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Introduction

multitude of empirical re-
search has appeared in finance

____________________________________________|
2005, Vol. 12, No. 2,293 - 312

FIRM CHARACTERISTICS
AND STOCK RETURNS: EVI-
DENCE FROM AN EMERGING
MARKET

Abstract

Many studies have documented a significant relationship
between various firm characteristics and stock returns.
This study, however, documents a relationship between
ROE|PB ratio and stock returns in the Saudi banking
sector, the one most active and dominating sector in the
Saudi stock market. The banking sector is chosen in
order to neutralize the problems of illiquidity, fragmenta-
tion, and thin trading that are observed in the overall
Saudi market. The study formed portfolios based on
ROE|PB ratio and examined their performance over an
11 year-period. The results show that high ROE/PB
portfolios significantly outperform the low ROE|PB port-
folios in terms of risk and return in most periods.

new trend is not without logical rea-
sons. First of all it has been established
in the finance academic literature and

literature aiming at examining
whether secondary equity markets
are efficient. However, most of this
research has been focusing on devel-
oped economies. Recently, however,
some studies have started to focus on
emerging markets (see Chan et al
(1992), Butler and Malaikah (1992),
Dickinson and Muragu (1994), and
El-Erian and Kumar (1995)). This
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professional circles that investing in
the emerging markets brings about
great benefits to the global strategies
in terms of returns and diversification
(see for e.g. Claessens 1995 and Claes-
sens et al 1995). Second, most of the
emerging markets are characterized
by high growth and potentials. Third,
no considerable information is avail-
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able on how some of these markets,
such as Saudi Arabian market, oper-
ate and function

Many studies that are conducted in
developed markets have documented
significant relations between some
firm characteristics and security re-
turns. These characteristics include
size, book-to-market ratios as well as
leverage. The renowned study by
Fama and French (1992) was a case
in point. However, many subsequent
studies followed the tracks of Fama
and French study either to augment its
findings or/and search for new firm
characteristics that link significantly
to security returns. If such anomalies
were found in developed economies,
which have more efficiency levels than
those of less developed markets, it
may be tempting to examine such
anomalies in the latest markets where
their low levels of efficient operations
may be prone to such, and probably
more, profound anomalies.

Thus, this study is an attempt in
the direction of exploring one such
anomaly in one of the newly emerging
markets - the Saudi Arabian stock
market, a market with $90 billion
market capitalization. The study,
however, will focus only on the bank-
ing sector. This sector is the most
active sector in the Saudi economy,
dominating the activities of the stock
market in terms of volume and value.

More specifically, this study is set out
to address the following questions:

* What role does Return on Equity by
Price to Book (ROE/PB hereafter)
for the banking sector play in ex-
plaining the return for the banking
sector index?

* Do portfolios comprised of bank
stocks having high ROE/PB outper-
form portfolios of bank stocks with
low ROE /PB on a regular basis?

* Can a portfolio based on ROE/PB
improve risk adjusted return (mea-
sured by Sharpe ratio) of a portfo-
lio?

* What is the effect of using pre-
provision income or net income for
calculating ROE on the perfor-
mance of portfolios in terms of
return and risk?

* Does the banking sector offer higher
returns in years when its ROE/PB is
higher than its historical average

To answer these questions, this
paper is organized as follows. The
next section reviews the literature for
related work on market efficiency. The
third describes data and methodology
used to address the issues raised in this
study. The fourth discusses the results
of the study and summarizes its find-
ings. The fifth presents some implica-
tions of the study. The last section
concludes the study.
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Literature Review

Generating returns in excess of
that commensurate with security risk
is difficult to reconcile with the con-
cept of efficient market, since it should
not be possible to earn excess return
above that enough to compensate for
inherent risk. Nevertheless, empirical
research in finance has unveiled nu-
merous anomalies with respect to fis-
cal year or firm characteristics and
announcement of economic or busi-
ness news.

With special interest to the study at
hand is the relationship found be-
tween excess return and some firms
characteristics such as size, market
value divided by book value, and
earnings divided by price. A pioneer-
ing study by Banz (1981) documented
a significant excess return related to
size; in particular smaller firms are
found to posit excess returns more
than the larger size firms. The market
to book relation to excess return was a
subject of many studies. Fama and
French (1992) examined the determi-
nants of stock returns among a wide
cross section of firms that differed with
respect to size. The study demon-
strated that over 30 years up to early
1990s size and book value to market
value provided good explanation of
cross sectional stock returns. Simi-
larly, Lakonishok et al (1994) used
the book to market value as a basis for

forming portfolios of stocks that were
classified into different groups accord-
ing to size (to control for the size
effect). The study found significant
variation in return between the high
book to market stocks and the low
book to market ones. Similar results
were obtained by Chen et al (1991) for
Japanese stocks. A study by Barber
and Lyon (1997), which expanded
Fama and French (1992) study to
non-financial firms, provided evi-
dence that the relation between firm
size, book-to-market ratios and secur-
ity returns was similar for financial
and non-financial firms.

Another sub-class of studies that
examined the relationship between
excess returns and firm characteristics
is that pertaining to earnings/price
ratio. Using the capital asset pricing
model (CAPM) as an equilibrium
model, Basu (1977, 1983) showed that
there was a positive relation between
excess return (in excess of that pre-
dicted by CAPM) and the earnings/
price ratio of the sampled companies.
Specifically, Basus study showed that
stocks with low P/Es subsequently
tended to have higher average returns
than stocks with high P/Es. Other
studies that followed attempted to
find a link between earnings/price
ratio and other anomalies that relate
to other firms’ characteristics. An im-
portant study was made by Reinga-
num (1981), who found a significant
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relation between the size anomaly and
the earnings/price ratio. Chan, Ha-
mao, and Lakonishok (1991) studied
Japanese data and found strong sup-
port for the superior performance of
value investment strategies. There
seems to be agreement on the out-
performance of value investment stra-
tegies relative to growth investment
strategies. However, no similar agree-
ment seems to emerge on the under-
lying reasons. It should be noted,
however, that Fama and French’s
(1992) study attributed the earnings/
price effect entirely to size and market
to book relations, although return
spreads based on earnings to price
ratio were generally lower than the
spreads based on BV/MV.

The relationship between book
value of equity to the market value
of equity was also a subject of research
by Rosenberg et al (1985), who found
a significant positive correlation be-
tween the firms historical BV/MV and
future stock returns. Higgins (1995)
examined the effect of ROE on stock
prices by regressing ROE against price
to book ratio. The study used market
value of equity divided by the book
value of equity for two representative
groups of companies for 1992, while
ROE was measured as a weighted
average of most recent five years.
The study concluded that high ROE
companies tend to have higher stock
price to book value and vice versa, i.e.

thereis a positive relationship between
price-to-book and ROE. Similar re-
sults were found in a replication of the
study on 65 large corporations from
the Fortune 100 list of largest US
corporations. The study concluded
that ROE may be a useful proxy for
share price in measuring financial
performance.

In a more recent study on the
relation of a firms characteristics to
security returns, Jensen et al (1997)
confirmed that size and price to book
value had substantial predictive
power in explaining stock returns,
and showed that both were significant
across all levels of systematic risk.
Their study indicated that these fac-
tors were also related to monetary
policy. Seeking international support
for their earlier findings, Fama and
French (1998) carried out a compre-
hensive study to examine the perfor-
mance of value and growth invest-
ment strategies, where value and
growth characteristics were defined
by a number of indicators (BV/MV,
E/P, CF/P, and D/P). The study cov-
ered 13 countries including the United
States, U.K, Japan, and France
among others. The study found that,
in almost all countries, the value port-
folios generated higher average re-
turns than the growth portfolios
across different value-growth indica-
tors and in all countries examined.
Barney (2002) developed a disciplined
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approach to global equity allocation.
The approach was based on 5 factors
with specific weight to each factor.
Valuation factors, which represented
40% of the model, was based on
multiple valuations such as P/E, P/B.
Another valuation indicator which
was examined by Chan and Lako-
nishok (1994) is the simplest form of
the cash flow to price (CF/P). They
concluded that portfolios formed on
the basis of this investment strategy
generated relatively larger return
spread than portfolios based on BV/
MV.

In a pioneering study on Arab
stock markets, Al-Lougani and Mat-
tar (2001) conducted an empirical
study on the value and growth strate-
gies in the Kuwait stock market. The
study showed that Low P/E shares
(value stocks) outperformed high P/E
shares (growth stocks). The study
took these results as evidence against
weak form market efficiency and
against the presence of opportunities
to make abnormal returns following
these trading rules.

In general, the studies on market
efficiency represent dual tests of the
efficient market hypothesis and the
equilibrium model used to estimate
the expected returns (CAPM in most
cases). Thus some criticism levied
against these studies is that the re-
ported abnormal returns are the result

of inefficient markets or misspecified
models (Reinganum, 1981, Chan et a/
1985, and Stoll and Waley 1983).
However, the above mentioned stu-
dies can be taken, in general, as evi-
dence against the semi-strong form of
market efficiency, since these ratios or
characteristics are publicly available
and are easily observable.

This study examines another pub-
licly available ratio, ROE /PB, to test
for the existence of any significant
relationship between this ratio and
stock returns in a dominating and
important sector of the Saudi stock
market, an emerging market that has
recently been included in the Interna-
tional Finance Corporation (IFC)
emerging market index. Few studies
on Saudi market efficiency have been
conducted during the last decade, for
example, Butler and Malaikah (1992)
conclude that the Saudi stock market
is inefficient citing illiquidity, market
fragmentation, and trading and re-
porting delays as the major causes of
the observed inefficiency. Similarly, a
study by Almotairy et al (1995) shows
that the inefficiency of the Saudi mar-
ket is due to the ignorance of investors
about the financial position and prof-
itability of listed companies.

However, this study addresses the
question of market efficiency by track-
ing the performance of constructed
portfolios on the basis of publicly
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available information, mainly the
ROE/ PB. As mentioned previously,
the study will focus on the banking
sector in Saudi market for various
reasons. The banking sector is the
most active sector in the Saudi stock
market, and has shown strong growth
over the last decade. Currently the
sector has an asset base of SR 364
billion ($ 97 billion) with net profits
totaling SR 8.2 billion ($ 2.2 billion),
and market capitalization of $34 bil-
lion. Furthermore, the sector com-
prises around 38% of the Saudi
market capitalization. Recently, a
study by Eljelly and Algurair (2001)
shows that the banking sector is the
biggest wealth creator for its share-
holders. Another study by Albazai
and Diabi (1998), which examined
the efficiency of the Saudi stock mar-
ket with respect to monetary policy,
indicates that both anticipated and
unanticipated monetary policy have
an effect on market returns. However,
results using sectors returns show
mixed outcomes, with the banking
sector emerging as one of the efficient
sectors.

Furthermore, the importance of
this study emanates from yet other
different perspectives. First, it is rele-
vant to practitioners, such as invest-
ment bankers, financial analyst and
portfolio mangers who use multipliers

to value stock price, as well as to
academic researchers, in the area of
market efficiency. Second, the study
attempts to find an answer to a ques-
tion raised by many investors as to
why some banks shares in Saudi stock
market trade at a premium relative to
the average price to book of the bank-
ing sector as a whole. Third, the study
sheds some light on how the stock
prices of banks in Saudi Arabia are
valued. However, a rigorous and thor-
ough analysis of the pricing and va-
luation mechanism of the Saudi stock
market is beyond the scope of this
study. Fourth, it offers an opportunity
to test the efficiency of the Saudi
market without specifying an equili-
brium model that may suffer from
specification errors. Finally, since the
banking sector is the most active
sector within the Saudi stock market,
the study neutralizes the problems
inherent in other sectors of the Saudi
stock market such as fragmentation,
illiquidity and thin trading.

Data and Methodology

The data for this study represent
the stock prices and other relevant
financial variables since 1990 for the
nine banks listed on the Saudi Stock
Exchange'”. These banks may be
broadly classified as local banks or
joint venture banks. Local banks are

(1) The appendix presents some basic information of the banks included in this study.
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mostly or wholly owned and managed
by Saudis. They include Riyadh Bank
(100% owned by Saudis), Bank Al-
Jazira, Saudi Investment Bank, and
Al-Rajhi Banking Corporation
(100% owned by Saudis). The joint
venture banks, on the other hand,
have some foreign interests in their
ownership and also have management
agreements with foreign partners. The
latter group includes the Saudi Hol-
landi Bank, the Saudi French Bank,
the Saudi British Bank, the Saudi
American Bank and the Arab Na-
tional Bank. The total number of
banks in 1990 was 11, including the
Saudi Cairo Bank and United Saudi
Bank. These two banks were later
merged with the Saudi American
Bank and are, therefore, excluded
from our study.

For the purpose of addressing the
questions set forth in this study, the
following methodology is deemed ap-
propriate. First, a simple correlation
analysis between the two variables of
interest in this study, ROE /PB and
total returns, is conducted, in order to
test for a possible relationship be-
tween the two variables. Second a
simple regression is used in order to
determine whether a change in the
assumed independent variable
(ROE/ PB) will bring a change on
the assumed dependent variable (total
returns of the subsequent year). For
example, the ROE/PB for 1990 is

matched against the total returns for
the period starting March 1991 to
March 1992 to find the relationship
between the variables. In case we take
the ROE/PB as of December 31 of
each year and measure the stock per-
formance (total returns) from January
to December of the next year, a look-
ahead bias will be encountered. This is
due to the simple fact that such a
methodology assumes that the results
for each bank are available on Decem-
ber 31. As the annual results for all
banks are only available by the end of
the first quarter of subsequent year,
the price at 31° March of correspond-
ing year, ROE and book value as per
the year-end figures of previous year
are used in the analysis. The perfor-
mance of the stock is thus measured
over the 12-month period starting 1%
April of a certain year to 31% March of
the following year. End of March is
chosen to make the sampled banks
comparable in terms of dividend pay-
ments. By March 31% all bank stocks
go ex-dividend. To that effect, the
following simple equation is used:

Y. = A + BX,; +e
Where:

Y= Total returns for the year start-
ing April 1°' to March 31% of the
subsequent year. Total returns in-
clude both capital gains and cash
dividends.

X1 = ROE/PB (ROE per unit of P/B).
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A, B and e, are the constant, the
slope and the random terms of
the regression respectively.

The regression relation spans the
11 year period, where the banking
sector returns, as defined above, are
taken as the dependent variable, while
the banking sectors ROE/PB ratio
represents the independent variable.
This simple structure of the regression
equation is intended to serve as a
useful guide in assessing the overall
relation between the banking sector
index returns and its ROE/PB indica-
tor.

The rationale for using ROE /PB?
in this study depends on many factors.
First of all, the ratio has been tested as
indicator of value-growth in many
studies, as reviewed in the early part
of this paper. Second, the banking
sector is the most liquid sector of the
Saudi stock market. Most of the assets
and liabilities on banks balance sheets
are stated close to their fair values as
of the balance sheet date. The banks
should, therefore, trade at close to
their book value, which represents
the tangible assets of the banks. There
are, however, additional assets which
affect the earning capacity of the
sector as a whole and justify a higher
value of banking stocks as compared

with their book values. These factors
include:

* Lack of competition for the banking
sector as licenses for new banks in
the Kingdom are difficult to obtain

* Monopoly on services provided - Only
banks can provide commercial bank-
ing, investments and most of the
financial services in the Kingdom

A substantial portion of the deposit
base for banks in the Kingdom is
non-interest bearing due to a huge
market segment placing its deposits
in only Islamic based non-interest
bearing deposits.

Efficiency in managing assets, port-
folios and liabilities. Moreover,
some banks enjoy specific advan-
tages over other banks justifying yet
a higher premium over book value.
These advantages include

* Management expertise/ foreign af-
filiations resulting in a larger pro-
duct base and shorter learning cycle
for these banks.

* Islamic banking - e.g. Al-Rajhi
trades at a very high Price to Book
as it is the only Islamic bank in the
region and enjoys cost-free deposits
base.

These intangible assets may be
broadly classified as the value addi-

(2) It should be noted that ROE/PB ratio is equivalent to the famous E/P ratio, since NI/BV +~MV/
BV = NI/BV¥*BV/MV= NI/MV = E/P=1/P/E. However, the ROE/PB format expresses the
relationship in terms of premium paid by unit of ROE.
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tion by the management and could be
measured by the ROE for each bank.
By dividing the ROE of each bank by
its Price to Book ratio, we get the ROE
per one unit of P/B. A higher ROE /PB
relative to the sector indicates a higher
value addition by the management
and, therefore, justifies a higher price
to book for a particular bank stock.

Ranking Methodology and
Portfolio Construction

The ranking methodology is based
on the hypothesis that banks with
higher returns on equity as compared
to the sector average should trade at a
premium to the market. The banks
having a higher ROE per unit of P/B
are expected to outperform the banks
with alower ROE per unit of P/B. This
factor (ROE/PB) is then used to rank
the banks in our sample.

The three banks with the highest
tribute and the three banks with the
lowest tribute for 1990 are identified
and their equal weighted average re-
turn for the following year is examined
(from the beginning of April 1991 to
March 31, 1992). This process is
followed by annual rebalancing for
the entire 11-year period. The perfor-
mance of the portfolio with the highest
and lowest ROE/PB are measured and
compared with the average return for
the sector. Equal weighted returns for
all the three portfolios i.e. high ROE/

PB, low ROE /PB and average port-
folio containing all the banking stocks
are used while comparing perfor-
mance.

The banks usually adjust their
provision for non-performing loans,
but they vary widely in carrying out
this provisioning policy. Some are
quite conservative, i.e. charging high-
er rates while others follow liberal
provisioning policy, i.e. charging low-
er rates. For example, in 2002 the ratio
of the provision to non- performing
loans ranges from 71% to 195%. To
counter possible effect on quality of
earnings we have taken pre-provision
net income for each bank to calculate
the return on equity ratio. The returns
include capital gains calculated by
measuring the percentage change in
adjusted price for year starting from
the beginning of April of each year

lst

and ending 31> March of next year.
Dividend yield for each year is then
added to capital gains to arrive at the

total return of the stock.

Results and Analysis

As mentioned earlier, the first
question posed by this study is con-
cerned with the relationship between
the investment performance of the
whole banking sector index and its
ROE/PB ratio. Table 1 shows the
average ROE/PB of the banking sec-
tor calculated using pre-provision in-
come for each year covered in this
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study and the corresponding average
return on the banking sector index.
The corresponding return is calcu-
lated for the period starting April 1%
of the subsequent year. For compar-
ison purposes, the Table also shows
the 3-month Saudi Inter-bank Offer-
ing Rate (SIBOR). Over the five years
of the study when the ROE/PB ratio
was higher than the whole period (11
years) average, the sector index earned
a simple average return of 46% p.a.
However, in the years of the study
when the ROE/PB ratio was lower

than the whole period average the

sector index had a simple average
return of -4%.

The results in Table 2 further show
the magnitude of this relationship
and, as it is evident from the Table,
the sign of the slope coefficient is as
expected. There is a strong and sig-
nificant positive relationship between
the two variables. The high R2 and the
highly significant F statistic show the
power of ROE/PB ratio in explaining
the variation in the banking index
returns. Similar results are obtained
when individual banks stock returns
are regressed against their ROE/PB
ratios.

Table 1
Banking Sector, ROE /PB (Pre-Provision Income Basis), SIBOR and Index
Return (1990-2001)

Sector 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 Avg.
ROE /PB 10.1% 6.0% 4.9% 5.7% 8.9% 10.1% 8.9% 6.7% 10.0% 6.8% 7.5% 7.4% 7.7%
3-month SIBOR  8.10% 5.9% 3.8% 3.7% 5.3% 6.3% 5.6% 5.9% 6.4% 6.3% 6.7% 4.1% 5.7%
*Banking Index Return 107% -4% -28% -23% 16% 43% 26% -6% 37% 17% 19% NA 18.6%

Spearman correlation between ROE by P/B and Index Return .84

* Return is calculated for each year starting April 1° of next year. For example, for 1990 we use the
return for the period starting April 1%, 1991 and ending March 31, 1992, and so on.

Table 2
Estimation of the Regression: Y, = A + By te;
(Pre-provision Income Basis)

A B R2 F
1990-2001 -1.098 16.40 71 217
(-3.88)% (4.56)
0045%} 001 1% 001*

* indicates significance at all levels

** indicates significance at.05 level

1 T values between parentheses

1 P values are in the third row of the table
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Figure 1
Banking Sector Return, ROE / PB (Pre-Provision Basis), 1990- 2001
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Thus, the results in Tables 1 and 2
depict a strong relationship between
the return on the banking sector index
and its ROE /PB ratio. Figure 1 also
visualizes these results in graphical
form. Although, these results so far
are clear evidence for the relationship
between the ROE/PB and stock re-
turns, the question, however, remains
as to the existence of profitable op-

portunities in this active segment of

Table 3 shows the performance of
the three portfolios formed on the
basis outlined earlier in section 3.
The Table shows that the portfolios
with high ROE/PB banks have out-
performed the average banks and low
ROE/PB banks. The last two rows in
the Table show the difference between
the return on the high ROE/PB port-
folios and the Low ROE/PB portfo-

lios and the average index,

the market respectively. The economic signifi-
Table 3
Absolute Average Annual Portfolios Returns (%)
(Pre-Provision Income Basis)

Mar-92 Mar-93 Mar-94 Mar-95 Mar-96 Mar-97 Mar-98 Mar-99 Mar-00 Mar-01 Mar-02
High (%) 234 26 -21 -19 33 32 29 14 57 30 55
Low (%) 129 -5 =32 24 0 30 21 -10 30 14 17
Average (%) 167 9 -29 -28 16 37 23 -2 36 22 31
High-Low Premium 105 31 11 S 33 2 8 24 27 16 38

High-Average Premium 67 17 8 9

17 -5 6 16 21 8 24
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cance of the premium can be seen quite
clearly from both rows.

The average returns, standard devia-
tions and number of out-performance
for the three portfolios are shown in
Table 4. The portfolio comprising the
three banks with the highest Relative
ROE/PB has outperformed the sector
average as well as the lowest ROE/PB
banks. The three banks having the high-
est ROE/PB earned a geometric average
return of 32% p.a. as against the average
return for all banks of 18% p.a. This
strategy has outperformed the other
strategies in 10 out of the 11 years and
has also outperformed on a risk-ad-
justed basis (see Figure 2 also).

Furthermore, Figure three reflects
the end values of an initial investment

of SR 1000 that tracks the three
portfolios. It demonstrates that an
SR 1000 invested in the three stocks
having highest ROE/PB in March
1991 with annual rebalancing have
grown to SR 22,040 giving a com-
pounded annual growth rate of 32%
p-a. The standard deviation is, how-
ever, higher than the portfolio includ-
ing all banking stocks and the
portfolio including the low ROE/PB
stocks. However, the risk adjusted
return of this strategy is still higher
than both the other alternative strate-
gies. The same amount invested in the
three stocks with the lowest ROE/PB
grew to SR 2,746 giving a com-
pounded annual growth rate of 10%
p.a. The standard deviation of this
strategy is lower than the standard
deviation of the high ROE/PB portfo-

Table 4
Average Returns & Standard Deviation for the 11-year period
(Pre-Provision Income Basis)

Average Return p.a.  Standard Deviation  Out- performance Sharpe ratio 'V
High 32% 68% 10/11 0.39
Low 10% 43% - 0.10
Average 18% 52% 1/11 0.24
High-Low 22% N/A N/A N/A
t-value*® (3.18)**

e “*twith n-1 degrees of freedom is defined as ((d-0) /sd\/ n), where:

d = the sample mean difference
sd = the sample standard deviation
n= the number of paired observations

e **indicates significant difference between the high and low ROE/PB portfolios at all levels of significance

o ¥ Sharpe ratio= (iP-SIBOR)/Gp, where:

R,, = average annual return on the portfolio
o, = standard deviation of the portfolio returns

SIBOR = annualized 3-month SIBOR
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Figure 2
Average Returns & Standard Deviation for the 11-year period
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lio. However, its risk- adjusted return
is also lower than the strategy follow-
ing investing in high ROE/PB stocks.

As we stated earlier, the results
obtained are based on using the pre-
provision income to calculate ROE.

However, similar results are obtained
using net income instead of pre-provi-
sion income for calculation of ROE.
The sector performance results are
similar to those obtained using pre-
provision income. However, the re-

Figure 3
End Values of an Initial Investment of SR 1000 (Pre-Provision Income Basis)
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gression of stock return on ROE based
on net income shows relatively differ-
Table 5 shows that

although the coefficients retain their

ent results.

positive sign and significance, R2and t
values are lower than those values
obtained when pre-provision income
is used in calculating ROE. As men-
tioned previously, this result may re-

flect the effect of the subjective and

varying provisioning practice fol-
lowed by Saudi banks. The results also
show that the sector stock returns are
more related to ROE based on pre-
provision income (cash basis) than to
ROE based on net income basis.

Similar conclusions can be de-
duced from the performance of the
three portfolios shown in Table 6.
Table 6 shows that the ranking of

Table 5
Estimation of the Regression: Y = A + BX;; +e
(Net Income Basis)

A B R? F
1990-2001 0.749 14.38 425 6.6
(-2.00)F (5.58)
0963 030%* 001*

* indicates significance at all levels

** indicates significance at.05 level

1 T values between parentheses

1 P values are in the third row of the Table

TABLE 6
Summary of Results (Net Income Basis)
Average Return p. a  Standard Deviation Out-performance Sharpe Ratio'V

High 24% 41% 10/11 0.45
Low 2% 52% 1/11 -0.06
Average 18% 52% 1/11 0.23
High-Low 22% N/A N/A N/A
t-value* (3.01)**

. it with n-1 degrees of freedom is defined as ((d-0) /Sd\/n), where:

d = the sample mean difference
sd = the sample standard deviation
n= the number of paired observations

o **indicates significant difference between the high and low ROE/PB portfolios at all levels of significance

e ¥ Sharpe ratio= (ﬁp-SlBOR)/Gp, where:
Ep = average annual return on the portfolio
o, = standard deviation of the portfolio returns
SIBOR = annualized 3-month SIBOR
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individual banking stocks using net
income has, however, resulted in a
lower total return and lower standard
deviation. Risk adjusted performance
(measured in terms of sharp ratio) is
better in this case.

As Table 6 indicates, when using
net income for calculating ROE, the
average return for the portfolio of
banks having high ROE/PB is lower
than that of the portfolio constructed
using pre-provision ROE/PB. How-
ever, its Sharpe ratio is higher due to
its lower standard deviation. The sig-
nificant difference between the two
strategies is established by the magni-
tude of the difference in percentage
terms and the high and significant t-
statistic. It is rather imperative that
risk as measured by standard devia-
tion be lower in this case because part
of the risk is eliminated via provision-
ing. However, in the case of a low
performing portfolio provisioning
tends to put further pressure on an
already low pre-provision income.
This, in turn, adds to risk of the
individual stocks and the formed port-
folio rather than reduces it.

The results of this study can be
summarized as follows:

* Higher ROE/PB for the banking
sector is followed by higher returns
for the sector. ROE based on pre-
provision earnings (cash earnings)
was initially used in the analysis.

* The Return on equity for a bank
explains why a certain bank is
traded at higher or lower Price to
Book ratio as compared to sector
average.

* The banking sector has higher re-
turns in years when ROE/PB is
higher than its historical average.

* The portfolios comprising banks
having high ROE/PB outperformed
portfolios having low ROE /PB
banks.

* The portfolios of banks with low
ROE/PB have lower standard de-
viations (Risk) as compared to port-
folios having higher ROE/PB banks
and the average banking sector,
when using pre-provision income.

* Risk adjusted returns (measured by
Sharpe ratio) of portfolios having
higher ROE/PB banks were higher
than those for the portfolios of
banks having lower ROE /PB and
the average banking sector.

* The portfolio of banks with high
ROE/PB ratios has outperformed
the low ROE/PB in terms of higher
return and lower risk. The provision
practice followed by Saudi banks
results in lower risk for high per-
forming banks while it puts pressure
on pre-provision income of the low
performing banks.
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Implications

This study has many implications
for portfolio managers. First, portfolio
mangers should be aware that ROE
plays a major role in determining pre-
mium over book value in Saudi mar-
ket. Specifically, when ROE is high the
premium is high, and vice versa. As
such, performance can be attributed to
an investment along these lines. Sec-
ond, the results imply that portfolio
managers should be aware of the out-
performance of value investment strat-
egy vis-a-vis the growth investment
strategy. Investment strategy based
on this indicator may enhance portfo-
lio performance. Third, the results also
imply that portfolio managers should
give more attention to the cash earn-
ings (pre-provision income) than to net
income (provision income), in order to
avoid subjectivity inherent in net in-
come determination. This subjectivity
is widely spreading among companies,
especially banks, in Saudi Arabia. A
close scrutiny of these companies fi-
nancial statements provides strong evi-
dence for that widely followed practice.

Conclusions

This study is an attempt to exam-
ine an observable characteristic in the
banking sector in Saudi Arabia. The
banking sector is one of the most
liquid sectors of the Saudi stock mar-
ket. Most of the assets and liabilities

on a banks balance sheet are stated at
their present values. The banks
should, therefore, trade at close to
their book value. However, the sector
trades at a premium over the book
value due to inherent competitive ad-
vantages, such as monopoly of finan-
cial services and commercial banking,
lack of competition and a large pool of
no-cost/Islamic deposit base. Further,
banks trade at premiums to their book
value due to the value addition by
their respective management.

The value addition by the manage-
ment could be measured by the return
on equity earned by each bank. Banks
with higher ROE are likely to trade at
higher premiums over their book va-
lues. This study tried to track the
performance of banks having higher
ROE with reference to the premium
they are trading over book value
(Higher ROE /PB). Based on this
study we have found that banks hav-
ing higher ROE /PB outperform both
the sector average and portfolios with
lower ROE/PB.

Although this study is not a direct
test of market efficiency but it can be
taken as a case against the efficiency of
the Saudi stock market. A direct deli-
neation and hence strong conclusions
regarding the level and type of market
inefficiencies that may exist in the
Saudi Stock market warrant more
profound and thorough analysis.
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Appendix
The Sampled Saudi Commercial Banks
(As of 31/12/2002)
Bank Name Year of Estab-  Shares (Mil- Paid-Up Capital Shareholders
lishment lions) (Million Saudi Equity (Million
Riyals) Saudi Riyals)
Riaydh Bank 1957 80 4000 8386.204
Bank Al-Jazira 1975 12 600 751.1
Saudi Investment Bank 1976 22 1100 2159.987
Saudi Dutch Bank 1976 18.9 945 2302.9
Al-Bank Al-Saudi Al-Fransi 1977 36 1800 4751.3
Saudi British Bank 1978 40 2000 4283
Arab National Bank 1979 36 1800 3548.302
Saudi American Bank 1980 80 4000 8909.083
Al-Rajhi Banking and Invest- 1987 45 2250 6837.68

ment Corp.

* The current exchange rate between the Saudi Riyal (SR) and the U. S. Dollar ($) is 1 $= 3.75
Saudi Riyals.
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