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Chapter 5: DCF Application 

It should be pointed out that published forecasts of the expected return 
on equity by analysts such as Va.!ue Line are sometimes based on end-of
period book equity rather than oil average book equity, The following 
formula12 adjusts the reported end-of-year values so that they are based 
on average common equity, which is the common regulatory practice: 

12 The return on year-end common equity, r, is defined as f= EIB,. where E is 
earnings per share, and B is the year-end book value per share. The return on 
average common equity, fa , is defined as: 

fa := ElBa 
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where ~ return on average equity 

~ return on year-end equity as reported 

'" ~ reported year-end book equity of the current year 

Bt-l ~ reported year-end book equity of the previous year 

. The sustainable growth method can also be extended to include external 
financing. From Chapter 4, the expanded growth estimate is given by: 

g~ br+ sv 

where b and r are defined as previously, s is the expected percent growth 
in number of shares to finance investment, and vis the profitability ofthe 
equity investment. The variable s measures the long-run expected stock 
financing that the utility will undertake. If the utility's investments are 
growing at a stable rate and if the earnings retention rate is also stable, 
then s will grow at a stable rate. The variable s can be estimated by taking 
a weighted average of past percentage increases in the number of shares. 
This measurement is difficult, however, owing to the sporadic and episodic 
nature of stock financing, and smoothing techniques must be employed. 
The variable v is the profitability of the equity investment and can be 
measured as the difference of market price and book value per share 
divided by the latter, as discussed in Chapter 4. 

12 (continued) 

where 8 8 = average book value per share. The latter is by definition: 

Bt + Bt-1 
Ba ~ 

2 

where Bt, is the year-end book equity per share and 8t-1 is the beginning-of-year 
book equity per share. Dividing rby fa and substituting: 

r EIBt Ba Bt+ bt-1 
-~--::::-+ 

ra ElBa Bt 2Bt 

Solving for [a . a formula for translating the ret'!lrn on year-end equity into 
the return on average equity is obtained, using reported beginning-of-the year 
and e,J?-d-of-year common equity figures: 

2Bt 
fa :::: , -='---

Bt + 8,-1 
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