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Chapter 12 — Discounted Cash Flow Application

24 growth Estimates: Analysts’ Forecasts

stor growth expectatiqns are th.e quantities desired in the DCF model,

of growth forecasts published bx Investment services merits serious con-
the quon The growth rates assumed by investors can be determined by a study of
ﬂdmglys;es of future earnings and projected long-run growth rates made by the
Qe thlm at community. The anticipated long-run growth rates actually used by
» | investors to determine the desirability of investing in different securi-

petitutiona 3 e .
iesinfluence investors growth anticipations.

Gnce inve

ripically, growth forecasts are in the form of earnings per share over periods rang-
~ ngfrom one to 5 years, and are supported by extensive financial analysis.” The
- wenage growth rate estimate from all the analysts that follow the company mea-
sures the consensus expectation of the investment community for that company. In
most cases, it is necessary to use earnings forecasts rather than dividend forecasts
dueto the extreme scarcity of dividend forecasts compared to the widespread avail-
ity of earnings forecasts. Given the paucity of dividend forecasts, using the lat-
trwould produce unreliable DCF results. In any event, the use of the DCF model
Mospectively assumes constant growth in both earnings and dividends. Moreover,
. _d{scussed below, there is an abundance of empirical research that shows the
nidity and super iority of earnings forecasts relative to historical estimates when

Simating the cost of capital.

The Wiformity of growth projections is a test of whether they are typical of the
#awhole, If, for example, 10 out of 15 analysts forecast growth in the 59(3 -

s the Probability is high that their analysis reflects a degree of consensus in
gy as a‘whole. As a side note, the lack of uniformity in growth prOJeC'tlfmS
nable indicator of higher risk. Chapter 3 alluded to divergence of opinion

analysts 45 5 valid risk indicator.

g

g of . . 3 indi-
"y ¢ the dominance of institutional investors and their influence on mdf
rovide a sound basis

Inveg
""eujmaﬁ;om’ analysts’ forecasts of long-run growth rates provi e on the
" g’eqmred returns. Financial analysts exert a strong mﬂalf:tch o own
many inyes the resources (0 10
that ic 1) tors who do not possess asts in the sense of

' the forec
:ﬁ“‘"they m Y are a cause of g. The accuracy of these 10 ey reflect Wi dely

tu
(1 c?p iong zt to be correct is not at issue here, as long fluential in that they
in :
Sten ong as the forecasts are typical an‘ll::";m. The use of analysts

Sin (he o rTeNt stock price levels, they are re

e t
7\DCF model is sometimes denounced on the gro unds
AMM‘ rally recommend

the , 4 do ng
P t ' . t gene s
Tchage o, Sc0erally disseminate their methods of forecastﬂ"sI an(: o :(:h itimatmg technique-
ble or gro hii pmfcssxonal

- Profe, . OF sale of . . i

» n:lo"‘l anci:] security based on any single gr owth var acs and methods of I

md&he ang 1, analyst is reluctant to reveal the premis ions result from compiex

Sey,, s C"mﬂlend i > buy/sell reCOmm‘"dauo ’ dels.
thy G ations. Moreover, analysts’ buy/sell echanistic equations of mo

Methodg g 1 | be reduced to a single variable or to simple m are likely to be

itati tors,
trriving at “Igorithms, involving both quantitative and. qualitative fac
: growth forecast, including historical indicators.

271





