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Chapter 6
Alternative Asset Pricing Models

6.1 Empirical Validity of the CAPM

The last chapter showed that the practical difficulties of implementing the
CAPM approach are surmountable. Conceptual and empirical problems
remain, however.

At the conceptual level, the CAPM has been submitted to criticisms by
academicians and practitioners. Contrary to the core assumption of the CAPM,
investors may choose not to diversify, and bear company-specific risk if
abnormal returns are expected. A substantial percentage of individual investors
are indeed inadequately diversified. Short selling is somewhat restricted, in
violation of CAPM assumptions. Factors other than market risk (beta) may
also influence investor behavior, such as taxation, firm size, and restrictions
on borrowing.

At the empirical level, there have been countless tests of the CAPM to
determine to what extent security returns and betas are related in the manner
predicted by the CAPM. The results of the tests support the idea that beta is
related to security returns, that the risk-return tradeoff is positive, and that
the relationship is linear. The contradictory finding is that the risk-return
tradeoff is not as steeply sloped as predicted by the CAPM. With few excep-
tions, the empirical studies agree that the implied intercept term exceeds the
risk-free rate and the slope term is less than predicted by the CAPM. That
is, low-beta securities earn returns somewhat higher than the CAPM would
predict, and high-beta securities earn less than predicted. This is shown pictori-
ally in Figure 6-1. A CAPM-based estimate of cost of capital underestimates
the return required from low-beta securities and overstates the return required
from high-beta securities, based on the empirical evidence. Brealey, Myers,
and Allen (2006), among many others,! provide recent empirical evidence
very similar to the relationship depicted in Figure 6-1. This is one of the most

! For a summary of the empirical evidence on the CAPM, see Jensen (1972) and
Ross (1978). The major empirical tests of the CAPM were published by Friend
and Blume (1975), Black, Jensen, and Scholes (1972), Miller and Scholes (1972),
Blume and Friend (1973), Blume and Husic (1973), Fama and Macbeth (1972),
Basu (1977), Reinganum (1981B), Litzenberger and Ramaswamy (1979), Banz
(1981), Gibbons (1982), Stambaugh (1982), Shanken (1985), Black (1993), and
Brealey, Myers, and Allen (2006). Evidence in the Canadian context is available
in Morin (1980, 1981).
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