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			Foreword by 
Lionel Barber

			In November 2011, one year after launching Fundsmith, Terry Smith asked me whether the Financial Times would consider publishing his obituary-commentary on the death of Smokin’ Joe Frazier, the former heavyweight boxing champion with the murderous left hook.

			This was an unusual request, but all good newspaper editors know that readers enjoy an element of surprise. Besides, I knew that Terry was passionate and, more importantly, knowledgeable about boxing. (He once tried to entice me into the ring to raise money for charity, an offer wisely declined on my part.)

			The ensuing tribute in the FT captured one of life’s essential truths. What made Frazier so great, Terry wrote, was his link to the men he fought – George Foreman and Muhammad Ali – and the significance the bouts had. ‘We would all do well to remember that we are defined by those with whom we compete – be they boxer, banker or politician.’

			Those who have come to appreciate Terry Smith, as I have over the past 15 years, know that he is a man who is fiercely competitive, whether cycling uphill in the French Alps, kickboxing on a beach patio, or squaring up against rival brokers and fund managers. He too has been defined by his opponents, the great, the good and the not so good. But what sets him apart is not just his formidable winning streak, but the principles on which he has chosen to take a stand.

			During a career in financial services stretching more than four decades, Terry has been as lethal as “Smokin’ Joe” in cornering competitors. He has reserved a special place for those who, in his eyes, are guilty of incompetence, obfuscation or misleading investors via sophisticated marketing or creative accounting. He is the unabashed champion of “quality” which, he argues, is synonymous with true value.

			Terry has always put his money where his (considerable) mouth is. He single-handedly organised the campaign to build a London memorial to Sir Keith Park, the Kiwi flying ace and unsung hero of the Battle of Britain. He built up Tullett Prebon as a pre-eminent inter-dealer broker and then walked away to launch Fundsmith, where his commitment to invest in sound businesses has proved a winning, if still somewhat unfashionable, formula. Or as he puts it, succinctly: 

			‘…a good company with good products or services, strong market share, good profitability, cash flow and product development.’

			Fundsmith was launched a decade ago in less-than-propitious circumstances. True, the 2007–09 global financial crisis had abated, thanks to unprecedented intervention by central banks. But the economic recovery was far from secure, and Europe was in the middle of a full-blown sovereign debt crisis. In the following years, Fundsmith would come to thrive and challenge many of the (lazy) assumptions about the fund management industry.

			Myth number one: algorithms have taken over the world and there is no serious alternative to passive investing, exemplified by the rise of exchange-traded funds (ETFs). These funds have indeed grown exponentially, ostensibly offering far more reliable returns compared to so-called “active” investing. But Fundsmith has demonstrated that there is a profitable niche in the market alongside the titans of BlackRock, Fidelity and Vanguard.

			Myth number two: so-called value investing has run its course. Chief witness for the prosecution is Neil Woodford, long hailed as Britain’s Golden Boy. Woodford certainly had his moments at Invesco; but after striking out on his own in 2014, his record looks more similar to that of another golden boy: Billy Walker, the British heavyweight from Stepney, known as “the Blond Bomber” who eventually gave up his gloves for a brief career in movies. In fact, Woodford’s demise owes more to hubris and an unhealthy reliance on illiquid stocks. It does not spell the end of the savvy stock picker.

			Myth number three: asset allocation trumps all considerations and, almost by implication, the addition of a small/mid-cap element to a portfolio constitutes an unacceptable level of risk. In fact, as Terry argued in a myth-busting FT column in August 2018, ‘there is no doubt that adding a small/mid-cap element to a portfolio can achieve the seemingly impossible feat of generating additional return while reducing risk.’ No doubt Terry had half an eye on the launch of Smithson, his small-to-mid-cap fund; but once again the subsequent performance of the fund speaks for itself.

			Myth number four: blue-chip companies deserve a measure of respect which makes them impregnable or untouchable. Terry has shown time and again a willingness to challenge conventional wisdom. He has taken on national champions such as IBM in the US and Tesco in the UK, relentlessly probing their underlying performance and profitability. In retrospect, his critical analysis has proven remarkably prescient.

			There is, I believe, a certain correlation between Terry’s “without fear and without favour” approach to stock-picking and my own approach to journalism. We are both students of history as well as practitioners of direct verbal communication and unfussy written prose. My early editorship was indeed partly defined by my first encounters with Terry in late 2005 when we settled a messy legal dispute which I inherited from my predecessor.

			What Terry has taught me, and I suspect many others, is that there is little to be gained from venturing into the speculation business. Many things are inherently unknowable. This, of course, does not prevent many people, especially journalists, from becoming armchair forecasters. In the age of social media, where news and views are spread at scale in real time, too many are tempted to opine about the future, not simply to anticipate but also to attempt to influence events. This is not an argument against free speech, more a health warning about vacuous pronouncements and the (relative) value of talking heads.

			This offers me a perfect excuse for not commenting on what may lie in store for Fundsmith over the next decade. As a Big Picture person, who worries about the state of liberal democracy, I must remain silent for now. Nor do I have much wisdom to offer about Brexit and what it means for the UK. Finally, as an amateur economist, I have little to contribute to the debate about the return of inflation. I would merely add that, in the spirit of Sir Isaac Newton’s third law of physics, at some point the extraordinary actions of the central banks must produce an opposite (if not necessarily equal) reaction.

			In the meantime, only three words matter for investors and admirers alike.

			Happy Birthday, Fundsmith.

			lionel barber 

			Editor, Financial Times 2005–2020

		

	
		
			The lessons of the first ten years

			Introduction by Terry Smith

			I decided to publish this book to mark the tenth anniversary of Fundsmith’s foundation. It comprises articles that I have published over that period together with my annual letters to investors in the Fundsmith Equity Fund. 

			At the outset Fundsmith believed that direct communication with our investors was important because it gave us the best chance of explaining our investment strategy, how we were performing and what we are doing, without the intervention of intermediaries. This is particularly important when things don’t go well, which is inevitable from time to time, as it might prevent our investors taking actions which are injurious to themselves and our fund. To this end we not only publish an annual letter to investors, we also hold an annual meeting at which investors can pose questions and see us answer them live and in public. This is not mandatory and we are the only mutual fund in the UK which does it. It has become the best attended annual general meeting in the UK. This book is intended to contribute to that tradition of direct communication.

			I thought I would use this introduction to spell out some of the lessons we have learnt over the past ten years. 

			One is that Fundsmith’s investment strategy works. Over the past ten years to the end of August 2020, our T-class accumulation units – which is our most popular class with direct investors and one in which I am invested – have increased in value by 425% or 18.4% p.a. compared with a return of 193.5% or 11.6% p.a. for the benchmark MSCI World Index. And 54% for the FTSE 100 Index. 

			If you have read the financial press and commentary from various investment advisers you might be confused about why it has worked. You may have seen references to the period of low interest rates since the financial crisis of 2008–09 and the impact of quantitative easing (QE) in which central banks and governments bought large quantities of financial assets which they say has benefitted the performance of stocks of the sort we invest in (and other stocks, I might observe). You may encounter certain buzzwords like “bond proxies” – the stocks we invest in reliably produced profits and cash flows like bonds. Bonds did very well over this period, and so stocks of the sort we like were turned to as an alternative by investors when bond yields approached or went below zero. There was much talk in the early years of Fundsmith’s existence about our strategy being all about consumer staples even though these stocks were never much more than half the portfolio at their peak. Latterly it is said to be all about tech stocks that are slated as a bubble about to burst even though such stocks have never been close to half our portfolio. I have been told by people that Fundsmith’s performance owes a great deal to fortunate timing in terms of when it was started, often by the same people who told me at the outset that it was a bad time to start a fund. The only explanation I haven’t heard very often is the correct one so I thought I would take this opportunity to try to set the record straight. 

			Some of these naysayers are protagonists in the ongoing debate about so-called value investing, which they contrast with growth or quality investing. Value investing can be traced back at least to Ben Graham, the author of The Intelligent Investor and Security Analysis, who was Warren Buffett’s mentor. For Ben Graham, and Buffett in his early years, value investing meant buying a stock below its intrinsic value as the most important investment consideration, and then waiting for the two to converge – hopefully by means of the share price rising rather than the intrinsic value declining. Latterly, in the hands of other practitioners, it has morphed into a simplistic approach of investing in stocks with low valuations, which is not the same thing – hence my use of the term “so-called”. A stock may have a low valuation but an even lower intrinsic value. Buying such a stock is not a recipe for investment success. Nor is growth or quality investing (I believe the latter is a more accurate descriptor for Fundsmith’s approach) best done irrespective of valuation. However, the level of valuation which may represent good value at which to buy shares in a high-quality company may surprise you. The following chart shows the “justified” PEs (price-to-earnings ratios) of a group of stocks of the sort we invest in. What does that mean? It looks at the period 1973 to 2019 when the MSCI World Index produced an annual return of 6.2% and works out what PE an investor could have paid at the outset for those stocks and still returned 7% p.a. over the period, so beating the index.

			[image: ]

			You could have paid 281 times earnings for L’Oréal in 1973 and beaten the index return. Or a PE of 126 for Colgate. A PE of 63 for Coca-Cola. Clearly this approach would not fit the mutation of value investing in which the rating must simply be low. Yet it is hard to argue with the fact that these stocks would have been good value even on some eye-watering valuation metrics.

			The fact, as Warren Buffett has acknowledged, is that growth is a component of valuation. Growth can enhance or diminish the value of a company – growing a business with inadequate returns is simply sending good money after bad. But when a company has superior returns on capital employed, and a source of growth which enables it to reinvest a substantial portion of those returns, the result is compound growth in its value and share price over time. It is important to realise that this is over the long term. In any given period, stocks of the sort which Fundsmith invests in may underperform those lowly rated stocks which we shun, which are in heavily cyclical sectors, are highly leveraged, have flawed or outdated business models and/or which consequently have poor profitability, returns and cash generation. As the sayings go, every dog has its day, and a rising tide floats all ships. In a strong bull market, especially in a recovery from an economic downturn, companies of this sort are apt to outperform the shares of the high-quality businesses we own. After all, the high-quality companies have nothing to recover from. If this worries you then Fundsmith’s approach is not for you. 

			No doubt when this occurs we will hear much crowing from so-called value investors and commentators who will of course forget to mention that if you had followed their advice and switched out of quality stocks of the sort we own at almost any time over the past decade it would have been to your detriment. I can trace the first mention of this to a publication called Investment Adviser on 12 August 2012: ‘Looking at PE ratios there is evidence in abundance that shows that from a relative perspective quality stocks may today be considered expensive.’ Since that date the Fundsmith Equity Fund T-class accumulation units have risen by 306% and outperformed the benchmark MSCI World Index by 131%. If you follow their advice when lowly rated, poor-quality businesses have their day, or year, in the sun you may gain some short-term additional performance but you will need good timing, nerves of steel and a willingness to revert back to investing in high-quality businesses if you wish to prosper for the much longer periods of time when they outperform once again.

			The relative success of quality investing over value investing cannot be solely or mainly attributed to the factors which I listed earlier – low interest rates, QE, bond proxies, consumer or tech stocks. The fact is that the poor fundamental performance of many value stocks has correctly produced a poor stock market performance relative to quality stocks.

			The following table compares the performance of a group of “value” stocks, defined simply (as it too often is) from their low PEs in 2015 with a group of highly rated growth stocks (the stocks and dates have not been chosen to suit my argument):

			How growth became value but value didn’t
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			Looking back from 2020, it is now apparent that the earnings of the “value” stocks would be so poor that their PEs looking forward five years were far from low – in fact, in most cases, there is now no E(arnings). In contrast, the rather expensive looking growth stocks have had much better earnings performance and have, at least to date, justified their seemingly expensive starting valuations. If you had chosen the “value” stocks you would have experienced the double whammy of the earnings falling even faster than the share price, thereby leaving you with stocks which now look expensive. Ah, but I can hear the siren sounds of pundits now saying that’s because they are now recovery stocks… None of that owes anything to low interest rates, QE, or bond proxies. 

			To repeat: 

			
					lowly rated does not equal good value

					highly rated doesn’t not equal expensive.

			

			One thing which we have not become any more confident about over the past decade is the value of forecasts. We continue to marvel at people who make predictions. Most recently, I have heard people vigorously debate whether the recovery from the Covid-19 pandemic will be shaped like a V, a U, a W (with a recovery followed by a second wave of infection and economic lockdown), a bathtub or the Nike swoosh (I am not making this up). I like the observations of the economist J. K. Galbraith on this subject: ‘The only function of economic forecasting is to make astrology look respectable.’ This applies not only to economic forecasts. Over the past decade we have seen forecasters tell us amongst other things that:

			
					Brexit would not happen

					Narendra Modi would not become Prime Minister of India (twice) 

					Donald Trump would not become President of the United States

					gold would be replaced by cryptocurrencies

					it was different this time and airline stocks would become good investments.

			

			In some cases it seems that the inability of forecasters to achieve any accuracy is caused by a degree of role confusion. It seems some pollsters, commentators and forecasters have decided that their job is not to predict or report on events but to influence them. It seems not to have occurred to them that having set out their stance that a vote for Brexit/Trump/Modi is a sign of nationalism, bigotry and/or a lack of education, respondents polled by them might be reluctant to tell them their true stance. Their trumpeting that their chosen candidate or policy would win might have the same effect as the sundry celebrities and politicians ranging from Eddie Izzard to Barack Obama seem to have had when hectoring people about how they should vote on Brexit. Their approach is in my view encapsulated by the lyrics of the Simon & Garfunkel song “The Boxer”: ‘a man hears what he wants to hear and disregards the rest.’ It’s not an approach likely to produce an accurate forecast. 

			Even if they were not handicapped by blinkers in predicting the outcome of events, those who wish to rely upon forecasts would still labour under the problem that markets are second-order systems. In order for a forecast to be useful it not only has to be accurate (and that includes the timing) but you also need to know what the market expects in order to have a chance to predict how it will react to events and benefit from it. But where was the recession which we were told would follow a vote for Brexit, or the market crash which would follow a Trump victory?

			To return to J. K. Galbraith: ‘We have two classes of forecasters. Those who don’t know – and those who don’t know they don’t know.’ We are in the former camp, and so long as many other investors rely upon people in the latter camp this gives us an advantage.

			The irony of this is that as Ian E. Wilson, the former chairman of General Electric, said, ‘No amount of sophistication is going to allay the fact that all your knowledge is about the past and all your decisions are about the future.’ Given that we acknowledge that the future is unknowable – we regard the phrase “foreseeable future” as an oxymoron – how do we manage to select companies to invest in which will perform well in future and better than our benchmarks?

			The short answer is carefully. Very few companies make it through our filtering system as potential investments and even fewer make it into our portfolio. 

			The longer answer is that, whilst we seek companies which have superior financial performance, that should be an outcome of their operations – not their primary objective. We are seeking companies that offer a superior product and/or service to customers which enables them to generate these impressive financial returns and prevent competition from eroding them. I can’t think of a company which was mainly focused on driving financial results, and especially those that have obsessed about quarterly earnings in comparison with “the Street’s” expectations, which has blossomed into a great company and investment. It is ironic to quote a former chairman of GE, given the fate of General Electric after the Jack Welch era of suspiciously consistent quarterly earnings “beats” is itself a moral tale about this.

			We try not to let share prices inform us about businesses but rather do this the other way around. If you look back to the “How growth became value but value didn’t” table earlier it suggests that the reason why “value” investors fell into the trap of owning some of those stocks is because they felt that the low valuation and share price was the most important piece of information. It is not. The fundamental performance of the business is. 

			When Fundsmith bought its stake in Microsoft it was greeted with a cacophony of comments – many from our investors – and demands that we sell it, most of which prematurely sounded the Last Rites for Microsoft. One leading financial newspaper analytical column, written I believe by its technology analyst, said that no one should own Microsoft stock at this price when we were buying our stake at about $25 a share. They were right, albeit not in the way they intended given that we have made nearly ten times our money on our first purchases of Microsoft. The moral here, I suspect, is not just that you need to ignore the noise and look at the facts but that some people are actually a useful negative indicator. When Eddie Izzard comes out in public support of a political campaign it is more telling than any poll. By the way, I have nothing against Mr Izzard and think his Death Star Canteen sketch is hilarious. I just think he is a lot better at comedy than he is at political campaigning. However, given his predictive abilities I don’t want him to stop.

			One of the lessons this illustrates is that you may only get to invest in really good businesses at a cheap rating when they have a problem. Our Microsoft investment coincided with the troubled period under its previous CEO when it managed to come third in a two-horse race in mobile devices and second in a one-horse race in online search. Our job is to determine whether such problems are a temporary glitch that presents an opportunity for us as investors or an existential threat.

			This is quite close to another lesson we have learned, namely that every company has a problem. For example: 

			
					Drug companies – patent expiries and government pricing controls.

					Fast food – fat taxes.

					Food and beverages – fat taxes.

					Infant formula – falling birth rates.

					Medical equipment and devices – litigation risk.

					Payments companies – projects like the EU’s Payment Services Directive which aims to set up a payments network which is cheaper and more secure than existing payments systems (I wonder if those are conflicting objectives).

					Social media – control and use of client data, political campaigns and the question of free speech versus no-platforming.

					Tech companies – start-ups which are funded with capital which does not appear to require any return other than an eventual sale or IPO so they can ignore profitability.

					Tobacco companies – where do we even start?

			

			Whilst we do not belittle any of these issues on the whole, we take the view that if you can find a company which does not face any competitive, regulatory or other threat please let us know as we have yet to find one. Spotting the problems isn’t difficult. An assessment of the company’s products, services, management, competitive positioning and prospects should lead you to determine what share price you might be willing to pay for it, not the other way around. The following chart illustrates how this strategy has worked over time: 

			[image: ]

			It compares the MSCI World Quality Index of companies of the sort that we seek to own with the main MSCI World Index for a 34-year period. Over this period there has never been a rolling period of 120 months when World Quality has not outperformed the World Index. Bear in mind that quality is handicapped in this comparison insofar as the quality stocks are still included in the World Index so this does not fully illustrate the performance advantage of owning quality stocks versus the remainder. I know ten years (120 months) would be a long time to wait for this, but if your time horizon is shorter than this I would suggest you shouldn’t be invested in the equity market. You certainly shouldn’t be invested with Fundsmith. 

			When I am driving I sometimes see an ice-cream van which has emblazoned across the back the advertising slogan ‘it’s quality that counts’. The ice-cream vendor seems to have figured out one of the great axioms of equity investment. He also does a decent 99 so he has two advantages over most pundits.

			We spent some of the past ten years marvelling at the rise in the importance of “guidance” in which companies provide analysts with a guess of the outlook for their revenues and profits. This has become an opiate for the analytical community who seem unable to function without it. We prefer the refreshing candour of the CEO of Stryker, the medical equipment and devices company in which we have been invested since the inception of Fundsmith, who remarked during the Covid lockdown ‘the reason we’re not giving guidance, right, is because we just don’t know what’s going to happen in the future’. One analyst who wasn’t satisfied that Nestlé had still given guidance of 2–3% revenue growth for the year, described it as ‘quite a wide range’. Call us old fashioned but we thought it was the role of the analysts to provide “guidance”.

			We have learnt to be wary of companies that make lots of adjustments when reporting their figures. Mondelez once produced 27 GAAP (Generally Accepted Accounting Principles) to Non-GAAP ‘schedules’ and eight pages of accompanying text, largely designed to persuade us that an actual 42% decline in pre-tax profits should be seen in terms of an 18% increase in ‘adjusted constant currency EPS’. I doubt it is coincidental that the things which are omitted as a result of the adjustments are invariably the costs and debits. Some companies seem to view Accounting for Growth, which I wrote 28 years ago, as an instruction manual.

			Finally, I am often asked about the future of Fundsmith and me. I am acutely aware that what makes God laugh is people making plans. However, if the fates allow, I intend to continue running Fundsmith for many years to come. I have no desire to cease doing so. Nonetheless I hope and expect that the succession arrangements we have put in place will enable Fundsmith to continue to provide superior returns for investors long after I am gone. When asked how long the firm can endure I am fond of quoting Buzz Lightyear from Toy Story: ‘To infinity and beyond’.

			terry smith

			September 2020

		

	
		
			Fund management fees

			Straight Talking, 28 September 2010

			There has been some recent press about the launch of Fundsmith, my new fund management venture.

			Since the press was generated by a leak, there has been much speculation about what features Fundsmith will offer investors. One area of focus of this has been on fees.

			Without confirming or denying that fees will be a main area of focus for Fundsmith (we’d like to keep at least some secrets back for the launch), I thought it might provide a flavour of things to come if I comment on some problems with the structure of fees (and costs) which investors in funds currently experience.

			RDR

			A lot has been written about fund management fees recently, particularly with regard to the impact of the Retail Distribution Review (RDR). This comes into effect at the end of 2012 and will thereafter prevent advisers (IFAs, wealth managers and private client stockbrokers) from obtaining payment of part of the egregious upfront fees of up to 5% of the sum invested charged by many fund managers and/or “trail” commission paid from the annual charges levied by managers.

			From 2012, advisers will need to obtain payment via advisory fees charged direct to the clients, which may prove somewhat harder to justify when they are explicitly charged to the client rather than paid by the fund manager after he/she has extracted them from the client’s investment.

			What few people seem to realise is that trail commissions will still be paid to advisers on investments in funds made by clients in 2012 and earlier. This presents an obvious problem. We are told (“Serious Money: Take my (free) advice and avoid a haymaking IFA”, by Alice Ross, Financial Times, 27 August 2010) that the FSA is monitoring turnover in fund holdings to try to spot any “churning” which may be caused prior to the end of 2012 by advisers getting their clients to invest in funds which will still pay a trail thereafter.

			[image: ]

			This leaves a rather more pernicious danger which needs to be watched for: the absence of turnover in those funds after 2012. Whilst activity is something which is correctly seen as the enemy of a good investment performance, it would be unsurprising if, having got their clients into trail-paying funds prior to 2013, a lot of advisers weren’t suddenly seized by inactivity. This needs to be guarded against as much as churning.

			Two and twenty

			Two and twenty is the standard fee formula for the hedge fund industry.

			It is unsupportable.

			I am not so much shocked as flabbergasted by the number of people who do not realise the impact of these performance-fee structures. I am not talking here about the fact that such a performance-fee structure clearly led many fund managers to gear up their funds as much as the credit bubble allowed and place bets which many attendees at Las Vegas would regard as outrageous, knowing that they had little or no downside and 20%+ of the upside.

			I have had discussions with numerous professionals in sophisticated jobs in the investment industry who are either unaware of or disbelieve the mathematics of what I am about to demonstrate.

			As you are aware, Warren Buffett has produced a stellar investment performance over the past 45 years, compounding returns at 20.46% p.a. If you had invested $1,000 in the shares of Berkshire Hathaway when Buffett began running it in 1965, by the end of 2009 your investment would have been worth $4.3 million.

			However, if instead of running Berkshire Hathaway as a company in which he co-invests with you, Buffett had set it up as a hedge fund and charged 2% of the value of the funds as an annual fee plus 20% of any gains, of that $4.3m, $4.0m would belong to him as manager and only $300,000 would belong to you, the investor. And this is the result you would get if your hedge fund manager had equalled Warren Buffett’s performance. Believe me, he or she won’t.

			Two and twenty does not work. That does not mean that 1.5% and 15% is OK, or even 1% and 10%. Performance fees do not work. They extract too much of the return and encourage risky behaviour. The only way to focus your fund manager on performance without gifting him or her most of your returns is to ensure he or she invests a major portion of their net worth alongside you in the fund and on exactly the same terms.

			TERs and costs

			There is a justified focus on the total expense ratio (TER) of funds which include those expenses which the manager charges to the fund rather than simply on the fund management fee. However, there is one major cost that is not charged to the funds: the cost of dealing in the underlying investments.

			This is not insignificant given that, according to FSA research, the average fund manager in the UK turns over their fund 80% per annum. This adds three layers of additional costs: 1. The commissions charged by brokers and investment banks for dealing; 2. The difference between the bid–offer spread for securities sold and bought; and 3. The fact that no fund manager has sufficient good investment ideas to warrant buying and selling 80% of your investment portfolio per annum.

			Soon we shall see what Fundsmith can do about all this…

		

	
		
			Annual letter to shareholders 2010

			Fundsmith, January 2011

			This is the first annual letter to owners of the Fundsmith Equity Fund. Fundsmith opened for business on 1 November 2010, and we are critical of attempts to measure investment performance over short periods of time. Two months is not a short period, it is a ludicrously short period to do so. However, I thought that this letter is a good opportunity to give you a flavour of the reporting which is likely to occur in years to come.

			From 1 November to 31 December 2010, the Fundsmith Equity Fund rose by 6.14% net of fees. This compares with some common benchmarks as follows:
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			Benchmarks are useful for measuring performance, provided a long enough timescale is used. Problems arise when fund managers start to use them for portfolio construction. At Fundsmith we do not endeavour to track any index or to minimise our “tracking error” versus any index (even the use of the expression tracking “error” tells you that an active fund manager has the wrong mindset).

			The fund underperformed the MSCI and outperformed the MSCI EAFE – the difference being in the performance of US stocks which are included in the former but not the latter. It outperformed the FTSE 100 and long bonds.

			The main positive contributors to that performance were:

			
					Del Monte Foods

					Becton Dickinson

					Domino’s Pizza Inc

					Nestlé

					Stryker Corp

			

			The main contributor was Del Monte Foods. Del Monte could almost be a case study in how investment opportunities arise. We were attracted to Del Monte by its main product: pet food.

			Pet food is typical of the sort of product we seek to invest in. It is a small-ticket consumer non-durable. As a small-ticket purchase, no credit is required to buy it. The consumer has no opportunity to bargain on price – the price the supermarket or pet store displays is the price you pay. Consumers are typically brand loyal, and once it has been consumed there must be a replenishment purchase – there is no opportunity to defer this by prolonging the life or ownership of the product as there is with a consumer durable, like a car. Moreover, research clearly shows that if times are hard, consumers will reduce their spending on food for themselves or their children rather than cut back on their pets’ food.

			However, the fact that pet food is Del Monte’s main product line seemed to be lost on most investors, many of whom were assessing it on the basis of their folk memory of its main historic product range in canned fruit and veg. This is what produced the opportunity to buy Del Monte stock on a free cash flow yield which was generous for its likely financial performance. On one occasion this misunderstanding was compounded when Bloomberg managed to publish an article from the Galveston County Daily News about a strike at Fresh Del Monte Produce Inc – an entirely different company which sells fresh produce – against Del Monte Foods. Such events can create opportunities to buy great companies at good prices.

			Eighteen days after the fund opened and we purchased our initial holding in Del Monte it was bid for by private equity firm KKR at a significant premium to the price we had paid.

			Whilst it would be churlish to suggest that we do not like receiving a premium for our investments in cash, such events are not without their downside as we have to find an equivalent investment for our cash. The fact is we really want to own our stakes in the companies in our portfolio and benefit from the good cash returns on capital which they generate. We are not simply hoping to on-sell the investment at a higher price. This changes perspectives on events such as takeovers.

			Just as we counsel you not to become overly enthusiastic about share price rises, even those which relate to cash bids for our holdings at a premium which represents a good return on our investment, we hope that you will understand when we are explaining that price falls within the portfolio will often represent an opportunity for investment on even more rewarding ratings rather than an opportunity for soul searching and recriminations. Often but not always.

			The detractors from the fund’s performance were:

			
					Serco Group

					Imperial Tobacco

					Dr Pepper Snapple

					Reckitt Benckiser

			

			In no case do we believe that the fall in the price alters our view of the investment (other than the obvious point that we wish we had made it at the lower price) nor do we believe it reflects an adverse change in the intrinsic worth of the business.

			The historic dividend yield on the fund at year end was 2.47%. This dividend was covered over 2.5 times by earnings. Only one stock in the fund does not currently pay a dividend. This is significant: dividends have historically provided a significant portion of the total return on equities. The current yield on the fund may not fully reflect its dividend-paying capabilities as some of the companies also utilise share buybacks. These can contribute to shareholder value creation when they are used correctly (to purchase shares which are undervalued when no better investment opportunity presents itself).

			At the end of 2010 we held a portfolio of 22 stocks, including Del Monte.

			The average company in our portfolio was founded in 1883. We are investing in businesses which have shown great resilience over a long period of time – in most cases surviving two world wars and the Great Depression.

			The trailing free cash flow (FCF) yield was about 7%. This free cash flow was either distributed as dividends, used for share buybacks, or invested by the companies in order to generate further returns. As our portfolio had an average return on operating assets of 50% this reinvestment of cash flows should produce compounding of value for us as shareholders.

			This FCF yield compares with a FCF yield on the S&P 500 of a bit less than 7%. The median (250th ranked) FCF yield in the S&P is 6.6%.

			What we can say with a high degree of certainty is that our portfolio has a FCF yield higher than the average for the market. Yet it is inconceivable in our view that it is not of higher than average quality in terms of longevity, resilience, predictability, profit margins, return on operating capital and the conversion of profits into cash. Put simply this means that we own shares in businesses which are higher quality than the market on a valuation lower than the average for the market. Whilst that is not a total solution to successful investing, it strikes us as at least a good start.

			We regard an equity holding as a claim on a share of the cash flow produced by a business. In the fund we seek to own companies which produce high cash returns on capital and distribute part of those returns as dividends and re-invest the remainder at similar rates of return. And we want to own those companies’ shares at prices which at best undervalue their returns and at worst value them fairly.

			We do not regard equity investment as a sophisticated game of pass the parcel in which we buy shares in companies that we don’t understand, which may be poorly performing businesses and/or which are overvalued, hoping to sell them to a greater fool when they have become even more expensive as a result of some fad or share price ramp. Such games are best left to video consoles unless your hobby is losing money whilst investing, which I rather suspect it is for some people.

			I aim to restrict myself to one rant per letter about a subject relevant to investment. Frankly, given the behaviour of much of the wealth/asset management industry, I regard this as a model of self-restraint in a target-rich environment.

			This year’s rant is a warning about the misunderstanding and misuse of exchange-traded funds (ETFs). I think this is relevant as the Fundsmith Equity Fund launch was somewhat against the tide of events. We launched an active equity fund at the end of a decade in which a) equities have performed badly; and b) the average active fund manager has again underperformed the index and so made a bad performance by the asset class worse.

			Faced with this failure of active management, it is hardly surprising that investors have turned their backs on active management and headed for lower-cost, passive alternatives. As a result, the rise of ETFs has been a major feature of the investment landscape in recent years. By the third quarter of 2010, there were 2,379 ETFs with 5,204 listings on 45 exchanges managing $1,181.3 billion of assets.

			So what’s the problem? I suspect that the average investor regards all ETFs as just another form of index fund, and indeed many of them are. But many aren’t and therein lies the potential for misunderstanding. Or worse.

			Some ETFs do indeed replicate the performance of an index by purchasing a weighted package of all or most of its constituent securities. But many so-called synthetic ETFs do not do so and instead use so-called swap agreements with counterparties who agree to provide a monetary return which matches the underlying asset class or the index the ETF is seeking to track.

			Anyone who has studied the events of the Credit Crisis should be able to spot a potential problem here: what if the counterparty supplying the swaps defaults? This risk may once have been considered theoretical, but after the collapse of Lehman and the need to rescue AIG in order to prevent the contagion from a default, it surely no longer is. True, the ETF should be holding collateral against such a failure, but collateral is an imperfect science even where it is held – which is not in all cases. 

			Moreover, synthetic ETFs are often used to access markets which are not directly accessible to retail investors (such as the Chinese A-share market) or where liquidity in the underlying investments is poor (such as equities in some emerging markets). The opportunity for the performance of the ETF to diverge from the performance of the underlying assets and therefore from investors’ expectations in these cases seems obvious. The idea that a counterparty will provide you with a contract which matches the returns from underlying illiquid assets which you cannot directly own should give pause for thought – not least about how the counterparty will fulfil those obligations, for example in the case of extreme market movement and a liquidity crisis (a not unlikely combination).

			Of course, not all ETFs are used to simply match the performance of an index. There are leveraged ETFs which multiply index performance, inverse ETFs which replicate a short position in an index and, naturally, leveraged inverse ETFs. The issue with these ETFs is that their returns are compounded daily. These problems may be best illustrated by a couple of tables:
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			The first table shows the movement in an index in a highly volatile period in which it rises sharply then falls to finish just 3% up over the period. The second table shows the performance of a 2× leveraged ETF over the same period. With daily compounding, the leveraged ETF produces a cumulative loss of 15% of value over the period versus a 3% rise in the index.

			How about an inverse ETF?
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			In a week where the index was volatile on the downside but got back to par by the end of the week, an inverse ETF with daily compounding would turn in a 70.5% loss. You can imagine what a leveraged inverse ETF would do!

			I would bet that a large proportion of ETF investors do not realise that leveraged and inverse ETFs can produce these apparently perverse results. The moral of this is that these sorts of ETFs are really day-trading tools. If they are held for more than one day, they will begin to diverge from the performance of the underlying index or asset class. However, it would not be surprising if in many cases they were being used inappropriately – as if they are index funds.

			Investors in ETFs may be quite logical in avoiding most active management, but many of their ETFs are not as inactive as they think.

			Finally, returning to our own active fund, we look forward to the year ahead. This is not because we have any faith in a sustained recovery in major economies and/or that we regard equities in general as cheap or equity markets as a whole as good value or well placed to track improvements in corporate profitability (which in any event may not be forthcoming).

			It is firstly because we believe our fund contains a portfolio of shareholdings in great businesses which we have purchased at reasonable prices or better, and which we intend to hold on to in order for them to deliver the benefits of such investments.

			Secondly, it is because we enjoy running the Fundsmith Equity Fund. Robson Walton, the chairman of Walmart and son of its founder Sam Walton said, ‘My dad did not set out to make Walmart the world’s largest retailer. His goal was simply to make Walmart better every day, and he thought constantly about how to do just that.’

			Please be assured we are doing the same with Fundsmith.

		

	
		
			Share buybacks – friend or foe?

			Investment Week, 11 April 2011

			Almost 20 years on from publishing my book, Accounting for Growth, I am exposing another loophole in the accountancy rules which is allowing companies to appear to have created value when they have not.

			Today I am publishing a paper (tinyurl.com/y8d9l7bm) scrutinising the in-vogue use of share buybacks – are they a friend or foe to shareholders? Do they create or destroy value?

			You might think the answer is obvious, but think again. The problem is when a company repurchases shares they disappear from the balance sheet and this can be used to distort measures of company performance.

			Simply by executing a share buyback rather than paying out dividends, companies can inflate their earnings per share (EPS) and are almost universally seen to have created value for shareholders when mostly they clearly have not.

			Capital allocation decisions are amongst the most important decisions which management of companies make on behalf of shareholders. Yet share buybacks are not sufficiently understood by company investors and commentators, and maybe even by company management.

			One of the most important facts that is continually overlooked is share buybacks only create value if the shares repurchased are trading below intrinsic value and there is no better use for the cash which would generate a higher return.

			Most share buybacks destroy value for remaining shareholders, and management is able to get away with this as the current accounting for share buybacks conceals their true effect. So what needs to change?

			
					Management should be required to justify share buybacks by reference to the price paid and the implied return and compare this with alternative uses for the cash.

					Investors and commentators should analyse share buybacks on exactly the same basis as they would if the company bought shares in another company.

					Investors and commentators should use return on equity to analyse the effect of share buybacks rather than movements in earnings per share.

					Share buybacks need to be viewed with more than average scepticism when done by companies whose management are incentivised by growth in EPS.

					Accounting for share buybacks should be changed so that the shares remain as part of shareholders’ funds and as an equity accounted asset on the balance sheet in calculating returns.

			

		

	
		
			Exchange-traded funds are worse than I thought

			The Telegraph, 24 May 2011

			On 11 January I published my first annual letter to the holders of the Fundsmith Equity Fund. In it, I levelled some criticisms at the investment fad for exchange-traded funds (ETFs). 

			One of my basic concerns was that I thought there was a danger of ETFs being mis-sold. 

			I suspect a lot of retail investors think that ETFs are the same as index funds. Some of them are, but many aren’t. In particular, the performance of short ETFs and leveraged ETFs may diverge markedly from what an investor who believes they are simply index funds would expect. 

			It isn’t hard to give examples in which investors would lose money on a leveraged long ETF if the market went up over a period of significant volatility, or in which they lost money owning a short ETF and the market went down over a period in which there were some sharp rallies. 

			The problem is with the daily compounding of ETFs.

			Plus, many ETFs do not contain a basket of the underlying securities or assets which they are attempting to track. Instead, they hold asset swap agreements with a counterparty (often the bank which is the ETF sponsor) which aim to replicate the performance of the index or asset concerned. 

			There are obvious dangers in such an arrangement in the areas of counterparty risk and collateralisation of the sort which caused so many problems during the Credit Crisis. 

			A good example of the potential risks here is given by PEK, the NYSE-listed Market Vectors China A Shares ETF. It is illegal for foreign investors other than licensed institutions to buy A Shares listed in Shanghai or Shenzhen. So the ETF owns swaps with brokers who are licensed to hold the underlying shares. If PEK owned a significant portion of the float in A Shares and its holders tried to liquidate at speed, it might be interesting.

			Some commentators claim we need not worry much about retail investors misunderstanding ETFs as in Europe, at least, they are mainly utilised by institutional investors.

			This of course misses a couple of vital points. One is that the underlying clients for many of those “institutions” are individual investors – do they really understand the risks their private wealth manager is running with ETFs?

			Also, the Financial Times FTfm supplement carried an article on 9 May pointing out this lack of direct retail involvement in ETFs in Europe on the same day as the wrap-around advert for its supplement was supplied by Amundi ETF. On that day, commuters coming into London were being given handouts of glossy brochures on Amundi ETFs plus a natty plastic credit card/season ticket wallet emblazoned with the slogan: 

			‘Amundi ETF: More than just another tracker.’

			Quite so.

			At this rate, we may soon have to worry about direct retail involvement in ETFs.

			However, there is another and perhaps more pernicious danger with ETFs than misunderstanding or mis-selling.

			An ETF is in effect a hybrid vehicle which combines features of an open-ended or mutual fund with those of a closed-end fund. They are like open-ended funds insofar as a purchaser buys or redeems so-called creation units. But they are also tradable in the secondary market, so ostensibly providing real-time liquidity.

			Secondary trading activity brings with it the possibility that market participants will short the ETFs themselves. And there is no limit to the short selling, which is impossible in an ETF in the same way that there is in an equity.

			In an ordinary equity, the short selling is limited by the ability of the short sellers to borrow the stock so that they can deliver it to complete their sell bargains. In an ETF, a short seller can always rely on the process of creating shares in the ETF to ensure he can deliver. This leads to the possibility that a buyer of an ETF share is buying from a short seller and that no new share has yet been created.

			The investors who buy from the short sellers don’t own a claim on the underlying basket of securities or swap in the ETF; they own a promise to deliver the ETF share given by the short seller.

			The problem this causes is that, as no new shares are created in the ETF by this process, the assets of the ETF may become significantly less than the outstanding cumulative buy orders would suggest. This is a significant problem given reports that
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