
 

 

 

 

 

 
 

 

 

 

Hérens Quality AM is a specialized provider of systematic Quality Investment Solutions and one of the few providers of 
Quality equity investment strategies worldwide. Corporate Excellence Insight is our monthly publication that includes a 
brief update on markets and our thoughts about major trends that are impacting the investment management industry.  

In Europe and USA companies, complying 

with quality classification, have higher 

investments to develop and defend their 

competitive edge (judged by R&D/Sales, 

SG&A/Sales, Intangible/Total assets) as 

compared to the market average. 

Remarkably, quality companies focused 

even more attention on this issue during 

the last decade as both in Europe and USA 

respective ratios have increased. 

Fixed asset are largely becoming commoditized. Few decades ago, the equipment was often a 

source of uniqueness to the company as it was not available to every enterprise due to several 

reasons, limited funding being one of them. In the new millennium, assets such as buildings, cars 

or factory robots do not offer competitive advantage by themselves. Competitive advantage is 

being created by the company internally, when investing in the know-how, marketing and 

personnel, or is being obtained when engaging into mergers and/or acquisitions. However, the 

companies with substantial know-how investments are unjustifiably exhibiting lower earnings, 

lower asset base, and higher valuation multiples. 
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MARKET UPDATE: EXTENDED GROWTH 
Global equity markets extended their rally this year with encouraging economic data  and better-than-expected corporate earnings, setting record 

highs in April. Strong labor market data as well as better-than-expected Q1 GDP growth in US while also in Europe economic growth for Q1 was 

more resilient than feared. 

 

CORPORATE EXCELLENCE INSIGHTS 

Shares of Pinterest Inc surged almost 30 

percent in their stock market debut, 

valuing the online scrapbook company at 

around $16 billion and signalling investor 

appetite for new tech listings. 

$16bn 
PINTEREST’S VALUATION IN IPO 

U.S. retail sales increased by the most in 1-

1/2 years in March as households boosted 

purchases of motor vehicles and a range of 

other goods, the latest indication that 

economic growth picked up in the first 

quarter after a false start. 

1.6% 
RETAIL SALES IN US SURGES IN MARCH 
AFTER DROP IN FEBRUARY 

U.S. economic growth accelerated in the 

first quarter, but the burst in growth was 

driven by a smaller trade deficit and the 

largest accumulation of unsold 

merchandise since 2015, temporary 

boosters that are seen weighing on the 

economy later this year. 

3.2% 
FIRST QUARTER GDP GROWTH IN U.S. 

May 2019 
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The logical pattern is quite clear  both in US 

and European markets: the companies with 

higher investments in R&D and higher SG&A 

costs are reporting higher gross profitability, 

obviously being able to offer products of 

higher value-added and, thus, charge 

premium prices. 

Information about us: www.hqam.ch  

Contacts: ✆: +41432223141; ✉: info@hqam.ch 

http://www.hqam.ch/
http://www.hqam.ch/


 

 

 

True Valuation and Profitability 

Assume Amazon trading at PE of 20 instead of 70, having 3Y equity profitability of 

24% instead of 19% and avoiding losses in 2012-2014. Can it be? We would argue 

that yes, it is possible if one considers a distinctive feature of the technology 

companies to make huge investments and expense them rather than capitalize. 

Therefore, there is a pressure on firms’ profitability and, additionally, no growth 

to the asset base on the balance sheets. 

A huge number of investors avoid IT companies such as Tencent, Amazon, and 

Qorvo in their portfolios reproaching their extreme valuations and obviously still 

having fresh memories of a dot-com bubble burst in 2001. The representatives of 

other knowledge-intensive industries are often neglected, too. 

It is argued that, in fact, these companies are unjustifiably exhibiting lower 

earnings, lower asset base, and higher valuation multiples. Thus, the current 

standing makes them unreachable for the broad scope of investors. The 

accounting rules and regulations, which are claimed to be outdated by Lev and 

Gu1, require companies to expense such costs as customer acquisition, personnel 

training costs, know-how development – costs, which are vital for business 

development and built-up of economic moat. So, first, the problem has to be 

recognized and, second, some measures to resolve it have to be developed.  

In this article we provide a historic overview of the tectonic changes in the asset 

structure and the change in importance of R&D, main driver of the competitive 

edge. Additionally, we analyze the relation between company’s gross 

profitability, its investments in research and development and selling, general 

and administrative expenses (the companies do not report separately marketing 

expenses or personnel training costs). 

Intangibles are coming to the scene 

Fixed asset are largely becoming commoditized. Few decades ago, the 

equipment was often a source of uniqueness to the company as it was not 

available to every enterprise due to several reasons, limited funding being one of 

them. In the new millennium, assets such as buildings, cars or factory robots do 

not offer competitive advantage by themselves. Competitive advantage is being 

created by the company internally, when investing in the know-how, marketing 

and personnel, or is being obtained when engaging into mergers and/or 

acquisitions. 

Fig. 1: Median intangible and PP&E assets vs. total assets 

   

 Source: Hérens Quality Asset Management, Reuters 

The charts above (Fig.1) show that this trend is also being reflected on the 

balance sheets of both US and European companies. In USA, the share of capital 

assets decreased from 22% in 2001 to 11% in 2018; in Europe – from 22% to 13%. 

The share of intangibles increased faster in Europe – from 1% to 5.1%, while in 

USA it has grown from 4% to 6%.  

Naturally, the trend seen on the charts is partially explained by the change in 

index structure as more IT companies replaced capital-intensive businesses. 
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BIASED ACCOUNTING FOR KNOWLEDGE-INTENSIVE COMPANIES                     

Disclaimer: This document may contain confidential information that is not intended for third parties. If you are not the intended recipient of this document, you must not publish or pass on 
its content in any way. This document is for information purposes only and constitutes neither an offer nor a recommendation to undertake any type of transaction or to buy or sell securities 
or financial products in the broadest sense. Hérens Quality Asset Management offers no guarantee of the completeness, correctness or security of this document. Hérens Quality Asset 
Management accepts no liability claims that might arise from the use or non-use of the content of this document. 

R&D and SG&A as a Source of the Competitive Advantage 

The aspirations of corporate managers to win in the competitive race are reflected 

not only in higher investments in the intangible assets, but also are seen in R&D 

statistics: in 2018, 37% of the largest US companies reported R&D expenses, which 

is a 60% increase as compared to the beginning of the millennium; in Europe – 32% 

reported R&D, which is two times more as compared to 2000. 

We have plotted on the charts below (Fig.2) gross profit margin levels based on the 

research and development costs as well as selling, general and administrative 

expenses quartiles. The logical pattern is quite clear  both in US and European 

markets: the companies with higher investments in R&D and higher SG&A costs 

are reporting higher gross profitability, obviously being able to offer products of 

higher value-added and, thus, charge premium prices.  

Fig. 2: Median gross profit margin based on R&D/SG&A to Sales quartiles, 2018                   

(1st quartile – lowest expenses; 4th quartile – highest expenses) 

     

Source: Hérens Quality Asset Management, Reuters 

Interestingly, as compared to USA, in Europe there is more pronounced difference 

in margin levels between the companies paying less attention to the internal know-

how development and the companies being more conscious about the issue: 41-

45% difference in Europe vs. 39-38% difference in USA.  

Of course, one should realize that simple spending on the new initiatives, trainings 

and products will not help. The process should be productive and efficient, which is 

often hard to control for the outsiders. However, such proxies as the past track 

record and new product sales should be helpful in understanding the plausibility of 

the investment strategy. 

Quality companies realize the importance   

We couldn’t help but look into how the quality companies tackle this particular 

issue.  In Europe and USA companies complying with quality classification have 

higher investments to develop and defend their competitive edge (judged by 

R&D/Sales, SG&A/Sales, Intangible/Total assets) as compared to the market 

average (Fig.3). Remarkably, quality companies focused even more attention on 

the issue during the last decade as both in Europe and USA respective ratios have 

increased. 

Fig. 3: Median R&D/SG&A to Sales, Quality companies vs. benchmarks, 2018   

 

Source: Hérens Quality Asset Management, Reuters 

Naturally, there emerges a question on how (and whether) these investments 
translate into the stock returns and relative performance. The answer to this 
problem we plan to provide in our further insights. Stay tuned! 
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R&D to sales 10.0% 7.2% 5.8% 2.4%

SG&A to sales 26.0% 17.9% 29.0% 18.8%

Intangibles/Total Assets 11.0% 6.2% 8.9% 5.1%

USA Europe


