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2023 saw one of the narrowest bull markets in history, with only 10 stocks contributing

14.3% out of the 20.6% rally during the first 7 months of the year. Since then, markets

have turned with the S&P 500 and the MSCI World dropping around -7% since their top1.

 

Looking forward to the rest of 2023 and beyond, uncertainty is high:

The Federal Reserve (Fed) has reached or is nearing the end of its rate hike cycle,

but the easing cycle is still distant and its speed is unknown.

The US may avoid a full-blown recession but a recessionary environment with below-

average growth is still on the table.

Further disinflation may be slower as we get closer to target, and energy prices

continue to put pressure on core CPI.

 

In such uncertain times, investors could be contemplating reducing risk in their

portfolios. However, many of them have been caught with an underweight in equities early

in 2023 and missed out on the rally, leading to underperformance. To avoid a repeat,

remaining invested but shifting equity exposures toward higher quality, dividend growing

companies could help protect the downside while maintaining exposure to the upside.

 

Quality stocks tend to outperform at the end of rate hike cycles

With the rate hike cycle reaching its end, it is interesting to see what happened

historically to equities in the 12 months following the end of rate hike cycles. Figure

1 shows that the absolute performance of US equities has been quite dispersed following

the end of the last 7 rate hike cycles by the Fed. US equities returned 24% in the best

period and -18.8% in the worst. Looking at high-quality companies, we observe some

consistency, though, since they outperformed the market in 6 out of those seven periods.

The only period of outperformance was in 1998, when quality companies returned ‘only’

23.3% versus 24.3% for the market. In the two periods when equities posted negative

returns, quality companies cushioned the loss well, reducing the drawdown

significantly. 

 

Figure 1: Performance in the 12 months following the end of the Fed’s last 7

rate hike cycles
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Source: Kenneth French data library. July 1963 to July 2023. Data is calculated at a monthly frequency. Stocks are

selected to be above the median market cap, with 'Quality' representing the top 30% by operating profitability.

The portfolios are rebalanced yearly at the end of June. The market represents the portfolio of all available

publicly listed stocks in the United States. All returns are in USD. Operating profitability for year t is annual

revenues minus cost of goods sold, interest expense, and selling, general, and administrative expenses divided by

book equity for the last fiscal year-end in t-1. You cannot invest in an index. Historical performance is not an

indication of future performance and any investments may go down in value.

 

When investors get picky, quality companies benefit

Figure 2 focuses on the performance of high- and low-quality stocks depending on

the level of growth in the economy. We split quarters into 4 quartiles, from

low-growth quartiles to high-growth quartiles, and then calculate the

outperformance or underperformance of those stocks in the quarter following the

growth observation. 

We first observe the resilience of high-quality companies. While low-quality

companies only outperform when the economy is firing on all cylinders, high-

quality companies outperform in all 4 environments. High-quality stocks

outperform more when growth is either low or below average.

 

Figure 2. Average outperformance of high-quality and low-quality

companies depending on US GDP growth
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Source: Kenneth French data library. July 1963 to June 2023. Data is calculated at a monthly frequency. Stocks are

selected to be above the median market cap, with 'Quality' representing the top 30% by operating profitability.

The portfolios are rebalanced yearly at the end of June. The market represents the portfolio of all available

publicly listed stocks in the United States. All returns are in USD. Operating profitability for year t is annual

revenues minus cost of goods sold, interest expense, and selling, general, and administrative expenses divided by

book equity for the last fiscal year-end in t-1. You cannot invest in an index. Historical performance is not

an indication of future performance and any investments may go down in value.

 

The style that doesn’t go out of style

Investment factors ebb and flow between periods of relative under- and

outperformance, depending on where we are in the cycle. One big exception is

quality which is, in our view, the most consistent of all factors. Sure, quality

can lag in the sharp risk-on rallies that typically mark the start of an early

cycle snapback; but those environments don’t tend to last, and neither does

quality’s underperformance. In fact, there hasn’t been a rolling 10-year period

when quality underperformed since the late 1980s. 

Figure 3 exhibits the rolling outperformance of different US equity factors

versus the market over 10-year periods since the 1970s based on the data from a

famous academic: Kenneth French. On average, over periods of 10 years, quality

is the factor that has historically delivered outperformance the most, often by

a significant margin (90% of the time, the second best only hit 78%). It is also

the factor that exhibited the smallest worst performance. 

 

Figure 3: Rolling 10 year annualised excess returns of US factors versus

the market
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Sources: WisdomTree, Ken French, data from June 1963 to 31 July 2023 and represents the latest date of available

data. Value: High 30% Book to Price portfolio. Size: Low 30% portfolio. Quality: High 30% portfolio. Low Vol: Low

20% portfolio. High Div: High 30 portfolio. Market: all CRSP firms incorporated in the US and listed on the NYSE,

AMEX or NASDAQ. Historical performance is not an indication of future performance, and any investments

may go down in value.

 

Quality Dividend Growth - a recognised quality strategy with a

successful track record across regions 

At WisdomTree, our Quality Dividend Growth strategies aim to leverage high

quality, dividend growing companies in the most efficient way. 

Our exchange-traded fund (ETF)’s portfolio is constructed around dividend paying

companies with the best-combined rank of Earnings Growth, Return on Equity and

Return on Assets within an ESG-filtered universe of companies with sustainable

dividend policies. Stocks are risk-tested using a proprietary risk screen

(Composite Risk Score), which uses Quality and Momentum metrics to rank

companies and screen out the riskiest companies and potential value traps. Each

company is then weighted based on its cash dividend paid (market capitalisation

x dividend yield), which introduces valuation discipline in this high-quality

portfolio.

 

Those steps deliver an all-weather strategy that can be used as a strategic holding to

put time in the market. To demonstrate the ‘all-weatherness’ of high-quality dividend

growing companies, and the capacity to outperform in most market scenarios, we look at

the WisdomTree Global Quality Dividend Growth UCITS ETF.
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Our ETF outperformed the market in 75%  of the 12-month periods since its launch in

2016.

Out of the 1129 strategies (mutual funds and ETFs, both active and passive) that

have at least as long a track record as our ETF (that is, a launch date before 7

June 2016) and that have a tracking error of at least 0.75% to the market (that is,

they are not trackers of MSCI World), only five strategies have managed to

outperform more often.

This means that 1122 strategies had less consistent returns than our Quality

Dividend Growth ETF.

 

Figure 4: Distribution of strategies depending on the proportion of 12-month

periods in which they outperformed the market

Source: WisdomTree, Morningstar. Period from 30 June 2016 to 30 June 2023. Calculations are based on monthly NAV

in USD. 2 peer groups are used: Global Income and Global Large Cap Blend. Performances over periods longer than a

year are annualised. You cannot invest directly in an index.  Historical performance is not an indication

of future performance, and any investments may go down in value.

 

 

In addition to consistency and stability, the WisdomTree Global Quality Dividend Growth 

UCITS ETF has also outperformed the market since launch with lower volatility (14.9%

which is 1.3% less than the market).

 

Figure 5: The WisdomTree Global Quality Dividend Growth UCITS ETF outperformed

with less volatility than the market
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Source: WisdomTree, Morningstar. Period from 7 June 2016 to 31 August 2023. Historical performance is not an

indication of future performance, and any investments may go down in value.

 

 

 

Conclusion

Overall, high-quality companies have exhibited outperformance in periods of low

growth, in periods following rate hikes and, more generally, across many parts

of the business cycle. With economic uncertainty remaining elevated, and an

equity rally that is faltering, investors could consider quality as their

portfolio anchor.

 

 

 

Sources

1 WisdomTree, Bloomberg. As of 27 September 2023.

2 WisdomTree, Bloomberg, Morningstar, June 2016 to June 2023.

 

 

Related blogs

+ One clear sign that sets good stocks apart from the rest

+ The role that high-quality dividend growers play in a portfolio

 

Related Products

+ WisdomTree Global Quality Dividend Growth UCITS ETF - USD (GGRW/GGRP)

+ WisdomTree Global Quality Dividend Growth UCITS ETF - USD Acc (GGRA/GGRG)

+ WisdomTree US Quality Dividend Growth UCITS ETF - USD Acc (DGRA/DGRG)

+ WisdomTree Eurozone Quality Dividend Growth UCITS ETF - EUR (EGRW/EGRP)

+ WisdomTree Eurozone Quality Dividend Growth UCITS ETF - EUR Acc (EGRA/EGRG)

 

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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