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Abstract

The present study Is to evaluate the cross sectiona
relationship between firm characteristics (size & value) anc
fundamentals (Profitability, Investment, human capital anc
others) with risks and expected returns In Indian stock
market. The study will consider different horizon of time from
previous studies. Further the study will use different
breakpoints for Market Capitalisation (Median, Market
capitalisation and BSE breakpoints) and Price to Book ratio
(Equal weighted and Fama-French Breakpoints) to check
the effect on return patterns. The motivation behind using
different breakpoints for Market Capitalisation and Price to
Book ratio I1s to check whether results are sensitive to
breakpoints or not. This will help analyst and portfolio
manager to construct portfolios breakpoints. Study results of
average stock patterns, residual graphs, Fama-MacBeth
cross sectional test and GRS test will justify the model
performance, selection of appropriate factors in the model.
Talled data are Iimportant to the investors and OLS s
iInefficient in tailed analysis. Hence, Quantile regression will
be used to analyse tailed distributions. Further study will try
to identify the new unidentified factor prevailing in the Indian
stock that can explain risk and return relationship better than
existing one. Finally a new-fangled asset pricing model will
be developed.

Study Objectives

» Test of Multifactor model in emerging markets.

 To identify the unknown factors prevailing in emerging
markets that can capture the variance of returns more
precisely.

* Finally to developed a new-fangled asset pricing model.

Data

The study employs data of BSE-500 stocks month end
adjusted share prices, market capitalization (MC), price to
book ratio (P/B), return on equity(ROE), a measure of
profitability (net income is divided by common equity), and
total assets (annual growth of total assets is the proxy of
iInvestment) from January, 1999 to April, 2015. The data
are taken from CMIE or Bloomberg database. Beside above
data, study also uses BSE-200 index as market proxy. The
Implicit yields on 91-day treasury bills are used as the proxy
of risk-free return and the data sources for market index and
risk free return are CMIE Prowess and Reserve Bank of
India’s website respectively.

Hypothesis

HO: There are size and value effects in stock returns

H1: There are no size and value effects

returns
HO: There are firm fundamental effects in stock returns
H1l: There are no firm fundamental effects In stock
returns
HO: Fama-French three factor model is able to explain
the average returns on portfolios vis-a-vis one factor
CAPM.
H1l: Fama-French three factor model is not able to
explain the average returns on portfolios vis-a-vis one
factor CAPM.
HO: Fama-French Five factor model is able to explain
the average returns on portfolios vis-a-vis one factor
CAPM and Three factor model.

H1l: Fama-French five factor model

In stock

IS not able to

explain the average returns on portfolios vis-a-vis one
factor CAPM and three factor model.
HO: There is a need for new asset pricing model.
H1: There is no need of new asset pricing model.

Methodology

Portfolio Construction

Single sort and Double sort techniques
Regressions & Mimicking portfolios
CAPM

~ama-French Three factor model
~ama-French Five Factor model
~ama-MacBeth Cross sectional regression

SMB, LMH, RMW, CMA (Mimicking Portfolios)
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Residual graphs
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First row showing residual graph for Portfolio 1 (Smallest) and Portfolio 25 (Biggest) for CAPM: and
second row for FFTF residual graph for Portfolio 1 (Smallest) and Portfolio 25 (Biggest)

Fama-MacBeth

0.007 0.001 0.022 0.006 0.609 13.451
0.127 0.152 0.053 0.054 (0.000)
0.740 0.086 5.822 1.423
2.64 0.000 0.013 67.2
1.26 0.056 0.005 79.7

Conclusion

The study finds average return on portfolio one which is the
Intersection of stocks of the smallest MC and the stocks of the lowest
P/B is 6.2% per month. While average return on portfolio 25 (last one)
which consists of the biggest stock on MC and lowest value stocks on
P/B is 0.6% per month. The portfolios average returns suggest a
strong size effect. Fama-MacBeth cross sectional result on 25

portfolios over the study period suggests that there Is a strong size

effect and mild value effect. Both Fama-MacBeth cross sectional test
and GRS test rejects the CAPM model. The study uses different
breakpoints of MC (Median, Market capitalisation, BSE breakpoints)
and P/B (Equal weighted and Fama-French breakpoints) to study size
and value effect in explaining stock returns. The study finds that the
test results are sensitive to MC break points while it is not sensitive to
the P/B breakpoints.
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