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Momentum investing, one of the most studied factor-based strategies in modern finance, operates
on a straightforward psychological and quantitative premise: securities that have performed well
recently tend to continue performing well in the near to medium term, and those that have
performed poorly will continue to lag.

This article provides an in-depth analysis of momentum investing, outlining its inherent advantages,
its critical vulnerabilities across different market and economic cycles, and its application in the
mutual fund space.

1. The Mechanics of Momentum: Why Does it Work?

Moment momentum, unlike value or quality investing, is not concerned with a company's
fundamental strength or valuation. It focuses solely on price action. The persistence of trends is often
attributed to two main behavioural factors:

* Investor Under-reaction: When good news is announced, investors are slow to process and react
fully, causing the stock's price to drift up over an extended period. Momentum capitalises on this
slow incorporation of information.

* Herding/FOMO (Fear of Missing Out): Once a trend is established, more investors pile in, creating a
self-fulfilling prophecy where buying pressure further fuels the upward price trend.

What is a Momentum Fund?

A momentum fund is an investment vehicle (usually a mutual fund or Exchange-Traded Fund/ETF)
that implements a momentum factor investing strategy.

The core idea of momentum is rooted in the belief that assets that have performed relatively well
recently (winners) will continue to outperform, and assets that have performed poorly (losers) will
continue to underperform, at least for a period.

A typical momentum strategy involves:

e Selecting Stocks: Ranking a universe of stocks based on their past 6 or 12-month returns
(excluding the most recent month to avoid short-term reversals/transaction costs).

e Portfolio Construction: Buying the top-ranked stocks (high momentum) and often short-
selling the bottom-ranked stocks (low momentum), or simply holding a long-only portfolio of
the top momentum stocks.

e Periodic Rebalancing: The portfolio is regularly rebalanced (e.g., monthly or quarterly) to
capture the constantly shifting momentum.




Advantages of Investing in Momentum Funds
Advantage Description

Momentum has historically been one of the strongest and most persistent
factors, often generating high excess returns (alpha) over the market,
especially during strong, sustained bull markets.

High Potential
Returns

It profits from investor behavioural biases like under-reaction (investors are
slow to fully incorporate new information) and herding (investors rush to
buy what has performed well, driving prices up further).

Capture Behavioural
Biases

Momentum funds excel when the market has a clear, continuous trend
(upward in a bull market or downward in certain sectors/themes), as their
strategy naturally aligns with this persistence.

Strong Performance in
Sustained Trends

Momentum returns tend to have a low or negative correlation with the
Value factor, making a combined Value + Momentum portfolio a powerful
diversification tool for long-term investors.

Diversification from
Value

Disadvantages of Investing in Momentum Funds
Disadvantage Description

This is the biggest risk. Momentum funds suffer severe, sudden losses when a
clear market trend abruptly and violently reverses. The portfolio holds
"winners" that become "losers" very quickly, often during a sharp market
recovery from a deep crash.

Vulnerability to
"Momentum
Crashes"

Due to their concentration in stocks that are already trending, momentum
portfolios can exhibit significantly higher volatility and experience deeper
drawdowns than the broad market, particularly during market regime shifts.

High Volatility and
Drawdowns

The requirement to constantly rebalance the portfolio (selling old winners,
High Turnover and buying new ones) leads to high portfolio turnover, which can result in
Transaction Costs  substantial transaction costs and potential tax inefficiency in non-tax-sheltered
accounts.

In a speculative environment (like the late 90s tech bubble), the momentum
strategy naturally gravitates toward overvalued "fad" stocks, making the fund
highly susceptible to massive losses when the bubble bursts.

Exposure to "Fads"
or "Bubbles"




Momentum in Mutual Fund Products

For retail investors, the systematic nature of momentum is best accessed through structured
mutual fund products:

Factor Funds (Smart Beta): These are passive funds that track a momentum-specific index (e.g.,
Nifty Momentum 30 Index). They offer the lowest cost way to gain momentum exposure, with
regular, rules-based rebalancing (typically semi-annually).

Quant-Based Active Funds: These funds use momentum as one of several "factors" (alongside value,
quality, etc.) in a complex, multi-factor model. The fund manager can dynamically adjust the weight
of the momentum factor based on market conditions, aiming to mitigate the risk of a sharp reversal.

Performance in Various Market & Economic Cycles

Momentum's performance is highly dependent on the nature and velocity of market movements.

Market/Economic  Typical Momentum

Rationale
Cycle Performance
Strong, Sustained Excellent Trends are clear and persistent. The strategy buys
Bull Market Outperformance what's going up and holds it as it continues to climb.

The strategy shifts into more defensive "winners" (e.g.,

Slow, Grinding Bear Resilient to Moderate . N . .
utility, staples, or low-volatility sectors) which are still

Market Underperformance
P declining but at a slower rate than the overall market.
Early in the crash, the portfolio is still full of previous
Severe " R . . .
Sharp Market Crash winners" which now decline rapidly, leading to a
Underperformance
sharp drop.
This is the worst-case scenario. The previous losers
which the strategy was often shorting or ignorin
Sharp Market Catastrophic ( &Y gorie gl

rebound sharply, while the previous winners (in the
portfolio) continue to decline or lag. The strategy
misses the market bounce entirely or magnifies losses.

Reversal (Bounce) "Momentum Crash"

Following a momentum crash, the factor often
Post-Crisis Can struggle initially, underperforms until new, clearer trends emerge and
Recovery then recover are established, after which it can regain its
outperformance edge.




Case Studies in Various Market Cycles

Case Study 1: The Dot-Com Bubble Burst (2000 - 2002)
Cycle Late-Stage Bull (1998 - March 2000) followed by a Sharp Bear Market

Momentum

Exaggerated Rally, then a Massive Crash
Behaviour g8 v

In the late 1990s, momentum funds heavily loaded up on high-flying, growth-
oriented technology and dot-com stocks, which were the "winners" of the time. The
strategy enjoyed tremendous returns as the NASDAQ soared to its peak in March

Details 2000. When the bubble burst and the market regime abruptly shifted, the same tech
stocks collapsed. Since the momentum strategy was heavily concentrated in these
former winners, it magnified the losses during the sharp decline, resulting in one of
its most significant drawdown periods.

Momentum saw a spectacular rise but then a dramatic collapse, performing worse

Outcome
than the broad market during the correction phase.

Case Study 2: The Global Financial Crisis (GFC) and Post-GFC Rebound (2008 - 2009)

Cycle Sharp Bear Market followed by a Violent Reversal (March 2009)
Momentum . e . " "
R Muted in the initial decline, then a "Momentum Crash" on the rebound

Behaviour
During the initial market decline in 2008, momentum was initially shifting into
defensive stocks and commodities that held up better. However, when the market
bottomed in March 2009 and violently reversed, the stocks that had been beaten

Details down the most (past losers) saw the largest gains (a Value factor rally), while the

stocks that were previous winners (in the Momentum portfolio) lagged significantly.
This sudden regime shift caused a famous Momentum Crash where the factor
suffered a sharp, persistent period of underperformance, giving back a significant
portion of its past gains.

Outcome The strategy failed spectacularly in capturing the sharp market rebound,
experiencing a high-profile "crash" due to the sudden and powerful return reversal

Case Study 3: The COVID-19 Flash Crash and Recovery (Early 2020)




Cycle Exogenous Flash Crash followed by a Swift Recovery

Momentum

D .
Behaviour Sharp Drop followed by a Quick Recovery for some styles

In the early 2020 crash, the factor initially suffered as the stocks it held (past
winners, largely growth and tech before the crash) declined with the market.
However, in the subsequent recovery, the performance was mixed. A general long-
only momentum index often exhibited strong performance throughout 2020, as the
companies that benefited from the pandemic (e.g., large-cap tech, work-from-home
stocks) established powerful new trends. In contrast, academic pure long/short
momentum strategies (which shorted the "losers" like airlines and hospitality)
suffered a hit on the sharp March/April rebound when those beaten-down stocks
temporarily spiked. The takeaway here is that the specific implementation (long-only
vs. long/short) matters significantly.

Details

A complex performance, with the long-only indices performing well due to new
Outcome trends, but the academic factor strategy struggling with the speed of the market
reversal.

Final Perspective

Momentum investing is a high-conviction, dynamic strategy best suited for investors with a high-risk
tolerance and an investment horizon long enough to ride out the inevitable sharp drawdowns.

As a strategic component in a diversified portfolio, a systematic momentum mutual fund provides
exposure to a powerful factor that capitalises on human behaviour and market dynamics. It should
be used as a complement to core, stable investments, rather than as the portfolio's sole engine.

Consult your financial advisor to understand how a disciplined, factor-based approach like
momentum can be structured to align with your personal risk profile and financial goals.




