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Boring is Beautiful: The Quality
Factor in Indian Markets

Indian equities structurally rewards “quality” and the evidence is
very hard to ignore. The reasons are distinctly Indian; (i) promoter-
dominated ownership, (ii) corporate governance dispersion and
(iii) wide earnings variability mean that disciplined selectivity
carries a durable edge. Quality portfolios, which are, screened on
ROE, low debt/leverage and earnings stability, have consistently
delivered superior returns with shallower drawdowns. In a market
where growth is abundant, but earnings integrity is scarce, quality
is not a style preference, it is a structural advantage.

HDFC Tru is the Investment Advisory arm of HDFC Securities Ltd; SEBI Registration No: INA000011538. Website: www.hdfc-tru.com, Email:
tru@hdfcsec.com, Phone: +91 9930203944
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Boring is Beautiful: The Quality Factor in Indian Markets

Executive Summary: What is Quality Factor?

Factor investing identifies persistent, pervasive characteristics of securities that explain differential returns across stocks over
time. Quality is one of the most academically well-grounded of these factors. Unlike momentum (which is purely price-driven)
or value (which focuses on cheap multiples), “quality” targets companies with demonstrably superior business fundamentals.

One of the most officially accepted academic framework, articulated by Asness, Frazzini and Pedersen, defines a quality
company as one that is Safe, Profitable, Growing and Well Managed (here). The MSCI / NSE Quality Index framework,
operationalises this through three core descriptors:

PROFITABILITY FINANCIAL SAFETY EARNINGS STABILITY
Return on Equity (ROE) Debt-to-Equity Ratio EPS Growth Variability

Measures the efficiency with Reflects the balance-sheet Rewards predictability.

which a company generates discipline of management. Companies with consistent
earnings from shareholder Low-leverage companies are earnings trajectories

equity. A persistently high better placed to withstand command premium valuations
ROE indicates durable credit cycles and economic and suffer fewer drawdowns.
competitive advantage. shocks.

The NSE applies this framework across its family of Quality strategy indices, including the Nifty100 Quality 30, Nifty200 Quality
30, and Nifty500 Quality 50. The Nifty100 Quality 30 selects the top-30 quality companies from the Nifty100 universe; the Nifty200
Quality 30 draws from a broader mid-to-large-cap pool; and the Nifty500 Quality 50 extends coverage across the full large, mid-
cap and small-cap spectrum.

Methodology

The Quality factor in India, has delivered a compelling and durable return premium in Indian equity markets. With factor-based
investing gaining rapid traction in India through mutual funds and ETFs, the “Quality” style offers investors a transparent, rules-
based path to superior risk-adjusted returns with lower drawdown and portfolio churn.

Table - 1: NSE Quality Index Construction & Methodology

Index / Metric Quality Index Broader Markets Index
(Nifty50, Nifty 500 etc.)

Primary Quality Screen ROE, D/E, EPS Variability (5yr) Market Cap Weighted
Rebalancing Frequency Semi-Annual Quarterly
Constituent Count 30 - 50 stocks 50 - 500 stocks
Weight Cap per Stock 5% maximum Typically uncapped
Pledged Promoter Shares Excluded (>20%) No restriction
llliquidity Filter (based on ADTV Bottom 10" percentile excluded Standard liquidity

and Turnover Ratio)
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“Quality Factor” Performance Overview: Global Markets and India

Globally, MSCI's analysis confirms that quality indexes have outperformed their parent benchmarks by around 100-300 basis
points since 1994, with lower drawdowns and higher sharpe ratio. During periods of elevated market volatility, “Quality” tends to
outperform, underscoring its defensive character.

Table - 2: MSCI Quality Strategy Performance (in USD, since 30 June, 1994)

Qua

A

7.6%

Annualized Returns 11.8% 8.7% 8.9% 6.6%
Sharpe Ratio 0.67 045 0.69 047 0.33 0.28
Maximum DD 49.6% 58.1% 48.0% 57.5% 62.9% 65.1%

Source: MSCI, HDFC TRU. Priced as on 27 Feb, 2026.
We note that these dynamics also translate directly to the Indian setting (refer Figure 1 below).

Figure - 1: NSE Quality Strategy (Nifty500 Quality 50) Cumulative Curve (re-based to 100, since 1 April, 2005)
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Source: NSE, HDFC TRU. Data Period: 1 April, 2005 to 27 March, 2026.

On a rolling return basis, Quality portfolios consistently outperformed the market for longer investment horizons.
Rolling returns analysis was conducted to eliminate recency bias in performance. Figures in Table 3 below shows number
of instances of outperformance of “Quality factor” with respect to the NIFTY 500 index.

Table- 3: NSE Quality Strategy Rolling Returns Performance (April’ 05 - March’26)

Nifty500 Quality 50 outperforming Nifty 500 (% instances)

Total Instances of

g\:r?zgment Obs':?\;;ﬁons Outperformance  Outperformance  Outperformance ~ Outperformance
(<0%) (0-5%) (>5%) (%)
1-year 4,960 40% 15% 45% 60%
3-years 4,463 30% 33% 37% 70%
5-years 3,967 24% 41% 35% 76%
7-years 3,471 16% 53% 31% 84%
10-years 2,727 6% 55% 38% 94%

Source: NSE, HDFC TRU. Data Period: 1 April, 2005 to 27 March, 2026.
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A drawdown is the peak-to-trough decline during a specific period of an investment. Our analysis suggests that “ Quality”
portfolios record lower drawdowns compared to the broader market (e.g. Nifty500), resulting in relatively better performance
during periods of market correction.

Figure - 2: NSE Quality Strategy (Nifty500 Quality 50) Drawdowns materially lower vs. the broader market (Nifty 500)
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Source: NSE, HDFC TRU. Data Period: 1 April, 2005 to 27 March, 2026.

How does the “Quality Style” perform across Market Capitalizations in India?

While the preceding charts and tables clearly demonstrate that the "Quality" factor tends to outperform the broader diversified
market (e.g. Nifty 500) over longer horizons, both on a cumulative and rolling basis. We note that, Quality also outperforms
across various market capitalizations (i.e. large, mid & small-caps), in the longer-term.

Figure - 3: NSE Large-Cap Quality Strategy Performance (re-based to 100, since 1 October, 2009)
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Source: NSE, HDFC TRU. Data Period: 1 October, 2009 to 27 March, 2026.
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Figure - 4: NSE Mid-Cap Quality Strategy Performance (re-based to 100, since 1 April, 2005)
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Source: NSE, HDFC TRU. Data Period: 1 April, 2005 to 27 March, 2026.

Figure - 5: NSE Small-Cap Quality Strategy Performance (re-based to 100, since 1 April, 2005)
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Source: NSE, HDFC TRU. Data Period: 1 April, 2005 to 27 March, 2026.

Assessing the performance of “Quality Factor” across Market Regimes / Cycles (since 2005)

We now examine how the “Quality” factor impacts returns throughout a specific market cycle. For this analysis, we evaluated the
period from April 2005 to March 2026, dividing the timeframe into four distinct market cycles. Each cycle was further categorized
into bull and bear phases, resulting in a total of four bull and four bear phases. Notably, as the bear phase of the fourth cycle is
currently ongoing, our data for this final period concludes on March 27, 2026. Our analysis was conducted on the Nifty500
Quality50 Index vs. the Nifty 500 Index.

HDFC Tru is the Investment Advisory arm of HDFC Securities Ltd; SEBI Registration No: INA000011538. Website: www.hdfc-tru.com, Email:
tru@hdfcsec.com, Phone: +91 9930203944
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Figure - 6: Market Cycle 1 (CAGR Return %, Apr’'05 — Dec’11)
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Figure - 7: Market Cycle 2 (CAGR Return %, Aug’13 — Mar’16)
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Figure - 8: Market Cycle 3 (CAGR Return %, Dec’16 — Mar’20)
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Figure - 9: Market Cycle 4 (CAGR Return %, Apr'20 - Mar’26)
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Source: NSE, HDFC TRU.

Key Results / Takeaways:

o During bull phase, across cycles analyzed above, quality companies tend to underperform the broader market in a bull run.

e During the bear phase, quality companies had lower drawdowns and outperformed the broader market by wide margins
(ex- the post COVID-19 cycle).

e However, on a consolidated basis and across a full market cycle, returns of top quality companies are significantly higher
as compared to the broader market.

e The only outlier is the April 2020 to March 2026 cycle (4t cycle), which followed a prolonged sideways market and just prior
to this cycle, Quality had outperformed Value by a historic margin, pushing the Quality-to-Value ratio to >2.

e Bull cycles typically begin with high-quality companies trading at a significant premium. However, as economic growth
accelerates, lower-quality firms often deliver higher returns by benefiting from rapid margin expansion, deleveraging through
equity raises, and aggressive P/E expansion. This dynamic reverses during bear phases, where lower-quality companies
face sharper margin contraction, rising leverage, and severe multiple compression. In contrast, high-quality companies
demonstrate fundamental resilience and lower P/E volatility, allowing them to consistently outperform over the full duration
of a market cycle.

o Above results are consistent with studies in other markets which suggest higher returns for high quality companies over the
long run. If anything, above results suggest that the quality premium in India could be substantial. This is possibly because
of the wide difference in quality between the top and bottom companies.

Risks and Considerations

While the Quality factor has delivered structural outperformance, investors should be aware of the following:

e Factor Cyclicality: Quality, like all factors, can underperform for extended periods. In strongly risk-on environments,
particularly early bull cycles following sharp drawdowns; lower-quality, high-beta stocks can outperform. The 2023 Indian
small- and mid-cap rally, for instance, saw a broad-based surge that temporarily disadvantaged quality screens.

e Valuation Risk: India already trades at a premium to most global emerging markets. Within India, quality companies
typically command further valuation premiums. Investors entering at peak multiples face the risk that valuation reversion
offsets the fundamental quality premium.

e Sector Concentration: Quality screens in India tend to overweight consumer staples, IT services, and Industrials sectors
with historically high and stable returns on equity. This can result in meaningful active sector bets relative to a market-cap-
weighted benchmark.

HDFC Tru is the Investment Advisory arm of HDFC Securities Ltd; SEBI Registration No: INA000011538. Website: www.hdfc-tru.com, Email:
tru@hdfcsec.com, Phone: +91 9930203944
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Our View

We view the current environment, characterised by heightened global uncertainty as a particularly constructive entry point for

Quality-oriented India equity allocations. The factor's inherent defensiveness, combined with India's structural long-term growth
story, creates a compelling combination of resilience and participation.

We recommend that investors consider Quality factor exposure both as a standalone smart-beta allocation and as a lens for
stock selection. Stocks with demonstrated quality discipline, measurable through high ROE, low leverage, and earnings stability,
have historically delivered superior downside protection while capturing an adequate share of market upside.

The Quality factor is one of India's most robust and academically validated return premia. A well-implemented quality
tilt provides superior risk-adjusted returns, lower drawdowns and a natural corporate governance screen. With an

expanding universe of passive and active vehicles now available, Quality deserves a strategic allocation in most long-
horizon Indian equity portfolios.

Figure - 10: Since April-2020 (post COVID-19 era), Value style has led the Indian equity market followed by Momentum,
while Quality has materially lagged, but we now anticipate a shift toward mean-reversion...
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Source: NSE, HDFC TRU. Data Period: 1 April, 2005 to 27 March, 2026.

Figure - 11: ...Quality and Value historically have exhibited an inverse relationship, with Quality-to-Value Ratio now at
a multi-year low... further strengthening the case for Quality
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Disclaimer

This communication is being sent by the Investment Advisory Group of HSL IA., registered under SEBI (Investment Advisors) Regulations,
2013 under the Registration number INA000011538.

This note has been prepared exclusively for the benefit and internal use of the recipient and does not carry any right of reproduction or
disclosure. Neither this note nor any of its contents maybe used for any other purpose without the prior written consent of HSL IA, Investment
Advisory Group (HSL IA). In preparing this note, we have relied upon and assumed, without any independent verification, accuracy and
completeness of all information available in public domain or from sources considered reliable. This note contains certain assumptions and
views, which HSL IA considers reasonable at this point in time, and which are subject to change. Computations adopted in this note are
indicative and are based on current market prices and general market sentiment. No representation or warranty is given by HSL IA as to the
achievement or reasonableness or completeness of any idea and/or assumptions. This note does not purport to contain all the information that
the recipient may require. Recipients should not construe any of the contents herein as advice relating to business, financial, legal, taxation, or
other matters and they are advised to consult their own business, financial, legal, taxation and other experts / advisors concerning the company
regarding the appropriateness of investing in any securities or investment strategies discussed or recommended in this note and should
understand that statements regarding future prospects may not be realized. It may be noted that investments in equity and equity-related
securities involve a degree of risk and investors should not invest any funds unless they can afford to take the risk of losing their investment.
Investors are advised to undertake necessary due diligence before making an investment decision. For making an investment decision,
investors must rely on their own examination of the Company including the risks involved. Investors should note that income from investment
in such securities, if any, may fluctuate and that each security’s price or value may rise or fall. Accordingly, investors may receive back less
than originally invested. Neither HSL IA nor any of its employees shall be liable for any direct, indirect, special, incidental, consequential,
punitive or exemplary damages, including lost profits arising in any way from the information contained in this material. This note does not
constitute an offer for sale, or an invitation to subscribe for, or purchase equity shares or other assets or securities of the company and the
information contained herein shall not form the basis of any contract. It is also not meant to be or to constitute any offer for any transaction.
HSL IA and its affiliates, officers, directors, key managerial persons and employees, including persons involved in the preparation or issuance
of this material may from time to time, have long or short positions in, and buy or sell the securities thereof, of company (ies) mentioned herein.
HSL IA may at any time solicit or provide commercial banking, credit, advisory or other services to the issuer of any security referred to herein.
Accordingly, information may be available to HSL A, which is not reflected in this material, and HSL IA may have acted upon or used the
information prior to, or immediately following its publication.

HSL IA neither guarantees nor makes any representations or warranties, express or implied, with respect to the fairness, correctness, accuracy,
adequacy, reasonableness, viability for any particular purpose or completeness of the information and opinions. Further, HSL 1A disclaims all
liability in relation to use of data or information used in this report which is sourced from third parties.

Please note that HDFC Securities has a proprietary trading desk. This desk maintains an arm’s length distance with the HSL IA team and all
its activities are segregated from HSL IA activities. The proprietary desk operates independently, potentially leading to investment decisions
that may deviate from research views.

HDFC securities Limited, | Think Techno Campus, Building - B, "Alpha", Office Floor 8, Near Kanjurmarg Station, Opp. Crompton Greaves,
Kanjurmarg (East), Mumbai 400 042 Phone: (022) 3075 3400 Fax: (022) 2496 5066

Compliance Officer: Murli V Karkera Email: complianceofficer@hdfcsec.com Phone: (022) 3045 3600

For grievance redressal contact Customer Care Team Email: customercare@hdfcsec.com Phone: (022) 3901 9400

HDFC Securities Limited, SEBI Reg. No.: NSE, BSE, MSEI, MCX: INZ000186937; AMFI Reg. No. ARN: 13549; PFRDA Reg. No. POP:
11092018; IRDA Corporate Agent License No.: CA0062; SEBI Research Analyst Reg. No.: INH000002475; SEBI Investment Adviser Reg.
No.: INA000011538; CIN - U67120MH2000PLC152193

Investment in securities market are subject to market risks. Read all the related documents carefully before investing.

Mutual Funds Investments are subject to market risk. Please read the offer and scheme related documents carefully before investing.

Registration granted by SEBI, membership of BASL (in case of 1As) and certification from NISM in no way guarantee performance of the
intermediary or provide any assurance of returns to investors.

This information is for educational/information purposes only.
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