
Book Profits Vs. Booking Profits
Dear Fellow Investors,

We hope you are all safe and prosperous. While the market has remained bullish, more and more companies from 
the small-cap space have made strong up moves, whether they deserve it or not. I had mentioned in my letter for the 
March quarter-end that we expect the market to trend higher but the returns will be nowhere like last year. Over 
the June quarter, the Nifty is up 7.5% at the time of writing, which is better than what I had expected. Let’s leave 
the short-term view of markets alone for the moment and understand something wider.

1. Unlike in other fields the outcome of stock market investment is not controllable. The skill of a carpenter is 
completely correlated to the quality of the chair he makes. Nothing normally comes in between. But investors have 
no control over the company and its performance, no control over the broad market and no control over how other 
investors view a stock that we like. After having bought a stock, we depend on other investors to keep buying our 
stock so that we get higher returns. There are sound investment managers who have bet on good quality stocks that 
have not gone up at all and therefore their performance has suffered. I am acutely aware that this can happen to us 
too.

2. Short-term performance (defined as anything less than three years) is not very material. This does not mean that 
a portfolio management scheme (PMS) can remain close to the bottom for multiple years. It would be difficult for 
the performance of such a PMS to revive. It simply means that being among the top performers over the short term 
would be a matter of luck. A scheme that is consistently close to the top 25% should be seen to be doing fine.

3. I have looked at a 5-year return of 249 PMS schemes. As many as 153 did not have a 5-year return to share. 
Perhaps they don’t want to disclose details or were launched later. Of the other 96 here is what I found:
 

As you can see making a return of 20% plus is really hard on a long-term basis. Just 19 out of 96 schemes achieved 
it. A majority of them made 10-15%. If all schemes have shown very high returns over one or two years, what does 
it mean? Mathematically this means that returns of other years will be very low, and there may even be negative 
return years. Otherwise, the average return would not have been 15%. Indeed, you can see this for yourself when 
you look up 3-year returns of schemes that have been among the top performers of last year. Their 3-year returns 
are in single digits. This is why short-term returns are misleading. This also leads us to two questions.

Returns No. of PMS

>20% 19

15%-20% 24

10%-15% 42

<10% 11

Total 96



The first question is, how many of us are prepared for low returns or negative returns this year or possibly the 
next? Given the level of bullishness, no one thinks this is a possibility. And yet, like night comes after day, period of 
exceptional returns are followed by periods of low returns. This is inevitable. Otherwise, to repeat, why would the 
average returns over five years be in the 10-15% range?

The second question is, can we do something to lessen the impact of periods of lower returns? Finding ways to do 
this is my main job now. The obvious way to achieve this is to move to cash from time to time. Again this is purely 
mathematical. Returns go down only because the price of stocks in the portfolio start to decline, when new stocks 
bought on recent high valuation make losses, and when older stocks on which we are sitting on handsome gains, 
give back a substantial part of the unrealised gains. Also, for the average return to drop, top-performing stocks 
don’t have to go down; they just have to remain where they are. Time will eat into annualised returns.

The solutions
The solution for the first situation is not to buy new stocks at high risk: reward ratio. Even if we buy them, the 
exposure to such stocks should be low. We are already doing this. We are finding new stocks at a better risk: reward 
ratio and low valuation and we are also allocating only 3-5% on them, unlike last year when we even had a 10% 
exposure to some stocks. The solution for the second problem (giving back unrealized gains) is to have a strong 
selling strategy. Most investors talk about what to buy. I don’t see much discussion on when to buy and rarely any 
on when to sell. We have spent a lot of time on developing a good selling system that I hope will help us when the 
market declines. The selling process is the least researched aspect of investing but essential to protect returns, as I 
have explained earlier.

For all the reasons I have cited above, we are likely to have a higher portfolio turnover from now on. In the current 
market climate, I would rather make the error of getting out of a stock quickly than holding on to it when it 
starts to decline or remains stagnant. We may go back and buy that stock again at a higher price, but if your 
portfolio has to end up among the best, I am convinced (and I hope I have convinced you) that we need to convert 
unrealised gains into realised gains before they evaporate. And that can happen only when we sell. Booking profits 
as it is called in market parlance. There is a time to book profits (when you are sitting on large unrealised gains 
after an incredible market rally) and there is a time not to book profits (when the market is down and stocks are 
undervalued). So don’t be surprised if your portfolio goes into 15-25% cash from time to time. Last year anyone 
could have made money by buying just about any stock, as the tide of the market was strong. But those are only 
book profits now. When the ebb sets in, only those who sell will book those profits. 

This is not widely recognised, though. Professional investors are assumed 
to be skilled enough to hit winners, like professional tennis players. As a 
sidenote, you will be surprised to know how many different types of decision-
making is a loser’s game. Here is a quote from Strategy & Compromise by 
Samuel Morison, an American naval historian: “Military decisions are based 
on estimates of the enemy’s strengths and intentions that are usually faulty 
and on intelligence that is never complete and often misleading. Other 
things being equal the side that makes the fewest errors wins the war.” Also, 
interesting to note is that technology greatly helps us to reduce the errors in 
some loser’s games, like flying.
 

 
Most people focus on stock selection. But there is a step before that: elimination. As in sculpture, where the 
artist chips off the stone, to let the shape emerge, so too in stock selection, elimination is the key. To implement 
the insight of loser’s game, we try to eliminate the sources of possible mistakes. The first source of potential loss 
is fishing in the wrong pond —the universe of stocks—which can cause a permanent loss of capital. 
 
There are thousands of stocks listed on bourses. Most will never create much value. Price manipulation is 
rampant. We need to avoid poor quality stocks first. This is not simple. Even the best of investors are swayed by 
the idea finding diamonds in the rough or a frog turning into a prince. We hope we are not, ever.
 
We try to find stocks that fit all the parameters we think are important, such as growth, quality, stability 
etc. and are still be available at a reasonable valuation. Can these metrics be captured by stories, narratives, 
megatrends, turnarounds and speculative earnings outlook? No, all these metrics are numerical. Hence, we take 
a quantitative approach to stock selection. This means going strictly by quantitative filters to narrow the list of 
stocks. (Moneylife magazine was the first to use screeners in popular media.) 
 
These filters help us to eliminate possible losers, allowing us to pick from a universe of stocks that have proven 
business models that create value—high profit margin, high asset turnover ratio, strong cash flows and high 
return on investment. If this is supplemented by low investments to grow the business, that would make it just 
perfect. Buying stocks from this universe sets us on a secure path. All that remains, then, is timing our entry 
and exit, where another sets of mistakes may happen. We have a quantitative guidelines for these two as well, to 
reduce errors.
  
We do hope that the result of this loser’s approach will show up in your portfolio: solid businesses, some big 
long-term winners, low volatility and market-beating returns and most importantly, no stocks that give us 
sleepless nights.
 
A Very Happy New Year

Debashis Basu,
Founder & Principal Officer
Email: pms@moneylife.in

First Elimination, Then selection 


