
Lecture 1 

 

Introduction to Investment Analysis II / Advanced Investment Analysis 
 

READING: 

 

Core texts 

 

This should be largely revision: 

 

Gregory, 2001, Ch 3& 4 (pp67-94 only) 

Penman Ch 4 

 

Additional reading: 

 

Barker Ch 2 & 3 

 

 

Tutorials: 

 

1. From today’s Financial Times, establish the dividend yield on the market, the return 

on index-linked gilts, and the implied future return on the UK stockmarket if the 

future rate of GDP growth is 2% p.a. in real terms.  Use this to form an estimate of the 

real and nominal return required on the equity of British Vita plc which has a beta of 

1.13, assuming investors have: (a) a 1-year expected holding period; (b) a 10 year 

expected holding period.  Explain the difference between your answers. 

2. Assume X plc has a current dividend yield of 4% and that it’s shares are priced at 

£1.20.  You expect the dividend to grow at a real rate of 5% p.a. for the next two 

years, 3% p.a. for years 3-5, after which growth will revert to the general growth level 

in the economy of 2%.  You believe that a real risk premium of 4.5% is appropriate, 

that the stock has a beta of 1.2, and that the nominal risk free rate is 5% p.a..  Your 

estimate of the expected inflation rate is 2.5% p.a.  What is the estimate of the share’s 

value?  How much of this is made up of “continuing value”? How sensitive is the 

valuation to a 0.5% change in the dividend growth estimate?  What would dividend 

growth need to be beyond year 5 for the share to be worth £1.20?   

3. Write spreadsheets that flexibly allow you to change the duration of the abnormal 

growth periods covered in the lecture.  Develop one for the 2-stage growth model and 

another for the H-model of Fuller and Hsia (1984).  Use these to prove the answers to 

the General Mills and Siemens examples given in the lecture.  Now investigate what 

happens if: 

a. For General Mills the initial growth is 12%, the long run growth is 5% and the 

beta is 1.1; 

b. For Siemens the initial growth is 20%, the abnormal growth period is 10 years, 

and the normal growth rate is 6%.  The risk free rate becomes 5% and the 

MRP 4%.  Estimate both the H-model value and the accurate value. 


