e —

UNLEARNED, AND RELEARNED

10 November 2020, 2:00-3:00 p.m. ET



Use Q&A to submit

questions for the presenters

!




CRISIS AS A CRUCIBLE: LESSONS
LEARNED, UNLEARNED &
RELEARNED!

Investment Regrets and Disagreement




- The Lead in

Valuation 101




The Basics of Value
I



The Bermuda Triangle of Valuation

Valuation First
Principles &
Good Sense

Uncertainty & the Unknown



The steps in valuation
N









- A COVID Break

Crisis times?




The COVID Crisis: US Equities, from February 14

to November 1, 2020
- |
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The Darkest Days: Damage assessment on

March 20, 2020
- |
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Macro Review: Equity Indices
N
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Macro Review: US Treasuries
O
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Macro Review: Oil & Copper
N
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Macro Review: Gold & Bitcoin
I
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Global Equities: By Region (in US S)
N
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Global Equities: By Sector
-
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The Unifying Theory: The Resilience

of Risk Capital



Value Transfers
I
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The Strong get stronger... The FANGAM stocks...
N S
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The Resilience of Risk Capital
N

0 Risk capital is capital invested in the riskiest
investments. When investors get scared, a common
by-product of crises, risk capital usually dries up,
making it difficult for young cash-burning companies

dNgC
0 Wit

aging, debt-laden companies to survive.
h equity, risk capital shows up in private

companies as venture capital investing and in public
companies, as IPOs.

0 With debt, risk capital is invested in the riskiest debt,
in both public markets (as high yield, low rated
bonds) and in private markets.
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Venture Capital: Historical Perspective
-

Capital Raised by Venture Capital: US and Global: 2007-2019
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Venture Capital: The COVID effect
1

VC Investing: By Type
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mAngel Seed mEarly Stage mlateStage mTechnology Growth
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IPOs: A Historical Perspective
N
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IPOs: The COVID effect
I

IPOs by Quarter: Including COVID quarters
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Corporate Bond Issuance: The 2008 Crisis
N

Corporate Bond Issuances: The 2008 Crisis
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Corporate Bond Issuance: The COVID effect
N S

High yield bond issuances hit an all-
time high in June 2020
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What’s different?

o Crisis Origins: This crisis started at a time, when capital markets
were buoyant and investors were eagerly taking on risk, with risk
premiums in both equity and bond markets at close to decade-level

lows, with a global economic shut down, with a cessation of most
business activity.

o With a Timer: That shut down came with a time frame, though there was

uncertainty not only about when economic activity would start up again,
but how vigorously it would return.

0 The Fed Effect: The decisive turnaround in markets happened on
March 23, which coincidentally or otherwise was the date that the
Fed announced it would be a backstop in private lending markets.

o Investor Composition: Investors have become more global and

more willing to use passive investment vehicles, allowing for
momentum to feed on itself more easily.
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- Valuation after COVID: The Market

Keep it simple!



Valuing the market: Fundamentals
1

31



Do fundamentals matter?
I

0 Disconnect from economic news: For some, the skepticism
comes from the disconnect with macroeconomic numbers
that are abysmal, as unemployment claims climb into the
tens of millions and consumer confidence hovers around
historic lows. | will spend the first part of this section arguing
that this reflects a fundamental misunderstanding of what
markets try to do, and a misreading of history.

0 In denial? For others, the question is whether markets are
adequately reflecting the potential for long term damage to
earnings and cash flows, as well as the cost of defaults, from
this crisis. Since that answer to that question lies in the eyes
of the beholder, | will provide a framework for converting
your fears and hopes into numbers and a value for the
market.

32



Explaining the disconnect...
N
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Value Drivers for the Index
I
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1. Earnings Estimates (October 2020)
1
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2. Cash Flows
I
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3. Equity Risk Pricing
N
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My Story for the Market
1

S&P 500 companies reported earnings of Earnings will drop to 80% of the drop is
163 in 2019 and paid out 146.30 in cash 130 in 2020, rising transitory, but 20% is
(Dividends= 58.5, Buybacks = 87.8) to 166 in 2021 permanent.
i Dvidends down 20%,
Base year Earnings Expected earnings growth in next 5 years Buybacks down 50% in
Collective earnings in most recent 12 Expected growth in aggregate earnings from 2020

months on S&P 500 stocks in the index /

% of Earnings retuned to Less cash returned
investors as dividends & & through 2024, before

buybacks reaching steady state.

Expected Earnings in Future years

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

Intrinsic Value of the —_— _E(CF)  E(CFK) |, E(CF) |, E(CFy) | E(CFs) E(CFe) Earnings & cash flows
S&P 500 Intrinsic Value of S&P 500 = s+ o e Y @ T @it T @ens T )@+ | grow at the same level
as the economy forever

Required return for investing in stocks (r)

Risk free Rate Equity Risk Premium
Current 10-year, US treasury bond Market-set number, reflecting the collective
rate fears & risk aversion of all Investors.

A 1

Equity Risk Premium os 5.58%, average

Riskfree rate is 0.88% implied premium from 2009-19
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My Valuation of the Index: November 1, 2020
N S

Earnings drop to 130 in 2020, rise to Dividends drop by 20% &
166 in 2021 and 191 in 2022 & buybacks by 50% in 2020, and cash
recover 80% of the loss by 2024 returned lower through 2024
4
Earnings and Cash Return: Pre- versus Post-Corona Estimates
Pre-Corona Post-Corona Corona Effect
Year Earnings Cash Return Earnings Cash Return Earnings Cash Return
2020 169.29 151.24 130.21 97.66 -23.09% -35.43%
2021 175.83 156.34 166.21 129.92 -5.47% -16.90%
2022 182.61 161.60 173.14 140.81 -5.19% -12.87%
Growth rate in 2023 189.66 167.04 180.36 152.39 -4.90% -8.77%
perpetuity capped at 2024 196.98 172.66 187.89 164.69 -4.62% -4.62%
riskfree rate (2.00%) 2025 200.92 176.12 191.65 167.99 -4.62% -4.62%
After year 5, risk free Last 12 months 1 2 3 4 5 | Terminal Year
rate rises t0 2% &ERP | |y peied Fanings §16300 | 13021 16621| 173.14] 18036 | 18789 19165
drops back to 4.82%, — m $7 657 $7 650
the long term average. Expected cash payout (dividends + buybacks)| ~ 89.75% | 75.00% | 78.16% | 81.33% | 84.49% | 87.65% 7.65%
Expected Dividends + Buybacks = $146.30 $97.06| $129.92 S140.81| $152.39] S164.69] 167.99
Riskfree rate for next Expected Terminal Value = $3,481.65
5 years is T.Bond rate Present Value = $ 9L73 | $114.63 | $116.70 | $ 118.64 | $2,666.40
o Qa7 Intrinsic Value of Index = 3108.09
. 0.88%+5.58%
= 6.46% _— _ 9766 , 12992  140.81 , 15239 , 164.69 167.99 B
Intrinsic Value of S&P 500 = £ e + T oeser " Tosae® T Tosas® T Tosaes (0682—02)106465 _ S 108

ERP stays at 5.58%,
average from At the start of trading on November 1, 2020, the S&P 500 was trading at 3270

2009-19
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Facing up to uncertainty
1

Earnings in 2020 % of Lost Earnings recouped by 2024 Equity Risk Premium
Likeliest = 130.2; Scale = 6 Exp = 5.58%; Std dev =15%
Correlation = 0.80 Cashflow as % of Earnings in 2020
Earnings in 2021 Min = 60%; Max = 100%
Correlation =-.5
If earnings are lower than expected, less
cash will be returned Likeliest = 75.00%; Scale = 5%

Likeliest = 166.2; Scale = 8

PPercentile Forecast values
0% 2203.59
10% 2817.08
20% 2906.30
30% 2973.67
40% 3033.43
50% 3091.51
60% 3150.60
70% 3217.16
80% 3299.18
90% 3415.91
100% 4495.29
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Valuation after COVID: Individual

Companies

Keep it simple!



During a crisis, the price of risk 1s a moving

target.. And intrinsic value can change a lot..
T

0 Mechanical: Much of valuation has become mechanical, with rules driving
the process, rather than mechanics.

O Accounting influences: Accounting’s entry into valuation has made it more rule
driven.

O More powerful tools: it is easier to build large, mechanical models than it used to
be.

o Backward looking: As access to data has improved, models have become
more backward looking, with years of past data driving the forecasts.

0 & Mean reverting: We assume that things revert back to the way they
used to be, which for better or worse, is the US in the 20t" century.

0 Static: And in most valuations, costs of capital are not just based upon all
of the above, but are kept fixed over the valuation time horizon, and
changes in intrinsic values over time are viewed with suspicion.
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Discount Rates
]

_ _ _ _ Relative risk of Equity Risk Premium
Risk Adjusted | = | Riskfree rate in the + | company/equity in | X required for average risk
Cost of equity currency of analysis questiion equity

Aswath Damodaran
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Risk free rates will vary across currencies!

Risk free Rates by Currency in July 2020: Government Bond Based Estimate
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And across time... especially in a crisis..and for

good reason
N S

Ten-year T. Bond Rates over time
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Aswath Damodaran
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Equity Risk Premiums cannot be backward

looking..
N S

Arithmetic Average Geometric Average
Stocks - T. Bills | Stocks - T. Bonds | Stocks - T. Bills | Stocks - T. Bonds
1928-2019 8.18% 6.43% 6.35% 4.83%
Std Error 2.08% 2.20%
1970-2019 7.26% 4.50% 5.93% 3.52%
Std Error 2.38% 2.73%
2010-2019 13.51% 9.67% 12.93% 9.31%
Std Error 3.85% 4.87%

0 If you are going to use a historical risk premium, make it
o Long term (because of the standard error)
o Consistent with your risk free rate
o A “compounded” average

0 No matter which estimate you use, recognize that it is
backward looking, is noisy and may reflect selection bias

Aswath Damodaran
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But forward looking...
-l

A8wath Damodaran
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The Price of Risk: The COVID crisis
I
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ERP : July 1, 2020

Aswath Damodaran

Region Weighted Average: ERP
Africa 12.42%
Asia 6.78%
Australia & New Zealand 5.23%
Caribbean 13.37%
Central and South America 10.70%
Eastem Europe & Russia 8.42%
Middle East 7.70%
North America 5.23%
Westem Europe 6.44%
Global 6.76%

Blue: ERP on 7/1/20
Red: ERP on 4/1/20
Green: ERP on 1/1/20



And Default Spreads will be on the move
-
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When a crisis hits, the dark side beckons...

o During a crisis, you will be told that you can no longer
value companies with fundamentals, and that you have
to play the trading game.

o 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, they are right.

o If your notion of valuation is more dynamic and forward-looking,

it is precisely at times like these that you need to go back to
basics.

0 More importantly, your story for the company matters
more than ever before, since the numbers can no longer
be used as a crutch.
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How crises affect stories...
O

0 Stories can expand: For some companies, a crisis can expand
stories

o By allowing them to reach new customers and devise new business
models that have staying power (Zoom, Peloton)

O By being in the right place at the right time (Moderna)
o By handicapping or damaging the competition (Tesla, Airbnb)

0 Stories can contract: For other companies, a crisis can shrink
stories

o By making their markets smaller (cruise lines definitely, airlines
maybe)..

o By being in the wrong place at the wrong time (commodity companies)

0 And the risk of failure becomes real and un-ignorable: And for
all companies, a crisis can increase the likelihood of failure
(story break).
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A Roadmap to Story Telling & Valuation in a
CI1S1S
N R
1. Separate the near term from the long term: During a crisis,
the near-term effects are likely to be both large and
unpredictable (negative for most companies, but positive
for a few). Estimate the near term effects on earnings and

cash flows, using all of the information you have and
bringing in views on how the macro economy will evolve.

2. Reuvisit your story for the company: Evaluate how your story
for the company has changed as a result of the crisis, and
play out its effect on your long term value inputs (revenue
growth, margins and reinvestment)

5. Bringin failure risk: For your story to play out, the company
has to survive. Incorporate, as best as you can, the
likelihood that your company will not make it through.
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Cash Flows and Growth Rates

0 The standard practice in much of valuation is to take
base year numbers for your inputs (revenues, margins,
reinvestment) from the most recent year and project
each one based upon historical data.

0 While this is always bad practice and works only for a
small subset of mature companies, it will completely
break down during a crisis, for two reasons:

o The crisis will wreak havoc on near-term earnings and cashflows.

O The crisis can change the business environment and the
pathway (story) for the future.
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Valuation: A Post-Corona Version
I
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