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§ 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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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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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.
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§ 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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§ 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.

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

§ 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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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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§ 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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§ Total Market: The first step in valuing a business is sizing the 
market, and while acronyms about, this requires understanding 
what products or services you offer, and what business you are 
in.

§ Taking stock: The second step is assessing how this market is 
growing and how it is structured. In particular, 
§ Is it a market that is splintered or prone to consolidation?
§ Who are your competitors in this market?

§ Your company’s standing: Where does your company stand in 
this market?
§ If you have historical data, look at growth & profitability trends
§ If not, make an assessment anyway…
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§ 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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§ A good business story is not a list of bullet points, but a 
narrative of what you do as a business, the (unmet or under-
met) need that you are filling and why you can monetize that 
need.

§ A good business story is not filled with details and 
buzzwords that only business insiders understand, but is 
understandable to someone who is a novice to this business.

§ A good business story has a hook, something that makes 
people not only remember you, but understand your actions as 
a business.

§ A good business story is bounded – by the realities of natural 
and economic laws.
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§ Powered by its lead in the AI chip business, Nvidia will continue on its 
path of high growth, but even with dominance, that growth will level 
off. While Nvidia might find other new markets, none of them are likely 
to provide the market size to allow for continued growth.

§ As a design company, Nvidia will be able to generate supernormal profit 
margins. However, it will face push back from powerful players on the 
other side:
§ On the unit economics side, Nvidia will have to share more of its spoils with TSMC, as 

the two are locked into an embrace that neither can break away from.
§ On the customer side, Nvidia’s four biggest customers are giants themselves, and will 

either look to competition or develop their own chips, putting stress on pricing power.

§ On the reinvestment side, Nvidia will continue to reinvest in the next 
generations of chips, but in a market place where others are throwing 
large amounts of money at doing the same.
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§ The AI chip market will grow from $80 billion in 2024 to $500 
billion in 2034. 
§ That would require that the AI product/service market be about $2.5 

to $3 trillion.
§ And that the infrastructure to build this market will be about 20% of 

total revenues

§ Nvidia will maintain a dominant market share (60%) of this 
market, down from its current 80%.
§ Competitors will expend significant amounts of money, developing 

their own chips, but the first mover advantage will keep Nvidia at 
the top

§ Nvidia will remain a money-making machine, but its margins 
will come under pressure, from both its supplier (TSMC) side 
and consumers (big tech).



30

§ 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



§ The “It” Proposition: If it 
does not affect the cash 
flows or the risk, it cannot 
affect value.
§ If your storyline has heft, it 

should show up in one of the 
key value inputs.

§ If you struggle with finding 
an input to change, your 
story is not complete (or 
may need revisiting).
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§ 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.



35



36

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


