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ABSTRACT

Malaysia stock market is an emerging market in Asia. Recently, Malaysia has
implemented some liberalizations in the stock market. Malaysia stock market is a
potential market to get high profits., Many local as well as foreign investors would be
interested to know whether the Malaysian stock returns could predicted by financial
ratios. The main purpose of this study is to investigate the ability of price to earning
and book-to-market ratios to predict future stock market returns in FTSEBM.. A linear
regression analysis is applied for this purpose. Findings reveal that book to market ratio
significantly influences stock return,while there is no significant positive linkage

between price to rarning ratio and stock return.
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CHAPTER ONE
BACKGROUND
1.0  Introduction
Stock return consists of dividend and increases in price (capital gain). It is
important to investors and business organization to know the company’s stock value and
investment returns .The decision whether to choose a particular stock is one of the most
important implications for the stock price. A lot of models and techniques have been
developed and used by investors to help them obtain better returns on their stock

investment.

Capital Asset Pricing Model (CAPM) is the most influential and widely used one
factor pricing model. The model estimates the expected return of a stock, given the return
for a theoretical risk free asset, market return and the stock’s sensitivity to the market
risk. In other words, non diversifiable market risk is the only risk factor that is used in the
model and it is sufficient to explain the risk-return trade-off with an efficient market
portfolio. The model’s success depends on whether or not any persistent excess return

can be made without taking additional market risk through 3’s

Capital asset pricing model is most practitioners’ favorite when estimating
expected return for an individual stock. CAPM developed by Sharpe (1964) and Linter
(1965) was the first theoretical model that explains the non diversifiable market risk’s

impact on return. The model estimates the expected return of a stock. Non diversifiable



The contents of
the thesis is for
internal user
only



Reference

Allen D. E. and F. Cleary (1998), Determinats of the Cross-Section of Stock returns in
the Malaysian Stock Market, International Review of Financial Analysis, Vol. 7,
No. 5, pp 253-27.

Anderson, D. J. , Sweeney, T. A. and Williams, T. A. (1996). Statistics for Business and
Economics. Minneapolis, MN: West Publishing.

Barber, Brad M., and John d. Lyon (1997), Firm Size, Book-to-Market Ratio, and
Security Returns: A Holdout Sample of Financial Firms, The Journal of Finance
52, pp 875-883.

Banz, R. W. (1981). The relationship between return and market value of common
stocks.Journal of Financial Economics, 9, 3-18.

Bagella, Micheale, Leonardo Becchatti & Andrea Carpentieri (2000), The First Shall be
Last. Size and Value Strategy Premia at the London Stock Exchange, Journal of
Banking & Finance, 24, pp 893-919.

Basu, Sanjoy (1997), Investment Performance of Common Stocks in Relation to Their
Price-Earnings Ratios: A Test of the Efficient Market Hypothesis, Journal of
Finance, 32, pp 663-682.

Basu, S.(1983). The relationship between earnings' yield, market value and return for
NYSE common stocks. Journal of Financial Economics, 12(1), 129-156.

Bekaert G., Harvey C. R., Erb C., and Viskanta T, (1998),. The Behavior of Emerging
Market Returns in The Future of Emerging Market Capital Flows, Richard Levich
(ed.), Boston: Kluwer Academic Publishers, 1998, pp. 107-173.

C.J. Auret & R.A. Sinclaire, (2006),. “Book-to-Market ratio and return on the JSE.”
Investment Analysts Journal. No 63.

Chan, C., Hamao, Y., Lakonishok, J., Louis, K., (1991), Fundamentals and Stock Returns
in Japan, The Journal of Finance, Vol. 46, No. 5, pp. 1739 — 1764.

Chen, J., Kan, K., L. & Anderson, H. (2007). Size, book/market ratio and risk factor
returns: evidence from China A-share market. Managerial Finance 33, 574-594.

Chui, C.W., Wei, K.C., (1998). Book-to-market, firm size, and the turn-of-the-year
effect: evidence from Pacific-Basin emerging markets. Pacific-Basin Finance

Journal 6, 275-293.

Daniel, K., Titman, S., & Wei, K. C. J. (2001). Explaining the cross-section of stock
returns in Japan: factors or characteristics. Journal of Finance, 61(2), 743-766.

38



Drew, ML.E.,T. Naughton, et al.(2003).”Firm Size Book to Market Equity and Security
Returns: Evidence from the Shanghai Stock Exchange.”Australian Journal of
Management,28(2),pp.119-140.

Eugene F. Briham and Michael C. Ehrhardt, (2005),. “Financial Management.” Thomson
South-Western.

Fama, Eugene F., and Kenneth French, (1992), “The Cross-Section In Expected Stock
Returns”, Journal of Finance, 47, pp. 427-466.

I. M. Pandey, (2001),. “The Expected Stock Return of Malaysian Firms: A Panel Data
Analysia.”[IMA W. P. No. 2001-09-01.

Isa, M. Md.,, Jin, O. Y. (2000). The Performance of Malaysian Common Stocks in
Relation to their P/E Ratios and Market Values, in Isa, M. Md., Lian, K. K. (ed.),
Investment Analysis in the Malaysian Securities Market, RIIA, Malaysia.

Kursat Aydogan & Guner Gursoy, (2001),. P/E And Price-to-Book Ratios as Predictors
of Stock Returns in Emerging Equity Markets. Faculty of Business
Administration Bilkent University.

Lam, Keith, S.K, (2002),.The Relationship between Size, Book to Market Equity Ratio,
Earning Price Ratio and return for Hong Kong Stock Market, Global Finance
Journal ,13,pp.163-179.

Lanstein, R., Reid, K., Rosenberg, B., (1985), Persuasive Evidence of Market
Inefficiency, Journal of Portfolio Management, (11), pp. 9 — 17.

Lewllen, Jonathan (1999), The Time-Series Relations among Expected Return, Risk &
Book-to-Market, Journal of Financial Economics, 54 pp. 5-43.

Lewllen, Jonathan (2004), Predicting Returns with Financial Ratios,Journal of Financial
Economics, 74 pp. 209-235.

Masulis, R. (March 1983), The Impact of Capital Structure Change on Firm Value: Some
Estimates, Journal of Finance, pp 107-126.

Rahmani, A. Sauber Sheri & Elnaz Tajvidi (2006),. “Accounting Variables, Market
Variables and Stock Return in Emerging Markets” : Case of Iran. Faculty of
Management & Accounting Allameh Tabataba’i University, Tehran-Iran.

S.A. Ross, R. W. Westerfield and Jeffrey Jaffe ,(2005),.” Corporate Finance.” Publised
by McGraw Hill.

39



Sheu, Her-Jivn, Soushan Wu & Kuang-Ping Ku (1998), Cross- Sectional Relationships
Between Stock returns & Market Beta, Trading Volume & Sales-to-Price in
Taiwan, International Review of Financial Analysis, 7 pp. 1-18.

Stattman, D. (1980). Book values and stock returns. The Chicago MBA: A journal of
selected papers, 4, 25-45.

Wang Y., & lorio A. D.(2007). The cross-sectional relationship between stock returns
and domestic and global factors in the Chinese A-share market. Rev Quant
Finance ACC, 29, 181-203.

Wan Mahmood, Wan Mansor and Abdul Fatah, Faizatul Syuhada , (2007),.Multivariate
Causal Estimates of Dividend Yields, Price Earning Ratio and Expected Stock
Returns: Experience from Malaysia. MPRA Paper No. 14614, posted 12. April
20009.

Internet Reference

en.wikipedia.org

www.riskelossary.com

http://www.indexmundi.com/malaysia/economy_overview.html

http://www.propertyfrontiers.com/research/country-guides/asia pacific/malaysia/country-

€conomic-overview.aspx

40





