Briefing Momentum in financial markets

Why Newton was wrong

Theory says that the past performance of share pricesis no guide to the future.

Practice says otherwise

HAT goes up must come down. It is

natural to assume that the law of
gravity should also apply in financial mar-
kets. After all, isn’t the oldest piece of in-
vestment advice to buy low and sell high?
But in 2010 European investors would
have prospered by following a different
rule. Anyone who bought the best-per-
forming stocks of the previous year would
have enjoyed returns more than12 percent-
age points higher than someone who
bought 2009’s worst performers.

This was not unusual. Since the 1980s
academic studies have repeatedly shown
that, on average, shares that have per-
formed well in the recent past continue to
do so for some time. Longer-term studies
have confirmed that this “momentum” ef-
fect has been observable for much of the
past century. Nor is the phenomenon con-
fined to the stockmarket. Commodity
prices and currencies are remarkably per-
sistent, rising or falling for long periods.

The momentum effect drives a jugger-
naut through one of the tenets of finance
theory, the efficient-market hypothesis. In
its strongest form this states that past price
movements should give no useful infor-
mation about the future. Investors should
have no logical reason to have preferred
the winners of 2009 to the losers; both
should be fairly priced already.

Markets do throw up
occasional anomalies—for =
instance, the outperfor-
mance of sharesin January
or their poor performance
inthe summer months—that
may be too small or unreli-
able to exploit. But the mo-
mentum effect is huge. Elroy
Dimson, Paul Marsh and Mike
Staunton of the London Busi-
ness School (LBs) looked at the
largest 100 stocks in the British
market since 1900. They calculat- %
ed the return from buying the 20
best performers over the past 12
months and then holding them, rebal-
ancing the portfolio every month.

This produced an annual average of10.3
percentage points more than a strategy of
buying the previous 12 months’ worst per-
formers. An investment of £1 in 1900
would have grown into £2.3m by the end
of 2009; the same sum invested in the los-
ers would have turned into just £49 (see
chart1on the next page).

Messrs Dimson, Marsh and Staunton

applied a similar approach to 19 markets
across the world and found a significant

momentum effect in 18 of them, dating -

back to 1926 in America and 1975 in larger
European markets. A study by AQr Capital
Management, a hedge fund, found that the
American stocks with the best momentum
outperformed those with the worst by
more than ten percentage points a year be-
tween 1927 and 2010 (see chart 2). AQR has
set up a series of funds that attempt to ex-
ploit the momentum anomaly.

Too costly, too risky?

Even the high priests of efficient-market
theory have acknowledged the momen-
tum effect. Well-paid fund managers have
spent decades trying to find ways to beat
the market. But you have to wonder why
they bother devoting so much money and
effort to researching the fortunes of indi-
vidual companies when the momentum
approach appears to be easy to exploit and
hasbeen around for a long time.

Logic suggests that the effect should be
arbitraged away. If the best performers of
the past 12 months continue to do well,
smart investors will buy them after 1
months have elapsed, reducing the returns
on offer to those who wait the extra
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month. In turn, others will buy after ten
months, then nine, eight and so on until
the effect disappears.

When efficient-market theorists come
across a market anomaly, they tend to dis-
miss it in one of three ways. The first argu-
ment is that the anomaly is a statistical
quirk obtained by torturing the data; it will
not persist. But the momentum effect was
noticed in 1985 (by Werner de Bondt, a Bel-
gian economist now at DePaul University
in Chicago, and Richard Thaler, of the Uni-
versity of Chicago Booth School of Busi-
ness) and has not gone away.

The second is that any gains from the
strategy will be dissipated in higher trad-
ing costs. Clearly, the LBS team’s strategy of
rebalancing a portfolio every month
would be expensive but Mr Marsh says
these would not offset an annual perfor-
mance gap of over ten percentage points.

The third is that higher returns simply
reflect the higher risks of the strategy. This
has been used to explain away two other
notable anomalies: the size and value ef-
fects. Small companies tend to do better
than bigger ones in the long term, but they
tend to be less diversified and therefore
more risky. And shares that look cheap on
conventional measures (asset value, divi-
dend yield, price-earnings ratio) also tend
to deliver above-average returns, but be-
long to firms that are likelier to go bust.

According to a paper by Cliff Asness,
who co-founded AQR, the better perfor-
mance of momentum stocks is not merely
areflection of higher risk. He finds that the
momentum effect persisted even when
the data were controlled for company size »







