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WHY MARKET STRESS FAVORS QUALITY: THE MACROECONOMIC CASE

FOR QUALITY INVESTING

Recently, market volatility has surged as economic uncertainty grips
financial markets. Growth expectations have collapsed, stock market
volatility is spiking, and credit spreads are widening. This environment has
placed renewed focus on how different stocks respond to macroeconomic

pressures — and, crucially, why quality matters more than ever.
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Traditionally, market downturns and economic stress trigger
debates over whether value stocks or growth stocks will fare
better. However, an underappreciated factor in this discussion
is quality. High-quality stocks — characterized by low leverage,
profitable assets, and consistent results — have historically
outperformed their lower-quality counterparts in periods of
macroeconomic stress. For years, research has highlighted the
defensive characteristics of quality stocks. Academics the world
over have extensively studied the relationship between stock
performance, risk, and various factors. However, discussions
about quality investing often oversimplify the issue. What they
fail to fully appreciate is why quality has outperformed and,
more importantly, how quickly market conditions can flip,

making it absolutely critical to position in advance.

THE CHALLENGE OF NON-LINEARITY

Conventional wisdom suggests that defensive equity strategies
behave in a predictable, linear fashion — that quality stocks gain
an advantage at a steady pace as risk rises. This assumption is
flawed. In reality, the relationship between macroeconomic stress
and quality stock outperformance is highly non-linear.

This non-linearity is evident in Chart A on page 3. Histori-
cally, once the VIX (market volatility index) exceeds 20,
high-quality stocks, as identified by the WCA Quality Index,
began to meaningfully outperform low-quality stocks, for the
time period shown, and the gap widened exponentially. This can
happen very quickly. While many rightly assume that higher-
quality stocks tend to be more defensive in downturns, most fail
to grasp the speed and magnitude of this rapidly occurring,
non-linear effect. Traditional risk models may well treat volatility
and stock behavior as linear, but our research shows that once
uncertainty crossed a certain threshold, market reactions became
highly amplified. Blink and you can easily miss the change.

This non-linear relationship between volatility and quality
performance raises an important question: If quality outper-
formance accelerates as market stress rises, shouldn’t you
proactively allocate toward quality before volatility spikes

rather than reacting after the fact?

Building on previous work on factor sensitivity, we now
examine how different quality grades respond to macroeco-
nomic changes — not just stock market volatility but also
shifts in other outside factors like credit spreads and currency

movements.

EVOLVING CONDITIONS
The past three weeks have introduced renewed nervousness
to markets. Concerns over tariffs and persistent inflation are
dampening economic optimism. For example, GDP growth fore-
casts for the current quarter are weakening due to escalating
trade fears. Simultaneously, equity market volatility has risen,
and corporate credit spreads have widened (Chart B, page 4).
All of this signals emerging recession concerns, heightened
uncertainty, and potential default risk for weaker firms.
Time will tell how this all resolves. In the chart, each of these
macroeconomic signals point to a familiar and common theme:
high-quality stocks are generally better positioned to withstand
these external pressures than their lower-quality counterparts.

For the record, since the stock market peaked in the third
week of February, the S&P 500 is down 8.5% (as of 3/10/2025),
while the aggregate bond market is up 1.7%, reflecting concerns
about slowing growth. However, the stocks with the lowest
quality and highest valuations have suffered the most. As of
the same date, the WCA “Low” Quality Index is down 10.3%,
and the Bloomberg 1,000 Growth Stock Index is down 11.2%.
By contrast, the WCA “High” Quality Index is down just 1.9%,
significantly outperforming other equity categories.

This reinforces our findings: lower-quality stocks tend to
experience disproportionate losses as uncertainty rises, while
the representation of high-quality assets was shown to have

provided relative stability.

QUALITY TEMPERS VOLATILITY WHEN MACRO FACTORS
UNEXPECTEDLY CHANGE

As we move down the quality spectrum from “A” (higher qual-
ity) to “F” (lower quality), the stocks in each category become

increasingly sensitive to outside, macroeconomic factors —
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reacting more violently to widening credit spreads or currency
fluctuations, for example. A more nuanced point here should
also be made. Not only do lower-quality stocks experience
greater average sensitivity to external shocks, but there is also a
far greater uncertainty regarding how any individual company
will perform in response to these factors. The range of possible
outcomes in the face of an external shock is far greater the
further down the quality scale we go (note the rising standard
deviation for each group indicated in grey in Chart C on

page 4). Lower quality translates into more sensitivity and
greater uncertainty of outcomes.

While it is widely understood that quality tends to offer
defensive characteristics, the exact way that this plays out is
less well appreciated. Our research clarifies that high-quality
stocks may offer some relative stability when volatility spikes
and markets adjust rapidly. Additionally, we see how different
macroeconomic factors can disproportionately impact lower-

quality firms and create unwanted risk in the process.

WHAT IF MARKETS ARE WRONG?

Yes, the market has recently taken a step back. But if anything,
the past few months and years have shown just how short-
sighted and reactive the market can be.

Despite the recent correction, the S&P 500 remains up 11.2%
over the past 52 weeks ending 3/7/2025. Moreover, the broader
economic backdrop still includes elements of strength, includ-
ing resilient labor markets and steady consumer spending.

If these factors stabilize sentiment, lower-quality and growth
stocks could rebound as market participants re-engage with
riskier assets. With so much changing daily, predicting the next
move remains challenging.

In such an environment, maintaining a focus on enduring
quality makes tremendous sense. Whether volatility rises or
subsides, high-quality investments may provide a stabilizing
force, offering both resilience and potential for long-term
outperformance. A key factor is to be positioned ahead of

time.

CHARTA | THE EXPONENTIAL IMPACT OF RISING FEAR ON QUALITY VS. LOW-QUALITY STOCKS

Source: WCA

Fear Gauge (CBOE VIX Index)
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Data encompasses the WCA High and Low Quality universe
for the period 3/10/2015-3/10/2025. Source: WCA

Past performance does not indicate future results.

As the volatility index exceeds about 20,
then high quality began to outperform
low quality in an exponential fashion.
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CHARTB | THE MACRO STRESS FACTORS IN ACTION (2/3/2025 - 3/10/2025) Source: Bloomberg
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CHART C | SENSITIVITY TO ECONOMIC FACTORS BY WCA QUALITY GRADE (3/10/2015 - 3/10/2025) Source: WCA
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IMPORTANT DISCLOSURES
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.

The Washington Crossing Advisors’ High Quality Index and Low Quality Index consist of the largest 1,000 U.S. stocks by market capitalization. After
these stocks are determined, each one is assigned a letter grade (A, B, C, D, F) based on consistency (earnings and stock price volatility), leverage (debt/
enterprise value), and profitability (return on assets). Companies that are assigned an A or B rating will be included in the High Quality Index, while
companies with C, D, and F ratings are included in the Low Quality Index.

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.

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.

Beta is a measure of the volatility, or systematic risk, of a security or a portfolio relative to the market as a whole. A beta of one is considered as risky as the
benchmark and is therefore likely to provide expected returns approximate to those of the benchmark during both up and down periods. A portfolio with a
beta of two would move approximately twice as much as the benchmark.

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. 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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