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BY ANDREW LATTO

The quality investing approach has allowed top fund managers like Terry Smith and Nick 
Train to outperform rivals. It may offer one of the best ways to perform well over the long 
term, writes Andrew Latto, CFA. 

quality investor

What is quality 
investing? 

Quality has become a 'hot button' 
topic for investors. Terry Smith 
describes himself as a quality 
investor rather than a value investor 
or growth investor.  The Fundsmith 
Equity Fund that he manages has 
performed exceptionally well.

The key question is: how does quality 
investing differ from value investing 
and growth investing? Value stocks 
trade on low valuation multiples − 
price-earnings (P/E) ratio, price-to-
book ratio and price-to-sales ratio 
– and growth stocks trade on high 
valuation multiples.

The trouble is that the value and 
growth labels are potentially 
misleading. Lowly-rated value stocks 
can be expensive and highly rated 
growth stocks can be inexpensive.

The value and growth labels are, 
however, unlikely to go out of 
fashion. They are used by academics 
for research and by investors to 
categorise stocks.  

Warren Buffett stated in the 1992 
Berkshire Hathaway annual report 
that:

"Most analysts feel they must choose 
between two approaches custom-
arily thought to be in opposition: 
'value' and 'growth'…We view that 
as fuzzy thinking...Growth is always a 
component of value."

Quality drives intrinsic 
value

What matters is the intrinsic value 
of a company. This alone deter-
mines if a share is expensive or 
good value. 

Intrinsic value is the present value 
of the free cash flow available to 
investors. This makes sense. Invest-
ments should be valued in line with 
the cash they can return to investors.

High-quality companies are good 
at generating free cash flow. The 
quality style of investing focuses on 

what matters: the ability of a com-
pany to return cash to investors.  

To quote Buffett again:  

"Stocks are simple. All you do is buy 
shares in a great business for less 
than the business is intrinsically 
worth, with managers of the highest 
integrity and ability."

Fundsmith Equity Fund 
case study

The Fundsmith Equity Fund follows 
the quality investing approach. It has 
outperformed its benchmark (MSCI 
World sterling net) since inception 
(1 November 2010) with an 18.9% 
annualised return to 31 May 2019.

At the end of 2018, the fund's equity 
portfolio had a weighted average 
return of capital employed of 29% 
and free cash flow conversion of 
95%. The portfolio is resilient, with 
an operating margin at 28% and 
interest cover at 17x. 
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“GROWTH STOCKS THAT CAN DELIVER ROBUST FREE 
CASH FLOW GROWTH ARE WORTH PAYING UP FOR.”

The Fundsmith Equity Fund owns 
quality companies. The free cash flow 
they generate has driven the fund's 
outperformance.

Growth stock case  
study

Google (now Alphabet (NASDAQ: 
GOOGL)) shows that a high valua-
tion multiple in isolation does not 
necessarily mean a stock is expensive. 
When Google (now Alphabet) listed in 
2004 it was considered to be a pricey 
investment. 

Google's free cash flow per share has 
been on a roll since then, which has 
resulted in the shares performing well. 
Growth stocks that can deliver robust 
free cash flow growth are worth paying 
up for. 

Value stock case study

Value stocks tend to be cheap for a 
reason. They often have little scope to 
grow free cash flow. They may also be 
at risk of disruption, perhaps from the 
internet or new competitors.

Most value stocks have meaningful 
'blow-up risk'" This reflects a weak 
underlying business and/or a weak 
balance sheet. A 'value trap' is a value 
stock that proves to be anything but a 
bargain. 

The UK construction group Kier 
(LON:KIER) traded on a modest P/E 
ratio of around 10x from 2000 to 
the end of 2018. While it would have 
been described as a value stock, it has 
proven to be expensive for investors – 
ie a value trap.

The intrinsic value 
approach

The intrinsic value approach assesses 
free cash flow generation – ie the sur-
plus cash available for investors. The 
drivers of free cash flow are business 
quality and the scope to realise high- 
return growth.  

Fundsmith Equity Fund since launch (I Acc)

Source: SharePad

Google's EPS and free cash flow per share

Source: SharePad

Google's (now Alphabet) growth made it cheap at the IPO

Source: SharePad
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High-quality and resilient businesses 
rarely make the headlines. They simply 
deliver consistent results in an unas-
suming manner. Examples in the UK 
include the testing group Intertek 
(LON:ITRK) and the product-safety 
group Halma (HLMA).

The quality investors Lindsell Train 
believe that: "Investors undervalue 
durable, cash generative business 
franchises."  The bottom line is that: 
"investment brilliance depends on 
business resilience." 

Do stocks outperform 
Treasury bills? 

Research from Professor Bessem-
binder (Do Stocks Outperform Treasury 
Bills?) shows that most stocks deliver 
poor returns. He has examined 90 
years of US stock-market history from 
1926 to 2016.

During this period, 22 out of 23 stocks 
collectively matched the return on one-
month US Treasury bills over their life-
times. One in 23 stocks explained the 
US equity market's outperformance in 
comparison with one-month Treasury 
bills. 

Only 1 in 281 stocks explained the 
majority of the US market's outper-
formance against Treasury bills − a 
few winners drive the market. The 
companies that do well over the long 
term are resilient to change, such as 
competition or disruption.

The combination of quality and growth 
can deliver significant free cash flow 
growth – as we saw with Google. It is 
easy to underestimate the earning 
power of a high-quality business with 
a growth tailwind.

Quality means durability 

With capital preservation para-
mount, quality investors seek to own 

businesses that will stand the test of 
time. A modest return and durable 
business may be a better investment 
than a high-return business.

The tobacco sector has generated high 
returns in the past but is threatened by 
regulatory change and disruption – ie 
e-cigarettes, regulation etc. Tobacco 
stocks may therefore fail to preserve 
value for investors. 

Kier Group's modest P/E ratio did not make it 'cheap'

Source: SharePad

“VALUE STOCKS TEND TO BE 
CHEAP FOR A REASON.”

www.masterinvestor.co.uk | Master Investor is a registered trademark of Master Investor Limited   ISSUE 52 – JULY 2019  | 73 



QUALITY INVESTOR

74 | ISSUE 52 – JULY 2019    Master Investor is a registered trademark of Master Investor Limited | www.masterinvestor.co.uk

Rightmove case study

If we want to own high ROCE busi-
nesses we need to find companies that 
generate high margins and/or use little 
capital. The UK online property-listing 
platform Rightmove (LON:RMV) 
scores on both fronts.

Rightmove had a capital-turnover 
ratio of 9.4x in 2012 and an EBIT 
margin of 74.2% (both lease-adjusted). 
Multiplying these together gives a 
ROCE of almost 700%.

Quality and growth drive 
value

The intrinsic value of a company is 
driven by its current cash flow and the 
scope to increase it over time. Organic 
growth will increase free cash flow but 
acquisition-driven growth is capital 
intensive.

Quality means high 
returns

To formalise the quality investing 
approach, we need to establish a 
quality threshold. Otherwise quality 
will be in the 'eye of the beholder'.  

The metric that quality investors focus 
on is the return on the capital invested 
in a business. For every £1 million 
invested in a business we want to see 
an attractive annual return.

Terry Smith sets the quality thresh-
old at a 15% annual return on capital 
employed (ROCE). This needs to be 
earned over the full economic cycle 
and not just during periods of strong 
economic growth.  

Smith also requires that corporate 
profits be backed up by free cash  
flow. This means that every £1 million 
invested in a business generates at 
least £150,000 in cash per year (before 
tax).  

ROCE

ROCE is the annual profit (before 
interest and tax) divided by the total 
capital invested. It is independent of 

the capital structure of a business and 
therefore puts companies on an equal 
footing.

One way of thinking about ROCE is as 
the lump sum return. It is the return a 
business generates if it had been given 
a single lump sum of capital.    

ROCE is the product of the operating 
profit (or EBIT) margin and the 
capital-turnover ratio (sales/capital 
employed). An increase in the profit 
margin and/or the capital-turnover 
ratio will increase the ROCE.

Rightmove's ROCE drivers

Source: SharePad

“QUALITY INVESTORS SEEK TO OWN 
BUSINESSES THAT WILL STAND THE 

TEST OF TIME.”

Sharaf Maksumov / Shutterstock.com
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Sources of free cash growth include the 
ability to attract more customers; selling 
more products to existing customers; 
the ability to steadily increase prices; 
and the ability to increase margins.

In the absence of growth, a high-return 
business is comparable to a high-grade 
bond – it will return all of its free cash 
flow to investors. A good example is 
the Spanish stock-exchange group 
Bolsas Y Mercados Españoles (BME).

BME generated a robust 45.6% ROCE in 
2018, while its EBIT margin was 54.7%. 
However, the group has returned the 
bulk of its annual profit to investors 
and free cash flow has made little 
progress since 2004.

Stock compounders

Given the importance of quality with 
growth, I use the term stock com-
pounders to describe companies that 
can generate high returns, sustain high 
returns and realise high-return growth.

Stock compounders are able to grow 
free cash flow over the medium to 
long-term. This will result in share-
price momentum, provided that the 
initial valuation is not exorbitant.

Stock compounders need a growth 
tailwind to generate high-return 
growth. Apple Inc (NASDAQ:AAPL) 
provides a good example with its free 
cash flow per share increasing ninefold 
(excluding dividends) since the launch 
of the iPhone in 2007.

BME's free cash flow per share 

Source: SharePad

aradaphotography / Shutterstock.com
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Stock compounders are durable

How can we identify stock compound-
ers like Apple Inc? The first criterion is 
that a company needs to be durable. 
They have to be able to hold their own 
for the next 10 to 50 years.

A durable business benefits from 
resilient demand, good margins and a 
strong competitive position. They tend 
to have robust balance sheets with 
plenty of scope to service liabilities.  

The spirits group Diageo (LON:DGE) 
is a durable on account of its portfo-
lio of long-established spirits brands. 
Guinness, Johnnie Walker, Smirnoff, 
Captain Morgan, Baileys and Tanqueray 
all appear to be here to stay.

Stock compounders tend to gener-
ate high margins

High operating-profit margins are an 
indicator of a robust competitive po-
sition. Diageo generated a robust 34% 
margin of earnings before interest and 
tax on revenue in fiscal 2018.

What matters, though, is the sustain-
ability of margins. Companies need 
competitive 'moats' to keep rivals at 
bay. These include strong brands, net-
work effects, switching costs, econo-
mies of scale, patents and distribution 
channels.

When it comes to spirits, consumers 
tend to focus on brand quality rather 
than price. Diageo also often controls 
product distribution, and bars and 
supermarkets have limited space to 
stock spirits.  

Stock compounders are not unduly 
capital intensive

It is no use generating high margins if a 
business is extremely capital intensive. 
National Grid (LON:NG.) is a case in 
point. The utility group has an EBIT 
margin of 23.3% but a capital-turnover 
ratio of only 0.3x. The result is a 7% 
return on capital.

Franchisors like Domino's Pizza Inc 
(LON:DOM) are capital light because 
franchisees fund the business. Plat-
form businesses that act as interme-
diaries, such as Rightmove and Auto-
Trader (LON:AUTO) are also capital 
light.

Apple's free cash flow per share: the iPhone effect

Source: SharePad

Apple share price since the iPhone launched

Source: SharePad

Diageo's top spirit brands

Source: Diageo
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About Andrew

Andrew Latto, CFA, is an inde-
pendent analyst and the founder 
of www.fundhunter.co. Fund 
Hunter's mission is to identify 
the best investment funds. The 
Fund Hunter model portfolio 
has meaningfully outperformed 
the All-Share index since incep-
tion. Andrew previously worked 
for an investment management 
company and a research com-
pany. He also contributes to 
www.cube.investments. 

Diageo ROCE drivers

Source: SharePad

Diageo's free cash flow per share

Source: SharePad

Diageo's share price since 1998

Source: SharePad

The capital invested in a business may 
reinforce its economic moat and long-
term durability. Diageo is a capital-in-
tensive business with a capital-turnover 
ratio 0.5x − each unit of invested capi-
tal generates 0.5 units of revenue.  

This is partly down to the capital tied up 
in brown spirits that take a long time to 
mature. While this reduces the return 
on capital it also provides a powerful 
competitive moat – competitors can-
not launch rival products overnight.

Stock compounders have a growth 
tailwind

To grow free cash flow a stock com-
pounder needs to benefit from a long-
term growth driver. Current global 
growth drivers include increasing 
travel, health-care demand, urbanisa-
tion and the shift online. 

Diageo is benefiting from the increasing 
global demand for Scotch whisky, 
emerging-market demand for spirits 
and product premiumisation. These 
factors have helped the business to in-
crease free cash flow per share.

Summary

The starting point for quality investors 
is to identify durable businesses. The 
next stage is to identify companies 
that can generate high returns, sustain 
high returns and realise high-return 
growth.

The quality investing approach has 
allowed fund managers like Terry 
Smith and Nick Train to outperform 
rivals. It may offer one of the best ways 
to perform well over the long term.
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