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We can never quite know what the future holds in precise detail, but it certainly holds much
promise.

In the present, we are in the midst of the General Elections. In my 30-year investing career, the
level of suspense over the election outcome has never been lower.

As for the past, the financial year 2024 is now behind us. It is four years since we went into
lockdown mode due to the COVID-19 pandemic. Who could have predicted that the fear,
pain and sadness of the pandemic would be followed by a raging 2020s, i.e., a bull market in
equities?e

Understanding the past is useful as it tells us the terrain that has been traversed. You can't know
the future, but the past can be analysed and, in that spirit, here is my attempt at stock-taking
the period between 2020-2024.

At UTI, our investment process Score Alpha is the compass that guides us in the research
process and the construction of portfolios. The positioning of funds is managed and monitored
based on data and guardrails aligned with the investment process. In our research process,
we emphasize two pillars for every business:

1) Return on Capital Employed (RoCE)

2) Operating Cash Flow

For this analysis, | am going to rely on the RoCE meftric and for lending businesses, we will use
the Return on Asset (RoA) metric.

Before we begin, you need to know that when a company is classified as R1 according to our
ScoreAlpha rating system, it indicates that it has a trailing five-year average RoCE of more than
18%. Companies that are rated R2 have a frailing five-year average RoCE of between 10-18%
and companies rated R3 have a five-year average RoCE of less than 10%. (For more details on
how this classification is done, please click here for Score Alpha presentation and refer to slide
no. 9)

Shareholder wealth is created when the Return on Capital of the company is sustainably and
consistently above its Cost of Capital. Similarly, companies that are consistently operating at
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a low level of Return on Capital are unlikely to create long-term wealth for their shareholders.
Stock price performance on the other hand is driven by the aforementioned business
fundamentals along with changes in valuation i.e. the price paid for the business in the stock
market.

In this analysis, we considered the companies that made up the Nifty 500 Index in March 2020.
We then looked at the returns of three different portfolios. The first is a portfolio consisting of all
R1-rated companies, next all R2 companies and finally all the R3 companies as of March 2020.

We then looked at their yearly returns and four-year CAGR for the period ended March 2024.

This is how the returns look like for a Market Cap Weighted and Equal Weighted portfolio
respectively:

RoCE Tier based performance for the companies in Nifty 500 Index (Market Cap Weighted)

Market cap 4 Years CAGR
welghied portfolio FY2i FY22 FY23 FY24 (FY20-FY24)

66.1 15.3 (8.8) 21.9 23.9
R2 89.3 37.1 9.9 72.0 40.3
R3 99.7 34.2 (2.2) 72.2 493

RoCE Tier based performance for the companies in Nifty 500 Index (Equal Weighted)

Equal welghted 4 Years CAGR
ot | Pz | fs | pvaa | 4TeceCho

98.3 251 45.7 27.3
R2 117.7 28.7 2.1 87.1 43.5
R3 135.7 48.3 12.3 110.1 51.5

The data lays out a clear narrative, whether we take Market Cap Weighted or Equal Weighted
returns. Buying the portfolio consisting of companies with the lowest fier Return on Capital/
Return on Assetfs (rated R3 based on the ftrailing five-year average as of March 2020) and
holding the portfolio unchanged for the last four years has been the winning strategy. This
portfolio handsomely trounces the Portfolio consisting of R1 rated companies. The R2 portfolio
is in between though closer to the R3 portfolio outcome.

Did this portfolio of R3 rated companies significantly improve their performance during the
period FY2020-20242 Did the highly rated R1 companies, who were resting on their laurels as
high ROCE companies (based on their trailing five-year data as of FY20), stumble during the
subsequent period ended FY242

In the table below we look at the migration pattern. How did companies in each rafing tier (as
of FY20) fare in the year ended FY23 (not a five-year trailing average)? The question | seek to
answer is: did their financial performance in terms of return ratios improve significantly2
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FY23 (single year rating)

156 49 30 235
43 57 43

23 30 37

Note: We can’t analyse FY 2024 as full-year numbers are not yet available.

FY20
(5-year Average)

The way to read this table is that of the 20 companies rated R3 in FY20, 37 retained a rating tier
of R3 in FY23 (single year basis). While 23 companies rated R3 in FY20 improved their
performance to a R1 fier (single year basis) in FY23, 30 improved their tier for FY23 to a R2 tier
(single year basis).

This table points to significant improvement in Return on Capital for lower rated businesses from
the starting point in 2020. For the highest tier of Return on Capital Employed (RoCE) around
2/3rd of companies retained the highest tier in 2023, which is a high degree of persistency in
line with historical frends. Please note the limitation of this exercise is that we are comparing a
single year tier to the five-year average fier in 2020. We are trying to analyse whether the R3
companies have improved on an exit run-rate basis, as five-year average basis may take
longer to fully show the improvement.

To further delve into the above, we need to shift to a different metric: Return on Equity (RoOE)
which is a rough proxy for Earnings Per Share (EPS) and growth in earnings.

In the table below, we plotted the RoE average for the three portfolios (equal weighted) for
every year starting with their five-year average in FY20 and then the single year RoE for every
financial year. Here are the results:

Equal weighted FY20 FY21 FY22 FY23
average RoE

5-year average RoE FY end RoE
22.2 21.1 21.1 20.2
R2 13.1 13.4 15.1 14.4
R3 58 10.2 14.9 13.6

Note: Out of 94 companies rated as R3 in Nifty 500, 34 companies have negative RoE in FY20
& these negative RoE companies are not considered in above analysis.
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What is our tfakeaway from all this2 The winning strategy for the past four years has been to
invest in the companies with the lowest RoCE ftier. These companies have witnessed a
significant improvement in RoE compared to their trailing five-year average as of 2020, leading
to higher EPS growth and better stock price performance. The highest rated companies
making up the R1 portfolio have held on to their aggregate performance but have been
laggards in terms of stock price performance.

Can this set of R3 companies continue to deliver stock price returns that exceeds their EPS
growth? In the long term, stock prices are slaves to their earnings growth, which can be proxied
by RoE. However, the stock market adds a layer of opportunity and complexity to this equation
because of the fluctuation in the valuations paid for the business. In simple terms, Stock Price
Return = Function (EPS growth, change in PE Ratio).

In 2020, valuations were cheap for the lower ROCE companies (Read R3). The expansion in
valuations from that level, combined with the improvement in profitability and return ratios,
has led to a superior performance by the portfolio of companies with lower RoE. The R3 to R1
journey is one of the most rewarding periods from a stock price perspective as both EPS growth
and valuation rerating work to push up the returns. But this journey is incomplete as of 2023
and the risk of mean reversion is high.

Now we need to answer two questions:
i. Can this portfolio of R3 companies catch and exceed the RoE of the higher rated
businesses (R1)¢
ii. Can the valuation rerating confinue?

Further improvement in profitability and/or higher revenue growth could boost EPS Growth
(RoE) and bring them closer to R1 companies. In such a scenario, maybe the valuations could
further re-rate or hold on at current levels. On the other hand, any pullback in these
companies’ RoE could mean lower earnings growth and possibly derating too.

Given the length and extent of the progression of the valuation cycle over the past four years,
the onus is now on sustainable earnings growth rather than on valuation to take the lead role

in the future.

That's the past, present and future in a nutshell.

~e~ o~~~
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The views expressed are the author’'s own views and not necessarily those of UTI Asset Management Company Limited. The views are
not investment advice and investors should obtain their own independent advice before taking a decision to invest in any asset class
or instrument.

The information on this document is provided for information purposes only. It does not constitute any offer, recommendation or
solicitation to any person to enfer into any fransaction or adopt any hedging, frading or investment strategy, nor does it constitute any
prediction of likely future movements in rates or prices or any representation that any such future movements will not exceed those
shown in any illustration. Users of this document should seek advice regarding the appropriateness of investing in any securities, financial
instruments or investment strategies referred to on this document and should understand that statements regarding future prospects
may not be realized. The recipient of this material is solely responsible for any action taken based on this material. Opinions, projections
and estimates are subject to change without notice.

UTI AMC Ltd is not an investment adviser, and is not purporting to provide you with investment, legal or tax advice. UTI AMC Ltd or UTI
Mutual Fund (acting through UTI Trustee Company Pvt. Ltd) accepts no liability and will not be liable for any loss or damage arising
directly or indirectly (including special, incidental or consequential loss or damage) from your use of this document, howsoever arising,
and including any loss, damage or expense arising from, but not limited to, any defect, error, imperfection, fault, mistake or inaccuracy
with this document, its contents or associated services, or due to any unavailability of the document or any part thereof or any contents
or associated services.

All complaints, regarding UTI Mutual Fund can be directed towards service@uti.co.in and for any unsatisfactory or lack of response visit
https://scores.sebi.gov.in (SEBI SCORES portal) and /or visit hitps://smartodr.in/ (Online Dispute Resolution Portal).

Mutual Fund investments are subject fo market risks, read all scheme related documents carefully.
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