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in particular circumstances.

Price Versus Intrinsic Value

The price of  a security is based on a number of  
factors: the prospects for the company, the current overall 
market sentiment (including periods of  fear and greed), supply 
and demand for the shares, liquidity of  the shares, and the 
market in which the shares trade, just to name a few. Intrinsic 
value, on the other hand, is what we think the company is 
worth independent of  transitory factors that may be currently 
infl uencing the price.

Valuation is an exercise where we determine what a com-
pany is worth and whether the price is reasonable relative to 
this intrinsic value. There are a couple of  overall approaches 
to valuation: relative valuation and absolute valuation. In 
relative valuation we are looking at the price in relation to 
some underlying fundamental or alternative measure of  value, 
such as income statement or balance sheet fi gures. These 
relationships have meaning when viewed over time or in 
relation to similar securities or the market as a whole. One 
of  the most common approaches that individual investors 
use is examining price-earnings ratios, price relative to some 
measure of  the fi rm’s accounting earnings. 

Absolute valuation is a process by which we assess, 
independently of  price, the current intrinsic value of  the 
company. Absolute valuation methods include discounted 
cash fl ow methods (e.g., discounted dividends or free cash 
fl ow), asset-based methods and residual income methods.

Investing is about earning 
a fi nancial return. Valuation is at 
the heart of  investing—you need to find 
a stock selling at an attractive price relative to 
its intrinsic or underlying value, otherwise your 
prospects for a fi nancial return are poor.

Wait, you say, that sounds like value investing and I am 
a growth investor. We feel this dichotomy is unnecessary. All 
investing is about identifying companies for which we expect 
to earn a handsome fi nancial return. Why would we want to 
buy companies selling above their intrinsic value? We might be 
willing to buy them if  the current price is equal to the intrinsic 
value, as a fair fi nancial return would be expected. However, 
ideally we would prefer to fi nd companies where the current 
price is well below intrinsic value. Whether you are a value 
investor or a growth investor, you are likely concerned about 
the price you are paying relative to intrinsic value (including 
the company’s growth prospects). All investors should there-
fore assess the value of  the company using some valuation 
method and compare that value to the current market price. 
Doing otherwise is to speculate, not invest. 

All valuation methodologies are not created equal and 
no single method applies to all companies or works in all 
market conditions. Some valuation methodologies are more 
appropriate in certain circumstances and not in others. In 
this article, we examine different valuation methodologies and 
provide guidance for selecting the method most appropriate 
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Price Multiple or Yield Measure When Most Appropriate

In general for all multiples and yields • When there is a good peer group of companies, an industry or a market  
  index that is appropriately valued (or perhaps undervalued).

Price-earnings ratio (P/E),  • When earnings are seen as good indicators of company performance  
or earnings yield  (e.g., not subject to accounting manipulation) and are not heavily 
  impacted by temporary or transient factors.
 
 • P/E may only be used when earnings are positive and not near zero,  
  whereas earnings yields may be used in all cases.

Price-to-book ratio (P/B), • Commonly used for fi nancial companies where balance sheet values
or book-to-price ratio  are closer to current values and the balance sheet is an important 
  driver of performance.
 
 • Can be used when earnings are near zero or negative in any industry.

Price-to-cash-fl ow ratio (P/CF), • Can be used in most circumstances, but is especially appropriate when 
or cash fl ow yield  earnings may not be indicative of company performance.
 
 • Best used for non-fi nancial companies, as fi nancial company cash fl ows  
  are often not comparable to those of operating companies.

Price-to-dividend ratio (P/D), • When a company is paying dividends that are stable or growing at a
or dividend yield  relatively stable rate.
 
 • When the dividend stream is correlated with underlying earnings (e.g.,  
  earnings and dividends are both stable and growing).

Price-to-sales ratio (P/S) • Can be used for cyclical companies where earnings are transitory.
 
 • Can be used when earnings are negative.
 
 • More commonly used for retail companies.

Relative Valuation 
Methodologies

In a relative valuation, you are typi-
cally not interested in assessing the dollar 
value of  the company as a whole or the 
value per share; instead you are interested 
in assessing the current price compared 
to some underlying fundamental factor 
and relative to other companies.

Multiples and Yields
Relative valuation methodologies 

involve the use of  price multiples or 
their inverse, measures of  yield. For 

example, you might be looking at the 
price-earnings ratio (P/E), which is the 
price per share divided by the earnings 
per share, or its inverse, the earnings 
yield, which is earnings per share divided 
by the price. This multiple or yield is 
then compared to other comparable peer 
companies, the industry or the market 
as a whole to determine if  the company 
is valued low or high.

In the case of  a price multiple, you 
prefer to pay a lower multiple relative 
to other companies with similar profi t-
ability, growth rates and risk. You would 
be willing to pay a higher multiple for 

fi rms with higher profi tability or growth 
potential. You would also be willing to 
pay a higher multiple for companies 
of  lower risk. [For a full discussion of  
factors impacting price multiples, see 
“Equity Asset Valuation,” 2nd edition, 
by Jerald E. Pinto, Elaine Henry, Thomas 
R. Robinson and John D. Stowe (John 
Wiley & Sons/CFA Institute Investment 
Series, 2010).] The inverse or earnings 
yield would be the opposite. You desire 
a higher earnings yield in general, but 
would accept a lower yield for higher 
profi tability, higher growth potential 
or lower risk.

Table 1. Relative Valuation Measures 
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look at the earnings yields for guidance. 
In this case, Twitter’s trailing 12-month 
earnings per share is not dramatically 
negative so its earnings yield is compa-
rable to the earnings yield for LinkedIn, 
which went public in May of  2011.

We can also look at where Face-
book’s price-earnings ratio is relative to 
its history. The stock is trading at the low 
end of  the range of  price-earnings ratios 
investors have assigned to it over the last 
three years—similar to how LinkedIn 
has traded within its valuation range. 
On the other hand, Yahoo! is trading 
near the high end of  its three-year range 
while Google is trading in the middle 
of  its range. 

Although Facebook and many of  
its peers have positive earnings, this 
price-earnings analysis is limited by 
at least two factors. First, the period 
of  time over which its earnings and 
those of  some of  its peers have been 
positive is extremely limited (i.e., about 
three years). Ideally, we would like to 
see trends in multiples over a complete 
economic cycle. Second, the analysis of  
price-earnings multiples is most power-
ful when earnings are not subject to 
transient factors. In 2013, Facebook took 
a $9 million charge against earnings. We 
have not specifi cally adjusted for that 
here because it is a modest fi gure and 
because Facebook has not had any other 
special charges. Google, however, took 
a $690 million charge against earnings 
in 2013 for discontinued operations 
and we are using that as a comparison. 

12-month (TTM) price-earnings ratio 
of  107, compared to almost 700 for 
LinkedIn Corp. (LNKD) and around 
30 for both Google Inc. (GOOG) and 
Yahoo! Inc. (YHOO), as of  February 7, 
2014. That puts Facebook somewhere 
in the middle of  the range of  some 
comparable peers, but the range is quite 
large, typical of  stocks in their growth 
phase. Google’s price-earnings ratio in 
2004 was 131. So, it is reasonable to 
expect Facebook’s price-earnings ratio to 
decline over time. If  you own Facebook 
stock, the hope, of  course, is that the 
price-earnings ratio declines because 
earnings (the denominator) grow rather 
than the price (the numerator) falling. 
Notice, the price-earnings ratios in this 
industry are markedly higher than those 
for the market overall. That is charac-
teristic of  growth stocks as well. 

The price-earnings ratio can be 
calculated in a variety of  ways, and 
because markets are forward-looking 
rather than backward-looking, we can 
look at the price-earnings ratio based 
on estimated (forward) earnings. Again, 
using this relative measure, Facebook’s 
valuation appears to be somewhere in 
the middle of  the pack. So, we might 
look at other qualitative factors to make 
a distinction.

Twitter Inc. (TWTR) went public on 
November 7, 2013, at $26 per share. As 
of  this writing, Twitter shares are trading 
at almost $55 per share. Because its earn-
ings are negative, we cannot calculate a 
price-earnings ratio. We can, however, 

An important assumption in using 
a relative valuation method is that the 
companies or index you are using for 
comparison purposes are fairly valued. 
If  you feel the peer companies or index 
are overvalued, then relative valuation 
may not be an appropriate method.

There are a variety of  other price 
multiples or yields that may be used 
instead of  a price-earnings ratio. These 
include price-to-book ratio (P/B), 
price-to-cash-flow ratio (P/CF) or 
price-to-dividend ratio (P/D), and the 
inverse yield measure for each. Table 1 
summarizes important considerations 
in selecting a price multiple or yield 
approach to valuation.

A Price-Earnings Ratio Example
Facebook Inc. (FB), the popular 

social media network, went public in an 
initial public offering (IPO) on May 17, 
2012, at $38 per share. A week later it 
was trading at less than $27 per share. 
As of  this writing, it is trading at over 
$64 per share. What is it really worth?

According to Table 1, multiples are 
useful tools when there are good peers 
for comparison purposes and when 
those peers and the market are appro-
priately valued. Presuming the latter is 
true, and we have our doubts, we can use 
price-earnings ratios to help answer the 
question because Facebook and many of  
its peers have positive earnings. 

Table 2 shows price-earnings mul-
tiples and yields for Facebook and some 
of  its peers. Facebook has a trailing 

Table 2. Comparison of Social Networking Stock Valuations

 Earnings Earnings Forward 3-Year 3-Year
 Price per Share P/E Yield P/E High P/E Low P/E 
 ($) ($) (x) (%) (x) (x) (x) 

Facebook Inc. (FB) 64.31 0.60 107.2 0.93 40.4 1,666.7 92.6
Google Inc. (GOOG) 1,177.13 39.92 29.5 3.39 19.7 32.9 21.2
LinkedIn Corp. (LNKD) 209.59 0.30 698.6 0.14 56.8 714.3 555.6
Twitter Inc. (TWTR) 54.35 (0.18) nmf (0.33) nmf nmf nmf
Yahoo! Inc. (YHOO) 37.23 1.17 31.8 3.14 23.9 34.6 6.1
S&P 500 index — — 17.9 5.59 15.3 18.6 13.7

nmf = no meaningful fi gure
Source: Morningstar.com. Data as of February 7, 2014. Earnings and valuation ratios based on trailing earnings except for 
forward P/E.
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Absolute Valuation Method: W hen Most Appropriate

In general for all absolute • When you desire to compute an explicit value of the subject company
valuation methods  to compare to the price, compute expected returns and/or margin
  of safety.

Dividend discount model • When a company has stable dividends or dividends are growing at a 
  stable rate.
 
 • When the dividend stream is correlated with underlying earnings (e.g., 
  earnings and dividends are both stable and growing).

Free cash fl ow to equity (FCFE)  • Can be used in most circumstances.
model 
 • Can be used when a company is not paying a dividend or has negative 
  earnings.
 
 • Best used for non-fi nancial companies, as fi nancial company cash fl ows 
  are often not comparable to those of operating companies.

Free cash fl ow to the fi rm (FCFF)  • Same as above for FCFE model.
model 
 • Often used when an acquirer may change capital structure, whereas 
  FCFE is best used when leverage levels are stable.

Residual income model • Best used for companies where the balance sheet is an important driver 
  of earnings and where other methods above are not most appropriate.
 
 • Commonly used for fi nancial companies.

Asset-based model • Least often used relative to other models.
 
 • Most appropriate when the company is expected to be liquidated or 
  where there are substantial assets that can be valued individually 
  (sum of the parts valuation or commodities).

or free cash fl ow that the company is 
generating internally. In some circum-
stances, you might discount earnings 
instead of  cash fl ows. This latter method 
is a known as the residual income ap-
proach to valuation. 

In an asset-based approach, you 
determine the value of  the net assets 
of  the company (assets owned less any 
liabilities). In essence you are valuing the 
company not as a going concern, but as 
if  you were going to liquidate the com-
pany, sell off  the assets and pay off  all 
liabilities. Table 3 summarizes important 
considerations in selecting a cash fl ow 

terested in determining the value of  
the company without reference to its 
current price. You determine the value 
independently and then compare it to 
the current price to determine if  there 
is suffi cient expected return. Absolute 
valuation methodologies are typically 
based on either a cash fl ow approach 
or an asset approach. 

In a cash fl ow approach, you fore-
cast a future expected stream of  cash 
fl ows and then determine the present 
value of  those cash fl ows using a desired 
rate of  return on that investment. The 
cash fl ows involved might be dividends 

There have been no similar charges in 
the last four years, though. 

Investors should perform a similar 
analysis on Facebook using price-to- 
cash-fl ow and price-to-sales ratios for 
more direction. Because the tangible 
assets associated with social networking 
companies is limited, the price-to-book 
ratio is a more troublesome metric to use 
in valuing fi rms in this nascent industry. 

Absolute Valuation 
Methodologies

In absolute valuation, you are in-

Table 3. Absolute Valuation Methodologies
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or asset-based approach to valuation.

Discounted Cash Flow
Discounted cash fl ow methods gen-

erally involve taking the present value 
of  cash fl ows expected to be received 
by investors in the future and discount-
ing them back to today (determining 
their present value). A classic example 
is the dividend discount model, where 
the investor forecasts future dividends 
expected to be received.

Other common discounted cash 
fl ow models are those that forecast 
overall excess cash fl ows the company 
is able to generate from its business 
(known as free cash fl ow). In its simplest 
terms, free cash fl ow is the company’s 
operating cash fl ow less any needed 
capital expenditures to maintain current 
operations.

Two specifi c variations are free cash 
fl ow to equity, which measures the excess 
cash fl ow that accrues to the benefi t of  
shareholders, and free cash fl ow to the 
fi rm, which measures the excess cash 
fl ow that goes to all capital provid-
ers—both debtholders and shareholders.

A Dividend Discount Example
Boeing Co. (BA) has a trailing 

12-month dividend of  $1.90 per share 
and trades at $127 per share. Its dividend 
growth has slowed dramatically over the 
last four or fi ve years, but has averaged 
approximately 11% to 12% over that 
last 10 years or so. If  we assume that 
dividends per share grow at 12% an-
nually over the next four years, we can 
estimate what those dividends will be 
(see Table 4) and estimate what those 
dividends are worth in today’s dollars. 

We need to also forecast a terminal 
value at the end of  four years (e.g., a 
price at which we believe we could sell 
our shares if  we wanted to). We can 
assume that Boeing will trade at the 
long-run average price-earnings ratio 
of  the S&P 500 index, which is about 
15.0, at that time. Boeing historically 
has paid out about 45% of  its earnings 
as dividends. So, its earnings four years 
from now can be estimated as $2.99 ÷ 
45%, or $6.64. If  the share price trades 
at the stock market’s long-term average 
of  15 times earnings, the share price four 
years from now would be $99.66 (see 
Table 4). Notice the terminal value is 
relatively large in comparison to the an-
nual dividends over the next four years.

We can estimate what these cash 
fl ows are worth today at a discount rate 
of, say, 12% per annum and get an intrin-
sic value of  only $70.93. Boeing would 
have to trade at 28½ times earnings four 
years from now to justify its current 
share price based on the dividend fore-
cast we assume here. For what it’s worth, 
Boeing traded near 30 times earnings 
in 2006, but its subsequent share price 
performance was very disappointing. 
The stock traded at 29 times earnings in 
2009 followed by long-term returns that 
were reasonable, but lagged the market 
average by substantial amounts. Boeing’s 
average price-earnings ratio over the last 
10 years is closer to 20. 

Residual Income
A residual income model assumes 

a company is worth its current book 
value (net assets minus liabilities on the 
balance sheet) plus the present value of  
any excess earnings it can generate in 

the future. Excess earnings is the differ-
ence between the earnings the company 
is able to generate and those that are 
required by investors (represented by 
the fi rm’s cost of  capital).

In contrast to a discounted cash 
fl ow model, there is not a large termi-
nal value in a residual income model. 
In fact, this valuation model usually 
assumes that earnings will eventually 
decline to a level required by investors 
(i.e., no excess earnings). Further, this 
is an attractive model to apply when 
a company’s future cash fl ow can be 
diffi cult to discern (for example, when 
valuing fi nancial companies where cash 
fl ow is quite different than for traditional 
operating companies).

However, this model relies upon 
accounting data versus cash fl ow and 
can be subject to manipulation or mis-
statement if  companies are playing ac-
counting games or if  accounting rules 
permit some transactions to bypass the 
income statement.

Basic Residual Income Example
Citigroup Inc. (C) is trading at 

$49.21 per share and a price-to-book-
value ratio of  0.76, which would appear 
to be a bargain: Why is the company 
selling for less than what the assets are 
listed at on the balance sheet?

A residual income model would 
show us that since Citigroup currently 
has an return on equity (ROE) of  7% 
and investors are more likely to require 
a higher return (upward of  10%), it has 
negative excess earnings and should 
be trading at a substantial discount to 
book value.

Asset Based
The valuation methods presented so 

far are commonly used when the com-
pany is a going concern that is expected 
to generate earnings and cash fl ows well 
into the future. An asset-based approach 
does not require that assumption, as the 
company is valued based solely upon the 
underlying assets that it owns.

Essentially, you would value the 
company as if  it were broken up and the 
individual parts or assets were sold off, 
liabilities were paid and any net proceeds 

 
Year 2014 2015 2016 2017 2018

Estimated Dividend ($)  2.13 2.38 2.67 2.99
Terminal Value ($)     99.66
Total Cash Flow ($)  2.13 2.38 2.67 102.65
Present Value ($)  1.90 1.90 1.90 65.23
Intrinsic Value ($) 70.93

Source: Morningstar.com. Data as of February 7, 2014.
    

Table 4. Dividend Discount Valuation for Boeing
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goals. In our view, fl exibility is the one 
word that best describes a prudent 
spending strategy. Rigid spending rules 
cannot eliminate investment volatility; 
they simply push its consequences into 
the future. Spending strategies insensi-

tive to returns are risky, in that they 
assume a portfolio will recover before 
a crisis point is reached—at which time 
much more dramatic reductions in 
spending would be necessary.

If  a portfolio is to rely on the capital 
markets for growth, investors must ei-

ther accept continuous, relatively smaller 
changes in spending or else risk having 
to make abrupt and signifi cantly larger 
adjustments later. The more investors 
can tolerate some short-term fl uctua-
tions in spending, the more likely they 
are to achieve their longer-term goals. 

were distributed to the shareholders.

Asset-Based Example
Berkshire Hathaway (BRK.A) is 

a holding company for many distinct 
businesses. Rather than valuing Berk-
shire based on its overall cash fl ows, 
an alternative method is to value these 

individual businesses and then value the 
holding company based on the sum of  
the parts.

Conclusion

No one method to estimate intrin-
sic value is the “best.” The choice of  

model to apply depends on the specifi c 
circumstances. Purchasing securities 
without making some attempt to esti-
mate intrinsic value, however, is mere 
speculation rather than true investing. 
This article provides some guidelines on 
which method might be best applied in 
a particular situation. 
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