
NARRATIVE AND NUMBERS: 
LIGHT IN THE DARKNESS!

When in trouble, go back to basics!
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Start with a reality check: Value ≠ Price

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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The Drivers of Value…

Current Cashflows
These are the cash flows from 
existing investment,s, net of any 
reinvestment needed to sustain 
future growth. They can be 
computed before debt cashflows (to 
the firm) or after debt cashflows (to 
equity investors).

Expected Growth during high growth period

Growth from new investments
Growth created by making new 
investments; function of amount and 
quality of investments

Efficiency Growth
Growth generated by 
using existing assets 
better

Length of the high growth period
Since value creating growth requires excess returns, 
this is a function of
- Magnitude of competitive advantages
- Sustainability of competitive advantages

Stable growth firm, 
with no or very 
limited excess returns

Cost of financing (debt or capital) to apply to 
discounting cashflows
Determined by
- Operating risk of the company
- Default risk of the company
- Mix of debt and equity used in financing

Terminal Value of firm (equity)

Aswath Damodaran
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The two faces of discounted cash flow valuation

¨ The value of a risky asset can be estimated by discounting the 
expected cash flows on the asset over its life at a risk-adjusted 
discount rate: 

where the asset has an n-year life, E(CFt) is the expected cash flow in period t 
and r is a discount rate that reflects the risk of the cash flows.

¨ Alternatively, we can replace the expected cash flows with the 
guaranteed cash flows we would have accepted as an alternative 
(certainty equivalents) and discount these at the riskfree rate:

where CE(CFt) is the certainty equivalent of E(CFt) and rf is the riskfree rate.

Aswath Damodaran4
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DCF Choices: Equity Valuation versus Firm 
Valuation

Assets Liabilities

Assets in Place Debt

Equity

Fixed Claim on cash flows
Little or No role in management
Fixed Maturity
Tax Deductible

Residual Claim on cash flows
Significant Role in management
Perpetual Lives

Growth Assets

Existing Investments
Generate cashflows today
Includes long lived (fixed) and 

short-lived(working 
capital) assets

Expected Value that will be 
created by future investments

 

Equity valuation: Value just the 
equity claim in the business

Firm Valuation: Value the entire business

Aswath Damodaran
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The Bermuda Triangle of Valuation

Valuation First 
Principles &
Good SenseBi
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Uncertainty & the Unknown

Complexity & Detail
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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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Tesla in November 2021: The Base Numbers

1. Update
2. Clean up for accounting inconsistencies
3. Get a clean and comprehensive share count
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Learn from history, but don’t be a slave to it..
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Get perspective…

Get perspective about the growth and 
profitability of the business you are in…
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More perspective…
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The Value Drivers
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1. Revenue Growth

¨ Past growth: For companies that are relatively
mature in businesses that are not being disrupted, 
you can use historical growth in revenues.

¨ Top down growth: For young companies, past
growth is both limited (in terms of history) and
dangerous to use (because of scaling). For these 
companies, your story about the company, the
market it is going after and the share of that market 
that it will obtain will drive your revenue path.
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Tesla’s Revenue Growth

Propositions about revenue growth
1. Percentage growth rates are deceptive. Always 

look at absolute revenue projections as well.
2. Scaling up is hard to do. Most companies fail.
3. Using macro stories to justify high growth rates 

and revenues for companies can and often will 
lead to a big market delusion.



18

2. Target Operating Profit Margins

¨ Other things remaining equal, a company that can 
deliver higher operating margins in steady state will be 
worth more than companies that cannot.

¨ That said, wishing that you will have a higher operating 
margin will not make it so, since it will depend on:
¤ The unit economics of the business you are in: If the cost of the 

additional unit of sale is small or zero, you have a better shot at 
higher margins (software vs manufacturing)

¤ The greater the competition in a business, the lower margins 
will be in that business.

¤ If there are changes occurring in cost structure that cut across
companies, it is unlikely that any individual company will benefit 
from these changes.
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Tesla’s Target Margin

Propositions about profitability
1. Growth and margins are tied together. Strategies 

that try for more of one will deliver less of the other.
2. Scaling up is not always the antidote for losing 

money. Your costs have to grow slower than 
revenues, and that is not guaranteed.
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3. Investment Efficiency

¨ To generate the revenue growth and margin targets that 
you are forecasting, you will need to invest money.

¨ That investment can take many different forms ranging 
from:
¤ Assembly plants and factories for manufacturing companies
¤ New stores or sales outlets for retail companies
¤ R&D for a technology/pharmaceutical company
¤ Customer acquisition costs for a platform company

¨ The problem you face, when you use accounting 
numbers to get these inputs, is that accountants are 
inconsistent and backward looking.
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Tesla’s Investment Efficiency (Sales to Capital)

Propositions about reinvestment
1. Reinvestment in valuation is a much broader 

concept than accounting net cap ex or working 
capital.

2. Tying revenue growth to reinvestment reinforces 
the trade off on growth, and helps determine 
whether growth will add or destroy value.
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4. Cost of Capital

¨ The cost of capital is your instrument for reflecting the 
operating risks that you see in your company, as a going 
concern.

¨ It is not
¤ The receptacle for your hopes and fears
¤ What you would like to earn on a company, unless you happen

to be the marginal investor
¤ The place to bring your concerns that your company will not

make it
¨ Put simply, the cost of capital in valuation has little to do 

with you and comes from financial markets and what 
investors collectively are demanding as a price for risk.
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Perspective on cost of capital
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Tesla’s Cost of Capital

Propositions about cost of capital
1. The cost of capital is not a theoretical construct 

that comes out of risk and return models, but a 
reflection of what investors are demanding in the 
market place.

2. The discount rate is not on the top five or even top 
ten list of critical inputs driving value.
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5. Failure Risk

¨ If you are concerned about truncation risk (failure, 
nationalization etc.), it is best to keep it out of your 
DCF, and adjust for it afterwards.

¨ Specifically, the best way to incorporate failure into a
DCF is to
¤ Estimate the likelihood that your company will have its life 

cut short
¤ And the consequences for the value of your equity holding, 

if that happens..
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A 2019 Update: Sector Comparison

Aswath Damodaran26
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Dealing with Options

Propositions about options
1. Options are not shares (you cannot count them as 

shares outstanding) and they are not “not shares” 
(you cannot ignore them).

2. They have value that exceeds their exercise value, 
since they command a time premium.
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Defaults.. And Changing them..
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Cash Flows and Value
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Value and Price

More than 80% of Tesla’s value of 
equity comes from its terminal value. It 
is a feature, not a bug.

A DCF is a going concern value. If 
there is a high risk that a company 
will not make it, you have to 
explicitly bring it in here.

The option overhang effect on 
value
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How story choices drive value.. Zomato
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Facing up to uncertainty, with a simulation: 
Paytm


