All CFA Institute members and candidates are
required to comply with the Code and Standards

| The CFA
| Institute
\‘ ) Bylaws
Basic structure
for enforcing
[ the Code and
| standards Rules of
Procedure
Structure of the CFA
Institute Professional
Conduct Program
The CFA
| Institute
Professional Board of
Conduct Governors
program
(PCP)
The CFA
Designated
| Officer

“\An inquiry can be prompted
by several circumstances

1. Code Of The Professional
i Conduct staff
Ethics And s conducts an
Standards [ investigation that
include
Of may Incl
Professional Process for the
enforcement of
Conduct | the Code and When an
\Standards _—inquiry is
initiated

| Upon reviewing the

the investigation, the

Six components of
the Code of Ethics

Seven Standards of
Professional Conduct

| b. Ethical
responsibilities

\_material obtained during

Designated Officer may

Fair process to

Based on member and
/tW_O <candidate

primary ) o

principles Confidentiality

of proceedings

Maintains oversight
and responsibility

Is responsible for the
—enforcement of the
Code and Standards

Through the Disciplinary
Review Committee (DRC)

Conducts professional

Directs Professional 2 M
conduct inquiries

“~ Conduct Staff

Requesting a written
explanation from the
member or candidate

The member or candidate
Interviewing {Complaining parties
Third parties

Collecting documents
and records in support
of its investigation

Conclude the inquiry with
no disciplinary sanction
Issue a cautionary letter

If finding that a Accepted by

violation of the member
Continue Code and
proceedings to cs)(t:?:ﬂ(rjrirgsthe
discipline the -~ / . ) )
memF;)er or Designated Officer Rejected by
candidate proposes a member
disciplinary
sanction

The matter is
referred to a
hearing by a
" panel of CFA
Institute
members



Guidance ®

A Recommended procedures for compliance (RPC)
Knowledge
of the law Application

/Maintain independence and objectivity in professional activities

| Gifts
|
Invitations to lavish functions
Tickets
By benefits Favors
Job referrals
. External Allocation of shares in oversubscribed
| pressures IPOs to investment managers
From public - To issue favorable reports
companies
How to cope \ From Buy-side clients May try to pressure sell-side analysts
with external
and internal e.g. to issue favorable research
pressures reports/recommendations for certain companies
Guidance Internal — E\rn?r:nfi?rfs" X to issue favorable research on current or
pressures Investment-banking prospective investment-banking clients
relationships K i
Conflicts of interest
-->Modest gifts and entertainment are —-->must disclose to employers

acceptable but special care must be taken
-->Best practice: reject any offer of gift,..threatening independence and objectivity

and objectivity o
convey true opinions
-->Recommendations must {free of bias from pressures
be stated in clear and unambiguous language

-->Portfolio managers must respect and foster honesty of sell-side research

Is fraught with conflicts

| Must engage in thorough, independent, and unbiased analysis

|
‘\\ Issuer-paid Must fully disclose potential conflicts, including the nature of compensation
research -->Analysts Must strictly limit the type of compensation they accept for conducting research
. Accept only flat fee for their work prior to writing the report
Best practice < _ )
W/O regard to conclusions or reccomendations

Protect integrity of opinions

Create a restricted list

2.1 Standard | Restrict special cost "
PROFESSIONALISM “‘ estrict special cost arrangement

\ Limit gifts

. . Equity IPOs
Restrict employee investments < )

Private placements
Review procedures

Written policies on independence and objectivity of research

Definition of < any untrue statement or omission of a fact
[ "Misrepresentation"

or any fasle or misleading statement

/ misrepresentation or give electronic communications

Must not knowingly make oral representations, advertising
| false impression in

written materials

qualifications or credentials, services
. Must not misrepresent any performance record
Guidance ¢~ aspect of practice, including characteristics of an investment
any misrepresentation relating to member's professional activities

Must not guarantee clients specific return
on investments that are inherently volatile

C. representation employers

\ associates
\ Standard 1(C) prohibits plagiarism in clients
preparation of material for distribution to
prospects

general public
Written list of available services, description of firm's qualification
Designate employees to speak on behalf of firm
\ RPC Prepare summary of qualifications and experience, list of services capable of performing
Maintain copies
To avoid plagiarism {Attribute quotations
Attribute summaries

Address conduct related to professional life

Any act involving lying, cheating, stealing, other dishonest conduct that reflects adversely on
member's professional activities would be violation

Guidance

Violations Conduct damaging trustworthiness or competence

Abuse of the CFA Institute Professional Conduct Program

D.
Misconduct

Develop and/or adopt a code of ethics
Disseminate to all employee a list of potential violations
Check references of potential employees



Guidance

A. Material
nonpublic
information
(MNI)

2.2 Standard Il
INTEGRITY OF
CAPITAL
MARKET
Definition
can be
related to
| B. Market
manipulation

Standard 11(B)
not meant to

Definition of "Material
nonpublic information”

Must be particularly aware of info
selectively disclosed by corporations

Analysis of Public info +
nonmaterial nonpublic info -->
Investment conclusion

Analysts are free to act on
this collection of info w/o
risking violation

Mosaic Theory

Analysts should save and
document all their research

Make reasonable efforts to achieve

[ public dissemination of material info

Must communicate the info only to the
designated supervisory and

If public dissemination compliance personnel within the firm

is not possible,

<

Must not knowingly engage in conduct
inducing insiders to privately disclose MNI

Must not take investment
action on the basis of the info

adopt compliance procedures
preventing misuse of MNI
Encourage

- develop & follow disclosure policies
firms to

to ensure proper dissemination
use "firewall"

| Prohibition of all proprietary trading while firm

is in possession of MNI may be inappropriate

Transactions that artificially
distort prices or volume

Securing a controlling,
dominant position in a financial
instrument to exploit and
manipulate price of a related
derivative/or underlying asset

transactions that deceive
market participants

including spreading false rumors

dissemination of false or 4 A
~ to induce trading by others

misleading info

prohibit legitimate trading strategies

prohibit transactions done for tax purposes

The intent of action is critical to determining
\ whether it is a violation of this Standard




Guidance

A. Loyalty,
4 prudence,
and care

Guidance

duty to Prudence act with care, skill, and diligence
‘/ exermsebl ~~require cautions follow the investment parameters set forth
‘ (r:ze:zona € and discretion by clients & balancing risk & return
Determine identity of “client"
Understand & adhere <
[ to fiduciary duties Must be aware of whether they have
"custody" or effective control of client assets
Responsibility .
to a client M_anage pool of assets in accordance
includes with terms of governing documents
duty of Put their obligation to client first in all dealings
loyalty Avoid all real or potential conflicts of interest
Forgo using opportunities for their own benefit at the expense of client
Follow any guidelines set out by client for the management of assets
Judge investment decisions in context of total portfolio
*Vote proxies in an informed & responsible manner
\"Soft dollars”

Submit to clients at least quarterly itemized statements

Separate assets

Review investments periodically

Establish policies & procedures with respect to proxy voting and the use of client brokerage
Encourage firms to address some topics

Do not discriminate against any clients

J "Fairly" vs "equally

| Standard I1I(B) addresses the manner of disseminating investment

[ recommendations or changes in prior recommendations to clients
Ensure fair opportunity to act on

Encourage firms to design equitable system to prevent
selective, discriminatory disclosure
Investment

recommendations particularly clients may have acted on

Material changes should be
g " or been affected by earlier advise

communicated to all current clients

23 B. ngr
Standard dealing
11
DUTIES
TO
CLIENTS

Guidance

C. Suitability

D. Performance
presentation

Guidance

E. Preservation of
confidentiality

Guidance

should be advised of the
.~ changed recommendation
before the order is accepted

Clients who don't know changes
and therefore place orders contrary
to a current recommendation

Treat all clients fairly in light of their
investment objectives & circumstances

Disclose to clients &
prospects written
allocation procedures

Should not take advantage of their position in the industry to the detriment of clients

| Investment
actions

duty of fairness and loyalty to clients can never be overriden
“ by client consent to patently unfair allocation procedures

Be sure to gather client info in the form of an IPS and make suitability
analysis prior to making recommendation/taking investment action

In investment
advisory
relationships

Inquiry should be repeated at least annually/prior to material changes
If clients withhold info ®

Risk analysis

Fund managers ®

®

In case of unsolicited trade requests unsuitable for client

Standard Il1(D) prohibits misrepresentaions of past performance
or reasonably expected performance

--> Provide credible performance info

-->Should not state or imply that clients will obtain or
benefit from rate of return generated in the past

--> ensure that their claims are

Research analysts promoting the success g
ySts p 9 " fair, accurate, and complete

of accuracy of their recommendations

If the presentation is brief, must make available to
clients and prospects the detailed info upon request

GIPS

Standard III(E) is applicable when members receive info ®
Comply with applicable laws

When in dout ~ -->consult with compliance department/outside counsel before disclosing

Standard IlI(E) does not prevent cooperating with an investigation by CFAI PCP



In matters related to their employment, members
and candidates must not engage in conduct that
harms the interests of the employer

Employer-
employee
relationship

-->Comply with policies and procedures established by
employers that govern employer-employee relationship

Standard IV(A) does not require to place employer
interests ahead of personal interests in all matters

\_The relationship imposes duties and
responsibilities on both parties

Abstain from independent competitive activity
that could conflict with employer's interests

_Independent

[ practice
Provide natification to employer, obtain
consent from employer in advance

Planning to leave, must continue
to act in employer's best interest

A. Loyalty (Must Firm records or work performed on behalf
| of firm stored on a home computer should

be erased or returned to employer

engage in activities conflicting with

/ duty until resignation effective

2.4 Standard IV

DUTIES TO \\ Leaving an
EMPLOYERS employer Must not contact existing che;nts/poten_tu_al_
clients prior to leaving for soliciting
\ take records of files to a new
employer without written permission
\ Free to make arrangements/preparations
provided that not breaching duty of loyalty
‘\‘ \\Applicable non-compete agreement
|
|| Whistleblowing

| Nature of employment

Obtain written consent from employer before accepting

Guidance - - X .
compensation or other benefits from third parties...
{ B. Additional
compensation : .
RPC Should make an immediate
arrangements written report to their employers

C. Responsibilities of b
supervisors




investment philosophy followed

role of member in the
The application of Standard investment decision-making
( V(A) depends on process
support and resources
provided by employer

Must make reasonable efforts to cover all pertinent
issues when arriving at recommendation

Provide or offer to provide supporting info to clients when

Guidance making recommendations/changing recommendations

-->must make reasonable &diligent efforts to

A. Diligence and _
determine whether 2nd/3rd party research is sound

reasonable basis

Using secondary or
third-party research

-->Not necessarily have to

Group research decline to be identified if
and decision If member does not agree believing consensus opinion has
| making ,~with the independent and reasonable & adequate basis

objective view of the group -->Should document member's

difference of opinion with group

| RPC

Standard V(B) addresses conduct with respect to communicating with clients

|

C‘,Communication is not confined to written
[ form but via any means of communication
|

_Developing and maintaining clear, frequent, and
2.5 [ thorough communication practices is critical

|
Stan d ard V distinguish clearly between facts & opinions
INVESTMENT present basic characteristics of the analyzed

ANALYSIS, security in preparing research report
RECOMMENDATIONS  Must adequately illustrate to clients & prospective clients the manner

of conducting investment decision-making process
& ACTIONS keep them informed with respect to changes

to the chosen investment process
Guidance

B. Communication
with clients and Brief
prospective clients communications

-->must be supported by background
" report or data on request

-->should notify clients that additional info and

Capsule form
L ~ap " analyses are available from the producer of the report

recommendations

-->must be supported by readily

‘
‘
| Investment advice available reference material
‘based on quantitative ) . . . .
research and analysis -->in a manner consistent with previously applied

| methodology or with changes highlighted

“x‘ShouId outline known limitations, consider
| principal risks in investment analysis, report

\ RPC

In hard copy or electric form

Must explicitly determine

Fulfilling regulatory requirements ma .
greg 1y req Y " whether it does

. satisfy the requirements of this Standard
Guidance

C. Record retention CFAI recommends

Absence of regulatory guidance, -~ Maintaining records for at
least 7 yrs

RPC



Managing Best practice is to avoid conflicts

[ conflicts can take of interest when possible
| many forms

/ If not, disclosure is necessary

(is a critical part of working in investment industry

prominent
Disclosures made in plain language
[ must be P guag

in a manner to effectively communicate the info to clients

between member or
their firm and issuer

Relationships investment banking
All matters
may impair
objectivity

Guidance underwriting and financial
A. Disclosure Disclosure relationships
1 of : lien
of conflicts to clients

Broker/dealer market-making activities
Material beneficial ownership of stock

Investment personnel also serves as a director @

= i should disclose material beneficial ownership
>Sell-side - . L
members interest in securities/investment recommended

. Same circumstances with clients
‘ Disclosure of

| conflicts to
| employers

What?
<Any potential conflict situation

How? ~ Enoughinfo

Other requirements @

2.6 r Clients & employers' transactions have priority
Standard VI | -->personal investment positions
CONFLICTS . Co-investment ~— ©f transactions should never

/ adversely affect client investments
OF INTEREST Y

may occur

client is not disadvantaged by the trade
Conflicts of

A investment professional does not benefit
interests

-->make sure personally from trades undertaken for clients

investment professional complies with
applicable regulatory requirements

Guidance

B. Priority of
transactions

Having knowledge of pending transactions, assess to info during - ~~>Must ”Oth )
normal preparation of research recommendations convey such info

\ May undertake personal transactions after clients & employers
have had adequate opportunity to act on recommendation

| Family accounts (that

-->may still be subject to
are client accounts)

if member has ~ ~—pre-clearance or reporting
beneficial ownership requirements

(should be treated like other accounts

employer
whom {client
prospective client

compensation
Inform

1 C. Referral fees what

consideration
benefit

received from, or paid to, others

h < before entry into any formal agreement
ow
nature of the consideration or benefit



/ Cheating on CFA exam or any exam
[

Not following rules and
Prohibiting any conduct that policies of the CFA program
undermines the integrity of
the CFA charter

A. Conduct as
members and
4 candidates in
the CFA
program

Giving confidential info on the CFA
Program to candidates or the public

| Not precluded from expressing opinion
\_regarding the CFA Program or CFAI

2.7 Standard VIl
RESPONSIBILITIES
AS CFA MEMBER /

CANDIDATE
) ) Over-promise the
Preventing promotional efforts that competence of an
make promises or guarantees tied individual
to the CFA designation
| \Over—promise future
investment results
Applies to any form of
communication
- Remit annually to CFAI a completed
B. Reference to To mglntaﬁn CRAI / Professional Conduct Statement
CFA Institute, the membership
+4 CFA Designation \ Pay applicable CFAI membership
and the CFA dues on an annual basis
program
Using the CFA designation
(see Curriculum)

\ Referencing candidacy in the CFA
\_program (see Curriculum)

’ Proper using of the CFA marks
\ (see Curriculum)




are voluntary standards for Members

e To enable all parties dealing with SD practices to have a
/"/ Definitions  “~ common understanding of all of the different aspects of SD

To give a clear guidance to investment managers on what products and
Research " services are appropriate for a manager to purchase with client brokerage

) To clarifiy the manager's duty to clearly justify the use of
Mixed-used products " client brokerage to pay a portion of mixed-use product

focus on 6
key areas

To obligate clearly disclose their SD practices

investment ) o ]
managers to give detailed info to each client when requested

Soft Dollar
Standards (SDS)

Disclosure

receive assurances that what investment managers are
Record keeping _—To ensure that client can doing with client brokerage can be supported in an "audit”
receive important info on request

| Client-directed - To clarify the manager's role and fiduciary responsibilities to clients
brokerage

Investment Manager directs transactions to a Broker, in exchange for which
Broker provides brokerage and research services to the Investment Manager

Proprietary Research
Arrangements

Third-party Research Arrangements
Not include Client-directed Brokerage Arrangements

{ al. Define "Soft Dollar" include

Arrangements

Agency trade - A transaction involving the pmt of a commission

] Pr|nC|paI trade - A transaction involving a "discount" or a "spread"”
3.1 CFA Institute /

Soft Dollar Soft dollar , , ) ,
involve the use of client brokerage by an investment manager to obtain products

ractices
Standards ’ P and services to aid the manager in investment decision making process
Brokerage The amount on any trade retained by a broker ®
bk~ Ao

to be used directly or indirectly as pmt for

Servies and/or products provided by a broker, the primary use of which must
directly assist the investment manager in its investment decision making process

. Research
a2. Some definitions

< Proprietary research ®

Types
» Third-party research ®

Services and/or products, . .
provided to an investment Investment decision making process
manager by a broker through < Management of the

a Bokerage Arrangement investment firm

used for both

Mixed-Use

Client-directed

brokerage ; f ; ;
\\ arrange?nent An arrangement whereby a client directs that trades - in €xchange for which the client receives a
‘——————— for its account be executed through a specific broker benefit in addition to execution services

1. Brokerage is the
property of client

2 key principles
of SDS

2. Investment managers

have a duty to

obtain best execution
{minimize transaction costs

use client brokerage to benefit clients
Full and fair disclosure of the investment
manager's use of a client's brokerage

Consistent presentation of info->all parties
clearly understand brokerage practices

Uniform disclosure and record keeping

High standards of ethical practices
within the investment industry

Soft Dollar Standards CFAI SDS are

{ a3. General principles of
intended to ensure




I. General O

Il. Relationships with clients ®

Ill. Selection of brokers ®

IV. Evaluation of research

O]

V. Client-directed brokerage

b. Critique company SD
practices and policies

©

VI. Disclosure

VII. Record keeping @

Level 1- Define the Product/Service

c. Permissible Level 2- Determine Usage
research guidance Level 3- Mixed Use Analysis

Figure 1: Key Requirements of the CFA Instirute Soft Dollar Standards

Category Kev Regquirements

Greneral »  DPlace client interests above all else.
»  Dont allocate client brokerage based on client
referrals from brolkers.

Relationships With Clients *  Disclose porential participation in soft dollar
arrangements.
Selection of Brokers »  Consider brokers’ trade execurion capabilities

when selecting brokers.

/ Evaluation of Research »  Use client brokerage oniy for products and services

that meet the definition of “research”; produets and

3.2 CFA Institute services that assist the Investrment manager in the
Soft Dollar

Standards (cont.) investrnent declsion making process.

*  Document basis for determining why ir meets the

definition.
s Research must benefit the client.

*  Allocare research cost based on expected usage for

mixed use research,

Client-Dirceted Brokerage * Do’ use brokerage from one client to pay
for research purchased for another elient who
is operzting under a client-directed brokerage
agteetrient.

Disclosure +  Disclose palicies in plan larguage.

= Send clicnt annual statement thar soft dolar
practices conform w Soft Dollar Standaids.

*  Disclose to clients that more information on

policies is available upon request.

Record Keeping »  Meet all regularory and legal requirements.

*  Document any specific arrangement with clients,
tncluding dient-directed brokerage agreements.

+  Document the basis for mixed use allocations.
Document how products and services assist the
muanager in the investment decision making
process.

*  Document compliance with the Soft Dollar

Standards.




specific, measurable standards
' for managing and disclosing conflicts of interest

{ a. Objectives of Research Objectivity Standards (ROS) (p.104) }@

that may impede a research analyst's ability to conduct independent research and make objective recommendations

 Compliance and legal department

‘\‘ Corporate issuer

s Covered employee

- Immediate family

| Investment advisory relationship

Investment banking

o Investment manager

/,mf Personal investments and trading

/ Public appearance

Quiet period
Research analyst

\ Research report

w Restricted period

‘\‘ Subject company

\ Supervisory analyst

1. Research objective policy ®

’/»2. Public appearances ®

/3. Reasonable and adequate basis ®

Requirements

and )
recommended 4. Investment banking ®
| compliance 5. Research analyst compensation @

\_procedures

o

Relationships with subject companies @

~

Personal investments and trading ®
. Timeliness of research reports and recommendations ®

]

9. Compliance and enforcement ®
\ 10. Disclosure ®
\11. Rating system @

Figure 2: Key Requirements of the CFA Institute Research Objectivity Standards
* CRFeAg tl—:'r;SrI:I}t‘IUte Category Key Reguirements
Obijectivity Research Qbjectivity *  Have a formal, written policy and distribute it to clients,
Standards Policy prospective clients, and employees.
*  Senior office must attest annually thar firm complies wich
policy.
Public Appearances ¢ Disclose conflicrs of interest when discussing research and
recommendations in public forums.
Reasonable and *  All reports and recommendations must have a reasonable
Adequare Basis and adequate basis.
Investment Banking *  Separate research analysts from investment banking.
*  Don't let analysts report to, or be supervised by, investment
banking personnel.
*  Don't [et investment banking review, revise, or approve
research reports and recommendations.
Besearch Analyse Link analyst compensation to quality of analysis, net
Campensation amount of investment banking business done wich client.
Relationships With Dan't let subject companies see issue rating or
Subjn:cc Companies recommendation prior to release, or promise a specific
raring or recommendarion.
Personal Investments Don't engage in front ruaning of client trades.
and Tiading Don't ler employees and immediate amily members ¢rade
ahead of clients, trade contrary to firm recomumendarions,
or participate in IPOs of companies covered by the firm.

Timeliness of
. Research Reports and
Pecommendations

[ssue research repores on a rimely basis.

Compliance and

Enforce policies and compliance procedures, assess

Enforcement disciplinary sanctions, menitor effectiveness of procedures,
and maintain records.

Disclosure Disclose conflicts of interest,

Raring Systern Have a rating system investors find useful and provide them

with information they can use to determine suirabilivy,




Case outline

{5. The Glenarm Company

Case results

Case outline

[ 5.6.7 Case Studies J—[ 6. Preston Partners

Case results

Case outline

{7. Super Selection

Case results



a. Trade allocation }
practice critique

8. Trade Allocation:
Fair Dealing And
Disclosure

b. Appropriate response
to inadequate trade
allocation practices




a. Critique disclosure of
investment objectives
and basic policies

9. Changing
Investment
Objectives

b. Appropriate
response to
inadequate
disclosure
procedures




Warm-up: The OId

Prudent Man Rule

a. Basic
principles
of the New
Prudent
Investor
Rule

1. Diversification is fundamental to risk minimization

2. Trustees must base an investment's appropriateness on risk/return profile

3. Trustees have a duty to avoid fees, transaction costs,
and other expenses that are not justified

4. The fiduciary's duty of impartiality requires a
conscious balancing of current income and growth

5. Trustees may have a duty, as well as the
authority, to delegate as prudent investors would

s Care ®
Skill ®
A trustee must
b. General e Caution @
Fiduciary
Standards Loyalty ©
Impartiality ®
10. Prudence In
Perspective
The Old PMR
Use of total return ®
Risk management &
c. Differentiate The New PIR Evaluation in a portfolio context ®

Security restrictions ®
Delegation of duty @

1. Economic conditions
/
[

| 2. Effect of inflation and deflation

3. Impact of investment decisions on the beneficiary's tax liability

d. Key
factors
should be
considered
4 when
investing
and
managing

trust assets

4. How each investment contributes to risk/return of the overall trust portfolio

5. Expected total return from income and capital appreciation

6. Other resources of beneficiaries

liquidity
7. Needs for . .
regularity of income
preservation or appreciation of capital

| 8. Whether any assets have a special relationship to
\ the requirements of the beneficiary or the trust




Sample covariance

a Sample correlation coefficient
Scatter plot

Outliers

b. Limitations to Spurious correlation
Correlation analysis Nonlinear relationships

c. Hypothesis testing of
correlation coefficient

Explained variable

Dependent (Y) /

Endogeneous variable

Predicted variable

11.1.' d. Variables In a Explanatory variable
Correlation linear regression Independent (X) / P y
Exogenous variable
And er |
Regression Predicting variable

linear relationship

regression residual term is independently distributed

independent variable uncorrelated with residuals
el. Assumptions expected value of residual term = 0
underlying linear variance of residual term is constant

residual term is normally distributed

{

regression model Odinary Least Squares (OLS)

. . Sum of Squared Errors (SSE)
e2. Simple linear j_<

{

. Slope coefficient
e3. Regression
coefficients Intercept




f1. SEE (Standard
Error of Estimate)

f2. Coefficient of
determination (R"2)

f3. Regression coefficient
confidence interval

g. Regression coefficient
t-test: b1=0
11.2.

Correlation
And

; Y=
Redression _( h. Predicted value of _ _
g the dependent variable Confidence intervals

SST (Total Sum of Squares)

RSS (Regression Sum of Squares)

I. ANOVA

SSE (Sum of Squared Errors)

(Analysis
R”2 and SEE

Of
Variance) F-Statistic Multiple regression
Simple regression
Parameter instability
Limited use if others aware
| j. Limitations of and act the same
L regression analysis Invalid assumptions

Heteroskedastic
Autocorrelation



EXAMPLE READING 11: (Excel output) Observation X Y
1 12 50
Regression Statistics 2 13 54
Multiple R 0.47512 3 10 48
R Square 0.22574 4 9 47
Adjusted R Square 0.12896 5 20 70
Standard Error 15.05668 6 7 20
Observations 10 7 4 15
8 22 40
ANOVA 9 15 35
df SS MS F Significance F 10 23 37
Regression 1 528.77 528.77 2.33 0.17
Residual 8 1,813.63 226.70
Total 9 2342 .4
Coefficients Standard Error t Stat P-value Lower 95%  Upper 95% Lower 95.0% Upper 95.0%
Intercept 25.5586 11.5324 2.2163 0.0575 -1.0351 52.1523 -1.0351 52.1523
X 1.1883 0.7780 1.5272 0.1652 -0.6059 2.9824 -0.6059 2.9824
RESIDUAL OUTPUT PROBABILITY OUTPUT
Observation Predicted Y Residuals Standard Residuals Percentile Y
1 39.8176 10.1824 0.7173 5 15
2 41.0059 12.9941 0.9154 15 20
3 37.4411 10.5589 0.7438 25 35
4 36.2529 10.7471 0.7571 35 37
5 49.3236 20.6764 1.4565 45 40
6 33.8764 -13.8764 -0.9775 55 47
7 30.3116 -15.3116 -1.0786 65 48
8 51.7001 -11.7001 -0.8242 75 50
9 43.3824 -8.3824 -0.5905 85 54
10 52.8884 -15.8884 -1.1192 95 70




{Warm-up: Multiple regression basics }

Equation

a. |V|U|ti|_3|e Interpretation
regression
Hypothesis

Intercept term

Partial slope
coefficients

Statistical significance

coefficient testing

Interpreting p-values

H b. Regression

Other tests of the regression coefficients

+ cl. Confidence intervals for %
regression coefficient b

12.1. Multiple
Regression &
Issues In
Regression
Analysis

H c2. Predicted %
value for Y
\

d. Multiple regression

assumptions

{e. F-statistic }

Linear relationship Y -- X

Independent variables X Not random

+ f. Coefficient of R2 vs. Adjusted R2
Determination

{g. ANOVA tables }

Independent variables is
binary in nature

To quantify impact of
qualitative events

h. Dummy
variables

Coefficients in a Dummy
variable regression

No linear relation X -- X

Expected value =0

Error term Variance is constant

Not correlated with one another
Normal distribution



Warm-up: Why multiple
regression isn't easy as it looks

What is it? <Unconditiona|
at is it?
Conditional

- — Effects on regression analysis
{ i1. Heteroskedasticity

Detecting heteroskedasticity

Correcting heteroskedasticity

o Positive
What is it? < .
Negative
Assumptlon i2. Serial correlation Effects on regression analysis
violations ' .
(autocorrelation)
Detecting
Correcting

12.2. Multiple
Regression & is
Issues In
Reg ress!on ‘ Effects on regression analysis
Analysis {j Multicollinearity
Detecting
Correcting

{Warm-up: Model specification }

Subcategory 1: Misspecified Misspecification 1: Omitting a variable
functional form /

\Misspecification 2: Variables should be transformed

Misspecification 3: Incorrectly pooling data

k. Model Subcategory 2: explanatory

Misspecification 4: use lagged Y as X
misspecification variables correlated with error term ﬁ

Misspecification 5: Forecasting the past

Misspecification 6: Measuring
independent variables with error

Subcategory 3: misspecifications resulting in nonstationarity

Probit and logit models

+ I. Models with qualitative
dependent variables Discriminant models

{m. Interpreting regression results }




LOS 12 i,j: Assumption violations

. Assumption tests:Hg: no violation (Fail to reject Hy — good model)

Assumption
Violation Heteroskedasticity Serial Correlation (Autocorrelation) Multicolinearity
Phwong sai khéng dong nhat Tw twong quan Da cong tuyén
Definition (esp. in time series)
2 types: 2 types:
. Unconditional: . Positive:
. Conditional: . Negative:
Detecting . Residual plots (D6 thj phan dw): . Residual plots: . High R?, reject F-test but not any t-tests
. Rule of thumb:
. Breusch-Pagan test: . DW (Durbin-Watson) test:
Effects on . Standard errors: . Positive: data cluster - standard errors
regression too....... - t-stattoo ........ D i
analysis - t-test:
. F-test: . Negative: data diverge >
. F-test: unreliable
Correcting . Adjust standard errors: . Adjust standard errors: . Omit 1 or more variables (not easy, must
Robust std. errors Hansen-White std. errors use stepwise regression)
White-corrected std. errors (correct both heteroskedasticity & autocorrelation)
Heteroskedasticity-consistent std. errors Serial correlation consistent
->recalculate t-stats —recalculate t-stats
. Improve specification (include seasonal terms)
NOTES: . Regression analysis tests (t-tests, F-tests):Hy: bad model (Reject Hy —good model)




Trend
models

a. 2 models Linear trend model

Log-linear trend models

b1. Which model is best?

b2. Limitations of
trend models Autocorrelation

d. Structure of an AR
model of order p

Forecasting with an

@Jéc;r;%rgglsslve autoregressive model
e. Autocorrelation & Model fit
13.1. Ti Definition
Se”ér: e- Detecting
Analysis |. Seasonality Correcting

g. In-sample and
out-of-sample
forecasting

Forecasting with an AR
model with a seasonal lag

In-sample forecasts

Out-of-sample forecasts

Root mean squared
error criterion (RMSE)

{h. Regression coefficient instability }

{

c. Covariance
stationarity

Constant and finite expected value
3 conditions ﬂConStant and finite variance

Constant and finite covariance
with leading or lagged values

Significance of a series
not being stationary




Mean reversion

Calculate a
: mean-reverting level

Random walk

Random walk with a drift

{ i. Random walks

Covariance stationarity

j- Unit roots

13.2. Time-
Series
Analysis

First differencing }

Unit root test for
nonstationary

k,n. Nonstationarity L
and cointegration Cointegration

m. Autoregressive conditional
heteroskedasticity (ARCH)

{ 0. Choosing the correct model }




Warm-up: Economic
growth (EG)

- - Rule of 70
Estimating EG }J

Land

Capital goods

al. Sources of EG Labor

Entrepreneurial ability

Markets
a2. Preconditions for Property rights
E.G.- Incentive system Monetary exchange
Labor productivity =Real GDP per labor hour

/

Definition
of PC

The
productivity
curve (PC)

2 properties of PC 1. Growth in capital per labor hour --> movement along PC

2. Technological growth --> shift PC upwards

Law of
diminishing

\_returns

\_b. The ONE-THIRD Rule

14. Economic
Growth

Increasing the growth of physical capital

Three ways Technological advance

Investment in human capital

c. Faster
economic
growth

Stimulate saving
Stimulate R&D
Target high-technology industries

-->Suggestions

Encourage international trade
Improve the quality of education

’/Growth in GDP: not permanent

When real GDP per person above subsistence level --> population explosion -->
[ real GDP per person back to subsistence level

Figure 2: Classical Growth Theory

Labor productivity
{real GDP per
Izbor bour)

Mase techaology

Classical GT

Elfect of change in technelogy

I
[ Less schnology

................. 4 e cnees Subsimence level

Figure

—— Capital per labos bour

d. Growth
theories
(GT)

Technological change --> increased saving & investment -->
capital per labor hour increase --> long term growth in GDP
Neoclassical GT Different from classical < Independent of econ. growth (or real wage rate or real GDP)

GT: population growth But influenced by opportunity cost to women for entering workplace

Not influenced by economic growth

Technological growth
gicalg <Occurthroughtrial&error (R&D)

Discoveries are the result of choices

Based on 2 properties of market economies
prop < Discoveries lead to profit & competition eliminates profit

| New GT Technological < driven- by profit _ .
change there is ongoing search to discover technologies

2 other key

<Discoveries are public capital goods
assumptions

Law of diminishing returns does - --> no mechanism to stop economic growth
not apply to knowledge capital



{Warm-up: Natural monopolies }

Economic regulation of
/natural monopolies

Rationale for

a \Social regulation of

nonmonopolistic industries

Potential
benefits

15. Regulation And
Antitrust Policy In A
Globalized Economy

Conform to the letter (the words),

Possible Creative - .
. but not to the intent
b. Social negative response
- Socla side effects . .
regulation is a typical example of

\ Feedback <creative response

effect New regulation changes consumers'
behavior --> undermine the original intent

Capture regulators are selected from industry experts --> have relationships
hypothesis --> sometimes decisions influenced/controlled by the industry

at regulatory hearing: consumers less prepared and
less persuasive than industry members

C. Share-the-gains,

Regulators' share-the-pain Legislators

behavior theory Regulators try to Customers
satisfy all 3 parties

Regulated firms



Comparative

Concept
advantage P

Law of comparative < Specialize in low-opportunity-cost goods --> export
advantage Import high-opportunity-cost goods

How countries can gain
from international trade

Warm-up: Consumer
and producer surplus

Tariffs i--> increase price of imported goods --> reduce imports --> benefit domestic producers
[ tariff=tax --> benefit government

[

higher price

License to import a limited lower equilibrium domestic quantity

amount --> reduce supply --> less foreign competition -->

uotas - .
Q benefit domestic producers

b. Barriers
to trade Non-tariff deadweight loss ~firms with import licenses get the gains

barriers

Voluntary are agreements by exporting countries to voluntarily limit the quantity of goods
\ export {firms with export permits get the gains (different from quotas)

restraints o ) ) )
(VERS) Government officials who choose firms may receive some gain.
16. Trading With
The WC?I’ld infant industries should be protected while they get
Argument: " up to world standards of productivity and quality

_Infant-industry
‘ argument Benefits not the whole economy but to firms &
i

| Critiques: <workers in those industries
|
Tariff or quota is market distorting --> Government subsidy is better

Exporters should be prohibited from selling
goods abroad at less than production cost

Difficult to estimate

production costs
Arguments with
some support

price lower than in foreign firms'

market is not evidence of dumping
still have competition from

drive domestic firms other countries

out of business --> those domestic firms could re-enter
when foreign firms raise prices

Dumping . Anti-dumping law:
argument Critiques:

c. Critque
the
arguments
for trade
restrictions

Industries associated with national defense should be
‘ Argument " protected so they will exist domestically in case of war
| National
‘security almost all industries contribute or potentially
contribute to national defense
argument Critiques: <

government should choose strategic industries to
subsidize rather than impose trade restrictions

Trade barriers protect jobs

Arguments with

| very little support Trade restrictions create jobs

Trade with low-wage countries depresses
wages in high-wage countries



Ex rate = price of one currency in terms of another

Distinguish Nominal exchange rate

Real exchange rate

Movement along _ Changes in the current spot
demand curve (DC) exchange rate

Currency

Demand
Demand for exports from the country

Interest rate for assets
denominated in the currency

Expected future exchange rate

Basic determinants of the
demand for a currency

b. Factors
influence S&D
in the FX
market

Movement along _ Changes in the current
Supply Curve (SC) spot exchange rate

Currency
Supply

Demand for imports within
the currency area

Basic determinants of
supply for a currenc Interest rates for assets
pply Y denominated in other currencies

Expected future exchange rate

{c. Equilibrium exchange rate }

17. The Exchange

Rate And The Interest
; Changes in exchange rates over time should just
rate parit
Balance Of parly offset interest rate differences between countries

Payment

Purchasing

power parity Changes in price levels in 2 countries

should be reflected in changes in e/r

d. Distinguish

BOP accounting

Current a/c + capital a/c + Official settlements a/c=0

BOP equation

e. BOP
accounts

Impact of borrowing

E/r is determined by supply & demand

Flexible exchange rates
No direct intervention by central bank

Pegs the value of a currency
at a predetermined level

Fixed exchange rates / Through active direct

intervention
Rationale: reduce e/r risk for
importers. exporters...

for a limited time period

Target range (band) <Periodically reset to reflect
current market conditions

f. Exchange
rate policies

Crawling pegs Through government intervention

Reduce risk for FX market participants

Motivation (Reduce risk of running out/accumulate
too much reserves in foreign currency



Direct

a. Methods of
FX quotations Indirect

Calculation

Market conditions

b. Spreads Affected by

Bank/dealer's positions

Trading volume

[ c. FX cross rates }

d. Triangular arbitrage }

Spot markets

18. Currency istinqui
Exchange Rates ‘[ e. Distinguish }< Forward markets

Calculation
Market conditions
f. Spreads in the Affected by Bank/dealer's positions
forward market Trading volume

Maturity/length of contract

g,i. Forward premium/discount }

Interest

rate parity interest differential ~ forward differential

formula calculating Forward rate from Spot rate:

Covered
interest
arbitrage

exploits mispricing between spot & forward --> zero-cost but guaranteed profit
=money market hedge



19. Foreign
Exchange
Parity
Relations

a. Exchange rate
determination in a
floating system

Current account (CA)

b. BOP accounts | _Financial (capital) account (FA)

Official reserve account

surplus in CA & FA

c. How deficit or }
affects an economy

d. Factors that affect
currency movements

Monetary
policy

BOP
on

Exchange rate

e. Effects of

Fiscal
policy

BOP
on

Exchange rate

Fixed

f. Other exchange
rate systems

Figuare 3: The Internationa! Parity Relationships Combined

Indlarion Rate
Espectaions Diferontial

Relarion

Absolute PPP___— only requires that the law of one price is correct on average

g,h. Purchasing )
power parity (PPP) Relative PPP__—Expected spot exchange rate after t years =

Interest rate differential = Expected inflation differential

Assumption: real interest rates stable over time

i,j. International

equal across international boundaries
Fisher relation

Exact formula:

Linear approximation:

= combine PPP & international Fisher

k. Uncovered interest

rate parity Formula: expected spot exchange rate after n days=

Forward rate = unbiased predictor of expected future spot rate -->
no reward for bearing foreign currency exposure (but empirical

{

- evidence suggests forward rate is not unbiased predictor)
I,m. Foreign exchange E i " ium = unbiased predi " dch . y
eXpeCtatiOn relation orwart iscount/premium = unbiased pre ictor o expecte Change In SpOt elr




GDP

a. Measures of GNI
economic activity

NNI

Market prices

20. Measuring
Economic Activity

Factor cost

Adjustments

Current prices

Prices

Constant prices

GDP deflator



" a. Effect of inflation &
_ deflation of inventory costs

_LIFO reserve

b.LFO
S . LIFO liquidation

" c. Adjust FS from

21 T LIFOto FIFO

Inventories:
Implications
For FS &
Ratios

d. Implications of valuing
_inventory at NRV

inventory valuation

% e. Effects of different }
~ methods

. Issues to consider

N




" a. Capitalizing vs.
~ Expensing

" b. Different depreciation
~ methods for PPE

H c. Impairment &
" revaluation

22.
Long-lived
Assets:
Implications
For FS &
Ratios

" d. Disclosures related to

_ long-lived assets

% e. Leasing vs.
_ Purchasing

- f. Finance vs. Operating lease
~ Lessor vs. lessee




Ouwnership Degree of Inflieence Accounting Treatment

Less than 20%

(Investmenrts in financial

Held-to-maturity, available-for-sale,

No significant held-for-trading, or designated

Accounting for assets) influence . at fair value (through PfL)
Investments ~ 20%-50% . Significant influence Equity method

/ (Investment in associates) :

|

‘ More than 50% Control Acquisition method

| {Business combinations}

| 50% / 50% Shared 1 IFRS: Proportionate consolidation
(Joint venture) _ ared contro preferred; U.S. GAAP: Equity merthod

Held-to-maturity

Held for trading
Available for sale
Designated at fair value

IFRS

1. Investments in
financial assets

Reclassification of investments in financial assets <
US GAAP

Under US GAAP ~ impaired if decline in value is not temporary

I_mpair_ments of impaired if at least one loss event has occurred &
financial assets Under IFRS " its effect on future CF can be estimated reliably

Both require

\ Analysis of investments

a.b. Basic in financial assets
corporate
investment
categories equity investment is recorded
and reporting initially <on the investor's BS
at cost
the proportionate share increases/decre_ases the investment
Equity of the investee's account on the investor's BS
method earnings/loss is recognized in the investor's IS
23. 2. Investments
\_in associates subsequent are treated as --->reduce the
Intercorporate periods “~ investment account
Investments

dividends received return of capital
from the investee

are not recognized

in the investor's IS
Excess of purchase price over BV acquired

Impairments of Investments in associates

\ . ) .

* Transactions with the investee

\ . . . .

* Analytical issues for investments in associates

| . . Under IFRS
| 3. Business Categories <
Under US GAAP

|_ combinations
The pooling of interests method

Under the acquisition method

“\ 4. Joint

\\m Under IFRS
‘\ Under US GAAP

| 5. SPE and VIE

Net income

Equity
Assets & Liabilities
Sales

c. Effects on
financial ratios

Leverage

Net profit margin
ROE

ROA

Ratios



Defined-contribution plan

a. Types of
post-employment
benefit plans

Defined-benefit plan

Other post-employment benefits

Projected benefit obligation (PBO)
Accumulated benefit obligation (ABO)
Vested benefit obligation (VBO)

3 measures

(+) Current service cost

(+) Interest cost

(+) Plan amendments

(+)/(-) Actuarial gains/losses
(-) Benefit paid

= Obligation at end of period

b. Measures of a
defined benefit
pension plan's
liability

Obligation at
beginning of
period

Current service cost

Interest cost

Expected return on plan assets
Amortization of deferred gains and losses
Amortization of past (prior) service cost

Components

c. Components
of a company's
defined benefit
pension expense

(+) Interest cost
Current (-) Expected return on assets

Net pension

expense = service o .
cost (+)/(-) Amortization of deferred gains/losses
(+) Amortization of past service cost
Discount
rate PBO , ABO ,VBO
increase )

24. Employee / < Current service cost , Interest cost ,
Compensation. Expected return , Pension expense
Post-retirement Rateof

And Share-based o Ensation
d. Impact of a gecrease PBO , ABO , VBO
DBP's Current service cost , Interest cost ,

assumptions Expected return , Pension expense

Expected rate of PBO ABO VBO
return increase " '
Current service cost , Interest cost ,
Expected return , Pension expense

Under IFRS

Under US. GAAP

f. Cash flow
information

g. Evaluate the underlying
economic liability (or asset)

h. Calculate the underlying
economic expense (income)

i. Accounting issues

Stock grant
Stock options

Definition <

Share-based ook The
compensation J. Stock grant -
P & options impact
on FS

Assumptions in valuing
grants & options



Local currency

Functional currency

a. Distinguish

Presentation (reporting) currency

b. Impact of changes in exchange rates on the translated
sales of the subsidiary and parent company

25.
Multinational

Operation

Net assets exposure -->

All-current method
< Net liabilities exposure -->

‘\ If foreign currency
\_appreciates

- | method < Net monetary assets exposure -->
emporal metho .
Net monetary liabilities exposure -->

Calculate the translation effects

[ d } Evaluate the translation of a subsidiary's BS and IS into the parent company's currency

Analyze the differential effect of the current rate method and the temporal method on the subsidiary's financial ratios

Temporal method

e. Affecting the parent
company's financial ratios Current rate

f. Alternative accounting methods for subsidiaries
operating in hyperinflationary economies




a. Distinguish

among various EBTDA, Operating income, EBT,
definition of Income from continuing operations,
earnings Income before extraordinary items,

Income before effect of changes in
accounting principles, net income

Lesson 1: Understand
what you are looking at

[[ Lesson 2: Read the fine print }

26. The Lesson 3: If it's too good to be true, it may be }
Lessons
We Learn

\{ Lesson 4: Follow the money }

Fair value hedge

c. Derivatives
for hedging Cash flow hedge

{ Lesson 5: Understand the risks Net investment hedge of a

foreign subsidiary




Contrast Cash-basis

Accrual-basis

Why accounting discretion

/ ) Revenue recognition, Depreciation estimates, Inventory cost flow,
with accrual basic?

Impairment, GW, Valuation allowances for DTA, pension assumptions,
stock option valuation to compute compensation expense

b. Relation between the level of accruals
and the persistence of earnings

Opportunities and motivations for management to

intervene in the external financial reporting process Capital markets

Contractual provisions

Independent audit, BoD, Certification by senior mgmt,

Mechanisms disciplining mgmt et audit, .
Class action litigation, Regulators, General market scrutiny

Earnings

quality (EQ) _ persistent & sustainable

+NOA=

sheet
approach

Balance <Accruals =

Measures Accrual ratio =

of EQ

27.

Evaluating
. . Accruals =
Financial CF statement <
i approach
Repor_tl ng PP Accrual ratio =
Quality

{e. Mean reversion in earnings }

Misstating revenue

Accelerating revenue
Revenue

recognition Misclassifying nonrecurring or nonoperating

Detection

techniques Increased DSO

gLarge changes in A/IR & UR
Compare rev & actual cash collected

Undestating expense
Delaying expense
Misclassifying expenses as nonrecurring or nonoperating

Expense

recognition Large changes in fixed assets & inventory

Increased DOH

f. Problems

Detection

with quahty techniques LIFO liquidation
of FS & Compare depreciation expense to other companies
warning Core operating margin = (sales-COGS-SG&A)/ sales

signs

OBS financing
Goodwill
Capitalize operating leases

Techniques
4 < Look for lack of GW impairment

Misclassifying CF

| Ignoring CF

\CFS Managing CF

Techni < Compare growth of operating leases with growth of asset
echniques
a Be alert for a decrease in discretionary spending, esp. near year-end



Primary purpose: identify potential outcomes, good or bad, that could affect an investment decision

| Step

Input

Output

1. Establish the objectives

Perspective of the analyst
(e.g., evaluating a debt/
equity investment or
issuing a credit rating)
Needs or concerns
communicated by the
client or supervisor
Institutional guidelines

Purpose starement
Specific questions to be
answered

Nature and content of the
final report

Timetable and resource

budget

2. Collect data

Figure 1:
Framework
for Analysis

Financial statements

Organized financial

a.b.
Framework
for the
analysis

Communication with information
management, suppliers,
customers, and
competitors
3. Process data Data from Step 2 *  Adjusted financial
statements

Common-size statements
Ratios
Forecasts

of FS

U 4. Analyze data

Data from Steps 2 and 3

Results

Develop and

Results from analysis

Report answering

communicate conclusions Published report questions posed in Step 1
guidelines *  Recommendations
6. Follow up Periodically updated *  Updated analysis and
28 information recommendations
Integration
Of FS
Analysis Sources of earnings & ROE
Techniques Asset base

| Capital structure
\ Focus on Capital allocation decisions
Earnings quality & CF analysis
Mkt value decompostion

OBS financing

c. Adjustments

d. Predict the impact on financial
statements and ratios

BS modifications

Earnings normalization

e. Effects of

CF-statement-related
modifications

Anticipating changes in accounting standards



FRA level 2 examples

FRA examples & exe

rcises Page 1

% Purchased of Subsidiary 30%
Purchased price 3 [note: PP=BV
TABLE 1:
BS before acquisition as at 1/1/2009 BS of Parent after acquisition as at 1/1/2009
Equity Acquisition method Proportionate
Parent Subsidiary Explanation (purchase method/ |Explanation consolidation [Explanation
method consolidation method) method
Cash 20 10 ( 17, Pay cash to buy S < 27} add up sub & pay cash < 20)add up PART OF sub&pay S
A/R+Inventory 28 6 28|unchanged 34 |add up sub 29.8|add up PART OF sub
Investmentin S Part of S's equity
Fixed assets 32 8 32 |unchanged 40 34.4|add up PART OF sub
Total assets 80 24 80 101 84.2
Total liabilities 40 14 40| unchanged 54 |add up sub 44 .2 |add up PART OF sub
Common stock 28 6 28|unchanged 28|unchanged 28|unchanged
Retained earnings 12 4 12 |unchanged 12 |unchanged 12 |unchanged
Minority interest 7)others' share
Total Equity 40 10 40 47 40
Total liab.&equity 80 24 80 101 84.2
IS for the year ending 31/12/2009 IS of Parent for the year ending 31/12/2009
Equity Acquisition method Proportionate
Parent Subsidiary Explanation (purchase method/ |Explanation consolidation |Explanation
method consolidation method) method
Revenues 60 20 60 |unchanged < 86 ladd up sub < 66)add up PART OF sub
Expenses -40 -16 -40 |unchanged -56|add up sub -44 .8 add up PART OF sub
Equity in income of S @'P's share
Minority interest Deduct others' share
Net income 20 4 21.2 21.2 21.2
Dividend 0 1
Retained earnings 20 3




TABLE 3:

FRA examples & exercises Page 2
FRA level 2 examples

"If-not-acquisition" BS as at 31/12/2009

Consolidated BS of Parent as at 31/12/2009

Assumption: all year-end BS
items of P & S are the same as
1/1/09, except for cash which
increases by (NI-Div)

Cash
A/R+Inventory

Investmentin S

Fixed assets
Total assets

Total liabilities
Common stock

Retained earnings
Minority interest
Total Equity

Total liab.&equity

Equity Acquisition method Proportionate
Parent Subsidiary Explanation (purchase method/ |Explanation consolidation |Explanation
method consolidation method) method
+RE of P +RE of P+ Part of Div +RE of P+ Part of Div
40 13 37.3|+Part of Div from S 50.3|from S +all RE of S 41.2|from S + part of RE of S
28 6 28 34 29.8
+Part of Nl of S
- Part of Div from S
32 8 32 40 34.4
100 27 101.2 124.3 105.4
40 14 40 54 44.2
28 6 28 28 28
+RE of P +RE of P +RE of P
32 7 33.2 |+Part of Nl of S 33.2|+Part of Nl of S 33.2|+Part of Nl of S
9.1|+other's share in RE
60 13 61.2 70.3 61.2
100 27 101.2 124.3 105.4




FRA level 2 examples

FRA examples & exercises Page 3

% Purchased of Subsidiary 30% Full GW (100%): 7.33 |Fair value of S: | 23.33
Purchased price 7 |Note: pP#BV Partial GW 30%: 2.20
TABLE 4:
BS before acquisition as at 1/1/2009 BS of Parent after acquisition as at 1/1/2009
. Fair Value Equity . Acquisition method | /caUisition method Pooling of .
Parent Subsidiar Explanation ) Full GW (USGAAP & ) Explanation
E of Subsi. method P Partial GW (IFRS) ! IFRS) interest P
Cash 20 10 10 ( 13 Pay cash to buy S < 23! 23
A/R+Inventory 28 6 6 28 34 34
Investment in S e@ Part of S's fair equity
Goodwill @ =PP - Part of Fair V @
Fixed assets 32 8 @ 32 (46) 46
Total assets 80 24 30 80 105.2 110.33
Total liabilities 40 14 14 40 54 54
Common stock 28 6 28 28 28
Retained earnings 12 4 12 12 12
Minority interest Q1.2
Total Equity 40 10 (16 40 51.2 56.33
Total liab.&equity 80 24 80 105.2 110.33
| IS for the year ending 31/12/2009 IS of Parent for the year ending 31/12/2009
. Equity . Acquisition method aaeoilnetied
P t Subsid Explanat ) Full GW (USGAAP &
aren ubsidiary method Xplanation Partial GW (IFRS) ! s
Revenues 60 20 60 80 80
Expenses -40 -16 -40 -56 -56
Share in S's income 1.
Additional depr. swsyears -0.6 -0.6
Equity in income of S 0.6
Minority interest -2.8 -2.8
Net income 20 4 20.6 20.6 20.6
Dividend 0 1
Retained earnings 20 3




TABLE 6:

"If-not-acquisition" BS as at 31/12/2009

FRA examples & exercises Page 4
FRA level 2 examples

Assumption: all year-end BS
items of P & S are the same as
1/1/09, except for cash which
increases by (NI-Div)

Consolidated BS of Parent as at 31/12/2009

Cash
A/R+Inventory

Investmentin S
Goodwill

Fixed assets

Acquisition method
Full GW (USGAAP &
IFRS)

EqUity . Acquisition method
method Explaiaton Partial GW (IFRS)

Total assets

Total liabilities
Common stock

Retained earnings
Minority interest
Total Equity

33.3

28
+Part of NI of S
-Add Depr.

@ - Part of Div from S

2.2

32

Total liab.&equity

Parent Subsidiary
40 13
28 6
32 8
100 27
40 14
28 6
32 7
60 13
100 27

100.6

40

28
+RE of P

+Part of Nl of S
32.6 |-Add Depr.

60.6

100.6




FRA examples & exercises Page 5

Pension exercise 1.

Expected return on plan assets is 80

Amortization of actuarial loss is 30
Amortization of prior service cost is 10
Calculate

e Net periodic benefit expense
e Economic pension expense



FRA examples & exercises Page 6

Pension exercise 2.

:Example. Reclassxfymg pensmn expense for analyucal purposes

_ Use the follong mformatlon to reclasmfy the components of pensmn expense
- ‘betwcen operatlng and nonoperatmg itemsi’ f o x

Partial Income Statement

Q'per_ating 'pr,oﬁt-‘ .- R | 5145,000
- Interestexpense S .. (12",‘0(_)_0)__'__"
| .Othe.'r 'inc_o'rpe o | 2.,12121.1
Incomebeforetax  $135,000
_ Other data =
Current service cost’ $7,000
Interest ::_o_st:_._ o ."_ o ) _ 5,000
Exp'ected"ret'urn on assets - 8,000
.Aeeual return on a§set.s - 9,_50I0_

Calculate Pension expense and make adjustments for analytical purposes.



FRA2- Multinational operations- Eg.2

FRA examples & exercises Page 7

us/LC 31/12/2008 31/12/2009
Current ex/ rate 0.5000 0.4545
Average ex/ rate 0.4762
Historical ex/ rate 0.0000
For COGS 0.4834
For Depr. Exp. 0.4878
For Fixed assets 0.4881
For accum. Depr. 0.4896
For end. inventory 0.4762
For equity 0.5000
31/12/2008
BALANCE SHEET All current
method
LC $
Cash 100
A/R 500
Inventory 1,000
Current Assets 1,600
Fixed Assets 800
Accum. Depr. -100
Net fixed assets 700
Total assets 2,300
Accounts payable 400
Current debt 100
Long term debt 1,300
Total liabilities 1,800
Common stock 400
Retained earnings 100
Total equity 500
Total liab.& equity 2,300

All T |
INCOME STATEMENT 2009 current Sl
method method
LC S S Explanation
Revenues 5,000 Average
COGS 3,300 Historical
Gross margin 1,700
Other expenses -400 Average
Depr. Expenses -600 Historical
Inc bf remeasureG/L
Remeasurement G/L
Net Income 700
31/12/2009
All t T |
BALANCE SHEET curren empora
method method
LC S S Explanation
Cash 100 Current
A/R 650 Current
Inventory 1,200 Historical
Current Assets 1,950
Fixed Assets 1,600 Historical
Accum. Depr. -700 Historical
Net fixed assets 900
Total assets 2,850
Accounts payable 500 Current
Current debt 200 Current
Long term debt 950 Current
Total liabilities 1,650
Common stock 400 Historical
Retained earnings 800 Plug number
Total equity 1,200
Total liab.& equity 2,850




FRA2- Multinational operations- Eg.2

us/LC 31/12/2008 31/12/2009
Current ex/ rate 0.5000 0.4545
Average ex/ rate 0.4762
Historical ex/ rate 0.0000
For COGS 0.4834
For Depr. Exp. 0.4878
For Fixed assets 0.4881
For accum. Depr. 0.4896
For end. inventory 0.4762
For equity 0.5000
31/12/2008
BALANCE SHEET All current
method

LC $

Cash 100 50.00

A/R 500 250.00
Inventory 1,000 500.00
Current Assets 1,600 800.00
Fixed Assets 800 400.00
Accum. Depr. -100 (50.00)

Net fixed assets 700 350.00
Total assets 2,300 1,150.00
Accounts payable 400 200.00
Current debt 100 50.00
Long term debt 1,300 650.00
Total liabilities 1,800 900.00
Common stock 400 200.00
Retained earnings 100 50.00
Total equity 500 250.00
Total liab.& equity 2,300 1,150.00

FRA examples & exercises Page 8
INCOME STATEMENT 2009 All current Temporal
method method
LC S S Explanation
Revenues 5,000 2,381.00 2,381.00 Average
COGS 3,300 1,571.46 1,595.22 Historical
Gross margin 1,700 809.54 785.78
Other expenses -400 (190.48) (190.48) Average
Depr. Expenses -600 (285.72) (292.68) Historical
302.62 Inc bf remeasureG/L
48.01 Remeasurement G/L
Net Income 700 333.34 350.63
31/12/2009
BALANCE SHEET All current Temporal
method method
LC S S Explanation
Cash 100 45.45 45.45 Current
A/R 650 295.43 295.43 Current
Inventory 1,200 545.40 571.44 Historical
Current Assets 1,950 886.28 912.32
Fixed Assets 1,600 727.20 780.96 Historical
Accum. Depr. -700 (318.15) (342.72) Historical
Net fixed assets 900 409.05 438.24
Total assets 2,850 1,295.33 1,350.56
Accounts payable 500 227.25 227.25 Current
Current debt 200 90.90 90.90 Current
Long term debt 950 431.78 431.78 Current
Total liabilities 1,650 749.93 749.93
Common stock 400 181.80 200.00 Historical
Retained earnings 800 363.60 400.63 Plug number
Total equity 1,200 545.40 600.63
Total liab.& equity 2,850 1,295.33 1,350.56




FRA2- Multinational operations- Eg.3

A | B | c | D | E
1 Adjustments for inflation under IFRS
2
3 |Price indices
4 Dec. 31. 2009 100
5 Dec. 31. 2008 150
6 Average for 2009 125
7
INCOME STATEMENT Adjustment Inflation
2009 factor adjusted
Revenues 15,000
10| Expenses -12,000
11| Net purchasing power G/L
12 |Net Income 3,000
13
Adjustment Inflation
BALANCE SHEET 2008 2009 .
14 factor adjusted
15 Cash 5,000 8,000
16 Supplies 25,000 25,000
17 |Total assets 30,000 33,000
18
19 |Accounts payable 20,000 20,000
20 [ Common stock 10,000 10,000
21| Retained earnings 0 3,000
22 (Total liab.& equity 30,000 33,000

FRA examples & exercises Page 9



- Replacement to maintain biz --> no detailed analysis
~ Replacement for cost reduction --> fairly detailed analysis

{ Warm-up: Basics P

Project
categories |~ Expansion --> very detailed
|~ New product/ market --> detailed
| Mandatory (required by Govt. or insurance such as safety or environmental projects)
- Other (pet projects or high risk like R&D)
| Incremental CF, not accounting income
J |, Timing of CF --> TVM
‘ | - After tax
[\_ Principles / ~ Sunk cost
\ ~Exclude ( _ )
| - Financing costs
| - Notes
| ~ Externalities
| ~Include .
| - Opportunity costs
MACRS= Modified Accelerated Cost .
Recovery System (for tax purpose) ~ Half-year convention
- No salvage

- Initial investment outlay=
Expansion
project

analysis - After-tax O.CF=

~T.NO.CF=

+ a. Capital budgeting | |
. project evaluation

- Initial investment outlay=

Replacement

N project |

29.1. Capital analysis ' After-tax O.CF=
Budgeting :

“T.NO.CF=
Principle Nominal CF --> use nominal discount rate
- Real CF --> use real discount rate
" b. Inflation effects (if / project profitahilty
actual inflation higher %l tax savings from depreciation

_ than expected)

with different

{ cl. Projects
_ lives

;%

value of payments to bondholders

_Affects Revenues and Costs differently --> CF may be worse or better

Least common multiple
of lives approach
_(replacement chain)

Equivalent annual annuity
. (EAA) approach

c2. Capital rationing= insufficient g
capital --> violate market efficiency \__Soft rationing: allocated funds can be increased

Hard rationing: allocated funds cannot be increased

_ Sensitivity analysis: Base case, then change ONLY 1 variable up/down

" d. Project
+ risk %
_ analysis

Scenario analysis: Base case, then change MANY variables --> Worst case, Best case --> Risk analysis

. Simulation analysis (Monte Carlo): Probability distribution of NPV

CAPM --> WACC

{ e. Determine discount rate F When risk of project # overall risk --> CANNOT use WACC




" f. Evaluating %

projects with
real option
~ m / If NPV without option >0 --> Project will be more valuable with option
Evaluating | _ . . . .
approaches |/ NPV = NPV without option + option value - option cost
\\- Decision tree
Option pricing models
Failing to incorporate economic responses: e.g..: profitable but low entry barriers --> competitors
Misusing standardized templates, which are not an exact match
| Pet projects of senior management: less analysis
J Basing investment decisions on EPS or ROE --> avoid projects with high NPV but low EPS or
“ ROE in the short run (especially when management compensation is tied to EPS or ROE)
|
: “; ~Using IRR for project decision: for mutually exclusive projects, should use NPV instead
g. Common "
capital Poor CF estimation: double count or omit a CF. E.qg..: inflation
budgeting
pitfalls |\_ Mis-estimation of overhead costs (e.g... management time, IT support): difficult to quantify
"‘ Using the incorrect discount rate: WACC or should adjust?
29'2'_ Capltal ‘Q‘ Politics involved with spending the entire capital budget: e.g.. :management tries to spend
Budgetlng (cont.) |\ all budget to ask for more next year
Failure to generate alternative investment ideas: most important step ("good" is the enemy of "better")
Improper handling of sunk and opportunity costs
economic = CASHFLOW minus ECONOMIC DEPRECIATION
INCOME |
~ | Economic Depreciation year t = Beginning market value minus Ending market value for year t
— Market value year t = sum of PV of all CF left
h. Measures
of income
and valuation
models ACCOUNTING - From Income statement
_ INCOME . -
: L ~ Depreciation based on original cost, not market value
- # economic income  { .
- Deduct interest expense
ECONOMIC  -= NOPAT - WACC in dollars
PROFIT (EP) .
~ 1~ Tobond and equity holders
- Sum of EP discounted at WACC = MVA (Market Value Added) = NPV
| RESIDUAL = ACCOUNTING NET INCOME minus EQUITY CHARGE
i. Other | INCOME T itv hold
valuation % 0 equity holders
models ~ Sum of RI discounted at cost of equity = NPV

Timing options: option to delay investment

Types | - Abandonment options: abandon if NPVexit > NPVcontinue (=put option)

of real

options |~ Expansion options: option to have additional investment (=call option)

|
2 Flexibility options ~ ~ Price-setting: demand increase --> increase price (oil)
| (operational) “ Production-flexibility: e.g..: pay overtime, use # inputs, # products...

Fundamental options: project itself = option (e.g.: copper mine)

Claims
_valuation ~ Free cash flows to company (debt and equity holders) --> discount at WACC

- Free cash flows to equity (shareholders) --> discount at cost of equity



" al. Capital )

30. Capital

Structu

~ Leverage

" a2. Costs and their %

: - - Maximize Firm Value -~ MM Proposition |
| Capital structure objective |

 Minimize WACC ~ MM Proposition Il

|~ MM Proposition |
structure %{ No taxes —

theory ) MM Proposition Il

. ~MM Proposition |
| With taxes
) ~ ~MM Proposition Il

Costs of financial

distress --> lower Debt ~ Costs
- Probability
Agency costs of equity ~ Monitoring costs: supervising, reporting (corporate governance)

--> higher Debt

) Bonding costs: insurance premiums, non-compete agreements
potential effect on
the capital structure

- Residual losses: other costs

Costs of asymmetric information:
_(managers vs. creditors and owners) ---> increase required rate of return

MM's propositions with no taxes: Capital structure is irrelevant

| MM's proposition with taxes: optimal capital structure is 100% debt (highest tax shield, max value, min WACC)

managerial
decision making )

a3. Implications for F Pecking order theory: order of raising funds: Internally generated equity --> Debt --> External Equity

~ Firm value:
__ Static trade-off theory
\_Optimal capital structure achieved when:
Marginal Tax Benefit = Marginal Cost of Financial Distress

re&

2 reasons for actual capital L . . .
structure to fluctuate around Opportunitiesina - E.g.: temporary increase in stock price

target capital structure " financing source

{/W\ : . :\fartkett_value _ D, E = market value
_ structure (optimal) uctuations

- \ Moody's; S&P's
c. Role of debt ratings |—

|

~ Changes in capital structure overtime

d. Capital structure % _Factorsto | Competitors with similar business risk

: : consider
\ policy and valuation *~ Agency costs (corporate governance)

~ Total debt: Japan, France: more debt than UK, US

International .
differences Debt maturity: US longer than JP
- Emerging market differences: emerging market less and shorter debt
o ~ Strength of legal system: strong --> reduce agency cost--> less and longer debt
| g‘nsé'tlzgg?al | Information asymmetry: increase debt (auditors, analysts
e. International | | | factors help reduce info asymmetry --> decrease debt)
differences in | ~ Taxes: high --> increase debt. Tax on dividend: high --> decrease debt
leverage |
) Factors | Financial -~ Liquidity of capital markets (debt market): high --> longer debt
N
\_markets and |~ Reliance on banking system --> increase debt
| banking \_Institutional investor (shareholders) presence -->

system factors decrease information asymmetry --> decrease debt

Macroeconomic  ~ Inflation --> less, shorter debt
factors "~ GDP growth --> longer debt



_Dividend irrelevance: MM (homemade dividend)

- Bird in the hand theory (Myron Gordon & John Lintner)

Dividend /
-~ | preference | Impact of dividend initiation _ Higher dividend --> Risk -->
a. Schools of ._on stock value and P/E / Cost of Equity --> P/E
thought on
_ dividends ) * Higher dividend --> stock value
|\_Tax aversion
_Clientele
- . _ambiguous: sharing wealth or lack of
- Dividend initiations " profitable reinvestment opportunities
P Information |- Dividend increases -~ Strong future
b. Signaling /" conveyed by | ) )
effect \_Unexpected Dividend _Business in trouble or more
\ \" decreases / omissions investment opportunities
| Country differences: US # Asia in perception
J
“ ~ Double taxation
| |
| Taxondividend | .
| | e. Taxation P systems [ Spitrate
" d.Factors | |/ | of dividends ‘
affecting ) * Imputation
dividend
payout
. policy \ ~ Tax considerations
{ c. Clientele F Requirements of institutional investors
| effect
\ *Individual investor preference
{ c2. Agency }
_issues
 Restrictions - "Impairment of capital” rule
| on dividend
"‘ payments |~ Debt covenants
‘ | I\ Cash flow
31. Dividends | “ Industry life cycle
& Dividend Flotation costs on new issues vs. cost of retained earnings
Policy Shareholder preference for current income vs. capital gains

_Residual dividend model
~ forecast capital budget for 5 years,

—e.g.. — Leftover = total net income 5 years minus capital budget for 5 years.

‘:“ Longer-term residual dividend
| " Dividend each year = Leftover/5

Dividend stability: ~ steady dividend payout (taking into account inflation)
- --> dividend growth rate g = company's long term growth rate

# f. Dividend policy

. approaches

Target payout ratio Payout ratio = constant
- Payout ratio moves toward the target

Compare with cash dividend
~If Cost of Debt < Earning yield --> EPS

| EPS
| effect - |f Cost of Debt > Earning yield --> EPS
| Book  _fprice > BVPS --> BVPSnew
| rvalue )
|/ effect If Price < BVPS --> BVPSnew
g. Share ~Buy in the open market
repurchase |—Methods {—Buy a fixed number of shares at a fixed price: tender offer: P > Pmarket

| - Repurchase by direct negotiation: to avoid price decrease (e.g.: greenmail premium)

- Capital structure
|~ Prevent EPS dilution from employee stock options
Rationales % Supplement to cash dividend --> residual dividend policy
Management is viewing stocks as strong
* Good future outlook signal

: h. Global trends }
Net income

{ e

{ j. Symptoms of not being able }
_to sustain cash dividend

i, Dividend coverage
_ratios based on




Multiple owners vs managers

" Warm-up: conflicts of
_interest in a corporation

/

Directors
) \_ Creditors, Employees, Customers

a. Corporate
governance %
(Sarbanes-Oxley) | |

. b. Business forms

Objectives

_Sole proprietorship
Partnerships

\_ Corporations

~Manager >< Shareholder

~ Principles & Policies
— Procedures
- Responsibilities & Accountabilities

Definition: system of

Eliminate or reduce CONFLICTS of interest (esp. mgmt vs. shareholders)
- Use ASSETS in best interests of investors and other stakeholders

RIGHTS of shareholders & stakeholders

Attributes of
._effective CG |~ Oversight RESPONSIBILITIES of managers and directors

|~ Fair and equitable TREATMENT
Transparent & accurate DISCLOSURES about operations, performance, risk and financial position

~—no owner vs. manager conflict. Just creditors, suppliers, customers...
— no owner vs. manager conflict. Just creditors, suppliers, customers...

- (US: 20% in number but account for 90% revenue)

Expand fim -~ © increase power, security, compensation

- Excessive compensation and perquisites (e.g.. lavish jet)

" ¢. Conflicts

in agency %

_ relationships |

Director >< Shareholder |

- Invest in risky ventures (succeed --> benefit from stock options, fail --> not share the loss)
- Not taking enough risk

-~ Lack of independence
|~ Personal relationship btw board - management
-Board: consulting/ other biz with firm

32. Corporate
Governance

( d,e. Board F
_of Directors | |

g. Valuation
implications of
Corporate
Governance y

\

Responsibilities
\ (check and balance)

Points to
_assess Board

| Interlinked boards -~ 2 companies

~ Directors are overcompensated

Institute corporate values & CG --> proficient, ethical, fair biz conduction
- Ensure compliance: with all legal & regulatory requirements

Create long-term strategic objectives

Determine management's responsibilities (need to be able to measure performance)
| - Hire, compensate, evaluate CEO
|~ Require complete and accurate information from management

- Meet regularly

Ensure board members are adequately trained

|

Composition and independence  ~ "écommend at least 3/4

Chairman independent or not -~ Should be CEO or not
. o _skills, experience, strategic planning, risk

Directors qualifications management, commitment, attitudes, ethics

[ ) _all or staggered? Staggered: keep board continuity

|- Board election method but limit shareholders' power & slow down changes

| Board self-assessment practices ~ annually

|, Frequency of separate sessions for independent directors ~ ~ annually, quarterly

Audit committee and audit oversight - -only independent directors, with expertise

|- Nominating committee &l independent

|~ Compensation committee
Use of independent or expert legal counsel ~ ~ Internal counsel --> weak CG
Codes of ethics

~ Directors' oversight, monitoring and review responsibilities

Management's responsibilities to the board

Statement of f. Statement {/ _ ) . .
governance of CG Reports of directors' oversight and review of management
policies _ policies /|- Board self assessments

|- Management performance assessments

| Director training

Disclosure and transparency
Insider or related-party transactions
Responsiveness to shareholder proxy votes

Strong/effective CG system ---> higher measures of profitability & returns for shareholders

. Financial disclosure risk ~ incomplete, misleading, materially misstated disclosure

Weak/ineffective
CG system

f,,—Asset risk - €.g..: too high perks

* Liability risk €9~ OBS obligations

- Strategic policy risk €9 M&A
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