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     R E E X A M I N I N G  Q U A L I T Y

High-quality stocks beat low-quality stocks in every problematic market for 
the past twenty years, but not in 2022 (see Graph A, page 2). In each bearish 
phase, high quality held up better than low. However, this was not the case 
this year. Year-to-date, the WCA High-Quality index is down 15%, while the 
WCA Low-Quality index is down just 5%. While this trend is changing with  
recent performance once again favoring high quality (more on this below), this 
year’s performance of high-and-low quality needs some examination.
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GRAPH A   |  HIGH VS. LOW-QUALITY PERFORMANCE IN BAD MARKETS Source: WCA, Bloomberg

GRAPH B   |  VALUATIONS RETURN TO EARTH FOR HIGH-QUALITY TECH Source: WCA Calculations, Bloomberg

High vs. Low-Quality Performance in Bad Markets 

 

Before doing so, we remind readers that quality is 
important but just one aspect of good portfolio 
construction. We also care greatly about the price 
paid; otherwise, we just introduce risk by another 
route. And valuations were an obvious problem by 
the end of 2021. To understand why, please see 
these articles written in late 2021, where we 
described the issue in detail: 
 
 Five Reasons for Caution (December 6, 2021) 
 Beta Revisited (November 29, 2021) 

 
Valuations Return to Earth for High-Quality Tech 

With vaccinations rolled out and policy stimulus 
drying up, technology struggled in 2022. The 
technology-heavy Nasdaq Composite Index is down 
31% for the year. Our WCA High-Quality index's 
average high-quality tech stock is down 18% this 
year, in line with the market's 19% decline. We 
describe these firms as "high quality" because they 
tend to have consistent and highly profitable assets 
with little or no debt. These characteristics make for 
more flexible, durable, and predictable businesses. 
All else being equal, the same elements can nurture 
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A year on, we now conclude that high valuations, 
mostly among technology names, are less of an issue. 
In addition, high quality is again outperforming, relative 
valuations are better, and attention is starting to shift to 
concerns about global growth.
 
HOW WE GOT HERE: THE ’20-21 FLIGHT TO QUALITY
The shutdown and onset of the pandemic in 2020 ush-
ered in a different way of life. Unprecedented stimulus 
collided with global supply shocks as society reorganized 
around remote work. To survive, the world turned to com-
munication technology, distributed networks, and remote 
work. Earnings for the technology sector exploded, grow-
ing by more than 50% in 2021. Valuations for technology 
companies within our WCA High-Quality index soared to 
levels not seen since the tech bubble of 2000. At the peak 
in 2021, the total value of these firms, including debt, was 
24 times cash flow — 60% above the 20-year average of 
15 times (see Graph B, page 2).
 With vaccinations rolled out and policy stimulus 
drying up, technology struggled in 2022. The technology-
heavy Nasdaq Composite Index is down 31% for the year. 
Our WCA High-Quality index’s average high-quality tech 
stock is down 18% this year, in line with the market’s 
19% decline. We describe these firms as “high quality” 
because they tend to have consistent and highly profit-
able assets with little or no debt. These characteristics 

make for more flexible, durable, and predictable busi-
nesses. All else being equal, the same elements can 
nurture sustainable growth and may point to a competi-
tive “moat.”

ALL ABOUT TECHNOLOGY?
The preceding might lead us to think quality investing 
is all about technology, but we would be wrong to think 
that. In fact, our WCA High-Quality index, an equally-
weighted index of consistent, profitable, low-debt 
businesses, is consistently dominated by a mix of indus-
trials, technology, healthcare, and consumer companies 
(see Graph C, page 4).
 A recession or worsening financial market conditions 
would likely harm lower-quality, commodity-driven, or 
highly leveraged companies more. Sectors like these, 
notably energy and financials, depend more on commodity 
prices and financial engineering to generate returns. Con-
versely, higher-quality companies rely less on commodity 
prices and financial leverage, so they should show more 
flexibility and resilience in a recession.

LOW QUALITY / HIGH YIELD
As the world contemplates recession, we are reminded of 
another significant relationship. Time and time again, we 
see that high dividend-yielding companies also tend to 
be low-quality. Moreover, these low-quality companies 
tend to get hurt the most when business conditions unex-
pectedly deteriorate.
 Just look at the graph of dividend yields (see Graph D, 
page 4). See that lower-quality companies usually come 
with higher dividend yields. But also notice how those 
yields soar in times of stress. This means that the prices 
of these stocks suffered more rapid and significant de-
clines than those of higher-quality stocks under pressure. 
The adage, “you get what you pay for” comes to mind 
when buying dividend yield. High-yield stocks, like high-
yield bonds, tend to go hand-in-hand with higher risk.
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GRAPH C   |  A SECTOR VIEW: WCA HIGH-QUALITY INDEX Source: WCA
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GRAPH D   |  YIELD BEHAVIOR: HIGH-QUALITY VS. LOW-QUALITY Source: WCA
 
A recession or worsening financial market conditions 
would likely harm lower-quality, commodity-driven, 
or highly leveraged companies more. Sectors like 
these, notably energy and financials, depend more 
on commodity prices and financial engineering to 
generate returns. Conversely, higher-quality 
companies rely less on commodity prices and 
financial leverage, so they should show more 
flexibility and resilience in a recession. 

Turning Point? 
Changing leadership and better valuations for high-
quality technology stocks suggest a turning point at 
hand. Since June, when the Treasury yield curve 
inverted (signaling higher recession odds), the WCA 
High-Quality index declined just 1%, while the WCA 
Low-Quality Index fell over 7%. We conclude that 
now is the time to reconsider high-quality in all its 
forms, including technology. 
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TURNING POINT?

C hanging leadership and better valuations for high-quality 

technology stocks suggest a turning point at hand. Since 

June, when the Treasury yield curve inverted (signaling higher 

recession odds), the WCA High-Quality index declined just 1%, 

while the WCA Low-Quality Index fell over 7%. We conclude 

that now is the time to reconsider high-quality in all its forms, 

including technology.

          Ultimately, understanding the role of quality is critical for 

understanding risk. While high starting valuations did pose a 

challenge for many high-quality stocks in 2022 (i.e., high-quality 

technology), we now see this as a fading issue. We should be 

bold in pursuing high quality where valuations make sense. 

We will continue seeking the highest total return possible from 

companies we view most likely to generate the least amount of 

risk. Quality at the right price was, is, and always will be how 

we pursue this goal.
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WCA Fundamental Conditions Barometer Description: We regularly assess changes in fundamental conditions to help guide near-term asset allocation 
decisions. The analysis incorporates approximately 30 forward-looking indicators in categories ranging from Credit and Capital Markets to U.S. Economic 
Conditions and Foreign Conditions. From each category of data, we create three diffusion-style sub-indices that measure the trends in the underlying data. 
Sustained improvement that is spread across a wide variety of observations will produce index readings above 50 (potentially favoring stocks), while read-
ings below 50 would indicate potential deterioration (potentially favoring bonds). The WCA Fundamental Conditions Index combines the three underlying 
categories into a single summary measure. This measure can be thought of as a “barometer” for changes in fundamental conditions.  
 WCA Quality Indices are based on Washington Crossing Advisors’ quantitative analysis of firms along three dimensions: asset profitability, consistency, 
and leverage. Higher quality companies are defined as those which fall in the top quintile of largest-cap U.S. companies and tend to have higher average 
profitability, greater than normal consistency, and low leverage. Lower quality companies are defined as those which fall in the lowest quintile based on 
the same criteria. Indices are reconstituted annually, continuously rebalanced, and presented on a total return basis, as calculated by Bloomberg. Indices 
are unmanaged and do not represent performance of any actual portfolio or portfolio strategy offered by Washington Crossing Advisors, LLC.
 Standard & Poor’s 500 Index (S&P 500) is a capitalization-weighted index that is generally considered representative of the U.S. large capitalization 
market. S&P 500 Growth Index and S&P 500 Value Indices are designed to provide a comprehensive measure of global equity growth and value perfor-
mance.  
 S&P High Beta Total Return Index is designed to measure the performance of the constituents of the S&P 500 that are most sensitive to changes in 
market returns.
 S&P Low Beta Total Return Index is designed to measure the performance of the constituents of the S&P 500 that are least sensitive to changes in 
market returns.
 The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a complete summary or 
statement of all available data, nor is it considered an offer to buy or sell any securities referred to herein. Opinions expressed are subject to change without 
notice and do not take into account the particular investment objectives, financial situation, or needs of individual investors. There is no guarantee that 
the figures or opinions forecasted in this report will be realized or achieved. Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates may, at 
times, release written or oral commentary, technical analysis, or trading strategies that differ from the opinions expressed within. Past performance is no 
guarantee of future results. Indices are unmanaged, and you cannot invest directly in an index.
 Asset allocation and diversification do not ensure a profit and may not protect against loss. There are special considerations associated with inter-
national investing, including the risk of currency fluctuations and political and economic events. Investing in emerging markets may involve greater risk 
and volatility than investing in more developed countries. Due to their narrow focus, sector-based investments typically exhibit greater volatility. Small 
company stocks are typically more volatile and carry additional risks, since smaller companies generally are not as well established as larger companies. 
Property values can fall due to environmental, economic, or other reasons, and changes in interest rates can negatively impact the performance of real 
estate companies. When investing in bonds, it is important to note that as interest rates rise, bond prices will fall. High-yield bonds have greater credit risk 
than higher-quality bonds. The risk of loss in trading commodities and futures can be substantial. You should therefore carefully consider whether such 
trading is suitable for you in light of your financial condition. The high degree of leverage that is often obtainable in commodity trading can work against 
you as well as for you. The use of leverage can lead to large losses as well as gains. 
 All investments involve risk, including loss of principal, and there is no guarantee that investment objectives will be met. It is important to review 
your investment objectives, risk tolerance and liquidity needs before choosing an investment style or manager. Equity investments are subject generally to 
market, market sector, market liquidity, issuer, and investment style risks, among other factors to varying degrees. Fixed Income investments are subject to 
market, market liquidity, issuer, investment style, interest rate, credit quality, and call risks, among other factors to varying degrees.
 This commentary often expresses opinions about the direction of market, investment sector and other trends. The opinions should not be considered 
predictions of future results. The information contained in this report is based on sources believed to be reliable, but is not guaranteed and not necessarily 
complete. The securities discussed in this material were selected due to recent changes in the strategies. This selection criteria is not based on any measure-
ment of performance of the underlying security.
 Washington Crossing Advisors LLC is a wholly owned subsidiary and affiliated SEC Registered Investment Adviser of Stifel Financial Corp (NYSE: SF). 
Registration with the SEC does not imply a certain level of skill or training.
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About Washington Crossing Advisors  |  Washington Crossing Advisors a wholly owned subsidiary of Stifel Financial Corp. (NYSE-SF). The WCA team has 

been helping individual and institutional investors build wealth for more than 25 years.                                       www.washingtoncrossingadvisors.com

© 2022 Washington Crossing Advisors, LLC.  All rights reserved.

Washington Crossing Advisors, LLC  |  A Subsidiary of Stifel Financial Corp.  |  www.washingtoncrossingadvisors.com

18 Columbia Turnpike  |  Florham Park, New Jersey 07932-2289  |  (973) 549-4168  |  (800) 342-2325

Washington Crossing Advisors


