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ABSTRACT 

Capital market is one of indicators which may give measurement on economic growth 
of a country, including Indonesia. In the country, main reference for any investment 
decisions which related with Islamic capital market instruments is based on Shanah 
Securities List (SSL) issued by Bapepam-LK Investors who put funds in the 
Indonesian Shariah Stocks can make investment decisions by monitoring the 
performance of these stocks This can be done through using return measurement 
methods such as Capital Asset Pricing Model ( CAPM) proposed by Sharpe ( 1964 ). 
However, Fama and French (1992) argue that size, EPR, debt-to-equity and book-to­
market ratio have explanatory power to stock returns. Further, Fama and French 
(1993) find that the most significant variables among those mentioned above in 
explaining the stock returns are size, book-to-market ratio, and market beta. This 
study finds that the market beta alone is not sufficient to describe the variation in 
average equity returns for Indonesian Shariah Stocks over the period of 14 September 
to 25 September 2009. Additionally, this study also finds that even though size and 
value premia exists in the Indonesian Shariah Stocks; the market factor is still most 
important factor among the Fama & French Three Factors Model. 
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1.1. BACKGROUND 

CHAPTER ONE 

INTRODUCTION 

The recent global financial crisis has brought more dynamic challenge not only to the 

US capital market, but also to the stock markets in the emerging economies. Investors 

now realized the importance of thoroughly analyze their portfolio components before 

coming up with their final decision. Likewise, companies as well as individuals are 

also compelled to carefully calculate the cost of capital prior to important managerial 

decisions making related to issue such as capital budgeting and cost-benefit analysis. 

Likewise, essential capability in measuring asset pricing is needed in providing 

information related to risk and return needed for tackling other economic problems. 

The common and one of the earliest asset pricing models is Capital Asset 

Pricing Model (CAPM) proposed by Sharpe (1964) and supported by Lintner (1965). 

CAPM method has offered satisfactory forecast regarding asset pricing and has been 

widely accepted and used to estimate stock return by many schools of finance. This 

has been proved through a survey conducted by Graham and Harvey (2001) where it 

was revealed that, 73.5% of 392 CFOs in the U.S. relies on the CAPM method for the 

estimation of cost of equity. According to CAPM method, there is a linear relationship 

between the expected return of individual assets with their systematic risk which can 

be measured by the market beta. CAPM method specifically stress that, the expected 

returns of various assets may vary according to their market beta. 

Several prior studies conducted, among which are Black, Jensen, and Scholes 

(1972) and Fama and MacBeth (1973), support the CAPM method. Though, the 



significant contribution of CAPM had attracted the interest of many researchers to 

conduct study using this technique, however, some anomalies have been discovered 

during 1980s and 1990s. Some of the anomalies that includes, earnings-price ratio, 

size, leverage, and book-to-market ratio showed that, market beta is not sufficient to 

explain expected stock returns (Lam, 2005). 

Basu (1977) finds that expected returns on stocks with high earning-price ratio 

are higher than what are predicted by CAPM. While, Banz (1981) discovers that, 

stocks with low market value earn higher return when compared to the value predicted 

by CAPM. Moreover, Bhandari (1988) proves that, leverage which is measured by 

book value of debt over market value of equity, has positive relationship with 

expected returns. Likewise, Fama and French (1993, 1996) came up with the same 

conclusion as other studies mentioned previously which states that, market beta only 

is not sufficient to explain stock returns. They discovered in their researches on stocks 

listed in NYSE, NASDAQ, and AMEX during 1963 to 1992 that, there are three 

factors which can better explain the expected stock returns. Those three factors 

include market beta itself, size, and book-to-market ratio. Afterward, the formula that 

comprises these three factors is known as Fama and French Three-Factor Model. A 

significant number of studies agree that, this model is one of the most popular models 

and recognized as complimentary to CAPM in estimating expected stock returns in 

many countries. Gokgoz (2007) in their studies that includes basic indices of Istanbul 

Stock Exchange within 2001-2006, discovers that both CAPM and Three-Factor 

Model are applicable and viable for assessing prices of assets. However, he finds that 

the latter model is more reliable when compared to the former in assessing excess 

returns of Turkish financial assets. Furthermore, Connor and Sehgal (2001) who 

conducted a study on stock that comprises CRISIL-500, a broad-based and value-

2 



weighed stock market index in India, from June 1989 to March 1999 discovered the 

existence of pervasive market, size, and book-to-market factors in Indian stock 

returns. They also find that, cross-sectional mean returns are explained by their 

exposures to these three factors, and not by the market factor alone. In line with the 

previous findings, a study by Drew and Veeraraghavan (2002) on Australian stock 

returns from June 1985 to June 2000 finds that, measuring performance of fund 

managers using CAPM alone is inconclusive . 

1.2. RESEARCH PROBLEM 

Capital market is one of the indicators that can be used to determine the extent of 

economic growth of a country. During the worst period of the recent global financial 

crisis, the World Bank noted that only three countries of which Indonesia is one of 

them, experienced positive economic growth. In Indonesia, capital market condition 

can be observed through movement of the Indonesia composite index. Most of the 

investors, domestic and foreign ones, invest funds in the Indonesia Stock Exchange 

(IDX) easily make their investment decision by monitoring the performance of this 

index. In addition to this, they are able to conduct both fundamental and technical 

analyze in respect of the targeted investee companies. To support this analysis, many 

estimation methods especially with regard to stock returns have been found. 

In addition, those who are more concern with investing in Shariah-compliance 

securities can conduct their analysis on Shariah Securities List (Daftar Efek Syariah) 

issued by the country's Capital Market and Financial Institutions Supervisory Agency 

(Bapepam-LK). Though numerous studies have been conducted in relation to stock 

performance using various methods, however, there no study exist on the finding 

.... 

.) 



about which of the return estimation methods is most suitable to he used tor 

estimating securities returns of companies listed in the SSL. 

Prior studies conducted to assess the validity of CAPM in !DX focus mainly on 

conventional indices. Husnan (1993) uses same model as Black, Jensen, and Scholes 

(1972) and finds that market beta calculated in the study are statistically significant 

and CAPM is found invalid to be applied in Jakarta Stock Exchange (JSX) 1
• More 

importantly, he finds that zero-beta CAPM is valid to be used in JSX. This result is 

consistent with what was found by Sumanto (1993) who observed monthly return of 

120 individual stocks listed in Surabaya Stock Exchange from 1991 to 1993. Karambe 

and Tandelilin (2003) discovered that, market beta is not the only factor that can 

predict the return of stocks listed in IDX from the period of January 1992 to June 

2000. They suggest that Arbitrage Pricing Theory is more valid in explaining the stock 

returns. Saputra (2008) conducted a study on portfolio return variation of stocks listed 

on LQ45 for the period of February 2000 to July 2007 using CAPM and Fama and 

French Three-Factor Model and found that, CAPM was able to provide better 

explanation about the variation in returns than the latter model. 

The above studies revealed that, returns on the stocks listed in IDX can be 

explained through different model at different time. Moreover, studies that specifically 

focus on assessing the performance of shariah-compliant stock is also lacking. Thus, 

this study attempts to address this issue by feeling this research gap. More 

specifically, this study attempts to examine the validity of two estimation methods, 

CAPM and Fama & French Three-Factor Model, in estimating returns of the stocks 

listed in the SSL from 14 September to 25 September 2009. in addition to this, the 

1 Jakarta Stock Exchange and Surabaya Stock Exchange were merged in 2008 became Indonesia Stock 

Exchange as known today. 
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stuay w1l1 attempt to identify which ot the two methods is the best It is hoped that. the 

findings of this study can be of benefit for investors, issumg companies. and other 

stakeholders for their investment-related deci 5ion 

1.3. OBJECTIVES OF THE RESEARCH 

As stated earlier, the primary objective of this study is to compare and identify which 

of the two methods is the best in estimating stock return of companies listed in the 

Indonesian SSL. This study also attempts to see whether the beta coefficient of the 

CAPM is the sole measurement of risk that influences asset return. Relevant data of 

all stocks obtained from the list of Indonesian SSL for the period 14 September 2007 

to 25 September 2009 will be analyzed using CAPM and Fama & French three-factor 

model. Specifically, the objectives of this study can be summarized as follows: 

1. To determine whether the size and value premia exists in the Indonesian 

Shariah Stocks. 

2. To observe whether the size and value premia (without market factor) 

only could more describe the expected return of portfolio than CAPM in 

the Indonesian Shariah Stocks. 

1.4. SIGNIFICANT OF THE RESEARCH 

Early studies examining expected returns of stocks employed CAPM as estimating 

model. After years of usage, this model has been criticized by researchers, among 

which are: Roll (1977), Merton (1973) with the introduction of alternative concept 

called inter-temporal CAPM. In line with this, Ross (1976) also came up with another 

alternative called concept of Arbitrage Pricing Theory (APT). The most recent and 

5 



famous development and critics to CAPM was made by Fama & French ( 199 S) with 

their three-factor models. 

As one of the earliest methods, CAPM has been widely used in estimating 

stock return. However, with the development of Fama & French three-factor model 

and other advantages attributed to this model, researchers as well as practitioners in 

capital market area have developed strong interest and confidence in the model. 

Studies which examine expected stock return using comparison of both CAPM and 

Fama & French three-factor model have been conducted in countries like USA (Fama 

& French, 1995), Australia (Drew & Veeraraghavan, 2002), Turkey (Gokgoz, 2007). 

However, based on the knowlegde of the researchers, no study has been found 

comparing the two models in estimating stock returns listed in developing countries 

such as Indonesia. Apart from this, studies that focus on shariah-compliant stocks does 

not exisist. 

Given the merits of each method, the present study will use both methods to 

estimate return of Indonesian stocks. More importantly, this will be the first study that 

compare and determine which of the two model namely CAPM and Fama & French 

three-factor model is the best in estimating return of stocks of companies listed in 

Indonesia Shariah Securities List. 

1.5. ORGANIZATION OF THE CHAPTERS 

This research is structured as follows: Chapter 2 discusses the literature review on 

CAPM, Fama and French Three-Factor Model, and selected previous studies that used 

these two models. Chapter 3 covers an overview of Indonesian Islamic Capital 

Market and Shariah Stocks. Chapter 4 discusses the research method followed by a 

6 



d1scuss1on on the empmcal results m chapter 5. Chapter 6 includes conclusion, the 

implications of the results, the limitations of the study and the directions for future 

research. 
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CHAPTER TWO 

LITERATURE REVIEW 

This chapter reviews the theory and empirical research in the area of asset pricing 

measurements, especially those which incorporate CAPM and Fama & French Three­

Factor Model as their analyzing tools. The objective of this review is to build a 

foundation for a theoretical framework for this study. The following section examines 

concept of Capital Asset Pricing Model (CAPM). Section 2.2 assesses the concept of 

Fama & French Three-Factor Model. Section 2.3 discusses the previous empirical 

researches that compare CAPM and Fama & French Three-Factor Model as 

measurement tools to estimate asset pricing. 

2.1. CAPITAL ASSET PRICING MODEL (CAPM) 

The CAPM introduced by Sharpe (1964) and supported by Lintner (1965) provides a 

foundation of asset pricing theory. In 1990, this model earned Sharpe a Nobel Prize. 

As a result of this, it becomes an important area of discussion for any investment 

related courses taught in most universities. It also become an instrument for 

practitioners in estimating cost of capital of financial asset and means to evaluate the 

performance of managed portfolios. 

In general, CAPM provides important information on how expected returns can 

be determined and shows that, asset prices are influenced by their risks. This model 

was developed based on a model of portfolio selection introduced by Markowitz 

(1959). It is also known as modem portfolio theory. According to Markowitz, 

investors are risk averse and only care about the mean and variance of their one-period 
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investment return Thus, they will choose any portfolios which have the follo'vving 

characteristics: (i) minimizing variance of portfolio return, given expected return, and 

(ii) maximizing expected return. given variance This approach 1s otherwise known as 

"mean-variance model." In addition to the above assumptions. Cuthbertson and 

Nitzsche (2008) extended the model by addmg a number of assumptions that includes 

(i) All investors maximize the return-to-variability (i.e. Sharpe ratio). 

(ii) All investors make the same forecasts of expected returns, variances, and 

covariance, over the same horizon, and make it possible for all to choose 

to hold the same market portfolio 'weights' for the risky asset. this is 

otherwise called 'homogeneous expectations' or beliefs. 

(iii) There are no taxes or transaction costs. 

(iv) Investors can borrow and lend unlimited amounts at the risk-free rate. 

(v) Investment takes place in all publicly traded financial assets ( e.g. stocks, 

bonds, foreign exchange, futures), but the model rules out investments in 

non-tradable assets such as education and assets provided by the 

government ( e.g. publicly owned power generation, healthcare in some 

countries). 

(vi) Investors may have different endowments of wealth (but no small group 

of investors dominates the market). Investors can have different degrees 

ofrisk aversion ( risk tolerance). 

(vii) All investors are price takers and they believe that their trading do not 

have an impact on market prices. 

All the above assumptions, was then developed into a CAPM equation which is 

presented as follows: 

(1) 

9 



where: 

Expected return l or cost of equny) on asset 1 

Risk-free rate 

Expected return of market portfolio 

Systematic risk of an asset 1 which calculated by usmg formula of 

cov(R 1,Rm) 
or slope m the regression of excess return (R, - R1) on 

var(Rm) 

market's excess return (Rm - R1) 

Based on the above equation, it can be inferred that high-risk asset with high 

market beta should have higher expected return as compared to low-risk asset with 

low market beta. Additionally, when market beta is zero, the excess return is also zero 

or investment will only result to return that is equal to risk-free rate return. 

Due to CAPM's simple equation, some questionable assumptions, and static 

nature, several researchers tried to incorporate the model as methodologies used in 

estimating asset pricing. One of the earliest studies that used CAPM was conducted by 

Black, Jensen, and Scholes (1972). He argues that limitless risk-free borrowing and 

lending is an unrealistic assumption. He then, develops a modified CAPM which 

exclude risk-free borrowing or lending assumption. He concluded that, this exclusion 

can give better explanation of the asset pricing. Other model developments were also 

done by Merton (1973) with Inter-temporal CAPM (ICAPM), Breeden (1979) with 

Consumption CAPM, and Ross (1976) with Arbitrage Pricing Theory (APT). The 

most recent development on asset returns measurement that argues about the 

unrealistic assumption utilized by CAPM was made by Fama and French (2002). They 

believed that no restriction on short sales may result in inefficient market portfolio. 

With this condition, the CAPM relation with expected return and market beta is lost. 
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