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The Low-Quality Stock Rally in Q3 2025

The third quarter of 2025 was characterized by unusually sharp underperformance by active management
across multiple equity asset classes. The chart below includes the net excess returns across equity regions, as

reported to eVestment, for Q3 and the trailing 20-year period. In short, active management did not fare well
during the quarter.

Figure 1: Poor Q3 Active Results
(Median Excess Returns vs. Preferred Benchmarks)
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Source: eVestment. As of September 30, 2025. Performance is net of fees and is annualized for the trailing 20-year period.

Traditional quality factors—such as high return on equity, strong balance sheets, and stable earnings—
lagged, while low-quality equities outperformed. This dynamic highlighted a market regime in which investor
behavior leaned more heavily toward momentum-driven and valuation-insensitive positioning. As shown in
the following chart, the MSCI ACWI Quality
has now heavily trailed the MSCI ACWI for the
trailing 12 months following Q3. The quality
indices from MSClI seek to track the 20

Figure 2: MSCI ACWI Quality vs. MSCI ACWI
(12-Month Rolling Excess Returns)
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industries. Additionally, a perceived shift from the Federal Reserve toward a more accommodative policy
stance, combined with a rate cut, served as further support for Q3 conditions. Many investors viewed this as
supportive for positive market trends, leading to tightening credit spreads and a broad rally across risk assets.

When has this happened before?
Several prior episodes provide useful context for evaluating the Q3 2025 environment, three of which are
summarized below.

Dot-Com Bubble Rebound (1999-2000)

During the late stages of the dot-com bubble, unprofitable and speculative internet companies
surged dramatically. The rally was fueled by technological optimism, easy liquidity, and momentum
trading. The subsequent crash highlighted the risks of relying on sentiment-driven returns.

Post-GFC Rally in Low-Quality Financials and Cyclicals (2009-2010)

Coming out of the Global Financial Crisis, some of the highest returns were concentrated in
distressed financial institutions, high-leverage cyclical companies, and deeply discounted
industrials. While part of this rally was supported by a genuine earnings recovery, a substantial
portion was sentiment-driven and reversed as fundamentals normalized.

Early Pandemic Speculative Surge (2020-2021)

In the aftermath of the COVID-19 shock, unprecedented liquidity injections triggered a boom in
unprofitable technology companies, meme stocks, SPACs, and other early-stage innovators. Retail
enthusiasm and ultra-low rates drove flows into companies with limited earnings visibility. Many of
these stocks experienced sharp declines in 2022 as interest rates were hiked to combat inflation.

What could happen next?

While the low-quality rally delivered strong short-term returns in Q3, its durability is uncertain. Historically,
rallies led by companies with weak fundamentals have tended to fade unless supported by a sustained
improvement in earnings or macroeconomic conditions. Many outperforming companies can remain
unprofitable, with challenged balance sheets and limited cash flow visibility. Their valuations imply optimistic
expectations that may be difficult to meet in the future. Additionally, the speed of the rally raises the risk of
sharp reversals if sentiment shifts or liquidity tightens.

However, if the economy maintains moderate growth while rates fall, lower-quality cyclicals could remain
supported and outperform longer than some expect. Relative valuations between large- and small-caps
remain wide, which may support extended small-cap participation—even if low-quality leadership
moderates. Overall, the sustainability of this recent trend remains highly dependent on macro policy,
earnings stabilization, and investor risk appetite.
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Disclaimer of Warranties and Limitation of Liability

This document was prepared by RVK, Inc. (RVK) and may include information and data from some or all of the
following sources: client staff; custodian banks; investment managers; specialty investment consultants;
actuaries; plan administrators/record-keepers; index providers; as well as other third-party sources as
directed by the client or as we believe necessary or appropriate. RVK has taken reasonable care to ensure the
accuracy of the information or data, but makes no warranties and disclaims responsibility for the accuracy or
completeness of information or data provided or methodologies employed by any external source. This
document is provided for the client’s internal use only. It should not be construed as legal or tax advice. It
does not constitute a recommendation by RVK or an offer of, or a solicitation for, any particular security and it
is not intended to convey any guarantees as to the future performance of the investment products, asset
classes, or capital markets. This document should not be construed as investment advice: it does not reflect all
potential risks with regard to the client’s investments and should not be used to make investment decisions
without additional considerations or discussions about the risks and limitations involved. Any decision,
investment or otherwise, made on the basis of this document is the sole responsibility of the client or intended
recipient.

About RVK

RVK was founded in 1985 to focus exclusively on investment consulting and today employs over 100
professionals. The firm is headquartered in Portland, Oregon, with regional offices in Boise, Chicago, and New
York City. RVK is one of the five largest consulting firms in the world, as reported by Pensions & Investments'
2024 Special Report—Consultants. RVK’s diversified client base spans over 30 states, and covers endowments,
foundations, corporate and public defined benefit and contribution plans, Taft-Hartley plans, and high-net-

worth individuals and families. The firm is independent, employee-owned, and derives 100% of its revenue
from clients for investment consulting services.
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