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Introduction

The Efficient Market Hypothesis (EMH) is the backbone of asset pricing in
financial economics. One version of EMH states that all publicly available
information is already reflected in the price. There are, however, a number
of documented patterns in the financial markets that are anomalies, given ex-
isting asset pricing models. Price momentum, which refers to the tendency
of an asset’s short-term performance continuation, is one of the most perva-
sive and long-standing market anomalies. The trading strategy based on the
momentum effect – a combination of long position in the previous winners
and short position in the previous losers or winner minus loser strategy –
historically produces about a 50% higher average return than the market
index.

The momentum effect was first introduced to the academia by Jegadeesh
and Titman (1993). It has been widely studied for the last two decades and
documented in different markets and asset classes. Several studies try to ex-
plain the existence of significantly positive excess returns from momentum
strategies. But it is not clear whether these violations of market efficiency
can be given a behavioral explanation or whether they are due to the ratio-
nal response of investors to real market constraints. Finding a risk-based
explanation for the momentum effects is a tremendously difficult task, as
momentum constitutes perhaps the toughest challenge for rational theo-
ries of the cross-section of stock returns (Fama and French, 1996). As an
alternative, a number of researchers have suggested behavioral theories of
momentum effects.

This dissertation consists of three papers on momentum strategy and
the comovement of stock returns. In the first paper, “Momentum Crash
Management,” I study the fat-tailed distribution of momentum return and
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the predictability of momentum crashes. I suggest a dynamic momentum
strategy with better performance than existing methods, while also taking
into account the strategy’s implantation cost. Momentum strategy has both
high average returns and Sharpe ratios, and, even after controlling for regu-
lar risk factors, it still produces high alpha. At the same time, however, mo-
mentum returns suffer from very negative skewness and sometimes experi-
ence crashes. Momentum crashes primarily occur due to the short positions
in the previous losers and after down markets, which tend to be followed
by rebounds and high ex-ante volatility. In these situations, the previous
losers that dropped significantly in the down market experience higher re-
turns during market rebounds compared to previous winners that have had
better prior returns (Daniel and Moskowitz, 2013).

In the first paper, I introduce a new momentum predictor, which I com-
pare to the predictors explored in the prior literature. I also investigate
whether momentum predictability can be used to manage risk, particu-
larly downside risk or crash management of momentum strategies. Using
momentum prediction results from two sub-samples of momentum crash
and normal periods, as well as the correlation results in the sorted quin-
tiles of momentum, I introduce an alternative momentum risk management
method. I show that the new method is more successful than previous meth-
ods, in terms of both returns and implementation costs.

In the second paper of the dissertation, “Over or Under? Momentum,
Idiosyncratic Volatility and Overreaction,” I try to understand why the mo-
mentum effect exist in the equity market and how it can be explained by
behavioral models. The models in the behavioral literature can be divided
into two camps, depending on whether they characterize price momentum
as investor underreaction or investor overreaction to information. While all
of these models are based on imperfect revision and the processing of infor-
mation, their underlying mechanisms are different. Identifying the working
mechanism is a challenging yet important part of our understanding of the
financial markets.

In this paper, I contribute to this line of research by using a simple model
that illustrates the link between idiosyncratic volatility and investors’ over-
reaction. I also use stock turnover as a measure of overreaction and present
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evidence in support of the overreaction explanation for momentum effects.
In addition, I shed some light on the relationship between momentum and
idiosyncratic volatility that has been investigated in several studies with con-
flicting explanations. I also explore the relationship between stock momen-
tum and industry momentum and show that the contribution of the indus-
tries to the momentum varies with the level of firm-specific information,
which is proxied by idiosyncratic volatility.

In the third paper of the dissertation, “Cyclicality of Price Comove-
ment and Firm Investment,” I study the effects of firm investment on the
idiosyncratic volatility of the stock and its synchronicity with the market. I
first investigate Veldkamp’s (2005/2006) explanation of information signals’
generation by investment and examine whether, in cross section of stocks, a
firm’s investment affects the comovement of stock return with the market.
I then explore the differential effects of the investment on the stock return
synchronicity depending on the state of the aggregate economy to deter-
mine whether, as Veldkamp (2005) posits, the countercyclical behavior of
stock return comovement can be explained by firm investments during eco-
nomic booms and busts. I use two forms of firm investment in this study:
capital expenditure as a general form of investment and R&D investment
as a specific form of investment. Moreover, I use both Fama-MacBeth and
fixed effects methods in the analysis of panel data.

My results show that the deviation of a firm’s capital and R&D invest-
ment from the industry’s average level of investment contains information
in the cross section of stocks and reduces the stock synchronicity with the
market. Furthermore, I provide evidence for differential effects of the in-
vestment on the stock synchronicity with the market in economic expan-
sions and recessions. The empirical results suggest that deviation from in-
dustry investment (both capital and R&D investment) has negative effect on
stocks’ comovement and that the effect is stronger in economic expansion
periods than in recession periods.
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