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ABSTRACT

This paper analyzes the ICAPM multifactor models, tested over 6 portfolios sorted on
size and book-to-market of KSE 100 Index. Companies are included in the study for the
calendar year 2010 to 2014 that are listed in KSE 100 index. The Company should have
regular price record at the end of every year and should provide accounting data publicly
available for June of every year to be selected in sample.For state variables, used
macroeconomic variables (Dividend yield, and term spread), Data used from the 3-
monthTreasury bill, and 1-yearTreasury bill for term spread. The term spread and
dividend yield are usedascontrolvariables.
Thetermspreadiscalculatedasthedifferencebetweenthe yields on thel-yearTreasury bill
andthe3-monthTreasurybill. The empirical result of ICAPM in individual portfolio is
according to size and book to market. Market risk premium has insignificant effect on
BL, BM and BH portfolios. But the market risk premium has significant effect in SM, SL
and SH portfolios. The intercept of all of the six portfolios has significant value. The
invention and state variable of investment opportunity of dividend yield has insignificant
effect in two of the portfolios from all of the six portfolios. The term spread capture the
variations in the level of slope yield curve, the term spread is insignificant in one
portfolio SH out of six portfolio hence remaining five SL, SM, BL, BH, BM is
significant. We can say that the dividend yield has effect on the business risk of the firm.
The small firms have more tendency to be elastic in such business risk because of its fast
financial flexibility. Term spread is considered as one of the essential parts of the

investment opportunity set as the invention and improvement in term spread and risk free



rate are closely related to business cycle. Due to cash flow constraints and high financial
leverage in small firms, there is less chance of their survival during bad economic
condition (Viale, 2009). Afterward, the small firms represent more sensitivity to the news
about the business cycle stage. As a result, investor demanded a premium when they
investin small firms. The large firms have high capability to handle the financial and
business risk. So, if we consider only the size factor, it represents that the large firms are

comparatively less affected by the invention and changes in term and risk free rate.

KeyWords:FF3 portfolio, KSE-100 Index, Portfolio Return, Risk

Premium, Dividend Yield, Term Spread
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CHAPTER# 01
INTRODUCTION

Background Study:

Over the past decades, the derivation and application of Capital Asset Pricing Model
(CAPM) wasconsidered as one of the most important topic in the literature of financial
economics. As far as, the theoretical background is concerned, many academics and
practitioners have not found support and acceptance for the model. The theory which is
based on neoclassical school of thought said that people are rational and aimed to
maximize their utility. It is difficult to assess the actual trend in the asset prices, as stock
return exhibits a base or constant systematic return and a random transitory return which
is different from what a rational model discusses. In general, asset pricing model gets a
lot of attention and importance; as there arealso the size effect and the value effect

factors.

Many scholars object to neoclassical school of thoughts, stating that irrational decision
making of investor is due to investor sentiments that affect the security price(Black,

Noise, 1986)&(Bondt & Thaler, 1985).



In previous researches, trends in the forecasting of asset pricing have been shifted from
theoretical analysis to empirical analysis.Financial researchers have confidence in the
statistical results, with the help of these; they are able to estimate the trend of asset
prices(Chen, Roll, & Ross, 1986). One of the statistically derived asset pricing models is
described in(Fama & French, 1995),the developers have found the application of size and
value effect in asset pricing model and they analyzed the model as oneof the best model
to estimate the pricing of different kind of stocks.From its beginning,this model has
attained a lot of importance and is considered as an essential tool in academic and

professional practice.



Introduction:

To analyze the average excess return on cross-section data of stock is considered as one
of the essential topics in the field of finance and on the literature of asset pricing model.
Due to incomplete specification of CAPM model to price portfolio by (Sharpe, 1964)-
(Linter, 1965), the book to market and other feature of stock has directed some
irregularities and differences in stock size, value and momentum [Fama and French
(1992, 1993, 1996), and others].In the reaction of these irregularities, the various
multifactor models are designed to explain the fact that now have become a part of
literature. Generally, these modelsconsist of additional factor other than market return,in
which betasassist to cover the variation in excess portfolio return that is studied and

analyzed in cross section data.
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