Midterm Review

Your textbook advocates the use of the AEG methodology.
	
	

	(1)



Under the standard formulation


Under the standard formulation of the AEG model, as proposed by Penman (2013), we assume that the (one-plus) growth rate in earnings is  in period 2 and G thereafter, and we try to use “reverse engineering” to determine what value of G will explain the current price.
	Thus,
	
,
	(2)

	
	
,
	(3)

	
	
,
	(4)

	and
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for all t = 3, 4, . . . ; but generally we would expect that G = 1+g and g would be the rate of GDP growth, or something close to it. And the closed form expression of this formulation of the AEG methodology would be:
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Resulting in the closed form expression
	
	
,
	(7)


[bookmark: _GoBack]which is provided in your textbook. Unfortunately, this closed form expression only achieves convergence, if 
	
	

	(8)


which only applies where the company pays a substantial percentage of earnings out in the form of dividends, as in the numerical example provided on page 188 of your text.

The alternative

A second approach to “reverse engineering” under the AEG methodology is to retain all future earnings until the end of the excess earnings period and to see what length of the excess earnings period explains the current market price.

	
	
.
	(9)



where “anchoring” would involve the iteration of the model, letting N equal 0, 1, 2, or 3 periods. Zero implying normal pricing, one implying one period of AEG, two implying two periods of AEG beyond the current year, etc.

Penman (2013) admonishes the investor to beware of paying too much for a growth stock, especially where that growth results in a high PE ratio; and he recommends that the analyst “anchor” his price estimate first upon forward earnings, and next upon forward earnings plus second year AEG, and so forth, implying that AEG may end at some point.  Our study proposes that such “anchoring” can more simply be stated as the application of the general finite period model, 

Feedback assignment.

I need to get some feedback from you all, in order to determine if this makes sense to you before moving on. Therefore, I am asking you to take the numbers from the example on page 188 and to determine what value of N explains a current market price of 133.71. Reply via the Discussion Board.
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