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			Praise for Quality Investing

			“Investing is a continuous process of learning, and it will be a rare investor who does not glean substantive lessons from the notable AKO story of quality investing.”

			– Stephen Blyth, President and CEO, Harvard Management Company, Professor of the Practice of Statistics, Harvard University

			“Capturing both the science and the art that have driven AKO’s success, Quality Investing is equal parts investing handbook and ode to the beauty of truly great businesses.”

			– Peter H. Ammon, Chief Investment Officer, University of Pennsylvania

			“Quality Investing answers the riddle of what you get when you cross Peter Lynch’s One Up on Wall Street with Seth Klarman’s Margin of Safety. By combining a discerning eye for sustainable growth with a disciplined calculus to buy over horizons when the probabilities are favorable, the book articulates a profitable approach to the art of investing.”

			– Jason Klein, Senior Vice President & Chief Investment Officer, Memorial Sloan Kettering Cancer Center

			“I recommend Quality Investing highly as a guide to harness the power of core investment principles. Shows why the best long-term ‘margin of safety’ comes not from an investment’s price but from the value of a company’s competitive advantage.”

			– Thomas A. Russo, Partner, Gardner, Russo & Gardner

			“Quality Investing, from a team of top quality investors, provides a clear and rigorous analysis of a highly successful, long-term investment strategy. In an increasingly short-term investment world, the book’s insights are likely to remain hugely valuable.”

			– Neil Ostrer, Founder, Marathon Asset Management

			“Quality Investing describes a unique approach to evaluating investment opportunities based on real life examples and experience. Replete with interesting lessons and insights relevant not just for investors, but for any business leader seeking to build an enduring, high-quality company, Quality Investing is an outstanding book and should be required reading for business leaders and MBA students as well as for investors.”

			– Henrik Ehrnrooth, President & CEO, KONE

			“The book is a crisply-written mix of sound investment principles, insightful commercial patterns, and colorful business cases. A real pleasure to read.”

			– Hassan Elmasry, Founder and Lead Portfolio Manager, Independent Franchise Partners

			“AKO Capital were one of the first to recognise Ryanair’s secret formula... An outstandingly handsome CEO, a brilliant strategy, all underpinned with our innate humility. These guys are geniuses. For a better life you must read this book... and fly Ryanair!!”

			– Michael O’Leary, Chief Executive, Ryanair

			“Quality counts. If you are a long term investor, it’s hard to find a more important factor as to what will power your ultimate investment returns. That said, quality is impossible to measure with precision because it often embodies more subjective qualitative factors than easily quantifiable measurements. Quality is also dynamic and changes over time. This book attempts through case studies, descriptions, and quantifiable measurement to help investors think systematically about quality and its importance. Enjoy!”

			– Thomas S. Gayner, President and Chief Investment Officer, Markel Corporation

			“An indispensable addition to any value investing library, Quality Investing will appeal to novices and experts alike. Vivid real-life case studies make for an engaging read that shows the power of compounding that comes with owning high-quality businesses for the long term.”

			– John Mihaljevic, ‘The Manual of Ideas’

			“An excellent read: clear and insightful. Quality Investing is an important aid to shareholders when evaluating any company.”

			– Albert Baehny, Chairman, Geberit

			“Quality Investing is an outstanding resource for all investors seeking to enhance their knowledge of the critical drivers for investment success. Several important concepts for discerning and evaluating outstanding companies are clearly explained and further elaborated upon through many specific company examples. I highly recommend Quality Investing to all prospective investors from beginners to experienced practitioners.”

			– Paul Lountzis, Lountzis Asset Management, LLC
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“Quality is never an accident;it is always the result of intelligent effort.”

John Ruskin

Preface

This book began as a small internal project at AKO Capital, an equity fund based in London that has enjoyed a compound annual growth rate more than double that of the market (9.4% per annum versus the MSCI Europe’s 3.9%)1 and delivered excess returns of approximately 8% per annum on its long book2 since inception a decade ago. The project’s initial scope was to institutionalize lessons learned from refining the fund’s quality-focused investment philosophy over that time. What we have come to understand is that successful investing involves a degree of pattern recognition: while industries and companies are diverse and economic environments endlessly changing, strongly performing investments tend to have commonalities. Making sense of these commonalities can help build a strong investment portfolio.

After amassing a substantial body of material to share with new members of the AKO team – and to remind veterans of what they had once learned but might by now have forgotten – it became obvious that the results should be shared with the fund’s investors as well. Clients have the right to know as much as practically possible about the stewardship of their funds. After all, a strong long-term partnership, in business as well as in private life, works best when based on trust and openness. 

As the project expanded, AKO recruited Lawrence A. Cunningham, the noted American author of investing and business books, to join us. As we refined and honed the material together, it appeared suitable for a yet wider audience of investors and business analysts, as well as managers. The result is the book you are reading, which offers an account of quality investing along with numerous case studies to illustrate the attributes of quality companies. 

We do not posit that a quality-based strategy is the only route to investment success. But we maintain that taking time to understand the fundamental attributes of a company – from its industry position to its sources of long-term growth – is relevant for all investors, regardless of style. The concept of this book is to distill a considerable body of practical knowledge developed through long-term ownership of some great companies – as well as a few that flattered to deceive.

While the genesis of the book lay in identifying the patterns evident in quality companies, we have supplemented this with additional material to provide context. This includes explaining what quality is from both a financial and an operational perspective, examining the characteristics that help to foster quality, and finally outlining the challenges and some potential mistake-reduction strategies.

There are quality companies everywhere, from America to Asia. The examples given in this book are primarily of European companies, largely due to AKO Capital’s deeper heritage in the European equities market. We believe that lessons from one continent can be applied on a global scale and are therefore relevant to all investors as well as to managers and business analysts.

A cynic might say that writing a book about investing is playing odds that prudent investors would normally disfavor in financial markets: only a small number of investment books stand the test of time or even remain worthwhile reads for long. Examples of great companies can suddenly seem outdated or just plain wrong, and observations that appeared insightful when written can end up looking foolish. 

We appreciate that some of the assertions made in this book will almost certainly be disproved or become obsolete. As with most important and interesting things in life, investing is a continuous learning exercise and all any book can do is reflect the knowledge or beliefs prevailing at the time of writing. While we are confident that the fundamental principle of long-term ownership of quality companies is a sensible one, new lessons and patterns will keep emerging. We, like other investors, will continue to adapt to them.

London and New York October 2015

Introduction

The concept of quality is familiar. People make judgments about it every day. Yet articulating a clear definition of quality is challenging. Open most dictionaries and you will see a dozen or more sub-definitions for the word; none of which, incidentally, makes any reference to quality in a corporate or investing context. Despite the shadowy semantics, it is still a powerful word. Everyone has strong opinions on quality. One of our favorite explanations appears in Zen and the Art of Motorcycle Maintenance, in which Phaedrus tells his students that “… even though Quality cannot be defined, you know what Quality is!”3

By comparison, value investing is relatively simple and well-understood (if tough to execute). Ask professional investors what they take value investing to mean, and responses will likely be consistent; but ask the same people what they think quality investing means, and responses will vary widely. Core answers might coalesce around some key themes, such as strong management and attractive growth. But beyond these central elements, interpretations tend to diverge. This is because in investing as well as in other fields, ‘quality’ resists a tidy definition, involving as it does an overlapping matrix of traits and, ultimately, judgment.

The best companies often appear to be characterized by an ineffable something, much like that of people who seem graced by a lucky gene. Think about those of your peers who seem a lot like you but somehow always catch a break. They are not obviously smarter, smoother, richer, or better-looking than you, yet they are admitted to their university of choice, get their dream job, and earn considerable wealth. Try to discern what they have that you don’t, and you are stumped. Chalk it up to fate or plain dumb luck.

Businesses can be similar. For reasons that are not always evident, some end up doing the right things with better results than average. They may not appear to be savvier acquirers, more adept marketers, or bolder pioneers, yet they integrate new businesses better, launch products more successfully, and open new markets with fewer mishaps. Perhaps through some combination of vision, scale, or business philosophy, these companies uncannily come out ahead. They seem to be governed by Yhprum’s Law, so that if anything can go right, it will. But it is unlikely that such corporate success is the result of mere providence. Quality investing is a way to pinpoint the specific traits, aptitudes and patterns that increase the probability of a particular company prospering over time – as well as those that decrease such chances.

In our view, three characteristics indicate quality. These are strong, predictable cash generation; sustainably high returns on capital; and attractive growth opportunities. Each of these financial traits is attractive in its own right, but combined, they are particularly powerful, enabling a virtuous circle of cash generation, which can be reinvested at high rates of return, begetting more cash, which can be reinvested again.

A simple example illustrates their power. Say a company generates free cash flow of $100 million annually. Its return on invested capital is 20% and it has ample opportunity to reinvest all cash in expansion at the same rate. Sustained for ten years, this cycle of cash generation and reinvestment would drive a greater than six-fold increase in free cash. Albert Einstein famously referred to compound interest as the eighth wonder of the world. Compound growth in cash flow can be equally miraculous. 

The profound point is that the critical link between growth and value creation is the return on incremental capital. Since share prices tend to follow earnings over the long term, the more capital that can be deployed at high rates of return to drive greater earnings growth, the more valuable a company becomes. Warren Buffett summarized the point best: “Leaving the question of price aside, the best business to own is one that over an extended period can employ large amounts of incremental capital at very high rates of return.”4 The best investments, in other words, combine strong growth with high returns on capital.

It is relatively easy to identify a company that generates high returns on capital or which has delivered strong historical growth – there are plenty of screening tools which make this possible. The more challenging analytical endeavor is assessing the characteristics that combine to enable and sustain these appealing financial outputs.

Above all, the structure of a company’s industry is critical to its potential as a quality investment: even the best-run company in an over-supplied, price-deflationary industry is unlikely to warrant consideration. On top of this, there are bottom-up, company-specific factors that must be understood. In combination with attractive industry structures, these form the building blocks which can enable a company to deliver sustained operational outperformance and attractive long-term earnings growth. 

The characteristics we describe in this book are appealing whether an investor owns the entire business or fractional shares in it. Indeed, there are many similarities between owning shares in a listed company and being the private owner of the same business. The value any business creates, listed or not, is determined by the rate at which it deploys incremental capital. And the predictability of cash flow and growth is equally important, analytically identical, and with the same risk, whether a company has a daily price quote or not. 

The key difference facing equity investors is that they must find companies in the stock market, where theory suggests that the superior attributes of quality companies would be fairly reflected in price, offering no investing advantage. But while premiums are paid for shares of such businesses, they are frequently insufficient. Valuation premiums of quality companies often reflect some degree of expected operational outperformance, but actual performance tends to exceed expectations over time. Stock prices thus tend to undervalue quality companies.5 

Chapter One identifies the features that exhibit the potential for a quality investment. It begins by tracing a line from a process of effective capital deployment through the achievement of sustainably high return on that capital to superior earnings growth. In this chapter we also explore the building blocks that can help companies deliver attractive financial outputs. These include an appealing industry structure, multiple sources of prospective growth, high-value customer benefits, various forms of competitive advantage, and good management.

Quality investing requires an understanding of how a company achieves its attractive economic characteristics to ensure that they are sustainable. Chapter Two, the analytical heart of the book, distills our collective experience into a dozen patterns that enable quality companies in different industries to deliver strong financial results. These range from the more obvious (lowest unit-cost producers) to the more esoteric (friendly middlemen), and unite an otherwise diverse group of businesses in different industries from agriculture to plumbing and banking. The patterns are direct routes to generating strong, predictable and sustainable cash flows, growth, and returns on capital. 

Such attractive economic characteristics may also arise from factors more transient or vulnerable to disruption, which may detract from a company’s quality. Chapter Three explores prominent examples of such potential pitfalls, such as an economic franchise that depends on government discretion or product offerings that are susceptible to obsolescence amid shifting consumer preferences. In this chapter we lead with a discussion of cyclicality. Upturns can make companies look stronger than they are, yet can also be exploited advantageously by some quality companies.

Chapter Four turns to the implementation of a quality investing strategy, outlining the challenges and the areas where mistakes recur. Challenges include combating prevailing propensities to respond to short-term shifts and coping with the tendency to place greater weight on numerical analysis than on qualitative analysis. Mistakes include letting macroeconomic indicators influence what should be bottom-up business analysis. We explain why quality investing stresses qualitative characteristics more than quantitative valuation, and some techniques we have found useful in reducing mistakes in the process. 

The book includes more than 20 case studies, most of them of quality companies and the attributes and patterns that give them the edge, but we also provide examples of mistakes – companies that we bought thinking they were quality businesses but about which we were proved to be incorrect. Among well-known global titans that epitomize attractive traits we feature Diageo, Hermès, L’Oréal, and Unilever; among powerhouses without such universal name recognition we present global leaders in the manufacture and service of elevators, locks, and plumbing fixtures; makers of chemicals used in agriculture, medicine, and yogurt; a discount airline and apparel retailer; two eyewear makers and distributors; a credit information behemoth; and even a bank. On the downside we feature two household names – Nokia and Tesco – along with a dental implant maker, a medical equipment manufacturer and an oilfield services provider.

This book is a reflection of our journey through the years in quality investing. We have learned a lot along the way and are glad to be able to share our experiences with you.






		
			Chapter One  Building Blocks

			For the past 20 years, organic sales growth at French cosmetics giant L’Oréal has been phenomenally consistent, averaging over 6% with only one year of contraction, in 2009. The company has maintained a strong post-tax return on capital, which has gradually increased from the mid to high teens over the same period. Its cash conversion track-record has also been consistently strong.

			Although L’Oréal’s organic growth rates would not qualify it as a ‘growth’ stock, this combination of traits has driven extraordinary long-term results. L’Oréal’s earnings growth has compounded by 11% over this 20-year period, and the stock price has increased over 1,000%, outperforming the broader market nearly five-fold in the process.

			Stellar shareholder returns largely reflect the virtuous circle of L’Oréal’s sustained cash generation and effective cash deployment. The company has invested heavily in both research and development (R&D) as well as marketing and promotion, and has acquired a number of new brands, the returns on which have been attractive. Excess capital has been diverted into paying a steadily increasing dividend and reducing its shares outstanding by more than 10% through buybacks. 

			L’Oréal exemplifies the benefits that can accrue from the combination of a supportive industry structure, a management team willing to invest in growth, a differentiated product offering and a unique set of competitive advantages. These factors are what have enabled the company to deliver long-term financial success and to take advantage of its attractive set of growth opportunities. In other words, these are the building blocks of a quality company. They are crucial to the delivery and sustainability of the attractive financial traits we seek.

			This chapter discusses each of these important financial and non-financial building blocks in turn. We start with a discussion of return on capital and growth, before looking at how management teams can affect a company’s prospects. Finally, we delve into the ways different industry structures, customer benefits and competitive advantages can affect an assessment of quality.

			A. Capital Allocation

			A company can choose to allocate capital in one of four main ways: capital expenditures for growth; advertising and promotion or R&D; mergers and acquisitions; or distributions to shareholders through dividends or share buybacks. We review each of these in turn, as well as briefly considering working capital, an underappreciated aspect of capital deployment. These capital allocation decisions are some of the most critical a company makes, and are the difference between creating value and destroying it. 

			Growth capex

			Companies typically refer to all internal investments as capital expenditures, but there is an important distinction between capital expenditures required for maintenance and those incurred for growth or expansion. Unlike growth capital expenditures, maintenance capital expenditures are required just to maintain the status quo. This form of capital outlay is therefore equivalent to ordinary operating expenses and should be relatively predictable. Growth capex, as the term suggests, is the deployment of capital for the purposes of generating organic growth. Examples might include the construction of a new plant to increase production capacity, or investment in new stores for a leisure or retail concept.

			Today, Swedish fashion retailer H&M operates from more than 3,500 stores globally, up from less than 1,200 in 2005. In 2014, the company opened the equivalent of more than one outlet every day. Despite relatively modest like-for-like sales growth (averaging a shade above 1% for the last ten years), H&M’s solid returns on its new store investment, even adjusted for leases, have enabled the group to more than double per-share earnings over this period. Such performance in capital allocation is laudable. Sustaining high returns on incremental organic capex in this way yields significant compound growth, making it our preferred use of capital where the right investment opportunities exist.

			Investment in R&D and advertising and promotion (A&P)

			Today’s impressive sales of Dove soap, made by Unilever, result largely from decades of historical marketing spending to build the brand. By creating brand awareness, Unilever invested, in effect, in the consumer’s consciousness. It bought a mental barrier to entry, as rivals would need to spend substantial sums to replace the brand in the minds of consumers. While ongoing brand advertising is needed to sustain awareness – an outlay best seen as equivalent to maintenance capital expenditures – a large portion is aimed at influencing new generations of consumers. This is more comparable to growth capex. 

			In many industries, spending on advertising is an important launch pad for a company’s competitive advantage and future growth. While some advertising efforts drive current sales, such as in-store exhibits, the real value accrues
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