
MARKET VIEW
DO “SAFETY” STOCKS HAVE STAYING POWER?

In a post–QE market environment, “safety” stocks may continue to benefit from investor demand.
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Low Volatility Index, U.S., 1967-2015
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CHART 1. VALUATIONS OF LOW-VOLATILITY STOCKS ARE AT HISTORICALLY HIGH LEVELS 
VALUATION AND RELATIVE PERFORMANCE OF SMART BETA LOW-VOLATILITY STRATEGIES

Source: Research Affiliates, LLC, using data from CRSP/Compustat. Performance quoted represents past performance. Past performance is not a reliable indicator or a guarantee of future results. 
The historical data shown in the chart are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are unmanaged, do 
not reflect the deduction of fees or expenses, and are not available for direct investment.

Investment researchers have long recognized that different 
factors, such as market capitalization or style (value or growth), 
can affect the performance of many stocks at the same time. His-
torically, investors could gain exposure to these factors by choosing 
actively managed portfolios, which potentially could tilt toward 
these well-known factors. More recently, the proliferation of 
“smart beta” strategies has enabled investors to access more 
reliably the return profiles associated with a variety of factors.

In the post–quantitative easing (QE) environment, exposure to 
several different factors has produced attractive returns, as the 
U.S. equity market has become more volatile—specifically, those 
stocks with characteristics such as low volatility, high quality, and 
high or growing dividend yields. These more broadly can be classi-
fied as “safety” stocks. Such stocks typically outperform during 
periods of market turmoil, declining less on average than the 
broader market. In addition, many of these stocks tend to generate 
higher levels of income through dividend payouts, which has 
become attractive to certain investors, as yields on many fixed-
income securities remain historically low. Finally, recent enthu-
siasm is in no small part due to the ability of recently launched 
smart beta funds to funnel the flow of investor funds directly into 
safety securities.

The excellent performance and rising valuations of many of 
these safety stocks, however, has caused some concern about the 
future viability of these strategies. Rob Arnott, one of the founders 
of smart beta at Research Associates, has generated a great deal 
of industry attention by questioning the current valuations of 
some popular safety-oriented smart beta strategies. As illustra-
ted in Chart 1, he measures valuations of low volatility to be near 
historical extremes. In Chart 2, his measurements of relative 
valuation in high-quality stocks (a related but certainly not iden-
tical concept) show them to be in line with historical averages, 
coming off a period of historical cheapness. In both cases, what is 
apparent is that the performance cycles of these factors are quite 
long, often decades.

Research by Ned Davis, specifically on the performance cycle of 
high-quality stocks, comes to a similar conclusion. Chart 3 shows 
that we are, indeed, coming off a period of underperformance by 
quality stocks. But the mean reversion of these cycles occurs over 
very long periods, sometimes taking decades to play out.

We expect this post–QE market environment of lower yields and 
higher volatility to persist, so the drivers of outperformance for 
safety stocks should remain in place, and that, as such, there’s 



little reason to expect that investor demand for safety stocks will 
abate in the near term. While it’s true that these stocks are, in 
some cases, expensive relative to history, we nevertheless believe 
that some premium to historical levels is justified. These stocks 
provide bond-like characteristics—i.e., they are dampening port-
folio volatility and providing income in a time of historically low 
bond yields. 

Looking at these stocks as sources of growth and income 
reveals them to be attractive relative to the traditional fixed-income 
universe, despite the stocks’ recent runs. In the case of many 
quality stocks, the yield advantages are sustainable and the stocks 
offer the potential of long-term growth in payout, a characteristic 
that should keep volatility in check.

While we believe the broad category of safety stocks merits 
long-term allocations, it also is our view that investors should be 
selective in this space. The price paid for an investment is always 
important—a truism that many rules-based investment strate-
gies are not able to address and that some actively managed 
strategies have chosen to ignore. We believe that investors would 
be well served by being mindful of valuation when allocating to 
safety stocks.

Warren Buffet’s observation that “only when the tide goes out do 
you discover who’s been swimming naked” may well apply here. 
While we believe the need for both income and volatility reduction 
will continue to drive returns for these stocks, there naturally will 
be a time when safety factors go out of favor, and the prices paid for 
these securities will be an important determinant of their perfor-
mance. A skilled and seasoned manager focused on the price paid 
for safety is in a unique position to add value through such times. 

IMPORTANT INFORMATION
Risks to Consider: The value of investments in equity securities will fluctuate in response to general economic conditions and to changes in the prospects of particular companies and/or sectors in the economy. While 
growth stocks are subject to the daily ups and downs of the stock market, their long-term potential as well as their volatility can be substantial. Value investing involves the risk that the market may not recognize that securi-
ties are undervalued, and they may not appreciate as anticipated. The value of an investment in fixed-income securities will change as interest rates fluctuate and in response to market movements. As interest rates fall, the 
prices of debt securities tend to rise. As rates rise, prices tend to fall. No investing strategy can overcome all market volatility or guarantee future results.

Statements concerning financial market trends are based on current market conditions, which will fluctuate. All investments involve risks, including the loss of principal invested.

Smart beta refers to artfully constructed quasi-active indexes that rank stocks by traits other than their market value, the methodology employed by traditional benchmarks such as the S&P 500. 

The opinions in Market View are as of the date of publication, are subject to change based on subsequent developments, and may not reflect the views of the firm as a whole. The material is not intended to be relied upon as a 
forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt any investment strategy, and is not intended to predict or depict the performance of any investment. Readers 
should not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. Investing involves risk, including possible loss of principal. This document is prepared based on the 
information Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. Investors should consult with a financial advisor prior to making an investment decision.

Copyright © 2016 by Lord, Abbett & Co. LLC/Lord Abbett Distributor LLC. All rights reserved.
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CHART 2. HIGH-QUALITY STOCKS ARE COMING OFF A  
PERIOD OF HISTORICAL CHEAPNESS
VALUATION AND RELATIVE PERFORMANCE OF SMART BETA  
HIGH-QUALITY STRATEGIES
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Quality Index, U.S., 1967-2015

Source: Research Affiliates, LLC, using data from CRSP/Compustat. Performance quoted represents past perfor-
mance. Past performance is not a reliable indicator or a guarantee of future results. The historical data shown in 
the chart are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett or 
any particular investment. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not 
available for direct investment.

Source: Ned Davis Research. Daily data 09/26/1983–05/27/2016 (log scale). Performance quoted represents 
past performance. Past performance is not a reliable indicator or a guarantee of future results. 

CHART 3. REVERSION TO THE MEAN OCCURS OVER  
VERY LONG PERIODS
HIGH-QUALITY/LOW-QUALITY RATIO MEAN REVERSION

High Quality, Three-Year Rate of Change minus Low Quality, Three-Year Rate of Change 12.1%
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