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The Capital Asset Pricing Model (CAPM)
Introduction 
According to Berglund and Knif (2014), the Capital Asset Pricing Model (CAPM) is a model that measures the underlying correlation between the risk and the expected return from securities businesses. Given the involved cost of capital and the expected rate of return, the model can help in pricing and analyzing securities. CAPM, according to Ross (2017), gave rise to the present-day theory of pricing assets. Many years down the line since its introduction, the CAPM is still widely used in the financial world. Some of the areas that it finds great use is in analyzing how managed portfolios are performing as well as giving a rough estimate of the capital cost for organizations. 
The model is still at the moment beneficial because of its ability to offer predictions that are intuitively pleasing and powerful, relating to how to come up with a rough estimate of the risk and the underlying correlation between the return on investment and risk (Berglund & Knif, 2014). The CAPM understands that, regardless of how you have diversified your finances, there is still some associated risk. Due to this, investors are always reminded that they have to know a specific rate of return that will stand in the gap in case of that risk. Since many investors have become aware of this, they employ the CAPM to determine the likelihood of investment and the specific amount they should invest in that particular business.
Despite the Capital Asset Pricing Model (CAPM) being useful by the way it compares risk with the returns, it still has weaknesses as some people point out in it (Potisawang, 2019). One aspect of the model that many people find to be weak is the empirical record. Most people say that it is inadequate to the extent that it can invalidate its use in applications. However, it is essential to note that the practical problems of the Capital Asset Pricing Model (CAPM) are always a sign that there are theoretical failings which at most times are as a result of making the assumptions too simple. According to CAPM, the amount of risk associated with a specific stock should be determined considering a comprehensive market portfolio (Dempsey, 2017). Through this, it means that the market stretches to include not just those financial assets which have been traded but also things like human capital, real estate, and even the consumer durables.
Due to the above weaknesses, it is vital that we clearly understand the fundamental logic behind the CAPM. Through this, it is possible to know how it goes about predicting risk and the expected return as Jurczenko and Maillet (2012), says. Additionally, it is also very crucial to know the various shortcomings of the CAPM as well as its associated strengths. 

The Capital Asset Pricing Model (CAPM) Logic
	First of all, it is crucial to understand that CAPM forms its basis from the portfolio, which was made in 1959 by Harry Markowitz (Berglund & Knif, 2014). In the model by Harry Markowitz, the person intending to carry out an investment selects a particular portfolio at a distinct time t-1, and this portfolio ends up giving a return at another definite time, t, which is stochastic. When using this model, it is imperative to note that it assumes that the people investing are risk-averse (Potisawang, 2019). Additionally, the Harry Markowitz model also believes that the investors who are investing for the first time, while deciding on portfolios, usually value the variance and the mean only, above any other parameter (Dempsey, 2017). Due to this fact, the investors end up coming up with portfolios that are only efficient when considering the mean and variance parameters only. Here, the investor insists that it is either you reduce the portfolio return variance given an expected return or given variance, maximize the expected return. Due to the above facts, the name "the mean-variance model" is used to describe the Harry Markowitz model.   

	To completely change the model by Harry Markowitz, two financial analysts, Sharpe (1964) and Lintner (1965), made two critical assumptions (Baxter et al., 2014). The core purpose of the additional assumption was to make the model more efficient in terms of mean and variance. The initial assumption was complete agreement. In this assumption, if we assume that the prices of market-clearing assets are at t-1, the investors have to agree on the distribution of asset returns that is joint from t-1 to t (Potisawang, 2019). In the following assumption, we assume that the rate of lending and borrowing is risk-free, and the same applies to all other people investing and does not in any way depend on the borrowed or lent amount.
	As a result of the above two assumptions by Sharpe (1964) and Lintner (1965), the Capital Asset Pricing Model (CAPM) came to be (Baxter et al., 2014). As a result of this improvement, it is now very possible to come up with the exact fair investment price. Above everything else, Berglund & Knif (2014) say that it is essential to note that when calculating the rate of return for an asset with an associated risk, the resulting price from the calculation can be useful in discounting the future cash flows of the investment. The estimate is usually done to the extent of their value at the moment hence finally settle on the fair value of the investment.
 Besides this, immediately, the fair value of an investment is calculated, it becomes increasingly easy to compare that value with the current price in the market. In case the comparison results show that the estimated cost is higher than the one for the current market, the option that the investor should consider is stock bargaining. If the reverse is correct by having a lower estimated price than for the market, according to the Capital Asset Pricing Model (CAPM), the investor has the right to consider the stock to be valued more than it is necessary.
In illustrate the Capital Asset Pricing Model (CAPM), a figure should be drawn to ensure that every concept is clear and is explained in a manner that is easy for anyone to understand (Baxter et al., 2014) fully. In this figure, the portfolio risk is in the horizontal axis, which standard deviation measures it. On the other hand, the expected return is the vertical axis. A curve is drawn to show the various combinations of expected risks and rewards for the portfolios of the risky assets that reduce the variance at different expected return levels (Berglund & Knif, 2014). 
The curve is mostly named ABC and is, at the most times, referred to as the minimum variance frontier. It is vital to be aware that these traced portfolios do not involve lending and borrowing that is free from risk. It is essential to understand that a balance between expected reward for the lowest variance portfolios and risk is apparent. A perfect example is a person who wants to invest and is in dire need of high expected return, let say at point a. The investor has to be ready for very high volatility (Berglund & Knif, 2014). 
The only place that the investor should expect an intermediate expected return, as well as volatility that is low, is at point T..  Considering a case where the lending and borrowing are free from any risk, only those portfolios which are along with the curve ABC and above b are mean-variance-efficient. The fundamental reason behind this is that these portfolios tend to increase the expected return considering their variances' performance (Potisawang, 2019).
On the other hand, if you add lending and borrowing that is free from risk, you turn the efficient set into a line (straight in that case). Take, for example, a portfolio that invests some part of x of funds for the portfolio in a security that is free from risk and 1-x in some g portfolio. In case that all the money is spent on the risk-free security, the outcome is the point Rf from the figure below, which is a rate of return without any risk and zero variance.
A chart is used to illustrate the various opportunities for investment that are available for a person intending to invest in a specific stock market. In that figure, the portfolio risk is shown in the horizontal axis, in which the standard deviation measures it. On the other hand, the expected return is the vertical axis. To come up with the various combinations of expected risk and return for the portfolios of the risky assets that reduce the variance of return at different expected return levels (Potisawang, 2019). 

Analyzing the CAPM
	As mentioned before, Capital Asset Pricing Model (CAPM) explains the underlying relation between risks that are systematic in nature and the asset’s expected return. Mostly the model finds its application in stocks since they assist investors in making their investment decisions. Also, according to Baxter et al. (2014), the CAPM model is hugely useful in setting the prices for securities that are risky and come up with the returns that are expected (Baxter et al., 2014). To accomplish this, one has to provide the CAPM with the capital cost and risk that is there.
	In CAPM, a formula is often used to compute the required return. The method explains the underlying relationship between a security’s systematic risk or portfolio and its expected return (Potisawang, 2019). Through the same formula, it is possible to come up with a security's volatility or Beta in comparison to others or considering the entire market. In other simple terms, the CAPM is a formula whose result is the expected return. 
Capital Asset Pricing Model (CAPM)
As mentioned before, CAPM is simple since you can express it mathematically by just saying that it is security’s (or portfolio) Beta added to the risk-free rate of return multiplied by the expected returns subtract the rate of return for risk-free as Baxter et al., (2014) says. 
The CAPM formula according to Blume and Friend (2018) is; 
Ra = Rrf + Ba (Rm-Rrf).
Looking at the above formula, it has some parameters which all have a particular meaning. The first, Risk-Free Return (Rrf), is the value given to a specific investment that assures the investor of a return with no risks at all (Berglund & Knif, 2014). A perfect example of such is an investment in the US securities since the associated risks are very minimal. The reason for this is that the chances of the government defaulting are very low. In an ideal situation, the worth of the return that is risk-free is the same as the output from a bond of the US government that is ten years old (Potisawang, 2019). Through this, it means that the risks are zero. 
Next in the formula, it is the Market Risk Premium with the symbol, Rm – Rrf. The Market Risk Premium, according to Baxter et al. (2014), is the expected return the person investing gets (or has expectations that he will receive at the end of the day) as a result of holding a portfolio that is risk-laden as opposed to risk-free assets. The premium rate, as Sears (2015), says, is essential since it allows the investor to decide on whether he should enter into the securities business or not. If the final decision is yes, the investor should also go ahead and determine the rate he will earn apart from the risk-free return that the government securities usually provide (Baxter, Conine, & Tamarkin, 2014).
Finally, in the formula, it is the Beta (βa). In the model, Beta measures how volatile or risky a stock is, compared to the general market (Berglund & Knif, 2014). The Beta denotes the fluctuations that will occur in the capital as a result of changing conditions of the market. In other words, it is the measure of how sensitive market risk is at that point (Kisman, & Restiyanita, 2015). If let's say a stock's Beta is 1.4, a 140% change will occur as a result of any change in the market in general. For Beta below 1, the opposite is true, while if it is equal to 1, the stock is at par with the market changes (Potisawang, 2019). 
Looking at the above definitions, it is, therefore, right to say that it simple to calculate the CAPM. As a financial professional, CAPM is a must-have tool to enable you to calculate the Weighted Average Cost of Capital (WACC). The reason behind this is that CAPM is very useful in calculating the equity cost, which must be there in computing the Weighted Average Cost of Capital (WACC). The WACC tool is a widely used tool, especially in financial modeling, since it can help come up with the net present value (NPV) of cash flows in the future of a business. 
Even with all this information, it is important to understand the fact that the model only puts into consideration the entire market risk while forecasting the probable return from a certain investment. Due to this fact, the model helps the person intending to invest to strategize a portfolio that compelling and satisfactorily contain the returns and risk on it. The model has for many years proved to be very useful especially in analyzing the earnings’ retained cost. Though it is very clear, the Capital Asset Pricing Model (CAPM) reduces its credibility due to the many assumptions that it usually makes. Despite all this criticism, the Capital Asset Pricing Model (CAPM) is able to assist in estimating the probable returns an investment can make and the risk involved out of an investment portfolio.
In order to determine the returns on securities portfolio as well as the returns on investment, the systematic risk involved has to be of great help. Even with the systematic risk involved the Capital Asset Pricing Model (CAPM) has two ways in which it can assist in solving. 
The first way is the capital market line. The capital market line is a concept that is theoretical and outlines the portfolios that are efficient. It does this by analyzing risk-return trade-off. The capital market line refers to the method of coming up with combinations that ensures the returns are at optimum on a risk level that is lowest.
On the other hand, the other component of the Capital Asset Pricing Model (CAPM) is the security market line. This is the plotting to graphically represent the correlation between returns of portfolio and the systematic risk. In this case, the systematic risks is plotted against the marketing securities on the other side, the expected return is always on the y-axis. As mentioned before, the Capital Asset Pricing Model (CAPM) has a lot of assumptions and this has made many scholars to doubt the model. One of the assumption that this model makes is homogeneous expectations. By being homogeneous, it means that the Capital Asset Pricing Model (CAPM) assumes the investor’s expectations to be constant through the particular period.
Additionally, the Capital Asset Pricing Model (CAPM) also makes the untrue assumption that the markets that the securities will trade in are perfect and not act like other markets. On top of this assumption the model tends to ignore the fact that there must be charges pinned on taxes and fees charged from investors. Through assuming the markets are ideal, the Capital Asset Pricing Model (CAPM) further assumes that inflation or even restrictions on short-selling.
Advantages and Disadvantages of CAPM
Having discussed the various aspects of the CAPM, it is essential to look into what makes it readily useful or preferred, especially in the financial management of any organization. 
The first and most notable advantage of Capital Asset Pricing Model (CAPM), according to (Berglund & Knif, 2014), is that the model considers the market or systematic risk only but not the systemic risk of the security. Through this, the vagueness associated with a single risk of security is done away with leaving the only primary factor to be the general market risk. The reason for this, according to Dempsey (2017), is that the model has a general assumption that the person investing has a portfolio that is diverse. Therefore, any risk that is not systematic is done away with between the stock holdings.
Another advantage of the CAPM is that it is beneficial in the finance industry. The reason for the extensive usage, as Potisawang (2019), says is because it can be used to calculate equity cost, which is used to calculate the Weighted Average Cost of Capital (WACC). The WACC finds its use in many areas of finance, including checking the associated cost of financing in diverse ways. It is most preferred than other methods like DGM. 
Additionally, according to Fernandez (2016), the model is a straightforward and universal model to use. By the model being secure means that its application is extensive and diverse. One extensive way of utilizing the model is by comparing the stocks of different countries (Hiranto, 2019). By being universal, it means that the model is applicable in almost every part of the world. Therefore, businesses with branches all over the world can comfortably use the model (Dempsey, 2017). Due to this, it means that a company will benefit more if it sticks to it. Also, investors without a strong financial background can use it comfortably and therefore be able to make wise and informed investment decisions since the model are easy to use (Zabarankin et al., 2014).
By the fact that Capital Asset Pricing Model (CAPM) relationship is derived theoretically it is an advantage on its own. By being theoretically derived means that the model empirically researched and tested to finally be able to carry out its objective of showing any form of a relationship between systematic risk and the expected return. 
One the other side, the CAPM model still has its disadvantages. One of the drawbacks is that the capital asset pricing model is dependent on several assumptions (Baxter, Conine, & Tamarkin, 2014). One of the assumptions is that the riskier an asset is, the more likely are the returns going to be high. Also, the model ignores historical data in coming up with Beta, which, by far, is very useful. Additionally, the model goes further to assume that past performance is an ideal way to gauge the future results of the future in the functioning of the stock. However, this is too way far from what the truth can be since time changes, and so are situations.
Another disadvantage of the CAPM model, according to Potisawang (2019), is that it wrongly assumes a constant risk-free return throughout the stock investment. Take, for example, a situation where there is a fall or rise in the profits from government securities. In this case, there will be an automatic shift in the risk-free return, and this has a direct impact on the calculation of the CAPM (Dempsey, 2017). Mostly, such situations are never accounted for, and this is a weakness since the results might never be accurate as they are supposed to be since they are very crucial. Also, the Capital Asset Pricing Model (CAPM) has this disadvantage of different expectations. In this, the CAPM tends to ignore the fact that, although the investor’s expectations are homogeneous, in reality, the person intending to invest has various strategies of investment and expectations
Conclusion 
	Finally, the CAPM a model that measures the underlying correlation between the risk and the expected return from the securities business. Given the involved cost of capital and the expected rate of return, CAPM is very useful in pricing and analyzing securities. Also, to calculate using the model, one has to have several parameters. These are the Market Risk Premium, Risk-Free Return, and the Beta. The model finds application in various aspects of finance, one being in the calculation of WACC. The WACC tool is a widely used tool, especially in financial modeling, since it can help come up with the net present value (NPV) of cash flows in the future of a business. Finally, despite the model having the disadvantage of many assumptions, it has the advantage of being comfortable and universal to use.
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