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Dear Investor, 
 

During the first half of CY17, we were up 17.1% on an average across all the portfolios. Our 
annual performance since we started communicating in CY14 has been as follows:  

 

 
 

 *Avg. across all the portfolios (gross, before fees) 

 
Markets have been on a roll – even a broader index like BSE500 is up 70% since CY14. As 

the price is a product of PE multiple & earnings, this appreciation of ~70% in the index can 
be broken down into its constituents of PE & earnings growth.  

 

 

 
Given flattish earnings since CY14, almost the entire increase in the index has been driven 

by its PE multiple expansion. This market-accorded multiple is not only dependent upon 
macro variables like interest rates, funds flow, etc but also on the prevailing sentiments in 

the stock markets, making it quite cyclical in nature (as macro variables & sentiments tend 
to change over time). 

 
 

CY14 90.4% 29.9% 54.7% 69.2%

CY15 17.5% -5.0% 7.4% 6.8%

CY16 16.2% 1.9% 8.0% 1.8%

1HCY17 17.1% 16.1% 21.7% 27.9%

Cumulative 204.5% 46.1% 118.4% 135.2%

CAGR 37.5% 11.4% 25.0% 27.7%

Annual Returns Portfolio* Sensex BSE   Mid-Cap BSE   Small-Cap

Source: BSE 
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This cyclicality is quite visible in the 20-year trading history of Sensex where it has broadly 
traded within a PE-band of 12x to 24x (excluding the peaks during the Dot-com & GFC 

bubbles).   
 

 

 

Though the index is currently trading at close to its upper band, we do not try to forecast 
the level & timing of reversal, if any. Nevertheless we remain cognizant of the implied 

expected earnings growth rates & associated risks, in case such growth rates do not fructify 
(or take longer to come-by). We are also sobered by remembering Sir John Templeton’s 

words “The four most dangerous words in investing are – this time it’s different”. 
 

PE declines are typically associated with 
sharp market corrections increasing the 

risk of permanent loss of capital. Strategy 
of even holding-out the investment 

across the PE-cycle may not produce 
sufficient returns, if the acquisition was at 

an elevated PE. The impact of purchase 
price on the returns can be evaluated by 

analyzing Warren Buffett’s famous 

$25mn buy-out of See’s Candies in the 
year 1972. 

 
Peter Bevelin, in his book ‘A Few Lessons 

for Investors and Managers’ recounts how 
See’s Candies reported $4.8mn in pre-tax 

earnings in 1972 growing consistently to  

Sensex PE trading history
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$82mn in 2006 over more than three decades. Though Mr. Buffett understood the 
company’s franchise, he obviously did not know how it would grow at the time of making 

the investment. 
 

Assuming he knew in 1972 that See’s Candies would grow its earnings at a CAGR of ~9% to 
report $82mn in 34 years, different scenarios can be illustrated to ascertain Mr. Buffett’s 

IRR (annual returns) at different acquisition prices (he bought the company at a pre-tax 

earnings multiple of 5x) 
 

              
 

 
Couple of points can be noted: 

 
 Company doesn’t know the price that was paid to acquire it. Irrespective of the price, it 

will still produce the same quantum of cash flows over the next few decades. In the 
above example, present value (PV) of future cash flows remains the same at $187mn  

 
 With cash flows remaining constant, both the IRR & expected upside, decline with the 

increase in purchase price. Anything beyond 35x would have struggled even to earn cost 
of capital as annual returns diminish to ~10% 

 

 A lower acquisition price also helps in building a cushion or margin of safety – at 15x 
multiple, even if the PV of future cash flows drops to $76mn (i.e. 60% lower than 

estimated $187mn), investment would still have broken-even (earned at least cost of 
capital of ~10%).  

 
Buying at 5x, Mr. Buffett obviously made a killing – in 2011, he revealed that See’s Candies 

had brought in a staggering $1.65bn in total profits since he bought it 40 years ago (for just 
$25mn!). 

 
 

What we do 
 

In the above illustration, there are two possible sources of risks that can lead to a loss of 
capital / returns:  

 

 First is the business which may generate far lower future cash flows than that estimated 
at the time of making investment and  

 
 Second is the higher acquisition price (in relation to earnings) which may lead to sub-

optimal returns 

5.0 25.0 28.0% 187 648%

10.0 48.0 19.0% 187 290%

15.0 72.0 15.5% 187 160%

20.0 96.0 13.5% 187 95%

25.0 120.0 12.2% 187 56%

30.0 144.0 11.2% 187 30%

35.0 168.0 10.4% 187 11%

40.0 192.0 9.7% 187 -3%

Acquisition 

Multiple (x)

Acquisition Cost 

($mn)
IRR %

PV* of future cash 

flows ($mn)

Expected 

upside %
Price paid by 

Mr. Buffett

* Present Value calculated with 5% terminal growth rate & 10% cost of capital 
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Our aim is to minimize both these risks which we do by: 
 

 Choice of business: We primarily restrict 
ourselves to companies where we are able to 

understand why customers buy product / service 
from that company and why would they keep 

buying into the future. Or in other words why 

would it be challenging for a competitor to take 
those customers away 

 
 Choice of price: We like to pay a price (to acquire 

the above company) where we do not really have 
to worry too much about the future earnings 

growth rate 
 

Despite our choice of business, we know that we 
don’t know the future & thus our built-in margin of 

safety in the acquisition price helps in lowering the 
risk of loss, in case of any un-anticipated events / errors from our side. This in-turn makes 

it a ‘low risk & high return’ approach (in contrary to the general economic theory of ‘high 
risk & high return’). 

 

Given prices are determined by the market, we at times have nothing to do but wait for 
prices to come within our range of interest. This implies we would only invest when we find 

opportunities fulfilling both our conditions of business & price and not put money in the 
markets just because the investor has given us a mandate to do so (even if it means not 

earning for ourselves). 
 

Current market conditions are providing lesser opportunities to invest & we are being quite 
careful in putting capital to work. We would continue to follow the same strategy without 

really worrying about our near to mid-term portfolio returns in comparison to the markets 
(or mutual funds). 

 
 

Changes in the portfolio – exits 
 

While on one hand, we work with an ‘owner-mindset’ focusing on long term fundamentals at 

the time of buying, on the other we also have to be equally dispassionate at the time of 
selling. As discussed in our earlier newsletters, sell decisions are typically triggered in one of 

the following conditions: 
 

 Narrowing of gap between price & value and availability of alternate investment 
opportunities 

 
 Unanticipated permanent changes in the business fundamentals or industry structure 

 
 Realization of a mistake committed in our evaluation esp. in our understanding of the 

business  
 

Luckily most of our ‘sell’ decisions have so far fallen into the first bucket including Exide 
Industries which we recently exited. 
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Exide continues to be a market leader across both the OE & replacement 
battery segments. Post letting Amaraja make in-roads into its most 

profitable replacement segment in 2010-2011, company witnessed its operating margins 
shrink by 200-300bps to 13-14% by FY12. Though margins have remained broadly within 

that range over the last five years, competition resulted in muted sales growth. While Exide 
grew at a CAGR of 8.5% since FY12, Amaraja grew at >17% annually.  

 

In this back-drop of lower 
sales growth, we got the 

opportunity to buy the 
company at a market cap 

of Rs100bn when it was 
reporting ~Rs6bn of annual 

profits. Over the last year, 
while profits increased by 

~Rs1bn to Rs7bn, market 
cap almost doubled to 

Rs200bn, making the stock 
quite expensive & 

prompting us to sell.  
 

Further there is also a risk of lower replacement market growth over the next few years (on 

the back of muted passenger vehicle sales growth over FY12-FY16) which may affect the 
industry’s profitability. 

 
 

New stocks added 
 

Some of the new positions added in the portfolio are Bajaj Corp, Redington among others as 
discussed below. 

 
Bajaj Corp, a Kushagra Bajaj Group company, owns & markets India’s second 

largest hair oil brand – Almond Drops Hair Oil (ADHO). Growing consistently, 
ADHO now accounts for >60% market share in its sub-category of Light Hair 

Oils (LHO), up from 37% a decade ago. Such monopolistic position built on 
inherent product stickiness (we seldom change our hair oil brand) & ADHO’s 

premium image helps the company in pricing its brand – ADHO is one of the 

most expensive hair oils available in the market. This also gets reflected in the 
company’s reported financials – consistent 30% operating margins, minimal capital 

requirement leading to surplus cash flows & 40% return on equity for its shareholders.  
 

We got an opportunity to buy the business post demonetization, around ~30% lower from 
its earlier peak. Though not very cheap at a trailing PE of 21x at our acquisition price, the 

cash flow yield was still close to 7%, given very low capital requirement in the business. 
With very elaborate disclosures, high pay-out ratios & non-interfering promoters (so far!), 

company does seem to be treating its shareholders very well. Their recent strengthening of 
second line of management will also go a long way in boosting their efforts towards 

investing in other brands (Nomarks) & geographies (ME, SE Asian markets).  
 

 
 

 

We bought 

the stock

We sold 

the stock
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Redington is the largest distributor of IT products (including 
mobile phones) in India & Middle East. It has a presence across 

24 countries, connects more than 51,000 channel partners, 
services 200+ brands and supplies 8,000+ SKUs (different products). Its more than 80 

sales offices, 200 warehouses & 250 service centers help the brand owner reach its products 
to every nook & corner of the country, making Redington an indispensible supply chain 

partner. It is this relationship with brand owners, high WC requirement and risks associated 

with receivables (credit loss) & inventory (obsolescence) that make distribution a tough 
business to crack – as a result not only in India but also globally, IT distribution has been a 

very concentrated business. In India, Redington & Ingram Micro control ~50% of the overall 
market.   

 
Management’s focus on new products / manufacturers has not only helped the company to 

mitigate risks with changing consumer preferences (from Nokia to Blackberry to Apple) but 
also to grow the business consistently. Redington has grown at a 10-year CAGR of 16% 

without even a single year of de-growth, maintaining a robust ROE of 19% on an average & 
generating FCF of ~Rs8bn cumulatively over the last decade. Renewed efforts from the 

management towards reducing the WC deployed can create tremendous value for 
shareholders in the long run. We bought the business at a market cap of around Rs43bn 

when the company was reporting ~Rs4.5bn in profits which looked quite interesting for a 
robust distribution business that may also be a beneficiary of the recent GST regime. 

 

 
Mistakes: Inevitable part of Investing 

 
Our each buying or selling activity is a decision; even not-to-do-anything is also a decision – 

this in-effect makes investing an agglomeration of such small decisions taken over a period 
of time. It also implies that investors like us, knowingly or unknowingly are always taking 

some decision or the other. Statistically then even if our decision making process is 
following Six-Sigma, there will be mistakes, making them an inevitable part of the investing 

process. 
 

Mistakes are typically of two kinds: 
 

 Errors of commission: These happen when a portfolio stock fails to deliver as per the 
expectation at the time of buying. Such failure could be due to either a bad business or 

a bad acquisition price (or both), wherein the market re-prices the stock at a lower level 

as & when the true picture of the business emerges. Such errors have a direct impact on 
the portfolio. Selling a winning-stock far early also falls in this bucket though it may not 

have a direct impact on the portfolio. 
 

 Errors of omission: Unlike the earlier ones, this remains invisible to the investor and 
happens when the investor passes-on an opportunity which was quite within the realm 

of his / her understanding. 
 

Looking back I believe my mistakes have primarily been on the indirect side: either missing 
to buy a good business because of its then perceived expensive valuation or selling a 

portfolio stock too early due to under-estimation of the potential re-rating in the stock. 
Somewhere both these errors are connected & are probably being driven by our 

conservative approach to investing. 
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Analyzing our mistakes, we have also made an 
attempt to tweak our process. As discussed in 

the Jan-17 newsletter, we evaluate any 
company on three pillars – business quality & 

management, growth & price. Now if the 
business is very strong on any of the first two 

pillars (i.e. if the business has a sustainable 

competitive advantage or has many years of 
growth available or both) then we have 

marginally reduced our emphasis on the third 
pillar, ‘price’. This not only helps us to bring 

more companies within our target-set but also 
helps us to reduce the portfolio activity (as we 

do not rush to sell). 
 

 
In the same boat 

 
I would also like to highlight that our portfolio decisions are equally rewarding / upsetting 

for us like for any of our investor. We put our money where our mouth is – all our & our 
family savings are in the same stocks that we recommend to our investors. To top it all off, 

we have even linked our compensation with just the stock profits ensuring 100% alignment 

of our interest with that of the investors’. In effect, we are all together in the same boat! 
 

I take this opportunity to sincerely thank you for your trust & patience. It is your continuing 
support that motivates us to do our best. I look forward to have a discussion with you over 

the next few weeks on the performance. Please feel free to write back in case of any 
suggestions / feedback.  

 
Also if we have added any value to your portfolio so far, please introduce us to your family 

or friends who might be interested in our services. 
 

 
 

Yours Sincerely, 
 

 

 
 

Shalabh Agarwal 

shalabh.agarwal@snowballcapital.in 

 

http://www.snowballcapital.in/images/Investor%20Newsletter%20Jan-17.pdf
mailto:shalabh.agarwal@snowballcapital.in

