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		Foreword

		by Jonathan Davis

		

		Warren Buffett, who knows a thing or two about stock market investing, describes a moment of epiphany when after years as a Benjamin-Graham-style value investor he finally came to appreciate that it is better to pay a fair price for an outstanding business than an excellent price for a poor or mediocre one. He attributed this insight to his longstanding friend and business colleague Charlie Munger, although he has also referenced a number of other influential investors, such as John Maynard Keynes and Philip Fisher, in support of that idea.

		

		Yet there is something deeply entrenched in human nature that seems to militate against more investors pursuing a strategy which experience directs has so many positives – and so few negatives – going for it. How strange is it, after all, to believe that it might be a mistake to invest in something other than the best? Nobody with a long-term perspective and the freedom to choose would knowingly set out to pick a work of art, a case of wine, or (dare one suggest?) a spouse on any other basis.

		

		It is to the credit of my friend Peter Seilern that, from his earliest days in the investment business, he has never doubted the wisdom of investing exclusively in high-quality growth companies which not only pass a demanding set of financial criteria, but crucially also offer the investor a high degree of confidence that they will go on doing so for many years into the future. The potential longevity of a quality growth company’s ability to go on making high returns on capital is the key insight that makes it in reality a low, not a high, risk investment.

		

		It is an article of faith for Peter, bordering on zealotry, that for every kind of investor avoiding a permanent loss of capital is every bit as important as maximising investment returns. Constructing a portfolio of what he calls quality growth stocks is the only true way to minimise the risk of losses while simultaneously maintaining a high probability of above average long-term returns. This is not, in general, the approach of the great majority of investors, both private and professional, for whom the pursuit of uncertain larger gains today frequently trumps the security of more reliable returns tomorrow.

		

		In Keynes’ immortal words, few stock market investors are immune from the gambling instinct and as a result “must pay to that propensity the appropriate toll”. Well, maybe it is more than a few who have a more enlightened view today, as evidenced by the increasing amount of money which flows every week into passively managed index funds, the epitome of dullness, but instruments, suitably priced, whose main attraction is that they offer nothing but reliable second quartile performance over time.

		

		Yet why settle for second best when you can still go one better? That is the challenge which Peter throws out to all of us in this important and timely addition to the canon of readable and authoritative investment literature. For him, the best really does mean the best. The universe of investable businesses which pass his demanding criteria (the ten golden rules he describes in chapter 3) numbers just a tiny fraction of more than 50,000 companies whose shares are listed on leading public stock exchanges around the world.

		

		All are well-known names with long histories and deep and liquid markets for their shares. There is nothing to stop anyone with money to invest from owning them. If you had done so at almost any point over the past 30 years, the risk-adjusted returns you would have witnessed by now would have convincingly thumped the performance of both index funds and all but a handful of professionally managed funds. Quality growth companies, you would think, are an ideal match for pension funds and any institutional investor with real long-dated liabilities. Yet regulators and actuaries, unable to distinguish one equity from another, blindly refuse to think so.

		

		The track record of the funds managed by Peter’s own investment management firm, Seilern Investment Management, bears testimony to the success of his approach. His fund with the longest continuous track record has outperformed the MSCI World index by approximately 2.25% per annum, compounded over 23 years, sufficient to grow an initial portfolio of 10,000 Swiss Francs into a sum more than six times that amount. This is despite the period encompassing two of the most severe bear markets in living memory (2000–03 and 2007–09). The comparable sum that would have been generated by the world index is 3.75 times the original investment. The past ten years have been particularly rewarding for his methods, with annualised returns of more than 13% per annum.

		

		Seilern World Growth vs MSCI World
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		Source: Seilern Investment Management, Bloomberg

		

		Yet the funds have also been less volatile than the market as a whole, and if that is your favoured measure of risk (which it should not be, of course – risk is a richer and more complex concept than that) then you should be doubly happy. In practice, even the best companies can sometimes become too expensive to justify ownership. Sometimes, too, they lose their mojo through some combination of management incompetence, complacency and the arrival of vigorously disruptive newcomers with a technological or some other form of competitive edge. That is capitalism for you.

		

		So you still have to be selective and on the ball. It is only the cream of the crop that eventually make it into Peter’s funds. If and when a company passes his rigorous quality growth tests, his average holding period is ten years or more. Unlike most of his peers, instead of looking ceaselessly for the next big thing, the analysts at Seilern Investment Management spend the majority of their time drilling ever deeper into the operations and accounts of the companies they do own in order to be sure that their competitive strengths are not being eroded, competed away or disguised from view. If the price of freedom is eternal vigilance, the same is true of investing in quality growth companies.

		

		*

		

		I can vouch for the fact that Peter’s principles, which he outlines and justifies in this book, have not altered a jot in the two decades that I have known him. It is, in fact, 30 years since this modest, largely unsung exemplar of what a fund manager should be first set up a small office in London to pursue his ambition of turning his insights into a sustainable investment management business. Today his firm has some $1.5 billion under management, but the road to commercial success has not always been linear. Not for him the easy road of many fund management firms, prioritising asset accumulation over sustained performance and the client’s best interest.

		

		Personal and professional modesty should not be mistaken for the absence of deeply held convictions. Peter has strong views not only about the inherent superiority of his quality growth investment approach, but also about many of the theories and assumptions to which finance academics and the majority of professional investors hold dear. Some of his strictures are laid out in the pages that follow. He remains a passionate advocate of European integration, for reasons which, as with his aversion to unnecessary risk, I suspect are strongly rooted in his Austrian family background.

		

		Now it is fair to say that the macroeconomic conditions of the period since the global financial crisis have been favourable to the kind of companies which Peter loves to own. Ultra-low interest rates, slow economic growth and the overhang of debt have all contributed to an environment in which quality growth companies have been driven up to high and demanding valuations by historical standards.

		

		Some market analysts believe that it is only a matter of time before these valuations are reversed. Others talk dismissively of ‘bond proxies’, conveniently ignoring the ability of the very best companies to go on growing their cash flows in real terms, a most unbondlike characteristic.

		

		Peter argues convincingly that these critics are both wrong and missing the point. As well as being a manual on how to choose exceptional stocks, the next 180 pages will explain why he takes that view. I urge you to read on and make up your own mind. If you are not already persuaded about the merits of quality growth investing, by the time you finish reading this book it could be your moment of epiphany as an investor too.

		

		Jonathan Davis

		www.independent-investor.com

		Oxford, August 2019

		


		

		

		Introduction:

		A Superior Way to Invest

		

		Investing is both a science and an art. Doing as well as the markets these days is more the former than the latter, with the task often performed by a computer. Every investor is now routinely measured against the performance of a comparable index, and computer-managed index funds and ETFs match most benchmarks silently, cost-effectively and with near-perfect efficiency.

		

		Doing better than the common run, however, still requires more art than science – and necessitates the application of the human mind and a specific kind of temperament in order to be successful. Quality growth investing, the approach that I describe in this book, is the most reliable and effective strategy yet devised by man for achieving above-average returns with minimal risk of the permanent loss of capital.

		

		As such, in my view, it represents as close to a holy grail in the investment business as there is. The case for quality growth investing is rooted in a potent combination of sound theory, empirical validation and that often elusive condition known as common sense. Yet, surprisingly, despite the mountain of empirical evidence that it works, this style of investment is practised by only a small minority of professional investors.

		

		In this book I set out to explain in simple language what quality growth investment is, why it produces such consistently good results, how best it can be implemented, and why the conventional thinking that governs much of modern investment practice is badly flawed. There appear to be many reasons why more investors don’t pursue the approach that I advocate. Partly it is the result of poor reasoning, but partly also it reflects the many commercial and behavioural factors which govern the way that the investment business operates and is regulated in practice.

		

		Nowhere is the need for investors to embrace the attractions of quality growth investing more acute than in the field of pension fund investment. Providing the means for people to live comfortably in retirement is one of the biggest global challenges facing the developed world in the 21st century. Although well known to policymakers, too many people remain unaware of the growing gap between the financial benefits that the pensioners of tomorrow will need (and have been promised) and the assets which are there to meet those growing liabilities.

		

		As well as being a prudent and rewarding choice for individual investors, quality growth investing, I believe, is perfectly suited to helping resolve this looming pension deficit crisis in the developed world. Yet thanks to misplaced notions about the true meaning of risk, which are hardwired into the thinking of regulators and the actuarial profession, as well as other softer behaviourial factors, pension fund sponsors and fund managers are actively discouraged from adopting the strategy. This urgently needs to change.

		

		Making the case for a quality growth approach requires me to puncture some other potent myths in prevailing conventional wisdom about investment. These include the myth of diversification; why there is no such thing as a share for widows and orphans; why obsession with dividends is misplaced; and how capital appreciation can still be secured when interest rates hover, as they do today, in a twilight zone between barely positive and slightly negative. I also challenge the fundamental assumption, widely held in academia and the media, that superior returns necessarily demand higher risk.

		

		The book is structured as follows. Part I sets out the case for quality growth investing as an investment strategy. It covers the reasons why quality growth investing, as defined, holds out the prospect of both superior returns and below-average risk. I also discuss how the investor’s strategy will be affected by external events in politics, monetary policy and the fixed income markets. Part II explains in detail how to find the small number of companies which meet all the necessary criteria to qualify as a quality growth business. After listing the ten golden rules which govern how to make that choice, the next chapter focuses on how the companies, once identified, can be incorporated into a portfolio and how they should be valued. Part III, the final section, discusses how quality growth investing stands up against other approaches and offers some thoughts on prevailing market conditions and the difficult issues confronting investors of all kinds in a world of very low interest rates, rapid technological change and growing political polarisation.

		

		I accept that there will be many investors, both professional and individual, for whom adopting the quality growth approach will not be easy, whether for regulatory, cultural or other reasons. I can only urge them to consider the evidence. Having pursued this approach for 30 years in my privately owned investment management firm, I am happy to report that the results to date have been highly satisfactory for clients. While my original introduction to quality growth investment owed something to chance and a little bit to experience and intuition, as I explain below, both the detailed research that my firm has carried out since those early days and the results which our funds have been able to obtain over three decades have only deepened my conviction that the strategy deserves a much wider application.

		

		Personal background

		

		My belief in the merits of quality growth investing was spawned relatively early on in my career in the financial services industry and has only intensified with every passing year since. It began on 1 October 1973, when I joined the leading Austrian bank in Vienna, Creditanstalt-Bankverein, as a junior clerk. That was the day that OPEC quadrupled the price of a barrel of oil. This event caused rampant inflation for many years to come and was the cause of a brutal bear market in stocks that was to last until 1981. During these difficult years I embarked on a fully-fledged banking training course, working in the main areas of banking: domestic loans, interbank operations, export credits, securities trading, and so on.

		

		I did not immediately realise back then how crucially and beneficially that training would influence my thinking. A grounding in banking during such a time of crisis helped me piece together the complex component parts of financial markets and enlightened me in assessing how risk can best be avoided without prejudicing the prospects of enhancing the value of capital. Investing only in the highest quality growth companies seemed to me, even then, the most certain way to achieve that second objective.

		

		In 1978 I was offered a job by Hambros Bank Ltd to help build its business with German-speaking countries on the continent of Europe. Before joining the bank, however, I spent one year with the prestigious German private bank, Sal. Oppenheim jr. & Cie. later acquired by Deutsche Bank. I commuted between Frankfurt and Cologne, to prepare for the assignment offered by Hambros. During this year, I concentrated on stock and bond markets, spending time with the German bank’s financial analysts, who were considered among the best in the country. I was also dispatched to the floor of the Frankfurt stock exchange which, in those days of open outcry, was a busy place with much noise and activity.

		

		During these years in Vienna and Frankfurt, I was greatly attracted to stock markets and eager to develop my career in that field. However, neither of the two markets compared with the depth of the London stock market, so I determined to pursue my career in the world’s number one financial centre. After joining Hambros Bank in 1979, I was initially asked to help develop their interbank business before achieving my ambition of moving into the investment management department.

		

		In 1981, the long bull market in equities began across Europe and shortly thereafter I was appointed fund manager for the bank’s new European unit trust. Many investment restrictions across Europe were lifted as capital controls were dismantled in advance of the creation of the European Economic Community’s Single Market. In the City of London around that time, SG Warburg spun out its investment management service, placing it under a new mantle called Mercury Asset Management and listed it on the London Stock Exchange. This was a clever move which, I hoped, would be replicated by Hambros.

		

		1986 was a momentous year for the London financial markets. It was the year of Margaret Thatcher’s Financial Services Act, also known as Big Bang, which revolutionised the London stockbroking scene, abolished the dual capacity functions of broking and market-making and opened the door to US financial corporations. In 1986 I was approached by the privately-owned Swiss investment management firm of Notz, Stucki & Cie. and asked to join their small London office with the idea of developing an in-house research capability.

		

		The surge in investment activity around that time in Europe and beyond produced a wave of hitherto largely unknown portfolio management styles. I spent time in Geneva, where my employers were based. They were important players in the relatively new world of hedge funds and had access to many investment managers on Wall Street. Outside the hedge fund space, their main contacts were with W.P. Stewart & Co. which was, at the time, the epitome of an investment house which favoured what I now call a quality growth approach.

		

		My deepening ties with this firm helped cement my early conviction that investment in the world’s best concerns, chosen on the basis of hard rules, was the most reliable way to preserve and enhance capital. The key insight was to concentrate on the businesses rather than on their quoted share price. Only by knowing inside out the companies in which client monies were invested was it possible to make a judgment on the sustainability of their returns. Risk could best be mitigated if clear guidelines were followed and the temptation of quick profits through short-term buying and selling of stocks avoided. This strengthened my intuition that far from high returns requiring high risk, the contrary could be the case.

		

		By 1989, so certain had I become that this was the right strategy that I came to realise that the most sensible option was to found my own investment management business and build it in my own way, from scratch. I returned to London after three years in Geneva and began assembling the pieces of the puzzle. I was alone, initially, and the main challenges were not only to assemble a universe of suitable investment opportunities but, further, to find equally-minded partners as well as clients. Luck was also required, as I soon found out. I knew it would take many years to fulfil all my ambitions, and despite mistakes, bear markets and other challenges since, I have never regretted anything.

		

		After 30 years and many bull and bear markets, my conviction of the attractions of quality growth investing remains firmly intact. This conviction rests on the long record of success inherent in the philosophy and its long-term time horizon. However difficult it is to invest for the long term and to separate the noise from the signal, it is a strategy that works – and if it ain’t broke, as they say, don’t fix it.

		

		Peter Seilern

		London, August 2019

		

		Note: All statistical data and graphs in this book have been provided by Seilern Investment Management Ltd, Bloomberg and Factset. The references to individual shares in this book are provided purely as examples of principles. They are not investment recommendations and in the fullness of time they will become out of date as practical guides.

		


		

		

		Part I: Why

		


		

		

		Chapter 1:

		Higher Returns and Lower Risk
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		Why is a strategy based on finding and holding a portfolio of quality growth businesses so attractive? As with any investment strategy, it ultimately comes down to balancing the two central elements of risk and return. Although the two are conventionally said to rise and fall in tandem, in reality it is not as straightforward as saying that more of one necessarily means more of the other. If it is possible to have an investment strategy which offers greater returns with below-average risk, any sensible investor, once aware of the possibility, would be foolish not to consider it. That in a nutshell is the happy combination which quality growth investing promises – and consistently delivers – to the investor.

		

		Experience suggests that in practice most investors lack clarity about the need for a clear and considered strategy and are confused by the true meaning of risk. That is one reason why the returns they achieve are often disappointing. This includes professional as well as private investors. As is well-known, on average between 60 and 80% of professionally managed funds fail to beat an equivalent index fund or benchmark after accounting for fees.

		

		The successful investor must make strenuous efforts to avoid the pitfalls of the majority. The investor needs to define what he wants, the time horizon over which he is willing to achieve it and the amount of risk he is prepared to take to get there. The more patient he is willing to be, the greater his chances of achieving success.¹ When it comes to implementation, it is important that the strategy is capable of being implemented in a deliberate and dispassionate manner, free from emotional distractions.

		

		Quality growth businesses, as we define them, are not normally regarded as a distinct asset class, but that is how in my view they should be seen, because they have a unique and distinctive set of characteristics. Most investors, if asked to name the most important asset classes in financial markets, will list public equities, private equity, bonds and other fixed income securities, currencies, commodities, real estate and collectibles such as works of art, classic cars and wine. Sub-classes such as corporate bonds, hedge funds and derivatives, to name the obvious ones, exist within each class.

		

		The distinctive mantra of the quality growth investor is that only the best is good enough. His definition of quality and growth is detailed and specific. It means narrowing the field of potential investments to shares in a relatively small number of well-established and publicly listed businesses which possess a number of precise and positive characteristics. These characteristics include strong balance sheets, high returns on invested capital, market leadership in a growing industry, a sustainable competitive advantage and committed shareholder-friendly managements. (The ten most important criteria are described in more detail in chapter 3.) It is not enough to satisfy some of these tests: a true quality growth stock has to meet them all.

		

		This makes those companies that pass muster an exclusive club. Out of 50,000 companies which are currently listed on leading stock markets, there are no more than around 60 which at any one time meet all the criteria that a rigorous quality growth investor such as my firm demands. These companies really are the crème de la crème. Their greatest strength is not just that they are well managed and profitable, but that, given sensible management, their profitability will also be consistent and durable. For the patient, long-term investor, they are the gift that keeps on giving. Few if any other asset classes offer quite such a powerful combination of positive attributes.

		

		Just as important is that, contrary to conventional wisdom, a portfolio made up of this kind of investment will be inherently less risky than other types of investment, such as bank deposits and government bonds, which are traditionally thought to be at the lower end of the risk spectrum. To believe this does, however, require a willingness to think about risk and return in a different way to that presented in academic textbooks and in business school lecture rooms. In this chapter I consider both return and risk in turn.

		

		Consistent returns

		

		The guiding principle of investing in any business is that the value of its equity will ultimately be determined by the development of its profits over time. The gains that can be made by investors are driven by the growth in its sales and cash flows and by the return it can achieve on its invested capital. It follows that companies which can demonstrate exceptional quality on those measures must also in time deliver an above-average return to investors.

		

		The empirical evidence confirms that this is indeed what happens. In the short term anything can happen in stock markets, of course, as prices bob around on a sea of sentiment and speculation, but the long-term pattern is clear. Companies with high returns on capital and consistent profitability, if purchased at sensible prices, are more rewarding as investments than companies with lower returns. They also produce higher returns than the stock market as a whole.

		

		There is plenty of data to support this claim. A study by the American investment firm GMO, published in 2018, found that over the 90 years between 1928 and 2018 companies that scored highest for quality on a range of accounting measures produced on average a 0.4% higher return than the American stock market as a whole.² If you added some strict valuation criteria on top – meaning refusing to pay silly prices for the best stocks – the advantage from investing in quality companies improved to 1.4% per annum.

		

		On a first hearing 1.4% per annum may not sound a lot, but that is before one takes into account the wonders of compounding, the mathematical phenomenon which serves to turn even small percentage gains into big numbers over long periods. Simple calculations show that an investment portfolio which has a performance edge over the market of 1.4% per annum will be 10% more valuable after eight years and almost 50% more valuable after 30 years.³ In absolute terms, because of the wonders of compounding, the final value of a portfolio with these characteristics will be worth many thousands or even millions more than it would otherwise be, depending on the starting capital of the investor.

		

		My experience in managing portfolios of high-quality growth companies also bears out the GMO study. Clients who invested 23 years ago in the Seilern World Growth fund that my firm manages have seen their money grow in value more than 523%, or 8.1% per annum, compounded. The fund has handsomely outperformed the MSCI World index by 247%, or 2.3% per annum, compounded over those two decades. The unit price of the same fund has grown 3.5 times in the past ten years alone, a compound rate of 13.2%, ranking it third in the universe of UK-registered global equity funds. (It is not an accident that the funds which rank in first and second place also manage money in a similar quality growth style.)

		

		It is fair to make the point that the criteria which GMO uses to determine the highest quality companies, while similar, are not identical to the ones I describe in this book. In fact, our process is more demanding than theirs. Their survey merely took the one third of companies in the S&P index which scored highest on their quality measures. We insist on a tougher set of standards, and rather than taking a percentile of the top performers, make it an absolute requirement that they are all met. Our universe is therefore smaller, but the average quality of the companies in our universe is higher than those in GMO’s sample.

		

		One would therefore expect that the margin of superiority in returns could also be greater, as indeed it proves to be. The table below summarises the potential impact of the higher growth rates that the quality growth companies in our universe enjoy, taking for this purpose return on invested capital (ROIC) as a proxy for the ten quality growth criteria we demand. The average return on capital for the 60 companies that qualify to be included in our universe today is 20% per annum. This compares to 11% per annum for the 500 companies that make up the S&P 500 index, the main US market index. (Note: this is the average profitability of the universe from which we choose our stocks, not the 25–30 companies which actually go to make up the current portfolio.)

		

		It is important to note that the 9% per annum differential in the return on invested capital is not the only factor driving the superior return to shareholders. The payout ratio – the proportion of profits which are reinvested into the business each year – is also a significant factor. The power of quality growth companies stems not just from their high rates of return, but the ability to continue reinvesting their earnings at the same high rates of return. The average payout ratio of companies in our quality growth universe is 45%. For the S&P 500 index, the average payout ratio is nearly double that, at 79%. This helps to explain why at the start of any given period quality growth companies will have a lower dividend yield than the market, but consistently produce higher total returns over time.

		

		Other important aspects of this analysis are presented in the next section, but the simple point to make here is that the higher return which the investor can reliably expect from a portfolio of quality growth stocks is ultimately driven by the demonstrable fact that they are making significantly more money and using capital much more efficiently than other companies. They are compounding machines and in due course both theory and experience tell us that such earnings power must and will translate into strong investment returns.

		

		

		
			
				
				
				
			
			
					
					Seilern Universe
					S&P 500 index
			

			
					Return on invested capital, 2018
					20.0%
					11.4%
			

			
					Payout ratio, 2018
					45%
					79%
			

			
					Dividend yield, 2018
					1.4%
					2.1%
			

			
					Total return per annum, 2008–18
					14.5%
					12.8%
			

		


		

		

		

		Source: Seilern Investment Management

		

		It is true that the price that investors have to pay to buy these stocks at any one time can vary enormously: sometimes they will look expensive and sometimes cheap. In the short term the relationship between the return on capital achieved by the company and the return on investment obtained by the shareholder will not be linear. The actual investment returns this kind of stock will deliver over any given period will be determined by the price paid on purchase and the price at the subsequent point of valuation. A disciplined approach to buying and selling is an essential part of the quality growth investor’s process. Even with outstanding companies, nobody wants to pay over the odds or sell them too cheaply.

		

		Nevertheless it is an observable fact that over time the return an investor makes from quality growth stocks slowly but surely converges on the compounding rate of growth in their profitability. The longer you own them, in other words, the less important the price originally paid for them becomes. If a company can generate a return on invested capital of 15% per annum over two decades, through both good times and bad, it is a reasonable assumption that the investor’s return will be close to 15% per annum as well. And so it proves.

		

		Earnings growth vs share price appreciation
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		Source: Seilern Investment Management, Bloomberg, Factset

		

		The Seilern Universe earnings growth index has been calculated as the median annual earnings growth rate of the Seilern Universe of quality growth stocks.

		

		That is one reason why quality growth investors need (and prefer) to be patient long-term investors rather than traders or speculators. Quality growth investors do not attempt to make money quickly. They do not search for shares that will double in value in a month or in a year. Their objective is to preserve and grow their invested capital over a period of years. While share prices will rise and fall in value from one period to the next, the best quality growth businesses, like Ol’ Man River, just “keep rolling along”.

		

		It is the powerful combination of higher long-term returns and the confidence that they will be achieved which makes quality growth investing such an effective and reliable strategy. It is also what marks out the quality growth approach from that of many investors, for whom the be all and end all is the change in the share price, not the underlying performance of the business. As John Maynard Keynes, the economist and investor, pointed out many years ago, the former type of investor hopes to make money from the fundamental attributes of his investment. Those whose only interest is the current share price know or care little about what the business does and are better thought of as speculators, a very different animal.

		

		The second leg – risk

		

		If the first leg on which the case for quality growth investment rests is the certainty that exceptional companies will produce exceptional investment returns over time, the second is the realisation that these returns can be achieved with a below-average degree of risk. Risk in investment is a complicated subject, but not one that is too difficult to understand in this context. The great advantage of the quality growth approach is that the fundamental strengths of the business the investor owns act as a powerful bulwark against the risk of a permanent loss of capital. It is important to explain what this definition of risk means and why it is so fundamental to investment success.

		

		The average investor tends to see risk in terms of what happens to the value of his investments from day to day, or week to week. In academia, similarly, the favoured measure of risk is the volatility, or variability, of the price action that is observed every time a share or other type of investment changes hands. Newspaper and television headlines echo and sustain this idea by focusing on how many billions have been ‘wiped off’ the value of the stock market every time it experiences a daily fall (although rises in share prices, it has to be noted, are rarely accorded the equivalent treatment). The underlying assumption is that the more a share price jumps around, the riskier it is deemed to be.

		

		Yet this whole concept of risk is both misleading and highly dangerous. There is no doubt that if an investor needs to buy or sell an investment on a particular day, the current price will be of great importance. It will be inconvenient if the price is moving up or down by a notable percentage every day. Yet, in practice, for most investors (as opposed to traders) such occasions are rare, and for the most part voluntary rather than enforced. Everyone who has direct experience of how financial markets operate soon learns that short-term variations in price can have many causes, but more often than not these factors turn out to be either transitory or irrational, and almost always irrelevant for the fortunes of the type of business that a quality growth investor owns.

		

		As we have seen, what matters more in determining the success of an investment over time is how well the fundamentals of a business – its profits, cash flow and balance sheet – are progressing. In the famous saying of legendary value investor Benjamin Graham, in the short run the stock market is a voting machine, with share prices determined by what the majority of investors currently think, but in the long run it is a weighing machine, in which fundamentals become the primary determinant of how share prices behave. The corollary is that the biggest risk an investor with a long-term perspective faces is not whether the price of his shares is marked up or down tomorrow, but whether the fundamentals of the company are improving or deteriorating this year, next and the one beyond.

		

		If these fundamentals are deteriorating, and management is incapable of rectifying the situation, then the investor will undoubtedly be exposed to the risk of a permanent loss of capital. When thinking about risk, it is far more important for the investor to be protected against losing money irrevocably than it is to worry whether the price of what he owns is up or down from one day to the next. That is why using volatility as the measure of risk is so flawed. To be sure, it is a measure of a certain kind of risk, but the risk is a relatively trivial one, is frequently irrelevant, and says nothing about the risk that matters far more – which is whether the investor’s capital is under threat.

		

		As it happens, the share prices of quality growth companies do tend to be less volatile than those of the average stock market company, but that is not the main reason they are fundamentally less risky investments. Another study by GMO, carried out in 2012, shows that while quality companies produce higher returns than the average over time, the difference is actually most marked during bear markets, periods when share prices generally are falling. Bear markets don’t come round very often but when they do they can be very damaging to wealth. There have been two occasions in the past 20 years alone (2000–02 and 2007–09) when stock markets have fallen, peak to trough, by at least 50% over a relatively condensed period of time.

		

		It is in these periods that the risk of irrecoverable loss can become very real. Poor and mediocre companies go to the wall, with those that have geared up their balance sheets with too much debt well to the fore. Few investors are spared from seeing the value of their portfolios decline. Anyone who owns a bankrupt company or is forced to sell a share to raise cash will experience a permanent loss of capital. Quality growth investors are not immune from the market’s decline. The difference, however, is that the impact will generally be much less severe, as the companies in the portfolio will still, thanks to their strong fundamentals, be making money. They certainly won’t be at risk of going bust, and any loss of capital will be in the form of a temporary paper loss, rather than permanent damage.

		

		According to the GMO study, during bear markets the share price performance of quality companies is on average 3–5% per annum better than the overall market. As negative returns compound just as surely as positive ones, it follows that the markdowns which quality growth investors experience during bear markets are considerably less marked than those of the market as a whole. When a bear market ends, which typically happens within 18 months to two years, the quality growth investor – even if he has taken no precautionary steps to moderate the fall – will therefore be much better placed to enjoy the fruits of the period of expansion that follows. His capital will have survived the market disruption intact.⁴

		

		The common-sense question that the investor should ask himself is: when times are bad, what kind of investments would he prefer to hold – shares in a high-quality growth business which has been around for years, is consistently profitable and free of debt, or shares in one which has borrowed heavily in the past to juice up its returns, will plunge into losses when the economy slows, and will have to spend weeks locked in a dark room with its bankers to avoid going bust? For anyone who is concerned to preserve his capital, the answer should be obvious. Other riskier businesses may rise more in value during the good times, but investors in genuinely high-quality growth companies know that their capital will always be preserved and they will live to fight another day.

		

		To quote the conclusions of the GMO study: “Companies with exceptional profitability do not go bankrupt. Companies with exceptional profitability generate exceptional returns. Likewise those with low profits will fare poorly. This holds true not only at the company level, but at the market level as well. Profits ultimately drive returns. This argues strongly for a risk and investing framework focused on the survivability of corporate profits under any scenario.” That is the quality growth investor’s core belief.

		

		Broader risk factors

		

		The greatest risk of loss of capital, one might observe from experience, often lies in the behaviour of its owner. In good times, he has to resist the impulse to take profits for the sake of profits. An old saying in the City of London has it that ‘a profit is a profit is a profit’. That is not how the quality growth investor should think about it. He knows that time is on his side. He has the best runners in the field and should sit back and wait for their superior class to come through.

		

		Many investors, however, are addicted to activity. No important announcement or event passes without them wanting to make an adjustment to their portfolio. They make a new shopping list following a budget speech; they prepare to trade after a change in interest rates; they feel the need to react to an election result. This is nearly always an unnecessary waste of their time and money. It is also what helps to create short-term volatility in stock markets.

		

		As noted already, equating share price volatility with risk is a mistake, but one that is easily made if the investor is prone to react emotionally to day-to-day changes in the value of his portfolio. The more nervous investors there are, the bigger the potential volatility that ensues, as falls in share prices are accentuated by panic and trend-followers. The same goes in reverse: rising share prices also encourage trend followers, as well as those of a greedy or excitable temperament, creating markets that then overshoot on the upside. The essential point is that in any such periods, it is not the business which causes the volatility, but rather what is in the mind of the worried or exuberant investor. It is a triumph of emotion over reason.

		

		Unfortunately, indiscriminate chopping and changing of this kind gnaws into the value of a portfolio and increases the risk of permanent loss of capital. The money a hyperactive investor spends on buying and selling investments is a cost that comes directly out of capital. Those expenses may be bagatelles, but the money is still gone for good. To be a valid use of capital, each and every transaction has to result in a permanent financial gain which earns back the capital which has been lost.

		

		Many investors like to take profits after a share has risen in value, in the hope or expectation that the share price will decline and they will be able to buy them back at a lower price. This practice is known as market timing and can be hugely costly. To be successful it requires two correct decisions: the first, to sell at the right time, the second, to buy back at the right time. Get either wrong and the loss will be permanent. Trading too actively increases the risk of such an outcome. It is one of the reasons many professionally managed funds fail to perform as well as they should. It also helps explain why fund managers are coming under increasing pressure to lower their management fees, given that transaction costs are now being made more transparent, highlighting what a significant drag on fund performance they can be.

		

		Resisting the temptation to churn an investment portfolio will make an important contribution towards preserving and enhancing capital. A portfolio of genuine quality growth businesses will flourish if left to mature. Sound investments typically reward the patient investor. The investor is better advised to spend the time saved on manouevring in and out of the market on building up and refining his knowledge of the universe from which his holdings have been selected. Get the business right, in other words, and the returns will follow. The share price today or tomorrow is a secondary factor.

		

		Risk and the eye of the beholder

		

		Another tenet of established wisdom is that in order to obtain higher returns, the investor is required to take on higher risk. Unfortunately, the established wisdom is wrong. Putting all one’s chips on ‘rouge’ in roulette risks losing all one’s money for a chance to double one’s money – it would be hard to think of a higher risk proposition – but nobody would suggest that this is a sensible way for an investor to proceed. The idea that greater risk is necessary to achieve greater rewards is mistaken. So too is the idea that low-risk assets, as conventionally described, are in fact low risk.

		

		The safest investment of all, it is said, is cash in the bank, and the next safest is lending to a government by investing in a country’s sovereign bonds. These are both dangerous misconceptions. Take depositing money in the bank first. What that involves, technically speaking, is making an unsecured loan to the bank in return for the payment of interest. (If you are lucky, that is. In the current era, with interest rates so low, the bank depositor can expect little or nothing by way of interest on their deposit.)

		

		But why should a bank be trusted to repay the loan? Unsecured means what it says: that there is no security or collateral to back up the bank’s promise to repay. If it comes to the crunch, the bank may repay the loan from money it has been paid back by borrowers, but how sound are those borrowers? Nobody can know for sure. During the dark days of 2013, bank customers in Cyprus found out the hard way that banks and governments together can be unscrupulous about ensuring that their political interests override any obligation on the bank’s part to repay its depositors.⁵

		

		Leaving aside such shocking examples of legalised theft, the reality is that no bank depositor can ever know whether his money is being deployed wisely or irresponsibly. It is true that most governments effectively guarantee bank deposits up to a certain limit (£85,000 per financial institution in the case of the UK; €100,000 in the EU), but the paradoxical effect of the state guarantee may be that it encourages bankers, knowing that they will not be held to account for that money, to take more risk with their depositors’ money than if there was no guarantee. This is one reason the credit crisis of 2007–09 was so severe.

		

		Nor are government bonds as low a risk as financial theory suggests. Today a vast swathe of the debt issued by European countries offers a negative real return, meaning that bond investors are effectively paying the government for the privilege of lending money to them. An investor who lends money to a government in this way receives next to no interest and, while guaranteed that his capital will be returned at a pre-determined date, has no idea whether that capital will still be worth what it was when it was first lent. Inflation is the greatest enemy of any fixed income investment, and any signs of a revival of inflation will guarantee a real and permanent loss of purchasing power. A bond with a zero or even negative yield is hardly a risk-free proposition.

		

		So the question for the investor becomes: would he rather lend money to a bank, lend it to a government of dubious integrity, or entrust that same money to participation in the success of the best and most reputable businesses in the world, ones that enjoy outstanding growth over many years to come, wrapped in fortress-like balance sheets with little or no need for debt? Think about it that way, and there is only one logical answer.

		

		It is true that there are other factors which bear on returns that will always be outside the investor’s control. It is a matter of luck, for example, whether the start of a person’s investing life coincides with good times or bad. Nothing saved a Russian stock market investor from losing everything in 1917 when the Bolsheviks took over, to take the most extreme example.

		

		Investors in the UK and the United States who made their first stock market investments in the early 1980s had the good fortune to be entering the market at the start of what proved to be one of the most rewarding decades in the history of equity investing. It was hard to go wrong: notwithstanding a sharp price correction in October 1987, and one nasty recession a few years later, nearly everything went up in price more or less consistently. Japanese investors enjoyed exceptional returns, too, in that decade – but those who started in the 1990s had to endure nearly 20 years of poor returns.

		

		That experience was the mirror image of what happened in the 1970s, when most investors suffered heavy losses in the wake of two oil price crises, a surge in inflation and a global recession. Investors in Japan fared much better in comparative terms in this dark period, with the stock market still learning to appreciate the scale of the so-called postwar Japanese miracle, which saw the country become a new economic force, making household names of pioneering firms such as Sony and Toshiba.

		

		For the current generation of investors, one hugely positive development has been the revolution in telecommunications and computing that has taken place over the past 30 years. That has spawned the emergence of what are genuinely global markets for shares, bonds and currencies. It has become a simple and relatively inexpensive matter these days for any investor to invest in companies and economies from all round the world, something that was impossible only a generation or two ago. Free movement of capital, independent central banks and the globalisation of manufacturing and trade have massively expanded the number of investment options out there and the ease with which they can be accessed.

		

		Some experts say that certain types of investments, including many kinds of equity, are ‘not for widows and orphans’. This also is misleading. Sound investments are sound investments, whoever owns them. The behaviour of the share price will not be affected by an investor’s age or status. As popular parlance has it, ‘the share doesn’t know you own it’. If quality growth companies are among the safest and most rewarding of investments, and rightly seen as an independent asset class, it seems strange to try and prevent anyone from sharing in their success, whatever their status in life.

		

		In the past few years, there have been many examples of sharp and indiscriminate stock market falls that awaken fears of a bear market and are accompanied by sharp rises in volatility. Rather than making investment riskier, the volatility in due course will produce golden opportunities for the level-headed quality growth investor to buy more good businesses at a better price than before. Far from being a risk, therefore, for the investor whose actions are driven by reason rather than emotion, volatility can often be a positive.

		

		The bottom line is that quality growth companies, in aggregate, offer a potent combination of above-average returns and below-average risk. They will perform well during periods of expansion and display resilience during recessions and other economic shocks. The patient and dispassionate investor who owns them will incur fewer transaction costs. He can concentrate on making sure he knows the businesses to which he has entrusted his savings inside out, for there is no guarantee – only a high probability – that a high-quality growth business will continue to produce the financial results which brought it to attention in the first place.

		

		The quality growth investor must, of course, be vigilant for any signs that a business is losing its competitive advantage. It requires courage to change one’s mind and to sell, even at a loss, if circumstances have changed and an investment has lost the potential of a serious return. Sometimes it becomes necessary. Continuing to research and monitor performance is therefore a high priority. During bear markets, the quality growth investor has the reassurance that the value of his portfolio will be recovered when conditions improve. Quality growth companies perform well in almost any set of economic circumstances – over time, the investor can be confident that the companies’ 12–15% net earnings growth will translate into investment returns of a similar quantum.

		

		The mind of the investor

		

		What, one might conclude, is not to like? The answer is that everything comes back to the knowledge and temperament of the investor. It is often thought that investment should be adventurous and exciting – or is, at the very least, the opposite of calm and meticulous. Anyone who describes the stock market as a casino (for good or ill) starts from the wrong perspective. Good investment practice requires modesty, endurance and a lengthy time horizon. It shuns emotion, steers clear of the fashionable and trendy, and ignores the siren voices urging action every day.

		

		Some investors shun all risk, even if the risk is illusory. They refuse to tolerate even paper losses. They are nervous that equity investments can fall in value at any moment. But if the underlying business is sound, they should be reasoning that the share price will bounce back in due course. The investor should think of shares as he thinks of his house. Assuming his property is in the right location, he can be confident that over time the value will go up, and it does not help to ring an estate agent every day to check the value. Although investments need observation and supervision, just as now and again the homeowner needs to check his roof, it is a mistake to tamper with them all the time.

		

		The investor who follows what this book suggests will construct a quality portfolio of equities designed to survive bear markets as little battered as possible; and then to take wing when optimism returns and the growth in earnings of businesses with sound balance sheets again becomes reflected in the price of their shares. In this game the determined tortoise will always beat the excitable hare.

		

		Above all, it requires the investor to take care that his money survives and grows amidst every vicissitude that politicians, the economy or the markets can inflict. Although the vicissitudes of these outside factors often have unique characteristics, many of them apparently compelling, common sense should dictate that the investments themselves are what really matter.

		

		A focus on the businesses that meet such demanding criteria will eventually reward his patience, and in abundance.

		

		

		
			1 I often feel that the English language, which is so richly variable, should by now have found a way of describing a person with a polite pronoun that covers both the traditionally used pronouns ‘he’ and ‘she’. Sadly, that magical pronoun has failed to emerge, meaning that business books and legal documents tend towards using the male description only when the author would be far happier with a word that encompasses both. Please bear with me for resorting to the use of the traditional masculine pronoun when referring to ‘the investor’ in this book – I assure you that I mean this to address both sexes equally.
		

		

		
			2 The criteria used by GMO include a high return on capital, consistent profitability and strong balance sheets with relatively low amounts of debt.
		

		

		
			3 This is based on the assumption that the stock market produces an average return of 6% per annum, which is consistent with the long-run historical average.
		

		

		
			4 It is true that, in the very short term, in the early days of a severe market downturn, the shares of larger high-quality businesses may be marked down more dramatically than risker companies because they are the only shares which can be sold quickly by cash-strapped or panicking investment institutions (an example of the liquidity factor described in the next chapter). Over the course of a bear market, however, the findings of the GMO study will turn out to be correct.
		

		

		
			5 As the price of bailing out its banking system, Eurozone politicians unilaterally forced customers of Cyprus banks to give up a significant proportion of the money they had deposited at the bank.
		

		


		

		

		Chapter 2:

		The Bigger Picture
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		While good managements do everything in their power to sustain and grow the profitability of their businesses through good times and bad, even the highest quality growth companies are not immune to wider developments in the economy, politics and society. The quality growth investor needs to be aware of what these developments are, and monitor them closely – but it is also important to keep their relevance to his investment strategy in context.

		

		This chapter discusses in more detail how these bigger picture issues can and should impinge on the investor’s decision-making. While his main focus will always be on the businesses he owns – as they are the engine which is the source of his investment returns – there can be times when other factors will inevitably intrude. The challenge is to maintain a measured response to events, which will often attract a high profile in the media and day-to-day discussion but may not always be as relevant or as important as they first appear.

		

		What drives markets?

		

		The investor must always be alert to the three ingredients that make up a market and explain its behaviour, whether it is rising or falling. These three factors are growth, liquidity and valuation. Over time all three are subject to change, tempting the investor to make adjustments to his portfolio. It is often wise to resist such temptations.

		

		(i) Growth

		

		Growth is one of the keys to stock market performance. Bull markets reflect the economic growth of a country. Rising share prices mirror a rise in the profits of the individual businesses that make up a country’s economy. The distinctive feature of stock markets, however, is that share prices will typically rise in anticipation of stronger earnings and are themselves one of the main leading indicators of future economic development. This leading indicator role also works in the other direction. Early and material share price declines often presage an economic deterioration that follows a few months hence.

		

		In more cases than not, its role as a leading indicator is the reason why, as the saying goes, the stock market is ‘always right’. It is an observable fact that when a country’s statisticians declare that an economic recession has taken place, it always turns out that the start of the recession will have been preceded by a fall in the stock market several months earlier. It is the stock market’s job to look forward and anticipate the future course of economic growth. With hindsight it fulfils that role well. The only problem is that, while all recessions are preceded by a stock market decline, not every stock market decline is the precursor of a future recession.

		

		In other words, the stock market can also give false signals, and typically this will occur when investors succumb to their emotions, or some startling new narrative arrives to encourage irrational fears or hopes. These episodes are one of the forces that contribute to the volatility of the stock market. It is during these periods that share prices can move away from their fundamental value, creating opportunities for the well-informed investor to buy or sell to advantage. It is part of the analyst’s job to try and distinguish those market declines which foretell a decline in future economic growth and those which are merely giving out a false signal.

		

		As explained in the previous chapter, although the quality growth investor’s portfolio will consist of businesses that can continue to grow through a recession, a declining stock market will not leave a quality growth portfolio unscathed. For the seasoned investor, with nerves of steel and cash to spare, however, bear markets always eventually present a new buying opportunity. The economy will start to recover and, some months before that happens, stock markets will start to rise. If the investor can identify that point, there will be substantial gains to be made by buying more shares in his favoured quality growth businesses.

		

		Buying high-quality growth stocks when prices are depressed by general economic conditions is a surefire way to deliver superior portfolio returns for many years to come. Identifying that possibility is, however, easier said than done. The reason is that it is precisely at such low points that investors, still reeling from heavy losses, will be at their most fearful and the media will be full of gloomy news and backward-looking tales of woe.

		

		Nothing alters the fact that company earnings in aggregate will struggle to grow if the economy of the country as a whole is not growing. The quality growth investor’s universe, however, is – as a matter of choice – limited to companies which have shown themselves capable of enjoying superior growth under almost every kind of economic scenario. Their financial performance will be better than most during bear markets – and be strong during subsequent recovery periods. The rate of economic growth will always be a factor that drives and constrains how much growth a company can achieve in absolute terms.

		

		It is important to distinguish between nominal and real economic growth. The first is the headline figure by which the economy expands from one period to the next. The second, and far more important, is the rate of growth after allowing for the rate of inflation in the economy. Nominal growth only tells half the story. The other half is about the direction of prices. Rampant inflation is dangerous; persistent deflation, when prices generally are falling, is even more dangerous. A generalised fall in prices across an economy risks turning a short-term economic boom into a recession, followed in the worst case by a deflationary bust of the kind that brought about the Great Depression of the 1930s. This is a nightmare scenario and one that will guarantee to devastate the stock market should it occur.

		

		Today, when consumers are making increasing use of the internet to shop around and drive down prices, booms and busts are generally less pronounced than they were. Inflation has stayed at very low levels, at least by 20th-century standards, for many years now. That is another reason why quality growth businesses have performed so well; they are among the few examples of businesses still capable of putting up prices in a low-price world. The biggest danger the investor faces on the growth front is the potential impact of rare exogenous events, outside his control, that could bring economic growth crashing to a halt. The oil price crises of the 1970s are an example. Trade wars or military conflict between superpowers would be more current examples.

		

		(ii) Liquidity

		

		The economic cycle and stock market behaviour are also dependent on a second variable, which is the amount of liquidity in the global or national economy. Liquidity refers broadly to the amount of money or spending power available to consumers, producers and governments. It comes in a variety of forms. In a macroeconomic sense, it refers to the amount of money in circulation or available as borrowing from banks, while central banks are also heavily involved through the operation of monetary policy in determining the amount of liquidity available at any one time. In the microeconomic sense, liquidity refers to the amount of uninvested money in institutional and private household accounts. In private households it is savings, the difference between earnings and expenditure.

		

		Liquidity is important to investors because it is the oil that lubricates the economy, as well as being a major influence on the amount of money flowing into stock and bond markets. Nowadays, central banks hold all the cards when it comes to liquidity. They have the ability to restrict or increase the amount of money at will. They use that ability in an effort to control inflation and the rate of economic growth. In the years since the global financial crisis, central banks have been using their powers to create unlimited money out of nothing to the full (a policy known as quantitative easing). This new money is then placed at the disposal of the banking system in the hope of making them more willing to lend. At the same time the central bank tries to make it unattractive for banks to hold excess reserves, sometimes by imposing negative interest rates on their deposits with the central bank.

		

		At the time of writing the amount of liquidity moving around the economic system is still abundant and that is considered by many to be a factor in the strong showing of stock markets over the last ten years. The tide of liquidity unleashed by the central banks is designed to counter disinflationary expectations holding back both consumption by households and capital expenditure by business, two of the most important drivers of economic growth. A shoe manufacturer will slow down his production of shoes if he expects to sell them at a loss. Equally, the customer will refrain from buying the shoes if he believes they will be cheaper in a few months.

		

		Globally, economic growth has been slow for several years, which along with low inflation rates has in turn had a depressing effect on another factor which is an important influence on stock and bond markets, namely interest rates. Slow growth has kept interest rates low, to lure money away from the sidelines and towards consumption and investment. Interest rates are important for the liquidity of investment portfolios. The higher they rise, the more attractive fixed-term deposits and savings accounts become as an alternative to shares and bonds. Higher interest rates also make companies think twice about borrowing. With the confluence of these two important trends, liquidity is gradually reduced and reluctance to buy shares mutates into unreadiness and inability to invest.

		

		Investors need to track the policy of central banks and, in particular, trends in interest rates and liquidity, as they are such important determinants of the amount of money flowing into the financial markets and the economic conditions in which businesses of all kinds have to operate. In particular, the extent to which the Federal Reserve in the United States and other important central banks are relaxing or tightening monetary policy is a critical variable in future rates of inflation and economic growth, which in turn are key drivers of the future path of corporate profitability.

		

		(iii) Valuation

		

		The subject of how the investor should value individual quality growth businesses in which he is considering investing is covered in chapter 6. Here we will address how the stock market as a whole is valued. As already noted, the role of a stock market is to discount the future earnings of each listed company, using a rate of interest, to give these earnings a present value. This value is often expressed as a price-to-earnings (p/e) ratio, meaning, in the case of individual companies, their market value as a multiple of their current profits. A p/e ratio can also be calculated for the market in aggregate. Fluctuations in the price of money will affect the p/e ratios of individual stocks and of the market as a whole.

		

		The topic of valuation ranks as one of the most widely debated issues in investment. Most investors put it at the top of their priority list. After all, they reason, the cheaper an investment opportunity, the more they can gain and the less they can lose. The higher it is priced, the greater the potential for losing money, either on paper or permanently. Such investors are drawn to a style of investing known as value investing. At its most extreme this is characterised by a share which, as Benjamin Graham had it, has a wide and strong safety net. That safety net, in his view, would ideally be represented by the existence of a large disparity between the price of a share and the intrinsic value of the net assets on the company’s balance sheet.

		

		So if the investor calculates an investment to be worth 100, and its share price is trading on the market at 60, it represents a potential bargain, and one where there is a lesser risk of loss than if the share price traded at 70 or 80, let alone 120 or 150. This, of course, is on the assumption that the business is correctly valued at 100, which is not always the case. The pricing of the business in the case of a Graham follower would relate to the value of the company’s net assets, although because assets come in various shapes or forms, including intangible assets, valuing them correctly is a task in itself.⁶

		

		Value investing in this narrow sense worked well in days gone by, but is less practical these days. There are many other approaches to valuing both an individual investment and the market as a whole. It is the most complex of the three panels of the market triptych, because it also hinges on and interacts with the two other panels, growth and liquidity. In essence, a higher rate of economic growth translating into above-average profits expansion, say, would generally merit higher valuations than those prevailing in a sluggish economic and profits environment. A dearth of liquidity, on the other hand, could place a question mark over the reliability of any particular valuation.

		

		Interest rates are also an important factor in determining the rate at which future earnings should be discounted to arrive at the present value of both the overall market and individual companies (see below). Currently interest rates are very low and, other things being equal, this would be expected to contribute to higher rather than lower share prices. Many investors, however, believe that this environment is abnormal, even artificial. They argue that the interest rate used to discount future earnings is too low, meaning that p/e ratios are too high and the stock market is therefore due for a correction.

		

		There is plenty of scope for arguing about the current level of valuations. My personal view is that the critics who think valuations are excessive are misguided, having failed to appreciate the strength of the deep-seated forces which have contributed to the low-growth, low-inflation, low-interest-rate world which is the current norm. Failing to read the runes, aficionados of value investing have been far too cautious for years, missing out on one of the longest bull markets in recent history. This is discussed further in chapter 7.

		

		The overall lesson for the quality growth investor is that understanding the factors which influence the valuation of the stock market is an important part of his responsibility. Growth, liquidity and valuations combine to shape the direction of the stock market, but they can combine in different and complex ways. There can be an absence of growth and liquidity, while valuations are still appealing. There can be an abundance of growth and liquidity, but valuations can be daunting, as they were in 2000 at the height of the dotcom bubble. Any combination is feasible. At the time of writing, valuations are reasonable, underpinned by steady if unspectacular economic growth coupled with abundant liquidity. But there is always the possibility that these can change quickly and unexpectedly.

		

		The bond market and interest rates

		

		There is an unchanging and unbreakable connection between shares and bonds. As taught in academia and business schools, the risk-free interest rate offered by long-duration sovereign bonds is the basic benchmark, or hurdle rate, against which the investor needs to measure the value of any potential investment. When valuing a potential equity investment, the central issue is the additional return over and above the risk-free rate that is required to justify making the investment. This required rate is known as the equity risk premium.

		

		The reason that equities require a premium, so theory has it, is that shares are assumed to be riskier than sovereign bonds and their return should therefore exceed that of the alternative ‘risk-free’ investment. The equity risk premium, it is taught, can vary from one country to another, depending on the stability of the region in question. Argentina or Venezuela, for example, will command a higher risk premium than Germany, France or Switzerland.

		

		Whether the theory taught in business schools accurately reflects the way the world works can be challenged, but what is not in doubt is that the price of money, as reflected in market interest rates, has a central and profound influence on the operation of financial markets. Many investors who find shares more interesting than bonds overlook the fact that the share market tail is always wagged by the bond market dog. Numerically the bond market is the big brother of the equity market, since the aggregate market value of fixed income paper listed on the world’s stock exchanges is greater than the equivalent in shares – and the disparity in size between the two markets is growing ever wider.

		

		In the first ten years of the new millennium, the size of the bond market grew more quickly than the US economy. By 2010 the value in dollars of all issued fixed income paper was nearly double the market capitalisation of all listed shares. The bond market is the most important influence in determining the behaviour of every economic agent, up to and including central banks. It is also the determining factor in the price of money. To the extent that it encourages more efficient pricing of risk, the trend towards deeper bond markets should be welcomed by equity investors too.

		

		The importance of the bond market has grown since governments began to impose new capital rules on the banking system after the crises around 2008. The new regulations mean that banks are forced to be more careful about their lending. With banks lending less, companies seeking finance have increasingly had to turn to the corporate bond market, helping to fuel its rapid growth.

		

		That makes it even more important for the investor in shares to be aware of trends in yields right across the bond market, and not solely in the government debt market. It is hard for modern-day investors to recall that, until the 1980s, there were no corporate bonds in issue in the UK market. Similarly, in the United States, high-yield bonds – sometimes known as ‘junk bonds’ – have grown from nothing to become a multi-trillion dollar market.

		

		Why is this question of the price of money so important to the equity investor? The reason is that interest rates are the most important influence on the direction of share prices. The job of stock markets is to place a value today on the earnings that companies will make tomorrow. Interest rates provide the discounting mechanism that determines the present value of a company’s future earnings. A risk-free rate, or as close to it as possible, is needed as the building block on which the discounting exercise is based.

		

		Other things being equal, any rise in the discount rate will tend to reduce the present value of future company earnings and so produce a weaker share price. In the same way, a lower discount rate will tend to have the opposite effect, leading to a general increase in share prices. The precise linkage between market interest rates and equity valuations however is never straightforward in practice.

		

		Historically, for example, the risk-free rate has generally been taken to be the ten-year government bond yield, to which is then added any relevant equity risk premium. But is that still appropriate in a period when interest rates have been held so low as a matter of policy and government debt has risen as dramatically as it has done since the global financial crisis? What is the most appropriate equity risk premium to add in the case of the long-life companies which the quality growth investor favours? These important issues are discussed further in subsequent chapters.

		

		Bull and bear markets

		

		Bull and bear markets have always been a feature of financial history and are an essential topic for study by any investor. Much is made of the importance of being a contrarian and how the expectations of the majority at any point in time may turn out to be wrong. But being a contrarian should not be an aim in itself. It only pays off for courageous investors at market inflection points. Since it is rarely possible to recognise a market inflection point until after it has occurred, the ability to recall past inflection points is important.

		

		At turning points in the market cycle, there are often telltale signs of greed or fear. In the former case, caution is thrown to the wind and the prospect of returns trumps all concepts of risk. If the investor sees markets rising day after day, and week after week, and all around him are making money and boasting about it, it is likely evidence that a market top is near. Joining the madding crowd at such a point is a precursor to losing money, usually permanently.

		

		In the case of fear – the emotion most associated with troughs in the market cycle – the opposite holds true, as investors close their eyes and ears to investment opportunities. Some investors take a vow never to return to the market, having incurred a permanent capital loss. As they drop out at the bottom of the cycle, they initially feel elation at dodging the hammer blow of losing money, only to repent at leisure over missed opportunities.

		

		In the spring of 2009, for example, there was little or no market optimism. Many participants had been beaten down. Stock markets barely differentiated between quality and junk. Quality growth businesses were on offer in the market at absurdly low prices. It turned out to be one of the greatest buying opportunities of all time. Those who were brave enough to take advantage have enjoyed compelling returns ever since. That was a good moment to be a contrarian.

		

		Another example came in the early weeks of 2018, when the vast majority of investors were convinced that long bond yields were about to break out of their recent historical trading range, rise strongly in anticipation of the return of inflation and challenge the dividend and earnings yield of shares. As it happened, the majority of investors were wrong. Bond yields did not surge, nor did inflation return. If equity prices were challenged, it was the result of different forces.

		

		To prevent emotion from taking over from reason, the investor periodically needs to take three steps back and look at the big picture. As mentioned earlier, his primary considerations will be the triptych of growth, liquidity and valuation. If it were easy to spot the turning points in the market cycle, investing would be much easier. But a careful examination of those three variables, combined with the benefits of experience, can sometimes create unbeatable opportunities to profit from the misjudgements of the majority.

		

		Political and economic influences

		

		Unless there is a high perceived probability of a radical change in prevailing economic policy, political currents frequently dominate media headlines, but rarely have much lasting influence on markets in developed countries. They assume more importance in the run up to elections, when the potential for a change in government becomes more real. Investors historically tend to worry if they perceive that a government with left-wing policies is about to be elected, but are more relaxed if a right-of-centre government is predicted. These concerns usually turn out to be transitory and initial expectations are soon eclipsed by events that have more direct consequences for investors.

		

		Left-leaning governments which set out to increase the role of the state in business are likely to see their country’s stock market underperform compared to periods when right-wing governments are in power and the threat of government interference is much less. It may not always be that simple, however, as Donald Trump’s victory in the 2016 US presidential election has shown. The election of a Republican candidate with many years of experience as a property developer (albeit not always a successful one) raised the prospect of reduced government interference in business.

		

		It was swiftly followed by a surge in the prices of shares of cyclical businesses, leaving quality growth companies trailing. His promise to dismantle much of his predecessor’s policies had an immediate and positive effect on healthcare and bank shares. Interest rates and long-term bond yields rose for a while in anticipation of what was termed Trumpflation, the likelihood that his policies would soon feed through into higher rates of inflation. The dollar also rallied strongly, in part because of a likely repatriation of foreign assets.

		

		But second thoughts soon set in, confirming the wisdom of the observation by former Governor of New York, Mario Cuomo, that politicians “campaign in poetry and govern in prose”. Within months of his victory, the popular Trumpflation trades were abandoned and the stock market reversed course. Meanwhile President Trump’s efforts to strengthen his blue-collar following in the rust-belt states by launching a protectionist war of words with China and other countries also began to rattle investors. The announcement of import tariffs on steel and aluminium raised the prospect of a trade war in which there would be no winners. Trump’s verbal attacks on large US technology companies such as Amazon and Facebook also did not go unnoticed by investors. Yet none of these concerns prevented the US stock market achieving a new all-time high in 2019.

		

		Experience suggests that it is easier to identify potentially damaging political developments than to assess their likely impact. One example which has attracted a lot of attention is the strong suspicion of Russian interference in the democratic process of other countries. Cross-border influencing of people’s attitudes and behaviour through social media channels has been evident for a while now, an early example being the Arab Spring protest movements some years ago. More recently, Russia stands accused of meddling in the US presidential elections that brought Donald Trump to power. Some people also suspect that Russia might have played a role in the outcome of the Brexit referendum as part of its quest to divide and weaken the European Union.

		

		The Brexit referendum itself has had a profound impact already on financial markets, even though at the time of writing, three years on from the vote to leave the European Union, the UK has yet to do so. The external value of sterling has fallen to levels last seen 30 years ago. That has boosted the share prices of many exporting businesses, which are now enjoying a more competitive exchange rate, while those of many domestic-oriented companies have in contrast fallen and remain badly out of favour with investors.

		

		But it is still far too early to know when and how (or indeed whether) the UK will leave the EU. The outcome for the economy and financial markets will depend to a great extent on the ability of the UK to negotiate new trade deals and settle its future role in global trade and finance. If sterling’s leading role in financing international transactions is lost, or used progressively less, it would have profound effects on a portfolio of British investments. If the City of London’s role as a world financial centre is diluted, and business moves elsewhere, the damage will be considerable. In this case a political development will prove to have been of great significance to the investor.

		

		If, on the other hand, the UK continues to play a leading role in global economics and finance, politics will return to its normal secondary role for investors. There may be consequences of a different kind if there is a general election and the result is a far-left anti-capitalist government led by the Labour Party’s current leader, Jeremy Corbyn. This party has threatened to introduce a series of very different policies, including the confiscation of private sector assets at knock-down prices and a massive expansion of public spending financed by money printing. If this were to come to pass, it could have a dramatic effect on the stock market, with negative implications even for the quality growth investor.

		

		The same uncertainty applies to the future of the European Union. In many countries populist politicians from both the left and right are proposing radical policy solutions that threaten the centrist approach which has characterised much of the EU’s history. They often involve attempts to protect national economies from otherwise inevitable and growing globalisation and foreign influence. This could significantly affect the bottom line of local businesses, whether international or domestic.

		

		The most striking example of the rise of anti-establishment parties occurred in the Italian parliamentary elections of March 2018, when the League and the Five Star Movement, two parties with quite different policies, obtained a sufficient majority to form a new government together. This government’s plans to ramp up spending and lower tax rates simultaneously was quickly noted by financial markets, causing a sharp market downturn. The knock-on effect was felt right across the euro area, with bond yields widening sharply against their benchmark, the German government bond.

		

		Europe is also experiencing a rise in support for regional independence or autonomy, notably in Spain, Italy and Scotland, to name the most obvious. The anxiety created by waves of immigrants coming to Europe has helped to spawn nationalist movements. Here, again, however, it is too early to predict whether the economic liberalisation that Europe has enjoyed for the past three decades will be replaced by harmful protectionism, leading to higher inflation and interest rates. Were this to happen, no investor would remain unscathed.

		

		Political influence on financial markets is a rather different matter in developing countries, where governments often seek to retain more direct control of their economy. In 2015, for example, the Chinese government began to engineer a shift in its economic policy away from a focus on infrastructure and other capital projects towards greater encouragement of consumer expenditure. As a result, China’s previously huge demand for commodities and raw materials subsided, causing a global slowdown in economic growth and precipitating a violent reaction in financial markets across the world at the start of 2016. In the event, the fears of economic disruption moderated as economic data showed that investors’ sudden pessimism had gone too far.

		

		Investors’ experience in Latin America has tended to be even worse. Economic xenophobia and class resentment often resonate with disgruntled voters in over-indebted and closed economies. In recent years Argentina has nationalised its private pension funds and Venezuela has seized ownership of foreign-owned local energy companies, scaring away badly needed foreign investors. Capital markets, especially fixed income markets, remain underdeveloped in Latin America. Hostile government policies mean that anyone investing directly in companies listed on local stock exchanges runs a serious risk of permanent loss of capital. (Fortunately, but unsurprisingly, few businesses that meet the requirements of the quality growth investor are to be found in these countries.) While new dawns have been called with great regularity over the past 50 years, they usually turn out to be false.

		

		Another recurrent potential area of concern is geopolitics. In 2017, the unreliable behavour of the North Korean dictator Kim Jong Un attracted considerable attention, given his country’s ambitions to test and develop a nuclear weapons capability. The uncertainty over North Korea’s intentions prompted periods of stock market volatility. A meeting and subsequent brief ‘bromance’ between Kim Jong Un and Donald Trump appears to have reduced the immediate risk of escalation. Nonetheless, the eventuality of a full-scale nuclear war cannot be totally discounted, and clearly any such risk would not go unremarked by financial markets.

		

		It is never possible to discount the role that political developments can play in shaping the behaviour of financial markets. Investors are quick to react to any perceived change in the status quo and it takes time for what is often a rather different reality to play out. The good news for the quality growth investor is that the impact is typically transitory and mostly irrelevant to the performance of the businesses in which he has invested.

		

		Solid businesses which meet the stringent quality growth requirements will continue to produce solid earnings as long as we continue to operate in an unfettered, free world economy. Their earning power will not suffer unduly from minor changes in economic management by politicians. To achieve a strong track record of growth, they will already have needed to prove themselves able to adapt to events and circumstances. While their market valuation may go through periods of stress, it should not normally affect their long-term potential.

		

		Conclusion

		

		The macro considerations of growth, liquidity and valuation will act as a guideline to overall market conditions; but the forces that drive the long-term returns to a portfolio of quality growth businesses are mostly independent of today’s headlines. Trends such as the growth in online payments and internet shopping are clearly developments that are relevant to the business models of specific companies and in that sense worthy of more attention than noisy political posturing. Bond yields and the trend in monetary policy are, however, fundamental to analysing the market and economic cycle, as well as key to the valuation placed on different companies. The quality growth investor neglects the bond market at his peril.

		

		When high-quality growth businesses do come under a cloud from some perceived external threat, it can be an opportunity for the vigilant investor to add to his holding. Momentum is a powerful short-term factor in shaping stock market prices and the effect can be to drive the price of a good company some way away from its intrinsic value. As long as the investor is confident that the fundamental earning capacity of the company is unaffected, adding to a holding in those circumstances is not an act of faith, but good business. There will always be opportunities to add value if the emotional response of others leads to temporary mispricing of the narrow range of quality growth stocks in his investable universe.

		

		

		
			6 In his classic formulation of deep value investing, Benjamin Graham advocated looking for companies whose market value was less than their stated net tangible assets.
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		In this chapter I set out the ten golden rules that help us define the small number of shares that meet the criteria a quality growth investor is seeking. I have arrived at these rules through both analysis and experience gained over more than three decades.

		

		It is important to note that when we talk about quality growth investing, we are using the words quality and growth in a specific and mostly measurable sense. Quality is defined by the balance sheet of the business, by how good its assets are and by the calibre of its management. The four pillars of quality are:

		

		the company’s track record

		

		the strength of its balance sheet

		

		the accounting practices it adopts

		

		its governance (how it is managed).

		

		

		Growth, on the other hand, is measured by the company’s ability to generate increases in:

		

		turnover

		

		profit margins

		

		cash flow.

		

		

		The increase in a company’s share price over time is closely and logically correlated with the growth in its earnings. That is not true for all companies, however. If a company has an abundance of debt, its share price will be influenced by the cost of this debt and by the prevailing rate of interest when the debt is refinanced. Its share price will also reflect the market’s view about the risk of bankruptcy for the company.

		

		Similarly, if a company is listed in an emerging market, the share price is also likely to be influenced by a country risk premium. Investors will demand higher returns if the country is perceived to have higher political and governance risks. These influences are, crucially, outside the company’s control and set independently by financial markets.

		

		The quality growth investor prefers not to allow these external variables to get in the way of the growth fundamentals that matter most, namely earnings, margins and cash flow. By sticking to the investment principle of a strong balance sheet largely free from debt, and avoiding the higher risk of an emerging market listing, the business’s long-term growth trajectory will be reflected more reliably in the returns obtained by shareholders.

		

		It is true that, once the quality and growth ingredients of a company have been established and an investment made, patience will be needed. As long as the expected growth materialises, the investor can have confidence that it will be rewarded in superior share price performance. It may, however, take some time, which is why patience is such an important requirement.

		

		So while quality growth stocks can never be wholly immune to the market’s moody and volatile movements from day to day, their long-term performance is assured as long as their long-term earnings growth remains durable and above average, backed by a rock-solid balance sheet. That is an empirically observable truth for those who care to study the historical data.

		

		(As an aside, there will be times when the share price of a quality growth stock will anticipate the future growth in earnings. This can be disconcerting for the investor. This observable correlation negates the efficient market hypothesis, the business school theory that all publicly available information is in the price of a share at any given time – ignoring both market irrationality and the fact that profound research can unearth aspects of a business not widely known. If a bad day on the stock market causes share prices generally to drop, why should this reflect a deterioration in the business prospects of all the companies whose share price fell? It is simply the result of a bad day and can be reversed over the next session.)

		

		Defining the universe

		

		This is how the quality growth investor begins the challenge of creating a portfolio. The first step is to define a universe of possible candidates from which the final portfolio will be selected. The primary objective is to find an industry whose growth rate is, or is set to be, above that of the gross domestic product of the country or countries where the company is conducting its business.

		

		In this search, the investor will take note of paradigm shifts in economic behaviour, such as the trend towards cashless payments, or the growth in online shopping, to name but two obvious examples.

		

		The detailed task is to find the best companies in that industry, based on these ten characteristics:

		

		A scaleable business model.

		

		Superior industry growth.

		

		Consistent industry leadership.

		

		A sustainable competitive advantage.

		

		Strong organic growth.

		

		Wide geographic or customer diversification.

		

		Low capital intensity and high return on capital.

		

		A solid financial position.

		

		Transparent accounts.

		

		Exceptional management and corporate governance.

		

		

		It does not take long to discover that companies which can meet all these demanding criteria are few and far between. Approximately 50,000 shares are publicly quoted in OECD countries. No more than five or six dozen companies from this list will meet the requirements we have set. At Seilern Investment Management, we repeat this screening exercise on a regular basis and the current size of what we call our investable universe is just 60 names.

		

		The names that do emerge from this process rarely come as a great surprise, since to meet the criteria they will usually already be well-known and established businesses. Quality growth investing does not encompass start-up businesses and one of the most important qualifications for inclusion in the universe is a consistent track record of profitability and growth. A dominant market position is likely to be one reason for their sustainable competitive advantage.

		

		Industrial companies can be fascinating in this regard. Take water pumps, for example. A pump built 100 years ago has little in common with one built today. Yet the best pumps on the market today are still manufactured by the same company, Xylem. How is this possible? What counts in the long term is not just a company’s ability to navigate the ups and downs of the economic cycle (most will survive if they have the right balance sheet), but also the ability to lead and share in never-ending cycles of product innovation.

		

		Innovation affects quality growth businesses in different ways. Some have low innovation content. Whether they admit it or not, consumer staple companies such as Unilever or Danone belong to this group. These companies tend to spend little on research and development, but a great deal on marketing. Many of the larger companies have in recent years set about centralising decision-making in the interests of cost efficiency. That has produced savings and higher profits, but at the cost of allowing local competitors in some key markets to steal a march in terms of product innovation and speed of response to changing local tastes. The lack of speed in reaction to changing markets has begun to cost them market share and to disrupt one part of their business model.

		

		Another group of quality growth businesses value innovation – but pursue it over a long cycle. The way payments are made, for example, does not change every year. But large companies which continue to invest sufficiently in innovation are able to remain well ahead of their competitors and are correspondingly harder to catch up. Examples here include Automatic Data Processing, Mastercard and Dassault Systèmes.

		

		A third group of quality growth businesses is the one where innovation is rapid and essential for corporate survival. If a business ceases to innovate and adapt to changing market dynamics, it rapidly disappears (who now remembers Eastman Kodak, which once dominated the market for camera film?). Good examples of companies which have thrived in a fast-changing innovation environment are Xylem in water technology, Graco in fluid-handling systems, and Assa Abloy in doors and locks. These quality growth businesses manage to remain industry leaders despite high turnover in their products.

		

		1. A scaleable business model

		

		A quality growth company must have a scaleable business model. What does that mean? At its most basic, a scaleable business model is one that allows a business to sustainably grow its revenue and profits. The market for its products must be sufficiently large and open to absorb the company’s continued growth. This is key. If the market is too small or too closed to support the company’s growth, it follows that its sales and earnings will not be able to expand at the required rate. It is upon this foundation that the different methods of achieving scalability are built.

		

		Here are some examples of business models that meet the demand of scalability.

		

		(i) The platform model

		

		In its purest form, a platform is a mechanism to create interaction between separate groups, most often the producers of some good or service, its inventors and the consumers. The success of this model is based on two key ingredients: continued scope for revenue growth and the ability to control business costs. The mechanics are simple to grasp – the business requires an investment in infrastructure to support growth – but the investment required is minimal by design.

		

		Within the platform model, there are two dominant sub-models: price and volume.

		

		The price-scaleable business has a stable cost base, and revenue growth is generated predominantly through pricing power. This is the sort of model operated by Rightmove, the UK property portal. Rightmove offers its end users (the country’s potential house buyers) the widest range of property listings in the UK, and its customers (estate agents) access to those end users. Since access to potential property purchasers is a business-critical service for estate agents, and the cost is a fraction of the cost of running an estate agency, they are almost guaranteed to list their stock of houses on Rightmove. The result is that Rightmove has captured most of the growth in the market. Because of this highly defensible competitive position, Rightmove can continue to scale its business by increasing prices. Because there is no reasonable alternative to listing on Rightmove, the market is happy to absorb the pricing increases.

		

		The volume platform model is driven less by pricing power than by volume growth. Here, too, the cost infrastructure is stable, but the bulk of revenue growth is generated through increasing product volumes. This is the core business of the payment network Mastercard, which provides the infrastructure over which card-based payments travel. Mastercard has both these ingredients in abundance. The continued adoption of card-based transactions in both developed and developing markets is driving consistent revenue growth, with the prospect of many more years of growth to come. Meanwhile the infrastructure necessary to process the transitions is semi-fixed, in the sense that the marginal cost of adding each additional user is low.

		

		(ii) The capacity-driven model

		

		The second dominant business model is capacity-driven scalability. This is a model where the company can increase its output and generate growth through the addition of new capacity. As with the platform model, it is crucial that the market can absorb more growth. A good example of this model is Fanuc, the Japanese robot manufacturer. The production facilities it uses to build its robots are highly automated. Once these facilities approach full capacity, the demand for robots is sufficiently robust that Fanuc can build a new facility and scale it up while remaining within the bounds of prudent capital allocation.

		

		It is worth emphasising that scaleable business models are only good as long as the scope for market growth remains. Many consumer staples businesses are finding it increasingly difficult to scale their models effectively. In an attempt to remain competitive, they have resorted to making costly acquisitions, which often require debt finance, spinning out non-core parts of their business and attempting to rework their strategies in key geographic markets. There is no guarantee that these changes will work and in the meantime their business models are deteriorating – a useful reminder that the quality growth investor must always remain alert to market developments that threaten either the quality or the growth of his ideal investment.

		

		2. Superior industry growth

		

		In the long run, we know that earnings drive share prices. Where a company grows its earnings sustainably over time, the price of the stock will follow. Aided by the extraordinary power of compounding, over time this growth will translate into above-average and sustainable returns for the investor. Operating in an industry with superior growth rates is therefore a crucial business attribute and our second key feature for defining quality growth.

		

		The definition of a growing industry is one that displays a growth rate above that of GDP, the general level of economic activity in an economy, and is largely independent of the ups and downs of the economic cycle. This kind of growth is generally driven by secular changes in economic and business activity, such as the shift from cash to electronic payments, the global shortage of water and an ageing population.

		

		Dassault Systèmes, the world’s leading vendor of product lifecycle management software, is a good example of a company which operates in such an industry. Product lifecycle management, as its name suggests, is a system designed to tie together all the different types of software programs involved in making a product, from idea generation through engineering and manufacturing to the marketing and final sale of a product. These might include 3D design and simulation, product data management, enterprise resource planning, client relationship management and so on. Enabling all these programs to work together effectively can drive efficiencies across an organisation by cutting the amount of time, energy and materials involved.

		

		Given the inexorable trend towards digitalisation in corporate and organisational activity, Dassault is operating in an industry that clearly benefits from a strong secular growth trend. The more complex organisations become, the greater the need for coordinating software. The competitive edge that Dassault enjoys stems from its ability to generate products more cheaply and efficiently than its rivals. Companies have no option but to adopt such technologies if they wish to remain competitive. The drive towards digitalisation is a structural feature of the industry that should mitigate the impact of a future slowdown or a recession, making it easier for Dassault to continue growing its sales year after year.

		

		It is easier to see the value of structural growth in an industry by comparing it to other sectors which don’t enjoy such an advantage. Think of publishing, video shops or coal production, all of which have been in secular decline for years. When industry growth has slowed or stopped altogether, the only way to increase sales is by gaining market share. Although a fair and respectable strategy for an individual business, it is a zero-sum game for the industry – there must be a loser for every winner – and not a sustainable source of growth over time.

		

		This is not an exact science, however. It is evident that cyclical industries often tread a narrow path between growth and decline. Companies that operate in these industries are dependent on the ebbs and flows of the economic cycle, which inevitably makes their earnings streams more volatile and difficult to predict. By definition these industries deliver superior growth only when the economic cycle is expanding. If it were possible to predict turning points in the economic cycle with precision, companies in cyclical industries might have greater claim to be considered, but sadly it is not. They therefore fail to satisfy the criterion of consistent growth that the quality growth investor requires.

		

		3. Consistent industry leadership

		

		A company will stand a better chance of growing sustainably over time if the industry in which it operates enjoys structural, superior growth. However, even when a company has a scaleable business model and operates in an industry with superior growth, it does not guarantee success. What is also required is a leadership position in the industry, and the third of our golden rules is that the companies we choose must have demonstrated that leadership consistently over a period of time. The reason is that the profitability of a middling company in a structurally growing industry is exposed to additional risks. In many sectors, for example, as in sport, competitive economics tends to create a winner-takes-all (or winner-takes-most) market, where most of the spoils go to the companies that are number one or two in the industry.

		

		It takes many years of investment, patience and purpose to achieve industry leadership and the kind of dominant market position we are looking for. That is why quality growth companies are often household names and why they can most readily be found in developed markets. They will typically already have a large capitalisation, counted in the billions of pounds, euros or dollars. Although there are businesses of good quality with much smaller market capitalisations, in those cases the investor faces the risk of potential loss of liquidity, meaning it may be difficult to buy and sell the shares in any quantity at the quoted price. The greater the number of shares involved, the greater the risk of unfavourable movements in the price that can be obtained. This important factor cannot be ignored even with larger capitalisation companies; quality can sometimes come at too high a price.⁷

		

		Consistent industry leadership and a dominant market position are generally recognisable. In outsourcing and management consultancy, for example, nobody disputes that Accenture, the US-based global company, enjoys a dominant position. Automatic Data Processing, also American, is a processing business in the field of human resources with exceptional cash flow generation and a double-A rated balance sheet. As discussed, Dassault Systèmes from France is the leading provider of 3D software for companies to define, simulate and optimise manufactured goods.

		

		Once a company reaches dominance, the advantage for the quality growth investor is that it can be difficult for the business to be dislodged. Imagine how lengthy and how difficult it would be to build a brand to challenge Coca-Cola. Few businesses have succeeded in dislodging the online power of Google or Priceline.

		

		A key benefit a company enjoys from having a leading market position – and one of the key characteristics of a quality growth company – is the ability to command its own prices. The slow death of trades unions and the growth of globalisation and the internet have accelerated a shift in pricing power from producer to consumer over the last two decades. This in turn has kept inflation rates remarkably low by historical standards. The consistent industry leadership position of great quality growth companies enables them to fight back against the macroeconomic trend towards lower prices. It would seem logical that companies which enjoy the ability to set their own prices without losing business should command a premium, and so it usually proves.

		

		A good example is Hermès, the French luxury group. It has grown the price of its goods at an average compound annual rate of around 4% for the last 20 years, despite the disinflationary trends prevailing around the world.⁸ Novo Nordisk, the Danish producer of insulin, has increased the prices of its diabetes products at a similar pace, even though the healthcare sector is frequently under attack from governments torn between the logic that pharmaceutical profits are needed to fund research and development into new drugs and a political imperative to be seen to protect the consumer from rising drug prices. PepsiCo’s track record on pricing is equally impressive, as is that of the jeweller Tiffany, and the perfume and cosmetics company, Estée Lauder.

		

		Another company with great pricing power, though not such a household name, is Moody’s, which specialises in rating company debt. Its prices have increased at an annual rate of 3–4% over the last decade. This is in spite of the fact that the reputation of ratings agencies hit rock bottom during the global financial crisis, when many investors accused them of turning a blind eye to the risks of subprime mortgages and other dangerous lending practices. Given continuing demand from the capital markets, they have not only survived but thrived. With banks forced to retreat from many types of lending, and ultra-low interest rates encouraging more companies to take on debt, there has been an explosion in corporate borrowing. With that has come increased demand for all that debt to be given ratings, which is Moody’s core business.

		

		The power that enables a business to set its own prices needs careful management. Abusing that market power can lead to kickback from consumers, politicians and regulators. Because of their high-profile role in the credit crisis, Moody’s and Standard & Poor’s, the two leading rating agencies, came under heavy pressure from the US Congress to change the way they do business. For a while this was an alarming development for quality growth investors who owned Moody’s. In the event the business model survived largely unscathed, and the risk of regulation receded. Even where the impact on consumers is not particularly high, it can still be easy to attract unwelcome critical attention. Visa and Mastercard are recent examples.

		

		In the case of businesses such as Graco, Xylem, or Accenture, which operate in sectors where there is a premium on continued successful innovation, the necessary heavy expenditure in research and development needs to be monitored carefully by investors for signs of diminishing returns. History suggests that there is a definite risk that industry leaders delivering high profit margins can become complacent and take their eye off the ball, allowing disruption by new entrants. The case of Novo Nordisk in the US is telling in that respect. New management admitted that, for a while, the company failed to appreciate that its products were becoming commoditised. Another example is Danone, the worldwide leader in yoghurts, which missed a consumer trend towards favouring Greek-style yoghurt.

		

		Investors can also be misled by the kind of artificial, short-lasting pricing power that can be generated by heavy marketing spend and yet make no lasting difference to future sustainable growth. Danone, Reckitt Benckiser, Colgate-Palmolive and Nestlé have all been guilty of this at times, spending heavily on brand promotion of unpatented products in emerging markets without enduring effect. As ecommerce gains in prominence and shoppers turn to the internet, established products can no longer rely solely on their branding to retain consumer loyalty. Those that fail to capitalise by developing an effective ecommerce response risk seeing their growth status decline.

		

		L’Oréal is a good example of a company which has risen effectively to the ecommerce challenge from a position of industry leadership. The company continues to gain market share in the cosmetic business with the help of a dedicated online strategy. L’Oréal was among the first consumer companies to appoint a chief digital officer to its board of directors. It has also recognised the need to adapt its brand portfolio and distribution channels to the new consumer environment. As in so many cases – and as further evidence that the golden rules are all interconnected – effective corporate governance has been the key to this successful counter to a new challenge.

		

		Pricing power is particularly important to the investor during periods of disinflation, and even more so if it appears that deflation is about to set in. A company whose prices and earnings continue to grow during periods of slow economic growth will be rewarded with a higher p/e ratio than companies obliged to hand some of their traditional pricing power to consumers. Investors in shares that trade on a premium p/e ratio during an economic slowdown are rewarded by seeing their portfolios decline less sharply than the overall market, an important source of capital protection.

		

		It is, of course, important to define what is meant by an industry leader. Although most definitions suggest the market leader will be the largest player in the industry, this is not always the case. Quality growth investors are looking for the companies which are best positioned to capture most value in a growing market. Fanuc, the Japanese robot manufacturer, is significantly smaller when it comes to revenues than the largest player in the market, Asea Brown Boveri. Yet Fanuc consistently outgrows, and generates higher operating margins, than its larger competitor, thanks to a state-of-the-art manufacturing facility, high-quality products and a strong emphasis on customer service. Such attributes are competitive advantages which allow it steadily to gain market share.

		

		4. A sustainable competitive advantage

		

		Finding a consistent industry leader requires an in-depth look at the history of a company and its industry. More often than not, quality growth businesses will enjoy multiple competitive advantages, creating positive feedback loops and strengthening their competitive position over the years. No competitive advantage, however, is infallible over time and the ability of an industry leader to sustain its position over the long term is another of the golden rules that make up the quality growth philosophy.

		

		Competitive advantages can be categorised in two large families: a superior product or service and a superior business model. Offering a superior product or service will often allow the company to set higher prices. Take the dental implant manufacturer, Straumann, which has been able to demonstrate through decades of clinical studies that its implants have stood the test of time better than any of its competitors. The ability to manufacture superior products has been rewarded with high customer loyalty and lower price-elasticity. Client satisfaction, however, is notoriously subjective and sometimes the perception of superior quality can be enough to create an advantage. Nike and Adidas, for example, have been leading the sports footwear industry for years and grown their share of the sports footwear market from 37% in 2008 to 45% in 2017.⁹ This can mainly be attributed to their superior brand appeal rather than to any particular edge in quality of product.

		

		The second type of competitive advantage stems from a superior business model. Inditex’s fast-fashion model is a good illustration. The company built its supply chain with the sole objective of being able to produce small batches of clothes and supply them to most of its stores in just two weeks. This means that store managers can quickly replenish their inventories of the bestselling items, while reducing markdowns on those that sell less well. The constant churn of products also means that consumers visit the stores more often to see the latest designs. Although many have tried to replicate Inditex’s model, the company continues to gain share in the clothing market and remains the leader in fast fashion.

		

		What a sustainable competitive advantage means is that a company has grown into a position where it can produce a good or service at a price that cannot be matched by competitors. Even if other companies in the same industry attempt to imitate the company and compete on price, they will rarely succeed, at least not in the short term. If the good or service offered by a company with a sustainable competitive advantage is an essential – something needed under all economic scenarios – the company will become a ‘price maker’. This is jargon for a company that can set its own prices, rather than having to follow world prices. Within reason it will be able to command higher or even rising prices without triggering an erosion in demand. This price inelasticity is what a dominant market position will help achieve.

		

		Companies with a true competitive advantage are able to defy the old law of diminishing returns. According to this law, companies generating high and growing profits should in due course face a challenge as new entrants come into the market and gradually compete away the incumbent’s edge. This is not always possible. Some companies will retain a competitive advantage despite having no ability to differentiate prices. Visa and Mastercard are again two striking examples. They enjoy first-mover advantage, making it difficult to replicate their distribution network and brand quality. Priceline’s business combines three distinct sources of competitive advantage: its close and established relationship with hotels, the value of its network of users, and finally the flexibility and rich information content of its after-sales platform.

		

		The ability to sustain competitive advantages is of central importance to the quality growth investor. A business that has an enduring competitive advantage is valuable for many reasons. It makes for durable growth in revenues and cash flows. It also makes forecasts of that future growth more predictable, reducing risk. A good example of an industry where these features are notably absent is air travel. While the productivity of airlines has improved greatly over the past 50 years, with huge improvements in engine efficiency and the time and money that is saved by the ability of customers to check-in themselves, the cost of long-distance air travel has never been lower. One reason is that most technological improvements have been available to all competitors in long-distance travel, rather than just to a handful of companies. As a result, any savings have mostly been short-lived, accruing to customers in the form of lower fares.

		

		5. Strong organic growth

		

		The quality growth business we look for will have enjoyed several years of superior growth, possibly as many as ten or 20, spanning entire economic cycles. While every company is likely to see its momentum stall at some point, a long track record does not necessarily imply that loss of momentum is inevitable. A superior growth rate means continuing to grow revenues and cash flows even through a recession, when the average company will inevitably suffer a deterioration in profits or even losses. Our fifth golden rule emphasises the importance of that growth deriving from organic, self-generated gains.

		

		What does a superior growth rate look like? If the average growth rate in a country’s GDP lies below, say, 5%, quality growth implies looking for growth in turnover that is as close as possible to double digits. If the average business is growing at mid-to-high single digits, then the quality growth company should be enjoying double-digit growth. To put this the other way round: no company growing its revenues at less than a high single-digit growth rate and net profits at less than double digits is likely to qualify as a quality growth company.

		

		This is a tall order and why true quality growth companies are so rare. It is also why their share prices usually command a premium. The premium rating frequently scares away investors whose valuation discipline prevents them from paying up for a high-quality growth business. The experienced quality growth investor learns, however, that this is a strength, not a weakness. The premium accorded to genuine quality growth companies rarely shrinks, and when it does it is generally the result of a bear market in which other types of companies will be faring significantly worse. In the event that the premium does disappear, it is typically a great opportunity for the investor to add to the holding.

		

		The official view – and the one to which regulators require fund providers to adhere – is that “past performance is not a guide to future performance”. This is true in a rigorously logical sense, but untrue in every other. In fact, I would assert that for experienced investors past performance is often the most reliable guide to future performance you can find! Bear in mind that the warning was introduced by the UK financial services regulator primarily in order to protect inexperienced investors from buying shares in the naïve expectation that their future performance would match that achieved in the past.

		

		That objective may be commendable, but it does not make the mantra a universal truth. Of course, it applies very well to a cyclical business, such as car manufacturing, in which a five-year upswing is routinely followed by a savage downswing. But we are not interested in that kind of business. For the quality growth investor, strong past performance is a sine qua non, a necessary indication that the company may be worth investing in. But past performance alone does not make an investment desirable. The most important thing is to understand how a company with a track record of superior growth has achieved that desirable status. The quality growth investor will want to identify the competitive moat that has been dug around the business and how it has defended that advantage. Only then can he form a judgment whether the company is likely to be able to sustain that volume, margin and earnings growth into the distant future.

		

		Ideally the growth the company has enjoyed will be organic, meaning generated by its own activities. It may be, however, that the company’s past performance is mainly attributable to growth by acquisitions rather than organic, self-generated, growth. Acquisitions are fraught with risk and a potential red flag. If the target company is a high-quality growth one, in the sense that we define that term, it will already have its own unique culture or way of working. Trying to merge one unique culture with another without diluting or losing one of them is a huge and often insuperable challenge. If the acquisition has also been financed by the issue of new shares or bonds, the balance sheet will have to take the strain, potentially breaching one of our other golden rules, and putting the valuation of the newly combined entity at risk. Existing shareholders may also suffer dilution of earnings.

		

		The advent of the new economy – the shift in emphasis to cutting-edge technology as the source of growth – has increased the amount of goodwill embedded in the purchase price of an acquisition.¹⁰ The acquisition in cases where there is substantial goodwill involved is based on an assumption that future returns will match or exceed the amount of goodwill that the acquirer has in effect paid for. If such expectations turn out to be exaggerated, as sadly often turns out to be the case, the outlook for earnings has to be reduced, resulting in an impairment charge. When that happens, the new reality can be swiftly reflected in the share price, leading to a permanent loss of capital to the shareholder. It has often been rightly observed that many acquisitions are a triumph of hope over experience.

		

		Not all acquisitions are necessarily bad, of course. So-called bolt-on acquisitions, where capital is deployed to buy another business which fits easily with that of the acquirer, and where little extra work is needed to enhance the return on capital, can be successful. Provided that the price paid is fair, such acquisitions are not incompatible with the concept of quality growth. But in our view even bolt-on acquisitions will be the exception, not the rule, in our ideal company’s approach.

		

		Large acquisitions are a different matter. In theory, if the intrinsic value of the target company is greater than that of the acquirer, the acquisition will serve to increase the earnings per share of the combined entity. More often than not, however, the effect of a large acquisition turns out to be to dilute rather than grow the acquiring shareholder’s interest. In particular, if the acquirer is issuing its own shares to finance the acquisition, the dilutive effect will sooner or later be reflected in a weaker share price. When it comes to acquisitions, what the quality growth investor is really concerned about is the value of what has been bought, not the price that has been paid.¹¹

		

		Mergers fall into the same category as acquisitions and should be treated with extreme caution by the quality growth investor. A merger between two large companies of approximately equal size is often presented as a marriage of equals. It will not be long before this proves to be a myth. As well as the difficulties of merging two unique cultures, human nature makes it difficult to work together and there are always clashes of ego as managers and employees jostle for position. It is only a matter of time before what were meant to be creative tensions become destructive ones. The merger discussions between Essilor and Luxottica, two high-quality growth businesses, are a case in point. Rumours of personality clashes and other tensions saw the market mark down the share price even before the deal was done.

		

		One of the most spectacular disasters of this kind occurred after AOL and Time Warner merged in 2000. The combined companies had a market capitalisation of $350 billion. The merger was supposed to be a thrilling fusion of technology and media and was accompanied by much celebration, champagne and mutual admiration. But it all went badly wrong. The merged company posted a loss of $99bn three years after the merger. In January 2015, the disentangled businesses were worth no more than $74bn combined, barely a fifth of their original value. That is a quintessential example of permanent loss of capital. There are many others.

		

		In judging whether a company’s future growth is sustainable or not, even when companies are focused on organic growth, attention needs to be paid to how that growth has been achieved. Not all routes to earnings growth are of the same quality. Ambitious cost-cutting initiatives, for example, cannot be continued indefinitely. Reductions in the corporate tax rate and interest rates will improve a company’s earnings, but cannot be relied upon to be repeated – and in any event are outside the company’s control. Such methods are not sustainable over the long term.

		

		For the quality growth investor, therefore, the ideal company will be generating its growth through organic sales growth. Such companies set the prices of the products and/or services they sell. The greater the pricing power, as noted, the more confidence the investor can have in the accuracy and durability of his future forecasts. When investing in an oil exploration and production company, for example, or in any other business where prices are set by the market rather than by the company, the investor cannot make a sensible forecast of where the prices of its products are going to be in five years’ time. Such companies therefore fail the test of having sustainable organic growth.

		

		In contrast, a company such as Estée Lauder has succeeded in increasing its prices by an average of 2% per annum in the past, and there is no reason to believe this cannot continue in the future. The challenge for the investor is to avoid as many variables likely to invalidate his earnings growth projections as possible. The fewer wild cards there are in the company’s future, the greater the chances of success. The reason acquisition-led growth is typically secondary in a quality growth company’s strategy is that it introduces so many extraneous risks which cannot be predicted with accuracy.

		

		6. Wide geographic or customer diversification

		

		Diversification is designed to reduce what is also known as bulk risk. If a small number of customers represent the lion’s share of a business’s clientele, the risk to the company, should one or more of those clients take away their business, is clearly high. In the same way, if a majority of customers are located in a country which is exposed to political interference in the private sector, the risk of laws being changed to the business’s detriment can never be discounted. It follows that a healthy spread of geographies and customers is necessary in order to mitigate bulk risk. This idea lies at the heart of our sixth golden rule, which warns us to keep out of businesses whose risks are concentrated in some way, particularly where those risks are outside the company’s control.

		

		Productivity is the crux of any business, its very raison d’être. The purpose of a growth business is to achieve a return on invested capital which exceeds its cost of capital. Improving the productivity of all the resources it uses – its technology, its labour force, its capital – is the means by which it can do that. Productivity can be measured in many ways – for example, in terms of output per man hour, or as a percentage of the amount of capital deployed. It is obvious that a business which does not require large amounts of capital, but generates a regular and growing income, will have higher productivity than a business which needs regular injections of capital to achieve the same results. If the capital expenditure the company needs has to be financed through periodic increases in shareholder capital, it impacts directly on the returns that the shareholder stands to make.

		

		So the ability to generate productivity growth is at the heart of any genuine quality growth company in which we look to invest. This is another way of saying that not all kinds of earnings growth are created equal. As a general rule, the higher up the profit-and-loss account that growth comes from, the higher its inherent quality. Strong organic sales growth is therefore typically the highest quality growth that a company can generate. For that growth to be sustainable, however, sales need to be protected from shocks, both positive and negative. A sharp increase in sales can place a heavy burden on a business’s supply chain, for example. If sales grow too quickly, the operations of the business may not be able to keep pace with demand, leaving customers frustrated and the brand damaged. On the other hand, a sharp drop in sales may lead to cuts in investment elsewhere in the business.

		

		A conscious strategy of revenue diversification can reduce the risk of these unhelpful outcomes. It allows a business to withstand demand shocks by breaking its reliance on a single sales group or channel. Here is a simple example. Company A and Company B are two information technology services firms which are broadly comparable on a range of measures. The one difference is that Company A has equal exposure in three regions – North America, Europe and Asia – while Company B’s business is entirely focused on Europe. Suppose, next, that the regions are growing at the following rates: 5.0% in North America, 7.0% in Europe and 5.0% in Asia. With its exclusive exposure to Europe, Company B’s overall growth rate will amount to 7.0%. Company A, on the other hand, will experience a drag from the lower growth rates of North America and Asia, and will have a blended growth rate of 5.7%.

		

		On these facts alone, you might think that Company B would be the one chosen by the quality growth investor. Geographical concentration, however, is a sword that cuts both ways. If Europe suffers a decline of 7.0% rather than growth of 7.0%, the picture looks substantially different. While Company A will grow a modest 1.0%, Company B will experience the full impact of a 7.0% sales decline. This simple, albeit exaggerated, example illustrates the regulating effect of diversification. Although the company with the diversified revenue stream does not benefit to the same degree from an acceleration in growth in a single segment or vertical, it is protected from the impact of a slowdown in a single segment. For the quality growth investor, the choice is clear; forsake some of the upside for greater protection on the downside.

		

		The above example can also be extended to the breadth of a company’s customer base. There is an important added benefit to diversifying the customer base, however. As new customers are added, each existing customer becomes a smaller part of overall sales. This serves to strengthen the negotiating position of the business with its suppliers, a benefit that cannot be overstated from the investor’s perspective. One need look no further than the dynamics of the relationship between Apple and its manufacturing partners for a lesson in the importance of a business being able to retain a strong bargaining position.

		

		Selling to a geographically dispersed customer base also improves the volume of customer information a company has. Although quantity does not equal quality, statistics teach us that larger population sizes generate more significant results. The customer insight gleaned from 100,000 customers in five countries is not as useful as the insight gleaned from 100,000 customers in 50 countries. Companies these days have a variety of sophisticated tools and techniques to help them use this information, in marketing and advertising particularly.

		

		Estée Lauder, for example, has the data to see the pattern of ethnic distribution across individual cities. As a result it can place their skincare and cosmetics products on a precinct-by-precinct basis, depending on the known skin types and make-up habits of that micro-region. As part of its online data-gathering, the Spanish clothing company Inditex has access to the search terms users of products that the company does not produce input into their computers. It can then use this information to help guide how the product innovation team plans its R&D budget.

		

		The positive benefits of a more secure top line are obvious both for a business itself, which has reliable growth targets against which to set its budgeting decisions, and for the investor, as lower variability in sales improves his forecasts. Given the quality growth investor’s interest in forecasting beyond the usual three to five-year range, where most investment banks hone their craft, this improvement in predictability greatly aids his modelling.

		

		Diversification is not entirely free of risk. Increasing a company’s reach requires it to develop the operational capacity to satisfy this reach. That won’t come free of charge. Creating more sales destinations increases internal competition for resources, which in turn increases the likelihood that wrong capital allocation decisions are made. And there will always be some excellent companies that can only generate sustainable growth by sticking to their specific areas of geographic or customer strength. On average, while all of this is true, the sum of benefits arising from a broad customer and geographic revenue profile tends to outweigh the sum of risks, which in turn helps to ensure the high and consistent returns on invested capital that are the quality growth investor’s ultimate objective.

		

		7. Low capital intensity and high return on capital

		

		The quality growth investor’s golden rules can be broadly categorised into two groups. There are those that address growth, and there are those that look to reduce the risk of a permanent loss of capital. A profitable business with low capital intensity and a high return on capital, which is the seventh of our desired criteria, falls into both these categories.

		

		Low capital intensity is the mark of a business which uses modest amounts of capital with a high degree of productivity. That naturally excludes businesses which require regular capital injections. These are often found in the industrial sphere, including manufacturers whose business involves transforming raw materials or semi-finished goods. Such businesses are, by nature, cyclical and this makes their future earnings difficult to predict, a clear negative in our screening process.

		

		One reason why we lay so much emphasis on profitable and capital-light businesses is that this normally goes hand in hand with a healthy balance sheet. To achieve a high return on capital, companies must avoid losses and be able to finance their growth without recourse to debt. This can be achieved either by generating enough cash flow from existing operations to cover investment or, failing that, by issuing equity. Clearly, and for obvious reasons, the first option is preferable for shareholders.

		

		Being both profitable and cash-generative does not necessarily go hand in hand, which is why capital intensity is so important. The lower the amount of capital a business requires to finance itself, the less likely it will need to turn to debt. At the same time, the higher the return that companies can make from their capital, the more value they will create for shareholders over time. Value creation occurs when the return on capital invested exceeds its cost.

		

		While the various components of this simple statement can be discussed at length, the basic principle is straightforward. In choosing to deploy its capital, a company can do one of two things. It can invest it back into the business, or it can invest it some other way. The job of management is to ensure that the return from investing in the business is higher than the return it could achieve by investing it elsewhere with the same degree of risk. The bigger the difference between the gains from investment in the business and the alternative market return, the more value is being created.

		

		It follows that the higher the returns on capital a business can achieve, the easier it is for management to create value. The longer high returns on capital can be sustained, the better it is for the business and its investors, as it opens the way to achieving compounding growth, the holy grail of investment. The power of compounding high returns on capital over time can be illustrated with this simple example.

		

		Company A can achieve a return on its capital of 20% and chooses to reinvest 55% of its profits back into the business while paying 45% to its shareholders as dividends. (As it happens, this is approximately what the average quality growth business achieves.) After ten years, this business will have increased its earnings by 186%, or 11% per annum on a compounded basis.

		

		Company B in contrast enjoys a more modest return on capital of 11%, and pays out 79% of its profits in dividend, leaving 21% to reinvest into the business. (This, as it happens, is what the average non-financial company in the S&P 500 achieves.) Company B will see its earnings grow by 27% over the same period, equivalent to 2% per annum on a compounded basis.

		

		Put another way, if both companies are earning $10 per share this year, Company B will be earning $12.7 per share after ten years while Company A will be earning $28.4, or nearly two and a half times as much. Note that this is just the story of what happens to the earnings of both companies over time. It makes no assumptions about the value which the market will put on those earnings. In practice it is likely that the market will accord a higher multiple (or p/e ratio) to Company A than it will to Company B, and if that is the case, the return to the investor in Company A may well be even markedly higher than that of the investor in Company B, despite the fact that at the outset the shareholder in Company B is receiving a higher dividend.

		

		Success breeds success

		

		The power of compounding – why the quality growth investor is attracted to quality growth businesses that reinvest
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		It follows that, rather than paying dividends, the best way for the investor to benefit from the wonder of compounding in a genuinely high-quality growth business is for the business to reinvest as much as it can, assuming it can sustain the high rate of return. Those are the hallmarks of a true quality growth company. Compounding the reinvested capital is a powerful tool which works wonders provided the investor has the patience to let it do its work.

		

		The challenge lies in the execution. For a company to be able to reinvest its profits at a consistently high rate of return over time, and benefit from the wonders of compounding, the right conditions need to be in place. This takes us back to some of the other golden rules. A company with a scaleable and diversified business model, a leading position in a structurally growing industry and a sustainable competitive advantage, is precisely the kind of business which you would expect should be able to continue reinvesting the cash flows from its business at similarly high rates of return.

		

		8. A solid financial position

		

		It should be obvious that a business with a balance sheet extended by debt will require income to be diverted towards repaying the debt and interest, rather than redeploying it in the business. Although many cyclical and indebted businesses which require regular capital expenditure to build new factories are sound, their debt will ultimately need to be repaid or rolled over. This will weigh on their earnings and over time is likely to be reflected in a less robust stock market valuation.

		

		The tarnish of debt, even when interest rates are low or negative, takes the shine off what could otherwise be a quality growth business as we define it. Aversion to companies which employ debt is one of the hallmarks of our approach to investing and marks us out from other investors who employ an otherwise similar strategy. Making it a golden rule is fundamental to our long-term approach and speaks directly to our aversion to taking on unnecessary risk.

		

		Conventional financial theory observes that paying interest on debt reduces a company’s liability to corporation tax, as it is tax-deductible. It also acknowledges that the use of debt can enhance returns as long as the rate of return achieved on the additional capital deployed exceeds the cost of that debt. But debt is anything but cost-free. It remains a burden on the company and is, for the shareholder, the source of significant additional risk to the security of his investment.

		

		If interest rates rise, or the economy swings into a downturn, the gains from taking on debt can very quickly become a source of distress and loss of value. Using the leverage that debt provides exaggerates both gains on the upside and losses on the downside. Financial history is littered with examples of companies that have been brought low by excessive levels of debt, with often devastating results for their equity investors. The quality growth investor, being both patient and prudent, and highly attuned to the risk of permanent loss of capital, has no desire and no need to accept that risk.

		

		There are three main reasons why, in our view, debt is both unnecessary and dangerous. The first is that companies which have accumulated significant amounts of debt are unlikely to have met our other investment criteria. If it has arisen because of past losses that have been carried forward, that is clearly inconsistent with our requirement of a track record of consistent profitability. If it is the result of financing large acquisitions, it points to the absence of sustainable organic growth. If instead it stems from poor capital allocation decisions, it raises questions about the quality and priorities of the management. If the company is borrowing to sustain a rate of dividend that is preventing further reinvestment in the business, it suggests that the company is either running out of growth options or simply forgetting where its best interest lies.

		

		Secondly, as indicated above, debt introduces a new and potentially negative factor into the way that the value of the company is set by the market. A company that has no debt can be sure that over time, if not in the very short term, its share price will be driven by its long-term earnings growth. The share price of significantly indebted companies, in contrast, will be determined as much by the risk of bankruptcy and the view that its bondholders take of its ability to service the debt. The direct link between earnings and share price will be broken, the share price will inevitably be more volatile, and the risk of permanent capital loss will be higher.

		

		Thirdly, the existence of debt on the balance sheet may limit the ability of the company to respond flexibly to changes in the business environment. New circumstances may require additional investment or working capital to maintain a competitive position. For example, Estée Lauder needs to manage a range of different distribution channels at the same time, including department stores, specialty stores, its owned stores and ecommerce. The company needs financial strength and flexibility to respond appropriately, which an already heavy debt burden may make more difficult and/or more expensive.

		

		A good example of a company whose fortunes have risen and fallen because of an over-leveraged balance sheet is Glencore. The company is a world leader in mining and commodity trading, but its business model has always relied heavily on borrowing. At the first hints of a potential rise in interest rates in 2015, which coincided with a sharp decline in commodity prices, the share price started dropping precipitously. Before too long the shares had fallen 75% below the price at which they were floated on the stock market in 2011. In order to counter the effect of its excessive leverage, management was forced to launch a fire sale of key assets, suspend payment of dividends and undertake a rights issue to shore up the balance sheet. These measures prevented shareholders from losing all their money, but not before they had incurred significant losses and potential dilution in the rights issue.

		

		The more debt a company has, the greater the risk to the shareholder, who ranks behind bondholders in the event of financial trouble. Debt can have several negative effects. It lowers the present value of a company’s future earnings and reduces the potential capital gain when interest rates rise. Because a rise in interest rates increases the risk of a company defaulting, it follows that its cost of capital will also increase. In extreme cases, as with Glencore, a company may be forced to turn to its shareholders to provide fresh capital through a rights issue. For existing shareholders, a rights issue is often dilutive – and, even where it is not, requires the investor to divert capital that may be better deployed elsewhere.

		

		Another more insidious effect of excessive debt is that any deterioration in credit conditions will tend to reduce the p/e ratio on which the shares are trading in the stock market. In effect the market reprices the shares to reflect the change in default risk. By tracking the price at which credit default swaps are trading, for example, the investor can derive an implied estimate of the company’s life expectancy, as the market sees it. In the period leading up to the Lehman Brothers crisis in 2008, the implied life expectancy of General Electric, one of the most venerable names in the US stock market and a company with more than 100 years of history, was reduced to just four years. To be sure, 2008 was a period of extreme tension in the stock market, but the fact that a corporate giant such as GE could come so close to bankruptcy shows that nothing is impossible if there is too much leverage on a balance sheet.

		

		Of course, it would be an exaggeration to expect companies to have no debt of any kind. The quality growth investor is not simply looking for companies with zero debt finance. Nearly all companies need some form of working capital, for example. The important analysis that needs to be done is to measure the effective debt of a target company against its earning and cash flow potential. The analyst needs to make sure he looks at all contingent or potential liabilities, such as lease obligations on property, not just at the headline figures.

		

		Gross levels of debt can be set against cash balances to arrive at a net debt figure. The net debt can then be compared to the company’s free cash flow, the amount left over from operating earnings after subtracting debit interest, tax payments and, where applicable, charges for the amortisation of goodwill or depreciation of tangible assets.

		

		One common method is to measure how many years it would take the company to repay its entire net debt from free cash flow. The ideal figure will be zero or even a minus. If that is the case, it means that there is minimal risk that the share price will be affected negatively when interest rates rise. (Debt duration is also important, on the principle that longer durations will be less of a constraint on the company’s day-to-day business.)

		

		It is only fair to acknowledge that there are many complexities when assessing the balance sheet strength of a company. For example, a company with volatile earnings, combined with low margins, can appear to have a healthy ratio of debt to income at times. But this is misleading, as the situation can change in a heartbeat and quickly become unhealthy. The airline industry provides countless such examples. To the genuine quality growth investor, a company with a solid financial position is a company which retains a strong balance sheet in any environment. The guiding principle behind the golden rules is easy to understand: the investor is looking for companies that have little or no debt.

		

		9. Transparent accounts

		

		The late, charming and highly competent Estonian fund manager Nils Taube had some simple advice for investors: never invest in countries where people do not wear overcoats in the winter! The reason is that leading stock exchanges in cold countries tend to insist on strict auditing requirements for listed companies, which is not always the case elsewhere.¹² As prudent and risk-averse investors, transparent and responsible accounting is an essential prerequisite for us to make an investment. Its existence is therefore the ninth of our golden rules and also among the most important.

		

		Understanding the economic flows of a business is essential to the quality growth investor, since the accounts of that business play a paramount role in determining its value and in assessing the associated investment risk. Quality growth businesses will have accounts that are easy to understand and with limited amounts of small print. The investor is looking for companies whose profits can be readily converted into cash and where there are few differences between ‘adjusted’ and reported results. Accounts with a significant number of extraordinary items are a red flag, since they make it harder to understand the true performance of a business. Reading the notes to the accounts is important. In an ideal world, managements and shareholders should be exchanging information with minimal scope for conflicting interests. Sadly many companies hide behind a variety of accounting practices designed to put the best spin on their performance.

		

		Clearing banks are perhaps the most acute example of companies where accounting transparency is lacking. Most of the assets on a bank balance sheet are loans it has made, but the figure for outstanding loans says nothing about the reliability of borrowers or the quality of the collateral. It is inevitable that some of these loans will in due course be classified as non-performing loans, meaning that the borrower will be unable to service or repay the loan. The number of non-performing loans, or NPLs for short, rises during periods of recession, but it is notoriously difficult to predict in advance. Bank managers are incentivised to grow the balance sheet, but often have a cavalier attitude to lending money to questionable debtors. They may well have moved on to a different bank when difficulties arise.

		

		Insurance companies are another problematic case, since many of their assets and liabilities are inherently complex. Valuations are based mainly upon actuarial models. Actuaries base their risk models on statistical inputs and data which outside investors cannot readily access or understand. In that sense, there is a lack of reporting transparency. That is why traditional financial businesses rarely if ever feature among our list of quality growth investments.

		

		The accounts of extraction industries, such as oil, gas and minerals, are equally difficult to analyse and understand. Their true operating costs are complex and multi-layered. While the ability of integrated oil companies to predict the extraction and development costs of a new field accurately has improved over the years with technology, it is still a far cry from the type of earnings transparency and predictability on which the quality growth investor relies. Even in the field of quality growth industries, there are several areas within a set of accounts that require special scrutiny. These include off-balance-sheet items, the treatment of goodwill, whether research and development is expensed or capitalised, and so on. These tend to be the easiest to manipulate and thus demand further investigation.

		

		10. Exceptional management and corporate governance

		

		A company is always as good and only as good as its top management. The quality growth investor is looking for a close alignment between management and shareholders. This will usually mean that management will also be shareholders in the business. Our final golden rule means that we will only invest in companies where, in addition to compelling economics, we can be sure that the management is committed to acting in the best interests of shareholders. To do that requires both integrity and experience at a personal level, and the existence of good governance practices throughout the company from the board downwards.

		

		The famous German banker Carl Fürstenberg said more than a century ago that “shareholders are stupid and presumptuous; stupid because they own shares and presumptuous because they demand dividends”. Sad to relate, some companies continue to adhere to those outdated principles. Quality growth investors will avoid companies, however well they may score on other measures, which display echoes of this attitude, in which shareholders are scarcely tolerated and seldom respected.

		

		Shareholder openness and friendliness is most often found in Anglo-Saxon countries. The public there are generally more aware of capital markets. As a regular customer over many years of London’s famous black cab trade, my experience is that taxi drivers are all too eager to offer a view on the stock market.¹³ The same applies to the USA, where the stock market features in almost every TV news bulletin. In China, one of the last remaining bastions of communism, there has been a sharp rise in the number of active stock market investors, sometimes to the despair of many newcomers who see their savings wiped out by unwise speculation. Although the numbers are still small in comparison with the West, and many market participants are no more than glorified gamblers, capitalism is taking root as ‘China awakens and the world trembles’ (to paraphrase Napoleon).

		

		Continental Europe is different. Although merchant banking was invented in the Lombardy region of what is today northern Italy, the cult of the equity has never been as developed on the European continent as in Great Britain. Economies battered by the second world war were reconstructed through the banking system rather than through capital markets, and this was particularly true in Germany, the largest European country. Observers generally regard stock exchanges with suspicion, as if they are casinos, even though the same people will cheerfully buy lottery tickets every week (and, equally cheerfully, suffer a permanent loss of capital thereby).

		

		Consequently, part of the investor’s basic homework involves gauging the degree to which modern capital markets are developed and embraced in different countries. The more engrained the equity culture, the more likely it is that company managements will adopt a shareholder-friendly approach. The total market capitalisation of quoted companies in a country as a percentage of that country’s gross national product is one measure. There is a reason that it is generally much higher in the US than in China. While public stock market flotations are often seen as the ultimate objective for an entrepreneur who has started his own business, in continental Europe the reasons for seeking a listing are less evident. There is an element of status symbol.

		

		Openness and friendliness to shareholders inevitably forms an important part of what we look for in a quality growth company, wherever situated. We are also looking for managements with foresight, a clear plan for growth and a long-term perspective. Management will ideally have plans for growing volume and earnings for the next five years at least. A time horizon of at least that length is important if the investor is to try to place a present value on the company’s future earnings. Comparing the discounted result of that exercise with the current share price is a first step towards valuing the shares as a potential investor.

		

		Successful investors often debate the merits of quantitative versus qualitative factors in determining whether to invest in a company. There is no magic formula. While some investors attach little importance to seeing the whites of management eyes, preferring a minute scrutiny of accounts, I am not one of them. In my experience, having open lines of communication to the top decision makers, and particularly the finance director, is helpful. Meetings with senior management should be encouraged.

		

		That said, top executives are these days frequently carefully schooled in what they can and cannot say, so a face-to-face meeting is not always as productive or informative as it could be. Many companies have investor relations departments with staff entirely responsible for liaising with investors. What the quality growth investor looks for is a willingness in management to admit faults and mistakes and to maintain lines of communication in both good times and bad. Mutual trust between company and investor will grow over time if that happens and full and honest disclosure is the norm. It is the investor’s duty to acquire a sound knowledge of the business so as to be able to engage in high level and informed dialogue.

		

		I have some strong views about the importance of character in defining what makes an outstanding CEO. It is important that the chief executive officer should be willing to give credit to those who work for him or her when things go well and accept the blame when things go wrong. This attractive cast of mind demands a degree of what is known in German as Fingerspitzengefühl (intuitive flair). The quality growth investor will seek to avoid CEOs who are self-important and self-satisfied. The company annual report may well offer some clues as to what manner of person he or she is. If the annual report is glossy, full of portrait photographs of top management and expensive to produce, it can be a warning sign that the CEO’s priorities are misplaced.

		

		The ideal CEO will be as committed as the investor to the shared objective of sustainable future earnings growth. Even in a business that has many of the right qualities, it is ultimately corporate culture and corporate governance practices that will enable a company to prosper over time. There are countless cases of good companies which have destroyed capital as the result of poor management decisions. That is why it is essential for a company to have excellent management and corporate governance.

		

		Evaluating management is also a subjective undertaking, not just a question of measuring remuneration, management structure, internal controls, and decision-making processes. Personal qualities are just as important. An ideal company will be one whose business qualities are so good that they can be run by anyone adequately qualified. As Warren Buffett once joked: “I try to buy stock in businesses that are so wonderful that an idiot can run them because sooner or later, one will.” This is important for two reasons. First and foremost, the business will have limited key-man risk and, secondly, it will imply a lower level of execution risk and potential for misallocation of capital.

		

		The correct management structure and decision-making processes are inherently important to the proper running of a business and these need to be studied on a case-by-case basis. For instance, companies that serve multiple end markets should have a more fragmented decision-making process with operational decisions taken closer to the ground and with senior management focused more on capital allocation and managing the portfolio of businesses.

		

		On the other hand, focused business models will normally require a more centralised decision-making process. The structure should also enable adequate oversight by the board, to ensure management does not move away from the company’s core objectives and strategy. This provides the boundaries for how management can act; remuneration schemes will determine how they act within these and how capital will be allocated since, inevitably, remuneration biases human decision-making.

		

		Remuneration schemes should motivate decisions that serve the interest of value creation and this will only occur if the right metrics are used. In that sense the quality growth investor seeks out companies whose management remuneration is based on measures geared towards delivering sustainable long-term organic growth, a high return on invested capital, and the other golden rules. Once remuneration policies are set in the right way, the correct capital allocation should follow, with proceeds from operations flowing into future organic growth and not into acquisitions. It is preferable for such flows to be dedicated to compounding returns on capital rather than distributed to shareholders. However, if capital cannot be reinvested at the same speed at which it is being created, it is preferable for the company to return any excess cash to shareholders in the form of dividends.

		

		For genuinely long-term investors like us, the management displayed by family-controlled businesses is often attractive. These companies tend to be an excellent fit for long-term investors. The nature of their shareholder base makes it easier for them to take decisions which are painful in the short term but bear fruit over time. Investing in the long run is often a burden that businesses are not willing to take because they are conditioned by the short-term reporting cycle. Family-controlled companies are less influenced by these short-term market requirements and place a greater importance on the sustainability of that growth into the future. In a world ruled by a short-term mentality, it is not easy to find such an alignment between management and long-term shareholders.

		

		In the past few years, emphasis has been placed by investors on the concept of ESG investing. These initials stand for environmental, social and governance standards – three factors which are central in measuring the sustainability and ethical impact of an investment in any company or business. Financial markets are now placing much greater importance on how well companies perform on ESG measures. The long-standing quality growth investor, it is fair to say, has been attaching importance to all three of these factors long before they came into fashion.

		

		Conclusion

		

		The ten golden rules of quality growth investing have not changed over the decades and will not be altered by events, be these political or economic. They are based on sound common sense, transcending countries, regions, nationalities and languages. By largely relying on the human factor, they enable investors to put greater emphasis on underlying businesses than on their valuation by stock markets. This discipline will be crucial in enabling investors to not only avoid dreaded permanent loss of capital but also increase their returns and reduce risk.

		

		

		
			7 Although a technical issue, liquidity constraints are an important factor in portfolio management.
		

		

		
			8 In the case of some of its products, such as the Birkin bag, the figure is closer to 8%.
		

		

		
			9 Source: Euromonitor.
		

		

		
			10 Goodwill is an accounting term that expresses the extent to which the price paid for an acquisition exceeds the reported tangible asset value of the company being acquired.
		

		

		
			11 In the words of a famous aphorism of Warren Buffett, the great American investor, “Price is what you pay. Value is what you get.”
		

		

		
			12 It may be tempting to try and find a reason for this correlation. It happens to be an empirically observable fact.
		

		

		
			13 To the extent that, when asked about my line of work, I began to dread mentioning that I owned an investment management business. To avoid being drawn into too much detailed discussion, I sometimes now respond that I am also a jazz musician.
		

		


		

		

		Chapter 4:

		Building a Portfolio
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		The great advantage of the golden rule process is that it produces a manageable number of businesses which can then be analysed in much greater depth. It allows the quality growth investor to focus on the important issues of portfolio selection, including valuing individual companies, deciding on an appropriate weighting for them, and monitoring their continued suitability over time. Contrast the intense practicality of researching a universe of 60 companies, from which 20 to 30 are subsequently added to the portfolio, with the challenge facing the average active fund manager, whose universe can run into thousands of companies and who is obliged continually to monitor the extent to which his holdings deviate from the market index he is measured against.

		

		The latter may have no desire to own one of the oil majors, such as BP or Shell, for example, but he knows that his performance will be judged and his remuneration determined by the contribution that even the stocks he does not like make to the return of the index from quarter to quarter. The quality growth investor, who only owns companies which pass his eligibility criteria, and takes no heed of what the market index is doing, in contrast spends all his time exclusively on researching those companies he actively wishes to own. This has to be a more productive use of his time. In this section I set out the main issues that arise when constructing portfolios of quality growth businesses.

		

		One consequence of having such a selective approach to investments is that the quality growth investor will face criticism for having failed to diversify his portfolio adequately. As the next sections make clear, the inevitable consequence of applying the ten golden rules is that large segments of the stock market are effectively off limits. Whole sectors are deliberately left off the radar. Or, to put it another way, the portfolio of a quality growth investor will as a matter of choice be concentrated around just 20–30 stocks with similar characteristics, drawn from a small minority of stock market sectors.

		

		Portfolio turnover and construction

		

		By the very nature of his approach to investing, and his preference for quality growth businesses over others, the quality growth investor must resist the malign influences of emotion and noise when they appear periodically in financial markets. His strategy will be to form an individual view of each of his investments, judge them on their merits in isolation, on a long-term basis, and hold them in accordance with the unlimited time horizon of true quality growth investors.

		

		He starts with one enormous advantage, which is the performance potential of the universe from which he is constructing the portfolio. If the golden rules have been applied successfully, he will be drawing from a productive pool of the highest quality assets. As the chart below shows, the universe we identify and monitor as quality growth stocks which meet all our criteria has performed exceptionally well. Not all the stocks will continue to do so, and determining which are most likely to achieve the same performance into the future is one of the tasks involved in creating the portfolio.

		

		The power of the universe
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		Source: Bloomberg, Seilern Investment Management

		

		How, though, can the reality of a concentrated portfolio of 20–30 stocks be reconciled with the idea that diversification – across types of business, across different countries and so on – holds the key to risk management? The answer, as so often, is best summed up by Warren Buffett, whose long and spectacular career as a stock market investor has similarly excluded vast segments of the stock market. The real value of diversification, he points out, is as protection against an investor’s ignorance. The less an investor knows, the more diversified he should aim to be. An index fund, being by definition as broadly diversified as the stock market itself, is ideal for the know-nothing first-time investor.

		

		The raison d’être of the quality growth investor, by contrast, is precisely to know as much as possible about the companies in which he is investing. By excluding all those businesses which are incapable of delivering high returns on capital and sustained profitability over many years, he has surely reduced the risk of his portfolio much more than by fixating on ‘diversification’. Of course, the investor may do the job of finding the highest quality growth businesses well or badly, and will expect to be judged accordingly. Proper homework is needed to allow the investor to assess risk, to decide whether market reaction to a company announcement is justified, to see whether a change in price is an opportunity to buy or sell, or whether a company is about to stop growing. But the portfolio itself, if rigorously researched and monitored, will be an inherently low-risk one, for which diversification is not the most important factor.

		

		The logic of this approach is also that turnover in the portfolio is likely to be low by industry standards. Main portfolio turnover, as it is known, measures the value of those trades, buying and selling, that take place over the course of a specific period, one year for example. Such trades refer to cases where shares are bought or sold for fundamental rather than technical reasons. For the strictest of quality growth investors, whose research has produced a high level of knowledge regarding companies he has invested in, main portfolio turnover is unlikely to be more than around 8% per annum. This indicates that the average holding period for each investment is around ten to 12 years.

		

		This approach best enables the investor to capture the magical effect of compounded growth over the long term. Main turnover in a portfolio needs, however, to be distinguished from buying and selling driven purely by the impact of flows of money into or out of a fund. When these flows are significant, it may require a significant amount of additional sales or purchases to meet the change in investor demand. The turnover figure which regulators require a fund to report in these cases can give a misleading indication of the investor’s implied holding period. In good years, when the funds have been experiencing high demand from new investors, our experience has been that the reported all-in turnover figure on the regulator’s measure can rise to 25% or so, implying a holding period of just four years. This significantly understates the reality of our long-term commitment to the companies in which we have invested.

		

		The popular belief is that stock diversification spreads portfolio risk, that by holding a multitude of small stocks in his portfolio the investor is protected from undue losses from any particular holding. This contains a certain amount of logic. However, it is also superficial. Would it not be better to be confident, after thorough investigation, that the companies one holds will not only avoid collapse, but will survive, thrive and grow for an undetermined time? That the magic of compounding earnings growth in a fortress-like balance sheet will produce superior returns at a lower risk? And, once this is established, would it not therefore be more profitable to hold a few large positions rather than many small ones? It is, after all, impossible for any human being to obtain sufficiently detailed knowledge of more than a few sectors or more than a few companies.

		

		Armed with this more sensible reasoning, the quality growth investor will naturally be drawn towards creating what by industry standards is a relatively concentrated portfolio. As a professional fund manager, there are both regulatory and internal rules that govern the balance between concentration and diversification of risk. Funds that are sold under the European Union’s so-called UCITS rules are not allowed to have more than 10% of the fund in any one holding, for example, and, in aggregate, holdings that represent more than 5% of the portfolio cannot exceed 40% in aggregate.

		

		Clearly when deciding how many stocks to hold and their percentage weighting in the portfolio, the fund manager still needs to have a keen understanding of the risks embedded in each holding and ensure that these are well managed and balanced. A portfolio of 20–30 holdings, while modest when compared to the average actively managed fund, is more than sufficient to provide an appropriate level of diversification. These risks require management at a portfolio level. A strong investment case in isolation may be a bad one when placed in the context of the whole portfolio. By managing the risk at the portfolio level, the investor can avoid bulk risk and holding too many investments which rely on the same economic or business trend, as well as ensuring sufficient geographic diversification. Remember, in this context, that the quality growth businesses selected may already have – as the golden rules suggest is desirable – a broad spread of customers and geographic markets.

		

		There is no evidence that concentrated portfolios are harmful to performance. Antti Petajisto of Yale University studied the performance of concentrated portfolios in a research paper, using data from 1990 to 2009. Although some years old, the conclusion remains applicable today. The super-concentrated portfolio returned 1.26% net per annum compared with an index-hugging portfolio returning a negative 0.41% per annum. Although the study did not show the quality of the underlying concentrated portfolios, it nonetheless supports the idea that a quality growth investor should not be surprised to produce superior returns through concentration.

		

		Reducing a portfolio to a small and manageable number of comparatively large holdings does require knowledge, the freedom to think independently and the courage of one’s convictions. To adapt a famous old saying in the IT industry, no fund manager was ever sacked for buying shares in IBM. This is largely true, but compromising principles in favour of job security is not conducive to wealth preservation and growth. Acquiring the necessary knowledge requires patience, perseverance and time. It also requires an inquisitive mind ready to go the extra mile. The best opportunities to buy great businesses at attractive prices by definition come when markets have fallen sharply and negative sentiment is everywhere. To profit from such moments requires both courage to go against the crowd and the ability to access funds with which to make the new investments.

		

		Not wanted here

		

		As explained above, there are significant number of sectors in the stock market in which the quality growth investor will never find himself investing because they fail at least one – and in some cases nearly all – of the golden rules. These include utilities, banks, telecommunications, commodity producers, airlines, vehicle manufacturers and industrials. In fact, the list of companies to be avoided is invariably longer than the list of companies which are under consideration for inclusion in a portfolio.

		

		None of the sectors to be shunned enjoys the required quality and growth. Utilities may be cash cows, but their reach and growth potential are limited. Banks operate under the constant scrutiny of authorities and most are inherently on the defensive, subject to governmental interference, intense competition and other forces beyond their control, not least the price of money, on which their whole business model rests. It is worth considering the factors that disqualify some of these types of business in greater detail.

		

		Inevitably the long list will include companies whose shares appear to be very cheap. It is important that the investor is disciplined enough not to be lured by temptation into going outside his principles and risk parameters. Most of the biggest mistakes I have experienced over the years have come from just this kind of aberration. In many cases it turned out that the share price was cheap for a good reason.

		

		Just as difficult as resisting the siren call of a ‘dirt cheap’ stock is the need to accept that quality growth businesses – the ones that will deliver the most consistent returns over time – nearly always look expensive at the moment they are bought. That is why value investors often end up never owning the best-performing shares in their market. The quality growth investor by contrast finds them, in the words of one of most famous advertising campaigns of all time, “reassuringly expensive”.

		

		(i) Banks

		

		Recently I told the chief executive of a leading bank that I never buy bank shares because I cannot understand their balance sheets. He replied that he can’t either. Perhaps he was joking, but I suspect not. Bank balance sheets are notoriously opaque, and the business model of banking in any event relies heavily on leverage, which is an absolute negative in the quality growth investor’s canon of beliefs.

		

		Quality Growth vs Banks

		

		Quality Growth Universe* performance vs MSCI World Banks Net TR (USD)
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		Source: Seilern Investment Management, 2019

		*The Universe is equally weighted and rebalanced on a daily basis with dividends reinvested.

		

		It is not only a matter of the banks’ balance sheet that rules them out. The entire traditional business model of banking is under threat, no least from technological change, and it will take years of soul-searching to overcome the strategic weakness of existing incumbents. (How the mighty are fallen, one might say.) Shareholders have endured a colossal permanent loss of capital as a result of these travails.

		

		Susceptibility to state interference is far removed from what the quality growth investor seeks. It negates predictability and sustainability of earnings. Where the prospects of profit growth of a business are obscure, discounting future earning power will be inaccurate at best and obsolete at worst.

		

		(ii) Telecoms

		

		Telecommunication companies are a good example of businesses that, at first glance, seem to pass the test of quality growth. The explosion of data around the world would indicate sound future volume expansion. Overall margins are high, as oligopolies were created in most countries, with no more than three or four companies commanding the market; names such as Bell or Telmex spring to mind, through which vast wealth has been created. Nonetheless, as these businesses grow, newcomers are encouraged into the field and the leading players eventually see their profitability eroded through government intervention in what should be a cheap public service available to all.

		

		Quality Growth vs Telecoms

		

		Quality Growth Universe performance vs MSCI World Telecom Net TR (USD)
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		Source: Seilern Investment Management, 2019

		

		(iii) Oil and gas

		

		As discussed, quality growth businesses have pricing power. They are not at the mercy of events. The quality growth company is able to set its own prices and for its own reasons. This definition automatically excludes commodity businesses, such as mining and oil and gas companies. When commodity prices are rising, such companies can make high returns on capital, but they always remain vulnerable to the inevitable downturn that follows as supply and demand move back into balance. These cycles are often exacerbated by high levels of gearing taken on in the good times.

		

		Quality Growth vs Oil & Gas

		

		Quality Growth Universe performance vs MSCI World Commodity Producers Net TR (USD)
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		Source: Seilern Investment Management, 2019

		

		The international drive towards clean energy to combat climate change is in any event rapidly making traditional energy sources redundant. Where OPEC and OAPEC once wielded pricing power and used it to further their interests, member states are now largely on the back foot. A combination of falling demand for output from traditional petroleum sources is accompanied by regular new discoveries. This combination does not enhance pricing power.

		

		Being of such importance to consumers around the world, the oil price also regularly becomes the subject of political machinations involving the superpowers. Some important oil producers are also third-world countries, such as Venezuela or Libya, with political landscapes regularly marred by strife or revolution. (Both these examples eventually became failed states.) This can disrupt the smooth production of oil and hamper supply to world markets, causing an artificial short-term rise in the oil price.

		

		(iv) Airlines

		

		Airlines suffer from having low-cost providers challenging their market dominance, and any disaster or terrorist incident can knock their profitability sideways. Fluctuating fuel prices can also wreak havoc in their profit-and-loss accounts. They are inherently cyclical and unpredictable. They have been on the defensive for many years, seeking to improve their market position through mergers and commercial agreements. The defensive posture adopted by UK airlines in the light of Brexit is another case in point.

		

		In addition to these traditional factors, the enthusiasm with which governments are starting to address world climate change is bound, sooner or later, to result in restrictions on air travel by the public, one way or another. This is hardly conducive to secular earnings growth from airline groups.

		

		Quality Growth vs Airlines

		

		Quality Growth Universe performance vs MSCI World Airlines Net TR (USD)
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		Source: Seilern Investment Management, 2019

		

		(v) Automobile manufacturers

		

		Quality growth businesses enjoy low capital intensity. This means that the capital expenditure required to keep them growing will normally be kept to a minimum. This does not apply to cyclical industries. Vehicle manufacturers are a typical example of industries which need a huge amount of capital on a regular basis to keep growth on track. Some admittedly have expensive brands which produce higher margins, but the majority have low margins, little or no pricing power and are at the mercy of cyclical downturns. Refraining from buying a new car is one of the first consumer responses in an economic downturn, as can be seen in the statistics. For example, car production shrank by almost 50% during the depths of the last financial crisis around 2008.

		

		Quality Growth vs Automobiles

		

		Quality Growth Universe performance vs MSCI World Automobiles Net TR (USD)

		

		
			[image: ]
		

		

		Source: Seilern Investment Management, 2019

		

		On top of this, the Volkswagen diesel scandal has dealt a powerful reputational blow to the industry, with the contagion spreading to other prestigious brands. The fines already imposed will blow a vast hole in this business’s balance sheet and may not be the end of the fallout. We may yet see the US Securities and Exchange Commission charging VW with having defrauded its investors.

		

		The market for traditional vehicles is also at risk from the arrival of electric and driverless cars. In the UK, for example, there are proposals to prohibit the sale of new petrol or diesel cars by 2030 (the government’s current target is 2040). This may change, but the strategic threat to the industry is clear. These are hardly quality growth characteristics. Even when innovations such as Elon Musk’s Tesla appear, most mainstream car producers will eventually be forced to compete them out of existence (or relevance for the quality growth investor).

		

		Millions of horses were slaughtered in the early 20th century following the invention of the motor car. The fate of today’s mainstream car manufacturers will likely be as miserable.

		

		(vi) Start-ups and IPOs

		

		Another area the quality growth investor will avoid is start-up businesses. There are many such investment opportunities, especially in the high-technology field and the so-called new economy. Investors are regularly tempted to make a quick return by backing technological innovation, presented by young entrepreneurs to a gullible public, spurred on by their investment advisers. Unfortunately, while there are some spectacular successes, on average only a few work out.

		

		The most important turn-off for the quality growth investor is the absence of a track record of success. The majority of start-up businesses in the United Kingdom, for instance, fail before their first anniversary – and thus cause their investors a permanent loss of capital. Where there is no tangible success record, there can be no basis on which to forecast future profitability. Such investments will therefore automatically be avoided by the quality growth investor.

		

		Initial public offerings, or IPOs, are another type of investment which holds little attraction for the quality growth investor. Historically the attraction for IPO investors has been the knowledge that the shares would be heavily marketed ahead of their listing on a stock exchange. The more investors persuaded to put in bids for the shares, the greater the chance that it results in a sharp and immediate rise in the price once trading begins, creating instant capital gains. Many investors then bank the gain and move on, a practice known in the past as ‘stagging’ (the expression has become near-obsolete).

		

		Of course, all public companies, including quality growth stocks, have to have joined the stock market at some point. However, most businesses are not mature enough to meet the quality growth investor’s criteria when they reach the market for the first time. Some are not yet making profits at all, while others are doing so in order simply to raise more capital, something the best businesses only rarely need to do once they reach maturity. Recent years have seen many examples of the risks that newcomers to the market can bring with them.

		

		In 2019, a number of prominent so-called ‘unicorns’ – venture capital jargon for unlisted companies valued at more than US$1 billion – announced plans to list their businesses on the US stock market. They included such high-profile names as Lyft and Uber, two ride-hailing companies challenging traditional licensed taxi businesses in many cities around the world. To give the shares added allure, they were slotted into the technology sector, on the premise that their business models relied on a sophisticated platform which matched drivers with potential passengers.

		

		Both companies were heavily loss-making businesses but nonetheless found eager investors for their listings. In the case of Uber, despite its losses, the opening price implied the company was being valued at close to $90bn. Both these businesses require regular bouts of fresh money in order to finance their heavy capital expenditure and stem the relentless outflows of cash, with no guarantee they will ever make it to profitability.

		

		Such episodes are strongly reminiscent of the excesses of the dotcom bubble at the turn of the millennium. At that time, traditional valuation metrics, such as p/e ratios, were thrown to the wind. As many of the dotcom companies (like Uber and Lyft) were loss-making, they had no earnings on which to calculate a p/e ratio. Instead, promoters of the stocks invented new metrics such as click rates to provide justification for their lofty valuations. Inevitably, investors suffered heavy bouts of permanent loss of capital. The Nasdaq market, where most of these IPOs were launched, lost more than three quarters of its value in the two and a half years after its peak in March 2000. It subsequently took almost 13 years to recover its old highs.

		

		In the period leading up to these calamitous outcomes, investors who stuck rigidly to their disciplined methods (this author included) were widely accused of being old-fashioned stick-in-the-muds who were behind the curve in understanding what investment was now about. Happily, we had the last laugh, as quality and growth stocks duly delivered their above-average returns over the next few years. Indeed, the mania that gripped the market served to drive down the prices of many established businesses to such levels that it made the period a golden investment opportunity for the long-term investor.

		

		Sectors that do make the cut

		

		While it is easy to identify whole sectors where the quality growth investor is unlikely to find investable businesses, it is not quite so easy to make generalisations about where the quality growth will be found. The sectors which feature most often on our fund factsheets are:

		

		information technology

		

		consumer discretionary companies

		

		healthcare

		

		industrials

		

		consumer staples.

		

		

		But this too can be misleading, as the classifications made by index providers are often inappropriate. Alphabet (Google), for example, is classified as an IT business, but in reality it is an advertising business, not a technology company in any meaningful sense. Investors should always look through the simplistic labels that index providers attach to individual stocks to focus on the real fundamentals of the business.

		

		Managing market volatility

		

		Volatility in stock markets is generally perceived as one of many risks. This volatility can apply to a market index as a whole or to each of its individual components. In the former case, market volatility can arise for a number of reasons. Unexpected movements in interest rates, or unforeseen events, known as ‘black swans’, can cause sudden and unpredictable reactions. This can happen in both directions, up or down. There is even a special index, known as the VIX (or sometimes the ‘fear gauge’), which aims to measure the implied volatility embedded in current market prices. During periods of relative market calm, the VIX index will be low; and vice versa.

		

		Periods when the market is displaying a high level of volatility are generally assumed to be a riskier proposition than periods of low volatility. For the quality growth investor, however, who is in it for the long term, mood swings from one day to another are often a case of emotion triumphing over reason. In fact, extremely volatile days in the market provide an opportunity to adjust his portfolio, thereby turning volatility to his advantage. This requires a steady nerve, but at the forefront of his mind will be the idea that share price volatility does not equate to underlying business volatility – far from it, in the case of stocks which qualify for the quality growth universe.

		

		The Greek word beta (equivalent to the letter ‘b’) is now widely used as a measure of the sensitivity of shares to movements in the market as a whole. A share with a beta above one is a share that rises or falls on average by a bigger percentage than the market where it is listed. A beta below one shows that the share price in question rises and falls in a less pronounced fashion than its index. Beta is often a function of the underlying liquidity in the market, so businesses with a small market capitalisation experience higher price swings when blocks of shares are traded and when buyers or sellers encounter difficulties in finding counterparties.

		

		One of the principles guiding the quality growth investor is that the businesses he seeks will have enjoyed a long record of steady growth. The compounding effect of this growing stream of earnings over many years will typically make them a large-capitalisation stock. Because buyers and sellers can usually be easily matched, it follows that such investments often enjoy betas below one. So extreme volatility is rarely an issue for the portfolio.

		

		To conclude, stock market and individual share price volatility are a measure of the prevailing herd mentality among investors. Like the weather, this mentality is prone to changing frequently, including during the course of a trading session. But, as with regard to the weather, the quality growth investor’s attitude to this phenomenon will be ‘the dog barks, but the caravan goes on’.

		

		Hedging

		

		The concept of hedging an equity portfolio normally refers to the practice of taking out protection against the risk of sudden downward movements in share prices. This can be done with the portfolio as a whole, by using available tools to cover the comparable share index, or with the individual stocks, through derivatives relating to each portfolio position. It can also be a combination of both. There are many complex ways to do this, but in the vast majority of cases, hedging a portfolio of shares is a waste of time and money for the investor. Usually it is only the counterparty which gains financially. This is comparable to taking out an insurance policy where the risk is covered but the damage rarely materialises.

		

		For the quality growth investor, there is an inbuilt flaw in the idea of applying hedging techniques to his portfolio. Since his approach is based on the long-term return he can confidently expect from his businesses, shielding those returns with a hedging programme to protect against shorter period share price declines makes little sense. If the underlying expectations for a business decline, the investor will simply sell his shares and move on. Covering his portfolio with put options merely implies that he has insufficient knowledge of the underlying business. Hedging instruments cannot protect the investor against inadequate knowledge. If the underlying businesses fulfil the criteria for quality and growth, having sufficient knowledge negates the use of hedging instruments.

		

		Hedging against foreign currency risk is another matter. The general rule should be that an investor value his assets in the currency in which the majority of his liabilities lie. In practice this rule is often not followed. The value of foreign currencies can be very volatile, and frequently the subject of hourly, daily, monthly and yearly swings, determined by a complex mixture of fundamentals and speculation. In itself a foreign currency is not a fruitful investment. It is merely the combination of a means of exchange, a unit of account and a store of value of another currency zone.

		

		When floating freely, currency rates can and do fluctuate in a way that is unpredictable. By leaving this risk unattended to, the investor is exposing himself to a permanent loss of capital. Without some form of protection against the risk of the investment in a foreign currency being eroded by a drop in that currency’s value, even the quality growth investor is running an unnecessary risk if he fails to take some insurance. Foreign currency hedging with the idea of protecting the portfolio’s base currency value of foreign investments should therefore be part of the approach when managing an international portfolio of quality growth businesses.

		

		Even this kind of hedging, however, tends to offer superficial protection only. Just as important is the degree to which the businesses in the portfolio are exposed to their own foreign currency fluctuations. Not all businesses are keen to offer their investors this information, and much of it can only be surmised. Foreign currency hedging at a portfolio level is mostly based on an imperfect approximation of the underlying foreign currency exposure of the component companies, and can therefore offer only partial insurance against adverse currency movements.

		

		There is one other caveat. Because a foreign currency transaction requires a minimum of two parties, the quality growth investor is exchanging one risk (that of losing money by a declining external value of his foreign currency exposure) for another (that of the potential default of the counterparty to his hedging transaction). The two parties have mutual obligations when the hedging instrument comes to maturity. If either of the parties defaults and cannot honour its obligation, the other is saddled with a loss. Analysing the credit risk of the counterparty is therefore another part of the quality growth investor’s homework.

		


		

		

		Chapter 5:

		The Art of Valuation
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		It is mentioned elsewhere that valuation is one of the three components of the triptych of determining market factors, the others being growth and liquidity. For many investors, valuation is the highest priority in this triptych. The shorter the time horizon of an investor, the more important he will consider valuation to be. That is because it is only over time that share prices are sure to come into alignment with the fundamental value of a business. Over shorter periods, many other factors play a part.

		

		For those investors with a longer time horizon, valuation becomes less important. Quality growth investors with an unlimited time horizon are confident that their portfolio is composed of quality assets with a long future life. In the interest of maximising returns, it is obviously desirable to know that the price paid to acquire a share in those businesses is reasonable. Even where it is unreasonable, however, it is not necessarily the end of the world. Over time, the compounding effect of consistent earnings growth can make even a richly valued entry price seem irrelevant.

		

		Here is a graphic example of a how a company which meets quality growth criteria can overcome the handicap of being richly valued at the point of purchase. The company is Automated Data Processing, better known as ADP. The company’s p/e ratio has historically fluctuated in a range of between 20 and 40 times earnings. It has often looked expensive, particularly to a value investor. When it first came to the stock market back in 1961, it did so in a difficult period for the global economy. Yet, over the whole period, while not immune to periods of slower growth, it has delivered a long history of positive earnings growth. When the p/e ratio has fallen, the gap between the company’s earnings and it share price has typically widened, creating opportunities to add to the holding. Over time the share price has converged back to the longer-term rate of earnings growth. The original purchase price of anyone who bought and held on to the shares in 1961 has long since been forgotten.

		

		ADP historic p/e per share

		

		
			[image: ]
		

		

		Source: Factset, 2019

		

		A reasonable valuation

		

		What, then, is a reasonable valuation? As noted in chapter 2, the job of stock markets is to place a value today on the earnings that companies will make tomorrow. They use interest rates as a discounting mechanism to determine the present value of a company’s future earnings. A risk-free rate, or as close to it as possible, is needed as the building block on which the discounting exercise is based. This perceived risk-free rate will usually be the ten-year government bond yield, to which has to be added, in conventional analysis at least, an equity risk premium. Historically this premium has been assumed to be of the order of 5%.

		

		Other things being equal, any rise in the discount rate will tend to reduce the present value of future company earnings and so produce a lower share price. In the same way, a lower discount rate will tend to have the opposite effect, leading to a higher valuation. What happens to the risk-free rate and the equity risk premium is therefore in principle a powerful factor governing the direction in which the stock market is heading, as well as an important input into the value of any given equity investment. Changes in the risk-free rate and bond yields generally are an important influence in the valuation of every kind of share.

		

		The issue for the quality growth investor is the appropriate discount rate to apply to any potential addition to the portfolio. Assuming that the risk-free rate is best approximated by the yield on an appropriate government bond, what premium, if any, should be added to account for the additional risk of owning an equity rather than a bond? The choice can make a significant difference to the present value that results from discounting the expected future earnings.

		

		Deciding on the appropriate risk-free rate is not an exact science. The investor needs a combination of common sense, market knowledge and judgment to arrive at the right answer. As yields vary from country to country, it seems natural to use the government bond yield in the country where the company the investor is seeking to invest in is located. But many quality growth companies are global companies operating in scores of different countries. Nestlé is a Swiss company, for example, but only a fraction of its sales are to domestic consumers.

		

		By applying the strict rule of a debt-free balance sheet, in my view the quality growth investor is justified in applying a discount rate that is lower than that of other, lesser-quality investments. The beauty of this simple rule is that the secure and reliable return of a quality growth business, combined with a strong balance sheet, makes the vagaries of short-term interest rate expectations largely irrelevant. This a core argument for maintaining that a quality growth portfolio can achieve superior returns with lower risk.

		

		It is worth reiterating that there also has to be some debate whether the yield on a ten-year government bond is in fact the appropriate measure for calculating the risk-free rate in this kind of analysis. As noted in chapter 2, the amount of issued government debt has ballooned in the years since the global financial crisis. At the same time, the widespread application of unconventional monetary policy, in the form of QE and other measures, has helped to produce the unprecedented experience of government bondholders being offered negative interest rates across a swathe of maturities. Many observers have suggested that the effect is to distort the market price of government bonds.

		

		In 2019, at one point not a single bond issued by the German government, even the longest-term issues, offered a positive yield. After allowing for inflation, huge numbers of government bonds issued by Western governments are also now offering negative real yields. Yields on index-linked bonds, which are designed to offer protection against inflation, are barely positive in the United States, and negative in most European countries.

		

		Attempting to discount a future stream of earnings with a negative discount rate is effectively impossible, as mathematically it can only produce infinity as a result. The prudent investor might legitimately therefore consider whether to use the yield on a low-risk corporate bond as an alternative to the traditional but risk-free rate based on a possibly distorted government bond yield. Even then, some companies such as Microsoft have been able to borrow money from investors at something close to a zero interest rate. This only highlights the exceptional market conditions to which investors now have to adapt.

		

		The overriding principle has to be to apply a discount rate which is most relevant and appropriate for the kind of quality growth business the investor is trying to value. That means rejecting the metric most commonly used by financial analysts around the world to place a value on a business, a figure known as the weighted average cost of capital, or WACC for short. It is taught in business schools by academics who are not always in tune with the realities of capital markets. Is it right to add expected share price volatility into the calculation of the discount rate, as the WACC does, even though the notion that volatility represents risk is a popular myth?

		

		It makes little sense for the quality growth investor to take that approach. He needs to be more pragmatic, recognising that his fundamental objective is to identify the likelihood that a company can sustain its earnings stream over the longer term. The visibility and consistency of such earnings is a more important ingredient than the volatility of its share price.

		

		The standard business school approach over-complicates the issue in the search for unnecessary mathematical precision. Common sense suggests that quality growth businesses with predictable future earnings and powerful competitive moats should command a lower discount rate than companies which have neither. The more predictable the earnings, the lower the equity risk premium that should be added to the risk-free rate, whichever one is chosen.

		

		At the same time, it is logical to believe that the appropriate risk-free rate is one which matches the duration of the company’s assets. Quality growth businesses by definition are long-duration assets and it is therefore logical to use a long-duration bond as the risk-free benchmark. Warren Buffett uses the 30-year-yield on US Treasury securities, without any equity risk premium at all, as the discount rate for valuing his long-term holdings.¹⁴

		

		What remains of the WACC is the asset class risk, the stock-specific risk, capital structure and tax rate, which I will broadly define as the equity risk premium. The precise figure to be used as an equity risk premium is clearly open to debate. It may not remain constant and will vary from one type of company to another. Is it right for example, to assert, as some do, that a company which has borrowed a lot of money should command a lower discount rate because interest payments are deductible against corporation tax? Since leverage adds risk, that seems a strange outcome to anyone who works in, rather than theorises about, the investment business. Should the stock-specific risk be calculated as a function of share price volatility, when the true risk lies in a company not being able to generate the cash flows one expects it to achieve?

		

		My belief is that a quality growth business – which, under our criteria, has no net debt and is therefore immune from wider interest rate movements – should command a lower equity risk premium than those which have weak balance sheets. In 2019, the aggregate discount rate used to value holdings in the portfolio was approximately 7.5%, a figure which has come down over recent years as the implications of seemingly permanent lower growth and lower interest rates have reduced both the risk-free rate and the equity risk premium. It is small wonder, on this logic, that there has been such a long bull market and that quality growth businesses have continued to perform so impressively. High and sustainable future earnings discounted at a lower rate is a recipe for stock market success. One can make a good argument that the correct equity risk premium for a quality growth business in today’s conditions should be lower than 5%.

		

		The big picture

		

		Once the investor has settled on his discount rate, it still remains to determine whether a share price is cheap or expensive. In principle, when considering a purchase, it is simple. Take the present value of the expected future cash flows and compare that to the current share price. If the present value is below the current share price, that suggests the share is cheap; if above, it may appear expensive. The challenge is then to make a realistic assessment of the likely rate and sustainability of future earnings growth.

		

		At the same time it is important to look at the p/e ratio at which the shares are trading in the light of the bigger macroeconomic picture. A key question will be the expected trajectory of interest rates as set by world-leading central banks and bond yields. Should rates and yields rise, a headwind will be expected for share prices. The opposite also holds true. Rising rates tend to be reflected in lower p/e ratios, and vice versa. Inflation is one of the primary influences on where rates are.

		

		For more than ten years, globalisation has shortened supply chains and widened the use of just-in-time methods of production and distribution. This has strengthened the trend for pricing power to shift from producer to consumer. In such an environment, a generalised rise in consumer prices, as was the case during most of the 1970s, is unlikely to happen. For the average business, operating in a competitive market, consumer-led pricing power leaves it little choice but to go with the flow. Its future earnings growth will be constrained by its inability to raise prices freely.

		

		It is different in the field of quality growth businesses, whose market position enables them to set prices. Where future earnings can be relied on to grow, the investor is happy to compare today’s share price with the present value of his earnings expectations five years or more into the future. This exercise would be fruitless when assessing the prospects of car manufacturers, oil exploration businesses or banks, whose prospects are dependent on the economic cycle and commodity prices. Their earnings cannot be predicted with sufficient confidence to make the comparison meaningful.

		

		When judging whether the p/e ratio of a quality growth business is cheap or dear, this crucial distinction should remain uppermost. Good quality and stable businesses are sometimes referred to as ‘growth bonds’, which is inaccurate but contains some truth. If government bond yields are lower than the earnings yield on a share, the shares will be an investment opportunity, and vice-versa, other things being equal.

		

		Other things are not always equal. During periods of inflation, interest rates and bond yields tend to rise. When disinflation or outright deflation sets in, rates and yields fall. If the earnings yield of a quality growth business lies above that of a long-duration sovereign bond, the market is sending a signal that the deflationary pull in the overall economy is likely to affect all businesses adversely, whether indebted or not.

		

		It is important therefore to assess the attractions of a p/e ratio in the light of prevailing economic factors. In recent years quality growth businesses have traded on high p/e ratios by historical standards, but the implied earnings yields have still been well above comparable bond yields. In a low-inflation, low-growth world, it is not surprising that ‘growth bonds’ have been accorded high ratings and delivered much higher returns than many other types of share.

		

		A comparison with the company’s historical p/e ratios over the past few years will also be needed to ascertain whether the stock market is anticipating too much of the future’s expected growth in today’s share price. The ratio of the p/e figure to the expected rate of earnings growth is one ratio some investors follow. British investors, in particular, seem to like this measure, known as the PEG (or p/e-to-growth) ratio. If the ratio is below 1.0 it is seen as a positive sign.

		

		A p/e ratio in isolation tells one almost nothing, though. The relationship between earnings and prices can change markedly. Experience shows that when p/e ratios move to the top of their range, earnings estimates are often revised upwards; as a result, the p/e ratio then drops and widespread buying results. Conversely, when markets are falling, downward revisions to earnings make p/e ratios rise and lead to selling. As mentioned before, earnings yields should always be compared to earnings yields of other, usually risk-free, assets, as well as to their own histories.

		

		The measure of risk-free investing

		

		The shrewd investor will want to look more deeply at the kind of investment usually thought to be risk-free. We have seen that a government bond maturing in ten years is the most widely used yardstick. While it is far from impossible, it is not likely that the government of an advanced Western economy will default in the near future. The past decade has shown that Western central banks will always create money to ensure an orderly secondary market into which governments can issue bonds. It is nonetheless far from impossible that bondholders could suffer, in part or in whole, a permanent loss of capital when they invest in a Western, or other, government bond.

		

		In normal conditions the p/e ratios of quality growth businesses should be higher than those of government bonds. In the current environment of low or even negative bond yields, fixed income investments are even more expensive than normal, and quality growth shares can therefore be expected to be valued more highly too. P/e ratios for this kind of stock may be higher than in the past, but this is justified by the market environment.

		

		The quality growth investor can never forget the overall relationship between equity and fixed income investments. Bond yields represent the price of money and are a dominant factor in shaping the valuations of equities. While bond prices do not react to share prices on the whole, the inverse is not true. Share prices are the reflection of bond prices. While bonds could exist without shares, share prices could not exist without bonds.

		

		This means that the investor in quality growth businesses cannot afford to ignore the bond market. It is a useful temperature gauge against which to measure the valuation of a quality growth business. If bond prices are high, but a portfolio of quality growth businesses is nevertheless trading at a low earnings multiple, it is a warning that something must give. If bond prices collapse and the resulting rise in yields makes share prices more expensive, the investor can reasonably expect the risk of equities to have increased.

		

		In conclusion, it is important for the quality growth investor to think beyond mainstream thinking on valuations. At the time of writing, after ten years of a largely uninterrupted bull market, siren voices are predicting another financial disaster. Their main argument is that stock markets are too expensive, or in a bubble. Because they have had such a good run, they must be due for a fall. Closer analysis of the facts as far as quality growth businesses are concerned might well lead to a different conclusion.

		

		Putting it altogether

		

		The detailed analysis of any candidate for the quality growth portfolio will involve a detailed forward projection of earnings, discounted at a suitable rate to arrive at the present value of those future earnings. Both the valuation and the discount rate employed will need to be assessed in the light of broader market conditions and the outlook for inflation, interest rates and economic growth in particular. Below is an example of the kind of analysis that the quality growth investor will be minded to produce. This example is fictional but not inconsistent with the kind of company that makes up our universe. Note that the discount rate used here is 7.5%.

		

		Company X – an imaginary example
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		Source: Seilern Investment Management

		

		Five high-conviction quality growth stocks

		

		In order for any stock to be included in the portfolio, it needs to satisfy all our golden rules. Here are five examples of companies which met this stringent test in mid-2019, with short explanations of why they qualify. The first chart shows how these five have collectively performed since 2006, through and beyond the 2007–09 bear market.

		

		Conviction stocks performance vs MSCI World TR
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		Source: Seilern Investment Management, Bloomberg

		

		Rightmove

		

		Some industries that exhibit strong network effects can cause industry value to accrue to a handful of companies. One of these industries is online real estate advertisement. Leading companies have established themselves as the de facto home of online real estate listings, an accolade that drives traffic to their platform, making them more attractive to property advertisers and further entrenching their competitive advantage. This is the position that Rightmove enjoys in the United Kingdom. Originally dreamt up by a consortium of estate agents and subsequently spun out, Rightmove has built a database of properties that often acts as the first step in buying a home. Despite numerous attempts to disrupt its business, Rightmove’s market share has remained high and stable and its pricing power reigns supreme; since listing, the company has never decreased its fees. Revenue comfortably covers platform maintenance and upgrades and the remainder makes its way to healthy profit margins, laying the foundation for high returns on invested capital, a hallmarks of a quality growth business.

		

		Rightmove (total return)
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		Source: Bloomberg

		

		Mastercard

		

		Strong secular growth trends often lie behind quality growth companies. Mastercard has benefitted from one such trend in the shift to electronic payments. Indeed with 80% of global consumer transactions still in cash, this shift can continue to drive superior industry growth for many years to come. With over 2.5 billion cards issued in 2018, Mastercard has achieved such scale that merchants are obliged to accept their famous yellow and red discs (as well as Visa) if they want to accept electronic payments. The network effects that this scale provides creates a significant barrier to entry, such that most of the myriad of new fintech firms, which one might understandably see as a threat to these incumbent behemoths, have in fact ended up partnering with them. Mastercard and Visa effectively own the train tracks on which the trains of international payments run. Since this service they provide is essential for both their merchant and bank customers, and it is provided for a fraction of the total transaction cost, they are able to push through annual price increases. They do all of this on top of an asset-light business model which means they generate impressive returns on invested capital and have enjoyed a balance sheet with net cash for the past 20 years. This is especially important since a strong balance sheet is a defining characteristics of those investments which act more like the tortoise – happy to use their own returns to reinvest in the business in a secure manner over time – rather than taking on the risk of leverage like the hare.

		

		Mastercard (total return)

		

		
			[image: ]
		

		

		Source: Bloomberg

		

		Estée Lauder

		

		Estée Lauder is the global leader and the only pure player in the prestige beauty industry, an industry which benefits from strong social and demographic tailwinds. This brings a number of benefits that we really like. First and foremost, it is a growing industry, which sets the right bases for the company to grow. The industry benefits most prominently from the tailwinds provided by the growing middle class in Asia and the selfie- obsessed generations, both of whom are using significantly more make-up. On top of these tailwinds, Estée Lauder can capitalise on the power of its prestige brands to increase prices steadily every year which provides the perfect context in which to grow. Additionally, Estée Lauder has developed a very lean and flexible business model. Through all the data collected within their network, they have developed an algorithm which pinpoints which regions, segments or distribution channels present a greater growth potential. Based on this tool Estée Lauder has developed a plug-and-play model by which they acquire small companies that benefit from any given tailwind, and incorporate them into their wide, global-based distribution network. Thus attractive bolt-on acquisitions boost already healthy organic growth. For any true quality growth business, it is of utmost importance for growth to be sustainable over time. In the case of Estée Lauder, the power of its wide portfolio of brands, its global footprint and its flexible business model constitute a strong and sustainable competitive advantage. This ensures that Estée Lauder will continue to enjoy this growth in the years to come.

		

		Estée Lauder (total return)

		

		
			[image: ]
		

		

		Source: Bloomberg

		

		Dassault Systèmes

		

		Dassault Systèmes is the world leading vendor of computer aided design (CAD) and product lifecycle management software for product-oriented organisations. Dassault operates in a growing industry that is benefitting from a strong secular trend, namely the digitalisation of corporate processes. Its software is considered to be highly critical, as its customer base of engineers simply could not perform their day-to-day tasks without it (for example, designing complex products such as planes and cars). This software also makes up a very small portion of the overall costs to its customers (for example, Boeing), whose designs will allow them to develop these expensive products. Dassault’s software is deeply rooted within its customers’ operating systems, giving it a high degree of sustainable pricing power. This is important as it allows the company to defend its profit through both inflationary and deflationary environments. Additionally, Dassault’s software is principally sold as a perpetual licence, which results in a high degree of recurring revenue. This has enabled it to invest in long-term sustainable growth opportunities, irrespective of challenging macroeconomic environments. Dassault is a highly profitable business which has maintained a net cash position on its balance sheet since its IPO in 1996, making it a compelling investment story.

		

		Dassault Systèmes (total return)
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		Source: Bloomberg

		

		West Pharmaceutical Services

		

		West Pharmaceutical Services offers an attractive investment opportunity over the long term given its leading market share in an industry with clear structural growth drivers. West operates in the global injectable-drug packaging industry, where it is the leading global manufacturer of critical low-cost components including rubber stoppers and seals used in delivery devices such as vials and syringes. The key drivers of industry growth are the rising prevalence of chronic and autoimmune diseases around the world, technological advancements in biologics and pre-filled syringes, an ageing population, and the rising demand for self-administered medications at home. When investing in the industry, it is therefore important to look for companies that are part of the solution, rather than being part of the problem. This means finding businesses that help drive down the cost of healthcare, or finding companies which provide low-cost, but mission-critical, products. West is such a company. Its key durable barrier is that its products are filed within a drug’s regulated final approved delivery method, meaning that switching suppliers from a pharmaceutical company perspective is costly, cumbersome, and usually not commercially viable. This essentially gives it very long-term revenue annuity streams, at times up to 30 years. The indispensability of West’s products gives it the ability to defend its pricing, even in times of extreme industry pressure. It is, therefore, a business extremely well placed to benefit from the positive trends in the healthcare industry, while simultaneously being protected against the negative pricing and patent cliff pressures which continue to arise.

		

		West Pharmaceutical Services (total return)
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		Source: Bloomberg

		

		

		
			14 It is fair to add that his colleague Charlie Munger says that he has never actually seen Buffett make the calculation as he does not own a calculator.
		

		


		

		

		Part III:

		When and Where

		


		

		

		Chapter 6:

		Quality Growth in Context
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		In investing, as in many lines of business, no law of nature requires everyone to invest in the same way. There are many ways to skin a cat, as the old saying goes. The quality growth investor will believe by temperament as well as from experience that his approach offers a superior combination of risk and return for those prepared to embrace it. But what are the merits and risks of other approaches, many of which are equally if not more popular today? In this chapter I make some observations on this important topic.

		

		The dividend yield mirage

		

		Since the global financial crisis, with interest rates falling to their lowest level in recent memory, the search for income, or yield, has become a dominant factor in investors’ behaviour. In the case of pension funds and insurance companies, it is a requirement of their industry regulators. Yet quality growth investors view dividends with mistrust. The reason is that returns on capital employed which are distributed as dividends are gone for good. The money paid out to shareholders can no longer be reinvested by the business to produce new returns. As we have seen, the compounding effect of reinvesting cash flows at high rates of return is a powerful factor in the superior results of quality growth investing.

		

		Headline dividend yields can be misleading, too. During 2013 and 2014 utilities outperformed the share index by a considerable margin of 12%. This caused an expansion in the p/e ratio of utilities, suggesting a fundamental rerating of their business potential. Yet in reality the shift was merely the result of massive inflows from yield-seeking funds in the new low interest rate environment. The utilities themselves were no better or worse than before as businesses. And they remain susceptible to any change in interest rates, up or down.

		

		Investors are often blinded by the superficial attraction of a high dividend yield. Advocates of dividend-paying stocks point to the tax advantages to an investor, as dividend yields are often taxed more lightly than other types of investment. But to the quality growth investor, with his unlimited time horizon, tax considerations should take a back seat. For such investors, the tax tail cannot be wagging the investment dog.

		

		When a business realises that it can no longer make an adequate return on capital, it may be tempted to keep its shareholders happy by increasing dividends or buying back its own shares. Some companies issue bonds with the sole purpose of paying dividends, often using the argument that money is cheap and now is an ideal time to incur such debt. Many shareholders fall for this fiction without a murmur. In the end, though, they will have to pay a price for the dividend mirage, either through slow erosion of their returns or an increased cost of debt, in nominal or real terms.

		

		For the quality growth investor, dividends should only be paid once all other means of procuring compound earnings growth over the next five to ten years have been exhausted. Indeed, if the payout ratio of a company begins to rise, it may be an early sign that the company is about to go ex-growth, a situation where growth slows and eventually disappears. As a discounting machine, the stock market will have foreseen this long before individual investors realise what is happening. The p/e will most likely have fallen to reflect the forthcoming slowdown in the company’s earning capacity. The low p/e and high dividend yield look very attractive, but in reality the shares have become a value trap.

		

		Even worse is when a company finances dividends by a rights issue, tapping shareholders for money in order to support continued income payments back to them. Not only does a shareholder have to find capital to pay himself dividends, transferring money from one pocket to another, but the new shares will inevitably dilute the value of existing earnings per share. Shares from this kind of capital increase are usually issued at an attractive discount to the existing market share price, which puts undue pressure on the value of the shares as a whole.

		

		Trends and market fads

		

		Quality growth investing is about finding long-term winners capable of generating high returns over an extended period of time. In practice it is also about avoiding both sectors and companies with a worse risk and return profile. Sometimes markets will become enthused and sometimes obsessed by a new economic or social trend. A prime example is the way that ecommerce has replaced the established business models of many consumer brands. Internet-based platforms are a quicker, easier and often cheaper way to reach the consumer.

		

		Innovations such as the mobile phone or the first robot can trigger waves of innovation across many sectors and aspects of life. At first glance companies that see and profit from these innovative trends will appear to meet all the components of a good quality growth stock. Yet, as time goes on, and more producers jump on the bandwagon, the company will lose the crucial attributes of pricing power and organic growth. Groundbreaking new ideas often end up becoming commodities.

		

		Another clear trend nowadays is ageing, with consequences like increasing demand for care homes and dentistry. Another is obesity, with consequences including hip and knee replacements and diabetes. There are cashless payments and online shopping, and there are robotics. The most successful companies will anticipate trends before they became commonplace. If they have first mover advantage, they will have the chance to dig a moat around their operations. Over time those companies increase their market position and penetration, and create high barriers to entry for would-be competitors. It is hard now to imagine many rivals equalling Facebook or Mastercard and Visa, at least for the time being.

		

		But themes will also peter out. There was a time when Apple’s grip on the smartphone market appeared unassailable and the potential for selling across the world unlimited. The reality was different. Market penetration reached saturation and Apple now faces cheaper competitors. When trends appear to run out of momentum, the stock market will have been early to predict slackening growth in the industry or company in question.

		

		Inexplicably to market participants, the p/e ratio of such businesses will have fallen. Many people will seize the opportunity to build their holdings. As the trend will have neared its expiry date, though, it will have lost the primary reason for being valued like a quality growth investment. It will have become another example of a value trap. The metamorphosis from quality growth company to value trap usually produces a permanent loss of capital for the investor whose focus on valuation increases as the stock cheapens.

		

		Active versus passive management

		

		Regarded as a whole, the stock market deserves unlimited respect from investors for its prescience. Its ability to discount the future is its greatest strength. That is the much-discussed and seldom understood ‘mystery of the market’. The same is not the case for the many individual investors who collectively make up the market. Most individual investors, including professionals, have great difficulty in staying one step ahead. Only a small minority consistently produce returns in excess of the stock market index they are trying to beat.

		

		One of the most notable trends of the last 20 years has been the continued rise of passive funds as an investment solution. In contrast to what is called active investment management, the passive investor does not try to beat the returns of his benchmark. Instead, he invests in a fund whose sole aim and purpose is to replicate the performance of that benchmark. The great advantage of an index fund is that its costs are typically significantly lower than those of active fund managers, as all its trades are effectively organised and implemented by a computerised process. There is no need to employ an expensive human fund manager to pick the stocks.

		

		The rise of passive fund management has been driven by the now widely available evidence that on average the majority of actively managed funds fail to deliver higher returns than those offered by the index or benchmark they have been employed to beat. The difference in costs is one important reason. Index funds, passively managed by computer, tend to produce consistent second quartile performance over periods of five years or more. More and more investors have come to the conclusion that the certainty of matching the market index is a more rewarding way to invest their money than taking the gamble of trying to find the minority of more expensive human fund managers who can demonstrate they will do better than their index fund competitors.

		

		The challenge for an active fund manager hinges on the index against which his performance is being measured. The relevant share index (of which there are many) becomes a benchmark and a hurdle he will seek to exceed. This share index, say the S&P 500, is composed of a number of companies whose weightings in the index are determined by their relative capitalisation. For example, the weightings of financial services businesses will differ from those of automobile manufacturers or producers of commodities. The individual weighting of one bank or insurance company will differ from another. The same will apply to technology groups or other industrial companies and so on.

		

		The fund manager’s job is to be acutely aware of the different industry and stock weightings in the index he is tracking. If he is bullish on one sector compared to another, he will overweight it in his portfolio. If banks, say, have a 40% weighting in the benchmark index, the fund manager will have a larger or smaller weighting than that, depending on how bullish or bearish he is about the banking sector. He aims to beat the return offered by the index by adjusting the weights in his portfolio to achieve a better result. In order to do so he needs, at minimum, to cover the costs of engaging in active portfolio management. Those costs include the costs of research and the costs of buying and selling the component stocks.

		

		If index-tracking funds were run with the same intensive research that is required of the quality growth investor, it would be a gargantuan task. An index by definition includes all the companies that make up a particular market or market sector, meaning hundreds of different names. Delving into the outlook for all these companies’ earnings, acquiring a detailed knowledge of the management, reviewing hundreds of reports and accounts and so on is practically impossible. Index funds bypass this problem by using a computer simply to replicate all the stocks in an index, weighting them by their current share of the index. The beauty of it is that there is no need for any fundamental research.

		

		The failure of most active fund managers to beat their benchmark has helped to generate a surge of investment flows into passively managed funds, in particular exchange-traded funds, ETFs for short, which are essentially low-cost passive funds run mechanically with little input from a human being. The criticism of active fund management has not always been fair. A number of successful active fund managers do exist, although the pressure on the fees they charge has not relented. Fidelity, one of the world’s largest asset management groups, recently launched a new index fund that charges no management fee at all. Another new index fund pays the investor a small sum instead of charging a fee.

		

		The problem for index funds is that, despite their low running costs, fees have fallen so far that the companies offering them risk losing money. They need to make money in some other way, using the fund’s assets. The most typical way for such managers to earn their keep is by what is known as securities lending. This involves lending, for a fee, some of the fund’s investments to third parties, who hope to make money by shorting those securities, meaning selling them today with the aim of buying them back later at a lower price. The process of securities lending is complex and is handled by the fund’s depositary or another service provider, again at a cost.

		

		Lending securities to third parties intent on shorting those shares raises some serious concerns. Firstly, the ten golden rules of quality growth investing are quite clear regarding indebted balance sheets. The same principles cover lending. Inasmuch as the quality growth investor will shun the shares of stretched companies, he will have the same reluctance to lend to such borrowers. It matters not whether the proceeds of this loan are securities or cash, nor should any collateral influence such decisions. Lending is lending.

		

		Secondly, securities lending would mean that the fund manager or investor enters into a commercial relationship with a party whose investment philosophy is very far removed from that of the quality growth investor. Not only is the borrower uninterested in the longer-term prospects of the underlying businesses, he will apply downside pressure on the share prices as he sells them short. This would act as a headwind to the existing investor.

		

		Thirdly, the investor (or fund manager) will extend a securities loan to a borrower whose downside risk, or risk of a permanent loss of capital, will be impossible to quantify. Whereas a long-only investor can lose all the money he has put at risk, a short seller’s risk cannot be measured; a shorted share price could double, rise threefold, or even tenfold. The risk is not quantifiable. For a quality growth investment universe, the long-term prospects are good. The longer-term outlook for such businesses is superior, even if short-term pressures on the share price can and do occur.

		

		Lastly, the profit for the investor from such securities lending will be negated, or diluted, by the costs charged by the service provider implementing the process. Securities lending is not a long-term, profitable business model and should be avoided. If the investor in an index-tracking fund congratulates himself on having lowered his risk, as he believes, the reality is different. Not only has he increased his risk; he cannot quantify it.

		

		It may be tempting to lump the disciplined quality growth manager in with the bulk of active portfolio managers. This would be misleading. It would also miss the essential point of quality growth investing. Why? Because the pure quality growth manager only arrives at his investable universe through a process of intensive research into the fundamental attributes of a company. Unlike the majority of active fund managers, he pays little or no attention to the composition of the benchmark index his performance is being measured against. He has no wish to be invested across a broad spread of businesses of varying and often low quality. He is exclusively gunning for the best.

		

		Because he is so selective, and primarily a long-term investor, it follows that the quality growth investor will normally have fewer stocks in his portfolio and a lower portfolio turnover than the traditional active fund manager. The latter has at all times to measure his performance against that of the index he is trying to beat, which in turn means having to track every change in the price and value of all the components in the index, regardless of their merits. It is a completely different way of going about being an investor.

		

		Family businesses

		

		As we discussed earlier, family-controlled companies feature heavily in the universe of quality growth investors. These types of businesses generally present characteristics that such investors welcome. With the need to ensure that the business survives and grows from one generation to the next, families tend to place greater focus on business continuity and long-term growth, while maintaining a strong sense of risk aversion and a preference for a conservative balance sheet structure.

		

		However, it is not all plain sailing. Indifferent corporate governance can, on occasion, become the Achilles heel of a family business as far as an outside investor is concerned. It is of the utmost importance that minority shareholders are not treated merely as passengers whose purpose is to finance the ambitions of the family. All shareholders need to be taken into consideration as rightful and equal owners. An inappropriate or abusive policy on such issues as related party transactions, investor communications and dividend policy is a red flag to the quality growth investor.

		

		In practice, corporate governance standards – such as the appointment of independent directors – generally improve when a family company obtains a public listing. Remuneration schemes become more sensible and more closely aligned with the interests of outside investors. In September 2017 the Credit Suisse Research Institute published a note based on an analysis of close to 1,000 family-owned companies by region, sector and size.

		

		The report found a strong preference in family-owned companies for conservatively financed growth, meaning that new investment was typically financed mostly from internally generated cash flows, and higher levels of investment in research and development and innovation. An index created to measure the performance of these businesses showed that they outperformed the wider equity market in the previous decade, irrespective of region, sector or size. This index outperformed the MSCI All Countries World Index by an annual average of 4% between 2006 and 2016.

		

		Having a large family shareholding makes it easier for a company to take decisions which, while painful in the short term, will bear fruit over time. Investing for the long run is often a burden that non-family businesses, enslaved by the short-term reporting cycle of a listed company, are unwilling to take. Family-controlled companies are less influenced by these short-term ebbs and flows of investor demand.

		

		Estée Lauder: an exceptional family company
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		Source: Bloomberg

		

		One good example is Estée Lauder, the world leader in prestige beauty products. Estée Lauder has developed a lean and flexible business model, whose key competitive edge, besides the strong portfolio of brands it owns, is the speed at which it can adapt to meet the fastest growing segments in its industry. Category, geography and channel-wise, Estée Lauder will invest anywhere where there is an opportunity to obtain a high return through long-term investment. It has demonstrated that it is happy to disregard pressure from investors for higher earnings in the shorter term.

		

		Hermès: rewarded for restricting demand
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		Source: Bloomberg

		

		Hermès International, a genuine quality growth business, is another instance of how a family-controlled business is able to prioritise sustainable quality and growth for the longer term, albeit in a different way. The Hermès family, which has controlled the company since the business was founded by Thierry Hermès in 1837, safeguards the identity and style of the Hermès brand by carefully controlling the supply of its iconic products. Far from rushing to satisfy market demand, Hermès does the opposite; it restricts how many of such items one customer can purchase. In doing this, Hermès kills two birds with one stone, creating a perception of exclusivity and ensuring continued future growth. The close alignment of management with the long-term interests of the company is why some family-controlled businesses are a natural match for the needs of the quality growth investor.

		

		Value, growth and quality growth

		

		Investors like to label investment styles. This helps them slot a particular style into a specific market environment. Where institutional investors assume the role of allocating assets between styles to take advantage of mood shifts, they will regularly consider the idea of overweighting the value style by reducing their exposure to the generally recognised alternative, which is growth. The periodic shift in market mood will encourage institutional or private asset allocators not afraid of chopping and changing to alter their portfolios. They will take advantage of the momentum in the share prices of cyclical businesses during periods when the economy enjoys a cyclical upswing.

		

		A clear example of this shift took place following policy announcements made by the then newly elected US President Donald Trump. His proposals to kickstart the US economy through infrastructure projects triggered the first waves of portfolio adjustments from growth or quality growth investment towards what is known as value investing.

		

		What also helped this decision was the rise in positive economic sentiment triggered by the perception that the era of easy money generated by the Federal Reserve was nearing its end, coupled with Trump’s announced tax changes. The prospect of US businesses repatriating billions of dollars of profits locked abroad through fear of taxation was a further influence. As a result, cyclical shares, typically led by banks, outperformed their growth brethren in the weeks and months following November 2016. It was a clear example of rising share prices driving the quality of underlying businesses into the background as investors’ time horizon shortened in their zeal to produce the gratification of instant investment returns.

		

		A recent fad has been smart beta funds. These are intended to outperform an underlying index by picking companies that pay high and rising dividends. Computer-designed models aim to demonstrate the safety of the underlying business and the sustainability of dividends; other computer models assess the likelihood of the business defaulting when the value of its assets falls below liabilities. The models disregard the human aspects and seek to override the mysteries of the market.

		

		In their quest to label investment styles, observers were quick to comment how value trumped growth and that it was time for a change in portfolio composition. This happens from time to time as soundbites take over from due reflection in the market place. But in so doing, these observers risk oversimplifying an arena where the growth label requires further dissection. One purpose of this chapter is to differentiate between growth and quality growth, and between quality growth and value investing.

		

		The trouble with growth

		

		Popular parlance has it that shares of businesses whose growth rates are above average are likely to have higher price-to-earnings multiples than the rest of the stock market. This will create a market tailwind that will enable shareholders to produce superior returns. This is the basis for the growth style of investing. However, the fact is that not all so-called growth businesses are profitable. Netflix is a good example of a business which is a leader in its field and growing fast, but still makes huge losses. The reason is that its balance sheet is loaded with debt and its operations burn cash at a massive rate. So far the returns to its shareholders have been spectacular but the foundations of its success remain very shaky.

		

		The performance of its shares in the last quarter of 2018 is telling. Given Netflix’s severely indebted balance sheet, it only took the expectation of monetary tightening by the Federal Reserve during this period to cause havoc to its share price. When the mood later changed and the US central bank’s stance towards interest rate hikes changed, a strong rally in the shares followed. The reality is that Netflix is a growth business alright, but one which does not pass the test of quality, thanks to its high debt levels. As long as that remains the case, returns to shareholders will be at the mercy of the debt markets. There is none of the certainty of future returns that the quality growth investor requires.

		

		Netflix vs MSCI World TR
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		Source: Bloomberg

		

		The factors that make a quality growth business were listed in chapter 3. The key differences between a growth stock and a quality growth stock are these. One is the existence of a long track record of past growth. The second is a strong balance sheet largely or wholly free from net debt. Thirdly, the accounts of a company will be straightforward, consistent and transparent. Fourthly, it will be characterised by sound corporate governance and a commitment to the longer term. Many growth companies fail one or more of these tests. It is not their growth rates that matter, in other words, but the lack of the other criteria.

		

		The long-duration characteristic of the quality growth asset is of primary importance. In the world of finance, the duration of a company is determined by when the peak in its future free cash flows is expected to occur. An average business will enjoy rising free cash flows during the first years of its life (assuming it has survived at all). When its early competitive advantage fades, free cash flows decline as new competitors emerge to challenge the incumbent’s market leadership. For the genuine quality growth business, free cash flows continue to grow indefinitely on the back of the company’s outstanding characteristics. The result is that the pinnacle of a quality growth business is much more remote than in the case of an average business.

		

		In the case of government and corporate bonds, the duration of their cash flows is influenced by the level and direction of interest rates. Rising interest rates lead to a shortening of duration (and hence lower bond prices) as the future cash flows are discounted back to the present. If quality growth businesses are also long duration assets, and sometimes known as growth bonds because of their reliable cash flows, will they not also be affected in the same way? It is a reasonable question, but one that merits a different answer.

		

		In an environment of rising interest rates, companies with a leveraged balance sheet may simply disappear as their debt burden becomes impossible to service from their cash flows. This by definition is not a risk for a quality growth company. On the contrary, if the company has little or no net debt, any increase in the cost of borrowing will not affect its profits. (The same will apply to labour costs, incidentally. Where the labour intensity of a business is low, as is the case in many companies in the quality growth universe, higher labour costs will not penalise them badly. The same goes for a rise in commodity prices, which are typically a minor factor in their cost base. This will allow them to preserve or enhance their pricing power.)

		

		The impact of an increase in interest rates on a quality growth business will depend on what causes rates to rise. If the increase is a response to strong economic growth, it could temporarily hurt. But if it is other factors, they may not be so harmful. For example, if the bargaining power of trade unions or an oil price rise caused by supply disruption results in higher inflation, other types of business would suffer more than the quality growth business, increasing its competitive position. If a financial crisis is the cause of higher interest rates, quality growth companies should also perform well. If it is fear of ballooning government deficits, that would also not automatically be a negative.

		

		The year 1994 offers an interesting precedent for how markets might behave when rates go up. Following the early 1990s recession and the savings and loan crisis, the Federal Reserve held real short-term rates at 0% for 18 months. In February, Chairman Greenspan finally surprised the markets with the first of a series of rate hikes that took Fed funds from 3% to 5.75% in less than one year. Long rates also rose sharply. The first lesson was that the US equity market continued to deliver a positive absolute return. The second and most interesting one is that growth-oriented sectors were the drivers of this performance and outperformed strongly the typical short-duration sectors such as construction, airlines, autos and metals.

		

		While traditional growth investors are mainly concerned with out-and-out growth, often with a relatively short-term outlook but backed by strong momentum and even a complete lack of profitability, quality growth investors require assurance of the source, means and long-term sustainability of that growth.

		

		Only the package of quality growth ingredients, as described above and in chapter 3, can help them reach the largely secondary conclusion of what constitutes a fair valuation. This package will combine quantitative and qualitative criteria; both crunching numbers and looking at management in the eye will help the quality growth investor avoid the mistakes he might otherwise make if growth at a reasonable price (commonly known in textbooks by its acronym GARP) remains his main preoccupation.

		

		The difference with value investing

		

		Yet value investors will underline how they, too, seek safety and security in quality; that they, too, are in it for the long term and crunch numbers. Their idea of the business fundamentals of a company focuses on its overall economic health, the efficient deployment of its balance sheet being of primary concern. In their eyes, such efficient deployment will regularly mean leveraging a balance sheet to liberate what they call ‘trapped’ value; to enhance returns on invested capital.

		

		Furthermore, value investors will often take into consideration dividend payments, their magnitude, regularity and growth over the previous period as key drivers. Indeed dividend growth and yield are often more important to the value investor than growth in sales, margins and net profits. Companies which have enjoyed 20 years of uninterrupted dividend growth are known as ‘dividend aristocrats’. This approach is popular with British investors. Many UK-based businesses seek to satisfy their shareholders through growing annual or semi-annual dividend distribution and view this objective as their highest priority. For the investors themselves, the magical number of dividend yield ranks higher than market positioning, pricing power and management quality.

		

		This thirst for dividends can go so far as to downplay the source of any dividend growth, even if derived from inner reserves, where permitted. This hankering after regular payouts has been prominent in the past decade of falling bond yields and deflationary pressures. Contrary to the approach of quality growth investors, however, it is the target share valuation that is likely to be more important to value investors than the quality of the underlying business. A cheap investment of mediocre quality will be more attractive than a first-rate business whose valuation is stretched.

		

		For this investor, the valuation will also compare the company’s share price with its latest audited balance sheet to a greater degree than with its growth forecast. The present will have it over the future. As such, the time horizon of these two investor types are very different. While the quality growth investor will seek returns over unlimited time, returns that feed on themselves to capture the magical power of compounding, the value investor will seek to make money within a shorter time frame. His portfolio performances will be a yearly or even quarterly succession of staccato results rather than reflecting a continuous, compounded growth of earnings flow.

		

		Thus, their horizons will differ, as will the nature of their comparative research and analysis. Comparing the assets of a business to its valuation and concluding whether or not to buy the shares is a different exercise to that of placing a present discounted value on estimated future income. Beyond the relatively short period of one or two years ahead, this calculation is absent, and bound so to be, from the work of a value investor.

		

		The difference in approach between a quality growth investor and one seeking value will be affected by the cyclicality of the target investments themselves. If cyclical businesses are cheap, they will be attractive to value investors. In this respect, value investors have a counter-cyclical bias whereas quality growth investors will shun cyclical businesses. If the economic cycle has negatively affected the share price of a business at a particular point in time, it will be attractive to the value investor. For quality growth investors, on the other hand, there should be a built-in pricing power in their chosen company.

		

		Quality growth investors look for enterprise rather than market situations. They invest in businesses, not stock markets. By quirks of history, or for other reasons, these businesses are quoted on public exchanges. In comparison, value and growth investors seek out quoted companies per se. If quality growth businesses were available for investment through private placement, the same strategy would be adopted by quality growth investors to purchase them. This approach is neither a style nor a fashion. It is the reflection of a perennial attitude towards risk and return. It is the practical application of the theory of preservation and enhancement of capital for the long term.

		

		Here is an example. Over the first few months of 2017, the changed political situation in the US created a market environment that appeared friendly to the value proposition and many investors targeted cyclical shares benefiting from a mood shift. Aided by abundant liquidity, risk-taking was on the increase and spurred talk of the return of animal spirits, not unlike the mood prevailing during the dotcom hubris of 1999. It is never easy to conclude how long such a mood will last but seasoned investors knew that it would undoubtedly end, as indeed it did not long afterwards. Meanwhile, and across the cycle, quality, growth and predictable business paradigms will continue to see their profits increase. This will consequently drive their share prices higher.

		

		Conclusion

		

		Ticking boxes, harking to soundbites and melting into the security of labelling is the mentality of the average investor. His returns over the long term may be average but there will be many a piece of established wisdom he can hide behind. Unbeknown to him, the risk underlying this investor’s portfolio will be higher as the returns will be lower than what could be or could have been achieved by concentrating on the underlying business of the stock market-listed company rather than a fixation on its share price and its evolution in the days or weeks ahead.

		

		That is the essence of quality growth investing.

		


		

		

		Chapter 7:

		Financial Markets Today
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		One of the classic mistakes you can make in investing is to assume that the present is always different from the past. It is true that no one period is ever identical to one that has gone before, but there are always many similarities in past experience. The challenge is to work out which features of the current period are genuinely new and require different thinking, and which are in reality merely echoes of earlier times where it is right to hold fast to core tried-and-tested principles.

		

		The decade which has passed since the global financial crisis has been an extraordinary one for investors in many ways, as an army of commentators and market pundits regularly remind us. It has certainly confounded consensus thinking. At the height of the crisis in 2008, not many authorities predicted that it would usher in a golden age for equity and bond investors, nor that interest rates in many countries would fall so far for so long, nor that monetary stimulus on an unprecedented scale would fail to usher in a new age of inflation.

		

		In this chapter I take a look at some of the questions which are regularly raised in meetings I hold with clients and attempt to assess what impact the dramatic developments of the past ten years have had on the case for quality growth investing. The short answer, as readers may well have deduced by now, is that for such a revolutionary period the case remains surprisingly little affected. In my view, the argument for this investment approach remains every bit as valid and relevant today as it was five, ten or 20 years ago.

		

		What do you say to people who say we are now at ‘peak quality growth’?

		

		If this question relates to the share prices of quality growth businesses, my answer is that they are quintessential long-duration assets. As such, the peak in their popularity and valuations will only come when they become overpriced compared to the other quintessential long-duration asset, which is the risk-free government bond. The definition of overpriced is when p/e ratios rise so far that the market is pricing in too many future years of strong earnings growth into today’s share prices. That has happened in the past. It is most definitely not the case at the time of writing.

		

		One way to see this is to compare the earnings yield of a typical quality growth company with that of a 10- or even 30-year government bond. The earnings yield is the inverse of a company’s p/e ratio, so that a share which is trading on a p/e of 20 has an earnings yield of 5%. By the same token a bond with a yield of 2% has, in effect, a p/e multiple of 50 times.

		

		Whether you compare their multiples or their p/e ratios, it necessarily gives the same answer. For the last few years, the p/e ratios of quality growth businesses have been much lower than the equivalent multiple on a long-duration government bond. In mid-2019 the figure was 26× for the quality growth companies and 50× and 40× for long-term bonds (the 10-year Treasury and the 30-year Treasury respectively).

		

		30-year bond yield vs Seilern Universe earnings yield
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		Source: Seilern Investment Management, Bloomberg, Factset

		

		So, although the market has granted many quality growth businesses fairly steep p/e ratios in the last few years, and strong share-price returns based on their underlying earnings growth, as an asset class they are nowhere near the peak which many observers allege.

		

		They will have reached a peak if and when it turns out that bond yields are destined for a protracted rise over the next couple of years. Bear in mind, however, that even if that happens, it will affect the share prices of all kinds of business, not just quality growth companies. And because the strict definition of a quality growth business includes a largely debt-free balance sheet, it follows that the impact of rising bond yields on such a company will be less severe than on those with more highly geared balance sheets.

		

		But there could come a time when even the best quality growth companies have become so expensive that they may no longer be worth owning?

		

		Of course. Let’s say we had an interest rate environment that was so benign that quality growth businesses with their regular and sustainable profits growth become the flavour of the month. Rather like in the era of the Nifty Fifties, their p/e ratios would go up and reach stratospheric heights. Then you would have to be careful. This could happen if the current market mood swings from fearing a deflationary bust to expecting a deflationary boom.

		

		That’s when valuation would become more important than it usually is. We’re far away from that at the moment – very far away. And if we were to get to that level in the next few years, we would be making huge capital gains with our portfolio. But never say never.

		

		Have the monetary policies adopted in many countries since the crisis been necessary or excessive?

		

		Monetary policies have been necessary and not excessive. When overall market liquidity almost disappeared at the outset of the crisis in 2008, leading central banks rightly set out to intervene where market forces had dried up. In so doing, they protected and preserved the international banking system, in spite of individual bankruptcies such as Lehman Brothers and others. All the while, discussions raged about whether central banks should have let nature take its course, in the style of the Austrian economists, or stepped in to save the day. The former course of action would have resulted in mass bankruptcies and unemployment whereas the latter course of action prevented what would have been, in my view, unnecessary carnage.

		

		When the Federal Reserve decided to cease QE (quantitative easing) and shrink its balance sheet, its role in buying government bonds with newly created money was promptly taken up at the margin by institutional and other buyers, thereby keeping interest rates very low. This largely unexpected market force, which remains with us to this day, is evidence that post-crisis monetary policies cannot be described as artificial or excessive.

		

		But central banks are neither omnipotent nor immune from making mistakes. The actions of central bankers should be based on signals from longer-duration bond markets. There are times when these markets indicate that central bankers’ monetary policies are ahead of or behind ‘the curve’. In the former case, central bankers are too aggressive or early in moving rates; in the latter, too slow (whether the move is upwards or downwards).

		

		So you do not believe that the huge amounts of QE in the United States, the EU and Japan has kept interest rates artificially low, as many commentators allege?

		

		No, absolutely not. Furthermore, corporate returns on invested capital still exceed its cost. At the end of the day, it is the bond markets that direct what central banks should be doing and the recent flight to safety in these markets could well be signalling that, in the absence of further monetary loosening, a deflationary bust may be on the cards.

		

		Is it right to use a 10-year government bond yield as the proxy for the risk-free rate?

		

		Since the global financial crisis, accepted notions of what is and is not risk-free have certainly changed. The challenge of determining the appropriate risk-free rate has been aggravated by the impact of monetary policy (in the form of quantitative easing) and the repricing of short and medium-duration paper to produce, in many cases, something that has not been seen for generations: negative interest rates.

		

		It has always been an undisputed tenet in markets that ten- or 30-year US government bonds are the best proxy for a long-duration risk-free investment, and that lending money to the US government (or other OECD governments) represents the safest of safe havens. Many investors should remind themselves, however, that the ratio of government debt to GDP has exploded in OECD countries in the past 25 years. How governments will ever repay their loans is an open question, rarely if ever discussed among politicians, whose cavalier attitude appears to be ‘Après nous, le déluge’!

		

		Historically, to conclude that investing in a long-maturity government bond equates with a risk-free investment was sound; today it is debatable. That security may well be a long-duration asset, but one which has growing, if hidden, risks. It cannot compare with the risk inherent in a quality growth business. After all, it is better to be bailed out by a quality growth business than be bailed in by a sovereign bond.

		

		Although it is currently inconceivable that government bondholders suffer haircuts on their expected risk-free investments, the deterioration of debt-to-GDP ratios – which will be followed inevitably by governments’ galloping need for funds, which they can only gain through imposition on (tax-paying) bondholders – makes the haircut scenario entirely plausible. This is why bondholders have more to fear from the passage of time than owners of quality growth businesses.

		

		There may be times when it makes sense to use the yield on a AAA-rated corporate bond as a proxy for the risk-free rate. Differentials between corporate and sovereign bond yields, and between types of bond, do not remain constant, however. The appropriate risk-free rate to use in investment analysis can change from one year to the next. In early 2016, for example, a bull market in some sovereign bonds coincided with a bear market in certain classes of corporate bonds. As a result, long-duration sovereign bonds became a more reliable risk-free benchmark than any corporate bond, even the most creditworthy.

		

		What equity risk premium do you use to calculate the discount rate when valuing quality growth companies?

		

		This is a moving feast and the subject of ongoing debate in our business. Our current aggregate discount rate lies at 7.5%, but includes a risk-free rate whose volatility has been extreme in the past 18 months. If the world avoids a deflationary bust, and quality growth businesses continue to produce the superior earnings they have produced thus far in 2019, it is conceivable that the equity risk premium on this portfolio could shrink further; and so long as p/e ratios remain reasonable, it means that the topic of valuation is not the highest of priorities.

		

		How far has QE and other monetary stimulus contributed to quality growth’s strong performance since the crisis?

		

		Considerably so. A meltdown in the world financial system would have left no business unscathed and this would swiftly have been reflected in all share prices, those of quality growth companies included. Here, again, it is relevant to note that the strongest performances in the quality growth universe have come from companies with little or no debt.

		

		It could be logically argued that if rising interest rates hardly affect debt-light or debt-free quality growth businesses, nor would falling interest rates underpin their share prices. But in today’s environment, in which we believe that interest rates will be lower for longer (we call this the ‘Big Long’), quality growth share prices are relatively protected even in the absence of any p/e premium over long-duration government bonds.

		

		How low do you think bond yields can go?

		

		There is no limit as to how low or negative bond yields can go. The important question is how long they will stay at such low levels and what will be the effect on world economies. The jury is still out on this question. There are few signs that inflation, in the traditional sense of too much money chasing too few goods (or services), will re-appear at any time soon. But if it looks like happening, you can be fairly certain that bond yields will start to rise in anticipation.

		

		Is there not a risk that higher inflation will return sooner rather than later?

		

		It is possible but unlikely in the short term. An important caveat is the Trump trade war. If it escalates around major world trading blocs, shortens supply chains and disrupts just-in-time business models, the risks of higher inflation will undoubtedly increase. But even this scenario would need to be accompanied by non-tariff barriers, such as capital and foreign exchange controls, for it to hamper business seriously and trap companies at home. This is highly unlikely in developed economies, at least for the moment. Consequently, in my view, inflation will remain a distant memory for some time.

		

		What is the best- and worst-case scenario for markets and quality growth investing over the next ten years?

		

		The best case is that interest rates and bond yields remain low for many years to come. This would place a floor under overall p/e ratios while preserving the premium that quality growth businesses currently enjoy. The worst case is a deflationary bust resulting from negative bond yields. That would create a negative feedback loop and cause major banking defaults and haircuts for bondholders, potentially affecting the weaker sovereign debtors. Although investments in quality growth companies would likely suffer less, the overall market would have a torrid time and nobody would be spared.

		

		Why do you think that pension funds have been so slow to embrace the attractions of quality growth investing?

		

		In Holland, to take one example, the pension fund industry is up in arms because the rate at which it is forced to discount its liabilities is so low, and when this is accompanied by a prohibition to invest more than a certain minimum in equities, the poor pension funds have no choice but to go out and search for yields. The fact that pension funds are limited as to how much they can invest in equities is going to make it difficult, if not impossible, for them to achieve the 7–8% return that they need to cover their liabilities.

		

		The solution to me is clear. Pension funds should not only be able, but obliged, to invest considerably more in equities, and particularly in the type of equities which we invest in. I’m not saying that because it’s our investment philosophy. I’m saying it because the quality growth investment philosophy is inherently well suited for pension funds, especially the debt-light balance sheets.

		

		Now, why are they not allowed to do that? I’ll tell you exactly why. It’s because the regulators equate equity investing with risk because of the potential volatility of share prices. The regulators call volatility risk, as if they are the same thing. For me, this is nonsense.

		

		Why are you so confident that the EU and/or eurozone will survive?

		

		The achievements of the European Union over the past 60 years are irreversible. The EU has survived multiple crises, both political and economic, despite sporadic centrifugal forces attempting to tear it apart. Economic and monetary union has a long way to go and, although progress is slow, in my view it is inevitable.

		

		Political union may have reached an impasse, but the necessity for the EU to grow in stature, in importance and strength grows daily when faced with China, Russia and the waning trustworthiness of the US. It is not tenable for 450 million Europeans to be protected against 500 million Russians by 325 million Americans. Both the European Parliament and the European Commission have been relatively (and I stress relatively) pan-European in their thinking and actions. Less so the European Council, composed of national heads of state or governments. For these persons, an intergovernmental mentality prevails, because of which a glass ceiling has been reached in the process of pooling national sovereignties. It is crucial for the process to be re-kindled, which it most likely will, kicking and screaming.

		

		In spite of populist movements (often much exaggerated by the media), Brexit has demonstrated how difficult it is to exit the EU without causing considerable upheaval. Brexit is a blueprint against moral hazard. As for the eurozone, the single currency is still largely half-baked, without question. But it is still in the oven and the momentum behind the creation of a banking resolution, a eurobond market and a transfer union is more likely to grow, albeit slowly, than to be reversed.

		

		If the average return on invested capital of companies in your universe is 20%, would you not expect the returns to investors in those companies to be around 20% per annum as well over time?

		

		It is not quite as simple as that. There are two ingredients which combine to determine the long-run expected return of a stock. One is the return on invested capital and the other is its ability to grow its earnings. You need both to be able to come up with the annualised compound return that investors in quality growth companies will typically expect to generate.

		

		In theory, a company’s weighted average cost of capital should be its long-run expected return as its profits are gradually competed away. If, however, one can find a company that is able to sustain earnings growth above its cost of capital into perpetuity (or at least for a very, very long time, say 50 years), then its share price trajectory should equate to its earnings growth trajectory.

		

		A company growing its earnings at 10% per year should, in theory, and thanks to compounding, be able to double its size every seven years ad infinitum. The typical returns that quality growth stocks have generated has been of the order of 9% per annum since 2006.

		

		In my eyes, ROIC does not single-handedly determine where a company’s share price will go, but it is the first critical component which determines whether a company’s earnings growth can be sustained. The level of earnings growth is what ultimately determines its share price performance over time. In practical terms you also have to allow for the costs of running a portfolio and the possibility that the fund manager may occasionally make mistakes, as we all do once in a while.

		

		If you’ll allow me some creative licence here, creating powerful long-term returns is like making the base for a good soffritto. The oil (ROIC) is critical, and is the conduit which allows the soffritto to be held together. Likewise, a strong ROIC lays the foundation on which to subsequently build and grow a company. ROIC is the key factor which determines the sustainability of that growth.

		

		When the oil is heated ‘just right’, one needs to add the second key ingredient, garlic (earnings growth). The garlic brings the oil to life, and allows the oil to improve and to transform. A business with a high ROIC needs earnings growth, otherwise it will simply not add any economic value (no garlic = no flavour). Likewise, a business with earnings growth needs the strength of a binding agent to allow it to sustain and to grow its market power (no oil = the garlic will slowly disintegrate).

		


		

		

		Chapter 8:

		Conclusion

		

		It is hoped that the reader of this book will have concluded that mainstream thinking on the topics of risk and return is not conducive to the long-term preservation and enhancement of capital. The author hopes to have conveyed that hiding behind established wisdom in matters that relate to investment may help dampen concerns about losing money or justify such losses when they occur – but that is not, in the end, any real help at all. Hiding behind established wisdom may soothe the conscience but cannot unwind the permanent loss of capital.

		

		It matters not whether this capital belongs to individuals young or old, to widows, orphans, semi-institutions such as family offices or fully fledged ones such as pension funds or life insurance portfolios. The rules of investing should not change according to whose is the risk, in the same way the value of a banknote does not depend on the wallet it resides in. A buck is a buck.

		

		Although there are many nominal ways to skin the cat, quality growth aficionados believe there to be but one, true way to approach this exercise. If the success of investment lies in the art of avoiding traps, the quality growth investor knows what to avoid and why. For him, the underlying business will be more important than its value as decreed by sometimes sentimental stock markets. To keep his eye on the business more than on the share price will be his highest priority.

		

		Just as the equity market tail cannot wag the bond market dog, the price of money will always be the final arbiter of, and exercise the greatest influence on, share prices. By investing in quality growth, the investor will not find himself outside the grasp of bond markets; but he will remain once removed from them on the premise that its influence will be mitigated in the long run by the fortress balance sheets that underpin his portfolio. This has been my experience over many years as the charts below bear out.

		

		The ten golden rules of quality growth companies should serve as the template that provides the greatest chance of avoiding permanent capital loss, of reducing risk and of offering superior returns over the long term. The quality growth investor will keep this template with him at all times.

		

		Annualised return of Seilern Universe vs MSCI World Total Return

		

		

		
			
				
				
				
				
			
			
					
					5 years
					10 years
					Since Dec 2006
			

			
					Seilern Universe
					12.4% p.a.
					16.5% p.a.
					11.0% p.a.
			

			
					MSCI World
					6.6% p.a.
					10.7% p.a.
					5.3% p.a.
			

		


		

		

		

		Source: Seilern Investment Management

		

		Seilern Universe vs MSCI World TR

		

		
			[image: ]
		

		

		Source: Bloomberg, Seilern Investment Management
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