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This thesis investigates the applicability of Fama and French model and alternatives to simplify its use in
the Tokyo Stock Exchange. First, it provides a review of the theoretical and empirical literature in asset
pricing and event study. Then, it examines an event case study on earning announcements for all firms
quoted in the Nikkei 225. Later, it examines the applicability of the Fama and French’s (1993, Journal of
Financial Economics) to the Tokyo stock Exchange. Fourth, examines whether the cross-sectional variations
in stock returns are better described by systematic risk factors or by firm characteristics such as
book-to-market ratios and market capitalization. Finally, it examines the three factor asset pricing model in
explaining Japanese stock returns, with incorporating the Chen, Roll and Ross’s (1986, Journal of Business)
macroeconomic variables into the Fama-French model.

The Fama and French model applicability has been an issue in recent research. We investigate the
consistency of the previously demonstrated size and Book-to-Market relationship with average excess
returns and other consolidated financial indicators/ratios. And we investigate the size and Book-to-Market
factors’ effect in a Japanese sample period from October 1987 to September 2009. Our results approve the
monotonous negative and positive relationship between average excess returns and size and Book-to-market,
respectively. Finally, and in an occurrence with the existing literature, we illustrate that Fama and French
three-factor model may be used as an alternative model to the CAPM.

Are cross-sectional variations in stock returns better described by systematic risk factors or by firm
characteristics such as book-to-market ratios and market capitalization? The answer to this question
concludes itself in the outcome that provides new evidence from the Japanese stock market based on recent
sample period from 2002 to 2007, which is not addressed in the existing literature. Also, the new results are
derived from the generalized method of moments applied to daily returns. The evidence suggests that both
the firm size and book-to-market ratio are significantly related to average return premiums. There is mixed
evidence, which tends to lend stronger support to the characteristic model rather than the Fama-French
three-factor model as more reflective of the return dynamics in the Japanese stock market.

Finally we use risk factors constructed from Russel/Nomura style indexes in an attempt to make the
Fama and French (FF) three-factor model more appealing, which is new to the existing literature. The newly
constructed size and Book-to-Market (BM) risk factors made from style indexes possess similar features to
those used in previous literature. The performance of Fama and French (FF) asset pricing model based on
the proxy factors is evaluated through a direct and simple generalized method of moments (GMM) test of 33
industry indexes from Tokyo Stock Exchange First Section, JASDAQ, Hercules, and other exchanges. The
over-identifying restrictions test statistics could not reject the FF model with any industry. Also, the
estimated risk factor premiums brought further support to the use of FF model with risk factors constructed
from style indexes.
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