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Abstract—Performance of a company usually reflects its
stock price. Companies with a good performance supposedly
will have a good demand on its stock, hence boost the price and
vice versa. However, there’s manipulation game in the market.
Rumors, speculation and short-selling are among the
manipulation activities that affect the fluctuation of stock price.
Fundamental analysis could provide an accurate result on
companies’ performance which not only base on the company’s
stock price. This research been conducted to study the
relationship of historical performance of selected Islamic banks
towards their stock performance and to identify the most
significant independent variable. This research is a
fundamental analysis, hence financial ratios been used as the
main tool to produce data of dependent and independent
variables. The research been conducted on licensed Islamic
Banks in Malaysia as listed by Bank Negara Malaysia and focus
on three independent variables of profitability, efficiency and
liquidity and to see their relationship towards the dependent
variable of the bank’s stock performance. A set of quarterly
data from year 2007 to 2012 been used in conducting ratio
analysis. The result been further analyse using STATA 10.1
software. This research provides result on significant and
relationship direction of profitability, efficiency and liquidity
towards the banks stock performance. It also proves the most
significant independent variable which has the strongest impact
towards the stock performance.

Index Terms—Fundamental analysis, efficiency, liquidity,
profitability, stock performance

|. INTRODUCTION AND LITERATURE REVIEW

Stock price is a reflection of a company’s performance.
Companies with a good performance supposedly will have a
good demand on its stock, hence boost the price and vice
versa. Reference [1] mentioned that the performance of a
bank can be represent by performance of the banks' share
prices, as they often are good indicators of how well the
banks are doing. However, there’s manipulation game in the
market. Rumors, speculation and short-selling are among the
manipulation activities that affect the fluctuation of stock
price. Fundamental analysis could provide a precise result on
companies’ performance which not only base on the
company’s stock price trend. This research been conducted to
study the relationship of historical performance of selected
Islamic banks towards their stock performance and to
identify the most significant independent variable. As
mentioned in [2] the price-earnings ratio is a wonderful
shorthand measure for the valuation of companies and
markets.
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This research is base on fundamental analysis, hence
financial ratios been used as the main tool to produce data of
dependent and independent variables. The research been
conducted on licensed Islamic Banks in Malaysia as listed by
Bank Negara Malaysia and focus on three independent
variables of profitability, efficiency and liquidity and to see
their relationship towards the dependent variable of the
Islamic bank’s stock performance.

Reference [3] used Price Earnings (PE) ratio as indicator to
measure the performance of Bangladesh’s stock market. In
the recent news reported in The Daily Star, he recommends
that the country’s PE ratio should be reduced to below 20 as it
had been increased tremendously achieved at ratio of 29 in
January 2011. He further defined; the PE ratio of a stock is a
measure of the price paid for a share relative to the annual net
income or profit earned by the company per share. Referred
to Bursa Malaysia’s website, PE ratio been described as the
measurement to make a performance comparison of a
company with that of the industry, and from one period to
another. The formula provided is current market price
divided by earnings per stock.

Profitability is a measurement which reflects the
performance of a company. Reference [4] mentioned
profitability is the ultimate test of managements operating
effectiveness and success of a company. Reference [5] stated
that Return on Asset (ROA) is one of the best measurements
of efficiency in order to assess the company’s performance.
ROA had been widely used as a measurement for profitability
and it reflects the ability of management to generate income
on a given amount of total assets [6]. Reference [7] agrees
that ROA is one of popular profitability measures, which is a
ratio between earnings after tax and total assets.

Reference [8] quote from Chien and Song, 2004 who had
concluded that most previous studies concerning company
performance evaluation focus merely on operational
efficiency and operational effectiveness which might directly
influence the survival of a company. Reference [9] explained
efficiency as the non-wasteful use of resources. As in [10]
further detailed on the measurement of efficiency that could
be retrieved from Balance Sheet and Income Statement of a
company which could be done by comparing sales and
investment in various assets. Comparing company’s sales
and total assets is the formula for Total Assets Turnover
(TATO).

Relating to liquidity performance, as in [11] explained
their findings on their study of Hong Kong stock market that
liquidity is an important factor for pricing returns in Hong
Kong after taking well-documented asset pricing factors into
consideration. They also compared alternative factor models
and found that the liquidity four-factor model (market excess
return, size, book-to-market ratio, and liquidity) is the best
model to explain stock returns in the Hong Kong stock
market, while the momentum factor is not found to be priced.
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Reference [12] stated that the measurement of liquidity
should answer the question on how the company could pay its
short-term debts and Loan to Deposit (LTD @ CR) is the
measurement in picturing liquidity as for finance company.
As for finance company, loan is their current asset and
deposit is their current liability.

Il. PROBLEM STATEMENT

Investors would buy share which could fulfill their
investment objective on earning capital gain which concerns
more on sustainability and growth. However, there’s
manipulation game in the market. Rumors, speculation and
short-selling are among the manipulation activities that affect
the fluctuation of stock price. This will affect the technical
analyst prediction and stock selection in the market to
become inaccurate. Today's markets are much more chaotic
and choppy compared to previous decades and this is because
of hedge funds and computerized ultra-short term trading
activity which the result is more false signals and ill-formed
patterns  from technical analysis techniques [13].
Fundamental analysis could provide an accurate result on
companies’ performance which not only base on the
company’s stock price movement. As in [14], found that
firms with low ratios of fundamentals to market values are
known to have systematically lower future stock returns.
Hence, this research should be conducted to provide answer
on fundamental analysis performance. Fundamental analysis
performance could provide better referencing for investors in
selecting their investment portfolio.

I1l. METHODOLOGY AND ANALYSIS

A. Method and Material

There are two methods could be used to predict stock
movement in upcoming period. The most used method is
technical analysis which will look on the price movement
trend and very volatile in sense of it will reflect to base of
internal and major of external factors. Another method is
fundamental analysis (ratio analysis) which is more stable
because it based on historical of a firm and whereby all the
internal and external factors influenced been adjusted
accordingly for a certain period. In order to predict stock
performance using fundamental analysis, the study focused
on segments of ratio under ratio analysis that are profitability,
efficiency and liquidity. The study determined which
independent variable has the most significant influence
towards the stock performance and which is the least.

A set of quarterly data from first quarter year 2007 to the
fourth quarter of 2012 (24 quarter) been used in conducting
ratio analysis. The raw data for financial ratio calculation
been gathered on eight licensed Islamic Banks in Malaysia
which make available complete financial quarterly report for
the time frame needed. The result generated been further
analyzed by regression analysis using STATA 10.1software.
As been mentioned above, the study focuses on three
independent variables of profitability, efficiency and
liquidity and to see their relationship towards the dependent
variable of Islamic Bank’s stock performance. Hence, the
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logarithm equation is written as in (1).
InPE;, =a+ LIN(ROA, ) + S2In(TATO, ) + B3In(CR ) +u, (1)

Base on panel data analysis in [15], three models and two
test could be used for analysis that are Pooled Ordinary Least
Square Models (POLS), Random Effect Model (REM), Fixed
Effect Model (FEM), Breusch and Pagan Langarian
Multiplier Test and Hausman Fixed Test. Hence, for result
generation, firstly the descriptive statistics has been
generated in giving fundamental idea on characteristics of
each variable. For measuring strength on relationship
between the independent variables and dependent variable,
F-test and T-test been conducted. Breusch and Pagan
Lagangrian Multiplier test then been performed in order to
specify the analysis of this research either choosing for
Pooled Ordinary Least Square or Random Effect Model.
Later, Hausman fixed test been run in determining the result
of selecting Random Effect Model (REM) or Fixed Effect
Model (FEM).

B. Analysis

The descriptive statistics on dependent and independent
variables for this study as shown below:

TABLE I: DESCRIPTIVE STATISTIC

stats pe roa tato cr
mean 1.085374 .0052999 .0189478 1.120939
max 18.42593 .2283579 .0B1%078 2.362087

min .0001439 1.76e-06 .0020205 .979799
variance 4.899071 .0003626 .0002377 .0145507
cv 2.039282 3.593113 .B136481 .1076118

sd 2.213385 .0190431 .0154168 .1206263

Table | above demonstrates the descriptive statistics on
dependent and independent variables. It summarizes the data
in explaining the variation of the data’s size and give
fundamental idea on characteristics of each variable. Mean
indicates the average of data’s total values over its sample
size. Besides mean, standard deviation also can be observed
in this descriptive table. The highest mean is CR that is
1.120939 and the same indicator demonstrates the highest
standard deviation among the independent variables with
0.1206263. The lowest mean represents by ROA with very
small number of 0.0052999, however its coefficient of
variation signify the highest value at 3.593113 as a result of
its small mean’s value. Coefficient of variation for each
variable enlightens description on dispersion of the variable
regardless of its number of unit.

TABLE II: BREUSCH AND PAGAN LAGRANGIAN MULTIPLIER

lpelcode,t] = Xb + ul[code] + e[code,t]
Estimated results:
var sd = sgrti{var)
lpe 2.281539 1.51047¢

= . 7635504 .B738137

u 1.406158 1.185815
Test: Var (u) =

chiz (1) = 310.40
Prob > chiZ = 0.0000

Breusch and Pagan Lagrangian Multiplier test been used to
analyze the random effects. Through this test, Pooled
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Ordinary Least Square or Random Effect Model which
accommodate the finest method will be chosen. Referring to
the Breusch and Pagan Lagrangian Multiplier’s result in
Table Il above, the value of prob > chi2 is 0.0000 which is
less than 0.01. So, null hypothesis will be rejected as the
model is significant at 1% significance level. Hence, alternate
hypothesis will be accepted and Random Effect Model will
be selected for further study analysis.

TABLE Ill: HAUSMAN FIXED TEST

FFlmdante

LOeLIlC1ents

(b) (8) (b-B) sqrt (diag(V b-V E))
fixed Difference 5.E.
lroa -.2066739 -.2124722 0057984 0102921
ltato = 6715908  ~-.6760679 .004477 0234164
ler = 3155016 - 4944996 178998 1976381
chi2(3) = (b-B)'[(V b-V _B)*(-1)] (b-B)
= 0.91
Prob>chi2 = 0.8224

Hausman Fixed test been conducted in order to recognize
the appropriateness of selecting Random Effect Model or
Fixed Effect Model. As shown in Table 111 above, Prob>chi?
is at 0.8224. Thus, Random Effect Model automatically been
elected as the chi®value is more than 0.05. Null hypothesis
has been accepted in this study where the Random Effect
Model will be used because of the difference in coefficients
not systematic. Hence, base on Hausman Fixed result, this
study will stop at the random-effects GLS regression as it is
more efficient than using the fixed-effects regression.

TABLE IV: RANDOM EFFECT GLS REGRESSION

& Coef std. Err. 1 B>|z| [95% Conf. Interval]
lroa | -.2124722 081114  -2.62 0.009  -.3714528 -.0534917
ltato | -.6760679  .173072  -3.81 0.000  -1.015263  -.336853

ler | -.4944996 1.221623  -0.40 0.686  -2.888837  1.899838
_cons | =4.899477 7625796  -6.42 0.000  -6.334106 -3.404848
signa u | 1.1858183
signa e 87381374
tho | 64808615  (fraction of varlance due to u i)

Table 1V proved the significant level of the independent
variables towards the dependent variable. Both significant
independent variables that are TATO and ROA are inverse
relationship with its dependent variable that is PE. It illustrate
TATO has perfectly negative significant to PE with value of
0.000 and as for ROA, the significant level is at 5% that is at
0.009.

From the result, the modified logarithm equation is written
asin (2).

1nPE,, = 4.899477-0.21247221n(ROA,,) - 0.6760679(TATO,,)
~0.49449961nCR,, +U,

@

Equation (2) exemplifies the level of influence of
independent variables toward the dependent variable. It
shows 1% increase in ROA will decrease PE by 0.2124722%
ceteris paribus. Same case for the other two independent
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variables which 1% increases in TATO and CR will decrease
PE by 0.6760679% and 0.4944996% respectively.

TABLE V: RANDOM EFFECT-TWO WAY ESTIMATION

std. Err. Prlz| Conf. Interval)

-.2307136
-.6982544
-1.116479
-.0024248

43.7028

0854494

.182516
1.295125
.0053223
106.8905

-2.
-3.8
=0.
=0.

0.007
0.000
0.389
0.649
0.683

-.3981914
-1.055979
-3.654877
-.0128563
-165.798¢6

-.0632359
-.3405296
1.421918
.0080067
253.2042

57160423
87711652
29809497

(fraction of variance due to u_i)

The Random Effect—-Two Way Estimation is conducted for
the purpose to include the year (quarter) as additional
independent variable to determine the time effect towards
stock performance. Base on p-value of the z-test in Table V
above, it shows year is not significant as the independent
variable in this study. However, the former independent
variables that are every proxy of profitability, efficiency and
liquidity are still reflecting the same level of significant.

IV. DISCUSSION

Base on descriptive analysis which shows the mean,
maximum and minimum value, variance, standard deviation
and coefficient of variations, it shows liquidity performance
which represents by the current ratio provides the highest
expected return as justified by mean and also it has the
highest risk among the independent variables as justified by
the standard deviation. The result constant with the general
theory of risk and return relationship which suggest the
highest risk contributor would reflect to the highest return.
However, the coefficient of variations indicates the ROA
which represents the profitability performance as the highest
risk per unit of return. This is because ROA obtain very small
value of mean and that creates the coefficient of variations to
be high.

Random Effect Model been proceed since test conducted
by Breusch and Pagan Lagrangian Multiplier confirm the
rejection of null hypothesis for the reason that the model is
significant at 1% significance level. Later, Hausman Fixed
test been carried out in order to recognize the appropriateness
of selecting Random Effect Model or Fixed Effect Model.
The outcome of this test revealed that non-rejection of null
hypothesis where the Random Effect Model been selected to
further generate final result.

Random Effect GLS Regression discloses two
independent variables have high significant levels that are
TATO which contribute to perfect significant level and ROA
is significant at 5%. However, all independent variables have
inverse direction movement towards the PE ratio. This
proved that good stock performance for investor is when the
PE is at low level. This is as result from the ratio formula of
the indicators itself as in [3] explained the PE ratio is a
measurement of the price paid for a share relative to the
annual net income or profit earned by the company per share.
Hence, the higher the earnings of the company, the lower the
PE would be. It can be concluded where good performance of
a company in investor’s view is at the position of high
profitability, better efficiency and low PE. Reference [3]
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further mentioned in the article that he used PE ratio as
indicator to measure the performance of Bangladesh’s stock
market. It recommends that the country’s PE ratio should be
reduced to below 20 in order to improvise the investment
market. A trend of negative correlation between market share
and ROA in the series of data has been identified [16].
Reference [17] reveals that a firm’s ranking in profitability
(ROE or ROA) within its industry is negatively related to the
sensitivity of its stock return to the industry-level return. The
central prediction of study is that the stock returns of
low-profitability firms are more sensitive compare to
high-profitability firms.

As for efficiency, the result shows TATO has inverse
relationship with PE. It means, good performance in TATO
would reflect to good performance in PE. In other words,
high TATO and low PE is a best set of indicator for
company’s performance. Reference [18] mentioned in their
study that the increment on company’s PE actually means
they get slightly worse over long holding periods. Reference
[19] mentioned TATO has negative correlation with stock
return. Since TATO reflects efficiency in asset management
to earn revenue from operating activities, thus a higher
TATO is a benefit for the firm and can give positive effect on
stock return. Same case applied to ROA where good
performance in ROA would reflect to good performance in
PE which means high ROA and low PE reflects the best
performance for company.

The Random Effect GLS Regression in Table 1V discloses
LTD or CR is not significant where the z-value is 0.686. This
constant with study conducted in [20] where they discovered
that their study was contradictory to those previously
conducted researches, suggesting that the current ratio has
statistically no significant relationship with the stock price,
which supports the study as well.

In addition, the Random Effect-Two Way Estimation been
tested where year variable which represents the individual
quarter been treated as additional independent variable in
order to determine the effect of time indicator towards stock
performance. Referring to Table V, p-value for z-test
displays period is not significant as an individual independent
variable towards performance of stock. However, the former
selected independent variables still reflect the same level of
significant [21], [22].

V. CONCLUSION AND RECOMMENDATION

Performance of a company is important to the origin
company, its parent company, shareholders as well as
potential shareholders. The performance of a company could
help them to improve their financial management specifically
and overall management strategy generally. Companies with
a good performance supposedly will have a good demand on
its stock, hence boost the price and vice versa. However, the
manipulation game in the market which involved rumors,
speculation and short-selling affect the fluctuations of stock
price trend. Fundamental analysis could provide a precise
result on companies’ internal performance and the reflection
towards their stock price. Reference [17] stated that high
corporate performance grasps the attention of the investors in
capital market and it reduces the risk level. Hence, it is
suggested that the investor should refer to financial ratio
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performance as guidance for stock selection decision.

Base on the result of this study, as for conclusion, better
performance of independent variables reflect to better
performance of stock which the higher the TATO and ROA,
the lower the PE would be. The results answer the key
question on relationship between the independent and
dependent variables which show inverse relationship of all
independent variables towards the PE of a company and
TATO appear to be as the most significant variable. In
investment decision on Islamic Bank, the good performance
of TATO and ROA could be used as a justification for stock
selection. This could be generalized for investment decision
on other companies from other industries. The outcomes of
this study constant with a study done earlier which found
strongly significant and positive effect of profitability toward
company’s overall efficiency and performance, as in [18].

With proven analysis, hopefully the outcome of this study
could help the investors, remisiers or dealers to do stock
performance prediction specifically on Islamic Banks and
generally to finance industry’s company base on company’s
financial performance. As for future researcher, it is
suggested for them to include additional variables as
representative for each ratio segment to test on the continuous
of the outcome. It is also recommended to include extra
frequent period which is if possible monthly instead of
quarterly as been conducted in this study.
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