
Corporate Bond Analysis and Valuation

     Jill Dougherty was hired as an investment analyst by A.M. Smith Inc. for the Cincinnati, Ohio 
office based on her sound academic credentials, which included an MBA from a top ranking 
university and a CFA designation.  At the time for her recruitment she was told that one of her 
responsibilities would be to conduct educational seminars for current and prospective clients.
     A.M. Smith Inc., a prestigious investment services firm, with branches in 30 major 
metropolitan areas, had achieved most of its success due to its excellent client relations and focus 
on client support.  The firm ranked among the very best in terms of the number of successful 
equity underwriting deals undertaken.  Recently, a large utility company had hired it as the leading 
investment banker for a major corporate bond issue.  Since most of its retail customers were more 
familiar with stock investment, John Sullivan, the branch manager at the Cincinnati office, asked 
Jill to prepare and present a seminar outlining the various implications of fixed income 
investments.  “About 60% of our investors are in the 55+ age group, Jill, so we should not have 
much trouble convincing them of the benefits of investing in bonds” remarked John.  “However, 
they may need clarifications regarding various terms and concepts associated with fixed income 
investing.  Your job is to convince them of the relative safety and income potential of corporate 
bonds” said John.
     In preparation for the seminar, Jill called up a few of her best clients and queried them 
regarding their awareness of the risk and return potential associated with corporate bond 
investments.  She realized that apart from a good knowledge about the current level and stability 
of interest rates and inflation, most customers were not very familiar about the finer aspects of 
bond investing.  Bond features like callability, convertibility, sinking fund provision, bond ratings, 
debentures, interest rate risk, etc. were not well understood by most of the clients she interviewed.  
Most of them seemed awfully interested in knowing more about the opportunities offered by bond 
investing and Jill knew that she would have a good turnout at the seminar.  She decided to refer 
back to her Finance textbook and dig out some definitions and examples that she could use in her 
PowerPoint presentation.  She downloaded current data for outstanding bonds of various 
maturities, ratings, and coupon rates (see Table 1) and started preparing her slides.

Table 1
Corporate Bond Information

Issuer Face 
Value

Coupon 
Rate

Rating Quoted 
Price

Years until 
Maturity

Sinking 
Fund

Call 
Period

ABC Energy $1,000 5% AAA $703.1 20 Yes 3 Years
ABC Energy $1,000 0% AAA $208.3 20 Yes NA
TransPower $1,000 10% AA $1,092.0 20 Yes 5 Years
Telco Utilities $1,000 11% AA $1,206.4 30 No 5 Years



Questions:

1. How should Jill go about explaining the relationship between coupon rates and bond prices?  
Why do the coupon rates for the various bonds vary so much?

2. How are the ratings of these bonds determined?  What happens when the bond ratings get 
adjusted downwards?

3. During the presentation one of the clients is puzzled why some bonds sell for less than 
their face value while others sell for a premium.  She asks whether the discount bonds are a 
bargain.  How should Jill respond?

4. Jill knows that the call period and its implications will be of particular concern to the 
audience.  How should she go about explaining the effects of the call provision on bond 
risk and return potential?

5. How should Jill go about explaining the riskiness of each bond?  Rank the bonds in terms 
of their relative riskiness.



Gilbert Enterprises

     Tom Gilbert, founder and chairman of the board of Gilbert Enterprises, could not believe his 
eyes as he read the quote about his firm in The Wall Street Journal.  The stock had closed at 
$35.25, down $3.75 for the week.  He called his Vice president of Finance, Jane Arnold, and they 
agreed to meet on Saturday morning at 9:00 for breakfast.
     When Jane arrived, they reviewed the stock’s performance for the last few months.  Although 
the stock opened the year (1999) at $28.5 per share, it had reached a high of 50 in March, but had 
steadily slid in value to its current level of $35.25 in mid-May.  Tom and Jane both thought the 
stock was undervalued in the marketplace and were seriously considering an announcement that 
the firm was going to repurchase up to one million of its own shares in the open market beginning 
on June 1st of 1999.  They thought that would send a message to investors that the market had 
placed the stock at an unrealistically low level.
     Before taking any action, they decided to consult with their investment banking representative, 
Albert Roth, senior vice president at the investment banking firm of Baker, Green and Roth.  Roth 
had aided the firm in initially selling its stock to the public (going public) five years ago and was 
quite familiar with its operations.  Although he was surprised to receive their call during an early 
Saturday morning round of golf at the country club, he promised to get back with them in the next 
few days with his recommendation on a stock repurchase.

The Firm’s Business

     Gilbert Enterprises was the third largest firm in the auto parts replacement industry, 
specializing in brake parts, power transmissions, batteries, cables and other products related to 
used automobiles.  Although most of the auto industry advertising relates to flashy new cars, 
Albert Roth knew that the auto parts replacement industry was becoming increasingly important.
     His research indicated that the average age of an automobile life had reached eight years in 
1999, up from a mere 6.8 years in the mid-1980’s.  Why?  New vehicle price increases have far 
surpassed the rise in consumer income.  People are forced to keep their old cars longer whether 
they want to or not.  Furthermore, the Clean Air Act of 1990 (and other legislation) has mandated 
more emission inspections and maintenance programs.  Consumers are being forced to spend more 
money to update older automobiles to meet these standards.

Valuation

     Gilbert Enterprises had the most advanced just-in-time (JIT) inventory management system in 
the industry.  For that reason, Albert Roth believed the firm would enjoy supernormal growth 
beyond industry standards for the next three years.  His best estimate was that a 15% growth rate 
during that time period was entirely reasonable.  After that time span, a more normal growth rate 
of 6% was expected.  Because of the supernormal growth potential, he decided to consult Chapter 
7 of the Ross, Westerfield and Jordan textbook to compute the value.  Current dividends were 
$1.20 per share and he decided to use a required rate of return of 10%.
     He discussed this approach with his partners and while they generally agreed, they suggested 
that he also consider a more traditional approach of comparing the firm’s price-earnings ratio to 
other firms in the industry.  Price-earnings data along with other information are shown in Table 1 
for Gilbert Enterprises and three other firms in the industry.



Table 1
Comparative Data for Auto Parts Replacement Firms

Gilbert 
Enterprises

Reliance 
Parts

Standard 
Auto

Allied 
Motors

Annual Growth in EPS (last 5 years) 12% 8% 7% 9%
Return on Stockholders’ Equity 18.0% 25.3% 14.0% 15.3%
Return on Total Assets 12.1% 8.1% 10.5% 9.8%
Total Debt to Total Assets 33% 68% 25% 36%
Market Value $35.25 $70.50 $24.25 $46.75
Book Value $16.40 $50.25 $19.50 $50.75
Dividend Yield 3.40% 2.18% 5.26% 3.12%
P/E ratio 16.8 24.1 14.2 18.1

Questions:

1. Using the approach for the valuation of a supernormal growth firm, computer the value of 
Gilbert Enterprises’ stock.  Does the firm appear to be undervalued or overvalued?

2. Examine the data in Table 1 and explain whether the firm’s P/E ratio appears to be 
appropriate in light of other firms in the industry.

3. Based on the answers to question 1 and 2, what recommendation would you suggest that 
Albert Roth make in terms of stock repurchase?


