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Foreword: "Economic Foundations of 
Capital Market Returns" 

We have all heard the famous observation that if you were to lay all the economists 
in the world end to end, they still would not reach a conclusion. Or perhaps you know 
the story about the engineer and the economist who were stranded on a desert island. 
%%en a box of canned goods washed ashore, the engineer immediately set about 
finding a practical way to get to the much-needed sustenance. The economist, 
however, took a different approach: "It's simple," he said. "Let's assume a can opener!" 
Or, surely, you have heard about the economist and the trader who go for a stroll and 
see $20 lying on the ground. The economist walks right past the bill, knowing that 
because markets are efficient, the bill could not really be there, but the trader stops 
to pick it up and enjoys a free lunch. 

As these stories (and many others I was subjected to during my eight years 
studying economics) indicate, the profession is not without its detractors. Although 
perhaps not in the same class as lawyers as the target for jokes, economists are 
nevertheless routinely regarded as being impractical, arcane, and overly verbose. Still, 
the economics profession appears to be here to stay and, with it, an of us purveyors 
of the "dismal science." Consequently, we must assume-there's that word again- 
that economists truly do offer something of substantial value to financial markets, 
even though the nature of those contributions is not always clear. 

So, what does a modern financial analyst really need to know about economic 
theory? That question is exactly what Brian Singer and Kevin Terhaar attempt to 
answer in tJis monograph. Happily, they succeed in providing at least a partial answer. 
That statement is not damning them with faint praise, for in a discipline as vast and 
treacherous as this one, even a little progress is notable. In particular, as the 
monograph's title implies, they focus their efforts on developing the conceptual 
foundations for how security returns should be determined, evaluated, and forecast. 
Although not everything that an analyst needs to know, this material is unquestionably 
a vital part of the tool kit for anyone studying security markets and financial 
instruments for a living. 

The authors chose to divide their work into two chapters-containing theoretical 
and empirical analyses, respectively-but I suspect the reader might wish to consume 
it in smaller doses, and the monograph is written in a manner that allows for such 
subdivision. From the outset, Singer and Terhaar do a wonderful job of breaking down 
the economic sources of capital market returns. Starting with the real (i.e., inflation- 
adjusted) risk-free rate as the base for all other security returns, they patiently guide 
the reader through the often Byzantine and confusing world of marginal rates of 
consumption substitution, utility functions, and production-possibility frontiers. They 
then explain the economic underpinnings of both inflation and risk premiums, tying 
together in the process such diverse tools as the quantity theory of money and the 
dividend discount model. 

Singer and Terhaar next turn their attention to the way an efficient capital market 
distributes returns across assets of various risk levels, an endeavor that naturally leads 
them into a discussion of the celebrated capital asset pricing model ( C N M ) .  This 
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discussion is notable in that it views the determination of equilibrium return 
expectations in a multicurrency framework, an extension that is missed in most 
traditional treatments of the CAPM. Beyond this fact, I suspect that the reader will 
find this discussion valuable for the way it is integrated into the preceding, 
foundational developments. The authors conclude with an empirical examination of 
long-term historical returns throughout the world. This material, most of which 
comments directly on the theoretical concepts already described, provides a satisfying 
conclusion to the research. 

Rather than writing their own version of a microeconomic textbook, Singer and 
Terhaar have taken a fresher and more satisPying approach. Most importantly, 
although quite well trained theoretically, they are themselves analysts and so bring 
the sensibility of the end user to the subject. The result is a highly readable (if not 
always simple) explanation of how and why security markets function. Readers who 
have endured some of this material before-usually under the threat of a 
comprehensive final examination-will be pleasantly surprised at how accessible it 
has bec~me in the ensuing years. First-time readers will have much here to explore 
and ponder. Whichever group you may belong to, the Research Foundation is pleased 
to bring this work to your attention. 

Keith C. Brown, CFA 
Research Director 

The Research Fomdation ofthe 
Institute of Ckzadered Fizazcial Analysts 

OThe Research Foundation of the ICFA 
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Introduction 

Harry M. Markowitz, Merton H. Miller, and William F. Sharpe earned the 1990 Nobel 
Prize in Economic Sciences for their contributions to the field of finance. Although 
their work has had a dramatic impact on the profession and this award has garnered 
new respect for the field of financial economics, many asset managers fail to draw 
adequately upon the economic foundations of capital markets. 

The world is rife with "forecasts" of capital market returns. Some of these 
forecasts prove to be timely and accurate; others are incorrect. Regardless of efficacy, 
the ovenvhelmi~~g majority of these forecasts tend to be without sufficient support. 
Forecasts based on historical analysis, either as technical analysis or "fimdarnental" 
ratio analysis, stand om no firmer ground than the observation that "this is the way 
things have always been." Although this type of analysis is useful and often necessary, 
it is not sufficient. 

The equity and bond market return forecasts of any of the global brokerage and 
investment management firms appear to be based on coherent and considered 
analysis. Aggregated, however, these forecasts would probably not be internally 
consistent. In many instances, inconsistencies would arise from segregated bottom- 
up analyses of individual assets and individual markets. Even among top-down firms, 
however, the division of analysis of global equity, bond, and alternative asset classes 
is likely to result in inconsistent capital market expectations. The failure of these 
forecasts to reflect an acceptable level of "macroconsistency" when viewed in the 
aggregate rather than in isolation reveals the failure of analysts to draw upon a 
consistent base of economic analysis. 

The objective of this monograph is to develop a process for forecasting long-term 
returns based on a firm economic foundation. We will look not only at what returns 
are available to the providers of financial capital but also at how these returns are 
generated among the myriad assets. 

Chapter 1 lays the theoretical groundwork for subsequent empirical analysis of 
long-term capital market returns. Both the theoretical and the empirical explications 
are addressed in two distinct parts: the economic foundation of longterm returns, and 
the apportionment of these returns based on an economically sound asset-pricing 
model. 

The theoretical discl~ssion is designed to provide a foundation for assessing the 
consistency of aggregate capital market forecasts and, more importantly, a framework 
for making consistent forecasts. The monograph addresses a broad range of 
theoretical issues, so the development of each is limited in range. Our intention is not, 
for example, to review the various theoretical inflation processes, which are well 
documented in academic literature. Rather, our aim is to tie these theoretical concepts 
into a cohesive whole that applies to capital market valuation. 

The process for determining the magnitude of return that is available to the 
aggregate capital market focuses on that market in inuch the same manner as one would 
focus on an individual company. This "company" happens to be a global conglomerate 
that o m s  the real and financial assets that constitute the global capital market. 

OThe Research Foundation of the ICFA 1 



Economic Foundations of Capital Market Returns 

The capital asset pricing model (CAPM) provides the framework for apportioning 
the aggregate capital market return among financial assets. We restate the model and 
review some of its primary implications. The unique nature of global capital markets 
dictates the discussion of CAPM assumptions. In the final theoretical section, we 
address exchange rates, inflation, the risk-free rate, and cash returns. These variables 
are important determinants of returns to global portfolios. 

Chapter 2 applies the principles laid out in Chapter 1 to forecasting long-term 
capital market returns. The primary empirical section demonstrates the forecasting 
process by melding economic and asset-pricing considerations into actual long-term 
return forecasts. As the definition of the market changes to accommodate observed 
market segmentation, the theoretical framework is used to provide multiple long-term 
return forecasts. Selection of the operable forecast among the alternatives involves 
an assessment of the future integration of capital markets. 

Our concern is not with business cycle fluctuations and the associated short-term 
variability of capital market returns. Rather, our analysis extends across business 
cycles to the global economy's long-term return-generating potential and the 
commensurate long-term (or "equilibrium") asset returns. 

@The Research Foundation of the ICFA 



Theoretical Examinatiom of Capital Market Returm 

1. Theoretical Examination of 
Capital Market Returns 

This chapter presents a model of the aggregate return to capital markets. As with 
other market returns, the aggregate return to capital markets has three components: 
the economic basis for the real risk-free rate, the inflation premium, and the aggregate 
global risk premium. 

Weal Risk-Free Rate 
The real risk-free rate is compensation for forgoing current consunlption for certain 
future cons~mption.~ The term "risk-free," by definition, implies the absence s f  
uncertainty in the amount of future consumption. In a free economy, the risk-free rate 
of interest equilibrates the productivity of the economy and society's time preference 
for consumption. The former involves what the economy makes available; it specifies 
an opportunity set. The latter involves individual and aggregate choices regarding the 
use of that opportunity set. 

The risk-free rate is the compensation received for parting with capital in 
anticipation of the certain receipt of a future consumption flow. Our willingness to part 
with capital depends on our time preferences for consumption and the productivity of 
the capital we supply. If we prefer to consume now, we will be reluctant to supply 
capital. If we prefer to consume in the future, then we will be willing to defer 
consumption and supply capital now in order to increase our future consumption. The 
more productive our capital, the more our future consumption increases for each unit 
of forgone current consumption. 

Productivity. The opportunity set can be viewed as the economically feasible 
trade-off between the limited opportunity for current consumption and the also limited 
opportunity for future consumption. The economy makes available alternative 
combinations of current and future consumption. Point A on Figure 1 indicates an 
economy directed solely toward the production of goods for current consumption. At 
the other end of the spectrum, at Point B, is an economy that completely forgoes the 
production of goods for current consumption and focuses on producing goods for 
future consumption. 

Any point on or below the curve connecting Points A and B is feasible for this 
economy. Any amount of current consumption can be postponed and, depending on 
the productivity of the economy, converted into future consumption. Points inside the 
line are feasible but represent production at lower levels than the economy is capable 
of providing. An economy operating at its potential will be on the curved line between 
Points A and B, the production-possibility frontier. 

"Current consumption9' connotes the tangible things that society consumes now. 
Office supplies and food are examples of such goods. These goods are often referred 

IThe phrase "future consumption" will be used interchangeably with "certain future consumption." 
The certain aspect of consumption is implied. 

O n e  Research Foundation of the ICFA 






















































































































	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



