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ABSTRACT: This study compares the mo-
mentum profitability of Islamic and con-
ventional stocks in Malaysia and examines 
whether the presence of momentum profits is 
market-state dependent. Winner portfolios 
are shown to outperform loser portfolios, sug-
gesting that a momentum effect exists in the 
equity market. Islamic stocks exhibit stronger 
momentum than conventional stocks. Inter-
estingly, although pursuing profit is not the 
primary goal of Islamic stock investors, the 
findings indicate that momentum profits for 
all Islamic stock trading strategies are higher 
than those for conventional stocks. The prof-
its from momentum strategies for both stocks 
are market-state dependent. In all trading 
strategies, while there are significant positive 

momentum profits following market upturns, 
there is no evidence of profits subsequent to 
market downturns. Overall, Islamic stocks 
yield higher momentum profits than conven-
tional stocks across market states. These find-
ings are robust to using various measures of 
the state of the market. While the presence of 
momentum profits is also robust to the inclu-
sion of Fama-French’s (1993) risk factors, the 
risk factors are unable to explain momentum 
profits, suggesting that the risk-adjusted mo-
mentum profits are not due to risk compen-
sation. Rather, the profitability is evidence of 
stock mispricing.
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THAN FOR CONVENTIONAL STOCKS 
ACROSS MARKET STATES?



1. INTRODUCTION 

The presence of momentum, first documented by Jegadeesh and Titman (1993), 
remains an anomaly worth exploring. Jegadeesh and Titman (1993) contribute to 
the asset pricing literature by discovering momentum effects when examining 
stock prices in the U.S. equity market. They report that stocks continue to do well 
when they have delivered a strong performance for the past three to twelve 
months. Similarly, poorly performing stocks show no sign of recovery over the 
subsequent investment period. The work of Jegadeesh and Titman (1993) has 
triggered many momentum studies of both the U.S. and international markets in 
order to validate their findings. 

Chan, Jegadeesh, and Lakonishok (1996) and Jegadeesh and Titman (2001) 
demonstrate that stocks with high past returns experience high subsequent 
returns over intermediate investment horizons, while stocks with low prior 
returns exhibit low subsequent returns. Consistent with the findings of earlier 
research, they find that past returns are useful for predicting future stock returns 
in the U.S. market. Similarly, Grinblatt and Moskowitz (2004) and Israel and 
Moskowitz (2013) report that the momentum factor indeed has significant 
predictive power for stock returns. Grobys (2016) also observes momentum 
payoffs to be significantly positive for European stocks. 

The success of momentum investing has attracted considerable attention and has 
led scholars to examine the source of momentum. Prior studies have provided 
evidence that market states play a role in explaining momentum profits. Chordia 
and Shivakumar (2002) show that momentum profits are positive during 
expansionary periods, but negative during contractionary periods. Cooper, 
Gutierrez, and Hameed (2004) and Daniel and Moskowitz (2016) report that 
lagged market returns successfully predict momentum profits. In particular, 
momentum strategies earn positive returns following positive market returns and 
negative returns following negative market returns. The results support the 
overconfidence hypothesis proposed by Daniel, Hirshleifer, and Subrahmanyam 
(1998). These authors employ behavioural theory to explain momentum profits. 
Investors’ irrational behaviour, such as overconfidence, can drive continuation in 
stock returns, which in turn increases overreaction to news among investors and 
generates significant momentum returns. However, when investors are lacking in 
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confidence, they tend to be slow in reacting to news when the market changes, 
hence producing momentum losses. 

Although momentum effects have been widely researched for the U.S. and 
international equity markets, there has been relatively little research on the 
momentum phenomenon for Islamic equity investments. Ejaz and Polak (2015) 
test whether momentum strategies generate significant returns in six Middle 
Eastern countries namely Egypt, Saudi Arabia, Oman, Jordan, United Arab 
Emirates, and Morocco over the period 2008 to 2013. They show that momentum 
effects exist in these Islamic markets, implying that momentum strategies are 
indeed profitable in Islamic markets. Narayan and Phan (2016) analyse 532 
Sharia-compliant stocks in the U.S. from 1974 to 2014 for the presence of 
momentum profits and find that momentum explains the returns of Islamic 
stocks. 

In the Malaysian context, prior momentum research focuses largely on 
conventional equity investments. Hameed and Kusnadi (2002) test the 
profitability of momentum strategies in six Asian countries over the period 1981 
to 1994, including 244 Malaysian firms. They find the presence of positive but 
statistically insignificant momentum returns for Malaysian stocks. This result is 
consistent with the work of Chen and Fang (2009), who find no evidence for the 
momentum anomaly in Malaysian manufacturing firms from 1979 to 1999. In an 
international study, Griffin, Kelly, and Nardari (2010) also report that 
momentum strategies produce insignificant negative returns in the Malaysian 
stock market. None of the Malaysian studies mentioned above investigate Islamic 
stocks, although equity investments based on Islamic principles have gained 
considerable attention from investors. 

Collectively, prior research on Islamic equity investments has argued that the 
observed performance differences between Islamic and conventional stocks can 
be explained by the principles that govern Islamic stocks. These include 
prohibition of excessive risk taking, having high leverage, engaging in interest-
based transactions, and investing in businesses with non-permissible activities 
such as gambling and entertainment or non-permissible products such as liquor, 
pork, and tobacco. Bialkowski, Etebari, and Wisniewski (2012) and Ashraf and 
Mohammad (2014) find compelling evidence that Islamic stocks are profitable, 
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while Arouri, Ameur, Jawadi, Jawadi, and Louhichi (2013) and Jawadi, Jawadi, 
and Louhichi (2014) report that Islamic equities perform better than 
conventional equities. Past studies also indicate that indices of Islamic stocks 
perform better than conventional stocks, but this only holds true during 
downmarket periods (Al-Khazali, Lean, & Samet 2014; Ho, Rahman, Yusuf, & 
Zamzamin 2014). These findings suggest that momentum investing may lead to 
different outcomes for Islamic and conventional stocks. 

While Malaysia is recognized internationally as having a global and vibrant 
Islamic finance market, only one study has investigated momentum investing for 
Islamic stocks in the Malaysian market. Li, Ee, and Rashid (2016) examine 
whether the momentum factor is associated with stock returns from 2000 to 2014. 
Their sample consists of 502 Islamic stocks and 183 conventional stocks. The 
findings show that momentum is significant in explaining returns on Islamic 
stocks, but momentum strategies do not yield significant profits for conventional 
stocks. The absence of the momentum anomaly for conventional stocks is in line 
with the findings of prior Malaysian studies. 

The present study compares the profitability of momentum trading strategies for 
Islamic and conventional stocks in Malaysia from January 2000 to June 2016. A 
variety of formation and holding periods is employed including 3, 6, 9, and 12 
months. Most importantly, this study examines whether the presence of 
momentum profits for Islamic and conventional stocks is market-state 
dependent. The proxies for the market state are lagged market returns and the 
expansion and contraction of the business cycle. The present study differs from 
prior Malaysian studies on momentum strategies in the following ways. First, 
prior Malaysian literature has concentrated merely on conventional stocks rather 
than Islamic stocks when exploring the profitability of momentum trading 
strategies, with the exception of Li et al. (2016). Unlike Li et al. (2016), this study 
takes survivorship bias into account by including both listed and delisted firms in 
the sample. Survivorship bias arises when the calculation of momentum profits 
includes only surviving listed firms while omitting delisted firms that have not 
survived. Omitting delisted firms causes the calculated momentum profits to be 
upward biased in comparison to the true momentum profits of all firms, listed 
and delisted. Eisdorfer (2008) finds that a significant portion of momentum 
profit, about 40%, is generated by delisted stocks, most of which are bankrupt 
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firms. Thus, by including both listed and delisted stocks, the present study 
mitigates the issue of survivorship bias and provides a clearer picture of the 
momentum pattern in stock returns. 

Second, despite the significant influence of economic conditions on momentum 
profitability, momentum effects across different market states remain unexplored 
in Malaysia. The existing momentum literature in Malaysia does not examine 
momentum investing under different market states, let alone compare 
momentum profits from Islamic stocks with those from conventional stocks 
following up market and down market conditions. The present study adds to the 
understanding of momentum effects by investigating whether momentum profits 
are market-state dependent. The evidence sheds light on whether momentum 
strategies for Islamic and conventional stocks work differently in different market 
environments. 

Third, the present study explores risk factors that affect the source of momentum 
profits by evaluating the robustness of momentum effects to the adjustment of 
Fama-French’s (1993) risk factors for Islamic and conventional stocks. This is to 
examine whether profits from momentum strategies can be explained by these 
risk factors or whether the momentum profits arise simply because of stock 
mispricing. So far, no such analysis has been conducted in the context of 
momentum investing in Malaysia. The finding expands existing momentum 
literature and provides investors with a clearer understanding of the momentum 
phenomenon. 

The remainder of this paper is structured as follows. The next section describes 
the data. Section 3 outlines the methodology. Section 4 discusses the findings. 
Section 5 provides the conclusion. 

2. DATA 

Data was collected for all listed and delisted stocks in Malaysia from January 2000 
to June 2016. A total of 1,283 stocks are analysed in this study, comprising 942 
Islamic stocks and 341 conventional stocks. Both listed and delisted stocks are 
included in the study sample. Survivorship bias occurs when delisted stocks are 
excluded from momentum profit computation. Thus, it is important to take into 
account both listed and delisted stocks when measuring the profitability of 
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momentum strategies. Mergers and bankruptcy are two main reasons that stocks 
are delisted from an exchange. Bankrupt firms generally have huge negative 
returns, while merged firms have significant positive returns prior to the delisting 
date. The exclusion of delisted firms because of mergers may create downward 
bias in the returns on winner portfolios, while the failure of including delisted 
stocks due to bankruptcy may cause upward bias in the returns on loser 
portfolios. Thus, the inclusion of both types of delisted firm is essential to avoid 
the true momentum profit from being erroneously stated. 

Following Griffin et al. (2010), this study removes stock returns that are higher 
than 200% and lower than –200% to minimize pricing errors. To mitigate the 
potential problem of non-synchronized trading caused by small and illiquid 
stocks, this study employs the procedure of Jegadeesh and Titman (2001) by 
eliminating stocks with market capitalization in the bottom decile, each month. 
Stocks with prices in the bottom fifth percentile are also excluded. This screening 
procedure is similar to that used by Jegadeesh and Titman (2001), who exclude 
stocks with prices below US$5. The US$5 screening criterion is not appropriate 
in the Malaysian context because Malaysian stocks have lower prices than stocks 
in the U.S. 

Monthly data on closing stock prices adjusted for capital changes, dividends and 
stock splits, three-month Treasury bill rates, market index values, market 
capitalizations, and book-to-market ratios is from Datastream. Further, data on 
the market state variable that is the Malaysian composite coincident index growth 
rates is sourced from the Department of Statistics Malaysia. The descriptive 
statistics of returns on Islamic and conventional stocks are shown in Table 1. On 
average, Islamic stocks have higher returns than conventional stocks. 

Table 1: Descriptive statistics 

 Islamic stocks Conventional stocks 
Average 0.277 0.205 
Minimum –1.792 –1.820 
Maximum 1.986 1.530 
Skewness 0.995 0.506 
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3. METHODOLOGY 

This study investigates the profitability of momentum investment strategies using 
formation and holding periods in the Malaysian stock market of 3, 6, 9, and 12 
months. 

Following the approach of Jegadeesh and Titman (1993), continuously 
compounded returns are estimated during formation periods for all stocks. 
Stocks are subsequently sorted in ascending order based on their past cumulative 
returns. All stocks are required to possess a full return history from the beginning 
to the end of the formation period in order to be selected for sorting. This 
constraint is useful to ensure the investability of all stocks at the end of the 
formation period. 

Stocks are then allocated into quintile portfolios based on past performance. The 
top quintile portfolio, consisting of stocks with the highest returns, is the winner 
portfolio, while the bottom quintile portfolio, comprising stocks with the lowest 
returns, is the loser portfolio. Quintile portfolios are formed instead of the decile 
portfolios commonly used in the U.S. market. The adoption of this method is 
important to ensure that an adequate number of stocks is included in the 
portfolios. Each portfolio is held for numerous holding periods after the 
formation month. 

When a stock is delisted during the holding period, a market return is employed 
as its return until the end of the holding period. Chan et al. (1996) also use this 
approach. Following Jegadeesh and Titman (1993), this study skips a month 
between the portfolio formation period and the holding period to reduce the 
effect of bid-ask bounce, which may influence the performance of a trading 
strategy. 

A momentum trading strategy is performed by taking a long position in the 
winner portfolio and a short position in the loser portfolio. If the spread between 
returns on the winner portfolio and the loser portfolio is positive and statistically 
significant, momentum traders profit by buying winner stocks and selling loser 
stocks. Otherwise, there is no momentum in the stock market. Overlapping 
portfolios are developed to enhance the power of the test. For instance, the 
monthly return of momentum strategies for a three-month holding period 
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represents the average monthly equally weighted returns of the previous two 
months, the past month, and the current month. 

Previous literature including Cooper et al. (2004), Stivers and Sun (2013), Daniel 
and Moskowitz (2016), and Lin et al. (2016) shows that momentum profits vary 
with market states. This present study expands the analysis by examining the 
impact of market states on profits from momentum trading strategies for both 
conventional and Islamic stocks. Following Cooper et al. (2004), market states are 
categorized in two groups by sorting based on returns on the market index over 
month t-T to t-1, where T represents 12 months, 24 months, and 36 months. The 
up market is defined as the period when market returns in month t-T leading up 
to month t-1 are non-negative, while the down market period is when market 
returns in month t-T until month t-1 are negative. 

Next, the average monthly returns on momentum portfolios are computed for up 
and down market states. The time-series average of monthly portfolio returns are 
regressed on an UP dummy variable and a DOWN dummy variable without an 
intercept, as shown in Equation (1). In order to test whether portfolio returns 
following up and down market states are equal, the time-series average of 
monthly portfolio returns are regressed on an UP dummy variable with an 
intercept, as displayed in Equation (2). This method is advantageous as it upholds 
the full time-series of returns on portfolios and produces reliable standard error 
estimates. 

𝑟𝑟�� = 𝛽𝛽�𝑈𝑈𝑈𝑈� +  𝛽𝛽�𝐷𝐷𝐷𝐷𝐷𝐷𝐷𝐷� + 𝜀𝜀� (1) 

𝑟𝑟�� = 𝛼𝛼� +  𝜆𝜆�𝑈𝑈𝑈𝑈� + 𝜀𝜀�  (2) 

In the above equations, 𝑟𝑟� denotes portfolio returns, UP is a dummy variable that 
takes the value of one for the up market state and zero otherwise, and DOWN is 
a dummy variable that takes the value of one for the down market state and zero 
otherwise. The coefficients 𝛽𝛽� and 𝛽𝛽� are portfolio returns following up market 
and down market, respectively. The intercept  𝛼𝛼�  represents portfolio returns 
subsequent to the non-up market state. The dummy slope 𝜆𝜆� is the difference 
between momentum profits across up and down market states. 𝜀𝜀�  is the error 
term. The measures for up and down market states are lagged 12-, 24-, and 36-
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month market returns, and the expansion and contraction of the business cycle. 
The composite coincident index growth rates track the state of the Malaysian 
economy. The market is classified as an expansion when the growth rates of the 
coincident index in the prior 36 months are positive, while a contraction is when 
the past 36-month coincident index growth rates are negative. 

Past studies have also investigated whether momentum profits disappear after 
adjusting for risk using the three-factor model developed by Fama and French 
(1993). As documented by Fama and French (1996), Grundy and Martin (2001), 
and Jegadeesh and Titman (2001), the alphas of momentum portfolios are 
positive and statistically significant in the three-factor model, providing evidence 
that momentum returns are not attributable to cross-sectional differences in risk. 

This study analyses whether the momentum effect remains a robust anomaly after 
controlling for risk factors in Fama and French’s (1993) three-factor model. The 
robustness of risk-adjusted momentum profits is also investigated across market 
states using various state proxies. Monthly returns from momentum trading 
strategies are regressed on market, size, and value factors, as shown in Equation 
(3). The size factor is defined as the difference between the returns on small stock 
portfolios and big stock portfolios, while the value factor is the difference between 
the returns on value stock portfolios and growth stock portfolios. 

The three-factor model is constructed following the approach of Fama and 
French (1993), as shown in Equation (3). Initially, stocks are allocated to small 
stock portfolios and big stock portfolios based on the median value of market 
capitalization in each June. Stocks are then classified independently into three 
categories according to their book-to-market values, consisting of the top 30%, 
the middle 40%, and the bottom 30% of the book-to-market values in the month 
of December t-1. Next, six portfolios are created from the intersections of the 
previously formed two size and three book-to-market portfolios. Further, 
monthly returns are calculated for 12 months for the six size and book-to-market 
sorted portfolios and these portfolios are rebalanced every year. 

�𝑟𝑟�� − 𝑟𝑟��� � �� +  𝑏𝑏��𝑟𝑟�� − 𝑟𝑟��� + 𝑏𝑏�𝑆𝑆𝑆𝑆𝑆𝑆� + 𝑏𝑏�𝐻𝐻𝑆𝑆𝐻𝐻� + 𝑒𝑒�� (3) 

In equation (3), rpt represents the monthly portfolio returns, rft is the monthly 
risk-free rate of returns, and rmt is the market returns. The excess returns on the 
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portfolio are represented by rpt-rft and rmt-rft is the excess returns on the market 
portfolio. SMBt and HMLt are size and value factors respectively, and ept is a 
random error term. The coefficients for market, size, and value factors are 
represented by b1, b2, and b3 respectively. The intercept term αp is the risk-adjusted 
returns on winner stock portfolios minus loser stock portfolios. If the intercept is 
statistically significantly positive, the momentum strategy generates significant 
risk-adjusted abnormal returns. 

4. RESULTS 

Table 2 presents average monthly returns to momentum trading strategies for 
Islamic and conventional stocks employing different formation and holding 
periods. Momentum profits are the spread between the returns on winner and 
loser stock portfolios. The evidence indicates that a momentum effect exists in 
the Malaysian equity market, with Islamic stocks exhibiting stronger momentum 
than conventional stocks. For Islamic stocks, winner portfolios significantly 
outperform loser portfolios using all momentum trading strategies. The portfolio 
momentum strategy based on 3-month formation and holding periods earns a 
highly significant and positive profit of 0.69% per month. When the 6-month 
portfolio formation and holding period is employed, the return spread between 
winner and loser portfolio is 0.72% per month and is significantly different from 
zero at the 5% level. Likewise, significant positive profits of 0.68% and 0.59% per 
month are observed for the remaining momentum strategies of 9-month 
portfolio formation and holding periods and 12-month portfolio formation and 
holding periods, respectively. These results are in line with the findings of 
Narayan and Phan (2016) and Li et al. (2016) that momentum strategies are 
profitable for Islamic stocks. The finding that momentum profits exist over the 
intermediate horizons of 3 to 12 months is consistent with the evidence 
documented by Jegadeesh and Titman (1993, 2001), Yao (2012), and Doan, 
Alexeev, and Brooks (2014). 

However, less evidence is observed for the momentum portfolio of conventional 
stocks. The findings indicate that conventional stocks exhibit relatively weak 
momentum in all trading strategies. Of the four trading strategies employed, only 
one strategy, namely 6-month portfolio formation and holding periods, is able to 
yield a positive momentum profit of 0.68% per month that is significant at the 5% 
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level. The remaining strategies produce either profits with a low level of 
significance or no significant momentum profits. 

We also report the results for mean differences in momentum profits of Islamic 
and conventional stocks for each of the momentum strategies. As shown, 
momentum profits are statistically different across Islamic and conventional 
stocks for all the momentum strategies. The momentum profits for Islamic stocks 
are higher than those of conventional stocks. For example, the momentum 
strategy based on 3-month formation and holding periods for Islamic stocks 
generates a significant and higher profit than the conventional stocks, of 0.18% 
per month. 

The finding that momentum trading strategies are more profitable for Islamic 
stocks than for conventional stocks suggests that the historical price trends of 
Islamic stocks are more predictable than those of conventional stocks. Such 
evidence implies that Islamic stocks are less efficient than conventional stocks and 
thus provide investors with more profitable momentum opportunities to 
capitalize on price inefficiencies. These results are broadly consistent with the 
finding of Jawadi, Jawadi, and Cheffou (2015) that Islamic stock markets in 
emerging countries are comparatively less efficient than those in developed 
countries, suggesting attractive opportunities for investment and diversification. 

Table 2: Momentum profits 

Strategy  Islamic stocks  Conventional stocks Mean difference 
3X3  0.689 (2.675)***  0.514 (1.873)* 0.176 (2.749)*** 
      
6X6  0.720 (2.424)**  0.675 (2.292)** 0.045 (1.796)* 
      
9X9  0.679 (2.299)**  0.507 (1.829)* 0.172 (1.975)** 
      
12X12  0.589 (2.096)**  0.432 (1.538) 0.157 (2.001)** 
Note: This table reports the average monthly return in percentages for momentum trading 
strategies from January 2000 to June 2016. The momentum strategies of JXK are represented by 
various J-month portfolio formation periods and K-month holding periods. Profits from the 
momentum strategies are the difference in returns between winner and loser stock portfolios. The 
t-statistics are presented in parentheses. ***, **, and * indicate statistical significance at the 1%, 5%, 
and 10% levels respectively. 
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Figure 1: The evolution of momentum profits (%) 
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Figure 1 is a graphical presentation of the evolution of profits for the momentum 
strategy based on 9-month formation and holding periods. In general, the 
momentum strategy performs better for Islamic stocks than for conventional 
stocks. Moreover, the momentum profits vary over time. For example, both 
stocks recorded the highest momentum profits in 2005 and the lowest profits in 
2009. For brevity, other combinations of portfolio formation and holding period 
are not illustrated, as the findings are similar to those for the other trading 
strategies. Therefore, it is interesting to further examine whether momentum 
profits differ across market states. 

Table 3 reports separately the momentum profitability of Islamic and 
conventional stocks across market states for numerous portfolio formation and 
holding horizons. Following Cooper et al. (2004), the state of the market is 
measured using the past 36 months’ market returns. The up and down market 
states are sorted based on market returns for the past 36 months. The results 
indicate that profits from momentum strategies are market-state dependent for 
both Islamic and conventional stocks. In all trading strategies, while there are 
significant average monthly positive profits following 36 months of up market, 
there is no such evidence subsequent to 36 months of down market. Islamic 
stocks are shown to have higher momentum profits than conventional stocks, 
regardless of the portfolio formation and holding period used. The highest 
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momentum profit for Islamic stocks subsequent to up market is 1.04% per month 
based on the momentum strategy of 6-month portfolio formation and holding 
period. In other words, after 36 months of up market, investors are able to obtain 
an average profit of 1.04% per month by taking a long position in the winner 
portfolio and a short position in the loser portfolio. The momentum strategy 
based on 12-month portfolio formation and holding period yields the lowest 
profit of 0.82% per month subsequent to an up market. Further, the Up–Down 
equality tests for momentum profits across up and down markets indicate that 
the profit differences between up and down markets are positive and statistically 
significant at the 5% level for the two trading strategies. The 6-month portfolio 
formation and holding period yields return differences of 1.31% per month, 
whereas the 9-month portfolio formation and holding period generates return 
differences of 1.42% per month. These results suggest that momentum 
profitability depends on market state. 

Similar results are observed for conventional stocks across the up and down 
market states. There are significant average monthly positive profits from all 
momentum trading strategies following 36 months of up market, and 
insignificant profits from all trading strategies after 36 months of down market. 
Following the up market state, the momentum strategy based on 6-month 
portfolio formation and holding periods yields the highest momentum profits of 
0.99% per month, while the lowest profit of 0.67% per month resulted from using 
3-month portfolio formation and holding periods. For conventional stock there 
is only one strategy that produces profit differences between market states that is 
significant at the 5% level which is the 9-month portfolio formation and holding 
period yields significant profit differences of 1.61% per month. 
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Table 3: Momentum profits following up and down market states 

Strategy Islamic stocks Conventional stocks Mean difference 
3X3   
Up market 0.923 (4.307)*** 0.667 (2.997)*** 0.256 (2.147)** 
Down market 0.012 (0.017) 0.069 (0.086) –0.058 (–0.153) 
Up – Down 0.911 (1.623) 0.598 (0.727) 0.314 (0.746) 
   
6X6     
Up market 1.041 (4.798)*** 0.987 (4.612)*** 0.055 (2.812)*** 
Down market –0.272 (–0.280) –0.287 (–0.288) 0.016 (0.090) 
Up – Down 1.313 (1.994)** 1.274 (1.742)* 0.039 (0.213) 
   
9X9   
Up market 1.010 (4.610)*** 0.881 (4.113)*** 0.129 (2.011)** 
Down market –0.413 (–0.410) –0.725 (–0.739) 0.312 (2.335)** 
Up – Down 1.423 (2.003)** 1.606 (2.133)** –0.183 (–0.928) 
   
12X12     
Up market 0.821 (4.021)*** 0.752 (3.427)*** 0.069 (1.677)* 
Down market –0.231 (–0.224) –0.698 (–0.660) 0.466 (4.250)*** 
Up – Down 1.052 (1.452) 1.449 (1.852)* –0.397 (–2.634)*** 
Note: This table reports average monthly returns in percentages for momentum portfolios across 
the up and down market states. The state proxy employed is the past 36-month market returns. The 
up market is the period when market returns are positive over month t-36 to t-1, while the down 
market period is when market returns are negative over month t-36 to t-1. The equality test for 
momentum profits from various momentum strategies across up and down market states is 
represented by Up – Down. The t-statistics adjusted for heteroscedasticity and autocorrelation are 
presented in parentheses. ***, **, and * indicate statistical significance at the 1%, 5%, and 10% levels 
respectively. 

These results are in line with those reported in Table 2 and are consistent with the 
findings of Narayan and Phan (2016) that momentum strategies are only 
profitable following the up market but not following down market for both 
Islamic stocks and conventional stocks. The findings are also consistent with the 
evidence by Cooper et al. (2004), Daniel and Moskowitz (2016), and Kew and Tee 
(2018) that there are momentum profits following the good economic state but 
not following the poor economic state. Overall, the mean difference shows that 
Islamic stocks earn higher momentum profits than conventional stocks across 
market states. 
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Table 4:  Momentum profits following expansion and contraction of the 
business cycle 

Strategy Islamic stocks Conventional stocks Mean difference 
3X3 
Expansion 0.846 (3.075)*** 0.685 (2.397)** 0.161 (2.229)** 
Contraction –0.172 (–0.292) –0.428 (–0.588) 0.256 (5.034)*** 
Expansion – 
Contraction  1.018 (1.497) 1.113 (1.384) –0.094 (–1.162) 
 
6X6 
Expansion 1.008 (3.842)*** 0.902 (3.235)*** 0.106 (2.049)** 
Contraction –0.834 (–0.841) –0.550 (–0.587) –0.284 (–4.354)*** 
Expansion – 
Contraction 1.841 (2.370)** 1.451 (1.675)* 0.390 (7.741)*** 
 
9X9 
Expansion 0.929 (3.683)*** 0.727 (2.808)*** 0.202 (2.307)** 
Contraction –0.649 (–0.607) –0.658 (–0.736) 0.009 (0.106) 
Expansion – 
Contraction 1.579 (1.920)* 1.385 (1.583) 0.193 (2.641)*** 
 
12X12 
Expansion 0.759 (3.096)*** 0.648 (2.422)** 0.111 (2.183)** 
Contraction –0.299 (–0.281) –0.692 (–0.787) 0.394 (3.809)*** 
Expansion – 
Contraction 1.058 (1.295) 1.341 (1.515) –0.282 (–2.482)** 
Note: This table presents average monthly returns in percentages for momentum portfolios 
following the expansion and contraction of the business cycle. The market state proxy is the 
expansion and contraction of the business cycle measured using composite coincident index growth 
rates. Positive (negative) growth of the coincident index over month t-36 to t-1 defines expansion 
(contraction). Expansion – Contraction is the equality test for momentum profits across expansion 
and contraction market states. The t-statistics adjusted for heteroscedasticity and autocorrelation 
are reported in parentheses. ***, **, and * indicate statistical significance at the 1%, 5%, and 10% 
levels respectively. 
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Table 4 reports momentum profitability results when the state of the market is 
measured using the expansion and contraction of a business cycle. The expansion 
(contraction) is a period of positive (negative) growth of the composite 
coincident index over month t-36 to t-1. The findings show that all momentum 
strategies for Islamic stocks and conventional stocks produce statistically 
significant returns following a period of expansion. Generally, the mean 
difference shows that the momentum profits for all trading strategies for Islamic 
stocks are statistically and comparatively higher than for conventional stocks. 
Following a contractionary period, there is no evidence of momentum profits for 
either Islamic stocks or conventional stocks. These results parallel those reported 
in Table 3 when the state of the market is measured using the past 36 months’ 
market returns. However, unlike the findings in Table 3, the profit differences 
between expansion and contraction periods are found to be significant in the 
momentum strategy of conventional stocks based on 6-month portfolio 
formation and holding periods. The Islamic stock momentum strategies that 
produce significant profit differences between market states are 6-month and 9-
month portfolio formation and holding periods. We examine the robustness of 
our results using the past 12-month and 24-month coincident index growth rates 
as the market states measures. The results, which are not tabulated for brevity, are 
in line with the main findings. 

Table 5: Robustness tests for momentum strategies across market states 

Strategy Islamic stocks Conventional stocks Mean difference 
Panel A: Momentum profits following the past 12-month market returns  
3X3  
Up market 1.151 (5.722)*** 0.938 (4.872)*** 0.213 (4.720)*** 
Down market –0.099 (–0.183) –0.211 (–0.342) 0.112 (3.314)*** 
Up – Down 1.250 (2.166)** 1.150 (1.771)* 0.100 (3.458)*** 

  

6X6    
Up market 0.961 (4.759)*** 0.913 (4.240)*** 0.048 (1.465) 
Down market 0.319 (0.456) 0.279 (0.396) 0.040 (0.905) 
Up – Down 0.642 (0.882) 0.634 (0.848) 0.008 (0.102) 
  
9X9  
Up market 0.887 (4.232)*** 0.565 (2.424)*** 0.321 (6.790)*** 
Down market 0.333 (0.478) 0.410 (0.618) –0.077 (–0.863) 
Up – Down 0.554 (0.754) 0.155 (0.214) 0.399 (3.703)*** 
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12X12   
Up market 0.857 (4.670)*** 0.590 (2.509)*** 0.266 (0.618) 
Down market 0.145 (0.221) 0.170 (0.272) –0.025 (–0.048) 
Up – Down 0.711 (1.037) 0.420 (0.625) 0.292 (0.304) 
 
Panel B: Momentum profits following the past 24-month market returns
3X3 
Up market 1.050 (4.027)*** 0.822 (3.121)*** 0.228 (4.717)*** 
Down market –0.228 (–0.416) –0.270 (–0.410) 0.043 (0.315) 
Up – Down 1.278 (2.064)** 1.092 (1.698)* 0.185 (1.999)** 
 
6X6   
Up market 1.069 (3.734)*** 1.014 (3.359)*** 0.055 (1.647)* 
Down market –0.172 (–0.242) –0.193 (–0.293) 0.021 (0.106) 
Up – Down 1.242 (1.679)* 1.208 (1.727)* 0.034 (0.148) 
 
9X9 
Up market 0.894 (3.171)*** 0.681 (2.360)** 0.212 (3.498)*** 
Down market 0.141 (0.189) 0.072 (0.113) 0.069 (0.691) 
Up – Down 0.752 (0.930) 0.609 (0.867) 0.143 (0.893) 
 
12X12   
Up market 0.700 (2.697)*** 0.501 (1.694)* 0.199 (2.315)** 
Down market 0.318 (0.432) 0.264 (0.413) 0.053 (2.409)** 
Up – Down 0.382 (0.488) 0.236 (0.335) 0.146 (1.651)* 
Note: This table reports average monthly returns in percentages for momentum portfolios across 
market states using the past market returns of 12 and 24 months as market state proxies. Panel A 
presents the findings for momentum trading strategies following up and down markets measured 
using the past 12 months’ market returns, where up market is defined as a period when market 
returns are positive in the month t-12 leading up to month t-1. Down market is the period when 
market returns are negative in the month t-12 to month t-1. Panel B reports the results for 
momentum portfolios using the past 24 months’ market returns as the market state proxy. The up 
and the down market are defined as market states when market returns are positive and negative 
respectively over month t-24 to t-1. The Up – Down is the test of equality for returns on momentum 
portfolios across up and down market states. The t-statistics adjusted for heteroscedasticity and 
autocorrelation are shown in parentheses. ***, **, and * indicate statistical significance at the 1%, 
5%, and 10% levels respectively. 

Table 5 presents robustness test results for momentum strategies across market 
states using alternative measures of past market returns as the market-state proxy. 
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Following Cooper et al. (2004), the state of the market is measured with lagged 
12-month and lagged 24-month market returns and the results are presented in 
Table 5. The earlier findings using lagged 36-month market returns were reported 
in Table 3. In Panel A, for Islamic and conventional stocks, the findings indicate 
that profits from all momentum strategies are statistically significant following 12 
months of market upturns. The mean difference shows that Islamic stocks yield 
greater momentum payoffs than conventional stocks regardless of the formation 
and holding periods employed. There is no evidence of significant profits after 12 
months of market downturns. These results are consistent with those reported in 
Table 3 and Table 4 employing alternative measures for market states. Based on 
comparison of the results in Table 3 and Table 5, the evidence indicates that the 
market state measured using a longer horizon of lagged market returns contains 
more information on momentum patterns in stock returns. When the lagged 36-
month returns are used as the market state measure there is more evidence of 
significant profit differences across market states than when the lagged 12- and 
24-month return measures are employed to measure the state of the market. 

Table 6: Risk-adjusted momentum profits 

Market state Islamic stocks Conventional stocks Mean difference 
Overall market state 0.683 (2.099)** 0.658 (2.292)** 0.026 (0.195) 
  
36-month up market 1.216 (3.985)*** 1.192 (3.603)*** 0.024 (1.676)* 
36-month down market –0.756 (–1.172) –0.470 (–0.697) –0.286 (–1.857)* 
  
24-month up market 0.642 (2.194)** 0.615 (1.978)** 0.027 (1.745)* 
24-month down market 0.555 (0.981) 0.549 (1.203) 0.006 (1.645)* 
  
12-month up market 0.687 (2.619)*** 0.614 (2.019)** 0.074 (1.674)* 
12-month down market 0.472 (0.812) 0.557 (1.063) –0.085 (–1.915)* 
  
Expansion 0.881 (2.994)*** 0.839 (2.926)*** 0.041 (1.957)* 
Contraction 0.612 (1.055) 0.556 (0.910) 0.056 (1.794)* 
Note: This table presents monthly risk-adjusted returns in percentages using the Fama and French 
(1993) three-factor model across market states. The market state proxies employed are past market 
returns and coincident index growth rates. The results are based on the momentum strategy of 9-
month portfolio formation and holding periods. The t-statistics adjusted for heteroscedasticity and 
autocorrelation are presented in parentheses. ***, **, and * indicate statistical significance at the 1%, 
5%, and 10% levels respectively. 
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Table 6 presents risk-adjusted momentum returns across market states based on 
the Fama and French (1993) three-factor model measured with several state 
proxies. The purpose of using the Fama and French (1993) three-factor model is 
to test whether the resulting risk-adjusted momentum returns (alpha) are due to 
either risk compensation or stock mispricing. As argued by Narayan and Phan 
(2016), if the resulting alpha values are not statistically different from zero, this 
implies that the risk-adjusted returns are due to risk compensation and thus there 
is no evidence of mispricing. Narayan and Phan (2016) find evidence of 
insignificant alpha values in most of their sample firms and conclude that the 
profitability of Islamic stocks is due to risk compensation and not stock 
mispricing. 

The results in Table 6 are based on a momentum strategy of 9-month portfolio 
formation and holding periods. For brevity, other combinations of portfolio 
formation and holding periods are not reported, as the results remain unchanged. 
For the overall market state, the risk-adjusted returns from Islamic and 
conventional momentum portfolios are positive and statistically different from 
zero at the 5% level. The momentum strategy generates significant risk-adjusted 
returns of 0.68% per month for Islamic stocks and 0.66% per month for 
conventional stocks. These results are in line with those of Fama and French 
(1996), Grundy and Martin (2001), and Jegadeesh and Titman (2001). When the 
overall market state is categorized into market upturns and downturns using 
several market-state proxies, while there are significant risk-adjusted momentum 
profits following market upturns, no such evidence is observed subsequent to 
market downturns. This holds true for both Islamic and conventional stocks. The 
mean difference shows that in comparison to conventional stocks, Islamic stocks 
tend to yield higher risk-adjusted momentum returns following up markets. The 
presence of significant momentum profits after controlling for Fama and French 
(1993) risk factors following up market period is consistent with the finding of 
Cooper et al. (2004). 

The evidence of significant risk-adjusted momentum profits has important 
implications. Drawing upon the arguments of Narayan and Phan (2016), this 
study infers that the significant risk-adjusted profitability reported in Table 6 is 
attributed to stock mispricing rather than risks compensation. That is, the 
observed higher risk-adjusted returns for Islamic stocks are the result of greater 
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mispricing in Islamic stocks. Such inference is valid and is consistent with the 
finding of Jawadi et al. (2015) that Islamic stocks in emerging markets are less 
efficient than developed markets. The results also imply that historical price 
movements of Islamic stocks are more predictable than their conventional 
counterparts. Therefore, during good economic conditions investors can gain 
more momentum profit from executing momentum strategies for Islamic stocks 
rather than conventional stocks by exploiting the price inefficiencies. That is, for 
investors to be able to extract profit from momentum trading strategies due to 
price predictability, economic conditions need to be good. In this way 
momentum traders in both Islamic and conventional stocks manage to minimize 
the risk of making investment losses. Past studies have also shown that Islamic 
equities involve lower risk than conventional stocks due to the underlying Sharia 
principles that govern Islamic stock investments (Ashraf and Mohammad 2013; 
Arouri et al. 2013). This reaffirms the assertion that the risk-adjusted profits from 
Islamic and conventional stocks are attributable to stock mispricing rather than 
risk compensation. 

5. CONCLUSION 

This research examines the profitability of momentum strategies for Islamic and 
conventional stocks from 2000 to 2016 in Malaysia and investigates whether 
profits from momentum strategies depend on the state of the market. Momentum 
investing is analysed across different portfolio formation and holding periods as 
well as across market states, using several state proxies. For the overall market 
state, the results show that momentum strategies are profitable for both Islamic 
and conventional stocks. When the state of the market is categorized in market 
upturns and downturns, the findings show that market conditions are important 
in influencing momentum profits. For both Islamic and conventional stocks, 
while momentum strategies generate significant positive profits following market 
upturns, the same strategies do not lead to any significant momentum profits 
following market downturns. These results are robust to using various market-
state proxies and have implications for the implementation of trading strategies. 
Further, there are significant differences in momentum profits across market 
states for most of the market-state proxies. The evidence also indicates that 
momentum profits from Islamic stocks are consistently higher than for 
conventional stocks, suggesting that Islamic stocks exhibit stronger momentum 
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than conventional stocks. This study also evaluates the robustness of momentum 
effects to the adjustment of Fama-French’s (1993) risk factors to examine whether 
profits from momentum strategies can be explained by these risk factors or 
whether momentum profits arise simply because of stock mispricing. The 
evidence shows that momentum profits cannot be explained by the risk factors, 
suggesting that momentum profits of Islamic and conventional stocks are not 
driven by cross-sectional differences in risk factors. It follows that the significant 
positive risk-adjusted momentum returns are the result of stock mispricing rather 
than risk compensation. 
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