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Accounting ≠ Valuation
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Value ≠ Price

Aswath Damodaran3

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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Valuation is simple. We choose to make it 
complex!
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And Business Drivers that determine value…
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But here’s why valuation fails – The Bermuda 
Triangle of Valuation

Valuation First 
Principles &
Good SenseBi
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Uncertainty & the Unknown

Complexity & Detail
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I. Valuation Bias

¨ Preconceptions and priors: When you start on the 
valuation of a company, you almost never start with a 
blank slate. Instead, your valuation is shaped by your 
prior views of the company in question.
¤ Corollary 1: The more you know about a company, the more 

likely it is that you will be biased, when valuing the company.
¤ Corollary 2: The “closer” you get to the management/owners of 

a company, the more biased your valuation of the company will 
become. 

¨ Value first, valuation to follow: In principle, you should 
do your valuation first before you decide how much to 
pay for an asset. In practice, people often decide what to 
pay and do the valuation afterwards.
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Sources of bias

¨ The power of the subconscious: We are human, after all, and as a 
consequence are susceptible to
¤ Herd behavior: For instance, there is the “market price” magnet in valuation, where 

estimates of intrinsic value move towards the market price with each iteration.
¤ Hindsight bias: If you know the outcome of a sequence of events, it will affect your 

valuation. (That is why teaching valuation with cases is an exercise in futility)
¨ The power of suggestion: Hearing what others think a company is worth 

will color your thinking, and if you view those others as more 
informed/smarter than you are, you will be influenced even more.

¨ The power of money: If you have an economic stake in the outcome of a 
valuation, bias will almost always follow.
¤ Corollary  1: Your bias in a valuation will be directly proportional to who pays you to 

do the valuation and how much you get paid.
¤ Corollary 2: You will be more biased when valuing a company where you already 

have a position (long or short) in the company.



Free Cashflow to Firm
EBIT (1- tax rate)
- (Cap Ex - Depreciation)
- Change in non-cash WC
= Free Cashflow to firm

Cost of Capital

Expected Growth in FCFF during 
high growth

Length of high growth period: PV of FCFF during high 
Stable Growth
When operating income and 
FCFF grow at constant rate 
forever.

Value of Operating Assets today
+ Cash & non-operating assets
- Debt
Value of equity

Weighted average of cost of equity & cost of debt

If you want higher (lower) value, you can
1. Augment (haircut) earnings
2. Reduce(increase) effective tax rate
3. Ignore (Count in) unconventional cap ex
4. Narrow (Broaden) definition of working capital

If you want to increase (decrease) value, you can
1. Use higher (lower) growth rates 
2. Assume less (more) reinvestment with the 
same growth rate, thus raising (lowering) the 
quality and value of growth.

If you want to increase (decrease) value, you can
1. Assume a higher (lower) debt ratio, with the same costs of debt & equity. 
You may be able to accomplish this by using book (market) value debt 
ratios.
2. Use a lower (higher) equity risk premium for equity and a lower (higher) 
default spread for debt.
3. Find a "lower" ("higher") beta for your stock.
4. Don't add (add) other premiums to the cost of equity (small cap?)

If you want to increase (decrease) value, you can
1. Assume a longer (shorter) growth period
2. Assume more (less) excess returns over the growth period

If you want to increase 
(decrease) value, you can 
add (subtract) premiums 
(discounts) for things you 
like (dislike) about the 
company.
Premiums: Control, 
Synergy, liquidity
Discounts: Illiquidity, 
private company

If you want to increase value, you can
1. Use stable growth rates that are economically 
impossible (higher than the growth rate of the 
economy)
2. Allow this growth to be accompanied by high 
positive excess returns (low reinvestment)
If you want to decrease value, you can
1. Use lower growth rates in perpetuity
2. Accompany this growth with high negative excess 
returns

Biasing a DCF valuation: A template of "tricks"
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Manifestations of Bias: Relative Valuation

Book Value
a. Equity
= BV of equity
b. Firm
= BV of debt + BV of equity
c. Invested Capital
= BV of equity + BV of debt - Cash

Cash flow
a. To Equity
- Net Income + Depreciation
- Free CF to Equity
b. To Firm
- EBIT + DA (EBITDA)
- Free CF to Firm

Earnings
a. To Equity investors
 - Net Income
 - Earnings per share
b. To Firm
 - Operating income (EBIT)

Revenues
a. Accounting revenues

b. Drivers
- # Customers
- # Subscribers

= # units

Numerator = What you are paying for the asset

Denominator = What you are getting in return

Market value of equity Market value for the firm
Firm value = Market value of equity

+ Market value of debt

Market value of operating assets of firm
Enterprise value (EV) = Market value of equity

+ Market value of debt
- Cash 

Multiple =
Step 1: Pick a 
multiple

Step 2: Choose 
comparables

Narrow versus Broad 
sector/business

Similar market cap 
or all companies

Country, Region or 
Global

Other criteria, 
subjective & 

objective

CHOOSE A 
MULTIPLE

PICK 
COMPARABLE 
FIRMS

Step 3: Tell 
a story

Risk
- Lower risk for higher value
- Higher risk for lower value

Growth
- Higher growth for higher value
- Lower growth for lower value

Quality of growth
- Higher barriers to entry/moats for higher value
- Lower barriers to entry for lower value

SPIN/TELL 
YOUR STORY
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Dealing with bias: The “bad” ways

¨ I use only numbers: The easiest defense is to argue that 
you are only using numbers and that bias requires 
subjective judgments. 

¨ I am a “professional”: Valuation professionals point to 
the requirements of their professional groups (CPA, CFA, 
CVA etc.) that they be unbiased.

¨ It is a “FAIR” value (with my lawyer/accountant’s 
imprimatur): The most common response to bias is to 
add legal or accounting cover.
¤ Legal fair value: In most countries, investment bankers have to

sign a legal document that their value is a “fair” value.
¤ Accounting fair value: Accountants have jumped into the mix 

and have set up standards for fair value.
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Healthy responses to bias

¨ Build processes that minimize bias, not maximize it: To the degree 
that a significant portion of bias comes from reward/punishment 
mechanisms, we need to build processes that disassociate the 
valuation outcome from compensation. 

¨ Be honest (at least with yourself): Even if you may not want to 
reveal your biases to your clients, you should at least be honest 
with yourself. 

¨ Bayesian valuation: It may be a good idea to require anyone valuing 
a company to state what they believe that they will find in the 
valuation, before they actually do the valuation. Anyone using the 
valuation should then have access to both the analyst’s priors and 
the valuation.

¨ Transparency about motives: All valuations should be accompanied 
with full details of who is paying for the valuation and how much, 
as well as any other stakes in the outcome of the valuation.
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II. Valuation Uncertainty

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?
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The sources of uncertainty

¨ Estimation versus Economic uncertainty
¤ Estimation uncertainty reflects the possibility that you could have the “wrong 

model” or estimated inputs incorrectly within this model.
¤ Economic uncertainty comes the fact that markets and economies can change over 

time and that even the best medals will fail to capture these unexpected changes.
¨ Micro uncertainty versus Macro uncertainty

¤ Micro uncertainty refers to uncertainty about the potential market for a firm’s 
products, the competition it will face and the quality of its management team.

¤ Macro uncertainty reflects the reality that your firm’s fortunes can be affected by 
changes in the macro economic environment.

¨ Discrete versus continuous uncertainty
¤ Discrete risk: Risks that lie dormant for periods but show up at points in time.  

(Examples: A drug working its way through the FDA pipeline may fail at some stage 
of the approval process or a company in Venezuela may be nationalized)

¤ Continuous risk: Risks changes in interest rates or economic growth occur 
continuously and affect value as they happen. 
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Unhealthy ways of dealing with uncertainty

¨ Paralysis & Denial: When faced with uncertainty, some of us get 
paralyzed. Accompanying the paralysis is the hope that if you close 
your eyes to it, the uncertainty will go away

¨ Mental short cuts (rules of thumb): Behavioral economists note that 
investors faced with uncertainty adopt mental short cuts that have 
no basis in reality. And here is the clincher. More intelligent people 
are more likely to be prone to this.

¨ Herding: When in doubt, it is safest to go with the crowd..  The 
herding instinct is deeply engrained and very difficult to fight.

¨ Outsourcing: Assuming that there are experts out there who have 
the answers does take a weight off your shoulders, even if those 
experts have no idea of what they are talking about.

¨ Divine Intervention: The oldest risk management tool known to 
man..
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Healthy responses to uncertainty

1. Less is more (the rule on detail….) (Revenue & margin forecasts)
2. Build in internal checks on reasonableness… (reinvestment and 

ROC)
3. Use the offsetting principle (risk free rates & inflation)
4. Draw on economic first principles (Terminal value at all the 

companies )
5. Use the “market” as a crutch (equity risk premiums, country risk 

premiums)
6. Use the law of large numbers (Regression beta vs Sector average)
7. Don’t let the discount rate become the receptacle for all 

uncertainties.
8. Confront uncertainty, if you can
9. Don’t look for precision
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Zomato IPO: The Business Model

¨ Transaction Fees: The bulk of Zomato's revenues come from the transactions on 
its platform, from food ordering and delivery, as the company keeps a percentage 
of the total order value for itself. While Zomato's revenue slice varies across 
restaurants, decreasing with restaurant profile and reach, it remains about 20-
25% of gross order value. 

¨ Advertising: Restaurants that list on Zomato have to pay a fixed fee to get listed, 
but they can also spend more on advertising, based upon customer visits and 
resetting revenues, to get additional visibility.

¨ Subscriptions to Zomato Gold (Pro): Zomato also offers a subscription service, and 
subscribers to Zomato Gold (now Zomato Pro) get discounts on food and faster 
deliveries. The service was initiated in 2017 and it had 1.5 million plus members in 
2021, delivering subscription revenues of 600 million rupees (a little less than $ 10 
million, and less than 5% of overall revenues) in 2021.

¨ Restaurant Raw Material: In 2018, Zomato introduced HyperPure, a service 
directed at restaurants, offering groceries and meats that are source-checked for 
quality. 

about://
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The Food Delivery Market
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Difference Drivers

¨ Lower per-capita income: Eating out and prosperity don't always go hand 
in hand, but you are more likely to eat out, as your discretionary income 
rises. Thus, it should come as no surprise that the number of restaurants 
increases with per capita GDP, and that one reason for the paucity of 
restaurants(and food delivery) in India is its low GDP, less than a fifth of 
per capital GDP in China and a fraction of per capital GDP in the US & EU.

¨ Less digital reach: To use online restaurant services, you first need to be 
online, and digital reach in India, in spite of advances in recent years, lags 
digital reach in China, and is about half the reach in the US and the EU.

¨ Eating habits: Looking across the regions, it seems clear that there is a 
third factor at play, a pre-disposition to eat out in the populace. Looking 
at the number of restaurants in China and the size of its food delivery 
market, it is quite clear that Chinese consumers are far more willing to eat 
out (either in person at or with delivery from restaurants) than people 
living in the US and EU, especially if you control for per capita income 
differences.
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Indian Market Size, adjusted for income and 
digital reach…
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Zomato: The Prospectus

¨ Definitions and abbreviations: The prospectus starts, and I wonder 
whether this is by design, with 17 pages of abbreviations of terms, some 
of which are obvious and need no definition (board of directors, 
shareholders), some of which are meaningless even when expanded (19 
classes of preferred shares, all of which will be replaced with common 
shares after the IPO) and some of which are just corporate names.

¨ Risk Profile: If you did not believe my assertions about the pointlessness 
of risk sections in IPOs, please do read all 30 pages of Zomato's risk profile 
(pages 39-68 of the prospectus). The company lists 69 different risks 
investors may face from investing in the company, and after you have read 
them all, I dare you to list three on that list that you would remember.

¨ Subsidiary/Holdings Mess: I find it mind boggling that a company that is 
only thirteen years old has managed to accumulate as many subsidiaries, 
both in India and overseas, as Zomato has done. Since Zomato owns 100% 
of most of these subsidiaries, there may be legal or tax reasons for this 
structure, but there is no denying that it adds complexity (and pages) to 
the prospectus, with no real information benefits.
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Growth & Profitability Trends
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Unit Economics
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Competitive Advantages
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Zomato: Story Pieces

¨ Total Market:, I find it hard to see the total market exceeding $40 billion, with US $20-$30 billion, in 
ten years, being a more likely outcome. (In rupee terms, this will translate into a market that is 
roughly 1800-2000 billion INR.)

¨ Market Share: Expecting any company to have a market share that exceeds 40% of this market is a 
reach, and I will assume that Zomato will be one of the winners/survivors

¨ Revenue Share: That number was 23.13% in FY 2020, but dropped to 21.03% in FY 2021, as shut 
downs put a crimp on business. I will assume a partial bounce back to 22% of GOV, starting in 
2022, but the presence of Amazon Food will prevent a return to higher values in the future.

¨ Profitability: I will assume that pre-tax operating margins will trend towards 30%, largely because I 
believe that the market will be dominated by a few big players, but with the very real possibility 
that one rogue player that is unwilling to play the game can upend profitability. 

¨ Reinvestment: One of the advantages of being an intermediary business is that you can grow with 
relatively little capital investment, defined in conventional form (as plant, equipment or 
manufacturing facilities). That said, reinvestment takes a different form for online intermediaries, 
like Zomato, with investments in technology and in acquisitions, driving future growth. 

¨ Risk: Zomato is a money losing company, but it is no start-up, facing imminent failure. On the plus 
side, its size and access to capital, as well as its post-IPO augmented cash balance, push down the 
risk of failure. Overall, I will attach a likelihood of failure of 10%, reflecting this balance. 
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Add-ons and Distractions: Platform Optionality

¨ As a company with millions of users on its platform, if 
Zomato can deliver other products and services to the 
users of the platform, it can augment its earnings and 
value.
¤ First, not all platforms are created equal, in terms of being 

adding value, with platforms with more intense users and 
proprietary data having more value than platforms where users 
are transitory and there is little exclusive data being collected. 

¤ Second, even if you believe that there is optionality, attach a 
numerical value to that option is one of the most difficult tasks 
in investment. While there are option pricing models that can be 
adapted to do the valuation, getting the inputs for these models, 
especially before the optionality takes form, is difficult to do. 
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A Big Market Premium?

¨ Indian and Chinese companies, especially in young and 
nascent businesses, have an advantage that they often play 
to, which is immense local markets. It is not surprising that 
companies play up this advantage, when marketing 
themselves to investors, with some analysts attaching 
premiums to value, just because of market size. 
¤ Double counting: I believe that this is a distraction, because that 

market size should already by incorporated into the intrinsic value, 
through growth and margin expectations. In my base case valuation of 
Zomato, I assume that revenues will increase more than twenty-fold 
over the next 10 years, because the Indian market is expected to grow 
so strongly. 

¤ The Big Market Delusion: In fact, the danger to investors, when faced 
with Indian and Chinese companies, is not that they will under value 
these companies, but that they will over value them, precisely because 
the markets are so big. 
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III. Complexity in valuation

Bigger, more complicated 
valuations

More complex companies
- Operate in many businesses
- Operate in many countries
- More financing options
- Different tax structures

Richer/ More Data
- Cross sectional data
- Historical data
- Macroeconomic data

Bigger/more sophisticated 
models
- Access to tools
- More powerful devices
- Analytical teams

Analyst induced complexity
- Intimidation
- Fog of "numbers"
- Aura of knowledge

Legal induced complexity
- Worry about "lawsuits"
- Accountability
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Sources of complexity

¨ Globalization: As companies globalize, valuations are getting 
more complex for a number of reasons:
¤ Risk assessment has to factor in where a company operates and not 

where it is incorporated.
¤ Currency choices proliferate, since a company can be valued in any of a 

half a dozen currencies (often to value different listings)
¨ Shifting and volatile macro economic risks have created 

changing risk premiums and strange interest rate/exchange 
rate environments.

¨ More complex accounting standards have created longer, 
more complicated, more difficult to read financial statements.

¨ More complicated holding structures (cross holdings, shares 
with different voting rights), motivated by tax and control 
reasons, make valuations more difficult.
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Manifestations of complexity

¨ Mysterious terms/acronyms: A feature of complex 
valuation is line items or terms that sound 
“sophisticated” but you do not know or are not sure 
what they mean or measure. (For an added layer of 
intimidation, make them Greek alphabets…)

¨ Longer, more detailed valuations: The level of detail that 
you see in valuations, with hundreds of line items and 
dozens of inputs, is staggering (and scary).

¨ What if and scenario analysis: While there is a place for 
asking what if questions and scenario analysis in 
valuation, the ease with which it can be done has 
opened the door to abuse, with the primary objective 
becoming cover, no matter what happens.
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Unhealthy responses to complexity

¨ Input fatigue: Analysts who are called upon to estimate 
dozens and dozens of inputs, often with little information to 
do so, will give up at some point and input “numbers” just to 
get done. It is “garbage in, garbage out…

¨ Black box models: The models becomes so complicated that 
what happens inside the model becomes a mystery to those 
outside. Consequently, analysts essentially claim no 
ownership or responsibility for the output from the model. 
“The model did it” becomes the refrain.

¨ Suspension of common sense: The dependence on models 
becomes so complete that analysts lose sight of common 
sense and mangle the valuation of the simplest assets.
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Healthy responses to complexity

¨ Parsimonious valuations: Never estimate more inputs 
than you absolutely have to. Less is more. When faced 
with the question of adding more detail/complexity, ask 
yourself whether it will make your valuation more 
precise (or just make it look more precise).

¨ Go back to first principles: The fundamentals of 
valuation don’t change, just because you are faced with 
complexity. Always fall back on first principles.

¨ Focus on key levers: Even when there are dozens of 
inputs in a valuation, the valuation itself is a function of 
three or four key value drivers (which may be different 
for different companies). Keep your focus on those 
variables


