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CAPITAL

2Point2 Capital Investor Update Q3 FY19

Dear Investors,

This is the tenth quarterly letter to our Investors. Our letters to you will provide an update on our
investment performance and present our views on relevant topics.

PERFORMANCE
2Point2 Long Term Value Fund

The 2Point2 Long Term Value Fund (launched in July 2016) is our only strategy under the PMS license
granted to us by SEBI. This strategy focuses on generating long term returns by holding a concentrated
portfolio of investments (maximum 15 stocks).

Returns Summary

(8 Ir:'r:{;:t*hs) FY18 MR C::::Iritsi:e perfc?rlg-ance
2Point2 26.8% 16.6% 7.6% 20.9% 59.1%
NIFTY 50% 8.3% 11.8% 8.5% 11.8% 31.3% +27.8%
MIDCAP 100# 22.2% 10.3% -4.0% 11.1% 29.3% +29.8%

*Cumulative returns are for a 30-month period from 20t July 2016 to 31 December 2018. FY17 returns are for
an 8-month period. YTD FY19 returns are from 15t April 2018 to 31 December 2018. As mandated by SEBI, Returns
are calculated on a weighted average basis. Returns are net of expenses and fees.

#Total Return Index includes returns from dividends received

As of 31st December 2018, 89.9% of the total capital was deployed in equities with the rest lying in
interest earning assets. Note: Returns of individual clients will differ from the above numbers based
on the timing of their investments. The above returns are on the consolidated pool of capital.

2Point2 Long Short Value Fund

The 2Point2 Long Short Value Fund (launched in August 2016) is our long/short equity strategy using
ONLY proprietary capital. The “long” part of this strategy is similar to our 2Point2 Long Term Value
Fund portfolio. In addition to the long portfolio, this strategy also uses futures to “short” stocks on
which we have a fundamental negative view.

2Point2 Long Short Value Fund 24.1%

*Period of 29 months beginning 4™ August 2016 to 31 December 2018. Returns are calculated on a weighted
average basis on only the invested corpus (gross long + gross short). Returns are net of all expenses.
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COMMENTARY

In Q3 FY19, the overall market continued to be volatile due to effects of the NBFC liquidity issues. The
Nifty 50 and Midcap 100 index reported returns of -0.4% and 4.3% respectively. Meanwhile, our
portfolio saw a recovery in stock prices with returns of 11.1% for the quarter. The operating
performance of the businesses we own continued to be good with median Q2 FY19 earnings growth
of 20.8%.

We now have an 89.9% exposure to equities in the PMS on a consolidated basis (new portfolios would
have lower exposure). Overall portfolio valuations continue to be attractive (median TTM P/E of 19.4x)
and we expect strong earnings growth to drive stock price performance.

MOAT + LoNG RUNWAY = Buy AT ANY PRICE???

2018 has been a year of significant de-rating in multiples of several mid and small cap stocks. However,
many businesses with strong moats have been able to avoid the fate of the rest of the market. In most
of these cases, stock returns over the last few years have been even higher than the earnings growth.
Valuation multiple expansion has been a big driver of returns for these stocks.

Company Trailing P/E* 5-Yr Multiple 5-Yr EPS 5-Yr Returns
Dec-13 Dec-18 CAGR CAGR* CAGR*
Bajaj Finance 11 47 33% 32% 76%
Avenue Supermarts’ 76 112 25% 34% 67%
Gruh Finance 29 58 15% 20% 38%
Page Industries 43 71 10% 24% 37%
HUL 34 69 15% 10% 26%
Asian Paints 41 64 9% 12% 23%
Nestle 46 68 8% 7% 16%

#Data for all companies except Avenue Supermarts - Stock prices as of 315t December 2013 and 315t December 2018. EPS of
12-month period ending 30t September 2013 and 30t September 2018.

*Data for Avenue Supermarts — Stock price as of 215t March 2017 and 31t March 2018. EPS of 12-month period ending 315t
March 2017 and 30t September 2018. CAGR information is also for this smaller period.

Continued multiple expansion has resulted in valuations of these companies reaching never before
seen levels. Few arguments explaining this trend are that “entry valuations don’t matter for fast
growing and high ROE/moat businesses” and that “quality is always expensive”. There are many
examples supporting these arguments. For eg. Over the last 10 years, investment in stocks like Asian
Paints and Page Industries would have yielded fantastic returns even when bought at high valuations.

At 2Point2 Capital, we believe that these arguments aren’t very solid and the data that is cited is prone
to Survivorship Bias and Selection Bias.

Survivorship Bias or Survival Bias is the logical error of only focusing on the survivors and ignoring the
failures when trying to understand the importance of a metric. In every decade, there will be many
businesses which end up with a phenomenal operating performance. This performance can be driven
by multiple factors like industry tailwinds favouring growth/profitability or market share gains due to
superior execution. When seen in retrospect, these businesses would have proven to be good
investments at almost any price.

However, in order to eliminate the survivorship bias, we must also include all those businesses which
had similar potential but where the operating performance turned out to be disappointing. The weak
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performance could again have been driven by multiple factors like industry tailwinds turning into
headwinds, adverse regulations or irrational competition destroying industry profitability. We have
seen this play out in several stocks in the Pharma, Telecom and Infra space. These companies which
at one point were growing rapidly with high ROEs have seen both growth and profits evaporate. Even
strong moats proved to be an ineffective defence against changing industry, regulatory and
competitive landscape. In these cases, the stock returns have been poor even when entry multiples
were low but would have been particularly bad if the entry valuations had been high. When we adjust
for survivorship bias, we find that for every Page Industries, there are few Bharti Airtels and for every
HDFC Bank, there are few ICICI Banks.

NEVER STOP BUYING LOTTERY TICKETS,
NO MATTER WHAT ANYONE TEWLS YOU.

|
LFAILED AGAIN AND AGAIN, BUT T NEVER
GAVE UR TTOOK EXTRA JOBS AND
POURED THE MONEY IINT'O TICKETS.

AND HERE. T AM, PROOF THAT IF YOU
PUT IN THE TIME, IT PAYS OFF!

EVERY INSPIRATIONAL SPEECH BY SOMEONE
SUCCESSFUL. SHOULD HAVE.TO START WITH
A DISCLAIMER ABOUT SURVIVORSHIP BIAS.

(Source: https://xkecd.com/1827/)

Selection Bias or Sampling Bias is the logical error due to a sampling methodology that results in an
incomplete representation of the population. Survivorship bias is also a form of selection bias. Any
retrospective analysis of appropriate entry valuations which has its end-point in 2017 or 2018 suffers
from a selection bias as current valuations for the overall market are on the higher side and for high
ROE/growth companies are close to all-time peaks. As such, most companies over the last decade
have only seen an expansion in valuation multiples. This has resulted in the likes of even Hindustan
Unilever and Nestle becoming multi-baggers despite reporting mediocre earnings growth.

Just as stocks go through periods of expanding multiples, they also go through periods of
stagnant/declining multiples. Over the long term, only earnings growth (and not multiple expansion)
is a sustainable driver of returns. If we consider an alternate scenario of declining valuations, many
multi-baggers would have instead delivered poor returns.

The argument that “quality is always expensive” needs to have caveats. It is right to argue that good
businesses deserve a higher valuation than mediocre businesses. However, this doesn’t mean that the
fundamentals of intrinsic business valuation stop applying for good businesses. Intrinsic value of even
good businesses is nothing but the value of the stream of future cash flows.
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Sensitivity of Stock Returns CAGR to Entry/Exit Multiples and 10/20 Year Earnings Growth

Entrv P/E 20 Yr EPS Exit P/E 10 Yr EPS Exit P/E

nery CAGR 12x 15x 18x 21x CAGR 18x 21x 24x 27x
10% -1% 0% 1% 2% 10% -7% -6% -5% -3%

100x 15% 3% 5% 6% 6% 15% -3% -2% 0% 1%
20% 8% 9% 10% 11% 20% 1% 3% 4% 5%

10% 0% 1% 2% 3% 10% -5% -3% -2% -1%

75x 15% 5% 6% 7% 8% 15% 0% 1% 3% 4%
20% 9% 11% 12% 13% 20% 4% 6% 7% 8%

10% 2% 4% 5% 5% 10% -1% 1% 2% 3%

50x 15% 7% 8% 9% 10% 15% 4% 5% 7% 8%
20% 12% 13% 14% 15% 20% 8% 10% 12% 13%

10% 4% 5% 6% 7% 10% 3% 5% 6% 7%

35x 15% 9% 10% 11% 12% 15% 8% 9% 11% 12%
20% 14% 15% 16% 17% 20% 12% 14% 16% 17%

10% 6% 7% 8% 9% 10% 6% 8% 10% 11%

25x 15% 11% 12% 13% 14% 15% 11% 13% 15% 16%
20% 16% 17% 18% 19% 20% 16% 18% 20% 21%

10% 7% 8% 9% 10% 10% 9% 11% 12% 13%

20x 15% 12% 13% 14% 15% 15% 14% 16% 17% 19%
20% 17% 18% 19% 20% 20% 19% 21% 22% 24%

As can be seen from the above table, when the entry valuation is high, even a long period of high
growth is not enough to deliver good stock returns. There are very few businesses that can sustain
growth rates of 20%+ for long periods and especially on a high base (We recommend reading Michael
Mauboussin’s The Base Rate Book for more context on how growth rates decline as businesses’
become larger). And even when they do, extraordinary earnings growth still only lead to ordinary stock
returns. For eg. Wipro has delivered ZERO returns (including dividends) over the last 19 years despite
an earnings CAGR of 20%+ in this period. This was because at the peak of the dotcom bubble Wipro
stock was trading at a P/E of 800x! Even at a P/E of 80x, Wipro investors would have made less than
13% return CAGR.

It is important to be sensitive to the price paid even when investing in good businesses,. We should
seek to invest at a discount to intrinsic value which is based on a conservative forecast of future cash
flows. This will ensure that we don’t lose a lot of money when future business performance isn’t as
good as expected. On the other hand, buying good businesses at very high prices will often lead to low
returns when earnings growth merely shift from spectacular to good and when valuation multiples
eventually contract.

“No matter how wonderful [a business] is, it’s not worth an infinite price. We have to have a price
that makes sense and gives a margin of safety considering the normal vicissitudes of life.”
- Charlie Munger

If you have any queries (about your portfolio, 2Point2 Capital or investing in general), do reach out to
us at the below coordinates. We would love to talk.

Savi Jain savi@2point2capital.com
Amit Mantri amit@2point2capital.com

Thanks and Regards,
Savi Jain & Amit Mantri
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