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METHODOLOGY 
 

The Business Tax and Valuation Bureau develops a capitalization rate for each centrally assessed utility industry group 
using the band-of-investment technique, also known as the weighted average cost of capital. The typical industry rate for 
each source of capital (common equity and debt) is weighted according to its proportion in the typical market capital 
structure for each industry to derive a weighted average direct capitalization rate for the specific industry. The rate for each 
of the sources of capital is taken from directly observed information in the market. 

 
For a company in a given industry, the capitalization rate for its industry is applied directly to a corresponding estimate of the 
company’s comparable benefit stream to derive an income indicator of value for the company. 
 
It is important to note that the cash flow used in yield capitalization is “true”, “net” or “free” cash flow and not the ”gross” cash 
flow used in the Department’s direct ”gross” cash flow indicator. 
 
The correct application of a yield capitalization rate is to use the rate for the industry to discount a stream of estimated future 
(free) cash flows for a company to present value. The development of a valid future cash flow stream requires considerable 
time and effort. Most companies choose not to spend the time and effort to develop this future cash flow stream. Therefore, 
in the event a company does not provide a future cash flow stream as requested in the Annual Reporting Forms, the 
Department normalizes “free” historical cash flows to determine a cash flow stream. The yield capitalization rate for specific 
industries is applied directly to this derived cash flow stream. 

 

COMPARABLE COMPANIES 
 
The comparable or "guideline companies" are taken from the appropriate industry group in the Value Line Investment Survey. 
That universe of companies is tested against several industry specific criterion to select which will be used in the study. This 
selection process is outlined at the beginning of each industry study. 
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THE RATE FOR DEBT 
 
The measure of the rate for debt used in the direct capitalization rate is the current yield. Current yield is equal to the annual 
coupon rate divided by price (expressed as a percent). The measure of the cost of debt capital for the yield rate is yield to 
maturity. The yield to maturity is the interest rate that equates the present value of a bond’s cash flow to its current price 
(expressed as a percent). Yield to maturity assumes that the bond will be held to maturity. If the bond is not held until 
maturity, or if the interim cash flows are reinvested at a rate that differs from the yield to maturity, an investor’s actual yield 
will differ from the yield to maturity. The yield to maturity calculation equates a bond’s cash flows to its current price; this 
yield calculation considers both coupon and income and any capital gain or loss the investor will realize by holding the bond 
to maturity. 

 
Valuation theory typically requires the use of current yields (the annual coupon rate divided by price) for direct capitalization 
and the use of yield to maturity for yield capitalization, the two rates will generally not vary significantly for seasoned issues 
(except under certain circumstances) and they will be the same for new issues. 

 
The debt rates used in yield capitalization are those reported by Mergent, Inc. Corporate bond yields are grouped according to 
credit rating and matched appropriately to the corresponding industries' average credit rating. In certain instances, an 
equivalent rating from Standard & Poor's Financial Services LLC is used in place of the Mergent, Inc. rating. 

 
The present value of operating leases, as reported in guideline companies annual reporting forms, are included in the debt 
portion of the weighted average cost of capital. 
 
THE RATE FOR PREFERRED STOCK 

 
The measure of the rate for preferred stock used in this study is equal to the book value reported in the annual reporting forms 
of the guideline companies selected. 
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DIRECT CAPITALIZATION OF NET OPERATING PROFIT AFTER TAX (NOPAT) 
 
Under direct capitalization of NOPAT, the measure of the rate for common equity is the price to earnings (P/E) ratio. The P/E 
ratio is the ratio for valuing a company that measures its current share price relative to its per-share earnings. The price to 
earnings ratio is sometimes known as the price multiple or the earnings multiple. 

 
For each of the companies included in the equity portion of the industry capitalization rate data set, the Business Tax and 
Valuation Bureau calculates two different measures of the P/E ratio, and then calculates an industry (simple) average 
and median for each of these measures: 

 

P/E (VL) Historic The end of year closing stock price as reported by Yahoo! Finance is divided by the historic 

earnings per share as reported in the Value Line Investment Analyzer. 
 

P/E (VL) Projected The end of year closing stock price as reported by Yahoo! Finance is divided by the projected 

earnings per share as reported in the Value Line Investment Analyzer. 

 

The cost of equity for direct capitalization is then selected according to the quality and quantity of data analyzed. 

 
DIRECT CAPITALIZATION OF “GROSS” CASH FLOW 

 
The Business Tax and Valuation Bureau develops another direct capitalization rate for each centrally assessed utility industry 
group. This direct capitalization rate is calculated like the rate for capitalizing net operating income. The only difference is that 
the denominator in the ratio is “gross” cash flow per share. This results in a price to cash flow ratio.  
The price to cash flow ratio (P/CF) is a valuation indicator or multiple that measures the value of a stock’s price relative to its 
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operating cash flow per share. The ratio uses operating cash flow which adds back non-cash expenses such as depreciation 
and amortization to NOPAT. 

 
For a company in a given industry, the capitalization rate for its industry is applied directly to an estimate of the company’s 
typical “gross” cash flow to derive an income indicator of value for the company. 

 
YIELD CAPITALIZATION OF PROJECTED FUTURE (FREE) CASH FLOWS 
 

The Business Tax and Valuation Bureau also develops a yield capitalization rate for each centrally assessed utility industry 
group. 
 
The rate for each source of capital is the “cost of capital” for each industry group. The cost of debt is the yield to maturity for 
debt derived from the Mergent Bond Record and matched to the set of comparable companies for each industry group. The 
cost of equity capital is calculated using several methods, including two variants of the dividend discount model (DDM) and 
two variants of the capital asset pricing model (CAPM), or a combination thereof depending on the quantity and quality of 
available data. 
 
CAPITAL ASSET PRICING MODEL (CAPM) 
 
The capital asset pricing model is a model that describes the relationship between the expected return and risk of investing in 
a security. It shows that the expected return on a security is equal to the risk-free return plus a risk premium, which is based 
on the beta of that security.  
 
The formula for CAPM is ke = Rf + β x ERP where ke is the cost of equity, Rf is the risk-free rate, β is beta, and ERP is the 
equity risk premium. 
 
The yield on a 20-year constant maturity U.S. government bond, as reported by the Federal Reserve, is used as a proxy for 
the risk-free rate. The 20-year maturity is selected as it matches the term used when developing the equity risk premium. 
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The beta used in CAPM is selected from an analysis of the betas reported for each guideline company in the Value Line 
Investment Analyzer.  
 
The equity risk premium is an excess return earned by an investor when they invest in the stock market over a risk-free rate         
defined as the Rm (market return) less the Rf (risk-free) rate. The market return is selected based on an analysis of several     
independent reporting sources. These include measures calculated ex-post, which measures results after events have      
occurred, and ex-ante, which looks at future events based on possible predictions.  
 
DIVIDEND DISCOUNT MODEL (DDM) 
 
The dividend discount model (DDM) is a quantitative method used for predicting the price of a company’s stock based on the 
theory that its present-day price is worth the sum of all its future dividend payments when discounted back to their present 
value. The future dividend payments are projected through five hundred years using three separate growth rates, one for each 
stage. 
 
The first stage of the model encompasses the first five years of the calculation. The growth rate is the compound annual 
growth rate between dividends declared per share (estimated for the next year) and dividends declared per share (estimated 
3-5 years in the future) as reported by the Value Line investment analyzer. This is the “short-term” growth rate. 
 
The second stage of the model encompasses years six through twenty. The growth rate is a linear regression beginning at the 
short-term growth rate and regressing to a long-term growth rate as determined by the Business Tax and Valuation Bureau. 
The long-term growth rate used is a nominal growth rate defined as the sum of inflation and real growth in gross domestic 
product. Inflation and real growth figures are selected by analyzing what is reported by several widely used and available 
surveys and forecasts.  
 
The third stage of the model encompasses years twenty-one through five hundred. The growth rate used is the long-term 
nominal growth rate described above.  
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The internal rate of return is then calculated for the entire model. The model is completed using two separate measures of  
growth, earnings and dividends.  
 
Properly developed and applied, yield capitalization and direct capitalization usually result in similar indicators of value. 
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