Accepted Manuscript

Information Percolation, Momentum and Reversal

Daniel Andrei, Julien Cujean

Pl S0304-405X(16)30238-0

DOI: 10.1016/j.jfineco.2016.05.012
Reference: FINEC 2725

To appear in: Journal of Financial Economics
Received date: 26 October 2015

Revised date: 12 April 2016

Accepted date: 7 May 2016

Please cite this article as: Daniel Andrei, Julien Cujean, Information Percolation, Momentum and Re-
versal, Journal of Financial Economics (2016), doi: 10.1016/j.jfineco.2016.05.012

This is a PDF file of an unedited manuscript that has been accepted for publication. As a service
to our customers we are providing this early version of the manuscript. The manuscript will undergo
copyediting, typesetting, and review of the resulting proof before it is published in its final form. Please
note that during the production process errors may be discovered which could affect the content, and
all legal disclaimers that apply to the journal pertain.


http://dx.doi.org/10.1016/j.jfineco.2016.05.012
http://dx.doi.org/10.1016/j.jfineco.2016.05.012

Information Percolation, Momentum and Reversal

Daniel Andrei* Julien Cujean'

Abstract: We propose a joint theory of time-series momentum and reversal based on a
rational-expectations model. We show that a necessary condition for momentum to arise in
this framework is that information flows at an increasing rate.-We focus on word-of-mouth
communication as a mechanism that enforces this condition and generates short-term mo-
mentum and long-term reversal. Investors with heterogeneous trading strategies—contrarian
and momentum traders—coexist in the marketplace. YAlthough a significant proportion of
investors are momentum traders, momentumsis not completely eliminated. Word-of-mouth
communication spreads rumors and generates price run-ups and reversals. Our theoretical

predictions are in line with empirical findings.
JEL classification: G11, G12;, G14.
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