
Spotlight: What is Quality?

QUESTION. How does the market define quality? 

ANSWER. Traditionally, “quality stocks” have been defined as 
companies that have three characteristics: high return on equity 
(ROE), a low debt-to-equity ratio and relatively stable earn-
ings growth. The low debt-to-equity matters because you can 
always raise your ROE by issuing debt to buy back stock; that 
way you have less equity, so your ROE goes up. But loading up 
the balance sheet with too much debt can leave you vulnerable 
in a downturn if you don’t generate enough income to service 
all that debt, so to be considered a “quality” stock you have to 
achieve that high ROE without a lot of leverage.

QUESTION. Is there another/better way to define it? 

ANSWER. The traditional definition is a perfectly good starting 
point, but it is incomplete. In terms of the three characteristics 
specifically, we would argue that return on invested capital 
(ROIC) is a better measure of quality than ROE. The “invested 
capital” in ROIC is the company’s equity plus its debt. Two 
companies might have the same ROE while having very different 
levels of ROIC, depending on how much debt each has taken 
on and how wisely each has invested the proceeds of that debt 
to generate income. ROIC gives you a more complete picture of 
how well the company is generating profit from all the capital 
it has deployed, rather than just the equity. More broadly, we 
also think that you need to consider a company’s skill at capital 
allocation. Management should be reinvesting in the business 
when they have the chance to earn a high ROIC, and returning 
capital to shareholders when they run out of such opportuni-
ties. Part of being a “quality” company is getting that allocation 
process right. 

QUESTION. Why are quality companies attractive?

ANSWER. The answer comes back to the question of “what 
is the purpose of a firm?” At the most basic level, the primary 
goal of any company is to earn a good return on the capital 
that the owners and lenders have invested in the business. 
Otherwise, why would those investors put up the money 
when they could always go elsewhere? So in a sense, quality 
companies are just companies that are good at doing what it 
is companies are supposed to do. That may seem simplistic, 
but earning a good return on capital is in fact not simple, and 
many companies fail to do it. All things considered, it’s better 
to be a company that earns a good return on capital than one 
that doesn’t. 

QUESTION. How have these companies performed?

ANSWER. Quality companies have outperformed the broad 
market over the long term, whether you look at the MSCI World 
Quality Index or whether you focus more narrowly on compa-
nies with high ROIC. What is even more appealing, though, is 
the fact that quality companies have outperformed both in up 
and down markets. In other words, they have captured more 
than 100% of the upside while experiencing less than 100% of 
the downside. The fact that they outperform on the downside is 
perhaps not surprising, given their higher-than-average profit-
ability and the fact that their profits are more stable. What is 
perhaps surprising is that they have also outperformed on the 
upside. We tend to assume that quality companies are kind of 
boring, and that when markets are rising it is the companies 
with the most extreme growth that outperform. It’s true that 
growth has done well in rising markets, but unlike quality it has 
tended to underperform in down markets.

QUESTION. How do you find quality companies?

ANSWER. As it turns out that there is a persistence to ROIC. 
Companies that have earned high ROIC in the recent past are 
likely to continue to earn high ROIC in the near future, and 
companies that have earned poor returns on capital are likely to 
continue to earn poor returns. The reason for this can be traced 
to what Michael Porter referred to 40 years ago as the “five 
forces” that shape industry structures, which in some industries 
create natural barriers to entry, and in others make such barri-
ers difficult to erect. Some companies can keep competition at 
bay with intellectual property protection, such as patents, or by 
creating strong brand loyalty. Others might have infrastructure 
that is costly or even impossible to replicate. Ultimately, what 
barriers to entry do is to create either a sustainable cost advan-
tage and/or greater pricing power, two important factors that 
drive ROIC. Of course, the world is never static, so you always 
have to be on the lookout for the forces that might erode those 
barriers. But in general, the best way to find companies that are 
going to earn high ROIC is to start with the companies that are 
already doing so.   
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