BERR L RALRA Y

= 4 A B C D E
l. Knowledge of |Independence Misrepresentation Misconduct
Professionalism the law (1) |and Objectivity
(2)
1. Material Market
Integrity of Capital [Nonpublic Manipulation
Markets Information
1. Loyalty, Fair Dealing Suitability Performance |Preservation of
Loyalty to clients |Prudence, and (1) Presentation |Confidentiality
Care (2)
IV. Loyalty Additional Responsibilities of
Loyalty to Compensation  |[Supervisors
employers Arrangements
V. Diligence and |Communication |Record
Investment Reasonable with Clients and |Retention
analysis, Basis Prospective
recommendations, Clients
and action (1) (2) (3)
(4)
Vi. Priority of Referral Fees
Conflict of interest Disclosure of Transactions
conflicts
Vil. Conduct as Reference to CFA

Responsibilities as
a CFA Institute
Member or CFA
Candidate

Participants in
the CFA Institute

Program

Institute, the CFA
Designation, and
the CFA Program




- — Accept
Disciplinary

Sanction

Do not accept

) Hearing panel

| Cautionary letter

No sanction

B |: Professionalism

1 A: Knowledge of the Law
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1 B: Independence and Objectivity
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1 C: Misrepresentation
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5. MC should not misrepresent the success of their performance record through
presenting benchmarks that are not comparable to their strategies. However,
Standard 1(C) does not require that a benchmark always be provided in order to
comply.
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B @)l Integrity of Capital Markets

2 A: Material Nonpublic Information
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2 B: Market Manipulation

& Q] |Il: Duties to Clients

3A: Loyalty, Prudence, and Care
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#-% + 16. Samuel Takeda, CFA, is chief executive officer of SMI investing. SMI has
a soft dollar arrangement with a broker. Takeda directed the broker to pay invoices submitted
by Toma Associates. The invoices are for a small amount of research for SMI and
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compensation to Toma’s principal for his efforts in making substantial client referrals to
Takeda in SMI’s early years. According to the Standards of Practice Handbook, Takeda
may use the soft dollars to pay:

A. for the research only
B. the invoices in full only if SMI is getting best price and execution from the broker
C. the invoices in full only if the commission paid is reasonable in relation to the

services received.
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3 B: Fair Dealing
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Monique Gretta, CFA, is a research analyst at East West Investment Bank. Gretta has
several long-standing relationships with mutual funds and institutional investors. Gretta often
provides these clients with draft copies of her research before disseminating the information
to all of the bank’s clients. This practice has helped Gretta avoid several errors in her
reports and she believes it is beneficial to the rest of her client base. Regarding her
research, Gretta /east likely violated the CFA Institute Code of Ethics and Standards of
Professional Conduct because:

A. her report is a draft

B. of her conflicts of interest

C. this practice benefits some clients
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3 C: Suitability
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3 D: Performance Presentation
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3 E: Preservation of Confidentiality
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& P IV: Duties to Employers

4 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
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4 B: Additional Compensation Arrangements
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Example:

(Prior Approval for Outside Compensation) Jonathan Hollis is an analyst of oil-and-gas
companies for Specialty Investment Management. He is currently recommending the
purchase of ABC Qil Company shares and has published a long, well-thought-out
research report to substantiate his recommendation. Several weeks after publishing
the report, Hollis receives a call from the investor-relations office of ABC Oil saying
that Thomas Andrews, CEO of the company, saw the report and really liked the
analyst’s grasp of the business and his company. The investor-relations officer invites
Hollies to visit ABC Oil to discuss the industry further. ABC oil offers to send a
company plane to pick Hollis up and arrange for his recommendations while visiting.
Hollis, after gaining the appropriate approvals, accepts the meeting with the CEO but
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declines the offered travel arrangements.

Several weeks later, Andrews and Hollis meet to discuss the oil business and Hollis’s
report. Following the meeting, Hollis joins Andrews and the investment relations
officer for dinner at an upscale restaurant near ABC Qil’s headquarters.

Upon returning to Specialty Investment Management, Hollis provides a full review of
the meeting to the director of research, including a disclosure of the dinner attended.

Comment:

Hollis’s actions did not violate Standard IV(B). Through gaining approval before
accepting the meeting and declining the offered travel arrangements, Hollis sought to
avoid any potential conflicts of interest between his company and ABC Oil. Because
the location of the dinner was not available prior to arrival and Hollis notified his
company of the dinner upon his return, accepting the dinner should not impair his
objectivity. By disclosing the dinner, Hollis has enables Specialty Investment
Management to assess whether it has any impact on future reports and
recommendations by Hollis related to ABC Qil.
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4 C: Responsibilities of Supervisors
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&P V: Investment Analysis, Recommendations, and Actions

5 A: Diligence and Reasonable Basis
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Areas to look for when selecting an external adviser: code of ethics, internal control
procedures, return information and adherence to strategy



5 B: Communication with Clients and Prospective Clients
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3. Members and candidates cannot be expected to disclose risks they are unaware of
at the time recommendations or investments are made. However, having no
knowledge of a risk or limitation that subsequently triggers a loss may reveal a
deficiency in the diligence and reasonable basis (5A) of the research of the
member or candidate but may not reveal a breach of this standard(5B).

5C: Record Retention
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3 - M/C cannot use historical recommendation or research reports created at the previous
firm because the supporting documentation is unavailable. For future use, the member
or candidate must re-create the supporting records at the new firm with information
gathered through public sources or directly from the covered company and not from
sources obtained at the previous employer
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® P VI: Conflicts of Interest

6 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.
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6 C: Referral Fees
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A large manufacturing company is seeking helping manager for its pension. After a
comprehensive but unsuccessful search, Brett Arun, CFA, is hired to solicit proposals from
various fund managers. Arun is paid a lump sum fee for his services. The search concludes
with the hiring of Ramport Investments as the pension plan’s managers. A year after Ramport
is hired, the pension administrator sends Arun a letter telling him how satisfied the pension
trustees are with the services by the fund manager. Subsequently, without the plan sponsor’s
knowledge, Arun receives a payment from Ramport for successfully introducing it to the
pension plan under an agreement entered into when the search was initiated. Regarding
the payment received, did Arun most likely violate the CFA Institute Code of Ethics and
Standards of Professional Conduct?

A. No

B. yes, because he did not disclose the payments to all parties

C. yes, because he should have refused payment from the fund manager.
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7 A: Conduct as Members and Candidates in the CFA Program

1-CFA i 4 fod 3iBAE2 GRS » 2 @3 TRHEMNTE « A BEIBF A 4
Professional Conduct Statement ® %| & 7 #hgE p © i3 7 § {7 5

2 - Candidate pledge: not disclose any portion of the exam and not remove any exam
materials from the testing room.
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7 B: Reference to CFA Institute, the CFA Designation, and the CFA Program
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4 - Being a CFA candidate really helped somebody find a job

5 - Jacaranda has four CFA charterholders among its senior management. All of these
managers passes the three exams in the shortest time possible.

6 + ==/ > * i complete the CFA program
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Upon receiving notification that he passed his Level Il CFA exam, Paulo Garica updates
his educational background on his social media site by adding “complete the CFA course.”
Does Carica most likely violate the CFA institute Code of Ethics and Standards of Professional
Conduct?

A. No.

B. Yes, because it could imply he has obtained the charter

C. Yes, because he doesn’t describe the certification process
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GIPS (Global Investment Performance Standards):n€ Bt:

e The GIPS standards require firms to include all actual, discretionary, fee—paying portfolios
in at least one composite defined by investment mandate, objective, or strategy in order
to prevent firms from cherry-picking their best performance. A composite contains portfolios
or accounts with similar strategies or objectives. A firm’s composite performance can be
used to compared with that of its benchmarks or similar composites from another firms,
so as for investors to make meaningful judgment.

° (Composite ) Historical Performance Record: # > 1 & » 4o% o & & jp e > 30 1 & >
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,

2 2000 # 12 1 pi{sF - £398 3 & GIPS e q_e

e GIPS 47 4 ~ Sections: Fundamental of compliance, Input data, Calculation
methodology, Composite construction, Disclosure, Presentation and reporting, Real estate,
Private equity, Wrap fee/SMA portfolios



Fundamentals of Compliance — Requirements

0.A.2 Firms must comply with all applicable laws and regulations regarding the
calculation and presentation of performance.

0.A.4 The GIPS standards must be applied on a firm-wide basis.

0.A.6 If the firm does not meet all the requirements of the GIPS standards, the Firm must
not represent or state that it is “in compliance with the Global Investment Performance
Standards except for...” or make any other statements that may indicate partial compliance
with the GIPS standards.

0.A.7 Statements referring to the calculation methodology as being “in accordance,”“in
compliance,” or “consistent” with the Global Investment Performance Standards, or similar
statements, are prohibited.

0.A.8 Statements referring to the performance of a single, existing client portfolio as being
“calculated in accordance with the Global Investment Performance Standards” are prohibited,
except when a GIPS-compliant firm reports the performance of an individual client’s portfolio
to that client.

0.A.10 Firms must provide a complete list of composite descriptions to any
prospective client that makes such a request. Firms must include terminated

composites on the firm’s list of composite descriptions for at least five years after the

composite termination date.

0.A.12 Firms must be defined as an investment firm, subsidiary, or division held out to
clients or prospective clients as a distinct business entity.

0.A.13 For periods beginning on or after 1 January 2011, total firm assets must be the
aggregate fair value of all discretionary and non-discretionary assets managed by the firm.

This includes both fee—paying and non-fee-paying portfolios.

0.A.14 Total firm assets must include assets assigned to a sub-advisor provided the firm
has discretion over the selection of the sub-advisor.

(Sub-advisor: A third-party investment manager hired by the firm to manage some or all of the

assets for which a FIRM has investment management responsibility. )
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#-4 + 7 #f (n%E. According to the Global Investment Performance Standards, statements
referring to the calculation methodology used in a composite presentation as being in
compliance with GIPS are:

A. required

prohibited

C. recommended
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3+ ¥ hedge funds 1% *

Beginning asset

Base Fee

End of period asset

Management

Fee

Independent of base fee

Net of base fee

Incentive Fee

Hurdle rate

Watermark

Hedge funds are structured with a management fee based on assets under management
(sometimes called the base fee) plus an incentive fee (or performance fee) based on
realized profits. Sometimes the fee structure specifies that the incentive fee is only earned
after the fund achieves a specified return known as a hurdle rate.

Fee calculations also take into account high water marks, which reflect the highest cumulative
return used to calculate the incentive fee. It is the highest value, net of fees, that the
fund has reached. The use of high water marks protects clients from paying twice for

the same performance.
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Curve Pattern Contango (& # £ # ) Backwardation (i i £ 4%+ )

Definition The futures curve is upward Vise versa
sloping, and the far—-dated futures
prices are higher than the
near-dated ones, which are

higher than the spot price.
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Why and when it occurs?
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B Hedging pressure hypothesis

(risk premium)

Opportunity and risk

Roll yield negative

Roll yield positive
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collateral yield

> Real estate index:

Types T

Appraisal Index

Understate volatility

Repeat sales

index

Use repeat sales of properties to construct the indices. The change
in prices of properties with repeat sales are measured and used to

construct the index. These indices suffer from a sample selection bias.

REIT index

The direct capitalization approach

NOI (Net operating income ) is similar to EBITDA and represents the income to the property

after deducting operating expenses, including property taxes, insurance, maintenance, utilities

and repairs but before depreciation, financing costs, and income taxes.

The expected annual NOI is divided by a capitalization rate (or cap rate) to estimate

the value of the property. A cap rate is a discount rate less a growth rate.

Cap rate can be estimated using similar/comparable real estate’s NOI to divide by its

selling price.

Property value = NOl/cap rate

REIT valuation:

Income based:
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FFO (funds from operations) equals net income plus depreciation charges on the real
estate property less gains from sales of real estate property plus losses on sales of real
estate property.

AFFO (adjusted FFO) adjusts the FFO for recurring capital expenditures.

B Three ways for a private equity fund to value a company:

1. market or comparable
2. discounted cash flow
3. asset-based

Measurement Issues, risks and bias:
Iliquidity

volatility under-estimated
correlation under-estimated

did not provide the desired protection during the financial crisis
survivorship bias
backfill bias
Returns may be smoothed and/or overstated and the volatility of returns
understated given some hedge fund assets’ illiquid nature. Sharpe ratio becomes
less meaningful.
8. Normal distribution violated: Leptokurtic, negatively skewed. Need to measure
downside risks or tail risks more precisely by using VaR or/and by using another
ratio such as Sortino ratio. Problem with VaR and Sortino ratio is still related to
normal distribution assumption:
B VaR to be under-estimated when the alternative investment strategy
exhibits a negatively skewed return distribution
B Once normal distribution assumption is violated, Sortino ratio can still
under-estimate downside risks

N O Ul AW N -

Solution: use stress tests and assume tail events
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