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Valuing the Index in November 2020: Crisis 
effects?
¨ 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. I 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. 

¨ 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, I 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…
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Value Drivers for the Index
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1. Earnings
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2. Cash Flows
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3. Equity Risk Pricing
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My Story for the Market



291

My Valuation of the Index
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Facing up to Uncertainty



Anyone can value a company that is stable, 
makes money and has an established 
business model!

The Dark Side of Valuation293
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The fundamental determinants of value…

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?

Aswath Damodaran
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The Dark Side of Valuation…

¨ 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)

Aswath Damodaran
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Difficult to value companies…

¨ 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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I. The challenge with young companies…
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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?

 Cash flows from  existing 
assets non-existent or 
negative. 

Limited historical data on earnings, 
and no market prices for securities 
makes it difficult to assess risk.

Making judgments on revenues/ profits difficult becaue 
you cannot draw on history.  If you have no product/
service, it is difficult to gauge market potential or 
profitability. The company;s entire value lies in future 
growth but you have little to base your estimate on. 

Will the firm  will make it 
through the gauntlet of market 
demand and competition. 
Even if it does, assessing 
when it will become mature is 
difficult because there is so 
little to go on.

What is the value of 
equity in the firm?

Different claims on 
cash flows can 
affect value of 
equity at each 
stage.
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Upping the ante.. Young companies in young 
businesses…

¨ When valuing a business, we generally draw on three sources of information
¤ The firm’s current financial statement

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

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

¤ The industry and comparable firm data
n What happens to firms as they mature? (Margins.. Revenue growth… Reinvestment 

needs… Risk)
¨ 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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Lesson 1: Don’t sweat the small stuff

¨ 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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Lesson 2: Work backwards and keep it simple…



Lesson 3: Scaling up is hard to do & failure 
is common

¨ Lower revenue growth 
rates, as revenues 
scale up.

¨ Keep track of dollar 
revenues, as you go 
through time, 
measuring against 
market size.
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Lesson 4: Don’t forget to pay for growth…
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Lesson 5: The dilution is taken care off..

¨ 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.
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Lesson 6: If you are worried about failure, 
incorporate into value
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A 2019 Update: Sector Comparison
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Lesson 7: There are always scenarios 
where the market price can be justified…

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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Lesson 8: You will be wrong 100% of the 
tim and it really is not your fault…
¨ 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).


