
Liquidity has long been an essential need for investors, but the huge desire for
highly movable financial assets over the past few years may be overblown
because it is likely hindering future returns.

“Liquidity is very important,” said David MacNicol, president and portfolio
manager at MacNicol & Associates Asset Management in Toronto. “But having
too much liquidity can come back to haunt you.”

It’s the burning theatre scenario . . . Everybody wants to be first out

Obsession with liquidity comes at a
price
Liquidity has long been an essential need for investors, but the huge desire
for highly movable financial assets over the past few years may be
overblown because it is likely hindering future returns
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While there are dozens of definitions of liquidity, it most simply refers to the
ability to convert one type of asset — for example, stocks — into cash or
some other asset type without suffering any loss of value. Investors generally
prefer greater liquidity and in order to accept less of it, they usually require
greater compensation in the form of higher returns.

At least, that’s the theory. But many investors have abandoned this rule of
thumb since the 2008 financial crisis and liquidity is all they seem to crave.
“It’s the burning theatre scenario,” Mr. MacNicol said. “Everybody wants to be
first out.”

He thinks many investors have gone too far. Many individuals he sees have
long-term investment horizons and no real immediate need for liquidity, yet
they are stacking their portfolios with highly liquid short-term assets that earn
weaker returns and carry potential risks such as inflation.

“Bill Gross sees inflation as a 2013 event,” Mr. MacNicol said. “If you have too
much liquidity and are invested in low-yielding assets like Treasuries or cash,
the ultimate liquid asset cost, inflation, is a big bogey that investors will have
to fight.”

Mr. MacNicol believes less liquid investments that earn potentially higher
returns should be part of a well-balanced portfolio, just as they have been for
some of the country’s biggest pension funds in recent years.

He runs an alternative asset trust that invests in both private equity and real
estate for his clients and also separately manages the MacNicol 360 Realty
Income Fund, which holds real-estate assets, mostly located in the United
States. He asks clients for a two-year commitment, at which time they can
take back all of their capital if they like, and he only invests 10% to 15% of
their total portfolio in this kind of illiquid fund.

If it’s true that less liquid investments tend to outperform more liquid ones in
the long run, then the same may hold true among stocks, according to a new
study published in the Financial Analysts Journal.

The study, which analyzed U.S. mutual funds, found that equity funds that
hold relatively less liquid stocks have outperformed funds that hold more liquid
stocks by more than 2.65% over the past 15 years.

“Surprisingly, the outperformance of the mutual funds that hold less liquid
stocks was primarily due to superior performance in down markets,” the
study’s authors said. “One possibility is that during periods of turmoil, high-
liquidity managers may be more likely to trade; thus, the most liquid stocks
may, in fact, suffer the steepest declines because there is a greater propensity
for their owners to trade them.”

Ultimately, Mr. MacNicol said it’s important investors figure out their time
horizons in order to assess how liquid a portfolio needs to be. “If they are truly
short term and very very nervous about the market, they should be as liquid
as possible. If they have three-to-five-year time horizons, they can look at
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more illiquid scenarios and, hopefully, better returns.”
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