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2006 CFA Level | Study and Examination Program Textbooks:
2006 Level I Program Curriculum, $395.00

Self-contained volumes that offer everything you need for your study program.
Includes all required materials, learning outcome statements, and solutions. (CFA

Institute)

Preliminary Readings (Not Required)$152.00

Economics: Private and Public Choice, 10th ed., $80.00

Financial Accounting, 8th ed., $72.00

2006 CFA Level | Study Guide Outline

2006 Examination Guideline Topic Area Weights

Topic IS{:;:;i}; Level I Level 11 Level III
S::ril?alrzr;d Professional 10% 15% 10% 10%
Investment Tools:

* Economics*

* Quantitative Analysis

* Financial Statement 0-10 0-10
Analysis** 101020 101228 25-35 00-100
Asset Valuation*** 35 30 35-45 30-40
Portfolio Management*** 15 5 5-15 40-60
TOTAL 100% 100% 100% 100%

*Economics is part of Portfolio Management at Level III.

**Corporate Finance is part of Financial Statement Analysis at Level I and Level II.

***Derivatives is a part of Asset Valuation at Level I and Level II and Portfolio Management at

Level III.
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Dates Regarding the June 2006 CFA Examination
15 July 2005 Study Guides available
15 July 2005 Textbooks available for purchase from book distributor

15 September 2005 Initial deadline for new registrations and enrolments to be
received by CFA Institute

November 2005 Past years' constructed response essay examination questions and
guideline answers for Level III available from book distributor

February 2006 Online sample examinations available for a fee from the CFA
Institute website

15 February 2006 Second deadline for new registrations and enrolments to be
received by CFA Institute

15 March 2006 Final deadline for new registrations and enrolments to be received
by CFA Institute

20 March 2006 Final deadline for special test center requests, disability
accommodation requests and requests for religious alternative dates to be received by
CFA Institute

3 April 2006 All test center change requests must be received by CFA Institute
Late April 2006 Examination Admission tickets available online

3 June 2006 Examination Day

4 June 2006 Examination Day in Eastern Asia and Oceania

June - July 2006  Examination papers graded

Late July 2006 Examination results available online for Level I and II candidates
Mid-August Examination results available online for Level III candidates
September 2006  CFA Charter Holders announced for year 2006

Note: Fee schedules including registration deadlines can be found on the CFA
Institute website at www.cfainstitute.org/cfaprogram/feeschedule.html
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Preface

The purpose of this CFA Candidate’s Guide is to give you the information and practice required
to pass the CFA Level I exam. It is the first in a series of three exams, in addition to industry
experience, needed to obtain the CFA designation. Once you have passed the CFA Level I
exam, you are considered to have mastered the basics and the general breadth, but not the
depth, of the information necessary to function as an analyst in today’s global economy.

The Candidate’s Guide Tutorials provides two main sections for each Study Session:

1. Book / eBook CFA Curriculum, including Concept Checks

2. Self Help and Interactive Exam Study Aids

You begin your studies with the CFA Curriculum on Page 1. Continue your studies page-by-
page; the learning outcome statements (LOS) have been re-ordered, where necessary, to make
learning more intuitive than in the CFA Institute’s Study Guide. Our concise writing style
minimizes learning time, and there are numerous Examples to help you master every LOS.
Study Guide command words are boldface in the LOS title; the examiners expect that your
knowledge reflects the command word.

It is suggested that you first read the 18 Study Sessions, which cover all 79 Learning Outcome
Statements and their associated CFA Assigned Readings. Then download the accompanying
test engine with 1250+ questions to help you identify your strengths and weaknesses so you
will know where best to allocate your future study time. Each Study Session question
database consists of 70+ multiple choice questions with a level of difficulty and design
similar to those on the CFA examination itself.

Your comments are welcome at anytime at support@financialexams.com :

Publishing high-quality learning tools is our business, but errors can slip through. If you think
you have found one, please use the Error Reporting Form at www.financialexams.com or
www.cfaexams.com. Errors with their corrections will be posted on our website. We will
send an e-mail message to you whenever new corrections are posted.

Practice Questions and Answers

After reviewing more intensely the Learning Outcome Statements, use the FinancialExams
Quizzer testing engine to solidify what you have learned and to prepare you for rigors of
taking and passing the exam.

In the early 1990's we pioneered computer certification test engines for the IT industry, which
were later incorporated into the exam prep manuals of major computer book publishers such
as McGraw-Hill and Wiley. We also developed the adaptive testing software now used in
preparing for the GMAT, LSAT and other exams. We have taken that same proven, user-
friendly software and applied it to helping you practice, practice, practice to pass the CFA
exam your first time.

Our Practice Exams are designed to save you precious time by quickly identifying your weakest
knowledge areas so you can allocate your available study time to getting those areas up to a
passing level.

Our Simulated Exams —lasting the same number of hours and including the same number of
questions as the real CFA exam —are designed to give you the confidence and endurance for
the real thing.
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The FinancialExams Quizzer generates randomized practice exams and simulated exams drawn
from a database of 1250+ questions. It offers you four helpful testing formats:

1) Adaptive Exams generates 44-55 questions in 1-hour sessions to help you identify your
strengths and weaknesses in each exam category. You save hours by then focusing your
available study time on bringing your weakest knowledge areas up to a passing level.

We recommend that you start by taking three adaptive exams, which include questions from all
exam categories and different levels of difficulty. Our software keeps track of how you
perform and develops a Historical Analysis, which visually shows you exactly how you are
scoring in each exam category. When you reach a passing level in a particular topic or LOS,
then you can allocate your study time to those areas you need to strengthen. The Historical
Analysis keeps track of all of your practice tests and lets you see your progress on a day-by-
day basis. It offers visual proof throughout your study process that you are retaining what
you are learning.

2) Study Sessions help strengthen your weakest knowledge areas by generating up to 250
questions per exam category until you can answer each correctly. We go beyond simple
answers by giving you thorough explanations that are linked to a page number reference to
the relevant CFA Institute assigned reading and to specific chapters in an accompanying
eBook study manual. We help you develop a complete understanding of why an answer is
correct. We also help you solve all of the questions pertaining to mathematical formulas by
walking you through them step by step. By focusing primarily on your rough spots, we
guarantee to get you certified fast— guaranteed or get money back on your purchase.

3) Simulated Exams are timed 6-hour exams with a 1.5-hour break and comprised of 240
questions about all of the exam categories —just like the real CFA exam. As you finish each
automatically ending exam, the software displays for comparison your score in each category
and the passing score required by CFA. You may review each question that you answered
incorrectly, display the correct answer, identify a learning resource, link to a specific chapter
in an accompanying eBook for further explanation. Note: You can limit your time to 3 hours
if you wish and get a Mock Exam of 120 questions.

Our simulated exams are designed to look and feel just like the real CFA exam. You have the
same number of questions from the same exam categories that you will cover on the real
exam. Each question is timed, with a clock ticking in the corner of your monitor, putting
pressure on you just like the real exam. After each exam, you can monitor your performance
by comparing your score to the required CFA exam passing score. You can then check your
Historical Analysis to see exactly where you might need to go back and spend more time on a
specific exam category.

The software continuously randomizes all questions so you will never take the same exam twice.
Our software also automatically tosses out questions that you have answered correctly, and
continues to feed you the types of questions your have missed until you get them right.
Again, we help you focus on what you need to learn rather than what you already know.

4) Flash Card Drills present questions to answer mentally and then allow you to click F4 to
display the correct answer. You can also create your own portable flash card questions by
printing directly from the test engine software.
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CFA Program

The CFA Program is an exhaustive self-study curriculum for developing the fundamentals of
financial analysis and portfolio management. It is designed to broaden and deepen your
knowledge of the entire field of investment valuation and portfolio management. The program
assumes the candidate has mastered undergraduate finance and accounting and seeks to build a
platform for individual and sector analysis, equity and fixed income valuation, and asset
management emphasizing competence and integrity within the profession of investment
management.

Requirements

There are no prerequisites to begin this area of study. This can, however, be considered a fairly
comprehensive study if these concepts are totally new to you. CFA Institute assumes you have
mastered undergraduate finance and accounting. Although every effort is made to cover all the
material you may encounter at exam time, this book does not go into detail in areas that most
financial professionals should already know.

http:/ /www.cfainstitute.org/cfaprogram/exam/exam_details.html

Before the Exam

1. Read the CFA Institute Study Guide, since the rules are very strict on what you can or
cannot take into the exam room. Don't forget your exam admission ticket and
passport, or other form of permitted identification.

2. Remember that the only calculators you can use are the TI BAII plus and HP 12C 11. We
strongly recommend you take two calculators or at the very least a spare battery.

3. Ensure you know the location of the exam and how to get there. It is the CFA Institute’s
policy to close the doors 30 minutes before the exam starts.

4. Read CFA Institute Candidate Bulletins to check for changes to the exam procedures.


http://www.cfainstitute.org/cfaprogram/exam/exam_details.html
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Study Program

It is critical that you design a study program. There are no short cuts to passing the CFA exam,
and pass rates have been falling. It is a tough exam and you will need to both learn the
underlying material as well as do plenty of practice questions to test your knowledge and to get
used to the CFA style of questions. Although the Candidate’s Guide Tutorials are designed to
cover the entire CFA curriculum and give a concise summary of the material you need to know
for the exam, we encourage candidates to also refer to the source text books, particularly for
subjects with which they are not so familiar.

The CFA Institute recommends approximately 10 to 15 hours study per study session plus extra
time for final revision. That means if you plan to cover one study session per week you will need
to start studying in January for the June exam or July for the December exam. The CFA
curriculum sets out very clearly what you need to know to pass the exam. Focus on the Learning
Outcome Statements (LOS) and the command words. Questions on the exam will relate to the
LOS not to other parts of the text.

In addition to doing all the questions in The Candidate’s guide Tutorials we recommend you try
the sample exam provided by the CFA Institute.

CFA Institute Exam Rules

IMPORTANT:

Use no. 2 or hb pencils for multiple choice answer sheet! Do not use mechanical pencils with
synthetic non-graphite (non electrical conducting) compounds which will not be compatible with
the electronic scan grading.

CALCULATORS Allowed:

Hewlett Packard 12c

Texas Instruments Baii Plus
TESTING REGULATIONS:

No beepers or cell phones allowed in test area
No removing exam materials from the test room

No writing after the proctor says “stop.”

This is very much part of your test:

CFA Institute is quite serious about their exam rules,
follow them.
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Taking the Exam

Many people do not test well on exams. Often, the student knows the material, but does not
know how to take exams. The CFA Level I exam is based upon the multiple-choice format. You
receive points for each question answered correctly. No points are subtracted for a wrong or
unanswered question. Since the wrong answer is no worse than an unanswered question, never
leave an exam with an unanswered question. Any guess is better than a blank. Example:
Answering letter “B” throughout the exam will give you approximately a grade of 25. In the last
minute finish the exam by selecting a single letter and marking it as the correct answer on all
unanswered questions.

The exams have time limits that provide adequate time for you to read and think about the
question. You should be able to reach the end of the exam before the time runs out. You should
also have time to return to the unanswered questions to provide an answer. You will not have
time for to continuously search the answered questions trying to find the ones you later felt you
marked wrong. With this thought in mind, be careful to make sure that when you answer a
question it is the last time you will read that question. The answer you give is the one you will
keep. The following is a blueprint for taking an exam to insure you have answered to the
maximum of your knowledge and capability:

Note: Keep in mind that this is a timed test!
A. Starting with the first question, begin to answer the multiple choice questions that you know
to be correct.

B. Remember there may not be enough time to go back so Mark an answer before going on. For
the unknown answers Select a letter before you go into the exam and use the same letter through
out the test. You should get 25%of these unknown answers correct.

C. If you do not know the exact answer or if it is a choice between two or more answers, Pick an
Answer, Mark the question for review, and go on. Often later questions will trigger the correct
answer to this question for you.

D. Skip all the long scenario questions; they are time consuming, and often you will be better
prepared to answer them later in the test session.

E. You should answer at least 50% of the questions with certainty.

F. Return to the beginning and start again on the unanswered questions. Do not take time with
the questions you have already answered. If you can narrow a question to two possible answers,
pick the best one.

G. Now that you have finished all the questions go back to the ones you have marked for review.

You must always finish your test before time runs out! In the last minute quickly answer all
remaining questions with your favorite letter!

el
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On the Exam Day

The CFA Level I exam is 100% multiple choice questions, the morning and afternoon paper will
each contain 120 questions.

You will be under time pressure in the exam and need to answer on average one question every
1%2 minutes so you must keep moving through the questions. We recommend the following
strategies:

1. There is a strong argument for working methodically through the questions in the order
they are set but you might wish to start with a subject where you feel confident and
which you can work through fairly quickly. But avoid hopping from one subject to
another, this will waste time and you may end up missing one section of questions out.

2. Don’t panic if you hit some difficult questions, you can probably get as many as 30 or 40
questions incorrect on each paper and still pass the exam.

3.  Ethics in study session 1 is an important topic, if you are a marginal candidate your
ethics score could be the deciding factor whether you pass the exam.

4.  There is no penalty for getting an answer incorrect, so if you don’t know the answer
eliminate any obviously wrong answers and guess which one is correct.

5. Mark questions in the exam booklet when you are not sure of the answer or where the
calculation needs checking and come back to them when you have finished all the
other questions.

6. Do not get distracted by a question that does not make sense, if the question turns out to
be ambiguous then it will be excluded when it comes to grading the paper.

7. Read the questions carefully, particularly when there is a negative statement in the
question.

8. Leave time to check your answers on the answer sheet, be careful you don’t miss
answering a question and mark subsequent answers against the wrong question
number on the answer sheet.

*** Make sure that ALL Questions contain an answer ***
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STUDY SESSION 1

Ethical and Professional Standards

Overview

Questions on Ethical and Professional Standards have a guideline weighting of 15 percent of the
total Level I exam questions, and the score for this section will probably be the deciding factor in
marginal pass/fail papers. This is a very important Study Session to master and much of the
material will be covered again at Levels II and III. The material is straightforward, but it needs to
be memorized. Don’t underestimate the amount of time you need to spend on this Session. Care
needs to be taken in answering the exam questions - they are not always as easy as you might
expect and you will often need to focus on identifying the best answer.

Our study notes summarize the Standards of Professional Conduct, and we recommend that you
also read the required pages of the Standards of Practice Handbook (SOPH). Ensure that you
have the new ninth edition, not the old eighth edition of SOPH. Given the high number of
questions on the Standards, you will need to know each Standard and how it is applied in a
variety of situations. The third and fourth Reading Assignments cover standards for reporting
investment performance, or GIPS®, and you will need to master the main requirements and
recommendation of the GIPS standards. The final Reading considers corporate governance issues
for companies and how investors can identify companies which practice high standards of
corporate governance. This is a new Reading to Level I for 2006.

The June 2006 examinations for all three Levels will be the first time that the new SOPH will be
tested. Even if you excelled at Ethics in prior study years, ensure that you study the latest SOPH
and take note of the changes to the previous edition, for example CFA Institute has dropped the
requirement that members and candidates need to provide a copy of the Code and Standards to
their direct supervisor.

Reading Assignments

1. “Code of Ethics and Standards of Professional Conduct ,” Standards of Practice Handbook,
9th edition (CFA Institute, 2005)

2. “Guidance,” for Standards 1 - VII, Standards of Practice Handbook, 9th edition (CFA
Institute, 2005)

3. Introduction to the Global Investment Performance Standards (GIPS®)
4. Global Investment Performance Standards (GIPS®), pp. i-iii and 1-9, (CFA Institute, 2005)
A.  Preface: Background of the GIPS Standards

B. L Introduction
C.  II.0. Provisions of the Global Investment Performance Standards - Fundamentals of
Compliance

5. The Corporate Governance of Listed Companies: A Manual for Investors (CFA Institute,
2005)
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2 Reading: 1 Code of Ethics and Standards of Professional Conduct

1 Code of Ethics and Standards of Professional Conduct

Learning Outcome Statements (LOS)

The Code of Ethics establishes the framework for ethical decision-making in the
1 investment profession. The candidate should be able to state the six
components of the Code of Ethics.

The Standards of Professional Conduct are organized into seven standards:
L Professionalism.
II.  Integrity of Capital Markets.
III.  Duties to Clients and Prospective Clients.
IV.  Duties to Employers.
V.  Investment Analysis, Recommendations and Action.
VL. Conflicts of Interest.
VIL. Responsibilities as a CFA Institute Member or CFA Candidate.

Each standard contains multiple provisions for which the candidate is
responsible.

The candidate should be able to identify the ethical responsibilities required by
the Code and Standards.

Introduction

The CFA Institute sees one of its main roles as promoting high standards of ethical conduct
which involves educating its members on ethical standards and bringing disciplinary action
against members who violate the Code and Standards. It also sees its role as providing leadership
in the development of global standards and promoting the increasing awareness of ethics and use
of the Code and Standards within the investment profession.

The Code of Ethics sets out the ethical standards that all CFA Institute Members (‘members’) and
CFA Candidates (‘candidates’) must follow.
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LOS1

The candidate should be able to state the six components of the Code of Ethics.

Candidates should memorize the six components of the Code of Ethics. Members and candidates

must:

Act with integrity, competence, diligence, respect and in an ethical manner with the
public, clients, prospective clients, employers, employees, colleagues in the investment
profession, and other participants in the global capital markets.

Place the integrity of the investment profession and the interests of clients above their
own personal interests.

Use reasonable care and exercise independent professional judgment when conducting
investment analysis, making investment recommendations, taking investment actions,
and engaging in other professional activities.

Practice and encourage others to practice in a professional and ethical manner that will
reflect credit on themselves and the profession.

Promote the integrity of, and uphold the rules governing, capital markets.

Maintain and improve their professional competence and strive to maintain and improve
the competence of other investment professionals.

LOS 1 continued

The candidate should be able to identify the ethical responsibilities required by the
Code and Standards.

The Code of Ethics is the underlying philosophy of the Standards of Professional Conduct. The
Standards are organized into seven broad categories:

NSk » =

Professionalism.

Integrity of Capital Markets.

Duties to Clients and Prospective Clients.

Duties to Employers.

Investment Analysis, Recommendations and Action.

Conlflicts of Interest.

Responsibilities as a CFA Institute Member or CFA Candidate.

el
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The following is a summary of each major section and subsection of the Standards. On the
exam, you do not need to know the section number and subsection letter for each Standard.
Standard I: Professionalism

A. Knowledge of the Law

Members and candidates must understand and comply with all applicable laws, rules, and
requlations (including the CFA Institute Code of Ethics and Standards of Professional Conduct) of any
government, regulatory organization, licensing agency, or professional association governing their
professional activities. In the event of conflict, members and candidates must comply with the more strict
law, rule, or regulation. Members and candidates must not knowingly participate or assist in and must
dissociate from any violation of such laws, rules, or requlations.

B. Independence and Objectivity

Members and candidates must use reasonable care and judgment to achieve and maintain
independence and objectivity in their professional activities. Members and candidates must not offer,
solicit, or accept any gift, benefit, compensation, or consideration that reasonably could be expected to
compromise their own or another’s independence and objectivity.

C. Misrepresentation

Members and candidates must not knowingly make any misrepresentation relating to investment
analysis, recommendations, actions, or other professional activities.

D. Misconduct

Members and candidates must not engage in any professional conduct involving dishonesty, fraud,
or deceit or commit any act that reflects adversely on their professional reputation, integrity, or
competence.

Standard Il: Integrity of Capital Markets
A. Material Nonpublic Information

Members and candidates who possess material nonpublic information that could affect the value of
an investment must not act or cause others to act on the information.

B. Market Manipulation
Members and candidates must not engage in practices that distort prices or artificially inflate
trading volume with the intent to mislead market participants.
Standard lll: Duties to Clients and Prospective Clients
A. Loyalty, Prudence, and Care

Members and candidates have a duty of loyalty to their clients and must act with reasonable care
and exercise prudent judgment. Members and candidates must act for the benefit of their clients and place
their clients” interests before their employer’s or their own interests.

el
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In relationships with clients, members and candidates must determine applicable fiduciary duty and
must comply with such duty to persons and interests to whom it is owed.

B. Fair Dealing

Members and candidates must deal fairly and objectively with all clients when providing investment
analysis, making investment recommendations, taking investment action, or engaging in other professional
activities.

C. Suitability

1.  When members and candidates are in an advisory relationship with a client, they must:
a. Make a reasonable inquiry into a client’s or prospective clients’ investment
experience, risk and return objectives, and financial constraints prior to making any
investment recommendation or taking investment action and must reassess and update
this information regularly.
b. Determine that an investment is suitable to the client’s financial situation and
consistent with the client’s written objectives, mandates, and constraints before making
an investment recommendation or taking investment action.
C. Judge the suitability of investments in the context of the client’s total portfolio.

2. When members and candidates are responsible for managing a portfolio to a specific
mandate, strategy, or style, they must only make investment recommendations or take
investment actions that are consistent with the stated objectives and constraints of the
portfolio.

D. Performance Presentation

When communicating investment performance information, members or candidates must make
reasonable efforts to ensure that it is fair, accurate, and complete.

E. Preservation of Confidentiality
Members and candidates must keep information about current, former, and prospective clients

confidential unless:

1. The information concerns illegal activities on the part of the client or prospective client,
2. Disclosure is required by law, or

3. The client or prospective client permits disclosure of the information.
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Standard IV: Duties to Employers
A. Loyalty

In matters related to their employment, members and candidates must act for the benefit of their
employer and not deprive their employer of the advantage of their skills and abilities, divulge confidential
information, or otherwise cause harm to their employer.

B. Additional Compensation Arrangements

Members and candidates must not accept gifts, benefits, compensation, or consideration that
competes with, or might reasonably be expected to create a conflict of interest with, their employer’s interest
unless they obtain written consent from all parties involved.

C. Responsibilities of Supervisors

Members and candidates must make reasonable efforts to detect and prevent violations of applicable
laws, rules, regulations, and the Code and Standards by anyone subject to their supervision or authority.

Standard V: Investment Analysis, Recommendations, and Actions
A. Diligence and Reasonable Basis

Members and candidates must:

1. Exercise diligence, independence, and thoroughness in analyzing investments, making
investment recommendations, and taking investment actions.

2. Have a reasonable and adequate basis, supported by appropriate research and
investigation, for any investment analysis, recommendation, or action.

B. Communication with Clients and Prospective Clients

Members and candidates must:

1. Disclose to clients and prospective clients the basic format and general principles of the
investment processes used to analyze investments, select securities, and construct
portfolios and must promptly disclose any changes that might materially affect those
processes.

2. Use reasonable judgment in identifying which factors are important to their investment
analyses, recommendations, or actions and include those factors in communications
with clients and prospective clients.

3. Distinguish between fact and opinion in the presentation of investment analysis and
recommendations.
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C. Record Retention

Members and candidates must develop and maintain appropriate records to support their
investment analysis, recommendations, actions, and other investment-related communications with clients
and prospective clients.

Standard VI: Conflicts of Interest
A. Disclosure of Conflicts

Members and candidates must make full and fair disclosure of all matters that could reasonably be
expected to impair their independence and objectivity or interfere with respective duties to their clients,
prospective clients, and employer. Members and candidates must ensure that such disclosures are
prominent, are delivered in plain language, and communicate the relevant information effectively.

B. Priority of Transactions

Investment transactions for clients and employers must have priority over investment transactions
in which a member or candidate is the beneficial owner.

C. Referral Fees

Members and candidates must disclose to their employer, clients, and prospective clients, as
appropriate, any compensation, consideration, or benefit received from, or paid to, others for the
recommendation of products or services.

Standard VII: Responsibilities as a CFA Institute Member or CFA Candidate
A. Conduct as Members and Candidates in the CFA Program

Members and candidates must not engage in any conduct that compromises the reputation or
integrity of CFA Institute or the CFA designation or the integrity, validity, or security of the CFA
examinations

B. Reference to CFA Institute, the CFA designation, and the CFA Program

When referring to CFA Institute, CFA Institute membership, the CFA designation, or candidacy in
the CFA Program, members and candidates must not misrepresent or exaggerate the meaning or
implications of membership in CFA Institute, holding the CFA designation, or candidacy in the CFA
Program.
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2 Guidance for Standards | - VII

Learning Outcome Statements (LOS)

2 The guidance in the Standards of Practice Handbook addresses the application
of the Standards of Professional Conduct. For each standard, the Handbook
offers guidance for the standard, presents recommended procedures for
compliance, and provides examples of the standard in practice. The candidate
should be able to:

2-a demonstrate a thorough knowledge of the Standards of Professional Conduct
by recognizing and applying the standards to specific situations;

2-b distinguish between conduct that conforms to the Code and Standards and
conduct that violates the Code and the Standards.

Introduction

Candidates need to understand (1) the purpose and scope of each Standard, (2) the application of
each Standard and (3) procedures for compliance with each Standard. Candidates can expect to
be given a number of situations in which members of the CFA Institute or candidates are faced
with making a decision on the best course of action to take to comply with the Standards. We re-
emphasize that candidates should purchase their own copy of the Standards of Practice
Handbook and work through the numerous examples of applications of each Standard that are
provided in the handbook, and study the sample exam questions at the end. The sample exam is
essential because the questions most likely conform to the style and level of difficulty used by
CFA Institute Council of Examiners (COE).

ﬂ LOS 2-a

Demonstrate a thorough knowledge of the Standards of Professional Conduct by
recognizing and applying the Standards to specific situations.

LOS 2-b

Distinguish between conduct that conforms to the Code and Standards and
conduct that violates the Code and the Standards.
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Standard I: Professionalism
A. Knowledge of the Law

Members and candidates must understand and comply with all applicable laws, rules, and
regulations (including the CFA Institute Code of Ethics and Standards of Professional Conduct)
of any government, regulatory organization, licensing agency, or professional association
governing their professional activities. In the event of conflict, members and candidates must
comply with the more strict law, rule, or regulation. Members and candidates must not
knowingly participate or assist in and must dissociate from any violation of such laws, rules, or
regulations.

Members practicing across many countries must follow the applicable laws, whether they are
their own country’s laws or the foreign country’s laws. When there is a conflict between
applicable laws and the Code and Standards they must follow whichever is the strictest. For
example, if a member lives in a country with weak (or non-existent) laws but has clients in
countries with stricter rules than the Code and Standards, then the member must adhere to the
Code and Standards. On the exam, watch for wording that indicates which country’s rules
govern the member’s (or candidate’s) professional conduct: it could be where the member lives;
where the member does business; or where the client resides. The exam will tell you - you need
not judge for yourself. Members should ensure that they have appropriate knowledge of the laws
and regulations of the countries where they do business. Members are responsible for violations
that they knowingly participate in or assist.

If the member suspects that a Standard or law has been violated he/she should report it to
his/her supervisor or compliance department (he/she is not automatically required to inform the
government or any regulatory organizations). If the situation is not remedied he/she should
disassociate him/herself from the illegal or unethical activity.

Example 2-1 Fundamental responsibilities

” Situation: Marilyn Monteaux, CFA, lives in Mombuta, a country where the
securities laws and regulations are less strict than the Code and Standards.
Monteaux conducts business with clients who reside in Singaratu, a country where
very few securities laws and regulations exist. Mombuta’s laws state that the law of
the locality where business is conducted applies.

Comment: Monteaux must adhere to the Code and Standards although the
Mombuta laws state that the securities laws and regulations of Singaratu are
applicable. The rule of thumb is that a member must adhere to the stricter of the
applicable law and the Code and Standards.

el
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B. Independence and Objectivity
Members and candidates must use reasonable care and judgment to achieve and maintain
independence and objectivity in their professional activities. Members and candidates must not
offer, solicit, or accept any gift, benefit, compensation, or consideration that reasonably could be
expected to compromise their own or another’s independence and objectivity.

Members and candidates may come under pressure from their employers or be given free trips or
gifts by corporations that may influence their recommendations or research. Members should
avoid these situations which would cause, or be perceived as causing, a loss of independence.

When a member or candidate visits a company or issuer, the member or candidate should
wherever possible pay his/her own transport and accommodation costs. Members should avoid
the issuer regularly acting as host. Members should only receive modest gifts or entertainment,
rather than lavish ones, that will not pose a threat to their independence and objectivity.

However gift or benefits from clients are treated separately and may be accepted if they are
disclosed to the member’s or candidate’s employers.

Members should ensure corporate relationships, between colleagues or their employer, are
disclosed. If a brokerage company is unwilling to publish a negative report on a company that is
also a client of a related investment banking operation then the company should be put on a
restricted list and only factual information should be released.

Example 2-2 Independence and objectivity

” Situation: Conrad Hillon, CFA, is an equity analyst with Faith Securities. After in-
depth analysis he decides that the stock in Wireworld is overpriced at the current
level. He is about to publish an unfavorable report on the company when he
receives a copy of the proposal that the investment banking division of his firm has
made to Wireworld to underwrite a debt offering. Hillon decides to change his ‘sell’
recommendation to ‘buy’ so that the investment banking division can win
Wireworld’s debt underwriting business.

Comment: To comply with Standard I(B) Independence and Objectivity, Hillon's
analysis must be objective and based solely on the company fundamentals. Any
pressure from other divisions is inappropriate. This conflict could have been
avoided if, in anticipation of the debt offering, Faith Securities placed Wireworld on
a restricted list.




Study Session 1 11

C. Misrepresentation
Members and candidates must not knowingly make any misrepresentation relating to investment
analysis, recommendations, actions, or other professional activities.

A misrepresentation is any untrue statement, omission of a fact, or any other statement that is
false or misleading. The Standard is considering misrepresentations in any form, including oral
communication, advertisements, e-mails or written materials. Members and candidates should
not misrepresent any aspect of their practice including, but not limited to:

e Their own or their firm’s qualifications.

e Services provided by their firm.

e  Their own or their firm’s performance record.

¢ Guaranteeing returns on a risky investment or risky investment product (unless the

product is specifically structured with a built-in guarantee).

This Standard also covers plagiarism. Members shall not copy or use, in substantially the same
form as the original, material prepared by another without acknowledging and identifying the
name of the author, publisher, or source of such material.

Examples of plagiarism include basing a report on another analyst’s report, using excerpts from
an article, using charts, graphs or proprietary computerized spreadsheets without giving the
original source of the report (or gaining permission, if required). The standard not only covers
plagiarism in written materials but also in oral communications, such as in client meetings or
presentations. Plagiarism can also take place outside the member/client relationship, such as a
member presenting the work of somebody else to colleagues within their own firm.

When preparing research reports analysts should keep copies of sources of information used,
acknowledge quotations, and cite sources of statistics.

Example 2-3 Investment guarantees

” Situation: Bill Marcus, CFA, sells mortgage-backed derivatives called interest-only
strips (I0s) to his public pension clients and describes them as ‘guaranteed by the
U.S. government’. The regulations stipulate that public pension clients can only
invest in securities guaranteed by the U.S. government. The reality is that IO
investors are entitled to the interest stream only, not the principal. The underlying
mortgage pool is guaranteed by the U.S. government, but not the interest stream,
which can fluctuate depending on many factors.

Comment: Marcus misrepresented the terms and character of the investment and
therefore violated Standard I(C) Misrepresentation.

el
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Example 2-4 Plagiarism

Situation: After a few years of employment as a portfolio manager with Truthful
Advisors, Bryan Matthews, CFA, starts his own investment business. Prior to his
departure from Truthful, Matthews took certain steps to begin his new business,
including taking with him a new, proprietary and confidential stock picking
methodology. In creating marketing materials for his new firm, Matthews copies the
methodology but makes a few minor changes to it.

Comment: Matthews violated Standard I(C) Misrepresentation by copying another
company’s proprietary materials without permission and without proper credit.
Matthews may have also violated Standard IV(A), Duties to Employers by
misappropriating his previous employer’s property.

D. Misconduct
Members and candidates must not engage in any professional conduct involving dishonesty,
fraud, or deceit or commit any act that reflects adversely on their professional reputation,
integrity, or competence.

This standard addresses compliance with regulations and the upholding of professional integrity.
Dishonest personal behavior reflects badly on the profession. For example, excessive drinking in
business hours, multiple minor convictions, and fiddling of expense accounts suggest poor
judgment. Members should encourage employers to adopt a code of ethics that all employees
must follow, to make clear that dishonest personal behavior reflects badly on the profession, and
to check potential employees” backgrounds.

This Standard addresses professional rather than personal conduct outside of work.

Standard Il: Integrity of Capital Markets
A. Material Nonpublic Information

Members and candidates who possess material nonpublic information that could affect the value
of an investment must not act or cause others to act on the information.

‘Material’ means disclosure is likely to have an impact on the price of a security or reasonable
investors would want to know the information before making an investment decision. The
reliability of the source of the information is also a factor in determining whether it is material,
the less reliable the source, the less likely it is to be material.

‘Non-public’ means that the information has not been disseminated in the market place and
investors have not had a chance to react to the information. In the situation that a group of
analysts is given information by a company, until it has been disseminated to other investors in
the market, it is still non-public information. In the case that a member or candidate is given
material non-public information by a company, they should encourage the company to make
efforts to achieve public dissemination of the information.

el
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However it is acceptable for an analyst to piece together and analyze public information and non-
material non-public information to predict events, which would lead to the same conclusion as
receiving material non-public information. This is called mosaic theory.

Example 2-5 Material non-public information

Situation: James Welch, CFA, is a portfolio manager of Churners Securities who was
at his son’s school party when he overheard another parent saying that she looked
at an opened file marked “CONFIDENTIAL" in her husband’s briefcase and found
out that Woking Corporation is planning to make a bid to purchase a competitor,
Guildford Corporation. “The company will pay up to three times the current market
price for Guildford Corporation stock!” Welch returned home and immediately
purchased Guildford Corporation shares for his clients.

Comment: Welch has taken an investment action based on material non-public
information, which is a violation of Standard II(A) Material Non-public Information.

Most investment banking firms with combined brokerage services will set up an information
barrier, a ‘fire wall’ to prevent communication of nonpublic information from one department of
a firm to another. For example the corporate finance department should be separated from the
sales and research departments. Additionally clear procedures need to be in place to ensure that
employees can recognize material nonpublic information and report to a supervisor or
compliance officer if they receive such information.

B. Market Manipulation
Members and candidates must not engage in practices that distort prices or artificially inflate
trading volume with the intent to mislead market participants.

Market manipulation is often related to:

Transactions that artificially distort prices or volumes of securities traded.

Taking a dominant position in a security in order to manipulate the price of a related
derivative.

The dissemination of false or misleading information in order to artificially inflate or
decrease a security price.

Short-term transactions are usually prohibited, but those conducted in the scope of tax
minimization strategies are permitted.
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Standard llI: Duties to Clients
B. Loyalty, Prudence, and Care

Members and candidates have a duty of loyalty to their clients and must act with reasonable care
and exercise prudent judgment. Members and candidates must act for the benefit of their clients
and place their clients’ interests before their employer’s or their own interests. In relationships
with clients, members and candidates must determine applicable fiduciary duty and must
comply with such duty to persons and interests to whom it is owed.

This Standard confirms that clients’ interests must always come first and the member or
candidate has a duty of loyalty, prudence and care to clients.

A fiduciary is an individual or institution charged with the duty of acting for the benefit of
another party in matters coming within the scope of the relationship between them. This means
that the fiduciary is in a position of trust. Fiduciary duties are defined by law to protect clients
because they are assumed to have less investment knowledge than members. A fiduciary duty
can only exist when there is a client.

In many cases, the Standard is looking at the case where members or their employers have
discretionary authority managing clients” assets.

The Standard distinguishes between client types and degrees of fiduciary duty: for example for
individuals the manager is responsible for ensuring the client’s objectives are realistic and the
risks are understood. In most cases recommended investment strategies should relate to the long-
term objectives of the client. Sometimes the fiduciary duty is not owed to the person who has
hired the investment manager; in the case of a U.S. corporate pension plan, the fiduciary duty is
owed to beneficiaries

A specific example of the importance of loyalty to clients is directed brokerage or soft
commissions. This is when a client’s brokerage is used to purchase research for the benefit of the
client’s portfolios. It is important to remember that brokerage belongs to the client and should be
directed for their benefit, not the manager’s. The manager should ensure they get best price and
execution for trades and that any goods or services purchased benefit the client. The voting of
proxies is yet another important fiduciary duty. Unless the client instructs otherwise, the
investment manager must always vote on a proxy issue - it cannot be ignored.
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Example 2-6 Loyalty, prudence and care

Situation 1: Louise Brunn, CFA, is an analyst with Provincial Advisors covering
South East Asian equities. She directs most of her trading activities to SEA
Securities. SEA Securities has been paying for her travel to the markets that she
covers. The commission rates are higher than average but SEA’s contacts in the
South East Asian region are excellent. SEA has arranged meetings for Brunn with
central bank officials, senior officials of the ministries, local economists, and senior
executives of local corporations during her recent trip. At the end of the trip Brunn
stayed in Bali for five days of vacation that was paid for by soft-dollar commissions.

Comment 1: Brunn has violated Standard III(A) if she has not determined whether
the trip provides value in relation to making investment decisions and whether the
quality of research and execution of SEA Securities justifies the higher commission
rates. The five-day vacation is also a violation of Standard I(B) Independence and
Objectivity.

Situation 2: Dominique Rhynes, CFA, is a portfolio manager at Dark Cloud
Advisors, managing a number of pension fund accounts. She directs most of her
trades to JNI Brokerage, despite the higher commission rates, because of the close
relationship between the executives of the two firms. The quality of research of JNI
is considered average but JNI absorbs overhead expenses of Dark Cloud Advisors
such as online information services and magazine subscriptions.

Comment 2: Rhynes and Dark Cloud Advisors breached Standard III(A) by not
seeking the best value brokerage services to benefit the pension funds and their
beneficiaries. Soft dollars cannot be used to pay for the firm’s operating expenses.

B. Fair Dealing
Members and candidates must deal fairly and objectively with all clients when providing
investment analysis, making investment recommendations, taking investment action, or
engaging in other professional activities.

Fair dealing means that the member does not favor one client above any other when
disseminating recommendations or taking investment action. This means that material changes
to recommendations must be communicated to all clients known to hold the security or to have
placed orders contrary to the recommendation. Material changes must be announced, as far as it
is practical, to all clients at the same time.

Discretionary and non-discretionary clients must be treated equally. New issues should be
offered to all clients for whom the issue is an appropriate investment, and if an issue is over
subscribed, it should be distributed on a pro-rata basis.

el
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It is important that members encourage their employers to develop written allocation procedures,
particularly for block trades and new issues.

Example 2-7 Fair dealing

Situation: Monica Abidin, CFA, works in the investment management department
of a private client firm. She learns that the research department has just issued a
“buy” recommendation for ABC Ketchup Inc. She buys a large block of ABC
Ketchup stock and allocates it to the mutual finds that are managed internally since
these accounts are particularly performance sensitive. She then reviews the firm’s
other clients and purchases additional shares where appropriate.

Comments: Abidin’s activities clearly violate Standard III(B) Fair Dealing by giving
the mutual funds preferential treatment over other clients.

C. Suitability

1.

2.

When members and candidates are in an advisory relationship with a client, they must::

a

C.

Make a reasonable inquiry into a client's or prospective clients’ investment
experience, risk and return objectives, and financial constraints prior to making any
investment recommendation or taking investment action and must reassess and
update this information regularly.

Determine that an investment is suitable to the client’s financial situation and
consistent with the client's written objectives, mandates, and constraints before
making an investment recommendation or taking investment action.

Judge the suitability of investments in the context of the client’s total portfolio.

When members and candidates are responsible for managing a portfolio to a specific

mandate, strategy, or style, they must only make investment recommendations or take
investment actions that are consistent with the stated objectives and constraints of the
portfolio.

This list of requirements means that advisors must know their clients prior to giving them advice.
In order to comply with the Standard, a member should write an investment policy statement
(IPS) for each client. The IPS should include:

the roles and responsibilities of the parties in the advisory relationship; and

the type and nature of the client and the client’s aversion to risk; and

investor objectives in terms of risk and return; and

investment constraints, such as liquidity, legal requirements, time horizon, tax position,

and unique circumstances; and

performance measurement benchmarks.

el
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Example 2-8 Portfolio investment recommendations

Situation: Pierre Dauphinais, CFA, an investment advisor, has been advising Delia
Moynihan, a risk-averse client, on the use of put options in her equity portfolio. The
purpose is to protect the portfolio against stock market declines. Dauphinais
educates Moynihan regarding the possible outcomes, including the risks involved
and tax implications. He also explained the possible disastrous scenario if stock
prices drop precipitously without Moynihan holding put options.

Comment: When determining the suitability of investments, the primary issue is the
characteristics of the client’s entire portfolio, not looking on an issue-by-issue basis.
In this case Dauphinais appears to have properly considered the investment in the
context of the entire portfolio and thoroughly explained the investment to the client
making him comply with Standard III(C).

D. Performance Presentation
When communicating investment performance information, members or candidates must make
reasonable efforts to ensure that it is fair, accurate, and complete.

CFA Institute has developed the Global Investment Performance Standards (GIPS) as a common,
accepted set of standards for the investment management industry. Although compliance is
voluntary, members and their firms are encouraged to adopt the standards, and they are
becoming increasingly widely used. (GIPS are covered in more detail in the next two Readings).

All performance statements must be fair, accurate, and complete.

Example 2-9 Performance presentation

Situation: Terry Arbuckle, CFA, is a senior partner of Provincial Advisors and
circulates a performance sheet of the firm’s Technology Funds for the years 1999
through 2005. During a client meeting, Arbuckle states: “All returns are in
compliance with Global Investment Performance Standards.” In fact, returns are
calculated in compliance with GIPS, except that the calculation of the rate of return
is a money-weighted, not time-weighted return.

Comment: Arbuckle is in violation of Standard III(D) Performance Presentation
because the performance measurement does not fully comply with GIPS. Provincial
Advisors must meet all requirements (in contrast with recommendations) to be able
to claim full compliance.
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E. Preservation of Confidentiality
Members and candidates must keep information about current, former, and prospective clients
confidential unless:

1. The information concerns illegal activities on the part of the client or prospective client,.

2. Disclosure is required by law, or

3. The client or prospective client permits disclosure of the information.
In general, avoid disclosing any information about a client except to authorized fellow employees
who are working for the benefit of the client. However, a member may want to disclose
information of a non-confidential nature in which case they should check if the information is
relevant to the work being performed for the client and whether disclosure enables the member
to provide a better service to the client. Confidential information can be provided to CFA
Institute to cooperate with an investigation of any member’s or candidate’s professional conduct
because the proceedings themselves are confidential.

Example 2-10 Confidentiality

” Situation: Roger Warner, CFA, is a portfolio manager. He manages an endowment
plan of a university. The university has given Warner a confidential review of the
future plans for expansion so he can manage the fund, taking into account projected
capital expenditure and cash flow requirements. Geronimo, a friend of Warner, is a
local construction businessman who is interested in making a tax-deductible
contribution to the endowment plan with the understanding that his company
would be favorably considered when bidding for construction work on the future
expansion plan. Before speaking to the trustees of the endowment fund, Geronimo
insists on meeting with Warner to find out about the future plans of the university.

Comment: Warner owes confidentiality to the endowment fund and its trustees and
therefore should refuse to divulge any information to Geronimo. Any confidential
information entrusted to a member must be treated as such according to Standard
III (E) Preservation of Confidentiality.
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Standard IV: Duties to Employers
A. Loyalty

In matters related to their employment, members and candidates must act for the benefit of their
employer and not deprive their employer of the advantage of their skills and abilities, divulge
confidential information, or otherwise cause harm to their employer.

The employer’s interests must come above the employee’s own interest in matters relating to
employment. Members and candidate must follow their employer’s policies and procedures as
long as they do not conflict with applicable laws or the Code and Standards.

This covers issues such as independent practice - members and candidates should not enter into
independent practice if it is in conflict with their employers’ interests. However independent
practice is not explicitly prohibited, but members and candidates need to obtain prior permission
from their employer and any other party. Members and candidates can make preparations to
undertake independent practice prior to leaving their employer, but care must be taken to ensure
that the employer’s interests are maintained. The member needs to include details of the types of
service to be performed, duration and compensation.

Example 2-11 Duties to employers

% Situation: Joanne Reilly, CFA, is an independent registered investment advisor, and
she runs her own advisory business advising five high net-worth clients. She
specializes in the emerging markets. With a renewed interest in the emerging
markets, a local stockbroker asks Reilly to join him as a research analyst. She accepts
the offer but keeps her five clients.

Comment: Reilly must seek written consent from her new employer, the local
stockbroker, to comply with Standard IV(A).

When members plan to leave their current employers, there is scope for conflicts to arise, but they
still have a duty to act in their employer’s best interests until their resignation becomes effective.
For example, the member must be careful not to misappropriate trade secrets or misuse
confidential information, solicit the employer’s clients or misappropriate client lists.

Example 2-12 Duties to employers

~ Situation: Prior to his departure from Truthful Advisors, Bryan Matthews, CFA,
took certain steps to begin his new business, including talking confidentially with
the clients of Truthful regarding his intention to start his own advisory firm. He also
mentioned his planned fee structure, which would be more competitive than that of
Truthful.

Comment: Matthews violated Standard IV(A) by soliciting his employer’s clients
while still employed by them.
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B. Additional Compensation Arrangements
Members and candidates must not accept gifts, benefits, compensation, or consideration that
competes with, or might reasonably be expected to create a conflict of interest with, their
employer’s interest unless they obtain written consent from all parties involved.

Employers have a right to know that their employees remain faithful to the firm; outside
commitments could erode the employee’s dedication to the firm. Additional compensation
includes payments from clients or from third parties.

Example 2-13 Additional compensation arrangements

Situation: Theodore Spencer, CFA, is a manager in a small securities company. He
also sits on the board of a publicly listed large resort chain. In addition to receiving
an annual stipend as a member of the board, he is also given membership privileges
for his family at all the resort facilities. Although Spencer discloses his annual
stipend, he does not disclose receiving the membership privileges because he
believes that he is only obliged to report monetary compensation, not benefits-in-
kind.

Comment: Spencer violated Standard IV (B) Additional Compensation
Arrangements by failing to disclose the total compensation as a member of the
board of directors. When dealing with the securities of the resort chain, he may be
obligated to disclose this arrangement to clients and prospective clients under
Standard VI(A) Disclosure of Conflicts.

C. Responsibilities of Supervisors
Members and candidates must make reasonable efforts to detect and prevent violations of
applicable laws, rules, regulations, and the Code and Standards by anyone subject to their
supervision or authority.

Supervisors are responsible for their subordinates” ethical behavior, even if the employee is not a
CFA Institute member. Supervisors can rely on reasonable compliance procedures designed to
avoid and detect any wrongdoing. Moreover, if a compliance system is not in place, then the
member should not accept the supervisory responsibility until reasonable procedures are in
place.
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Example 2-14 Responsibilities of supervisors

” Situation: Fred Smith is a trainee salesman at Churners Securities, but he is not a
member of the CFA Institute. Smith recently acquired a sizable private client
account and has done an unusually high volume of trades for the account. Anthony
Mason, CFA, Smith’s supervisor, finds out that the high volume has been derived
from trades in a single security, and Smith insists that the trades are performed at
the client’s request. Mason praises Smith for the large business volume that he
generates.

Comment: As a trainee, Smith may lack the necessary judgment as to whether the
high volume of trade is appropriate. Mason’s failure to adequately review and
investigate the unusual high volume of trading violates Standard IV(C)
Responsibilities of Supervisors. Supervisors should be aware of the actual or
potential conflicts between their own self-interest and their supervisory
responsibilities.

Ideally, compliance procedures should:

e Be contained in a clearly written and accessible manual that is easy to understand;

e Outline permissible conduct;

e Be clearly written and accessible;

e Outline the scope of the procedures;

e Implement a system of checks and balances;

e Designate a compliance officer and specify his authority;

e Outline procedures for reporting violations and sanctions;

e Outline procedures to document and test compliance procedures; and

e Describe the hierarchy of supervision and assign duties to supervisors.
Compliance rules should be communicated to all employees and updated periodically.
Employees should be partially evaluated on their standards of professional conduct. If a violation
occurs then a supervisor must respond promptly, conduct a thorough investigation and put
limits on the relevant employee(s)” activities until the investigation is complete.
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Standard V: Investment Analysis, Recommendations, and Actions

A. Diligence and Reasonable Basis
Members and candidates must:

1. Exercise diligence, independence, and thoroughness in analyzing investments, making
investment recommendations, and taking investment actions.
2. Have a reasonable and adequate basis, supported by appropriate research and
investigation, for any investment analysis, recommendation, or action.
This applies to primary research, secondary (research conducted by someone else in the same
firm) or third party research. Members and candidates must make reasonable and diligent efforts
to ensure that the research is sound. If any information is suspected of being inaccurate, then it
cannot be used.

Example 2-15 Reasonable basis for recommendations

” Situation: Gary Seller, CFA, follows Widget Corporation as a research analyst. All
the information he has accumulated and documented suggests that the outlook for
the company’s existing products is poor. The launch of new products has been
delayed. Seller overhears a financial analyst during lunch say that Widget's new
products will be superior to those of its competitors. Upon returning to his office,
Seller immediately changes his recommendation from “sell” to “buy”.

Comment: Seller violated Standard V(A) Diligence and Reasonable Basis as he
should have conducted his own thorough research as an adequate and reasonable
basis for his recommendation.

B. Communication with Clients and Prospective Clients
Members and candidates must:

1. Disclose to clients and prospective clients the basic format and general principles of the
investment processes used to analyze investments, select securities, and construct
portfolios and must promptly disclose any changes that might materially affect those
processes.

2. Use reasonable judgment in identifying which factors are important to their investment
analyses, recommendations, or actions and include those factors in communications
with clients and prospective clients.

3. Distinguish between fact and opinion in the presentation of investment analysis and

recommendations.

el
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This is a very important standard, it establishes the importance of clients understanding the
information sent to them (via any means of communication) allowing them to make informed
decisions. Analysts must provide information on the basic characteristics of an investment, which
are the key factors supporting a recommendation, and differentiate between opinion (often on the
investment’s future prospects) and fact. Not all information is required to be included in a
research report, only information that is deemed to be the most relevant to the intended
audience.

Example 2-16 Research reports

Situation: Judy Wiencek, CFA, is a mining analyst and has written a research report
on Noisy Bay Minerals. Included in her report is her own assessment of the extent of
mineral reserves likely to be found on the company’s land. Based on preliminary
core sample results from the company’s latest drilling and her own calculations,
Wiencek writes, “based on the fact that the company has in excess of 200,000 ounces
of gold, we rate Noisy Bay a ‘buy’”. She omitted to state that a potentially serious
environmental litigation case has just been filed by local residents living adjacent to
the mining sites.

Comment: Wiencek violated Standard V(B) as her calculation of the total reserves is
an opinion not a fact, and her omission of the relevant legal case is not reasonable.

C. Record Retention
Members and candidates must develop and maintain appropriate records to support their
investment analysis, recommendations, actions, and other investment-related communications
with clients and prospective clients.

Members and candidates should maintain files to support their work including sources of
information and methodology by which recommendations or conclusions were made. Generally
these will remain the property of the firm, not the employee. Records can be maintained either in
hard copy or electronically. The Standard does not stipulate a minimum holding period, but local
regulatory requirements must be upheld.

Standard VI: Conflicts of Interest
A. Disclosure of Conflicts

Members and candidates must make full and fair disclosure of all matters that could reasonably
be expected to impair their independence and objectivity or interfere with respective duties to
their clients, prospective clients, and employer. Members and candidates must ensure that such
disclosures are prominent, are delivered in plain language, and communicate the relevant
information effectively.

el




24 Reading: 2 Guidance for Standards I - VII

Conflicts of interest looks at potential conflicts between members and candidates, their employer,
clients and prospective clients. The emphasis is on full disclosure of conflicts so all the parties can
evaluate the objectivity of advice or investment actions being taken.

The member or candidate cannot decide for themselves whether an actual or potential conflict
exists - only clients and employers can make this decision.

Investment advice to clients could be biased due to a number of factors, including if the member
or candidate has beneficial ownership (a direct of indirect personal interest) of a security. Other
issues causing a conflict of interest include a member or the member’s firm providing directors or
acting as consultant to an issuer, acting as underwriter or broker-dealer relationships.

Example 2-17 Disclosure of conflicts

” Martin Bolle, CFA, is an analyst and partner in his firm. He sits on the board of a
publicly listed company, and he writes research reports recommending the
securities of the publicly listed company.

Comment: Standard VI(A) Disclosure of Conflicts requires Bolle to disclose his
service on the company’s board of directors to his clients and prospects.

Members should report any beneficial ownership that they have in securities and any corporate
directorships or similar positions that could reasonably be considered to produce a conflict of
interest to their employer. If in doubt whether any action could provide a conflict of interest, they
should discuss the issue with a compliance officer or supervisor.

Example 2-18 Disclosure of conflicts

% Situation: Jason Woodsmith, CFA, covers South East Asian equities for Alpha Beta
Investments, which specializes in emerging markets. While on a business trip to
Malaysia, Woodsmith learns that index-linked notes that replicate the performance
of the Malaysian composite index can be purchased in Singapore. During the Asian
financial crisis, Alpha Beta reduces its exposure to Malaysia. Unknown to Alpha
Beta, Woodsmith purchases in Singapore the Malaysian index-linked notes for his
own account. Later, Alpha Beta increases its exposure to Malaysia, and Woodsmith
then purchases the index-linked notes for his pension fund clients. Woodsmith did
not sell his own portfolio to his clients, but he has enjoyed an unrealized profit of 30
percent since he purchased them.

Comment: Woodsmith violated Standard VI(A) Disclosure of Conflicts for not
disclosing to his employer his ownership of the index-linked notes. Owning the
notes in his personal portfolio may have impaired his professional judgment.

el
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B. Priority of Transactions
Investment transactions for clients and employers must have priority over investment
transactions in which a member or candidate is the beneficial owner.

A beneficial owner means the member or candidate owns the shares directly or has an indirect
interest in the security. Note, however, that family accounts that are also client accounts should
be treated equally with other clients.

In many cases conflicts arise in IPOs where there is a shortage of stock available and a rise in
price is anticipated when the stock is listed. Conflicts can be avoided if members and candidates
do not participate in IPOs. Similar conflicts arise with private placements; members should not be
involved in these transactions if they could influence their judgment.

All individuals involved in investment decision-making should observe a blackout or restricted
period prior to trading for clients so they cannot front-run client trades.

Supervisors should establish clear reporting procedures for relevant employees’ personal trades.

Example 2-19 Priority of transactions

Situation: Baillie Trafford, CFA, is a portfolio manager at a local investment firm.
His parents opened a retirement account with the firm. Whenever appropriate [POs
become available he firstly allocates the shares to his other clients and then places
any remaining portion into his parents” account. He has adopted this procedure to
avoid the accusation that he gives favorable treatment to his parents.

Comment: Trafford is in violation of his fiduciary duties to his parents, as stated in
Standard VI(B) Priority of Transactions, by treating them differently to other clients.
His parents are entitled to the same treatment as any other fee-paying client of the
firm. If Trafford has beneficial ownership to the account, then a pre-clearance for
personal transactions is required.

C. Referral Fees
Members and candidates must disclose to their employer, clients, and prospective clients, as
appropriate, any compensation, consideration, or benefit received from, or paid to, others for the
recommendation of products or services.

The disclosure should be before any arrangement is entered into and include the nature of the
benefit together with an estimate of the dollar value. Members should consult a supervisor and
legal counsel concerning any such prospective arrangements. Referral arrangements need not be
paid in cash. Referral arrangements between a broker and an investment manager could come in
the form of soft dollars, for example.
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Example 2-20 Referral fees

Situation: Jerry Weiss, CFA, is a discretionary portfolio manager with Advent
Investment Management, responsible for the management of pension fund
investments. He is often requested by his contacts to recommend mutual funds for
their personal investments. As his firm does not offer retail products, Weiss refers
the requests to the portfolio manager of a mutual fund, in a competing firm, whom
he has known since his school days. He receives compensation for the occasional
sales made. The mutual fund’s performance is in the top quartile.

Comment: Although they are not clients of his firm, Weiss is obliged to disclose any
such arrangement to personal contacts in order to comply with Standard VI (C)
Referral Fees. Weiss needs to disclose the arrangements to his clients if they
purchase any of the mutual funds. The disclosure enables clients to determine if
there was any partiality in the referral and the true cost of the referred services.

Standard VII: Responsibilities as a CFA Institute Member or CFA Candidate
A. Conduct as Members and Candidates in the CFA Program

Members and candidates must not engage in any conduct that compromises the reputation or
integrity of CFA Institute or the CFA designation or the integrity, validity, or security of the CFA
examinations.

This Standard is concerned with members or candidates not taking any action that would
undermine the standing of the CFA Program or CFA charter.

Example 2-21 Professional misconduct

Situation: Melissa White, CFA, runs her own investment advisory firm, and she
serves as a proctor for the administration of the CFA examination in her city. She
receives copies of the Level Il CFA examination many days before the exam day. On
the evening prior to the exam, she provides information concerning the examination
questions to two stressed candidates whom are also her best-performing advisors.

Comment: White and the two candidates violated Standard VII(A) Professional
Misconduct. Although it does not involve clients’ money or an investment
recommendation, White and the two members undermined the integrity and
validity of the examination.

B. Reference to CFA Institute, the CFA designation, and the CFA Program
When referring to CFA Institute, CFA Institute membership, the CFA designation, or candidacy
in the CFA Program, members and candidates must not misrepresent or exaggerate the meaning
or implications of membership in CFA Institute, holding the CFA designation, or candidacy in
the CFA Program.
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Members or candidates must not use references to the CFA designation to exaggerate their
competency or their ability to achieve investment returns.

Once accepted as a member of the CFA Institute, in order to maintain his/her status a member
must continue to:

e Maintain active membership of CFA Institute and pay annual membership dues; and
e Make an ongoing commitment to abide by the requirements of CFA Institute’s
Professional Conduct Program.
Those who have earned the right to use the Chartered Financial Analyst designation may use the
marks “Chartered Financial Analyst” or “CFA” and are encouraged to do so, but only in a
manner that does not exaggerate or misrepresent the meaning of the designation.

The acronym ‘CFA” must be used as an adjective not as a stand-alone noun. For example, you
should refer to someone as a CFA charterholder rather than as a ‘CFA’. On business cards ‘CFA’
should be in capitals following the charterholder’s name and ‘CFA’ must not be in larger font
than the charterholder’s name.

Candidates in the CFA Program may make reference to their participation in the CFA Program,
but the reference must clearly state that an individual is a candidate in the CFA Program and
cannot imply that the candidate has achieved any type of partial designation. There is no partial
designation for someone who has passed the exams but has not received their charter.
Candidates part-way through the program may only state that they are a candidate for the CFA
designation, in which case they must be enrolled for the next exam. Candidates may also state
that they have completed one or more Levels, but they may not give an expected award date of
their CFA charter after successfully completing Level III.

Example 2-22 Use of CFA designation

C Situation: Enesco Fermi has recently passed Level II of the CFA examination.
Looking for a new job, he circulates a resumé stating that he has “completed
Chartered Financial Analyst II” and he holds the designation “CFA II”.

Comment: Fermi has violated Standard VII (B). The CFA Institute does not award
partial designation. However he may say that he passed Level II of the CFA exam or
that he is a Level III candidate of the CFA program. Claiming to be a candidate
would mean that he is enrolled to take the next examination; otherwise his
statement would not be valid, violating the Standard.
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3 Introduction to the Global Investment Performance
Standards (GIPS®)
and

4 Global Investment Performance Standards

Learning Outcome Statements (LOS)

4-a Explain why the GIPS standards were created.

4-b Explain what parties the GIPS standards apply to and whom the standards
serve.

4-c Characterize “composites”.

4-d Explain the purpose of verification.

4-e Explain why a global standard is needed and how it is being implemented.

4-f State the “vision” of the GIPS standards.

4-g State the objectives and key characteristics of the GIPS standards.

4-h State the appropriate disclosure when the GIPS standards and local
regulations are in conflict.

4-i Explain the scope of the GIPS standards with respect to definition of the firm,
historical performance record, and compliance.

4-j Name and characterize the eight major sections of the GIPS standards.

4-k Explain the fundamentals of compliance with the GIPS standards.
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Introduction

These Reading Assignments look at Global Investment Performance Standards or GIPS® which
cover the professional and ethical standards that should be followed for the calculation and
presentation of investment performance. Candidates are expected to know the objectives of GIPS
as well as the key characteristics of GIPS and the compliance procedures.

Note: Reading Assignment 3 does not contain any LOS; however, sections from “Introduction to
the Global Investment Performance Standards” have been incorporated into the LOS for Reading
Assignment 4.

ﬂ LOS 4-a

Explain why the GIPS standards were created.

LOS 4-e

Explain why a global standard is needed and how it is being implemented.

Investment firms have been tempted to provide performance statistics that were misleading.
Examples include quoting the performance of only top performing funds, survivorship bias
(excluding data for portfolios that have been closed) and selecting time periods when a firm’s
performance looked best.

This has made it difficult to compare performance results between firms. The GIPS standards
have been created to establish a standardized, industry-wide approach to calculating and
reporting performance to prospective clients. They ensure fair presentation and full disclosure of
performance.

In particular:

e The investment management industry itself is global: firms have operations in multiple
countries; there is a need to standardize the calculation and presentation of performance.

e Prospective clients and investment firms will benefit from an established standard for
performance presentation across different countries. Many countries have not established
investment performance standards and, if they do have standards, these may only apply
to the specific country and not have broad applicability.

e Investment management firms operating in countries with minimal standards will be in a
better position to compete with firms from countries with more established standards if
they comply with GIPS.

e Both prospective and existing clients will have greater confidence in performance
numbers presented to them and will be able to compare performance across different
investment management firms.
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LOS 4-f
State the “vision” of the GIPS standards.

The vision statement has two components: GIPS will:

1. Lead to performance presentation that is readily comparable across investment firms
regardless of geographical location.
2. Facilitate discussion between investment management firms and their prospective clients

about past performance and future strategies.

LOS 4-b
Explain what parties the GIPS standards apply to and whom the standards serve.

GIPS standards apply to investment management companies which must define an entity that
claims compliance (‘firm’).

The clients and prospective clients (the investors with money to be managed) will be the main
beneficiaries of the GIPS. The aim is to create a greater confidence amongst investors who deal
with firms that choose to comply with GIPS. Those firms who comply with GIPS will give
assurance that the performance presentation will be fair and complete. They will also be
comparable across compliant firms. Consultants are intermediaries between investment
managers and large pension plans, and GIPS have been created to serve them, too.

LOS 4-c

Characterize “composites”.

Composites

One of the key concepts is the use of “composites.” A composite is a collection of portfolios which
are grouped in a set, with reasonable and consistent criteria applied to them, based on investment
strategies and/or objectives. To illustrate a composite, imagine that an investment manager has
thousands of client portfolios, and each portfolio is invested in oneof three different assets:
domestic equities, international equities, and fixed income securities. When the investment
manager markets his skills to prospective clients, he/she will present historical performance for
each of the three asset classes. These are the composites.

The standards require that all fee-paying discretionary portfolios (ones that the manager has the
discretion to transact) be included in at least one composite under the criteria of an ex-ante basis
(prior to the fact based on a pre-established criteria) not ex-post basis (after the fact). This
prevents firms “cherry picking” the best performing portfolios for inclusion.

el



Study Session 1 31

LOS 4-d

Explain the purpose of verification.

Verification

The main purpose of verification is to provide assurance that the firm claiming compliance has
followed the standards on a firm-wide basis.

Investment firms that claim compliance with GIPS are responsible for their claim. If they wish to
claim verification they must hire an independent third party.

Verification covers the whole firm, not just specific composites.
The verification tests:

e  Whether the firm is compliant on a firmwide basis and the construction of all the
composites follows GIPS requirements.
e  Whether the firm’s process and procedures of calculation are in compliance with the
GIPS standards.
Verification is not required but is strongly recommended. An independent third-party
verification brings credibility to the claim of compliance.

LOS 4-g
State the objectives and key characteristics of the GIPS standards.

GIPS objectives

¢ To obtain worldwide acceptance of a standard for the calculation and presentation of
investment performance in a fair, comparable format that provides full disclosure.
e To ensure accurate and consistent investment performance data for reporting, record-
keeping, marketing and presentation.
e To promote fair, global competition among investment firms for all markets without
creating barriers to entry for new firms.
e To foster the notion of industry self-regulation on a global basis.
GIPS lay out the minimum requirements that a firm must follow in order to ethically calculate
and fairly present the investment performance.

Compliance with GIPS is voluntary and not required by legal or regulatory bodies. GIPS set the
minimum requirements that a firm should follow, in some cases providing additional
information might give a client or prospective client a clearer understanding.
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LOS 4-h

State the appropriate disclosure when the GIPS standards and local regulations are
in conflict.

When GIPS and local regulations are in conflict, firms must comply with the local law or
regulation and fully disclose the conflict.

LOS 4-i

Explain the scope of the GIPS standards with respect to definition of the firm,
historical performance record, and compliance.

The firm must be defined as an investment firm, subsidiary, or division held out to clients or
potential clients as a distinct business unit. Total firm assets must include all fee paying and non-
fee paying, discretionary and advisory accounts. Firms are encouraged to take the broadest
definition of the firm, and for example, include all geographic offices operating under the brand
name.

There are only two options for compliance: fully comply with all the requirements or else, if not
compliant, no reference to the GIPS is allowed.

There are a number of requirements that will go into effect at later date (including requirements
on real estate valuations, valuing portfolios when large cash flows, monthly valuations, and
carve-out returns). Until these become effective these are classed as recommendations and firms
are encouraged to use them.

Firms are encouraged to conduct regular internal compliance checks to ensure the validity of
their compliance claims.

Only investment management firms can claim compliance with GIPS. Consultants and software
houses can assist investment management firms to meet compliance requirements, but they are
unable to claim the compliance themselves.

Compliance requires a minimum historical performance record of 5 years (or since inception if
the firm or composites existed for less than 5 years). Subsequently firms must build up year-by-
year to a 10-year track record.

Firms can present their entire performance history if they choose to. If a firm has more than 5
years of historical performance, it may present its non-compliant performance results along with
its compliant record, provided:

e the compliant track record begins no later than January 1, 2000; and
e the non-compliant periods are disclosed and the reasons for non-compliance are
explained.
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LOS 4-j

Name and characterize the eight major sections of the GIPS standards.

There are eight major sections to the GIPS standards which are divided between requirements
and recommendations. It is important that you know which rules are requirements, which must
be followed, and which rules are recommendations, which are optional. You can expect to be
tested on knowing the difference. The eight major sections are outlined below.

1. Fundamentals of Compliance
These are discussed in LOS 4-k.

2. Input data
Consistency of input data is critical if investment performance is going to be comparable between
firms.

3. Calculation methodology
The calculation methodology must be uniform across all portfolios and composites. Important
methods include the use of total returns, which include cash flows (dividends and interest),
realized gains (from sales) and unrealized gains from ongoing portfolio holdings. Returns for any
period are linked together geometrically to create a return over a longer investment horizon.

4. Composite construction
A composite is a group of portfolios that represents a particular investment objective or strategy.
The composite return is the asset-weighted average of the returns of the portfolios in the
composite. Cash acts as a drag on portfolio performance over the long run, and cash must be
allocated among the composites - it cannot be carved out and presented on its own.

5. Disclosures
These allow firms to elaborate on the performance figures provided and put the figures in context
to ease comprehension. Disclosures would not normally change from period to period. Some
disclosures are required, others are voluntary.

6. Presentation and reporting

After collecting the data, calculating returns and deciding on necessary disclosures this
information must be include in presentations. If appropriate, firms also have the responsibility to
include other information that may not be specifically required by the standards. A
recommendation is to include the standard deviation of the composite, for example.

7. Real estate

The provisions in this section apply specifically to all real estate investments (land, completed
building, or ones under development etc.).

el



34 Readings: 3 Introduction to the Global Investment Performance Standards (GIPS®)
and Reading: 4  Global Investment Performance Standards

Private equity

The provisions apply to all private equity investments whether held directly or through a fund or
a partnership, except for open-end or evergreen funds which fall under the main GIPS

requirements. The valuation methods to be used for private equity investments are specified by
GIPS.

LOS 4-k

Explain the fundamentals of compliance with the GIPS standards.

Compliance
The fundamentals of compliance cover a number of topics:

Definition of the firm: See LOS 4-i.

Document policies and procedures: firms must document their policies and procedures with
respect to GIPS compliance.

Claim of Compliance: Firm must use the following statement to indicate they are in compliance,
”(name of firm) has prepared and presented this report in compliance with the Global
Investment Performance Standards (GIPS®)”. The firm must meet all the required standards to
claim compliance. Partial compliance of the requirements is not permitted.

Firm Fundamental Responsibilities:

e Firms should present a complaint presentation to all prospective clients, not just selected
clients.
e Firms should provide a composite list and composite description if requested to do so by
prospective clients.
e Firms must make available a compliant performance presentation for any composite
which is requested by a prospective client.
e  When two firms jointly market their performance, each firm must make clear who is
claiming compliance.
e Firms must follow all requirements and any updates published by the CFA Institute.
They are encouraged to comply with recommendations.
Verification: Firms are encouraged to undertake the verification process and to disclose in
advertisements or presentation that the firm has been verified, and also the period of verification
if the presentation includes periods which have not been verified.
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5 The Corporate Governance of Listed Companies: A Manual
for Investors

Learning Outcome Statements (LOS)

5-a Identify the factors in evaluating the quality of corporate governance and the
relative strength of shareowner rights.

5-b Define corporate governance and identify practices that constitute good

corporate governance.

5-c Define independence as used to describe corporate board members, and explain

the role of independent board members in corporate governance.

5-d List and explain the major factors that enable a board to exercise its duty to act
in the best long-term interests of shareowners.

5-e Identify characteristics of a board that contribute to the board’s independence,
and state why each characteristic is important for shareowners’ interests.

5-f Identify factors that indicate a board and its members possess the experience

required to govern the company for the benefit of its shareowners.

5-9 Explain the importance to shareowners of a board’s ability to hire external
consultants.
5-h Identify advantages and disadvantages of annual board elections compared to

less frequent elections.

5-i Explain the implications of a weak corporate code of ethics with regard to

related party transactions and personal use of company assets.

5-j Critique characteristics and practices of board committees, and determine

whether they are supportive of shareowner protection.

5-k Identify the information needed for evaluating the alignment of a company’s

executive compensation structure and practices with shareowner interests.

5-1 State the provisions that should be included in a strong corporate code of
ethics.
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5-m Identify components of a company’s executive compensation program that

positively or negatively affect shareowners’ interests.

5-n Explain the implications for shareowners of a company’s proxy voting rules

and practices.

5-0 State whether a company’s rules governing shareowner-sponsored board
nominations, resolutions, and proposals are supportive of shareowner rights

5-p Explain the implications of different classes of common equity for shareowner
rights.
5-q Determine the probable effects of takeover defenses on share value

Introduction

This Reading moves on to a new topic which has been introduced in the 2006 curriculum.

Research finding states there is a strong correlation between good corporate governance and
better valuation results of listed companies; one of the reasons it is important to alert investors to
the importance of corporate governance. The manual considers how investors can evaluate the
quality of corporate governance.

Corporate governance is topical, and the full document can be downloaded free of charge at
e http://www.cfainstitute.org/cfacentre/cmp/pdf/cfa_corp_governance.pdf

The first part deals with the role of the Board, its independence, qualifications, and the resources
that should be available for the Board to exercise its independence.

The second part deals with the ethical issues that are the responsibility of management and
reflect good governance.

The last part discusses the rights of shareowners, particularly in terms of their involvement in the
governance of a company, such as voting, sponsoring resolutions and other shareowners’ issues.


http://www.cfainstitute.org/cfacentre/cmp/pdf/cfa_corp_governance.pdf
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LOS 5-a

Identify the factors in evaluating the quality of corporate governance and the
relative strength of shareowner rights.

The quality of corporate governance mainly depends on:

e The adequacy of a company’s corporate governance structure.

o The strength of a shareowner’s rights in voicing concern over governance matters.
The success of safeguarding shareowners’ interests depends wupon the satisfactory
implementation of the two factors.

LOS 5-b

Define corporate governance and identify practices that constitute good corporate
governance.

Corporate governance is the system of internal controls and procedures by which individual
companies are managed.

It provides a framework that defines the rights, roles and responsibilities of the different
stakeholders or parties involved in a company including the management, board, controlling
shareowners and minority or non-controlling shareowners.

In general, good corporate governance seeks to ensure that:

e Board members act in the best interests of shareowners.

e The company acts in a lawful and ethical manner in its dealings with all stakeholders.

e All shareowners have the same rights to participate in the governance of the company,
and all rights of shareowners and other stakeholders are clearly set out and
communicated.

e The board and its committees are structured to act independently from management,
individuals or entities that have control over management, and other non-shareowner
groups.

e Appropriate controls and procedures are in place covering management’s activities in
running the day-to-day operations of the company.

¢ The company’s operating, financia