
THE IMPORTANCE OF THE CAPITAL ASSET PRICING MODEL IN THE

BUSINESS WORLD

The theory of the Capital Asset Pricing Model - CAPM is pretty basic. This theory though it seems very small is a very
important part of the business world.

Nevertheless, tests of the model confirm that it has much to say about the way returns are determined in
financial markets. In practice, such counterintuitive examples are rare; most companies with high total risk
also have high betas and vice versa. CAPM is based on the idea that investors demand additional expected
return if they are asked to accept additional risk. However, accurately determining one to properly assess the
project is difficult and can affect the reliability of the outcome. This is a major source of error in the dividend
growth model. Therefore, investors will have to be persuaded to take higher risk by the offer of higher returns.
Can lend and borrow unlimited amounts under the risk free rate of interest. This investment decision is also
incorrect, however, since project B would be rejected if using a CAPM-derived project-specific discount rate,
because the project IRR offers insufficient compensation for its level of systematic risk Watson and Head, pp.
It is therefore usual to use a long-term average value for the ERP, taken from empirical research, but it has
been found that the ERP is not stable over time. Exhibit II Reduction of unsystematic risk through
diversification The investors inhabiting this hypothetical world are assumed to be risk averse. Transaction cost
in the financial market is assumed to be low cost and the investors can buy and sell the assets in any number at
the risk-free rate of return. Treasury bonds9. First, the simple model may be an inadequate description of the
behavior of financial markets. In the short term, a stock market can provide a negative rather than a positive
return if the effect of falling share prices outweighs the dividend yield. The first assumption presumes a
financial market populated by highly sophisticated, well-informed buyers and sellers. In contrast, because the
returns on some securities, such as Treasury bills, do not differ from their expected returns, they are
considered riskless securities. The theory says that the only reason an investor should earn more, on average,
by investing in one stock rather than another is that one stock is riskier. Here too, research has focused on
developing techniques to reduce the potential error associated with these inputs to the SML. Beta values are
now calculated and published regularly for all stock exchange-listed companies. How can they use the model?
These difficulties continue to be a fertile area of research.


