
bankruptcy. 

(a) CClaims on Assets and Earnings 
 Bonds have priority in claims on the earnings and companyÊs assets 

compared to preference shares and ordinary shares. If the company fails to 
settle the interest, the bond holders can classify the issuing company as 
insolvent or incapable of paying debts and force the company into 
bankruptcy. 

(b) Par Value 
 Par value or face value is the value stated on the bond document. It is the 

amount that will be paid back to the bond holders on maturity date. 
Usually, the bondÊs par value in the United States of America is USD1,000 
per unit, while in Malaysia, its par value is RM100 per unit. 

(c) Coupon Rate 
 Coupon rate refers to the percentage of par value that will be paid to the 

bond holders (investors) as interest based on the frequency that has been 
specified. This rate is fixed throughout the lifespan of the bond and the 
amount of interest payable is the same for each period. 
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(d) IIndenture 
 Indenture is a legal contract between the trustees who represents the bond 

holders with the company that issued the bond. Indenture specifies the 
terms and conditions related to the issuance of the bonds. 

4.2.2 Rating of Bonds 

The issuance of bonds is given rating based on the potential risks that are related 
to the said bonds. Ratings are valuation or grading done by specific agencies to 
determine the quality of the bond in the aspect of default. If the rating of a bond 
is high, this means that the possibility of default is low.  

In Malaysia, there are two rating agencies, which are the Rating Agency Malaysia 
Berhad (RAM) and the Malaysian Rating Corporation Berhad (MARC). Both 
these agencies play important roles in the ratings of all bonds and commercial 
notes issued, especially in the private debt security market. 

The valuations by RAM are stated in alphabet symbols. For long-term loans that 
is more than a year, the valuation of „AAA‰ indicates a high level of credit trust 
while loans level between „AA‰ and „BBB‰ is generally regarded as a prudent 
investment grade. While long-term loans rated as „BB‰ or lower are classified as 
a speculative grades. 

The valuations by MARC are stated in symbols and symbols with numerical. For 
long-term loans, its valuation is within the range of AAA  D. For short-term 
loans, its valuation is within the range of MARC-1  MARC-4.

Ratings are done via the financial ratio analysis and cash flow analysis by 
looking at the capability of the company to fulfil its specific obligations in bonds. 
Besides that, other factors will also provide positive effects on the ratings of 
bonds. For example, the level of funding with equity, operations that are 
profitable, low level of variables in previous returns and the size of the company. 

Valuation given on a bond will influence the returns required by the investors. 
The lower the ratings of the bond, the higher the rate of return that is required for 
the bond and vice versa. Therefore, the finance manager must be aware of the 
ratings given as it will have an effect on the rate of return that must be paid to the 
investors.
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4.2.3 Types of Bonds 

Bond is the general term for debt security. It is issued in various types with 
different characteristics. Therefore, there are several names for bonds. Among 
them are: 

(a) MMortgage Bonds 
 Mortgage bond is a secured bond backed by tangible assets such as 

buildings and land. Normally, the secured value imposed is higher than the 
value of the bond issued. If the company that issued the bond is unable to 
repay its loan on the maturity date, the secured assets will be sold to repay 
the loan to the investors via a trust fund. 

(b) Debentures 
 Debentures refer to the long-term loans that are not secured with assets but 

depend on the ability of the company that issued the bonds to obtain earnings. 
This type of bond has a higher risk to the investors compared to secured 
bonds. Therefore, the rate of return that is required by the investors is also 
higher. This type of bond provides an advantage to the issuing company as no 
property is charged. This enables the company that issued the bonds to 
maintain its opportunity to create loans in the future. 

(c) High Yield Bonds 
 High yield bonds refer to the bonds that pay interest only if the issuing 

company has surplus earnings. It is normally issued via the restructuring of 
a company that fails to repay its debts. Upon the date of maturity, the 
issuers still have to pay the face value of the said bonds. 

(d) Convertible Bonds 
 Convertible bonds refer to the bonds that can be converted by its holders to 

ordinary shares at the price and conversion ratio that has been determined 
by the issuing company when the bonds were issued. With this, the 
investors are given the right to convert its status from creditor to owner 
when the right of conversion is exercised. 

Visit the websites of RAM at http://www.ram.com.my and MARC at 
http://www.marc.com.my and see how the financial securities are 
rated by both these agencies.
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(e) ZZero Coupon Bonds 
 Zero coupon bonds are bonds that do not pay interest and were issued at a 

price lower than the par value. The bond holders will receive returns as a 
result of the price differences during purchase compared to its face value 
that will be paid at the date of maturity. 

(f) Euro Bonds 
 Euro bonds are bonds that were initially issued in the European countries 

using the currency of the United States of America (USD) by foreign 
companies. Now, any bonds that are issued in a country using a currency 
different from its own are known as euro bonds. For example, bonds issued in 
Europe or Asia by American companies but the interest and principal are 
payable in the value of the American dollar. 

(g) Foreign Currency Bonds 
 Unlike euro bonds, foreign currency bonds are issued in the financial 

market of a country using its own countryÊs currency by debtors or issuing 
company of a foreign country.  

VALUATION OF BONDS

In section 4.1.2  Valuation Process, we had discussed the three main factors that 
influence the value of assets, which are the total cash flow, timing and required 
rate of return. In the valuation of bonds, three important elements that influence 
the valuation are: 

4.3

Please visit the website of http://rmbond.bnm.gov.my to obtain more 
information regarding bonds in Malaysia. Based on the information 
obtained, list the types of bonds that are found in Malaysia and compare 
them with the types of bonds that had been discussed. 

What are the THREE important elements that influence the valuation 
process of bonds?  
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(a) AAmount and Timing of Cash Flow that Will be Received by Investors 
 This refers to the payment of annual interest and face value or principal 

amount. 

(b) MMaturity Date of Bond 
 This refers to the date that the bond issuer must pay the face value of the 

bond to the bond holders. 

(c) RRate of Return Required by Investors  
 This rate of return takes into consideration the valuation of risk levels on 

cash flow and the investorsÊ attitude toward risks taking. This is also a form 
of return to the investors due to the cost of letting go faced by the investors.  

Figure 4.3: Valuation of bonds the time line 

4.3.1 Basic Valuation of Bonds 

Bond value is the total present value of payments that must be paid by the issuer 
to the bond holders from now until maturity period. In section 4.1.3  Basic 
Model of Valuation, we had learned that the basic formula for valuation of assets 
is:

1 2 n
1 2 n

n
t

t
t 1

CF CF CFV ...
(1 k) (1 k) (1 k)

CF
(1 k)   (4.1b) 

We also know that bond have a maturity date and it also pays interest at a rate 
that is constant for a fixed period. Therefore, the formula for valuation of bonds 
is obtained by modifying the formula above to be as follows: 

b 1 2 3 n n
b b b b b

i i i i M
V ...

(1 k ) (1 k ) (1 k ) (1 k ) (1 k )
 (4.2) 
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Or
n

b t n
t=1 b b

I M
V =

(1+k ) (1+k ) (4.2a)

As bond pays interest at a fixed rate for a fixed period, we can also use the 
schedule for present value interest factor of annuity (PVIFA) to calculate the 
value of bonds. The formula for valuation of bonds using the PVIFA schedule is 
obtained by modifying the basic formula of present value annuity. The following 
is the formula for valuation of bonds using the PVIFA schedule. 

b kb, n kb, nV =I (PVIFA )  +  M (PVIF )   (4.2b) 

Where:

V b   = Intrinsic value or present price of bond 
I  = Coupon payment 
n  = Period of bond till maturity 
kb  = Rate of return required for the bond 
M  = Par value or face value of bond 
PVIF  = Interest factor of present value 
PVIFA  = Interest factor of present value annuity 

Example 4.1 

Bond A has 10 years maturity period. The coupon rate is 10% per year and the 
interest is paid every year. The par value of bond is RM1,000. The returns 
required for the bond is 8% per year. What is the value of the said bond? 

Step 1:  Estimate the amount and timing of expected cash flow. 

Step 2: Determine the rate of return required to evaluate the cash flow 
risk of the bond in the future. Assume that the rate of return 
required is 10%. 

Step 3: Calculate the intrinsic value of the bond that is the present value 
of interest that is expected to be received in the future and the 
payment of the principal on date of maturity, discounted at the 
rate of return required by the investors. 
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Value of the bond is: 

2 3 4 10 10

100 100 100 100 100 1,000
V ...  b (1.08) (1.08)  (1.08)  (1.08)  (1.08)  (1.08)

92.59  85.73  79.37  73.53  68.03  63.01 58.38 54.02

  50 46.32 463.18

RM1,134.16
Or

V b  = PV (coupon payment) + PV (par value) 
 = I (PVIFA kb, n) + M (PVIF kb, n)
 = 100 (PVIFA 8%, 10) + 1,000 (PVIF 8%, 10)
 = 100 (6.710) + 1,000 (0.463) 
 = 671 + 463 
 = RM1,134 

(Note: The difference between the answers that are calculated using the formula 
and schedule PVIFA is small and is caused by the decimal point. Both the 
answers are acceptable.) 

The calculation result above can be illustrated through Figure 4.4. We found that 
the intrinsic value or actual value for the bond is RM1,134.21. If the rate of return 
required is 8%, then the price is reasonable. If the market price of the bond is sold 
at a higher price than RM1,134.21, then in the perspective of the investors it is 
expensive. Instead if the market price is less than the actual value of the bond, 
then it is a good investment. 

Figure 4.4: Calculating the value of bond using the time line 
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4.3.2 Value of Bonds and Required Rate of Return  

When the required rate of return is different from the coupon bond interest rate, 
the value of the bond will be different from the par value. The changes to the 
required returns are caused by: 

Changes in the economic situation that causes the cost of long-term funds 
to change as well; or 

Changes in companyÊs risks. 

The increase in the long-term fundsÊ cost or risk will increase the required rate of 
return. Instead, the decrease in long-term fundsÊ cost or risk will reduce the 
required rate of return.  

There are three different situations that can be used to show the relationship 
between the required rate of return and the value of the bond. 

(a) RRequired Rate of Return is Larger than the Coupon Interest Rate (kb> i)

 Example 4.2 

 Bond A has a maturity period of 10 years with the coupon interest rate of 
10% per year and interest payable every year. The face value is RM1,000. 
The required return for this bond is 12% per year. 
Vb = PV (coupon payment)  + PV (par value) 
 = I (PVIFA kb, n) + M (PVIF kb, n)
 = 100 (PVIFA 12%, 10)  + 1,000 (PVIF 12%, 10)
 = 100 (5.650) + 1,000 (0.322) 
 = RM887.00 

V = Present value of bond 
M = Face value/ Par value 
V < M 

 In this situation, the value of the bond (Vb) is smaller than par value,  
M (Vb < M). If this bond is traded, its transaction will be at a price lower 
than par value. Therefore, it can be called a transaction at a discounted 
price.
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(b) RRequired Rate of Return is Lower than the Coupon Interest Rate (kb< i) 

 Example 4.3 

 Bond A has a maturity period of 10 years with the coupon interest rate of 
10% per year and interest payable every year. The face value is RM1,000. 
The required return for this bond is 8% per year.  

Vb = PV (coupon payment)  + PV (par value) 
 = I (PVIFA kb, n)  + M (PVIF kb, n)
 = 100 (PVIFA 8%, 10)  + 1,000 (PVIF 8%, 10)
 = 100 (6.7101) + 1,000 (0.4632) 
 = RM1,134.21 

 In this situation, the value of bond (Vb) is larger than par value (Vb > M). If 
this bond is traded, its transaction will be at a price higher than par value. 
Therefore, it can be called a transaction at a premium price.  

(c) RRequired Rate of Return is Same Value with Coupon Interest Rate (kb= i) 

 Example 4.4 

 Bond A has a maturity period of 10 years with the coupon interest rate of 
10% per year and interest payable every year. The face value is RM1,000. 
The required return for this bond is 10% per year. 

Vb = PV (coupon payment)  + PV (par value) 
 = I (PVIFA kb, n)  + M (PVIF kb, n)
 = 100 (PVIFA 10%, 10)  + 1,000 (PVIF 10%, 10)
 = 100 (6.1466) + 1,000 (0.3855) 
 = RM1,000.16 

In this situation, the value of bond (Vb) is the same with the par value (Vb=M). If 
this bond is sold or purchased, its transaction is at the same price with the par 
value. Therefore, it can be called a transaction at par value.  

Table 4.1 shows the conclusion on the relationship between the values of bond 
with the required rates of return. The value of bond has a reverse relationship 
with the required rate of return that is, if the investors require higher returns, the 
value of the bond will depreciate. 

As in examples 4.2  4.4, when investors required a return of 12% compared to 
the coupon rate of 10%, the value of bond will fall below par, which is to 
RM887.00 and is sold at a discounted rate. Instead, the decrease in the required 
rate of return that is 8% compared to the coupon rate of 10% will cause an 
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increase in the value or price of bond to RM1,134.21 and it is sold at premium 
price. When the required rate of return is same with the coupon rate, the value of 
the bond is the same with par value.  

The current interest rate is used as the basis to the rate of return required by the 
investors. Therefore, it has a reverse relationship with value or price of bond. 

Table 4.1: Value of Bond at Different Required Rates of Return 

Required Rate of 
Return, kd(%) 

Coupon Interest Rate, 
i (%) 

Value of Bond, Vb
(RM)

Status 

12 10       887.00 Discount 

10 10 1,000.00 Par Value 

8 10 1,134.21 Premium 

4.3.3 Payment of Interest Twice a Year 

The valuation process of bonds that pay interest twice a year is the same with the 
concept of calculating interest that is compounded more than once a year. The 
discussion on interest compounded more than once a year is in Chapter 3.  

The formula for interest compounded more than once a year is as follows: 

nm

FV
PV=

(1+i/m)

In the formula above: 

PV = Present value 
FV = Future value 
i = Interest rate 
m = Frequency of compounding or discounting 
n = Period 

To calculate the value of bonds that pay interest twice a year,  

Change the annual interest (I) to interest twice a year by dividing (I) with 2; 

Change the number of maturity period, n, to every 6 months by 
multiplying n with 2 (n x 2); and 

Change annual required rate of return, kb, to each half yearly by dividing 
kb into 2 (kb/2).
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Therefore, the valuation formula for bonds with coupon payments of twice a 
year is: 

2n

b t 2n
t=1/2 b b

I/2 M
V = +

(1+k /2) (1+k /2)
  (4.3) 

or
Vb = I (PVIFA kb/2, 2n) + M (PVIF kb/2, 2n) (4.3a) 

Where:

I =  Coupon rate x par value 
n =  Period 
kb =  Required rate of return 

Example 4.5 

Maya Enterprise Company had issued bonds that have a maturity period of 8 
years with coupon rate of 8% that is payable every 6 months. The par value of the 
bond is RM1,000. If the required rate of return is 10%, what is the value of the 
bond?

b kb/2,2N kb/2,2N

10%/2, 8x2 10%/2, 8x2

5%, 16 5%, 16

I
V = (PVIFA )+M(PVIF )

2
RM80

   = (PVIFA )+RM1,000(PVIF )
2

= RM40(PVIFA )+M(PVIF )

= RM40 (10.8378) + RM1,000 (0.4581)

= RM891.61

Do not invest your money until you have fully understood all the 
information related to investment. Give your opinions. 
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YIELD TO MATURITY 

Every individual that makes investments has a minimum expected rate of return 
from each investment. This is known as the required rate of return and is 
different for every investor. The finance manager will only be attracted to high 
rates of return. This is because the present price of bonds reflects the rate of 
return that is expected to be received by investors. 

Yield to maturity or YTM is the rate or return that will be obtained by the 
investors if the bond is held until maturity. This expected rate of return is also 
known as yield to maturity if the investors held the bonds until its maturity 
period. Therefore, when we refer to bonds, the terms expected rate of return and 
yield to maturity are used interchangeably.  

Yield to maturity is the discount rate that equals the present value for all interest 
payments and principal payments of bond with the present value of bond. It can 
be calculated using the basic formula for valuation of bonds (formula 4.3b). 

Vb = I (PVIFA kb,n) + M (PVIF kb,n) (4.3b) 

This discount rate can also be calculated using the PVIF schedule by a method of 
trial and error. Through this trial and error method, different discount rates, k, 
will be applied in the formula for valuation of bonds until the present value of 
the bond cash flow is similar to market value. If this rate is located between the 
rates found in the schedule, the interpolation method will be used to obtain the 
exact value. To explain this concept in detail, let us look at Example 4.6.  

4.4

1. Calculate the value of bond that have a maturity period of 12 years 
with a face value of RM1,000. The coupon rate is 8% and the 
required rate of return is 13%. 

2. Calculate the value of bond that have a maturity period of 8 years 
with a par value of RM1,000. The coupon rate of 12% is payable 
twice a year and the required rate of return is 10%. 

3. How do payments of more than once a year give effect to the 
value of the bond? 

EXERCISE 4.2
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Example 4.6 

Orlid Company Bhd. issued bonds that have a par value of RM1,000 with a 
coupon rate of 10% per year and a maturity period of 10 years. The present price 
of the bond is RM1,080. As the price of the bond is higher than the par value (P 0
> M), then the rate of yield to maturity is smaller than the coupon interest rate (k 
< I). This shows that the rate that must be found must be lower than 10%. To 
begin the process of looking for the discount rate, the rate of 9% will be used. 

 RM1,080 = I (PVIFA k,n) + M (PVIF k,n)
   = 100 (PVIFA 9%,10) + 1,000 (PVIF 9%,10)
   = 100 (6.4177) + 1,000 (0.4224) 
   = RM1064.17 

When we use the discount rate of 9%, the value of bond obtained, that is 
RM1,064.17, is lower than the market value, that is RM1,080. To increase the 
value we are searching for, the rate of discount must be decreased to 8%. 

RM1,080 = I (PVIFA k,n) + M (PVIF k,n)
   = 100 (PVIFA 8%,10) + 1,000 (PVIF 8%,10)
   = 100 (6.7101) + 1,000 (0.4632) 
   = RM1,134.21 

When we use 8% as the discount rate, the value of bond obtained is more than its 
market value. This shows that the rate of yield to maturity is between 8% and 9% 
as illustrated in Table 4.2 below. 

Table 4.2:  Searching for the Value of Bond by Using the Trial and Error Method 

RATE Value 

8% RM1,134.21 

YTM RM1,080.00 

9% RM1,064.17 

Next, use the interpolation method to obtain the rate of yield to maturity more 
accurately. 

Step 1: Calculate the difference between the value of bond at the 
rate of 8% and 9%. 

Difference in Value  == RM1,134.21  RM 1,064.17 
  = RM70.04 
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Step 2: Calculate the difference between the value required that is 
the rate of yield to maturity with the value of the bond at a 
discount rate that is lower, that is 8% (disregard the 
symbol of minus or plus). 

Difference in Value = RM1,134.21  RM1,080.00 
  = RM54.21 

Step 3: Divide the value obtained in step two with the result 
obtained in step one. 

Ratio obtained  = RM54.21 / RM70.04 
   = 0.774 

Step 4: Add to the value calculated with the rate of discount that is 
lower and multiply it with the gap in discount rate to 
obtain the rate of yield to maturity. 

Rate of  = 8% + [0.774 x (9% - 8%)] 
Yield to maturity  
  = 8.774% 

Rate (%) Value (RM) Value (RM) 

8

YTM

9

1,134.21 

1,080.00 

1,134.31 

1,064.17 

Difference RM54.21 RM70.04 

54.21
YTM 8% (9% 8%)

70.04
8% (0.774 1%)

8.774%

Besides the interpolation method, you can also use the estimation method to 
calculate the rate of yield to maturity by using the following formula: 

0

0

M P
i

nYTM M P
2

 (4.4) 
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Where:
i = Coupon rate 
M = Par value 
P0 = Market value of bond 
n = Number of years for bond until maturity  

Furthermore, by using the equation 4.4, you can obtain the rate of yield to 
maturity as follows: 

1,000 1,080
100

10YTM
1,000 1,080

2
0.0885

8.85%

   

Through this estimation method, we find that the rate of yield to maturity is 
8.85%. This answer is not as accurate as when we use the trial and error method 
and interpolation method that is 8.774%. 

RELATIONSHIP BETWEEN VALUE AND 
YIELD TO MATURITY 

When the required rate of return is different from the coupon interest rate, and it 
is assumed constant until the maturity period, the market value of bond will 
approach the par value when it is closer to the maturity period. 

Figure 4.5 shows the movement of the bond value based on the calculation from 
Table 4.1. The required rate of return of 12%, 10% and 8% is assumed constant 
throughout the 10 years for bond maturity and the par value is assumed the 
same that is RM1,000. 

4.5

1. Bond A has a par value of RM1,000 and pays interest of RM82 per 
year. The maturity period for Bond A is 5 years and the present 
market price is RM720. How much is the rate of yield to maturity 
for Bond A? Use the trial and error method as well as the 
estimation method to obtain the rate of yield to maturity.

EXERCISE 4.3 
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When the required rate of return is the same as the coupon rate of the 
bond, that is 10% of the value of bond and is remained constant maturity 
period, that is RM1,000. 

When the required rate of return is 12%, value of the bond increases from 
RM887 to RM1,000 when time passes and approaches the maturity 
period.

Finally, when the required rate of return is 8%, the premium value of the 
bond decreases from RM1,134.21 to RM1,000 on maturity period. 

This shows that when the required rate of return is assumed constant until 
maturity, the value of the bond will reach par value of RM1,000 on maturity date. 

Figure 4.5: Period until maturity and the value of bond 

4.5.1 Changes to Required Returns 

As shown in Figure 4.5, the value of bonds has a reverse relationship with the 
changes to the required rate of return of an investor. Generally, the increase in the 
interest rate will cause a decrease in the value of bond. Instead, a decrease in the 
interest rate will cause an increase in the value of the bond. This shows that, the 
higher the rate of return required by an investor, the lower the value of the bond. 
This is because the increase in interest rate will cause the bond holders to experience 
loss in market value, the bond investors will be exposed to the risk of interest rate. 

Therefore, the bond holders are always aware of the increase in interest rate. The 
shorter the maturity period of  the bond, the lower the  response of market value 
on the changes to  the required rate of return. In summary, a shorter maturity 
period will have lower interest rate risk compared to long-term bonds with the 
assumption that the coupon rate, par value and frequency of interest payment 
are the same. 
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Table 4.3 shows the value of the bond with different required rate of return and 
different maturity period (summary of examples 4.2 and 4.3). 

When the required rate of return decreased from 10% to 8%, the value of 
bond with a maturity period of  10 years will increase by RM134.21, 
meanwhile the value of bond with a period of maturity of 5 years will only 
increase by RM79.87. 

When the required rate of return increase from 10% to 12%, the value of the 
bond with a period of maturity of 10 years will decrease by RM113 
meanwhile the value of the bond for 5 years will decrease by RM72.18. 

Table 4.3: Effect of BondsÊ Maturity Period on Different Required Rate of Return 

Required Rate of 
Return 

(%)

Value of Bond 
10 Years 

(RM)

Value of Bond 
5 Years 
(RM)

8

10

12

1,134.21 

1,000.00 

887.00 

1,079.87 

1,000.00 

927.82 

Based on the table and explanation above, it is clear that the changes to interest 
rate has a bigger effect on the bonds with a longer maturity period compared to 
bonds that have shorter maturity period. 

1. The rate of yield to maturity (YTM) is _______________ 
A.  low for bonds with high risk 
B.  returns are required on bonds 
C.  similar with bonds' coupons rate 
D.  fixed throught the lifetime of bond 

2. The discount rate used to value bonds is ________________. 
(i) coupon rate of the said bond 
(ii) interest rate in the market 
(iii) rate determined by the company 
(iv) fixed rate for the entire lifetime of the bond 
A.  i 
B.  ii 
C.  i and ii 
D. iii and iv

EXERCISE 4.4 
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4. Bonds were sold at _________ when the interest rate (coupon) is 
more than the required rate of return; sold at _________  when the 
interest rate is lower than the required rate of return; and were 
sold at _________  when the interest rate is the same with the 
required rate of return. 

A. premium; discount; same with par value 
B. premium; same with par value; discount 
C. discount; premium; same with par value 
D. same with par value; premium; discount 

5. Which of the following statements is TTRUE?

A.  Short-term bonds have higher interest rate risk compared to 
long-term bonds. 

B.  Long-term bonds have higher interest rate risk compared to 
short-term bonds. 

C.  All bonds have the same interest rate risk. 
D.  None of the above statements are true. 

6. Choose the FFALSE statement regarding bonds. 

(i) Mortgage bond is a bond that is secured with property 
where the value of the property usually exceeds the value of 
bond.

(ii) Indenture is a type of bond with low level of priority claim. 
(iii) Euro bond is a bond that is issued in one country using the 

currency of the bond issuers' original county where the 
principal and interest payments are according to the original 
countrys currency. 

(iv) Par value is the value of cash flow that is expected to be 
received by the bond holders every year. 

A.  iv only 
B.  i and ii only 
C.  ii and iv 
D.  i, iii and iv 

7. How much is the value of a bond with a par value of RM1,000, 
pays interest of RM80 per year and matures in a period of 11 
years? Assume that the required rate of return is 12%? 

8. Indah Air Berhad issued bonds that will mature in a period of 10 
years. These bonds pay interest twice a year at a rate of 8% and the 
par value of the bond is RM1,000. The yearly required rate of 
return each year by investors is 6%, what is the present market 
value of the said bond? 
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8. Bonds with a par value of RM1,000 were issued by KEE Company 
and have another 15 years before reaching the maturity period. The 
coupon rate promised is 5% per year, paid twice a year. The market 
interest rate of bonds with similar risk level with this companyÊs 
bond is 6%. What is the present market value of this bond? 

9. Ms. Nadia bought bonds with a par value of RM1,000 at a price of 
RM950 per share. These bonds pay a coupon rate of 9% per year, 
paid yearly and will mature in another two years period. Calculate 
the rate of yield to maturity for this bond. 

10. Company X has issued bonds with a par value of RM1,000 and a 
maturity period of three years. The yearly coupon rate offered is 
10%. Rating Agency Malaysia Berhad (RAM) has given a rating of 
AAA to the bonds of Company X. 

(a) If the required rate of return is 13%, what is the market value 
for the said bonds? 

(b) If the bonds were sold at the price of RM975.98, what is the 
yield to maturity (YTM) of the said bond? 

11. What is meant by the yield to maturity of bonds? 

12. As an investor that avoids risk averse, which will you choose 
between the long-term bonds and short-term bonds to protect the 
effect of interest rate on bonds? 
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ORDINARY SHARES 

Ordinary shares are securities that represent ownership in the company. Bond 
holders can be portrayed as the creditors, while ordinary shareholders are the 
actual owners of the company. The more ordinary shares held by an investor, the 
bigger its portion of ownership in the company. Ordinary shareholders are also 
known as equity owners. 

Ordinary shares do not have maturity period; it will remain forever as long as 
the company is still in operation. It is the same from the aspect of dividend 
payment, it is unlimited. Before dividends are paid, it must be announced earlier 
by the companyÊs board of directors. If the company bankrupts, the ordinary 
shareholders, who are also the owners of the company, cannot make any claims 
on the assets before the claims by the creditors (including bond holders) and 
preference shareholders are fulfilled.  

4.6.1 Characteristics of Ordinary Shares 

Before making valuation on ordinary shares, it is necessary for us to understand 
first the characteristics of ordinary shares.  

(a) CClaim on Earnings 
 As owners of the company, ordinary shareholders have rights on surplus 

earnings, after the interest for bond holders and dividends for preference 
shareholders have been paid. The earnings received, whether directly, 
which is in the form of cash dividends or indirectly, which is in the form of 
retained earnings. Retained earnings are the indirect earnings because the 
earnings obtained are not distributed to the ordinary shareholders but are 
used for re-investment with the hope of increasing the value of the 
company.

 Receiving surplus earnings has advantages and disadvantages to the 
ordinary shareholders. The advantage is that there is no limit to the 
earnings receivable. The disadvantage of receiving surplus earnings is that 
shareholders might not receive anything if all the earnings were used to 
fulfil the claims of creditors and preference shareholders. When the 

4.6

        

State FIVE basic characteristics of ordinary shares. 

THINK
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company experiences deterioration in earnings, the ordinary shareholders 
will have to bear the effects. 

(b) CClaims on Earnings and Assets 
 If liquidation occurs, the ordinary shareholders will be the last to claim the 

earnings and assets of the company after the claims of bond holders and 
preference shareholders. 

(c) VVoting Rights 
 Ordinary shareholders have rights to choose the board of directors of the 

company. Ordinary shares are the only securities that grant the rights to 
vote and the right to approve changes to the memorandum of incorporation 
to its holders. Voting is conducted at the companyÊs annual meeting. It can 
be done individually or via a proxy. Most voting is done by proxy. Proxy 
means giving the right to a third party to vote on behalf of the party that is 
unable to attend the annual general meeting of the company. 

 The voting procedures involve two methods, which are the majority voting 
and collective voting. Majority voting is the voting where each share owned 
grants one right to vote to the shareholder and each position in the board of 
directors will be voted separately. Therefore, the majority shareholders 
have the opportunity to select all the members of the board of directors.  

 Through collective voting, each share grants a voting right equivalent to the 
number of positions contested. Shareholders can choose to use all their 
rights to vote a particular candidate or divide it among several selected 
candidates. This method gives a chance to the minority shareholders to 
appoint members of the board of directors that will represent them. 

(d) Pre-emptive Rights 
 Pre-emptive rights allows the shareholder to maintain the ownership in 

hand if the company intends to issue new shares. Certificates will be sent to 
the existing shareholders to purchase a predetermined number of shares at 
a specific price and time period. Shareholders have the choice to exercise 
those rights, leave it until the end of the period or sell them in the open 
market.

(e) Limited Liability 
 If liquidation of the company occurs, the liability of the ordinary 

shareholders is only limited to the total investments in the company. 
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VALUATION OF ORDINARY SHARES

The same as how bonds are valued, the value of ordinary shares is also 
equivalent to the present value of all cash flow that will be received by 
shareholders. However, ordinary shareholders are not promised with fixed 
income or specific payment upon maturity period such as bonds and preference 
shares. Ordinary shareholders will receive returns in two forms, which are: 

(a) dividends  profits that are distributed to shareholders; or 

(b) capital gain  the difference between the selling price and the purchase 
price of shares. 

Dividends receivable depend on the profit of the company and the decision of 
management to pay dividends or to retain earnings for the purpose of 
reinvestment. The amount of dividend receivable is also not the same; it depends 
on the companyÊs profit and the rate of growth. 

In general, the growth of the company has direct implication on the dividends 
payable and the value of shares. The growth of the company can be achieved 
through various ways. For example, through loans, issuance of new shares or by 
merger with companies that are bigger and more solid. Normally, company will 
experience growth by the using new funding such as the issuance of bonds and 
ordinary shares. 

The growth of the company can also be achieved by internal growth; by retaining 
a portion or all of the companyÊs profit for the purpose of reinvestment. 
Retaining profit is a form of investment by the existing ordinary shareholders. 

To illustrate more clearly on the internal growth, assume that the return on 
equity of Meru Company is 18%. If the management decides to pay all the profits 
as dividends to the shareholders, this means that there will be no internal growth 
for the company. If the company retains all its profits, then the shareholdersÊ 
investments in the company will grow in the same amount of profit retained, 
which is 18%. If the company only retains 50% of its profits for investment 
purposes, then the growth of the company will also be half that is 9%. In general, 
this relationship can be concluded as follows: 

4.7

What is the main purpose of company’s owners in selling their 
company’s shares in the share market? 
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(4.5)

Where:
g = Rate of growth of earnings in the future and internal growth of  

shareholdersÊ investment in the company 
ROE = Return on equity (profit after tax/total equity) 
r = Percentage of profit retained by company 

Therefore, if the company retains 25% of its profit, then the value of shares will 
increase to 4.5%. 

g = 0.18  0.25 
  0.045 or 4.5% 

4.7.1 Valuation of Ordinary Shares – Holdings in One 
Period

In the previous topic, we had been informed that the value of ordinary shares is 
the same with the present value of all cash flow that will be received by the 
shareholders. For investors who hold ordinary shares for one period, for example 
one year, the value of the share is  equivalent to the present value of the 
dividends receivable in the period of one year (D1) and the selling price of the 
shares at the end of the period (P1). This is because both the cash flows occur at 
the same time that is at the end of the period.  

The process of valuation ordinary shares involves three steps: 

Step 1:  assume the cash flow that is expected to be received in the future, 
which is the amount of dividend and the selling price of the shares 
at the end of the period; 

Step 2: estimate the cash flow required by investors by taking into 
consideration the risk of expected cash flow; and 

Step 3: discount the dividend that is expected to be received and the price 
of shares at the end of the period at the present value with the rate 
of return required by the investors.  

g = ROE  r 
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Example 4.7 

Assume an investor plans to buy shares in Meru Company. It expects that the 
dividend payable will be RM0.15 at the end of the year. It believes that the shares 
can be sold at the price of RM2.40 for a period of one year of holding. What is the 
value of Meru's shares if the required rate of return is 12%? 

By using the basic formula of present value and following the steps above, the 
value of the shares is: 

n
n

1 1

F
P

(1 i)
RM0.15 RM2.40

(1 0.12) (1 0.12)
RM0.13 RM2.14
RM2.27

The formula above can be summarised as follows: 

Where:
V cs = Present value of ordinary shares 
D1 = Cash dividend that is expected to be received at the end of the period 
P1 = Price of shares that is expected at the end of the period 
Kcs = Required rate of return for the shares 

4.7.2 Valuation of Ordinary Shares - Holdings in 
Multiple Periods 

Ordinary shares do not have maturity period and is usually held for several 
years. Therefore, its valuation is more complex from what we have discussed in 
the previous topic. The expected cash flow will be different throughout the 
holding period. Dividends received throughout the holding period are also not 
fixed. This means that the cash flow is discounted for an uncertain period or until 
infinity.

Vcs = Present value of dividends received in year 1 (D1)

  + Present value of selling price received in year 1 (P1)

1 1
1 1

cs cs

D P
(1 k ) (1 k )
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By taking into consideration the holding factor of multiple periods or infinity, 
and by making a little modification to formula 4.2, the valuation model of 
ordinary share is as follows: 

(4.7)

Dividends are a part of the companyÊs earnings. When the earnings of a company 
fluctuate throughout its period of operations, the risk will increase and this will 
then influence the price of the companyÊs shares. To reduce the risk assumed by 
investors, the company normally pays dividends based on the long-term growth 
of the company. The valuation model for ordinary shares above can be applied in 
three levels of growth, which are: 

(a) ZZero Growth 
 Zero growth means that dividends are not expected to experience any 

growth but at the rate of g = 0. This means that the dividends receivable in 
the future is the same with the dividends that were received the previous 
year that is D1=D2=⁄=Dn. Therefore, the value of ordinary shares 
experiencing zero growth can be stated as follows: 

1 2 n
cs 1 2 n

cs cs cs

D D D
V = + +...+

(1+k ) (1+k ) (1+k )
  (4.8)

 When D1 = D2 = ⁄ = Dn, this shows that the cash flow is perpetuity as the 
cash flow obtained is the same amount for an uncertain period. 

 With zero growth, the value of ordinary shares is the same with the present 
value of perpetuity for D1. By using the basic formula of perpetuity as a 
guide, equation 4.8 can be summarised as follows: 

1
cs

cs

D
V =

k
 (4.9) 

1 2 n
cs 1 2 n

cs cs cs cs

t
t

cs

D D D D
V ...

(1 k ) (1 k ) (1 k ) (1 k )
D

(1 k )
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Example 4.8 

Rias Company is a company that has been operating for a long time in the fast 
food industry. Lately, the company had paid dividends to its ordinary 
shareholders for RM0.20 per share. Based on the sales and current earnings of the 
company, the management expects the dividends to maintain in the future. If the 
required rate of return is 12%, what is the value of shares for Rias Company? 

1
cs

cs

D
V =

k
RM0.20

=
0.12

=RM1.67

(b) CConstant Growth Rate 
 Although the model of zero growth can be applied by several companies, 

most of the companies will experience an increase in earnings and 
dividends from time to time. Some will expect to experience growth with 
fixed dividends or constant dividends. If the growth is constant, dividends 
that will be receivable in the following year (Dt) is equivalent to: 

                                          or  (4.10)  

Where:

Dt = Dividend for period t 
Dt-1 = Dividend that was paid in the previous year  
g = DividendÊs rate of growth 

By using formula 4.10, we can find the dividend for any given year. 

D1 = D0 (1+g) 

D2 = D1 (1+g) 
 = D0 (1+g) (1+g) 
 = D0 (1+g)2

D3 = D2 (1+g) 
 = D0 (1+g)2 (1+g) 
 = D0 (1+g)3

D1 = Dt-1 (1+g) Dt = D0 (1+g)t
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D4 = D3 (1+g) 
 = D0 (1+g)3 (1+g) 
 = D0 (1+g)4

By using the basic method to estimate the dividends in the future, we can obtain 
the present value of the shares (Vcs) by using formula 4.6. 

Step 1: Find the cash flow that is expected to be received in the future  
(dividend); 

Step 2: Calculate the present value for all dividend payments; and present 
value of dividends that are expected to be received in the future. 

As the growth (g) is constant, equation 4.6 can be modified as follows: 

2 t
0 0 0

cs 2 t
cs cs cs

D (1 g) D (1 g) D (1 g)
V ...

(1 k ) (1 k ) (1 k )
 (4.11) 

Subsequently, the equation above can be simplified to the following equation if 
the holding period is infinity: 

1
cs

cs

D
V =

k g
 (4.12)  

Formula 4.12 is better known as the GGordon Model, named after Myron J. 
Gordon, the individual who created and popularised the said formula. Formula 
4.12 is used to find the present value of ordinary shares that experience a 
constant rate of growth. In theory, the required rate of return (kcs) must be bigger 
than the value of the rate of dividend growth (g). If the required rate of return is 
lower than the rate of dividend growth, you will obtain a negative divider and 
the value of the shares cannot be determined. In a real situation, if the investor 
expects the dividend will increase at a higher rate, then the required rate of 
return will also be higher than the rate of dividend growth. 

Example 4.9 

BBB Company paid dividends of RM0.20 at the end of last year and is expected 
to pay cash dividends every year starting from now until forever. The rate of 
growth for each year is 10% while the rate of return is 15%. 
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Step 1:  Find the dividends that will be received 

D1 = D0 (1+g) 
 = 0.20 (1+0.10) 
 = RM0.22 

Step 2:  Find the present value of the shares 

–
1

cs
cs

D
V

k g
0.22

0.15  0.10
RM4.40

(c)  Inconstant Dividend Growth  
 Companies expand according to the product lifecycle that is being 

transacted. Sometimes there are companies that will experience faster 
growth in the beginning compared to the overall economic situation. Then 
there is a possibility that it will grow parallel with the economic growth 
and finally, its growth will be slower than the economic growth. 
Companies facing this kind of situation are known as companies with 
inconstant growth or fluctuating growth. Figure 4.6 shows the illustration 
of inconstant growth compared with constant growth and zero growth. 

Figure 4.6: Illustration of dividend growth rate  
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Figure 4.6 shows the dividend for a company that experiences inconstant growth. 
Dividends are expected to increase by 25% for the first three years, after which, 
the growth rate is expected to fall to 6% a year for a rather long period. The value 
of shares for this company is the same with the present value of the dividends 
that are expected in the future, as shown in equation 4.6. It also involves three 
steps:

(i) calculate the present value of dividends for the entire period of inconstant 
growth;

(ii) calculate the share price at the end of the inconstant period of growth, 
which is at the point it changes to constant growth, next discount this price 
at present value; and 

(iii) add the present value obtained from step 1 and step 2 to obtain the intrinsic 
value, Vcs.

Example 4.10 

By using the illustration in Figure 4.6, calculate the present value of ordinary 
shares that experienced inconstant growth. Assume the following five 
information are given: 

Kcs =  Rate of return required by investors (12%) 
n =  Period of inconstant growth (3 years) 
gs =  Rate of dividend growth throughout the period of inconstant growth 

 (25%) 
gn =  Fixed rate (6%) 
D0 =  Amount of the last final paid by the company (RM0.20 per share) 

Calculations: 

Step 1: Calculate the expected dividend at the end of each year throughout the 
period of inconstant growth. The rate of inconstant growth, gs, for the period of 
three years is 25%. 

 D1 = D0 (1+g) 
  = RM0.20 (1+0.25) 
  = RM0.25 

 D2 = RM0.25 (1+0.25) 
  = RM0.3125 

 D3 = RM0.3125 (1+0.25) 
  = RM0.3906 
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Step 2: The price of shares is the present value of dividend from year 1 to infinity, 
therefore it is required to obtain the value of dividend at year four, D4, by using 
the constant growth rate of gn = 6%. 

D4 = RM0.3906 (1+0.06) 
 = RM0.414 

Next, we use the formula for constant growth rate to find the price at year three 
that is the present value of dividend from year 4 to infinity. 

4
3

cs n

D
P

k g

RM0.414

0.12 0.06

RM6.90

Step 3: Discount the cash flow for year 1-3 and the present value of dividend at 
year 4 at the required rate of return, kcs = 12%, to obtain the intrinsic value for 
ordinary shares.  

cs 12%, 1 12%, 2 12%, 3 12%,3V =RM0.25(PVIF ) + RM0.3125(PVIF ) +RM0.3906(PVIF ) +RM6.90(PVIF )

         + RM0.3906(0.7118 )+ RM6.90(0.7118)

       =RM0.223 + RM0.249 + RM0.278 + RM4.911

       =RM5.66 

The valuation process above can be shown by using a time line as seen in Figure 
4.7.

Figure 4.7: Process of finding the value of company shares that experienced inconstant 
dividend growth 
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The value of RM6.90 stated in Figure 4.7 is the second cash flow at year 3. The 
shareholders can sell it at year three at the price of RM6.90 or in other words, it is 
the present value of dividend cash flow from year 4 to infinity. 

4.7.3 Required Rate of Return for Ordinary Shares  

As explained, the expected rate of return for bonds is the return that is expected 
to be received by the bonds holders on the investments. The expected rate of 
return for ordinary shares is the rate of return expected by ordinary shareholders 
on their investment. Finance managers use the expected rate of return for 
ordinary shares to evaluate the effect of ordinary shares towards the companyÊs 
new funding costs. 

The rate of return is calculated based on the value or price of shares and 
dividends that are received. The equation of share valuation can still be used to 
estimate the expected rate of return for ordinary shares. However, this equation 
must be modified as the value required is the required rate of return or the rate 
of return used to discount cash flow. 

The expected rate of return is also shown for the three aspects of growth: 

(a) ZZero Growth 
 To find the expected rate of return for dividends that experience no growth, 

we can use formula 4.13. 

   cs
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 (4.13) 

As we are looking for the value for the rate of return, the formula above can 
be modified as follows: 
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Example 4.11 

Cergas Maju Company has just sold its ordinary shares at the price of RM2.30 per 
share. Last year, the company paid dividends of RM0.25. Based on the economic 
situation and the current developments in the company, the management expects 
that the company will not experience growth for a long period of time. What is 
the expected rate of return for the shares of Cergas Maju Company? 
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RM0.25

RM2.30
10.87%

(b) CConstant Growth Rate  
 To find the expected rate of return for dividends at a constant growth rate, 

we can use formula 4.15. 

1
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 As we are looking for the value for the required rate of return, the formula 
above can be modified as follows: 

1
cs

cs

D
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 (4.16) 

From the equation above, the required rate of return for ordinary shareholders is 
equivalent to the rate of return for dividend added with the growth factor. Even 
though the rate of growth (g) is applied to the rate of growth for dividend of the 
company, assume that the value of shares is also expected to increase at the same 
rate. This is because g represents the percentage of annual rate of growth for the 
value of shares. In other words, the rate of return required by investors is filled 
by  dividends received including capital gain, as reflected by the expected 
percentage rate of growth in the share price. 

Example 4.12 

The ordinary shares for Maju Jaya Company were recently sold at the price of 
RM3.38. The company has just paid dividends of RM0.30 per share and is 
expected to experience constant growth of 8.5%. If you purchase these shares in 
the market, what are the returns that you would expect to receive? 

1
cs

cs

D
K = +g

V

RM0.30 (1 + 0.085)
= +0.085

RM3.38
= 0.1813  atau 18.13%
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Based on the formula g = ROE x r, what are the factors that influence 
the value of ordinary shares? 

1. What are the two forms of returns that will be obtained by ordinary 
shareholders on their investments? 

2. Litar Company is expected to pay dividends to its companyÊs 
ordinary shareholders for RM0.18 next year and the growth rate is 
fixed, that is at 5% per year. The market price of these shares is 
estimated to value at RM4.25 at the end of next year. If the required 
rate of return is 11%, what is the present value of these shares? If you 
own shares in Litar Company, will you sell those shares? Why? 

3. TAB Company has just paid dividends to its shareholders for 
RM0.50. The company expects dividends to experience a 
remarkable growth rate for the period of 3 years from now that is 
for 15% and subsequently will experience a constant growth rate of 
4%. The rate of return required by investors is 12%. What is the 
price for shares of TAB Company? 

4. What do you understand by the rate of return expected by 
investors?

5. Ordinary shares of Mesra Company had just been sold at the price 
of RM2.30 per share. The company expects to experience a 
constant growth rate of 10.5% and the dividend at the end of the 
year is expected to be at RM0.25. 

(a)  What is the expected rate of return for the shares of Mesra 
Company?

(b)  If the required rate of return is 17%, will you buy those 
shares?

EXERCISE 4.5 
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PREFERENCE SHARES

Preference shares are also known as hybrid securities as it have characteristics of 
bonds and ordinary shares. Table 4.4 lists down the similarities and differences 
between preference shares with ordinary shares and bonds. 

Table 4.4: Similarities and Differences of Preference Shares with Bonds and Ordinary 
Shares 

ITEM Bond Preference Shares Ordinary Shares 

Dividend Bond holders receives 
interest at a fixed rate 
and period. 

Payment of dividend is at 
a fixed rate and period. 

Payment of dividend is 
unlimited but must be 
declared first by the 
board of directors of the 
company.

Claims on 
earnings
and assets 

Has priority claims on 
the earnings and 
assets compared to 
preference shares and 
ordinary shares. 

Has priority claims on the 
earnings and assets 
compared to ordinary 
shares, but only after the 
claims of bonds had been 
settled. 

If liquidation occurs, the 
ordinary share holders 
have the last claim on the 
earnings and assets after 
bond holders and 
preference shares. 

Maturity 
period

Bonds have maturity 
period.

Preference shares do not 
have maturity period. 
Ownership remains as 
long as the company is in 
operation.

Ordinary shares do not 
have maturity period. 
Ownership remains as 
long as the company is in 
operation.

Voting
rights 

Bond holders do not 
have the right to vote 
the members of the 
board of directors. 

Preference shareholders 
have voting rights to 
protect their interest. 

Ordinary shareholders 
have voting rights as 
owners of the company 

4.8

Try to think why preference shares are less popular compared to 
ordinary shares. 
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4.8.1 Characteristics of Preference Shares 

Before we discuss how preference shares are valuated, we must first understand 
the characteristics of preference shares. 

(a) IIssuance of Several Classes of Preference Shares 
 Normally, a company will issue several classes of preference shares that 

have different characteristics and different degree of  priority in the aspect 
of assets claim if liquidation occurs. 

(b) CClaims on Assets and Earnings 
 Preference shares have priority in the aspect of claims on assets and 

earnings compared to ordinary shares. For companies that issue several 
classes of preference shares, priority of claims will be specified based on the 
characteristics of preference shares. Therefore, in the aspect of risks, the risk 
of preference shares are lower compared to the risks of ordinary shares but 
higher compared to the risks of bonds. 

(c) CCumulative Dividends 
 If there are dividends in arrears, the company must pay those dividends 

first before the payment of dividends for ordinary shares are declared. This 
characteristic is to protect the interest of preference shareholders. 

(d) PProvision for Protection  
 The provision for protection is a provision that is normally included in the 

issuing conditions of preference shares. It is for the purpose of protecting 
the interest of preference shareholders. For example, provide voting rights 
and if there is failure in paying dividends or by barring the dividend 
payment of ordinary shares if the payment for sinking funds is not made. 

(e) CConvertible Preference Shares 
 Convertible preference shareholders have the option to change their 

existing preference shares to several unitsÊ of ordinary shares according to 
the ratio prescribed when the shares were issued. This is an attraction to 
investors and can also reduce the cost to the issuer of preference shares. 

(f) RRedeemable Preference Shares 
 Companies that issue preference shares would normally provide a method 

for the purpose of redeeming the preference shares issued. If there is no 
redemption method, the company will not benefit from the reduction of 
interest rates. When interest rates decrease, the company will redeem the 
preference shares that are currently available and issue new preference 
shares at a lower rate. 
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There are two methods for the redemption of preference shares that are normally 
used, these are: 

(i)  Provision for Call Option 
 This method enables the issuing company to buy back the preference shares 

at a price that had been specified and within a period that had been 
specified.

(ii)  Provision for Sinking Funds 
 This method requires the issuing company to separate a sum of money 

periodically for the purpose of redeeming preference shares. The amount 
that has been accumulated will be used to buy back the preference shares 
by using the call option or any other cheaper methods. 

VALUATION OF PREFERENCE SHARES 

As explained, the owners of preference shares generally receive fixed dividends 
from its investment at each period. It does not have maturity period or in other 
words, it is perpetuity. Just like the valuation of ordinary shares, the valuation 
process of preference shares also involve three steps. These steps are as follows: 

(a) assume the amount and timing of the cash flow that will be received from 
the investment of the preference shares; 

(b) calculate the risk level of cash flow that is expected to be received and then 
determine the rate of return required by the investors; and 

(c) calculate the intrinsic value of preference shares by discounting all the cash 
flow that is expected to be received by using the required rate of return. 

4.9

Dividend of preference shares must be paid before the dividend of 
ordinary shares at the  amount and period specified. In your opinion, 
should this dividend be categorised as a liability to the company such as 
debts? Why?

Preference shares enable its holders to receive fixed dividends. How 
are fixed dividends paid? 
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As preference shares do not have maturity period, the dividends are expected to 
be received continuously until infinity. Therefore, the formula to calculate the 
value of preference shares is as below: 

ps

ps

Annual Dividends
Value of Shares =     

Required Rate of Return

D
                  V =

k

 (4.17) 

Example 4.13 

The annual dividend that is expected to be received is RM0.36 per share. The rate 
of return required by investors is 7%. Calculate the value of these preference 
shares.

ps
RM0.36

V
0.07

RM5.14

4.9.1 Expected Rate of Return for Preference Shares 

The purpose of finding the expected rate of return for preference shares is the 
same with the purpose of finding the expected rate of return for ordinary shares 
and bonds, which is to evaluate the effect of preference shares on the new 
funding costs for the company. To calculate the expected rate of return for 
preference shareholders, formula 4.17 needs to be modified as follows: 
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Example 4.14 

Cher Mate Company sold its preference shares at the price of RM5.50 and pays 
dividends of RM0.25 per share. What is the expected rate of return if you 
purchase the said shares at market price? 

ps
ps

D
k

V

RM0.25

RM5.50
4.54%

There are several types of investments such as shares, real estate, 
bonds, equities and unit trust. Which is more suitable for you or are 
you the type of person who will only create savings in the banks? 

You can get more information on shares in Malaysia through the Bursa 
Malaysia website at http://www.klse.com.my.
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1. Ordinary shareholders are ____________ 
 (i.)  owners of the company 
 (ii.) managers of the company 
 (iii.) creditors of the company 

A. i 
B. i,ii 
C. ii,iii 
D. i,ii,iii 

2. Everything below has an effect on the value of ordinary shares 
EXCEPT: 
A.  par value 

 B.  risk-free rates 
 C.  growth of dividends in the future 
 D.  dividends in the future 

3. If an investor believes that a share is ____________, he should 
____________ the share to receive more profit. 

 A.  devalued; buy 
 B.  undervalued; sell 
 C.  correctly valued; buy 
 D.  correctly valued; sell 

4. Preference shares mean __________________ 
 (i.)  priority over ordinary shares in the aspect of claims on assets 
 (ii.)  priority over ordinary shares in the aspect of dividend

 payments 
 (iii.)  priority over ordinary shares in the aspect of voting rights  

A. i
B. i, ii 
C. ii, iii 
D. i, ii, iii 

5. Preference shares have characteristics similar to bonds because it 
___________. 

 A. has a fixed monthly rate 
 B. has a fixed dividend amount 
 C.  represents the ownership of the company 
 D.  all of the above 

6. Why is preference share stated as hybrid security? 

EXERCISE 4.6 
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7. What is the value of preference shares if the dividend rate is 16% 
from its par value of RM10? The required rate of return is 12%. 

8. You own 150 units of preference shares of Mapa Company. These 
shares had just been sold at the price of RM3.85 per share and the 
annual dividend is RM0.35. 
(a) What is the expected rate of return? 
(b) If the required rate of return is 18%, will you sell or buy 

these shares? 

9. Maju Company had just paid dividends of RM1.32. If the growth 
rate is expected at 7% perpetually and the rate of return required 
by investors is 11%, what is the price of Maju CompanyÊs shares? 

10. Chips Computer Sdn. Bhd. had just paid dividends for ordinary 
shares of RM1.15. For the next two years period, the company is 
expected to experience high growth as high as 15% and 13% for 
the third year and consequently with a fixed rate of 6%. The 
required rate of return for the companyÊs shares is 12%. Calculate 
the value of shares for Chips Computer Sdn. Bhd.  

11. Recently, Tenun Company had just issued its ordinary shares at 
the price of RM4.05 per share. Dividends are expected to be paid 
at the end of this year for RM0.24 per share and are expected to 
experience a fixed growth  rate of 7% per year. What is the 
required rate of return for these shares? 

12. Last year, Primax Company paid dividends for RM0.40, and this 
year the dividends are expected to experience a growth rate of 
10%. The company had just paid dividends of RM0.44. Through a 
new technique in producing their products, Primax expects to 
obtain high achievement in the short term that is, at 25% per year 
for the first three years. After this, the growth is expected to 
return to normal for a long period, that is 10% perpetually. If 
investors required 15% rate of return, what is the price of the 
company's shares today? 

13. If Cabin Company pays dividends as much as RM1.00 per year 
for its preference shares and the required rate of return is 12%, 
what is the value of these preference shares? 

14. What is the rate of return required for preference shares if the 
dividends payable every year is RM0.15 with a par value of 
RM4.00? These shares had just been sold at the price of RM5.00. 
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Valuation is a very important process in finance. This is because in finance, the 
value of an asset is measured with considerations on the factors of timing and 
risk, and not based on the historical value. Understanding the concept of value 
and having skills in valuations are very important to assist the manager in 
making financial decisions for the company. This is in accordance to the objective 
of the company in maximising the shareholdersÊ wealth. 

This chapter had discussed the valuation of bonds as one of the long-term 
resources in funding that is becoming more important in the capital market. In 
the valuation process, you will obtain the intrinsic value, which is the actual 
value or true value of an asset and this value is emphasis in finance. This value 
will then be compared with the selling price of the bonds in the market. If the 
selling price of the bond in the market is higher than the intrinsic value, the bond 
is said to be overvalued and if the reverse occurs, the bond is said to be 
undervalued. Therefore, you can make prudent decisions from the results 
obtained.

The yield to maturity (YTM) can also be a basis in making investment decisions 
as it is the rate of return that can be expected if you hold a bond until its maturity 
date. This rate will then be compared with the rate of return required by 
investors. If this rate is higher than the required rate of return, then the 
investment is a good one. 

Two types of shares were discussed in this chapter, which are the ordinary 
shares and preference shares. Both these types of equities are long-term funding 
resources. However, focus was given on ordinary shares as it is a more important 
funding resource and the usage is wider than preference shares. The objective of 
valuating ordinary shares and preference shares is the same with the objective of 
valuating bonds, that is to find the intrinsic value or true value of shares to assist 
in decisions making on funding or investing. The valuation process of ordinary 
shares requires you to make estimates on dividends for the coming years in 
advance.

Dividends are an important component in the valuation of ordinary shares and 
preference shares because it is a cash flow that must be discounted to obtain the 
share value. For this reason, we had learned the valuation of ordinary shares 
with different growth rates for dividends. This chapter also discusses the rate of 
return that is expected to be received from the investment in ordinary shares and 
preference shares. Knowing the expected rate of return receivable is also 
important as it influences the funding and investment of the company. 




