
There is no substitute for quality

Quality counts. If you are a long-term investor, it’s hard to find a more important factor as to what 
will power your ultimate investment returns. That said, quality is impossible to measure with 
precision because it often embodies more subjective qualitative factors than easily quantifiable 
measurements. Quality is also dynamic and changes over time.

Tom Gayner, CEO Markel

“
At Canopy, we believe the best way to build wealth over the long term is by investing in high-quality companies that we know intimately. 
This approach is supported by decades of empirical evidence and the experience of many of the world’s most successful investors. 

Quality companies share distinctive characteristics. They generate strong returns on capital and can reinvest at high rates for 
extended periods, producing earnings growth that drives stock price performance. They are led by capable, aligned management 
teams who can navigate through changing circumstances, and typically exhibit more stable business performance, enabling 
investors to build and maintain conviction through periods of volatility.

Many people, however, begin their investment journey seeking quick profits. They might hunt for bargains with apparent near-term 
catalysts or chase momentum into ‘The Next Big Thing’. These approaches rarely succeed over the long term – companies are 
typically cheap for fundamental reasons, momentum inevitably fades, and without a deep understanding of the underlying business, 
investor conviction often proves fragile when challenges arise. 

Quality investing requires patience and discipline. Outsized gains typically don’t materialise in days or months, but through years of 
steady compounding. This approach may seem less exciting than hunting for the next big winner or deep value opportunity, but it has 
consistently proven to be one of the most reliable paths to long-term wealth creation.

Historical outperformance of quality companies

Figure 1: 30-year global equity performance
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Source: Canopy Investors, MSCI, Factset.
1  Sharpe ratio is a measure of risk-adjusted return, calculated by subtracting the risk-free rate from the investment’s average return, then dividing  
    by the standard deviation of the investment’s returns.
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There are a few other notable features of the quality factor:

Quality is global
Research by Asness et al. (2019) shows that high quality stocks (defined by high profitability, profit growth, business stability, and 
conservative leverage) have outperformed across 24 countries, suggesting that the relationship between business quality and 
returns is fundamental rather than market specific.

A quality focus improves returns when investing in smaller companies

Asness et al. (2018) found that the observed return premium generated by smaller companies is enhanced by limiting portfolios to 
high quality companies. Small-cap indices have seen a growing concentration of lower quality companies over time, making active 
quality selection increasingly important.

Valuation discipline enhances quality returns

Quality investing becomes even more powerful when combined with valuation discipline. Research by Novy-Marx (2013) found 
the outperformance of quality stocks (defined by gross profitability) is further enhanced by adjusting quality holdings to maximise 
value (as defined by the book-to-market ratio). Meanwhile, Kozlov & Petajisto (2018) showed that the superior returns of companies 
with high earnings quality are boosted by adding a “value tilt”. Finally, Greenblatt’s (2005) ‘magic formula’ portfolios, which combine 
quality (i.e. return on capital) with value (i.e. earnings yield), were shown to consistently beat the market over historical rolling  
10-year periods.

2

The historical evidence for quality investing is compelling. The MSCI World Quality Index – which selects companies based on  
high profitability, low profit variability, and low leverage – has delivered 9.6% p.a. returns compared to 6.5% p.a. for the broader  
MSCI World Index over the past 30 years. This 3.1% annual difference compounds dramatically – a $10,000 investment in the  
quality index in November 1994 would have grown to approximately $157,000 by today, compared to $67,000 in the broader index.

Why does the quality anomaly persist?
Many market anomalies disappear once discovered, as investors quickly exploit them until the excess returns vanish. The quality 
premium, however, has proven remarkably durable. We see two main reasons for this persistence:

1. Short-term performance pressures

Quality investing often tests investor patience, particularly during bull markets. As shown in the chart below, high quality companies 
typically modestly lag low quality stocks during market upswings, though they materially outperform in downturns. This pattern 
creates a challenging dynamic, since both individual and professional investors face constant pressure to deliver short-term results. 
These institutional constraints and behavioural biases lead many investors to abandon quality investing precisely when patience 
would be most rewarded.

Figure 2: Quality companies relative performance is strongest in down months

Source: MSCI, GMO, Canopy Investors. Data from 31/1/1988 to 31/3/2023. GMO defines quality companies as those with high profitability, low profit volatility, 
and minimal use of leverage. Junk companies are the inverse. 
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2. Subjectivity complicates replication

Quality resists straightforward quantification. While academic studies rely on various metrics to measure quality – from profitability 
to leverage ratios – no single definition captures all relevant aspects and almost all are backwards looking. Many crucial elements, 
such as management capability or changing competitive positioning, require insight and subjective judgment. This complexity makes 
it difficult to systematically replicate quality investing through algorithms or rigid frameworks, helping preserve the opportunity for 
disciplined investors.

Our approach
At Canopy, we have developed a clear framework for identifying truly high-quality companies, focusing on four essential 
characteristics:

• Sustainable competitive advantages such as scale, business process, customer loyalty, and network effects. These advantages 
allow a business to generate superior returns on capital and capture at least its share of industry growth.

• Operation in secularly growing industries with a low chance of being disrupted.

• Competent and aligned management who can navigate the business through an uncertain future, leaning into strengths and 
capitalising on inevitable changes in circumstances. 

• Effective management of environmental, social, and governance (ESG) risks that pose long-term challenges to their business.

We are convinced there is no substitute for quality. By focusing on exceptional businesses rather than market timing or price 
momentum, we align ourselves with the world’s best investors in pursuing sustainable wealth creation.

The content contained in this article represents the opinions of the authors. The authors may hold either long or short positions insecurities of various companies discussed in 
the article. The commentary in this article in no way constitutes a solicitation of business orinvestment advice. It is intended solely as an avenue for the authors to express their 
personal views on investing and for the entertainment of the reader. 

This information is issued by Bennelong Funds Management Ltd (ABN 39 111 214 085, AFSL 296806) (BFML) in relation to the Canopy Global Small & Mid Cap Fund. The Fund is 
managed by Canopy Investors, a Bennelong boutique. This is general information only, and does not constitute financial, tax or legal advice or an offer or solicitation to subscribe 
for units in any fund of which BFML is the Trustee or Responsible Entity (Bennelong Fund). This information has been prepared without taking account of your objectives, financial 
situation or needs. Before acting on the information or deciding whether to acquire or hold a product, you should consider the appropriateness of the information based on your 
own objectives, financial situation or needs or consult a professional adviser. You should also consider the relevant Product Disclosure Statement (PDS) which is available on 
the BFML website, bennelongfunds.com, or by phoning 1800 895 388 (AU) or 0800 442 304 (NZ). Information about the Target Market Determinations (TMDs) for the Bennelong 
Funds is available on the BFML website. BFML may receive management and or performance fees from the Bennelong Funds, details of which are also set out in the current 
IM and or PDS. BFML and the Bennelong Funds, their affiliates and associates accept no liability for any inaccurate, incomplete or omitted information of any kind or any losses 
caused by using this information. All investments carry risks. There can be no assurance that any Bennelong Fund will achieve its targeted rate of return and no guarantee against 
loss resulting from an investment in any Bennelong Fund. Past fund performance is not indicative of future performance. Information is current as at the date of this document.  
Canopy Investors (ABN 88 677 231 079) is a Corporate Authorised Representative of BFML.
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For more information, visit 
canopyinvestors.com or call  
1800 895 388 (AU) or 0800 442 304 (NZ).


