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There are studjes questioning the validity of the use of the lactor analysis technique. which can

accommodale only a limiled number ofsecurities for analysis Chen (1981) has described aprocedure.

which involvedforming asmall number of portfblios ofsecurities based on anjnitial factorsolution lhal

allows the muttl-index nodel to be estimaled and les!€d across a large number of securities However,

Dhryrnes, Frjend and Gultekin ( 1 984) have criticized his procedure The incoherenl picture leads to the

next approach, which assumes that the facio$ are known beforc hand

Sharpe (1982) uses the USA dala on 2.197 stocks on a monthly basis from i93l to 1979 lo test his

model. He starls wilh the hypothesis thatequilibrium returos on aslock should be affected bv its follu$ing

. Betawith rhe s&P index

. Beta with the yield on long term bonds

. Alpha (intercept of the regressjon of return on the S & P index)

. Dividend yield

. Sectoral belonging

Chen, Roll and Ross (1986) (CRR) have hypothesized and tesled a se! of macro-economic variahles

They reason that return on stocks should be affecled by any influence that ailect either lhe fulure cash

flows from holding a security or the value ofthese cash llows to the investor' They construcl sets of

alternative measures ofunanticipated changes in the following influ€nces:

. Inflalion

. Term structure of inieresi rate

. Risk premia

. Unexpecled inflation

. Industrial production.

They examined these rneasures or indices to see ifthey

(a) were correlated with the set ofindices extracred by the factor anaiysis used bv Roll and Ross

-td-(rL.hiF..
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(b) explained the equilib:ium returns.

When the] examined the relationship belween the macroeconornic va:iables and the tactors (in

over the period 10 which the faclors were lbrmed, they fbund a slong rclationship Fulthelmore,
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