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STUDY SESSION 1 READINGS

Reading 1 Ethics and Trust in the Investment Profession

Reading 2 Code of Ethics and Standards of Professional Conduct Standards of
Practice Handbook, Eleventh Edition

Reading 3 Guidance for Standards Ii VII Standards of Practice Handbook,
Eleventh Edition

Reading 4 Introduction to the Global Investment Performance Standards (GIPS)

Reading 5 Global Investment Performance Standards (GIPS)
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READING 1: ETHICS AND TRUST IN THE

INVESTMENT PROFESSION .
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READING 1 ETHICS AND TRUST IN THE INVESTMENT
PROFESSION

The candidate should be able to:

a explain ethics;

b describe the role of a code of ethics in defining a profession;

c identify challenges to ethical behavior;

d describe the need for high ethical standards in the investment industry;
e distinguish between ethical and legal standards;

f describe and apply a framework for ethical decision making.
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2. ETHICS

Ethics refers to the study of making good choices. Ethics encompasses a set of moral
principles and rules of conduct that provide guidance for our behavior.

Businesses and financial markets thrive on trustd defined as a strong belief in the
reliability of a person or institution.

In a 2013 study on trust, investors indicated that to earn their trust, the top three attributes
of an investment manager should be that it

(1) has transparent and open business practices,
(2)takes responsible actions to address an issue or crisis, and

(3) has ethical business practices.
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2. ETHICS

Specific communities or societal groups in which we live and work sometimes codify their
beliefs about obligatory and forbidden conduct in a written set of principles, often called a
code of ethics.

Standards of conduct serve as benchmarks for the minimally acceptable behavior of
community members and can help clarify the code of ethics.

CFA Institute is an example of a community with an established code of ethics and
standards of conduct.

These beliefs are presented in the Code of Ethics and Standards of Professional Conduct
(Code and Standards), which are included in the CFA Institute Standards of Practice
Handbook.
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3. ETHICS AND PROFESSIONALISM

A profession has several characteristics that distinguish it from ordinary occupations. A
profession is

1. based on specialized knowledge and skills.
2. based on service to others.
3. practiced by members who share and agree to adhere to a common code of ethics.

In any given profession, the code of ethics communicates the shared principles and
expected behaviors of its members.
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4. CHALLENGES TO ETHICAL CONDUCT

Several challenges can make adherence to ethical conduct difficult.

1. people tend to believe that they are ethical people and that their ethical standards
are higher than average.

2. A second challenge is that decision makers often fail to recognize and/or
significantly underestimate the effect of situational influences, such as what other
people around them are doing. Situational influences are external factors, such as
environmental or cultural elements, that shape our thinking, decision making, and
behavior.
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5. THE IMPORTANCE OF ETHICAL CONDUCT IN THE
INVESTMENT INDUSTRY

High ethical standards always matter and are of particular importance in the investment
industry, which is based almost entirely on trust.

Clients trust investment professionals to use their specialized skills and knowledge to
serve clients and protect client assets. All stakeholders gain long-term benefits when
investment professionals adhere to high ethical standards.

The higher the level of trust in the financial system, the more people are willing to
participate in the financial markets.

Unethical behavior interferes with the ability of markets to channel capital to the
borrowers that can create the most value from the capital, contributing to economic
growth.

Both markets and society suffer when unethical behavior destroys trust in financial
markets.
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6. ETHICAL VS. LEGAL STANDARDS

Rules and laws often codify ethical actions that lead to better outcomes for society or
specific groups of stakeholders.

Organizations and individuals generally adhere to legal standards, but legal standards are
often created to address past ethical failings and do not provide guidance for an evolving
and increasingly complex world.

Legal standards are often rule based. Ethical conduct goes beyond legal standards,
balancing self-interest with the direct and indirect consequences of behavior on others.
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/. ETHICAL DECISION-MAKING FRAMEWORKS

Laws, regulations, professional standards, and codes of ethics can guide ethical behavior,
but individual judgment is a critical ingredient in making principled choices and engaging
in appropriate conduct.

A framework for ethical decision making can help people look at and evaluate a decision
from different perspectives, enabling them to identify important issues, make wise
decisions, and limit unintended consequences.

An ethical decision-making framework provides investment professionals with a tool to
help them adhere to a code of ethics.

Ethical decision-making frameworks are designed to facilitate the decision-making
process for all decisions.
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/. ETHICAL DECISION-MAKING FRAMEWORKS

The ethical decision-making process includes multiple phases, each of which has multiple
components.
1. In the initial phase, you will want to identify the important facts that you have

available to you, as well as information that you may not have but would like to
have to give yourself a more complete understanding of the situation.

2. In the second phase of ethical decision making, you will take time to consider the
situational influences as well as personal behavioral biases that could affect your

thinking and thus decision making.

3. The next phase of the framework is to make a decision and act. After you have
acted on your decision, you should take the time to reflect on and assess your

decision and its outcome.
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READING 2: CODE OF ETHICS AND STANDARDS OF
PROFESSIONAL CONDUCT
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READING 2. CODE OF ETHICS AND STANDARDS OF
PROFESSIONAL CONDUCT

The candidate should be able to:

a describe the structure of the CFA Institute Professional Conduct Program and the
process for the enforcement of the Code and Standards;

b state the six components of the Code of Ethics and the seven Standards of Professional
Conduct;

c explain the ethical responsibilities required by the Code and Standards, including the
sub-sections of each Standard.
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CFA INSTITUTE PROFESSIONAL CONDUCT PROGRAM

U Disciplinary Review Committee of CFA Institute Board of Governors has responsibility
for the Professional Conduct Program and for enforcement of the Code and Standards

U CFA Institute Designated Officer, through Professional Conduct staff, conducts
inquiries related to professional conduct
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CFA INSTITUTE PROFESSIONAL CONDUCT PROGRAM

Inquiry can be prompted by:

U Self-disclosure by members or candidates

UWritten complaints about a member or canoi¢
U Evidence of misconduct by a member or candidate

U Report by a CFA exam proctor
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CFA INSTITUTE PROFESSIONAL CONDUCT PROGRAM

The Designated Officer may decide:

1. That no disciplinary sanctions are appropriate
2. To issue a cautionary letter

3. To discipline the member or candidate

Sanctions may include condemnation by memb
participation in the CFA Program
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CODE OF ETHICS

Members of CFA Institute (including CFA c
esignation (fAiMembers and Candi datesodo) mus

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.

P Q>

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

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

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

5. Promote the integrity and viability of the global capital markets for the ultimate benefit of

society.
6. Maintain and improve their professional competence and strive to maintain and improve
the competence of other investment profess
2
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STANDARDS OF PROFESSIONAL CONDUCT

1. Professionalism
A. Knowledge of the Law
B. Independence and Obijectivity
C. Misrepresentation
D. Misconduct
2. Integrity of Capital Markets
A. Material Nonpublic Information
B. Market Manipulation
3. Duties to Clients
A. Loyalty Prudence & Care

B. Fair Dealing
C. Suitability (1 a,b,c. 2)
D. Performance Presentation
E. Preservation of Confidentiality (1,2,3)
N
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STANDARDS OF PROFESSIONAL CONDUCT

4. Duties to Employers
A. Loyalty
B. Additional Compensation Arrangements
C. Responsibilities of Supervisors
5. Investment Analysis, Recommendations, and Actions
A. Diligence and Reasonable Basis (1,2)
B. Communication with Clients and Prospective Clients (1,2,3,4)
6. Conflicts of Interest
A. Disclosure of Conflicts
B. Priority of Transactions
C. Referral Fees
7. Responsibilities as a CFA Institute Member or CFA Candidate
A. Conduct as Participants in CFA Institute Programs
B. Reference to CFA Institute, the CFA Designation, an%{ﬂ? CFA Program

| 7 CFA Institute
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READING 3: GUIDANCE FOR STANDARDS I-VII
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READING 3. GUIDANCE FOR STANDARDS It VI

The candidate should be able to:

a demonstrate the application of the Code of Ethics and Standards of
Professional Conduct to situations involving issues of professional integrity;

b distinguish between conduct that conforms to the Code and Standards and
conduct that violates the Code and Standards;

c recommend practices and procedures designed to prevent violations of the
Code of Ethics and Standards of Professional Conduct.
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STUDY TIP

1. Analyze the question: is it asking about:
a. The Code of Ethics
b. The Standards

a. Guidance: Violation or NOT of 1 or more standard

b. Recommended Procedures
c. GIPS

2. You must be able to identify where an activity violates one or more standards which
means that basically you need to have 7 standards and sub standards pretty well
memorized.

3. As always i best advice is to practice as many Qs as possible
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STANDARD I:
PROFESSIONALISM
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STANDARD I: PROFESSIONALISM

Standard | (A) Knowledge of the Law

AMembers and Candidates must understand an
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 swuch | aws, rul es, or regul ati

Highlights:
U Relationship between the Code and Standards and Applicable Law
U Participation in or Association with Violations by Others

U Investment Products and Applicable Laws

2
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STANDARD I: PROFESSIONALISM

Guidance

Standard | (A) Knowledge of the Law
Most strict

First, notify supervisor or compliance
May confront wrongdoer directly
Dissociate if necessary

Inaction may be construed as participation

(R N N et N e

No requirement to report violations to governmental authorities, but this may be
appropriate in certain cases
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STANDARD I: PROFESSIONALISM

Recommended Procedures

Standard | (A) Knowledge of the Law

U Keep informed, regularly review written compliance procedures, maintain files
U Seek compliance/legal advice as needed

U Encourage firms to adopt code of ethics

N .
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STANDARD I: PROFESSIONALISM

Recommended Procedures

Standard | (A) Knowledge of the Law

U Distribute information internally on applicable laws and regulations

U Have written procedures for reporting suspected violations

U Members strongly encouraged to report violations by other members
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STANDARD I: PROFESSIONALISM

Standard I(B) Independence and Objectivity

AMembers and Candidates must use reason
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

anotheros independence and objectivity.
Highlights:
U Buy-Side Clients U Public Companies
U Fund Manager and Custodial U Credit Rating Agency
Relationships Opinions
U Investment Banking Relationships U Influence during the Manager
u Performance Measurement and Selection/Procurement
Attribution Process

U Issuer-Paid Research

u Trave\.g ding
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STANDARD I: PROFESSIONALISM

Guidance
Standard I(B) Independence and Objectivity
U Modest gifts okay

U Distinguish between gifts from clients and gifts from entities trying to influence a
member 6s behavior

U May accept gift from clientsd disclose to employerd get permission if gift is for future
performance

N .
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STANDARD I: PROFESSIONALISM

Guidance
Standard I(B) Independence and Objectivity

U Members responsible for hiring outside managers should not accept travel, gifts, or
entertainment that could impair their objectivity

U Investment banking relationshipsd do not bow to pressure to issue favorable research

U For issuer-paid research, flat fee structure is preferred; must disclose
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STANDARD I: PROFESSIONALISM

Guidance

Standard I(B) Independence and Objectivity

U Members working for credit rating firms should avoid influence by issuing firms
U Users of credit ratings should be aware of this potential conflict

U Best practice is for analysts to pay for their own commercial travel to firms being
analyzed or to firm events
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STANDARD I: PROFESSIONALISM

Recommended Procedures

Standard I(B) Independence and Objectivity

U Protect integrity of opinionsd reports should reflect unbiased opinion
U Create a restricted list

U Restrict special cost arrangements
U Limit gifts; clear value limits by firm
U

1 Be careful with IPO share allocations
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STANDARD I: PROFESSIONALISM

Standard I(C) Misrepresentation

AMembers and Candidates must not knowingly
i nvest ment analysis, recommendations, act.
Highlights:

U Impact on Investment Practice

U Performance Reporting

U Social Media

U Omissions

U Plagiarism

i

Work Completed for Employer

N
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STANDARD I: PROFESSIONALISM

Guidance
Standard I(C) Misrepresentation
U Standard covers oral, written, or electronic communications

U Do not misrepresent qualifications, services of self or firm, or performance record,
characteristics of an investment

U Do not guarantee a certain return

U No plagiarismd written, oral, or electronic communications
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STANDARD I: PROFESSIONALISM

Recommended Procedures

Standard I(C) Misrepresentation
\
I

UFirms can assist employees by providing
fi |l i ficati o

a description of the rmés qua a

U Maintain records of materials used to prepare research reports, and quote source,

except for NArecognized financial and st af
N
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STANDARD I: PROFESSIONALISM

Recommended Procedures
Standard I(C) Misrepresentation
U Models and analysis of others at the firm may be used without attribution

U Should encourage firm to establish procedures for verifying marketing claims of third
parties recommended to clients
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STANDARD I: PROFESSIONALISM

Standard 1(D) Misconduct

AMembers and Candi dates must not engage i n
dishonesty, fraud, or deceit or commit any act that reflects adversely on their professional
reputation, integrity, or competence. O
N
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STANDARD I: PROFESSIONALISM

Guidance
Standard 1(D) Misconduct
This Standard covers conduct that may not be illegal, but could adversely affect a

member 6s ability to perform duties
N
A .
7<Z CFA Institute
LOS 3.a, b & c Demonstrate, Distinguish & Recommend \

CFA Institute



STANDARD I: PROFESSIONALISM

Recommended Procedures

Standard 1(D) Misconduct

U Adopt a code of ethics to which every employee must adhere

U Disseminate a list of potential violations and associated disciplinary sanctions

U Conduct background checks on potential employeesd look for good character and
eligibility to work in the investment industry
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STANDARD II:
INTEGRITY OF CAPITAL MARKETS
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STANDARD II: INTEGRITY OF CAPITAL MARKETS

Standard [I(A) Material Nonpublic Information

AMembers and Candidates who possess mater.

the value of an i nvestment must not act or
Highlights:

U What |Is AMaterial o I nformation?

U What Constitutes ANonpublicd I nformation"
U Mosaic Theory

U Social Media

U Using Industry Experts

U Investment Research Reports
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STANDARD II: INTEGRITY OF CAPITAL MARKETS

Guidance
Standard II(A) Material Nonpublic Information

U nMat dnifalddo scl osure of i nformation woul d
would want to know before making an investment decision

U If price effect is ambiguous, information may not be considered material

U Extends to info such as upcoming rating change, influential analysis to be released
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STANDARD II: INTEGRITY OF CAPITAL MARKETS

Guidance
Standard II(A) Material Nonpublic Information
Ul nformation is fAnonpublico until 1t has |

U Information made available to analysts is considered nonpublic until it is made
available to investors in general

UAAct o includes related swaps and options,
N
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STANDARD II: INTEGRITY OF CAPITAL MARKETS

Guidance
Standard II(A) Material Nonpublic Information
U If you possess material non-public information, act as you would if you did not know

U AMosaic Theoryo: no Vvi ol at i -onaterial hoa-publia n a n ¢
information with public information to reach conclusion
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STANDARD II: INTEGRITY OF CAPITAL MARKETS

Recommended Procedures
Standard II(A) Material Nonpublic Information

Ul nformation barrier or nfirewall O I s 1 ec«¢
communications

U Information barrier includes use of restricted list

U Review employee trades
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STANDARD II: INTEGRITY OF CAPITAL MARKETS

Recommended Procedures
Standard II(A) Material Nonpublic Information

U Increase review/restrict proprietary trading while firm is in possession of material
nonpublic information
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STANDARD II: INTEGRITY OF CAPITAL MARKETS

Standard [I(B) Market Manipulation

AMembers and Candidates must not engage in
i nfl ate trading volume with the intent to
Highlights:

U Information-Based Manipulation
U Transaction-Based Manipulation
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STANDARD II: INTEGRITY OF CAPITAL MARKETS

Standard [I(B) Market Manipulation

AMembers and Candidates must not engage in
i nfl ate trading volume with the intent to
Highlights:

U Information-Based Manipulation
U Transaction-Based Manipulation
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STANDARD llI:
DUTIES TO CLIENTS AND PROSPECTIVE CLIENTS
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STANDARD llIl: DUTIES TO CLIENTS

Standard IIl (A) Loyalty, Prudence, and Care

AMembers and Candidates have a duty of | oy
reasonable care and exercise prudent judgment. Members and Candidates must act for
the benefit of their clients and place t he
own interests. o

Highlights:

U Understanding the Application of Loyalty, Prudence, and Care

U Identifying the Actual Investment Client

U Devel oping the Clientobés Portfolio
U Soft Commission Policies
U

1 Proxy Voting Policies
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STANDARD llIl: DUTIES TO CLIENTS

Guidance
Standard IIl (A) Loyalty, Prudence, and Care
U Take i nvest ment actions Iin clientods best

U Exercise prudence, care, skill, and diligence that a person familiar with such matters
would use

U Follow applicable fiduciary duty

UAClientodo may be investing public
\
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STANDARD llIl: DUTIES TO CLIENTS

Guidance

Standard IIl (A) Loyalty, Prudence, and Care

U Manage pools of client assets according to terms of governing documents
U Make investment decisions in context of total portfolio

U Vote proxies responsibly and disclose proxy voting policies to clients

U ASoft doll arso must benefit client
\
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STANDARD llIl: DUTIES TO CLIENTS

Recommended Procedures

Standard IIl (A) Loyalty, Prudence, and Care
Follow rules and laws

Establish client investment objectives
Diversify

Deal fairly with clientsd investment actions

Disclose all possible conflicts

(R N N et N e

Vote proxies in best interest of clients and ultimate beneficiaries
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STANDARD llIl: DUTIES TO CLIENTS

Recommended Procedures

Standard IIl (A) Loyalty, Prudence, and Care
U Keep client information confidential

U Seek best trading execution for clients

U Place client interests first
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STANDARD llIl: DUTIES TO CLIENTS

Standard IIl (B) Fair Dealing

AMembers and Candidates must deal fairly &
investment analysis, making investment recommendations, taking investment action, or
engaging in other professional activities.
Highlights:

U Investment Recommendations

U Investment Action
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STANDARD llIl: DUTIES TO CLIENTS

Guidance
Standard Il (B) Fair Dealing

U No discrimination against any clients when disseminating investment
recommendations or taking investment action

U Fair does not mean equal

U Different levels of service are okay as long as disclosed and do not disadvantage any
clients
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STANDARD llIl: DUTIES TO CLIENTS

Guidance
Standard Il (B) Fair Dealing
Investment recommendations:
A All clients must have fair chance to act on every recommendation
A If client is unaware of recommendation change, advise before accepting trade order
Investment actions:
A Treat all clients fairlyd consider investment objectives and circumstances
A Disclose written allocation procedures

ADo not disadvant age any clients when di
N\
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STANDARD llIl: DUTIES TO CLIENTS

Recommended Procedures

Standard Il (B) Fair Dealing

Limit number of people aware of upcoming changes
Shorten time frame & decision to dissemination
Have pre-dissemination guidelines

Simultaneous dissemination

Maintain list of clients and their holdings

(R N N et N e

Disclose trade allocation procedures
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STANDARD llIl: DUTIES TO CLIENTS

Recommended Procedures

Standard Il (B) Fair Dealing

U Review accounts regularly to ensure fair client treatment

u If firm offers different levels of service, disclose this fact to all clients

U Deviations from strict pro rata allocation of IPO is sometimes okay (e.g., minimum
block sizes)
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STANDARD llIl: DUTIES TO CLIENTS

Standard IIl (C) Suitability

1. AWhen Members and Candidates are i n an
must:
U Make a reasonable inquiry into a cliento:

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.

U Determine that an investment iIs suitable
consistent with the clientds written obj
an investment recommendation or taking investment action.

UJudge the suitability of i nvestments in |
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