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		Abstract

		This paper analyzes the statistical evidence bearing on whether transitory components account for a large fraction of the variance in common stock returns. The first part treats methodological issues involved in testing for transitory return components. It demonstrates that variance ratios are among the most powerful tests for detecting mean reversion in stock prices, but that they have little power against the principal interesting alternatives to the random walk hypothesis. The second part applies variance ratio tests to market returns for the United States over the 1871-1986 period and for seventeen other countries over the 1957-1985 period, as well as to returns on individual firms over the 1926- 1985 period. We find consistent evidence that stock returns are positively serially correlated over short horizons, and negatively autocorrelated over long horizons. The point estimates suggest that the transitory components in stock prices have a standard deviation of between 15 and 25 percent and account for more than half of the variance in monthly returns. The last part of the paper discusses two possible explanations for mean reversion: time varying required returns, and slowly-decaying "price fads" that cause stock prices to deviate from fundamental values for periods of several years. We conclude that explaining observed transitory components in stock prices on the basis of movements in required returns due to risk factors is likely to be difficult. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
	

	
    

    
	

	
	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	






	
		Suggested Citation:
		Suggested Citation
	

	
		
			Poterba,  James M. and Poterba,  James M. and Summers,  Lawrence H., Mean Reversion in Stock Prices:  Evidence and Implications (August 1987). NBER Working Paper No. w2343,  Available at SSRN: https://ssrn.com/abstract=227278
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	

	

	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						James M. Poterba (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Massachusetts Institute of Technology (MIT) - Department of Economics  ( email )

			

			
			
				
				
				
					50 Memorial Drive
E52-350
Cambridge, MA  02142
United States
617-253-6673 (Phone)
617-253-1330 (Fax)

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				National Bureau of Economic Research (NBER)  ( email )

			

			
			
				
				
				
					1050 Massachusetts Avenue
Cambridge, MA  02138
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Lawrence H. Summers

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Harvard University  ( email )

			

			
			
				
				
				
					1875 Cambridge Street
Cambridge, MA  02138
United States
617-495-1502 (Phone)
617-495-8550 (Fax)

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
					
				
					
					
					
				
			

			
				National Bureau of Economic Research (NBER) 

			

			
			
				
				
				
					1050 Massachusetts Avenue
Cambridge, MA  02138
United States

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				Harvard University - Harvard Kennedy School (HKS)  ( email )

			

			
			
				
				
				
					79 John F. Kennedy Street
Cambridge, MA  02138
United States

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				    3,582

			

		
		
		
			Abstract Views

			   26,777

		

		
		 
		
			Rank

			    5,936

		

		
	


	
		
            
            	       46 Citations
		

	

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    NBER Working Paper Series

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                NBER Working Paper Series

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                           12,243

                                    

                                    
                                        PAPERS

                                           32,681

                                    

                                

                                
                            

                        

                    

                
	
                    International Corporate Finance eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                International Corporate Finance eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            1,029

                                    

                                    
                                        PAPERS

                                            8,595

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        RenÃ© M. Stulz at Ohio State University (OSU) - Department of Finance

                                    

                                
                            

                        

                    

                


        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        A Model of Investor Sentiment

                        
                            By
                                
                                
                                    
                                    Nicholas Barberis, 
                                    
                                
                                    
                                    Andrei Shleifer, ...
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        A Unified Theory of Underreaction, Momentum Trading and Overreaction in Asset Markets

                        
                            By
                                
                                
                                    
                                    Harrison G. Hong
                                     and 
                                
                                    
                                    Jeremy C. Stein
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Momentum Strategies

                        
                            By
                                
                                
                                    
                                    Louis K.c. Chan, 
                                    
                                
                                    
                                    Narasimhan Jegadeesh, ...
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            Bad News Travels Slowly: Size, Analyst Coverage and the Profitability of Momentum Strategies

                            
                                By
                                    
                                    
                                        
                                        Harrison G. Hong, 
                                        
                                    
                                        
                                        Terence Lim, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Price Momentum and Trading Volume

                            
                                By
                                    
                                    
                                        
                                        Charles M.c. Lee
                                         and 
                                    
                                        
                                        Bhaskaran Swaminathan
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            International Momentum Strategies

                            
                                By
                                    
                                    
                                        
                                        K. Geert Rouwenhorst
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Profitability of Momentum Strategies: An Evaluation of Alternative Explanations

                            
                                By
                                    
                                    
                                        
                                        Narasimhan Jegadeesh
                                         and 
                                    
                                        
                                        Sheridan Titman
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Profitability of Momentum Strategies:  an Evaluation of Alternative Explanations

                            
                                By
                                    
                                    
                                        
                                        Narasimhan Jegadeesh
                                         and 
                                    
                                        
                                        Sheridan Titman
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            When are Contrarian Profits Due to Stock Market Overreaction?

                            
                                By
                                    
                                    
                                        
                                        Andrew W. Lo
                                         and 
                                    
                                        
                                        A. Craig Mackinlay
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Positive Feedback Investment Strategies and Destabilizing Rational Speculation

                            
                                By
                                    
                                    
                                        
                                        J. Bradford Delong, 
                                        
                                    
                                        
                                        Andrei Shleifer, ...
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	
		
	
		
			
				
			
			
		
	
		
	
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l200 in   0.123 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	

