
THE PRICING GAME: A COVID
UPDATE!
Revisiting the Pricing Game
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Price vs Value
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Test 1: Are you pricing or valuing?

Aswath Damodaran4
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Test 2: Are you pricing or valuing?
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The determinants of value

What are the 
cashflows from 
existing assets?
- Equity: Cashflows 
after debt payments
- Firm: Cashflows 
before debt payments

What is the value added by growth  assets?
Equity: Growth in equity earnings/ cashflows
Firm: Growth in operating earnings/ 
cashflows

How risky are the cash flows from both 
existing assets and growth assets?
Equity: Risk in equity in the company
Firm: Risk in the firm’s operations

When will the firm 
become a mature 
fiirm, and what are 
the potential 
roadblocks?

Aswath Damodaran6
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The determinants of price

The Market Price

Mood and Momentum
Price is determined in large part 

by mood and momentum, 
which, in turn, are driven by 

behavioral factors (panic, fear, 
greed).

Liquidity & Trading Ease
While the value of an asset may 
not change much from period to 

period, liquidity and ease of 
trading can, and as it does, so 

will the price.

Incremental information
Since you make money on 

price changes, not price levels, 
the focus is on incremental 
information (news stories, 
rumors, gossip) and how it 
measures up, relative to 

expectations

Group Think
To the extent that pricing is 
about gauging what other 

investors will do, the price can 
be determined by the "herd".

Aswath Damodaran7
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1. Upper and Lower Bounds

¨ Since price is determined by demand and supply, and there is 
nothing that requires that those buying and selling in markets have 
to be constrained, at least in the near term, by fundamentals, it 
follows that there is no upper or lower bound to prices.

¨ Value on the other hand has both upper and lower bounds, with 
both bounds being set by expected cash flows, growth and risk. 
The upper bound is set by those who are more optimistic about a 
stock and the lower bound by those who are most pessimistic 
about that same stock, in terms of future expectations or 
liquidation value. 
¤ It is possible, for some stocks, especially early in the life cycle and with 

substantial uncertainty about the future, for the lower bound on value to 
be zero, 

¤ Stocks collectively cannot have that lower bound. For equities collectively 
to be worth nothing, you would require an apocalyptic scenario, one in 
which there is little point thinking about investments anyway.
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2. Price is reactive, value is proactive

¨ Incremental Information versus Fundamental Information: 
Pricing forces can take information that, at least at first sight, 
seems insignificant to long term value and cause price 
changes that are disproportional. Thus, when the mood is 
upbeat, small pieces of good news can result in big jumps in 
stock prices, but if that mood turns sour, small pieces of bad 
news can cause large drops in stock prices. 

¨ Reactive versus Proactive: Traders react to the incremental 
information to adjust the price and put little thought into 
whether the starting price itself has a basis to it. Value is 
driven by expectations of cash flows, growth and risk, and 
information has to be used to reassess those expectations, a 
more difficult task, but one that forces you to separate the 
wheat from the chaff.
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3. Price may never converge on value…

¨ Old time value investors live by the adage that the price can 
go up and down, with little relationship to value, but that it 
will eventually converge to value. 

¨ Absent a catalyst causing the convergence, price will not only 
diverge from value in the short term, but it could do so in the 
long term. Keynes was close to the truth when he said that 
the "market can stay irrational longer than you and I can stay 
solvent". 

¨ So what is it that keeps investors toiling at the fundamentals, 
hoping to get rewarded? The answer is faith, faith that they 
can estimate value and faith that the price will adjust to 
value. It is faith because I can offer you no proof for either 
proposition, and it is faith, because its strength will be tested 
by markets like this one.
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Deconstructing Pricing
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To be a better pricer, here are four suggestions

Aswath Damodaran

¨ Check your multiple or consistency/uniformity
¤ In use, the same multiple can be defined in different ways by different 

users. When comparing and using multiples, estimated by someone else, it 
is critical that we understand how the multiples have been estimated

¨ Look at all the data, not just the key statistics
¤ Too many people who use a multiple have no idea what its cross sectional

distribution is. If you do not know what the cross sectional distribution of a 
multiple is, it is difficult to look at a number and pass judgment on 
whether it is too high or low.

¨ Don’t forget the fundamentals ultimately matter
¤ It is critical that we understand the fundamentals that drive each multiple, 

and the nature of the relationship between the multiple and each variable.
¨ Don’t define comparables based only on sector

¤ Defining the comparable universe and controlling for differences is far 
more difficult in practice than it is in theory.
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1. Check the Multiple

Aswath Damodaran

¨ Is the multiple consistently defined?
¤ The consistency principle: Both the value (the numerator) and the 

standardizing variable ( the denominator) should be to the same 
claimholders in the firm. In other words, the value of equity should be 
divided by equity earnings or equity book value, and firm value should 
be divided by firm earnings or book value.

¤ The cost of mismatching: Assets that are not cheap(expensive) will 
look cheap (expensive), because your mismatch will skew the 
numbers.

¨ Is the multiple uniformly estimated?
¤ The uniformity rule: The variables used in defining the multiple should 

be estimated uniformly across assets in the “comparable firm” list.
¤ The cost of ignoring this rule: You will be comparing non-comparable 

numbers and drawing all the wrong conclusions.
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Consistency Rules

¨ Equity/Firm: The first is that if the numerator is an equity value, the 
denominator should be an equity value as well, while if the 
numerator is a firm or enterprise value, the denominator has to be 
an operating value. Thus, PE (market cap, an equity value, is 
divided by earnings per share, an equity value) and EV to EBITDA 
(EV is a market value of operating assets and EBITDA is a measure 
of operating cash flow) are consistent, but Price to EBITDA is an 
inconsistent abomination and Price to Sales is almost as badly 
constructed.

¨ Timing: The second is that multiples are constructed for 
comparisons across companies, not as stand alone measures. It 
follows therefore that you should be consistent in how you 
measure your scaling variable (revenues, book value, earnings) 
across companies. Thus, if you choose to use trailing earnings for 
your company to compute PE, you have to use trailing earnings for 
all your companies.
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2. Play Moneyball: Let the numbers talk (not the 
analysts)

Aswath Damodaran

¨ What is the average and standard deviation for this multiple, 
across the universe (market)?

¨ What is the median for this multiple? 
¤ The median for this multiple is often a more reliable comparison point.

¨ How large are the outliers to the distribution, and how do we 
deal with the outliers?
¤ Throwing out the outliers may seem like an obvious solution, but if the 

outliers all lie on one side of the distribution (they usually are large 
positive numbers), this can lead to a biased estimate.

¨ Are there cases where the multiple cannot be estimated? Will 
ignoring these cases lead to a biased estimate of the 
multiple?

¨ How has this multiple changed over time?
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PE Ratios at the start of 2020

Aswath Damodaran16
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3. Understand your “implicit” assumptions

Aswath Damodaran

¨ What are the fundamentals that determine and drive these 
multiples?
¤ Proposition 1: Embedded in every multiple are all of the variables that 

drive every discounted cash flow valuation - growth, risk and cash flow 
patterns.

¤ In fact, using a simple discounted cash flow model and basic algebra 
should yield the fundamentals that drive a multiple

¨ How do changes in these fundamentals change the multiple?
¤ The relationship between a fundamental (like growth) and a multiple 

(such as PE) is seldom linear. For example, if firm A has twice the 
growth rate of firm B, it will generally not trade at twice its PE ratio

¤ Proposition 2: It is impossible to properly compare firms on a multiple, 
if we do not know the nature of the relationship between 
fundamentals and the multiple.
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The Determinants of Multiples…

Aswath Damodaran
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4. Define “comparable” broadly & control for 
differences

Aswath Damodaran

¨ Given the firm that we are valuing, what is a 
“comparable” firm?
¤ While traditional analysis is built on the premise that firms in the 

same sector are comparable firms, valuation theory would 
suggest that a comparable firm is one which is similar to the one 
being analyzed in terms of fundamentals.

¤ Proposition 4: There is no reason why a firm cannot be 
compared with another firm in a very different business, if the 
two firms have the same risk, growth and cash flow 
characteristics.

¨ Given the comparable firms, how do we adjust for 
differences across firms on  the fundamentals?
¤ Proposition 5: It is impossible to find an exactly identical firm to 

the one you are valuing.



Crisis times?

A COVID Break
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The lead up to the crisis… On February 14..
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A Crisis hits.. Damage assessment on 
March 20, 2020 
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A Come back or False Security? From 3/17-
4/17
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A Flight to Safety? Treasuries
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Divergent Stories: Oil and Copper
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Crisis Asset: Gold and Bitcoin
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The price of risk: Determinants

¨ The price of risk changes on a day-to-day basis, and is determined by a 
combination of variables that encompass almost everything going on in 
the world from 
¤ uncertainty about future economic growth (more uncertainty -> higher price for 

risk) to 
¤ political stability (more instability -> higher price for risk) to 
¤ worries about catastrophes/disasters (more worries -> higher price for risk) to 
¤ investor risk aversion (greater risk aversion -> higher price for risk) to 
¤ information availability/reliability (less reliable and accessible information -> higher 

risk premiums). 
¨ The more general point though that emerges from identifying the 

determinants is that changes in these determinants will play out as 
changing prices for risk, and since investing and valuation has to be based 
upon current and update prices for risk, you need measurement 
approaches that capture these day-to-day changes.
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Bond Default Spreads during the 2008 crisis
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Bond Market Default Spreads: The COVID crisis
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An Equity Market Price of Risk
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The 2008 Crisis
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The Price of Risk: Equities
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Equities: By Region
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Equities: By Sector
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Equities: Most & least damaged Industries
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Equities: Net Debt Ratios



Pricing in a Crisis Market
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Game plan?
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A Pricing Market?

¨ I  have argued that just because uncertainty has increased, 
there is no excuse for abandoning valuation first principles or 
process and argued that you can still value companies, albeit 
with a much wider range of outcomes. 

¨ One common counter that I got to this argument was that 
valuation was pointless, when the uncertainty was so great 
and while most did not bother presenting alternatives, my 
guess is that many will fall back on pricing metrics to decide 
whether and what to buy or sell. 

¨ Put simply, they will use a PE ratio or an enterprise value 
multiple of EBITDA or sales to decide what stocks to buy or 
sell, acting under the delusion that this will allow them to 
escape having to make assumptions in the future.
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Pricing a Market: The S&P 500 at the start 
of 2020

Aswath Damodaran40
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Bringing in the alternatives…

Aswath Damodaran41
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The Tie Breaker: E/P Ratios , T.Bond Rates and 
Term Structure: Updated..

Aswath Damodaran42
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Regression Results

¨ In the following regression, using 1960-2019 data, we regress E/P ratios against 
the level of T.Bond rates and a term structure variable (T.Bond - T.Bill rate)
EP Ratio = 0.0373 + 0.5222 T.Bond Rate - 0.1718 (T.Bond Rate - T.Bill Rate)

(5.71) (5.95)                          (-0.80)
R squared = 39.29%

¨ Going back to 2008, this is what the regression looked like:
E/P =  2.56%  + 0.7044 T.Bond Rate – 0.3289 (T.Bond Rate-T.Bill Rate) 

(4.71) (7.10) (1.46)
R squared = 50.71%
The R-squared has dropped and the differential with the T.Bill rate has lost 
significance. How would you read this result?

Aswath Damodaran43

Correlation between E/P and interest rates
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The Timing Effect: Pricing in a Crisis



45

Regional Pricing: The COVID effect
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Sector Pricing: A COVID update
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Pricing: A Wrap

¨ As companies start to report their first quarter earnings, you are starting 
to get a glimpse of the damage created by the crisis and my guess is that 
you will start to see more analysts and companies start to forecast 
forward numbers. 
¤ For those companies where forward earnings are positive, you can switch to 

forward PE ratios, but expect these numbers to be much, much higher than 
historical norms. 

¤ For those companies that have negative forward earnings, you will see revenue 
multiples or creative variations on future earnings.

¨ Later this year, as companies report numbers for the second and third 
quarters of 2020, the trailing operating numbers will finally catch up with 
the crisis, and you may be able to shift back to trailing multiples. 

¨ Put simply, if you are abandoning or refusing to do intrinsic valuation, 
because you feel uncomfortable with having to make assumptions, the 
same uncertainty is going to pervade your pricing as well.


