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Momentum

• Sort stocks by their 2 to 12 month returns
• Invest in winners and short the losers
• Skip one month
• Hold one to 12 months

• Extremely attractive up to 12% pa returns 
for such long-short portfolios
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Cumulative Returns of a constant USD 100 investment to 
a Momentum Factor with profits not reinvested (1926-

2013)

Momentum Factor is a long-short zero investment portfolio that is long (short) 
in the stocks that have performed best (worst) in the past 2 to 12 months. For 
more details see Kenneth French’s website.



MOMENTUM STRAGEGY

• Jegadeesh and Titman (1993): Returns for buying winners and selling loosers: 
Implications for stock market efficiency (1993). Moskowitz and Grinblatt (1999) show 
this is largely due to industry momentum.

•Why? Different theories: 

• Investors’ herding? Implications?

• Information spreads slowly, trend followers try to learn from price moves 
(Hong and Stein)? Implications?

• Momentum follows when risk is proportional to Value (for instance when 
some stocks value increases, its risk in its investors portfolio increases, 
implying an increased risk premium). Implications? See Cochrane, 
Longstaff and Santa-Clara, 2008.

•Momentum can also arise from behavioral biases, Daniel, Hirshleifer and 
Subrahmanyam 1998. 

POSSIBLE EXPLANATIONS
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Hong and Stein (1993)

• Two types of investors

• First, news watchers with CARA utilities and Walrasian demand

• Liquidating dividend 

• Shocks      decomposable to z subinnovations with variance 

• z cohorts of investors who all see only one of the subinnovations 
each period, and a different one next period and so on…
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Hong and Stein (1993)

In equilibrium, with only newswatchers it can be shown that

Here Q = supply and 

Θ is product of parameter of risk aversion and    .

Note that in this setting prices adjust gradually to shocks.

Pt = Dt + (z−1)εt+1 + (z− 2)εt+2 +...+εt+z{ } / z−θQ

σ 2
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Hong and Stein (1993)

• They add second class of traders who do not see signals 
but condition on the cumulative price change over k 
periods

• They invest with j period horizon

• With k = 1 we get (and momentum)

Pt = Dt + (z−1)εt+1 + (z− 2)εt+2 +...+εt+z{ } / z−θQ− jA− φ(Pt−1 −Pt−2 )
i=1

j

∑
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Information Percolation, Momentum and Reversal

Andrei and Cujean 2017 JFE

Combines the Grossman and Stiglitz model & Grossman and 

Miller model

- Supply shocks lead to reversals (as in Grossman and Miller)

- Information shocks and growing precision of signals leads to 

momentum (as price uncertainty declines)
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Is Momentum Really Momentum�Robert Novy-Marx|

JFE 2012
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An Institutional Theory of Momentum and Reversal, RFS, 2013

Dimitri Vayanos, Paul Woolley

A theory of momentum and reversal based on flows between investment 
funds. 

Flows are triggered by changes in fund managers’ efficiency, which investors 
either observe directly or infer from past performance. 

Momentum arises if flows exhibit inertia, and because rational prices under-
react to expected future flows. Reversal arises because flows push prices 
away from fundamental values. Besides momentum and reversal, flows 
generate comovement, lead-lag effects and amplification, with these being 
larger for high-idiosyncratic-risk assets. A calibration of the model using 
evidence on mutual-fund returns and flows generates sizeable Sharpe ratios 
for momentum and value strategies.

Implication that good value returns should 
follow good momentum returns, do they?



Time-series momentum
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Calculate annualized variance for assets as 

where      is the exponentially weighted average return. Here

adds to one.   



Time-series momentum
• Regressions to study the effect of past 

returns on future returns
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Go long (short) assets when 12-moth return positive (negative), 
making investment level inversely proportional to volatility
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Baltas and Kosowski (2013) show evidence that CTA’s (Commodity Trading 
Advisors) follow time-series momentum strategies and that the returns to 
Stock Index Futures based time-series momentum strategies (M = Monthly, 
W = weekly and D = Daily) are highly attractive (see below the returns to 
some such strategies – excluding fees and net of fees - along with the returns 
to MSCI index)
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Missing risk factors?
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Is value a risk factor or due to misvaluation

•Kokkonen and Suominen (2014) show that the HML value factor (the 
tradidional value factor based on sortings of market to book values) is closely 
related to a misvaluation factor. In a misvaluation factor we short stocks that 
appear most overvalued and invest in stocks that appear most undervalued. 
Fundamental values that are used to evaluate misvaluations are estimated using 
firms’ book values and analysts’ earnings forecasts.

•Misvaluation factor in combination with momentum gives extremely nice 
returns (Sharpe 0.7 p.a.)

•Asness, Pedersen and Moskovitz (2011) use 5-year past returns as measure of 
value.



Value spread forecasts value returns

• Cohen, Polk and Vuolteenaho (2003) look at the spread in
P/B in the extreme 3 deciles of stocks sorted by P/B. This
measure forecasts value stock returns.

• Asness et al. (2000) use another refined measure of value
spread to forecast returns.

• Similarly Kokkonen and Suominen (2014) calculate a
misvaluation spread (the difference in misvaluation of the
3 extreme deciles of stocks sorted on misvaluation) and
show this forecasts misvaluation based portfolio’s returns.
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IME = Inexpensive Minus Expensive  =Misvaluation based  long-short portfolio
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Portfolio considerations

How attractive portfolios can we construct 
from momentum, size and value factors, 
combining them with equity portfolio and 
conditioning our investments on the level of 
value spread? 
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Traditional approach – combine stocks and bonds internationally.

Why not add value and momentum and make the level of investment in
them time varying and conditional to value spread
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Cumulative returns on the optimized strategy

It seems that such portfolios have very attractive returns –
Somehow these factors work well in combination
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Value and Momentum Everywhere

Clifford S. Asness, Tobias J. Moskowitz, and Lasse H. Pedersen

Abstract

Value and momentum ubiquitously generate abnormal returns for individual stocks

within several countries, across country equity indices, government bonds, currencies,

and commodities. We study jointly the global returns to value and momentum and

explore their common factor structure. We find that value (momentum) in one asset class

is positively correlated with value (momentum) in other asset classes, and value and

momentum are negatively correlated within and across asset classes. Liquidity risk is

positively related to value and negatively to momentum, and its importance increases

over time, particularly following the liquidity crisis of 1998. These patterns emerge from

the power of examining value and momentum everywhere simultaneously and are not

easily detectable when examining each asset class in isolation.
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(Green, Hand, Zhang, 2014)



More anomalies (Green, Hand, Zhang, 2014)







Construct a scoring model based on signals
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Example: SCORE BASED ON SEVERAL RPS
Other information to support discretionary decision making



Macroeconomic variables and equity market
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There exists some evidence that also macroeconomic factors, 
such as industrial production, affect stock market expected 
returns.

In addition,  there is evidence that momentum is present 
internationally. 
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Learning as a market correcting force
R. David McLean and Jeffrey Pontiff (2013) study the out-of-sample and post-publication return-predictability of 82 
characteristics that are identified in published academic studies. The average out-of-sample decay due to statistical bias is 
about 10%, but not statistically different from zero. The average post-publication decay, which we attribute to both 
statistical bias and price pressure from aware investors, is about 35%, and statistically different from both 0% and 100%. 
Our findings point to mispricing as the source of predictability. Post-publication, stocks in characteristic portfolios 
experience higher volume, variance, and short interest, and higher correlations with portfolios that are based on published
characteristics. Consistent with costly (limited) arbitrage, post-publication return declines are greater for characteristic 
portfolios that consist of stocks with low idiosyncratic risk.

-After academics publish an anomaly, the anomaly is 
decreased by 35%. 

-Trading related to anomaly increases.
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Hedge Funds as a Market Correcting Force

• Kokkonen Suominen find that hedge funds 
trade to improve market efficiency.

• Buy more undervalued than overvalued 
shares
– Especially at times when misvaluation

spread is large.
– When hedge fund capital increases or 

leverage opportunities improve.
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Chordia Subra, Tong 2014, find that returns to anomalies
based trading strategy have declined over time
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Conclusions

• Momentum is strong. Possibly related to spreading 
of information. 

• Value phenomenon is also strong and possibly 
related to mispricing

• Market correcting forces have decreased 
predictability
– Hedge fund capital
– Academic research
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