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Summary

According to the Oxford Dictionary, momentum is a force that is gained by movement. Price momentum entails the observation that past winning stocks continue to deliver superior returns in the short run while past losing stocks subsequently continue to disappoint. Likewise, earnings momentum refers to the observation of momentum in stock prices following the direction of analysts' earnings forecast revisions. Both phenomena have been documented for the U.S. by Jegadeesh and Titman (1993) and Chan, Jegadeesh, and Lakonishok (1996) in the early nineties. Moreover, Rouwenhorst (1998) and Griffin, Ji, and Martin (2003, 2005) evidence that the momentum effect carries over to many developed international markets in terms of magnitude and persistence.

Within our paper we confirm that price and earnings momentum are constantly defying capital market efficiency in international equity markets. Usually, this observation is being rationalized by either risk-based or behavioral-based explanations. However, such explanations are only meaningful if the momentum anomaly is not spurious in the first place. Especially, when a vast number of strategies is being tested around the globe, some strategies tested may excel by chance alone. Statistically speaking, there is a need to control for data snooping biases given the multitude of tests involved. While researchers have long been aware of data snooping biases, common statistical procedures are not always optimal in terms of power, and hence they are most likely to reject any given anomaly. However, we aim to detect as many countries as possible where the momentum anomaly actually exists. We therefore employ the recent proposal of Romano and Wolf (2005), which achieves improvements in power due to its stepwise nature and use of studentized test statistics. While Leippold and Lohre (2009, 2010) document that Sloan (1996)’s accrual anomaly and the dispersion effect of Diether, Malloy, and Scherbina (2002) are not robust to this battery of tests, we find that both price and earnings momentum are fairly persistent with regard to data snooping biases. Hence, the phenomenon is even more intriguing and the need for a sound economic explanation of the origins of momentum is apparent.

In examining the link between both momentum anomalies, we test the recent conjecture of Chordia and Shivakumar (2006) who claim that price momentum is merely a noisy proxy for earnings momentum in the U.S.. This explanation is intuitive, since price momentum may well be rationalized in a model of investors underreacting to fundamental news as represented by earnings revisions. Along this line of reasoning, we check whether this explanation constitutes a broad pattern in a large sample of 16 European countries. Our findings are as follows. First, while we replicate the result of Chordia and Shivakumar (2006), the conjectured pattern has recently become more subtle. During the market frenzy at the end of the nineties, we observe a decoupling of price and earnings momentum in the U.S., which suggests that this period may be dominated by investors’ over- instead of underreaction. Second, considering an aggregate European momentum strategy, we find that European price momentum appears to be a manifestation of earnings momentum throughout the whole twenty-year sample period. Third, while we cannot replicate this argument in all European countries, there is considerable evidence that earnings momentum is a crucial determinant in explaining price momentum for most countries.

Having established a link between both anomalies, we are still in need of a deeper rationale for the momentum effect. In further examining the international momentum phenomena, we fail to establish momentum as a proxy for macroeconomic risk. Rather supporting a behavioral-based argument we find momentum strategies to be most profitable when restricted to winner and loser portfolios characterized by proxies of high information uncertainty. In other words, the noisier the fundamental information, the slower its incorporation into prices, which is in accordance with underreaction of investors.

Regardless of the origins of momentum, be it risk or behavioral biases, it is most puzzling why the anomaly is not arbitraged away. While various market anomalies are found to falter following their publication, see Schwert (2003), momentum does not. To explain this observation, Korajczyk and Sadka (2004) and Lesmond, Schill, and Zhou (2004) detect trading costs to be the single most important impediment to successfully implement momentum strategies in the U.S.. The amount of trading costs is not only driven by the huge turnover but also by liquidity risk. Hence, Chordia, Goyal, Sadka, Sadka, and Shivakumar (2009) accordingly find the post-earnings-announcement drift to be confined to illiquid securities. Even more so, Liu (2006) constructs a liquidity-augmented asset pricing model that almost captures the abnormal returns of standard U.S. price momentum strategies. In a related vein, Arena, Haggard, and Yan (2008) resolve this puzzle for the U.S. by showing that momentum profits are especially pronounced for stocks with high idiosyncratic volatility which suggests that the momentum phenomenon persists, since any arbitrageur wishing to exploit the anomaly is limited by high arbitrage costs. In substantiating this claim, we provide additional evidence that international momentum strategies appear to be mostly limited to highly illiquid stocks.
