AQR was established in 1998 in Connecticut by it’s founder Cliff Assess, and partners with whom he previously worked at Goldman Sachs. AQR was the first retail fund to focus on momentum. Today, AQR manages assets for large institutional investors. It has over 300 employees and 19 billion dollars in assets. The momentum strategy entails that stocks that performed well in the past will continue to perform well, and that stocks that performed poorly in the past will continue to perform poorly. It predicts expected returns of stocks only with historical information, so it is a violation of weak form market efficiency. It consists of creating a portfolio that buys winner stocks and sells loser stocks. Many see momentum as a strategy born from behavioural theories. Some argue that momentum is caused by an overreaction to news, an effect caused by investors who expect good news to be followed by more good news. Other people think the opposite: that momentum is a result of underreaction to news. In this scenario, if good news comes out, the stock price increases less that it deserves at first, and then slowly catches up to its appropriate price. Some people simply explain momentum as compensation for bearing undiversifiable risk and exposing to the possibility of great losses. AQR invested a large portion of its assets in hedge fund strategies. AQR started to be attracted by the potential it saw in mutual funds, and decided to enter the mutual fund market. Mutual funds differ from hedge funds in many ways. Firstly, anyone can invest in mutual funds, whereas only institutions and net-worth investor could invest in hedge funds. Another important difference is that hedge funds investors could only cash out at the end of a quarter, but open-end mutual fund investors could cash out at any time. Open-ended mutual funds were required to calculate net asset value (NAV) every day and to be ready at any time to purchase and/or sell their shares at that NAV. Furthermore, contrarily to hedge funds, mutual funds were limited by the law in their use of short positions and leverage. Mutual funds could not sell “loser” stocks short to reap the full benefits of momentum. Regulations prohibited mutual funds to charge fees, and required them to adopt “prudent” investment strategies. These regulations were not anticipated by AQR and were obstacle in transferring the momentum strategy to mutual funds. In order to market the strategy to mutual funds, AQR created three long-only momentum indexes: large-cap US, small-cap and large-cap international. each quarter the stocks were ranked on the basis of their performance, and the top third were selected for the index. The actual implementation of the momentum strategy brought up important decisions for AQR to make. The main question for AQR was whether the goal of the fund was to match the index, or beat it? On one hand, if they merely marched the index, it would be a great disappointment. Especially after deducting all the fees and trading costs of the strategy. But on the other hand, outperforming the index would be a difficult challenge, and would lead to a risk of tracking error. The first major question they asked themselves was “How often to rebalance?” If they rebalanced too often, any advantage that rebalancing might have given the portfolio would likely have been wiped out by that excessive cost. But if it were never rebalanced, it would gradually drift from its target asset allocation. AQR’s challenge was to balance the risk that they are willing to take versus the cost that they are willing to incur to make sure their asset allocation is on track. The second question AQR had to deal with was whether to trade “boundary” stocks on the edges of the list? Their main challenge here was to determine how large of a gap in rank must there be to justify a trade. Their 3rd challenge was to decide when the trading should happen? Should trades be implemented fast, or slowly? If AQRs decision was to to trade fast, it would increase trading costs, and if they decided to trade slowly, it could increase tracking error. Their 4rth challenge dealt with the impact of taxes. Fund managers could make decisions to affect taxes by choosing to realize (or not to realize) capital gains and losses, and by holding positions for longer periods in order to make gains long-term instead of short-term. The last challenge that AQR faced while implementing their strategy was to decide if they should consider other sources of outperformance. It was found that momentum is potentially attractive to any portfolio that already had a Value tilt.
In Class
Momentum is such a simple strategy. You don’t have to look at a lot of fundamentals. The only thing you need to look at is the previous year returns. The biggest problem for momentum strategy is the big downside return for 2009. There was a huge negative return. It means that it is not that safe, you can loose a lot of your money in one given year. You can be wiped out from the market. 
3 explanation of momentum strategy:
Overreaction: investors are irrational, and overreaction means that everybody jumps in to that sticks, and it will continue to grow up. According to efficient market theory though, the stock will tend to be overvalued/overpriced if everyone overreacted, and there will be correction in the future. The price will eventually come down to be correctly priced. There will be lower return for this stock in the future.
Mutual funds cannot do short selling. Hedge funds can. Mutual funds have that short selling constraint. Does the stock market really need short selling? What is the function of short selling? Why was it designed? For leverage, to hedge. Hedging is one of the most important reasons why short selling exists. Hedging can reduce risk. That is the initial purpose. But many people use short selling for speculation. It can be very dangerous. If the price goes up, your losses can be unlimited. It magnifies losses. But we NEED short selling in the market to hedge. Mutual funds couldn’t use it. What is the problem with this? What is the effect of short-selling constraints on the market?
The best mutual funds can so if they don’t like a stock, they can sell it. 
The stock that nobody wants is overpriced. If there is a dislike in a stock, usually if short-selling is allowed, everyone would short it. And you will be the stock price for that stock go down. But if its not allowed, you can just sell it.
Under reaction
Compensation for bearing undiversifiable risk and exposing to the possibility of great losses

Find out How to rate the results of a regression? (will be important for project)

Short-term reversal: the reason momentum was usually defined excluding the past month’s returns.
Long winner stocks and short loser stocks. Difference between both= profits.
UMD strategy. You can also look at the separately. U strategy: you buy long stocks and hope price will go up. D strategy alone: you short sell stocks you think will go down. So, UMD is the both together. There is potential for a bigger return.
MF can’t short sell. What is the risk of just U strategy (just long good stocks)? They have high correlations. Negative correlation between UMB and HML. How to make money from HML? You long high book to market and short sell low BM.
How to make money from UMD? Long low BM and short high BM. It’s the opposite. both HML and UMD strategies give you positive return. Overlap.
UMD has -0.30 correlations with HML. 
Interesting and appealing with momentum strategies: Holds across time periods, countries, and asset classes.
Tail risk/ tail events: whether momentum exposes investors to extreme losses in certain situation. Basically, everything happens in the middle (bell shaped curve). If it’s in the tail of the curve, there is not a big chance it will happen. But it can happen, and it can be a disaster.
Evidence for risk 1: natural tension about the impact of holding period and how best to formulate future expectations of the strategy
Evidence for risk 2: compensation for bearing diversifiable risk. High momentum stocks had a strong tendency to move together, making it difficult to obtain momentum profits without exposing oneself to the possibility of substantial loss.
This explains why we have SMB, HML, and UMD. Why can they explain stock returns? 
How to make money form SMB? Long small stocks and short big stocks and because the _____ differ, you can make profits. SMB catches risk related to size
HML captures risk related to book to market
Covenant factor: when firms borrow debt, they have convents over the debt to protect investors. Covenant that limits and constrains risk. Constrains the firms flexibility of the firms investment. 
Mutual funds have liquidity problems compared to hedge fund, because in MF, if investors want to, they can take their money back at any moment. You have to be ready. They have to sell some of their assets right away, get cash, and give it to investors. So, they tend to invest in liquid assets. Because if they invest in illiquid assets, they have to sell at discount to get cash quickly and give it to investors.
Hedge funds don’t have this problem. They can hold the money longer and invest in less liquid assets.
Long only, they loose profit form short side.
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