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The Basis for Valuation
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Theme 1: Characterizing Valuation as a 
discipline

¨ In a science, if you get the inputs right, you should 
get the output right. The laws of physics and 
mathematics are universal and there are no 
exceptions. Valuation is not a science.

¨ In an art, there are elements that can be taught but 
there is also a magic that you either have or you do 
not. The essence of an art is that you are either a 
great artist or you are not. Valuation is not an art.

¨ A craft is a skill that you learn by doing. The more 
you do it, the better you get at it. Valuation is a 
craft.
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Theme 2: Valuing an asset is not the same as 
pricing that asset

PRICE
Value

Price

THE GAP
Is there one?

If so, will it close?
If it will close, what will 

cause it to close?

Drivers of intrinsic value
- Cashflows from existing assets
- Growth in cash flows
- Quality of Growth

Drivers of price
- Market moods & momentum
- Surface stories about fundamentals

INTRINSIC 
VALUE

Accounting 
Estimates

Valuation 
Estimates
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Theme 3: Good valuation = Story + Numbers

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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Theme 4: If you value something, you should be 
willing to act on it..

¨ There is very little theory in valuation and I am not sure 
what an academic valuation would like like and am not 
sure that I want to find out. 

¨ Pragmatism, not purity: The end game is to estimate a 
value for an asset. I plan to get there, even if it means 
taking short cuts and making assumptions that would 
make purists blanch.

¨ To act on your valuations, you have to have faith in
¤ In your own valuation judgments.
¤ In markets: that prices will move towards your value estimates.
That faith will have to be earned.
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The Bermuda Triangle of Valuation

Valuation First 
Principles &
Good SenseBi
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Uncertainty & the Unknown

Complexity & Detail



Valuing the Market
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The ”One” Metric

¨ Investors are often in search of a single metric that will tell them whether 
a market is under or over valued, and consequently whether they should 
buying or selling holdings in that market. 

¨ With equities, the metric that has been in use the longest is the PE ratio, 
modified in recent years to the CAPE, where earnings are normalized (by 
averaging over time) and sometimes adjusted for inflation. 
¤ That metric, though, has been signaling that stocks are over valued for most of the 

last decade, a ten-year period when stocks delivered blockbuster returns.  
¤ The failures of the signal have been variously attributed to low interest rates, 

accounting mis-measurement of earnings (especially at tech companies), and by 
some, to animal spirits. 

¨ In this post, I offer an alternative, albeit a more complicated, metric that I 
believe not only offers a more comprehensive measure of pricing levels, 
but also a barometer of the ups and downs in the market in 2020.
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The Price of Risk
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The ERP on January 1, 2021
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And the wild ride in 2020…
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Comparison to History
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But, there is a cautionary note….



15

Playing out in costs of capital
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To value the market…

¨ Earnings on the index: You cannot value a market based upon last year's earnings 
(though many do so). Investing is about the future, and uncomfortable as it makes 
you, you have to make estimates for the future. With an index like the S&P 500, 
you can even outsource these estimates, by looking at consensus forecasts from 
analysts tracking the index.

¨ Cash returned, relative to earnings: Since it is cash returned to stockholders that 
drives value, you also have to make judgments on what percent of earnings will be 
returned to stockholders, either in dividends or buybacks. To this, you can look to 
history, but recognize that it is also a function of the confidence that companies 
have about the future, with more confidence leading to higher cash being 
returned.

¨ Risk free rates over time: While it is generally not a good idea to play interest rate 
forecaster, we are in unusual times, especially because your views on future 
growth in the economy are intertwined with what will happen to risk free rates.

¨ An acceptable ERP: As I noted in the last section, equity risk premiums have been 
volatile over time, and particularly so in years in 2020. The equity risk premium, 
added to the risk free rate, will determine what you need stock returns to be, to 
break even on a risk-adjusted basis.
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My S&P 500 valuation on Jan 1, 2021
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The Drivers.. And Scenarios

Economy strong Economy weak
Interest rates stay low Goldilocks market, with interest rates 

staying low (1%), earnings above 
expectations (+10%) and ERP drifting 
back to historic norms (4.2%).
Index is undervalued by 19.83%

Big Bear market, with interest rates low 
(1%), earnings below expectations (-
5%) and ERP moving to crisis levels 
(5.5%).
Index is overvalued by 23.07%

Interest rates rise 
gradually

Reality-check market, with interest rates 
rising gradually (to 2%), earnings above 
expectations (+5%) and ERP settling in at 
5%.
Index is overvalued by 6.46 %

Big Bear market, with interest rates 
rising gradually (to 2%), earnings below 
expectations (-5%) and ERP moving to 
crisis levels (5.5%).
Index is overvalued by 30.42%

Interest rates rise quickly Rate Shock market, with interest rates 
rising quickly (to 2%), earnings at 
expectations and ERP settling in at 5%.
Index is overvalued by 13.21%

Meltdown market, with interest rates 
rising quickly (to 2%), earnings below 
expectations (-10%) and ERP moving to 
crisis levels (5.5%).
Index is overvalued by 39.41%



Of Disruption and Value
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A Life Cycle View of Uncertainty
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Value: The Drivers
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Healthy Valuation = Story + Numbers

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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Let’s start with its business model
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And the financial payoffs..
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The COVID Effect.. In nights booked



27

The Hospitality Business
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Airbnb’s TAM in 2011
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Airbnb’s TAM in 2020

¨ In its prospectus, Airbnb has expanded its estimate of market 
potential to $3.4 trillion, as evidenced in this excerpt from the 
prospectus:
¤ We have a substantial market opportunity in the growing travel market 

and experience economy. We estimate our serviceable addressable market 
(“SAM”) today to be $1.5 trillion, including $1.2 trillion for short-term stays 
and $239 billion for experiences. We estimate our total addressable market 
(“TAM”) to be $3.4 trillion, including $1.8 trillion for short-term stays, $210 
billion for long-term stays, and $1.4 trillion for experiences.

¨ In my view, Airbnb's targetable market falls somewhere in the 
middle, clearly higher than just the hotel business of $600 billion, 
but below Airbnb's upper end estimate of $2 trillion for this 
business. 

¨ Given how much trouble Airbnb has had in the experiences 
business, I think Airbnb’s estimate of $1.4 trillion for that business 
is more fictional than even aspirational.
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The Players: Hotels
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The Players: Booking Companies



32

The Airbnb Story

¨ Continued Growth: Airbnb will continue to grow, while finding a pathway to 
profitability. Airbnb's growth in gross bookings will come not only from disrupting 
and taking market share from the hotel business, bad news for conventional hotel 
companies and travel providers who serves them, but also from continued 
expansion of non-conventional hospitality providers (home and apartment 
owners). 

¨ Revenue share stable + Improving margins: As it grows, Airbnb's share of those 
gross bookings is likely to plateau at close to current levels, but its operating 
margins will continue to improve towards travel booking industry levels, as 
product development, marketing and G&A costs decrease, not in dollar terms, but 
as a percent of revenues. 

¨ Experiences business is tangential: While Airbnb is enthusiastic about the 
experiences business, it is likely to remain a tangential business, contributing only 
marginally to revenues and profitability. 

¨ Low Risk, for a young company: Since Airbnb has a light debt load and is closer to 
profitability than most of the sharing-economy companies that have gone public 
in recent years
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The Key Drivers




