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The purpose of the present research is to introduce a fundamental
factor, based on related accounting characteristics (including
earnings to price, book to price, sales growth rate, accruals,
investment and growth in net operating assets), as a factor in the
structure of Fama and French asset pricing model. The mentioned
factor has been deducted from consumption theory and
accounting principles and assumptions. In order to test the
hypotheses, data of 345 companies listed in the Tehran Stock
Exchange (TSE) and Iran Farabourse market, during the period
2006 to 2020, were used. To evaluate the performance of the
multi-factor asset pricing model, test assets were ranked in two
categories (once considering expected return characteristic, and
once without considering the company’s expected return
characteristic). In the following, using time series regression
approach, the performance of augmented multifactor asset
pricing models and corresponding conventional ones are
compared. The results of this research showed that development
of the research models with the fundamental factor based on
mentioned accounting characteristics, can lead to improving the
performance of these multi-factor models in explaining the
variation in (expected) stock returns, and the test assets that
considered the company’s expected return performed better
compared to those that did not. The findings of this study indicate
that the information in the financial statements has information
content and can play an undeniable role in determining the
expected return.




1-Introduction
Identifying the correct asset pricing model has long been an important

topic in the thematic literature of financial economics. Such a model not
only explains stock returns, but also increases the ability to predict abnormal
returns. The first models for estimating returns date back to the 1960s, when
Markowitz’s (1952) new theory of securities attracted the attention of
researchers. The first model for estimating returns was the capital asset
pricing model (CAPM) which was presented by William Sharp (1964). In
his research, William Sharp showed that return on asset was a function of
line of market risk premium. But from 1975 to 1990, deviations and
anomalies related to the CAPM model gradually became apparent.
Following the recognition of these anomalies in accounting, in this study,
based on the research of Penman and Zhou (2018), a fundamental factor
based on accounting characteristics is introduced. For this purpose,
consumption theory and accounting principles and assumptions will be used
for initial identification; and empirical tests will be used for final
identification of accounting characteristics that affect earnings growth and
expected returns. Then these identified characteristics are summarized in a
factor called the fundamental factor. Therefore, the purpose of this study is
to evaluate the possibility of improving the performance of the asset pricing
factor models in explaining the stock returns by adding a fundamental factor
based on accounting characteristics. The hypothesis, methods, result and
discussion and conclusion have been explained below.

2-Hypothesis

The aim of this research is to introduce a fundamental factor based on
accounting characteristics as a factor in the structure of the Fama and French
asset pricing models. For this purpose, data of 345 companies, listed in the
Tehran Stock Exchange, during the period 2006 to 2020 have been used. In
order to achieve the objectives of this research, the following hypothesis are
developed:

H1: Adding a fundamental factor, based on accounting characteristics,
to Fama and French three-factor model, improves its performance in
explaining the stock returns.

H2: Adding a fundamental factor, based on accounting characteristics,
to Carhart four-factor model, improves its performance in explaining the
stock returns.



H3: Adding a fundamental factor, based on accounting characteristic, to
Fama and French five-factor model, improves its performance in explaining
the stock returns.

H4: Adding a fundamental factor, based on accounting characteristics,
to Fama and French six-factor model, improves its performance in
explaining stock returns.

3- Methods

This is an applied research in terms of purpose and an inferential and
descriptive research, in terms of method. For data analysis and hypothesis
testing, the data have been collected from 345 companies listed in the
Tehran Stock Exchange for a period of 15 years (2006 to 2020). For initial
calculations, the Excel and Ox Metrics software tools, and for the final
analysis, Eviews and State software tools were used.

4- Results

The results of this research showed that a research model with
fundamental factor, based on accounting characteristics, has a better
performance in explaining the stock returns compared to the corresponding
multifactor pricing models; and the tests that considered the company’s
expected return, performed better compared to those that did not.

5- Discussion and Conclusion

Findings of this research indicate that adding a fundamental factor
based on accounting characteristics to Fama and French three-factor, Carhart
four-factor, Fama and French five-factor, and Fame and French six-factor
models, improves their performance in explaining the stock returns. In other
words, developing a model with a fundamental factor, based on accounting
characteristics, can lead to an improvement in the asset’s pricing model.
This is a result of all the efforts that have been made since the time of
Sharpe (1964). In addition, the research findings show that despite the
research and efforts that have been made in the field of assets’ pricing, it is
still possible to further develop this model from other angles in the financial
field.

Keywords: Multi-Factor Asset Pricing Model, Investment, Profitability,
Expected Return, Stock Market Value.
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