
Let’s have some fun!
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§ The equity risk premiums that I have used in the valuations that 
follow reflect my thinking (and how it has evolved) on the issue. 
§ Pre-1998 valuations: In the valuations prior to 1998, I use a risk 

premium of 5.5% for mature markets (close to both the historical 
and the implied premiums then)

§ Between 1998 and Sept 2008: In the valuations between 1998 and 
September 2008, I used a risk premium of 4% for mature markets, 
reflecting my belief that risk premiums in mature markets do not 
change much and revert back to historical norms (at least for implied 
premiums).

§ Valuations done in 2009: After the 2008 crisis and the jump in equity 
risk premiums to 6.43% in January 2008, I have used a higher equity 
risk premium (5-6%) for the next 5 years and will assume a reversion 
back to historical norms (4%) only after year 5.

§ After 2009: I have used updated implied equity risk premiums, as 
of the time that I did the valuations.
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§ With each company that I value in this next section, I will try to 
start with a story about the company and use that story to 
construct a valuation.

§ With each valuation, rather than focus on all of the details (which 
will follow the blueprint already laid out), I will focus on a specific 
component of the valuation that is unique or different.

§ Finally, while the valuations are scattered over time, they all 
represent valuations done in real time, with decisions that 
followed, and without the benefit of hindsight.
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Stocks that look like Bonds, Things Change and Market 
Valuations
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Training Wheels valuation:
Con Ed in August 2008

In trailing 12 months, through June 
2008
Earnings per share = $3.17
Dividends per share = $2.32

Why a stable growth dividend discount model?
1. Why stable growth: Company is a regulated utility, restricted from investing in new 
growth markets. Growth is constrained by the fact that the population (and power 
needs) of its customers in New York are growing at very low rates. 
Growth rate forever = 2%
2. Why equity: Company’s debt ratio has been stable at about 70% equity, 30% debt 
for decades.
3. Why dividends: Company has paid out about 97% of its FCFE as dividends over 
the last five years.

Riskfree rate
4.10%
10-year T.Bond rate

Beta
0.80
Beta for regulated 
power utilities

Equity Risk 
Premium
4.5%
Implied Equity Risk 
Premium - US 
market in 8/2008

Cost of Equity = 4.1% + 0.8 (4.5%) = 7.70% 

Growth rate forever = 2.1%

Value per share today= Expected Dividends per share next year / (Cost of equity - Growth rate)
= 2.32 (1.021)/ (.077 - ,021) = $42.30

On August 12, 2008
Con Ed was trading at $ 
40.76.

Test 2: Is the stable growth rate 
consistent with fundamentals?
Retention Ratio = 27%
ROE =Cost of equity = 7.7%
Expected growth = 2.1%

Test 3: Is the firm’s risk and cost of equity consistent with a stable growith firm?
Beta of 0.80 is at lower end of the range of stable company betas: 0.8 -1.2

Test 1: Is the firm paying 
dividends like a stable growth 
firm?
Dividend payout ratio is 73%
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§ Assume that you believe that your valuation of Con Ed ($42.30) is 
a fair estimate of the value, 7.70% is a reasonable estimate of 
Con Ed’s cost of equity and that your expected dividends for next 
year (2.32*1.021) is a fair estimate, what is the expected stock 
price a year from now (assuming that the market corrects its 
mistake)?

§ If you bought the stock today at $40.76, what return can you 
expect to make over the next year (assuming again that the 
market corrects its mistake)?
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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 
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Current Cashflow to Firm
EBIT(1-t)=  4810 (1-.35)=    3,180
- Nt CpX=               350           
- Chg WC                          691
= FCFF                         2139
Reinvestment Rate = 1041/3180

=33%
Return on capital = 23.06%

Expected Growth in 
EBIT (1-t)
.25*.20=.05
5%

Stable Growth
g = 3%;  Beta = 1.00;; ERP =4%
Debt Ratio= 8%; Tax rate=35%
Cost of capital = 7.55% 
ROC= 7.55%; 
Reinvestment Rate=3/7.55=40%

Terminal Value5= 2434/(.0755-.03) = 53,481

Cost of Equity
10.86%

Cost of Debt
(3.96%+.1.5%)(1-.35)
= 3.55%

Weights
E = 92% D = 8%

Op. Assets   43,975
+ Cash:       3253
- Debt       4920
=Equity          42308

Value/Share $ 60.53

Riskfree Rate:
Riskfree rate = 3.96% +

Beta 
1.15 X

Risk Premium
6%

Unlevered Beta for 
Sectors: 1.09

3M: Post-crisis valuation
Reinvestment Rate
 25%

Return on Capital
20%

Term Yr
$4,038
$1,604
$2,434

On October 16, 2008, 
MMM was trading at  
$57/share.

First 5 years

D/E=8.8%

Cost of capital = 10.86% (0.92) + 3.55% (0.08) = 10.27%

Year 1 2 3 4 5
EBIT (1-t) $3,339 $3,506 $3,667 $3,807 $3,921 
 - Reinvestment $835 $877 $1,025 $1,288 $1,558 
 = FCFF $2,504 $2,630 $2,642 $2,519 $2,363 

Lowered base operating income by 10%
Reduced growth 
rate to 5%

Increased risk premium to 6% for next 5 years

Higher default spread for next 5 years

Did not increase debt 
ratio in stable growth 
to 20% 
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Anyone can value a company that is stable, makes money and 
has an established business model!
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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 
fiirm, and what are 
the potential 
roadblocks?
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§ Valuing stable,  money making companies with consistent and 
clear accounting statements, a long and stable history and lots of 
comparable firms is easy to do.

§ The true test of your valuation skills is when you have to value 
“difficult” companies. In particular, the challenges are greatest 
when valuing:
§ Young companies, early in the life cycle, in young businesses
§ Companies that don’t fit the accounting mold
§ Companies that face substantial truncation risk (default or 

nationalization risk)
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§ Across the life cycle:
§ Young, growth firms: Limited history, small revenues in conjunction with big 

operating losses and a propensity for failure make these companies tough to value.
§ Mature companies in transition: When mature companies change or are forced to 

change, history may have to be abandoned and parameters have to be reestimated.
§ Declining and Distressed firms: A long but irrelevant history, declining markets, high 

debt loads and the likelihood of distress make them troublesome.

§ Across markets
§ Emerging market companies are often difficult to value because of the way they 

are structured, their exposure to country risk and poor corporate governance.

§ Across sectors
§ Financial service firms: Opacity of financial statements and difficulties in 

estimating basic inputs leave us trusting managers to tell us what’s going on.
§ Commodity and cyclical firms: Dependence of the underlying commodity prices or 

overall economic growth make these valuations susceptible to macro factors.
§ Firms with intangible assets: Accounting principles are left to the wayside on 

these firms.
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§ When valuing a business, we generally draw on three sources of 
information
§ The firm’s current financial statements

§ How much did the firm sell?
§ How much did it earn?

§ The firm’s financial history, usually summarized in its financial 
statements. 
§ How fast have the firm’s revenues and earnings grown over time? 
§ What can we learn about cost structure and profitability from these trends?
§ Susceptibility to macro-economic factors (recessions and cyclical firms)

§ The industry and peer group firms
§ What happens to firms as they mature? 

§ It is when valuing these companies that you find yourself tempted by 
the dark side, where
§ “Paradigm shifts” happen…
§ New metrics are invented …
§ The story dominates and the numbers lag…
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§ Spotlight the business the 
company is in & use the beta 
of that business.

§ Don’t try to incorporate failure 
risk into the discount rate.

§ Let the cost of capital change 
over time, as the company 
changes.

§ If you are desperate, use the 
cross section of costs of 
capital to get your estimation 
going (use the 90th or 95th 
percentile across all 
companies).
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§ Lower revenue growth rates, 
as revenues scale up.

§ Keep track of dollar 
revenues, as you go through 
time, measuring against 
market size.

§ If you set your growth period 
to be much longer than ten 
years, you are already 
building in the expectation 
that your firm is an 
exceptional firm.
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§ With young growth companies, it is almost a given that the number 
of shares outstanding will increase over time for two reasons:
§ To grow, the company will have to issue new shares either to raise cash 

to take projects or to offer to target company stockholders in acquisitions
§ Many young, growth companies also offer options to managers as 

compensation and these options will get exercised, if the company is 
successful.

§ Both effects are already incorporated into the value per share, 
even though we use the current number of shares in estimating 
value per share
§ The need for new equity issues is captured in negative cash flows in 

the earlier years. The present value of these negative cash flows will 
drag down the current value of equity and this is the effect of future 
dilution. In the Amazon valuation, the value of equity is reduced by $3.09 
billion (the present value of negative FCFF in the first 6 years), about a 
16% reduction. That takes care of new issues in the future.

§ The existing options are valued and netted out against the current 
value, taking care of the option overhang. The future earnings are after 
stock based compensation expenses (don’t fall for the “its not a cash 
expense” ploy) to take care of future option grants.

Aswath Damodaran



298Aswath Damodaran



299

6% 8% 10% 12% 14%
30% (1.94)$        2.95$         7.84$         12.71$       17.57$       
35% 1.41$         8.37$         15.33$       22.27$       29.21$       
40% 6.10$         15.93$       25.74$       35.54$       45.34$       
45% 12.59$       26.34$       40.05$       53.77$       67.48$       
50% 21.47$       40.50$       59.52$       78.53$       97.54$       
55% 33.47$       59.60$       85.72$       111.84$     137.95$     
60% 49.53$       85.10$       120.66$     156.22$     191.77$     
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§ 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. 

§ A test: If your valuations are unbiased, you should find 
yourself increasing estimated values as often as you are 
decreasing values. In other words, there should be equal 
doses of good and bad news affecting valuations (at least 
over time).
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§ Mature companies are generally the easiest group to value. 
They have long, established histories that can be mined for 
inputs. They have investment policies that are set and capital 
structures that are stable, thus making valuation more grounded 
in past data.

§ However, this stability in the numbers can mask real 
problems at the company. The company may be set in a 
process, where it invests more or less than it should and does not 
have the right financing mix. In effect, the policies are consistent, 
stable and bad.

§ If you expect these companies to change or as is more often 
the case to have change thrust upon them, you will have to 
revalue the firm, with the changes built in.
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Hormel Foods: The Value of Control Changing
Hormel Foods sells packaged meat and other food products and has been in existence as a publicly traded company for almost 80 years. 
In 2008, the firm reported after-tax operating income of $315 million, reflecting a compounded growth of 5% over the previous 5 years.

The Status Quo
Run by existing management, with conservative reinvestment policies (reinvestment rate = 14.34% and debt ratio = 10.4%.

New and better management
More aggressive reinvestment which increases the reinvestment rate (to 40%) and tlength of growth (to 5 years), and higher debt ratio (20%).
Operating Restructuring
Expected growth rate = ROC * Reinvestment Rate
Expected growth rae (status quo) = 14.34% * 19.14% = 2.75%
Expected growth rate (optimal) = 14.00% * 40% = 5.60%
ROC drops, reinvestment rises and growth goes up.

Financial restructuring
Cost of capital = Cost of equity (1-Debt ratio) + Cost of debt (Debt ratio)
Status quo = 7.33% (1-.104) + 3.60% (1-.40) (.104) = 6.79%
Optimal = 7.75% (1-.20) + 3.60% (1-.40) (.20) = 6.63%
Cost of equity rises but cost of capital drops.

Anemic growth rate and short growth period, due to reinvestment policy Low debt ratio affects cost of capital

1
2

Probability of m
anagem

ent change = 10%
Expected value =$31.91 (.90) + $37.80 (.10) = $32.50

3

4
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Exhibit 7.1: Optimal Financing Mix: Hormel Foods in January 2009

Current Cost 
of Capital Optimal: Cost of 

capital lowest 
between 20 and 
30%.

As debt ratio increases, equity 
becomes riskier.(higher beta) 
and cost of equity goes up.

As firm borrows more money, 
its ratings drop and cost of 
debt rises

At debt ratios > 80%, firm does not have enough 
operating income to  cover interest expenses. Tax 
rate goes down to reflect lost tax benefits.

As cost of capital drops, 
firm value rises (as 
operating cash flows 
remain unchanged) 

Debt ratio is percent of overall 
market value of firm that comes 
from debt financing.

1
2

3
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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?

Historial data often 
reflects flat or declining 
revenues and falling 
margins. Investments 
often earn less than the 
cost of capital.

Depending upon the risk of the 
assets being divested and the use of 
the proceeds from the divestuture (to 
pay dividends or retire debt), the risk 
in both the firm and its equity can 
change.

Growth can be negative, as firm sheds assets and 
shrinks. As less profitable assets are shed, the firm’s 
remaining assets may improve in quality.

There is a real chance, 
especially with high financial 
leverage, that the firm will not 
make it. If it is expected to 
survive as a going concern, it 
will be as a much smaller 
entity.

What is the value of 
equity in the firm?

Underfunded pension 
obligations and 
litigation claims can 
lower value of equity. 
Liquidation 
preferences can affect 
value of equity
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§ In decline, firms often see declining revenues and lower 
margins, translating in negative expected growth over time.
§ If these firms are run by good managers, they will not fight decline. 

Instead, they will adapt to it and shut down or sell investments that do 
not generate the cost of capital. This can translate into negative net 
capital expenditures (depreciation exceeds cap ex), declining working 
capital and an overall negative reinvestment rate. The best case 
scenario is that the firm can shed its bad assets, make itself a much 
smaller and healthier firm and then settle into long-term stable growth.

§ As an investor, your worst case scenario is that these firms are run by 
managers in denial who continue to expand the firm by making bad 
investments (that generate lower returns than the cost of capital). 
These firms may be able to grow revenues and operating income but 
will destroy value along the way.
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§ A DCF  valuation values a firm as a going concern. If there is a 
significant likelihood of the firm failing before it reaches stable growth 
and if the assets will then be sold for a value less than the present 
value of the expected cashflows (a distress sale value), DCF 
valuations will overstate the value of the firm.
Value of Equity= DCF value of equity (1 - Probability of distress) + 

Distress sale value of equity (Probability of distress)
§ There are three ways in which we can estimate the probability of 

distress:
§ Use the bond rating to estimate the cumulative probability of distress 

Estimate the probability of distress with a probit
§ Estimate the probability of distress by looking at market value of 

bonds..
§ The distress sale value of equity is usually best estimated as a 

percent of book value (and this value will be lower if the economy is 
doing badly and there are other firms in the same business also in 
distress).
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Forever

Terminal Value= 758(.0743-.03)
=$ 17,129

Cost of Equity
21.82%

Cost of Debt
3%+6%= 9%
9% (1-.38)=5.58%

Weights
Debt= 73.5% ->50%

Value of Op Assets $  9,793
+ Cash & Non-op $  3,040
= Value of Firm $12,833
- Value of Debt $  7,565
= Value of Equity $  5,268

Value per share $ 8.12

Riskfree Rate:
T. Bond rate = 3%

+
Beta
3.14->   1.20 X

Risk Premium
6%

Casino
1.15

Current 
D/E: 277%

Base Equity
Premium

Country Risk
Premium

Current
Revenue
$ 4,390

Current
Margin:
4.76%

Reinvestment:
Capital expenditures include cost of 
new casinos and working capital

Extended 
reinvestment 
break, due ot 
investment in 
past

Industry 
average

Expected  
Margin:
 -> 17%

Stable Growth

Stable
Revenue
Growth: 3%

Stable
Operating
Margin: 
17%

Stable 
ROC=10%
Reinvest  30% 
of EBIT(1-t)

EBIT
$ 209m

$10,273
17%
$ 1,746
38%
$1,083
$  325
$758

Term. Year

2 431 5 6 8 9 107

Las Vegas Sands
Feburary 2009
Trading @ $4.25

Beta 3.14 3.14 3.14 3.14 3.14 2.75 2.36 1.97 1.59 1.20
Cost of equity 21.82% 21.82% 21.82% 21.82% 21.82% 19.50% 17.17% 14.85% 12.52% 10.20%
Cost of debt 9% 9% 9% 9% 9% 8.70% 8.40% 8.10% 7.80% 7.50%
Debtl ratio 73.50% 73.50% 73.50% 73.50% 73.50% 68.80% 64.10% 59.40% 54.70% 50.00%
Cost of capital 9.88% 9.88% 9.88% 9.88% 9.88% 9.79% 9.50% 9.01% 8.32% 7.43%

Revenues $4,434 $4,523 $5,427 $6,513 $7,815 $8,206 $8,616 $9,047 $9,499 $9,974
Oper margin 5.81% 6.86% 7.90% 8.95% 10% 11.40% 12.80% 14.20% 15.60% 17%
EBIT $258 $310 $429 $583 $782 $935 $1,103 $1,285 $1,482 $1,696
Tax rate 26.0% 26.0% 26.0% 26.0% 26.0% 28.4% 30.8% 33.2% 35.6% 38.00%
EBIT * (1 - t) $191 $229 $317 $431 $578 $670 $763 $858 $954 $1,051
 - Reinvestment -$19 -$11 $0 $22 $58 $67 $153 $215 $286 $350
FCFF $210 $241 $317 $410 $520 $603 $611 $644 $668 $701
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§ Ratings based approach: In February 2009, Las Vegas Sands was rated B+, and 
based upon history (previous ten years), the likelihood of default is 28.25%.

§ Bond Price based: In February 2009, LVS was rated B+ by S&P. Historically, 
28.25% of B+ rated bonds default within 10 years. LVS has a 6.375% bond, 
maturing in February 2015 (7 years), trading at $529. If we discount the expected 
cash flows on the bond at the riskfree rate, we can back out the probability of 
distress from the bond price:

pDistress = Annual probability of default = 13.54%
Cumulative probability of surviving 10 years = (1 - .1354)10 = 23.34%
Cumulative probability of distress over 10 years = 1 - .2334 = .7666 or 76.66%

§ If LVS is becomes distressed:
§ Expected distress sale proceeds = $2,769 million < Face value of debt
§ Expected equity value/share = $0.00

§ Expected value per share 
§ With ratings-based approach: $8.12 (.7175) + $ 0 (.2825) = $5.83
§ With bond-based approach: $8.12 (1 - .7666) + $0.00 (.7666) = $1.92
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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?

Big shifts in economic 
environment (inflation, 
itnerest rates) can affect 
operating earnings history. 
Poor corporate 
governance and weak 
accounting standards can 
lead to lack of 
transparency on earnings.

Even if the company’s risk is stable, 
there can be significant changes in 
country risk over time.

Growth rates for a company will be affected heavily be 
growth rate and political developments in the country 
in which it operates.

Economic crises can put 
many companies at risk. 
Government actions 
(nationalization) can affect 
long term value.

Estimation Issues -  Emerging Market Companies

What is the value of 
equity in the firm?

Cross holdings can 
affect value of 
equity
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§ Emerging market companies are undoubtedly exposed to 
additional country risk because they are incorporated in countries 
that are more exposed to political and economic risk.

§ Not all emerging market companies are equally exposed to 
country risk and many developed markets have emerging market 
risk exposure because of their operations.

§ You can use either the “weighted country risk premium”, with the 
weights reflecting the countries you get your revenues from or the 
lambda approach (which may incorporate more than revenues) to 
capture country risk exposure.
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§ You can value any company in any currency. Thus, you can value 
a Brazilian company in nominal reais, US dollars or Swiss Francs.

§ For your valuation to stay invariant and consistent, your cash 
flows and discount rates have to be in the same currency. Thus, if 
you are using a high inflation currency, both your growth rates 
and discount rates will be much higher.

§ For your cash flows to be consistent, you have to use expected 
exchange rates that reflect purchasing power parity (the higher 
inflation currency has to depreciate by the inflation differential 
each year).
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§ Stockholders in Asian, Latin American and many European 
companies have little or no power over the managers of the firm. 
In many cases, insiders own voting shares and control the firm 
and the potential for conflict of interests is huge. 

§ This weak corporate governance is often a reason for given for 
using higher discount rates or discounting the estimated value for 
these companies. 

§ Would you discount the value that you estimate for an emerging 
market company to allow for this absence of stockholder power?

§ Yes
§ No. 
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§ Emerging market companies are more prone to having cross 
holdings that companies in developed markets. 
§ This is partially the result of history (since many of the larger public 

companies used to be family owned businesses until a few decades 
ago) 

§ And partly because those who run these companies value control (and 
use cross holdings to preserve this control).

§ In many emerging market companies, the real process of 
valuation begins when you have finished your DCF valuation, 
since the cross holdings (which can be numerous) have to be 
valued, often with minimal information.
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§ Natural disasters: Small companies in some economies are much 
exposed to natural disasters (hurricanes, earthquakes), without 
the means to hedge against that risk (with insurance or derivative 
products).

§ Terrorism risk: Companies in some countries that are unstable or 
in the grips of civil war are exposed to damage or destruction.

§ Nationalization risk: While less common than it used to be, there 
are countries where businesses may be nationalized, with owners 
receiving less than fair value as compensation.
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§ If you believe that there is no chance of regime change, your 
expected value will remain $1.65 trillion. 

§ If you believe that regime change is imminent, and that your 
equity will be fully expropriated, your expected value will be zero. 

§ If you believe that there remains a non-trivial chance (perhaps as 
high as 20%) that there will be a regime change and that if there 
is one, there will be changes that reduce, but not extinguish, your 
equity claim:
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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?

Existing assets are 
usually financial 
assets or loans, often 
marked to market.  
Earnings do not 
provide much 
information on 
underlying risk.

For financial service firms, debt is 
raw material rather than a source of 
capital. It is not only tough to define 
but if defined broadly can result in 
high financial leverage, magnifying 
the impact of small operating risk 
changes on equity risk.

Defining capital expenditures and working capital is a 
challenge.Growth can be strongly influenced by 
regulatory limits and constraints. Both the amount of 
new investments and the returns on these investments 
can change with regulatory changes. 

In addition to all the normal 
constraints, financial service 
firms also have to worry about 
maintaining capital ratios that 
are acceptable ot regulators. If 
they do not, they can be taken 
over and shut down.

What is the value of 
equity in the firm?

Preferred stock is a 
significant source of 
capital.
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§ With financial service firms, we enter into a Faustian bargain. 
They tell us very little about the quality of their assets (loans, for a 
bank, for instance are not broken down by default risk status) but 
we accept that in return for assets being marked to market (by 
accountants who presumably have access to the information that 
we don’t have).

§ In addition, estimating cash flows for a financial service firm is 
difficult to do. So, we trust financial service firms to pay out their 
cash flows as dividends. Hence, the use of the dividend discount 
model.

§ During times of crises or when you don’t trust banks to pay out 
what they can afford to in dividends, using the dividend discount 
model may not give you a “reliable” value.
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§ The book value of assets and equity is mostly irrelevant when 
valuing non-financial service companies. After all, the book value of 
equity is a historical figure and can be nonsensical. (The book value 
of equity can be negative and is so for more than a 1000 publicly 
traded US companies)

§ With financial service firms, book value of equity is relevant for two 
reasons:
§ Since financial service firms mark to market, the book value is more likely 

to reflect what the firms own right now (rather than a historical value)
§ The regulatory capital ratios are based on book equity. Thus, a bank with 

negative or even low book equity will be shut down by the regulators.

§ From a valuation perspective, it therefore makes sense to pay heed 
to book value. In fact, you can argue that reinvestment for a bank is 
the amount that it needs to add to book equity to sustain its growth 
ambitions and safety requirements:
§ FCFE = Net Income – Reinvestment in regulatory capital (book equity)
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§ Financial service is a broad category, and while banks may be its 
most substantive component, there are a range of other 
companies, with very different business models.

§ For instance, payment processing companies and credit card 
companies are also financial service companies, but they derive 
their value from
§ Getting consumers to use their platforms to make payments to 

businesses or to each other, resulting in transactions on the platform 
(called Gross Merchandising Value or GMV)

§ Keeping a slice, called a take rate, of the GMV for themselves.
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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?The capital 

expenditures 
associated with 
acquiring intangible 
assets (technology, 
himan capital) are 
mis-categorized as 
operating expenses, 
leading to inccorect 
accounting earnings 
and measures of 
capital invested.

It ican be more difficult to borrow 
against intangible assets than it is 
against tangible assets. The risk in 
operations can change depending 
upon how stable the intangbiel asset 
is.

If capital expenditures are miscategorized as 
operating expenses, it becomes very difficult to 
assess how much a firm is reinvesting for future 
growth and how well its investments are doing.

Intangbile assets such as 
brand name and customer 
loyalty can last for very long 
periods or dissipate 
overnight. 
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§ If we start with accounting first principles, capital expenditures are 
expenditures designed to create benefits over many periods. 
They should not be used to reduce operating income in the period 
that they are made, but should be depreciated/amortized over 
their life.  They should show up as assets on the balance sheet.

§ Accounting is consistent in its treatment of cap ex with 
manufacturing firms, but is inconsistent with firms that do not fit 
the mold. 
§ With pharmaceutical and technology firms, R&D is the ultimate cap ex 

but is treated as an operating expense.
§ With consulting firms and other firms dependent on human capital, 

recruiting and training expenses are your long term investments that 
are treated as operating expenses.

§ With brand name consumer product companies, a portion of the 
advertising expense is to build up brand name and is the real capital 
expenditure. It is treated as an operating expense.
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1. Brand Name: It is undeniable that Birkenstock not only has a brand name, in
terms of recognition and visibility, but has the pricing power and operating
margins to back up that brand name.

2. Celebrity Customer Base: Birkenstock attracts celebrities in different age
groups, from Gwyneth Paltrow & Heidi Klum to Paris Jackson & Kendall Jenner,
and more impressively, it does so without paying them sponsorship fees. If the
best advertising is unsolicited, Birkenstock clearly has mastered the game.

3.Good Management: Birkenstock seems to have struck gold with Oliver Reichert.
Not only has he steered the company towards high growth, but he has done so
without upsetting the balance that lies behind its brand name.

4. The Barbie Buzz: Margot Robbie's pink Birkenstock sandals in that movie, which
has been the blockbuster hit of the year, hyper charged the demand for the
company's footwear. It is true that buzzes fade, but not before they create a
revenue bump and perhaps even increase the customer base for the long term.
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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?Historial revenue and 

earnings data are 
volatile, as the 
economic cycle and 
commodity prices 
change.

Primary risk is from the economy for 
cyclical firms and from commodity 
price movements for commodity 
companies. These risks can stay 
dormant for long periods of apparent 
prosperity.

Company growth often comes from movements in the 
economic cycle, for cyclical firms, or commodity prices, 
for commodity companies.

For commodity companies, the 
fact that there are only finite 
amounts of the commodity may 
put a limit on growth forever. 
For cyclical firms, there is the 
peril that the next recession 
may put an end to the firm.
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§ 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. 

§ Consequently, you will feel the urge to take a stand on these 
macro variables and build them into your valuation. Doing so, 
though, will create valuations that are jointly impacted by your 
views on macro variables and your views on the company, and it 
is difficult to separate the two.

§ 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.
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§ If there is a key macro variable affecting the value of your 
company that you are uncertain about (and who is not), why not 
quantify the uncertainty in a distribution (rather than a single 
price) and use that distribution in your valuation.

§ That is exactly what you do in a Monte Carlo simulation, where 
you allow one or more variables to be distributions and compute a 
distribution of values for the company. 

§ With a simulation, you get not only everything you would get in a 
standard valuation (an estimated value for your company) but you 
will get additional output (on the variation in that value and the 
likelihood that your firm is under or over valued)
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Shell: Revenues vs Oil Price

Revenue Oil price

Aswath Damodaran

Revenues =  39,992.77 + 4,039.39 * Average Oil 
Price    R squared = 96.44% 
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