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Chapter 9: Discounted Cash Flow Application

average mendation that is different than the expected ROE that the method assumes
the utility will earn forever. For example, using an expected return on equity
of 11% to determine the growth rate and using the growth rate to recommend
(9-10) a return on equity of 9% is inconsistent. It is not reasonable to assume that
this regulated utility company is expected to earn 11% forever, but recommend
— a 9% return on equity. The only way this utility can earn 11% is that rates
) be set by the regulator so that the utility will in fact earn 11%. One is assuming,
y: in effect, that the company will earn a return rate exceeding the recommended
cost of equity forever, but then one is recommending that a different rate be
granted by the regulator. In essence, using an ROE in the sustainable growth
ywth in formula that differs from the final estimated cost of equity is asking the
s equity regulator to adopt two different returns.
1ancing
ng at a The circularity problem is somewhat dampened by the self-correcting nature
Il grow of the DCF model. If a high equity return is granted, the stock price will
wverage increase in response to the unanticipated favorable return allowance, lowering
nent is the dividend yield component of market return in compensation for the high
ancing, g induced by the high allowed return. At the next regulatory hearing, more
tability conservative forecasts of r would prevail. The impact on the dual components
market of the DCF formula, yield and growth, are at least partially offsetting.
sed in
Third, the empirical finance literature discussed earlier demonstrates that
the sustainable growth method of determining growth is not as significantly
growth correlated to measures of value, such as stock price and price/earnings ratios,
atb, r, as other historical growth measures or analysts’ growth forecasts. Other proxies
visage. for growth, such as historical growth rates and analysts’ growth forecasts,
growth outperform retention growth estimates. See for example Timme and Eise-
recasts man (1989).
rement
predict In summary, there are three proxies for the expected growth component of
sast of the DCF model: historical growth rates, analysts’ forecasts, and the sustainable
growth method. Criteria in choosing among the three proxies should include
ease of use, ease of understanding, theoretical and mathematical correctness,
recast and empirical validation. The latter two are crucial. The method should be
ned in logically valid and consistent, and should possess an adequate track record
nds of in predicting and explaining security value. The retention growth method is
itcome the weakest of the three proxies on both conceptual and empirical grounds.
issions The research in this area has shown that the first two growth proxies do a
nethod better job of explaining variations in market valuation (M/B and P/E ratios)
iented. and are more highly correlated to measures of value than is the retention
‘ecom- growth proxy.
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