
<#>

© 2010 Morningstar, Inc. All rights reserved.

The Secret Sauce--Using Liquidity and

Momentum to Pick „Alpha‟ Managers

Tom Idzorek, Global Chief Investment Officer



2

Explaining Long Run Stock Returns

Momentum

Current

Liquidity

Emerging

Value

1980s-1990s

Size

1970s-1980s

Market

1960s-1970s



33

The Liquidity Premium

× What is the Liquidity Premium

× More liquid assets are priced at a premium

× Less liquid assets are priced at a discount, 

thus having higher returns

× Where can the Liquidity Premium be found?

× Private vs. Public Markets

× Stocks, Bonds, Real Estate, Inc.

× Within Public Markets

“Don‟t pay for liquidity you do not need”
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Illiquidity Premium Evidence

× Amihud and Mendelson (1991) shows that on-the-run treasury yield 

curves are lower than similar off-the-run yield curves despite an 

equivalent investment.  

× Silber (1991) finds that that restricted stocks trade at an average 

discount of around 30 relative to publicly traded stocks.  

× An illiquidity return premium in public equities has also been 

documented in Amihud and Mendelson (1986), Brennan and 

Subramanyan (1996), Datar, Naik, and Radcliffe (1998), and Pastor 

and Stambaugh (2003), and Chen, Ibbotson, and Hu (2010).

Complete references are in the Appendix
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The Illiquidity Premium

At the Stock Level
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The Stock Level Illiquidity Premium

Available:  morningstaradvisor.com Available:  global.morningstar.com/SBBIClassicYrBk Available:  zebracapital.com
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Liquidity Details

× Investment Universe:  Largest 3500 NYSE/AMEX/NASDAQ stocks

× Liquidity Definition:

Turnover Rate = Shares Traded per Year / Shares Outstanding

× Size Sort:

Market Capitalization

× Valuation Sort:

PE ratio based on trailing reported earnings

× Momentum Sort:

Trailing price momentum
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Liquidity vs. Size

Quartiles for NYSE/AMEX/NASDAQ

Compounded Annual Returns, 1972-2010

Liquidity Low Minus

High Liquidity

Size 1-Low 2 3 4

1-Small 18.17% 17.46% 13.51% 6.16% 12.01%

2 16.87% 15.15% 11.68% 6.52% 10.35%

3 15.15% 14.36% 12.87% 9.56% 5.59%

4-Large 12.49% 11.48% 11.55% 9.87% 2.62%

Small Minus Large 5.68% 5.98% 1.96% -3.71%

Based on http://www.zebracapm.com/files/LiqSty091010.pdf with updated annual numbers from Zebra Capital.
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Liquidity vs. Valuation

Quartiles for NYSE/AMEX/NASDAQ

Compounded Annual Returns, 1972-2010

Liquidity Low Minus

High Liquidity

Valuation 1-Low 2 3 4

1-Value 20.82% 17.98% 17.02% 12.53% 8.29%

2 15.74% 14.93% 13.54% 12.45% 3.29%

3 13.97% 12.46% 10.69% 8.04% 5.93%

4-Growth 11.93% 11.85% 7.88% 3.88% 8.05%

Value Minus Growth 8.89% 6.13% 9.14% 8.65%

Based on http://www.zebracapm.com/files/LiqSty091010.pdf with updated annual numbers from Zebra Capital.
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Liquidity vs. Momentum

Quartiles for NYSE/AMEX/NASDAQ

Compounded Annual Returns, 1972-2010

Liquidity Low Minus

High Liquidity

Momentum 1-Low 2 3 4

1-High Momentum 17.41% 15.74% 12.96% 11.02% 6.39%

2 17.18% 15.77% 12.86% 9.47% 7.71%

3 15.29% 14.45% 13.74% 9.38% 5.91%

4-Low Momentum 14.31% 10.64% 9.83% 5.59% 8.72%

High Minus Low 

Momentum

3.10% 5.10% 3.13% 5.43%

Based on http://www.zebracapm.com/files/LiqSty091010.pdf with updated annual numbers from Zebra Capital.
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The Illiquidity Premium

In Mutual Funds
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The Illiquidity Premium in Mutual Funds

a Morningstar company

The Liquidity Style of 

Mutual Funds

Working Paper

Thomas M. Idzorek, CFA

Global Chief Investment Officer

James Xiong, Ph.D., CFA

Senior Research Consultant

Roger Ibbotson, Ph.D.

Chairman – Zebra Capital Management

Current Version- October 2010

× Available at 

www.ibbotson.com/research

Please note: Slides 12-36 are in reference to this Ibbotson research paper "The Liquidity Style of Mutual Funds"
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Mutual Fund Liquidity Composites

× Investment Universe:  5000+ U.S. Equity Mutual Funds

× Stock Level Liquidity Definition:

Turnover Rate = Shares Traded per Year / Shares Outstanding

× Mutual Fund Liquidity Definition:

Weighted (based on holding size) Average Turnover Rate

× Organize mutual funds into composites (quintiles)
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Number of Funds with Required Data

Morningstar Category Start Date Number of Funds (Feb 1995) End Date Number of Funds (Dec 2009)

Small Value 42 238

Small Core 73 369

Small Growth 123 494

Mid Value 45 229

Mid Core 84 314

Mid Growth 131 527

Large Value 212 719

Large Core 322 1260

Large Growth 262 1048

Small 238 1101

Mid 260 1070

Large 796 3027

Value 299 1186

Core 479 1943

Growth 516 2069

All U.S. 1294 5198

All Non-U.S.* 634 815
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

All L1 (Low) 179 10.16 9.09 15.25 0.43 0.23 2.05

All L2 179 9.24 7.98 16.56 0.35 0.08 1.06

All L3 179 8.58 7.15 17.58 0.29 -0.03 -0.75

All L4 179 9.44 7.58 20.16 0.29 -0.07 -1.19

All L5 (High) 179 9.22 6.44 24.83 0.23 -0.22 -1.33

All Average 179 9.33 7.80 18.20 0.32 -- --

L1 - L5 0.94 2.65 -9.58 0.21 0.45 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

All US Equity Funds

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Small Value L1 179 12.26 10.86 17.61 0.5 0.14 2.69

Small Value L2 179 12.5 10.79 19.55 0.46 0.06 1.46

Small Value L3 179 11.91 10.17 19.63 0.43 0.01 0.26

Small Value L4 179 11.26 9.48 19.81 0.39 -0.05 -1.17

Small Value L5 179 10.05 8.09 20.75 0.31 -0.18 -2.2

Small Value Avg 179 11.59 9.91 19.27 0.42 -- --

L1 - L5 2.21 2.77 -3.15 0.18 0.32 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Small Value

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Small Core L1 179 12.67 11.25 17.74 0.51 0.24 3.21

Small Core L2 179 11.14 9.48 19.09 0.4 0.05 0.88

Small Core L3 179 10.71 8.81 20.43 0.35 -0.05 -1.35

Small Core L4 179 10.93 8.73 22.07 0.34 -0.1 -1.76

Small Core L5 179 10.13 7.94 21.98 0.3 -0.16 -2.09

Small Core Avg 179 11.11 9.29 20.02 0.38 -- --

L1 - L5 2.54 3.32 -4.24 0.21 0.4 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Small Core

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Small Growth L1 179 11.15 9.26 20.44 0.37 0.23 2.15

Small Growth L2 179 10.43 7.88 23.91 0.29 0.04 0.81

Small Growth L3 179 9.87 6.87 25.93 0.24 -0.08 -1.77

Small Growth L4 179 11.5 8.13 27.84 0.29 0 0.01

Small Growth L5 179 10.04 6.26 29.3 0.22 -0.17 -2.58

Small Growth Avg 179 10.6 7.77 25.22 0.28 -- --

L1 - L5 1.1 3.00 -8.86 0.15 0.4 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Small Growth

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Mid Value L1 179 12.15 11.06 15.52 0.56 0.19 3.66

Mid Value L2 179 11.28 9.95 17.13 0.45 0.04 0.69

Mid Value L3 179 11.11 9.76 17.23 0.44 0.02 0.35

Mid Value L4 179 11.45 9.82 18.92 0.42 -0.04 -0.75

Mid Value L5 179 9.72 7.81 20.39 0.3 -0.24 -2.52

Mid Value Avg 179 11.14 9.73 17.56 0.43 -- --

L1 - L5 2.42 3.25 -4.87 0.25 0.43 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Mid Value

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Mid Core L1 179 11.81 10.66 15.87 0.52 0.22 2.32

Mid Core L2 179 11.58 10.06 18.29 0.44 0.07 1.13

Mid Core L3 179 12.02 10.24 19.86 0.43 0.03 0.54

Mid Core L4 179 11.12 9.22 20.49 0.37 -0.08 -1.38

Mid Core L5 179 9.65 7.47 21.86 0.28 -0.24 -2.24

Mid Core Avg 179 11.23 9.61 18.87 0.41 -- --

L1 - L5 2.16 3.19 -5.99 0.24 0.46 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Mid Core

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Mid Growth L1 179 11.27 9.82 17.94 0.43 0.28 2.36

Mid Growth L2 179 11.26 9.14 21.82 0.35 0.11 1.87

Mid Growth L3 179 11.01 8.38 24.38 0.31 -0.01 -0.3

Mid Growth L4 179 10.39 7.35 26.15 0.26 -0.12 -2.32

Mid Growth L5 179 10.19 6.63 28.46 0.23 -0.21 -2.4

Mid Growth Avg 179 10.82 8.38 23.39 0.31 -- --

L1 - L5 1.08 3.18 -10.52 0.2 0.49 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Mid Growth

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Large Value L1 179 9.41 8.44 14.49 0.41 0.13 3.67

Large Value L2 179 8.75 7.65 15.38 0.34 0.04 1.59

Large Value L3 179 8.61 7.42 16.04 0.32 0 -0.15

Large Value L4 179 8.34 7.07 16.53 0.29 -0.05 -2.29

Large Value L5 179 7.52 6.11 17.32 0.23 -0.14 -2.98

Large Value Avg 179 8.52 7.35 15.88 0.31 -- --

L1 - L5 1.89 2.33 -2.83 0.18 0.28 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Large Value

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Large Core L1 179 8.95 7.95 14.69 0.37 0.14 2.88

Large Core L2 179 8.1 6.91 15.98 0.29 0.01 0.7

Large Core L3 179 7.97 6.66 16.76 0.27 -0.03 -1.21

Large Core L4 179 7.63 6.35 16.56 0.25 -0.05 -2.66

Large Core L5 179 7.84 6.3 18.12 0.24 -0.08 -1.39

Large Core Avg 179 8.1 6.86 16.31 0.28 -- --

L1 - L5 1.11 1.65 -3.42 0.13 0.23 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Large Core

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Large Growth L1 179 8.8 7.61 16.04 0.33 0.16 2.01

Large Growth L2 179 8.36 6.92 17.64 0.27 0.06 1.24

Large Growth L3 179 7.48 5.86 18.62 0.21 -0.05 -2.01

Large Growth L4 179 8.63 6.74 20.3 0.25 -0.01 -0.44

Large Growth L5 179 8.6 5.87 24.52 0.21 -0.14 -1.38

Large Growth Avg 179 8.38 6.68 19.15 0.25 -- --

L1 - L5 0.2 1.75 -8.48 0.12 0.31 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Large Growth

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Small L1 179 12.61 11.12 18.19 0.5 0.34 2.45

Small L2 179 11.19 9.36 20.06 0.38 0.12 1.25

Small L3 179 10.72 8.4 22.74 0.32 -0.04 -1.42

Small L4 179 10.59 7.76 25.28 0.28 -0.14 -1.68

Small L5 179 9.91 6.75 26.62 0.24 -0.25 -2.48

Small Avg 179 11 8.82 22.01 0.34 -- --

L1 - L5 2.7 4.37 -8.42 0.26 0.59 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Small

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results



26

N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Mid L1 179 11.42 10.24 16.08 0.49 0.32 2.13

Mid L2 179 11.58 10 18.7 0.43 0.17 1.91

Mid L3 179 11.28 9.25 21.29 0.36 0.02 0.54

Mid L4 179 10.34 7.75 24.07 0.28 -0.17 -2.63

Mid L5 179 10.08 6.91 26.7 0.25 -0.27 -2.24

Mid Avg 179 10.94 9.01 20.69 0.36 -- --

L1 - L5 1.34 3.33 -10.62 0.25 0.59 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Mid

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Large L1 179 9.35 8.34 14.81 0.39 0.2 2.1

Large L2 179 8.66 7.49 15.92 0.32 0.08 1.46

Large L3 179 7.71 6.41 16.72 0.25 -0.04 -1.29

Large L4 179 7.44 6.01 17.46 0.22 -0.09 -2.84

Large L5 179 8.11 6.03 21.23 0.22 -0.15 -1.21

Large Avg 179 8.25 6.93 16.83 0.28 -- --

L1 - L5 1.24 2.3 -6.42 0.18 0.35 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Large

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Growth L1 179 9.38 8.1 16.67 0.35 0.2 1.72

Growth L2 179 8.78 7.18 18.61 0.28 0.05 0.8

Growth L3 179 9.36 7.34 21.02 0.28 0.01 0.3

Growth L4 179 10.5 7.83 24.46 0.28 -0.01 -0.18

Growth L5 179 9.18 5.85 27.34 0.21 -0.21 -1.88

Growth Avg 179 9.44 7.4 21.17 0.28 -- --

L1 - L5 0.2 2.26 -10.67 0.14 0.4 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Growth

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Core L1 179 10.15 9.12 15.04 0.44 0.18 2.86

Core L2 179 9.1 7.84 16.54 0.34 0.02 0.42

Core L3 179 8.57 7.21 17.09 0.29 -0.05 -1.28

Core L4 179 8.9 7.43 17.81 0.3 -0.05 -1.44

Core L5 179 9.39 7.48 20.37 0.29 -0.1 -0.89

Core Avg 179 9.22 7.87 17.08 0.33 -- --

L1 - L5 0.76 1.63 -5.33 0.15 0.27 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Core

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

Value L1 179 10.3 9.29 14.86 0.46 0.15 3.28

Value L2 179 9.56 8.4 15.87 0.38 0.03 1.09

Value L3 179 9.55 8.27 16.68 0.36 0 -0.22

Value L4 179 9.26 7.92 17.03 0.34 -0.05 -1.91

Value L5 179 8.59 7.01 18.39 0.27 -0.15 -1.96

Value Avg 179 9.45 8.2 16.43 0.36 -- --

L1 - L5 1.71 2.28 -3.53 0.18 0.29 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Value

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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Growth $1

U.S Equity Fund Universe (Feb. 1995 – Dec. 2009)

Mutual Fund Quintiles, where L1 = Lowest Liquidity and L5 = Highest Liquidity

 

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results

*See Growth of $1 disclosure.
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Monthly Up-side / Down-side Capture Statistics

U.S Equity Fund Universe (Feb. 1995 – Dec. 2009)

Mutual Fund Quintiles, where L1 = Lowest Liquidity and L5 = Highest Liquidity

Up 

Periods

Down 

Periods

Average 

Up 

Market 

Return

Average 

Down 

Market 

Return

Up-

Market 

Capture

Down-

Market 

Capture

Average 

Decline 

Number of 

Draw

downs

All L1 117 62 3.03 -3.09 86.31 75.93 91.04 28

All L2 112 67 3.3 -3.75 93.91 91.88 97.57 21

All L3 109 70 3.47 -4.19 98.73 102.57 97.28 18

All L4 107 72 3.89 -4.75 110.45 116.32 89.07 18

All L5 106 73 4.37 -5.63 123.01 138.71 75.34 10

All 

Average 109 70 3.61 -4.28 102.78 104.85 95.11 18

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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The Average Stock Level Liquidity Measure (%)

U.S Equity Fund Universe (Feb. 1995 – Dec. 2009)

Mutual Fund Quintiles, where L1 = Lowest Liquidity and L5 = Highest Liquidity

Category L1 L2 L3 L4 L5 L1 L2 L3 L4 L5

Small Value 0.43 0.57 0.67 0.83 2.18 108 143 168 208 545

Small Core 0.47 0.65 0.80 1.05 3.17 118 163 200 263 793

Small Growth 0.65 0.91 1.16 1.52 4.38 163 228 290 380 1095

Mid Value 0.44 0.55 0.65 0.81 1.97 110 138 163 203 493

Mid Core 0.47 0.66 0.83 1.04 2.44 118 165 208 260 610

Mid Growth 0.63 0.87 1.09 1.42 3.23 158 218 273 355 808

Large Value 0.37 0.45 0.52 0.60 0.88 93 113 130 150 220

Large Core 0.42 0.54 0.60 0.67 1.08 105 135 150 168 270

Large Growth 0.51 0.64 0.75 0.92 1.80 128 160 188 230 450

Small 0.50 0.72 0.93 1.26 3.71 125 180 233 315 928

Mid 0.51 0.73 0.93 1.23 2.91 128 183 233 308 728

Large 0.42 0.54 0.62 0.74 1.37 105 135 155 185 343

Value 0.38 0.48 0.55 0.65 1.31 95 120 138 163 328

Core 0.44 0.56 0.64 0.78 1.82 110 140 160 195 455

Growth 0.54 0.71 0.89 1.18 2.90 135 178 223 295 725

All US 0.44 0.58 0.70 0.92 2.29 110 145 175 230 573

Daily Annualized

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

All L1 176 9.89 8.83 15.17 0.42 0.25 2.19

All L2 176 9 7.74 16.48 0.33 0.1 1.29

All L3 176 8.14 6.68 17.7 0.26 -0.03 -0.61

All L4 176 8.66 6.76 20.28 0.25 -0.08 -1.59

All L5 176 8.34 5.58 24.69 0.2 -0.23 -1.48

All Avg 176 8.8 7.26 18.24 0.29 -- --

L1 - L5 1.55 3.26 -9.52 0.23 0.48 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Monthly-Rebalanced Composites with Quarterly Implementation Delay

U.S. Equity Fund Universe (April 1995 – Dec. 2009)

Mutual Fund Quintiles, where L1 = Lowest Liquidity and L5 = Highest Liquidity

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

All L1 168 8.92 7.86 15.17 0.36 0.2 1.84

All L2 168 7.86 6.61 16.33 0.27 0.05 0.64

All L3 168 7.83 6.39 17.57 0.25 -0.01 -0.18

All L4 168 8.42 6.53 20.28 0.25 -0.06 -1.07

All L5 168 8.42 5.81 24.03 0.21 -0.15 -0.97

All Avg 168 8.29 6.77 18.09 0.27 -- --

L1 - L5 0.5 2.05 -8.87 0.16 0.35 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Annually-Rebalanced Composites – Performance Statistics

U.S. Equity Fund Universe (Jan. 1996 – Dec. 2009)

Mutual Fund Quintiles, where L1 = Lowest Liquidity and L5 = Highest Liquidity

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

All L1 119 3.28 1.5 19.16 0.03 0.04 0.4

All L2 119 4.07 2.69 16.9 0.08 0.14 1.28

All L3 119 2.97 1.58 16.92 0.01 0.05 0.37

All L4 119 2.37 0.74 18.27 -0.02 -0.02 -0.15

All L5 119 1.13 -1.63 23.84 -0.07 -0.18 -0.77

All Avg 119 2.76 1.15 18.19 0 -- --

L1 - L5 2.15 3.13 -4.69 0.1 0.22 --

L1 = Low Liquidity Composite

L5 = High Liquidity Composite

Monthly-Rebalanced Composites – Performance

Non-U.S. Equity Fund Universe (Feb. 2000 – Dec. 2009)

Mutual Fund Quintiles, where L1 = Lowest Liquidity and L5 = Highest Liquidity

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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A Momentum Premium

In Mutual Funds
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Mutual Fund Momentum Composites

× Investment Universe:  U.S. Equity Mutual Funds

× Stock Level Momentum Definition:

Trailing 6 month total returns

× Mutual Fund Momentum Definition:

Weighted (based on holding size) Average Momentum

× Organize mutual funds into composites (quintiles)
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All US Equity Funds

Feb. 1995 – Dec. 2009

N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

All M1 179 5.44 3.86 18.25 0.10 -0.29 -2.15

All M2 179 7.47 6.14 16.83 0.23 -0.09 -1.16

All M3 179 9.11 7.72 17.34 0.32 0.01 0.31

All M4 179 10.70 9.14 18.49 0.39 0.10 2.42

All M5 179 12.88 10.81 21.64 0.43 0.18 1.55

All Average 179 9.09 7.60 17.97 0.31 -- --

M5 minus M1 -7.44 6.95 3.39 0.33 0.47 --

M1 = Low Momentum Composite

M5 = High Momentum Composite

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results



41

Momentum Results

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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Monthly Up-side / Down-side Capture Statistics

U.S Equity Fund Universe (Feb. 1995 – Dec. 2009)

Mutual Fund Quintiles, where M1 = Lowest Momentum and M5 = Highest Momentum

Up 

Periods

Down 

Periods

Average 

Up 

Return

Average 

Down 

Return

Average 

Up 

Market 

Return

Average 

Down 

Market 

Return

Up-

Market 

Capture

Down-

Market 

Capture

All M1 112 67 3.31 -4.35 3.12 -4.25 88.18 104.63

All M2 109 70 3.38 -3.72 3.21 -3.97 91.17 97.22

All M3 110 69 3.59 -3.83 3.45 -4.05 98.3 99.17

All M4 109 70 3.94 -3.95 3.73 -4.2 106.11 102.83

All M5 111 68 4.45 -4.59 4.22 -4.6 119.55 113.04

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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Combining Liquidity and Momentum

The Secret Sauce
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Mutual Fund Composites – Liquidity and Momentum

× Investment Universe:  U.S. Equity Mutual Funds

× Liquidity

× Stock Level Liquidity Definition:

Turnover Rate = Shares Traded per Year / Shares Outstanding

× Mutual Fund Liquidity Definition:

Weighted (based on holding size) Average Turnover Rate

× Calculate Normalized Liquidity Score

× Momentum

× Stock Level Momentum Definition:

Trailing 6 month total returns

× Mutual Fund Momentum Definition:

Weighted (based on holding size) Average Momentum

× Calculate Normalized Momentum Score

× Organize mutual funds into composites (quintiles)
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All US Equity Funds

Feb. 1995 – Dec. 2009

N Periods

Arithmetic 

Mean ()

Geometric 

Mean ()

Standard 

Deviation ()

Sharpe 

Ratio

Monthly 

Alpha 

Relative to 

Average ()

T-Statistic 

of Alpha 

Relative to 

Average

All L+M 1 179 4.72 2.91 19.42 0.06 -0.44 -3.54

All L+M 2 179 7.2 5.82 17.13 0.21 -0.15 -1.98

All L+M 3 179 8.93 7.56 17.21 0.31 -0.03 -0.6

All L+M 4 179 10.78 9.34 17.82 0.41 0.1 2.81

All L+M 5 179 14.1 12.24 20.54 0.51 0.28 2.65

All Average 179 9.1 7.61 17.97 0.31 -- --

L+M 5 minus L+M 1 9.38 9.34 1.13 0.45 0.73 --

L+M 1 = High Liquidity and Low Momentum Composite

L+M 5 = Low Liquidity and High  Momentum Composite

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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Combined Liquidity and Momentum Results

Feb. 1995 – Dec. 2009

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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Monthly Up-side / Down-side Capture Statistics

U.S Equity Fund Universe (Feb. 1995 – Dec. 2009)

L+M 1 = High Liquidity Low Momentum and L+M 5 = Low Liquidity High Momentum

Up 

Periods

Down 

Periods

Average 

Up 

Return

Average 

Down 

Return

Average 

Up 

Market 

Return

Average 

Down 

Market 

Return

Up-

Market 

Capture

Down-

Market 

Capture

All L+M 1 106 73 3.68 -4.4 3.31 -4.75 93.65 116.94

All L+M 2 109 70 3.41 -3.82 3.24 -4.08 92.01 99.96

All L+M 3 110 69 3.55 -3.8 3.42 -4.03 97.28 98.55

All L+M 4 110 69 3.8 -3.83 3.64 -4.03 103.63 98.53

All L+M5 111 68 4.33 -4.17 4.12 -4.19 116.94 102.73

For illustrative purposes only; Portfolios shown are not available for direct 

investment; Past performance is not indicative of future results
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× Liquidity is a powerful investment style at the stock level

× The liquidity investment style is clearly present in mutual funds and 

funds that hold less liquid stocks tend to outperform

× Surprisingly, the source of outperform for the low liquidity composite, 

seems to be superior down market performance

× The momentum investment style is also present in mutual funds and 

funds that hold stocks with high momentum tend to outperform

× In aggregate, composites of mutual funds that favor less liquid, high 

momentum stocks significantly outperformed

Conclusions
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× Returns show are an equally weighted average of all the mutual funds within the sample; are 

net of fees; assume reinvestment of all capital gains and dividends; past performance is not 

indicative of future results

× Up Periods and Down Periods simply report the total number of positive and negative monthly 

returns in the sample. 

× The Average Up Return and Average Down Return statistics report the average of all positive 

returns and all negative returns in the sample, respectively. 

× The Average Up Market Return and Average Down Market Return report similar statistics 

based on the performance of the “market,” which in this case is defined as the Russell 3000. 

× The Up-Market Capture and Down-Market Capture what percentage of the market‟s up and 

down movements are captured, respectively, where numbers greater than 100 indicate 

greater sensitivity than the Russell 3000 and vice versa.  

× The Average Decline identifies the average peak to trough loss. 

× The Number of Drawdowns identifies the number of peak to trough occurrences

Appendix – Upside Downside Table Statistics
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