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These are my personal views, not that of my employer. Nothing in 
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this presentation is to be treated as a recommendation. 



TodayToday

• The Seven Deadly Sins of Fund ManagementThe Seven Deadly Sins of Fund Management 
• Institutional challenges

h ’ d ?• What’s your Advantage?
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The seven deadly sinsThe seven deadly sins

• The folly of forecastingThe folly of forecasting
• The illusion of knowledge

i i (!)• Listening to company management(!)
• Thinking you can out‐smart everyone else
• Short time horizons and overtrading
• Believing everything you readBelieving everything you read
• Group decisions
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RecommendationRecommendation
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The folly of forecastingThe folly of forecasting
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Subprime ImpactSubprime Impact

• At this juncture however the impact on theAt this juncture, however, the impact on the 
broader economy and financial markets of the 
problems in the subprime market seems likelyproblems in the subprime market seems likely 
to be contained‐ FED Chairman Ben Bernanke, March 28, 2007
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FED forecastsFED forecasts
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How do the economists fare?How do the economists fare?
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India inflation forecastsIndia inflation forecasts
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RBI forecastsRBI forecasts

Only for discussion/learning purposes.Not 
for circulation



Good way to forecast ‐ Ranges!Good way to forecast  Ranges!
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What about analyst forecasts?What about analyst forecasts?
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Sensex 1 year forward EPS estimates
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Sensex 2 years forward EPS estimates
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It’s a two way streetIt s a two way street
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Select outperformers from a pair of stocksp p
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“Those who have knowledge don’t 
predict; Those who predict don’t 

have knowledge”have knowledge

Lao Tzu a 6th century BC poetLao Tzu, a 6th century BC poet
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The illusion of knowledge or Is more 
information better information?information better information?
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More data = Better forecast or higher 
f dconfidence?
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Less is better?

Forecast  next quarter’s earnings for different firms
Baseline data : past three quarters of EPS, net sales and stock price
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Correlation is not Causation
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What causes obesity?What causes obesity?
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What causes obesity?What causes obesity?
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What causes obesity?What causes obesity?
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What causes obesity?What causes obesity?
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Do monsoons affect demand?
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The fox knows many things butThe fox knows many things, but 
the hedgehog knows one big thing

‐Isaiah Berlin

Only for discussion/learning purposes.Not 
for circulation



Listening to company management?Listening to company management?
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Illusion of control driving overconfidenceIllusion of control driving overconfidence
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Guidance?Guidance?
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IT companyIT company
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Engineering companyEngineering company
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Point to notePoint to note

• Confirmation biasConfirmation bias

Ch k h d b f• Check the past data before you meet
• Speak to somebody with a different view
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Outsmarting everyoneOutsmarting everyone
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• “The third degree where we devote ourThe third degree where we devote our 
intelligences to anticipating what average 
opinion expects average opinion to be”opinion expects average opinion to be .

Wh h i i f li idi• When the music stops, in terms of liquidity, 
things will be complicated. But as long as the 

i i l i ’music is playing, you’ve got to get up 
and dance
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The Company plays the game too…The Company plays the game too…

• Your cost of capital is 12%. ou cost o cap ta s %.
• A new opportunity arises that offers a 16% 
internal rate of return 

• What is the probability that your company will 
pursue this project in each of the following 
Scenarios
– (i) exactly hit consensus earnings 
(ii) i b $0 10– (ii) miss consensus by $0.10 

– (iii) miss consensus by $0.20 
– (iv) miss consensus by $0 50– (iv) miss consensus by $0.50
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“It makes it easier for analysts/investors to 
predict future earnings”!
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EQ > IQEQ > IQ

• You don’t need to be a rocket scientist. Investing isYou don t need to be a rocket scientist. Investing is 
not a game where the guy with the 160 IQ beats the 
guy with 130 IQ

• Success in investing doesn't correlate with I.Q. once g
you're above the level of 25. Once you have ordinary 
intelligence, what you need is the temperament to 

l h h h l blcontrol the urges that get other people into trouble 
in investing.

Warren BuffettWarren Buffett
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Short time horizons and overtrading
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Believing everything you readBelieving everything you read

Beware the narrative
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GDP growth vs returnsGDP growth vs returns
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AsiaAsia
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The WorldThe World
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Why is this happening?Why is this happening?
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GDP growth

Source World bank
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Markets @ 2007‐2017

Source Bloomberg
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Data everywhere…Data everywhere…
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…but nobody cares…but nobody cares
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Growth & returnsGrowth & returns

Making the Modern World: Materials and Dematerialization: Vaclav  Smil
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Anhui Conch cementAnhui Conch cement
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Group decisions
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The seven deadly sinsThe seven deadly sins

• The folly of forecastingThe folly of forecasting
• The illusion of knowledge

i i (!)• Listening to company management(!)
• Thinking you can out‐smart everyone else
• Short time horizons and overtrading
• Believing everything you readBelieving everything you read
• Group decisions
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Institutional ChallengeInstitutional Challenge
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The biggest challengeThe biggest challenge
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Institutional ChallengeInstitutional Challenge

• Falling AlphaFalling Alpha
• The Paradox of skill
• Investor returns vs NAV returns
• Persistency
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Large Cap stocksLarge Cap stocks
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Outperforming is not easy…Outperforming is not easy…
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…across categories…across categories
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The Paradox of Skill

• Success in investing has two aspectsSuccess in investing has two aspects.
• The first is skill, which requires you to be 
technically proficienttechnically proficient. 

• The second aspect is the game in which you 
h Y b l kill ichoose to compete. Your absolute skill is not 
what matters; it’s your relative skill. 

Think Federer vs Nadal vs Djokovic vs Murrayj y

Only for discussion/learning purposes.Not 
for circulation



The Paradox of SkillThe Paradox of Skill

• The paradox of skill says that in activitiesThe paradox of skill says that in activities 
where results combine luck and skill, luck is 
often more important in shaping outcomes 
even as skill improves.

• In many fields, including investing, the 
dispersion of skill is shrinking, which leaves 
more to luck. 

Think Federer vs Nadal vs Djokovic vs Murray
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Sports & MarketsSports & Markets

Variance(skill) + Variance(luck) = Variance(result) 
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Active Vs Passive‐
h ’ hwhere’s the tipping point?
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Outperforming in India is easyOutperforming in India is easy
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Think again…Think again…

Comparison vs TRI?
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Where will we get Alpha from?Where will we get Alpha from?

Alpha source?
•Promoter premium on control
•Institutional holding %
•Non benchmark investing
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•Non benchmark investing
•Not Trading (Time arbitrage)



Investor experience vs FM 
fperformance 
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How the money flowsHow the money flows
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Investor experience worse than 
h kBenchmark
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Investor experience worse than 
h kBenchmark
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How long do they stay invested?How long do they stay invested?
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MF Industry ageing analysis

• Only 38% of MF Industry’s Equity assets stay invested• Only 38% of MF Industry s Equity assets stay invested 
for more than 2 years

Source AMFI data as of 31st March 2017
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Persistency : A challengePersistency : A challenge

A fund that in the top two quintiles(40%),  had less than a 20% probability 
of maintaining its top 40th percentile ranking the following three years. 
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PersistencyPersistency
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Peter Bernstein in 1997Peter Bernstein in 1997 
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What’s your advantage?What s your advantage?

C hi k lik ?Can you think like an owner?
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Are you prepared to think/act like an owner?

% f P tf li% of Portfolio
Top Holding 37.7%
Top 3 Holdings 56.4%
Top 5 Holdings 65.0%

Source Bloomberg
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Institutional challengesInstitutional challenges

• Such concentration not allowed by regulationSuch concentration not allowed by regulation
• Incompatible with open ended funds that 
provide daily liquidity In & Outprovide daily liquidity – In & Out

• Not in keeping with investor objective ‐
B h k fBenchmark outperformance

Only for discussion/learning purposes.Not 
for circulation



The Oracle says…The Oracle says…

h i f diWhen we own portions of outstanding 
businesses with outstanding managements, 

f i h ldi i d i four favorite holding period is forever
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Living up to his word

Source Bloomberg
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Coke

Source Bloomberg
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Coke vs S&P500 vs Consumer sector

Source Bloomberg



How does BRK do it?How does BRK do it?

• 1998: BRK market Cap‐ $106bn KO stake1998: BRK market Cap $106bn, KO stake 
$17.128BN

• BRK market CAP $355BN KO stake $18bn• BRK market CAP $355BN, KO stake $18bn
• Used  cash flow for more (attractive?) 
i l hinvestments elsewhere

• OCF cumulative (1998‐2015): $248bn
• FCF cumulative (1998‐2015): $154bn
• Diversified away from KO?Diversified away from KO?
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Institutional challengeInstitutional challenge

• Even if we get past the concentration issueEven if we get past the concentration issue 
does this approach match what our investors 
expect?expect?

• We don’t have a operating cash flow to 
diversify awaydiversify away
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InfosysInfosys

• 19971997
– Infosys Market Cap (31/10/97): $0.5bn
– MC India offshore fund AUM: $200mn$
– Top Position: Infosys $20m (4% stake)

• 2002
– Infosys Market Cap (31/12/02): $6.5bn
– Value of the 4% stake  ?
– MC India offshore fund AUM  ?
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Final wordsFinal words
The Future is unknown

Are you a Fox or Hedgehog? 

XL models and stories do not make you a better investor

EQ >IQ

Can you think like an owner?Can you think like an owner?

In general, survival is the only road to riches.
Peter BernsteinPeter Bernstein
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