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The search for ihe growth component in the discounted cash flow 
model. 

David A. Gordon, Afyron]. Gordon, and Lawrence I. Gould 

, he yield. ;;.t tvh.idt a share of stock is selling, 
also c~ped its expected reh:u:n or required rehlrn, is 
an important statistic in finance. Fmm use it in choos­
ing among i11Vestrnent opportunities and financing 
aliez:natives, ;md investors use it in making portfolio 
decisions. Nevertheless, the yield at which a share is 
scllh;g is a dlfiic-.Ut quiintlty to measure, w hich bas 
limited its u~;;: in ti1e practice · of fmance. This paper 
develops ~nd tests ~ basis for c.'loice among alterna­
tive methods of estimating a share's yield. 

A share's yield, like a bond 's yield, \s the ills· 
count rate that equates its expected future payments 
vvii:h it!i curxer1t price. A bond's yield is easy to mea­
sure under the common praL.iice of ignoring default 
risk, as the future paytnents are then known wil'l 
ce:rtainty. The futu.re payments on a share, however, 
are dividends and market price, and these payments 
are uncertili1A 

The common practice ls to ;epresent these fu­
ture d.lvJdend payments v.rith estimates of t-"'o num­
bers: One is the coming dividen..-1, a.>:>tl the other is a 
growth rate. The latter cen be ~..n estimate of the long­
run grov.-'ih rate in the dividend or of the growth rate 
b price over the coming period. 1'1 Li)e !a tier case, the 
estimate is celled the expected holcl!ng-period return 
(EFIT'R); in the fom•er case, it is called the discounted 
cash flow yield (DC".FY).1 ln either case, the estimate 
of a share's yield reduces to the surn of lts dividend 
yield lind a future growth rate, ·with the latier it'Jerred 
in some way from histo.Ticcl data. 

There is a Wide variety of acceptable method> 

for using historical datil to estiJn.ate futnre growth. 
Thb variation in method is illustrated in the testimony 
nf o:pert witnesses before public utility commissions 
on the fu\r return for a p\lblic ·ai:ility. ln these cases, 
!he estimates and L'Je methods used ate a matter of 
publk record. S<:>me idea of the various methods can 
be f:Jund in Morb (19M) and Kolbe, Read, and Hall 
(1984). Tile performance oi aliernative estimating 
methods has been examined in Gordon (1974), Ko1be, 
Read, and Hall (1984), Srigham, Shome, and Vinson 
(1985), •md Harris (1986). 

We have derived our basis for comparing the 
accuracy of alternative methods for estiroaHng the 
DCFf on a share from t.'le gene.raliy accepted prop­
ositions that yield should vary act:ording to risk, and 
!l1at beta is the best estimate of risk. Hence, the OC.J:'Y 
should vary among shures 1~it.h bei:il, and, between 
!:'NO methods for estimating growth, the superior 
method is the one tot which the variation in yield 
among shares is explained better by the variation i.n 
beta among the shares. 

First we present simple, plausible, and objec• 
tive me.asurement rule.> for implementing four pop· 
uJ~r and/or attractive methods for estimating the 
DCFY. We then describe }mw sample statistics may 
be used to judge the accur~ty of each me6od. We 
also describe how tne CAI'lvl model ha; been used to 

estimate share yield and explain why we do not rom· 
p:are it with the various DC..'FY methods. The following 
section ca.rr:ies out th(e comparison with samples of 
utility and industrial share5, and the last section pre-
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sents the conclusions that may be dra'I'Jn frorn the 
findings. 

At:JERNATlV'£ MEASl.JR'Et!!J'.NT 
RULF.S FOR A SHARe'S YIELD 

Under the DCF rnethod or model for estimating 
!:he expected :return on a s tock, the yield for the jth 
stock is: 

where: 

GR, 

DCF yield on the jth stock a\ time t., 

dividend yield on the jth i;tcck a t time t, 
a."ld 

long--nJn growth rate: in the CJvidend on 
the jt.h stock that investors expect at time 

In what follows, we omit the time c.nd firm 
subscripts on the variables when they are not re­
gt:Ured . Also, DCFY '<'<ill refer to the \11Ut..n1Y<'>'T\ \:rue 
yield on a share. 

The difficult problem in ani"ving at the DCFY 
is estimation of the lcng·:run growth rate that ilwes­
tors expect. Four estimates of tlmt quantity are: 

EGR ~ rate of growth in earnings per ~hare over 
a prior time period, usually ihe L~st five 
ye;;rs; 

DGR "' rate cf gro'O'Ith in dividend per share over 
a ptior time period, usually the last Jive 
years; 

FRG consensus .aJnong. securHy analyst" fore­
ca..-;t:; of the growth .rale in eamings, over 
the next five years; a.'>d 

B:RG an average over the prior five years of the 
product of the retention rate band raie of 
return on common equity ron a stock. 

The estimate of share yield !:hat incorporates each of 
th ese estimates of growth is der1oted KEGR, KDGR, 
KFRG, and I<BRG, respectively. 

A case can be made for each of the four meth­
ods for estimating growth. KEGR, KDGR, and KBRG 
have been widely used in public utility test1mony and 
in research on stock valuation models. Tlu; raiionale 
for KEGR is the belief that the past growth rate L"1 
e<1r.nirtgs is l:h<! best predictor of future growt.l:l in earn­
ings and dividends. The rationale for KDGR is that 
the future growth rate in dh'idends is the statis tic we 
'N<mt to .estimate, and the past dividend record is free 
of the noise in pasl earnings.• TI.te rationale for k.'BRG 
is that all variables v.ill grow at this rate if the firm 
earns r and retains b. Furthermore, as Gordon and 
Gould (1980) show, KEGR and KDGR >vill be biased 
in one direction or anNher Jf r and h have changed 
over th e last five years . As for K'rRG, security analysts 

are ;;-rofess!onals ernploved to forecast future o~r· 
forrr:~nr.e; theh· forecast<;; are widely accepted• by 
investors. The IBES collection of forecast growth rates 
of security analysts compiled by Lynch, Jones, iind 
Ryan has increased the popularity of this estimate, 

As stated earlier, we may also take the yield 
on a share as the stun of the dividend yield and the 
expected rate o£ growth in price over the coming pe· 
riod. This estimate of a share's yield is widely u~ed 
in testing the CAPM, with the average HPR over the 
prior five years commonly used in such empirical 
wmk On the other ha..>1d, this estimate of a share's 
yield varies .so widely among firms and over time as 
to be patently in error as an estimate of share yield/ 

BASIS OF COMPARISON 

To compare the accuraq of t.!--,e four estimates 
of the DCFY stated above, we regress the data tL"'lder 
ez;ch estimate on beta for a sample of shares. If KEGR 
is the esthnate, 

(2) 

The rationale for this expression lies in the risk pre· 
mium theory of share yield, where the share yield is 
equal to the interest rate plus a risk premium that 
varies with the share's relative risk. Hence, if BET A 
is an error-free indE'.x of relative risk, c;, is equal to the 
interest rate, and n1 is tbe risk premium on the market 
portfolio or standard share.1 

Tile higher the correlation between KEGR and 
BETA, assuming that u, is positive, the greater the 
confidence we 1nay have in KEGR as an estimate of 
Du)". VJe cannot rely solely on the correlation, 
though, in selecting among the methods for estimat­
ing DCFY. Errors in KEGR as a basis for estimati.":lg 
the DCFY on the jth share have random and system­
atk components. The former is "i' and its average 
value can be taken as the root mean square error of 
the regression (MSE). The larger the root MSE of the 
regression, the iess attractive KEGR is as an estimate 
of 5hare yield, because the error mikes the problem 
of choic~ benveen KEGR; and KEGR1 - •1 more acute. 
(That problem will be discussed shortly.) 

The systematic error is the difference bet-.veen 
the tlllknown tnle )rield on the }lh share, DCFY1, and 
the value predicted by Equation {2). There is no ob­
vious measure of the systematic error, as we do not 
know DCFY1, but sa..-np!e values of o:0 may provide 
information un Hs average value . The difference be­
tween a 0 and the interest rate is an indicator of sys­
lerna tic error, because the difference is zero under the 
risk premium theory. Error in the measurement of 
BETA biases a 0 upward, but, with the same BETA for 
each share used ln all four regressioru;, differences in 
n:_0 are indicators of systematic e rror.5 
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ln adch'ti.on to regression statistics!" the sample 
rne.z-u1 and standard deviation of f(EGR is a source of 
info:.rmation on its t.:.ccun1c.:y as a 1nethod Jor the esM 
H:nation of DCFY. lf the mean departs radically from 
the long-term bond rate., or if the standard dev iation 
indicates an unreasonable range of variatic;-, <J..'"!long 
shares! the ao.:uracy of the :rnethod is open to qnes­
tion. P.Jv:>,. the san1ple mr:an rnay be a so1..rrre rJf in-~ 

fonnation on the systematk er:ror for a rnethod oi 
esfu:'naticn .. l-1ence1 sample vajues for the tnean~ stan ... 
dard deviation, correlation, root MSE, and constant 
term all c:cmtribute to a judgment on a method's ac­
curacy for estim3ting the DCFY on a share. Unfor­
hmaieJy, there is no simple criterion far c.h.:Jie<; among 
the aJ.temal:ives. 

Once a condusicn is- reached on the niost: ac­
curate method for estimating DCFY ····- say, KEGR -·­
we then have rhe problem of choke betw,cen KEGR1 
and KEGR, .... >-;for the jth share. !.f the random error 
in KEGR; is due to error i.n its measurement f(.>! ihe 
jth·share; ·we s imply u&e the 'l'alue p redicted by -Equa­
tion (2:), which is KEGR; - 9· On the ot.~er hand, 
KEGR and DG"Y may vaty among shares with other 
(omitted) variables as 1<1ell as BETA, in which case t1 
is also due to the omitted variables, and KEGR1 may 
be the better estirrmte of DCFY. Unfortunately, we 
)-,ave no basis for choke among these two hypotheses, 
and the smaller the root M5E the .less troublesome 
the problem of choke benveen them. 

A more favorable tax treatment of capital gains 
over dividends should make investors prefer capital 
gains to dividends. As Brennan (1.973) has shov¥n, the 
yield i.r1vestcrs requite on a share 't-vouid then vary 

· v>'!t:h the-excessof-115 dlvidend )ield o\•e.t thein ter.est 
rate. To recognize ihb, Equation (2) becomes 

KEGR; = a. + a, BET~ + a,PM.l; + ,,, {3) 

;-;ith Dl/J: the excess of the dividend yield over the 
interest rate for the jth firm. fJ!h<mgh th e L1x effect 
shopld make <'\ positive, Hs information in DIVJ on 
share rt..sk \VOtJJd tend to make 0'1: negative. Tha t is, 
d.iviclend yield va1i es inversely with expected gTowth, 
and we would find a:!' negaHve l.nsc.1far .as growth is 
risk-;. To the extent that these two influences of the 
dividend yield offset each other, a 1 witJ tend toward 
zero. 

11le (~AP?v1 theory of how expected retur:n \.'ar·· 
1es among shares ha5 be.en proposed as an aiternafive 
to lhe DCF model for measuring yleld. lts value for 
the jth stock is 

EHP~ (4) 

expe.ded holding~pe.dod return on the 
jth share: 

EHPR"' = expected ho}ding~rn::riocl TE'hJnt <:m the 
ITHlrket portfolio. 

Tnere is an in:rportant dtffe:renr.:e bet"v.-teen this 
CAPM model of shar~ yield and the DCF model rep­
resented l>y Equation (J), The latter i.s merely an in­
stru.n;ent for measurL'"lg shnre yield: 'f;'!ere is nothing 
in the DCF model that e..xpla1ns the vatiaf:ion in yield 
Zlr,ong shares. The CA.Ph1, on the o1her hand, is a 
!henry on why at1d how yield va.ries ~mcmg shares, 
bul one rrm;;t go outside of the themy to estimete the 
variables or1 tbe right~ hand side of Equation (4) . Given 
rulrs for estimating the variables, EHPR and BETA, 
ernpirical work then prov-ides a joint test cf the theory 
and the esHn1ati.ng n_tiesJ snc h as v;e are carr:ying out 
hen:." 

The C·\PM nonetheless has been used to es­
tin:\ale share yield in testimony before regule.toq com­
rni>,sions by assigning numbers to each of !he 
·quantities on the .;iglltchn:nd .side o f.Equal:ion (4), For 
[NTR, a !nng··term bond yield is sometimes u:oed in· 
stead oi a one-period rate. BETA is eslimaled by con­
ventional methods. 

The big problem i:; the expected return on i:.'re 
market portfolio . Here the practice has been to use 
the average realized rifJk premium over a periDd of 
about fu!y years as the estimate of EHPR, - tNTR 
in Equal:ion (4) , Although the impJ:icit assumption is 
that the risk pre.miu.rn is a constant Cf,.r~.t time, ·V~o'e 
would expect the premium to chan ge from one period 
to the next for various reasons, an1ong them changes 
it fhe interest :rafe, the rlt¥k prerr1it1Il'i: on the lnarket 

, .portfol:io, -and . . the X£>lati:~~e ... taxation .nf_ .in teres! and 
share income. Hence, this estlrn2,te of share yield is 
more or .less i.n error at ;my particular time, but we 
have no v;ay of estimating this error and co1np~1ring 

the method with the others, 

COM? AltA TIV!ll't:RFORMANCE 

\.'Ve carried out our empiricrJl wo-rk with a sam· 
ple of 75 large electric ;and gas utility ilnns and a 
sample of 244 fin:ns thHt b .d ud es 169 indust::bl ftrms 
drawn from the S&F 400. We obtained share vield 
under the four rnethods for e::;timating it as of the 
star t of tt,e year for the years 198,!, 1985, and 1986, 

For the txplanalory variables, BETA for each 
share on each dn te l.rvas obtained by retr--rf':ssing the 
monthly HPRs for the sha1·e on the monthly HPRs for 
th: S&~ ~?D c:e: :h.e prior fiv.e years. DMJ for a sha.re 
;s Jts rlivu:em! v;em less the mterest rate on the on<~ 
month Tteasuq bill at the start of each yea.r. EGR ;;nd 
DGR a:re the gnnvth rates in earnings and ln divi" 
dends 'OCt !~hare, respectively} over thep:rlr,)r five. years 
aB rt:pD .. rt€1:1 on th e V~hne Line Tape. BRG is a v;elih ted 



average of the retention growth rates over the prior 
five years/ and r;RG is the average of forecast growth 
rates in earnings over the next five years reported by 
IBES. The corresponding estL.-nates of share yield 
were obtai!1ed by adding the djvidend yield at the 
star t of each year to the estimate of growth. 

Table J present~ the statistics that we obtained 
with KBRG and KFRG as th~ estin•ates of DCFY for 
the sample of utility shares and of ali shar;;s , TI1e 
means of KBRG for the utility shares seetTls reason­
able, "With the interest rate ori ten-year government 
bonds the standard or comparison, the latter being 
11.67%, 10.43%, and 9.19% at the start of 1984, 1985, 
ond 1986, respectively.." The s!"a.ndard deviations for 
KBRG are small enough to make its range of variation 
well withi..-, the bounds of reason. The lower means 
for all shares reveal that the means for bdmtrial 
shares are below the means for uillity shares.~ l'hi:; 
casts doubt on the llccuracy of KBf<G as a basis for 
es timating the DCFY on industrial shares, because 
indush1als are riskier than 11tility shares .. 

The beta model explains none of the variation 
Lrt KBRG among u tility shares, hut the iwo·factor 

model is a substantial improvement .. The DMt coel· 
fident a;: .. is positive and significant in every year, 
meaning that the \Jnfavorabl?. ta:.c ef.fec:t of a hi&h div­
idend yield domi.r1ates the favorable risk effect The 
coefiident on BET A is positive and signillcant in two 
of: the three years .. The only di'>turbing feat11:re of the 
data is the .sharp fall in R" and the corresptmding rise 
in the root }.SE relative to the standard deviation of 
KBRG llS we go rrom 1984 to 1986 .. 

The KBRG statistics for all shares i!lt'e substan­
tially i:nfer:icr to the utility share statistics. This forces 
the unhappy conclusion tha t, for industrial shares, 
BETA is a poor measure of risk, or KBRG is a poor 
measure of DCFY, or both. 

"l11e KFRG statistics for the utility sample are 
superior to the KERG statistics. The means are reason­
able under the two c:riteria of bcing above the interest 
rate and moving vlith it. The range of variation of 
KFRG suggested by its standard deviations seems 
re<;sonable. The sta\istics for the beta model are a 
siight improvement on the corresponding statistics for 
KBRG . Furthermore, the l.wo-factor model does a 
good job of explaining the variation in KFRG among 

TABLE 1 

S~rnple a.-,d R"t.""ssion 5tan•tie!i icr KllRG end KFRG. 
Utility Shates and AU 5hl'ires, I964s 1955, p,,nd l986 

UTI!...JTY SHARES {75) 

T..-!ea:n 14 .. 64 14.38 12.9-3 1.5 64 14.56 12.93 
St:t."1da:·d Devhi.tion /A. 51 1.37 LBO 2..26 .1.43 1A2 
Bela Model a, 14.2o 13.95 13.05 15.14 13.48 12.74 

a, 1.# l.2l -0.28 1.2.5 3.09 M2 
t-~:>tJ.t.iS! .. k (0.97) (1.12) (0.19) (0.93) (4.14) (0.37) 
Root MSE 2 .. 52 !.87 1.81 2.26 1.29 1.43 
R? 0.013 0.017 tLO<Jl o.r.nz 0.190 0.002 

Two ·Faclor Model o, 1?.45 11.75 l2A2 1330 12-46 11.97 

"' 5.45 2.!1 0 .. 11 3.2:8 .3.35 0.89 
l·s tatistic {3.13) (2 19) (iJ.C-3) (3.83) (6.33) {0.8S) 
~, 0.68 0.15 rt~ D,&S 0.38 0.41 
t--s taf.stic (8.22) (4.B8) (2.51) {10.73} {6.52) (~.65) 
Root ::M5E 1.82 l.M Li3 lAl 1.03 !.26 
R,l 0.•191 n.2b2. 0.3C{) 0.6ZtJ 0.491 0.2.32 

ALL SHJ..RES (244) 

Me>tn 12.98 13.19 11.86 16 .17 15.87 14.31 
St<>ndard Deviation ?...B6 :>.21 ) .52 :t 50 2.32 2.30 
ile!a Modt:l "< 15.00 14.71 13.90 15.56 14.SC 12.57 

:x.l -;!A7 - 1.91 - 2.-ro 11.74 1.72 2.05 
t-statisti~ {4.:2.,~) (·1.15) (4..25) (US) (5.29) (5,70) 
Root M.'lE 3.73 3.10 3,-1£} 2..59 2.20 :uo 
R' 0069 0.\!56 O.ll69 D.014 0.1()4. 0.118 

Two-Fa::tor Model " ' 14.3-1 14.42 13.95 15.40 14.61 12 .. ?5 

"'' 0.09 -- LlB -2.51 l..37 L4A 1.61 
t-stntif.llc (0.13) (Z-04) (3.45) (2.69) (3.52) (3.•L'l) 

"' 0.48 0. 17 - 0.02 0.12 -0.05 -0.)0 
t~st:atistk (6.04) {2.C'9) (O.?.t,j (2.0J) {1 .12) {1.53) 
Roo!M:SE 3.4.9 103 3.41 2.57 2.20 2.15 
w 0.191 0.033 0.!)70 0.030 0,103 0.127 
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utility sha:res. The R".s are higher here than for KBRG 
in everf year. Finally, rf2 is positive and significant in 
every year, and tY1 is not significant only in 1. 9.%. 

The implidt means of .KJ.":RG for the industrial 
shares seem high but not beyond reason. On the other 
hand, the regression statistlcs for the all-s hares sam­
ple are not goodr which 1ec.ds to the same tlnhappy 
condasion for industrial shares as we reached ior 
KBRG. 

Table 2 presents the statistics that we obtained 
using KEGR and KDGR as estimates of the DCFY r)n 
the shares b our samples. Com:nri.son ot the regres·· 
sion statistics ' "ilh those ill Tab]~ 1 reveals tha t KEG!~ 
and KDGR, pa:rticulariy the former, fall short by a 
viide margin of the performance of KBRG and KFRG 
as esthnates. of the DCFY on a share. 

CONCLtJSlON 

We have ro::npa!ed t..\oe accurac; of four meth­
ods for estimating the growth component of the dis­
CD\mted cash flow yleld on a share: past growth rate 
in eami'lgs {KEGR), past growth rate in dividends 
(J<DGR), past retention growth rate (KBRG), and fore-

casts ci gnY,rJi"h by security analysts (KFRC;}. C.riteiia 
for !he comparison were the reusonab1eness of sample 
means and standard deviaHons and the success of 
beta and dividend yield in explai.n.ing the variation in 
DCF yield among shares. For our sample of utility 
shares, KFRG performed well, with KBRG, KDGR, 
and KEGR following 3:1 that order, ,md with KEGR a 
distant fourth. lf we had used past growth in price, 
it ·would have been an. even lTtore distant fifth. t..Jever~ 
theless, none nf the four estimates of growth per­
formed well under the criteria f() r ll sample that 
included industrial shares. 

Before closing, we have ihree observations to 
rnake . First, the superior performance by KFRG 
should come as no surprise. AJl four estimates of 
growth rely upon past dala, but in the case of l<:FRG 
a large.~· body of past data is used, filtered through a 
group of security analysts who adjust for abnormal­
ities that are not considered relevant for future 
growt.'1. We assume this is done by ?.ny analyst who 
develops retention growth estimates of y:ie\d for a 
firm. lf we had done Ll-,is for all seventy-five firms in 
our uti!ity sampJe, it is like1y t..,at the cor:re!ations 

TABLE 2 

SampJ~ and Reg1·e.ssbn Stlti$!:i;:-s for KEGR and KDGR. 
lJt.illty Shares .and AJl5hiire!i, 1984, 1935, .:md 1986 

"·--·----------------·--· KEGR .. ------------·----Koc~-.. ----
-··-Ht-4 1585 ---JSiib-

1SM 1965 19% 
---~--- ~---·~------·-

lJTlL!TY 5HAR£S (75) 

Me~"n 16.16 032 H.9l 16.49 15.76 14.13 
Stan.clard D~\"iatinn 3.31 3.47 .f.66 3.12 241 2.21 

'B..taMocle} a. }5.45 )6.18 0.5) 15.75 l-433 U.30 

"'' L75 0.40 --~ i.B7 1.83 3.53 3.'19 
t·~mti'itic (0.59) {Q20) (2.16) (0.99) (2.6<!) (2 . .32) 
Ro:>tMSE 3,32 3.49 4.55 3.12 2.32 2.15 
R' o.ow 0. 001 0.050 0.013 0.~3? 0,{}6·) 

'"fwo·Fb:ct<>r Modd ne 14,20 15.83 18,76 1?.10 13.56 J2.M 
n) 3.)3 0.66 -- H.n3 3.65 4.25 3.78 
t-st-cltistic (1.66) (0.32) (2.18) (2 . .23) (.:!.26) (220) 

"' 0.47 0.13 -0.13 u.6l 0,35 -0.18 
!-s\~11•1:\t (3.32.) (0.66) (D.42) (5.02) [2.86) {l-21) 
RootMSE 3.11 3.50 ~.58 2./0 2.21 7..14 
R' O.J42 0.007 {1,0fl3 0.269 0.180 0.037 

A.LL SHARES {2A4) 

t<Aean JJ.H 9.42 7.88 1.5.03 l3.53 JL35 
Stilndard Deviation 13.57 11.67 11.>15 6. 08 6 .. 3{) 6.71 

Set> Modo! "< 15.96 J8.28 19.55 15.15 0.04 15.::39 

"'' 
-5.9<) - 11.16 - !3.70 -0.09 -1,78 .. ~.74 

t-..st<lti;t\c (:l.52} (7.(li} (8.10) (O.C'J) (!.92) (4.•11) 
Root MSE l0.41 10.65 )O.lB 6.09 5.27 6.47 
R' 0.031 0.171 0.213 OJlOO 0.015 O.D74 

Tw<>·l'actor Modd a. 14.$1 uu:rz 19.9) 14.31 H.ll !~,79 

"• -1,56 -10.4~ w•l-1,62 3.17 0.63 -3.25 
t ... smtistic 1o.m {5.27J (5.72) (2.73) (0.55) (2.36) 

"" O.Bt 0.15 -G.2l 0.6) D~55 0.31 
l--5tatisHc (3.51) (D. 55) (0.67) (4.57) (3.47) (1.72) 
JO:o;:;tMSF. JOJB 10.67 10.19 5.56 6.13 6A5 
R' 1),tt,;7 0.172 0.2]5 0.080 0.062 G.iJS5 
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vvoold have been as _good or better than those ob .. 
ta)ned w ith the analy;t forecasts of growth. 

Second~ '\Ve .exar.nined sht1res and not portfo­
lios, because our objective is to estir:ro.ate the DCFY for 
shares tmd not for portfolios. As cormnon practice in 
testing the CAP!vf has been to execute tests on port­
folios instead of shares, we classified our populalion 
of shares into ten por..folios on the basis of their beta 
values. Regressio~ statistics v.;ere substantially un ... 
changed, except that correlations incre<tsed dra..·nsti­
cally . 

Fi.r1aDy, we rnust acknowledge that we h;we no 
basis for estimating the expected HPR o.r DCF yield 
for industrial shares with any confiden ce, Theories 
on finandaJ dedsicn .. makiog in industrial corpora­
tions that rely on thai s.tatisti: hn:ve ~;veal\ empirical 
fonndation. 

: T:>ta f.:HPR is n on~period return, v/nile the DCFY is a viehi 
W maturity me:asure. The hvo may differ in actllalitj/ be­
cause of measu.remunt problems, bu t they also may differ 
ln theory. That is, they rnay differ in the same way that 
.bterest rates on bonds of difieret;l maturities rnny differ. 
See C,ordon and Gould (19Ma). TI1fs wurte of difference 
between EHPR and DCFY will be ignored here. 

'A widely ~ccep!ed hypothesis is ihat dividends contain in­
frm:nation on earnings, because management sets the div­
idend to pay out a stable .fraction of no:mal or permzne11! 
ettmings. 

~ Over a five-year period~ tht:re may even be a neyat.ive rate 
of grD\vthJn pr~ce for a large number of firrm-;, Fni t:herrnore{ 
this ru:~gative growth rate m~y b.e l.arg~r in absolu te value 
than th e dividend rield , w}Jch leads to the conclusion that 
L.-wcstor-s am holdiilg sut".h shares to earn a negative r-eturn. 
·rhe frequency of negative r.ates of growl*"!. in prkeis reduced 
a~~ the prior time peri.od used in its cakui11tion intrea::ies in 
1engt.~- As thnt takes pl.ac:e) ho,.t'ever, the esth:nate of Ha: 
expected retu.m for a fmn Dpproaches a consbnt or a. con­
slant p\u:; th~ dividend yield. 11-,e expected return on a 
share is .one statistic fox which lt is an erreor to as~ume that 
.e:q:;teclaticns are on ave.rage-:realized , 

• Equation (2) is similar to the CAPM ilccording to Sharpe, 
Lintner, and Mossin. They arrived at tms expression under 
very rigorous assumptions, The heuri>>tic risk premium 
rr.odel is adequate for ou.r purposes, 

' lt may be thought t.l,at 'fl1 eil' s (1966} decomp\>siUon of the 
difference beh.veen the actual an4 pn: .. riktP.d values of « 
variable can be used here, but in fad that decomposition 
appiie.s to a different problem. It assmMS that the observed 
(acrual) pas! values of a variable are {'ree of error, and it 
decomposes \he error in a model that \s employed to explain 
lhe past values, The purpose of Theil's decomposition is to 
cast llght on the v.ossible error in using the model to preditt 
future valuas of thE dependen! variable. Our problem is to 
determine ~-:hich set of observed w.Jues L> do~esl to the true 
Villues, w:ith the risk premium theory of share yir.ld and 
lll:'l'A. as the source of information on the tme values. 
Theil's metl)od would be appmprlate for decomposing the 
dii:ference between the actnal and predicted vafues of the 
reillized holding-period tetum on a stHre, The acrua\ values 
here can be observed \-Vlthout ern:.tr. 

~There is un enonnous vo~un)e of empi:rk.al ".<JOtk de-;,.~n~;:.d to 
discovering whether the theory is true, but this errrpiricat 
'..<fOrk does n ot provide t1$eful estit:r1~1tes of the £HPR on a 
share, To test tho truth of Equation {1). the practir.e has 
been to regress EhT'R on BET A for a sample of firms with 
\he average ""•li:r.r:d H?R over lha prior five 9t so years 
used as an estimate of the El-':PR. Bec:au.se of the large erTor 
in the realized HPR over a prior time period. as noted '!!ar­
lier, neither the actual v~lues of the dependent variable nor 
the values predided by the model are usable as est:irnates 
of share ;>Jeld. See Farnfi and lv1ar.Bet:h (1973) ~ncl Frl~ru:t 
Vlesterfield, and Grdnito {1~08). 

' BRG for a year is. i:tHnbgs Jess dividend divided by the end ... 
of.·ve~r book value. Tne estirnate of the expected value r.ts 
of the start oi 19!36 is 0.3l3RG85 4· 0.25l'lRGM + 0,20tlRGS3 
+ D.l 5BRG83 + 0, 10BRG52. l! any value i)( ERG w~s neg~ 
~,uve .. it ;ves set equa1 to zero. ' 

the yklds nn shares to be a.L--ove the risk--free 
but v.·lth a high enough interest rate t..lJe rnore 
treatment of shar<::s can reduce the J?eld below 

the interest rcih!. lr1terest rates were not that high 'in these 
years. Sc.-e Gordon and Gould (19B4b). 

~:The statistics reported for aU shr~res and fer utili!'Y shares 
were also obtzii>ed fm industrial shares. All metl:mds o! 
estimation p erfon:ne-d so poorly fer L"1dustdaJ shares, how~ 
everr as to .suggest no confidence can be placed 3n -any of 
them. To save spa<:e, we do not present statistics for t.he 
industrj;J shares. l'v'hatever we w;mt to know about them 
can be deduced by comparing the rlata for all shr.n·es and 
~tiility shares. 
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