CHAPTER 3

LITERATURE REVIEW

3.1 Introduction

T
N
O
<

This chapter is divided into two main parts. The first part to the theoretical

icalliterature on company
performance, accounting and market indicators, and stock volatili ywﬂ \Y'

In the theoretical background section, the %odu’ce SO ba‘sic‘occ?nceptS
and theories on asset pricing models, accountiWy

\sc{ ues, a@éccounting
and market indicators. The second secti%wnts

background of the study. The second part relates to past e

s
performance to determine its main dMns %&

tic review of company

mgLQ important related

studies. In addition, this chapter ;Ve} trgz%a li (—;"‘_ra;}are on the relationship
q
% stocksyol nty;\i@“' will also formulate the

between company performa&

hypotheses that will be tesWh thi empirical m@fs and describes the proposed
| ?
research framework. Lb' i ight

gaps in the literature.
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3.2 Basic Concepts

Firstly, some basic concepts and financial terms are introduced to facilitat r
understanding of the research. The thesis explains well-known pe ance
measurement models that are based on risk, return, and account market

indicators. i
3.2.1 Performance z l

The word ‘performance’ was used in the mid-tweptieth ewndicate a
L 4

specific outcome, such as the result of a horse race orts competi or'. I{%efore,
sports were ‘continuous research in perfor " Wand sports mp@ns were

perfo@:{:.e is used to

i iIiti@ reference to the

q@especiauy in the fields

N
of administration, economics couﬂting. ile significant differences

regarded as measurable processes that creatg val

provide numerical indicators that ch %sacertain p

between sports and accountj Me isjsti
performance of an ath%te defirL

S 4
objectives or of bett@lts thilz\?ﬁiy S, tf@% performance of an economic entity

&
se of@mection between them. If the

<>

shis'achi&vement of certain predetermined

o))

can be defined @é&cco i t of(t:%(ain targets or of better results than its
i
¢
competitors. %rfor an:;?irfec r?o?ﬂc entity is therefore founded on the idea of
o
compar%ik tea &AMZO ?aé\
5
G
: \ompany Performance

In economics, there is several definitions regarding the concept of performance;
e

ir differences largely rest on the perspectives of the users of performance

-

information. Current and potential investors see performance as the profitability of their
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investments; managers consider it as the overall operations of the companies that they
manage; employees recognize the concept as the stability and profitability of th?ﬁs
and creditors see performance as a company’s profitability, stability, a@}ty to
service debts. However, this section presents the historical view of lution of
company performance and the importance of performance measurements in the past.
Over the last four decades, there have been several attempts to%rovide a general
definition for performance in general and to apply the r%.oflperformance in
economic and financial sciences to different types of companies. ME‘S) viewed
Id be xpr d]by_y\@zb”,
tio% em\(/‘%;ults), or

guigmé:(\:g%) argued
that the term company performancwaes three “si Itar@% interpretations:

'\lates to the purpose of

the concept of performance as “a direct action that

though in most cases the word either refers

simultaneously both. Niculescu & Lavalet

“action”, “outcome”, and “success” agree t
the company, “outcome” the a nts ﬁ)r th xpend%}esources, and “success”

\ &
to the environment in Wth*t(E mpI ated. @ther words, the first concept
t on

refers to the company% , the

the third to its abili adapt;?:;; facto
Bourgwg n 95) d t acceptable approaches to company

i
performanc S perf mzm;?s JCtI at is, a process and not a result that appears

everytl% onteqt i ?st se ary to its own dynamics. Second, performance

h ell it manages its resources, and

is t@lt of an action tha;{s\)s'ubsequently evaluated. Third, performance means

s% Performance does not exist independently; rather, it is defined by the different
6 of accounting information, hence some may perceive the accomplishment of
ertain indicators as a success, but others would not share a similar view.
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Verboncu & Zalman (2005) defined company performance as “a particular result
obtained in management, economics, accounting and marketing that print fea
competitiveness, efficiency, and effectiveness of the organisation and its pr@l and
structural components.” Performance as a concept therefore is mous to
competitiveness. Y'

Based on previous literature, the current study defines the company's performance
as the outcomes of the company situation that reflect t Y:nc’ of operational
activities and its reputation. It is given as a set of values‘te,identi y h rate of
shareholder wealth. In addition, the numbers of th tcomes ¢ uieci@se to
analyze performance in various manners te ref ast am current
achievements and predict the company rf anos he fu@e Nowadays,
mathematical models have been evol sure com per ance. Therefore,

the current study uses performanc sures t \'e(gct Q\Hlmency of company
operational activities to constr Ie onhelr Iatlon(Q towards the company's
performance in the market et ﬁr{es risks. The investment risks
are clarified in the foll% tion. , '
\.‘ s
l

3.2.3 Investment RI Q
Every %)f in estm? is posed to some degree of investment risk.
Investm@s' defﬁMe pr lity or uncertainty of losses rather than expected

prof f investment due to ad@ll in the price of securities. This section explains the

"@/

e
A/QC

2

/

cg of some investment risks included in the theories used in the current study.
Mathematically, risk is the standard deviation and is termed as variance. In
nance, risk is defined as the standard deviation of stock returns, which indicates the

variability of returns. It is always used to measure the uncertainty of stock returns.
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Higher variance means higher stock volatility, signifying that the stock has higher risk
(Gitman, 2003, p. 214). Y

Risk can be classified into at least four types. First, systematic risk, @s the
risk that remains even after diversification. It is also known as mar isk or non-
diversifiable risk (Bierman, 1980). Second, firm-specific risk, whichWisk that can
be eliminated by diversification (Strong, 2008, p. 168). Third, risk-frée‘rate (RF), which
is the risk inherent in risk-free assets (Elton & Gruber, &ﬂ-prrctice, investors

utilise various money market instruments as risk-free s in thei lios, since

‘aX
they assume that such instruments are highly safe wh market give ri}e @redit

crisis (Evans & Archer, 1968). Fourth, risk prer? h% iona@furns that
on'to ri

nTier sets. @;z:neasure the
6). @? premium is the

investors will or expect to receive by hol

payoff for taking various types of r@s, 1996, p:
expected return, and the difference en the ac\hsa% return of an asset and risk-
S
19 O

free rate is defined as the excesxé(Sieg%l s
N A“’

XS
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3.3 Measuring Company Performance
In economics, there are several measurements for company performance.Y'Hr

differences largely rest on the type of information required by users. Com@) ners

measure performance as the profitability of the company; managers it as the

net gains of the operational activities of the company; and creditors measure

performance as a company’s ability to cover debts. Return on iSMOA) and return
ag

on equity (ROE) are considered as the best metrics for own e's, and creditors.

Investors also consider performance as the profitabili the OWROA and
B

shareholde hdvg\%}‘g;me

m% es @ading of
company stock and its value is reflected in itsypric

w. Oth@" MeEtrics we@h‘-\«; introduced

ROE). With the development of financial mark

numerous, as represented by the stocks. The fi

to measure the performance of co les. JHowever, maré‘is not free from

manipulation. Rumors, speculatio short Tar @ng the manipulation
'}" ? N

activities that result in fluctuati ck Srices. hus, Qc&k prices become more

important than other metri%ial] m the in@s‘ perspective. Furthermore,

the differences betw: hav Iéd@another important measure of

:

’ Ny
performance overt'&whicri&m urn.%ﬁs)talculated by the difference between
iou c '
o i

current and pr to oreeié’, investors assume that the stocks of

price

companies '%yd perform ce&viﬂ:ﬁ%/e a higher demand, hence increasing their
prices, Q;%ersa{( din, k&}sor, & Ismail, 2013). Sekirin (2010) mentioned
thatﬁ&rformance ofa corr@"zc.an be represented by its stock price and return, as
t Xen are good indicators of how well the company is doing. This suggests that

0:50 price and return reflects a company’s performance. Accordingly, the main theories
n

d measurement used in this study will present in the following sections.
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3.4 Theoretical Background

The theoretical background clarifies the theories that are counting on to build*the
proposed theoretical framework, extract the study variables, and fofmulate the
hypotheses. The current study primarily builds a one-of-a-kind investigatien based on
the EMH theory. This theory referred to the information of companies. he fundamental
analysis offers relevant information on the operational activities of¥Companies. This
information is obtained from the accounting analysis using,aceounting and market
indicators. In addition, the asset pricing theory offersaelevant infarmation about
companies. CAPM and Jensen's alpha model were usethto extract thefinformation of
companies in the market. That with Stock priegsteturn, and” its.volatility. Figure 3.1

explains the main theories used in this studye

Efficient Market Hypothesis (EMH)

f Fundame.ntal \ / Asset Pricing Theory \
Analysis

f CAPM \

Jensen's Alpha

4 N

Accounting
Analysis

Stock
Volatility

Accounting
Indicators

Market
Indicators

N O\ T

Figure 3.1: Main Theories of Study
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3.4.1 Efficient Market Hypothesis (EMH)

The efficient market hypothesis (EMH) was widely tested in accd?g,
economics, and financial research. It states that share prices reflect all information in
the market. All investors have the same access to relevant information anss'gnum cost.
In addition, the stocks trade at their fair market value (Fama, 1970). D€ecades ago, the
EMH was widely accepted by academics and financial economistSy/lt was generally
believed that stock markets were highly efficient in r ti inf‘)rmation about

individual stocks and the stock market as a whole. The hel bw that when
@

new information becomes available, it spreads sw@s immediate aps& into

the values of stocks. Thus, neither technical nor. amental dnalyse$, at @' not with

\tﬁose @3& by holding

inst 'Qview, academics
O

equal risk, would enable an investor to earn‘w la

a randomly selected portfolio of indi &a’stocks.

revealed that the EMH is associated %he fun \en(% an I)Q&, which is the analysis

ﬁ"&! N
of financial information of comn%.ich aflearni anti;?(?t values to help investors

select the best stocks (Malkiel, ) ']7 % is that the flow of company
information is unreflected.i Zediatel in stock p@s then price change will reflect
4 ¢ &
only news rather than the fi \Ia-l\ forgi_on of companies. When the news
ing &

unpredictable and re ges be predictable, the prices should fully

i
¢
reflect all knowfor tion ob'taib%?ligh rate of return as aspire. Therefore, the

N
current kimarjty bui i a o@f-a-kind investigation to test the EMH theory
besiﬂ&z ollowing theories. ¢
S

N
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3.4.2 Asset Pricing Model (APM) Theories

Stock markets are major elements of the global economy and the fmancrang
thus building a model that can price assets accurately is of great nce
Researchers have developed many models throughout the years to w«%ate stock
market movements and to explore the inherent laws of asset valuatronWevelopment
of asset pricing theories explained as follows.

The investment theory in financial markets eme Y~19 2 when Harry
Markowitz introduced formal portfolio selection, whi rew t b‘é&t@srs of the

Modern Portfolio Theory (MPT). The theory show o diversify a et}s Eﬁ%@duce

an efficient portfolio. It assumes that investorYr_ averse,.an ow@selectrng

eriod @e«; ment return.
folébﬁe that minimise

portfolios, they focus on the mean and variance of their sing

Accordingly, investors select a mean@ efficien

variance for given expected return nd_maximi ?t r@m for given variance.
N
This is Markowitz’s E-V rule ( itz, 1@52) é}?
The Modern Portfolio Theo is e foll@ng assumptions: 1) investors

act rationally to maxi Z utility y al Ie\@-of funds; 2) investors have free
:
eturn

access to fair mfor ion on il he market is efficient and absorbs

information pe ct i re r verse trying to maximise return and

minimise r|s vest r dec ons at./ |nC|paIIy founded on expected returns and

expecte% ce (Qr thg%vd d@@lon) of returns; and 6) given a level of risk,

mve;@)refer higher over Iodgv returns. Under these assumptions, the portfolio is

S e efficient if no other portfolios offer lower risks with the same (or higher)

Q cted returns or higher expected returns with the same (or lower) risks (Reilly &
r

own, 2012, p. 148).
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The Modern Portfolio Theory supports the theoretical framework of the current
study in many aspects: Testing the linear relationship between risk and return, vw
the availability of risk and return information to investors, and investiga@ther
investors are acting rationally to maximize their profits. Markowitz%el is the
standard way of selecting a portfolio, though it does not predict the risWium, which
is the focus of investors. Many models have nonetheless b nw)sed to forecast
returns based on his model. The capital market theory has %VIT the concept of
zero-variance asset, which provides the risk-free rate of n (R |tt|ng the
b @4)

William Sharpe (1964) developed the sin n@ relating

\ he m@fassumes that
re ir@é same factor and

Q@arket portfolio return.

development of a generalised theory of capital asset

less in others. Typically, it assume mgle fa\\to%e

The model can thus be express% o
Ri,t 2 +E r“it + 8|' (31)
: > 4 4
arket olio return; A and S the coefficients

where Rit is retur@rlt : :
and &; the error germ. 1§ the 's of of the two assets are uncorrelated, then
COV(Sn, t)

-factor }assm& that changes in return on assets are caused by
mac icro, and industrial e@ A macro event affects market portfolio returns and

c anges in the returns of all securities. A micro event affects the return of a single
Q ity, which affects market line return. An industrial event affects a group of
ecurities but not the returns of all securities (Haugen, 2001).
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The single-factor model links the covariance between the returns of stocks to a
single factor, generally the market index. Some researchers tried to capture non
influences by creating multi-factor models. In a well-known study, King (@ound
that the co-movement of securities is not only related to market but aIs ry effects

(Jones 1996, p. 197). Therefore, the multi-factor model suggests that covariance is

"7

determined by two or more factors. For example, stock prices to the changing
rate of inflation and economic growth (Elton & Gruber, 1 ACU Itl factor model is

often expressed as:

O
Y—-
Q\ | &
E(Ri) = a + BiRm + B:NF + &iy (3.2) e

\ Y

ee, four, or

o
o)
=
- i

where NF is the non-market factor and allwcrla

even more factors can be included in t\aa (Elton
Comparing between the mul%tor an§ \ngac

@odels, no conclusive
N

statement can be possibly mad orm&, giv e Iaé%e umber of likely factors.
Cohen & Pogue (1967) arg tha he 1 torm leads to lower expected risks

and produces more eﬁ% folios w 1t d Gruber (1977) contended that
the multi-factor %prodwc ical $wlatlons better than the single-factor
model. Nonetheless, mu 't and @ﬁa -factor models contributed towards the

i

¢

developmen 5@ final form t‘e @é?onshlp between risk and return: the capital
o

wing section describes the capital asset pricing

é
.
%
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3.4.3 Capital Asset Pricing Model

The capital asset pricing model (CAPM) is the central predictive mode
financial economy. It came as the final form of all studies on the relationshi een
risk and return. It was developed by Sharpe (1964), Lintner (1965), ana%in (1966)
with a series of predictions about equilibrium expected returns onWassets. The

prediction of CAPM is mean-variance efficient because of the cross-sectional
relationship between mean excess returns and market fact French 1992).
CAPM is based on a set of simplified assumptio facili ta tlons but

they are nonetheless very restrictive and still funda @ to studyin e’re shlp
between risk and return. These assumptions aregd) inVestors dise, th arkthz model

to build an investment portfolio; they are r| ver, maX| he expected
utility of wealth; 2) investors select their po folios |ng at the expected
return and variance; 3) investors ca and b WI 9d\+§‘at a risk-free rate; 4)

all information is available to a%)rs withou t; a there are no transaction
~ &
costs or taxes in the markets, and the asset d|V|dQ\end traded infinitely (Sharpe,
1964). The CAPM eq z T l
4 n'
Rﬂ? (33
X

(f} ?:l ‘-')(J
where E(R@e expected return of I; Bi is Cov(Ri, Rm)/VAR (Rm); Rt is the risk-
a«& )

S theVQXpected market return. The model assumes a linear

freer rn; and
relg\ between the extk‘;?ed return on risky assets and . The latter is an

%rlate risk measure in the cross-section of average returns. It supposes that assets

0\ only earn a high average return when they have a high market 4.
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The important issue of CAPM is market portfolio. Citing Tobin (1958), Sharpe

(1964) explained that the portfolio selection process follows two stages. Firs
selection of a unique optimum combination of risky assets, and second e;}arate
choice on the allocation of funds between that combination and a singlé'&free asset.
Practically, investors can obtain a mean-variance-efficient portfoWd minimise
variance by selecting a portfolio that combines “a risk-freg asset’(either risk-free
borrowing or lending) and a single-risk tangency portfohoéy; rench, 2004).
CAPM has important contributions. One of them at it nlwystematic
"X
risks and creates a linear relation between market and expect Iet.l{n}E(Ri).
ic

Additionally, the model can be used empiri pr diof t e o{?ﬁdividual

securities. CAPM is also easy to underst a s'm‘)Ie use. jé?:g;trast, some
researchers have claimed that CAPM w ns pay n nti ut real financial
and economic elements, such as @5 In ai?r\s?;,?he model eliminates

N
unsystematic risks, specifically.i cifi«,!‘ris hankzc%ﬁ')singh, 2005).

K in ent i.e. risk premium. It is

(%S(R ) wRs yl c_.jo (3.4)

&
’ <
TE .2 illustrates t Ii%?relationship between stock return and risk and the
grw epresentation of CA\\;?/I, the security market line (SML). The SML slope is

%o [E(Rwm) - Rf], while g reflects the systematic risk. Expected returns, or any other

ourns, that are under or above the SML are considered mispriced (Sharpe, 1964).
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E(r)

. E(r,,) — r,= Slope of SML

& Mtateus (2009, p. 298)
K'Y

e: %K
Figure 3.2aS8Curity Mak’n (

@

Based on the capital as?hmm MAP& Michael Jensen developed
Jensen’s alpha in 1968‘ }ﬁ G skilled po 0110 agers in an absolute, rather than
s Orig

1

ased on M, which calculates the expected

a relative, manner. %
one-period retu@w S 0

i
presents the J ’s alpha o @en e(m1968).
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3.4.4 Jensen’s Alpha

The Jensen model is also used to measure historical performance of a portf@li
differentiating between realized return and expected return for a given peri m
coefficient («) is differentiated from the estimated S of CAPM. The Ia!kestimated
by regressing stock return (R;) on market return (Rm) (Reilly & BrowWZ p. 967):

Ri =a +ﬂRm
where o is the intercept and f is the slope, that is, Co@ Omé. l‘he slope of the
regression shows the beta (risk) value of that stoc

To measure the performance of a stock at @ eriod, the erce@ﬁom the

regression is used along with a modified version f mula (@fatlon 2.3):

Ri=Ri (1- ) +/ﬂm\(’}, 0\ 30"

AN
&
The regression in Equatlop%lmlm to Equati <zgﬁhls shows that Jensen’s

alpha coefficient (o) and S i S|m t(I rom the"€APM model. The difference
S

between o and Ry (1-ﬂ@ n Jens al, u@i can be used to measure stock
4
performance at a gi perlod' \15\113 asu é(yylsed to see whether the company’s
stocks are either,per i erfo@»g (Mohd Dali, Mudasir, & AbdulHamid,
i
2008). (f) 4 (JC')
\
T ka forghe al ‘3 are.é\

& f (1- B) means that@e’stock is performing.

= R (1- B) means that the stock is performing as expected.

%——9

4

a < Rf (1- B) means that the stock is underperforming.
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The capital asset pricing model (CAPM) and Jensen’s alpha model support the
theoretical framework of the study by measuring the historical performance
companies and distinguishing whether their stocks are performing or unde@ning,
which can help identify investment opportunities. In addition, the dﬁ%ies were
ranked according to their performance, thus encouraging companie Improve and
develop their activities. This in turn will enhance the trading v IMthe companies'
stocks. %. l
The asset pricing theories have presented a se theories “rel % to firm
performance that form the research framework. The for deyelopi ﬁg@z of
the study began with stock price and return. T to% e ba&i'mneasures
of firm performance measure were introduc&' al asségc':ing models
have been described to understand f %rmance

market. Accordingly, the theories c@ute to &e%

S
which estimates stock price, 1 pand ﬁrQn pe nnan@sing Jensen’s alpha. To

—3

re in the financial

gn‘\l.’xofthe research model,

~—+

complete the construction of the theéore e[ ramewor c“&he study, the theoretical parts
are

of fundamental and ac% naly} :sgen@in the following sections.
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3.4.5 Fundamental Analysis

Financial statement analysis is an important aspect of the broader de
analysis. Subramanyam and Wild (2009, p. 4) defined it as the “application@ltical
instruments and techniques to financial statements to derive estimate inferences
useful in business analysis”. Financial statement analysis reduces the”uncertainty of

business activities and provides an effective systematic decWaking tool for

business. z l
A financial statement shows a set of figures ting Wncial and
"X

investment performance of an organisation. The disc of each fi e’is .n\é%sary

to satisfy the financial information needs of m%, analysts,,andfinve tofs, as well
n,asy

ehwe fi@m al statement

generally consists of balance sheet/Aincome stateme sh @V statement, and

statement of shareholders’ equity (l@on, Gr \Ing‘?e 'é\Broihahn, 2009, p. 5).

The balance sheet, or sta@( findfcial ion@vides information of the
ﬁg

accounting system at a spe ifmrioj 0% accounting formula, ‘assets
are equal to the sum O%MC' s and €q
resources controlled&&the corr [

uity’. Th@ﬁ side equation is the assets and
cash, machinerigs, buildi

:
i% ment and operations in the form of
ng
- - - ‘
of financin ligations o
undistribut fits (Gibs ’2 09{.\16). The income statement provides information
Y—-

aonmpany’s proﬁtabilit\ym\)iér a period, summarising the results of its activities

as to remove, or at least minimise, informatio

ther a}ﬁﬁerties. The right side shows the sources
!

& COC]Jp y, in addition to shareholders’ equity and

intthe ferm of incomes, expenses, and profit or loss. The statement also details how the
eamings are obtained. The net income refers to the company’s profitability and reflects
e return on equity during a certain period. The less significant accounts can be grouped

into a single line item. It bears noting that net income is not the final cash that the
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company has generated, as the figure is recorded not on cash but accrual basis. The cash
flow statement shows the cash inflows and outflows at a specified time dueY'me
company’s activities (Gibson, 2009, p. 47). The statement of shareho‘% uity
consists of undistributed profits, comprehensive income, and chan equity. It
identifies the reasons for the change in shareholders’ claims on th€ assets of the
company. Sometimes, the statement of shareholders’ equity i&al. he statement of

The financial statements can serve as a referen or C meormance
@

analysis, sometimes called accounting analysis. Thi ysis studie e'trf@tions
and accounting policies of a company, and Ia% ect.it$ financial
cau Ne

statements (Subramanyam and Wild, 2009, W accounting sis primarily

changes in owners’ equity.

relies on the company’s financial sta nt;)ts qualit

authenticity. (') \ ,<\
N
In terms of fundamenl%y' é ing <'Z,@ysis using accounting

indicators, which represent_the erli tivit@ the company, and market

indicators, which repr%\ value of the orhps@'in the market will contribute to

2 s

the research frame g Accorii

e eff b%’of these indicators on stock price, stock

=~

t

of the research % r
#

i
return, and firm performance. e’l‘ol@?v?]g section presents the accounting analysis

N
and its% indicator, Pthef’a&amental analysis.
X*

A S
: \counting Analysis

0 Accounting analysis is “a process of evaluating the extent to which a company’s
c

counting reflects economic reality using indicators (ratios)”. Among its most popular

tools is ratio analysis, which Subramanyam and Wild (2009, pp. 12-13) defined as “a
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mathematical relation between two quantities” whose computation is simple but

interpretation is more complex. A meaningful ratio is one that refers to an econow

important relation. Accounting ratios are one of starting points of ar(%hting

analysis. They act as preliminary tools that can identify areas tha ire further

investigation. By computing a ratio, an analyst can reveal immt relations,

comparison bases, and trends that may not be readily dete@!n analysing the
l

Ratios are most useful when they are oriented to future. W analysts
B

individual accounts that constitute the ratio.

must assess the factors that can potentially influenc rends and gﬂit f the

ratios in the future, such as new accounting s . Ratiés S0 @Eted by a

actj@?es, including
S, a@%conomic events.

number of external factors beyond thN@ al

government policies, accounting sta\ Es,%dustry
Nevertheless, a good ratio anal sﬁﬂbhly de \b\gn

interpretation by analysts (Subr%m
Of the different typ%ﬁcaf
indicators belonging tM d categorie acbos?btng and market indicators.

N |\: &
3.4.7 Accounti@ato Q

N
Accoun dicators ar h{lr@f ors reflect the operational activities of the
N

O

company. | rming the ability of-@ company to generate earnings and evaluates its
abili meet obligations. @imstrate, profitability analysis indicators is “the
e Xon of a company’s return on investment”. Profitability means the ability of
companies to generate profit from their business activities. It is an indication of the

anagement’s efficiency to generate profit using all available resources (Gibson, 2009,

p. 297). Harward & Upto (1961) defined profitability as “the ability of a given
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investment to earn a return from its use” that can either be distributed to shareholders
or reinvested into the company to enhance solvency.

A company’s overall value is a key determinant of its ability to gene@(it on
the capital invested. Analysts consider profitability as the main fo financial
analysis. Profitability indicators measure the company’s efficienc gain profits,
design and implement policies, and make investment decisions/ under different
situations. Profitability is the main subject of interest i tors, creditors, and

managers. ‘\d
L

y . o X
In addition, credit (risk) analysis indicators to evaluat e,alzkﬁk of a

, p. 308 d credit risk
\ EY.I‘@'IFIS as

e to ué?e a promised
are@gﬁquidity, capital

structure, and solvency. Subraman@jnd WM? P .@-528) explained that
N

liquidity reflects “the availabila comf)‘any seurc meet short-term cash

company to meet its obligations. Robinson et

“the risk of loss caused by a counterpa

payment”. Credit (risk) analysis de S three maj

requirements”, while solve %rs t]‘ co any@g-run financial viability and

its ability to meet |0"% bliga}i ns”. ‘e‘lﬁitabtructure, meanwhile, means the
sources of financin WOmpi \ é.)

IS inaéé(ors intends to evaluate the ability of

Furthermate, idi
Q‘K . !
companies Es%rate rofit d’ sa&'éf? working capital requirements from their
tivities.

o
The c ?ﬂ rati@ an important indicator of liquidity. It measures

the bility of current a{e%/to cover current liabilities. Capital structure and

S%N analyses, on the other hand, identify the proportion of debt in the capital
t

operating a

Q ture of a company, as well as assessing risk and financial leverage. Moreover, the
nalyses can reveal the potential risk-return relation in a company’s capital structure

and its implications (Gibson, 2009, p. 201).
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According to Robinson et al. (2009, p. 152), indicators are important measures of
a company’s profitability. Return on assets and return on equity are the most commonly
used measures of profitability; they should be used to evaluate companles &both
individually and as a group to identify the drivers of profitability. An |mportant capital
structure and solvency indicator is the debt ratio. However, Table 3.i:f$fﬁhb‘i'/vs the most

important accounting indicators along with their measurements and ‘inférpretations.

Table 3.1: Accounting Indlcators 4

# Ratio Measurement Interp retatlon

Return on "(NI + Interest Expense | The return generated by a
1 | Assets * (1-Tax Rate)) /| company for a given level
Average Total Assets" | of assets
2 | Return on Net Income / Average | The return generated by a
Equity Shareholders’ Equity company to equity holders
Gross Profit (Revenue — Cost of | The percentage of revenue
3 | Margin Revenue) / Revenue available to cover

operating and other
expenditures

4 | Net Profit Net Income / Revenue | "Better view of a
Margin company’s potential future
profitability"
Return on total | EBIT / Short- and long- | "Profits generated by a
5 | Capital term debt and equity company on all the capital
that it employs"
6 | Current ratio Current assets / Current | "Assets expected to be
liabilities consumed in relation to

liabilities falling due
within one year"

7 | Defensive (Cash + short-term "How long the company
interval ratio marketable investments | can continue to pay its
+ receivables) Daily expenses from its existing
cash expenditures liquid assets without
receiving any additional
cash inflow".
4 8 | Debt ratio Total liabilities / "Amount of debt capital
Shareholders equity relative to equity capital"
{ 9 | Coverage ratio | EBIT / Interest "Number of times a
payments company’s EBIT could
cover its interest
payments".

Sources: Robinson et al. (2009, p. 152); Subramanyam and Wild (2009,
p. 447); Gibson (2009, p. 298); Brealey, Myers, & Allen, 2011, p. 707)

47



3.4.8 Market Indicators

Market indicators are the indicators reflect the performance of companw.be
market. It determine the estimation of intrinsic value of a company stock@duct
of current share price with the number of shares outstanding. Analwl&,;e a set of
methods to evaluate the equity of companies. Valuation analysis, an valuation

indicators, is important to many users of financial statement. A religble valuation of

stocks enables investors to make buy, sell, or hold decisio rélation to investments,

credit decisions, business merges, and public stock o
2009, p. 40). '

A valuation analysis provides under ing’ on the., financi rofile of

N

companies. It gives investors the ability to choose eapp\ro i evah@model upon

which they can base their investment wn . Financi Iysi@o provides useful

information to complete vaIuatio%alysis. \'rda%en jéﬁalysis involves the
N

assessment of a company’s equ%perfo?man 0 asz?(ats relative attractiveness
as an investment. Ratios sh um‘IseIi i ation @Iysis (Gibson, 2009, p. 464).

-

Robinson et al. (2009, ated that the nd'pl@ct of a valuation analysis is often

b 4 b o &)
a valuation and recw at\i;i:r:%u( vesgm, while theoretical valuation models

are useful in selectingyindi t Wotlo}%de useful in this process. Moreover, the
!

¢
positive value ese IndicatQrs {ene-())?[ positive signals to all investors, creditors,
Y

and interés krtiesf V)’ {\

ket capitalisation “is d%;{:m derived from the current stock price multiplied
& ENg

Xmount of shares outstanding” (Woo0, 1981; Olson, 2005). Woo (1981) argued
thaty because outstanding stocks are transacted in the secondary market, market
apitalization could be used as a proxy for the public’s valuation of a company’s net

worth and as a determinant in some stock valuation models. Capitalisation may be
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compared to other economic indicators. According to O’Regan (2002), market

ey

capitalisation can be an indicator of a company’s value, but it is only an eplw
measure as it is based on the current stock market prices. The true value of @pany
is represented by its balance sheet, product positioning, and profits. Ot iables may
not reflect market capitalisation due to information asymmetry. In addition, Ologunde,
Elumilade, & Saolu (2006) found that a company may have r%hp. itability but low

Olson (2005) classified market capitalisation into mai cw 1) large-
B

Yw

cap ($10-100 billion); 2) mid-cap ($1-10 billion); 3) s ap ($100 mi ioﬁ-_{@lion);

market capitalisation.

and 4) micro-cap ($10-100 million). Nonethele te% e of.any clear-cut

rules with regards to the currency value orfgercentile oﬁthe tegorj&hatever the

categorisation, nevertheless, it must justed over

factors that affect categorisation rt%ag. popﬁ_ﬂ\m%

market value. This way, invest

to a@ﬁnt for economic

g{,\nflation, and overall
53

decisions.

The identification of indicators will investors to monitor changes

in the market. Stock m% “n{onbsed indicators to monitor market

performance and re changef et cad%ﬁ.lrsation. Koller, Goedhart, & Wessels

(2010, p. 337) defined'stoc

i

¢

in which sto %ns are mea rea b@ga‘)on the portfolio of the manager, usually on
e kk,

Y
month year'{g\:Basis. While there are various ways to measure

erfor@'(ce as a measure of returns over a period,
a daily,

stoc&ket performance, @(ﬂost common measure is market capitalisation.

ever, Table 3.2 shows some important market indicators along with their

G urements and interpretations.
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Table 3.2: Market Indicators

# Ratio Measurement Interpretation
Price to Price per share /| "How much an investor in r
1 | Earnings Earnings per share common stock pays per
dollar of current earnings"
Market Price per share / Book | "Market judgment about the
2 | value added | value per share relationship between a

company’s required rate of
return and its actual rate of

return"
3 | Earnings per | Net income minus "The amount of earnings
Share preferred attributable to each share of

dividends / Average | common stock"
outstanding common
shares

4 | Dividend Common share "Percentage of earnings that
pay-out ratio | dividends / Net the company pays out as to
income attributable to | shareholders"

common shares

ha

5 | Dividends Common dividends "The amount of dividends to
per Share declared / average investors for each share of
outstanding common | common stock"
shares
6 | Market Total current stock "Market value of the
capitalisation | price * number of company"

shares outstanding

Source: Robinsoretal. (206{&.})3); iﬂhﬁamanyam and Wild (2009,
r

p. 613); Gi .342); Breale yers & Allen (2011, p. 707).

In fundamental %s,

framework in ter 0 ountihga market<adicators was presented. The theoretical

( ?
Unlggﬁe that contribute to the research

framework s nstr cted “wsing aggoyntlng indicators, which represent the
'

operation s of the com ny,.é;wl market indicators, which represent the value
of the in thef market! Ac mgly, the fundamental analysis contributes to the

the research moderg?ough the effects of accounting and market indicators

@ price and return and discriminant the firm performance. Additionally, the

Ooretlcal framework was constructed employing the volatility of stocks to achieve the

research objectives. Nonetheless, the following section presents the contribution of the

theoretical background to the proposed research framework.
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3.5 Theoretical Background Contribution

A number of theories have been presented in this study. The study relied
on asset pricing theories in the financial markets. The asset pricing mo ere
developed using stock price data. Thus, several models for asseﬂ'%ng were
developed. The current study used the Jensen’s alpha model tof evaluate firm
performance using historical data. Three main variables emer. em these theories,
namely stock price, stock return, and firm performance. mf ndamental and

accounting analysis techniques were presented, resul in a coWndicators,

A, ROE, NPM, pg@g,;nd

y's% e in.the financial

al fra.@v?grk provided
t tté‘ésearch problem.

which reflect the company's operational activities (e.g:

TOA), and market indicators, which reflect the

market (e.g., MC, STR, EPS, BPS, PER, an(ﬂQ/}. he

a complete perception of the adopted, variables to r
o@'ing access to financial

Specifically, the research problem Ii%he impo %f
N

information to all investors at !%st::%rji -ng% cial analysis techniques

to identify the factors that distingtiish T een erfo@g and underperforming ASE

constituents; and resolvi erelationships et\;vesbccounting and market indicators
’ 4 ¢ &
ating

and firm performa hrough .t gﬂable. Consequently, most important

ematﬁ}%‘f market performance were incorporated

variables relatedato t

O11]]
LT
into the th ical resgarch ar{eV\Qr}. Thus, it enabled the verification of all
NN
relation% ing thé *mporl’s& financial information that investors need in the
fina,m&narket. Another pa@ains to support the theoretical framework, a review

ooé

mpirical studies. It is presented in the following sections.
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3.6 Review of Past Empirical Studies

The main objective of this review is to survey extant research related to thevmt
topic. It also helps to build knowledge in the field by identifying the impon@epts,
methods of research, and tested experimental techniques and how to em. The
review of literature is one of the best ways to understand how results ag€ presented and
discussed in a scientific way. By reviewing research articles indexed i various relevant
databases, it is possible to highlight the gaps in the litera &:J equently cover
them with new research. Filling the research gap is the reésearcherfs Wion to the

; WSU| 2017). [_ST

ela% any%gformance

. i@"
hYtor at i ce company
ast@f%limensions. The

development of knowledge (A. Alswalmeh & Dali, 2

This section will present past empirical
and its determinants. The review reveale%

performance in those studies can b mmarised to

systematic literature search was c%ted in E\d%a

N
numerous studies that have exami e pe’?form ce of c@panies, assessed using a

\h &
:1 'ffer@ethodologies and methods.
s folind tob the most common measure of
‘&
ome

spS\The search revealed

range of measures. Differegnt autho
Nevertheless, return tts:
performance. The rwher i(ie i
not been exami@pre i
i

¢
chapter. Several' important stud rglaté:tg market volatility, the mediating variable of

NN
this stu% also jdenti F Lasﬂ&,\this section will be summarised.
¥
A\ S
% \stematic Literature Review of Company Performance
Q An extensive search for studies related to company performance was conducted

four databases, namely Scopus, ProQuest Central, Ebscohost, and Google Scholar.

<g> in research and variables that have

Ies. ‘Etﬁé/will be discussed in a later part of the

The search period was from 2008 to 2018. It was done by inputting a set of queries into
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the search function of each database. Since the focus of this research mainly rests on
company performance (the dependent variable), the researcher began WM
comprehensive survey of previous studies that examined the variable to ide@\sﬁm
dimensions. Focus was specifically given to studies that used accou d market
indicators, which are the independent variables of this study. Y'

Only articles that were published in the English IangHai re included.

addition, the researcher excluded studies in the areas of p a C|er]:e engineering,

arts, and medical sciences, and restricted the search to st inth fle conomlcs
finance, accounting, and administrative sciences. No ess, some |e#s @ other
fields were included as they used accounting i to meﬁs e pe@ﬁnance of
companies in some of their activities. é\

The general term “performance’ s used as th ext ‘company’s

performance” was used to |dent|fy ies on c g g{r\mnce The researcher
paired the term accounting indi d S h ms rofltablllty, credit (risk),

valuation, and market capit XWlt’ ompanies’ rmance” to cover all studies

related to the current r% bject“ Vj ‘.l 0
&
In the first st f the sy‘s \hc iterat ﬁuewew, a comprehensive survey was

conducted on ﬁda
#

eturr&%’volummous quantity of articles. The
researcher fEE! tm t of t se‘gtueJ only examined performance in general. The

number icles#"sub ?lally*\mclmed when using the query “company’s

perfﬂ& . The number f@'r decreased when ‘“companies’ performance” was
p% ith the terms financial ratios, profitability, credit (risk), and valuation.
e

ver, no articles were found in all databases when the term “market capitalisation”
as used along with “financial ratios” and “company’s performance”, suggesting that

these variables are rarely, if any, examined together. The last term, “company’s
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performance”, was the cut-off point, but there were some other important studies that

were also reviewed. The researcher found about 2,401 articles related to the studw

3.3 is a summary of the systematic survey. The first column contains the % sed,

while the other columns the number of articles in the databases.

A

Table 3.3: Systematic Search Result \):

Database: Scopus ProQuest EBSCOhost  Google
keywords: | scholar
# of Articles |
performance 85,356 45,073 31,786 310
Company's performance 12,915 6,125 %654 V7 »
pany'sp K . X
Company's performance 1,564 509 273 55
Company's performance 347 N ;’/ 2
N - p \7?-'

Company's performance 39 5 2 5
Company's performance 11 ‘8 “\ 9 5
and financial ratios = CAV ~_ (_,<
Company's performance 6 3 2 3

and profitability analysis
Company's performance
and credit (risk) analysis
Company's performance
and valuation analysis
Company's performance
and market capitalisation
Company's performance
and market capitalisation

/P
Ly
g -
H']}

Company's performance
and stock volatility
Company's performance
and stock volatility
Company's performance
and stock volatilit

Note: “-’: me

16 11 7 4
3 ¥ - 3 4
\
L O
at no farticlegwere foumid.

% N
In@@ nd sta ﬂticl@ere filtered to avoid duplication and to eliminate

pa Aelated to the subjecb@},ﬁeld of study. This reduced the number of collected

arti 0 408. After a thorough reading of these articles, the researcher identified 108

Oi les to be used for the final analysis. Necessary articles are detailed in Appendix 1.
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In the third stage, articles of similar subjects were grouped together and classified
into dimensions. This classification was based on the nature of the variables ?‘)
examine company performance. There are numerous studies that used @bles
related to the subject of the current study. The systematic survey‘l'&ed in ten

dimensions of corporate performance. These dimensions, as weII as thefsummary of all

3.8 Empirical Studies on Company Performance .\d

The systematic literature review produced seve dies analysi ziwd \fe}fylng

relevant studies, are discussed in the next subsection.

the impacts of a number of variables on p rfar Th@?searcher
summarised these variables into ten dlme ns: anag‘eme hum ources firm
characteristics, supply chain, mtellec\ al, techn : ate governance,
board of directors, financial analys Z-scor ) '&'e 3.3). These studies

employed a variety of method sur ey, mul pIe essmn and fundamental

analysis. \ A%

X~ <
u] | ST
a
Human Firm Supply

Resources Characteristics Chain
i i Dimension Dimension

p

Management
Dimension

-

)

Izgg?(;lgl Company Technology
nalys Performance Dimension
Dimension

/

Z-Score

Corporate Intellectual Board of
Governance Capital Directors (MDA)
Dimension Dimension Dimension Dimension

Figure 3.3: Dimensions of Company Performance
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In the fourth stage, all variables under each dimension were examined in depth.

The variables under the management dimension include strategic planning, mv?!m

decisions, mergers and acquisitions, and overall company structure. \Jman

resources dimension include wages, employee loyalty, investment M*mng, and

various HR practices. The supply chain dimension included such varigbles as product

marketing, manufacturing and logistics services, while the llectual capital

dimension covered intellectual capital variables and their Yo-nt e financial and
administrative performance of the company. '\d
]

The technology dimension encompassed ICT, d es, syste pﬁb@, and

websites as its variables. The corporate g e % use\,éﬁnges in

ownership structure and compensation and w ers an&;utives. The

board of directors dimension uses the Ca@ ind epen , qu@ board structure,

number of meetings, and dem |c fac ﬁ'rrectors All of the
abovementioned variables wer ed tg\asse campa(éz?)erformance
The current study f in d| sions influencing company
ol

performance: firm cha% s, fina

Fj IS/SS)‘nd z-score (MDA). A total of 57
articles were identi fo thf 34) The studies, along with their
variables and findings; a scussed in the next subsection.

"b):

f@

4,
4

(—)
&
N
N
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Firm Characteristics Dimension

\iE

Paulo (2008) ][ Zeitun & Al-kawari (2012) ][ Naveed et al. (2014)

Moss & Lux (2014) ][ Bruno & Carvalhal (2015) ][ Khamis et al. (2015)

Y4

Scholtz & Engelbrecht (2015) ][ Aluchna & Kaminski (2017)

L T

Financial Analysis Dimension

Hall (2009) ][ Balatbat et al. (2010) ][ Pawar (2013) Hsu et al. (2013)

\iE

\(

Clemente et al. (2012) ][

Horobet (2012)

]

Wilson et al. (2012)

N

Aliabadi et al. (2013) ][

Tsolas (2013)

J o

J[ Majid & Lode (2015)

N\

Safaei et al. (2014) ][ Riegermann & Damiéo (2015) ]{ Vasiu (2016)

AN

-

N\

-
-~

Li, Yang, & Zou (2016) ][ Alam et al. (2016) I Lenka (2017)

VAN

Hornungova et al. (2016) ] Pilar & Ballester (2016) '[ Dermawan (2017)

-
-

J
o4

J
N\

(&

C-tenas & A-serrat (2018) ] Merig et al. (2017) Meyliana et al. (2018)

J

>y

-~

-

]

Arkan (2016) Islamoglu (2015) [ Jiang & Lee (2012) ][ Asiri (2015)

N

J

N

Al-Qudah et al. (2013)

[ Erdogan et al. (2015) ] [ Halim et al. (2011) J[

Alexakis et al (2010) [ Alireza et al. (2012) }[ Kumbirai & Webb (2010)

N

Vs

(&

Stefano (2015) Din (2017)

L ‘

] [ Kai & Abdrahman (2018)

AN

Vs

(&

PAS

Al-oshaibat & Al-manaseer (2018) [

Musallam (2018)

AN

-

Ligocka & Stavarek (2019) ][ Haryanti & Murtiasih (2019)

-—

-

~

Z-Score (MDA) Dimension

Dali et al. (2008) ][ Muchlis & Jayanti (2009) ][ Ng et al. (2011)
— —

V-mana et al. (2012) ][ Foo & Pathak (2016) ][ Azar & Nasr (2016) ]

f ]

Odibi et al. (2015)

~N

J

][ Sajjan (2016) ][ Tyagi (2014) ][ Halteh et al. (2017)

Figure 3.4: Three Dimensions Affecting Company Performance
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3.8.1 Firm Characteristics

A significant volume of studies have used firm characteristics, such
performance on the basis of size, age, and type of ownership, to evalu@opany
performance. For example, Paulo (2008) examined the relationship bet the size of
Portuguese companies and their performance using dynamic panel ar¥|~s. The results
showed that company performance was positively correlated with*size, management,

and ownership. Debt and the level of fixed assets had nﬁs n performance.

Zeitun and Al-Kawari (2012) investigated the acts o?‘sl{tdwnership,

@

commercial risks, and financial leverage on cor@vrform ce u in’ @ data

analysis. The sample was 191 companies fro If Codperati C@TI (GCC)

countries (Qatar, Saudi Arabia, Oman, Bahrain, a Kw\/amthe ;@h&. 1999-2006.
They found that state ownership posil\&lbected the rm@-and value of the

sample companies, as measured by their ROA. \T /<\

N
Examining another for ership, Nawveed, & em, Ahmad, & Hamad
(2014) studied the impact o faRM)W I the fi ial performance of Pakistani
I 20 dsin@mltiple regression analysis. The

f

i
mixed results egards to t efl’ectt.)i\T\?]ership structures on financial performance,
% "
and tha% s a better r }esentaé(% of financial performance compared to Tobin’s

Q. Ig&crast, Bruno & Car@d (2015) found no statistical relationship between

cgr ing family and state ownerships and the performance of the companies in Brazil.

companies within the peri 2007
’ 4 f &,
study found a posiwn signi relati ip between family ownership and

rforman hamis, Elali, & Hamdan (2015) found

financial and o@rpor

Scholtz & Engelbrecht (2015) measured the impact of institutional ownership on
e performance of the top 100 companies listed on the Johannesburg Stock Exchange.

Using regression analysis, the study found that institutional ownership was an important
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determinant of a company’s performance. Aluchna & Kaminski (2017) verified the
relationship between the ownership structure and financial performance of 495?3!
companies in Central Europe using multiple regression analysis. The stdd nd a
negative relationship between the ownership of majority shareholdersﬂﬁkpA, but a
positive association between the ownership of industry investors and &A?On the other
hand, Moss & Lux (2014) tested the hypothesis that the valuation™of European real
estate securities is partly determined by the relative liquid Lye.f s’ shares. The

sample comprised listed European and United Kingdo | est telasu;dies during

. | 'Y
the 2002-2012 period. Modelling the depth and ti s of t ef) t‘iﬁ'j sults
showed that market capitalisation was the mai ab%' he @Tdity and

X

valuations of the sample companies. \, u\ é\
In the firm characteristics dimensien, ta indicator tin@‘firm performance

included ownership, size, quuiditw markeb 7 p(étudies used a set of

N
accounting and market indicato surthe Vi 'ables(.o@tiple regression analysis

o

esult @re found in different study

was prominent in past stx%d I‘
samples. This required% vesti‘g tion ‘t.o' t@lationship of these variables and

&
firm performance. Wrent slt \-Tdo ted gwf variables whose relationships with
i n

performance ar&tl co [ \ a@ﬁn, some studies found no statistically
¢
significant %@ship bet n’fi@al leverage, capital structure, and firm
NN
perforn‘% ile other studies revé;hed positive statistically significant relationships

Y—-
betvgﬁhem. This is an i@am reason for including these variables, such as

i mrs of liquidity and firm market value, in the current study. The next section
resents studies that have specifically investigated the relationships between accounting

nd market indicators and firm performance.
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3.8.2 Financial Analysis

Studies under this dimension investigated the effects of such accountl?u-d
market indicators (or variables) as stock performance, economic performance cial
performance, efficiency, profitability, leverage, accounting indicators, a%s quality,
and credit risk on company performance. For example, Hall (2009Wv’stigated the
impact of stock turnover (STR) on the stock performance of 20 tail companies.

The annual inventory turnover ratio was compared to the rz ave'ages across the

various industries in which these companies are located-“khe results that there
X

were 80 annual turnover ratios and observed 80 es injannu *o@ices.

Economic and financial performance have bee igd by Wilson ri@éiegel, &

Scholes (2012) which assessed the performance of'priv

UK. Using multivariate regression mo& study fi at b@'ut companies had

5-15% better productivity and abou@ pared to non-buyout

highé \oﬁ@i i
N
firms. The private-equity-backed,fi exp&ienc siti@venue and employment

&
growth throughout the sa miod [ ann é@amiéo (2015) analysed the
relationships between( e O;ic, finlncia deb@erformance, and market value
' 'y
'\§*I~i§ don

stude)@»ﬁnd that market value added (MVA) was

ity baclg@&?youts in the

o

o

measures of 57 Brazilian comp'a e/Sao Paulo capital market from 2001

to 2012. Using regression an
¢

rtzj\(jk%t value of the companies.

!
the main ex I%y variable f&F the
T% stuglies e med{\et of economic and financial indicators. The

resu&gest an important rel\ﬁ;ehship between the indicators and firm performance.

Ndies analyzed the effect of business activities on company performance using

t indicators. To illustrate, Balatbat, Lin, & Carmichael (2010) compared the
Qﬁrformance of building and or civil construction companies listed on the Australian
Securities Exchange (ASE) to public blue chip firm and the Australian All Ordinaries
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Index. The sample period was 1998-2007. Using fundamental analysis, the results

showed that the performances of the sample companies were comparable

(@]

benchmarks. Pawar (2013) analysed the financial performance of the Iﬁ% bli
telecommunications service provider in India, BSNL, using various fiﬂ%@ ratios on
nine-year data (2002-2010). The study revealed that company had aytrong liquidity
position, reflecting its ability to repay short-term commitment om

Pilar & Ballester (2016) hypothesised that adopting Ya.ble'energy systems
could improve financial performance. Based on a sam f 57 CWS‘ from 36
panel re sigjn,_ﬁggzt;dy
allowe ani@ improve

Arin@?;errat (2018)

tals i <%in in 2008-2015

countries in 2008-2013, analysed with the dynamic s

revealed that the adoption of sustainable energ
their financial performance in the short ten\? ans
analysed the economic and financial &gﬁnc

and investigated the determinants@jheir profi 'gy. ,s@\g Pearson’s product-

N
moment correlation, the results ﬁq idity and Qdél-’%ignificantlyaffected the

hospitals’ profitability. The \Pals goog.financial management, through
its management of ass& be i L 0

portﬁyof the indicators to explain firm

The studiej&shom
performance. Aw conomic; 'ncia@(d accounting indicators were used. The

¢
indicators si cantly affecte irtﬁ p@}) mance. These results support the theoretical

NN
framew% e cufrent y. In%a'dition, the studies have employed fundamental

Y—
ana@chniques. Therefo@ﬁey support the theories and accounting analysis

t Xes employed in the current study. Using accounting analysis techniques,

3 unting and market indicators were identified.
Accounting and market indicators were used in most financial analysis studies.

For example, Clemente, Taffarel, & Silva (2012) analysed the ability of financial ratios

@D
o
=y
>
(@]
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to interpret short-term fluctuations in the prices of ordinary shares of 24 companies in
the Sao-Paulo securities market from 1998 to 2008. Daily closing prices davwe
regressed on 16 financial ratios. The study found that accounting indicato{gs OA,
DR, CR, and TOA) significantly explained the short-term price fluctuat Brazilian
common stocks and confirmed that accounting reports are an immt source of
information in the market. Safaei Ghadikolaei, Khalili Esbouei, & Antucheviciene
(2014) constructed a hierarchical financial performan xk‘“ model using
accounting and economic value indicators for companiegylisted nWran Stock

X
Exchange. They concluded that economic value mea (i.e. EYA, A{ @VA)

t% Ing @gures (i.e.

KhaT (2046) fou@:{; statistically

significant correlation between the lelf}he Grou itscrs‘mpetitors, but its
profitability was relatively better th%m. :\T S

Hornungovd, Jana & Midi y !3)16) dyse@e relationships between

provided more useful financial performance inf

OPG, ROE, and ROA). In contrast, Alam,

out factor and correlat es, thelindi tofs@e summarised into three indices:
4 f &
he st y sh

operational, profit, &q\return.' that all indices were significantly
associated Withq{ anc
differed of eslﬁ)zom stud
constitt% > ERS.an

RO ROE and the Index. ¢
N

&
financial indicators and the %-mjs Zach agr@ural companies. By carrying

'stroa%l was the operational index. This result
Wlfch(éacates that a strong correlation between the
NN

BE%NG index, but a weak correlation between their

\e findings of previous studies support the importance of accounting and market
indicators to explain stock prices and firm performance. The differences in the strength
f the relationships between the indicators suggest that the relationships still require

further investigation. The studies contributed to building the variables of the current

62



study by using accounting and market indicators (e.g., ROA, ROE, DR, CR, TOA,

MVA, and EPS). Yv

Using accounting and market indicators, some researchers also c@i the

ability of different models to analyse company performance. For exampl€;*Burja (2011)
used four regression models to analyse the factors influencing theyperformance of
Romanian companies. The study found a strong relationship between the effective
management of available resources and firm performanc k;\g

: & Zou (2016)

evaluated the credit risk of listed companies in China u the rWrobability
B

Yw
) models, rﬁp@ the
ia% d ca@gnies and
sticml‘tes d desép%:/e statistics,

the results showed that the discrimina o@r of the od@%s superior to that

of the KMV model; the former W&% to bet M$g @nancially healthy and
o S
N

(ZPP) and the Kealhofer-McQuown-Vasicek

estimations of both. The sample consisted of

34 financially healthy firms. Using a numb

distressed firms.

7]
\& &
Hsu, Ou, & Ou (2014 vel a od@ estimate the sustainability
performance of firms% irst c“ V[ﬁ“t‘ne@heria to evaluate sustainability
&
i e mgasdires %

performance by i ating tr' Qinancial, credit risk, and social and

environmental kespo 'bilit'\:}w @él was then constructed to assess the

performanc s&@wabil' y (;ft ffmtjl'ae model was tested on 30 listed Taiwanese

high-teQ%aniesf ?ults SE\Rved that the model was able to estimate the
sl

perf ce of those comp@ and rank them according to their sustainability

p \\ance. These estimations may help investors and fund managers to ensure that
G investments are profitable and sustainable.

Financial and market performance measures were also examined in most studies

using accounting and market indicators. Aliabadi, Dorestani, & Balsara (2013)
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examined the associations between both market performance (i.e. share price, return per
share) and accounting performance measures (i.e. sales and ROA) for US and
firms that implement the International Financial Reporting Standards @ The
regression analysis concluded that there was a positive relationship bet e market
performance and accounting performance measures, and the most rWaccountlng
indicator was ROA.

The studies focused on certain indicators. The curren moc'rted past studies
by adopting additional indicators that reflect the operati acti itiw ‘company
and its performance in the market. However, some st Iso fogused on ]e\ifﬁz;and

profitability indicators. Horobet (2012) studi e K ade@ between

nianscomp Ilsted on the

Bucharest Stock Exchange. The stud at the p

an@QOf the companies
fluctuated significantly from yeart and tha ‘}nion of PER and EPS,
Jﬂ S

the performance of companl t %\r@ not explained by their
operational and financial p rm ce. g data env ent analysis (DEA), Tsolas
(2013) evaluated the % f pr beH “ef cy on the performance of 19
construction comp Ilsted c' ens Exchange The results revealed no
positive relatio h|p twi ab|I| |C|ency and the performance of the
companies. |t|on Lenk Zﬁlb(?vestlgated the impact of leverage on the
profltab ty, ofCzecly® Ples fm{n\ 14 sectors using regression analysis. The study
fou Ieverage (i.e. debt r@’had a significantly negative impact on profitability.
‘% e market capitalization indicator has received little attention in the literature.
e studies, it was used to analyze firm performance. Majid & Lode (2015)

Qasured the extent to which the decline of a company’s market capitalisation below

the book value of its net assets would be an appropriate proxy to indicate the impairment
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of goodwill. They found that examined independently, the decline in market
capitalisation was not a good indicator of goodwill impairment. But the contr

found when the indicator was associated with the performance of the cov@d its
segment. Dermawan (2017) analysed the associations between ope rofit and
other comprehensive income and market capitalisation using a samplé of the top 50
companies on the Indonesian Stock Exchange from 2010 to ONing Spearman’s
rho, the results revealed a significant positive correlation Yo.pelating profit and
market capitalisation, but no significant correlation een th‘e\\@rehensive

e o
ys the/ma cﬁp@atlon
var% i mve.st\i‘ga-tionwill

in this@gz;
Iso @%stigated towards

income and market capitalisation. The current study

to solve this inconclusive relationship using a

contribute the using accounting and mar et%

The power of accounting and &QD dicators

stock prices. Meric et al. (2017) st%the associati gbe

financial ratios of five Turkish b%ZOOS- 017wsing n(zg%ﬁly prices, price-earnings
ratio, and dividend yield . \eyIﬁt}g
relationships varied fr k to another. Ili@Se, Arkan (2016) examined the
’ 4 ’ &
e sto

ability of financiallgd&fto pr N S ice trends. The author employed 12
d

financial ratiossK th 'datacéfiS Kuwaiti-listed companies from three
@

different secfs . He con¢luded atéorcejatios were able to significantly predict future
trends

NN
stock p% aﬂd,obj%/iour wo similar studies by Islamoglu (2015) and
X

Als h & Dali (2019b) i @ﬁgated the ability of financial ratios to predict the

'e}rthe stock prices and

\lg'hand Jordanian banking sector indexes using multiple regression analysis. Both
G ies found that some financial ratios were able to predict the changes in those
dexes. The studies proved the predictive power of accounting and market indicators

on performance or other variables, but it may vary over time.
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To determine the relationships between profitability, liquidity, efficiency, and
financial performance ratios and firm’s market value, Asiri (2015) used a sampw
UK companies constituting the Financial Times Stock Exchange 100 (FTiJ\sﬂyfrom
2000 to 2013. The ratios were found to be significantly correlated KEN(et value.
Erdogan, Erdogan, & Omiirbek (2015) regressed the financial peWnce of nine
firms listed on the Istanbul Stock Exchange on four financial rati hey concluded
that liquidity ratio and company size significantly explaine X; erformance. On

the other hand, debt level negatively affected financial performange ‘\d

Al-Qudah, Alsharari, Al-Rjoub, & Haddad (20 gued the p |b]||t.){%hsmg

Iswaifn aI@ZOa) and
Alswalmeh & Qagish (2021) used it to pre @. dan. Jiang &
Lee (2012) confirmed that decomposﬂﬁ)

and book-to-market value, could pr excess r d %amentals in the short-

and long-term. Their findings néxed &1 the
fundamentals of the S&P %:%ﬂ
ratios. %

Accounting anthmarket i

financial indicators to predict share prices. Li

Alireza et al. (2012)"eollec
hypothesis. oun that a&na{J ios could significantly capture signals of
flnanC| r or bahkru ysent&ompames Using financial ratios, Halim, Jaafar,
& (2011) were able @ess the financial health of six large and medium

lan construction firms. They found that most of these companies were facing

6 cial trouble, and that they had inadequate cash capital to finance their projects.
Alexakis, Patra, & Poshakwale (2010) investigated the ability of financial ratios

to predict stock returns using data from 74 companies listed on the Athens Stock
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Exchange in 1993-2006. Similar to the above studies, they confirmed that financial
ratios could predict market returns; in fact, portfolios selected on the basis of fi?iul
ratios would generate higher than average returns. This also confirmed bye% al &

Webb (2010) and Al-oshaibat & Al-manaseer (2018), which revealed'kthe ratios

were able to strongly predict the prices. ?

Recently, Ligockéa & Stavarek (2019) examined the ass Mbetween certain
accounting and market indicators and the stock prices o (mm anies listed on
selected European Stock Exchanges. They analysed the“amnual t'mw‘ata using
e findings eﬁl@t‘ the
n f% ain@fluenced
mpIo@%OCE), and
net working capital (NWC). This moti %)Jrrent stu do @Er investigations.

However, the stock prices of Swiss anies, m\mh e,

the generalised method of moments (GMM) estimat

determinants of stock prices varied by country:

by ROE, whereas Polish companies by ROE,ret

N
the ratios. The strength and diregii fthel}elati shipstéaveen the variables likely

differ by sector and count }B SL:I ed the a@nt that the accounting and
market indicators may %/ es. |

& Agustina (2018 w Whi':
&

companies and ris .
& ¢ ! (?
studied the siof such ac ning(zy market indicators as debt-to-equity (D/E),
a

NN
ROA, % payolit.rati “DPRA)é%d EPS on stock price. The empirical exercise
focqg&n Indonesian-listed b%vks in 2018-2019 and found that stock price was
N

i \eMd by DER, ROA, and EPS, but not DPR.

: The above previous studies have contributed to the theoretical framework and
e

ntified the explanatory variables. Results varied across period and sample. The

current study adopted a set of accounting and market indicators to explain their
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relationships with stock price, return, and performance. The investigation of these
relationships will contribute to empirical knowledge. YV

Towards stock return, Kai & Abdrahman (2018) evaluated the @}tions
between EPS, ROE, and DPS growth and the stock returns of 31 M&ian-listed
financial companies, covering a sample period of 2011-2016. Following a Pearson’s
correlation analysis, the research discovered that EPS growth an ck returns were
significantly correlated in five firms; ROE growth and stoc m nother five; and

DPS growth and stock returns in another six. Musa (201 )‘%ﬁo\dempted to
B

Yw
determine the impacts of financial ratios on stock r , though t alhp@as 26

Qatari-listed firms from 2009 to 2015. The res e v% st sq@gs (WLS)
X

@were positive
tio, @ ROE, price-to-

regression showed that EPS, earnings yieldw

o
=

=
o
)
@
o)
=

determinants of stock returns, while gt-@book-va

earnings ratio (P/E), dividends earni%tio, a@;x&it

predict stock returns. In additi% i

returns by regressing them i i

of the PSX 100 Index @Y:to E‘ 5%

debt ratio, return ﬁ, firrr' \m rket $@ and Tobin’s Q were significantly
ocl

and positively wi 'eturnt\?ﬂt the asset turnover ratio, EPS, inflation,

interest rate %DP d‘o sié r@cu?s. Stefano (2015) investigated whether the

effects %%i'al rati F]e st .\returns of the property industry are significant.

The@ere collected fron\ Vizr-operty companies listed on the Indonesian Stock

%e. Analysed using multiple linear regression, the result showed that the overall
I was significant, but only ROA had a significant impact on stock returns.

G In the financial analysis dimension, a set of economic, accounting, and market

indicators were used to verify firm performance. Firm performance is proxied using
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numerous measures. Stock price and return are the most prominent measures used by
studies in this dimension. Their results support the development of the con?syl
framework of the current study. (’}
Economic indicators (e.g., GDP and EVVA) are linked more to co . economic
standards and investment policies. On the other hand, financial, aCCOLW and market

indicators (e.g., ROA, ROE, CR, DR, EPS, MC, STR, MBV, and A) are linked to

stock price and return. Studies have shown that accounti rts ire an important

fo swention on
©

accounting and market indicators to explain firm per nce. I ﬁ

To investigate the performance ofcompan?qp rat% : iesi.@Femarket,
the study used accounting and market% rs ealculated frqé‘t;e financial

source of financial information. Therefore, the current

statements using fundamental analy hese indicat efle@ﬁrm profitability,
efficiency, financial leverage, cr@)risk ana_\_\m% qz'@nships towards firm

N
performance, stock price, and rn. ‘ﬂ1eref eqthe(i@wcial analysis dimension

he Sté two ways. First, explaining

supports the proposed conc Mm

the main accounting a t indicators that MH@e developed. Second, explaining

’ 4 ¢ &
the importance o@aﬁng f \'fec s of aé&xunting and market indicators on stock
price and retur &
n\ B ! (.?(J
The a G@xg and mar tﬁd'@}t rs were then used to discriminate between
\
ak

perforn‘% undgrperfi ?ing o@panies using the Z-score model (MDA). The
: b 9
foll

section discusses e@*cal studies that employed Z-score models (MDA)

:g\counting and market indicators.
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3.8.3 Z-Score (MDA)

The Z-Score (MDA) dimension is frequently used to evaluate com
performance. Studies under this dimension employed MDA to disting@ween
companies: good or bad, insolvent or solvent, over- or underperforming? so on. For
example, Halteh, Kumar, Gepp, & Gepp (2017) attempted to predict financial distress
in 101 publicly listed Islamic banks using cutting-edge stochastlm A total of 18
accounting ratios were included in the Altman Z-score an ore for services
models. The ratios were then ranked by importance. rdingy to odels the
working capital per total assets ratio was the most rtant variabl fqr &@mtmg
financial distress in Islamic banks.

Azar & Nasr (2016) examined whet the Ivea§ msol\‘@(gy~ of Lebanon

SMEs can be predicted using the Alt Cgore mo anc@ﬁﬁtios, and binary

logistic regression. The study concl that Alﬁ\&gcor S modest accuracy, as
they were able to reasonably pre%vent SMEs not(i:}éavent ones. Sajjan (2016)

estimated the likelihood of amtcy [) acturi@nd non-manufacturing firms

listed on the Bombay % nal (In ian) tobk&anges from 2011 to 2015. The

predictions were mage using All \r& -SCO é@he study found that three companies

were flnanC|aII ist \E\pan ere in the grey zone in 2012, but in the

succeedlng oved to th IS&E'SC e. Some were initially distressed but were
then sh ns offimpr, ment{ﬁhe subsequent years.

F & Pathak (2016) asseB;e'd the relationship between financial health and the

nce of manufacturing companies listed in the Chinese and Indian financial

Q ets from 2000 to 2013. The Altman Z-score was used to measure financial health,

h

ile ROE was used as a measure of company performance. There was a statistically

significant and positive correlation between Z-Score and ROE for both markets. Odibi,
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Basit, & Hassan (2015) examined whether Altman’s Z-score correctly predicts
bankruptcy on a sample of 17 healthy and 17 distressed Malaysian-listed manufa
companies from 2010 to 2014. The study revealed that not all failing con@}were
classified as Practice Note 17 (PN17) firms, the status attributed by Btﬂé%alaysia to
financially distressed firms. Four out of five financial ratios in thefZ-score model
significantly predicted company failure. Meanwhile, Tyagi N measured the
financial performance and the efficiency of the financial o ggw:o Indian logistics
companies from 2005 to 2011. Using the Z-score mo he st dMg that the
alue of t ahq&é%‘zr:ged
the_indu as sa@ﬁctory.
\redic@gghe risk of
bankruptcy of cement companies in I@w 2011 to 0 u@% set of financial
ratios and Altman’s Z-score. The s%‘oundﬂ’w}\sr,ilqu

Td' , ,@rking capital, and the
solvency of companies were naécto J at so \ompanies suffered from
poor financial performanc }Vere 0
(2011) developed a Z%Y:el to'disti u sh@tvent and insolvent construction

sample of the study was largely healthy. The aver

between 1.82 and 3.39, and the overall perfor

Venkataramana, Azash, & RamakW

&
@thcy. Ng, Wong, & Zhang

4 f o
companies in China®Lhe deter \TE& fthgodel were seven financial ratios. The
study found th é&lrren 'turnab%/ ratio and working capital to total asset
ratio had th %ﬁ dis im‘in r);ca@(c'i?y. Two profitability indicators, namely total
profit t %;r R we ‘\Iso necessary for the long-term solvency of

| L. A |
co . Muchlis & Jayan@m) discriminated insolvent and solvent companies
f%xmple of 19 Indonesian-listed property firms from 2004 to 2008 using Altman’s
I

G . They found that two companies were healthy but one was insolvent.
The studies above distinguished between companies that are likely or unlikely to

be bankrupt, whereas the research reviewed here attempted to discriminate between

71



performing and non-performing companies. Mohd Dali et al. (2008) identified
performing and non-performing Shariah-compliant companies by first using J S
alpha, before applying the results and 20 financial ratios to MDA. The resu l@uded
that the inventory turnover and credit turnover/day ratios could disti between
performing and non-performing Shariah compliant plantation companies. The study
recommended the application of the model to different sector

In Z-score (MDA) dimension, discussions on t xtirg and market
indicators that may be useful in evaluating the risk of bankruptc h.a\c\odging for a

edict company fa@cash

g apﬁ tal a.ségzg current

long time. Beaver (1966) suggested six ratios that ¢

flow to total debt, ROA, total debt to total asset

ratio, and no-credit interval. Altman (19

Idem&: Narayanan
(1977) put forward a model of financi&%&

veI@%cast bankruptcy.
Similar researches have been carrie%o predic i

Yawitz, & Roberts (1987) fa%me rgtios ere aﬁhg:fo explain bond vyields.
Ederington (1986) further fi hios L e effective in €valuating a company’s bond
klo cc

ratings. The current d
’ 4 &

effective model t%ninaw ng aﬁgunderperforming companies, a subject

that has recei\w attenti ' th \ﬁ'érature. It followed the methods and

¢

conclusions ‘@dD i etal: 2(58)6(@ inventory turnover and credit turnover/day

\
I k

ratios c% rimiga een pér\forming and non-performing Shariah compliant
corrn& in the plantation in (@}/-

% e review of firm performance theories and financial analysis techniques
ontri

buted to developing the relationships between accounting and market indicators

ye 0 tiﬁg@ market indicators to build an

nd stock price, stock return, and performance. In addition, the current study employed

price and return volatility as a mediator on the relationship between the explanatory
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variables and stock price and return. Stock volatility was expected to improve the
relationships between the variables. To support the construction of the the?ml

framework, the empirical studies on volatility are discussed in the foIIom@n.

3.9 Empirical Studies on Volatility

Markowitz’s seminal work (1952) on the basic portfolio theory posits a linear
ac a

risk-return relationship, providing a useful model for port s t management,

e ri WIatlonshlp

offers a deeper understanding of market dynamics an servelas a.r fe'e ‘f}br the

as well as assets and derivatives valuation. Uncoveri

development of new asset pricing models. In ad lack (f9 d C e (1982)

studied the risk-return relationship and nd at ﬁ‘\e Immgévh-\,c:k prices of

individual companies would mcreasew ncial leverage, w@smg the equity’s
volatility. T

At the firm-level, Che%Ng ?1992 loun |dence for the inverse
S.

relationship between volat st] Vﬁhk the nature of the relations

between firm size and % ce dy mic s!ta their strengths appear to change
over time. Followi S|m|Iar' : Du 1995) concluded that the statistical
relation was pri /ﬁ oura ts\ ontemporaneous relation between firm
stock return m stack ret \{)Ia{jtz Small firms and those with little financial
% the’ ?t po@e relation.
Ak volatility has se@g‘% become a subject of growing interest among
a% ics, policy makers, and practitioners since the past two decades. Policy makers
G participants of the financial market perhaps place much concern on the subject
ecause it can be used as a measure of risk. Investors may be discouraged from

participating in the financial market if stock returns are highly volatile, especially due

leverag
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to the inherent uncertainty associated with the attribute (Miah & Rahman, 2016). Based
on their survey, Graham & Harvey (2001) showed that risk is carefully consi i

investment decisions. Therefore, the volatility of stock price and return, whi lects
distress risk, should naturally affect financial decision. Unfortunately,'& attention
has been given to examine the effects of stock volatility and fundarw analysis on
stock price and return, even though both sets of variables are fnvda. tal determinants

l

The systematic search process shown in Table 3.3%has id tthudies on

B
stock volatility, company performance, and funda%valysis f per r'na.rﬁeﬁ?hey
were found by using the query “companies’ per e % ility”, VQ/XE was the
cut-off point. Figure 3.5 lists some empiric$ easuré‘ssgck volatility
and compared it to other financial m@

of stock performance.

examinedsi reI@ships with many
fundamental variables related to CO@ perf%. ,@H be reviewed below.

Aljarayesh et al. (2018) e% fé i ipb \en stock return volatility
and performance of the }Sto : results of the generalised
autoregressive conditi&kedlﬂcit (dAPbH) model indicated that the ASE

displayed strong volatility per's

current voIatiIitQ m ( 'nd t)ta)&éverage, market capitalisation, dividend
¢
ividend yield had osffivtij acts on stock returns. Conversely, book-to-
"
wth gf.as and &ﬁing price ratio had negative relations with stock

idend yield, but negatively affected by market capitalisation, book-to-market

payout, and

& , growth of assets, and earning price ratio. These results supported the findings of
andayani et al. (2015), which showed that stock price volatility was positively

explained by ROE, CR, DER, DPR, company size, and sales growth.
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Aljarayesh et al. (2018) +

Gautam (2017) +/-

Chung & Chuwo. (2017) -

Al-najjar (2016) +

) Ahmad et al. (2016) +
Literature on the — /
effects of stock \

volatility on Handayani (2015) +
company . —————
performance )

[ Tan & Floros (2012) +

Cheung & Ng (1992) -

————

Duffee (1995) +

-/ 0

Christie (1982) -

— 4

Figure 3.5: Empisical’ Studies On-the Effgsts’of Volatility

Market volatilityshad9an inversé relation with stock returns, as found in the
NASDAQ stock market, The unexpected changes’in market volatility had a significant
negative impact‘eg stock returndue‘to the higher illiquidity premium. The behaviour of
stock returpsyon the ASE could\captufe the characteristics of the market. In addition,
the highylevel” of volatilitygof thev Chinese stock market positively affected the
performance of companies and.could generate higher ROE (Al-Najjar, 2016; Chung &
Chuwonganant, 2017; Tan & Floros, 2012). Furthermore, Ahmad et al. (2016), applying
GARCH family models, established the significant causal relation of volatility on stock

returns.
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The mediating role of stock volatility stems from investors' decisions to invest in
the financial market. Investors' decisions are mainly related to changes in stocwms
and returns. Markowitz (1952) argued that there is a linear relationship @} risk
and return. In addition, studies revealed that the relationship directioﬂ'&een stock
price and return may vary over time. Cheung and Ng (1992) nd a negative
relationship between volatility and stock return, but the str Nhe relationship
changes over time. Duffee (1995) found a significant p %‘[")nship between
volatility and stock return. If stock price and return are Righly v Iawitors may
dition; O e]ot&éq\‘hz;nd,
ing{ t ir@tors that

ong“relatio between the

forego investing in the market due to the uncertai
investors' decisions are mainly related to the
relate to firms’ activities. Studies have CW
indicators and firm performance. Inv C‘fa‘us their attention <(Qtock volatility to

improve investment decisions. In @%’lon, the % ,@\bountmg and market

e
indicators. These interests mo%e cuprent dy tgé@estigate these concerns.

Accounting and market i cat r ys internal activities. The
company's stock price rn reflel;y pe‘rfo@ance of company in the market.
Stock volatility seems,to play ar nt m ng role between these relationships.
It mediates the ati hIpS the relnforces investment decisions.

Flnall a oft reV| o’st%(? it is noted that the results demonstrated the
|mport Iatl ?lnterp&?fatlon of price and return. Likewise, volatility is
|InkQ many variables o@damental analysis. Establishing an intermediate
r h|p between both variables, in this case volatility, will support these studies

may broaden the scope of its application in the measurement of company
erformance. Therefore, the explanatory variables, hypotheses, and proposed research

framework will be developed in the following sections.
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3.10 Explanatory Variables Development

The studies discussed in the previous three dimensions revealed d
relationship directions between the indicators and firm performance. @\)Mdies
confirm that accounting and market indicators are important tools ﬂkfinancial
market. It can explain changes in stock prices and returns (Islamoglm). Liquidity
indicator, such as LR and firm size, greatly explains financial rMce, but it varies
by period and sample. On the other hand, level of debt (D DX;y'aﬁects financial

performance. The association of EPS has been confirme everal w his is due

o AY
of the Sector, |dtr@rket.

theiﬁ'd e st/Wl that the

d th@OA and ROE are

,th'dies that showed no

to the difference in the samples and the different acti

Regarding the explanatory variables of thi
correlations between stock price and returmvand
are positive and statistically significa ct@studies S

poorly linked to firm performanc{%’s was s\o-KD—Egt d

N
positive relationship between p and %@erformance. In addition,

credit risk variables such a Mre L a inec@everal studies. Some studies
found strong relations% een credit risk !/ani%les and firm performance, while

other studies four%rel
correlation between rag
V\ 5 I (%
it has a signifi egative im ct‘Gn err rmance. At the same time, Majid and Lode
"
(2015) % that th ?e in m&et capitalization (MC) is not a good indicator of
Y—

the Aperformance of co@*ﬁes in the market. In addition, Dermawan (2017)

r that there is no significant correlation between operating income and market
apital

’ 4 ’ &
ti? \L“‘PI singlé&aumerous studies revealed the positive

Q ization (MC). These results confirmed that the relationship is inconclusive, and
rther investigation is necessary. Therefore, the current study attempted to obtain more

conclusive evidence for these relationships.
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Recently, several studies have examined the relationships between accounting
and market indicators and stock prices and returns. Jiang and Lee (2012) argw
price-earnings ratio (PER) and book-to-market value (PBV) could pr@y}@ess
returns in the short and long term, but they differed at times. Al- and Al-
Manaseer (2018) concluded that accounting and market indicators me to predict
the current prices data, but they may differ when applied to pr tha. This finding
was supported by Haryanti and Murtiasih (2019), who 1 'Yhz't stock price is

affected by DR, ROA, and EPS. Kai and Abdrahman 8) sh wWarket-to-

e (EPS) d ttiq@‘;tly

sug@ t accounting and
beoiluse he dj@:zc:n of their

relationships varies from one sector t otha. Further , sor@ﬁdicators are able

to significantly predict future trend%behavio\t?c @ but the relationship

N
of some indicators with stock p%ill in@oncl ive (@Q@, 2016).
Accordingly, the cur%&jy i' edthe e atory variables that showed

inconclusive relationshi ith stockfpric ard @rn. In addition, due to sample
’ 4 f &
o indica

conditions, all co;n@n ofj::} ; gsfbetween the sample companies were
selected and clw into ng i@g‘étors. Accounting indicators reflect the

o i
company's &@nal
indicato%:'tt thest

(i€, ROA, ROE, NPM, CR, DR, and TOA). Market
NN
EPQ PER, and PBV). \c.}'

book (BPS), return on assets (ROA), and earning pe

predict stock returns. In addition, Merig et al.

market indicators require further investi

(%2)

'S pe@mance in the financial market (i.e., MC, STR,

\&1 the other hand, the reviewed studies showed that some indicators were used

@ ntrol variables, such as firm size, liquidity, debt ratio, leverage ratio, and coverage
t

i0. The study did not use control variables for several reasons. First, the current study

used accounting and market indicators which may be extracted from the same values in
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the financial statements. The use of control variables may result in multicollinearity.
Second, each indicator was tested to scrutinize the relationships between the v
without influencing or controlling other factors. Third, the study emplo@tiple
discriminant analysis (MDA). Following the assumptions of MDA, cﬂkvariables
cannot be included. Fourth, the current study investigated the effect &?mediator on
the relationship of each indicator with the stock price and ret nMngular analysis
of the indicator in this relationship provided evidence for t L‘sz

sr'ips independent

from other effects. Therefore, control variables were ex ed. H stt studies

confirmed that stock prices and returns fluctuate si

ntly agross, timg a‘r@e?c‘tor.

md@ ards\s&k prices
and returns are still inconclusive and requireﬂw inve‘tiga ion. In L@hg;antime, this

conclusion encourages the constructi 0* aconceptu me@‘k that includes a

mediator that can help explain this @Sonship \x?hi v,@\dble may improve the
N

direction of relationships, supp%ous r%sults nd rea@i? the study objectives.
\ ' A
3.11 Hypotheses De gt { 0’
Iy L&

Hypothesis Iopme\nf.:P forzé.ldtion of “a logically conjectured
relationship beu@ 0 'variaé‘r-)%' expressed in the form of a testable
¢
statement” %Bw 2003, p. 3; TQeJ utcome of a hypothesis testing offers some
NN

clues a% at cal hang@ or improved to solve the research problem

(AI%h & Dali, 2020b). @6urrent study investigates the effects of accounting
@ke’t indicators on company performance. The relationships between these
& ators and company performance were specified based on the three identified

imensions that influence firm performance (i.e., firm characteristics, financial analysis,

The relationship directions of accounting and

and Z-score). Accordingly, the hypotheses of the study were formulated.
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Clemente, Taffarel, and Silva (2012) showed that accounting and market
indicators had significant impacts on stock performance and confirmed that accw
analysis is an important source of information. Hall (2009) found tha@}nual
turnover ratio (STR) predicted changes in stock price and return. Mor@&he use of
accounting and market indicators could improve company performance’ (Balatbat, Lin,
& Carmichael, 2010; Rani, Yadav, & Jain, 2015). \,

Profitability indicates the ability of companies to Xt:p[ofit from their

business activities and by exploiting all available resourc realr e‘tﬁkdl, p. 711).
‘X

Horobet (2012) found that operational profitability ha ignificant i ctbri\ pany

ue{ siti@ affected

S be@nanks when
USS@YOM) and Delen,

Kuzey, & Uyar (2013) found profit %n and as\ttmgza 0 _}ldicators significantly
'}' y N
predicted company performanc%arly,'l‘-lorn gové,(z;@, & Milichovsky (2016)
concluded that operationa*}min tor, aro}:g %ﬁiﬁtionships with companies’
performance. l 0’
’ 4 ¢ &
Credit risk re w) liqui m al stréﬁmre, and solvency. Liquidity indicates

the ability of a w to rt-ter@%ﬁligations, while solvency to meet long-
¢

performance. Wilson et al. (2012) showed t

company performance. Ally (2013) found W

their performance was measured with . Mubin, Lal,

term debts &@al structur r&er&jta the financing sources of a company

% NN
(Subrar% & Wﬂ%ﬂ_}?, p.Y_. Paulo (2008) and Erdogan et al. (2015) found

sigrﬂj& relationships betw@ﬁquidity ratio (CR), debt ratio (DR), and financial
p \\ance. Pawar (2013) found that the liquidity position of a company reflected its

& ity to pay short-term commitments. Lenka (2017) revealed that debt ratio had a

gnificant impact on company performance. In addition, Creixans-tenas and Arimany-
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serrat (2018) concluded that acceptable levels of liquidity and indebtedness
significantly affected company performance. T

The main objective of valuation indicators is to estimate the intrirﬁ% e of
company stock (Subramanyam & Wild, 2009, p. 36). Jiang and Lee (E&ound that
EPS and market-to-book-value ratio significantly predicted compmrformance.
Aliabadi et al. (2013) found a strong relationship betwee VMI‘] analysis and
company performance. Vasiu (2016) showed a strong ¢ tion b(Tween EPS and
stock index. In addition, Arkan (2016) concluded that and market-t gok%/illue
ratio had significant, positive relationships with sto ice trends. arj a‘&éks,is of

market capitalisation, Subeniotis et al. (2011) ?pg ised that S w@ositively
correlated with market capitalisation (MQ.\? rob 'y

) sh that bigger
companies had higher profitability an@n smallerfi

capitalisation could affect firm perfﬁg\ce. Al \ueg& j{ghubiri (2013) showed
N
that ROA and ROE have a sigr%e ati&shi ith szg(?returns. Majid and Lode

(2015) concluded that ma m}
Recently, Allozi and Obei
’ &
stock returns. Susi A{iand ilb : z\ém revealed that ROE, EPS, and MC
also positively affected sto i .' Bas@ﬁ the above discussions, a hypotheses 1
¢
was formulated- 4 (j)
\
H%Entin d ntE\

S, S <“ésting that market
S

ay be.associated with stock return.

-

O@OE, and EPS positively affected

ket i

retuA \C-}'Y.

\veral studies have employed various financial indicators to discriminate

cators significantly predict stock price and stock

ompany performance into groups. Azar and Nasr (2016) classified company
erformance into performing and non-performing loans; Venkataramana, Azash, &

Ramakrishnaiah (2012) into bankrupt and non-bankrupt; and Odibi, Basit, and Hassan
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(2015) into failure and non-failure. Using Altman’s Z-score, Foo and Pathak (2016) and

Tyagi (2014) measured financial health, while Halteh, Kumar, Gepp, and Gepp )

predicted financial distress. Ng, Wong, and Zhang (2011) developed aﬁ%Xative

model based on financial indicators to distinguish solvent and insol mpanies,

whereas Muchlis and Jayanti (2009) identified bankrupt and non-bamcompanies.

Using Jensen’s alpha model and financial ratios, Mohd Dali et al. ( ) discriminated
\¢

plantation companies to performing and non-perform ;]otheses 2 was

developed based on these results: ‘\d
T

B
H>: There are significant differences betweenswrming nd d¢p@ming
companies. \f \Y

s. Gr and Harvey

Risk is an important consideration in%s} en

tur@‘aﬁected financial

(2001) showed that the volatility of s pr';} and retu

decisions. Gautam (2017) conclude%leverage, iden @ut, and dividend yield
N

were positively associated wit rice OOIati itye Ho(Q r, market capitalisation,

had site effects. Handayani et al.

book-to-market ratio, asset }Dandl/

(2015) showed that st% volati‘E w ‘sti'ei@ly explained by ROE, CR, DER,
DPR, company s@salw ate@ Asghari (2014) found a significant
relationship betw rati 'arket@!'e deviations. Li, Yang, & Hsiao (2005)
found evide%%a Si if@]&;a@%’relaﬁonship between expected returns and

NN
volatility'in, sixemarket e (1 examined the mediating effect of volatility on

S

he selationship between ma@ﬁg effort and organisational performance. Market

%M negatively affected the relationships of certain variables but positively
e

—

& nced others. Nevertheless, several studies showed inconclusive relationships
etween accounting and market indicators and stock prices and returns. Jiang and Lee

(2012) argued that price-earnings ratio (PER) and book-to-market value (PBV) could
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predict excess returns in the short and long term, but they differed at times. Recently,
Al-Oshaibat and Al-Manaseer (2018) concluded that accounting and market in

are able to predict the current prices data, but they may differ when applied.t lous
data. This finding was supported by Haryanti and Murtiasih (2019), wlﬂhcated that
stock price is affected by DR, ROA, and EPS. Kai and Abdrahman (2048) showed that
market-to-book (BPS), return on assets (ROA), and earning Ne (EPS) do not
significantly predict stock returns. In addition, Meri¢ e %:7 suggested that
accounting and market indicators require further investigation be auW&ection of

their relationships varies from one sector to another.

ermore, so iljdifét}vs'are

iors of prices, but the

S stH-\ in clusi\%;zr.kan, 2016).
&
O

gq}elationships between

N
.re%‘:v

able to significantly predict future trends a

relationship of some indicators with stocl«g@

Thus, a hypotheses 3 was formulated these conclus

Hs: Stock price and returr%atility
accounting and market indicato%lock rice
The hypothesis Hs W

> Ha, 1: Stock price % medlalgltjm}efambhlp between return on asset and

€sS:

stock prlce
» Ha 2 Stoc rice Iat| tes thegeﬂatlonshlp between return on equity and
stock pr
> H3 S 0 prlceﬂ s the relationship between net profit margin and
prlce

: Stock price volatlllty mediates the relationship between current ratio and stock
price.
H3 5. Stock price volatility mediates the relationship between debt ratio and stock

price.
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>

Hzs, 6: Stock price volatility mediates the relationship between total assets turnover

and stock price. Yv
Hs, 7: Stock price volatility mediates the relationship between market @aﬁon
and stock price. A

Hzs, s: Stock price volatility mediates the relationship between stoek turnover ratio

and stock price. \,

Hs, 9: Stock price volatility mediates the relationship z earnings per share

S

74

and stock price.

o | 4
Hz, 10: Stock price volatility mediates the relation etween bo alue share
? 4
\ Y\"F
Hs, 11: Stock price volatility mediates tI\el? n NY between p@earnings ratio

and stock price. \ CS<

Hs, 12: Stock price volatility me the re a\sh% b w@’n price-to-book value

S
and stock price. ¥,

q &
Hs, 13: Stock return volatilit i e Iatio‘@ between return on asset and
stock return. % ' 0’

Hz, 14: Stock re‘b i it" onship between return on equity and
stock retur

2&%

Stock return volati iqb'hediates the relationship between current ratio and

.

and stock price.

(2]

XK return.

Hz, 17: Stock return volatility mediates the relationship between debt ratio and stock

return.
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Hz, 18: Stock return volatility mediates the relationship between total assets turnover

and stock return. Yw
Hs 19: Stock return volatility mediates the relationship bet@rket

capitalisation and stock return. A

Hz, 20: Stock return volatility mediates the relationship between stogk turnover ratio

and stock return. N

Hs, 21: Stock return volatility mediates the relationshi Zn earnings per share

and stock return.

oy
Has, 22: Stock return volatility mediates the rela ip betwee o{k per
share and stock return.

Hz, 23: Stock return volatility mediates t

and stock return. \: ,
Ha, 24: Stock return volatility m% the re

and stock return. Aj
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3.12 Proposed Research Framework

The three main dimensions of firm characteristics, financial analysis, and Z-Score
(MDA) provided the most appropriate accounting and market indicators t0_use i this
study. They also determined the suitable measures of firm performance*tosachieve the
study objectives. Furthermore, stock volatility was hypothesized to mediate the effects
of accounting and market indicators on company performance. @onsequently, the
theoretical framework of the study was developed. Figures3.69shows the proposed

research framework.

Stock Volatility
{GARCH}

) 6 / Companies’ )

(A

ccounting Indicators
{ROA, ROE, NPM, CR, Performance
DR, TOA} {Price}
Market Indicators Hy {Return}
{MC, STR, EPS, BPS, {Jensen Alpha}

\ PER, PBV} ) \ )

Ha: Performing and underperforming

o~ 2 9 Source: The Researcher
Figure=3.63 Proposed Research Framework
The following hypothesgsere tested:
Hq; ‘Aceelnting and market indicatbrs significantly predict stock price and stock return.
Ho: SEhere are significant differences between performing and underperforming
eampanies.

Haan: Stock price and return volatility mediates the relationships between accounting

and market indicators and stock price and return.
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3.13 Literature Gaps
This study differs from the existing literature on company performance i
aspects. Initially, the systematic literature review was intended to clas@vant
variables into dimensions. After further review of empirical studies on subjects,
this study was found to be able to completement those studies, offermg real scientific
contribution and becoming a new reference within the extant scientifi¢ framework.
Numerous studies have tested the relationships bet SY:pary performance

and numerous variables. Some of them studied the ct of t riabl
@

es on
| Y.
company performance, while others have measur mpany p rri]af{e) sing

financial analysis and various measurement m

comprehensive results regarding the factorssthat

financial markets, including the comp@eraﬂng activities. @' over, it’s ranked
the sample companies based on thei ormance: ?is ﬁnt function was used
iy

to rank companies from best to

The empirical frame bthe’S y 1§ as @/s. Firstly, it used financial
indicators as its indep% iable‘s‘. ve%‘l)'/ R}signed company performance as
ool &

the dependent vari Blg\'l'hirdlr, as used as the mediating variable.

Using volatilitygthis Study i 'the eﬁ)&ﬁation effect of stock price volatility on

the relationshi ween the i 'cior@(ﬁa stock price. It also estimated the mediation
% NN

ild *on thé%lationships between indicators and stock return.

Thi ned comprehensive{@'@ﬁngs on the relationships between accounting and

\eh'ndicators and stock volatility.
Q There are several studies that are almost identical to the current research. For
xample, Ligocka & Stavarek (2019) and Haryanti & Murtiasih (2019) studied the
effects of financial indicators on stock price (as a proxy for company performance). Kai
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& Abdrahman (2018), Musallam (2018), and Din (2017) studied the associations
between financial indicators and company performance, measured as stock ]
Horobet’s (2012) study was also relevant to the present investigation@h was
conducted in a different manner. Mohd Dali et al.’s (2008) study is t!f*est to the
current research. T
Nonetheless, there are several distinctive points that make thefcontributions of

this research novel: this study provides new evidences reserrch subject by,

among others, studying new sample firms and period an jables n‘a\m@‘ing novel
analysis tools. The present study covered the period 20%2018, hil
the subject of the study covered different samp iots. In additj
examined all constituent firms of the Am&i
Index), whereas past studies were con@ differen

The methods used by past stuc@% measur%g\np n @mance are of variety.
% % 2

Some researchers have survey d(Q loyees. Others analysed

inanci dicators have also been used

performance using Sharpe %nol
as independent variabw epen(} t

employed a set of a nting ar' indic fcws including some variables that have
not been prevw steds ny EEJ&'drmance was evaluated using various

i
¢
measures of i&@ﬁanc , Na y{to ice, stock return, and Jensen’s alpha. Most

Ies®' many cases. The current study

.

NN
importa% k volatilit s assigned as the mediator variable. This is the first study

to test the mediating effect of volatility on the relationships between accounting
LK
a et indicators and company performance.
Q The study also employed four statistical techniques to analyse its data: descriptive
n

alysis, multiple regression, multiple discriminant analysis, and mediator analysis. For

the multiple discriminant analysis, performance was measured as Jensen’s alpha
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technique, and the companies were then classified as either performing or
underperforming. The objective of the analysis was to identify the accounti
market indicators that could distinguish between those companies. All the@ques
have not been applied at once in previous studies. ‘\
Finally, there are gaps in the literature that were covered by current study
through its use of different samples and period and building o nMegrated models.
g

The research thus offers significant contribution to ex o'iy of literature,

especially on the measurement of company perform and op research
X
opportunities for future studies. é l _\(—}
4
%
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3.14 Conclusion
The main objective of this chapter is to present some basic concepts and fi?nl

theories, to systematically review past empirical literature relating %\pany

performance, and to uncover gaps within the body of knowledge. The'ENuction of

the research models and the hypotheses of the study will also be developed. The next

chapter will describe the data and methodology used to answer tWarch questions.
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