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1. Central Limit Theorem (CLT)
2. The Method of Ordinary'Least Square (OLS) -
3. Best Linear Unbiased Estimator (BLUE).
4. Type O Error
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~ The capital asset pricing model (CAPM) can be written as

E(R)=R,+B|ER,)-R,]|
where, R, and R, are the return for security i and the risk-free rate, respectively; R,
the return for the market portfolio, and S, isthe i’th security beta value. A stock’s beta is
important to investors because it reveals the stock’s volatility. It measures the sensitivity of
security i’s return to variation in the whole stock market. As such, values ofbeta less than_
one indicate that the stock is “defensive”, since its variation is less than the market’s.” A beta
greater than one indicates an “aggressive” stock Investors usually want an estimate of a
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stock’s.beta before purchasing it. The CAPM model can be written as a regression model,
- R ~-R,=a+f(R,~R,)+u
where, u is an iid random disturbance.

A market analyst has told you that this security closely follows the market, but that it is
no more risky, on average, than the market. This statement can, be tested by using_the
stafistical'hypothesis test. Suppose there were 62 observations and you had estimated the
above model by using OLS (Ordinary Least Square) method to find that the estimated value of
beta for a stock I "was 1.147. The standard error associated with this coefficient is estimated
to be 0.0548.

Please answer the following questions:

" 1. Write down th'e null hypothesis and the altemative hypothesis.
2. Test the hypothesis at 5% level ofstgnificance.
3. What is your conclusmn abeut this test? .
4. Is the market analyst’s statement empirically verified?
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