
Equity markets in Europe have performed differently to equity markets in the United States 
in recent decades. This reflects Europe's exposure to low-quality sectors that include oil 
& gas, banking and telecoms. There are, however, a number of high-quality companies in 
Europe that merit consideration.

74 | ISSUE 48 – MARCH 2019    Master Investor is a registered trademark of Master Investor Limited | www.masterinvestor.co.uk

BY ANDREW LATTO

quality Investor 

European 
Blue Chips



QUALITY INVESTOR

74 | ISSUE 48 – MARCH 2019    Master Investor is a registered trademark of Master Investor Limited | www.masterinvestor.co.uk www.masterinvestor.co.uk | Master Investor is a registered trademark of Master Investor Limited   ISSUE 48 – MARCH 2019  | 75 

Paris-listed cosmetics group L'Oreal 
(EPA:OR) is a case in point. Founded 
in 1909, it has survived the Great De-
pression and two World Wars, and 
its shares have returned a whop-
ping 13% a year since 1991. L'Oreal, 
which spends heavily on research 
and marketing, is known for the 
iconic advertising tagline, "Because 
I'm worth it".  

Another European company that 
has performed well is Madrid-listed 
Amadeus IT Group (BME:AMS), 
which has seen its share price in-
crease by 500% in just eight years 

(excluding dividends). A global mar-
ket leader, Amadeus IT's distribution 
division connects airlines to travel 
agents. Its other main division pro-
vides information technology offer-
ings to airlines and is also a market 
leader in its field.

L'Oreal and Amadeus IT both earn 
a high return on capital employed 
(ROCE) and benefit from growing 
demand, which has enabled them 
to invest in profitable growth oppor-
tunities and deliver strong earnings 
per share growth.
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Quality and Growth – 
Three key criteria

One way to find quality companies is to 
screen for businesses that earn a high 
ROCE. The challenge, however, lies in 
evaluating whether these high returns 
will continue into the future. The fol-
lowing three key criteria can help in 
your assessment:

1) High returns: ROCE over 15% with 
good cash flow

A ROCE in excess of 15% is generally 
seen as the threshold for quality. Prof-
its are of no use if they don't convert 
into cash. Therefore, it's important to 
assess the free cash flow conversion. 
An operating profit margin of at least 
10% is helpful because it reduces busi-
ness risk.

2) Ability to maintain high returns

When companies earn a high return 
on capital, this acts as a beacon that 
attracts new competitors. High returns 
are likely to be sustained if there is a 
'competitive moat' to keep the com-
petition at bay. In The Little Book that 
Builds Value, Pat Dorsey highlights five 
competitive moats to look out for: in-
tangible assets; switching costs; net-
work effect; cost advantages; and size 
advantages.

3) Scope to invest in growth

Companies that don't have opportuni-
ties to invest in growth tend to return 
excess cash to investors. The poten-
tial to reinvest profits at a high rate 
of return is extremely valuable, and 
quality companies with growth tail-
winds should perform well over the 
long-term. 

Amadeus share price since the 2010 IPO:  
In "flight mode"

L'Oreal share price: worth it for investors
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Sector weight % Country %

Banks (regional and global) 21.1% France 22% 

Drug manufactures 14.9% Germany 19.4%

Packaged foods 10.7% Switzerland 18.8%

Diversified industrials 10.3% Spain 6.9%

Insurance diversified 8.7% Netherlands 6.8%

Oil & Gas Integrated 7.8% Sweden 5.8%

Telecom Services 7.5% Italy 4.7%

Household & Personal Products 6.5% Denmark 3.8%

Auto manufacturers 5.8% Finland 2.9%

Source: Vanguard (VERX ETF)
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Sectors 

Sectors offer an additional way to iden-
tify quality companies. The consumer 
staples and healthcare sectors, for ex-
ample, have performed well over the 

FTSE Europe index (ex UK) S&P 500

12.8% 16.3%

Source: Vanguard

Return on Equity: Europe lags behind the US 

long-term. Low-quality sectors include 
banking, real estate, insurance, energy, 
utilities and materials. European equity 
markets are heavily weighted towards 
low-quality sectors and it therefore 
pays to be selective.

Quality focused fund 
managers

We can also find quality stocks by look-
ing at the portfolios of quality-focused 

Fundsmith Equity Fund Lindsell Train Funds

L'Oreal Heineken

Coloplast Juventus

Novo Nordisk Remy Cointreau

Kone Laurent-Perrier

Amadeus IT RELX (also UK listed)

Source: Fundsmith, Lindsell Train

fund managers, two of which are man-
aged by prominent UK investment 
houses Fundsmith LLP and Lindsell 
Train Limited. Both of these houses 
own five European stocks.

Growth drivers and listed 
companies

1) Luxury spending

The luxury goods sector has seen 
spending increase by 6% per year from 
1996 to 2018, boosted by demand 
from consumers in emerging markets 
during a period of economic growth. 

The consultant Bain & Co estimates 
that personal luxury goods spending 
will increase by 3-5% annually during 
2018 and 2025, with the proportion of 
Chinese spending set to increase by 13 
percentage points to 46%.

Paris-based LMVH (EPA:MC) is the 
world's largest and most diversified 
luxury goods business with €46.8 

“EUROPEAN 
EQUITY MARKETS 

ARE HEAVILY 
WEIGHTED 

TOWARDS LOW-
QUALITY SECTORS 

AND IT THEREFORE 
PAYS TO BE 

SELECTIVE.”

FTSE Developed Europe index (ex UK) at end of 2018



Company / 
Listing Sector Growth Driver 3 Year Av 

ROCE
Operating 
margin

LVMH  
France

Luxury: Fashion & 
Leather goods etc.

Luxury demand 12.6% 19.5% 

Hermes  
France

Luxury: Leather 
goods etc.

Luxury demand 39.8% 35%

Kering
France

Luxury: diversified Luxury demand 19% 29%

Ferrari
Italy

Premium sports 
cars

Luxury demand 25% 23%

Source: SharePad 

Company / 
Listing Sector Growth Driver 3 Year Av 

ROCE
Operating 
margin

L'Oreal  
France

Cosmetics: makeup, 
perfume 

Emerging  
markets

16% 18% 

Source: SharePad 
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billion revenue in 2018. Hermes 
(EPA:RMS), another luxury goods busi-
ness, generates higher returns (ROCE 
and margin) than LVMH. Ferrari 
(BIT:RACE), which is considered by 

many investors to be a luxury goods 
business rather than just a carmaker, 
generates a high return on capital em-
ployed, but free cash flow conversion 
has been weak.

2) Beauty/cosmetics

Demand for global beauty products 
has been resilient, especially during 
1993 to 2017, with spending increasing 
by 4% a year. Annual spending even 
improved during the 2008/2009 global 
financial crisis!

Makeup consumption per capita in 
the United States is almost 20 times 
greater than in China, which high-
lights the scope for beauty product 
spending in emerging markets as 

consumers move towards higher-end 
brands.

L'Oreal states that it is the "number one 
beauty player worldwide", with €27 bil-
lion revenue in 2018. Like-for-like sales 
increased by 7.1% in fiscal 2018 and 
by 4.8% a year earlier. Asia-Pacific is 
the fastest growing region for L'Oreal 
with like-for-like sales up by 24.1% in 
2018 and by 12.3% in 2017. L'Oreal's 
market share in Asia-Pacific is 9.6% and 
the region currently accounts for 29% 
of group revenue.

3) Eyewear

Eyewear is another category that is 
set for growth, with 2.5 billion people 
in the world currently needing vision 
correction. This compares to the 1.9 
billion people that have actually had 
their vision corrected. The growth 
rate of myopes (short-sightedness) is 
estimated at 3.3% a year and pres-
byopes (long-sightedness) at 2.5% a 
year. An ageing global population and 
increased screen time are two factors 
behind this growth.

Created by way of a merger in Octo-
ber 2018, EssilorLuxottica (EPA:EL) 
is the world's largest eyewear com-
pany, with a market capitalisation of 
€46 billion. Essilor, which is a subsid-
iary of the holding company Essilor-
Luxottica, is a leading global player 
in ophthalmic lenses and also makes 
ophthalmic optical equipment. Lux-
ottica, which owns the Ray-Ban and 
Oakley brands, is a leader in sun-
glasses and frames and also has a 
strong retail presence.

Company /  
Listing Sector Growth Driver 3 Year Av 

ROCE
Operating 
margin

EssilorLuxottica 
France

Eyewear
Demographics / 
emerging markets

27.8% 17% 

Source: SharePad 
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4) Airline travel

Airline passenger growth has been 1.3X 
to 1.6X faster than economic growth, in 
large part due to the growth of tour-
ism. This trend doesn't show any signs 
of slowing down, but travel demand 
typically experiences weakness during 
downturns.

Amadeus IT Group, which has a trans-
action-based business model, is rel-

Company / 
Listing Sector Growth Driver 3 Year Av 

ROCE
Operating 
margin

Amadeus IT
Spain

Information  
Technology

Airline travel 36.5% 27.3% 

Source: SharePad 

atively defensive in nature. EBITDA 
profits have grown every year since 
2000, during which time the airline in-
dustry experienced only four years of 
losses.

Amadeus IT became the largest airline 
global distribution system in 2007 and 
has continued to take market share. 
The takeover of Navitaire in 2016 also 
helped make the group a leading pro-
vider of airline IT systems.

5) Semiconductor chip demand

The demand for semiconductor chips 
is set to continue to grow as more 
products become 'smart'. Amster-
dam-listed ASML (AMS:ASML) is the 

Source: SharePad 

Company /  
Listing Sector Growth Driver 3 Year Av 

ROCE
Operating 
margin

ASML Holding
Holland

Chip making 
machines

Chip applications 23.8% 27% 

leading maker of the machines that 
manufacture semiconductor chips 
(semiconductor lithography), with an 
85% market share, according to The 
Information Network.

6) Healthcare

Increasing demand for healthcare 
is driven by ageing demographics, 
emerging markets, product innova-
tion and changes in lifestyle. Diabetes, 
for example, has become much more 
prevalent as our diets have changed. 

Source: SharePad 

Company /  
Listing Sector Growth Driver 3 Year Av 

ROCE
Operating 
margin

Novo Nordisk
Denmark

Healthcare Diabetes 90% 42% 

Coloplast
Denmark

Healthcare Demographics 87% 31%

Novo Nordisk (CPH:NOVO-B) is one 
of the world's largest producers of 
insulin and has been in the diabetes 
care space for over 95 years. Coloplast 
(CPH:COLO-B), another Danish health-
care company, has a leading market 
share in Ostomy care and continence 
care.

Ticket Offer

Meet me and the rest of the 
team behind Master Investor 
Magazine on 6th April – 
just use the discount code  
LATTO to claim your complimen-
tary ticket here.
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Company /  
Listing Sector Growth Driver 3 Year Av 

ROCE
Operating 
margin

Kone 
Finland

Lifts &  
escalators

Urbanization 23.6% 13.8% 

Schindler
Switzerland

Lifts &  
escalators

Urbanization 24.9% 12%

Source: SharePad 

Company /  
Listing Sector Growth Driver 3 Year Av 

ROCE
Operating 
margin

Heineken 
Holland

Brewing
Premium/Emerging 
markets

15.3% 17% 

Pernod Ricard
France

Spirits
Premium/Emerging 
markets

11% 26%

Remy Cointreau
France

Spirits
Premium/Emerging 
markets

11.4% 21%

Davide Campari
Italy

Spirits
Premium/Emerging 
markets

13.6% 21%

7) Urbanisation

Urbanisation had driven demand 
for lifts and escalators in the West 
and fast-growing emerging markets. 
Kone (HNL:KNEBV) and Schindler 
(SWX:SCHP) are two of the largest lift 
and escalator groups and have bene-

fited from growing Chinese demand. 
Kone saw Chinese new equipment or-
ders increase by 35% a year from 2006 
to 2014. The Finnish company has a 
25% revenue share in the Chinese 
market and the Asia-Pacific region ac-
counted for 38% of Kone's revenue in 
2018. 

8) Premium beverages and emerging 
markets

Increasing demand from emerging 
markets has provided a tailwind for 
European spirit groups such as Remy 
Cointreau (EPA:RCO). There has also 
been a trend towards premium bever-

ages such as the Heineken (AMS:HEIA) 
premium lager brand. Heineken is the 
world's second-largest brewer and has 
recently benefited from the success of 
its non-alcoholic Heineken 0.0 beer. 
The Heineken lager brand delivered an 
impressive 7.7% sales volume increase 
in 2018.

Summary

High-quality businesses with long-term 
growth drivers are rare and are well 
placed to see continued growth over 
the long-term. It is worth hunting for 
them, particularly in international mar-
kets such as Europe.

L'Oreal, Amadeus IT, ASML Holding 
and EssilorLuxottica are all market 
leaders in their respective fields and 
are expected to see further growth, if 
competition can be kept at bay.
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About Andrew

Andrew Latto, CFA is an inde-
pendent analyst who writes 
for Cube.investments.    He re-
cently founded  www.Fund-
Hunter.co, which is set to launch 
soon.    Fundhunter uses asset 
allocation (where is best to in-
vest) and fund selection (active 
and passive). Andrew previously 
worked for an investment man-
ager and a research company.


