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current dividend|price ratio plus that anticipated
percentage growth: k=DI|I'.F_+g. Fi or a fuller
explanation, sec the Appendix 10 this chapter,
which reproduces a Vvery lucid account by
Herman G. Roseman.
To some extent, g results merely from the
reinvestment of earnings. If a company earns 99,
on book equity, distributes 2/3 and reinvests 1/3
(that is, 6%, and 3% of book equity, respectively),
the book value of each share of stock will grow
39, a year and dividends may therefore be ex-
pected to do the same on this account, celeris
paribus. 1f 9% is also the cost of capital, the
market value of the stock will be equal to book
(see footnote 69, below) and (DJP)+g (in this
case 6% 439%) will, as far as this source of
growth is concerned, be the same as the earnings/
price ratio, E/P (9%,). The problem arises when
g is expected to be greater or less than what
would result merely from the reinvestment of
carnings. See for example the estimates referred
to in note 70.
88 That certainly had been their experience
during the preceding years. An investment of
equal amounts in every stock traded on the New
York Stock Exchange in December 1950 would
have yielded an investor 15.0% compounded
annually, in dividends and capital appreciation,
by December 1960; a similar investment in
December 1955 would have yielded 11.1%; by

the later date. See L. Fisher and J, H, _1;:-'
“Rates of Return on Investments in [:.;.mmlt’
Stocks,” Jour. of Bus. (January 1964), xxwa.
5, During the first period E/P ratios d’“PPﬁtfl
cun[inuumly from over 15 to less than 51}:-

during the sccond its range was [rom about af.;
50,. Board of Governors, ap. cit,, note g

Obviously what dropped E/P ratios was l'l'i"-"ts!u.;
expectations that they would continue to see (hjs
kind of growth in earnings and market valye qof
their investments.

&8 On the other hand, the sharp appreciation jn
the prices of public utility stocks, to one and 2
half and then two times their book value during
this period, reflected also a growing recognition
that the companies in question were in fact being
permitted to earn considerably more than their
cost of capital. Perhaps, indeed, the discrepancy
was growing over time: as the data in note 76
demonstrate, the return on equity among the
public utilities increased markedly relative 10
manufaciuring in the two decades after World
War II. See Miller and Modigliani, op. i,
Amer, Econ. Rev. (June 1966), LVI: 386; David
A. Kosh, “Recent Trends in the Cost of Capital,”
Public Utilities Fortnightly (September 26, 1963),
LXXII: 19-26. Suppose, for example, the
following skeletal balance sheet of a regulated
company:

Net plant

And suppose the true cost of capital is 109;. If
the regulatory commission permits the company
to earn 109, on its net plant, valued at original
cost, :hn_j profits will be 81 a share, and, ceteris
paribus, investors will buy those shares for $10:
market value and book value will eoincide. But
the m',ar],“t value will exceed book value il the
COMMIsSIOn Permils a return in excess of th
udj lTaEIIGI: if, for example, it allows I.‘i'f,-’: :?::
::ﬂ '}rlig. §1.50 a share, for which investors will
But suppose, to illustrate the point i
posc, point in the text

the commussion had been allowing only the true
;‘:; EfdfaP"l|= 10% or 81 a share, but investors

id share prices up to §15, yielding currently

100 Equity
Common stock (10 shares) g

Surplus

only 6§%, because they expected to get the other
349, from future increases in earnings and
appreciation of the securities’ prices. I in this
event the commission took the 6§% carnings/
price ratio to represent the cost of capital, it
would permit carnings of ony $0.67 per shart:
and the market price of the securitics woult

collapse either to the book value of $10, if
investor confidence in future trends continu®

unshaken, or down to $6.67, if those fayorable
anticipations were now destroyed.

70 Since the true cost of capital (k) may be taken
as equal to (DJP)+g (see note 67), so™
company witnesses in regulatory procecding’
have attempted in various ways to make plluslhlf
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