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In our March 2017 note, we introduced the concept of ‘Economic Moats’, as popularized by the legendary
Warren Buffett. To recollect, the following is what we said then:
Traditionally, a moat is a wide body of water or even a large dry ditch that surrounds a castle. The
purpose of such a moat would be to prevent unauthorised entry into the castle. Metaphorically,
Warren Buffett compares a high return generating business with a castle and the factors that help
the business sustain or improve its returns as moats.
Just as a wonderful castle would have attracted enemies, a business with high returns would
attract competition. Thus, to protect your valuable castle (wonderful business), you need to build
a moat (durable competitive advantage) around it. The moat can be in the form of a
strong/popular brand, superior product, quality of service, infrastructure, size and scale of
operation, distribution network, management reputation etc. All these factors individually make
the moat deeper, while a combination of factors together make the moat wider. Deeper moats
are sources of high profitability while wider moats protect the consistency of supernormal
profitability over a longer period.
Thus, an economic moat helps businesses in generating & maintaining high returns on the capital invested. In
other words, companies with an economic moat would exhibit either high profitability or low capital intensity,
or a combination of the two. The following derivation explains this:
𝑅𝑂𝐶𝐸 =

𝐸𝐵𝐼𝑇
𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐸𝑚𝑝𝑙𝑜𝑦𝑒𝑑

The above can be re-written as:
𝑅𝑂𝐶𝐸 =

𝐸𝐵𝐼𝑇
𝑆𝑎𝑙𝑒𝑠
×
𝑆𝑎𝑙𝑒𝑠 𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐸𝑚𝑝𝑙𝑜𝑦𝑒𝑑
Thus,

𝑅𝑂𝐶𝐸 = 𝑃𝑟𝑜𝑓𝑖𝑡𝑎𝑏𝑖𝑙𝑖𝑡𝑦 ×

1
𝐶𝑎𝑝𝑖𝑡𝑎𝑙 𝐼𝑛𝑡𝑒𝑛𝑠𝑖𝑡𝑦

where,
EBIT = earnings before interest and taxes;
Capital Employed = shareholder’s fund + borrowings

Based on the above, would it suffice for investors to buy businesses with high profitability and/or low capital
intensity at reasonable valuations, and expect superior investment results? The answer, unfortunately, is no.
This is because moats are not static, but transient i.e. they have a life-cycle of their own. Broadly, moats can
be classified in to three categories based on the life-cycle stage in which they currently exist: Emerging,
Enduring, Eroding.
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The following chart depicts these three classifications.
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As the name suggests, an emerging moat is a moat that is currently under formation. This type of moat is
typically characterized by a business or product that is still in the formative stages. Investments in building a
distribution network or creating manufacturing capacities can lead to depressed profitability or high capital
intensity initially. However, over time, as the business scales, the fixed costs slow down and an improvement
in profitability and/or capital intensity is observed. Thus, an emerging moat cannot be identified by focusing
on the headline numbers. Such moats are typically hidden in details like gross margin, market share, return on
revenue generating investments, capacity utilization, current size vs size of the opportunity etc.
It is important here to differentiate between an emerging moat i.e. potential to generate high returns on
capital and businesses that are inherently low return business. Such differentiation calls for a detailed
understanding of the sector/industry that the company belongs to, the size of the opportunity, the strategy of
the management, the competitive landscape, emerging consumer trends etc – details that we will talk about
in a follow-up note.
Tellingly, a successful emerging moat usually translates in to an enduring moat. When this happens, the
reported numbers reflect the quality of the moat and the business is widely recognized or accepted as a strong
moat business. Such recognition is usually reflected in the valuation multiple of the business, as strong moat
businesses seldom trade cheap. While the above average returns on capital ensure that continuing long term
investors are rewarded with above average returns over a multi-year period, the returns are seldom as
splendid as they are in the case of an emerging moat business. This happens on account of a multitude of
factors, including, but not limited to:
•

Size – More often than not, an improvement in profitability and capital intensity comes with scale. The
business, at this stage, has gained in size and the fast growth phase, requiring heavy investments, is
behind. Thus, even as they remain above average, growth rates tend to normalize.

•

Competition – Tellingly, the faster growth and improving profitability would have attracted competition
that would be fighting for a share of the market. This would also result in some amount of growth
slowdown as well as normalization of profitability.

•

Valuation – Certainly, the past performance of the business wouldn’t have gone unnoticed. Enterprising
investors would have bid up the price, and in turn, the valuations of the business, at least in line with
other businesses of similar characteristics.
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It is important to note here that while the above factors can lead to lower than historical returns, they do not
imply below average returns. As mentioned earlier, the above average returns on capital ensure that the
multiyear returns continue to remain above average, only, by a smaller margin compared to earlier.
It is only when companies experience a steady erosion of the moat that the returns tend to fall below average.
An eroding moat is typically the result of hyper-competition, technological obsolescence, inefficient capital
allocation, or simply lack of management focus. Just like an emerging moat, an eroding moat is difficult to
identify early based on the reported headline financials. This is because the business usually transitions from
the emerging or enduring moat stage to the eroding moat stage. The erosion of capital returns is gradual
initially, followed by an accelerated deterioration. Competition does not spring overnight, nor does new
technology; similarly, it takes time for to the results of new investments to take-up a material share of the
overall numbers, and therefore, for investors to notice them (unless reported separately). Needless to say, as
the moat starts to erode, the valuations also start to correct. Typically, the correction in the valuation precedes
a visible deterioration of the capital returns of the firm.
In order to preserve the returns made hitherto, it is therefore important for investors to timely identify any
sustainable deterioration in the moat of a company. Ideally such identification should happen before the
deterioration appears in the overall financials of the business. For this timely identification, it is imperative the
discerning investor develop an understanding of the individual product or business lines that the company is
in. The investor should seek out the sources of durable competitive advantages for the firm, and then test
each product or business line for these sources. We will cover a detailed case study of one such analysis in a
future note.
To Sum It Up…
While high returns on capital are usually considered to signify a moat in the business, they may not always
reveal the complete picture. For instance, younger enterprises building their franchise quality and investing in
rapid growth may not necessarily report very high capital returns. On the other hand, high capital returns from
a legacy business line or product may be hiding the inefficiencies of the new business line or product. Thus,
high returns on capital should be only one of the many inputs in identifying high quality businesses. Investors
would be better off building alternative tools to identify the emergence or deterioration of the moats in a
business. We will follow up a future note highlighting such tools and their practical usage.
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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 products 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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