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Uncertainty comes in many forms…

¨ 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 models 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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And unhealthy ways of dealing with it..

¨ Divine Intervention: Praying for intervention from a higher power is 
the oldest and most practiced risk management system of all.

¨ 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.
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A Corporate Life Cycle View of 
Uncertainty with examples



The Evolution of Uncertainty

Stage 2
Young Growth

Stage 1
Start-up

Stage 4
Mature Growth

Stage 6
Decline

Revenues

Earnings

Stage 3:
High Growth

Growth stage

$ 
R

ev
en

ue
s/

Ea
rn

in
gs

Time

Stage 5
Mature Stable

Does the idea 
have potential?

Uncertainty 
about

Is there a business 
model for the idea 
to be 
commercialized?

Will the 
business model 
generate profits?

Can the 
business be 
scaled up?

Can the 
business be 
defended?

Will 
management 
face reality?

Th
e 

Ba
r 

M
itz

va
h

Fr
om

 id
ea

 to
 b

us
in

es
s

Th
e 

Li
gh

tb
ul

b 
(I

de
a)

 M
om

en
t

Th
e 

Sc
al

in
g 

up
 T

es
t

Th
e 

M
id

lif
e 

C
ri

sis

Th
e 

En
d 

G
am

e

High & company 
specific

Low & sector 
or macro 
driven

Type & 
Magnitude



6

Uncertainty and the Pricing Imperative

¨ As investors/analysts face more uncertainty about the 
future, they become less willing to grapple with it and 
make estimates for the future, a requirement for 
valuation.

¨ Instead, they choose to price companies/assets, thus 
anchoring what they are willing to pay to what others 
are paying for similar assets.

¨ Note that while this reaction is understandable, the 
uncertainty still remains.
¤ You are in denial. Hiding from uncertainty does not make it go 

away.
¤ You are letting the crowd, just as uncertain as you are, 

determine what you should pay.



7

In pricing, the scaling metric changes over 
time…
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In value, the emphasis shifts as well, from 
narrative to numbers…
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Narrative to Numbers for companies

¨ With a young company, narrative is central, divergent 
and volatile.
¤ It is central because it is the only thing that you are offering 

investors, since you have no history.
¤ It is divergent because you can still offer widely different 

narratives, since it is early in the game.
¤ It is volatile, because the real world will deliver surprises that 

will require you to adjust your narrative.
¨ As companies age, their narratives get narrower as 

their histories, size and culture start to become 
binding. The numbers often drive the narrative, rather 
than the other way around.



Aswath Damodaran10



Dealing with uncertainty

‹#›

11

Aswath Damodaran



12

Ten suggestions for dealing with uncertainty…

1. Start with a story that you tie to numbers
2. Less is more (the rule on detail….) (Revenue & margin forecasts) and 

build in internal checks on reasonableness… (reinvestment and ROC)
3. Use the offsetting principle (risk free rates & inflation at Tata Motors)
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 (Beta for all companies
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
10. You can live with mistakes, but bias will kill you…
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1. Tell a story
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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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My Amazon Story in 2000: A Field of 
Dreams, General Retail Company

¨ A Field of Dreams Company: Amazon would build 
revenues first, before going for profits -> High revenue 
growth + Low margins in early years.

¨ In retail: Amazon would grow its presence across retail, 
but would not venture into the discount retail space.

¨ With no failure risk: Amazon would be able to raise 
capital from markets to cover its cash flow needs, as it 
grew. (It was the peak of the dot com boom).

¨ And superb management: That would let it navigate its 
way from tiny retailer to global presence.
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2. Less is more

¨ The principle of parsimony: When faced with uncertainty, go 
for less detail, rather than more. That may sound 
counterintuitive, but here is why it makes sense:
¤ You have a better shot at estimating an aggregate number, rather than 

individual numbers (Examples: Forecast the operating margin rather 
than individual operating expenses, total working capital instead of 
individual working capital items)

¤ Estimation requires information and trying to estimate individual 
items, in the absence of information, is not only frustrating but an 
exercise in futility.

¨ Auto pilot rules: The uncertainty you face will increase as you 
go forward in time (it is much more difficult to estimate year 
5 than year 1). Thus, it is best to create simple algorithms that 
estimate year-specific numbers as you go further out in time.
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Parsimony in models…
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And in forecasts…
17

Principle of parsimony: Estimate 
fewer inputs when faced with 
uncertainty.

Use “auto pilot” approaches to 
estimate future years
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And build in “internal” checks for reasonableness…
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Check total revenues, relative to the market that it serves… 
Your market share obviously cannot exceed 100% but there 
may be tighter constraints.

Are the margins 
and imputed 
returns on capital 
‘reasonable’ in the 
outer years?
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3. Consistency is key in the numbers...

¨ While you can not grade a valuation on “correctness” (since 
different analysts  can make different assumptions about 
growth and risk), you can grade it on consistency.

¨ For a valuation to be consistent, your estimates of cash flows 
have to be consistent with your discount rate definition.
¤ Equity versus Firm: If the cash flows being discounted are cash flows to 

equity, the appropriate discount rate is a cost of equity. If the cash 
flows are cash flows to the firm, the appropriate discount rate is the 
cost of capital.

¤ Currency: The currency in which the cash flows are estimated should 
also be the currency in which the discount rate is estimated.

¤ Nominal versus Real: If the cash flows being discounted are nominal 
cash flows (i.e., reflect expected inflation), the discount rate should be 
nominal
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And in your stories…
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4. Draw on economic first principles and 
mathematical limits… 

¨ When doing valuation, you are free to make 
assumptions about how your company will evolve 
over time in the market that it operates, but you are 
not free to violate first principles in economics and 
mathematics.

¨ Put differently, there are assumptions in valuation 
that are either mathematically impossible or violate 
first laws of economics and cannot be ever justified.
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Especially when it comes to terminal value
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5. Use the market as a crutch… ERP as an 
illustration
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And extending to other macro 
assumptions..
¨ The best (though not easiest) thing to do is to separate your macro 

views from your micro views. Use  current market based numbers 
for your valuation, but then provide a separate assessment of what 
you think about those market numbers.

¨ With interest rates, inflation and exchange rates, you are often 
tempted to use your own forecasts or worse still, the forecasts of 
so-called experts on how they will evolve. With cyclical and 
commodity companies, it is undeniable that the value you arrive at 
will be affected by your views on the economy or the price of the 
commodity. 
¨ The first problem with doing this is that these experts are horrifically bad 

at forecasting the future. 
¨ The second problem is that your valuation than become a joint product of 

your views on macro variables and your views on the company, and it is 
difficult to separate the two.
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6. Draw on the law of large numbers…

¨ The law of large numbers: The "law of large 
numbers" is one of several theorems expressing the 
idea that as the number of trials of a random 
process increases, the percentage difference 
between the expected and actual values goes to 
zero.

¨ The average is your friend: In pragmatic terms, when 
faced with uncertainty on an input, you are better 
off using an average (over time or across companies) 
than using the actual number.
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And play some Moneyball…
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7. Don’t let the discount rate become the receptacle 
for all your uncertainty…
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Contrasting ways of dealing with survival risk…

¨ The Venture Capital approach:  In the venture capital 
approach, you hike the “discount rate” well above what 
would be appropriate for a going concern and then use this 
“target” rate to discount your “exit value” (which is estimated 
using a multiple and forward earnings).
¤ Value  = (Forward Earnings in year n * Exit multiple)/ (1+ target rate)n

¨ The decision tree approach: 
¤ Value the business as a “going concern”, with a rate of return 

appropriate for a “going concern”. 
¤ Estimate the probability of survival (and failure) and the value of the 

business in the event of failure.
¤ Value =  Going concern value (Probability of survival) + Liquidation 

value (Probability of failure)
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8. Confront uncertainty, if you can… 

¨ In standard valuation, you are forced to make point 
estimates for inputs where you are uncertain about 
values. In statistical terms, you are being asked to 
compress a probability distribution about a variable into 
an expected value. You then obtain a single estimate of 
value, based upon your base case or expected values.

¨ In a simulation, you can enter distributions for variables, 
rather than point estimates. Rather than obtain a single 
estimate of value, you get a distribution of values, which 
can provide you with substantially more information 
than a single valuation.
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With the consequences for equity value…
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9. Don’t look for precision.. 

¨ No matter how careful you are in getting your inputs 
and how well structured your model is, your 
estimate of value will change both as new 
information comes out about the company, the 
business and the economy.

¨ As information comes out, you will have to adjust 
and adapt your model to reflect the information. 
Rather than be defensive about the resulting 
changes in value, recognize that this is the essence 
of risk. 
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To illustrate: Your mistakes versus market 
mistakes..
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10. You can make mistakes but try to keep bias 
out.. 

¨ When you are wrong on individual company valuations, as 
you inevitably will be, recognize that while those mistakes 
may cause the value to be very different from the price for an 
individual company, the mistakes should average out across 
companies.
¤ Put differently, if you are an investor, you have can make the “law of 

large numbers” work for you by diversifying across companies, with 
the degree of diversification increasing as uncertainty increases.

¨ If you are “biased” on individual company valuations, your 
mistakes will not average out, no matter how diversified you 
get.

¨ Bottom line: You are better off making large mistakes and 
being unbiased than making smaller mistakes, with bias.
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The Bermuda Triangle of Valuation
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