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Ø H igh  R oE (w ell above cost of capital) is th e  found ation of W ealth  Creation

Ø R eturn on increm ental capital em ployed  in  th e  long run sh ould  b e  h i gh e r
th an th e  e xpecte d  r ate  of r eturn

Ø Grow th  in th e  sam e  business franch ise is lik ely to b e  m ore rew ard ing in th e  future
th an  from  a totally new  line  of business

Ø To generate  superior returns, purch ase  stock s w ith  a h igh  Margin of Safety
w h ich  is reflected  in  a 'Payback  R atio' of le ss th an  tw o
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A Study on Wealth Creation 1996 - 2001

RANK THE WEALTH APPRE-
BASED BIGGEST CREATED CIATION
ON SIZE IN RS CR (NO. OF

('96 TO '01) TIMES)

1 Hindustan Lever 37,738 3.1

2 Reliance Industries 30,905 3.8

3 Wipro 29,737 45.5

4 Infosys Technologies 26,365 66.0

5 Reliance Petroleum 15,795 3.6

6 ITC 14,415 3.6

7 Satyam Computer 7,154 42.9

8 Cipla 5,230 7.5

9 HDFC Bank 4,738 7.1

10 Ranbaxy Laboratories 3,484 1.7

The Biggest . . .
MOST THE CAGR % OF APPRE-
INQUIRE FASTEST ADJUSTED CIATION
RANK MKT. CAP. (NO. OF

('96 TO '01) TIMES)

1 Infosys Technologies 131.1 66.0

2 Wipro 114.6 45.5

3 Satyam Computer 112.1 42.9

4 Moser Baer 82.3 20.1

5 SSI 82.2 20.1

6 Aurobindo Pharma 66.6 12.8

7 Zee Telefilms 56.9 9.5

8 Panacea Biotec 54.5 8.8

9 Cipla 49.6 7.5

10 HDFC Bank 47.9 7.1

The Fastest . . .
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Objective, Concept & Methodology

Objective

Th e foundation of W ealth  Creation is in buying businesses at a price substantially low er
th an th eir intrinsic value. Low er th e m ark et value th an th e intrinsic value, h igh er is th e
m argin of safety. In th is y ear’s study, w e  continue our endeavour to k now  th e
ch aracteristics of businesses, w h ich  create value for th eir sh areh olders.

As Ph il Fish er says, “It seem s logical th at even before th ink ing of buying any com m on stock s, th e  first
step is to se e  h ow  m oney h as b e en  m ost successfully m ade  in  th e  past.”  W ealth  Creation
studies are  attem pts to study th e past as a guide to th e  future and gain insigh ts into
th e  valuation of such  succe ssful opportunities.

Concept

W ealth  Creation is th e process by  w h ich  a com pany enh ances th e  m ark et value of
capital entrusted to it by  its sh areh olders. It is a basic m easure of success for any
com m e rcial venture. W ealth  Creation is ach ieved by rational actions of a com pany
in a sustained m anner.

Methodology

For th e purpose of our study*, w e h ave identified com panies w h ich  h ave th e distinction
of h aving added at least R s100cr to th eir m ark et capitalisation after adjusting for dilution
during 19 9 6-2001. O ur findings are th at only 71 com panies fulfill th is criteria. Th is is th e
second low est tally in all th e  W ealth  Creation Studies conducted so far. W e h ave term ed
th e  group of W ealth  Creators as th e  'MO St-Inquire 71 W ealth  Creators'. Th e
W ealth  Creators h ave been listed in Appendix I &  II. Th e rank s h ave been accorded
on th e  basis of Speed of W ealth  Creation, th at is, com pounded grow th  in W ealth
Created during th e period under study.

* Th e  d atabase used for th is study is th at of Capitaline O lé  and Trends.
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The Wealth Creator Group Vs BSE Sensex

Th is study pertains to th e period from  A pril 19 9 6 to March  2001. D uring th is
period, th e  BSE Sensex rose  at a m odest CA GR  of 1.4% w h ile, th e  W e alth  Creators'
Index appreciated  at a CA GR  of 44.3%. Th e  ch art b elow  d epicts th e  relative
perform ance  of th e  ‘MO St-Inquire 71’ Vs th e  BSE Sensex during th e period under
review . D e spite h aving fallen by 71% from  th e peak  of 2143 in March  2000, th e  Wealth
Creators' Index m anaged to outperform  th e  Sensex by 427% during th e study
period.
WEALTH CREATOR GROUP VS BSE SENSEX (31.3.96 TO 31.3.01)
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Wealth Creators Index

Mark et capitalisation of th e  MO St-Inquire 71 W ealth  Creators increased  by  R s2.17
lak h  crore in th e  study period im plying a CA GR  of 44.3% w h ile th e  rest of th e
m ark et w as in a destructive  m ode w ith  R s2.03 lak h  crore getting e roded in th e
study period. Th e net w ealth  created w as a m eagre R s13, 9 26 crore. A  closer look
at India Inc. (5,779  non-finance  com panies) r eve als th at its financials w e re
dete riorating in th e  study period.

MAR-96 MAR-97 MAR-98 MAR-99 MAR-00 MAR-01

BSE Sensex 3,366.6 3,360.9 3,892.8 3,740.0 5,001.3 3,604.4
y-o-y Performance (%) - (0.2) 15.8 (3.9) 33.7 (27.9)
Wealth Creators Index 101.2 104.1 174.0 467.7 1642.6 632.6
y-o-y Performance (%) - 2.8 67.2 168.9 251.2 (61.5)
5Year CAGR (%) Sensex 1.4
5Year CAGR (%) Wealth Creators 44.3
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§ Th e  W e alth  Creator Group h ad profitable grow th  w h ereas India Inc. grew
but, w ith  a sim ultaneous decline  in profitab ility.

(IN RS ’00 CR)
YEAR 1996 1997 1998 1999 2000 2001 CAGR

 96-01

Sales 4,745 5,622 6,107 6,994 8,489 10,248 16.7
EBITDA 604 683 719 782 890 1,009 10.8
Interest 231 305 345 423 462 530 18.1
Depreciation 144 193 231 278 348 389 22.0
Other Income 167 196 228 256 311 386 18.3
PBT 396 381 371 338 391 476 3.8
Tax 78 88 90 100 120 148 13.7
PAT 318 293 282 238 271 328 0.7
Networth 2,258 2,723 2,999 3,345 3,912 4,649 15.5
Debt 2,246 2,887 3,373 3,991 4,390 4,846 16.6
Interest / Sales (%) 4.9 5.4 5.6 6.0 5.4 5.2
Interest on Debt (%) 10.3 10.6 10.2 10.6 10.5 10.9
EBITDA/ Sales (%) 12.7 12.2 11.8 11.2 10.5 9.8
Tax Rate (%) 19.7 23.1 24.1 29.7 30.8 31.0
NPM (%) 6.7 5.2 4.6 3.4 3.2 3.2
RoCE (%) 13.9 12.2 11.2 10.4 10.3 10.6
RoE (%) 14.1 10.8 9.4 7.1 6.9 7.1

India Inc. ~ Financials

(IN RS ’00 CR)
YEAR 1996 1997 1998 1999 2000 2001 CAGR

96-01

Sales 500 615 745 948 1,217 1,535 25.2
EBITDA 58 75 99 116 149 178 25.3
Interest 11 15 18 22 24 27 19.8
Depreciation 12 15 21 26 36 44 30.2
Other Income 20 20 23 31 39 48 18.8
PBT 55 65 84 99 128 156 22.9
Tax 13 16 18 21 24 27 16.5
PAT 43 49 65 78 104 128 24.6
Networth 218 249 293 345 464 579 21.6
Debt 125 172 189 217 232 254 15.3
Interest/Sales (%) 2.2 2.5 2.4 2.3 2.0 1.8
Interest/Debt (%) 8.8 8.9 9.4 10.0 10.5 10.8
EBITDA/Sales (%) 11.6 12.2 13.3 12.2 12.2 11.6
Tax Rate (%) 23.0 25.0 21.8 21.6 19.1 17.6
NPM (%) 8.5 7.9 8.8 8.2 8.5 8.3
RoCE (%) 12.4 11.6 13.6 13.8 14.9 15.4
RoE (%) 19.6 19.6 22.3 22.5 22.4 22.2

The Wealth Creator Group ~ Financials



6

 Wealth Creation Study

January 2002

Wealth Creators ~ Business Analysis

INDUSTRY NET NO CONTR. TO ROCE ROCE   5 YEAR CAGR % (1996-01)
CLASSIFICATION WEALTH OF WEALTH 2001 1996

CREATED COS.   CREATED (%) (%) (%) NP SALES

IT 69,187 13 31.9 32 38 68 34
FMCG 63,350 15 29.2 39 42 32 17
Petrochem 48,068 3 22.1 18 14 24 46
Pharmaceuticals 19,656 15 9.1 23 36 16 19
Banking and Finance 7,395 2 3.4 4 3 26 27
Automobiles 3,162 3 1.5 47 44 40 30
Media 1,264 1 0.6 4 33 43 34
Metals 862 3 0.4 24 14 34 16
Chemicals 744 2 0.3 27 44 8 31
Engineering 477 1 0.2 7 45 -2 6
Power Generation 277 1 0.1 13 14 13 9
Consumer Durables 256 1 0.1 14 34 3 11
Others 2,485 11 1.1 18 28 24 25
Total 217,180 71 100.0 18 22 25 25

(RS CR)

Nature of Business

Th e  trio IT, FMCG and Ph arm a continue to dom inate  th e  list of W ealth  Creators.
Th ese sectors com b ined togeth er h ave contributed 70% to th e  W e alth  Created  in
19 9 6-2001 study com pared to 80% in th e  19 9 5-2000 study. Sh are of Petroch em
sector in W ealth  Created h as increased  from  8% in our previous study to 22% in
th e  current study.

Management— MNC Vs Indian

In th e  first four W ealth  Creation Studies, th e  contribution of MNCs to th e  total
w ealth  created ranged  b etw e en 35% and 50%. It is only in th e  last tw o studies
including th e  current one, MNC contribution to th e  total w ealth  created  h as
fallen below  30%. Th e  h om egrow n IT and Ph arm a com panies h ave displaced  th e
MNCs as a m ajor W ealth  Creating class. Now , w ith  th e recent w ave of delisting
by several MNC sub sidiaries operating in India, th e  question is w ill MNC stock s
attract inve stor fancy?

          NO OF COMPANIES % WEALTH CREATED
WEALTH CREATION STUDY MNCS TOTAL MNCS % OF TOTAL MNCS OTHERS

1996-01 19 71 26.8 29.7 70.3
1995-00 21 100 21.0 14.8 85.2
1994-99 43 100 43.0 50.2 49.8
1993-98 50 100 50.0 47.3 52.7
1992-97 19 45 42.2 38.4 61.6
1991-96 38 100 38.0 35.7 64.3
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Wealth Creators ~ Business Analysis

Speed Vs Size

Th e  spe e d  of W e alth  Creation is d irectly  corre late d  to th e  size of m ark et
capitalisation. Th us, if one w ants speed in W ealth  Creation, th en it is im perative
for investors to buy com panies w ith  relatively sm all m ark et capitalisations and
w h ose businesses h ave th e potential to create  value for sh areh olders on a consistent
basis.

(RS CR)
MARKET CAPITALISATION                     MEAN SIZE                                                       MEAN SPEED (%)

>= 1000 4,187 13.1
>= 500  < 1000 681 29.9
>= 250  <500 342 33.9
< 250 97 34.2

Focussed
95%

Diversified
5%

Focussed
100%

Diversified
0%

Business Activity

A com m on feature across all th e  Wealth  Creation Studies, including th e current one, is
th at com panies, w h ich  h ave consistently created w ealth  for th eir sh are h olders, h ave
adopted an extrem ely focussed business policy. Th e current study too states th at all th e
71 W ealth  Creators h ave a focussed business policy com pared to 9 5% in th e
19 9 5-2000 study.

BUSINESS ACTIVITY 2001 BUSINESS ACTIVITY 2000
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Commodity
17%

Technology
36%

Brands
47%

Wealth Creators ~ Business Analysis

Brands
59%

Commodity
21%

Technology
20%

Product Attributes

A ll th e  current and past successful W ealth  Creators h ave erected h igh  entry barriers
th rough  superior tech nology or strong brand building. In th e  current study period,
79 % of th e  W e alth  Creating com panies h ave  one  of th e se  attribute s as th e
differentiating factor.

W e also observed th at th e  sh are of com m odity com panies h as b e en increasing from
14% in th e 19 9 4-19 9 9  study, 17% in th e  19 9 5-2000 study to 21% in th e  current
19 9 6-2001 study.

PRODUCT ATTRIBUTES 2001 PRODUCT ATTRIBUTES 2000

Consumer Profile

A strong consum er or service franch ise is critical to W ealth  Creation. Consum er products
and service -oriented businesses continue to dom inate our unive rse of W ealth
Creators—83% of th e  w ealth  creating com panies fall under th is category.

Consumer 
Products

49%

Service 
Oriented

36%

Intermediate 
Products

15%

Consumer 
Products

62%

Service 
Oriented

21%

Intermediate 
Products

17%

CONSUMER PROFILE 2001 CONSUMER PROFILE 2000
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Wealth Creators ~ New Economy Vs Old Economy

W e h ave classified th e tech nology, m edia and telecom  sector com panies as New  econom y
com panies and th e rest as O ld econom y com panies.

OLD NEW
Number of Companies in Inquire-MOSt 71 57 14
Earnings CAGR (%) (1996-2001) 19.9 66.0
Market Cap CAGR (%) 27.8 94.5
PE 1996 15.2 11.9
PE 2001 18.4 26.2

§ Earnings of new  econom y com panie s h ave grow n at a CAGR  of 66% as com pared
to 20% of old econom y com panies.

§ Th e  PE m ultiple of new  econom y stock s h as expanded from  12x in 19 9 5 to
26x in 2000 w h ile th at of old econom y com panies h as expanded from  15x to
18x over th e sam e period.

§ Th e CAGR  in m ark et capitalisation for new  econom y  com panies h as b e en
9 5% com pared to 28% for old econom y  com panies during th e  study period

§ Th e differential in th eir valuation seem s to b e  narrow ing dow n, as th e  new
econom y com panies are sh ow ing signs of slow ing dow n in th e  earnings grow th
rate. In th e  19 9 5-2000 study, th e  PE m ultiple for new  econom y com panies w as
122x com pared to 26x in th e  current study.
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Wealth Creators ~ New Economy Vs Old Economy

Net Profit/Sales
Th e new  econom y com panies recorded  significant im provem ents in th eir NPM
levels during th e  study period. Th ese  com panie s saw  th eir NPM levels rise from
10% in 19 9 6 to 30% in 2000. In th e old econom y, th e  com panies w itnessed  a
m arginal decline in NPM levels. Is th e m argin expansion of new  econom y
com panies sustainable?
NP/SALES (%)

10.2 10.6 10.4
15.3 24.1

30.2

8.18.7 8.2 9.0 7.9 7.1
0

7

14

21

28

35

1996 1997 1998 1999 2000 2001

New Old

Return on Equity
Th e new  econom y com panies h ave displayed volatility in th e ir R oEs. A s against
th at, old econom y com panies h ave  registe red a steady im provem ent in th eir R oEs.
For both  th e  groups, th e  R oEs are  now  alm ost e q ual.

WEALTH CREATORS - ROE

26.7 25.6

24.6

29.0

18.7 21.8

22.222.8
21.721.8

19.018.8

15

18

21

24

27

30

1996 1997 1998 1999 2000 2001

New Old
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Asset Replacement Value

§ Basic value of a business w ith  no com petitive advantage is th e replacem ent cost
of assets. A ny new  entrant can get th e se  assets by  paying th e  current price.

§ Typically found in industrie s lik e  cem ent, ste el, alum inium , re fining and
petroch em icals

§ Com panie s lik e  Gujarat A m buja, R eliance  and H indalco, w h e re  th is com ponent
is h igh , trade  at a low  P/BV.

Value investing starts w ith  h aving a b etter understanding of th e intrinsic value of th e
com pany th an rest of th e m ark et. A  com pany’s intrinsic value can be divided into th ree
parts:

I A sset R eplacem ent Value
II Earning Pow er Value
III Grow th  Value

Th ese com ponents of value exist in com panies in differing proportions.

Three Components of Value

Grow th Value:
* O n ly if th e  grow th  i s

w ith i n  th e  franch i se
and  b e n e fits from  th e
com pe titive advantage

Earning Pow er
Value:
* Fr an ch ise value from

current com petitive
ad van tage

Asset
R e placem ent Value
* Free  Entry
* No com petitive

A d vantage



12

 Wealth Creation Study

January 2002

Earning Power Value

§ Com petition k eeps eroding profitab ility till it falls b elow  th e  cost of capital.
§ Com petitive  advantage or som e  k ind of entry barrier allow s com panie s to

earn h igh er returns th an th e  cost of capital.
§ H igh er th e  entry barriers and th e  longer th ey last, h igh er and larger w ill be

th e profits above th e  cost of capital.
§ Solidity of th e barrier or com petitive advantage is th e starting point of

W ealth  Creation. If it is m issing, any am ount of grow th  w ill b e
m eaningless in th e long run.

§ H LL, Infosys and H ero H onda h ave  a h igh  com ponent of value due to th eir
com petitive  advantage ove r and above asset value.

Growth Value

§ Grow th  is th e  m ost d ifficult to estim ate. Especially, to project grow th  for a
long period into th e  future is not an easy task .

§ A ll grow th  is not rew arding. Grow th  h as to b e  in th e  sam e  franch ise of business.
§ Free com petition allow s all th e  firm s to enter new  businesses.
§ New  lines of business w ith out com petitive  advantage  are unlik ely to earn

attractive returns (> cost of capital) on additional capital for a m eaningful
pe riod.

§ H ence, only 'valuab le grow th ' is th e grow th  in businesses w h ere th e
firm  enjoys a com petitive advantage.

COMPANY YEAR BV CMP (RS) ROE P/BV
ENDED (RS) 24/12/01  2001

Gujarat Ambuja Cements Jun-01 104 192 12.2 1.8
Hindalco Mar-01 588 643 15.5 1.1

Nestle Dec-00 27 500 46.0 18.7
Hindustan Lever Dec-00 11 216 52.7 19.7

Infosys Technologies Mar-01 210 4,040 45.2 19.2
Hero Honda Motors Mar-01 32 235 39.2 7.4

Three Components of Value
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A  consistent finding of th e  W e alth  Creation Studies including th e  current one is
th at, m ost of th e  w ealth  h as b e en created  by  com panies w h o h ave w itnessed th eir
earnings grow  faster th an 25% annually.

EARNINGS NO OF WEALTH                              % OF WEALTH
GROWTH                         COMPANIES CREATED CREATED
>25 38 147,435 68
20-25 10 7,383 3
15-20 10 39,257 18
<15 13 23,106 11
 Total 71  217,180 100

But again, com panies w h ich  fulfill th e  earnings grow th  criteria, ne ed  not alw ays
be successful in creating w ealth  in th e  m ark ets. Earnings grow th  is a necessary
cond ition for W ealth  Creating com panies but not a sufficient one.

Not All Growth Creates Value

W e  q ueste d  furth er to probe th e process of W ealth  Cre ation of Grow ing
com panie s.
Value of a sh are is th e  Present Value of all future fre e  cash  flow s. Th e  form ula:

Present Value of Future Cash  Flow s = C x (R oC – G)/(R -G)

C: Capital Em ployed
R oC: R eturn on Increm ental Capital Em ployed / Equity
G: Grow th  in Capital Em ployed
R : Cost of Capital

Value created by grow th  depends on
§ Profitab ility of increm ental capital em ployed. Greater th e  am ount by w h ich

increm ental returns (R oC) exceed  th e  cost of capital (R ), greater w ill b e  th e
value created.

§ A m ount of capital th at can be deployed in th e business. In th e  long run, grow th
(G) h as to b e  a fraction of cost of capital.

A n investor sh ould substitute  cost of capital w ith  th e return th at h e/sh e  expects
on th e investm ent to decide on th e  extent of Margin of Safety.

W e h ave term ed th e above four variables, along w ith  th e principle of Margin
of Safety, th e Five Forces of W ealth  Creation.

“It is actually th e  i nteraction of capital em ployed , th e  r eturns on th at capital an d  th e
future capital gene rate d  versus th e  purch ase  price  tod ay"

—W arr en  Buffett, 19 9 5

Wealth Creation Process of Growing Companies
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Five Forces of Wealth Creations

R oE = R e turn on Equity
CE = Capital E m ployed
R = Cost of Capital

Force I: High RoE
R oE sub stantially h igh er th an th e cost of capital signifie s th at th e com pany possesses
som e edge  over its com petitors. Continuation of th is com petitive advantage im parts
longevity to th e  W e alth  Creation Process.

ROE (%)                              NO OF % OF                                   WEALTH CREATED
IN 2001 COS                  TOTAL COS (RS CR) (%)
<15 17 24                       10,142 5
>15<25 27 38                       66,392 31
>25<35 15 21                       31,165 14
>35 12 17                     109,481 50
Total 71 100                     217,180 100

Force II: High RoE coupled with Increasing Capital Employed
W h enever th e  R oE is h igh , th ere w ill be  w ealth  creation. But, size of th e  w ealth
created is dependent on th e  am ount of capital em ployed. H igh  capital em ployed is
a function of th e  size of th e opportunity. Businesses w h ich  can consum e  substantial

Grow th

H igh
R oE

Increasing
CE

Free
Cash
Flow

R

Margin of Safe ty

Force  I Force  II

Force  III

Force  IV

Force  V
Price FreeCash  Flow
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am ounts of capital at h igh  increm ental returns only can create Big W ealth  because
profitable grow th  th rough  increasing R oE is generally difficult and lim ited.

O ur findings:
§ Increasing R oE coupled w ith  increasing capital em ployed is a leth al com bination.
§ For all but th ree of th e  ten faste st W ealth  Creators, th e  CA GR  in R oE in th e

study period ranged from  5% to 20%. For th e  th ree com panies, w h ich  w itnessed
a d ecline in R oE, large equity dilutions w ere to be  blam ed.

§ For th e  Top-Ten Faste st W ealth  Creators, th e CAGR  in capital em ployed
during 19 9 6-2001 ranged from  20% for Cipla to 135% for SSI.

§ Grow th  adds value to th e business if th e  grow th  is in th e  sam e  franch ise. All
th e W ealth  Creators h ave h ad grow th  h appening in th e sam e line of
business.

COMPANY         ROE (%)             CE (RS CR)                CAGR (%)
2001 1996 CAGR 2001 1996 CE MCAP

Infosys Technologies 45 26 11 1,219 80 73 131
Wipro 36 24 8 1,841 469 31 115
Satyam Computer 60 25 19 900 77 64 112
Moser Baer 21 30 (35) 885 41 85 82
SSI 7 52 (34) 842 12 135 82
Aurobindo Pharma 25 19 5 491 52 57 67
Zee Telefilms 4 31 (7) 4,306 83 120 57
Panacea Biotec 30 18 11 132 32 32 54
Cipla 25 14 12 735 300 20 50
HDFC Bank 23 9 20 980 241 32 48

Force III: Growth
H igh  R oE starts th e  w ealth  creation process. Large  capital deploym ent give s it
size . But, m ost investors are interested in SPEED . Th is com es from  grow th  in free
cash  flow , th at is, Cx (R oC – G).

Grow th  in free cash  flow s can com e  by  an increasing R oE or increasing th e  capital
em ployed. Generally, under norm al circum stances one of th e  factors is increasing.
But, w h en a com pany  finds itself in a situation w h en both  th e  R oC as w ell as
capital is grow ing, th e  com b ination is e xponential. Th is is w h at h as h appened in
recent years in th e  Indian tech nology stock s. Th is h appens w h en
a. Size  of th e opportunity is h uge
b . Com petitive advantage is w ide and long
c. Managem ents are capable of seizing th e opportunity

A n investor h as to th en forsee th e  grow th /degrow th  in R oE ah ead of th e  crow d.

Five Forces of Wealth Creation
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Force IV: Cost of Capital
“Inve sting is noth ing but laying m oney tod ay for m ore to b e  r ece ived  in  th e  future.”

Th e level of interest rate s prevailing in th e  econom y w ill determ ine th e discount
rate  (cost of capital) by  w h ich  future free cash  flow s of th e  com panies w ill be
discounted to arrive  at th e present value. Th e  table b elow  illustrates th e present
value of R s100 receivable after 5 years.

Cost of Capital (%) 20.0 15.0 10.0
Present Value of Rs100 Receivable After 5 years 40.2 49.7 62.1

H igh er th e discount rate, low er w ill be  th e present value of future cash  flow s.
Th us, th e  cost of capital w ill b e  a k ey  determ inant of valuation of businesses.

US Stock  M ark et experience w ith  th e level of interest rates
Inte rest rates h ave played  a role in US stock  m ark et valuations.

  31-Dec-64 31-Dec-81 31-Dec-94
DJIA 874 875 9,181
Change in GNP (%) -  373 177
Interest Rates (%) 4.2 13.7 5.0

D uring th e 17-year period of 19 64-19 81 th ough  th e  US GNP increased by 373%,
th e  D ow  Jones index rem ained alm ost at th e  sam e  level. In th e  follow ing 17-year
period, th e  US GNP less th an tripled but th e  D ow  Jones index rose m ore th an
tenfolds. D ivergence in stock  m ark et b e h aviour in th e  tw o 17-y ear periods can b e
explained by h aving a closer look  at h ow  th e interest rates b e h aved in th e  sam e
pe riod.

In th e  first period, interest rates rose from  4.2% to 13.7% w h ile in th e  second period
th ey  d eclined to 5%. H igh  interest rates sh rank  th e business values in th e  first
period. Th e  reverse h appened in th e  second period w ith  th e business valuations
im proving as th e interest rates w ere trundling dow nh ill.
US TREASURY 10-YEAR PAPER VS DOW JONES

Five Forces of Wealth Creation
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W ill th e US experience be repeated in India?
In India, w e  h ave been w itnessing a declining interest rate  scenario since  FY9 7.
Th e  low er interest rate regim e  at th is stage—w h ich  m ay  continue for a reasonably
long period of tim e—w ill dram atically alte r valuations of all th e businesses in th e
stock  m ark ets. A s is apparent from  th e  financials of Ind ia Inc. (see page 5), a drop
in interest rates by  2% w ill increase  India Inc's bottom line by around 20%. A
h igh er level of profitab ility com b ined w ith  a low er discounting rate  w ill prop up
stock  m ark et valuations in India.

Force V: Margin of Safety
Intrinsic value of a com pany is determ ined by th e inte rplay of sum  of free cash
flow s and cost of capital. But, an inve stor w ill m ak e  m oney only if h e buys at an
attractive price. Eventually, purch ase price  w ill dete rm ine th e rate  of return.

“Never count on m ak ing a good  sale. H ave th e  purch ase  price  b e  so attractive,
th at even a m ed iocr e  sale gives an  attractive r eturn"

— W arr en  Buffett

A n investor h as to understand w h at th e price im plied is in term s of fre e  cash  flow ,
grow th  and longevity.

To adjudge  m ark et expectations and a com pany's inh erent capab ility  to delive r
fr e e  cash  flow s in future,  w e  h ave used  our  tim e  te ste d  "Pay b ack  ratio"
b arom eter.
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Payback Ratio
Generally, it h as b e en observed th at m ark et price is often based  on th e  assum ption
th at earnings w ill grow  at th eir current rate  for anoth er five  or m ore years and
th en rem ain constant (Manitou Investm ent Managem ent research ).W e  h ave d efined
payback  ratio as th e result of m ark et capitalisation of th e  com pany divid e d  by
th e  sum  of profits of th e  com pany for th e next five years. W ith  th e  b enefit of
h ind sigh t, w e  h ave  calculated th e payback  ratio for all th e 71 W ealth  Creators.
Follow ing are our findings:

      PAY BACK RATIO TOTAL
<=1 1>=2 2>=3 3>=4 >4

RoE <15 (no of cos.) 8 5 2 1 1 17
% Wealth Created 1.4 1.0 0.2 0.4 1.6 4.7
Mean Rate of Return 34.6 19.4 18.3 13.9 11.8 25.7
RoE >15<25 (no of cos.) 9 6 5 3 4 27
% Wealth Created 9.5 17.3 2.3 0.6 1.0 30.6
Mean Rate of Return 31.3 24.1 12.9 26.2 17.0 23.6
RoE >25<35 (no of cos.) 5 4 4 2 0 15
% Wealth Created 0.8 10.7 2.6 0.2 0.0 14.3
Mean Rate of Return 30.9 40.2 28.5 3.3 na 29.1
RoE >35 (no of cos.) 6 2 1 2 1 12
% Wealth Created 31.2 0.8 0.1 17.5 0.8 50.4
Mean Rate of Return 74.2 34.6 29.4 16.0 18.7 49.6
Total Companies 28 17 12 8 6 71
Total Wealth Created 42.9 29.8 5.2 18.8 3.4 100.0
All Companies Mean Rate 41.4 27.8 20.4 16.4 16.4 29.6

§ Th e  th ree com panies - Infosys, W ipro and Satyam  - h ad a payback  ratio of less
th an one and  an R oE of above 35% in th e study period.

§ Com panies w ith  h igh  R oE (> 35%) num bering only 12 h ave created 50% of
th e  w ealth . Th ey are few , but necessary in th e  portfolio.

§ H igh er th e R oE, longer can be  th e payback .

Thoughts for the Future

Based  on findings of th e six W ealth  Creation Studies including th e  current study,
w e  m ak e  an attem pt to identify th e  future W ealth  Creators.

Criteria and Assum ptions

§ R oE greater th an 25% in 2001 and sustainable
§ Com panies w ith  focussed business approach
§ Grow th  in th e  sam e  franch ise
§ Earnings to grow  by  a CA GR  of at least 20% during th e next five  y ears

Five Forces of Wealth Creation
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Based  on th e se  criteria, w e  h ave arrived at 24 com panie s w h ich  h ave th e potential
of creating w ealth  for its sh areh olders. Th e list is only indicative. W e h ave calculated
th e payback  ratio for th e  com panies assum ing th at th eir earnings w ill grow  by  a
CA GR  of at least 20% during th e next five  y ears.

Payback Ratio <=1 1>=2 2>=3 3>=4 >4
No of Cos 2 7 6 3 6
Company BPCL Asian Paints Britannia Ind Digital Aventis Pharma

Concor CMC Hero Honda HDFC  Bank Cipla
Hughes Software HCL Tech Pfizer HLL
ITC Novartis Infosys Tech
Polaris Software Sun Pharma Nestle
SBCH Wockhardt Wipro
Satyam Computer

Conclusion

§ H igh  R oE (w ell above cost of capital) is th e  foundation of W ealth  Creation.
§ R eturn on increm ental capital em ployed in th e  long run sh ould be  h igh er

th an th e  expected rate of return.
§ Grow th  in th e  sam e business franch ise is lik ely to b e  m ore rew arding in th e

future th an from  a totally new  line  of business
§ To generate  superior returns, purch ase  stock s w ith  a h igh  Margin of Safety

w h ich  is re flected  in a 'Payback  R atio' of less th an tw o.

Five Forces of Wealth Creation
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Appendix I'MOSt-Inquire 71' ~ Wealth Creators

SR. COMPANY ROE (%) CE (RS CR) PAYBACK       WEALTHCREATED MCAP
NO. NAME 2001 1996 2001 1996 RATIO (X) NET % CAGR

1 Adani Exports 24.8 37.9 1,038 214 0.6 251 0.12 13.2
2 Amtek Auto 14.7 17.0 100 23 0.7 216 0.10 39.3
3 Apollo Hospitals 11.5 19.7 384 90 0.6 270 0.12 28.7
4 Asian Paints 25.9 26.1 634 322 3.4 206 0.09 4.3
5 Astrazeneca 21.4 30.3 65 31 1.3 123 0.06 21.4
6 Aurobindo 24.7 19.3 491 52 0.2 543 0.25 66.6
7 Aventis Pharma 18.1 18.8 231 159 5.2 461 0.21 12.3
8 Berger Paints (India) 20.2 25.5 226 69 0.6 172 0.08 28.6
9 Bharat Heavy Electricals 8.2 22.6 4,795 2,504 1.1 477 0.22 3.0
10 Bharat Petroleum 20.1 22.3 7,655 1,981 1.4 1,368 0.63 5.7
11 Birla 3M 19.3 7.8 100 32 6.3 314 0.14 22.4
12 Britannia Industries 29.4 17.3 415 154 1.8 1,547 0.71 38.4
13 BSES 12.8 12.1 3,086 2,205 1.4 277 0.13 2.4
14 Cadbury India 21.5 22.0 229 101 3.3 899 0.41 27.8
15 Castrol India 34.1 41.1 408 274 3.3 307 0.14 2.3
16 Cipla 25.1 14.5 735 300 1.3 5,230 2.41 49.6
17 Dabur India 21.4 21.4 544 344 2.4 1,023 0.47 19.5
18 Digital Globalsoft 37.4 28.3 140 84 1.6 1,061 0.49 35.2
19 Dr Reddy’s Laboratories 26.1 17.1 894 313 2.9 3,203 1.47 36.8
20 E Merck (India) 29.2 26.8 135 88 2.7 466 0.21 19.7
21 Electrosteel Castings 21.1 20.7 534 123 0.2 113 0.05 5.3
22 e-Serve International 24.6 12.4 44 37 3.5 134 0.06 44.9
23 Essel Propack 17.3 13.6 390 223 2.7 226 0.10 11.5
24 FCL Technologies & Products 19.9 12.1 194 42 4.1 137 0.06 19.9
25 German Remedies 23.4 21.1 142 63 0.8 335 0.15 33.8
26 Gillette India 11.1 10.5 385 48 3.8 945 0.44 13.9
27 Glaxo (India) 17.9 79.6 445 275 4.2 1,204 0.55 13.6
28 Godfrey Phillips India 21.8 24.3 259 228 0.8 237 0.11 20.8
29 GTL 34.2 30.8 1,344 133 0.3 212 0.10 10.1
30 Gujarat Gas Company 37.4 41.0 123 33 1.3 572 0.26 34.0
31 HDFC Bank 23.0 9.2 980 241 1.3 4,738 2.18 47.9
32 Hero Honda Motors 39.2 27.4 815 105 0.8 2,224 1.02 37.1
33 Hindustan Inks & Resins 14.7 46.1 314 182 1.0 314 0.14 33.8
34 Hindustan Lever 52.7 29.3 2,364 1,070 3.8 37,738 17.38 25.2
35 Hindustan Zinc 14.6 5.0 1,108 791 0.8 532 0.25 19.9
36 Hitech Drilling Services India 12.2 12.4 15,588 5,110 0.5 127 0.06 10.7
37 HDFC 20.0 13.5 2,813 1,767 2.2 2,657 1.22 11.0
38 IBP 14.7 10.2 356 233 1.4 437 0.20 19.4
39 Information Technologies 6.3 31.1 1,036 49 1.2 723 0.33 38.5
40 Infosys Technologies 45.2 26.3 1,219 80 0.4 26,365 12.14 131.1
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SR. COMPANY ROE (%) CE (RS CR) PAYBACK       WEALTHCREATED MCAP
NO. NAME 2001 1996 2001 1996 RATIO (X) NET % CAGR

41 ITC 29.0 24.9 4,184 1,740 1.7 14,415 6.64 29.1
42 Jagatjit Industries 13.5 20.6 216 99 0.9 107 0.05 2.9
43 MIRC Electronics 14.3 22.4 411 169 0.5 256 0.12 36.6
44 Morepen Laboratories 16.9 31.8 856 95 2.9 541 0.25 21.2
45 Moser Baer (India) 52.9 30.1 885 41 0.1 606 0.28 82.3
46 Motherson Sumi Systems 18.6 18.0 129 60 1.4 142 0.07 20.0
47 MPhasis BFL Limited 2.5 48.7 809 29 2.1 271 0.12 13.5
48 Nestle India 46.0 23.0 338 467 4.8 1,801 0.83 18.7
49 Nicholas Piramal India 16.2 13.6 500 324 2.5 480 0.22 1.5
50 NIIT 36.2 36.7 616 113 0.9 2,217 1.02 38.1
51 Nirma 19.1 25.9 2,362 183 0.8 2,523 1.16 1.3
52 Panacea Biotec 30.2 17.9 132 32 0.4 240 0.11 54.5
53 Pfizer 27.8 16.8 132 98 2.1 1,087 0.50 42.0
54 Pidilite Industries 22.1 20.8 257 160 1.2 315 0.15 19.5
55 Procter & Gamble 45.0 19.7 175 122 3.0 353 0.16 6.8
56 Punjab Tractors 25.9 31.4 439 130 1.0 796 0.37 19.1
57 Ranbaxy Laboratories 11.5 17.2 1,799 1,047 4.5 3,484 1.60 11.8
58 Reliance Industries 22.1 15.9 21,618 8,438 1.1 30,905 14.23 30.3
59 Reliance Petroleum 17.7 n.a. 14,716 559 0.4 15,795 7.27 29.2
60 Rolta India 32.2 13.8 405 139 0.3 359 0.17 35.4
61 Roofit Industries 30.7 29.6 411 40 0.3 130 0.06 35.5
62 Satyam Computer Services 59.8 25.4 900 77 0.2 7,154 3.29 112.1
63 SB Consumer Healthcare 29.9 36.9 255 99 2.1 861 0.40 15.5
64 SB Pharma 17.0 19.0 179 85 3.3 156 0.07 5.9
65 SSI 38.5 52.4 842 12 0.3 190 0.09 82.2
66 Sun Pharma 28.8 22.9 351 109 1.4 2,103 0.97 43.7
67 Tata Elxsi 36.3 6.4 57 40 2.3 158 0.07 29.4
68 United Breweries 1.7 11.4 501 267 2.2 242 0.11 23.1
69 Vikas Wsp 43.1 37.9 215 21 0.8 109 0.05 12.3
70 Wipro 35.6 24.3 1,841 469 0.6 29,737 13.69 114.6
71 Zee Telefilms 27.6 30.9 4,306 83 1.0 1,264 0.58 56.9

Appendix I'MOSt-Inquire 71' ~ Wealth Creators

Note: Payback Ratio = Market Capitalisation of 1996 divided by sum of five years profit from 1997-2001.
CE = Capital Employed
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1 Infosys Technologies 131.1 26,365 12.1

2 Wipro 114.6 29,737 13.7

3 Satyam Computer Services 112.1 7,154 3.3

4 Moser Baer (India) 82.3 606 0.3

5 SSI 82.2 190 0.1

6 Aurobindo Pharma 66.6 543 0.2

7 Zee Telefilms 56.9 1,264 0.6

8 Panacea Biotec 54.5 240 0.1

9 Cipla 49.6 5,230 2.4

10 HDFC Bank 47.9 4,738 2.2

11 e-Serve International 44.9 134 0.1

12 Sun Pharmaceuticals Industries 43.7 2,103 1.0

13 Pfizer 42.0 1,087 0.5

14 Amtek Auto 39.3 216 0.1

15 Information Technologies 38.5 723 0.3

16 Britannia Industries 38.4 1,547 0.7

17 NIIT 38.1 2,217 1.0

18 Hero Honda Motors 37.1 2,224 1.0

19 Dr Reddy’s Laboratories 36.8 3,203 1.5

20 MIRC Electronics 36.6 256 0.1

21 Roofit Industries 35.5 130 0.1

22 Rolta India 35.4 359 0.2

23 Digital Globalsoft 35.2 1,061 0.5

24 Gujarat Gas Company 34.0 572 0.3

25 Hindustan Inks & Resins 33.8 314 0.1

26 German Remedies 33.8 335 0.2

27 Reliance Industries 30.3 30,905 14.2

28 Tata Elxsi 29.4 158 0.1

29 Reliance Petroleum 29.2 15,795 7.3

30 ITC 29.1 14,415 6.6

31 Apollo Hospitals Enterprise 28.7 270 0.1

32 Berger Paints (India) 28.6 172 0.1

33 Cadbury India 27.8 899 0.4

34 Hindustan Lever 25.2 37,738 17.4

35 United Breweries 23.1 242 0.1

36 Birla 3M 22.4 314 0.1

Appendix II'MOSt-Inquire 71' ~ Wealth Creators (Rankings)

COMPANY CAGR  WEALTH CREATED
RANK  NAME (%) (RS CR) %

COMPANY CAGR  WEALTH CREATED
RANK  NAME (%) (RS CR) %

37 Astrazeneca Pharma India 21.4 123 0.1

38 Morepen Laboratories 21.2 541 0.2

39 Godfrey Phillips India 20.8 237 0.1

40 Motherson Sumi Systems 20.0 142 0.1

41 Hindustan Zinc 19.9 532 0.2

42 FCL Technologies & Products 19.9 137 0.1

43 E Merck (India) 19.7 466 0.2

44 Dabur India 19.5 1,023 0.5

45 Pidilite Industries 19.5 315 0.1

46 IBP 19.4 437 0.2

47 Punjab Tractors 19.1 796 0.4

48 Nestle India 18.7 1,801 0.8

49 Smithkline Beecham Cons. 15.5 861 0.4

50 Gillette India 13.9 945 0.4

51 Glaxo (India) 13.6 1,204 0.6

52 MPhasis BFL Limited 13.5 271 0.1

53 Adani Exports 13.2 251 0.1

54 Aventis Pharma 12.3 461 0.2

55 Vikas Wsp 12.3 109 0.1

56 Ranbaxy Laboratories 11.8 3,484 1.6

57 Essel Propack 11.5 226 0.1

58 HDFC 11.0 2,657 1.2

59 Hitech Drilling Services India 10.7 127 0.1

60 GTL 10.1 212 0.1

61 Procter & Gamble 6.8 353 0.2

62 Smithkline Beecham Pharma. 5.9 156 0.1

63 Bharat Petroleum Corporation 5.7 1,368 0.6

64 Electrosteel Castings 5.3 113 0.1

65 Asian Paints (India) 4.3 206 0.1

66 Bharat Heavy Electricals 3.0 477 0.2

67 Jagatjit Industries 2.9 107 0.0

68 BSES 2.4 277 0.1

69 Castrol India 2.3 307 0.1

70 Nirma 1.5 2,523 1.2

71 Nicholas Piramal India 1.3 480 0.2

Total 217,180 100.0
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Years

% r 1 2 3 4 5 6 7 8 9 10 15 20

0.10 1.1 2.3 3.6 5.1 6.7 8.5 10.4 12.6 14.9 17.5 34.9 63.0
0.11 1.1 2.3 3.7 5.2 6.9 8.8 10.9 13.2 15.7 18.6 38.2 71.3
0.12 1.1 2.4 3.8 5.4 7.1 9.1 11.3 13.8 16.5 19.7 41.8 80.7
0.13 1.1 2.4 3.8 5.5 7.3 9.4 11.8 14.4 17.4 20.8 45.7 91.5
0.14 1.1 2.4 3.9 5.6 7.5 9.7 12.2 15.1 18.3 22.0 50.0 103.8
0.15 1.2 2.5 4.0 5.7 7.8 10.1 12.7 15.8 19.3 23.3 54.7 117.8
0.16 1.2 2.5 4.1 5.9 8.0 10.4 13.2 16.5 20.3 24.7 59.9 133.8
0.17 1.2 2.5 4.1 6.0 8.2 10.8 13.8 17.3 21.4 26.2 65.6 152.1
0.18 1.2 2.6 4.2 6.2 8.4 11.1 14.3 18.1 22.5 27.8 71.9 173.0
0.19 1.2 2.6 4.3 6.3 8.7 11.5 14.9 18.9 23.7 29.4 78.9 196.8
0.20 1.2 2.6 4.4 6.4 8.9 11.9 15.5 19.8 25.0 31.2 86.4 224.0
0.21 1.2 2.7 4.4 6.6 9.2 12.3 16.1 20.7 26.3 33.0 94.8 255.0
0.22 1.2 2.7 4.5 6.7 9.4 12.7 16.8 21.7 27.7 35.0 103.9 290.3
0.23 1.2 2.7 4.6 6.9 9.7 13.2 17.4 22.7 29.1 37.0 114.0 330.6
0.24 1.2 2.8 4.7 7.0 10.0 13.6 18.1 23.7 30.6 39.2 125.0 376.5
0.25 1.3 2.8 4.8 7.2 10.3 14.1 18.8 24.8 32.3 41.6 137.1 428.7
0.26 1.3 2.8 4.8 7.4 10.5 14.5 19.6 25.9 33.9 44.0 150.4 488.1
0.27 1.3 2.9 4.9 7.5 10.8 15.0 20.4 27.1 35.7 46.6 164.9 555.7
0.28 1.3 2.9 5.0 7.7 11.1 15.5 21.2 28.4 37.6 49.4 180.9 632.6
0.29 1.3 3.0 5.1 7.9 11.4 16.1 22.0 29.7 39.6 52.3 198.3 720.0
0.30 1.3 3.0 5.2 8.0 11.8 16.6 22.9 31.0 41.6 55.4 217.5 819.2
0.35 1.4 3.2 5.6 9.0 13.4 19.5 27.7 38.7 53.6 73.7 343.9 1555.5
0.40 1.4 3.4 6.1 9.9 15.3 22.9 33.4 48.2 68.8 97.7 541.0 2924.9
0.45 1.5 3.6 6.6 11.0 17.4 26.7 40.2 59.7 88.1 129.2 845.3 5435.7
0.50 1.5 3.8 7.1 12.2 19.8 31.2 48.3 73.9 112.3 170.0 1310.7 9972.8
0.55 1.6 4.0 7.7 13.4 22.4 36.3 57.8 91.1 142.7 222.8 2015.3 18052.4
0.60 1.6 4.2 8.3 14.8 25.3 42.1 68.9 111.9 180.6 290.5 3071.8 32235.4
0.65 1.7 4.4 8.9 16.3 28.5 48.7 82.0 136.9 227.6 377.1 4640.8 56784.5
0.70 1.7 4.6 9.5 17.9 32.1 56.2 97.2 167.0 285.6 487.2 6949.2 98700.3
0.75 1.8 4.8 10.2 19.6 36.0 64.7 115.0 202.9 356.9 626.2 10314.5 169329.2
0.80 1.8 5.0 10.9 21.4 40.3 74.3 135.5 245.7 444.1 801.1 15177.7 286833.1
0.85 1.9 5.3 11.6 23.3 45.0 85.1 159.2 296.4 550.3 1019.9 22145.5 479938.3
0.90 1.9 5.5 12.4 25.4 50.2 97.2 186.6 356.4 679.1 1292.2 32046.9 793564.0
0.95 2.0 5.8 13.2 27.6 55.8 110.8 218.0 427.1 834.7 1629.7 46005.6 1297186.9
1.00 2.0 6.0 14.0 30.0 62.0 126.0 254.0 510.0 1022.0 2046.0 65534.0 2097150.0

Note: % r = rate of earning growth

Summation of Earnings (Cumulative earnings in x years for y% growth in profits) Appendix III
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