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How investor psychology and the fundamental variables affect stock returns

Due to algorithmic trading and the rapid flows of information it is difficult to identify the borderline between technical fluctuations in capital market rates and those triggered by fundamental factors. Consequently, a combination of fundamental and psychological indicators may generate added value from an investors' point of view. This study fits in with the available literature on factor models; focusing on the testing of momentum theories calculated for different periods. This research seeks for an answer to the question of whether the momentum trading strategy will prove profitable in the short, medium and long term on the Frankfurt Stock Exchange, i.e. whether the historical performance of stocks can significantly predestine the future evolution of returns. The author applies a portfolio-level univariate sorting to test hypotheses, and tests the robustness of various momentum strategies with stock-level Fama-MacBeth regressions. The final result of the empirical investigations show that the one-year momentum is the most profitable version. The profitability of the momentum strategy can be enhanced by controlling the January effect and by combining the trading strategy with fundamental factors (beta, book to market ratio, liquidity). The trading strategy based on the momentum factor generates a highly significant abnormal return on the complete sample (1990-2021) and also in view of different structural breaks.



