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‘Simple’ is harder than ‘complex’ in investing

“That’s been one of my mantras — focus and simplicity. Simple can be harder than complex: You have to work hard to get
your thinking clean to make it simple. But it’s worth it in the end because once you get there, you can move mountains.”-
Steve Jobs, BusinessWeek, May 25, 1998

Human ingenuity and the love of making simple matters difficult - an important part of the human psyche - have always
tended to make equity investing, more complicated than it ought to be. Lack of simplicity could arise from the constant
wandering of mind and the resultant ego. Simplicity, on the other hand, requires three specific traits which are easy to
understand, but difficult to practice — a) Discipline: the ability to say ‘no’ when something doesn’t fit your plan; b) Rigour
and strength to stay focused on a singular purpose/philosophy; and c) Patience: that allows you to reap the benefits of
discipline and rigour.

Consider going to a casino. It seems exciting, even though you lose your money in the process (hence the casino operator
earns money). Moreover, a player’s bets pay off often enough to keep people coming back seeking such excitement.
Similarly, in the stock market, there are several ways to seek excitement — for instance, too many investors trade too much,
too often and do not reap the benefits of long-term investing and sensible asset allocation. Repeated trading and
modification in investments usually lead to lower returns and higher transaction costs (which are a source of income for
brokers and most financial advisors — just like the casino operator). Buying and selling of your investments may be fun, but
if you want to benefit from long-term wealth creation, keeping it simple is the key — maintain discipline by focusing on the
highest quality of companies, and be patient.

Also, many people make equity investing a complex affair by focusing significantly on predicting the expansion and
compression of P/E multiples of stocks. In order to make this simple, let's consider the following basic equation of three
variables, applicable to any equity investment:

Change in share price (A) = change in earnings (B) X change in P/E multiple (C)

The targeted change in share price (i.e. variable A on the left hand side of this equation) is similar for most investors —
anywhere between 15% and 30% annualized returns. There are two ways to achieve this share price return:

= The complicated way = weak B and strong C: Most indices like Sensex or Nifty50 deliver earnings CAGR of 12-13%
over long time periods. Hence, if an investor’s portfolio of stocks is of average quality and delivers an earnings CAGR of
12-13%, for an investor to earn >15% return from such a stock, he has to generate a positive and healthy contribution
from ‘change in P/E’, i.e. variable C in this equation cannot be negative. This makes things complex, because
movement of P/E multiples, both over the short as well as long term, is significantly affected by many non-fundamental
factors (in addition to fundamental factors). Some of these factors include liquidity/capital flows, investor sentiment
given the outcome of various geopolitical or macro-economic events, etc — things which are difficult to predict for most
investors.

= The simple way = strong B and weak C: If an investor has a high degree of conviction on his stock portfolio
delivering 20-25% earnings CAGR sustainably over long periods of time, then the relevance of change in P/E multiples
(variable C) reduces significantly. For instance, halving (or doubling) of P/E over a 10-year period is only a 7% CAGR of
negative (or positive) contribution from variable C in the equation above. As long as earnings growth is strong at say
25% for an investor, halving of P/E over a 10-year period will deliver 18% (25%-7%) as the share price return and
doubling of P/E multiple over a 10-year period will deliver 32% (25%+7%) as the share price return - both being
satisfactory outcomes.
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Ambit’s Coffee Can Philosophy aims to follow the simple approach highlighted above. For instance, we won't try to pre-
empt the outcome of General Elections in India, or the rise/fall in liquidity due to domestic/foreign capital flows, or the next
macro-economic change due to a regulatory/monetary policy committee announcement, etc. Also, when we look at
valuations of our portfolio companies amidst ongoing market buoyancy, we do not get perturbed by the fact that some
stocks in our portfolio or many stocks in the broader market are trading at P/E multiples higher than their last 5/10-year
average. Instead, we believe that that despite the ‘punchy’ P/E valuations of some of our portfolio stocks, their share prices
still do not adequately factor in the longevity of healthy earnings/cash flows that these companies are likely to deliver (this
is not true for the broader market — which we believe is overvalued). Hence, we don’t know if the P/E multiple of our
portfolio companies will get affected by the outcome of certain external events like General Elections in India over the next
12 months. We try to keep it simple — as long as our porifolio companies deliver 20-25% annualized earnings growth over
the foreseeable future, our clients will compound their wealth at a satisfactory rate despite interim expansion or contraction
in P/E multiples.

However, it is worth noting here why simple is harder than complex. Building a portfolio with a high degree of conviction on
20-25% earnings CAGR, and holding onto such a portfolio for periods as long as 5-10 years, is where this ‘simple’
approach becomes difficult to practice. The only way to overcome this difficulty is to conduct rigourous research into
understanding the DNA of such great quality companies which can deliver healthy and consistent earnings growth over
long periods of time.

Performance update - Ambit’s Coffee Can PMS - as on 31 August 2018

The portfolio consists of 11 stocks of high-quality companies, spread across Financials (2 stocks), Home Building Materials
(3 stocks), Consumer Discretionary (3 stocks) and Consumer Staples (3 stocks). There has been no change in the list of
stock holdings (i.e., zero churn) in the portfolio since inception of the PMS. Our intended average holding period of
a stock in our portfolio is longer than 8-10 years, resulting in a churn of less than 1 stock per year on average.

Ambit’s Coffee Can PMS performance update (as on 31% August 2018)
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Source: Ambit, Bloomberg; *Date of inception= 6" March 2017; All returns are absolute returns net of fees and expenses

Regards
Rakshit Ranjan, CFA
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Disclaimer

Ambit Capital Private Limited (“Ambit”) is a registered Portfolio Manager with Securities and Exchange Board of India vide registration .number INP000002221.

This presentation / newsletter / report is strictly for information and illustrative purposes only and should not be considered to be an offer, or solicitation of an offer, to buy or sell
any securities or to enter into any Portfolio Management agreements. This presentation / newsletter / report is prepared by Ambit strictly for the specified audience and is not
intended for distribution to public and is not to be disseminated or circulated to any other party outside of the intended purpose. This presentation / newsletter / report may
contain confidential or proprietary information and no part of this presentation / newsletter / report may be reproduced in any form without its prior written consent to Ambit. If
you receive a copy of this presentation / newsletter / report and you are not the intended recipient, you should destroy this immediately. Any dissemination, copying or circulation
of this communication in any form is strictly prohibited.

Neither Ambit nor any of their respective affiliates or representatives make any express or implied representation or warranty as to the adequacy or accuracy of the statistical
data or factual statement concerning India or its economy or make any representation as to the accuracy, completeness, reasonableness or sufficiency of any of the information
contained in the presentation / newsletter / report herein, or in the case of projections, as to their attainability or the accuracy or completeness of the assumptions from which
they are derived, and it is expected each prospective investor will pursue its own independent due diligence. In preparing this presentation / newsletter / report, Ambit has relied
upon and assumed, without independent verification, the accuracy and completeness of information available from public sources. Accordingly, neither Ambit nor any of its
aoffiliates, shareholders, directors, employees, agents or advisors shall be liable for any loss or damage (direct or indirect) suffered as a result of reliance upon any statements
contained in, or any omission from this presentation / newsletter / report and any such liability is expressly disclaimed.

You are expected to take into consideration all the risk factors including financial conditions, Risk-Return profile, tax consequences, etc. You understand that the past
performance or name of the portfolio or any similar product do not in any manner indicate surety of performance of such product or portfolio. You further understand that all
such products are subject to various Market Risks, Settlement Risks, Economical Risks, Political Risks, Business Risks, and Financial Risks etc. You are expected to thoroughly go
through the terms of the arrangements / agreements and understand in detail the Risk-Return profile of any security or product of Ambit or any other service provider before
making any investment. You should also take professional / legal /tax advice before making any decision of investing or disinvesting. Ambit or Ambit associates may have
financial or other business interests that may adversely affect the objectivity of the views contained in this presentation / newsletter / report.

Ambit does not guarantee the future performance or any level of performance relating to any products of Ambit or any other third party service provider. Investment in any
product including mutual fund or in the product of third party service provider does not provide any assurance or guarantee that the objectives of the product are specifically
achieved. Ambit shall not be liable to client for any losses that you may suffer on account of any investment or disinvestment decision based on the communication or
information or recommendation received from Ambit on any product. Further Ambit shall not be liable for any loss which may have arisen by wrong or misleading instructions
given by you whether orally or in writing.
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