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The Studies of Stock Price Momentum:
Theory and Evidence

CHIEN-SHAN HAN

ABSTRACT

The purpose of this paper is to investigate whether there are price continuations in Taiwan stock market and
why investors adopt momentum strategy from an integrated view combining empirical evidence and theory.
Since prior studies have documented there are intermediate-term momentum effects and long-term reversal
effects in many stock markets, several theories explain this pattern on psychological biases. On the contrary,
many studies find strong evidence of price momentum in Taiwan stock market, especially intermediate/long-term price
continuations during bull periods. However, few theories can explain this phenomenon. In this paper, we plan
to build a theoretical model by cooperating both microstructure and corporate finance fields to explain why a
rational investor adopts price momentum strategies. The viewpoint of this model is that we assume outside
financers decide the credit term of financing a firm’s investment projects based on prior stock prices. Usually,
a firm gets more favorite credit terms if its previous stock prices are high. Higher stock prices let the firm’s
costs of capital go down, which are beneficial to the firm’s value. As a result, stock prices exhibit a pattern of
intermediate/long term continuation. In our model, we also try to explain momentum strategies are more
profitable during bull markets periods.

Keywords: price momentum, marker microstructure, behavioral finance
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