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Introduction

This paper examines price to value as an alternative to traditional valuation tools. Traditional
valuation models typically penalise high growth stocks. The price to value approach
alleviates this problem by rewarding companies that have high growth rates relative to its cost
of capital. ’

Model Framework

Under the price to value (PV) framework, the value of a firm is viewed as the present value of
the firm’s future residual income to equity holders. This model is simply a discounted cash
flow approach in an elegant form. Rather than projecting a firm’s operating cash flows in the
future directly, this model assesses the value of a firm based on the future residual income. In
particular, the residual income is estimated by the net return to investors, i.e. return on equity
over its cost of capital multiplied by the firm’s book value.

A Stock Selection Tool

‘We have tested the effectiveness of PV as a stock selection tool against traditional value
methods, and obtained evidence that PV has been a stronger and more persistent valuation
method. When many value methods became contra indicators in 1998 and 1999, PV model
maintained its effectiveness until late 1999. Even then, the degree of damage by using PV
would have been less severe than other models.

A Signalling Tool

We proposed a new way to use this model framework as a signalling tool for overpricing. We
solve for the implied discount rate, which equates the present value of future earnings
prospect to the observed market price. Under this framework, a high stock price corresponds
to a low discount rate in order to lift the present value. Thus, an unusually low discount rate
may imply overpricing, thus may signal a potential fallen angel. Our investigation of
performance since March 2000 indicates strong supporting evidence for this application.
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