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Lesson 1: Financial service companies are opaque…

¨ 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.

Aswath Damodaran

324



325

Lesson 2: For financial service companies, book value 
matters…

¨ 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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Lesson 3: Not all financial service firms are 
built alike.. 

¨ 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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VI. Valuing Companies with “intangible” assets

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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Lesson 1: Accounting rules are cluttered with 
inconsistencies…

¨ 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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Lesson 2: And fixing those inconsistencies can 
alter your view of a company and affect its value
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VII. Valuing cyclical and commodity companies

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.

Aswath Damodaran

332



333

Lesson 1: With “macro” companies, it is easy to get 
lost in “macro” assumptions…

¨ 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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Lesson 2: Use probabilistic tools to assess value as a 
function of macro variables…

¨ 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’s Revenues & Oil Prices
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Shell: Revenues vs Oil Price

Revenue Oil  price

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