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ABSTRACT

The study is administered with an aim to overcome the gap in the fiction by presenting pragmatic
statistics about the effectiveness of CAPM and APT in assessing the market returns of KSE listed
companies. The secondary monthly data for analysis is retrieved from KSE website, yahoo
finance, Statistical Bureau of Pakistan and B-recorder related to top 34 listed companies from
each sector of Karachi Stock Exchange, being a representative of Pakistani Stock Market, for the
period from 2008 to 2015. The study aims to explore the effects of single market return as well as
of four different macro-economic factors i.e. Inflation, Oil Prices, Trade Balance and Exchange
rate on Sock returns. Applying correlations, multiple regression analysis and CLRM, the result
showed that CAPM doesn’t seem to be an effective tool in volatile Pakistani Environment. On the
other hand, coefficients of Inflation, Oil Prices and Exchange rates are found statistically
significant but inflation has a negative impact on stock returns as found in many earlier studies.
But the point to consider and for future research is that even with significant coefficients,
coefficients of determination are not found to be very strong. This means that a very low
percentage of change in stock return is explained by the assessed macro-economic factors and
hence it can be concluded that although APT is an effective tool for assessing stock return, there

can be many other firm-specific and macro-economic determinant of stock return.

Keywords: CAPM, APT, Macroeconomic Factors, Inflation, Qil Prices, Trade Balance,

Exchange rate, CLRM



Table of Contents

ABSTRACT I
1 INTRODUCTION: 7
1.1 Back Ground of the Study: 7
1.2 Pakistani Stock Market: 9
1.3 Karachi Stock Exchange (KSE): 11
14 Research Problem: 12
1.5 Research Objective: 13
1.6 Rationale for Study: 13
1.7 Significance of the Study: 14
1.8 Scope of the Study: 15
1.9 Structure of the Thesis: 17
2 LITERATURE REVIEW: 18
2.1 Introduction: 18
2.2 Literature on Validity of CAPM: 19
2.3 Literature on Validity of APT: 25
3 RESEARCH METHODOLOGY: 34
3.1 Exploratory study: 34
3.2 Causal Research: 35
33 Theoretical Framework: 35
34 Hypotheses of the Study: 36



3.4.1 HYPOTHESIS: 1 36
3.4.2 HYPOTHESIS: 2 36
3.4.3 HYPOTHESIS: 3 36
3.5 Time Frame of the Study: 37
3.6 The Sample Securities: 37
3.7 Collection of Data: 38
3.7.1 Application of the CAPM: 39
3.7.2  Application of the APT: 40
3.7.3 Comparing and Analyzing the Differences: 41
3.8 The Statistical Model: 41
3.8.1 Descriptive Statistics: 42
3.8.2 Correlation Matrix: 42
3.8.3 Classical Linear Regression Model (CLRM): 42
3.8.4 Diagnostic tests of Classical Linear Regression Model (CLRM): 43
4 RESULTS AND DISCUSSION: 45
4.1 Measurement of Variables: 45
4.2 Summary Statistics: 47
4.3 Correlation Analysis: 47
4.4 Regression Estimates: 49
4.5 Diagnostic tests of Classical Linear Regression Model (CLRM): 51
4.5.1 Detection of Heteroscedasticity: 52
4.5.2 Detection of Autocorrelation: 54
4.5.3 Detection of Multicollinearity: 55
4.5.4 Normality of Residuals: 55
5 CONCLUSION: 57
5.1 Recommendations /Future Directions: 60




