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Much has been said and written about investors’ return to risk assets last year, including specific
commentary on the surprisingly good performance of investment strategies focused on low-quality
or distressed securities. This trend is widely evident in the robust returns realized last year in the
high-yield or speculative-grade bond market. However, an equally pronounced example can
be found in the public equity markets, where stocks of “low-quality” companies significantly
outperformed their “high-quality” peers.

For purposes of this discussion, low-quality companies generally fit the following profile:
1) earnings highly sensitive to economic growth; 2) balance sheet leverage (i.e., debt) high relative
to the overall market; and 3) operating profitability lower than the overall market. In 2009, these
low-quality stocks rallied sharply both in absolute terms and relative to the higher-quality
segments of the public equity universe.

To better quantify this quality effect, we constructed a basket of the low-quality stocks going
back several decades and tracked its performance over subsequent time periods through December
2009. As the graph below shows, this lower-quality stock index usually trades at a significant
discount to the overall equity market. In fact, earlier in 2009, and as a direct consequence of the
severe global economic recession, low-quality stock prices fell to relative valuation levels not seen
since the 1970s.
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Since March 9, 2009, however,
low-quality stock prices have surged,
and in many cases have rebounded
all the way back to “normalized”
discount levels. In other words, the
rally in low-quality stocks has been
strong enough to recoup most or all
of the bear market losses these
stocks suffered relative to their
high-quality peers in 2008 and
early 2009.

Figure 2 provides a closer look
at the Standard & Poor’s (S&P) 500
and illustrates that stocks of com-
panies with speculative or “below
investment grade” debt ratings have
appreciated twice as much as
stocks of companies with higher,
“investment grade” debt ratings.

Another way to better under-
stand stock price performance
last year is to assess individual
companies with respect to return on equity (ROE). ROE is defined as net income divided by
shareholders’ equity, a common measure of company profitability. Coming into 2009, and sorting
the S&P 500 by ROE, bottom-quintile companies reported a negative ROE, i.e., they had negative
profits, while all other companies reported a positive ROE. Yet, as shown in Figure 3, bottom-
quintile ROE companies enjoyed stock price appreciation nearly 25% higher than that of
top-quintile ROE companies!

Note that the relative outperformance of low-quality stocks is concentrated in the lowest or
worst ROE quintile, while all the other ROE quintiles delivered “average” returns.
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Figure 2: Equal-weighted stock returns of the S&P 500 for 2009 by
company debt rating.

Source: Credit Suisse, Northern Trust Global Investments.

■ IG = Investment grade (BBB and above)
■ HY = High Yield ( BB+ and below)
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EQUITY RETURNS BY ROE QUINTILE (2009)

Figure 3: Equal-weighted returns by ROE quintile. Source: Northern Trust Global Investments, Factset.
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CONCLUSION
Last year was a tough year for managers pursuing investment strategies focused on high-quality
equity securities. Specifically, most of the relative outperformance high-quality stocks earned
during the 2008/09 bear market was erased by the dramatic recovery of low-quality stocks following
the market lows in early March 2009. Valuation levels between high- and low-quality stocks
have normalized so that the current low-quality discount is no longer extreme but rather at or
near historic averages. While this adjustment does not offer a reliable forecast of future price
moves between equity quality tiers, it does help explain investors’ recent risk positioning and
provides important insight into equity markets’ performance dynamics.
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IRS CIRCULAR 230 NOTICE: To the extent that this message or any attachment concerns tax
matters, it is not intended to be used and cannot be used by a taxpayer for the purpose of
avoiding penalties that may be imposed by law. For more information about this notice, see
http://www.northerntrust.com/circular230.

LEGAL, INVESTMENT AND TAX NOTICE. Information is not intended to be and should not be
construed as an offer, solicitation or recommendation with respect to any transaction and should
not be treated as legal advice, investment advice or tax advice. Clients should under no circum-
stances rely upon this information as a substitute for obtaining specific legal or tax advice from
their own professional legal or tax advisors.

Past performance is no guarantee of future results.


