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Limitations of CAPM

What is CAPM

Capital Asset Pricing Model (CAPM)& Al Securities Market Line (SML)

E(R)

Undervalued stocks

Bl O i

R; = R¢ + B; *x (Ry, — Ry)

Overvalued stocks

0 1 B
Systematic risk

« Asset-pricing 23 — FAIO| 0|2 MHIINEE =AU E)E EEollF= SA0[Ct

« CAPM =2|2| sH4l: 2= Apbo| k(=2 &)= 1 Xt

« Beta: A|YCHH| HEZG0] Ciot =X| (A|H2| betae 1, O|If 4] A2| beta?} 2T F717} A|HO| X0 = FE2o| 2H|EHF S22 )
« CAPM 342 =3} — Securities Market Line (SML)

o
1=
« CAPM2| 72382 B2l w=d0 7|t= =Lt

Source: YIG

YIG Quant 4



Limitations of CAPM
Limitations in

1A 1B 2 3 4 5 6 7 8 9 10A 10B
Panel A: Portfolios Formed on Size

Return 1.64 1.16 1.29 1.24 1.25 1.29 ) i 1.07 1.10 0.95 0.88 0.90
B 1.44 1.44 1.39 1.34 1.33 1.24 1.22 1.16 1.08 1.02 0.95 0.90
In(ME) 1.98 3.18 3.63 4.10 4.50 4.89 5.30 0.(3 6.24 6.82 7.39 8.44
In(BE /ME) -0.01 -021 -0.23 -026 -0.32 -036 -0.36 —-044 -040 -042 -051 -0.65
In(A/ME) 0.73 0.50 0.46 0.43 0.37 0.32 0.32 0.24 0.29 0.27 0.17 -0.03
In(A/BE) 0.75 0.71 0.69 0.69 0.68 0.67 0.68 0.67 0.69 0.70 0.68 0.62
E/P dummy 0.26 0.14 0.11 0.09 0.06 0.04 0.04 0.03 0.03 0.02 0.02 0.01
E(+)/P 0.09 0.10 0.10 0.10 0.10 0.10 0.10 0.10 0.10 0.10 0.09 0.09
Firms 772 189 236 170 144 140 128 125 119 114 60 64

EZEZZQE MOIZAB) 7ELE HEHSHH betall =AU EL| Lo| AAAHE <olg = UL} — CAPM X|X|?

SHX|2E AFO| =2} beta?t & &t2tA| 7t O| 0] ZXH STt (small — high beta)

L, A US| YSIAIH “Ato| =2} H-FE HEL" 7t = E 1 A2 G 0| QALK

Source: Fama, Eugene F.,

and Kenneth R. French.

“The Cross—Section of Expected Stock Returns

"y YIG
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Limitations of CAPM

Limitations in

AFO| =2} B 7| & d E(two-pass sort) 2 2H2Ie &~ QU= Bt = E 2| O|H|k AzHEHA|

All Low-3 B-2 B-3 B-4 B-5 3-6 B-7 3-8 £-9 High-3
Panel A: Average Monthly Returns (in Percent)

All 1.25 1.34 1.29 1.36 1.31 1.33 1.28 1.24 1.:21 1.25 1.14
Small-ME 1.92 1574 1.57 1.79 1.61 1.50 1.50 1.37 1.63 1.50 1.42
ME-2 1.29 1.25 1.42 1.36 1.39 1.65 1.61 1.37 1.31 1.34 1.11
ME-3 1.24 1.12 1.31 1.17 1.70 1.29 1.10 1.31 1.36 1.26 0.76
ME-4 1.25 1.27 1.13 1.54 1.06 1.34 1.06 1.41 1.17 1.35 0.98
ME-5 1.29 1.34 1.42 1.39 1.48 1.42 1.18 1.13 1.27 1.18 1.08
ME-6 147 1.08 1.53 1:24 115 1.20 1.21 1.18 1.04 1.07 1.02
ME-7 1.07 0.95 1.21 1.26 1.09 1.18 1.11 1.24 0.62 1.32 0.76
ME-8 1.10 1.09 1.05 1.37 1.20 1.27 0.98 1.18 1.02 1.01 0.94
ME-9 0.95 0.98 0.88 1.02 1.14 1.07 1.23 0.94 0.82 0.88 0.59
Large-ME 0.89 1.01 0.93 1.10 0.94 0.93 0.89 1.03 0.71 0.74 0.56

JEA S EOIX| =Lt

TSI (A0 =2t S /M Q) pof o2t d
5 |1E2 28¢ = 8ICt > CAPM tet

, “Ato| =gt SR HQl H|Ep T2 2 = 49

=1 -

Source: Fama, Eugene F., and Kenneth R. French. “The Cross-Section of Expected Stock Returns.”, YIG
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Limitations of CAPM

Limitations in

4l 2 7} (AHO| =8} £

L
b
e

% 01) 3| AHZHEHH| = CAPMO| O =38t A £ Ct &M “flat’S|Ct

Average Annualized Monthly Return versus Beta for Value Weight Portfolios
Formed on Prior Beta, 1928-2003

18 -
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= 144
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©
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=
5 Average returns
& 8- predicted by the
3] 1
T CAPM
o
¥
< 2

6 T T T T T T 1
0.5 0.7 0.9 1.1 13 1.5 1 7 1.9

Beta

Source: Fama, Eugene F., and Kenneth R. French. “The Capital Asset Pricing Model: Theory and Evidence.”, YIG
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Fama-French Three-Factor Model
Introduction to Theory

Size (AIZ) - Banz (1981)

BE/ME (PBR2| EFLH) - Stratman (1980)

E/P (PERS| HILH) - Basu (1977)

Leverage (Debt-equity ratio) - Bhandari (1988)

Source: Fama, Eugene F., and Kenneth R. French. “The Cross-Section of Expected Stock Returns.”, YIG
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Fama—-French Three-Factor Model

Introduction to Theory

Eugene Fama, Kenneth French Three-Factor Model & 2!

R(t) — R;(t) = a + b[Ry(t) — R;(t)] + sSMB(T) + hHML(t) + e(t)

« R-REEY ZEEZ|Q9 X4 E

10

«  Rm-Rf: A|ZF X1

. SMB: CH&ZE | A% Za|0|Y (Abo|= TE)

«  HML: D¥F3F OijH| MY F3F =2[0[A (BE/ME HH)
«  1992-3F F T mpOpet AU A ZRIX|7F FA = FS BSH| o e A 22

o 37FX| TH: 1) A%

A X1 2| 8§, 2) AlO| = =E, 3)
. 2013 - AxetMs

B
2 AFSH(RFAL ZHZOf CHSE ASH 2M)

Source: Carbon Financial, YIG
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Fama—-French Three-Factor Model

Introduction to Theory

Al EH2 Size, BE/ME, EP, Leverage HEHE 2% 17

E/P
8 In(ME) In(BE/ME)  In(A/ME)  In(A/BE)  Dummy  E(+)/P
Jlgr(FABA By —— - —
(0.46)
/ —0.15
t-stat (—2.58)
(HrhzZtol 24 7127|7} |olo)) 0w oan
(-1.21) (—3.41)
0.50
b.71)
0.50 -0.57
(5.69) (—5.34)
0.57 4.72
beta?} sizeOll CHet (2.28) 4.57)
multivariate regression _0.11 0.35
(—1.99) (4.44)
-0.11 0.35 -0.50
(—2.06) (4.32) (—4.56)
-0.16 0.06 2.99
(—3.06) (0.38) (3.04)
-0.13 0.33 -0.14 0.87
(—2.47) (4.46) (—0.90) (1.23)
-0.13 0.32 —-0.46 -0.08 1.15
(—2.47) (4.28) (—4.45) (—0.56) (1.57)
Source: Fama, Eugene F., and Kenneth R. French. “The Cross-Section of Expected Stock Returns.”, YIG
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Fama—-French Three-Factor Model

Introduction to Theory

Size HE|
E/P
¢ In(ME) In(BE/ME) In(A/ME) In(A/BE) Dummy E(+)/P
0.15
(0.46)
-0.15
(—-2.58)
-0.37 -0.17
(-1.21) (—3.41)
0.50
b.71)
0.50 —-0.57
(5.69) (—5.34)
0.57 4.72
(2.28) (4.57)
-0.11 0.35
(-1.99) (4.44)
-0.11 0.35 -0.50
(—2.06) (4.32) (—4.56)
-0.16 0.06 2.99
(—3.06) (0.38) (3.04)
-0.13 0.33 -0.14 0.87
(—2.47) (4.46) (—0.90) (1.23)
-0.13 0.32 —-0.46 —-0.08 1.15
(—2.47) (4.28) (—4.45) (—0.56) (1.57)
Source: Fama, Eugene F., and Kenneth R. French. “The Cross-Section of Expected Stock Returns.”, YIG
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Fama—-French Three-Factor Model

Introduction to Theory

BE/ME T E{

E/P
I¢] In(ME) In(BE/ME) In(A/ME) In(A/BE) Dummy E(+)/P
0.15
(0.46)
-0.15
(—2.58)
-0.37 -0.17
(-1.21) (—3.41)
0.50
b.71)
0.50 —-0.57
(5.69) (—-5.34)
InUUE) datd 3 0.57 4.72
. r —& A .
Whon wik [n(6E/m 2.28)  (4.57)
-0. 0.35
(-1.99) (4.44)
-0.11 > wgh A-shat 035 -0.50
—-2.06 4.32 —4.56
(=2l s teime 39 S
-0.16 Hou¥ mg‘ﬂ‘“ 0.06 2.99
(—3.06) fire Rl (0.38) (3.04)
-0.13 0.33 -0.14 0.87
(—2.47) (4.46) (—0.90) (1.23)
-0.13 0.32 —-0.46 —-0.08 1.15
(—2.47) (4.28) (—4.45) (—0.56) (1.57)
Source: Fama, Eugene F., and Kenneth R. French. “The Cross-Section of Expected Stock Returns.”, YIG

YIG Quant 13




Fama—-French Three-Factor Model

Introduction to Theory

Leverage ™ E

E/P
I¢] In(ME) In(BE/ME) = In(A/ME) — In(A/BE) Dummy E(+)/P
0.15
(0.46)
-0.15
(-2.58) y=ax*In(A/MFE) —axin(A/BE)
~0.37 -0.17 y = a[in(A/ME) — In(A/BE)|
(-1.21)  (-34D oggos e SC\SV\J y = a[in(BE/ME)|
0.50
(5.71) "N
0.50 —-0.57
\ (5.69) (—5.34)
.~ om— 0.57 4.72
. (2.28) 4.57)
-0.11 0.35 avs. Vas.
(-1.99) (4.44)
-0.11 0.35 -0.50
(—2.06) (4.32) (—4.56)
-0.16 0.06 2.99
(—3.06) (0.38) (3.04)
-0.13 0.33 -0.14 0.87
(—2.47) (4.46) (—0.90) (1.23)
-0.13 0.32 —-0.46 -0.08 1.15
(—2.47) (4.28) (—4.45) (—0.56) (1.57)
Source: Fama, Eugene F., and Kenneth R. French. “The Cross-Section of Expected Stock Returns.”, YIG
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Fama—-French Three-Factor Model

Introduction to Theory

E/P T E]
E/P
¢ In(ME) In(BE/ME) In(A/ME) In(A/BE) Dummy E(+)/P
0.15
(0.46)
-0.15
(—2.58)
-0.37 -0.17
(-1.21) (—3.41)
0.50
b.71)
0.50 —-0.57
(5.69) (—5.34)
0.57 4.72
(2.28) (4.57)
-0.11 0.35
(-1.99) (4.44)
whon reacessed
—011 035 —050 w] ciu,
(—2.06) (4.32) (—4.56) rchk killed
-0.16 0.06 2.99
(—3.06) regresed i siz (0.38) (3.04)
~0.13 0.33 and QEIME - ~0.14 0.87
- dummy billed
(—2.47) (4.46) e fp due v 5 (=0.90) (1.23)
-0.13 0.32 —-0.46 ey gy
(—2.47) (4.28) (—4.45) (—0.56) (1.57)
Source: Fama, Eugene F., and Kenneth R. French. “The Cross-Section of Expected Stock Returns.”, YIG
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Fama—-French Three-Factor Model

Introduction to Theory

Summary

- Beta AtM| 202 = &E2 A 5= ULt
+ Leverage WE = BE/ME HE{9| &0 S4-=ICt
- E/P WE= ALO| =2} BE/ME HE{ 0| S==EIC}

« FAO| =0lE2 AIO|= BE/ME HE O] ofsi MHE 4= UL}

Source: Fama, Eugene F., and Kenneth R. French. “The Cross-Section of Expected Stock Returns.”, YIG

YIG Quant 16




Fama—-French Three-Factor Model

Introduction to Theory

Summary
‘O)llvivvf., AW -
Book-to-Market Portfolios "4
All Low 2 3 4 5 6 7 8 9 High

All 1.23 064 098 106 117 124 126 1.39 140 150 1.63
Small-ME  1.47 070 1.14 120 143 156 151 170 1.71 1.82 1.92
ME-2 1.22 043 105 096 1.19 133 119 158 128 143 1.79
ME-3 1.22 056 088 123 095 136 130 130 140 154 1.60
ME-4 } 1.19 039 072 106 136 1.13 121 134 159 1.51 147
ME-5 ¢ 1.24 0.88 065 108 147 113 143 144 126 152 149
ME-6 . 1.15 070 098 114 123 094 127 119 119 124 1.50
ME-7 ? 1.07 095 1.00 099 083 099 1.13 0.99 1.16 1.10 1.47
ME-8 1.08 0.66 113 091 095 099 101 1.15 105 1.29 1.55
ME-9 Vv 0.9 044 089 092 100 105 093 082 1.11 1.04 1.22
Large-ME 0.89 093 088 084 071 079 083 081 096 097 1.18
controlling for size, book-to-market equity captures strong variation in aver-
age returns, and controlling for book-to-market equity leaves a size effect in
average returns.

Source: Fama, Eugene F., and Kenneth R. French. “The Cross-Section of Expected Stock Returns.”, YIG
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Fama—-French Three-Factor Model

Introduction to Theory

Model Equation

H(t) If,[f) a+ bl Kalt) Hot) + aSMB(T) + hHMLI(t elt

« AIO|= WEE SMBZ E¥ > “Small Minus Big” 3 CHH| A¥F =2|0|

_n_

« 7|27 sEQHBHRE 5| £ ZEZER A E0 AHO|= HE{ 7t HOtLt Bt E[=X]| 22l ("Small” ZEEH s7t 74A SMB Z2[0| Y F0| Bt )
« BE/ME(Z¥3)HEZE HMLE E3 > “High Minus Low” 1 83 [{H| ¥ FF =2|0|Y
« I8 hEYHEMCZ TE ENY ZTEZD|Q $AS0| WE WE I} O} HHH | =X| 20l (“High value” ZE > 1BE/MEH h7F 74 HML

a

Source: Fama, Eugene F., and Kenneth R. French. “The Cross-Section of Expected Stock Returns.”, YIG

YIG Quant 18




Application in Korean Equity Market



Application in Korean Equity Market
Implementation Setup

. MyuHs ay
o S4us 47 o Ry Mg ZEE2|Q 48
o R:EX ZEZ2|Q0o|20l2 = KOSPI, KOSDAQ %22 7}=58 7
o Ry BRI842I8(0/x}8) » Y2 KOSPI, KOSDAQQ| EH40ES MY U A5 HIZR I5TR
. Oj% A 7|Ze| CD 912E 22 o Ry — Ry: A& EEE2|Q0| £1140/8 (FET4IE HE)

- CHEIZS CfH] A8Z Za|0|Y (AJO]|X HHE
« CD32 gt 944 62 OJF JI2IS B2 A8 B SMBSSG HHl e SR = SR

CEX ZEZg|Q0 AO|Z (ZEAH{A = FN:
o f j CERen R e o FMAF HMBESS MO|X 7|F 50:5022 LH=0{ S(Small)2t B(Big) 1822 7&
RSN EEERS U pEMER o) o FAAE FMEZ22 BE/ME 7|Z 30:40:3022 LE=0f L(Low), M(Middle), H(High) 12
= FHM: =i
o Of tH 6% 20| ZEZZ|Q 2|HWH A e 2x3=67i2| SL, SM, SH, BL, BM, BH ZEZ2|2 &4
o MO|X(AIE) £Xl=td 68 L X| = Ofmf:

e Dataguide2| 3 Factor Model QIHAF & Size & Book Value (2x3) QIHA x| AIS
= 2x3 ZEZ2Z|Q0|A (SL+SM+SH)/3 - (BL+BM+BH)/3 2 A4t 22l &
o HML: 13 chH| X833 Z2|0|Q (BE/ME HE])
= 2x3 ZEE2Z|Q0|A (SH+BH)/2 - (SL+BL)/2 & 7| itst £0lE
o b: Rm-Rf d¥s0| 7|87

o s: SMB A0 7|27|

* BE/ME #Xl= t-13 & Blt= 24 MEHEL| &AHE t-19 128 2 AIZS Lt

Hr
)
jo
>
ol

-

M AO|= H4=2 KOSPI B5 7|&E 20%X% 57l IE2= 1=
2. KOSPI, KOSDAQ &S sigtl= AMo|= JE0 &

3. Zt AO|= & W0l BE/ME E2 57l IELZ MEst
4

Z 25719 ZEE2|R Y

° E:ﬁag I gzljx PIAQ.
| SY7IE YA A o h: HML Maso| 7|27
= OfOf: o q:HH
e DataGuide®| 3 Factor Model QI|AF & Size & Book Value (5x5) QIHA X ALE o e: residual (error term)
o 9l 3|7EMol Myo| 22 AR LIQH (R? 20| £0H) T4l 4905 #sI7t 37kx| HE{0| ofs &
SBEICH: £ > 9 3 W7} F4l0| 20|52 BBt
Source: H&3. “3 HE 2RO =AY 24 (2H).”, YIG
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Application in Korean Equity Market

Implementation: Excel
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