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Lecture Summary Notes 

Lecture 1 - The status of investment thought 

1. Introduced what APC 3 is about. 

2. Expectations of level of learning. 

3. History of investment thought: Chartists, Fundamental Analysis, Modern Portfolio 

Theory, Behavioural Finance. 

---------------------------------------------------------------------------------------------------------------- 

 

What is APC 3 about? 

 To provide basic investment training to discharge statutory actuarial duties in 

insurance and superannuation for a senior actuary.  Coverage is inadequate for 

investment specialist. 

 You need to adopt the perspective of an actuary. 

 Essay style response needs to be concise, complete and unambiguous. 

 

Need to learn the topics from the perspective of an actuary. 

Eg. Not every part of EMH is important to an actuary - only the mispricing of asset classes 

relative to one another.  Weak form efficiency and the correctness of asset pricing within an 

asset class are least important. 

 

Dealing with legitimate differences of opinion. 

Eg. What is the likely causal effect of long term future return in ordinary shares 

This is important as 

 shares, as a class of assets, are often the single biggest component of many 

institutional portfolios that are held in super or some part of life insurance. 

 shares tend to have a dominant effect on short term performance. 

 

Conventional wisdom 

 use the inflation and real long term bond rate to get the nominal long term bond rate, 

to which we then add the equity risk premium. 
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Benjamin Graham (father of security analysis) 

 argued that return on shareholder's equity across the corporate sector matter. 

 no causal link between inflation and stock return. 

In this course, need to argue why opponents are wrong as well as why you are right. 

 

Jargon 

Price - market price from newspaper and exchange 

Value - arriving at an estimated market price/value 

Risk - broader meaning.  Say "variance of rate of return" if this is what you mean. 

 

History of investment thought 

Two trains of investment thought almost entirely related to equity. 

 

1. Charting (Technical analysis) 

 relies on the interpretation of patterns in stock prices and trading volume to inform 

them when to buy and sell stocks for superior gains. 

 not within the domain of long term investment 

 

Beliefs 

 the price of a stock depends on supply and demand in the marketplace and has little 

relationship to value, if such as concept exist. 

 the price is governed by basic economic and psychological inputs so numerous and 

complex that no individual can hope to understand and measure them all correctly.  

Hence they refuse to look at economic and company related data (as they find them 

distracting) and so believe the only important information to work from is the picture 

given by price and volume statistics on the patterns of stock prices and trading 

volume. 

 the market (disregarding minor changes) moved in discernible trends which continue 

for significant periods.  A trend is believed to continue until there is definite 

information of a change.  The past performance of a stock can then be harnessed to 

predict the future. 
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Discredited 

 Statisticians recognised successive stock price movements were independent and 

numerous tests failed to discover significant autocorrelation.  Led to RW (or WF 

EMF).  Hence, it is meaningless to use a chart as a predictive instrument.  

[Counterargument].   

1. Technical analysis were largely concerned with profits in the short-term stock 

trading rather than medium or long-term investment.   

2. Statisticians were testing the price movements as a whole rather than the 

system used by the technical analysis. 

 Tests show mechanical rules do not result in returns any better than the simple buy 

and hold strategy. 

 

2. Fundamental analysis (security analysis, ratio analysis) 

 involved the consideration of securities on their merits based on careful consideration 

of financial statements, industry forecasts etc to determine an intrinsic value which is 

independent of the market price. 

 talk about company bonds, property, shares rather than derivatives 

 

Beliefs 

 Every security has an intrinsic value determined from careful examination of 

company's competitive position, industry and economic conditions, financial strength, 

expansion plans, accounting policies and the record of sales earnings and dividends.  

they determine whether the security is overvalue/undervalued/properly valued relative 

to its current price. 

 the market can be wrong in appraising the value of a company and the market will 

eventually see "the error of its ways". 

 

Discredited 

 academic studies of mutual funds challenge this as the funds did not fare better than a 

passive investment in stock market indices. 

 

Technical Analysis Vs Fundamental analysis 

 Technician ignore all company and economic related information as they believe such 

information is reflected in the stock price - value is not intrinsic.   Fundamentalists 

believe company and economic related information are central as it allows them to 

infer an intrinsic value for the stock which the market price may not match. 
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 Technicians consider identifying patterns in stock prices and trading volume is most 

important.  For fundamentalists, market price is a very secondary consideration for 

price will eventually return to true value.   

 

3. Modern Portfolio Theory (Modern finance) 

 concerned with rational decision making by professional investors, equity risk 

premium, volatility as measure of risk, betas values and the idea of a mean-variance 

efficient market. 

 

Beliefs 

 it is impossible to increase the rate of return on a portfolio without increasing the 

investor risk - leading to a linear relationship between beta values and investment 

return. 

 

Explanations 

 [Why investor struggled to beat the market].  Markets are efficient and anomalies are 

corrected so quickly.  Hence, it is highly unlikely that an investor will outperform the 

market consistently regardless of his methods. 

 [Charting does not work].  Information enter the market unpredictably so prices react 

in a random manner.  Since price changes are dependent on meaningful new 

information and information arrival is unpredictable, chartist cannot establish trend 

from past information. 

 [Fundamental analysis does not work]. EMH predicts that prices will always be in line 

with the intrinsic value.  In semi -strong form, the yard sticks used in Fundamental 

analysis have no predictive power. 

 [Speculative bubbles detected in hindsight]  In semi-strong,  yardsticks in 

Fundamental analysis have no predictive power in detecting overpriced stocks and 

property markets so speculative bubble only detected in hindsight. 

 

Discredited 

1. Failure of LTCM was a severe embarrassment to the ideas of modern finance. 

2. Warren Buffet challenge the argument anomalies cannot be frequently exploited. 

3. Mehra and Prescott's equity premium puzzle that risk averse behaviour could not 

explain the order of magnitude of the observed equity premium. 

 

4. Behavioural finance 
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 the mathematical approach has been challenged when these models failed.  

Psychologists challenge the underlying assumptions of investor behaviour - eg. are 

they rational? 

 

Explanations 

 [Mediocre performance by professional investors].  They herd together and follow 

benchmarks for comfort or to control their business risk. 
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Lecture 2 - Qualitative tests of investment assumptions; exemplars 

1. Answered: When will models be reliable in the future.  Sol: When it is a law of 

nature.  Looked at Law of Nature/Regularity (Causal/Correlation). 

2. Answered: why is contradictory evidence discredited.  Sol: Such evidence is seen as 

failure of the scientist not the theory.  Looked at Kuhn's paradigm. 

3. Kuhn’s exemplars. 
4. Mehra and Prescott - equity premium puzzle. 

5. Characteristics of a good model. 

---------------------------------------------------------------------------------------------------------------- 

 

Actuarial Perspective 

We want to examine the question when will past models work again in the future.  As a 

professional, you cannot hide behind poor assumptions.  There are two widely held views in 

the actuarial profession.   Over a period long enough to nullify the effect of volatility 

1. share prices will keep pace with inflation (the return of shares will at least match 

inflation). [As evidence of this view, many pension funds in UK and defined benefit 

funds in Australia hold a lot of shares] 

2. the total return from investing in shares will exceed the total return from investing in 

bonds by a worthwhile margin (equity-premium). 

Although these views were true over the 20th Century, will they hold in the 21st century.  We 

can broaden the question: when can we rely on historical relationships we observe and test it 

statistically to apply in out of sample periods (such as the future). 

Ans: We can rely on relationships such as stocks doing better than bonds in the long term if 

we know why they have done better in the past and we have good reason to believe that this 

why will continue to be valid.  The "Why" establishes a causal link.  Some think it is 

impossible to have a debate about stock prices > bonds in future without Laws and 

regularities. 

 

 

Causation is more reliable than correlation 

Eg. Correlation: Equities have been superior to bonds based on past historical record.  This 

statement by itself indicates a regularity rather than a law of nature (rely on correlation rather 

than causation). 

 

Eg. Casual: The superiority is due to investor behaviour (risk averse investor behaviour).  If 

this is established by showing 

1. portfolio investors are risk averse 

2. shares are more risky than bonds 

3. there is a link between risk and return 

and investor behaviour continues, this becomes a casual law.   

 

1. Law of nature Vs Regularities (Causation Vs Correlation) 
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Law of nature: a phenomenon or tendency that is always present because it is the way the 

world works or it is built into product design. 

 

Regularity: an event that happens regularly and we associate it with something else that 

happens at the same time. 

 

With regularity, we can observe the phenomenon and test them statistically but we have not 

established the cause. 

 

Eg of Regularities 

1. The hemline theory: stock market peaks and troughs linked to women's skirts.  It 

is a regularity and is invalidated by subsequent events. 

2. Thunderstorms in Northern Territory.  After thunderstorms, hailstone on ground, 

see worms.  A regularity as causality is quickly invalidated by experiment. 

 

 
The discriminator between regularities and law is causation.   

 

Laws as characterisations of powers or dispositions 

 The material world is active and things happen because they possess the capacity, 

power, disposition or tendency to act or behave in the way they do.  Entities need to 

be characterised in terms of their potential -  power or disposition.  Laws of nature is 

then defined as characterising those power or dispositions. 

 Events are caused through the action of particulars that posses the power to act as 

causes. 

 

Advantage 

Law of Nature 

Causation 

Relied upon in future 

[if we know why something happens and the why is 

systemaic - built into the way the world works, then 

we can rely on a causal law to apply in an outer 

sample period such as the future.] 

Historical regularity 

Correlation 

Future occurence questionable 

[relationship based entirely on fitting distributions to 

historical data sets are unrealiable predictors of the 

future.] 
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 As several dispositions may be acting in conjunction in complex ways, we cannot 

expect laws to describe sequences of happenings in the world. 

 

2. Duhen - Quine Thesis 

All statistical tests involve underlying assumptions (eg. normality or variable) so the results 

of a statistical test are testing the underlying assumption of the test as well as the hypothesis. 

 

3. Kuhn's paradigms 

Paradigm: consists of the discoveries, the general theoretical laws and assumptions, and 

techniques for their application that are accepted by a scientific community. 

 Scientific progress is not incremental through the accumulation of new discoveries.  

Instead, science often progresses in major leaps from one paradigm to another. 

 A scientific community is defined by its paradigms. 

 Once a scientific community coalescence around a paradigm, it becomes entrenched 

until such time a paradigm fails and ceases to be accepted by a scientific community.  

counter examples are dismissed as anomalies rather than demonstrations the paradigm 

is invalid.  Eg. Until someone comes up with a better idea, equity risk premium will 

still be used. 

 Failure to explain anomalies within a paradigm is regarded as the failure, 

incompetence of the researcher rather than evidence the theory is false.  Eg. Dismiss 

Warren Buffet's amazing record as a random event. 

 Scientists must be uncritical of the paradigm in which they work so they are able to 

concentrate their efforts on the detailed articulation of the paradigm and to perform 

the esoteric work necessary to probe nature in depth. 

 

4. Kuhn's exemplars 

 Exemplars are concrete problems solving solutions that students encounter from the 

start of their scientific education - whether in examination or at the end of chapter of a 

science text.  Moreover, problem solving solutions found in the periodic literature that 

scientists encounter in their post-graduate research careers which show them by 

example how their job is to be done 

 It is the persistent use of these assumptions that brainwashes people into believing or 

at least behaving as if the assumptions are true.  Eg. using iid log returns, arbitrage 

free markets may lead you to believe this actually occurs. 

 

The Equity premium puzzle 

 Mehra and Prescott (1985) said that the risk averse behaviour could not explain the 

order of magnitude of the observed equity premium. 


