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In the financial market, two key indicators, risk and return, play a determining
role in the investment decisions of various companies. Investors seek to choose
options that offer maximum returns with minimal risk, and they aim to apply
strategies to achieve excess returns and outperform the market. One of the
important and widely used strategies among investors for selecting an optimal
portfolio in financial markets is the momentum strategy. Therefore, the present
study investigates the performance of momentum and reversal strategies under
conditions of financial stress and no financial stress. In this regard, to compare
the performance of the momentum strategy under conditions of no financial
stress in both the short and long term, a paired t-test was used. The statistical
hypothesis related to this part showed that if the cumulative abnormal return
for the arbitrage portfolio is positive, purchasing stocks without financial stress
in the short term and selling stocks without financial stress in the long term can
generate positive abnormal returns. The results of the hypothesis testing
showed that in all cases, except for the fifth portfolio, the significance level
was smaller than the test level. In other words, for the first, third, and fourth
portfolios, it can be claimed with high confidence that using the momentum
strategy and purchasing stocks without financial stress in the short term and
selling stocks without financial stress in the long term can generate positive
returns. On the other hand, for the second portfolio, it can be claimed that using
the momentum strategy and selling stocks without financial stress in the short
term and purchasing stocks without financial stress in the long term can
generate positive returns.
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Introduction

Investment strategies in financial markets have evolved significantly to optimize risk and
maximize returns. Key strategies, such as momentum and reversal, are widely utilized for constructing
efficient portfolios. The momentum strategy, popular among investors, is predicated on the idea that assets
that have recently performed well will continue to do so in the short term, whereas poorly performing
assets will continue to underperform (Carvalho, 2024; Fromlet, 2001). This phenomenon aligns with the
efficient market hypothesis, which postulates that securities are often accurately priced, reflecting all
available information. Yet, anomalies persist, such as those explained by behavioral finance theories
(Dargahi & Nikjoo, 2012).

Financial stress, defined as adverse market conditions that impact investor behavior, significantly
affects investment strategies. During such periods, financial markets experience heightened uncertainty,
influencing investor risk aversion and altering market dynamics. Mishkin (2000) highlights the
detrimental impact of financial crises, such as the deterioration of asset values and credit availability,
which exacerbates economic instability (Mishkin, 2000). Financial stress metrics are essential to evaluate
how strategies perform under varying market conditions (Hasanzadeh et al., 2023).

The reversal strategy, conversely, operates on the assumption of market overreaction, where assets
that have performed exceptionally well or poorly tend to reverse their performance due to mean reversion
(Doulou & Javadian, 2017; Lin, 2018). These strategies have been analyzed across global markets, with
mixed results, emphasizing the importance of market-specific research. For instance, studies in the Tehran
Stock Exchange (TSE) reveal that momentum and reversal strategies' efficacy can vary significantly based
on market sentiment and economic outlook (Mousavi Shiri et al., 2015; Norouzi & Khalili Araki, 2018).

This study examines the performance of momentum and reversal strategies in TSE under financial
stress and no stress. It aims to identify optimal investment periods and conditions for each strategy,

offering insights for investors seeking excess returns.

Methods and Materials

The research employs a quantitative approach, analyzing historical stock data from TSE to
measure the performance of momentum and reversal strategies. The study constructs portfolios based on
residual momentum and reversal calculations, utilizing a 36-month regression window for abnormal return
estimation. Stocks with complete return data are included to enhance estimation accuracy.

Momentum and reversal strategies are applied to categorized stocks, grouped into deciles based
on cumulative residual returns from the prior 11 months. Each decile portfolio's performance is monitored
monthly, with top deciles classified as winners and bottom deciles as losers. The paired t-test is employed
to compare strategy outcomes across short-term (3, 6, 9, 12, 18, 24, and 36 months) and long-term (three-
year) holding periods. The hypothesis testing determines the statistical significance of abnormal returns
for momentum and reversal portfolios under different stress conditions.

Findings and Results

The analysis of short-term momentum strategies reveals that portfolios without financial stress
consistently yield higher average returns compared to those under stress. Specifically, significant
abnormal returns are observed for portfolios held over 3, 6, 9, 12, 18, 24, and 36-month periods. Statistical
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testing confirms that, except for one portfolio, all short-term momentum portfolios show a confidence
level sufficient to assert positive abnormal returns from investing in stress-free stocks.

Conversely, the reversal strategy demonstrates a pronounced effect of financial stress on stock
performance. In the short-term analysis, investors show a tendency to overreact to information, resulting
in a significant decline in returns for previously overperforming stocks and an increase for
underperformers. The data indicate that short-term reversal strategies are profitable when applied to
stressed stocks, as mean reversion occurs more predictably.

In the long-term analysis, the momentum strategy's effectiveness diminishes. While stress-free
portfolios still outperform stressed ones, the difference is less pronounced over three years. Similarly,
long-term reversal strategies indicate mean reversion, with stressed portfolios offering abnormal gains as
the market corrects over time. The results suggest that both strategies are viable under specific conditions,

but their success hinges on accurately assessing the market's stress level.

Conclusion

The findings underscore the nuanced impact of financial stress on investment strategy efficacy.
During periods without financial stress, momentum strategies excel, offering investors a robust means of
achieving excess returns through short-term investments. However, financial stress introduces significant
variability, altering investor behavior and market dynamics. The observed market overreaction and
subsequent mean reversion validate the reversal strategy's profitability under stress.

This study's implications are critical for investors in emerging markets like TSE, where economic
fluctuations are frequent. By understanding the conditions that favor each strategy, investors can make
informed decisions, mitigating risk while capitalizing on market inefficiencies. Future research should
explore additional factors influencing strategy performance, such as macroeconomic indicators and
investor sentiment, to develop a more comprehensive investment model.

In conclusion, momentum and reversal strategies can yield significant returns, provided investors
adapt to market conditions. The key lies in recognizing financial stress periods and aligning investment
tactics accordingly. This research contributes to the broader understanding of investment strategy
optimization, particularly in emerging markets with pronounced economic volatility.
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