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Trend salience, investor behaviours and
momentum profitability

There is strong empirical evidence that investors have tendencies to extrapolate trends in time-series data. However, not all trends are
extrapolated. It has been shown that when an investor considers a trend salient they will act as trend followers, however, when a trend
is considered non-salient, they expect mean reversion. The issue of trend salience is important for momentum strategies. This paper
calculates a proxy for trend salience: the ratio of short-term (e.g. 3-months) geometric average rate of return to medium-term (e.g.
12-months) geometric average rate of return. A trend that is increasing is argued to be more salient than a trend that is decreasing.
Using this proxy for trend salience, the authors construct a momentum strategy that excludes stocks with non-salient trends. This
augmented momentum strategy is shown to have statistically higher returns than the traditional momentum strategy.
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