
THE CORPORATE LIFE 
CYCLE: GROWING UP IS 
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ACCOUNTING VERSUS FINANCE 
ACROSS THE LIFE CYCLE
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Accounting and Financial Balance Sheets

Variant 1: You estimate the values of assets
Variant 2: You let the market estimate it for your
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An Early Stage Comparison - Twitter

Cash $550
PP&E $  62
Intangible assets $6
Goodwill $ 47

Debt (leases) $21
Preferred stock $835
Equity $202

Accounting Balance Sheet

Intrinsic Value Balance Sheet (post-IPO)

Cash $  1,616
Assets in place $        73
Growth assets $   9,631

Debt $     214
Equity $11,106

   

Market Price Balance Sheet (post-IPO)

Cash $    1,816
Assets in place $          73
Growth assets $   26,444

Debt $     214
Equity $28,119
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A More Mature Company: Ferrari
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Infosys: Balance Sheet in March 2018
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Infosys: Financial Balance Sheet

Value Value
Assets in Place ₹       167,961 Debt ₹                 -

Growth Assets ₹     47,751 Equity ₹     244,893 

Cash & Non-
operating Assets

₹     29,181 

Aswath Damodaran
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The Bottom Line

¨ Accounting statements get less and less useful if you are looking 
earlier in the life cycle, since accountants have neither a history to 
record nor an operating business to describe.

¨ As companies age, balance sheets mean more but they also 
become more cluttered, since they carry the legacy of “accounting” 
fixes and choices. Meaningless assets start to populate the balance 
sheet and meaningless liabilities are often created to offset them.

¨ Balance sheet based valuation, which is what most accounting 
valuation is (and is at the core of much of value investing) is useless 
with young companies. It is most useful in mature companies 
without accounting clutter.

¨ For companies where accounting miscategorizes expenses, balance 
sheets get even more meaningless.

¨ Fair value accounting is destined for failure everywhere, because 
accountants cannot be imaginative and/or creative, but it will fail 
most spectacularly with young companies.



CORPORATE LIFE CYCLE: THE 
DETERMINANTS



Revisiting the Life Cycle
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The Life Cycle in earnings and cash flows
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Would you rather be young or old?

¨ As a business, where in the life cycle would you most like to be?
a. A Start up
b. A Young, Growth Company
c. An Established Growth Company
d. A Mature Growth Company
e. A Mature Company
f. A Declining Company

q Assuming you are a business, where in the life cycle are you currently?
a. A Start up
b. A Young, Growth Company
c. An Established Growth Company
d. A Mature Growth Company
e. A Mature Company
f. A Declining Company
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The determinants of the life cycle
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Tech versus Non-tech companies

¨ Drawing the line between tech and non tech 
companies is getting more and more difficult. The 
solution may be to think of technology on a 
continuum.

¨ There are two reasons the classifications matter:
¤ Equity research analysts and portfolio managers still work 

in sector silos, with tunnel vision of anything that happens 
outside these silos. Where a company like Amazon is 
placed can make a difference in how it is analyzed.

¤ Pricing is often done relative to the sector that investors 
decide to put a company into.
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The defining characteristics of the tech 
business..

1. Scaling up is easy: Tech companies often operate in businesses 
where entry is not restricted, the up front investment is minimal 
and scaling up in easy. 

2. Holding on is tough: Once tech companies reach the mature 
phase, they don't get to have long harvest periods. Their 
competitive advantages are fleeting and quickly deplete.

3. Decline is rapid: The same forces that allow technology 
companies to grow, i.e., unrestricted entry, ease of scaling up and 
customer switching, also make them vulnerable to new entrants 
seeking to take their business away from them.

4. And there is little left in the end game: Unlike other businesses, 
which accumulate physical assets as they grow and thus have a 
liquidation potential, with technology companies, there is little of 
substance to fall back, once earnings power is exhausted.
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Tech versus Non-tech life cycles



CORPORATE FINANCE ACROSS 
THE LIFE CYCLE
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The Big Picture

The Investment Decision
Invest in assets that earn a 

return greater than the 
minimum acceptable hurdle 

rate

The Financing Decision
Find the right kind of debt 
for your firm and the right 
mix of debt and equity to 

fund your operations 

The Dividend Decision
If you cannot find investments 

that make your minimum 
acceptable rate, return the cash 

to owners of your business

The hurdle rate 
should reflect the 
riskiness of the 
investment and 
the mix of debt 
and equity used 

to fund it.

The return  
should reflect the 
magnitude and 
the timing of the 

cashflows as well 
as all side effects.

The optimal 
mix of debt 
and equity 

maximizes firm 
value

The right kind 
of debt 

matches the 
tenor of your 

assets

How much 
cash you can 

return 
depends upon 

current  & 
potential 

investment 
opportunities

How you choose 
to return cash to 
the owners will 

depend on 
whether they 

prefer dividends 
or buybacks

Maximize the value of the business (firm)



The Emphasis Shifts
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All equity 
(usually 
private)

Financing
First signs of 
debt capacity, 
but benefits are 
small.

Debt capacity 
expands, with 
cautionary 
notes

Pay down 
debt as assets 
are sold.

All equity 
(shift to 
public)

Benefits of 
borrowing 
significantly 
exceed costs

Need cash 
from equity 
investorsDividend

Move towards 
sufficiency (cash 
flows meet 
investment needs.)

Internal cash 
flows exceed 
investment 
needs. 

Cash needs 
mulitply 
(beyond private 
market)

Significant 
excess free 
cash flows

Internal cash flows 
decline but 
augmented by cash 
flows from partial 
liquidation

The Corporate Life Cycle
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Too many projects to too few..
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Financing, from start to finish..

Stage 2
Rapid Expansion

Stage 1
Start-up

Stage 4
Mature Growth

Stage 5
Decline

Financing Choices across the life cycle

External
Financing

Revenues

Earnings

Owner’s Equity
Bank Debt

Venture Capital
Common Stock

Debt Retire debt
Repurchase stock

External funding
needs

High, but 
constrained by 
infrastructure

High, relative 
to firm value.

Moderate, relative
to firm value.

Declining, as a 
percent of firm 
value

Internal financing

Low, as projects dry
up.

Common stock
Warrants
Convertibles

Stage 3
High Growth

 Negative or
low

 Negative or
low

Low, relative to 
funding needs

High, relative to
funding needs

More than funding needs

Accessing private equity Inital Public offering Seasoned equity issue Bond issues
Financing
Transitions

Growth stage

$ Revenues/
Earnings

Time
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And with it, debt capacity
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Dividends, from seed to harvest..
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The Bottom Line

¨ Early in the life of a business, it is the creative part of the business 
(R&D, New Product development) that will drive the business, since 
value is created primarily from making great investments.

¨ As a business ages, you will see power shift towards the “finance” 
portion of the business, as projects start to get less attractive and 
financial engineering (changing debt mixes, debt types) will start to 
be potentially more value creating.

¨ As the business enters its declining phase, it will be decisions about 
how much to return to owners and in what form that will become 
the core discussion.

¨ By observing what a company is focusing its energies on, you can 
usually get a sense of where it thinks it is in the life cycle. 

¨ Companies that don’t “act their age” will destroy value, in one way 
or the other.



FROM NARRATIVE TO NUMBERS

All story to mostly numbers..
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Valuation as a bridge

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



Narrative versus Numbers

Stage 2
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narrative?Narrative 

drivers

How plausible is 
the narrative?

How profitable 
is the narrative?

How scalable 
is the 
narrative?

How 
sustainable is 
the narrative?

Is there a 
happy ending?
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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.
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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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The Auto Business

= Bad Business

Anemic Revenue Growth + Poor Operating Margins

+ Increasing Reinvestment



But super luxury cars look better..

0.00% 5.00% 10.00% 15.00% 20.00%

Super	Luxury

Luxury

Mass	Market	

Ferrari

Pre-tax	Operating	Margin
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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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The Ferrari Narrative

¨ After the IPO, Ferrari will continue to be run by the same 
managers who run it today and will continue to be 
controlled by the Agnelli family and Ferrari (just as it is 
now).

¨ In my base narrative, I expect the company to stick to 
the status quo and
¤ Stay super exclusive (Ferrari’s sales have been flat over much of 

the last decade) and global.
¤ Charge exceptionally high prices 
¤ Spend little or nothing on advertising
¤ Be only lightly affected by economic ups and downs (since these 

are the super rich)
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Step 3: Check the narrative against history, 
economic first principles & common sense

Aswath Damodaran
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Test 1: The “Big Market” Delusion
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Test 2: Measure up against past winners
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Uber: Possible, Plausible and Probable
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Ferrari: Probable, Plausible and Impossible

¨ It is probable: Ferrari will continue on its current 
path of staying an exclusive car maker that sells cars 
without any conventional advertising/selling at very 
high prices to a global market.

¨ It is plausible: Ferrari will try to go for a higher 
growth model, introducing perhaps a lower-cost 
Ferrari, increasing advertising/selling expenses and 
settling for lower margins.

¨ It is impossible: Ferrari will go for sharply higher 
revenue growth, without cutting prices or increasing 
selling expenses.
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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

-

Big market narratives (China, Retailing, 
Autos) will lead to a big number here.

Reinvestment

=

After-tax Cash Flow

Networking and Winner-take-all narratives 
show up as a dominant market share (40%, 

50% or even higher). 

Strong and sustainable competitive 
advantages show up as a combination of high 

market share and high operating margins.

Easy scaling (where companies can grow 
quickly and at low cost) narratives will show 

up as low reinvestment given growth.

Low risk narratives (business) show up as a 
lower discount rate. High debt narratives may 

raise or lower discount rates.
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

Cash

Cash return 
narratives affect 
value, if cash is 

being discounted 
by the market.
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With Uber

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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With Ferrari
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Step 4: Value the company (Uber)

Aswath Damodaran
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And Ferrari

Stay Super Exclusive: Revenue growth is low High Prices 
+ No selling 

cost = 
Preserve 
current 

operating 
margin

The super 
rich are not 
sensitive to 
economic 
downturns

Minimal 
Reinvestment 

due to low 
growth

Base year 1 2 3 4 5 6 7 8 9 10 Terminal year
Revenue growth rate 4.00% 4.00% 4.00% 4.00% 4.00% 3.34% 2.68% 2.02% 1.36% 0.70% 0.70%
Revenues 2,763€    2,874€  2,988€  3,108€  3,232€  3,362€  3,474€  3,567€  3,639€  3,689€  3,714€  3,740€         
EBIT (Operating) margin 18.20% 18.20% 18.20% 18.20% 18.20% 18.20% 18.20% 18.20% 18.20% 18.20% 18.20% 18.20%
EBIT (Operating income) 503€       523€     544€     566€     588€     612€     632€     649€     662€     671€     676€     681€            
Tax rate 33.54% 33.54% 33.54% 33.54% 33.54% 33.54% 33.54% 33.54% 33.54% 33.54% 33.54% 33.54%
EBIT(1-t) 334€       348€     361€     376€     391€     407€     420€     431€     440€     446€     449€     452€            
 - Reinvestment 78€       81€       84€       87€       91€       79€       66€       51€       35€       18€       22€              
FCFF 270€     281€     292€     303€     316€     341€     366€     389€     411€     431€     431€            
Cost of capital 6.96% 6.96% 6.96% 6.96% 6.96% 6.96% 6.97% 6.98% 6.99% 7.00% 7.00%
PV(FCFF) 252€     245€     238€     232€     225€     228€     228€     227€     224€     220€     

Terminal value 6,835€    
PV(Terminal value) 3,485€    
PV (CF over next 10 years) 2,321€    
Value of operating assets = 5,806€    
 - Debt 623€       
 - Minority interests 13€         
 +  Cash 1,141€    
Value of equity 6,311€    
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Step 5: Keep the feedback loop

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 Damodaran
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Valuing Bill Gurley’s Uber narrative
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Different narratives, Different Numbers
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Ferrari: A Rev it up Narrative
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And valuation..

Get less exclusive: Double number of cars sold over next decade
Lower 

Prices + 
Some selling 
cost = Lower 

operating 
margin

The very 
rich are 
more 

sensitive to 
economic 
conditions

Reinvestment 
reflects 

higher sales

Base year 1 2 3 4 5 6 7 8 9 10 Terminal year
Revenue growth rate 12.00% 12.00% 12.00% 12.00% 12.00% 9.74% 7.48% 5.22% 2.96% 0.70% 0.70%
Revenues 2,763€    3,095€  3,466€  3,882€  4,348€  4,869€  5,344€  5,743€  6,043€  6,222€  6,266€  6,309€         

EBIT (Operating) margin 18.20% 17.81% 17.42% 17.04% 16.65% 16.26% 15.87% 15.48% 15.10% 14.71% 14.32% 14.32%
EBIT (Operating income) 503€       551€     604€     661€     724€     792€     848€     889€     912€     915€     897€     904€            

Tax rate 33.54% 33.54% 33.54% 33.54% 33.54% 33.54% 33.54% 33.54% 33.54% 33.54% 33.54% 33.54%
EBIT(1-t) 334€       366€     401€     439€     481€     526€     564€     591€     606€     608€     596€     600€            
 - Reinvestment 233€     261€     293€     328€     367€     334€     281€     211€     126€     31€       35€              
FCFF 133€     140€     147€     153€     159€     230€     310€     395€     482€     566€     565€            

Cost of capital 8.00% 8.00% 8.00% 8.00% 8.00% 7.90% 7.80% 7.70% 7.60% 7.50% 7.50%
PV(FCFF) 123€     120€     117€     113€     108€     145€     181€     215€     244€     266€     

Terminal value 8,315€    
PV(Terminal value) 3,906€    
PV (CF over next 10 years) 1,631€    
Value of operating assets = 5,537€    
 - Debt 623€       
 - Minority interests 13€         
 +  Cash 1,141€    
Value of equity 6,042€    
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Step 6: Be ready to modify narrative as 
events unfold
Narrative Break/End Narrative Shift Narrative Change 

(Expansion or Contraction)
Events, external (legal, 
political or economic) or 
internal (management, 
competitive, default), that 
can cause the narrative to 
break or end. 

Improvement or 
deterioration in initial 
business model, changing 
market size, market share 
and/or profitability.

Unexpected entry/success
in a new market or 
unexpected exit/failure in 
an existing market.

Your valuation estimates 
(cash flows, risk, growth & 
value) are no longer 
operative

Your valuation estimates 
will have to be modified to 
reflect the new data about 
the company.

Valuation estimates have 
to be redone with new 
overall market potential 
and characteristics.

Estimate a probability that 
it will occur & 
consequences

Monte Carlo simulations or 
scenario analysis

Real Options

Aswath Damodaran
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The Bottom Line

¨ To be a successful investor in early-stage businesses, you 
need to be a good judge of narrative. Not only do you 
need to be able to find good stories to invest in, but you 
also have to be able to separate impossible stories (fairy 
tales) from plausible stories, and then providing support 
(financial or management) to make the plausible into the 
probable.

¨ To be a successful in mature businesses, you need to be 
able to use the numbers that the business has already 
produced to decide on a narrative that is right for it, and 
then invest in companies where (you believe) the market 
has a mistaken narrative.



The Manager’s job

Story Tellers, Business Builders and Managers
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A Company’s Life Cycle & 
Narrative/Numbers

Stage 2
Young Growth

Stage 1
Start-up

Stage 4
Mature Growth

Stage 5
Decline

Revenues

Earnings

Stage 3:
High Growth

All Narrative

Growth stage

$ Revenues/
Earnings

Time

Stage 5
Mature Stable

All Numbers
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As companies age, the emphasis shifts..

¨ Early in a company’s life, when all you have are ideas 
and no clear business plan, it is all about the 
narrative. Not surprisingly, the most successful 
managers/investors at this stage are people who are 
stronger on narrative.

¨ As companies age, the emphasis shifts to numbers, 
partly because more of the value is determined by 
the narrative that has actually unfolded and partly 
because there are more numbers to focus on. The 
most successful managers/investors become people 
who are stronger on numbers.
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And the focus changes..
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The Right CEO for your company? It 
depends..
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As emphasis shifts, managers and 
investors can resist, adapt or move on
¨ As young start-ups succeed and start moving into the 

growth, the managers who were instrumental in their 
success have three choices:
¤ Adapt and adjust their focus to include numbers, without giving 

up their narrative.
¤ Stay completely focused on narrative and ignore numbers.
¤ Hand over control of the operating details of the company to a 

numbers person while handling the narrative part.
¨ With investors, the transition is made easier by the 

existence of public markets. As companies go public, 
these investors can cash out and go back to their 
preferred habitat. Investors who stray far from their 
strengths will pay a price.



UNCERTAINTY: A FEATURE, NOT A 
BUG

There are no facts, just opinions
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Uncertainty in valuation

¨ 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. 

Aswath Damodaran
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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
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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?
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Current Cashflow to Firm
EBIT(1-t)=  5344 (1-.35)=    3474
- Nt CpX=               350            
- Chg WC                          691
= FCFF                         2433
Reinvestment Rate = 1041/3474 
=29.97%
Return on capital = 25.19%

Expected Growth in 
EBIT (1-t)
.30*.25=.075
7.5%

Stable Growth
g = 3%;  Beta = 1.10;
Debt Ratio= 20%; Tax rate=35%
Cost of capital = 6.76% 
ROC= 6.76%; 
Reinvestment Rate=3/6.76=44%

Terminal Value5= 2645/(.0676-.03) = 70,409

Cost of Equity
8.32%

Cost of Debt
(3.72%+.75%)(1-.35)
= 2.91%

Weights
E = 92% D = 8%

Op. Assets   60607
+ Cash:       3253
- Debt        4920
=Equity          58400

Value/Share $ 83.55

Riskfree Rate:
Riskfree rate = 3.72% +

Beta 
1.15 X

Risk Premium
4%

Unlevered Beta for 
Sectors: 1.09

3M: A Pre-crisis valuation
Reinvestment Rate
 30%

Return on Capital
25%

Term Yr
$4,758
$2,113
$2,645

On September 12, 
2008, 3M was 
trading at $70/share

First 5 years

D/E=8.8%

Cost of capital = 8.32% (0.92) + 2.91% (0.08) = 7.88%

Year 1 2 3 4 5
EBIT (1-t) $3,734 $4,014 $4,279 $4,485 $4,619 
 - Reinvestment $1,120 $1,204 $1,312 $1,435 $1,540 ,
 = FCFF $2,614 $2,810 $2,967 $3,049 $3,079 



Current Cashflow to Firm
EBIT(1-t) :                Rs 20,116
- Nt CpX      Rs 31,590     
- Chg WC                 Rs    2,732
= FCFF                    - Rs 14,205
Reinv Rate = (31590+2732)/20116 = 
170.61%; Tax rate = 21.00%
Return on capital = 17.16%

Expected Growth 
from new inv.
.70*.1716=0.1201

Stable Growth
g = 5%;  Beta = 1.00
Country Premium= 3%
Cost of capital = 10.39%
Tax rate = 33.99% 
ROC= 10.39%; 
Reinvestment Rate=g/ROC     
=5/ 10.39= 48.11%

Terminal Value5= 23493/(.1039-.05) = Rs 435,686

Cost of Equity
14.00%

Cost of Debt
(5%+ 4.25%+3)(1-.3399)
= 8.09%

Weights
E = 74.7% D = 25.3%

Discount at Cost of Capital (WACC) = 14.00% (.747) + 8.09% (0.253) = 12.50%

Op. Assets Rs210,813
+ Cash:      11418
+ Other NO   140576
- Debt                109198
=Equity             253,628

Value/Share Rs 614

Riskfree Rate:
Rs Riskfree Rate= 5% +

Beta 
1.20 X

Mature market 
premium 
4.5%

Unlevered Beta for 
Sectors: 1.04

Firmʼs D/E
Ratio: 33%

Tata Motors: April 2010  
Reinvestment Rate
   70%

Return on Capital
17.16%

45278
21785
23493

+ Lambda
0.80

X
Country Equity Risk
Premium
4.50%

Country Default 
Spread
3%

X
Rel Equity 
Mkt Vol

1.50

On April 1, 2010
Tata Motors price = Rs 781

Rs Cashflows

Average reinvestment rate 
from 2005-09: 179.59%; 
without acquisitions: 70%

Growth declines to 5% 
and cost of capital 
moves to stable period 
level.

Year 1 2 3 4 5 6 7 8 9 10
EBIT (1-t) 22533 25240 28272 31668 35472 39236 42848 46192 49150 51607
 - Reinvestment 15773 17668 19790 22168 24830 25242 25138 24482 23264 21503
FCFF 6760 7572 8482 9500 10642 13994 17711 21710 25886 30104
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So, what’s different about a young start 
up?

What are the cashflows 
from existing assets?

What is the value added by growth  
assets?

How risky are the cash flows from both 
existing assets and growth assets?

When will the firm 
become a mature 
fiirm, and what are 
the potential 
roadblocks?

 Cash flows from  existing 
assets non-existent or 
negative. 

Limited historical data on earnings, 
and no market prices for securities 
makes it difficult to assess risk.

Making judgments on revenues/ profits difficult 
because you cannot draw on history.  If you have no 
product/service, it is difficult to gauge market potential 
or profitability. The company's entire value lies in future 
growth but you have little to base your estimate on. 

Will the firm make it through 
the gauntlet of market demand 
and competition? Even if it 
does, assessing when it will 
become mature is difficult 
because there is so little to go 
on.

Figure 3: Estimation Issues - Young and Start-up Companies

What is the value of 
equity in the firm?

Different claims on 
cash flows can 
affect value of 
equity at each 
stage.
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The Dark Side will beckon.. Don’t be 
tempted..
¨ With young start up companies, you will be told that it is 

“too difficult” or even “impossible” to value these 
companies, because there is so little history and so much 
uncertainty in the future.

¨ Instead, you will be asked to come over to the “dark 
side”, where
¤ You will see value metrics that you have never seen before
¤ You will hear “macro” stories, justifying value
¤ You will be asked to play the momentum game

¨ While all of this behavior is understandable, none of it 
makes the uncertainty go away. You have a choice. You 
can either hide from uncertainty or face up to it.

Aswath Damodaran
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Twitter: Setting the table in October 2013



Aswath Damodaran

Twitter: Priming the Pump for Valuation
1. Make small revenues into big revenues

My estimate for 2023: Overall online advertising 
market will be close to $200 billion and Twitter 
will have about 5.7% ($11.5 billion) 

2. Make losses into profits

My estimate for Twitter: Operating 
margin of 25% in year 10

3. Reinvest for growth

My estimate for Twitter: Sales/Capital 
will be 1.50 for next 10 years
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Sweating the small stuff: Risk and Required 
Return

Cost of capital = 11.12% (.981) + 5.16% (.019) = 11.01%

90% advertising 
(1.44) + 10% info 
svcs (1.05)

Risk Premium
6.15%

Cost of Debt
(2.5%+5.5%)(1-.40)

= 5.16%

Cost of Equity
11.12% Weights

E = 98.11% D = 1.89%

Riskfree Rate:
Riskfree rate = 2.5% +

Beta 
1.40 X

D/E=1.71%

75% from US(5.75%) + 25% 
from rest of world (7.23%)

0.

500.

1,000.

1,500.

2,000.

2,500.

<6%
6%-7%

7%-8%
8%-9%

9-10%
10-11%

11-12%
>12%

Cost of Capital: US - Nov ‘13

Risk in the discount rate

Survival Risk

Probability that the firm will not make it as a going concern

0% 100%

Certain to make it 
as going concern

Certain 
to fail

My assumption for 
Twitter

My estimate for Twitter



Terminal year (11)
EBIT (1-t)             $ 1,852
- Reinvestment       $  386
FCFF                        $ 1,466

Terminal Value10= 1466/(.08-.025) = $26,657

Cost of capital = 11.12% (.981) + 5.16% (.019) = 11.01%

90% advertising 
(1.44) + 10% info 
svcs (1.05)

Risk Premium
6.15%

Operating assets       $9,705
+ Cash                            321
+ IPO Proceeds           1295
- Debt                              214
Value of equity        11,106
- Options                        713
Value in  stock         10,394
/ # of shares             582.46
Value/share              $17.84

Cost of Debt
(2.5%+5.5%)(1-.40)

= 5.16%

Cost of Equity
11.12%

Stable Growth
g = 2.5%;  Beta = 1.00;

Cost of capital = 8% 
ROC= 12%;  

Reinvestment Rate=2.5%/12% = 20.83%

Weights
E = 98.1% D = 1.9%

Riskfree Rate:
Riskfree rate = 2.5% +

Beta 
1.40 X

Cost of capital decreases to 
8% from years 6-10

D/E=1.71%

Twitter Pre-IPO Valuation: October 27, 2013

Revenue 
growth of 51.5% 

a year for 5 
years, tapering 
down to 2.5% in 

year 10

Pre-tax 
operating 

margin 
increases to 
25% over the 
next 10 years

Sales to 
capital ratio of 

1.50 for 
incremental 

sales

Starting numbers

75% from US(5.75%) + 25% 
from rest of world (7.23%)

Last%10K
Trailing%12%
month

Revenues $316.93 $534.46
Operating income :$77.06 :$134.91
Adjusted Operating Income $7.67
Invested Capital $955.00
Adjusted Operatng Margin 1.44%
Sales/ Invested Capital 0.56
Interest expenses $2.49 $5.30

1 2 3 4 5 6 7 8 9 10
Revenues 810$   1,227$ 1,858$ 2,816$ 4,266$ 6,044$ 7,973$ 9,734$ 10,932$ 11,205$ 
Operating Income 31$     75$      158$    306$    564$    941$    1,430$ 1,975$ 2,475$   2,801$   
Operating Income after tax 31$     75$      158$    294$    395$    649$    969$    1,317$ 1,624$   1,807$   
 - Reinvestment 183$   278$    421$    638$    967$    1,186$ 1,285$ 1,175$ 798$      182$      
FCFF (153)$ (203)$   (263)$   (344)$   (572)$   (537)$   (316)$   143$    826$      1,625$   
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The Bottom Line

¨ Early in a company’s life, it is a fact of life that everything 
is uncertain. Consulting with experts, collecting more 
data or building bigger models will not make the 
uncertainty go away.

¨ As you move from mature companies to young 
companies, you have to be willing to move from
¤ Rule-based valuation to principle-based valuation
¤ Being reliant on historical data to market-based best judgments
¤ Wanting the right answer to being okay with being wrong 

(sometimes horribly so).
¤ Point estimate valuations to valuation distributions
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To illustrate: Revisiting the Twitter valuation…

Revenue&Growth&Rate&
Distribution:+Uniform+

Expected+Value+=+55%+

Minimum+Value:+40%+

Maximum+Value:+70%++

+
Target&Operating&
Margin&
Distribution:+Normal+

Expected+Value+=+25%+

Standard+Deviation+=+5%+

+

+

Sales+to+Capital+Ratio+

Distribution:+Lognormal+

Expected+value:+1.50+

Standard+deviation:+0.15+

+
Cost+of+Capital+

Distribution:+Triangular+

Expected+value:+11.22%+

Minimum+value:++10.02%+

Maximum+value:+12.22%+

+

+
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With the consequences for equity value…

Aswath Damodaran
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PRICE VERSUS VALUE
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Price versus Value: The Set up

Aswath Damodaran

76

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 determinants of price

Aswath Damodaran
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The Market Price

Mood and Momentum
Price is determined in large part 

by mood and momentum, 
which, in turn, are driven by 

behavioral factors (panic, fear, 
greed).

Liquidity & Trading Ease
While the value of an asset may 
not change much from period to 

period, liquidity and ease of 
trading can, and as it does, so 

will the price.

Incremental information
Since you make money on 

price changes, not price levels, 
the focus is on incremental 
information (news stories, 
rumors, gossip) and how it 
measures up, relative to 

expectations

Group Think
To the extent that pricing is 
about gauging what other 

investors will do, the price can 
be determined by the "herd".
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Multiples and Comparable Transactions

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



The Pricing Game

Stage 2
Young Growth

Stage 1
Start-up

Stage 4
Mature Growth

Stage 6
Decline

Revenues

Earnings

Stage 3:
High Growth

Mostly Pricing

Growth stage
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Stage 5
Mature Stable

Mostly Value
Market size, 
Cash on hand, 
Access to 
capital

Pricing 
Measures

Number of users, 
User intensity

User 
Engagement, 
Revenues

Revenue 
Growth Rate, 
Earnings

Earnings 
growth, 
Return on 
capital

Asset 
Liquidity, 
Cash flows
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Pricing 
Metrics

EV/Market 
Potential, Cash 
Burn Ratio

EV/User, EV/
User Intensity

EV/Sales PEG (PE to 
growth rate)

PE, EV to 
EBITDA

Price to Book, 
EV/Invested 
Capital
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Pricing Twitter: Start with the “comparables”

Aswath Damodaran

80

Company Market Cap
Enterprise 
value Revenues EBITDA Net Income

Number of 
users 
(millions) EV/User EV/Revenue EV/EBITDA PE

Facebook $173,540.00 $160,090.00 $7,870.00 $3,930.00 $1,490.00 1230.00 $130.15 20.34 40.74 116.47
Linkedin $23,530.00 $19,980.00 $1,530.00 $182.00 $27.00 277.00 $72.13 13.06 109.78 871.48
Pandora $7,320.00 $7,150.00 $655.00 -$18.00 -$29.00 73.40 $97.41 10.92 NA NA
Groupon $6,690.00 $5,880.00 $2,440.00 $125.00 -$95.00 43.00 $136.74 2.41 47.04 NA
Netflix $25,900.00 $25,380.00 $4,370.00 $277.00 $112.00 44.00 $576.82 5.81 91.62 231.25
Yelp $6,200.00 $5,790.00 $233.00 $2.40 -$10.00 120.00 $48.25 24.85 2412.50 NA
Open Table $1,720.00 $1,500.00 $190.00 $63.00 $33.00 14.00 $107.14 7.89 23.81 52.12
Zynga $4,200.00 $2,930.00 $873.00 $74.00 -$37.00 27.00 $108.52 3.36 39.59 NA
Zillow $3,070.00 $2,860.00 $197.00 -$13.00 -$12.45 34.50 $82.90 14.52 NA NA
Trulia $1,140.00 $1,120.00 $144.00 -$6.00 -$18.00 54.40 $20.59 7.78 NA NA
Tripadvisor $13,510.00 $12,860.00 $945.00 $311.00 $205.00 260.00 $49.46 13.61 41.35 65.90

Average $130.01 11.32 350.80 267.44
Median $97.41 10.92 44.20 116.47
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Read the tea leaves: See what the market cares 
about

Aswath Damodaran
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Market 
Cap

Enterprise 
value Revenues EBITDA

Net 
Income

Number of 
users (millions)

Market Cap 1.

Enterprise value 0.9998 1.

Revenues 0.8933 0.8966 1.

EBITDA 0.9709 0.9701 0.8869 1.

Net Income 0.8978 0.8971 0.8466 0.9716 1.

Number of users 
(millions) 0.9812 0.9789 0.8053 0.9354 0.8453 1.

Twitter had 240 million users at the time of its IPO. What price 
would you attach to the company?
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Use the “market metric” and “market price”

Aswath Damodaran
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¨ The most important variable, in late 2013, in 
determining market value and price in this sector (social 
media, ill defined as that is) is the number of users that a 
company has.

¨ Looking at comparable firms, it looks like the market is 
paying about $100/user in valuing social media 
companies, with a premium for “predictable” revenues 
(subscriptions) and user intensity.

¨ Twitter has about 240 million users and can be valued 
based on the $100/user:

¨ Enterprise value = 240 * 100 = $24 billion



83

Pricing Ferrari

Market Pricing of Auto Companies
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Infosys: Priced against other Indian tech 
firms

Aswath Damodaran

Trailing PE PEG PBV EV/Sales
Expected 
Growth ROE

Operating 
Margin

Infosys 15.42 1.99 3.97 3.40 8.90% 25.49% 24.29%

TCS 21.02 1.90 6.72 4.60 10.90% 33.23% 25.02%

HCL 15.22 1.34 3.82 2.99 12.30% 30.14% 20.11%

Wipro 14.72 1.83 2.63 2.47 9.12% 17.81% 16.23%

IT India (99 companies)

25th Percentile 13.75 0.57 1.00 0.72 11.10% 0.88% 1.61%

Median 18.92 1.33 1.83 1.52 13.80% 11.45% 7.69%

75th Percentile 26.94 1.99 3.44 2.68 36.00% 21.13% 14.56%
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Controlling for Differences?

Aswath Damodaran

¨ There are clear differences in fundamentals across IT 
companies, especially when it comes to margins and 
ROE, which may explain variation in pricing multiples.

¨ Regressing EV/Sales against pre-tax operating margin, for 
instance:
EV/ Sales = 0.924 + 12.93 Operating Margin      R2 = 44.5%

(2.82) (8.74)
¨ Plugging in Infosys operating margin (24.29%) into the 

regression, we get:
EV/ Sales = 0.924 + 12.93 (.2429) = 3.04
At 3.40 times sales, Infosys looks over priced by about 10% against 
other Indian IT companies.
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The Bottom Line

¨ As companies age, it is natural for the metric on which 
they are priced to change from revenue proxies to 
revenues to earnings to book value.

¨ Using a metric that is designed for one stage in the life 
cycle to price companies in a different stage will yield 
results that can range from puzzling (if you don’t act on 
them) to catastrophic.
¤ Old time value investors who use PE ratios will always find young 

companies to be over priced, no matter what their pricing is.
¤ Growth investors who use revenue multiples will find mature 

companies look like bargains at all times.



“Growing old is mandatory, Growing up is 
optional”


