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“The jet is gone. Now it is only one
building, one yacht and one helicopter!”

When we heard the chairman of India’s leading suit garment
brand explain his version of corporate governance to us,
sitting in his palatial 37-storeyed home in Mumbai that is
actually owned by the listed company, we felt we could not,
in good conscience, invest our clients’ capital here. Yet, we
were keenly aware that the narrative around the company’s
turnaround would likely mean that the stock price could rise
multifold over the near term.

This was the third meeting we'd had with the company in

a period of about six months and there were ample signs

of an ongoing cultural turnaround (our favourite kind). The
business has a strong brand in India and, despite being
severely mismanaged over decades, was still growing and
profitable. A raft of new CXOs' had been brought in, the
board was being refreshed, and non-core assets were being
sold down. The chairman himself was leading this change,
having finally wrangled control over the shareholding a

few years ago. He assured us that his singular goal for the
medium term was to “unlock value” and that we, as minority
shareholders, would be fully aligned with his interests.
Valuations were undemanding too, at around 1x enterprise
value (EV)-to-sales. We liked a lot of things that the chairman
was saying and doing, and yet...

Staying disciplined to our process means making decisions
like this where we err on the side of caution. Since our first
meeting, the share price has already risen over 100% and
could potentially go up another 100% if we are right in our
own estimates. But, if our lingering suspicions about the
governance were to come true, we would find ourselves in a
situation we hate the most: explaining to our clients that we
got the quality of management and owners completely wrong
despite all the glaring red flags. Our experiences with founder-
led cultural turnarounds of companies with poor governance

'CXOs - c-suite executives

practices suggest that such attempts are often borne out of
desperation and, at the first sign of easing pressure on the
business or share price, the owners revert to their previous
behaviour. In a nutshell, leopards don't change their spots.

There are many similar cases where we have identified

a potential turnaround and undertaken a huge amount of
work (meetings, reports, team debates), only to refrain from
investing in the end. One recent example is one of India’s
largest Non-Bank Finance Companies (NBFC), focused

on the Used Commercial Vehicle Financing segment.

We have had five meetings with the management in the
past two years, attracted by its decent long-term track
record as it compounded its book value per share (BVPS)
at around 15% CAGR.? Valuations were attractive t0o, at
around 1x price-to-book (P/B). However, our struggle here is
to do with alignment of interest. There are several layers of
ownership and it isn't clear to us that minority shareholders
take priority. This lack of alignment has manifested in the
form of three attempts at transformational mergers and
acquisitions (M&A) over the past decade, two of which were
unsuccessful, with the last one being a merger with another
listed group NBFC. In this case too, there is some evidence
of positive change and a track record that suggests
significant shareholder returns over the medium term. But,
we haven't been able to get across the line.

Recently, the Indian market has been ebullient, resulting in

a fresh batch of new initial public offerings (IPOs). As usual,
we have stayed away, despite sell-side brokers constantly
chiding us for leaving money on the table. Of the recent
bunch, a large Indian over-the-counter/branded generic
pharmaceutical company caught our attention with its

rapid growth and attractive metrics. We came away feeling
reasonably certain that the management would likely deliver
good growth in profit, and valuations were fair (20-25x price-
to-earnings ratio), but we couldn’t reconcile this with our
dim view of several related party transactions (for example,
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a hotel business was included in the listed company) and
the inherent risk of mis-selling prescription medicines via
doctors in India. We were even offered a large allocation

at the IPO — something rare in India! But we chose to stay
away; and subsequently watched the share price “pop” over
50% since the listing last month.

At the same time, we are keenly aware of the joke about
the economist who walked past a hundred-dollar bill on the
sidewalk, stating that someone else would have picked up
the money already if it were real. We leave money on the
table not because we are unimaginative analysts or too
rigid in our thought processes. We have been schooled by
decades of experience in these matters. For example, we
were interested in the potential changes in India’s leading
TV broadcaster, with majority ownership and board control
potentially changing to a multi-national corporation (MNC)
giant (in which we have high regard and are shareholders of
in our Asia strategies). This would have made the company
investable, despite its past poor corporate governance.

As part of the deal, the CEO, who was part of the founding
family and had run the company for nearly two decades,
was to remain in charge. In our meeting with him, it became
clear that the capital allocation was not going to change
materially, which was the main reason for our disinterest in

the company in the first place. So, we stayed away, despite
what might have otherwise seemed an attractive investment
case. We are now hearing that the regulatory authorities

are not willing to give the erstwhile founders’ family a fresh
start and are likely to block the deal, which would make the
company uninvestable again.

As the saying goes, those who stand for nothing, fall for
everything. And so it is that we believe there isn't a price for
every business. Most are better left alone in the interests of
sleeping better at night.

An investment team is really just a collection of principles, a
philosophy and a process. Together they act as our compass
through markets. Once one starts to compromise in these
areas, therein begins the drift. Subtle drift is important
because the biggest mistakes are always the ones that did
not look like mistakes at the beginning. The compromises are
usually small at first, but another one usually follows before too
long. Soon, you are completely off course.

Instead, we aim to carefully toe the line between discipline and
flexibility. It is our fundamental belief that investment success
inthe long run'is rarely defined by bouts of brilliance; rather, it is
the careful and consistent application of our principles, process,
and philosophy. Simple, yes; but not at all easy.

Source: Company data retrieved from company annual reports or other such investor reports. Financial metrics and
valuations are from FactSet and Bloomberg. As at 22 June 2023 or otherwise noted.
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