PAPOINT V4

CAPITAL

2Point2 Capital Investor Update Q3 FY20

Dear Investors,

This is the fourteenth 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

FY17* omFY20 CAGR Cumulative Out-
Returns*  performance
2Point2 26.8% 16.6% 14.4% 7.6% 18.9% 81.9%
NIFTY 50 8.3% 11.8% 16.4% 5.8% 12.3% 49.0% +32.9%
MIDCAP 100 22.2% 10.3% -1.9% -5.5% 6.7% 24.9% +57.0%

* FY17 returns are for an 8-month period. Cumulative returns are from 20" July 2016 to 31 December 2019. As
mandated by SEBI, Returns are calculated on a weighted average basis. Returns are net of expenses and fees.

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.

COMMENTARY

Our portfolio returned +6.7% in the quarter. The Nifty 50 and Midcap 100 index generated returns of
+6.3% and +6.8% in this period. We now have an 86.9% exposure to equities in the PMS on a
consolidated basis (new portfolios would have lower exposure) with the rest lying in interest earning
assets.

The operating performance of our portfolio companies in Q2 FY20 (excluding the corporate tax cut
benefits) has improved compared to Q1 FY20. The median PBT growth was 23.7% primarily driven by
good results in our BFSI portfolio companies. The non-BFSI portfolio companies saw a decline in
earnings as demand scenario remained weak. Overall portfolio valuations continue to be attractive
with a median trailing P/E of ~16x.

In Q1 FY20, we had started a new section (“Avoiding Landmines”) where we highlight (1) tricks that
companies use to commit fraud and (2) methods to identify corporate governance issues. In the first
post, we had discussed a 40-year old technique that is commonly used by Indian companies to con
minority shareholders. You can read about it here - https://2point2capital.com/investor-update-Q1-
FY20.pdf. In the second post in this series, we study the method used by the Bernie Madoff whistle-
blower to identify frauds.
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THE MARKOPOLOS METHOD

Bernie Madoff was the king of Wall Street. He had served as the Chairman of Nasdaq, the world’s
second largest stock exchange (by market capitalization of shares traded). He was a prominent
philanthropist serving on the boards of non-profits and donated millions to various charitable causes.
He also happened to be the mastermind behind the world’s largest Ponzi scheme estimated at 65
billion Ss. For his role in this scam, Bernie Madoff was sentenced to 150 years of prison.

On the other hand, Harry Markopolos was an unknown quantitative analyst whose job was to analyse
investment products for his firm. Markopolos was asked to evaluate Madoff’s investment strategy.
When he looked at Madoff’s strategy and the returns generated, he knew within five minutes that the
numbers didn’t add up. The strategy consistently generated high positive returns with very few down
months which was statistically improbable. Within another four hours of mathematical modelling, he
had proof that Madoff was a complete fraud®. For example, he found that for Madoff’s strategy to
work, he would have to buy more options than the total volumes that existed on the exchange. This
was in 1999.

Markopolos spent the next 9 years writing memos and making presentations to the US SEC detailing
the fraud being perpetrated by Madoff. He wrote these memos in 2000, 2001, 2005, 2007 and 2008.
His 2005 memo was titled, “The World’s Largest Hedge Fund is a Fraud”. Despite the provocative title,
no one would listen. Madoff’s Ponzi scheme kept growing larger and larger over this period. It finally
collapsed in 2008 as a result of the global financial crisis and not because of the efforts of Markopolos.
As clients lost money elsewhere, they started withdrawing their capital from the Madoff funds which
had continued to report profits. The growing redemptions eventually led to the collapse of the Ponzi
scheme.

The fall of Madoff shone the limelight on Markopolos who had spent almost a decade trying but failing
to get the SEC to investigate Madoff and end the fraud. He wrote a best-selling memoir, ‘No One
Would Listen’, of his pursuit of the biggest financial criminal in history (the book is a must read).
Markopolos was repeatedly asked about his “secret sauce”. How had an unknown quant been able to
identify Madoff as a fraud while the SEC and investors with billions invested couldn’t? In response,
Markopolos wrote a short article on how anyone could spot a fraud (reproduced in full below?).

The Mad Who Figured Out Madoff’s Scheme, CBS News, https://www.cbsnews.com/news/the-man-who-
figured-out-madoffs-scheme-27-02-2009/

2Harry Markopolos: How to Spot a Fraud, Bloomberg Businessweek,
https://www.bloomberg.com/news/articles/2011-09-22/harry-markopolos-how-to-spot-a-fraud
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Harry Markopolos: How to Spot a Fraud

It's easy. It's like whack-a-mole. Focus on the manager or the company that is head and
shoulders above the rest. Whenever somebody has outstanding performance, Wall
Street _assumes genius. | _assume fraud until genius is proven. Look for the
outperformance and investigate there. Compare a money manager’s record vs. others
using a similar strategy, or a company’s record against others in the same asset class. If
the numbers are too good to be true, they rarely are. A decade ago, there was one
energy company head and shoulders above all the others. That was Enron. There was
also an insurance company above the rest. That was American International Group. In
telecommunications, there was one company above all others. That was WorldCom.
They were all accounting frauds.

Today we have one company above all others in technology. That would be Apple. But
there’s a visible reason for that, so Apple’s not a fraud. Bernie Madoff said his
performance was roughly seven and half times better than the stock index he pretended
to be benchmarking himself against. If you're seven times better, two things can be true:
One, you’re a fraud. Or two, you’re an alien from outer space and have perfect
foreknowledge of the capital markets.

(emphasis added)

We call this ‘The Markopolos Method’. The Markopolos Method to identify frauds is simple: assume
fraud until genius is proven. Markopolos reckoned that a fraudster (be it an individual or a company)
needs to lie and/or exaggerate to attract attention. An investor/company claiming to generate 10%
returns with low risk is unlikely to find an audience, but one promising to double the money in 6
months is likely to attract significant eyeballs. People often fall in love with such fraudsters as they
attribute the extraordinary but fake performance to the work of a genius. Bernie Madoff, Jeff Skilling
(Enron), Elizabeth Holmes (Theranos) and Lance Armstrong are examples of people whose genius was
entirely based on fraud.

Markopolos doesn’t suggest that every extraordinary performance is fraudulent. For example, Apple
reports unheard of profitability in the smartphone industry where every other player struggles.
However, the evidence of its success is clearly visible when people line up to pay 1000 $s+ for a new
iPhone while other companies struggle to sell their products at half the price. As per Markopolos,
extraordinary performance should be supported by extraordinary evidence. It is a cause for concern
only when the evidence is lacking.

Whenever companies report extraordinary performance, the first step for an investor should be to dig
deeper to understand the source of the performance. The market often trusts such extraordinary
performance to be driven by some special capabilities (often articulated by the management) without
any independent verification. A higher degree of scepticism will minimize the likelihood of us falling
victim to frauds masquerading as genius. We discuss below a few case studies of companies from the
Indian market that were reporting exceptional performance but had some serious red flags. Note:
Names and Financials have been changed intentionally.

Case Study 1: B2B textile company (“TexCo”) reporting extraordinarily high profitability

TexCo was a B2B textile company supplying to the likes of WalMart, Jockey and Toys ‘R” Us with 30%+
EBITDA margins and 70%+ pre-tax ROCE. TexCo's profitability was even higher than that of B2C apparel
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companies like Page Industries which have strong brands and pricing power. TexCo’s reported
financials suggested that it might be one of the world’s most efficient and profitable textile companies.

However, a deep dive into the audited financial statements and annual reports threw up multiple red
flags related to revenue recognition, cash/forex position and unlisted/undisclosed related parties.
While TexCo had claimed that it would continue to grow rapidly while maintaining margins,
subsequent performance has been disappointing with margins shrinking and balance sheet

deteriorating. As a result, the stock has fallen ~85% from its peak.

in Crs FY12 FY13 FY14 FY15 FY16
Revenue 449 444 636 735 791

g EBITDA 92 92 154 258 292

2 | EBITDA Margin 20% 21% 24% 35% 37%
Pre-Tax ROCE 34% 33% 51% 75% 82%

@ | Revenue 706 908 1253 1623 1866

% S | EBITDA 155 189 263 329 384
& 32 | EBITDA Margin 22% 21% 21% 20% 21%
= | Pre-Tax ROCE 55% 58% 58% 55% 55%

Case Study 2: Mid-sized jewellery company (“JewelCo”) reporting high revenue and profit growth

In a difficult business environment for the jewellery industry, JewelCo was growing faster than Titan
with better margins. This despite having a substantially weaker brand in the organized jewellery space.
The stock went up 14x in a 4-year period as investors bought into the “next-Titan” pitch.

In the euphoria of JewelCo’s stock appreciation, the red flags were ignored. JewelCo was reporting a
4x employee productivity vs Titan in the retail segment which is “too good to be true” given the similar
business models of both the companies. JewelCo was also reporting high ROCE (>30%) in the
commodity B2B jewellery exports segment. This business had a 9-month receivable cycle and a large
chunk of these receivables has now been written off or are stuck. The stock is down ~95% from its
peak and the debt has been downgraded to ‘Default’.

in Crs FY14 FY15 FY16 FY17 FY18
S Revenue 3002 3404 3855 4000 5099
2 | Employee Costs 34 42 54 63 72
3 Emp Costs % 1.1% 1.2% 1.4% 1.6% 1.4%
c Revenue 10,927 11,913 11,276 13,261 16,120
,;'__3 Employee Costs 540 632 696 890 902
Emp Costs % 4.9% 5.3% 6.2% 6.7% 5.6%
Employee Productivity 4.4x 4.3x 4.4x 4.3x 4.0x

Case Study 3: India’s fastest growing beverage company (“BevCo”)

BevCo was rapidly gaining market share despite competition from incumbents like Coca-Cola, Pepsi
and Parle Agro. BevCo’s edge was believed to be its Tier-2/Tier-3 focus and low price-points. Over
FY12-FY16, BevCo reported a Revenue and PAT CAGR of more than 60%. Exceptional financial
performance led to the stock going up 3x from its IPO price. BevCo stock was actively marketed as
India’s only listed beverage company.
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While BevCo claimed to have a high and rising market share, there was little on-ground evidence of
its sales. BevCo’s products couldn’t be found in retail shelves and very few consumers had heard of
the company let alone consume its products. None of the independent market research companies
like Nielsen and Euromonitor attributed any significant market share to BevCo. This was a company
that only existed in the stock market. BevCo’s stock price eventually collapsed as the full extent of its
financial shenanigans were revealed in 2018/2019.

All the above companies and their managements were once labelled as “disruptive” and “visionary”.
The Markopolos Method would have required us to study these companies in more detail to
understand their “genius”. That deep dive might have helped us identify the red flags and possibly
avoid them.

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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