PORTFOLIO LESSONS FROM HISTORY
  
As we complete 10 years of our existence, we travel back into history and see if there are lessons that can be learnt and applied to our future investment decisions. 
 
While we have learnt some lessons from the 2000 IT bubble, we might have to go slightly back into history to understand the non-IT bubbles also.
 
Buying a stock is just one leg of the investment decision. The decision to sell the stock is the second but more important part of the entire investment exercise. This ability to chop the dead wood is what that differentiates a good portfolio from an average one.
 
Emotions have to be kept out of such decisions and the approach has to be purely clinical to maximise your returns. 
 
What price you buy is important
 
The difference between a great company and great investment is the price at which you buy that stock. I am not throwing you in to the arms of a technical analyst here. What we need to understand here is that when you buy a stock from an industry, which is inherently cyclical in nature, never make the mistake of buying a stock at the peak of the cycle. 
 
Obviously you do not have a crystal ball to tell you that how much more the cycle will run, but a simple calculation as to how much the underlying commodity has already run, is in itself a sufficient data to make you buy or abstain. 
 
Even angels can make such mistakes. Take Warren Buffet, for instance. The Oracle from Omaha, bought Conoco Phillips in 2008 when crude was trading at around $100. Today when crude is back at $ 85, Buffet is still nursing a near 50% loss on his investment. 
 
Buffet may make profit on his investment because has the capacity and the patience to wait it out. 
 
But some times, even patience does not pay, if you have bought the stock at a wrong time. 
 
What if you bought at the 1992 peak of 4546
 
Our markets experienced their first euphoria during the Harshad Mehta era in 1990-92, when the Sensex multiplied 6.5 times to 4546 in 27 months.  Lets see how those stocks have faired over the last 18 years. 
 
I have considered only the capital appreciation and excluded dividends and rights issues. The returns are in compounded annual growth rate (CAGR) terms. 
 
There were around 1100 stocks which were traded during those times. Today only 648 of them are around. Some have either got de-listed, merged or just vanished into thin air.
 
Of the 648 that remain, only 52% of them are in absolute profits. The rest are mired in deep losses. 
 
 
CAGR OF STOCKS FROM 1992 TO 2010
 
	CAGR %
	NUMBER OF STOCKS
	% OF STOCKS 

	 
	 
	 

	>30
	2
	0.30

	>20
	14
	2.16

	>10
	103
	15.90

	> 5
	221
	34.10

	> 0
	336
	51.85

	LOSS
	312
	48.15

	TOTAL STOCKS
	648
	 


 
 

The anger further increases when you have a closer look at the returns from these stocks. Only 34% of the stocks have given a CAGR of 5% or more. Looking it another way, 66% of the stocks have either given you a loss or a return which is lower than the 5% rate of savings bank account, which prevailed at that point of time. 
 
Perceptions don’t change easily 
 
How do you think stocks like Arvind Mills, Escorts, Essar Shipping would have faired over the 18 years?  Even after 18 years, they are down by 90%, 25% and 33% respectively from their March-April1992 highs.
 
How about a truly large company like SBI? Well it has appreciated by 16% from its 1992 peak, but what’s that over 18 years? 
 
Lets take some MNCs, which are always considered as blue chips. SKF and Ingersol Rand are a case in point. After 18 years, the stocks are down 5.8% and 10.7% respectively.
 
The point I am making is that performance of the companies keep changing. You buy a stock because you see capital appreciation possibilities. But companies, for various reasons, may not perform up to expectations. So a periodic review of their performance is essential so that you can weed out the ones that are not performing and ride your dreams on another stock. 
 
 
When markets don’t buy your enthusiasm or fundamentals
 
There are times when the markets move against the visible fundamentals. If this persists for a long time, may be more than a quarter, you should sit up and take notice. Here’s a real life example. 
 
After the Y2K frenzy in 1998-1999, I was busy collecting the accolades for my software sector call when the Dow made its top on January 14, 2000, our Sensex peaked on the first Valentine’s day of the new millennium and our Software stocks and the Nasdaq reached the summit on 10th March. 
Infosys gave fantastic results for the quarter ended March, 2000 where net profits grew by more than 116% on a YoY basis and a very healthy 27% on a QoQ basis. This process of reporting solid gains in net profit on a YoY basis in excess of 90% and QoQ gains of more than 9% continued till March 2001. 
While the earnings were headed north, the market price was slipping and going south. So to a fundamental analyst, it always remained a buy. As the stock fell more , on rising EPS, the PE plummeted further and to a fundamental analyst, it became ‘steal’ from a ‘buy’ .  By the time the Infosys management warned of reduced earnings in early April 2001, the stock had tumbled 80% and then it was too late in the day to jettison Infosys out of the portfolio.
 
The point I am trying to make is that the markets are the best analyst. If the markets are not buying the good news, we should pause and think for a while, before taking a plunge in the markets
 
Ten years after the IT bubble burst, Infosys has made a sound come back, with a 51% appreciation and CAGR of 4%. But where are the other big boys of the era?
 
Wipro is down 45% in absolute terms. HCL Tech is down 46% and Rolta is nursing a 63% loss from its 2000 peak. Ten years, is a long enough a period to wait. 
Appreciate the opportunity Cost
 
Once a stock appreciates and starts quoting at a substantial premium to our acquisition cost, the anxiety levels come down and we tend to over look the subsequent performance of the stock. 
 
There could be many such stocks in our portfolio, which have done well in the past but are not appreciating any more. And because they have been held for so long, the continuous dividend inflows have ensured that their cost has been more than recouped. 
 
Such stocks are held in high esteem by investors and is considered a sin even to consider selling them off. 
 
Emotions are best kept out of the investment decisions. Irrespective of how the stock has performed in the past, it should be shunted out if you can find out stocks that will give better returns without having to increase your risk quotient.
 
The moment you start judging appreciation from last year’s price and not your acquisition price, you will soon come to know which ones are not doing well. The capital deployed in such stocks can be taken to other stocks, which will give you either a higher dividend yield or higher capital appreciation. 
 
 
Let’s take a popular stock with such investors – Hindustan Unilever. The stock did very well in the eighties and has done well subsequently also from 1992 to date with a 407% appreciation and a CAGR of 9.4%. 
 
But what has the stock done in the last ten years? The ten year CAGR in the stock in term of capital appreciation is just 1.2%. And with competition mounting again, it will be difficult for the stock to even deliver that. The sale proceeds of the stocks can obviously be deployed more fruitfully in other stocks, which would give better returns but the fact that the stock’s acquisition value is near zero, nips the very idea of a switch in the bud. 
 
Write covered Calls and Puts to improve returns
 
If such stocks are to be held till eternity, writing out of the money Calls and Puts helps improve returns on such stocks. If there is a willingness to deliver the stock at the end of the settlement rather than book losses in Call written and there is willingness to buy the stocks for devolving Puts, the returns can improve by about 10 to 25% per annum.  
 
Patience
 
Patience is well rewarded. A patient investor will wait for the stock to tumble or wait for the dip in the cycle. But patience need not be shown when you have to get out of a stock. An early exit is always good if you have done your homework. 

Don’t let your tax considerations drive investment decisions
 
While you may plan your taxes, don’t let tax considerations decide whether to sell or hold a particular stock. 
 
Your hold or sell decisions should be taken by you or your stocks advisor and not your tax consultant. Holding on to a stock, which you wanted to sell, for another three months to ensure capital gains exemption is not something which is advisable. 
 
Please appreciate the fact that you will pay taxes only if there are profits. 
 
I have seen many investors in the year 2000 waiting for their one year holding period to be over before selling. As the stocks plunged, their profits turned to losses. Even those losses were not trimmed because of the classical investor dilemma that if I didn’t sell at higher price, why should I sell now. In a matter of months, the value of their stocks plummeted below the value of the tax they would have paid had they sold the stock in time.
 
When in doubt, sell the stock, pay your taxes and enjoy the wonderful feeling of booking profits.  
 
These lessons that have been learnt in the past, often after paying a heavy tuition fees,  will surely help you navigate your way through the investment maze in the coming times.  And if at any point of time, you need some hand holding, we are just a phone call away.  
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