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An Empirical Comparison of Free Cash Flow and
Residual Income Models to Estimate Equity Value.
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Summary

We estimate fundamental value of stock based on Discounted Free Cash Flow mode! and Discounted Re-
sidual Income model and divide this value by the actual market price, which we call “Value-to-Price Ratio
(VPR)". First, we observe the time series behavior of VPRs. Second, we set a regression equation of stock
price on the estimated value and run the regression. We find that the tail of RIM -VPR distribution is thinner
than that of FCF-VPR distribution and the time series behavior of RIM -VPR is more stable than that of FCF-
VPR. The results of the regression analysis show that the value estimated by RIM is more relevant to the
stock price than that estimated by FCF.
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Conditional Fama-French Fama-French Model CAPM
Ist Qu. Median 3rd Qu. 1st Qu. Median 3rd Qu. 1st Qu. Median 3rd Qu.
1981 11.97 14.66 17.16 1252 14.74 17.06 1157 12.16 12.68
1982 12.87 15.60 18.40 13.00 15.22 17.68 12.08 12.67 13.18
1983 11.89 14.67 17.36 12.30 1453 16.99 11.40 11.99 12.50
1984 11.07 13.85 16.72 12.00 14.26 16.60 11.08 11.68 12.19
1985 951 12.00 14.63 10.95 13.13 15,58 9.98 10.55 11.09
1986 750 958 12.20 9.33 11.59 13.99 840 9.00 953
1987 6.84 9.07 1153 8.80 11.13 13.59 7.94 853 9.07
1988 6.08 854 11.56 8.99 11.32 13.84 8.10 8.69 9.22
1989 6.25 8.79 12.14 9.62 11.96 14.40 8.65 9.23 9.77
1990 782 1045 13.69 10.97 13.32 1591 9.88 1048 11.00
1991 9.38 11.73 14.39 11,13 1343 16.03 10.04 10.64 11.19
1992 9.76 12,10 14.78 9.90 12.31 14.84 8.80 941 9.96
1993 8.26 1051 13.11 9.10 11,52 14.06 8.00 861 9.16
1994 781 9.90 12.59 8.74 11.16 13.69 762 823 8.78
1995 8.07 1049 13.25 722 9.66 12.26 6.09 6.70 7.25
1996 6.80 8381 11.39 772 10.18 12.86 657 7.18 7.74
1997 6.98 941 12.31 7.03 951 12.30 5.88 6.49 7.05
1998 761 11.35 15.20 5.96 846 11.27 483 5.46 6.02
1999 8.02 11.52 15.08 6.20 8.67 1156 5.05 5.66 6.22
2000 7.95 1217 16.54 6.13 856 1141 496 558 6.13
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5o 1HETHT — 7 1319814 ~20004E D HI R
WKOWTHAEATRETH)., 2HEFHEF—5
1983ELIED HFIHT A Z LASTE B, SHTICHE
BHERFCEL 0. bbb ARREDOF
BEZHWA, L L20004E K, BEMARED
2HIETFREMEE AT TE 2 0EIBREICH L2
728, 20004E 12DV T DA EEE AR PE OFHIE =
R 5o

ST REFEE LT, RAERERIG IS 1 #.LE
B (SMEZRO) oFrs, 3HREOR
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TJU—F vy ra1T70-EFIEBRRAIBETIVORIERR (MR - BH)

¥THY, POUTTRIHET— 253X TA
FURELAEINERINS, Thbb, OEEK
(BR A BN B0H) . BPR (W% P MRl L 2R).
EPR (FIZEHRMMiIL=E), ELEBEE, Ex %
5 (8736 ANEER), BEFrvaTu—,
&FPRAE (accruals) AEIETRELRETDH 5,

UrLoMET— 5 LERTFET— 7B AFTRE
THH., POBREERIA L EMEFHERT A
FOEHEATREL 3 HIREOWEE 1 38 L35k
1Z. 19804E > £ 20004F D B THE~12,9434E 12 7% o
720 BADIIOEIIA254TH V. It D20004E
128254t ICHEM L TV B,

6-2 VPRODAIEEHREFRE
APFETIK, 7V —FrvyaT7Od—EFN
(FCF) :(RBAFREFV RIM) XEJE, O
ERELZTEERT S, Q1A FEELERT
b, @2WETRMELEHTS, L) 320k
ECHRAMMEEFM L7220 LoD > T, 6 B
BAMEAFTE END, EhEhokXfhE (V)
PEHMABE TR T I &2 X D, ValuetoPrice

&3 VPROEEEZRE

Ratio (VPR) B EEh b, 2L 213 OT
FCFE&RIMEH#RE L, ZDfED HRD/2VPRZ
VPRFCF(Q)\ VPRRI(O) k/ﬁ%‘a—o

bDRONRBEII, 2D2DEFLOL ETHTE
SN VPROMBREE RO 72, ZORENE
BJIWRENRTW S, £32HNIE BIRROOBIC
X %2 VPROMEIZ, FCF & Y 3 RIMDAvk &
WZ g hb, FCFOBE, ELEOFHEME
PEEBLRT L, ENSHEBRICEEE 52 C
WEDTHH I,

EH$X&E, FCF & RIM @ [ T Pearson #
BELREAN0.1272 5032 L 27 <. Spearman A B 4%
BTH0020 5020 E L% ny e Th
o BIHTHRWLA-L T, WEFNVIZDDM
DOERTH Y F URE % 3T TRl 2 HE 2
FTHUL, F—OHEFBLNLEITTHL, L
L. #3128 AFCF L RIMOHBEFREIEHEL
TREL BV, Thid, FCFERIMIC X B4R
EAS R D TEORMBERICERN DS 2
EERRBRLTW5S,

VPRFCF(O) VPRFCF(I) VPRFCF(Z} VPRRI(O) VPRR[(I) VPRRI(Z)
VPRFCF® Correlation 0.303 0.339 0.116 0.190 0.264
p-value 0.000 0.000 0.000 0.000 0.000
VPRFCFW 0.144 0.725 0.238 0273 0.275
0.000 0.000 0.000 0.000 0.000
VPRFCF® 0547 0.157 0.193 0272 0.321
0.000 0.000 0.000 0.000 0.000
VPRF© 0.197 0.021 0.092 0.776 0.709
0.000 0.020 0.000 0.000 0.000
VPRF® 0.147 0016 0.061 0.997 0.877
0.000 0.084 0.000 0.000 0.000
VPRM® 0.166 0019 0.074 0.998 0.999
0.000 0.052 0.000 0.000 0.000

) A LE=A1T5h Pearson HIFRE. A T = A1751% Spearman R H .
B VAOEESHBERETH Y. TERIZp-value TH 5,
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6-3 VPROLLEREFRIHER

BiGC 6 FEEOVPREZHEEL, VPROSE 1 U5
L AF4 TV - EINFMNEEREITLIZELD
TE AR L2 R IVAIRFCFIZE 5 VPRT
»Y, NAVBIRRIMTHEL/ZVPRTH 5,
BB OFHEE 7V AIEL < oA S A
MR TH L ETHIE, EFVICEDTOTHES
Mokl & R T 5137 TH 5, LA
Ao TVPRIZ 1 IZEWEICRETHS o
FA4DONRANVARRL L, VPROE 1 U5
B4 F R o TRB T — AL NI LIZRD
o THIT A NORERFELEENTHY,
REFBIERAEEIE, 7Y —Frvry a7
T—ii<w A4 F R BEASDH S (Penman,
2001, p.116), ERMYIZH 1 W47 & 58 3 U5
DEHNKE L, FCFOVPRIZFEF ITEFOL W
SHTH B, T, EREL TFRMEDEHIION
Tid. FPREZ R L725E O H 240 & O Tk
METAESL, THETEMES 2 B TFRENRE
BAizowTid, WihzMEHLTHZEED
VPR D5 A REZ v, N T VR OB
EHEEHIZVPROAF 4 7 Vi3 LICHEL T
B BRI 1 E TR TWS 7 —AD% 0,
FA4DNFVBERZ L, RMOB A, FCF
LERLYVPRATA F A>T Ahr—AiX
BEAERV, EWH T EIZRDTL, &hRIcE
1S EEINASLOENNMEL, RIMD
VPRIZFCF I EEF DL GA Tl v, 72,
VPRIZN 7T IVEFIHICRRET L. 199050 %
RIETERALTWZ00, ZOHEBIIIERIC
ERPTREL TWD, FEREMEE FREOMERI
DWTId, FPREMEEEH LISEEOH M E O
ARSI L PR L 2 B TAEMEOME
BizowTd, BHEEMEH L7225 & TRt
BB, LAL, VPROAF 4 7 VA 1ITHE
W —2E, B AE LT, ZO XD BN
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B7AYATLBEINTWS (Francis et al,
2000)
NANVAENSRAVBRRETZ L, ORIMIZ
BT 5 VPROSAIXFCE & b $ BEIHR, @
RIMIZ 81} % VPR OB RFIHERIIFCF X ) &
PR THYREL TS, @7 F VR MFREMHEI
RIMTHRLZZHPERTHSL, L) &
it X (I

6-4 LRI OER

T, FCF & RIM CTHE & h7- bkl fE A%,
EBRORMICEOREREL TRHDh. ZDH
ZHOMITH 0. bhvbiud T oRER1
23T, 19804EH 52000EDKEZDNT, TD
HERREHE L2 ELT EFNVITEICHER
BOVHEEFELOTH D, TORHEELES
WCEH L7z,

P=a+p Ve, j=1,....N 13
72720, Pyt 23 O 6 AROHM.
V't &4 OFETVTHESE Sk

JORRAAMAE.
N TR ER

£5% R FCRIZETWTHE S hk
AAAE & BEOMKM & OBEMIZZ L v, Lwv)
Wb Tz, FEREEE FREMEOHEMICD
Wik, FCFTHRAMME % #E L 254, TR
fEAZ V5 Z & THRERBAEML 727 — 1320
FEHFIETH > 720

Zhizx LT RIMOBEIZIR, RERES
BART064L 720, FCF & 0 b ikEREAH VE
BIZOMIT LTV 5. RERROKRYIHES Z AT
b, RIMOBRERBIIFCF L Y bREL T,
T/, EEMEETFHEEOHEMIIOWTIX, RIM
THRAMMEEZHE L7HE. FEREZHAVWLILE



FU—Fvy a1 T70-EFILEBRFIRESTIVORMHF (TR - 7H)

K4 VPRODHERRIIES
Panel A7) —F % vy P 270—E7 )0 (EHE. 1 HLTHEME. 2HETREERMER)

VPRFCF(O) VPRFCF(I) VPRFCF(Z)
1st Qu. Median 3rd Qu. Ist Qu. Median 3rd Qu. Ist Qu. Median 3rd Qu.

1981 -1.06 047 1.98 -0.29 1.02 258

1982 -0.85 0.57 2.09 -0.13 0.87 248

1983 -0.37 0.85 249 0.01 0.92 2,59 -0.21 0.88 2.78
1984 -0.26 0.96 2.38 -0.48 0.79 237 -0.18 0.98 2.37
1985 -0.68 0.44 1.89 -0.01 0.92 248 0.01 0.97 243
1986 -0.29 0.40 137 0.03 0.59 1.62 -0.00 0.50 157
1987 ~0.04 0.66 1.83 -0.08 0.61 151 0.04 0.60 144
1988 -0.20 0.52 135 -0.02 0.55 136 0.04 0.58 1.36
1989 -0.38 0.12 0.79 -0.03 0.49 132 -0.00 049 134
1990 ~0.71 -0.04 0.56 -0.19 0.28 1.03 -0.13 0.29 1.07
1991 -0.84 -0.01 0.70 ~-0.27 0.33 1.05 -0.15 0.32 1.11
1992 -1.02 011 097 -0.39 0.33 1.04 -0.40 0.25 0.99
1993 -0.22 0.51 137 -0.34 0.27 0.88 -0.32 0.22 0.86
1994 0.04 0.70 158 -0.38 0.28 0.98 -0.29 0.25 0.94
1995 -0.07 0.97 2.61 -0.66 0.55 1.83 -0.23 0.65 2.07
1996 -045 0.45 142 -0.30 0.53 1.68 -0.17 0.56 1.66
1997 ~0.20 0.83 213 -0.08 0.88 2.39 -0.01 0.84 234
1998 -0.44 0.69 2.02 -0.16 0.84 2.39 -0.10 0.79 219
1999 0.42 1.29 345 -0.24 0.73 2.09 -0.11 0.69 196
2000 041 2.94 7.27 -9.15 0.40 9.02 0.03 257 6.51

Panel B. BRRFIZEE 7V (EHME. 1HETHEME, 2 HETHREZEH)

VPRRI(O) VPRRI(I) VPRRI(Z)
Ist Qu.  Median  3rd Qu. Ist Qu. Median 3rd Qu Ist Qu.  Median 3rd Qu.

1981 0.18 0.31 0.50 0.19 0.31 047

1982 0.16 0.28 043 0.19 0.30 045

1983 0.13 0.23 0.36 0.14 023 0.37 0.18 0.28 041
1984 0.11 0.21 0.35 015 0.25 0.38 0.19 0.28 0.42
1985 0.13 0.24 041 0.15 0.26 042 0.18 0.29 0.44
1986 0.09 019 0.33 0.09 018 031 012 0.21 0.34
1987 0.07 0.15 0.28 0.08 0.17 0.28 011 0.19 0.31
1988 0.08 0.17 0.28 0.10 0.19 0.30 012 0.21 0.32
1989 0.10 0.18 0.29 0.11 0.18 0.30 012 0.20 0.32
1990 0.09 015 0.24 010 0.15 0.26 011 0.17 0.27
1991 0.12 0.19 0.28 0.12 0.19 029 013 0.20 0.30
1992 0.13 0.21 0.35 0.13 0.21 0.32 0.16 0.23 0.35
1993 0.06 0.14 0.27 0.07 0.15 0.26 0.11 0.17 0.28
1994 0.03 012 0.24 0.06 013 0.24 0.10 0.16 0.26
1995 0.06 0.19 0.36 012 0.22 0.38 0.16 0.25 040
1996 0.07 017 0.29 0.10 018 031 013 0.21 0.33
1997 011 0.23 0.38 0.15 0.26 041 0.18 0.28 043
1998 0.08 0.23 045 0.14 0.26 046 0.20 0.30 0.50
1999 -0.25 0.13 0.28 0.10 0.22 0.35 018 0.27 0.40
2000 -0.19 0.13 0.32 0.05 0.25 048 0.25 0.40 0.62
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VFCF(O) VFCF( ) VFCF(Z) VRI(O) VRI(I) VRI(Z)
1981 0.012 0.047 0.258 0401
1982 0.000 0.005 0416 0.522
1983 0.020 0.027 0.028 0.536 0.569 0.606
1984 0.001 0.021 0.028 0.525 0.557 0.638
1985 0.002 0.011 0.020 0.272 0.304 0.320
1986 0.049 0.000 0.013 0.193 0.169 0.192
1987 0.088 0.009 0.017 0.191 0.248 0.254
1988 0.000 0.001 0.020 0.176 0.212 0.218
1989 0.003 0.021 0.025 0.145 0.174 0174
1990 0.008 0.017 0.025 0.165 0.194 0.169
1991 0.052 0.039 0.041 0.405 0.429 0.420
1992 0.008 0.009 0.019 0.364 0417 0.442
1993 0.017 0.002 0.003 0.302 0.296 0431
1994 0.102 0.069 0.044 0.269 0.350 0.382
1995 0.040 0178 0.176 0.302 0.352 0.363
1996 0.001 0.072 0.110 0.250 0.468 0.495
1997 0.174 0.147 0.185 0.327 0.529 0.552
1998 0.089 0.068 0.163 0400 0474 0.576
1999 0.151 0.006 0.034 0.275 0413 0.474
2000 0.060 0.057 0.005 0.074 0.109 0.199

W) B4 6 A KO B L. HARM (P8, s,

FLTw5,

THRERESWML 727 — AI20EFI8ED -
770 F 72, 20EIYEIZOWT, 2HLTHMES
AT EIRARORERBERTOTH %,

DX REBRSMOEEERETSHE. @
FCF & b & RIM THEE & 7R\l i D 75 A%,
BEOKM & OMEEA R, OQEREIV ST
ABEZMEH L7ZHEDHH, Bl & OBIEM:ILE
{p%, L) ZEMFEHENE . QORI
TR PAEEAEEE & U CEERTHICREL
TWwhbI & ERBELTWwW5S (Healy and Palepy,
2001, p416),

feiam & RRR

ABETE, 7V —FrvPaT7Oo—EFTN
(FCF) LBERAFREET NV (RIM) » 5 fiE
L L. BRGE & BRIEOBMRZBREEL 720 &
o, O OHEICIB T, M

7=l
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HBRTRSNIERBELZTTRLITFIAMOF
BMEEMEALZZ & @CAPM & Fama and
French 3 7 7 72 # —EF 1B & &M Fama
and French3 77 7 ¥ —EFV D 3 2% HWwWT
ERIAMHEL, FOEREBEF T, &K
B2 444 Fama and French 3 7 7 7 # — €5
WEBEHALLEZEILHS,

FCF & RIM CHE L 7= #4218 & EBR O Bl
L DOBfR%E. VPRORRFIHER & HFE 05 T
LR ORIMIIBITS VPR O 1E FCF
£ 0 HEEIPV, @QRIMIZEBIT B VPRDOER
FIHERIZIFCF L D bR P TH DV LEL TS
@7 F VU A MFEMBITRIM THEH L7227 H%)
TH5. @FCF & ) b RIM THE S - HRAAM
EOFH, BEOKM & OBEMEAHR ., EOFEK
LY S FREERZEHLHEEDIT) P HiEiL
DEEEDEL B, L) TG otn
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ZHR IRz,
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