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Dear Investors,

Indian markets continued their divergent performance between the large companies versus the
small and mid-cap companies. While Nifty 50 index is down by almost 17% (as of Jan 10%™") from
the all-time high it hit in March 2015, during the same period BSE Mid-cap and Small-cap indices
are down by less than 6% and 5% respectively. For CY2015 SageOne Core Portfolio (SCP) was up
by 25.5% compared to Nifty 50, BSE Mid-cap, BSE Small-cap and BSE500 returning -4.1%, +7.4%,
+6.8% and -0.8% respectively during the same period. Before | present my views on the current
environment, let’s look at the performance of our core portfolio.

Portfolio Performance*

Below is the gross (pre-fees but excluding dividends) performance of our core portfolio in INR
terms for the last 6.75 years. The first three years have been managing proprietary funds and the
last 3.75 years have been advising external clients. Since clients have joined at various stages,
individual performance may differ slightly based on the timing of purchases. For uniformity and
ease we measure our performance using a “representative” portfolio (that resemble advice given
to clients) and we call it SageOne Core Portfolio (SCP). SageOne core portfolio is not a dummy
portfolio but the CIO’s actual total equity portfolio.

6.75 Years Performance (April 2009 — December 2015)

Internal

FY 2016 (Apr 1 - Dec 31) 0.7% -6.4% 5.2% 8.7% -3.8% Estimates
FY 2015 116.2% 26.7% 49.5% 54.0% 33.2% KPMG
FY 2014 72.2% 18.0% 15.3% 21.8% 17.1% KPMG
FY 2013 29.1% 7.3% -3.2% -12.4% 4.8% KPMG
FY 2012 14.3% -9.2% -7.7% -18.9% -9.1% KPMG
FY 2011 34.7% 11.1% 1.0% -3.8% 7.5% KPMG
FY 2010 182.0% 73.8% 130.2% 161.7% 96.4% KPMG
Annualized Returns 57.0% 15.4% 21.7% 21.1% 17.8%

Cummulative Returns 2000.4% 163.0% 276.9% 264.6% 201.8%

*Note: For detailed risk parameters and composition of the portfolio, please refer to the appendix at the end of this letter
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Indian Market Performance since PM Modi Appointed as BJP Candidate

Stock returns since August ‘13 have been broad based and indiscriminate

Major Indian indices are weighted by either their market cap or float. Investors’ allocation to a
particular stock is not in proportion to the market capitalization of the company. When
performance is skewed towards smaller capitalized stocks, indices don’t end up representing the
returns many investors have made. Below graph will make it clear what | am trying to imply. In
this table, | have tried to evaluate how stocks have performed since PM Modi was appointed the
PM candidate for BJP’s election campaign starting September 2013. This is the performance from
Aug 30, 2013 to Dec 31, 2015 a period of 28 months.

Performance of Top 1500 Companies Ranked by Market Capitalization (Aug’13 — Dec’15)

Median % Stocks

Ranking by Mcap (1500 Median Earnings Simple Avg Beating Nifty Mcap Weight
Cos) Returns Growth Return 50 Index (Dec'15)
Top 100 47% 13% 61% 50% 71.0%
101-500 88% 2% 129% 66% 23.4%
501-1000 139% 4% 229% 71% 4.5%
1001-1500 152% -23% 269% 74% 1.1%
Average 117% -3% 204% 69% 100.0%

1500 companies cover practically the entire market capitalization ($1,500 bn) of the Indian
stock market. It’s pretty evident from the above that the stock returns have been inversely
proportional to the market capitalization of the companies. In addition they have been broad
based i.e. almost 70% of the stocks have beaten Nifty index performance.

If you were to allocate your investments equally to the top 100 companies (by market cap on
Aug 30, 2013), you would have returned 61% over the 28 month period. In contrast, if you had
invested equally in the bottom 500 companies (1001-1500), you would have returned 269% i.e.
more than 3.5x over the same period. This would have been fine if there were earnings to
support such returns, but as you can see from the above table, the earnings (trailing twelve
months, ttm) have fallen during this period for the bottom 500 companies. Please note that
simple average as well as weighted average is impacted significantly by handful of companies.
Hence | have used median earnings growth to provide a better representation of earnings
movement. The below graph provides returns and earnings growth for the 1500 companies and
for the major indices during the last 28 months.
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Median Returns vs Median Earnings Growth
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Returns can be misleading

Domestic retail investors tend to follow the returns. Real estate and gold were prime examples
of such behavior during the last decade until 2013. Since then returns from those two asset
classes have been stagnant and at the same time the returns from bank Fixed Deposits have been
dropping, which has driven many to invest in the stock market. In addition, there has been a lot
of excitement and expectations from the new government which has helped to improve
sentiments significantly towards equities.

Last 28 months have rewarded one in proportion to the risk he/she has taken and very few
have lost money given the broad based nature of stock returns. No wonder domestic
institutional investors (Dlls) received more than $10 bn flow during calendar year 2015. Add to
that the non-institutional domestic funds flow and the size gets significantly larger. As of Dec’15
top 500 companies account for 94% of the total market capitalization out of which top 100 is
more than 71% (this was 80% in Aug’13). So imagine bottom 1000 companies having total market
capitalization of 5.6% x 1500 = S 84 bn. Out of this, promoter holdings is close to 60% and
institutional and large investors make up another 25%, and one is left with 15% float i.e. $12.6
bn to buy from. Even if one was to add the midcaps ranked 101-500, we are talking of a float of
less than $65 bn from 1400 companies and that too at today’s stock prices which are significantly
above the levels seen at the start of the 28 months period. There is very little liquidity available
to absorb the kind of flows that domestic institutional investors (DIIs) and other services such as
portfolio management services (PMS) are getting. Results is sharp jumps in prices on a daily basis
and unprecedented number of stocks hitting upper circuit.
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Many fund managers have been claiming that they have beaten the indices and though it’s
factually true, it hides one big parameter. “How much was the risk taken to get those returns”?
In good times these facts are ignored by the investors and undue credit is taken by the fund

manager.

How have the sectors performed relative to earnings?

Returns have been across sectors, pharma been at the top and finance at the bottom. Note again
that the returns are simple averages across stocks i.e. equally weighted returns.

Performance by Sector

Median % Stocks
Median Earnings Simple Avg Beating Nifty Mcap Weight

Sectors Returns Growth Return 50 Index (Dec'15)
Agriculture 91% -5% 174% 73% 1%
Consumption 85% -12% 170% 63% 14%
Energy 46% -18% 105% 50% 13%
Finance 62% -1% 102% 59% 18%
Industrial/Engg 161% -3% 237% 75% 11%
Materials 93% -21% 172% 62% 8%
Pharma/Chem/Life Sc 185% 32% 290% 83% 9%
Tech/Telecom/Media 132% 13% 240% 69% 17%
Transportation/Logistics 113% 10% 197% 66% 8%
Average 117% -3% 204% 69% 100%

Time to be extremely careful

If one is a bottoms up stock picker who does in-depth analysis before investing, this market hasn’t
been for him/her. It’s been a market wherein you invest first and investigate later. If you spend
couple of months analyzing a company and its competitors and the industry, more often than
not the price runs against you and the valuations no longer remain compelling. Over the last 28
months because of the broad based nature of returns, many investors (especially in small/midcap
stocks) have been extremely successful and that in turn provides false confidence not only in
ones capabilities as an investor, but also to allocate more money into the same asset class. This
continues until the prices stop rising and the trend reverses.

Inflow of funds have provided benefit of doubt to all kinds of companies irrespective of the
business and management quality. Such stages are extremely risky and one needs to be extra
careful. | believe that we are at the final stages of such broad based performance and market
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would no longer give benefit of doubt to undeserving companies. The risk return ratio is against
you if one is betting on companies based on hope and without earnings growth support.

Situation on Ground

Over the past few months we have visited and met dozens of companies across broad spectrum
of industries such as tires, plywood, chemicals, textiles, branded garments, textiles, cement,
infrastructure, railways, automobile ancillaries, consumer discretionary, real estate developers,
construction material, logistics, financials, pharma and agriculture. There was an overwhelming
response from almost all companies except in couple of sectors such as road building and
railways that demand situation on ground is very tough and there are no signs of any pick up. In
addition niche export oriented companies focusing on the west and who are in a position to take
away market share from Chinese companies are also doing well.

For companies in road building and railways there surely is order book growth, but whether this
would result in sustainably profitable growth is a big question. For example, currently
commodities and material used for road building is at depressed prices and the cost escalation
clauses in many contracts is linked to the WPI. This could be a high risk against sustaining profits
for companies who are bidding aggressively based on current low costs. Hopefully investors have
learnt lessons from 2003-07 cycle to realize that high topline growth may not necessarily mean
high bottom line growth especially in highly competitive sectors.

There is intense competition from Chinese imports in many sectors. Couple of examples are in
on-road tires and vitrified ceramic tiles used for houses. Indian companies indicate that the cost
of making tires in India are 25-30% higher than the selling prices for Chinese companies.
Separately, tile companies indicated that they are disadvantaged by 50% compared to their
Chinese counterparts. No wonder anti-dumping duty is been demanded by host of industries.
The multiyear low shipping (sea based) cost when compared to land transportation cost in India
isn’t helping either. One tile dealer based in Chennai informed that the cost of shipping tiles from
China to the east coast of India is Rs. 4/sq ft (>10% of average selling price for the manufacturer).
The same is double at Rs. 8/sq ft to ship from India’s west (Morbi in Gujarat) manufacturing zone
to the east coast.
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The Demand Scenario

As detailed in my last newsletter, growth is driven by four spending wheels viz. Government,
corporates, domestic consumer and exports (global). With three wheels punctured, this time the
onus of triggering the demand environment is majorly on the Government. With parliament
blockages and fiscal deficit constraints even they are handicapped in the short to medium term.

Globally the central banks have been trying to induce demand by lowering interest rates. Low
rates induce buyers to bring their buying forward. Low rates also increase asset prices thereby
giving false feeling of wealth effect and increasing spending. Bringing forward of buying impacts
future demand as there would be a period of adjustment. In China, to create employment the
government has accelerated infrastructure spending to an extent never seen before. Increased
capacity and focus on providing employment rather than profitability has created over supply of
capacity and thereby goods. As Chinese companies dump excess goods at unreasonable prices,
it transfers deflationary risk around the world thereby depressing the profitability of many
industries. | have already cited couple of examples of industries impacted by this. Investors need
to be cognizant of such macro environment impacting local companies

We are Cautiously Positive

We are cautious given the broad based run up in Indian stocks, but very positive on the structural
changes being done and planned by the government. Programs such as Jan Dhan Yojana
(National Mission for Financial Inclusion to ensure access to financial services for every Indian)
and GST (goods and services tax bill) are structural in nature and would have huge implications
on some industries. In this environment it’s critical to know what to avoid but equally important
to carefully choose companies in niche sectors. It has taken much longer than we had initially
thought for the government to implement reforms and structural changes, but we believe that
India is at an inflection point and some companies would benefit disproportionately by the
changes.

Patience and ground research is of utmost importance to catch the upcoming game changing
trends. That’s the job of a long term investor and that’s what we intend to keep doing. If one is
able to catch the right structural trend and identify appropriate investment themes, opportunity
is tremendous. There are too many moving parts across the globe and too many disruptive forces
around to destroy weak companies and industries. Add to that the valuation risk. It is not the
time to bet on everything, but be extremely targeted and focused to identify massive India
specific opportunities that are available at reasonable valuations.
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Warm Regards,
Samit S. Vartak, CFA
Chief Investment Officer (CIO) and Partner

SageOne Investment Advisors LLP

Email: sv@SageOnelnvestments.com

Website: www.SageOnelnvestments.com
Ed@samitvartak
*SageOne Investment Advisors LLP is registered as an Investment Advisor with SEBI.
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Appendix - Detailed Performance Evaluation

* We have consciously changed the composition of the core portfolio in terms of average size of companies and
number of stocks in the portfolio after we started advising external clients in April 2012.

* The weighted average size of stocks at the start in FY10 was below $0.25 bn which has increased to near $1.7 bn
by the end of September ’15. Also number of stocks have increased from 5 (+/- 2) in 2009 to 14 (+/- 2) during
the past 3.75 years.

* Reasonable diversification was done by design to improve liquidity and reduce volatility as a result of which
annualized standard deviation has come down from 59% for the first 3 years to 18% during the last 3.5 years.

Latest 3.75 Years Performance (April 2012 — December 2015)

Latest 3.75 Years FY13-

Dec'15 (Annualized returns) 52.3% 11.4% 16.2% 16.7% 12.8%
Cummulative Returns 384.0% 50.1% 75.6% 78.5% 57.3%
% Positive Months 75.6% 55.6% 60.0% 60.0% 60.0%
Annualized Stdev 18.2% 13.7% 17.3% 20.1% 14.3%
Sharpe (RFR 8.5%) 241 0.21 0.45 0.41 0.30

First 3 Years Performance (April 2009 — March 2012)

First 3 Years FY10-12

(Annualized returns) 63.1% 20.6% 29.0% 26.9% 24.3%
Cummulative Returns 334.0% 75.3% 114.7% 104.2% 91.8%
% Positive Months 63.9% 55.6% 61.1% 55.6% 58.3%
Annualized Stdev 58.8% 26.4% 33.7% 40.3% 28.1%
Sharpe (RFR 8.5%) 0.93 0.46 0.61 0.46 0.56
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