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Momentum Effect  - Does it Exist in REITs ? 
 
I recently came across a research white paper (March 2010) ñMomentum ï A 
Contrarian Case for Following the Herdò by Dr Tom Hancock from the highly credible 
value investment firm GMO, in which he revisits the old strategy of momentum 
investing. The startling results of the study got me thinking as to whether the same 
momentum effect would be present in the Real Estate Investment Trust (ñREITò) 
world. 
 
No doubt you are wondering why on earth a value investor / contrarian (GMO, 
Velocity) who seeks to profit from a reversion to the mean the very opposite of the 
momentum effect would be interested in a craft that philosophically is its antithesis. 
The answer to this question I believe is best answered by an old song, ñ..... the thigh 
bone is connected to the hip bone....ò. These 2 investing strategies (momentum & 
mean reversion) are highly interrelated and although their effect is entirely different 
the cause leads one from the other. 
 
I am particularly pleased to be doing this letter, for nostalgic reasons, as while doing 
the research for this paper I came across an old academic paper, Real Estate 
Securities and a Filter-based, Short-term Trading Strategy by Cooper, Downs, 
Patterson (1998) which I used as the basis for my motivation to set up the Real 
Estate Hedge Fund I have been managing in various forms since 2002, and as you 
will see later in the letter, the dominant market forces in the early 90ôs are still very 
much present within the REIT world of today.  
 
The letter will read longer than my typical musings but the subject matter warrants a 
detailed explanation. Before we get to the specifics of the REIT world we need to 
understand what the momentum effect is, and look at the results of the GMO study. 
 

Background 
 
If you do any academic search of momentum investing it is almost guaranteed that 
you will start with the highly cited 1993 paper ñMomentumò by Jegadeesh and 
Titman, in essence their study took the best performing stocks over a period of time 
and invested in them and sold the worst performing. What the study demonstrated 
was that stocks that had previously outperformed continued to outperform and stocks 
that underperformed also continued to underperform in greater measure to their 
relative benchmark. Naturally this study flew in the face of the Efficient Market 
Hypothesis and has lead to thousands of follow up papers whereby the 
outperformance can either be explained away by risk models, implying that the 
outperformance is nothing more than an equitable payoff for increased risk; or you 
have the alternative theories in which the Behaviouralists explain the outperformance 
due to anomalies in rational decision making, in the main relating to the under-
reaction to informational uncertainty or the delayed reaction to information 
transmission. 
 
In my humble opinion the source of the outperformance is irrelevant, as with all the 
knowledge of the momentum effect in the money management industry as well as 
the academic community, the alpha generation persists!  
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GMO Paper Results 
 
For the purposes of this letter I have only focused on Figures 1 & 2 below, the actual 
report contains far more detailed information for those who are interested. 
 

 
        
 
ñFigure 1 shows the return relative to the market of portfolios built by taking the top 
performing quartile of a large cap U.S. investment universe over varying backward-
looking horizons (both the quartiles and the portfolio weightings displayed are 
defined by market capitalization). The strategy here is to rebalance monthly, so the 
turnover is somewhat high to implement exactly this strategy, but the point is clear. 
For short horizons like a single month, there has been reversal, where last monthôs 
winners underperform the current monthôs winners. But as the time period is 
extended out to close to a year, the story flips over. Since 1927, the basket of stocks 
formed by taking the winning quartile over the prior 12 months continues to 
outperform by an annualized rate of over 3%. With the desire to sidestep the shorter-
term reversal of fortunes, it is common for students of this momentum effect to use a 
measure that omits the return from the most recent month. Figure 2 shows the return 
to portfolios formed over the 1 to 15 most recent months not including the prior 
month. The returns peak at 11 months, meaning the most successful portfolios are 
formed by taking the winners over the last 12 months, but excluding the return from 
the most recent month. This strategy has outperformed by nearly 4% per year over 
the period from 1927-2009. While practitioners all use their own variants of price 
momentum strategies, this simple ñlast 12 months ex-the most recent month 
strategyò is a good proxy for the range of momentum strategies used today.ò 
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Velocity Study Results 
 
We have adopted a very similar methodology to our REIT analysis as per the GMO 
white paper. The only additional filter we introduced was a liquidity filter to avoid 
abnormal returns on very low volume skewing the study in a particular direction, so 
all stocks needed to trade above a certain $ amount to qualify for the study. 
 
The other difference in this chart to the GMO is per the Y-vertical axis, which we 
have not annualized. The data series we are using here is daily data going back to 
1994. 
 
The results from this study do not display any momentum effect what so ever, in fact 
on the contrary, the results display a contrarianôs dream reversion to the mean at 
play, with short term outperformance over 2 months leading to the strongest 
underperformance in the month ahead. 
 
Top Quartile (incl) 
Figure 3 
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US REIT Bottom Quartile (incl) 
Figure 4 

 
 
Here the study presents a very similar story, with the worst performing quartile 
producing the most reversion after one month. There is clearly no forward 1 month 
momentum over the 15 month study. 
 
In keeping with the GMO paper and the many other momentum studies we will now 
look at the effect on momentum when ignoring the most recent month from the 
analysis. 
 
US REIT Top Quartile (excl) 

Figure 5 
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When stripping out the most recent month from the analysis we start to see a 
momentum effect develop over longer time frames of around 10 months; however, 
on a short time frame the strong reversionary forces persist. 
 
US REIT Bottom Quartile (excl) 

Figure 6 

 
 
Once again we see no momentum effect in our analysis of the bottom quartile whilst 
excluding the most recent month. What remains are clear market reversion forces. 
 
We took our analysis a step further and analysed whether there was momentum 
across the Global REIT market. In this analysis we took our data from the SNL 
country index database and applied our methodology to the top 3 and worst 3 
performing country indexes in relation to the SNL Global REIT index. 
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Global REIT Top Quartile (incl) 

Figure 7 

 
 
Global REIT Bottom Quartile (incl) 

Figure 8 

 
 
Clear momentum is displayed in both charts. 


