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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….
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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



22

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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Step 1: Survey the landscape

¨ Every valuation starts with a narrative, a story that
you see unfolding for your company in the future.

¨ In developing this narrative, you will be making
assessments of
¤ Your company (its products, its management and its

history.
¤ The market or markets that you see it growing in.
¤ The competition it faces and will face.
¤ The macro environment in which it operates.
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Step 2: Create a narrative for the future

¨ Every valuation starts with a narrative, a story that 
you see unfolding for your company in the future.

¨ In developing this narrative, you will be making 
assessments of your company (its products, its 
management), the market or markets that you see it 
growing in, the competition it faces and will face and 
the macro environment in which it operates.
¤ Rule 1: Keep it simple.
¤ Rule 2: Keep it focused.
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The Uber Narrative

In June 2014, my initial narrative for Uber was that it would be
1. An urban car service business: I saw Uber primarily as a 

force in urban areas and only in the car service business.
2. Which would expand the business moderately (about 40% 

over ten years) by bringing in new users.
3. With local networking benefits: If Uber becomes large 

enough in any city, it will quickly become larger, but that will 
be of little help when it enters a new city.

4. Maintain its revenue sharing (20%) system due to strong 
competitive advantages (from being a first mover).

5. And its existing low-capital business model, with drivers as 
contractors and very little investment in infrastructure.
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Step 3: Check the narrative against history, 
economic first principles & common sense

Aswath Damodaran28
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Uber: Possible, Plausible and Probable
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Step 4: Connect your narrative to key drivers of 
value

Total Market

X

Market Share

=

Revenues (Sales)

-

Operating Expenses

=

Operating Income

-

Taxes

=

After-tax Operating Income

-

Uber is an urban car service company, 
competing against taxis & limos in urban areas, 

but it may expand demand for car service.
The global taxi/limo business is $100 billion in 

2013, growing at 6% a year.

Reinvestment

=

After-tax Cash Flow

Uber will have competitive advantages against 
traditional car companies & against newcomers in 
this business, but no global networking benefits.

Target market share is 10%

Uber will maintain its current model of keeping 20% 
of car service payments, even in the face of 

competition, because of its first mover advantages. It 
will maintain its current low-infrastructure cost model,  

allowing it to earn high margins.
Target pre-tax operating margin is 40%.

Uber has a low capital intensity model, since it 
does not own cars or other infrastructure, 

allowing it to maintain a high sales to capital 
ratio for the sector (5.00)

The company is young and still trying to establish 
a business model, leading to a high cost of 

capital (12%) up front. As it grows, it will become 
safer and its cost of capital will drop to 8%.

Adjusted for operating risk 
with a discount rate and 

for failure with a 
probability of failure.

VALUE OF 
OPERATING 

ASSETS

Adjust for time value & risk

The Uber narrative (June 2014)

Cash Uber has cash & capital, but 
there is a chance of failure.
10% probability of failure.
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Step 4: Value the company (Uber)

Aswath Damodaran31
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Step 5: Keep the feedback loop open

¨ When you tell a story about a company (either explicitly 
or implicitly), it is natural to feel attached to that story 
and to defend it against all attacks. Nothing can destroy 
an investor more than hubris.

¨ Being open to other views about a company is not easy, 
but here are some suggestions that may help:
¤ Face up to the uncertainty in your own estimates of value.
¤ Present the valuation to people who don’t think like you do.
¤ Create a process where people who disagree with you the most 

have a say.
¤ Provide a structure where the criticisms can be specific and 

pointed, rather than general.
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The Uber Feedback Loop: Bill Gurley

1. Not just car service company.: Uber is a car company, 
not just a car service company, and there may be a day 
when consumers will subscribe to a Uber service, 
rather than own their own cars. It could also expand 
into logistics, i.e., moving and transportation 
businesses.

2. Not just urban: Uber can create new demands for car 
service in parts of the country where taxis are not used 
(suburbia, small towns).

3. Global networking benefits: By linking with technology 
and credit card companies, Uber can have global 
networking benefits.

Aswath Damodaran33
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Valuing Bill Gurley’s Uber narrative
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When a crisis hits, the dark side beckons…

¨ 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.
¤ 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.

¤ 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.

¨ 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…

¨ Stories can expand: For some companies, a crisis can expand 
stories
¤ By allowing them to reach new customers and devise new business 

models that have staying power (Zoom, Peloton)
¤ By being in the right place at the right time (Moderna)
¤ By handicapping or damaging the competition (Tesla, Airbnb)

¨ Stories can contract: For other companies, a  crisis can shrink 
stories
¤ By making their markets smaller (cruise lines definitely, airlines

maybe)..
¤ By being in the wrong place at the wrong time (commodity companies)

¨ 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 
crisis

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. Revisit 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)

3. Bring in 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.








