
Topic 8. Asset Pricing Models 

- Arbitrage Pricing Theory (APT) (80s) 
 

- An alternative to CAPM, a multifactor model 
 

Assumptions: 

- Stock returns are generated by n-factor model: 
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- There is no arbitrage 

- Financial markets are frictionless 

 

APT: An asset’s expected return is proportional 

to its factor betas: 
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where λ – factor risk premiums 

 

 

 

 

 

 



Arbitrage Pricing Theory (APT) 
 

 
 

Fama-French three factor model 
 

 
 

Four factor model 
 

+ Factor 4: The return on a pfl of past winners 

minus the return on a pfl of past loosers - 

momentum (Jegadeesh, Titman, 1993) 



Asset Pricing Models: Summary 
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where r – required (fair) return  

given the level of risk of CF 
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