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Feature - Quality Investing
INTRODUCTION
Quality to us is
about the business
franchise,
management and
capital structure
soundness. We set
very high standards
for each.

We describe ourselves as Quality-First, Value Investors. There’s
no single definition of a ‘quality business’. For some investors, it
can be a proxy for size – Fortune Magazine’s annual list of Most
Admired Companies all have annual revenue of more than USD10
billion. For others, it is associated with familiarity – until very
recently a list of the ten highest quality Australian businesses for
most Australians would have included our five largest financial
institutions, our two largest mining companies, our largest
telecommunications company and our two largest retailers. For
others still, ‘quality’ denotes rapid growth – think Amazon, Apple,
Facebook and A2 Milk.
In this piece we illustrate how we define and think about quality.
We show that the standards we apply are unusually demanding.
We also demonstrate that an appraisal of quality requires
subjective as well as objective assessment and therefore cannot
be done purely quantitatively.

FACTOR INVESTING FOR QUALITY
In an era of quantitative-driven investing, can one ‘robo invest’
for quality? In other words, can we tell a computer program
what ‘quality’ means and let it select stocks for us? Such rulesbased investing exists today and often goes by the name ‘factor
investing’ or ‘smart beta’. An example is the iShares MSCI World
Quality Factor ETF (Quality ETF). The Quality ETF comprises
296 companies at the time of writing – removing 16 Australian
companies, leaves us with 280 international businesses.
Constituents are selected formulaically based on three equally
weighted criteria: return on equity; earnings variability; and debt
to equity. The first two are measures of business quality, the third
a measure of balance sheet quality.
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BUSINESS QUALITY
Let’s look at the two measures of business quality used by the
Quality ETF, starting with return on equity (ROE).

ROE =

Net profit
Shareholder equity

For banks and insurance companies, ROE can be a useful
measure of profitability, expressing the earnings of a business
relative to the amount of capital committed by shareholders. For
non-financial companies, however, it is in practice a limited and
distorted measure. The problems lie mostly in the denominator,
i.e. the calculation of the capital base. Firstly, shareholders’
equity in an accounting sense is a ‘residual’, meaning it is the
balancing item after assets and liabilities have been added up.
For instance, if a company takes a write-off against the asset
side of its balance sheet, perhaps due to an acquisition that
hasn’t met expectations, it reduces the value of equity by the
same amount. The now smaller denominator increases future
ROE but this doesn’t make the business a higher quality one.
Alternatively, if the company’s auditor requires a higher discount
rate to be applied to its future pension obligations, the present
value of pension liabilities will be decreased and the value of
equity on the balance sheet increased by an equal amount. This
accounting entry will increase the denominator and thereby
reduce ROE, but it does not diminish the quality of the business.
Further compromising ROE as a measure of profitability is the
fact that it is influenced by the amount of debt on the balance
sheet. Want to boost ROE? Take on debt and reduce the
amount of shareholders’ equity by paying a special dividend or
repurchasing shares. This transaction doesn’t make the business
a better one, though it does make it a riskier one.

Aoris Investment Management - Quality Investing

3

At Aoris we look at the profitability of a business relative to its total
invested capital, which is called return on invested capital (ROIC).

ROIC =

Adjusted net profit

equity + net debt + net pension liability +
accumulated goodwill amortisation/write-offs
The denominator here is quite a mouthful, but the benefit of
this comprehensive measure is that it is independent of how the
business is financed, includes all historic goodwill, and it adjusts
the capital base for accounting write-ups and write-downs.
We also make adjustments to the numerator. We don’t take
reported accounting net income at face value. Nor do we take
management’s own adjusted (‘non-GAAP’) earnings at face
value (why do management’s adjustments almost always create
a higher net income figure?). We make our own adjustments
that we believe better approximate the economic returns of the
business, such as smoothing ‘one-off’ restructuring charges over
a business cycle.
In setting a minimum after-tax return on invested capital (ROIC)
in our search for quality businesses, we use 8% after tax. Part of
our assessment of quality is the durability of profitability over
time and resilience of profitability during times of cyclical stress.
As such, we look to own businesses that have earned a return on
invested capital of 8% or above in each year of the last decade.
Let’s look at the Quality ETF on this measure of profitability.
We first remove banks and insurance companies, for which ROE
is a better measure of profitability than ROIC. Of the 228 nonfinancial companies that had a full 10-year history, 21 earned less
than 8% in half of those 10 years and six had a ROIC less than 8%
in every one of the last 10 years.
Companies earning an ROIC less than 8% in:

One or more year*
Three or more
years*

Quality ETF

Aoris Fund

88 OF 228
45 OF 228

0 OF 15
0 OF 15

*in the last 10 years
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The level of return
on capital is
important, but the
direction is critical.

Let’s now look at the profitability of banks, insurers and
leveraged real estate companies – which we will collectively term
‘financials’. Return on equity is a reasonable measure for this
purpose, though it still has limitations such as being impacted
by the amount of debt relative to equity on the balance sheet.
Let’s use 10% as a minimum acceptable threshold, reflecting the
cyclicality, regulatory risk and debt inherent in financials. Of the
41 of these companies included in the Quality ETF that have a
full 10-year operating history, 12 earned a ROE of less than 10% in
three or more years; 30 of the 41 earned a ROE of less than 10%
in at least one year.
So, 57 of the 269 companies in the Quality ETF with a 10-year
history earned a level of profitability below what we would deem
as a minimum threshold in at least three of the last 10 years.
Another way of thinking about the profitability of the businesses
in a portfolio is to view the portfolio in totality. If we sum the
after-tax profit and the capital base of all the non-financial
companies in the Quality ETF, we can calculate an aggregate
ROIC. The ROIC of the Quality ETF calculated this way was 13.4%
in 2017, having averaged 14.5% over the last five years and 16.3%
over the last 10. On the same measure, the ROIC for the Aoris
International Fund was 19.7% in 2017, averaged 19.3% over the
last five years and 18.7% over the last 10.

Return on invested capital

Quality ETF

Aoris
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Last 5 Years

Last 10 Years

Source: Aoris, ishares, Factset

It is interesting to see the decline in ROIC for the Quality ETF,
which compares to the slight increase in ROIC for the Aoris
International Fund. A large but shrinking competitive ‘moat’,
reflected in deteriorating profitability, is a terrible place for an
investor.
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Resilience in the
face of economic
stress matters to
us as an indicator
of business quality,
and we won’t own
a business that has
lost money or cut
its dividends once
in the last decade.

Let’s now look at earnings variability, the second of the two
business quality metrics used by the Quality ETF. The relevance
of this metric is somewhat puzzling – you can have low variability
around a low level of profitability, but that doesn’t make it a
high-quality business. A similar but, in our view, better indicator
of quality is the absence of losses. Out of 280 companies in the
Quality ETF, 60 businesses made net losses in at least one year
in the last 10 and 93 cut their dividends at least once.

Made loss in
at least one year*
Cut dividends
at least once*

Quality ETF

Aoris Fund

60 OF 280
93 OF 280

0 OF 15
0 OF 15

*in the last 10 years

6

Aoris Investment Management - Quality Investing

BALANCE SHEET QUALITY
Pension obligations
and operating
leases are part of a
company’s “all-in”
capital structure.
We explicitly
incorporate these
in our assessment
of quality.

How a business is financed forms an integral part of our assessment
of its quality and is one of the three selection criteria for the
Quality ETF. However, banks and insurance companies account for
17% of the Quality ETF by portfolio weight. Inherently, these are
highly financially leveraged businesses, the consequence of which
typically becomes apparent once every economic cycle. Financials
do not meet our definition of a conservative capital structure, and
as such do not meet our minimum threshold for a quality business.
Removing these 32 businesses leaves 248 non-financial companies
in the Quality ETF. The median net debt to EBITDA of this group of
quality companies is 0.4x, which is indeed conservative.
However, a complete evaluation of capital structure soundness
does not begin and end with the balance sheet. It requires
looking at off-balance sheet liabilities, specifically defined benefit
pension obligations, and operating leases. Let’s take each in turn.
• Pension obligations – we treat the shortfall between the
pension liability and the pension fund assets as being the
equivalent to debt on a dollar-for-dollar basis. On top of this
we add 50% of the value of the gross liability. Why? A fullyfunded pension liability is not the same as no liability at all. A
reduction in the discount rate used to calculate the present
value of future pension payments will increase the net liability,
while a decline in asset values will also increase the net
liability. Thus, an apparently fully funded scheme can conceal
a major economic liability. A good example of this is IBM
with a gross pension liability of $106bn, which is close to fully
funded but also equal to 80% of its market capitalisation.
• Operating leases – renting is a substitute for owning, so
we capitalise the lease expense to convert to an equivalent
amount of debt. We then calculate off-balance sheet leverage
by summing capitalised operating leases, the net pension
liability and 50% of the gross pension liability.
Companies where the ratio of off-balance sheet leverage to EBITDA:

Exceeds 2.5x
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Aoris Fund

49 OF 228

0 OF 15
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MANAGEMENT QUALITY
Assessing
management is an
essential
component of
evaluating the
quality of an
investment, but it
can’t be done
quantitatively.

An assessment of management is an essential complement to
an appraisal of a company’s capital structure soundness and
the strength and durability of its competitive advantages when
evaluating the quality and investment merits of a business.
Management is the custodian of a company’s three key assets
– its competitive franchise, or ‘moat’, its culture and values, and
the capital it generates.
We are not forming a judgement of management in the singular,
i.e. the CEO, but the collective – the mindset, processes,
discipline and culture that inform management decisions
throughout the organisation. Unfortunately, for a quantitative
or rules-based approach to investing there is no ratio or score
that satisfactorily measures management quality, and for this
reason it isn’t one of the criteria for inclusion in the Quality ETF.
For a poor business, with no moat, no values and no capital
there isn’t much for management to protect. For a high quality,
highly profitable business the contribution of management is
particularly important.
We place enormous emphasis in our due diligence on an
appraisal of management – including the role management
performs in protecting and deepening the competitive moat,
how management strengthens the company’s culture and
values, and its choices and mindset in capital structure and
capital allocation decisions. You can’t get a computer to score
for this. You can certainly observe the outputs over time of
poor management, hubris and neglect in the form of declining
market shares, rising employee attrition and declining returns on
invested capital.
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VALUATION
We are looking
to invest at the
intersection
between quality
and value.

We describe ourselves as Quality First Value Investors. So, let’s
now take a look at the value part. Valuation is not a criterion
for inclusion in the Quality ETF. As such, we would expect it to
hold some stocks trading on high earnings multiples, which may
undermine the ability of a portfolio of ‘quality companies’ to
deliver quality investment outcomes. 27 of the 280 international
stocks trade on multiple of prospective earnings of more than
30x. Taking out financials, which should trade on low multiples,
this accounts for 11% of the non-financial group. None of the
investments in the Aoris fund trade on a prospective multiple
of more than 30x. It is our view that price is what makes a great
business a great investment.

CONCLUSION
We believe quality is the foundation of attractive long-term
investment outcomes – minimising the frequency and severity
of negative outcomes and the participation in long-term wealth
creation of exceptional businesses. We consider quality in three
dimensions, each of which is multi-faceted:
• Business quality – the characteristics include strong
competitive positions, breadth across end markets, durability
over time, and resilience in times of stress. The manifestations
of this are high cash returns on invested capital across the
cycle.
• Capital structure quality – captures balance sheet debt,
funded and unfunded pension obligations, and operating
leases.
• Management quality – management protects and strengthens
the tangible and intangible assets of the company. It is what
gives us confidence that the attractive historical performance
of a business will persist.
An evaluation of each of these three dimensions of quality
requires judgement. Despite the power of computing and artificial
intelligence, it cannot be done repeatedly well via factor investing.
Furthermore, price matters to investment outcomes. We invest
only in businesses that satisfy our demanding quality criteria,
and only when they can be purchased at prices less than our
assessment of fair value. That is Quality First, Value Investing.
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Get in touch
T +61 2 8098 1503
E info@aorisim.com.au

www.aorisim.com.au

A COMMON SENSE APPROACH EXECUTED WITH UNCOMMON DISCIPLINE.

Disclaimer
The information in this report (Information) has been prepared for use by Aoris Investment Management Pty Ltd ABN 11 621 586 552 (Aoris). Aoris Investment Management
Pty Ltd is a corporate authorized representative (CAR) of DMP Asset Management Ltd, ABN 77 145 590 316 and AFSL No 383580. Units in the fund referred to herein are
issued by Trust Company of Australia (ABN 45 003 278 831, AFSL License No 235150). Past performance is not indicative of future results and no person guarantees the
future performance of the fund or that the objectives of the fund will be achieved. This material has been provided for general information purposes only and must not be
construed as investment advice. It does not take into account the investment objectives, financial situation or particular needs of any particular person. Investors should
consider obtaining profession investment advice tailored to their specific circumstances and should read the relevant Product Disclosure Statement (PDS) in full before making
an investment decision. The PDS for the fund is available at aorisim.com.au or can be obtained by contacting Aoris directly.
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