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1. Abstract 
 
Momentum can be explained as a passive strategy which is rebalanced continually over time. 

It can be divided into a long position in observed “winners”, and a short position in observed 

“losers”. This study tries to find out if some kind of liquidity strategy can increase any 

abnormal return generated by a conventional momentum strategy. Our data is based on 

monthly returns from all listed companies at Stockholm Stock Exchange between January 

1997 and June 2005. We have, in addition to a plain momentum strategy, composed four 

different liquidity strategies, based on four different observing periods and four different 

holding periods.  

 
Our findings show that momentum has been present during our observation period, where the 

most profitable portfolio has an observation period of 3 months and a holding period of 6 

months, and generates an abnormal return of 253 percent. Or findings from adding liquidity as 

a second component show that the most profitable strategy is to reverse the high-low strategy 

with observe and hold periods of 12 months, which has generated an abnormal return of 345% 

and a risk-adjusted alpha of 0.411. We can also conclude that additional abnormal and risk-

adjusted return has been generated by adding liquidity as a second component to plain 

momentum. 

 
Overall the prevailing strategy regarding liquidity is to go long in low volume loser or short in 

high volume losers. We also find that the most extreme values are generated in the 12 month 

holding period portfolios. Reasonable explanations for these findings might be derived from a 

potential steeper upside in low liquidity losers, company specific characteristics and 

behavioural theories, but can not be concluded beyond reasonable doubt out of the results in 

this paper. 

 
 
 
 
 
 
 
 
 
Keywords: Momentum, Liquidity, Portfolio-strategy, Abnormal return, Alpha. 
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2. Introduction 
 

2.1 Background 
 
Momentum is one of the most the most bewildering anomalies on capital markets around the 

globe. The phenomenon was first identified by Jegadeesh & Titman (1993) in their 

observation of the American stock market. The authors stated that a passive portfolio 

composed of buying winners and short-selling losers based on past returns, and held over a 

period of time, generated a return that was significantly higher than the index of comparison. 

Ever since, several studies have been carried out on this topic, attempting to clarify whether 

this anomaly is global and wherein the underlying factors may derive. Empirical evidence 

generated by momentum studies gives reasons to question fundamental financial theories, 

such as Efficient Market Hypothesis (EMH), since investors can beat index solely by trading 

on old information which is contradictious to this hypothesis. It might therefore be reasonably 

interesting to further look into whether other assumptions underlying EMH might be rejected 

in order to generate an even higher abnormal return. One of these assumptions might be 

liquidity (or marketability), which can be defined as how fast an asset can be converted to 

cash. Poor liquidity is therefore associated with higher bid-ask-spread and risk for an investor. 

EMH assumes liquidity to be perfect, implying that there is never a bid-ask-spread and that no 

player on the market can push prices by block trading. It might therefore be interesting to 

further clarify whether a relationship exists between momentum and liquidity, and if the 

addition of any liquidity strategy can generate even higher abnormal return than a plain 

momentum strategy. The findings of this study should be of interest to any investor who is 

concerned with enhanced understanding of what factors may (or may not) explain past and 

future stock price returns, or is looking for additional ideas for profitable trading strategies. 

 

2.2 Objective 
 
The main objective of this study is to investigate if any abnormal return and risk-adjusted 

returns generated by momentum strategies at Stockholm Stock Exchange can be enhanced by 

applying a strategy that takes liquidity into consideration.  
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2.3 Limitations 
 
This study will only try to identify momentum and liquidity effects at Stockholm Stock 

Exchange, covering ‘A-listan’, ‘O-listan’ and ‘OTC’. We suspect that momentum and 

liquidity effects might be more evident at smaller markets, such as ‘Nya Marknaden’, ‘Nordic 

Growth Market’, and ‘Fondtorget’, due to high volatility and low turnover, but fear that the 

lack of historical data might generate indications that are not in line with trends over longer 

periods of time. The limits of the time period 01/1997-06/2005 is chosen so the data can be 

manageable and of immediate interest. 

 

3. Theory 
 

3.1 Efficient Market Hypothesis (EMH) and the Random Walk Theory 
 
This theory was evolved by Fama (1965) and states that at any given time security prices fully 

reflect all available information. This means that events that have occurred and events 

expected to occur in the future sum up to a fair valuation of a security’s intrinsic value. The 

hypothesis also emphasises the theory of random walk, which insists that price will not follow 

any patterns or trends and that past price movements cannot be used to predict any future 

movements. 

 
The hypothesis has been divided into three forms: 
 

1. The "Weak" form asserts that all past market prices and data are fully reflected in 

securities prices. In other words, technical analysis is of no use.  

2. The "Semi strong" form asserts that all publicly available information is fully 

reflected in securities prices. In other words, fundamental analysis is of no use.  

3. The "Strong" form asserts that all information is fully reflected in securities prices. 

In other words, even insider information is of no use. 

 

The paradox of efficient markets is that if every investor believed a market was efficient, then 

the market would not be efficient because no one would analyze securities. In effect, efficient 

markets depend on market participants who believe the market is inefficient and trade 

securities in an attempt to outperform the market. 
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3.1.1 EMH vs. Poor Liquidity 
 
In addition to what kind of information that is reflected in stock prices, EMH, in its most 

fundamental form, also makes assumptions about the impact from actions on the stock 

market. For instance, no buyer or seller is believed to have the ability of moving the market 

price equilibrium on their own, e.g. in the case of block trading. Furthermore, perfect liquidity 

is assumed, implying that any stock can be converted into cash at any time. Daily examples of 

block trading effects in the business press gives us reasons to doubt these assertions, both 

when it comes to movement of market price and liquidity.  

 

3.1.2 Should EMH Be Rejected? 
 
The argumentation presented above gives reason to question whether EMH merely is a 

theoretical utopian and therefore is lacking in relevance in empirical studies like this one. 

Even though most of its underlying assumptions have proven to lack in credibility on several 

grounds it is still a fundamental assumption in most academic works. Performance of today’s 

mutual fund managers can serve as an argument proclaiming the relevance of EMH. If EMH 

was not valid, then fund managers would be able to outperform the market, and vice versa. 

Studies on this topic show that some mutual funds outperform the market during shorter 

periods, but have a hard time of generating continuous abnormal return over longer periods of 

time (Grubler 1996). Or put in another way by Brealey & Myers (2003): 

 
“Statisticians can beat the market, but real investors have a much harder time of it”. 
 

3.2 Company Specific Liquidity Effects 
 
The effects of poor liquidity may not only affect the efficiency of a stock market in general, 

but may also imply company specific effects. As previously argued, low liquidity implies an 

additional risk if an investor can not convert a company’s stock into cash at any given point. 

Since poor liquidity implies increased risk, investors are likely to demand higher return from 

that stock. Poor liquidity also increases the cost of raising capital. This fact might partially be 

explained by the liquidity risk taken by investment banks in public security offerings, which 

have some similarities to block trading, and forces investment banks to charge an additional 

fee for this liquidity risk (Butler, Grullon & Weston 2003). 
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3.3 Behavioural Finance 
  
Behavioural finance is a set of theories contradicting the Efficient Market Hypothesis.  

Behavioural finance plays an important role in trying to explain a number of long-term 

historical phenomena on the stock market that can not be captured plausibly in models based 

on EMH. Advocates of behavioural finance suggest that psychology-based theories explain 

stock market anomalies. It assumes information structure and the characteristics of market 

participants systematically influence individuals’ investment decisions and market outcomes. 

 
One example of irrational investment behaviour is ‘over-reaction to new information’. 

According to this theory, investors put too much confidence in recent information, while 

ignoring long-term historical trends, resulting in stock prices falling too much on bad news 

and rising too much on good news. Momentum can be described as a theory of over-reaction. 

Another example of contradiction to the EMH is the ‘regret theory’, suggesting that investors’ 

tendency of selling winning stocks while holding on to bad performing stocks, can be 

explained by human behaviour and the aversion towards realizing loss (Barber & Odean, 

1999).  

 

3.4 Previous Momentum Research 
 
Jegadeesh & Titman (1993)  
 
This paper is a true classic in modern capital market research. Jegadeesch & Titman presented 

a momentum strategy that was simply based on buying winners from a previous period and 

shorting the losers. The author’s back-tested their momentum strategy on the American stock 

market (NYSE and AMEX) over a period stretching from 1965 to 1989. Portfolios were 

created based on 3-12 months lagged return, and were held over 3-12 month periods. The 

empirical evidence was quite amazing – a portfolio based on 6 months winner, and held over 

6 months, generated an abnormal compounded return of 12.1% on average. The findings 

indicate, however, that the momentum effect lasts only over a relatively short period of time, 

and later on tends to be the reverse over longer periods. The authors suggest that one 

explanation to this phenomenon might be an overreaction on the stock market, with investors 

believing that positive (negative) information about stock returns does indicates that the same 

stock will continue to generate positive future (negative) return. Another interpretation, 
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according to the authors, is that investors buying winners and selling losers are temporarily 

moving stock prices away from their long-term trend.  

 
Pan, Liano & Huang (2003) 
  
The authors try to identify the sources of profit generated by a momentum strategy by 

decomposing the profits generated into three different categories: own-autocorrelations in 

industry portfolio returns, cross serial correlations among industry portfolios, and variation in 

unconditional mean returns of these industry portfolios. By using weekly returns from 1962-

1998, the authors confirm that a momentum strategy generates positive profits, especially if 

held over short horizons. According to the authors the results also show that the industry 

momentum effect is mainly due to own-autocorrelation and not cross autocorrelation or to 

cross-sectional variation in mean returns.  The authors, however, emphasise the possibility for 

spurious autocorrelation due to still unknown economic sources other than microstructure 

influences and grouping methods.   

 
Jegadeesh & Titman (2001) 
  
In this paper the authors evaluate various explanations for the profitability of momentum 

strategies documented in their previous paper Jagadeesh and Titman (1993). The evidence 

indicates that the original results were not a product of data snooping bias and shows that the 

momentum profits have continued in the 1990s. The paper also examines behavioural models 

that propose that momentum profits are the result of delayed overreactions that are eventually 

reversed. 

 
Nijmana, Swinkels, & Verbeek (2004) 
 
This paper investigates the question whether individual stock momentum in Europe is 

subsumed by country or by industry momentum. The authors introduce a portfolio-based 

regression approach, which directly allows to test hypotheses about the existence and relative 

importance of multiple effects (e.g., momentum, value, and size), even when only a moderate 

number of stocks are available. Their results suggest that the positive expected excess returns 

of momentum strategies in European stock markets are primarily driven by individual stock 

effects, while industry momentum plays a less important role and country momentum is even 

weaker. The authors claim that these results are robust to the inclusion of value and size 

effects. 

 

 8 



Momentum and Liquidity 
– do liquidity strategies add return? 

 
 
Almsparre, Brunn & Lusua (2000) 
 
The authors of this master thesis observe momentum effects at Stockholm Stock Exchange 

from 1993-2000. A total of 100 portfolio strategies are composed with different observation 

and holding periods, stretching from 250 days back and forward in time. This study also tries 

to find out if company size has any impact on momentum. The results indicate that a reverse 

momentum effect is present during observing and holding periods under 10 days. Momentum 

is then present for the rest of the portfolios, stretching from 10-250 days. A small company 

effect is also present on the stock market, i.e. companies with smaller market cap generate 

higher returns. 

  

3.5 Previous Liquidity Research 
 
Sadka (2004) 
 
This paper demonstrates the importance of liquidity to asset pricing. The author claims that 

the evidence in this paper clearly illustrates that liquidity varies across assets and over time. 

Arguments are presented, that investors demand a liquidity premium due to additional risk of 

trading the poor liquidity stocks at a time that is not optimal. The results indicate that liquidity 

risk is a priced factor, and that this risk might be related to abnormal return generated by 

momentum strategies. In other words, momentum strategies earn higher returns during 

periods that experience positive innovations in market-wide liquidity and lower returns over 

negative-innovation periods. In addition, seemingly profitable momentum strategies are 

actually associated with high levels of transaction costs. In this context, the low liquidity level 

suggests that limits to arbitrage of momentum trading strategies might exist. 

 
Amihud (2002)  
 
In this paper the author shows that, over time, expected market illiquidity positively affects ex 

ante stock excess return, suggesting that expected stock excess return partly represents an 

illiquidity premium. This complements the cross-sectional positive return–illiquidity 

relationship. Also, stock returns are negatively related over time to contemporaneous 

unexpected illiquidity. The illiquidity measure here is the average across stocks of the daily 

ratio of absolute stock return to dollar volume, which is easily obtained from daily stock data 
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for long time series in most stock markets. Illiquidity affects more strongly small firm stocks, 

thus explaining time series variations in their premiums over time. 

 
Pástor & Stambaugh (2003) 
 
This study investigates whether market-wide liquidity is a state variable important for asset 

pricing. The authors find that expected stock returns are related cross-sectionally to the 

sensitivities of returns to fluctuations in aggregate liquidity. Their monthly liquidity measure, 

an average of individual-stock measures estimated with daily data, relies on the principle that 

order flow induces greater return reversals when liquidity is lower. From 1966 through 1999, 

the average return on stocks with high sensitivities to liquidity exceeds that for stocks with 

low sensitivities by 7.5 percent annually, adjusted for exposures to the market return as well 

as size, value, and momentum factors. Furthermore, a liquidity risk factor accounts for half of 

the profits to a momentum strategy over the same 34-year period. 

 
Lee & Swaminathan (2001) 
  
The authors come to the conclusion that a strategy of buying past high-volume winners and 

selling past high-volume losers outperforms a similar strategy based on price momentum 

alone by 2% to 7% per year. The authors also elaborate with different portfolio constellations 

based on past trading volumes. In the long term these portfolios show different returns and 

return reversals depending on if they are composed of low/high winners/losers. The most 

rewarding strategy is a combination of buying past low-volume losers and selling high-

volume winners witch outperform a strategy solely based on past price by 4% to 8.5% over 

each of the next three years. Several possible explanations are discussed, but the evidence is 

most consistent with past trading volume providing information about the level of investor 

interest in a stock. High-volume stocks are compared to Glamour stocks, since they get a lot 

of attention from investors. These stocks tend to be overprized, while low-volume stocks 

(neglected stocks), tend to be under-prized. The authors find it remarkable that measures so 

readily available, such as past returns and past trading volume, have such strong predictive 

powers for subsequent returns and remain agnostic as to the prediction that this phenomenon 

will yield positive abnormal returns in future periods. 
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Gustav, Löhr & Tell (2001) 
 
This thesis tries to investigate if the combination of momentum and liquidity can be combined 

to generate abnormal return based on yearly data from 1980 to 2000 for 70 companies with 

the highest trading volume. The authors do not find liquidity strategies to generate any 

additional abnormal return to already existing momentum effects, and suggest that the 

different result might have been generated without the exclusion of smaller companies. The 

relatively long intervals between rebalancing periods might also be questioned in respect of 

findings of other momentum strategies, which have indicated decreasing and reverse effects 

after 9-12 moths (Jegadeesh & Titman, 1993)   
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3.6 Summary of Previous Research 
 
Exhibit 1 

 
 

 12 



Momentum and Liquidity 
– do liquidity strategies add return? 

 

4. Method 
 

4.1 Identifying Momentum and Liquidity 
 
The assumptions underlying momentum as a trading strategy are pretty straight forward and 

easy to grasp, but do however require a fair bit of data and data processing. A momentum 

strategy can be explained as a three step process. The fist step is to observe past returns. The 

second step is to rank companies after their past return and take on a long position in winners 

and a short position in losers. The third and final step is to hold these long and short positions 

over a period of time. These steps are then repeated continuously to cover the entire sample 

period. Any study trying to identify momentum is therefore based on historical return, which 

in turn will generate portfolios that are back-tested over a certain period of time. 

 
Liquidity, however, is somewhat more abstract in its character, and an important question 

therefore arises in how this variable should be defined. Volume, turnover, and bid-ask spread 

are all commonly related to liquidity and have an intimate relation to each another. Volume is 

an expression for the amount of shares that are traded. Turnover is the total monetary value 

that is transferred from buyers in exchange for the sellers’ stock. Liquidity is said to be good 

if volume and turnover is high. Bid-ask spread reflect the discrepancy between the stock 

prices that are offered by sellers and buyers at the market. A trade of ownership will only 

occur if the spread reaches nil. A small spread therefore implies good liquidity. This paper 

will define liquidity by monthly average turnover in each single stock, measured in SEK. This 

is motivated by accessible historical turnover data, as well as by the appliance of turnover in 

previous liquidity studies (e.g. Lee & Swaminathan, 2001). 

 

4.2 Portfolio Constructions and Periods of Measurement 
 
The next concern is how our momentum and liquidity strategies should be composed. One 

important factor that has to be dealt with is time. How long should the backward looking 

observation period be that determines historical return, and how long should a portfolio be 

held before rebalancing it? Previous momentum researchers such as Jegadeesh & Titman, 

(1993) suggest that the effect can be identified with ‘observing’ and ‘holding’ periods 

stretching from 3-12 months, while longer periods indicate a reverse effect. We have therefore 

decided to apply ‘observe’ and ‘hold’ periods with the intervals of  1, 3, 6, and 12 months, 
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generating 16 ‘observe-and-hold’ strategies, clarifying if general momentum does exist at 

Stockholmsbörsen. These chosen portfolio periods are motivated by the possible identification 

of relatively short effects as well as declining or reverse effects in the longer perspective.  

 
Exhibit 2 

 
 
 

These ‘observe-and-hold’ strategies will also be applied on four different liquidity strategies 

(high and low in both long and short position), generating a total of 80 strategies. Each of 

these liquidity strategies will have stock return as their prime determinant and chosen liquidity 

strategy as a second determinant (please, see exhibit 2).  

 
The process of picking stocks for each portfolio will occur according to the following 

approach: After ranking return for all stocks from the given observation period, top 20% and 

bottom 20% will go on to be separately ranked according to liquidity. Depending on given 

liquidity strategy, 30% of the stocks in the momentum-winner (loser) category with the 

highest or lowest liquidity, will be allocated a long (short) position during the given holding 

period. All stocks represented in the portfolio will be given evenly distributed portfolio 

weights. The ignorance of 60% of the stocks in the first selection and an additional 40% of the 

remaining stocks in the second selection imply that only 24% of the original range of listed 

stocks will be given a long or a short position in each portfolio based on a liquidity strategy.   
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Exhibit 3 

 
 
The reasons for choosing these specific percentages in the selection of momentum and 

liquidity portfolios are based on the assumption that momentum effects are more evident in 

narrower portfolio selections (e.g. a long and short position in top and bottom 10%). 

However, this study’s second step, in selecting liquidity based portfolios, argues that 10% of 

Stockholmsbörsen’s listed companies, divided into even smaller allocations, would result in 

portfolios that consist of populations that are too small to generate any reasonable findings. 

We therefore argue that 20% in the initial momentum selection, and 30% in the second 

liquidity selection are more proper proportions, which hopefully will generate interesting 

results. Due to the large number of portfolios we will use some simplified denomination of 

each portfolio. E.g. a portfolio based on an observation period of 6 months and a holding 

period of 3 months will be denominated 6-3. Furthermore a portfolio based on a long position 

in winners with high liquidity and a short position in losers with poor liquidity will be denoted 

“high-low”. 

 

4.3 Data Sources and Exclusions 
 
The data used in this study is collected from several sources. OMX Stockholmsbörsen 

provides information concerning all companies that have been listed at Stockholmsbörsen 

during some period between 01/1997-06/2005. Information about stock prices and liquidity 

will be provided by SIX Trust’s database. Both sources are widely used as service providers 
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for financial institutions and we therefore find them most credible. Return from each stock 

will be determined by the closing price at the end of each month, while liquidity will be 

determined by total turnover for each month. 

 
In order to preserve this paper from misleading conclusions, companies with more than one 

listed stock will only participate in this study with its most liquid stock. If not, then a 

discrepancy in turnover between the two (or more) types of stocks might result in a scenario 

where a company is allocated both high and low liquidity portfolios at the same time. 

 
Time is another constraint in composing the portfolios. The strategy which requires the least 

number of monthly observations is the 1-1 portfolio (observing returns one month back in 

time, and holding the portfolio one month in time), needs at least three months of observation 

to be completed. Stocks that are listed less than three months will therefore be neglected, 

since their lack of historical data will not meet requirements of portfolio composition.       

 

4.4 Portfolio Evaluation and Performance 
 

4.4.1 Abnormal Return 
 
Abnormal return is the difference between the actual return of an asset (Ra) and its expected 

return (Re).  

 
AR = Ra - Re
 
The actual return will equal the return of a momentum or liquidity based portfolio. In this 

case, since we are forming non-cost portfolios consisting of both long and short positions of 

equal amounts, negative returns might occur. This will be the case if the stocks in the short 

positions have a higher return than the long position (i.e. reverse momentum). The return in 

an absolute value is therefore determined of the magnitude of the long respectively short 

position. The abnormal return can also be turned into the reverse simply by changing the long 

position for a short and vice versa. 

 
Two of the most widely used model for calculating expected return are Markowitz’ market 

model and the market-adjusted model. 
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Markowiz’ market model (a.k.a. single-index model) assumes the expected return of a 

single stock to be dependent of a regression based on returns of a market portfolio (Rm), the 

correlation between the market portfolio and the security (β), and unique deviations 

associated with the company (α) (Lubatkin & O’Neill,1988). 

 
 Re = α + β ⋅ Rm
 
The market-adjusted model is a simplification of the previous one. It assumes that there is 

no unique deviation associated with each company (α = 0) and full correlation with the 

market (β = 1) (Franks & Harris, 1989). The market-adjusted model therefore sets: 

 
Re =  Rm
 
 
Research by Brown and Warner (1980, referred to in Campbell et al, 1985, page 154) states 

that these two models often yield similar results and that complexity not necessarily adds 

accuracy. We will therefore apply the market-adjusted model, letting the expected return 

equal a market index. We find the limited complexity of this model most appealing since this 

study covers a great deal of stocks and is rebalances every month over 9.5 years. We will 

therefore set the market portfolio return (Rm) to equal the return of a stock price index. This 

benchmark will be Affärsvärldens Generalindex (AFGX), which reflects general stock price 

movements at Stockholm Stock Exchange. This index is adjusted for dividends, quoted in 

local currency (SEK).  

 
There is however a reasonable probability that discrepancy will occur in risk between 

different momentum strategies and AFGX, since only 24% of the original range of listed 

stocks will be given a long or a short position in each portfolio. Portfolio return expressed 

without consideration to risk does not reveal much information about how well a portfolio is 

performing and may therefore lead to false indications if compared to any type of benchmark.  

 

4.4.2 Jensen’s Alpha 
 
Portfolio performance is defined as risk-adjusted return and can be calculated in several ways. 

One widely used methods of calculating portfolio performance is the regression based 

Jensen’s Alpha. This tells us about the performance of the portfolio in relation to a 

comparable index, in this case AFGX. By comparing the portfolios risk-adjusted returns 

 17 



Momentum and Liquidity 
– do liquidity strategies add return? 

 
against a risk-adjusted index and then use the least-squares regression to fit a straight line 

trough the data, a measurement of the portfolio’s performance is acquired.  

 
Jensen’s Alpha   = rp – [rf + βp (rm – rf )]   

 
Where: rp  = Expected portfolio return 

rf  = Risk free return 
 βp = Beta of the portfolio 
 rm  = Expected market return 
 
 
A positive alpha indicates that a portfolio generates additional risk-adjusted return which is 

higher than the one of the comparable index. The risk-adjusted return for each portfolio will 

be object of the following hypothesis testing (at a significance level of 95%): 

 
H0 : α ≤ 0 

 
H1 : α > 0 

 
 

4.4.3 Test of Additional Return from Liquidity Strategies 
 
Another interesting test of the different liquidity strategies is to measure if higher returns have 

been generated in comparison to the plain momentum strategy. This will be done by 

observing the difference in return over corresponding periods, and by determining if this 

difference is significantly different than zero (at the 95% level). This will be determined by 

the following hypothesis test. 

 
H0 : D = 0 

 
H1 : D ≠ 0 

 
Where: D = Return from liquidity strategy – Return from momentum strategy  
 
However, solely focusing on difference in return, may not answer the question whether 

liquidity portfolios add value. This is the case since all portfolios may yield a negative return 

and since all negative returns can be reversed into positive returns. In addition to the 

hypothesis test described above, we will also look at the difference in the risk-adjusted alphas 

of corresponding portfolios, to find out if the ones generated by liquidity strategies show more 

positive or negative alphas than the ones of momentum.  
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4.5 Critical Perspective 
 
The method presented above might be criticized on several points, even though it is overall in 

line with previous research in the field of momentum and liquidity. One main concern is the 

ignorance of transaction costs which of course will affect the portfolio returns. Trading 

illiquid stocks does, besides the relatively high risk, imply higher transactions costs. 

Transaction costs may therefore to some extent decrease the return. We find it hard to 

estimate general transaction costs for different categories of stocks without creating 

stereotypes that does not contribute with accuracy to overall results. It is however our belief 

those significantly high (or low) returns will present results that deviate from index by more 

than a few percent. We therefore wish to remind the reader to bare the ignorance of 

transaction costs in mind throughout the rest of this thesis.  
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5. Results 
 

Due to the large number of portfolios composed in this paper, the main focus of the following 

analysis will be on returns of significant portfolios. If interested in the results for the entire 

range of portfolios, please see appendix 2.  

5.1 Plain Momentum Returns  
 

This strategy is formed simply by buying 20% winners and short-selling 20% losers. The 

results from composing and holding momentum portfolios over the given period show a vast 

variety in return, generated by the difference in observing and holding periods (see exhibit 4). 

A quick glance at the diagram of abnormal returns reveals that all portfolios based on a 

holding period of one month generate negative abnormal returns, though none of these returns 

were significant. Portfolios based on holding periods of 3 and 6 months produce the highest 

abnormal return, which is in line with findings from previous momentum studies (Jegadeesh 

& Titman, 1993). A diminishing or even reverse effect can also be identified among portfolios 

based on either observing or holding periods of 12 months, which is also in line with previous 

findings (Jegadeesh & Titman, 1993).  

 

Exhibit 4 
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Furthermore, it is interesting to notice that all momentum portfolios with positive abnormal 

return also present positive and significant alphas, implying that these portfolios contribute 

even when the increase of risk is considered. Exhibit 5 gives an overview of risk-adjusted 

returns for each momentum portfolio. A holding period of 6 months gives the highest risk-

adjusted return over observation periods of 3 and 6 months. The 3-6 portfolio (observe-hold) 

is the momentum strategy that gives the biggest bang for the buck, both measured in abnormal 

return and risk-adjusted alpha. This can be determined since none of the portfolios with 

negative returns have abnormal returns or significant alphas that can be reversed to a 

profitable strategy exceeding the one of the 3-6 portfolio. 

 

Exhibit 5 

 
 

5.2 Liquidity Based Momentum Returns 
 
Liquidity based strategies are, as previously described in exhibit 3, constructed by holding 

positions in winners and losers with high or low liquidity. Exhibit 6 and 7 display portfolios 

with the highest and lowest significant abnormal return and risk-adjusted alphas for each 

holding period. These portfolios are of great interest since they reveal where the highest 

returns have been generated, while they are still statistically significant. To interpret the 

diagram correctly one must remember that the most profitable strategies are the ones with the 
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greatest deviation from zero. This is true regardless to whether it is a positive value or not, 

since it is possible to take an opposing strategy in every case. This leads to the conclusion that 

strategies closer to index are less profitable.  

 
The graph in exhibit 6 shows the abnormal returns for a selection of the most extreme 

portfolios. Among the portfolios with positive abnormal returns, the low-high strategy with a 

holding period of 6 months generates the overall highest returns. The most profitable portfolio 

(without consideration to risk) is the high-low 3-6 portfolio with a remarkable abnormal 

return of 634 percent.  

 
Looking at the negative returns, we find that the deviations from zero are less than the ones of 

the positive returns, with the exception of the 12 months observation period. The high-low 

12-12 portfolio and the low-low 12-12 portfolio generate negative returns of -345 percent and 

-360 percent respectively. These two portfolios with reversed positions would therefore 

underperform the high-low 3-6 portfolio if risk was not taken into consideration. 

 
Exhibit 6 

 
 

 22 



Momentum and Liquidity 
– do liquidity strategies add return? 

 
Looking at the risk-adjusted returns in exhibit 7 gives a somewhat different perspective. The 

low-low hold 1 strategy outperforms its peers with positive alphas over three out of four 

holding periods. The best positive performance is generated by the low-high 1-12 portfolio, 

presenting an alpha of 0.228. Furthermore, observing the negative portfolios, one finds two 

portfolios with greater deviation from zero than all portfolios with positive alphas. The high-

low 12-12 portfolio presents a negative alpha of -0.411, meaning that it would generate the 

highest risk-adjusted return if it was to be reversed. This is consistent with a previous study by 

Lee & Swaminathan (2001). It is also interesting to notice that the portfolios with greatest 

deviation at all observation periods are all based on a holding period of 12 months.  

 
Exhibit 7 
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5.3 Summary of Significant Portfolios 
 
The table presented in exhibit 8 contains all significant portfolios with significant alphas and 

are ranked after their risk-adjusted return. The colour presentation for each strategy gives an 

idea of how well each strategy has performed in comparison to the others. Clustering each 

portfolio indicates some degree of consistency in returns for each strategy. We find that Low-

High presents the highest returns followed by High-High. Momentum is mediocre while 

High-Low and Low-Low strategies are found in the bottom. Since negative strategies can be 

reversed, the strategies with the most extreme values are the most profitable ones. Each 

portfolio’s Z-value indicates if its return deviates from the corresponding return of a plain 

momentum strategy (where significant discrepancy is bolded). This clearly shows that 15 out 

of 22 liquidity portfolios, with significant alphas, outperform their corresponding plain 

momentum strategy. A comparison of the alphas of liquidity portfolios and plain momentum 

clearly shows that all significant liquidity portfolios but one present a risk-adjusted return that 

deviates more from zero than the corresponding momentum portfolio. This also indicates that 

adding liquidity as a second component, when composing a momentum portfolio, will add 

additional risk-adjusted return.  
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Exhibit 81

 

 
 

 

                                                 
11 Abnormal return = Portfolio return – Index return over corresponding period. 
  2 Bolded if significant (at 95% level).  
   3  Bolded if positive. 
   4 Hypothesis test of difference in return between Momentum and Liquidity portfolios at a significance level of 95%. 

Additional return is generated by a liquidity portfolio if -1.96>Z>1.96 (bolded). 
   5 Difference in alpha deviation (distance) from zero between liquidity and momentum strategies. 
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6. Conclusions 
 

One initial conclusion that can be drawn from the results presented above is that momentum 

effects have been identified. The strongest return is generated by the 3-6 portfolio, which is in 

line with previous studies (Jegadeesh & Titman, 1993). This effect tends to decrease in 

portfolios based on longer holding and observing periods, which is also in line with previous 

studies (Jegadeesh & Titman, 1993). 

 

Comparing the return from momentum and liquidity shows that these tend to differ 

significantly and that almost every liquidity-based portfolio generates a more extreme alpha 

than its peer momentum one. Adding liquidity as a second component therefore adds value, 

which is not in line with previous findings by Gustav, Löhr & Tell (2001). In general, since 

both momentum and liquidity based strategies can be used to generate abnormal returns, 

Stockholm Stock Exchange can be said to be inefficient.   

 

Furthermore, conclusions can be drawn out of the relationship between portfolio compositions 

of each strategy and its results. Both liquidity strategies that present positive alphas are based 

on a short position in losers with high liquidity, while the ones that present negative alphas 

take on a short position in low volume losers. This clearly indicates that low volume losers 

outperformed high volume losers. A profitable liquidity based momentum portfolio should 

therefore consist of either a short position in high volume losers or a long position in low 

volume losers. This is also the case of the two extreme portfolios of this study, which are low-

high (1-12) and high-low (12-12) (reversed). We have also noticed that all three portfolios 

with the most extreme positive and negative risk-adjusted return are based on holding periods 

of 12 months. The results of this paper do not reveal any information about any diminishing 

returns over longer holding periods since 12 months is the maximum holding period in this 

paper. 

 

Even though this phenomenon, with neglected losers turning into starts, has been observed 

before (Lee & Swaminathan, 2001) no undisputable explanation has been presented. One 

reasonable explanation might be that losers with poor liquidity might have a steeper upside in 

stock price movements when they eventually go up due to their low turnover, since prices are 

more easily affected by an increase in investor interest and turnover of these stocks. Another 
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explanation presented Lee & Swaminathan (2001) is that low liquidity stocks are undervalued 

as a consequence of their illiquidity. The lack of interest of these stocks implies fewer 

valuations of the stock and therefore the overall apprehension of the price of the stock is less 

accurate than the stocks with average liquidity. This might imply that the stock is undervalued 

and as a result have a greater chance of an increase in price.  

 
On the other hand, stocks who exhibit a higher level of liquidity are more frequently valued, 

and the overall investor interest is higher pushing the price up. This implies an overvalued 

stock that in the long run probably would move towards a correct value, in other words 

downward. Answers regarding this phenomenon may also be found in behavioural theories 

and company specific characteristics, but can not be derived out of the results presented in 

this paper.  
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7. Suggestions of Further Research 
 
The main focus of this thesis has been on composing and calculating the abnormal and risk-

adjusted return of different momentum and liquidity strategies. We have therefore not had the 

ambition to further explore from where these results may be derived. This creates an obvious 

opportunity to further explore underlying explanations of these results. Why does the return 

generated by low volume losers tend to rebound over the holding period? Do these companies 

have any resemblances in key ratios? Can these findings be significantly related to any 

obvious aspect of behavioural finance? 

 
The highest liquidity based portfolio returns in this paper have been based on holding periods 

of 12 months, which is also the longest one observed. It would therefore be interesting to 

compose the same portfolios, and to hold them over longer periods such as 18 and 24 months 

to find out if returns diminish over time. 
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9. Appendices 
 

9.1 Appendix 1 – Abnormal return 
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9.2 Appendix 2 – Results, all portfolios2

 
 
 

 
 

 

                                                 
21 Abnormal return = Portfolio return – Index return over corresponding period. 
  2 Bolded if significant (at 95% level).  
   3  Bolded if positive. 
   4 Hypothesis test of difference in return between Momentum and Liquidity portfolios at a significance level of 95%. 

Additional return is generated by a liquidity portfolio if -1.96>Z>1.96 (bolded). 
   5 Difference in alpha deviation (distance) from zero between liquidity and momentum strategies. 
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13

 
 
                                                 
31 Abnormal return = Portfolio return – Index return over corresponding period. 
  2 Bolded if significant (at 95% level).  
   3  Bolded if positive. 
   4 Hypothesis test of difference in return between Momentum and Liquidity portfolios at a significance level of 95%. 

Additional return is generated by a liquidity portfolio if -1.96>Z>1.96 (bolded). 
   5 Difference in alpha deviation (distance) from zero between liquidity and momentum strategies. 

 33 


	Momentum & Liquidity
	 1. Abstract
	 2. Introduction
	2.1 Background
	2.2 Objective
	2.3 Limitations

	3. Theory
	3.1 Efficient Market Hypothesis (EMH) and the Random Walk Theory
	3.1.1 EMH vs. Poor Liquidity
	3.1.2 Should EMH Be Rejected?

	3.2 Company Specific Liquidity Effects
	3.3 Behavioural Finance
	3.4 Previous Momentum Research
	3.5 Previous Liquidity Research
	 3.6 Summary of Previous Research

	 4. Method
	4.1 Identifying Momentum and Liquidity
	4.2 Portfolio Constructions and Periods of Measurement
	4.3 Data Sources and Exclusions
	4.4 Portfolio Evaluation and Performance
	4.4.1 Abnormal Return
	4.4.2 Jensen’s Alpha
	4.4.3 Test of Additional Return from Liquidity Strategies

	4.5 Critical Perspective

	 5. Results
	5.1 Plain Momentum Returns 
	5.2 Liquidity Based Momentum Returns

	 6. Conclusions
	 7. Suggestions of Further Research
	 8. References
	8.1 Literature
	8.2 Journals
	8.3 Theses
	8.4 Internet
	8.5 Databases

	 9. Appendices
	9.1 Appendix 1 – Abnormal return
	 9.2 Appendix 2 – Results, all portfolios 


