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As we discussed in our last Newsletter, real risk in investments is a permanent loss of capital and not
just volatility. We concluded that with an increase in the investment horizon, investors can
significantly reduce the risk of a permanent loss of capital. Having secured the downside, the next
logical step is to appraise the upside. In the current Newsletter, we attempt to determine the key
drivers of long term equity returns.
What drives Long term Sustainable Equity Returns?
To understand the broad attributes of companies which have delivered long term sustainable
returns in past, we looked at the return profile of companies in BSE 500 Index (roughly covers the
entire universe of liquid, investible companies in the market) between year 2005-2013. We
shortlisted companies which delivered a compounded annual return of 20% or more during this
period (excluding financials companies and non-financial companies with a limited history) to arrive
at a set of 109 companies
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On further analysing the key financial parameters of the shortlisted companies, we came across
some striking similarities. Around 80% of these companies had Return on Equity (ROE) of more than
15%, about 65% of the companies had a dividend payout ratio of more than 15% while 60% of these
companies had a leverage of less than 45%. In a nutshell, most of these companies had some
superior financial parameter, or in common parlance, Quality

Percantage of Companies

Select Financial Parameters of BSE 500 Companies (Ex- Financials) that have compounded at 20%+
over the last 6-9 yrs
0% - 15%

15% - 25%

11%

17%

41%

24%

25% - 45%

45%+

40%

25%

16%
7%

20%

33%

37%

ROE

Payout

Debt/Equity

26%

Source: Capitaline, Tamohara

Strictly confidential. Please do not redistribute.

What constitutes Quality?
The primary objective of any business is to earn an economic profit i.e. generate returns in excess of
its cost of capital. Long term value creation in a business is driven by its ability to sustainably and
consistently generate returns in excess of the cost of capital. Quality, thus, in the investment
parlance, is the ability of a business to generate superior returns on its capital.
A number of parameters - both quantitative and qualitative - collectively contribute towards building
a quality business. Some of the key determinants of quality, in our view, are: Competitive landscape,
Investment intensity, Technological dependence, Brand pull, Entry/exit barriers, and so on. For
instance, lower competitive intensity renders a better pricing power while conversely, a high
competitive intensity is more often than not harmful for profitability. Similarly, an investment heavy
business usually takes much longer to overcome its cost of capital whereas a low investment
business typically generates superior returns. This list is long, and probably the subject of a future
newsletters; currently, our focus is on highlighting the importance of quality.
Why quality matters
As we have highlighted at the beginning of this communiqué, quality is a primary driver of
investment returns. As Charlie Munger once famously observed “We’ve really made the money out
of high quality businesses. In some cases, we bought the whole business. And in some cases, we just
bought a big block of stock. But when you analyze what happened, the big money’s been made in the
high quality businesses. And most of the other people who’ve made a lot of money have done so in
high quality businesses.
Over the long term, it’s hard for a stock to earn a much better return than the business which
underlies it earns. If the business earns 6% on capital over 40 years and you hold it for that 40 years,
you’re not going to make much different than a 6% return—even if you originally buy it at a huge
discount. Conversely, if a business earns 18% on capital over 20 or 30 years, even if you pay an
expensive looking price, you’ll end up with a fine result."
Thus, a long term investment horizon (as highlighted in the April 2015 communiqué) and a high
quality business (as we discuss in this communiqué) are the essential building blocks of a successful
investment.
Durability - Hidden Value vs. Value Traps
When you have a long term investment horizon, it is very important that the quality of the business
that you invest in remains sustainable throughout your investment horizon. So far, we have looked
as historical data to determine the importance of quality; however, successful investment requires
that the quality benefit remain durable. If the quality benefit is not durable, then the business will
keep generating lower returns on its capital each year, and eventually the stock price will start
catching up with the gradual deterioration in value.
Consider the Indian Telecommunications industry for instance. With a very low cellular penetration
the industry went through a very large boom in the initial years where increasing user base dwarfed
the incremental capital costs. However, soon competition intensified, leading to price wars. Further,
huge capital outlays in the form of towers and airwaves had to be incurred and incremental
customer acquisitions slowed - partly due to higher competition and partly due to increased
penetration. Thus, revenue growth slowed, profitability dipped but balance sheets continued to
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expand, impairing the returns on capital and increasing the leverage. Tellingly, shares prices
plummeted/lagged other better businesses.
Share Price Movement of Bharti Airtel Ltd from Mar'02 to May'15

Share Price Movement of Reliance Communications Ltd from Mar'06 to May'15

Share Price Movement of Idea Ltd from Mar'07 to May'15

Source: Google Finance

Even the best performing stock in the sector has returns 84% in 8 years!!. Thus, the quality, its
durability, and the earning power of a business are very important factors in assessing the margin of
safety of the investment. As Warren Buffet put it “The ideal business is one that generates very high
returns on capital and can invest that capital back into the business at equally high rates. Imagine a
$100 million business that earns 20% in one year, reinvests the $20 million profit and in the next
year earns 20% of $120 million and so forth...".
The Sanitaryware companies listed in India are a perfect illustration of this. There used to be very
little competition in the branded sanitary ware business, with two large players listed in India - Cera
Sanitaryware Ltd (Cera) and HSIL Ltd (HSIL). Both these businesses had strong brands and enjoyed
superior growth and profitability, generating high returns on capital from the business. However,
HSIL also had a glass manufacturing business which was highly capital intensive and generated lower
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returns. Therefore, at a corporate level, Cera continued to reinvest capital at a constant rate while
HSIL's reinvestments did not earn such high rates. Over a ten year period, this difference was
reflected in the share price performance of the two companies as follows:
Relative Returns of Cera Sanitaryware and HSIL; Nov'07 - May'15

Source: Google Finance

To conclude: Successful investing is not only about long term investment horizon and focus on
quality, it also involves a continuous evaluation of the durability of the factors that collectively
impact the quality of business. Monitoring and re-evaluating an investment is, thus, as important as
investing in a good business at the first place. We believe that wealth creation is a function of ability
to invest in a quality businesses which has a durable competitive advantage and inherent ability to
reinvest capital at superior rate of return for a longer period of time.
We look forward to your feedback.

Team Tamohara

Important Disclosure: All stocks discussed above and the views presented are purely for illustration purpose only and
should not be construed as in investment advice. Tamohara Investment Managers, its employees or their relatives may
have holdings in some of the companies mentioned above
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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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