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Do the swings in your portfolio bother you? Are you uncomfortable looking at the ups and downs in
the prices of financial instruments in your investment portfolio? Higher volatility can be emotionally
difficult to handle and can lead to risky investment decisions leading to loss of capital. With changing
market dynamics and increasing complexities of business and economies, higher volatility is a norm
in today’s investing world and the variables affecting the intermittent price movements are
innumerable.
In this Newsletter we have tried to establish that volatility goes down significantly with an increase
in investment time horizon. We believe that for a long term investor, investment risk is primarily the
probability of permanently losing invested capital rather than the temporary fluctuations in the price
of an asset. Volatility, in fact, creates opportunities for long term investors to enter at more
attractive prices.
Volatility - Risk or Opportunity?
What would be the prime fear when we take any investment decision in a Business, Property, or
Stocks? Wouldn't it rather be 'What is the probability of losing capital in this investment?' than
'What will be the yearly price volatility in this investment?' For almost all of us, investment risk is
primarily the probability of permanently losing invested capital and not really the temporary
fluctuations in the price of an asset. However volatility and price fluctuations still worry many
investors and sometimes lead to loss of capital when succumbed to by exiting an investment.
Historically many great thinkers and investors have argued against volatility as a measure of risk, and
we concur with their conclusions that the primary risk in investments is the probability of permanent
loss of capital rather than price volatility. Having established this, we seek to answer two questions:
(a) How should investors view volatility and (b) How can investors manage the risk of a permanent
loss of capital?
Way back in 1949, Benjamin Graham, in his book Intelligent Investor, coined the phrase 'Mr Market'
whereby he likened the markets to a salesman who comes every day to buy or sell to you; his offer,
swinging from very pessimistic to wildly optimistic depending on his mood. He further explains that
the more depressive Mr Market is on a particular day, the more opportunities are available to an
investor - because a wildly fluctuating market means that irrationally low prices will periodically be
attached to solid businesses (thereby creating fundamental value). Volatility thus creates
opportunity for long term investors. Warren buffet first articulated this thought in his newsletter in
1993. In his latest newsletter, he summed it up nicely: “If investors fear price volatility, erroneously
viewing it as a measure of risk, they may end up doing some very risky things”. Thus, the answer to
the first question is that investors should not view volatility with fear but rather consider it as an
opportunity.
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For instance, consider the following graph of the BSE Sensex between January 01 2004 and May 17
2004 - the market had corrected by around 25% during this period after rising by more than 70%
between January and December 2003
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Had investors feared this volatility and sold out, they would have missed on prospective returns of
over 240% between January 01 2004 and December 31 2007 with many such periods of volatile
prices
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Another interesting observation in the above chart is the size of the fall in markets during the JanMay 2004 period relative to the overall journey of the markets over the next 3 years. While markets
seem to have witnessed a mayhem if one looks at the first chart, the second chart makes the entire
episode look like a small blip (with many more such small blips all along the way).
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Similar observation comes out in the following chart, while the markets seem to have fallen sharply
sometime in the middle of 2006, the same looks like a small blip in the Sensex's Journey from 783 in
January 1990 to around 28,000 as at the beginning of April 2015. Volatility which can be unnerving
in the short term normally turns out to be an insignificant event over long term investment horizon
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We have further looked at the probability of loss of capital over various investment horizons. The
Chart below clearly reflects that an increase in the investment horizon leads to a significant drop in
the probability of a loss of capital invested in a diversified portfolio represented by Indices
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(Monthly Rolling returns of the BSE Sensex and the BSE 500 indices from 1991 and 1999 respectively
(based on the month end closing prices of the indices). Bar graph represents periods of negative
returns out of the total periods, across various investment horizons).
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Further, as seen below volatility also reduces significantly over a longer investment horizon
Sensex 1 year rolling returns (annualised)
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As it’s often said “Its Time in the Market which is more important than Timing the Market”, longer
the investment horizon higher the probability to avoid permanent loss of capital and create
opportunities for wealth creation. However, as Charlie Munger puts it "Opportunity comes to the
prepared mind". Every fall in prices cannot be construed as an opportunity to invest. An investment
at Rs 100 is definitely more attractive at Rs 75, provided the fundamentals remain the same. The key
here is that price falls should not be driven by, or preceding, a deterioration in fundamentals. Only
investors who have a sound grip on the fundamentals would be able to make good of opportunities
and avoid catching a falling knife like in early 2008.
Overall, a sound investment philosophy should entail a long term investment horizon, continued
focus on economic trends over at least a three-five year time frame, and the ability to distinguish
noise from signal. These tenets are the guiding principles of what we do here at Tamohara
Investment Managers, and are further detailed in our presentation.

We look forward to your feedback

Team Tamohara
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Disclaimer
This document has been prepared by Tamohara Investment Managers Private Limited (“Tamohara”) and is provided to you for information
only. This document does not constitute a prospectus, offer, invitation or solicitation and is not intended to provide the sole basis for any
evaluation of the investment product or any other matters discussed in this document. This document is made available to you because
Tamohara believes that you have sufficient knowledge, experience and/or professional advice to understand and make your own
independent evaluation of the risks and rewards of the investments and/or other matters discussed in this document and to make your own
independent decision whether to implement the same. Any view expressed in the document is generic and not a personal recommendation
and/or advice. It does not consider your risk tolerance, financial situation, knowledge and experience. Please discuss with your investment
advisor if you seek advice on whether the proposed investment product are appropriate for you. The investments discussed in this document
may not be suitable for all investors. Investments are subject to market risk. There can be no assurance or guarantee that any investment
will achieve any particular return. Unless expressly stated, products are not guaranteed by Tamohara or their affiliates or any government
entity. Past performance is not necessarily an indicator of future performance. Actual results may vary significantly from the forward looking
statements contained in this document due to various risks and uncertainties, including the effect of economic and political conditions in
India and outside India, volatility in interest rates and the securities market, new regulations and government policies that may impact the
business of Tamohara as well as its ability to implement the strategy. The information contained in this document has been obtained from
sources that Tamohara believes are reliable but Tamohara do not represent or warrant that it is accurate or complete, and such information
may be incomplete or condensed. Neither Tamohara, nor any affiliate, nor any of their respective officers, directors, partners, or employees
accepts any liability whatsoever for any direct or consequential loss arising from any upon this document or its contents, or for any omission.
The views in this document are generally those of Tamohara and are subject to change without notice, and Tamohara has no obligation to
update its views or the information in this document. Tamohara or its affiliates may have acted upon or have made use of material in this
document prior to its publication. Tamohara does not provide legal or tax advice and should you deem it necessary to obtain such advice,
you should approach independent professional tax or legal advisors to obtain the same. This document is confidential and may not be
reproduced or disclosed (in whole or part) to any other person without our prior written permission. The manner of distribution of this
document and the availability of the products may be restricted by law or regulation in certain countries and persons who come into
possession of this document are required to inform themselves of and observe such restrictions. This document is not directed to, nor
intended for distribution or use by, any person or entity in any jurisdiction or country where the publication or availability of this document
or such distribution or use would be contrary to local law or regulation, including for the avoidance of doubt the US. The contents of this
document have not been reviewed by any regulatory authority in India or in any other jurisdiction. If you have any doubt about any of the
contents of this document, you should obtain independent professional advice. The product strategies mentioned in the document may
change depending upon the market conditions and the same may not be relevant in future. The sector(s)/stock(s)/issuer(s) mentioned in
this document do not constitute any recommendation of the same and Tamohara or its directors, officers, partners or employees may or
may not have any position in these sector(s)/stock(s)/issuer(s)
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