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While mega cap growth’s market leadership has been well publicized, another element of the market that rallied 
strongly has been so called “junk.” Investors have different definitions of low quality stocks, but many of these 
elements have outperformed in the past year in the Russell 1000 Index.
• Stocks with negative earnings have beaten positive earners by 30.1% over the last 12 months, which is the

largest divergence in performance since 2009 after the Great Financial Crisis.
• The most levered quintile based on long-term debt to equity has been beating the least levered group by

13%, also the highest since 2009.
• The bottom quintile of return-on-equity (ROE) has beaten the top quintile of stocks by 21.3%.

There are two notable points about the performance of ROE (monthly returns are pictured below). A barbell-like 
performance scenario has emerged with the “junk” names having outperformed the average stock by 22.3% and 
the top quintile of profitability has also outperformed the average stock by 1.1%. Secondly, the negative spread for 
the year was driven by only two months – April and November of this year – each with a worse than -10% spread. 
We saw similar sharp drawdowns not only in 2009, but in the value rallies that followed the internet bubble.

Based on historical evidence, “junk” rallies tend to be short lived. The top quintile of ROE has outperformed 
the bottom quintile by about 5.3% on average since the beginning of 1986. However, when ROE has suffered a 
20% drawdown like the most recent environment, ROE has then performed more strongly, with an average of a 
12.2% spread over the forward next 12 months and a 9.0% spread per year for the forward 36 month period. A 
normalization in quality vs “junk” returns could be a boon to quality-based active managers. 
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