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The question of what drives stock returns is perennial in modern finance. The Fama-French-three-
factor model has been the benchmark to explain expected returns during the past two decades because the
book-to-market ratio (a measure of value) and market capitalization (size) have strong explanatory power in
empirical analysis. Value and size premium are always the most important factor in asset pricing model.

However, recently more and more papers question the Fama-French-three-factor model (eg, Chen
and Zhang, 2010; Hou et al., 2014; Fama and French, 2015), because it has been difficult to explain the cross-
sectional variation in expected returns recently, especially value factor which is a redundant factor in the US
market (Fama and French, 2015). People hope to find new factors that replace size and value premium.

Profitability effects have attracted attention of researchers seeking to explain cross-sectional
variations in stock returns. Researchers attend to profitability effects because they can be used to assess the
quality of firms and investment decisions. Based on Novy-Marx (2013), gross profitability is associated with
risk that cannot be captured by the value factor, the size factor. The profitability strategies belong to large
growth strategies. In fact, the profitability strategy, despite generating significant returns on its own, loads
strongly and negatively on the size and value factors. Highly gross profitable firms earn higher excess returns
than those of lower gross profitability firms. That reveals gross profitability have possibility to replace size
and value premium.

Most of the literature is based on the US stock market and limited in the Japanese and Chinese stock
market. Due to political and culture differences, each capital market embraces different investment
environment. Therefore, the price formation process and risk factors might be different. Hence, we try to
provide additional evidence for the literature concerning the search for a better asset pricing model.

In the Chapter 3, on the Japanese market, we follow Ball et al. (2015) to investigate and compare
firms' gross profit, operating profit, and net income as predictors of returns for a cross-section of publically
traded Japanese equities spanning from 1994 to 2016. We test the predictive power of profit measures on
cross-sectional stock returns using portfolio tests and Fama—MacBeth regressions, find that gross-profit-to-
book-equity ratios significantly predict returns on sampled stocks. Consistent with Novy-Marx (2013), we
also find that sorting portfolios by gross profitability and book-to-market ratios outperforms on the Japanese
market. Hence, we create a Market-Profitability-Value model that captures value and profitability premium
among returns of sampled stocks. Based on Gibbons-Ross-Shanken test and economic value, we demonstrate



that our enhanced model outperforms Fama—French multiple-factor model in isolating influences on equity
returns.

In the Chapter 4, on the Chinese market, we follow Novy-Marx (2011, 2013) to investigate and
compare firms' gross profit, operating leverage as predictors of returns for a cross-section of traded Chinese
equities spanning from 1996 to 2016. We use portfolio tests and Fama-MacBeth regressions, find that gross-
profit-to-market-capitalization ratios significantly predict returns on sampled stocks. We also find that sorting
portfolios by gross profitability and size outperforms on the Chinese market. Hence, we create a Market-Size
-Profitability model that captures profitability and size premium among returns of sampled stocks. Based on
Gibbons-Ross-Shanken test and economic value, we demonstrate that my enhanced model outperforms
Fama-French-multiple-factor model in isolating influences on equity returns.

The research contributes to the international literature on profitability effect. The evidence of
Japanese and Chinese stock market also provides out-of-sample tests for the existing contradicting studies
which mainly focus on US market.



