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Abstract: Stock markets serve as vital components of financial markets, providing avenues for
short and long-term capital investment. The coexistence of two entities, namely Shariah
Compliant Shares (SCS) and Non-Shariah Compliant Shares (NSCS) as supervised by the
Shariah Advisory Council of the Securities Commission of Malaysia (SACSCM) characterizes
Malaysia as a unique financial market. Stock return is a good indicator of a company’s
performance, and many variables are said to have an impact on stock return. This study aims
to investigate how firm size and price-earnings ratio would influence the stock return of a
company. A total of 63 companies were selected consisting of 32 Shariah compliance
companies and 31 conventional companies. Data from January 2018 until December 2022
were analyzed using descriptive statistics, correlation analysis, and regression analysis. This
study discovered there is a significant negative relationship between firm size and stock return
for SCS and NSCS indicating small companies often make higher returns than large
companies. Meanwhile, the price-earnings ratio insignificantly affects the stock return,
especially for NSCS. Whether the shares are Shariah compliant or Non-Shariah compliant,
firm size has a more significant impact on stock return. To maximize shareholder wealth, the
company will prioritize maintaining the optimal firm size, and investors will consider the firm
size when planning their investment portfolios. The findings offer valuable insights for future
research, companies, and investors seeking guidance on choosing shares for potentially higher
returns.

Keywords: Shariah Compliant Shares (SCS); Non-Shariah Compliant Shares (NSCS), stock
return, firm size; price-earnings ratio (PER)

1. Introduction

Stock markets represent the financial markets associated with short and long-term capital.
Corporations issue stocks to raise funds as their profitability alternatives over the long run.
Investors prefer to invest their money into profitable investments wherein buyers place their
stocks in anticipation of future dividend payments (Wai & Patrick, 1973). The coexistence of
Shariah Compliant Shares (SCS) and Non-Shariah Compliant Shares (NSCS) as supervised by



the Shariah Advisory Council of the Securities Commission of Malaysia (SACSCM)
characterizes Malaysia as a unique financial market. Islamic investment is centered on Shariah
principles which forbid activities such as riba (interest), gharar (undue uncertainty), maysir
(speculation), and the production of products and the delivery of services that are in opposition
to Islamic principles (Reddy & Fu, 2014). Meanwhile, conventional financial holds that
investors are logical wealth maximizers who follow basic financial principles and build their
investment strategies solely based on risk-return analysis (Jamil, Hassan & Bujang, 2020).

SCS is believed to attract a broader spectrum of investors, leading to increased demand,
particularly when these stocks demonstrate strong performance. Contrary to NSCS, despite
potentially offering higher returns, the inability of Muslim investors to purchase them could
impede the trading activity of such stocks. (Zandi, Razak & Hussin, 2014). Stock return is a
good indicator of a company’s performance and is influenced by various variables. For SCS,
the most influential variables for return are firm size and total debt. Size effect or Size Effect
Anomaly initially identified by Banz (1981) in the United States Stock Market supported by
Hasnawati (2020), the firm size negatively impacts its stock return indicating that a small firm
size typically generates higher returns compared to large firms. Conversely, for NSCS, returns
appear to be predominantly influenced by variables such as price-earnings ratio (PER), interest
rate, and inflation rate. (Rifin, Hassan, Abu Bakar & Sahudin, 2019).

Rana & Akhter (2015) indicates that due to factors such as industry weighting and size
differences, the performance between SCS can be more complex than NSCS. Previous
literature argued that there should not be much difference between SCS and NSCS
performance, however, McGowan & Junaina (2010) propose that NSCS should outperform
SCS (Reddy et al., 2014). Not much study has been done on NSCS and SCS that utilize firm
size and PER as the variables that influence the stock return. Hence, the study of stock return
as influenced by firm size and PER for SCS and NSCS is needed for the contribution to the
field of study.

2.  Literature Review
2.1 The Shariah Compliant Shares

The SCS follows the rules set out by Islamic law (Haseeb, Mahdzan and Wan Ahmad, 2023).
The screening process for these stocks is designed to ensure that the companies' practices align
with Shariah regulations. The screening procedures evaluate a variety of characteristics,
including income source, debt levels, and adherence to ethical principles. The Shariah Advisory
Council of the Securities Commission of Malaysia (SACSCM) mainly supervises SCS in
Malaysia (Abu Bakar, Ramli, Omar & Hamzah, 2023). Haji Mohiddin, Abdul Ghadas & Ramli
(2021) note that SACSCM handles the screening of shares to ensure they are Shariah law.
According to Sa’adah (2022), SACSCM developed a two-tier screening process, which Bursa
Malaysia uses to set guidelines for SCS.

2.2 The Non-Shariah Compliant Shares

According to Abu Bakar, Zaki, Jaafar, Abdul Ghani, & Abu Bakar (2023), NSCS do not align
with Shariah principles and are considered non-halal for Muslim investors. These stocks
include companies involved in activities prohibited in Islam, such as alcohol production,
gambling, pork-related businesses, or interest-based financial services (Cindy, Leon & Purba,
2023). The Financial Services Act 2013 brought regulatory changes to Shariah screening
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procedures in Malaysia, affecting restrictions on NSCS (Abu Bakar et al., 2023). These changes
led to some companies losing their Shariah compliance and being excluded from the SCS list,
while others gained compliance and were added to the SCS list.

2.3 The Stock Return

Stock return is financial gain or loss acquired by investors through their equity investments
(Nugraha & Wirama, 2023). Santoso & Meidiaswati (2022) state that stock return can be
influenced by multiple factors, including currency rates, inflation, return on assets, current
ratio, debt-to-equity ratio, PER, liquidity, profitability, and business size. According to
Hermuningsih, Maulida & Andriyanto (2022), investors use it to compare different investment
options and evaluate a company's performance. Maximizing stock return is a primary objective
for investors, as it signifies the value acquired from investments (Kerameyuda, Wiyono &
Kusumawardhani, 2022). Bisara & Amanah (2015) state that if a company offers a high rate of
return to investors, it indicates great performance, and convinces investors that the value of
their shares would rise if they invested in the capital market. Investors can compare a
company's rate of return with other companies by evaluating its stock return (Hartono, 2014).
Stock returns reflect the expected future gains to compensate for the time, willingness, and risk
involved in investing (Larasati, Subing & Mansur, 2023).

2.4 Firm Size and the Stock Market Return

Firm size relates to the extent or magnitude of a company, as well as the proportions of its
activities and assets (Anjani & Yuliana, 2023). The size of a corporation has been found to
positively impact its worth (Kerameyuda et al., 2022). Sastrawan, Perdhana, & Hendreo (2023)
claimed that distinguished corporations with substantial total assets generally receive greater
interest from investors and creditors, subsequently increasing the company's value. Firm size
is additionally referred to as the market value of equity and serves as a measure of one firm’s
size (Al-Khazali & Zoubi, 2005).

Pandey (2001) argued that firm size was the only variable negatively related to stock
return. Meanwhile, Lakonishok & Shapiro (1986) stated that firm size and stock return have a
significant relationship. Reinganum (1981) and Basu (1983) discovered that firm size
significantly affects stock return, with smaller firms frequently outperforming larger firms due
to their lower market beta and equity market value. According to Cakici, Fabozzi, & Tan (2012)
and Pandey (2001), firm size greatly influences a company’s return where small firms usually
earnings less than large firms. However, during the economic downturn, small firms might
generate higher returns than large firms. Akwe & Garba (2019) and Mazviona & Nyangara
(2014), found a significant positive relationship between firm size and stock return, opposing
other researchers’ findings.

2.5 Price-Earnings Ratio (PER) and the Stock Market Return

Price-earnings ratio (PER) is a widely used metric for evaluating a company's stock price,
reflecting its ability to generate net income (Samsudin, Hidayat, Ramadhani, Safitri, Yulianti,
Ferdiansyah, & Royhan, 2023). As stated by Susilo & Sapitri (2022), PER is crucial
information for investors as it aids in the efficient planning and decision-making of
investments. Investors and financial securities practitioners have extensively utilized PER to
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identify which stocks can be profitably acquired. The PER is increasingly favored among
investors since it is simpler to compute and understand. When valuing stocks, investors often
rely on PER when recommending either to buy, hold, or sell shares (Liem & Basana, 2012). A
higher PER value indicates stronger business performance. Due to the anticipation of bigger
profits, investors are more likely to invest in companies with higher PER values (Larasati et
al., 2023).

Pandey (2001) indicated a significant and positive correlation between PER and stock
return. Besides, Rifin et al., (2019) found that PER for both SCS and NSCS has a positive
significant relationship with the stock return. For NSCS, PER has a negative significant
relationship with stock performance (Rifin et al., 2019). Campbell and Shiller (1987), also
affirmed that the PER is strongly correlated with long-term stock return. Investors and potential
investors use PER to project the forthcoming earnings of a company, which will subsequently
be allocated to shareholders as dividends down the line. This aligns with research conducted
by Safitri, Mertha, Wirawati & Dewi, (2020), Kumar (2017), Meri¢, Kamish & Temizel (2017)
and Risdiyanto & Suhermin (2016) conclude that PER has a positive and significant effect on
stock return. Contrary to Verawaty, Jaya & Mandela's (2015) research, the findings show that
the PER does not have much effect on stock return.

2.6 Conceptual Framework

Based on the literature review, Figure 1 illustrates the conceptual framework. Firm size and
PER as the independent variables, and the dependent variable is the stock return for SCS and
NSCS.

Firm size

Stock return

Price-earnings
ratio

Figure 1. The Conceptual Framework

3.  Methodology

This study aims to investigate the influence of firm size and PER on a company’s stock return.
A total of 63 shares were selected during this investigation consisting of 32 newly classified
SCS and 31 newly classified NSCS as referred to the List of Shariah Compliant Securities by
the SACSCM published in 2018. The data on firm size and PER were collected from the data
stream provided by Universiti Kebangsaan Malaysia, while daily stock prices were collected
from Bursa Malaysia.

The stock return is calculated by using the daily stock price based on the formula
adapted from (Bintara & Tanjung, 2019), where R; is the stock return, P; is the current stock
price, and Py, is the share price of the previous period.

Pt— Pty
Ry =="7—"— (1
The data from January 2018 until December 2022 were analyzed using descriptive
analysis, correlation analysis, and regression analysis. A correlation analysis is used to measure
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the degree or the strength of association between two variables (Pallant, 2013). It is used to
examine the relationship between firm size and PER towards the stock return for SCS and
NSCS. Regression analysis is used to determine how much of the variance in the stock return
for SCS and NSCS can be explained by firm size and PER.

4.  Results
4.1 Descriptive Analysis

Table 1. The Result of Descriptive Analysis

Variable Minimum Maximum Mean Standard
Deviation

Shariah Compliant Shares (S§CS) n =160
Stock return -1.17 2.81 0.2478 0.60696
Firm size 12720976.92 3042000000.0 341957305.66 487941126.71
PER -3400 389.80 -10.4772 280.30605
Non-Shariah Compliant Shares (NSCS) n = 155
Stock return -2.77 7.44 0.4034 1.08526
Firm size 10214729.00 10359894922 408170643.33 1152027329.4
PER -125.42 179.25 10.6415 40.27351

4.2  Correlation Analysis

Correlation analysis aims to analyze the relationship between firm size and PER with the stock
return for SCS and NSCS.

Table 2. The Result of Correlation Analysis

Stock return Firm size PER
SCS NSCS SCS NSCS SCS NSCS
Stock return 1 1 -0.196* -0.103 -0.130 -0.028
Firm size 1 1 0.086 0.055
PER 1 1

*. Correlation is significant at the 0.05 level (2-tailed).

Table 2 shows the correlation analysis result between the independent variable and the
dependent variable, according to Cohen (1998, pp. 79-81) as cited in Pallant (2013, p.139).
Focusing on SCS, there is a significant small negative relationship between the firm size and
stock return, » = -0.196, n = 160, p < 0.01, and PER, r = -0.130, n = 160. This indicates that
an increase in firm size and PER will decrease the stock return. For NSCS, there is a small
negative relationship between the firm size and stock return, » = -0.103, n= 155, and no
relationship with PER, r= -0.028, n=155. This suggests that an increase in firm size will
decrease the stock return.
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4.3 Regression Analysis

The following results examine the degree to which the stock return for SCS and NSCS is
influenced by firm size and PER.
Table 3. The Result of Regression Analysis

R R? Sig. F Coefficient p-values Sig
Firm PER Firm PER
size size

Shariah Compliant Shares (SCS) n = 160
Stock 0.227 0.051 0.016 -0.186 -0.114 0.018 0.144
return

Non-Shariah Compliant Shares (NSCS) n = 155
Stock 0.106 0.011 0.425 -0.102 -0.023 0.208 0.781
return

Table 3 displays the findings of a regression analysis. The correlation coefficient, R = 0.227
for SCS indicates a small relationship between independent and dependent variables.
According to the coefficient of determination, R? = 0.051, which signifies that 5.1% of the
variation in stock return may be explained by the firm size and PER. The independent variables
were shown to be insufficient to explain the dependent variable because less than 60%.
However, the total equation is significant, p < 0.05. An increase in the firm size significantly
reduces the stock return by 0.186, p <0.05, and an increase in the PER reduces the stock return
by 0.114 units. PER insignificantly contributes to the stock return since p > 0.05.

The R = 0.106 for NSCS indicates a small relationship between independent and
dependent variables. R? = 0.011, signifies that the independent variables were shown to be
insufficient to explain the variation in the dependent variable. The total equation is
insignificant, p > 0.05. An increase in the firm size and PER reduces the stock return by 0.102
and 0.023 respectively. The firm size and PER insignificantly influence the stock return, p >
0.05.

5. Discussion and Conclusion

Based on descriptive analysis, NSCS recorded higher stock returns during the observation
period than SCS as concurred by McGowan et al., (2010) and Reddy et al. (2014). The higher
standard deviation of NSCS indicates higher risk faced by the company. The finding contrasts
with Ling, Abdul-Rahim & Said (2020) argued that SCS is riskier due to less diversification
than NSCS. NSCC has larger firm size contradicts the literature’s finding stating that smaller
sizes yield higher returns than larger ones (Hasnawati, 2020). In contrast, SCS has a higher
PER, reflecting the confidence and informed investors have in SCS's potential for profitability
growth despite the company managing its financial sources and financing by following Shariah
values and regulations. Investors are tempted to invest in companies with higher PER values
because they anticipate better earnings from stronger business performance (Larasati et al.,
2023).

Correlation analysis indicates that increasing firm size decreases stock return for both
SCS and NSCS, consistent with Lakonishok et al., (1986) who found firm size and stock return
have a significant relationship. According to Cakici et al., (2012) and Pandey (2001), firm size
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significantly affects a company’s return, with small firms tend to generate higher earnings than
large firms. However, studies by Akwe et al., (2019) and Mazviona et al., (2014), contradict
these findings showing a significant positive relationship between stock return and firm size.
Larger firms may face challenges in maintaining high profitability which can negatively impact
the stock return (Meidiaswati & Arif, 2022). Research suggests a negative relationship exists
between firm size and stock return volatility for complex firms, indicating that larger boards
may reduce volatility and potentially lower stock returns (Hou & Van Dijk, 2018).
Additionally, higher liquidity levels in larger firms may negatively affect stock return
(Astakhov, Havranek & Novak, 2019).

SCS with a greater PER provides lower returns. The negative relationship between PER
and stock return arises when investors overestimate the firm’s growth potential when PER is
high (Basu & O’Shea, 2014) result in inflated pricing and disappointment when growth
expectations are not met. The correlation between PER and stock return can be impacted by
market risk, size, value, and momentum. This aligns with past research such as Barbee, Jeong
& Mukherji (2008), Liem et al., (2012) and Akhtar (2021) who found that PER is statistically
insignificant with stock return. No relationship between stock return and PER for NSCS
implies that the stock performance is not influenced by PER contrary to Rifin et al., (2019),
Pandey (2001), Safitri et al., (2020), Kumar (2017), Merig et al., (2017).

Regression analysis signifies that regardless of being SCS or NSCS, the company and
investor must consider another factor that affects a stock return besides firm size and PER.
Uwubanmwen & Obayagbona (2012) and Njoki (2014) found that firm size has no significant
effect on stock return. Conversely, Albaity & Ahmad (2011) and Rifin et al., (2019) discovered
that firm size is the most significant variable in explaining returns as approved by this study. It
is suggested that SCC and NSCC should focus on maintaining the optimum level of firm size
to enhance the stock return following the theory of size effect. The insignificant effect of PER
on stock return is supported by Sodikin & Wuldani (2016) suggest PER may not reliably
indicate future stock return. Given that inflation can affect PER by reducing the value of future
cash flows of stock due to the decrease in purchasing power. Therefore, high inflation makes
investors view a stock’s future growth potential as less valuable, reducing their willingness to
pay a premium for expected future earnings, leading to a decrease in PER (Pettersen, 2011).
Fisher & Statman (2000) also argued against its reliability and effectiveness in forecasting
future stock returns. This study proved that PER is trivial in determining stock return regardless
of the status of the company’s shares.

The performance of NSCS is better than SCS, however, the PER for SCS is more
promising than NSCS. Investors tend to favor companies that demonstrate stability in stock
return with movements that tend to rise, therefore the company must secure its stock return that
represents the company’s performance. Whether the share is SC or NSC, the firm size has a
greater impact on stock return than PER. Companies shall emphasize preserving the ideal firm
size to maximize shareholder wealth, while investors consider the firm size in strategizing
investment portfolios. The findings of this study provide valuable insights into the factors that
influence the return of SCS and NSCS which can guide future research, and companies, and
assist investors to decide in which shares they should invest, and which may give the highest
return to them.
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