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Is Quality Making a Comeback?

Global equity markets have rebounded over the last several
weeks. The leading indices in the U.S. are up more than 10% and
several indices across Europe are up nearly 10% from the July lows.
Earnings season is now in full swing and although the results have
been somewhat mixed, it's been pretty good with approximately
70% of companies having reported earnings that were above
consensus expectations. As we think about the second half of
this year, we expect volatility to continue given persistent inflation
which has raised the probability of a recession.

One of the surprising trends thus far this year has been the
significant underperformance of the Quality factor. As seen in the
chart on the right, Quality has significantly outperformed during
stock market drawdowns over the last 2 decades. In 4 of the last
5 drawdowns, the Quality factor has outperformed the MSCI All
Country World Index by approximately 600 basis points or more.
However, this was not the case during the first half of 2022. In fact,
the Quality factor underperformed the MSCI All Country World
Index by more than 400 basis points during the first half of 2022.

Quality Outperformance During Drawdowns (bps)
MSCI ACWI Index (Total Returns, not annualized)
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One of the reasons for the underperformance of the Quality
factor is that there was a significant reset for valuations during
the first half of 2022. Given their attractive characteristics (high
ROE's and stable cash flow generation), quality companies
trade at higher valuations. When the 10-year U.S. Treasury Yield
more than doubled from 1.5% at year-end of 2021 to nearly 3.5%
during the first half of 2022, it caused a significant reset in stock
market valuations. Given that high quality companies trade at
higher market valuations, they were the hardest hit by this reset
in valuations as investors started using higher discount rates
to value companies. In addition to this valuation reset, another
reason for the significant underperformance of the Quality
factor has been the dominance of the Energy sector. This sector
has been the best performing sector in the S&P 500 on a year-
to-date basis. As seen in the chart below, Energy is not only the
best performing sector but it has also been the only sector that
was up among the 11 sectors in the S&P 500 as of July 25th, 2022.



S&P 500 GICS Sector Returns: Year to Date in 2022 While we are very encouraged by the recent stock market rally,
our portfolios continue to have a defensive tilt with significant
exposure to stable sectors such as Consumer Staples and
Healthcare. Given the ongoing tail risks associated with
inflation and the war in Ukraine, we believe it is prudent to
maintain a somewhat defensive posture. We also believe that
our exposure to high quality companies will serve us well given
the current market backdrop and that we own the types of
companies that can weather the volatility that may lie ahead.
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Source: Oppenheimer Asset Management Research and Bloomberg LP. Note: Results cannot and should not be
viewed as an indicator of future performance. Retum calculations exclude applicable costs. Defensive sectors, which
are less sensitive to economic growth cycles, include Consumer Staples, Utilities, Health Care and Telecoms.

The Quality factor has started to improve significantly in recent
weeks and that is good news for us given that our portfolios are
constructed with high quality companies. We invest in quality
businesses because we believe that they are more likely to create
the most value for shareholders over the long term and they have
typically been more resilient during periods of market adversity.
Although we are disappointed that quality companies have not
been as resilient in the first half of 2022, we are very encouraged to
see that they have been performing much better in recent weeks.
Importantly, we expect this trend to continue as we believe that
investors will gravitate towards high quality businesses as they
seek shelter in companies with stable free cash flow generation.
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