

Questions on Price Momentum and Trading Volume
1. What patterns you observe from Table 1?

2. What patterns you observe from Table 2?

3. What patterns you observe from Table 6? Which strategy offers the highest 1 year and 2 years return? 

4. What you learn from Table 9? How informative are financial analysts? 
5. What you learn from Figure 3? What am I always unlucky? 

6. From the paper, what kind of trading strategies can you design?

“First, the asymmetry in the timing of momentum reversals between winners and losers remains a puzzle. We show that low volume losers rebound quickly and outperform high volume losers with the next three to 12 months. However, it takes low volume winners longer (more than 12 months) to significantly outperform high volume winner. We know of no explanation for this timing difference.” (Lee and Swaminathan, 2000, p. 2067)

From our analysis of the information processing cycle, the low volume winner stage is the gradual understanding of fundamental news about a firm. Since the understanding of fundamentals is very costly and generally takes a very long time, it will take a long time for low volume winners to significantly outperform high volume winners. The high volume loser stage is when large investors are already well informed about the overpricing and are active sellers. The price at this stage is supported by active buying of small investors, who mainly respond to popular media coverage and technical signals (Hvidkjaer, 2006). Since coverage from popular media and technical signals, which is information with low cost and low value, is easier to understand than details about fundamentals, the price adjustment at this stage is much faster. 

“Second, with the possible exception of the disposition effect from the behavioral literature, we know of no explanation for why trading volume should decline when firms fall out of favor.” 

The volume of trading reflects how many investors believe they can make profitable trades. When stocks are out of favor, few people believe they can make a profit buying these stocks. Hvidkjaer’s detailed analysis shows that losing stocks do experience consistent selling pressures over a long period of time. The low volume of trading when firms fall out of favor reflects one fundamental asymmetry in security trading. Because of the constraint in short selling, for a stock, there are always more potential buyers, who can be anyone, than potential sellers, who are largely existing share holders. 

“Finally, we find it remarkable that measures as readily available as past returns and trading volume can have such strong predictive power for returns. … Why this information is not fully reflected in current prices is another puzzle we leave for future research.”

From (3), how much information we can understand depends on our background knowledge about the information and how much weight we assign to the information. From the efficient market theory, trading volume carries very little information. So little weight was given to the idea that trading volume might contain valuable information, which inhibited the research on this direction in the past. 

