O

Flossbach von Storch
RESEARCH INSTITUTE

COMPANIES 31/01/2024

The characteristics of "good" shares

by CHRISTOF SCHURMANN

Abstract

The search for quality on the stock market is a challenge. Can
characteristics be found, at least in retrospect?

Zusammenfassung

Die Suche nach Qualitdt am Aktienmarkt ist eine Herausforder-
ung. Lassen sich zumindest in einer Rickschau Merkmale dafiir
finden?



"We have really
made our money with
high-quality compa-
nies. In some cases,
we bought the whole
company. And in
some cases, we only
bought a large block
of shares. But if you
analyse what's hap-
pened, you've made
the big money with
the high-value com-
panies. And most of
the other people who
have made a lot of
money have done so
in high-value compa-
nies." Charlie Munger
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9.3 per cent annual sales growth for almost a quarter of a century and an
average annual profit increase of 12.5 per cent from 1998 to 2022: Lego
would probably have been a company to Charlie Munger's liking if the Danes
had ever been up for sale. Munger, who recently passed away at the age of
99, was Warren Buffett's brilliant partner for decades. Together they ran the
investment holding Berkshire Hathaway until Munger's death on 28 Novem-
ber last year.

"We have really made our money with high-quality companies. In some
cases, we bought the whole company. And in some cases, we only bought a
large block of shares. But if you analyse what's happened, you've made the
big money with the high-value companies. And most of the other people who
made a lot of money did so in high-value companies," Munger told students
at the University of Southern California Marshall School of Business in 1995.

It is simply best to focus on high-quality companies, summarised Munger.

Now the stock market -, in addition to a whole lot of short-term speculation
- is essentially all about finding precisely that quality that Munger spoke of,
and as represented by Lego, for example, with its strong growth over a long
period of time, at least at first glance.

Stock market with many shades

But the stock market would be a strange place if there were only black and
white, only low or high quality. There are many different shades and, much
to the chagrin of investors, they also change with the times.

It is therefore no easy task to identify drivers of returns for company share
prices - not even in the rear-view mirror.

References in the past

But even if the past is generally not a perfect guide to the future, a stock
market retrospective could perhaps at least show characteristics that have
characterised "good" and "bad" stocks. After all, real data and factors can be
found here, whereas the future is uncertain.

There is no doubt that this can only be an attempt and not the ultimate def-
inition of explanatory patterns. After all, the grail of the perfect stock selec-
tion can hardly be found even in retrospect, as there are too many influenc-
ing factors in the overall stock market cosmos, which is geared towards the
future. And the past was once also the future, once unknown territory.
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But the search for characteristics could be worthwhile, even if a retrospective
view may seem a little cheap.

Numerous analysis approaches

Different approaches can be found for an approximation, as there are a host
of approaches or key figures. The development of interest rates and the in-
terest rate policy of the central banks have a considerable influence on the
stock markets. For the sake of simplicity, some people swear by so-called
"technical analysis", which attempts to deduce the future from past price
patterns.

Itis not intended to go that far, and certainly not on the basis of price curves.
Rather, the aim is to filter out the characteristics and differences of compa-
nies that have performed excellently on the stock market in the past and
those that have performed very poorly on the contrary, from the perspective
of a few selected, marketable key figures and their development.

The expectation is that this will not produce perfect results. And the fact that
we are talking about correlations and not causalities is emphasised once
again.

Broad preselection

The European Stoxx600 and the American S&P 500 serve as a basis, from
which the financial groups with specific characteristics that are not compa-
rable with industrial or technology groups are initially removed.

This leaves 431 companies from the S&P 500. Of these, 419 have been listed
for at least five years and 401 for at least ten years. In order to exclude dis-
torting data from fast-growing or still loss-making and often less mature com-
panies, those that reported sales of less than one billion dollars just over a
decade ago were excluded, leaving 340.

Total return counts

In a first step, the 340 companies that outperformed the respective median
over five and ten years were identified. The benchmark for this is the total
return, i.e. the share price growth (or loss) plus reinvested dividends.

From this group, which were in the lead over both periods, the respective
median was formed and, in a further step, those shares were identified which
again beat this median in both periods. This was ultimately the case for 43
shares: they were awarded the accolade of "top companies" or tops.
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The flop stocks can be identified in exactly the opposite way. Here, 28 com-
panies and their securities underperform at all stages. The same method can
be used to identify 20 top performers in the European Stoxx600 (excluding
financial groups). A total of 81 companies underperformed here, again over
both periods.

High profits and weak performance

The top companies in the S&P 500 achieved a median total return of 660 per
cent (average 1074 per cent) over a ten-year period as at 31 December 2023.
Over five years, the median return was 265 per cent (average 331 per cent).
Investors made a median gain of 13 per cent (average: 19 per cent) over ten
years with the flops and a median loss of 8 per cent (average: 4 per cent) over
five years (figure 1).

Figure 1: Total return top/flop companies S&P 500 (median)
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as at 31 December 2023, source: Flossbach von Storch Research Institute, Bloomberg. As at: January
2024. Historical performance is not a reliable indicator of future performance.

Making business development measurable

But what are the characteristics that distinguish the strong performers from
the weak performers? Traditionally, sales and profit growth (here EBIT, earn-
ings before interest and taxes) are suitable for measuring business develop-
ment. The return on invested capital (ROIC) can be used to measure how
much return a company gets from its capital. Cash conversion shows how
well companies convert profits into cash.

And the ratio of net debt to EBITDA (earnings before interest, taxes and asset
devaluations) and net debt to equity show the company's debt sustainability
and capital strength. The period under review is ten years in each case.
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Significant differences between tops and flops

The top companies in the S&P 500 recorded annual sales growth of 11.5 per
cent (median, average 12.5 per cent). Revenue declined in 13 per cent of the
430 sales data analysed. All companies had positive growth over the ten-year
period, with a good four-fifths growing by an average of more than eight per
cent per year.

The weakest sales growth was reported by a major pharmaceutical manufac-
turer. It can be assumed here that the drug pipeline, which investors consider
to be promising, could play a greater role than the current, rather weak rev-
enue growth. This is speculation, assumes causality and is also a singular ap-
proach. However, the example shows that at the end of the day it always
comes down to a detailed individual analysis.

In almost a quarter of all the years analysed, flops saw a decline in revenue.
Sales growth was only 3.1 per cent (median, average 2.6 per cent). Five com-
panies even shrank over time. Only one flop company grew by more than
eight per cent per year - a brewery whose turnover was boosted by numer-
ous takeovers. However, profits declined at the same time.

The rather meagre overall sales performance of all flop companies presuma-
bly also contributes to the lack of growth in earnings before interest and
taxes: It was zero per cent (both median and average). In every third case of
the 280 years analysed, EBIT fell. In addition, five companies recently in-
curred losses.

This was only the case once recently for the top companies - an outlier after
a long series of profits for the company in question. The EBIT growth of the
top companies was 17.6 per cent (median, average: 19.2 per cent). 90 per
cent of the top companies increased their operating results by an average of
more than eight per cent per year.

The return on investment (ROIC) was 16.3 per cent (median, average 18.2
per cent) compared to 6.4 per cent (median, average 7.4 per cent) for the
flops (figure 2).
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Figure 2: Growth and return on capital of top/flop S&P 500 companies (median)
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Ten-year averages, adjusted for outliers/extreme values, return on investment = ROIC, earnings growth
= EBIT, source: Flossbach von Storch Research Institute, Bloomberg. As at: January 2024.

93 per cent of the top companies achieved an ROIC of more than ten per
cent, compared to only 28 per cent of the flops.

Debt ratios differ

There are also clear differences in the debt ratios over the ten-year period.
The top companies would have to spend a median of 32 (average 68) per
cent of annual EBITDA to repay their debts. This corresponds to a debt re-
payment period of just four months. For the flops, on the other hand, this
range widens to 3.5 years (median, average: just over three years).

The median of all top companies shows a minimal net cash position com-
pared to equity, while the flops have a debt ratio of 100 per cent (average
148 per cent).

When it comes to converting EBITDA into cash, the top performers do exactly
twice as well as the flops with an average ratio of 62 per cent. The median
comparison is just under 61 per cent to just under 40 per cent (figure 3).
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Figure 3: Cash conversion and debt ratios of top/flop S&P 500 companies (median)
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Ten-year averages, adjusted for outliers/extreme values, cash conversion = free cash flow./.EBITDA,
source: Flossbach von Storch Research Institute, Bloomberg. As at: January 2024.

8 out of 43 top companies had an average debt ratio of more than twice
EBITDA over the years. Less than a fifth of the top companies had net debt in
excess of equity, while this was the case for just under half of the flops.

High standards regularly exceeded

The overall picture shows that not all top companies always performed bet-
ter in all categories over the ten-year period compared to every single flop
company in every category.

However, none of the flop companies met very high standards, but 22 of the
43 top companies did. They achieved more than eight per cent sales and
profit growth at the same time, their return on investment averaged more
than ten per cent and their cash conversion was over 50 per cent. Net debt
to EBITDA was below a factor of two, and to equity below a factor of one. 21
out of 28 flop companies fulfilled none to a maximum of two of the charac-
teristics, all top companies fulfilled at least three of the six characteristics
(see table 1).
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Table 1: How the top/flop companies from the S&P 500 performed overall

Criteria Tops Flops
Fulfil 6 out of 6 22 from 43 0 from 28
Fulfil 5 out of 6 9 from 43 1 from 28
Fulfil 4 out of 6 6 from 43 4 from 28
Fulfil 3 out of 6 6 from 43 2 from 28
Fulfil 2 of 6 0 from 43 4 from 28
Fulfil 1 of 6 0 from 43 9 from 28
Fulfil 0 of 6 0 from 43 8 from 28

Criteria: Sales growth >8%, earnings growth >8%, ROIC >10%, cash conversion >50%, net debt to EBITDA
<2, net debt to equity <1, source: Flossbach von Storch Research Institute, Bloomberg. As at: January
2024.

The flop with five positive characteristics is a large biotech company. It could
be that a possibly less promising drug pipeline or disappointing trial results
had a negative impact on the share price. But that is another speculative,
simple thought.

Losses on Stoxx600 flops

Compared to the S&P 500, the Stoxx600 excluding financial groups shows a
high number of stocks that are notoriously poor performers, both in absolute
and relative terms. Out of a preselected 325, this figure is almost 25 per cent
at 81 (S&P 500: a good 8 per cent). In addition, only 20 companies are top
performers in absolute terms (a good 6 per cent of the shortlist, S&P 500 just
under 13 per cent). The generally recognised weaker performance of Euro-
pean equities compared to US equities is therefore also confirmed here.

The flops from the Stoxx600 achieved a negative total return of minus four
per cent (ten years) and minus six per cent (five years) on both average and
median. The tops achieved a median of 640 (average 664) per cent over ten
years and 215 (average 256) per cent over five years (figure 4).
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Figure 4: Total return top/flop companies Stoxx600 (median)
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as at 31 December 2023, source: Flossbach von Storch Research Institute, Bloomberg. As at: January
2024. Historical performance is not a reliable indicator of future performance.

The top companies recorded annual sales growth of 7.8 per cent (median,
average 9.1 per cent). Turnover declined in exactly one fifth of the years an-
alysed. All companies had positive growth over the period, with 40 per cent
growing by an average of more than eight per cent per year.

In the case of flops, revenue fell in more than a third of all years analysed.
Sales growth was only 2.6 per cent (median, average 2.8 per cent). 18 com-
panies shrank. Six per cent of the companies grew strongly by more than
eight per cent per year.

On average, the flops suffered declines in profits in almost every second year,
while the tops saw declining earnings in every fourth year on average. Profit
growth was 15.1 per cent (median, average 15.6 per cent). The flop compa-
nies did not grow at all (median, average 0.1 per cent).

The return on investment for the top companies was 13.2 per cent (median,
average 16.2 per cent). The flop companies achieved 4.2 per cent (median,
average 7.2 per cent, figure 5).



O

Figure 5: Growth and return on capital of top/flop Stoxx600 companies (median)
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Ten-year averages, adjusted for outliers/extreme values, return on investment = ROIC, earnings growth
= EBIT, source: Flossbach von Storch Research Institute, Bloomberg. As at: January 2024.

Four-fifths of the top companies achieved average returns on capital of more
than ten per cent, compared with just under one-fifth of the flops.

Across all top companies, net debt to EBITDA was barely measurable
(rounded zero per cent at the median and average). Compared to equity, the
figure was very low at nine per cent (median, average seven per cent). The
flops had values of 220 per cent (median, average 160 per cent) for debt to
EBITDA and 53 per cent (median, average 48 per cent) for debt to equity.

In terms of cash conversion, the figures for the tops are 61 per cent (median,
average 62 per cent) and 32 per cent (median, average 42 per cent, figure 6).
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Figure 6: Cash conversion and debt ratios of top/flop Stoxx600 companies (median)
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Ten-year averages, adjusted for outliers/extreme values, cash conversion = free cash flow./.EBITDA,
source: Flossbach von Storch Research Institute, Bloomberg. As at: January 2024.

No flop company fulfilled more than four criteria, while 13 out of 20 top com-
panies cleared five or six hurdles and all top companies fulfilled at least three
criteria. In contrast, more than two thirds of the flops did not (table 2).

Table 2: How the top/flop companies from the Stoxx600 performed overall

Criteria Tops Flops
Fulfil 6 out of 6 5 from 20 0 from 81
Fulfil 5 out of 6 8 from 20 0 from 81
Fulfil 4 out of 6 5 from 20 9 from 81
Fulfil 3 out of 6 2 from 20 16 from 81
Fulfil 2 of 6 0 from 20 27 from 81
Fulfil 1 of 6 0 from 20 23 from 81
Fulfil 0 of 6 0 from 20 6 from 81

Criteria: Sales growth >8%, earnings growth >8%, ROIC >10%, cash conversion >50%, net debt to EBITDA
<2, net debt to equity <1, source: Flossbach von Storch Research Institute, Bloomberg. As at: January
2024.

On closer inspection, the fact that 25 out of 81 flop companies in the
Stoxx600 fulfil three or four criteria is primarily due to relatively good debt
ratios.

11
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Increase in valuation

The characteristics provide an indication of the companies' business perfor-
mance and balance sheet stability, which can be seen here as an example in
debt ratios.

But how were the companies valued on the stock market? A brief look at one
of the most important key figures, the price/earnings ratio (P/E ratio), could
give you an idea.

Measured by five-year averages, the top companies in the S&P 500 were con-
sistently valued higher than the flops. This has been the case for the Stoxx600
tops since 2020. Most recently, the average of the S&P 500 tops reached a
high level of more than 31. The Stoxx600 tops are just below this level. Both
groups have a widening valuation in common (figure 7).

Figure 7: Average five-year price/earnings ratio
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Adjusted for outliers/extreme values, source: Flossbach von Storch Research Institute, Bloomberg. As at:
January 2024.

Although the flops do not come close to this valuation, the P/E ratios were
consistently above a value of 20 in their five-year averages - and thus above
the historical averages of the overall indices (weighted by market capitalisa-
tion).
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A look ahead

If you look at the expected P/E ratio for the next four quarters, you will see a
value of 25.1 for the tops of the S&P 500 and 16.4 for the flops. At the time
of the survey, the S&P 500 itself was valued at an expected P/E ratio of 19.7
for the year 2024. The S&P 500 equal weight, in which all stocks are given the
same weight, had a P/E ratio of 16.1. The Stoxx600 traded on a 2024 P/E ratio
of 12.6. The tops came in at 23.7 and the flops at 14.9.

In general, it can therefore be said that both tops and flops are currently
trading below their most recent five-year averages on a forward-looking an-
nual basis, but all groups are trading above their respective expected index
averages.

Conclusion

In retrospect, companies that perform well above average on the stock mar-
ket also regularly fulfil quality characteristics in terms of growth, return on
capital or debt ratios, for example. A large number of companies, particularly
from the S&P 500, fulfil all or almost all of the criteria considered. All top
performers fulfil at least three characteristics.

Companies that perform very poorly on the stock market regularly have sig-
nificantly fewer or no quality characteristics. Only one flop company from
both indices fulfilled five out of six characteristics.

On the one hand, this shows that an individual analysis is indispensable. On
the other hand, it would be possible to check in individual cases whether the
correlations shown here also apply to a selected individual share or to an-
other basket of shares, which would possibly allow conclusions to be drawn
in comparison with their performance.
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