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The Quality Premium
An exciting new opportunity?
I am currently in the process of buying a new bicycle for my daily commute. Given I have not purchased a bike
in over a decade, I am hopelessly out of touch in terms of the different levels of quality I can buy and it took me
a lot of research to feel somehow comfortable about what I want and what is considered a great price.
Among the many factor premia that are recently hotly discussed is also the so-called quality premium. What on
earth is that? It is an investment strategy that aims to outperform the market by buying “high-quality” companies
and avoiding “low-quality” companies. This gives reason to pause and think hard about a good rationale, why
an investor would be rewarded to prefer high quality over low quality. One school of thought looks at investor
behavior and proponents argue that market participants underappreciate the true quality of companies, so the
respective security prices don’t reflect it. The other school of thought searches for an explanation from a risk
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angle. When one makes the argument for avoiding companies with high leverage and preferring the ones with

Chief Investment Officer

like a risk taking activity I should be systematically rewarded for.

low leverage, it seems quite plausible. But preferring companies with high profitability surely does not sound

So how does one define quality? Coming back to my bicycle purchase, the answers differ. For some people
it is all about the material of the frame, others focus on the technology of the gears whilst others focus on the
comfort such as the saddle and the seating position Some judge quality simply by the design. All I believe is
that the bicycle is one of many items in our lives, where quality cannot be defined by a single measure, and
even if multiple angles are taken, the combination is often highly subjective.
Judging the quality of a company is not much different. There is a host of numbers on a balance sheet and a
Profit & Loss statement. Should I choose to look at return on equity (ROE) or return on assets (ROA), grossprofits-to-assets ratio or instead operating profit? If I pick one, do I look at current figures or changes over 1
year, 3 years or a different time period? Here an ex-ante rationale for a preference is mission critical. Otherwise
there is a huge risk to be miss-led by data mining, where someone compares all options and simply picks to
show the one with the best back tested, hypothetical performance.
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If the quality premium is a truly robust phenomenon, then we should find (statistically) positive performance for the
majority of tests undertaken with slight variations in the definition of the quality factor and this is where I still need to be
convinced. Hidden in the appendix of the paper I recently co-authored, we did exactly that. As can be seen by the bold
number in the columns labelled “t-stat”, only 1 factor variation (3%) produces a statistically significant, positive return in
a US large cap universe. Results are similar for international stocks. In a small cap universe results look more promising
but fail to climb above 50%, in other words there are still more failures to test than there are successes.

Note: L.T. is long term; S.T. is short term; ROA is return on assets; ROE is return on equity; ROR is return on revenue. Source: Beck, Hsu, Kalesnik, Kostka,
FAJ, 2016, Will Your Factor Deliver? An Examination of Factor Robustness and Implementation Costs

In summary:
»» The rationale for the existence of a quality premium is not as strong as for other premia.
»» It is also difficult to argue to define “quality” for companies by choosing just a single measure.
»» Tests varying the measure show that the existence of a quality premium is highly dependent on the measure
chosen. On average evidence is not supportive.
Risk Warnings
Past performance is not an indicator of future results. You should remember that the value of an investment and the
income from it could go down as well as up. The return at the end of the investment period is not guaranteed and you
may get back less than you originally invested.
MASECO Private Wealth trading as MASECO LLP is authorised and regulated in the United Kingdom by the Financial
Conduct Authority (FCA) FRN: 489718, is registered in England and Wales under Company No.OC337650. The
registered office address of the Firm is: Burleigh House, 357 Strand, London, WC2R 0HS.

All expressions of opinion are subject to change without notice and
are not intended to be a guarantee of future events. This document
is for information only and does not constitute a solicitation to buy or
sell securities nor does it purport to be a complete description of our
investment policy, markets or any securities referred to in the material. Opinions expressed herein are not intended to be a forecast of
future events or a guarantee of future results or investment advice
and are subject to change without notice or based on market and
other conditions. Any reference to model portfolios, which is used
for internal purposes, is purely illustrative. The value of investments
and the income from them may fluctuate and can fall as well as rise.
Past performance is not a guarantee of future results. You may not
recover what you invest.
Although information in this document has been obtained from
sources believed to be reliable, MASECO LLP does not guarantee
its accuracy or completeness and accepts no liability for any direct
or consequential losses arising from its use. Throughout this publication where charts indicate that a third party (parties) is the source,
please note that the source references the raw data received from
such parties.
MASECO LLP and its affiliates do not provide tax or legal advice
and levels and bases of taxation can change. To the extent that this
material 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. Any such taxpayer
should seek advice based on the taxpayer’s particular circumstances from an independent tax advisor.
Neither asset allocation nor diversification assures a profit or protects against a loss in declining financial markets. Currency fluctuations may increase or decrease the returns of any investment.
Bonds are affected by a number of risks, including fluctuations in
interest rates, credit risk and prepayment risk. In general, as prevailing interest rates rise, fixed income securities prices will fall. Bonds
face credit risk if a decline in an issuer’s credit rating, or creditworthiness, causes a bond’s price to decline. High yield bonds are subject
to additional risks such as increased risk of default and greater volatility because of the lower credit quality of the issues.
Bonds rated below investment grade may have speculative
characteristics and present significant risks beyond those of other
securities, including greater credit risk and price volatility in the secondary market. Investors should be careful to consider these risks
alongside their individual circumstances, objectives and risk tolerance before investing in high yield bonds. High yield bonds should
comprise only a limited portion of a balanced portfolio.
Finally, bonds can be subject to prepayment risk. When interest rates
fall, an issuer may choose to borrow money at a lower interest rate,
while paying off its previously issued bonds. As a consequence,
underlying bonds will lose the interest payments from the investment
and will be forced to reinvest in a market where prevailing interest
rates are lower than when the initial investment was made.
Alternative investments referenced in this report are speculative and
entail significant risks that can include losses due to leveraging or
other speculative investment practices, lack of liquidity, volatility of
returns on transferring interests in the fund, potential lack of diversification, absence of information regarding valuations and pricing,
complex tax structures and delays in tax reporting, less regulation
and higher fees than mutual funds and advisor risk.
Investing in commodities entails significant risks. Commodity prices
may be affected by a variety of factors at any time, including but
not limited to (i) changes in supply and demand relationships, (ii)
governmental programs and policies, (iii) national and international
political and economic events, war and terrorist events, (iv) changes
in interest and exchange rates, (v) trading activities in commodities and related contracts, (vi) pestilence, technological change and
weather, and (vii) the price volatility of a commodity. In addition, the
commodities markets are subject to temporary distortions or other

disruptions due to various factors, including lack of liquidity, participation of speculators and government intervention.
The prices of real assets (for example, precious metals) tend to fluctuate widely and unpredictably, and have historically experienced
periods of flat or declining prices. Prices are affected by global supply and demand, investors’ expectations with respect to the rate
of inflation, currency exchange rates, interest rates, investment and
trading activities of hedge funds and commodity funds, and global
or regional political, economic or financial events and situations.
REITs investing risks are similar to those associated with direct investments in real estate: lack of liquidity, limited diversification and
sensitivity to economic factors such as interest rate changes and
market recessions.
The indices are unmanaged, are shown for illustrative purposes only
and do not represent the performance of any specific investment.
Index returns do not include expenses, fees or sales charges, which
would lower performance.
International investing entails greater risk, as well as greater potential rewards compared to investing in your local stock market. These
risks include political and economic uncertainties of foreign countries as well as the risk of currency fluctuations. These risks are magnified in countries with emerging markets, since these countries may
have relatively unstable governments and less established markets
and economics.
Investing in smaller companies involves risks not associated with
more established companies, such as business risk, significant
stock price fluctuations and illiquidity.
Interest on municipal bonds is generally exempt from US federal
income tax; however, some bonds may be subject to the alternative
minimum tax (AMT). Typically, state tax exemption applies if securities are issued within one’s state of residence; if applicable, local
exemption applies for issues within one’s city of residence.
The initial interest rate on an inflation-linked security may be lower
than that of a fixed rate security of the same maturity because investors expect to receive additional income due to future increases in
CPI. However, there can be no assurance that these increases in
CPI will occur.
Changes in exchange rates may have an adverse effect on the
value, price or income of foreign currency denominated securities.
Investments or investment services referred to may not be suitable
for all recipients.
In the UK, certain services are available through MASECO LLP (trading as MASECO Private Wealth and MASECO Institutional) which is
registered in England and Wales, number OC337650, with registered offices at Burleigh House, 357 Strand, London, WC2R 0HS,
telephone +44 (0)20 7043 0455, email enquiries@masecopw.com.
MASECO LLP is authorised and regulated by the Financial Conduct
Authority for the conduct of investment business in the UK. The Financial Conduct Authority does not regulate tax advice or offshore
investments. Messages and telephone calls to and from MASECO
Private Wealth may be monitored to ensure compliance with internal
policies and to protect our business.
MASECO LLP is a FINRA/SEC Registered Investment Advisor in the
United States of America.
US Treasury Department Circular 230 disclosure: To ensure compliance with requirements imposed by the IRS, we inform you any US
federal tax advice contained in this communication (including any
attachments) is not intended or written to be used, and cannot be
used, for the purpose of (i) avoiding penalties under the Internal
Revenue Code or (ii) promoting, marketing or recommending to another party any transaction or matter addressed herein.

