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Quality Investment Style in A Difficult Market 

The last decade has seen significant growth in high-quality equity funds. The success of the 
United Kingdom’s largest retail fund, Fundsmith Equity (£24 billion fund size at the end of July 
2022), is testament to this. Exceptional performance over time is the reason for this success. So 
far, however, this years’ performance has been very disappointing. 

 

This begs the question whether the time for quality investment outperformance is finally over. Given the difficulty of the 

current market environment, some investors would have expected quality equities to offer a degree of protection. 

Traditionally, value and growth factors have been the most popular for investors seeking pockets of the market that will 

deliver excess returns over time. The value factor captures companies trading below their intrinsic values (cheap). The 

growth factor captures companies with above average growth rates. High quality companies tend to fall under the growth 

factor, given their growth focus, but can also be captured under value when trading below their intrinsic values. 

 

The MSCI Quality Index captures the performance of quality growth stocks by identifying stocks with high quality scores 

based on three main fundamental variables: a high return on equity (ROE), stable year-on-year earnings growth, and low 

financial leverage. Intuitively, businesses that score well on these metrics are likely to be more sustainable and outperform 

long term. Given the strength of the businesses, it is reasonable to expect decent returns in various market environments. 

 

Why, then, has quality underperformed this year? 
 

2022 has been a difficult year for stocks in general, but quality equity funds have done worse than the market as illustrated 

in the table below. 

Fund/Index YTD 1 Year 5 Years 10 Years 

Quality Equity Fund F -26.2 -21.9 9.0 13.4 

Quality Equity Fund N -21.5 -17.0 6.6 8.1 

MSCI ACWI NR USD -20.2 -15.8 7.0 8.8 

MSCI ACWI Quality NR USD -24.3 -18.6 10.2 10.9 
 

Source: Morningstar Direct (30 June 2022). Returns in USD, Net-of-Fees 

 

The big change in the market environment is the rising inflation and interest rates, which has seen quality and growth 

investments underperform value investments. Share valuations suffer with rising interest rates as a higher discount rate is 

applied on future earnings (that is, mechanically reducing the present value of future cash flows). Thus, assets with longer 

duration (quality/growth) deriving a greater portion of their value from earnings occurring many years in the future are 

penalized more by the higher discount rate. Value stocks with shorter-duration cash flows are less sensitive to changes in 

interest rates.  
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Does this mean the time for quality outperformance is over? 
 

In addition to the impact of a higher discount rate, another important consideration is fundamentals. High quality companies 

tend to have a competitive advantage, better pricing power, higher gross margins and low capital intensity. This bodes well 

in providing some inflation protection given the ability to grow earnings above inflation, unlike price takers that lack a 

competitive advantage. While quality companies aren’t necessarily fully insulated from inflation risks, the negative impact of 

inflation is somewhat dampened relative to other businesses. As investors focus more on these fundamentals, rather than 

the macroeconomic environment, we expect quality outperformance. 

 

At Seed we like the attributes of high-quality businesses and recognise the opportunity that they present for good long-term 

returns. We have identified skilful active managers in this space, delivering index and peer beating returns. Our global funds 

have exposure to high quality equity strategies, and this should be a key driver of returns going forward. The risk-and-reward 

chart below shows the value added by quality strategies over the last 20 years with lower volatility. Such is the profile of 

returns we want our clients to be exposed to.  

 

Chart 1: Risk and Reward from 1 March 2002 to 30 June 2022 
 

 

Source: Morningstar Direct (30 June 2022). Fund Returns in USD, Net-of-Fees 

*Quality Equity Fund Proxy consists of a string of actively managed quality equity funds making up the track record 
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For questions or for more information, please do not hesitate to reach out to our Investment Team on 

investmentteam@seedinvestments.co.za. We are on the journey with you, and always love hearing from you! 

 

All the Best, 

 

 

 

 

 

Tawanda Mushore CFA,FRM 

Head of Research 
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DISCLAIMER 

 

Seed Investment Consultants is an Authorised Financial Services Provider in terms of the Financial Advisory and Intermediary Services Act (Act No. 37 of 

2002). The laws of the Republic of South Africa shall govern any claim relating to or arising from the contents of this document. This document may not be 

amended, reproduced, distributed or published without the prior consent of Seed Investment Consultants. 

  

No guarantee is provided as to the values of any financial product mentioned in this document. All illustrations, forecasts, information and opinions provided 

within this document are of a general nature and are not intended to address the circumstances of any particular individual or entity. This document does 

not  constitute  a solicitation, invitation or investment recommendation. While we endeavour to provide accurate and timely information, all illustrations, 

forecasts or hypothetical data are not guaranteed and are provided for illustrative purposes only. We make no representation or warranty, expressed or 

implied with respect to the correctness, accuracy or completeness of the illustrations, forecasts, information or opinions. No party should act upon such 

information or opinion without obtaining the appropriate professional and specialised financial, legal and tax advice based upon a thorough examination of 

their particular situation. Seed Investment Consultants will not be held liable for any direct or consequential loss or damage suffered by any party as a result 

of that party acting on or failing to act on the basis of information or opinion provided by or omitted from this document.  

 

The value of financial products can increase as well as decrease over time depending on the value of the underlying securities and market conditions. 

Changes in exchange rates may have an adverse effect on the value price or income of any product.  

 

Past performance is not necessarily a guide to future performance. Performance has been calculated using net NAV to NAV numbers with income 

reinvested. The performance for each period shown reflects the return for investors who have been fully invested for that period. Individual investor 

performance may differ as a result of initial fees, the actual investment date, the date of reinvestments and dividend withholding tax. Full performance 

calculations are available from the manager upon request.  

 

Prescient Management Company (RF) (Pty) Ltd are registered and approved under the Collective Investment Schemes Control Act (No.45 of 2002). 

Collective Investment Schemes in Securities (CIS) should be considered as medium to long-term investments. There is no guarantee in respect of capital 

or returns in a portfolio. CIS’s are traded at the ruling price and can engage in scrip lending and borrowing. The CIS may borrow up to 10% of the market 

value of the portfolio to bridge insufficient liquidity. A CIS may be closed to new investors in order for it to be managed more efficiently in accordance with 

its mandate. CIS prices are calculated on a net asset basis, which is the total value of all the assets in the portfolio including any income accruals and less 

any permissible deductions (brokerage, STT, VAT, auditor’s fees, bank charges, trustee and custodian fees and the annual management fee) from the 

portfolio divided by the number of participatory interests (units) in issue. Forward pricing is used. In the event that specific CIS in securities are mentioned 

please refer to the relevant Minimum Disclosure Document in order to obtain all the necessary information in regard to that unit trust. In rare instances 

redemption transactions may be subject to a redemption fee. The applicable Prospectus and Key Investor Information Document will be made available 

upon request. 

 

Please note that there are stipulated cut-off times for all documents, notifications of deposit, investment, redemption and switch applications. These cut-

off times are product or fund specific and the applicable guidelines have been stipulated on the relevant supporting or transaction documents, application 

forms and Minimum Disclosure Documents. Where all required and supporting documentation is not received before the stated cut off  time no service 

provider shall not be obliged to transact at the net asset value price as agreed to. Prices are published daily and are available on the Prescient website at 

www.prescient.co.za.  

 

Investors should at all times remain aware of the risks involved in the buying or selling of any financial product. Where foreign securities are included in a 

portfolio there may be potential  constraints on liquidity and the repatriation of funds, macroeconomic risks, political risks, foreign exchange risks, tax risks, 

settlement risks, and potential limitations on the availability of market information. The investor hereby acknowledges the inherent risk associated with any 

selected investments and that there are no guarantees (Paragraph 6(2)(f) of BN92). The Manager retains full legal responsibility for any third-party named 

portfolio (Paragraph 6(1)(g) of BN92). 

 

For any additional information please visit our website on www.seedinvestments.co.za. 
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