
RISK = DANGER PLUS OPPORTUNITY 

Myths, Mysteries and Misconceptions!
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The Lead In

 Risk is a central theme in finance and investing, but one that is surprisingly misunderstood 

and misconstrued and look at variations in risk across sectors and geographies, using both 

price-based and intrinsic measures of risk.

 There are wide variations in risk across companies and countries, and those variations can 

lead to differences in expected returns and hurdle rates, central to both corporate finance 

and investing judgments.

 With private company businesses, anything goes seems to be the motto, as appraisers add 

a series of premiums to their discount rates to get them “high enough” to pass muster.
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What is risk? Finance’s Mistakes!

 First, it has put too much emphasis on market-price driven measures of 
risk, where price volatility has become the default measure of risk, in 
spite of evidence indicating that much of this volatility has nothing to 
do with fundamentals. 

 Second, in our zeal to measure risk with numbers, we have lost sight of 
reality that the effects of risk are as much on human psyche as they are 
on economics. 

 Third, by making investing a choice between good (higher returns) and 
bad (higher risk), a message is sent, perhaps unwittingly, that risk is 
bad, something to be avoided or hedged.
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Risk: A Healthier Perspective

危機 = Danger + Opportunity

 Thinking of risk as a combination of danger and opportunity is, in my
view, a perfect pairing.

 By linking the two at the hip, it sends the clear and very important signal that you
cannot have one (opportunity), without exposing yourself to the other (danger.

 It also removes the negativity associated to risk, and brings home the truth that
you build a great business not by avoiding danger (risk), but by taking the right
risks, while getting fair returns for those risk.
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Breaking down risk into buckets…
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Risk Measurement: The Markowitz Breakthrough!
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The Standard Template for Risk Adjusting Value
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Room to disagree?

 By building on the assumptions that the investors pricing a business are 
diversified, and price-based risk measures, modern portfolio theory has 
exposed itself to criticism from those who disagree with one or both of 
these assumptions. 
 Thus, there are old-time value investors whose primary disagreement is on the 

use of pricing measures for risk, arguing that risk has to come from numbers that 
drive intrinsic value - earnings and cash flows. 

 There are other investors who are at peace with price-based risk measures but 
disagree with the "diversified marginal investor" assumption, and they are more 
intent on finding risk measures that incorporate not just the macro components 
of risk, but also their micro concerns. 
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Risk Differences across Companies – Price-based Risk 
Measures!

 My data universe includes all publicly traded companies, and since they 
are publicly traded, computing price-based risk measures is straight 
forward.  That said, it should be noted that liquidity varies widely across 
these companies, with some located in markets where trading is rare 
and others in markets, with huge trading volumes. 

 With that caveat in mind, I computed three risk-based measures -

 a simplistic measure of range, where I look at the distance between the high and 
low prices, and scale it to the mid-point, 

 the standard deviation in stock prices, a conventional measure of volatility and

 beta, a measure of that portion of a company's risk that is market-driven.
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Intrinsic Risk Measures

 Price-based risk measures have their advantages, including being
constantly updated, but they do have their limits, especially when
liquidity is low or when market prices are not trustworthy.

 In this section, I will look at three measures of intrinsic risk –

 whether a company is making or losing money, with the latter being riskier,

 the variability in earnings, with less stable earnings translating to higher risk,
and

 the debt load of companies, with more debt and debt charges conferring more 
risk on companies.
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Risk and Investing: The Cost of Capital – Swiss Army Knife 
in Finance
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Classic Risk & Return: Cost of Equity

 In the CAPM, the cost of equity:
Cost of Equity = Risk free Rate + Equity Beta * (Equity Risk Premium)

 In APM or Multi-factor models, you still need a risk free rate, as well as 
betas and risk premiums to go with each factor.

 To use any risk and return model, you need

 A risk free rate as a base

 A single equity risk premium (in the CAPM) or factor risk premiums, in the the 
multi-factor models

 A beta (in the CAPM) or betas (in multi-factor models)

Aswath Damodaran
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1a. The Riskfree Rate – Currency Effect

Aswath Damodaran
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1b. Riskfree Rates – over time

Aswath Damodaran
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2a. The Equity Risk Premium – Static and Backward-looking

 The historical premium is the premium that stocks have historically earned over riskless securities.

 While the users of historical risk premiums act as if it is a fact (rather than an estimate), it is 
sensitive to 

 How far back you go in history…

 Whether you use T.bill rates or T.Bond rates

 Whether you use geometric or arithmetic averages.

 For instance, looking at the US:

 

Aswath Damodaran
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2b. A Dynamic and Forward-looking alternative

Aswath Damodaran
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Implied Premiums in the US: 1960-2023

Aswath Damodaran
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3. Risk Differences across Countries
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ERP, by Country: Computational Detail
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4. The Garnishes – A small cap premium?
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And worse: A Company-specific risk premium? Really?

 This is the practice of adding up a completely made-up number to the 
discount rate to capture risks that you claim are not captured already in 
it.

 When confronted with why, practitioners come up with a whole host of 
reasons, and every one of them fails under scrutiny:

 Key person exposure (a cash flow effect, not a discount rate effect)

 Not liquid (a misunderstanding of liquidity’s effects and double counting)

 The bottom line is that this added premium is not only completely 
arbitrary but opens the door to valuation’s biggest enemy (bias).
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4. Dynamic default spreads

Aswath Damodaran
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Cost of Capital – Differences across firms (in January 
2024)
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And differences across time: Cost of Capital in 2022
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Summing up…

 Less is more: In valuation, we spend way too much time finessing and 
adjusting the cost of capital. The spread in the cost of capital is too 
small for this to be worth it. 

 And live in the world you are in: It is a given that things will change over 
the course of the year. Rephrasing an old saying, the only constant in 
markets is that they will change. The notion that you can keep using a 
cost of capital you have been using in the practice, and using defenses 
like normalization to justify doing so, is valuation malpractice.



TOO BIG A RISK? CATASTROPHE RISK IN 
INVESTING AND BUSINESS

The Armageddon Effect on Stock Prices!
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The Lead In…

 In the context of valuing companies, and sharing those valuations, I do get 
suggestions from around the world from readers of my posts on companies that I 
should value next. 
 While much of the time, do not end up valuing those suggested a company, a reader from Iceland 

made a suggestion on a company to value that I found intriguing. He suggested that I value Blue 
Lagoon, a legendary Icelandic Spa with a long history of profitability that was finding its existence 
under threat, as a result of volcanic activity in Southwest Iceland. 

 In another story that made the rounds in recent weeks, 23andMe, a genetics testing company 
that offers its customers genetic and health information, based upon saliva sample, found itself 
facing the brink, after a hacker claimed to have hacked the site and accessed the genetic 
information of millions of its customers. 

 Stepping back, one claim that climate change advocates have made not just about fossil fuel 
companies, but about all businesses, is that investors are underestimating the effects that 
climate change will have on economic systems and on value. These are three very different 
stories, but what they share in common is a fear, imminent or expected, of a catastrophic event 
that may put a company's business at risk.

about://
about://
about://
about://
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Catastrophic Risk: Differentiating Factors

1. Source: Natural disasters can still be a major factor determining the success or failure of businesses. 
Human beings add to nature's catastrophes with wars and terrorism wreaking havoc not just on 
human lives, but also on businesses that are in their crosshairs. n some cases, a change in regulatory 
or tax law can put the business model for a company or many company at risk.

2. Locus of Damage: Some catastrophes created limited damage, perhaps isolated to a single business, 
but others can create damage that extends across geographies or an entire sector. 

3. Likelihood: There is a third dimension on which catastrophic risks can vary, and that is in terms 
of likelihood of occurrence. Most catastrophic risks are low-probability events, but those low 
probabilities can become high likelihood events. 
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Cat Risk: Value Implications

 Much as we like to dress up intrinsic value with the presence of models 
and inputs, the truth is that intrinsic valuation at its core is built around 
a simple propositions: the value of an asset or business is the present 
value of the expected cash flows on it:

 That equation gives rise to what I term the "It Proposition", which is 
that for "it" to have value, "it" has to affect either the expected 
cashflows or the risk of an asset or business.

about://
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Cat Risk and Intrinsic Value
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Deconstructing Cat Risk
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1. Insurable Risk

 Intrinsic Value Effect: If you bring in the insurance cost into your expenses, 
lowering income and cash flows, and let the valuation play out. 
• Pluses: Simplicity and specificity, because all this approach needs is a line item in the 

income statement (which will either exist already, if the company is buying insurance, or 
can be estimated).

• Minuses: You may not be able to insure against some risks, either because they are 
uncommon (and insurance company actuaries are unable to estimate probabilities well 
enough, to set premiums) or imminent (and the likelihood of the event happening is so 
high, that the premiums become unaffordable).  The insurance may not always be 
complete protection.

 Applications: When valuing many businesses in developed markets, we tend 
to assume that these businesses have insured themselves against many 
catastrophic risks and ignore them in valuation consequently. 
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2. Uninsurable, Going Concern, Company-specific

• Intrinsic value effect: Do two going-concern valuations, one with the assumption 
that there is no catastrophe and one without, and then attaching a probability to 
the catastrophic event occurring.
Expected Value with Catastrophe = Value without Catastrophe (1 – Probability of Catastrophe) + 
Value with Catastrophe (Probability of Catastrophe)

• Pluses: By separating the catastrophic risk scenario from the rest of the possible and more benign 
outcomes will help make the problem more tractable, since trying to adjust expected cash flows 
and discount rates for widely divergent outcomes is difficult to do.

• Minuses: Estimating the probability of the catastrophe may require specific skills that you do not 
have, but using expert advice can help

• Applications: I used it in my post on valuing key persons in businesses, or the loss of 
a big contract for a small company, where that contract accounts for a significant 
portion of total revenues. It can also be used to value a company whose business 
models is built upon the presence or absence of a regulation or law, in which case a 
change in that regulation or law can change value.
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3. Uninsurable, Failure-triggering, Company-specific 

 Intrinsic Value Effect: If the catastrophic risk is not insurable, but the business will not 
survive, if the risk unfolds, the approach parallels the previous one, with the difference 
being that that the value of the business, in case it fails, replaces the intrinsic valuation, 
with catastrophic risk built in:
Expected Value with Catastrophe = Value without Catastrophe (1 – Probability of Catastrophe) + Failure 
Value (Probability of Catastrophe)

• Pluses: As with the previous approach, separating the going concern from the failure values can help in 
the estimation process. Trying to estimate cash flows, growth rates and cost of capital for a company 
across both scenarios (going concern and failure) is difficult to do, and it is easy to double count risk or 
miscount it.

• Minuses: As in the last approach, you still have to estimate a probability that a catastrophe will occur, 
and in addition, and there can be challenges in estimating the value of a business, and its equity, if the 
company fails in the face of catastrophic risk.

• Applications: This is the approach that I use to value highly levered., cyclical companies, 
that can deliver solid operating and equity values in periods where they operate as going 
concerns, but face distress or bankruptcy, in the face of a severe recession.
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Cat Risk and Pricing

• The intrinsic value approach assumes that we, as business owners and investors, 
look at catastrophic risk rationally, and make our assessments based upon how it 
will play out in cashflows, growth and risk. In truth, is worth remembering key 
insights from psychology, on how we, as human beings, deal with threats (financial 
and physical) that we view as existential.
• The first response is denial, an unwillingness to think about catastrophic risks. As someone who 

lives in a home close to one of California's many earthquake faults, and two blocks from the 
Pacific, I can attest to this response, and offer the defense that in its absence, you would wither 
away from anxiety and fear.

• The second is panic, when the catastrophic risk becomes imminent, where the response is to 
flee, leaving much of what you have behind.

 When looking at how the market prices in the expectation of a catstrophe occurring 
and its consequences, both these human emotions play out, as the overpricing of 
businesses that face catastrophic risk, when it is low probability and distant, and 
the underpricing of these same businesses when catastrophic risk looms large.
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1. The COVID Effect on Sectors

about://
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2. The Fossil Fuel Test
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Is the climate change punch fading?

 While fossil fuel pricing multiples have gone up and down, I have computed 
the average on both in the 2000-2010 period and again in the 2011-2023 
period. 

 If the latter period is the one of enlightenment, at least on climate change, 
with warnings of climate change accompanied by trillions of dollars invested 
in combating it, it is striking how little impact it has had on how markets, and 
investors in the aggregate, view fossil fuel companies.

 In fact, there is evidence that the effect of being labeled climate change’s 
biggest villains is fading over time, as fossil fuel companies have not only 
seen a comeback in stock prices, but have also been more open about their 
plans to expand in fossil fuels.
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Is this why?
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What next?

 It is possible, perhaps even likely, that investors are not pricing in climate 
change not just in fossil fuel stocks, but across the board, when they price 
assets. 
 Should buyers be paying hundreds of millions of dollars for a Manhattan office building, 

when all of New York may be underwater in a few decades?
  Lest I be accused of pointing fingers, what will happen to the value of my house that is 

currently two blocks from the beach, but may be in the ocean in a few decades? 

 The painful truth is that if doomsday events (nuclear war, mega asteroid 
hitting the earth, the earth getting too hot for human existence) manifest, it 
is survival that becomes front and center, not having a healthy portfolio. 
Thus, ignoring Armageddon scenarios when valuing businesses and assets 
may be completely rational, and taking investors to task for not pricing assets 
correctly will do little to alter their trajectory!
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