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I:l. COST OF EQUITY CAPITAL

It is widely accepred that a public utility should
earn & rerurn om capical that sllovs {t to raise thae
capital cecessaty to meet tha demaud for its gervices
without anm adverdé &fféct 04 cyrTant Ahavadlolder 3TOCK.
Such & rate of recturm 4is cnll:d the utilicy's coest of
sepital. A veturn 1o excess of that rate burdeus the
cousumer with prices which are excessive and causes an

uojustified transfar of income from the comsuming public o
the shareholders of the utility. 1% also encoursages the
utilicy to lucreass costs 208 prices further by overinvescs
ing 4in plant facilities. On the other hand, a returg on
capital below the required return amay discourage the
urilicy from raising sufficient capital to peet degaunds f{oy
service, causiog consumers to suffer xn {mpairment ip tha
quantity and quality of service. Tharefore, if the return
alloved by the Commission is either too high or toe low,
the result 1is less than sactisfactory tée the consumer.
The testimony which follows {3 oflered with a view to
estimating a8 closely asp possibla the actusl required
return on capital (also called the cost of capital) aud,
wvith some care, to avoidiung any bias in eicher directicu,
In measuring the cost of capital from each source,
the cust of debt and the cost of prefarred capical posa

few problems. It i3 clear that the utility must pay the
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apbedded {ntarest o0 its outstanding dedt and che prescribed

dividend on the prafarred atock. Both of these measure-

‘ments {nvolve perfectly straigheforvard calculations.

Somevhat more controversial i{s the prodlem of determianing

the cost of common equity capital.

A, General Principles

A urility's cost of common equity capital ia the
returns or yield that iovestors on average requira on fts
common stock as implied in the price that thay sre willing
to pay to hold the stock. This {mplied viald is the cost
¢f common aquity capital, because tha axisting shareholdars
neither gaio nor lose as a consaquance of add{cional
{nvestment and financinog, regardlass of the method of
financicg, as long as the raeturn the company earus oo its
common aquity is egqual t¢ the returu igvasrere vaquire on
tha stock. By contrast, whan tha allowed retura o3 common
13 above the returzs investors requiraea, eaach dollar of
additional finaucing raisaeas the value of the existing
shares. Convarsely, vheno the utility's opersting iuncome
lass intarest on dabz, income Taxes, and prefarred divid-
ands does not leave g Teaturm on common aquity aqual to the
return invastors require on the stock, we 8ot only have a
deprassed stock price because of the low return but, £n

addiztion, each dollar of sdditional investment and financing

Ul
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furcther depresses the prices.

The theovaetical basis for the conclusion juet scaced
ﬁas been fully davelopad.1 but a simple snalogy goes
; long vay in demonstrating the point. 1Ignoring operacing
costs, & bank that dborrovs at 8% and lends at 107 adds 22
vf the pmouat borrowed and loaved to the carniogs ef twhe

bank'e ehareholdars. Tﬁo mots the bank borrows and lends
vich this 21 spread, the more {t {ncreases fuZure earnings
oo and the cutrrent value of {ts common stock. 'The re-

turn that investors require ot & utility's common stock 1s,
{na oune form or ancther wvhat sust be paid for additional
equicty funds, and {f the company esrns more on ;hc money
thao it must pay to get the funds, the excess adds to the
earnings oo aand value of tha existin; shares. Conversely,
if the compsny earas a lover tvate of return than it pays
on sdditf{onal fuads, the differance comes out of the

pockets of the ex{sting shareholders.
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prevent a ragulatory agency from allowing it a rate of
return on capital below {cs costs of capital, {t will,

quite understandably, be reluctant to compound tho_mis-

For az extensive discussion,ses M.J. Gordon,
The Cost of Capital to a Public Utilitw, Michigan
State University, East Lansing, Michigasn, 1974.
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fortunes of its shsreholders bdy further deprassing che
stock price through undertaking furcther investment in the
face of an inedequate returt oo capital. A diffevence

betwveen the returc on capical and {ts cost {g§ fully reflectad

{n the veturn on common equicy, since the bondholders
and preferrted shareholders are assursd of roﬁoiving their
prtescribed returns on capical regardless of the allcowaed
rate on total capital., Howvever, the loog-run depaadence
of the value of a public uctlity's stock on ctha service
provided to {ts customers could make 1t advisable for chae
company to uadertake essential capital expenditures iz tha
face of a smsll and hopefully temporary uanfavorable differ-
onct.b.tuocn the allowed rate of return and the cost
of capircal,

Managewment's own commitment to c¢ontiaued growth or
{ts reluctance to face the problems of o sharp curtail-
ment in growvth may persuade it to continue a high rate of
iovestmant in the face of an uynsactisfactory rate of returm,
However, this amounts to an appropriation of shareholder
weglth {n pursuit of managerial objectives,and soouner or
later the shareholders may turn to a new maasgezent that

is mecre scligisous of sccakhelday wveifarxe.

-] Measurement of DCF Cost of Equity Capical

The principles used to megsure the cost of common

[
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equicty are the gsame as those used in measuring the yield
vhich investors require on debt or the vield required onmn
Qutotanding preferred stock. BHowever, in che case of
debt and praferred sctock, thepaymeqts toe investors are
relatively certain and, thus, amensble to objective calcula-
tion. Bovever, the future diyidcnd payments on a shars
of stock are uncertain, and determingtion of the expected
yield required by ipvestors requires the use of a morve
complex, Yot otill relatively oimple and very reliable,’
method for dealing with the problem at hand;

This method is zalled the DCF (Discounted Cash Flow)
Method for computing the cost of equity capital.l It
represants the vsluaticno of a shsre of stock by the

expression:

D, D, D, D_
P - + +lo-+ _————— +l|‘+___ . (1)
0 (I+k) ()42 (1+%) ¢ (1+0)"”

In this expression:
Po = the current price per shars;

D = the expected value of the dividend the share will
pay at the end of period t; and

¥ = the yield or return {investors require on the
share.

lthis fethod was developad by Myron J. Gordom in an article
in Management Science {in 1956 and vas first inctroduced in
nesimeny io the Amevrican Teleophone and Telegrsph Co., Tase,
F.C,C. Docket 16238, 1966,




If the future dividends ars expected to grow at the rata
of g each pariod, Equation (1) reduces to:

%)
R S e (2)

Selving Equacion (2) for k Tesults Ln an expraseian for

the yield thac invaestors raquirae:

v}
1
k_--—-+s, ' (3)

Py

Io other words, tec mesasure tha axpecraed recturn that inves-
tors requira ve may take tha suma of the dividend yi{eld ang
the axpectad rate of growth in the dividénd.

An alternate approach to Equatioz (1) for the price

of a share 1is:

0 1 + kK (4)

Here, we take as the future payments the next period's
dividend and the end-of-pariod price. Eowever,

Pl-Po(l+s). and this substitugion plus a litcla algedbra
reaults in Equation (2). ©Hence the two approaches to

share valuacion result fn the sanme mea;uremcnt aquation for
shere yiald.

In ordar co use Fguatioa (3) vwe need to measurs both
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the dividaend yfeld aud rthe expected rate of groweh 1in the

dividend.

L]

1. Measgurement of Dividend Yield

L]

The term fSr dividend y{ald {n the Eq. (3) exprassion
for a share's yileld 1s cthe fopecast dividend for the coming

period, Dl' divided by the current price, P The value

0"
assigned to PO should be the price of the shere at the time
the share yield is being estimatad. The rationale for using
the current price {s that at each point {in time it raflects
all the informacioun available to a company’'s investors
regarding future dividends, Hence, the yiald investors
require on any date is che discount rate that equates on
that date the current price and the expacted stream of futuras
dividends, To use an average of shara prices over some prior
time period for P0 would result {in a value for k without
meaning, that is, it would not provide the average value
for k over the prior time period. Furthermore, to obtain
an average value for k over some prior time period, one
must gverage the values of share yiald == pot of sliarw
price.

Dl is the forecast dividend for the coming year if
dividends ate paid anmually, Common praccice, however, {is
to pay dividands quarterly, i{a vht;h esase D: in Bqs (1),

the fundamental expression for share price, is & quarterly
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dividend., The value of k that satisfies Zq., (1) is the
quarterly yield on the share, 82ad the g in Eqs. (2) and

(3) is the quarterly rate at which the dividend is expected
te growv,

Because it is customary aud convenient to think in
terms of avnnual and mot quartprly figures for rate of returs
and growth statistics, sunualized figuras vill be used here,
Asnualized figures dra Flmply four times quarceriy figures,.
That iz, {f the current price cf g share i 10-550.000. and

1f 1ts forecast dividend for the coming quarter {s D ,=81.23,

1
the quartcrl} dividend yield {s $1.25/$%50.00=2.5%, and the
annyalized di{vidend yield 4is 107.

He 2ll know from back advertisements that vhan
interest is compounded more frequently than once 2 year,

two annyal igterest rates may be computed, Te illuatracte,

an interest rate of 15% per year with the interest com=~

pounded quarterly meauns that 8 dollar left on deposit for

8 year vill have 3.753% added to the balance at the eud of

each quarter, and the balance i{n the acgount at the and

of the year will be $1.,1587, 1Iu other words, a 15% inter-

¢st rate compounded quarterly vill earn interest equal to

15.872 of the balance at the start of the year.

What does this imply for arriving at a vrate of return
e¢qual to the cost of equity capital? 1f the quarfcrly yield

at vhich a pudliec utility share sells {s 3,75%, should the

utility be slloved te saaym fer the yesr a rate sf refurn oa
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common squity of 152 or something more? The ansver 1is:

(1) more thanm 15X, {f the rate of return the company earcs

{9 calculated on the basis of the common equity at the

start of the year; and (2) onlv 15%, (f the rate of returs
on common equity is calculated by averaging its values at
the start and at the and of the year. This statement is
proved {8 Schedule 27, The latter netﬁod represents comamon
practice and the practice followed heére. Hence, in arriving
at the cost of equity capital, the correct figure for the
dividend-yield terw o Eq. (3) {s the annyalized value of

the forecast dividend for the coming quarter divided dy the

current price,

2. Heisuremcu: of Expected Growth

A difficult problem is the determination of the long-
run dividend growth expectations of ianvestors., In other
words, what is the expected rate of growth 1in future divi-
dends par share, g, in which investors on average believe?

To solve the problem, 1t!1: essential to understand
the determinants of loog~run expected dividead growth, 1I¢
a coupany is expected to earn a rate of return of r on its
common equity, and 1f it retains the fraction b of its earn-
iogs, then esach year its earnings par share can be expected

to increasea by the fraction br of its earuings per share in

Z10d GO0 ON Z:21 ot el hey Tolt-red-AT4 17130 31900004 J3WNSHOD
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the previous year, Thus, br is an excellent measure of che
expected vacte of growth in future earnings per share. If
th's company (s expected to h;vc a stable vetention ratio
and, therefore, 4 stable dividead payout ratio, it follows
that br is alsc an excellent 2easure of the expected rate

of growth 1a fyture dividends fHer share. Thag- {s:
8 L bt. (5)

This relecionship (s {llustrated im Schedule 18,
There the hypothetloel fniviel common equicy eor book value
per share = $10.00, r = .10 and b = .4, The firsc paerioed
sarnings are expected to be §1.00 per share and the expecte
ed dividend (s §.60. The retained sarnings raise the boock
v‘lu.~°! equicy to $10.40 at the start of the secoand year,
and r times that is $1.06, which is equal to the earnings
pet dhate the second year. The dividend in the secend year
{38 expected to be$.624, and 80 on through time. The earnings
dividends, aund stock prica ara expectel to grow ar the rate
br = (.4) (.10) = ,04 {n every future year.

If {ovestors require an 8% return oo the stock, the
infitdal price 1isa: |
1 $.60

Po ® k_-? - 38-.0% " .315.00. {6)

4.4
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Similarly, tha expected shate price afrer one year i9:

D
2 $.624
B " %=y " T68-.0c " ¥13.60 (7

The price in subsequent pariods rises by 4% as long as the
7ield investors require on the share remalnsequal to B8X.
to fact, a company's return and reteation rates
do vot remsain coustant over time. However, if {nvestors
expect that s company will o0 average earg a recurn of r
and ratain thae fraction b of fts earniags, they will axpect

the dividends, earnings, sud pricea to grov at a tate br
dua to ravancidst of earnings.

Stock financing will ba a furcher cause of aeaxpectad
growch {f cthe company is expacted to issue new shares and
if the stock's market prica is greater thanm book valua,
Conversely, when a company 1is expected to engage in stock
financiung through the sale of stock at share prices below
book §|1uc. ignoring the stoc¢k financing results Iin an
overestimataea of growth and share yield. 1If the cotpany
i3 expected to engage in litcle or no stock financing, or
if stock financing 1s expected te occur only when the
parket value is close to book value, the expected rate of
growth in the earnings, dividends, and price per share-is
8 = br. As will be shovn later, wva may {guore #tock
finaneing and only consfider growth due Lo retantion of

ecarnings.
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If twvo conditinng are sasfofied, the buse &3tihatae
of g i»s obtafned elther from the compavy's current valuae
of b and v or from weighted averages of their receat values,
These two conditions are: stock financing may be igunored for
either of the reasons stated above, and there {s no
information other than the past values of b and r uhiﬁh can
be used to forecast their future values,

The sharp rise fn aenergy ptrices acd other costs over
the pastr decade have had s disruptive fnfluence on the
¢luctric utility industry, and they have created situationg
{8 which there are obvious reasons why past values of b aund
* $hould not be projected into the futurs, In twvo recent
cases, the DCF formula was adapted to deal with the bcc&liar
circumscances of each case.l Similxrly, as vill be ahown
below, the recent dramaci{c change in anticipated inflacion
provides {nformation which should be usad to mndify the
past values of b and r in order to obtain a more accurats

forecast of expected growth.

3. Altarnacive Measures of Exvaected Growth

It might be thought zhac past rstas of grovth in

Testiomony of Myroen J. Gorden, Boston Edison Company Casae
No. DPU 19300, Commonwealrh of Massachufetts, Department
of Publie¢ Utilicies, 1977; and Testimony of Myreon J.

Gordon, Public Service Company of Naw Mexico Case YNo.
1419, New Mexico Public Service Commission, 1979%.
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either earningy, 4dividends, or pricve could Bd used &s esci-
mates of g, the forecast vate of futuye growth in dividends.
However, these past rates of growth are moyt unraliable dus
to extrateous influences on them, sych as changes in the rate
of return on comﬁbn equity, changes in the retention trate,
or changes in the yield required by {investors {n the case
¢f price changes. The potential error iuv using past grou:h
in earnings to estimacte g is 1i1ultrated {a Schedule 19,
where the hypothetical company's return om commot equity

13 10X in the f{rst cthree pariods and 1%% in the last thres
periods, W£th a retent{on rare of 40X and a retuyrn rata of
15% the groweth rate is 6% Iin the last three years. This 1is
a Teasonable estimate of the expectad future growth rate as
of the end of the 6th year. Bowever, with the 3563 growth
rate due to tha vise i the return rate I{o the fouyrth vear,
a simple average of the five annual past growth rates in
earoings is {o excess of 15%7. Clearly,chis type of asti~-
mate of future growth rates cannot be used wich any re-_
liabilicy at all, especially nov vhen public utilities have
received frequent upward adjuscmenants ing their allewed rvates
of return over the past five years. To do so would bae to
expect thea company's rate of return on commoh equity to
increase by 50% about evary five ysars. This would be a
ridfculous forecast, which the use of b and r would wmake

readily apparent.
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] It can alsc be demonstrated that s change in ihc
dividend payout rate¢ makes the past rate of growth in
dividends en fncorract basis for predicting g. Assume that
a4 company has bewn wgrning a rale of retuzuy va Lis cowmon
stock of v » .10, that it has bHeen retaining the fraction
b = .60 of 4ts asrnings, and that, as a consequence, its
dividend has been growing at the rvate br = (,60)(.10) - .06,
If the company were to rafise the fraction of earuings it
pays {n dividends so that b falls to .25, the rate of
grovth (o the dividend would then fall to br = (.25) (.10)
= .029,. ch;ver. over the period that spans the rise in
the dividend payout rate, the dividend would hava greva

at an even hi{gher rate than the prior 6%. It would omly
be corract to project the past rate of growth in thse
dividand {int¢ the future on the highly {implausible
assumption that the company is expected periodically to
raise its payout tTate. Thearefore, unless there is con-

vinecing evidence to tha contrary, current expectations

¥ he best bas f recasstin

futyre grovwsh,
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C. Cost of Equity Capical for AT4T

Under the method we have sdvocated for estimatinog
future grovth, che DCF formula for & company's cost of

equity capical {s:

k= -1 + bdr, (8)

PO .

To srrive at s company's current value of k, the
current value of each of the quantities on the right-hand
side of Equation (8) Bust be detearmined. This {s done
below for AT&T. Az ve will see, obraining estisgates of
these values (s extremaly difficulet ia the turtbulence of
today's capi{tal markets,.

1. Dividend Yield

We argued above that the projected dividend yield
{s appropriace for setting the alloved rats of return ouw
equity. The current quarterly dividend payable on April
1, 1980, {s $1.25. The Value Lina foraecast for dividends
over the next 12 months has been reduced frow $5.20 inm

1 Talue Line

June, 1979, to 8 current forecast of $5.00.
raduced its forecast dividend even though it was awvare of
AT&T's stated (ntent to masintain shareholders real divie

dend iuvcome against 1nfl:tion.2

For the last faw yvears
AT4T has followed a policyhof raising its dividend in
the first quarcer. With the recent daclaration of the

dividend te be paid on April 1, 1980 maintained at S51.25,

1 yalue Line, March 18, 1980.

2 Value line, Febryary 1, 1980.
\8I-d GOOTOM £Z:71 06 rI RE C3T4-584-214 131 ILHIONTH 2IU0SHAN
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the Value line esgiimste appears Taa$OHADLle, and wve will use
o dividend of $5.00, agqual to the snnualized velue of the
ceurrent quarterly dividend of $1.25.1

We have also argued that we should use the share price
on the date for wvhich the estimate wvas made. Since this
testimony was finalired om March 29, 1980, we will use
the coompany's closing price oo the previous day, that is.
P, " $48.50, which results io & dividend yield of $5.00/
$48,.50 = 10,31%,

Ordiparily, for periods of up to a fewv months, the
prica of & pﬁblic utilicy share only fluctuates in s
narrov range, and the choice smong the prevailing prices is
usually of mo particular significance. Hovever, the impacc
of inflation during the second helf of 1979 and the actions
and scatemeants of the Federal Resarve Board and other govern-
‘manc officials (beginning in Qczober and culninatidz in
 Prasident Carver’'s recent anti-inflation program) have
had a striking fgpact oo the capital merkets. Short-term
interest rates have rises sharpiy. and the yialdse and pricas
on loong~term spacurities have fluctuated dramacically. 1In
particular, as can be saen {n Schadule 20, AT&T's stock fall
from §57.83 on June 30, 1979, to $55 on September 30, 1979.
Since then it has decreased steadily to a low of $49§ on'
March 7, 1980, before rising to the current prica of $48,.50

on March 28, 1980. During the same period its dividand

lProjtction of a4 higher dividend in the current economic
environment would vequire a dovnvard tevisiom in the growth
Tate forecasts below.
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yiald rose steadily from 8.99X on June 30, 1979, toe the
current projectad yield of 10.31%. This vas due mainly te
the effacts of its dropping share price, but also to the
readuction {no {ts projected dividend frow $5.20 to $5.00.
Through their {mpact on the dividend yield, the dace
aud the share price used to arrive at AT&T's cost of
equity capizal have a materisl impact.bn the value obtained
for k. In other wvords, in a period over which interest
rates fluctuate widely, share prices and the cost of equity
capitasl also fluctuate widely. At the time this testimony
wvas prepared, the resction to President Carter's anti-{o-
flation program was unknown. Although our estimated divi-
dend yield of 10.31% represents our best estimate &t this
time, the unfoelding reaction to ﬁh. President's program may

causs AT&T's dividend yield to vary considerably over the

osext fevw monchs.

2. Crowth Rate - Past Financisl Dats

In order to arrive at AT&T's growth rate, ve Tequire
the ratention rate, b, and the rate of retuln on common

equicty, v, that investors may reasonably expect,

Al.t first scep, let us estimate b and r usiog only
historical data., Schedule 21 shows the underlying data
for the years 1975 to 1979 that is needed to calculate b

and r.

For the rate of retura on comwoh equity thag i{aves-

tors expect, va first not that a simple average of the
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five values of T, (vow 3) féou 1975 to 1979 1s 11.81%.
Howevar, inspection of the anaual values reveal that
although r wvas abnormally depressed in 1975, ics valuas
for the next three years exhibited a definite upwvard trand,
and then only declined slightly in 1979. Investors now might
well belfeve that the material’ vise in the cost of capical
beiweean 1975 and 1979 justifies che raicl of reaturn the
company realized iun the moTe Tecant years, in vhich casa
they would rely primarily on the 1978 aud 1979 figures i{a
forecssting the company's future rate of raturn. A simplae
avarsge of these figures is 131.05% and it seams reasconable
that investors oight ¢conclude that 13X raprasents the bast
estimate of the long-term return AT4LT {s axpected te earn
on common equicy.

For the retention rate that investors expect, va
first ;otl that a simple average of the five values of b:
(rowv 9) from 1978 to 1979 4s 137.23F. Hovever, this average
is affecced by the lov retention vate in 1975, and in
Tecent yesrs, 1977-1979, the retention rate has averaged
38.93%. It seems rasasonable that on the basis of this
data, investors niahf use these recent years, and arrive
at 392 as the best estimate of AT4T's ratention ratioe.

Combining the above values (obtained by using hist:-1-

cal values {n Equstiocn (8) for P

D b, and r) provides an

o' "1’
estimata of AT4T's cost of mquity capital as of March 28,
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1980, of:

k = E; + br

P
: o

« $ 5.00 + (.39)(.13)
$48.50

e .1031 + 0507 = 15.38% .

Howvever, before accepting this resulc it may be
{nstructive to pose the following question: What would

have been the estizate for k as of June 30, 19791

3. Growth Racte - Recent Developmencs

Qa June 30, 1979, Value Line estimated that ATST's
1979 earnings would be $8.00 per share. The actual

value of esarnings per shere for 1979 was $58.04.

Since we would have been reluctant to estimate k at that
time without 1979 data, we would have relied on the Value
Line forecast to coumplete the 197% annual data, & proce=
dure ve have used in the nast., Since the Value Line
estimates were extremely clcze to the actual 1979 rvesules,
using these estimates and the historical data would havae
produced the same estimates of b and v obraiced previously.

It is obviocus that {f the daca and analysis do not change

materially, ve would obrtain the same measurement of the growth

rate at any point between Jyna 30, 1979, and March 28, 1980,

The estimates which would have bSeen obtained on two

previous dates are provided bdelow:

CCd BOUTON S7:171 DRI By CHTA-2a2-10 730 31HI0AE JIWASHOD 0 440
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Date Dllr0 + br - k
Juae 30, 1979 8.99% 5.071% 14,06%
Novembar 19, 1979 9.392 5.07x 14,462

An estimace 18 provided for November 19, 1979, for
comparativa purposes; since an estimate of k was obtainad for
Rochester Telephone Co. on that date 01‘14.85!.1 The
di{fference in k batween Rochestar Telephone and AT4T may
be attriduted to ATST's slightly lover business risk dus
to ics graater diversification.

The problem can now be easily seen. The estizmate of
15.38% obtained for ATSET 1is correct only ({f we aasume that
the large incresse in the expected rate of inflaciom (which
raised the dividend yield oum ATST from 8.99X oa Juéo 30,
1579, cto 10.31% on March 28, 19%80) had no effect on the
anticipated growth {n the dividend,

It {3 extremely unlikely that investors believe that
to be true, The vrise 1ia the expected rate of inflation
has not ouly increased interest rates, but also the ex=-
pected rate at wvhich ATST's other costs of production,
such as materials and labor, will grow, A continued
expeactation that the company will earn & returas on common
of 13% and retain 39% of earnings would require the bellef

that the rate of growth 1a its ravenuas will rise to match

Myrom J. Gordon, Direct Testimony, Before tHe State of
New York Public Utility Commission, In the Matter of
Rochester Telephone Co., Novembar 20, 1979,
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the rise io the rate of growth of {ts costs. Bowever, Lf
invastors fear that the regulstory process will not be

fully respounsive to the incre2se in the rate at vhich the
company’'s costs sra rising, they will revisae :heir'growch
escimate dovnward, That {s, with any regulatory lag 1in

tha pass through of higher costs, a rise in the expected
inflation rate would raduce investor astimates of 1ons;run
retute on common aquity, and would, therafore, rasult ig a
dovowvard ravision of expected growvth. In that c;.nt, siaply
raising the escimace of AI&T': cost of aquity capital by tha
increase in the dividend yiald wvould result 4o an overstate-~

ment of the raquired return.

It {3 our judgment that the rasponse of invastors
to the rise in the axpectad rate of inflation has baeen a
dovnward ravision in expactations ragarding ATST's rata of
raturn on common aquity, implying a dowanward revision {n
{ts retencion rate alao, 1In support of this position, wae
notea that Value Line loverad i{its prediction of 1980 aarn-
ings per sharve for ATST to $7.50, and lovared {ts predicted

1980 dividend per share to $5.00.%

This impliaes for 1980
an astimacte for r of 11,60% and an estimate for b of
33.331,

Undar the presant turbnlent economic conditions it is

extramely difficult to estimate with precision the extent

1 Value Line, Fedbruary 1, 1980,

31 31HO0MOH A3W0SNNT AN,

440
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whizh these vaCas have baen revised dowaward. 1f

78

the

revised figures are & 12.50% return oo common equity and

a-1’Y retenticn rate, then the estimated grovth vate must

be

)

~f

ret.-+d4 from 5.077 to 4.63%.%

Adding the larter figura

the current dividend yield of 10.31X results in & cost

equity capital of 14.54X. .0Op tha other hand,

the ri{sa

{cieres: rateg over the past six months may bde takeca ag

¢vidence that tha cost of equity capizal bhas gooe up over

‘-4 pamse Time pariod. Heoce, {C some mean:re,

DTET . -7l lead to an upward revicion fo th

this vige in

24 tecuin aciowaed by the oumerous regulatory comntis-

cay that v csaras for ATSG&T. A gecparous allcowvence

c1vciiag-a Lxpact of increases in the alloved rat

’ .
PRI

~
ac o

Srtour dave s tacasts of tone ATAET growth rate v 2
Ta % LTR valua froon cha above L4.63% ro 5.23T. This [a--s:
1.9 Jate - ondnad <tceh o he 10,311 dividend yield te-

o F ' a¢.icy capizal ¢t 15 S6X. Io sur tadg-

e ATAT cowt <! equity capital aay vaell be ag lov ag

o, Taa&sis D.L cafc v4a-i1mate as of Magch 28,

“lilkeiy to Lae above 15.5%,

and 13

1%3Q.

r———

L2512

Using this reasouning, the zgrowth rate was adjusted down-
vard by 69 besis poincs for Rochaster Telephons.
Supplemental Prepared Direct Tastimony, March 24,
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