
CFA LVL 1 IRC 

ETHICS 
READING 56 –  ETHICS AND TRUST IN THE INVESTMENT PROFESSION  

Ethics encompasses a set of moral principles and rules of conduct that provide guidance for our behavior. 

➔ Code of ethics – beliefs about obligatory and forbidden conduct in a written set of principles.  

➔ A profession’s code of ethics – the shared principles and expected behaviors of a profession’s members. 

➔ Standards of conduct – benchmarks for the minimally acceptable behavior of community members and 

can help clarify the code of ethics. 

Challenges to ethical behavior: 

➔ Being overconfident in one’s own morality. 

➔ Underestimating the effect of situational influences (environmental issue & cultural elements), which 

will make one focusing on the immediate rather than long-term outcomes or consequences of a 

decision. 

➔ Compliance approach may oversimplify decision making -> ignoring situational considerations. 

The importance of ethical conduct in the investment industry: 

➔ Some little unimportant unethical behaviour, in aggregate can precipitate a market crisis. 

➔ Ethical behaviour builds & fosters trust, which improve the efficiency in capital flows. 

➔ Unethical behavior erodes and can even destroy trust, which lead to increasing borrowing costs, 

reducing jobs, slowing growth and innovation. 

Ethical vs. Legal Standards: 

➔ Laws and regulations often codify ethical actions, but they are not always the same. 

➔ Some legal behaviors or activities may be unethical (e.g. drink alcohol in work office). 

➔ Some behaviors or activities considered ethical may be deemed illegal in certain jurisdictions (e.g. 

whistle blowing) 

READING 57 –  CODE OF ETHICS AND STANDARDS OF PROFESSIONAL CONDUCT 

READING 58 –  GUIDANCE FOR STANDARDS I–VII 

READING 60 –  ETHICS APPLICATION 

The Code of Ethics: 

➔ Act with integrity, competence, diligence, and 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. 
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Properties of Estimators: 

➔ Unbiasedness – An unbiased estimator is one whose expected value equals the parameter it is 

intended to estimate. 

➔ Efficiency – An unbiased estimator is efficient if no other unbiased estimator of the same parameter 

has a sampling distribution with smaller variance. 

➔ Consistency – A consistent estimator is one for which the probability of estimates close to the value of 

the population parameter increases as sample size increases. 

Choice (t / z) for building confidence interval: 

 
*use of z-test is also acceptable. 

Confidence Interval: 

   

➔ Reasons of wider confidence interval: 

(a) Lower significance level. 

(b) Higher standard deviation. 

(c) Lower number of observations. 

Bias in Sampling: 

➔ Data-Mining Bias – repeatedly use the same database to search for profitable trading rules. 

➔ Sample Selection Bias – some data is excluded from sampling due to lack of availability. 

➔ Look-Ahead Bias – test using sample data that was not available on the test date. 

➔ Time-Period Bias – period is too long or too short. 

READING 6 –  HYPOTHESIS TESTING 

Steps in Hypothesis Tests – critical value approach: 

➔ Stating Hypothesis: 

(a) Two-tailed Tests: H0: μ = μ0 HA: μ ≠ μ0 

(b) One-tailed Tests: H0: μ ≤ μ0 HA: μ > μ0 

➔ Degree  of Freedom. 

➔ Critical Value. 

➔ Test Statistic. 

➔ Conclusion – accept null hypothesis (if test statistic < critical value; ignore negative sign) or reject null 

hypothesis (if test statistic > critical value; ignore negative sign). 
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• Liquidity trap (elastic / horizon money demand curve causes ineffective monetary policy. 

Fiscal policy: 

➔ Objective: Influence aggregate national output 

➔ Tools: taxes control & government spending 

• Expansionary policy (increase government spending, reduce taxes) 

• Contractionary policy (decrease government spending, increase taxes) 

➔ Fiscal multiplier = 1 / [1 – MPC(1-t)] 

➔ Implementation challenge (recognition lag, action lag, impact lag) 

➔ Concerns: 

• High level of debt to GDP 

• Printing money 

• Crowding out – government borrowing causes higher interest rate and lower private investment. 

• Ricardian equivalence – increase in government spending/borrowing may be offset by increasing 

saving due to expectation of higher future tax (to repay the borrowing). 

READING 13 –  INTERNATIONAL TRADE AND CAPITAL FLOWS  

➔ Closed (Autarky) economy – a country which does not participate in international trade. 

➔ Open economy – a country which participate in international trade. 

➔ Absolute advantage – able to produce that good at a lower cost or use fewer resources. 

➔ Comparative advantage – opportunity cost of producing good is less than that of other country. 

Model of comparative advantage: 

➔ Ricardian model: Differences in labor productivity (i.e. technology) are the source of comparative 

advantage. Assumes labor is the only variable factor in production. 

➔ Heckscher-Ohlin model: Differences in factor endowments (i.e. capital-to-labor ratio) are the primary 

source of comparative advantage. Assumes both capital and labor are factors of production. 

Trade Restrictions: 

➔ Capital restrictions – controls placed on foreigners’ ability to own domestic assets and/or domestic 

residents’ ability to own foreign assets 
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• Calculator function: 1) key in bond’s info and compute PV; 2) use 2nd PV function 

➔ Straight-line method (US GAAP only; evenly amortize the premium or discount over the bond life) 

• Annual amortized premium or discount = Total premium or discount / Number of years to maturity 

• Interest expense = Coupon – amortized premium (or + amortized discount) 

Bonds Issuance Cost: 

➔ IFRS (issuance costs are included in bonds carrying amount) 

➔ US GAAP (issuance costs are capitalized as an asset, deferred charge; allocated to I/S over time) 

Implications: 

➔ Under EIR method, premium bond (carrying value / interest expenses decreases to par over time) 

➔ Under EIR method, discount bond (carrying value / interest expenses increases to par over time) 

Fair value reporting method: 

➔ Bond’s liability will be recorded at fair value, any changes to it will be recorded as G/L on I/S. 

Derecognition of debt: 

➔ When bonds are redeemed before maturity: 

• Gain/loss recognized on I/S = Book value of the bond liability – Redemption price  

FINANCE/CAPITAL LEASES VS. OPERATING LEASES  

Finance / Capital Lease: 

➔ Equivalent to the purchase of some asset by the buyer (lessee) that is directly financed by the seller (lessor). 

➔ Under US GAAP, lease is classified as finance lease if one of the following criteria met: 

• Title to the leased asset is transferred to the lessee at the end of the lease period. 

• A bargain purchase option - permits the lessee to purchase the leased asset for a price significantly 

lower than the fair market value of the asset at some future date. 

• The lease period is a major part of the asset's economic life. 

• The present value of the lease payments is equal or exceed the asset’s fair value. 

➔ Under IFRS, for lessee only, lease is classified as finance lease if the lease contract conveys the right to use 

an asset for a time period of more than one year. 

➔ US GAAP differentiates two types of finance lease: 

• Direct financing lease (PV of the lease payments = Carrying value of the asset) 

• Sales-type lease (PV of the lease payments > Carrying value of the asset) 

➔ Lessee’s account: 

• Recognize assets & liability 

• Report depreciation & interest expense over time 

• Principal repayment component -> CFF; interest expense -> CFO/CFF 

➔ Lessor’s account: 

• Remove the leased asset and replace it with lease receivable 

• Report profit on sale (for sales-type lease) & interest income 

• Cash receipt -> CFO 

Operating Lease: 

➔ Any contract which doesn’t meet the finance lease criteria. 
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MATRIX PRICING (FOR PRICING OF INACTIVE BONDS)  

➔ Interpolation – price inactive bonds using the YTM obtained from other comparable bonds. 

➔ Credit spread adjustment – price inactive bonds using YTM estimated with existing bonds’ credit spread. 

YIELD MEASURES 

YIELD MEASURES FOR FIXED-RATE BONDS 

➔ Current yield = Annual coupon / Current market price or flat price 

➔ Yield-to-maturity (YTM) (interest rate risk, reinvestment risk) 

➔ Bond equivalent yield (BEY) (YTM for semi-annual bond) 

➔ Effective yield 

➔ Yield-to-call & Yield-to-worst 

YIELD MEASURES FOR FLOATING-RATE NOTES 

➔ Coupon rate is periodically reset to be in line with market yield at every reset date. 

➔ Bonds value will be pulled towards par as reset date approaches. 

Price may still deviate from par due to: 

➔ Change in quoted margin (that captures the risk of bond) 

➔ Market rate exceed cap rate / floor rate 

YIELD MEASURES FOR MONEY MARKET INSTRUMENTS  

➔ Discount basis (investor’s return ≠ quoted discount rate) 

➔ Add-on basis (investor’s return = quoted interest rate) 

TERM STRUCTURE OF INTEREST RATES 

Reasons for difference between YTM of 2 bonds: 

➔ Currency – Bond denominated in currency with higher inflation will have higher YTM. 

➔ Credit risk – The higher credit risk, the higher the YTM. 

➔ Liquidity – The higher the liquidity, the lower the YTM. 

➔ Tax status – Tax exempted bonds will have lower YTM. 

➔ Periodicity – Annual coupon bond will have higher YTM then monthly coupon bond. 

Yield Curve: 

➔ Yield curve (shows YTM of coupon bonds) 

➔ Spot curve (shows YTM of zero-coupon bonds) 

➔ Par curve (shows YTM of par bonds) 

➔ Forward curve (shows forward rates on bonds) 

Implied Forward Rate: 

 

IFR3,1 indicates a “3y1y” implied forward rate, meaning the 1 year forward rate to be obtained 3 years from today. 
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ALTERNATIVE INVESTMENT 
ALTERNATIVE INVESTMENT 

Characteristics of Alternative Investment: 

➔ Narrow manager specialization 

➔ Low correlation of returns with those of traditional investments 

➔ Less regulation and less transparency than traditional investments 

➔ Limited and potentially problematic historical risk and return data 

➔ Unique legal and tax considerations 

➔ High fees 

➔ Concentrated portfolios 

➔ Restrictions on redemptions 

Investment Methods: 

➔ Fund investing 

➔ Co-investing (investor invests indirectly through fund but also possesses rights to the assets) 

➔ Direct investing (investor has control to the assets) 

Investment and Compensation Structures: 

➔ Partnership structure (general partner – fund manager; limited partner – investors) 

➔ “2 and 20” reflects a 2% management fee and a 20% incentive fee. 

➔ Management fees (hedge fund – based on AUM; private equity – based on committed capital) 

➔ Performance / incentive fees (hard hurdle – fees charged on returns in excess of hurdle rate; soft hurdle – 

fees charged on entire returns if hurdle is exceeded) 

➔ Catch-up clause – once hurdle is exceeded, GP receive 100% of distribution until he receives the full portion 

of incentive fees. 

➔ High water mark – highest fund value (net of fees) in the history, used for calculating incentive fees without 

paying twice for same performance. 

➔ Waterfall (deal-by-deal – incentive fees calculated separately for each deal, advantageous to GP; whole-

of-fund – incentive fees calculated at aggregate fund level) 

➔ Clawback provision – allow LPs to claim back GP’s performance fee if there is a loss incurred later. 

HEDGE FUNDS 

➔ Redemption restrictions – lockup & notice period. 

➔ Biases to index – survivorship bias & backfill bias. 

➔ Measurement of performance – drawdowns & Sortino ratio 

Hedge Fund Strategies: 

➔ Event-driven strategies (bottom up analysis, merger arbitrage, distressed/restructuring, activist 

shareholders, special situation). 

➔ Relative value strategies (fixed income convertible arbitrage, fixed income asset backed). 

➔ Macro strategies (top-down approach). 
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Beta (β): 

➔ A measurement of systematic risk, or how sensitive an asset’s return is to the market as a whole. 

CAPM Assumptions: 

1. Investors are risk-averse, utility-maximizing, rational individuals. 

2. Markets are frictionless, including no transaction costs and no taxes. 

3. Investors plan for the same single holding period. 

4. Investors have homogeneous expectations → All investors invest in same market portfolio. 

5. All investments are infinitely divisible. 

6. Investors are price takers. 

APPLICATIONS OF CAPM 

➔ Estimation of expected return of an asset based on the asset’s systematic risk, i.e. SML equation. 

➔ Portfolio performance evaluation. 

➔ Security Selection. 

➔ Constructing a portfolio (CAPM implies all investors should hold a fully diversified portfolio). 

Portfolio Performance Evaluation: 

 

 

 

Jensen’s alpha,  

Note: 

Sharpe ratio & M-squared are based on total risk (standard deviation) while Treynor ratio & Jensen’s alpha are 

based on systematic risk (beta). 

EXTENSIONS TO THE CAPM 

Arbitrage Pricing Theory (APT): 

➔ APT allows numerous risk factors (CAPM allows only systematic risk factor). However, APT does not 

specify any risk factors. E.g., Fama-French 3 factors model & Carhart 4 factors model. 

READING 54 –  BASICS OF PORTFOLIO PLANNING AND CONSTRUCTION 

➔ Investment Policy Statement (IPS) 

➔ Risk & Return Objectives (can be absolute or relative). 

➔ Risk Tolerance (capacity, attitude) 

➔ Investment Constraints (liquidity, time horizon, tax, legal & regulatory, unique circumstances). 

➔ Portfolio Construction (SAA, TAA) 

88 of 92




