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Valuation: Science, Art or Something else?

¨ 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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DCF: Unraveling the Mysteries

¨ 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: 

1. The IT Proposition: If “it” does not affect the cash flows or alter risk 
(thus changing discount rates), “it” cannot affect value. 

2. The DUH Proposition: For an asset to have value, the expected cash 
flows have to be positive some time over the life of the asset.

3. The DON’T FREAK OUT Proposition: Assets that generate cash flows 
early in their life will be worth more than assets that generate cash 
flows later; the latter may however have greater growth and higher 
cash flows to compensate.
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The Key Questions in valuation…
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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 
firm, and what are 
the potential 
roadblocks?
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Theme 3: Good valuation = Story + Numbers



8

DCF as a tool for intrinsic valuation
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Cash flows from existing assets
The base earnings will reflect the 

earnings power of the existing 
assets of the firm, net of taxes and 

any reinvestment needed to sustain 
the base earnings.

Value of growth
The future cash flows will reflect expectations of how quickly earnings will grow in the future (as a positive) and how much 
the company will have to reinvest to generate that growth (as a negative). The net effect will determine the value of growth.

Expected Cash Flow in year t = E(CF) = Expected Earnings in year t - Reinvestment needed for growth

Risk in the Cash flows
The risk in the investment is captured in the discount rate as a beta in the cost of equity and the default spread in the cost 

of debt.

Steady state
The value of growth comes from 
the capacity to generate excess 

returns. The length of your growth 
period comes from the strength & 
sustainability of your competitive 

advantages.



9

And Business Drivers that determine 
value…
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1. Revenue Growth
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2. Target Margins (and path there)…
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3. Sales to Invested Capital: A Pathway to 
estimating Reinvestment
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What are you?

¨ If you were asked to categorize yourself, would you 
more naturally think of yourself as a
a) Numbers Person
b) Story Person
c) Not sure

¨ When did you make this decision and how has it 
affected your educational and career choices?

¨ At your current job or position, do you find yourself 
hanging out with people who are like you (in 
inclination and training)?
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Dueling Perspectives

¨ Numbers people believe that
¤ valuation should be about numbers
¤ narratives/stories are distractions that bring in

irrationalities into investing.

¨ Narratives people believe that
¤ valuation and investing is really about great stories
¤ it is the height of hubris to try to estimate numbers, when

you face uncertainty.

¨ They speak different languages and often past each
other.
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The delusions of the number crunchers

¨ The illusion of precision: If you use numbers, you are 
being more precise than when you don’t, and the 
more numbers you use, the more precise you 
become.

¨ The illusion of “no bias”: Numbers don’t lie and data 
does not have an agenda. Thus, analysts who use 
numbers are more likely to be unbiased.

¨ The illusion of control: If you put a number on 
something (your cash flows, expected growth rate, 
risk etc.), you can control it better.
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The delusions of the story tellers

1. Number crunchers don’t dream in technicolour: 
Creativity and Numbers are mutually exclusive. If you 
talk about numbers, you cannot be creative, and if you 
are being creative, talk about numbers only crimps 
your creative instincts.

2. Creativity is deserving of reward: If your story is good, 
your business will success and your investment will pay 
off.

3. Experience is the best teacher: If you have pulled this 
off before (started and succeeded at running a 
business), your story is more believable. 
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Bridging the Gap

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 Corporate Life Cycle
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A Life Cycle View of Uncertainty
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In value, the emphasis shifts as well, from 
narrative to numbers…



From Stories to Numbers: A Five-step 
approach

22
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The Steps
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Step 1a: 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.



Understanding Uber in 2014



Low Growth

+

Low Margins

High & Increasing Reinvestment

=

Bad Business

It is in the Auto Business
Understanding Ferrari in 2015



27

But it is not just another auto company..

Ferrari sold only 7,255 
cars in all of 2014

Ferrari had a profit 
margin of 18.2%, in the 
95th percentile, partly 
because of its high prices 
and partly because it 
spends little on 
advertising. 

Ferrari sales (in units) have 
grown very little in the last 
decade & have been stable

Ferrari has not invested 
in new plants.
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Step 1b: 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: An Urban, Car Service 
disruptor

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: An Exclusive Club

¨ Ferrari will stay an exclusive auto club, deriving its 
allure from its scarcity and the fact that only a few 
own Ferraris.

¨ By staying exclusive, the company gets three 
benefits:
¤ It can continue to charge nose bleed prices for its cars and 

sell them with little or no advertising.
¤ It does not need to invest in new assembly plants, since it 

does not plan to ramp up production.
¤ It sells only to the super rich, who are unaffected by overall 

economic conditions or market crises.
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Step 2: Check the narrative against history, 
economic first principles & common sense
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The Impossible, The Implausible and the 
Improbable
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The Improbable: Willy Wonkitis
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Uber: Possible, Plausible and Probable

The larger & 
more 
ambitious 
your story, the 
more onus 
there is on 
you to show 
that it is 
possible, 
plausible & 
probable.
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Big Story or Small One?

¨ The upside of a big story is that it will generally deliver a 
higher value for your company, if you can get others to 
believe it is plausible and probable.

¨ The downside is two-fold:
¤ Your sales job becomes a lot more difficult, as your story gets 

bigger. In fact, there is a danger that you could be categorized as 
a fairy tale teller, if your story is too big.

¤ Even if you succeed in convincing others that the story is 
plausible and probable, you will now have to act and deliver on 
that big story. That can stretch resources to breaking point and 
distract you from building your primary business.
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The Runaway Story: When you want a 
story to be true…

¨ With a  runaway business story, you usually have three 
ingredients:
1. Charismatic, likeable Narrator: The narrator of the business 

story is someone that you want to see succeed, either because 
you like the narrator or because he/she will be a good role 
model.

2. Telling a story about disrupting a much business, where you 
dislike the status quo: The status quo in the business that the 
story is disrupting is dissatisfying (to everyone involved)>

3. With a societal benefit as bonus: And if the story holds, society 
and humanity will benefit.

¨ Since you want this story to work out, you stop asking 
questions, because the answers may put the story at 
risk.



+

The Story The Checks (?)

+ Money

+

The Impossible: The Runaway Story
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The root of implausible and improbable 
stories: Over confidence!

¨ In the last three decades of research on behavioral 
finance, researchers have uncovered the not so 
surprising truth that as human beings, we are not only 
capable of thinking irrationally, but hard wired to do so.

¨ Of all of the character attributes that human beings 
have, the one that seems to create the most 
consequential errors is over confidence. 

¨ Over confident founders, with over confident investors 
providing them capital, shoot for big markets, often fail 
but change the way we live in significant ways.



The Implausible: The Big Market Delusion
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Step 4a: The Drivers of Value
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Connect your narrative to key drivers of 
value
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The Uber Link

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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Ferrari: From story to numbers

Revenues

Operating Income

Cash Flow

Value

Operating Margin 
& Taxes

Reinvestment

Discount Rate (Risk)

Keep it scarce

And pricey

Little need for 
capacity 
expansion

Super-rich 
clients are 
recession-proof

Ferrari: The Exclusive Club

Revenue growth of 4% (in Euro terms) a 
year for next 5 years, scaling down to 
0.7% in year 10. Translates into an 
increase in production of about 25% in 
next 10 years

Valuation Input The Story Valuation Inputs

Ferrari's pre-tax operating margin stays at 
18.2%, in the 95th percentile of auto 
business.

Cost of capital of 6.96% in Euros and no 
chance of default.

Sales/Invested Capital stays at 1.42, i.e. 
every euro invested generates 1.42 
euros in sales 
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Step 4b: Value the company (Uber)

Aswath Damodaran
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Ferrari: The “Exclusive Club” Value
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The FANGAM stocks, in January 2010

¨ The Lagging Giant: At the start of 2010, Microsoft had a market capitalization in excess of $270 
billion, and was second only to Exxon Mobil, with a market cap of $320 billion, but that 
represented a come down from its status as the largest market cap company at the start of 2000, 
with a market cap exceeding $500 billion.

¨ The Rising Star: At the start of 2010, Apple's market cap was approaching $200 billion, a quantum 
leap from its market cap of $16 billion, ten years earlier.

¨ The Field of Dreams Company: By early 2010, Amazon had cemented its status as online retailer, 
capable of growing its revenues at the expense of its brick and mortar competitors, but without a 
clear pathway to profitability. The market seemed to be willing to overlook this limitation, giving 
the company a market cap of more than $50 billion, a significant comeback from the dot-com bust 
days of 2001, when it was valued at less than $4 billion.

¨ The New Tech Prototype: In January 2010, Google was already the prototype for the new tech 
model, reaching a hundred-billion dollar market cap threshold than any other company in history, 
with a market capitalization of more than $160 billion in early 2010.

¨ On the cusp: In early 2010, it is unlikely that anyone would have put Netflix on the list of big-time 
winners, since its market capitalization was less than $4 billion and its business model of renting 
content and signing up subscribers was already under strain.

¨ The glimmer in the market's eye: At the start of 2010, Facebook was still a private business, though 
venture capitalists were clearly excited about its prospects, pricing it at roughly $14 billion in 
January 2010, based primarily on its user numbers.
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Valuing the FANGAM stocks: Reframing the 
story in 2020
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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 Damodaran
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Valuing Bill Gurley’s Uber narrative
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Different narratives, Different Numbers
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The Ferrari Counter Narrative
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Ferrari: The “Rev-it-up” Alternative
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And the world is full of feedback.. My 
Ferrari afterthought!



Story Breaks, Changes and Shifts55
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Why narratives change
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How narratives change

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 Uber IPO in 2019: The Prospectus

¨ It’s big and dense: To get a sense of where Uber stands 
now, just ahead of its IPO, I started with the prospectus, 
which weighing in at 285 pages, not counting 
appendices, and filled with pages of details, can be 
daunting. 

¨ Disclosure’s dark side: It is a testimonial to how 
information disclosure requirements have had the 
perverse consequence of making the disclosures useless, 
by drowning investors in data and meaningless legalese. 
¤ I know that there are many who have latched on to the 

statement that "we may not achieve profitability" that Uber 
makes in the prospectus (on page 27) as an indication of its 
worthlessness, but I view it more as evidence that lawyers 
should never be allowed to write about investing risk.

https://www.sec.gov/Archives/edgar/data/1543151/000119312519103850/d647752ds1.htm
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The Business Spin! Personal Mobility? 
Really?
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The Managerial Challenge
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The Compressed Life Cycle?

Tech firm life cycle Non-tech firm life cycle

Tech companies 
are able to climb 
the growth ladder 
faster because their 
growth requires 
less investment and 
their products are 
more likely to be 
accepted quickly by 
consumers.

Tech companies don't have long "mature" periods, where 
they get to live off the fat, because disruption is always 
around the corner.

Tech companies also 
have more precipitous 
declines from grace,  for 
the same reason that 
they climbed so fast, i.e, 
new companies rise 
faster to take their 
business.

Non-tech companies take longer 
to grow, partly because they 
need more investment to grow 
and partly because consumer 
inertia (attachment to existing 
products) is more deeply set.

 

Non-tech companies 
decline over long periods 
and may even find ways to 
live on as smaller, more 
focused versions of their 
original selves.

Non-tech companies get longer "mature " period, 
where they get to milk their cash cows. 
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The Consequences

¨ When life cycles were long, stretching over decades, time and 
aging allowed for smoother transitions, since CEOs aged with 
their companies, and moved on.

¨ As life cycles shorten, managers are far more likely to find 
their companies changing under them so quickly that they 
can no longer adapt. 
¤ To be a long tenured CEO, you will either need to be versatile and/or 

be able to delegate the work that you cannot do to people you 
empower and trust.

¤ If these transitions are not well managed, there will be far more 
turnover in top management and activist investing will flourish. 



“There is no real ending. It’s just the place 
where you stop the story.”

The End


