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EXECUTIVE SUMMARY

Russell Investments believes that high momentum stocks will generate higher returns than
low momentum stocks over a market cycle. To capture this momentum premium, Russell
Investments’ equity funds are typically exposed to an allocation of high momentum stocks
through a market cycle. But momentum portfolios can be subject to “momentum crashes”.
Russell Investments therefore dynamically manage allocations to these high momentum
stocks looking at three broad indicators - cycle, valuation and sentiment.
The popular adage when it comes to investing is “buy low and sell high”. Another way many investors approach their
portfolios is to “sell the winners and buy the losers”, recycling capital from winning stock bets to average in on stocks
that have not been successful. Whilst this sounds like a good strategy, in practice, and especially in Australian
equities, doing the opposite has been a winning strategy – buying winners and selling losers has historically
generated strong excess returns for investors in the Australian stock market. This is the basis of momentum
investing.
For example, comparing a portfolio of high momentum stocks and a portfolio of high value (i.e. cheap) stocks in
Australia shows that the return to high momentum stocks is strong, and has historically outperformed the return from
a portfolio of value stocks.
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Russell Investments has strategic beliefs about a number of factors in equity markets and how we expect them to
perform through time1. Our belief on the momentum factor is that high momentum stocks will outperform low
momentum stocks over a market cycle, and actually tend to outperform for most of a cycle. Momentum stocks are
typically defined by relatively strong price performance over the past 12 months, or relatively strong recent earnings.
Stocks in the Australian market that are currently “high momentum” include Aristocrat Leisure, Boral, and Qantas.
One way to explain the existence of the momentum premium through time is behavioural, in that investors tend to
show herding behaviour and have a “fear of missing out” on stocks that have been appreciating in value.
Due to our belief in the momentum premium, our equity funds are generally exposed to an allocation of high
momentum stocks through a market cycle in order to harvest this expected excess return stream. As can be expected
when buying a portfolio of stocks that have performed well (and are generally expensive), momentum portfolios can
be volatile and subject to “momentum crashes”. As such, it is important to dynamically manage allocations to these
high momentum stocks. To do this, we look at three broad indicators. Whilst valuation is a key decision-making input
for any investment decision, it is also important to consider where we are in the economic cycle as well as gauge
market sentiment.
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Cycle
In order to measure where we are in the cycle and how this affects different segments of the market, we look across
three categories of indicators in earnings, economic, and policy. Overall, we see these signals as currently neutral on
momentum as we do not expect material change in the outlook for earnings in the market for the next 12 months, nor
do we expect substantial changes in the economic and policy environment for Australia in the near term.

Valuation
We currently see the aggregate value metrics on a portfolio of high momentum stocks as modestly attractive,
across a combination of asset- and earnings-based measures relative to the market, as well as relative to each
individual stock’s history. Comparing valuations relative to history helps us further understand how the market has
historically priced different market segments. For example, a stock or sector may be expensive on a P/E (Price
Earnings ratio) basis relative to the overall market at a point in time, however relative to its historical P/E range it may
be cheap.

Sentiment
Sentiment signals are more technical in nature, and look at how the market’s behaviour can help us make informed
timing decisions of when to enter and exit (or increase and decrease) positions. Currently, we see sentiment for
momentum is slightly positive. Momentum stocks have started to perform well this year after being aggressively
sold off in the second half of 2016, however on a 12-month basis (which is a key timeframe for sentiment),
momentum stocks are not yet showing strong metrics. One positive sentiment signal is that there is a good amount of
breadth amongst the recent performance of momentum stocks.
After the market’s rotation last year which saw momentum stocks dumped and left behind in favour of value stocks,
we view the current market as an attractive entry point to begin incrementally adding back exposure to high
momentum across our Australian equity funds.
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FOR MORE INFORMATION

Contact Russell Investments on 612-9229-5111 or visit www.russellinvestments.com/au

IMPORTANT INFORMATION
Issued by Russell Investment Management Ltd ABN 53 068 338 974, AFS Licence 247185 (RIM). This document provides general
information only and has not been prepared having regard to your objectives, financial situation or needs. Before making an investment
decision, you need to consider whether this information is appropriate to your objectives, financial situation or needs. This information has
been compiled from sources considered to be reliable, but is not guaranteed. This document is not intended to be a complete statement or
summary. Copyright © 2017 Russell Investments. All rights reserved. This material is proprietary and may not be reproduced, transferred,
or distributed in any form without prior written permission from Russell Investments.
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