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Abstract

This paper examines whether earnings momentum and price momentum are related. Both in time-
series as well as in cross-sectional asset pricing tests, we find that price momentum is captured by the
systematic component of earnings momentum. The predictive power of past returns is subsumed by a
zero-investment portfolio that is long on stocks with high earnings surprises and short on stocks with
low earnings surprises. Further, returns to the earnings-based zero-investment portfolio are
significantly related to future macroeconomic activities, including growth in GDP, industrial
production, consumption, labor income, inflation, and T-bill returns.
© 2005 Elsevier B.V. All rights reserved.
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1. Introduction

In a seminal paper, Fama (1998) once again makes the case for the efficient markets
hypothesis. Notwithstanding the recent interest in behavioral finance—an interest that is
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driven by data that are inconsistent with the standard frictionless asset pricing models—
Fama argues that the null should still be one of market efficiency. However, Fama
concedes that two robust and persistent anomalies pose challenges to the efficient markets
paradigm. These two anomalies are (i) the post-earnings announcement drift, or earnings
momentum, first documented by Ball and Brown (1968) and (ii) the short-run return
continuation, or price momentum, documented by Jegadeesh and Titman (1993). Earnings
momentum refers to the fact that firms reporting unexpectedly high earnings subsequently
outperform firms reporting unexpectedly low earnings. The superior performance lasts for
about nine months after the earnings announcement. Price momentum refers to the
strategy that buys past winners and sells past losers, which earns abnormal returns for a
period of up to one year after the execution of the strategy.

In this paper, we study whether earnings momentum and price momentum are related.
Our analysis extends Chan et al. (1996), who also investigate whether the predictability of
future returns based on past returns is subsumed by individual stock earnings surprises in
cross-sectional tests. If price momentum is related to macroeconomic variables, as shown
by Chordia and Shivakumar (2002), Ahn et al. (2003) and Avramov and Chordia (2005),
then firm-specific characteristics, such as earnings surprises, will be insufficient to capture
price momentum. We seek a relation between price momentum and the systematic
component of earnings momentum.

Based on the most recent earnings surprise, measured as standardized unexpected
earnings (SUE) following standard practice in post-earnings announcement drift literature,
we sort firms into decile portfolios and then examine whether a zero-investment portfolio
that is long the highest earnings surprise portfolio and short the lowest earnings surprise
portfolio captures the price momentum phenomenon. Both in time-series and cross-
sectional asset pricing tests, we find that the earnings-based zero-investment portfolio
(denoted PMN for positive minus negative) captures the payoffs to price momentum
strategies. For instance, the price momentum effect (as measured by the portfolio WML,
which is long past winners and short past losers), at about 76 basis points per month, is
reduced to essentially zero in time-series tests after controlling for the exposure of firms to
PMN. Since PMN is a diversified portfolio, it is unlikely to reflect any firm-specific
information. Thus, the above results are consistent with price momentum being primarily
related to the systematic component of earnings momentum.

To better understand the ability of PMN to explain price momentum, we analyze the
properties of PMN. During our sample period from January 1972 through December
1999, the payoffs to the PMN portfolio average a significant 90 basis points per month.
These payoffs are not subsumed by the Fama and French (1993) factors or the momentum
factor of Carhart (1997). Thus, while the earnings momentum anomaly subsumes the price
momentum anomaly, it is not itself subsumed by the price momentum anomaly. The
correlation between PMN and the price momentum based portfolio, WML, is 0.66. Also,
WML is more volatile than PMN. These results suggest that price momentum is a noisy
proxy for earnings momentum. This is consistent with the results in Hong et al. (2003) who
examine earnings and price momentum in 11 international equity markets and find that
price momentum exists only in those countries in which earnings momentum is profitable.

Using a variety of measures to capture future macroeconomic conditions, we show that
the return on PMN forecasts future business conditions. In particular, we find that the
return on PMN is correlated with future GDP growth, industrial production growth,
consumption growth, labor income growth, inflation, and T-bill returns. These
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