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When it comes to building robust long-term portfolios, investment selection becomes key.
Integral to the selection process is assessing the competitive advantage of the company to
create sustainable and long-term value and investing in these companies at valuations that
offer a reasonable discount to their intrinsic value. Generally, when it comes to valuing a
company, the most commonly used metric is the Price to Earnings (P/E) ratio. However,
despite its universal adoption, the P/E ratio is not always the most appropriate valuation
metric for all companies. This is especially true for cyclical businesses that go through
multiple ebbs and flows.

Using the P/E ratio for cyclical businesses would not be apt as it can lead to sub-optimal
investment decisions. For example, in the case of cyclicals, at troughs, the P/E ratio could be
optically high due to the prevailing market environment, thereby making the stock look
expensive. However, the future earnings potential could be high, which would not reflect in
the current P/E ratio. Hence, the investor might miss out on an excellent investment
opportunity. 

The valuation methodology adopted should ideally capture the unique contours of the
company under consideration. Let’s break this down into a clear decision tree.

The first question to ask: Does the company have a competitive advantage?

A competitive advantage is something that creates a moat around the business, thereby
making it sustainable and providing it longevity.

Yes – the company has a competitive advantage.
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When one believes any company has a sustainable competitive advantage (moat), these
companies could be valued based on their earnings. In such situations, we could value the
company based on its historical average P/E ratios.

The P/E ratio, in very simple terms, communicates the number of years a company would take
to earn returns that are equivalent to its current value (price). For example, a stock trading at
Rs. 100 with an EPS of Rs. 10 would take 10 years to return the current price of the stock
(ignoring earnings growth and the time value of money). The P/E ratio is also generally a
shortcut to valuing a company using Discounted Cash Flows (DCF). While replacing DCF-based
valuations with the P/E ratio, the implicit assumption is that the company converts its profits
into cash flows. Since we believe that very few companies (only those with sustainable
competitive advantage) have the ability to generate sustained cash flows, the P/E ratio should
be used for valuing only those companies.

No – the company does not have a competitive advantage.

When a business does not have a competitive edge, then a company can be valued using the
Balance Sheet approach. Generally, there are two approaches that can be used from a
valuation perspective:

i) Replacement Cost of Assets (RCA) method: This is highly relevant for asset-heavy
companies that derive substantial value from the assets on their books. It simply entails
assessing the cost to replace an existing asset with a similar asset at the current market price.
For example, this can be applied to cement companies.

ii) Adjusted Book Value (ABV) method: Valuing a business based on its book value. For
example, this can be applied to banks and other businesses that rely on their balance
sheet/capital to generate returns.

In summary, companies with a competitive advantage can be valued using the Income
Statement Approach, which includes P/E valuation and DCF methods, while those without any
competitive advantage can be valued using the Balance Sheet Approach, which involves the
RCA method and the Adjusted Book Value method. Using the right valuation technique is an
unbiased way to determine whether a stock is overvalued or not to make the most optimal
investment decisions.
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Statutory Disclosure: Portfolio Manager – Multi-Act Equity Consultancy Private Limited (Registration No. INP000002965)

Disclaimer:

This Article and the views expressed therein has been made solely for information and educational purpose only. This Article do
not constitute a distribution, an endorsement, an investment advice, an offer to buy or sell or the solicitation of an offer to buy or
sell any securities or any other investment products/strategies or an attempt to influence the opinion or behaviour of the
Investors/Recipients.

The statements made herein may include statements of future expectations and other forward-looking statements that are based
on our current views and assumptions and involve known and unknown risks and uncertainties that could cause actual results,
performance or events to differ materially from those expressed or implied in such statements. Past performance may or may not
be sustained in future and should not be used as a basis for comparison with other investments. MAECL does not provide any
guarantee/assurance of any minimum or maximum returns. Investment in Securities is subject to market and other risks and there
is no assurance or guarantee that the objectives of any of the Strategies of Portfolio Management Services will be achieved.

The information is prepared on the basis of publicly available information, internally developed data and other sources believed
to be reliable. MAECL does not solicit any course of action based on the information provided by it and the investor is advised to
exercise independent judgment and act upon the same based on its/his/her sole discretion based on their own investigations and
risk-reward preferences.

The information is meant for general reading purpose, understanding of intended recipient and is not meant to serve as a
professional guide and/or the same should not at any point of time be construed to be an invitation to invest in any investment
securities / products. 

MAECL, its associates or any of their respective directors, employees, affiliates or representatives do not assume any
responsibility for, or warrant the accuracy, completeness, adequacy and reliability of such information and consequently are not
liable for any decisions taken based on the same. This information is not intended to be an offer or solicitation for the purchase
or sale of any security or financial product. The investor shall at all times keep such information / data and material provided by
MAECL strictly confidential and will not use, share or disclose such information to any third party. 

It is stated that, as permitted by SEBI Regulations and the Company’s Employee Dealing Policy, MAECL and/or its associates,
affiliates and/or individuals thereof may have positions in securities referred to in the information provided by it and may make
purchases or sale thereof while the information is in circulation. MAECL is not responsible for any error or inaccuracy, or any
losses suffered on account of any information contained in this document. Neither MAECL nor any of its associates, directors,
employees, affiliates or representatives shall be liable for any direct, indirect, special, incidental, consequential, punitive or
exemplary damages, including lost profits arising in any way from the information provided by it. 

For additional Disclosures and Disclaimers, please visit https://multi-act.com/ 
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