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SEEKING QUALITY? START WITH PROFITABILITY

Quality companies grow when they make investments and expand profits.  
Other companies get in trouble when they make unprofitable investments. 
The whole idea behind investing in stocks (equity) is to grow. Fixed income is  
generally considered suitable for stable income; hence the name “fixed.” Long-
run stock investing, by contrast, requires survival and profitable growth. Even 
though profitability alone does not guarantee the “best” investment in each 
year, focusing on high profitability is a good start because such companies are 
more likely to grow and create value, especially as funding costs rise.



THE PROFITABILITY–VALUE NEXUS
We are not saying that all profitable companies are good 
stocks to buy. In most situations, the market is aware of 
a company’s level of profitability, and these stocks tend 
to carry higher valuations. It is possible to overpay for a 
profitable company, which is why valuation also matters. 
This is why Washington Crossing spends much time ask-
ing ourselves whether a price makes sense. 
 When we value a business, a vital part of the process is 
estimating how long a company can maintain a high level 
of profitability. More than this is needed for a firm to create 
value. Not only must a firm generate a positive return on 
investments, but the return must also exceed the cost of 
funding those investments. If, for example, a business 
pays 5% for capital to make an investment in a factory 
which, in turn, generates a 10% return, that factory cre-
ates value. On the other hand, if a business pays 10% for 
capital and invests at 5%, then that investment destroys 
value. The higher the return on capital, relative to the cost 
of money, the faster the company will grow and the higher 
the company’s odds of survival. Where companies tend to 
earn profits above their cost of capital, we also tend to find 
sustainable competitive advantages. These advantages can 
often last longer than many realize and be underestimated 
by those who focus too much on short-term results. 

RARE FINDS
Occasionally, we find companies that generate returns 
on capital above their cost of capital, but these are rare. 
According to a recent article and analysis by NYU Profes-
sor Aswath Damodaran, only about 30% of firms globally 
tend to generate such excess profitability. More often, 
profitable companies come under attack from competitors. 
When competition ensues, selling prices are pressured, 
and costs can rise. Profits become squeezed, and the entire 
value-creation process is threatened. While the companies 
can survive, they tend to grow slowly, pay more for capital, 
and have a greater risk of failure. 

 We prefer to pay more for profitable companies because 
we place a high value on having a competitive advantage 
in a world where such an advantage is hard to come by. 
This advantage can also grow when interest rates and 
the cost of equity capital rise, like now. In such a world, 
those few companies with profitable assets tend to have 
the wind at their back, while those without such good 
assets tend to fight the wind. Low or marginally profitable 
companies can end up on the rocks quickly when ill winds 
blow. This is a risk we strive to avoid at all costs.

EXCESS PROFITABILITY AND QUALITY
To show how the concept of excess profitability breaks 
down by quality, we offer Chart A, on page 3. The chart 
shows by WCA Fundamental Quality Grade category the 
percent of companies earning a return on capital above 
their cost of capital. To do this, we compared the return 
on capital to the cost of capital for each group based on 
Bloomberg data for the past year. The quality grade cat-
egories divide the largest U.S. domiciled companies into 
equal buckets based on fundamentals. Companies deemed 
more durable, flexible, and predictable earn higher grades 
than less stable, flexible, and predictable fundamentals.
 Chart A on page 3 shows a far higher percentage of 
high-quality companies outearned their cost of capital 
than did low-quality companies. But how much higher 
was the return on capital than its cost? To see that, we 
provide Table A on the same page. This table shows 
median measures of profitability, cost of capital, and 
excess return over cost of capital by quality grade category. 
A similar pattern emerges. The cost of capital declines as 
quality deteriorates, which can seem counterintuitive. 
Lower-quality companies generally lean heavily on debt 
financing. Debt is less costly because it is tax-advantaged, 
because of its contractual nature, and because it ranks 
above equity owner’s claims in the event of reorganization 
or bankruptcy. As the financing mix shifts more to debt 
over equity, the cost of capital declines. 
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CHART A   |  RETURN ON CAPITAL EXCEEDING COST OF CAPITAL Source: WCA, Bloomberg

TABLE A   |  PROFITABILITY MEASURES BY WCA QUALITY GRADE Source: WCA, Bloomberg

WCA Quality Grade Category Median Return           Median Weighted-Average      Excess
(# Companies)   on Capital           Cost of Capital       Profitability

“A” Quality (171)  21.7%            9.1%        12.6%

“B” Quality (173)  12.8%            8.5%        4.3%

“C” Quality (170)  9.2%            7.8%        1.4%

“D” Quality (162)  5.7%            7.9%        -2.1%

“F” Quality (161)  5.0%            7.6%        -2.6%

WCA Universe of Large U.S. Domiciled Public Companies



CONCLUSION

I t is evident that while profitability alone does not always 

guarantee a good investment, it is an excellent place to start. 

We should focus on profitability in our search for quality for two 

main reasons. First, firms with excess profitability are far more 

likely to grow and survive. But most importantly, highly profitable 

companies are far better positioned to create value, especially if 

funding costs rise further from here. 

 So, while lower quality, lower profitability companies some-

times offer compelling discounts or high dividend yields versus 

high-quality, this is a style of investing we tend to avoid. We avoid 

low-quality, low-profitability firms because the negative surprises 

and downside risks of investing in such stocks usually far out-

weigh potential rewards, especially in bad markets when safety 

really matters. By contrast, higher-quality businesses with com-

petitive moats, reasonable valuation, and excess profitability offer 

the opposite.
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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 mar-
ket. S&P 500 Growth Index and S&P 500 Value Indices are designed to provide a comprehensive measure of global equity growth and value performance. 
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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