
VALUATION 101: KEEP IT SIMPLE

Investment Regrets and Disagreement
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The Lead in
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The Basics of Value
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The Bermuda Triangle of Valuation
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Healthy Valuation

The Numbers People

Favored Tools
- Accounting statements

- Excel spreadsheets
- Statistical Measures

- Pricing Data

Illusions/Delusions
1. Precision: Data is precise

2. Objectivity: Data has no bias
3. Control: Data can control reality

The Narrative People

Favored Tools
- Anecdotes

- Experience (own or others)
- Behavioral evidence

Illusions/Delusions
1. Creativity cannot be quantified

2. If the story is good, the investment will be.
3. Experience is the best teacher

A Good Valuation
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The steps in valuation
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The drivers of value

¨ The Growth Lever: The revenue growth rate controls how much and how quickly the firm 
will be able to grow its revenues from autos, software, solar panels and anything else that 
you believe the company. In my Tesla story (valuation), I have estimated revenues of $125 
billion in 2030, a five-fold increase over the 2019 revenues.

¨ The Profitability Lever: The target (pre-tax) operating margin determines how profitable you 
think the company will be, once its growth days start to scale down. In keeping with my view 
that R&amp;D is really a capital expense, I capitalize R&amp;D, which improves Tesla’s 
profitability and target an operating margin of 12% by 2025.

¨ The Investment Efficiency Lever: To grow, companies have to invest in capacity and the sales 
to invested capital drives how efficiently investment is done, with higher sales to capital 
ratios reflecting more efficiency. With Tesla, I assume that every dollar of investment (in new 
factories, technology and new R&amp;D) in the first 5 years generates $3 in revenue.

¨ The Risk lever: The first is the cost of capital that I start the valuation with, a reflection of 
risk as seen through the eyes of a diversified investor in the company. The second is 
the likelihood of failure (or distress). With Tesla, I set this cost of capital at 7% and assume 
that given its marginal profitability and significant debt load, the chance of failure is 10%.
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The Growth Lever
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The Biggest Auto Companies
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A tech company twist?
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Your growth choice
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The Profitability Lever
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A tech twist?

¨ The median operating margin for tech companies 
(including both software & hardware is 10.25%).

¨ The picture is brighter for the FAANG stocks, where 
the aggregate operating margin across all five stocks 
is 19.87%, well above auto industry averages. That 
margin, though, is delivered on smaller revenues and 
with business models where production costs are a 
small fraction of selling prices.

¨ The operating margin for just software companies is 
even higher at 21.24%, because the marginal unit of 
software is close to costless to produce.
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Your choice on profitability
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3. The Investment Efficiency Lever
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More on investment efficiency

¨ Looking across global auto companies, the median company 
generates $1.37 in sales for every dollar of capital invested, 
and at the 75th percentile, the more capital-efficient auto 
companies generate $2.42 in revenues for every dollar of 
capital invested. 

¨ My estimate of $3 in revenues for every dollar of capital 
invested reflects an optimistic view of Tesla’s capacity to bring 
technological innovation to its production processes, and 
reduce the capital needed to fund those processes. 

¨ Since Tesla, in 2019, generates $1.32 in revenue for every 
dollar of capital invested, my estimate is more aspirational 
than based on observable efficiencies, right now.
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Your choice on investment efficiency
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4. Risk: The Cost of Capital - Global
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Your choice on cost of capital & the failure rate
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Valuation Stories
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The Stories

¨ The Big Auto Story: If your story is that Tesla will emerge from its growth period as one of the 
largest auto companies in the world (revenues of $100- $300 billion in year 10), with top-tier auto 
company margins (7.42%), investment efficiency (2.42) and cost of capital (6.94%), the value per 
share ranges from $106/share (with BMW like revenues) to $227/share (with Daimler-like 
revenues) to $333/share (with VW/Toyota like revenues).

¨ The Techy Auto Company Story: Tesla is an auto/software/services company with tech company 
characteristics, giving it higher margins (10.25%) and a higher cost of capital (8.86%). With this 
story, the value per share ranges from $111/share (with BMW like revenues) to $212/share (with 
Daimler-like revenues) to $298/share (with VW/Toyota like revenues). Put simply, the higher risk 
nullifies the benefits of higher profitability.

¨ The FAANGy Auto Company: Tesla not only develops a tech twist, but becomes as successful as the 
most successful tech companies (I use the FAANG stocks + Microsoft). In this story, the margins 
approach 18.97% and with a tech cost of capital, the value per share ranges from $459/share (with 
BMW like revenues) to $855/share (with Daimler-like revenues) to $2,106/share (with VW/Toyota 
like revenues).

¨ The Make-your-best Company: I give Tesla the best possible outcomes on each variable, revenues 
like VW/Toyota, margins like pure software companies (21.24%), a sales to capital ratio that is 
higher than any of the sector averages (4.00) and a cost of capital of an auto company (6.94%), and 
arrive at a value per share of $2106.





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



Red: ERP on 4/1/20
Green: ERP on 1/1/20

ER
P 

: A
pr

il 
1,

 2
02

0

Aswath Damodaran



39

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



Keep it simple!

Valuation after COVID
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The dark side beckons…

¨ If your concept of valuation is downloading last year's 
financials for a company into a spread sheet and then using 
historical growth rates, with some mean reversion thrown in, 
to forecast future numbers, you are probably feeling lost right 
now, and with good reason.

¨ It is also not a time to wring our hands, complain that there is 
too much uncertainty and argue that the fundamentals don't 
matter. 
¤ If you do so, you will be drawn to the dark side of investing, where 

fundamentals don't matter (paradigm shifts, anyone?), new pricing 
metrics get invented and you are at the mercy of mood and 
momentum. 

¨ Ironically, it is precisely at times like these that you need to go 
back to basics.
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Valuing the Market: COVID effect

Expected earnings growth in next 5 years
Expected growth in aggregate earnings from 

stocks in the index

Intrinsic Value of the 
S&P 500

Earnings & cash flows 
grow at the same level 
as the economy forever

Base year Earnings
Collective earnings in most recent 12 

months on S&P 500

Risk free Rate
Current 10-year, US treasury bond 

rate

Equity Risk Premium
Market-set number, reflecting the collective 

fears & risk aversion of all Investors.

!"#$% = 	 ((*+,)(1 + 0) +	
((*+1)
(1 + 0)1 +	

((*+2)
(1 + 0)2 +	

((*+3)
(1 + 0)3 +	

((*+4)
(1 + 0)4 +	

((*+5)
(0 − .0245)(1 + 0)4 

 

Expected Cash Flows (E(CF)) in aggregate on the index

Required return for investing in stocks (r)

Expected Earnings in Future years
% of Earnings retuned to investors as 

dividends & buybacks

How will investor risk aversion be 
affected by fear & market sell off?How willl the risk free rate be affected 

by flight to safety, fears for the 
eocnomy & central bank actions?

How will earnings growth be affected in 
the next year and how much of this 
effect will linger for the long term?

How will fears about 
the future affect how 
much cash is returned 

by companies?
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What now? Valuing the Index
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Valuing Individual Stocks: A Post-Corona Version




