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l. Your biggest challenges in valuation

Valuation First
Principles &
Good Sense

Uncertainty & the Unknown



Valuation Bias

0 Preconceptions and priors: When you start on the
valuation of a company, you almost never start with a
blank slate. Instead, your valuation is shaped by your
prior views of the company in question.

o Corollary 1: The more you know about a company, the more
likely it is that you will be biased, when valuing the company.

o Corollary 2: The “closer” you get to the management/owners of
a company, the more biased your valuation of the company will

become.
o Value first, valuation to follow: In principle, you should
do your valuation first before you decide how much to

pay for an asset. In practice, people often decide what to
pay and do the valuation afterwards.




Sources of bias
I

0 The power of the subconscious: We are human, after all, and as a
consequence are susceptible to

o Herd behavior: For instance, there is the “market price” magnet in valuation, where
estimates of intrinsic value move towards the market price with each iteration.

o Hindsight bias: If you know the outcome of a sequence of events, it will affect your
valuation. (That is why teaching valuation with cases is an exercise in futility)

0 The power of suggestion: Hearing what others think a company is worth
will color your thinking, and if you view those others as more
informed/smarter than you are, you will be influenced even more.

0 The power of money: If you have an economic stake in the outcome of a
valuation, bias will almost always follow.

o Corollary 1: Your bias in a valuation will be directly proportional to who pays you to
do the valuation and how much you get paid.

o Corollary 2: You will be more biased when valuing a company where you already
have a position (long or short) in the company.




II. Don’t assume that D+CF = DCF
I

o 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:

Value of asset = ——1)  BCF) ECE) - ECE)
(1+r)  (1+r)? (1+r)° (1+r)"

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 drivers of value..
I
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DCF as a tool for intrinsic valuation
I

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

Cash flows from existing assets
The base earnings will reflect the
earnin?shpofwer o th?c existing d ! The valuesct)?g?oyw?;a:gmes from
assets of the firm, net of taxes an E(CE E(CF E(CF E(CF _
any reinvestment needed to sustain Value of asset = () + ( 22) + ( 33) ..... + ( “n) the capacity to generate excess
the base earnings. 1+r)  ({A+r)° (1+7r) (1+7r) returns. The length of your growth

period comes from the strength &
T_ sustainability of your competitive

advantages.

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.
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The Chimera DCF mixes dollar cash
flows with peso discount rates,
nominal cash flows with real costs of
capital and cash flows before debt
payments with costs of equity,
violating basic consistency rules

In a Dreamstate DCF, you build
amazing companies on
spreadsheets, making outlandish
assumptions about growth and
operating margins over time.

In a Dissonant DCF, assumptions
about growth, risk and cash flows
are not consistent with each other,
with little or no explanation given
for the mismatch.
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D+CF = DCF

In a Trojan Horse DCF, Just as the
Greeks used a wooden horse to
smuggle soldiers into Troy, analysts
use the Trojan Horse of cash flows to
smuggle in a pricing (in the form of a
terminal value, estimated by using a
multiple).

A Kabuki DCF is a work of art, where
analyst and rule maker (or court) go
through the motions of valuation,
with the intent of developing models
that are legally or accounting-rule
defensible rather than yielding
reasonable values.

In a Robo DCF, the analyst builds a
valuation almost entirely from the
most recent financial statements and
automated forecasts.

A Mutant DCF is a collection of
numbers where items have familiar
names (free cash flow, cost of
capital) but the analyst putting it
together has neither a narrative nor
a sense of the basic principles of
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I1l. Don’t mistake modeling for valuation
1

Favored Tools
- Accounting statements
- Excel spreadsheets
- Statistical Measures
- Pricing Data

The Numbers People

A Good Valuation

Favored Tools
- Anecdotes
- Experience (own or others)
- Behavioral evidence

lllusions/Delusions
1. Precision: Data is precise
2. Objectivity: Data has no bias
3. Control: Data can control reality

The Narrative People

lllusions/Delusions
1. Creativity cannot be quantified
2. If the story is good, the
investment will be.
3. Experience is the best teacher




From story to numbers and beyond..
o

Step 1: Develop a narrative for the business that you are valuing

In the narrative, you tell your story about how you see the business evolving over
time. Keep it simple & focused.

Step 2: Test the narrative to see if it is possible, plausible and probable
There are lots of possible narratives, not all of them are plausible and only a few of
them are probable. No fairy tales or runaway stories.

Step 3: Convert the narrative into drivers of value
Take the narrative apart and look at how you will bring it into valuaton inputs starting
with potential market size down to cash flows and risk. By the time you are done,
each part of the narrative should have a place in your numbers and each number
should be backed up a portion of your story.

Step 4: Connect the drivers of value to a valuation
Create an intrinsic valuation model that connects the inputs to an end-value the
business.

Step 5: Keep the feedback loop open
Listen to people who know the business better than you do and use their
suggestions to fine tune your narrative and perhaps even alter it. Work out the
effects on value of alternative narratives for the company.
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IV. Don’t mistake precision for accuracy..

And accuracy for payoff..
e

Better accurate
than precise

It’s all relative
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The sources of uncertainty
T

o Estimation versus Economic uncertainty

O Estimation uncertainty reflects the possibility that you could have the “wrong
model” or estimated inputs incorrectly within this model.

O Economic uncertainty comes the fact that markets and economies can change over
time and that even the best medals will fail to capture these unexpected changes.

o Micro uncertainty versus Macro uncertainty

O 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.

O Macro uncertainty reflects the reality that your firm’s fortunes can be affected by
changes in the macro economic environment.

0 Discrete versus continuous uncertalnty

O 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)

o Continuous risk: Risks changes in interest rates or economic growth occur
continuously and affect value as they happen.
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A Life Cycle View
-
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And the dark side will beckon..
Cus P

[l

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

O You will see value metrics that you have never seen before

O You will hear “macro” stories, justifying value

o 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.
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A sobering reminder: You will be “wrong”

and it is okay
-
1 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.

1 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.

1 Remember that it is not just your value that is changing,
but so is the price, and the price will change a great deal
more than the value.
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V. Don’t mistake price for value!
s

Drivers of intrinsic value

- Cashflows from existing assets D'C’lVeﬁ s of pr/c(:je .
- Growth in cash flows - Market moods & momentum

- Quality of Growth - Surface stories about fundamentals

Accounting
Estimates THE GAP

INTRINSIC Is there one? /IPriT PRICE
VALUE |_Value If so, will itclose? N\

If it will close, what will
cause it to close?

Valuation
Estimates
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In the market? What’s your game?
e
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Classifying Assets: Value versus Price

Assets

Commodity

Currency

Collectible

Can be valued based upon
expected cashflows, with
higher cashflows & lower
risk = higher value.

Can be valued, based upon
utilitarian demand and
supply, but with long lags
in both.

Cannot be valued

Cannot be valued

Can be priced against
similar assets, after
controlling for cash flows
and risk.

Can be priced against its
own history (normalized
price over time)

Can be priced against
other currencies, with
greater acceptance & more
stable purchasing power =
higher price.

Can be priced based upon

scarcity and desirability.
20



The determinants of price
a

Mood and Momentum
Price is determined in large part
by mood and momentum,
which, in turn, are driven by
behavioral factors (panic, fear,

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

greed). will the price.
The Market Price
Incremental information
Since you make money on
price changes, not price levels, Group Think
the focus is on incremental To the extent that pricing is
information (news stories, about gauging what other
rumors, gossip) and how it investors will do, the price can
measures up, relative to be determined by the "herd".
expectations
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VI. Investing is an act of faith..

2y |
0 When investing, we are often told that if you are
virtuous (careful in your research, good at valuation,
have a long time horizon), you will be rewarded
(with high returns).
o That pitch is amplified by anecdotal evidence of righteous
ones, i.e., those who have followed the path to success.

o Those who chose not to be virtuous are labeled as
“speculators”, viewed as shallow and deserving of the fate
that awaits them.

o If you have faith in investing, you will be tested. And
you will sometimes fail.. And that’s okay...
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Active Investing is a loser’s game
-l
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And the "smart” money does not stay smart for

very long
A
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Follow the yellow brick road..
N
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GETTING REAL




Market Worries
I

01 Disconnect from economic news: For some, the skepticism
comes from the disconnect with macroeconomic numbers
that are abysmal, as unemployment claims climb into the
tens of millions and consumer confidence hovers around
historic lows. | will spend the first part of this section arguing
that this reflects a fundamental misunderstanding of what
markets try to do, and a misreading of history.

0 In denial? For others, the question is whether markets are
adequately reflecting the potential for long term damage to
earnings and cash flows, as well as the cost of defaults, from
this crisis. Since that answer to that question lies in the eyes
of the beholder, | will provide a framework for converting
your fears and hopes into numbers and a value for the
market.
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Explaining the disconnect...
N
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Value Drivers for the Index
I
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1. Earnings
!l |
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2. Cash Flows
I
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3. Equity Risk Pricing
N
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My Story for the Market
1
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My Valuation of the Index
1

34



Facing up to uncertainty
1
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