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There are many ways investors try 
outperforming the market. Tilting the 
portfolio regionally, moving up and 
down the market capitalisation spectrum 
or exposing their portfolio to different 
investment factors (risk premia). Some 
factors are well known and easily defined 
whilst others are less so. In recent times, 
much has been discussed about the “great 
rotation” from growth to value. Growth and 
value companies are widely understood, 
however there is another factor, namely 
quality, that has been on the sidelines 
recently and is less clearly defined. With 
fears of a correction or pullback rising after 
such a strong rally in equities – is it time 
investors start to pay more attention to this 
cohort of companies which often exhibit 
lower volatility, and provide more defensive 
characteristics whilst being capable of 
delivering a steadier growth path?

Quality is possibly the most subjective 
factor you will come across and one that is 
likely to differ depending on who you ask. 
Unsurprisingly, most investors would claim 
that they are investing in quality businesses, 
yet the results can vary wildly across these 
strategies – so what is quality and how do 
we define it? 

At Momentum we define quality businesses 
as those that have demonstrated a high 
and stable level of profitability over the long 
term. These businesses typically benefit 
from strong economic ‘moats’ (defendable 
competitive advantages) which enable 
them to sustain above average returns over 
longer periods. The businesses that fit these 
criteria generally have low capital intensity 
(with low reinvestment requirements), low 
leverage, strong cash flow generation and 
strong intellectual property such as brands. 

The focus on stability typically excludes 
companies in highly cyclical industries 
and leads you to more resilient businesses 
which often have low sensitivity to the 
economic cycles. These businesses are 
known as great compounders which 
can generate returns persistently across 
different economic environments. They are 
not fully immune from market swings but 
nevertheless one can expect a quality firm 
to be well placed to weather periods of 
uncertainty.

Unsurprisingly, we have observed that 
portfolios of genuinely high quality 
businesses have generated strong excess 
returns over the long term. 

The outperformance tends to be more 
pronounced during periods of heightened 
risk aversion, but the quality factor has 
proven it can keep up with the market or 
even outperform in rising equity markets 
too. Interestingly, the excess returns over 
the long run have not been associated 
with an increase in risk (as measured by 
volatility). This excess risk “premium” over 
the market is not widely understood. 

So why are these stocks able to generate 
excess returns over the long term with less 
risk? This seems counterintuitive and a 
contradiction to the Capital Asset Pricing 
Model (CAPM) where extra returns should 
be accompanied by a higher level of risk. 
There are many possible explanations, 
of which the majority are behavioural. 
Firstly, overconfidence bias is one issue. 
Humans are generally overconfident in 
their ability to forecast the future, and 
quality (low volatility) stocks usually have 
more predictable cashflows which can 
negate this issue, leaving less scope for 
forecasting errors. The ‘lottery effect’ is 
another reason, as higher volatility stocks 
are often associated with lottery tickets 
(potential for a large pay-off but the 
probability is low) and investors are willing 
to overpay for this optionality. Quality 
businesses also tend to be less ‘glamorous’ 
and lower octane, which typically leads 
to lower incidence of unfavourable events 
compared to their counterparts (high 
volatility stocks). As a result, they don’t 
tend to fall as much in market downturns 
relative to other companies and can 
compound returns at a greater rate over 
the course of multiple economic cycles. 
These possible explanations all point 
towards one thing: quality characteristics 
have been systematically undervalued by 
investors over time, relative to lower quality 
businesses, which has enabled them to 
outperform broad indices over the long 
run.

At Momentum, we have invested in quality 
strategies for many years and believe 
it plays a key role in all our portfolios, 
particularly as a diversifier to other style 
factors within the equity allocation. Quality 
stocks are a valuable tool for our outcome-
based investing approach as their stable 
return profile and defensive qualities help 
to deliver a smoother journey for our clients.
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For more information, please contact your adviser or alternatively contact:

Belvest Investment Services Limited
研富投資服務有限公司
9th Floor, Centre Mark II
305-313 Queen’s Road Central
Sheung Wan, Hong Kong

Important notes

This communication is issued by Belvest 
Investment Services Limited and/or 
Belvest related companies (collectively, 
and individually Belvest) solely to its 
clients, qualified prospective clients or 
institutional and professional investors. 
Unless stated otherwise, any opinions or 
views expressed in this communication do 
not represent those of Belvest. Opinions or 
views of any Belvest company expressed 
in this communication may differ from 
those of other departments or companies 
within Belvest, including any opinions or 
views expressed in any research issued by 
Belvest. Belvest may deal as Distributor or 
Agent, or have interests, in any financial 
product referred to in this email. Belvest 
has policies designed to negate conflicts of 
interest. Unless otherwise stated, this e-mail 
is solely for information purposes.

This message may contain confidential 
information. Any use, dissemination, 
distribution or reproduction of this 
information outside the original recipients 
of this message is strictly prohibited. If 
you receive this message by mistake, 
please notify the sender by reply email 
immediately.

Unless specifically stated, neither the 
information nor any opinion contained 
herein constitutes as an advertisement, an 
invitation, a solicitation, a recommendation 
or advise to buy or sell any products, 
services, securities, futures, options, other 
financial instruments or provide any 
investment advice or service by Belvest.

No representation or warranty is given as 
to the accuracy, likelihood of achievement 
or reasonableness of any figures, forecasts, 
prospects or return (if any) contained in the 
message. Such figures, forecasts, prospects 
or returns are by their nature subject to 
significant uncertainties and contingencies. 
The assumptions and parameters used 
by Belvest are not the only ones that 
might reasonably have been selected 
and therefor Belvest does not guarantee 
the sequence, accuracy, completeness 
or timeliness of the information provided 
herein. None of Belvest, its group members 
or any of their employees or directors shall 
be held liable, in any way, for any claims, 
mistakes, errors or otherwise arising out 
of or in connection with the content of this 
e-mail.

This e-mail and any accompanying 
attachments are not encrypted and cannot 
be guaranteed to be secure, complete or 
error-free as electronic communications 
may be intercepted, corrupted, lost, 
destroyed, delayed or incomplete, and/
or may contain viruses. Belvest therefore 
does not accept any liability for any 
interception, corruption, loss, destruction, 
incompleteness, viruses, errors, omissions 
or delays in relation to this electronic 
communication. If verification is required 
please request a hard-copy version. 
Electronic communication carried within 
the Belvest system may be monitored.
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