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have responded to each event, and for more than 50

@ Alec Harper . years some investors have identified and classified the
Quantitative Equity Investment Specialist
~ AXAIM Core common characteristics of companies that have
delivered these identifiable and repeatable patterns of
return. Today this technique is more commonly known
. as factor investing.
Key points
There are many important academic studies on factors, with
e Factor investing allows investors to identify and perhaps the most famous being “Common risk factors in the
classify common characteristics of companies returns on stocks and bonds”, written by Nobel prize-winning
which deliver identifiable and repetitive patterns economists Eugene Fama and Kenneth French. They identified
of return size and value, in addition to beta, as factors that could account
for more than 90% of a diversified portfolio’s return. Some
« We believe Value, Quality, Momentum and Low years and a wealth of academic studies later, we have an array

of factors at our disposal to help quantify risk and understand

volatility are some of the most important factors _
investment returns.

in understanding investor behaviour in 2022

Rarely has that ability been more useful than in 2022 — 12 rocky
months that will likely be analysed and discussed by investors
and academics long into the future given the exceptional

¢ To navigate the year ahead, we believe investors
may potentially benefit from a diversified

exposure to factors, and that Quality and Low nature of events. With the effect of the coronavirus pandemic
volatility could possibly offer the best still lingering, particularly in China, war returned to Europe
combination following Russia’s invasion of Ukraine in February and

continued to rage as the year ended.

The impact on the world was a rapid rise in inflation, which
prompted persistent and, for many investors unnerving,
commentary on how far and how fast central banks would raise
interest rates to keep price rises in check.

Investing in equities has long been associated with
reward as well as the potential for short-term risk. While
markets have risen and fallen in response to a plethora
of reasons, there is some consistency in how investors
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However, through the prism of factors we can better
understand investor behaviour in 2022. While there are
hundreds of factors that could be considered for this analysis,
we believe the most important and academically validated
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groupings are Value, Quality, Momentum and Low volatility.
The exhibit below shows how tilt versions of each factor
performed relative to the standard MSCI World Index over each
month of 2022:
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Source: AXA IM, Refinitiv, MSCI. All data in US dollar terms.

Below, we explore each of these, review their behaviourin a
dramatic 2022, and then look ahead to see how they could
perform in 2023.

Value

Value is about finding underappreciated, and therefore
potentially misvalued, stocks. The level of mispricing is
subjective, but typically investors analyse a range of
fundamentals relative to current share price. These could
include items such as book value, trailing and/or predicted
earnings, dividends and/or cash flow, to name a few. Value
investors seek to arbitrage the price paid now for company
fundamentals against a future value they think the stock could
be worth.

The prolonged period of ultra-low interest rates prior to 2022
eroded the historical return premia attached to value investing.
Low interest rates allowed the discounted cashflow models
used by some investors to determine the present value of
future cashflows to be generous in their assumptions, with high
present valuations derived from the promise of equally high
future growth and a low cost of capital.

But with interest rates nearing 5% and corporate earnings
expectations falling, these assumptions have been revisited.
Furthermore, Value stocks typically offer the prospect of real
cash flow in the short term and an earnings yield (the inverse of
the price/earnings ratio) above the yield available from lower
risk assets, unlike the most richly valued stocks.
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This, combined with the dominant performance of cyclical
sectors such as energy and financials, left Value as the best
performing factor in 2022. This epiphany is both noteworthy in
magnitude and welcome for investors who have long
weathered headlines that heralded the death of value investing
and the rise of the fast-growing asset-lite elite.

Quality

Relative quality can be measured by the level and persistency
of a company’s delivered earnings, perhaps some analysis of
balance sheet health, and could include analysis of how
earnings could grow or decline in the future. Typically, high-
quality companies tend to deliver more consistent earnings and
may experience less share price volatility.

Quality has had quite an unusual year and has underperformed
at a time when it should have been rewarding for investors to
hold high-quality companies. Why? Typically, high-quality
companies have steady and repeatable cash flows, and may
have a protective moat around their profitability, either
through some unique product or unusually high barriers to
entry in their industry.

Looking at the stocks in the MSCI USA Quality Index at the end
of December 2021, however, and comparing them with a
growth index, there is a high degree of commonality.
Companies such as Apple, Microsoft, Meta and Nvidia are in
the top 10 of each. The shocks of 2022 brought into question
not only how much of a premium investors would pay for
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growth, but whether companies can pursue growth at the
expense of delivering cash to shareholders.

So, Quality had a reckoning in 2022, both in terms of the price
investors pay for Quality and whether Quality itself is
sustainable in an inflationary era.

Low volatility

Volatility measures the variation of stock price returns over
time. A Low volatility approach seeks to identify those stocks
with the lowest levels of volatility in their share prices, in
relative terms. These companies typically have stable
fundamentals such as strong balance sheets and resilient
earnings.

Low volatility had a good crisis. As happened in prior crises, the
peak stress months of April, June and September saw rapid
flights to stocks with the lowest sensitivity to market
movements as investors sought to protect capital. The only
factor close in performance terms was Dividend Yield, as the
total return component of equities became more important
than just the price return.

This natural desire to own lower-risk assets at times of stress is
a proven phenomenon, and 2022 certainly added another
proof point to the existing evidence. Low volatility investing
proved that it can be a potentially useful insurance policy for
any asset allocator once again.

Momentum

In its simplest form, Momentum is a measure of the rate of
price change relative to the market over a defined period,
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usually the previous 12 months. High levels of momentum can
indicate positive changes to a company’s fundamentals, while
low momentum may signal a possible decline in future
fundamentals.

A Momentum strategy therefore tries to capture trends in
sentiment towards a company, and in academic terms tends to
be a measure of share price relative strength. More
sophisticated views of this factor can include other features
that indicate positive business momentum and could include
earnings revisions or media sentiment.

The attractiveness of Momentum investing is that it simply
follows market trends, buying stocks that have done well or
which the consensus expects to do well. Using 2022 to illustrate
this, the exhibit below shows how correlated the rolling 12-
month return for the MSCI World Momentum Index is with
those of the MSCI World Value and Growth indices.

It’s very clear to see the impact of the post-pandemic growth
phase of 2021 giving way to the inflationary and rate-sensitive
environment of 2022, and Momentum’s correlation with Value
becoming much stronger as a result.

So, what does this tell us about Momentum? In a way,
Momentum is a multiplier, shifting its exposure to match
whatever is in vogue, and as we end 2022 Momentum became
more aligned with Value, with the correlation to Growth falling
away slightly. This also works at the sector level. After a year of
strong performance from the energy sector, according to data
from Refinitiv, 25% of the iShares MSCI USA Momentum Factor
ETF was allocated to energy stocks at the end of 2022. That
figure was just 5% as the year started.
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Source: AXA IM, Refinitiv, MSCI. All data in USD terms.
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What could 2023 bring?

The beauty of factor investing is that historic trends can
potentially give us insight into how we can expect stocks to
perform in the future.

We are most positive on Quality moving into 2023. While it
didn’t deliver its normal defensiveness in 2022, an economic
slowdown means that investors will likely favour, and perhaps
pay a premium for stocks with earnings growth. The broad-
based underperformance of this factor in 2022 means that
there are high-quality stocks at more attractive valuations,
which may give this factor an extra boost in 2023.

This relative valuation argument makes us slightly less positive
on Value. While we expect rising interest rates to be supportive
of Value, the valuation gap with Quality/Growth has made this
trade less compelling, and cyclical Value (oil for example) may
start to underperform in a recessionary environment.

Valuation also is one reason why we are neutral on Low
volatility as a style into 2023; prices of this group of stocks are
elevated after 2022 but we believe there could be more
volatility given the huge uncertainty around the
macroeconomic outlook. An allocation to Low volatility could
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be an important defensive position in the coming year but with
the risk of underperformance if macroeconomic conditions
surprise on the upside.

Momentum is our least favoured factor, certainly Momentum
based on price rather than more fundamental metrics such as
earnings revisions. Momentum can swing quickly should the
geopolitical or macroeconomic situation change, but we
believe the inherent lag in typical price momentum metrics
could be a headwind in an uncertain 2023, where short-term
relief rallies and periods of volatility may make trend following
more difficult.

Staying diversified

Given the outlook for 2023, we believe that investors could be
best suited by a diversified exposure to factors. We believe that
Quality and Low volatility could potentially offer the best
combination of factors for investors to navigate whatever 2023
may bring, and active management using factors could be
better rewarded than passively allocating to naive,
commaoditised factors given the extreme price movements seen
in 2022. The coming year is unlikely to be a smooth ride for
equity investors, and diversification of styles and exposures
could be more important than it has been in recent years.
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