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At WisdomTree, we strongly believe that high-quality companies, defined as high-

profitability companies, play a very important role in investors' portfolios. The

success of two of our flagship equity strategies, Quality Dividend Growth, which

constructs portfolios around high-quality, dividend-growing companies and Quality

Growth, which builds growth portfolios around high-quality companies, is a testament to

that belief.

 

Robert Novy-Marx1 is renowned for describing the high profitability anomaly or quality

factor (i.e. the fact that high profitability companies have consistently outperformed

the market over time), but he does not stand alone. Practitioners often include quality

criteria in their investment process, regardless of their ultimate investment style.

Warren Buffett, for example, is famous for focusing on quality, at least as much as

value, when he selects companies for investment. There is also a growing body of

academic papers documenting that profitability is a predictor of future returns: Fama

and French 20062; Ball et al. 2015, 20163.

 

As well documented as it is, the quality factor remains somewhat mysterious in its root

causes. The debate is fierce among academics to decide if hidden risks are the source of

the quality premium or if investors' behaviours and mispricing are the culprits. While

academic (pun intended) on the surface, this debate has large repercussions for

investors, like WisdomTree, that want to exploit the quality premium:

A risk-driven factor creates outperformance by taking extra risk, so it tends to be

slightly less interesting from a portfolio allocation point of view. It is also

technically more capable of being arbitraged and, therefore, more likely to

disappear

A behavioural-driven factor delivers extra return without extra risk, which is, of

course, more interesting for investors. It is also more “sticky” as group behaviours

are hard to change and hard to arbitrage

 

More recently, Ahmed, Anwer S. and Neel, Michael and Safdar, Irfan4 proposed a very

detailed analysis of the source of this profitability premium, leading to two very

important conclusions:

Firstly, they show that quality behaviour is more consistent with mispricing than

with risk
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Secondly, they show that quality is negatively related to the likelihood of large

negative future returns but positively related to the likelihood of large positive

returns, making quality a unique investment with all-weather qualities

 

Let's have a look at those findings in more detail. In their paper, the authors test

five important hypotheses leading to the findings above:

 

Hypothesis one (disproved): Profitability is positively associated with ex-ante

downside risk

 

This first set of analyses shows that more profitable firms are, in fact, less likely to

experience future stock crashes. This means that the profitability premium is likely not

compensation for investors bearing downside risk when they own high-profit firms.

However, it validates WisdomTree’s findings that high-quality companies tend to offer a

defensive profile in crisis or high-uncertainty periods.

 

Hypothesis two (disproved): Profitability is equally and positively associated       

with price jumps and crashes

 

The author's analyses also disprove this hypothesis. They show that profitability is

negatively related to the likelihood of large negative future returns but positively

related to the likelihood of large positive returns. They demonstrate that high-

profitability firms outperform low-profitability firms on days with extremely large

negative market returns and days of large positive daily returns. Looking at risk on an

ex-post basis, high quality is again shown to be defensive.

 

Hypothesis three (proven): The abnormal drift in forecast revisions is in the          

same direction as past profitability and Hypothesis four (proven): The        

profitability premium is concentrated in (i) high-profit firms with a subsequent

upward forecast drift and (ii) low-profit firms with a downward drift

 

Analyses show that immediately after earning announcements, analysts tend to be

pessimistic for high-profit firms and optimistic for low-profit companies. Starting from

an amplitude of 1.5% and 1.2% of stock price, this effect tends to attenuate over the

following 12 months, leading to the outperformance of high-quality stocks and the

underperformance of low-quality stocks

 

Figure 1: Industry-adjusted forecast errors for low and high operating        

profitability firms
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Source: Ahmed, Anwer S. and Neel, Michael and Safdar, Irfan. This figure plots industry-adjusted

annual forecast errors for low-profit and high-profit firms over the 12 months following the prior

year’s earnings announcement. We identify firms as having low and high profits if they are in the

bottom and top annual operating profitability deciles, respectively. We define the monthly forecast

error as the actual EPS minus the consensus (median) IBES EPS forecast for that month divided by the

price at the end of the first month in the series (i.e., month 1). We adjust each monthly forecast

error by subtracting the average error for the two-digit SIC industry-matched firms. This approach

results in a measure of the optimism or pessimism of firms’ forecasts relative to those of their

industry peers. To include in the sample, we require a firm to have an available forecast in the

first month of this series (i.e., month 1). We plot the time-series means of the monthly (1–12)

cross-sectional averages for each operating profitability portfolio.

 

Hypothesis five (proven): Profitability is positively associated with subsequent

institutional demand for shares

 

In these final analyses, the authors show that institutional investors, like analysts,

underreact to good profitability information. They then catch up over the following

months, leading to an improvement in the companies' prices.

 

Conclusion

 

In their paper, the authors validated WisdomTree’s firmly held belief about quality

investing:

1. Quality companies provide long-term outperformance in a way that is stable over

time

2. Quality companies have an all-weather behaviour, being defensive in crisis but

also being able to capture returns on the upside
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+ Looking back at equity factors in Q1 2024 with WisdomTree

View the online version of this article here.
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Important Information

 

Marketing communications issued in the European Economic Area (“EEA”):         This

document has been issued and approved by WisdomTree Ireland Limited, which is authorised

and regulated by the Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA:         This

document has been issued and approved by WisdomTree UK Limited, which is authorised and

regulated by the United Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as

“WisdomTree” (as applicable). Our Conflicts of Interest Policy and Inventory are

available on request. 

For professional clients only. The information contained in this document is for

your general information only and is neither an offer for sale nor a           

solicitation of an offer to buy securities or shares. This document should not       

be used as the basis for any investment decision. Investments may go up or down

in value and you may lose some or all of the amount invested. Past performance

is not necessarily a guide to future performance. Any decision to invest should

be based on the information contained in the appropriate prospectus and after          

seeking independent investment, tax and legal advice. 

The application of regulations and tax laws can often lead to a number of            

different interpretations. Any views or opinions expressed in this communication

represent the views of WisdomTree and should not be construed as regulatory, tax

or legal advice. WisdomTree makes no warranty or representation as to the          

accuracy of any of the views or opinions expressed in this communication. Any           

decision to invest should be based on the information contained in the          

appropriate prospectus and after seeking independent investment, tax and legal        

advice.

This document is not, and under no circumstances is to be construed as, an advertisement

or any other step in furtherance of a public offering of shares or securities in the

United States or any province or territory thereof. Neither this document nor any copy

hereof should be taken, transmitted or distributed (directly or indirectly) into the

United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in this document,

WisdomTree does not warrant or guarantee its accuracy or correctness. Where WisdomTree

has expressed its own opinions related to product or market activity, these views may

change. Neither WisdomTree, nor any affiliate, nor any of their respective officers,

directors, partners, or employees accepts any liability whatsoever for any direct or

consequential loss arising from any use of this document or its contents.
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