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RITICAL (CONCEPTS FOR THE 2011

ETHICAL AND PROFESSIONAL

STANDARDS

| Professionalism
I (A) Knowledge of the Law
1 (B} Independence and Objecrivity
I (€} Misrepresentarion
I (D) Misconduct
11 Integrity of Capital Markets
I (A) Material Nonpublic Information
I (B) Market Manipulation
111 Duties to Clients
1 (A) Loyaley, Prudence, and Care
I (B) Fair Dealing
I () Suirability
[l (D) Performance Presentation
Il (E} Préservation of Canhdentiality
v Duties to Employers
IV (A) Loyaly
IV (B Additional Compensation Arrangements
IV (€] Respansibiliries of Supervisors
v Investment Analysis, Recommendations,
and Action
V (A) Diligence and Reasonable Basis
V (B} Communication with Clients and
Prospective Clients
V(C) Record Retention
Vi Conflicts of Interest
VI (A) Disclosure of Conflicts
W1 (B) Priority of Transactions
V1 (C) Referral Fees
Vil Responsibilities as a CFA Institute
Member or CEA Candidare
VIl (A) Conduct in the CFA Program
VI (B} Reference to CEA Institute, CFA
Designation, and CFA Program

QUANTITATIVE METHODS

Simple Linear Regression
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Estimared intercepr: by =Y —byX

Confidence interval for predicred Yovalue:
Y £t %SE of forecast

Multiple Regression
Y, = by 4+ (by 23X ) (by =Xy )
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* Test stanistical significance of b; Hi: b= 0.

r=y. n—k—14df
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= Reject if |t] > eritical ¢ or p-value < o,

» Confidence Interval: by *|r x5 :|
* S5T = RSS + SSE, ' !
* MSR = R55/ k.
* MSE=5S5E/(n=k-1).
* Test staristical .sip_nl'!'ic;ann: of regression:
F = MS5R | MSE with k and n =k = 1 df (1-rail}.

* Srandard error of estimate (SEE = ¥ MSE).
Smaller SEE means betrer fit.

s Coefficient of determination (R = RSS [/ 85T,
% of variabilicy of ¥ explained by X's; higher R?
means berter fir,

Regression Analysis—Problems

* Heteroskedasticity. Mon-constant error variance,
Derece with Breusch-Pagan vest. Correct with
Whire-corrected standand ermors.

* Auocorrelation, Correlation among error
terms, Detect with Duirbin-Warson test; positive
aurecorrelation if W < d . Correct by adjusting
stancand errors using Hansen method,

* Multcollinearity. High correlation among Xs.
Dietect if F-test significant, t-tests insignificant.
Correct by dropping X variables.

Model Misspecification

* Omitting a variable.

* Variable should be rransformed.

* Incorrectly pooling data,

* Using lagged dependent vbl. as independent vhbl,

* Forecasting the past,

* Measuring independent variables with error.

Effects of Misspecification

Regression cocfficients are biased and inconsistent,

lack of confidence in hypothesis rests of the

cocfficients or in the model predicrions.

Linear trend model: y, = by + byr+ g,

Log-linear trend model: Inly, ) =by « b+ £

Covariance stationary: mean and var, don't

change over rime. To determine if a time series is

covariance starionary, (1) plor data, (2) run an AR

mandel and test correlations, andfor (3} perform

Dickey Fuller rest.

Unit roor: coefficient on ligged dep. vbl. = 1, Series

with unit root is not covariance stationary. First

differencing will often eliminate the unit roar.

Auroregressive (AR) madel: specified correctly if

aumocorrelation of residuals not significant,

Mean reverting level for AR(1):

=

{1=b;)
RMSE: square root ui'm.'g,. u|u4n.1l Errnr.
Random Walk Time Series:

X, w X E

Seasonality: indicared by staristically significame
lagged ere. term. Correct by adding lagged erm.
ARCH: detected by estimaring:

& =apFaEl i,
Variance of ARCH series:
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ECONOMICS

One Third Rule

* At given technology level, 19 Tin capiralflabor
hour =1/3% T in real GDP per labor hour.

Classical Growth Theory

* Real GDP growth remporary (real GDP/person T
above subsistence level).

+ Populaton explodes,

* Real GDP/person + 1o subsistence level.

Neoclassical Growth Theory

= Mo technological change = no real GDP growth.

* Technology changes = increased saving and inv,
= capitalflabor hour T and real retumn &,

= Economic growth stops when real return = targer
Teflirm.

* Pop. growth independent of economic growth.

New Growth Theory

* Economic growth continues indefinirely as
rechnology advances.

* | real rate = incentive o discover new products
and methods,

* Diiscovery =5 real retirn > target return.

MNominal and Real Exchange Rate

* Mominal ex. rate (E): price of one currency in
terms of another; observed in FX markers.

* Real exchange rate = E = (P/P*),

Balance of Payments: curtent accr + capital acer +

official reserve account = (.

Foreign Exchange

Direet quaves: if quote is £ per § (or USDRGBP), this

15 a direer quote from the perspective of the pound.

Bid-ask spread staved as percent of asking prices

ask price — bid price

% spread = (1043)

ask price

Foreign currency is at forward dfscowns (prenivem) iF
F is below (above) 8, using dfreer quores:

fwrdl rate ; I" 1] ‘

verm in days |

( Fwd premidise) =

spot rate

Currency appreciares due ro:

* Lower relanive income growth rare.

* Lower relative inflation rate.

* Higher domestic real inrerest rare.

* Improved investment climare.

Unanticipated shifi to exp. monetary policy: higher
income, accelerared infl., lower real interest raves;
leads ro currency depr, and financial acer, deficit.
Unanticipated shift to exp. fiscal policy: currency
appr.. current acce, deficit, and financial account
surplus.

Purchasing Power Parity

Law of one price: a single, clearly comparable good
should have same real price in all countries.
Relative PPP; countries with high inflation mees
should see their currencies depreciare.
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International Fisher Relation

Assumes real interest rates are equal across horders,

so interest differential equals expected inflation diff:
I4n, T+Eli)

1+ 1+E(i,)

n=5 =E(iL=E(i)
Uncovered Interest Rare Parity
Counrries with high nominal interest rates should
see their currencies depreciare:
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