
Capital Asset Pricing Model - CAPM

The capital asset pricing model (CAPM) is a model that describes the
relationship between systematic risk and expected return for assets,
particularly stocks. CAPM is widely used throughout finance for the pricing of
risky securities, generating expected returns for assets given the risk of those
assets and calculating costs of capital.

The formula for calculating the expected return of an asset given its risk is as
follows:

The general idea behind CAPM is that investors need to be compensated in two ways: time value of
money and risk. The time value of money is represented by the risk-free (rf) rate in the formula and
compensates the investors for placing money in any investment over a period of time. The risk-free
rate is customarily the yield on government bonds like U.S. Treasuries.
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The other half of the CAPM formula represents risk and calculates the amount of compensation the
investor needs for taking on additional risk. This is calculated by taking a risk measure (beta) that
compares the returns of the asset to the market over a period of time and to the market premium
(Rm-rf): the return of the market in excess of the risk-free rate. Beta reflects how risky an asset is
compared to overall market risk and is a function of the volatility of the asset and the market as well
as the correlation between the two. For stocks, the market is usually represented as the S&P 500 but
can be represented by more robust indexes as well.

The CAPM model says that the expected return of a security or a portfolio equals the rate on a risk-
free security plus a risk premium. If this expected return does not meet or beat the required return,
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International Capital Asset
Pricing Model (CAPM)

The risk-free rate is 2% and the beta (risk measure) of a stock is 2. The expected market return over
the period is 10%, so that means that the market risk premium is 8% (10% - 2%) a er subtracting the
risk-free rate from the expected market return. Plugging in the preceding values into the CAPM
formula above, we get an expected return of 18% for the stock:

18% = 2% + 2 x (10%-2%)

A financial model that extends the concept of the capital asset pricing model (CAPM) to international
investments. The standard CAPM pricing model is used to help determine the return investors
require for a given level of risk. When looking at investments in an international setting, the
international version of the CAPM model is used to incorporate foreign exchange risks (typically with
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the risk-free rate. Market risk premium is equal to the slope of the security market line (SML), a
graphical representation of the capital asset pricing model (CAPM). CAPM measures required rate of
return on equity investments, and it is an important element of modern portfolio theory and
discounted cash flow valuation.

Market risk premium describes the relationship between returns from an equity market portfolio
and treasury bond yields. The risk premium reflects required returns, historical returns and expected
returns. The historical market risk premium will be the same for all investors since the value is based
on what actually happened. The required and expected market premiums, however, will differ from
investor to investor based on risk tolerance and investing styles.

Market Risk Premium
The market risk is the difference between the expected return on a smarket portfolio and 
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Country Risk Premium - CRP

Country risk premium (CRP) is the additional risk associated with investing in an international
company, rather than the domestic market. Macroeconomic factors, such as political instability,

Investors require compensation for risk and opportunity cost. The risk-free rate is a theoretical
interest rate that would be paid by an investment with zero risk, and long-term yields on U.S.
treasuries have traditionally been used as a proxy for the risk-free rate because of the low default
risk. Treasuries have historically had relatively low yields as a result of this assumed reliability.
Equity market returns are based on expected returns on a broad benchmark index such as the
Standard & Poor's 500 index of the Dow Jones Industrial Average. Real equity returns fluctuate with
operational performance of the underlying business, and the market pricing for these securities
reflects this fact. Historical return rates have fluctuated as the economy matures and endures cycles,
but conventional knowledge has generally estimated long-term potential of approximately 8%
annually. As of 2016, some economists are calling for a reduction in this assumed rate, though
opinions on the topic diverge. Investors demand a premium on their equity investment return
relative to lower risk alternatives because their capital is more jeopardized, which leads to the equity
risk premium.

The market risk premium can be calculated by subtracting the risk-free rate from the expected
equity market return, providing a quantitative measure of the extra return demanded by market
participants for increased risk. Once calculated, the equity risk premium can be used in important
calculations such as CAPM. Between 1926 and 2014, the S&P 500 exhibited a 10.5% compounding
annual rate of return, while the 30-day treasury bill compounded at 5.1%. This indicates a market
risk premium of 5.4%, based on these parameters.

The required rate of return for an individual asset can be calculated by multiplying the asset's beta
coefficient by the market coefficient, then adding back the risk-free rate. This is o en used as the
discount rate in discounted cash flow, a popular valuation model.
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The Capital Asset Pricing Model (CAPM) can be adjusted to reflect the additional risks of
international investing. The CAPM details the relationship between systematic risk and expected
return for assets, particularly stocks. The CAPM model is widely used throughout the financial
services industry for the purposes of pricing of risky securities, generating subsequent expected
returns for assets, and calculating capital costs.

CAPM Function:

CAPM function, adjusted for CRP:

Re = Rf + β(Rm – Rf + CRP)

While most would agree that country risk premiums help by representing that a country, such as
Myanmar, would present more uncertainty than, say, Germany; many also argue against the variable
altogether. Some suggest that country risk is diversifiable. With regards to the capital asset pricing
model, described above, along with other risk and return models -- which entail non-diversifiable
market risk -- the question remains as to whether additional emerging market risk is able to be
diversified away. In this case, some argue no additional premia should be charged. Others believe
the traditional CAPM can be broadened into a global model, thus incorporating various CRPs. In this
view, a global CAPM would capture a single global equity risk premium, relying on an asset’s beta to
determine volatility. A final major argument rests on the belief that country risk is better reflected in

Country Risk Premia can have a significant impact on a myriad of valuable calculations, including
corporate valuation and corporate finance more broadly. CRP should be critical when considering
investing in foreign markets and/or multinational corporations.



The Fama and French Three Factor Model is an asset pricing model that expands on the capital asset
pricing model (CAPM) by adding size and value factors to the market risk factor in CAPM. This model
considers the fact that value and small-cap stocks outperform markets on a regular basis. By
including these two additional factors, the model adjusts for the outperformance tendency, which is
thought to make it a better tool for evaluating manager performance.

Eugene Fama and Kenneth French, both professors at the University of Chicago Booth School of
Business, attempted to better measure market returns and, through research, found that value
stocks outperform growth stocks. Similarly, small-cap stocks tend to outperform large-cap stocks. As
an evaluation tool, the performance of portfolios with a large number of small-cap or value stocks
would be lower than the CAPM result, as the Three Factor Model adjusts downward for small-cap
and value outperformance.

There is a lot of debate about whether the outperformance tendency is due to market efficiency or
market inefficiency. On the efficiency side of the debate, the outperformance is generally explained
by the excess risk that value and small-cap stocks face as a result of their higher cost of capital and
greater business risk. On the inefficiency side, the outperformance is explained by market
participants mispricing the value of these companies, which provides the excess return in the long
run as the value adjusts. Investors who subscribe to the body of evidence provided by the Efficient
Markets Hypothesis (EMH), are more likely to side with the efficiency side.
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Fama And French Three
Factor Model


