CFA LEVEL 3

STUDY SESSION 6

CAPITAL MARKET
EXPECTATIONS



CME  Macro expectations
- Micro expectations

| 1. Determine CME needed

( a. Formulating CME | | 2. Investigate asset's historical performance & determinants

. (beta research # alpha research)

3. Identify valuation model and its requirements

23.1. Capital
Market
Expectations |

[ b. Problems in
. forecasting )

. Forecasting tools }—\

| e. Cyclical |
_analysis

4. Collect best data possible

5. Interpret current investment conditions
|-6. Formulate CMEs
7. Monitor performance and refine the process

1. Limitations to using
economic data

2. Data measurement - Transcription errors
| errors and biases

Survivorship bias
| * Appraisal data (smoothed)

| 3. Limitations of Regime changes -->
historical estimates - nonstationary data. Span of
data

| 4. Using ex post data

| 5. Non-repeating o
| datapattens ~~ Datamining

- Time period bias

6. Failing to account for
_conditioning information

|| 7. Misinterpretation

- Anchoring
il | Status quo trap

| M{ﬁ Confirming evidence
- Overconfidence trap

| Prudence trap (fear of regret)
- Recallability trap

9. Model & input uncertainty

- Projecting historical data

Statistical tools |

\
|~ Time series analysis

~ Shrinkage estimators

| - Multifactor models

__DCF models  / Gordon growth model

| - Grinold & Kroner
|\_Risk premium approach

Financial equilibrium models

_Surveys
Panel method

. Judgment

The inventory and business cycle

| Inflation

H Consumer & business spending

. Monetary policy

_Fiscal policy



Business cycle &
_Asset returns

- Initial recovery
|~ Early expansion

Inflation &
. Asset returns

{ h. The Taylor rule }

{ i. The yield curve |

+ j. Economic y
_ growth trends

+ k. Emerging y
\ market economies

" |. Linkages

i— Late expansion
| Slowdown
- Recession

H between
- | economies |
23.2. Capital D
Market
Expectations
(Cont.)

Econometric analysis

Economic indicators

{ m. Economic P
_forecasting | |

n,o0. Economic
conditions & asset
_ class returns

{ p. Forecasting }
_exchange rates

{ g. Reallocating a }
_ global portfolio

. Checklist approach

Cash instruments

| Credit risk-free bonds

| Credit risky bonds

' Emerging market government bonds

\\_ Inflation indexed bonds

. Common stock

_Emerging market stocks

Real estate
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