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Executive Summary

In equity investing “quality” is a subjective and
therefore elusive concept. For example, some
investors may deem high-quality a company with
high growth rates; while others may identify quality
with pricing power, predictable revenue and
increasing profit margins.

AQM believes that the definition of quality must
meet two requirements: first, it has to be strictly
related to shareholder value creation; second, its
adoption in investing should result in superior
portfolio performance. AQM finds that the Return
on Invested Capital (ROIC) framework meets both
requirements.

A company’s ROIC is the most effective way to
measure value creation. ROIC measures the
efficiency with which capital is employed and
highlights a business's ability to create value from
operations.

ROIC is more comprehensive in evaluating a
company’s operating performance as compared to
more commonly used return metrics like return on
assets (ROA), and return on equity (ROE). These
return metrics are distorted by items and financing
decisions that do not influence true operating
performance.

AQM believes that companies that earn high returns
on their invested capital usually possess a
competitive advantage which allows them to stay
ahead of competition.

Despite premium valuation multiples, high quality
stocks have historically outperformed. This may
seem puzzling but AQM believes this
outperformance of high quality stocks may be the
result of investors underestimating these
companies’ earnings persistence and core operating
profitability and a misplaced focus on short-term
market and corporate events.
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Quality Investing

What is Quality Investing?

In the corporate credit markets the concept of quality is
clearly defined by a company’s credit rating which
quantifies its capacity to meet financial obligations. In
equity investing “quality” is a more subjective and
therefore elusive concept. For example, some may
deem high-quality a company with high growth rates;
while others may identify quality with pricing power,
predictable revenue and earnings growth and stable or
increasing profit margins.

AQM believes that the definition of quality must meet
two requirements: first, it has to be strictly related to
shareholder value creation; second, its adoption in
investing should result in superior portfolio
performance. From a corporate standpoint, the
ultimate goal of a firm is to create shareholder value.
But how do we measure shareholder value creation?

AQM believes that a company’s return on invested
capital (ROIC) is the most effective way to measure
value creation. ROIC is defined as the ratio between net
operating profit after taxes (NOPAT) and invested
capital. Simply speaking, ROIC is a measure of how
much cash a company gets back for each dollar it
invests in its business.

FIGURE 1. The Drivers of Return on Invested Capital

ROIC measures the efficiency with which capital is
employed and highlights a business's ability to create
value from operations. For evaluating operating
performance, ROIC is more comprehensive to more
commonly used return metrics like return on assets
(ROA), and return on equity (ROE). These return
metrics are distorted by items and financing decisions
that do not influence true operating performance. For
example ROA includes the income from, and capital
invested in, items unrelated to core business activities.
ROE is influenced by the company's capital structure as
it can be artificially enhanced with the use of debt.
Figure 1 illustrates ROIC in its main drivers: profitability
and scalability. Wide profit margins are often the result
of pricing power and industry dominance achieved
through strong brand recognition or unique technology
or business model. Companies with highly scalable
business models have low fixed assets and are prime
candidates for business expansion.

Thus a high ROIC could be driven by either wide profit
margins or high asset utilization or a favorable
combination of the two. In either case, companies that
earn high returns on their invested capital usually
possess a competitive advantage which allows them to
stay ahead of competition. Factors determining the
sustainability of the competitive advantage are the
firm's own competencies and the degree of industry
stability and predictability.
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Designing a Quality Strategy

Quality investing is in many respects at the opposite
spectrum of value investing. Value stocks often display
negative business trends, low growth rates and
deterioration of profitability. High quality companies,
on the contrary, display strong profitability and growth
rates and tend to trade at high market multiples. Figure
2 shows a clear positive relationship between ROIC and
price-to-book ratio for stocks grouped by ROIC: greater
profitability is reflected in higher market multiples.

Figure 2. Relationship Between Price-to-Book and ROIC
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Source: Alpha Quant Models, FactSet. As of 6/30/2020.
Quintile portfolios are based on ranking a universe of
liquid, large- to mid-cap stocks on their ROIC. Quintile 5
is comprised of the top 20% of stocks based on ROIC.

Figure 2 begs the legitimate question: why should we
invest in high quality companies if their superior quality
is already priced in the market? After all, despite the
soundness of the ROIC framework, as stated before, an
investment strategy’s ultimate goal is to generate
superior performance. To answer this question we
recur to empirical analysis.

Figure 3 reports the results from a backtest conducted
over the 1990-2020 period. Portfolios are formed
based on ranking a universe of liquid, large- to mid-cap
stocks on their ROIC. The Top (Bottom) 10% is
comprised of the companies in the top (bottom) 10%
by ROIC. Portfolios are equal-weighted and rebalanced
on a quarterly frequency.

Results do not include impact of transaction costs or
fees. Compounded average total returns are reported.
The analysis shows that high quality stocks (Top 10%)
earned an excess return of 3% per annum over the
equal-weighted universe average. Conversely, low
quality stocks (Bottom 10%) underperformed the
universe average by 2.2% per annum over the same
period. Chart is on a logarithmic scale to better
represent exponential growth.
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Despite premium valuation multiples, high quality
stocks outperform. This may seem puzzling but we
believe this outperformance of high quality stocks may
be the result of investors underestimating these
companies’ earnings persistence and core operating
profitability. Perhaps a misplaced short-term focus
makes investors shift their attention towards short-
lived corporate and market events and away from the
fundamental drivers of long-term value creation.

Figure 3. ROIC Factor (log scale)
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Source: Alpha Quant Models, FactSet. As of 6/30/2020.

Figure 4 validates this thesis. While a slight degree of
reversion to mean is apparent from the graph,
companies with high ROIC tend to maintain their
superior profitability over time. In fact, the average
rank of the top 50 companies by ROIC remains in the
top 100 five years after portfolio formation. This
indicates that not only does a portfolio of high ROIC
stocks outperform, but their persistent ROIC results in
moderate portfolio turnover.

Figure 4. ROIC Persistence (1990-2020)
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Source: Alpha Quant Models, FactSet. As of 6/30/2020.
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Massimo Santicchia is a Co-Founder and Managing Member of Alpha Quant Models LLC. Massimo has
over 20 years of investment experience including: CIO at Alpha Quant Advisors, CIO at Cypress Trust
Company, and VP of Investment Strategy at S&P Investment Advisory Services LLC. His expertise
encompasses fundamental, quantitative analysis, portfolio management and investment strategy
development.
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This document is produced by Alpha Quant Models, LLC (AQM). AQM is not a registered or licensed broker, dealer, broker-dealer, investment
adviser nor investment manager, nor does AQM engage in any activities that would require such registration. AQM does not provide
investment advice, endorsement, analysis, or recommendations with respect to any securities or investment opportunities, and its services to
or statements about companies or information in this document should never be construed as any endorsement of or opinion about any such
securities, investment opportunities, companies or information. No material or information contained here is an offer to sell, a solicitation of
an offer to buy, or a recommendation of any securities, investment opportunities, or any other similar product or service regardless of whether
such securities, investment opportunities, products or services are referenced in this document. Further, nothing in this document is intended
to provide tax, legal, accounting or investment advice and nothing on this site should be construed as a recommendation to buy, sell, or hold
any investments or securities or to engage in any investment strategy or transaction.

RISKS AND OTHER IMPORTANT CONSIDERATIONS

The views and opinions expressed are for informational and educational purposes only as of the date of writing and may change at any time based
on market or other conditions and may not come to pass. This material is not intended to be relied upon as investment adviceor
recommendations, does not constitute a solicitation to buy or sell securities and should not be considered specific legal, investment or tax advice.
The information provided does not take into account the specific objectives, financial situation, or particular needs of any specific person. All
investments carry a certain degree of risk and there is no assurance that an investment will provide positive performance over any period of time.
Equity investments are subject to market risk or the risk that stocks will decline in response to such factors as adverse company news or industry
developments or a general economic decline. Performance shown above includes simulated, orbacktested, history. The hypothetical results shown
may under or over-compensate for the impact of actual market conditions and other factors such as expenses. The results shown do not reflect the
deduction of any advisory fees or expenses, nor trading costs, all of which will decrease the return experienced by an investor. None of the
strategies referred to herein reflect the deduction of the fees and expenses to be borne by a client. Index data is provided only for reference
purposes and is not intended to suggest that any client will achieve performance similar to, or better than, an index. Historical performance results
for investment indexes and/or categories, generally do not reflect the deduction of transaction and/or custodial charges or the deduction of an
investment-management fee, the incurrence of which would have the effect of decreasing historical performance results. Backtested performance
results have inherent limitations, particularly the fact that these results do not represent actual trading and may not reflect the impact that
material economic and market factors might have placed on the adviser’s decision-making if the adviser were actually managing the client’s
money.

Important Notes

This does not constitute an offer or solicitation in any jurisdiction where to any person to whom it would be unauthorized orunlawful to do so.
Opinions expressed are current opinions as of the date appearing in this material only. This information should not be considered investment
advice or a recommendation to buy or sell any particular security. While every effort has been made to verify the information contained herein, we
make no representations as to its accuracy. Past performance does not predict future results.
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