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Introduction

Liquidity is one of four new factors added to the newly released version of the Barra Global Equity
Model (GEM2). The Liquidity factor is a low volatility factor which has seen persistent positive
returns over the last decade. In this Research Bulletin (the third in a series focusing on GEM2),
we take a deeper look at the factor, its definition, its performance, and its explanatory power in
different time periods.

The GEM2 Liquidity Factor: Definition and Performan  ce

The Liquidity factor in GEM2 captures the excess return premium of liquid stocks relative to their
less liquid counterparts, all else being equal. Liquidity is captured by three descriptors in the
model-share turnover at the monthly, quarterly and annual frequencies.l Turnover is measured as
the ratio of volume (shares traded) to the number of shares outstanding. This definition of liquidity
in GEM2 is one that reflects the amount of trading activity for individual stocks. Unlike other
definitions of liquidity, such as market liquidity (the ease with which a trading partner, on the other
side of a trade, can be found for a given order), our definition reflects more broadly that aspect of
a firm’s tradability which is not captured by the market cap (the GEM2 Size factor). Figure 1
shows the cumulative returns of the GEM2 liquidity factor alongside the MSCI World Index.

Figure 1: Cumulative Return to GEM2 Liquidity
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Figure 1 shows the positive persistent return exhibited by the GEM2 liquidity factor for the better
part of the last decade, even during the bear market of 2000-2003. In fact, the premium earned
by liquid stocks is among the most persistent styles among the GEM2 set of style characteristics.
Only the well-known Value premium has a higher return-to-risk ratio.

Table 1 summarizes the performance of the eight style factors in GEM2 using weekly data over
the period June 1, 1992 to October 20, 2008. The table highlights Liquidity’s high return-risk ratio
relative to the other factors. Moreover, it is among the group of lower volatility factors.

* For more details, please refer to Jose Menchero, Andrei Morozov and Peter Shepard, “The Barra Global Equity Model (GEM2)”, MSCI
Barra Model Insights (September 2008).
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Table 1: Return-Risk Characteristics of GEM2's Styl e Factors

Annualized  Annualized Return-Risk

Return Risk Ratio
Value 4.71% 1.64% 2.87
Liquidity 2.93% 1.48% 1.98
Momentum 5.20% 3.32% 1.57
Size 0.89% 2.25% 0.40
Growth 0.45% 1.26% 0.36
Size-Nonlinearity 0.46% 1.45% 0.32
Financial Leverage -0.41% 1.52% -0.27
Volatility -3.12% 5.97% -0.52

Periods of Significance

Risk model specification requires a blend of choosing factors which are meaningful in explaining
the cross-section of returns, as well as identifying factors which provide insight into the
characteristics of the investor’s portfolio. Among the four new style factors added to GEM2,
Liquidity is among the less important factors in explaining the cross-section of returns, surpassing
only the Leverage factor in importance. The percentage of weeks in which the Liquidity factor has
a t-stat with an absolute value greater than 2 is 53% over the January 1997 to October 2008
period. The squared t-stats for GEM2 Liquidity (weekly) are shown in Figure 2.

Figure 2: Periods of Significance for GEM2 Liquidit y
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One natural question is whether the periods in which the Liquidity factor is significant correspond
to particular market developments. In times of market duress, investors may sell their more liquid
names as they reposition into other asset classes. An unexpected upward pop in markets may
favor liquid stocks if investors are looking for quick and low cost equity exposure. In Figure 2, we
observe certain critical weeks including those ending August 24, 1998 (“Russian Ruble crisis”)
and August 13, 2007 (“August Meltdown”). Table 2 shows the returns to the market (MSCI World

MSCI Barra Research
© 2008 MSCI Barra. All rights reserved. 2 of 6
Please refer to the disclaimer at the end of this document.



m A Look at the Liquidity Factor in GEM2

| December 2008

Index) and the eight GEM2 style factors during times when the Liquidity factor is significant
(absolute t-stat > 2.0). The monthly regression results (weekly results are shown in Figure 2) are
used in Table 2 when testing for significance.

Table 2: Temporal Significance of the Liquidity Fa  ctor (Annualized Average Returns Shown)

WM Size Non-

World Growth Liquidity Lierr Value Leverage Volatility

Index Y
Whole Period, o o o ] o ) o o ] o B o o
6/92 — 10/08 4.03% 0.07% 3.38% 0.42% 0.02% 4.71% 0.48% 2.50% 4.09%

Significant and

Positive 19.06% 0.60% 7.58% -0.35% -0.46% 5.10% 0.04% 3.04% 3.36%

Significant and

. -37.02% -1.14% -5.42% -0.01% 1.20% 2.56% -2.57% -11.92% 7.65%
Negative

Insignificant -4.27% -0.32% 0.10% -0.68% 0.21% 4.91% -0.51% -7.59% 3.74%

When the Liquidity factor is significant and earns a positive return, the market tends to do
extremely well (averaging 19% returns). When the Liquidity factor is significant and earns a
negative return, the market performs extremely poorly (averaging -37% returns). The market's
performance when the Liquidity factor is not significant is much more muted but on average
negative. This same pattern is also mirrored by the Volatility factor suggesting that the two factors
may be positively correlated and liquid stocks tend to also be high beta stocks. In fact, the
correlation between Volatility and Liquidity has been positive on average, 0.38 over the 1992-
2008 timeframe. To highlight this, Figure 3 shows the results of a modified return series where
the MSCI World Index return is used when Liquidity is significant and zero if otherwise.

Figure 3: Market Performance and Significant Period s for GEM2 Liquidity
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Going long the MSCI World Index only in months in which Liquidity is significant and positive
yields a nearly 500% return between 1992 and 2008 compared to the 161% return for the actual
index. The same exercise when Liquidity is significant and negative yields a 56% loss.
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Conclusion

Here, we discuss some preliminary observations on the behavior of the GEM2 Liquidity factor.
This factor reflects the return to stocks with higher trading activity net of the effect of other
common factors including market cap. We see that the factor has earned a sizable and persistent
premium over the last decade, and is among the lower volatility factors. We also find evidence
that the market is subject to larger-than-average movements in periods in which the factor is
statistically significant. That is, the liquidity factor return tends to be statistically significant when
the market moves up or down in a meaningful way.

Earlier Research Bulletins in GEM2 Series:

Country and Industry Effects in Global Equities (Oct 2008)
Financial Leverage (Oct 2008)
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Notice and Disclaimer

. This document and all of the information contained in it, including without limitation all text, data, graphs, charts
(collectively, the “Information”) is the property of MSCI Inc., Barra, Inc. (“Barra”), or their affiliates (including without
limitation Financial Engineering Associates, Inc.) (alone or with one or more of them, “MSCI Barra”), or their direct or
indirect suppliers or any third party involved in the making or compiling of the Information (collectively, the “MSCI
Barra Parties”), as applicable, and is provided for informational purposes only. The Information may not be
reproduced or redisseminated in whole or in part without prior written permission from MSCI or Barra, as applicable.

. The Information may not be used to verify or correct other data, to create indices, risk models or analytics, or in
connection with issuing, offering, sponsoring, managing or marketing any securities, portfolios, financial products or
other investment vehicles based on, linked to, tracking or otherwise derived from any MSCI or Barra product or data.

. Historical data and analysis should not be taken as an indication or guarantee of any future performan ce,
analysis, forecast or prediction.

. None of the Information constitutes an offer to sel | (or a solicitation of an offer to buy), or a prom otion or
recommendation of, any security, financial product or other investment vehicle or any trading strategy , and
none of the MSCI Barra Parties endorses, approves o r otherwise expresses any opinion regarding any
issuer, securities, financial products or instrumen ts or trading strategies. None of the Information, MSCI
Barra indices, models or other products or services is intended to constitute investment advice or a
recommendation to make (or refrain from making) any kind of investment decision and may not be relied on
as such.

. The user of the Information assumes the entire risk of any use it may make or permit to be made of the Information.

. NONE OF THE MSCI BARRA PARTIES MAKES ANY EXPRESS OR IMPLIED WARRANTIES OR
REPRESENTATIONS WITH RESPECT TO THE INFORMATION (OR THE RESULTS TO BE OBTAINED BY THE
USE THEREOF), AND TO THE MAXIMUM EXTENT PERMITTED BY LAW, MSCI AND BARRA, EACH ON THEIR
BEHALF AND ON THE BEHALF OF EACH MSCI BARRA PARTY, HEREBY EXPRESSLY DISCLAIMS ALL
IMPLIED WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED WARRANTIES OF ORIGINALITY,
ACCURACY, TIMELINESS, NON-INFRINGEMENT, COMPLETENESS, MERCHANTABILITY AND FITNESS FOR
A PARTICULAR PURPOSE) WITH RESPECT TO ANY OF THE INFORMATION.

= Without limiting any of the foregoing and to the ma ximum extent permitted by law, in no event shallan vy of
the MSCI Barra Parties have any liability regarding any of the Information for any direct, indirect, s pecial,

punitive, consequential (including lost profits) or any other damages even if notified of the possibil ity of
such damages. The foregoing shall not exclude or | imit any liability that may not by applicable law b e
excluded or limited, including without limitation (as applicable), any | iability for death or personal injury to

the extent that such injury results from the neglig ence or wilful default of itself, its servants, age nts or
sub-contractors.

= Any use of or access to products, services or information of MSCI or Barra or their subsidiaries requires a license
from MSCI or Barra, or their subsidiaries, as applicable. MSCI, Barra, MSCI Barra, EAFE, Aegis, Cosmos,
BarraOne, and all other MSCI and Barra product names are the trademarks, registered trademarks, or service marks
of MSCI, Barra or their affiliates, in the United States and other jurisdictions. The Global Industry Classification
Standard (GICS) was developed by and is the exclusive property of MSCI and Standard & Poor’s. “Global Industry
Classification Standard (GICS)" is a service mark of MSCI and Standard & Poor’s.

© 2008 MSCI Barra. All rights reserved.

About MSCI Barra

MSCI Barra is a leading provider of investment decision support tools to investment institutions worldwide. MSCI Barra
products include indices and portfolio risk and performance analytics for use in managing equity, fixed income and multi-
asset class portfolios.

The company'’s flagship products are the MSCI International Equity Indices, which are estimated to have over USD 3
trillion benchmarked to them, and the Barra risk models and portfolio analytics, which cover 56 equity and 46 fixed income
markets. MSCI Barra is headquartered in New York, with research and commercial offices around the world. Morgan
Stanley, a global financial services firm, is the controlling shareholder of MSCI Barra.
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