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1. Introduction 

The general survivor rule for investors in equity market is to identify undervalued 

stocks with the help of disclosed information from financial statements, to invest in 

these undervalued stocks before they come back to their “true” value. It is the spirit of 

value-investing strategies. Based on this clear concept, many financial economists 

have developed some effective market multiples from financial statements such as 

book-to-market ratio (B/P), earning-to-price ratio (E/P), and dividend yield (D/P) to 

estimate the “true” values of stocks. Prior studies showed that these market multiples 

are possible to detect the under- or over-valuation of the stock market. (e.g. Fama and 

French (1988), Campell and Shill (1988), and MacBeth and Emanuel (1993).) 

 

But recent studies also showed that the outperformance by the simple valuation 

models may not be sustained in recent years. Many financial economists attempt to 

explain the break down of simple valuation models, and then try to develop other 

valuation models. Lee, Myers and Swaminathan (1999) suggest that the break down is 

due to structural change (such as lower interest rates and decreased dividend payouts), 

or is indicative of market mispricings. Jamin (2005) argued that the basis of ratios 

lacks sound theoretical foundation and each of the ratios explains only part of the 

value generation in a company. 



 2 

In order to have a comprehensive and more precise valuation perspective of equity 

valuation, financial economists turn to pay attention on the intrinsic value of equity. 

Three intrinsic value valuation models had been developed: the discounted dividend 

(DIV) model, the discounted free cash flow (FCF) model, and the residual income 

valuation (RIV, Ohlson (1995)) model. Based on the three models, the calculation of 

equity value is typically characterized as a projection of future payoffs and a 

transformation of those payoffs into a present value. Each model has different 

perspectives on how to evaluate future payoffs. DIV model takes dividend yield as its 

proxy for future payoff, while FCF model uses cash flow from operation and 

investment (free cash flow) as its proxy, and RIV model uses book value and 

abnormal return as its proxies. In the practice of empirical studies, each model also 

has different methodologies when evaluating the future payoffs to infinity. Penman 

and Sougiannis (1988), Jennifer, Olsson, and Oswald (2000) both provide empirical 

evidence on the reliability of intrinsic value estimates derived from three theoretically 

equivalent valuation models. According to the empirical studies, the results showed 

that RIV value estimates perform significantly better than DIV or FCF value estimates. 

Penman, Sougiannis (1998) infer that RIV estimates may be superior to DIV and FCF 

value estimates when distortions in book values resulting from accounting procedures 

and accounting choices are less severe than forecast errors and measurement errors in 
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discount rates and growth rates. 

 

The residual income valuation (RIV, Ohlson (1995)) model connected equity values 

and accounting variables. The model divided the equity value into two parts: the 

current book value of equity and the company’s future earning power. The concept 

behind the model corresponds to the judgment from the shareholders to the company. 

For shareholders, the value of a company comes from the existing value of the 

company plus the future profitability. The obvious advantage of the model compared 

to DIV and FCF models is that the valuation of RIV model relies more on the 

accounting information rather than the forecast of discount rate and growth rate. 

Therefore, in this study, I follow RIV model to estimate intrinsic values of component 

stocks in the Taiwan Stock Exchange Corporation (TSEC) Taiwan 50 Index. TSEC 

Taiwan 50 Index contained 50 of the most highly capitalized blue chip stocks and 

represents nearly 70% of the Taiwan stock market. The index was the first of its kind 

designed specifically for derivative products in Taiwan. 


