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The Background for this Paper
• We want to compare P (price) with V (fundamental value)

• P satisfies the valuation identity

Pi,t =
∑∞

τ=1
Et

[
CFi,t+τ∏τ−1

∆=0(1 + Et+∆[Ri ])

]

• V is defined by the DCF equation:

Vi,t =
∑∞

τ=1
Et
[
M̃t→t+τ · CFi,t+τ

]
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∆=0(1 + Ẽt+∆[Ri ])

]

• Cho & Polk (2024) show DCF ⇒ V - P = Discounted Alpha

pi,t = const + cfi,t +
∑∞

τ=1
ρτ−1 · Et [∆cfi,t+τ ] −

∑∞

τ=1
ρτ−1 · Et [ri,t+τ ]

vi,t = const + cfi,t +
∑∞

τ=1
ρτ−1 · Et [∆cfi,t+τ ] −

∑∞

τ=1
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This Paper in a Nutshell
Log-Linear : Non-Linear :

vpi,t =
∑∞

τ=1
ρτ−1 · αi,t+τ−1 vpi,t =

∑∞

τ=1
Et
[
M̃t→t+τ · Gi,t+τ−1 · αi,t+τ−1

]
• Cho & Polk (2024) study ex-post mispricing (non-linear)
• The current paper studies ex-ante mispricing (non-linear)

(1) Operationalize real time vpi,t values

(2) Explore applications (quite nice results)
* But my view is that core contribution is in (1)
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αi,t = vpi,t − ρ · Et [vpi,t+1]

= (γzzi,t + ui,t) − ρ · (γzEt [zi,t+1] + Et [ui,t+1])

= (γzzi,t + ui,t) − ρ · (γzφzzi,t + Et [ui,t+1])

= γz(I− ρ · φz)zi,t + (ui,t − Et [ui,t+1])

= bzzi,t + residuali,t

◦ Estimate φz and bz = γz(I− ρ · φz) from regressions

◦ Recover γz = (I− ρ · φz)−1bz ⇒ v̂pi,t = γzzi,t
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1) The Discount Rate Sensitivity Argument
• “This formulation directly addresses the main weakness of DCF:

cash flows have high duration...leading to extreme sensitivity to
discount-rate estimation error...Discounted-alpha valuation sharply
reduces this sensitivity because much of an asset’s cash flow
duration is contained in the price, which is observed without error.”
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1) The Discount Rate Sensitivity Argument

• This argument is very persuasive...but it does not hold

• DCF and Dα have exactly the same discount rate sensitivity

• What matters is the econometrician (CAPM) discount rate, dr

• But P has zero sensitivity to dr : ∂dr V = ∂dr P + ∂dr discounted alphas
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1) The Discount Rate Sensitivity Argument
• Consider the simple example in section 1.3.A of the paper

◦ We have a perpetuity paying CF = $1

◦ We have a constant interest rate at R = 5%

◦ The perpetuity price must be P = CF
R = 1

0.05 = $20

• Using the DCF method: V = CF
dr

◦ dr = 5% ⇒ V = 1
0.05 = 20

◦ dr = 4% ⇒ V = 1
0.04 = 25

• Using the Dα method: V = P + 1
dr · P · α
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2) Why Consider this Discounted Alphas Method?
• The duration argument does not justify using Dα over DCF

• Should we still consider the Dα method?
• Yes: the Dα method has important empirical advantages:

(1) Young Firms: α dynamics likely more stable than CF dynamics

(2) We better understand the drivers of α than the drivers of CF

(3) We can measure α at higher frequency than CF

(4) Dα method may lead to less estimation uncertainty in practice

• Internet Appendix discusses argument (2) already:
“Recasting DCF as discounted alpha...[allows us to] discipline
valuation by capitalizing on key findings in the literature that
identify which types of stocks are more prone to the sentiment and
bias that cause price to deviate from fundamental value”

• Replace duration argument in main text with above arguments



4/8

The Paper My Comments Final Remarks

2) Why Consider this Discounted Alphas Method?
• The duration argument does not justify using Dα over DCF

• Should we still consider the Dα method?
• Yes: the Dα method has important empirical advantages:

(1) Young Firms: α dynamics likely more stable than CF dynamics

(2) We better understand the drivers of α than the drivers of CF

(3) We can measure α at higher frequency than CF

(4) Dα method may lead to less estimation uncertainty in practice

• Internet Appendix discusses argument (2) already:
“Recasting DCF as discounted alpha...[allows us to] discipline
valuation by capitalizing on key findings in the literature that
identify which types of stocks are more prone to the sentiment and
bias that cause price to deviate from fundamental value”

• Replace duration argument in main text with above arguments



4/8

The Paper My Comments Final Remarks

2) Why Consider this Discounted Alphas Method?
• The duration argument does not justify using Dα over DCF

• Should we still consider the Dα method?
• Yes: the Dα method has important empirical advantages:

(1) Young Firms: α dynamics likely more stable than CF dynamics

(2) We better understand the drivers of α than the drivers of CF

(3) We can measure α at higher frequency than CF

(4) Dα method may lead to less estimation uncertainty in practice

• Internet Appendix discusses argument (2) already:
“Recasting DCF as discounted alpha...[allows us to] discipline
valuation by capitalizing on key findings in the literature that
identify which types of stocks are more prone to the sentiment and
bias that cause price to deviate from fundamental value”

• Replace duration argument in main text with above arguments



4/8

The Paper My Comments Final Remarks

2) Why Consider this Discounted Alphas Method?
• The duration argument does not justify using Dα over DCF

• Should we still consider the Dα method?
• Yes: the Dα method has important empirical advantages:

(1) Young Firms: α dynamics likely more stable than CF dynamics

(2) We better understand the drivers of α than the drivers of CF

(3) We can measure α at higher frequency than CF

(4) Dα method may lead to less estimation uncertainty in practice

• Internet Appendix discusses argument (2) already:
“Recasting DCF as discounted alpha...[allows us to] discipline
valuation by capitalizing on key findings in the literature that
identify which types of stocks are more prone to the sentiment and
bias that cause price to deviate from fundamental value”

• Replace duration argument in main text with above arguments



4/8

The Paper My Comments Final Remarks

2) Why Consider this Discounted Alphas Method?
• The duration argument does not justify using Dα over DCF

• Should we still consider the Dα method?
• Yes: the Dα method has important empirical advantages:

(1) Young Firms: α dynamics likely more stable than CF dynamics

(2) We better understand the drivers of α than the drivers of CF

(3) We can measure α at higher frequency than CF

(4) Dα method may lead to less estimation uncertainty in practice

• Internet Appendix discusses argument (2) already:
“Recasting DCF as discounted alpha...[allows us to] discipline
valuation by capitalizing on key findings in the literature that
identify which types of stocks are more prone to the sentiment and
bias that cause price to deviate from fundamental value”

• Replace duration argument in main text with above arguments



4/8

The Paper My Comments Final Remarks

2) Why Consider this Discounted Alphas Method?
• The duration argument does not justify using Dα over DCF

• Should we still consider the Dα method?
• Yes: the Dα method has important empirical advantages:

(1) Young Firms: α dynamics likely more stable than CF dynamics

(2) We better understand the drivers of α than the drivers of CF

(3) We can measure α at higher frequency than CF

(4) Dα method may lead to less estimation uncertainty in practice

• Internet Appendix discusses argument (2) already:
“Recasting DCF as discounted alpha...[allows us to] discipline
valuation by capitalizing on key findings in the literature that
identify which types of stocks are more prone to the sentiment and
bias that cause price to deviate from fundamental value”

• Replace duration argument in main text with above arguments



4/8

The Paper My Comments Final Remarks

2) Why Consider this Discounted Alphas Method?
• The duration argument does not justify using Dα over DCF

• Should we still consider the Dα method?
• Yes: the Dα method has important empirical advantages:

(1) Young Firms: α dynamics likely more stable than CF dynamics

(2) We better understand the drivers of α than the drivers of CF

(3) We can measure α at higher frequency than CF

(4) Dα method may lead to less estimation uncertainty in practice

• Internet Appendix discusses argument (2) already:
“Recasting DCF as discounted alpha...[allows us to] discipline
valuation by capitalizing on key findings in the literature that
identify which types of stocks are more prone to the sentiment and
bias that cause price to deviate from fundamental value”

• Replace duration argument in main text with above arguments



4/8

The Paper My Comments Final Remarks

2) Why Consider this Discounted Alphas Method?
• The duration argument does not justify using Dα over DCF

• Should we still consider the Dα method?
• Yes: the Dα method has important empirical advantages:

(1) Young Firms: α dynamics likely more stable than CF dynamics

(2) We better understand the drivers of α than the drivers of CF

(3) We can measure α at higher frequency than CF

(4) Dα method may lead to less estimation uncertainty in practice

• Internet Appendix discusses argument (2) already:
“Recasting DCF as discounted alpha...[allows us to] discipline
valuation by capitalizing on key findings in the literature that
identify which types of stocks are more prone to the sentiment and
bias that cause price to deviate from fundamental value”

• Replace duration argument in main text with above arguments



4/8

The Paper My Comments Final Remarks

2) Why Consider this Discounted Alphas Method?
• The duration argument does not justify using Dα over DCF

• Should we still consider the Dα method?
• Yes: the Dα method has important empirical advantages:

(1) Young Firms: α dynamics likely more stable than CF dynamics

(2) We better understand the drivers of α than the drivers of CF

(3) We can measure α at higher frequency than CF

(4) Dα method may lead to less estimation uncertainty in practice

• Internet Appendix discusses argument (2) already:
“Recasting DCF as discounted alpha...[allows us to] discipline
valuation by capitalizing on key findings in the literature that
identify which types of stocks are more prone to the sentiment and
bias that cause price to deviate from fundamental value”

• Replace duration argument in main text with above arguments



5/8

The Paper My Comments Final Remarks

3) Contrast Discounted Alpha with DCF Empirically
• Need to showcase the empirical advantages of Dα over DCF

• Current analysis (Section 4) explores DCF empirically

◦ However, it relies on analyst-based DCF estimates

◦ But we know analysts display many biases

◦ Analysts using Dα would likely also display some biases

• Need comparison of Dα and DCF using similar methods

Vi,t =
∑∞

τ=1
Et
[
M̃t→t+τ · CFi,t+τ

]
⇓

Vi,t

Pi,t
=
∑∞

τ=1
Et

[
M̃t→t+τ · Gi,t+τ−1 ·

CFi,t+τ

Pi,t+τ−1

]
• Model price growth and cash flow yields (as in Dα analysis)

• Show that Dα indeed works better than DCF
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4) Recognize Limitations of Discounted Alpha

• Dα has some important benefits relative to DCF

• But it also has fundamental limitations

• Most important one: it requires returns to measure α

◦ So, we cannot use Dα unless P is available

◦ In contrast, DCF gives us V even without P

◦ P is not available for many asset classes (e.g., private assets)

• In addition, Dα cannot help us understand the drivers of P

◦ Only the drivers of deviations of P from V

◦ For example, cannot talk about CF vs DR effects
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Some Other Comments
• The CAPM looks like a good model for V

◦ It would be useful to also have a model with constant SDF

◦ In this case, alphas are expected excess returns

◦ How much does the CAPM improves upon such a model?

• Misvaluations have trended up since 2000
◦ Is this due to well-known measurement issues with BE/ME?

◦ Long estimation window: BE/ME appears important in 2000s

◦ What happens if you fully replace BE/ME with FE/ME?

• Is the empirical design equivalent to a VAR?
◦ In the log-linear setting, γz = (I− ρ · φz)−1bz

◦ This is the same you would get with a VAR

◦ Is there a VAR interpretation for your full implementation?
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Final Remarks

• Paper tackles one of the most important issues in asset pricing

• ...and makes substantial progress

• Discounted alpha method should become a standard tool

• So, any serious asset pricer should read this paper

• Some recommendations:

◦ Remove the duration argument (it does not hold)

◦ Contrast Dα with DCF empirically (comparable methods)

◦ Better recognize the limitations of Dα

• Good luck!
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