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IN INVESTMENT MANAGEMENT (IMC)

UNIT 2:

INVESTMENT PRACTICE V.17
TESTED FROM1 DECEMBER 2019

UNIT AIMS

By the end of this unit, learners should be able to demonstrate:

>

>

an ability to apply statistical and financial mathematics techniques;

an understanding of micro-economics;

an understanding of the macro-economic environment and its impact on investments;
an understanding of accounting principles;

anabilityto evaluate the characteristics, inherent risks and behaviour of equities, cashand cash equivalents, and fixed
income securities;

an ability the analyse the characteristics, inherent risks, behaviours and relevant tax considerations of derivatives;
an ability the analyse the characteristics, inherent risks and behaviours of alternative investments;

an understanding of the merits and limitations of the main investment theories;

an ability to analyse the correlation of asset classes;

an understanding of the principles of investment management;

an ability to analyse the characteristics, inherent risks and behaviours of investment products; and

an understanding of the principles of investment performance measurement.
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Unit 2 syllabus

QUESTION ALLOCATION:

Questionallocationacross the syllabus is balanced onthe guidance of psychometricand industry specialists. The following
questionallocation forVersion 17 of the IMCis provided as a broad indication of the relative ‘weighting’ of different parts of
the syllabus in IMC examinations from 1 December 2019.

Question
allocation

Content area Topicname

Quantitative

7 Niinntirativin rmanklhAAd~ in 7N
methods
8 Micro-economics
Economics 5-15
9 Macro-economics
Accounting 10 Accounting 10-20
11 Equities
12 Fixed income
Asset classes 25-30
13 Derivatives
14 Alternative investments
15 Portfolio management
Investment theory,
management and 16 Investment products 25-30
measurement
17 Investment performance measurement

OTHER INFORMATION REGARDING THIS UNIT:
Exam format: <105 questions.
- Onlinetestingusing standard multiple choice, item sets
and gap-fill style questions.

Time allowed for exam: -2 hours and 20 minutes.
Grades: -Pass orfail.
Study materials: - Official Training Manual v.17 is available from the CFA UK website,

including revision questions with fully worked calculations.
- Mock exam available on the CFA UK website.

Recommended study hours: <120 hours.

Availability of exam sessions: - Every working day through Pearson VUE testing centres.
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Unit 2 syllabus

TOPIC 7
QUANTITATIVE METHODS

By the end of this topic, learners should be able to:

» Demonstrate an ability to apply statistical and financial mathematics techniques.

11

7.1.1
7.1.2
7.1.3
7.1.4
7.1.5
7.1.6
7.1.7

1.2
7.2.1

7.2.2
7.2.3

7.2.4
7.2.5

13
7.3.1
732

7.4.1
7.4.2

7.4.3
7.4.4

7.4.5

SOURCES OF DATA

Identify and distinguish between primary and secondary sources of data
Distinguish between a population and a sample

Explain the key sampling methods

Distinguish between continuous and discrete data

Define categorical dataand explain howit can be converted to ordinal data
Interpret a frequency and relative frequency distribution

Explaintheuse of the followinginthe presentation of data: pie chart, bar chart, histogram, scatter plots,
line graphs

SUMMARY DATA

Define, explain and calculate the arithmetic mean, geometric mean, median and mode using raw and interval
data, and calculate the geometric meanreturn using a series of returns

Explaintherelationship betweenthe mean, median and mode forsymmetricand skewed data

Define, explainand calculate the following measures of dispersion for both raw dataand interval data: standard
deviation (populationand sample), variance, range, quartiles and percentiles, interquartile range

Explainthenotionofprobabilitydistributionsandidentifythe properties ofthenormaldistribution

Explainand apply the concepts of null hypothesis, alternative hypothesis and the role of statistical significance
inrejecting/acceptingthenull/alternative hypothesesinthecontextofinvestmentdecision making

CORRELATION AND BIVARIATE LINEAR REGRESSION

Define correlation and identify alternative measures of correlation

Explainthe least-squares regression techniqueinderivingaline of best fitand interpret the correlation
coefficientR,Rsquared, adjusted R squared and measures of unexplainedvariation (forexample the mean
squared error)

Calculateandinterpretaforecastvalue for the dependentvariable given the intercept and slope coefficients of
aregressionequationtakingintoaccounttheirstatistical significanceandadjustedRsquared

Explaintheshortfallsintheapplication of linear regressiontoforecasting, includingwhy correlation does not
imply causation, and the pitfalls of data-mining

Describe the impact of extreme events on alternative measures of correlation

INDEX NUMBERS

Explain the role of financial marketindices

Explainand calculate a price relative for a share orindex and calculate anindex level for the currentyear, given
the base year data and the current year data

Calculate an index level having re-based the index series

Calculateapriceweightedindex; an equallyweighted index; amarketvalue weightedindexand ageometrically
weighted index

Identifyand explaintherelevance of: free-floatandindex calculation method (asin 7.4.4 above) forinterpreting
index performance relative to the performance of an investment
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7.4.6

1.5

7.5.1
7.5.2
753

7.6

7.6.1
7.6.2
7.6.3

1.7
7.7

Describethe compositionand construction of keyglobalbond and equity marketindices and identify strengths
and weaknesses of their respective construction methods

SIMPLE AND COMPOUND INTEREST

Calculate simple and compound interest earned over multiple periods
Calculatetheannual compoundrategiventhe simplerateandthefrequency of compounding

Calculate theannual simple rate of interest given the annual compound rate and the frequency of
compounding

Calculatetheeffective annual rate givenanominal annual rate with continuous compounding

THE TIME VALUE OF MONEY-PRESENT AND FUTURE VALUE CALCULATIONS,
ANNUITIES, PERPETUITIES AND MORTGAGES

Calculate and interpret future values for: single sums and annuities
Calculate and interpret presentvalues for: single sums, annuities, and perpetuities

Calculate equalinstalments onarepayment mortgage giventhe presentvalue of the borrowings, the fixed
mortgage rate and the term of the borrowing

THE INTERNAL RATE OF RETURN AND NET PRESENT VALUE

Calculate and interpret the net present value (NPV) and internal rate of return (IRR) of a series of investment
cash flows

ExplainhowNPVsandIRRs canbeusedininvestmentdecision makingandtheirlimitation
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TOPIC 8
MICRO-ECONOMICS

By the end of this topic, learners should be able to:

» Demonstrate an understanding of micro-economics.

8.1
8.1.1
8.1.2
813

8.2
8.2.1
822
823
8.2.4

8.3
8.3.1
8.3.2
8.3.3
8.3.4

8.3.5
8.3.6

8.3.8
8.3.9

8.3.10

8.4
8.4.]
8.4.2
8.4.3

8.4.4

INTRODUCTION

Explain the main ways inwhich economictheory mightassistinvestment professionals
Describe the strengths and weaknesses of economic theory as a means of analysing financial market behaviour
Describe the main applications of micro-economic theory

ANALYSING DEMAND AND SUPPLY

Explain the laws of supply and demand and the concept of equilibrium
Distinguish between movements alongdemand and supply schedules and shifts thereof
Identify the factors that cause ademand or supply schedule to shift

Describe, calculate and interpret ‘own price elasticity of demand’, the factors that determine this andits impact
on totalrevenues

Explain, calculate and interpret the concept of cross elasticity of demand (as applied to substitute and
complementary goods)

Explain, calculate andinterpretelasticity of supply and its dependence onthe flexibility of factors of
production

ANALYSING COST AND PROFITABILITY

Distinguish between explicit (accounting) costs and opportunity (economic) costs
Explain the concept of normal, supernormal and subnormal levels of profit
Define fixed costs, variable costs, marginal costs, total costs and average costs

Explaintheshapesoftheshort-runmarginal cost,averagevariable cost,average fixed costand average total
cost curves

Explain the law of diminishing marginal returns and its impact on the shape of short-run cost curves

Explaintherelationship betweentotal revenue, average revenue and marginal revenues foranormal demand
schedule

Explaintherelationship between marginal costand marginal revenue, and howthis determines the profit-
maximising level of output for a firm

Define short run and long run in the context of cost behaviour

Explainthe notions of economies of scale,a minimum efficient scale and diseconomies of scale and their
impact on the shape of the long-run average cost curve

Explaintherelationshipbetweenlong-runmarginalcostsandlong-runaverage costsandexplainhowthis
determines the level of output for productive efficiency to arise

ANALYSING THE COMPETITIVE ENVIRONMENT

Identify the conditions that characterise a perfectly competitive (price-taker) market
Explain the conditions of long-run equilibrium for a price-taker

Explain the market mechanics throughwhich only normal levels of profit can be earned by price-takersin the
long run

Explaintherelationship between short-runsupplyand marginal costforaprice-taker
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8.4.5
8.4.6
8.4.7
8.4.8

8.4.9

8.4.10
8.4.11
8.4.12
8.4.13

8.4.14

8.4.15

Describethe shape ofthelong-runsupply curve foraperfectly competitive industry
Explainthedecision byaprice-takerfacingeconomiclossestoeithercontinuetooperate orshutdown
Identify the conditions that characterise a pure monopoly

Distinguish between the equilibrium price, outputlevels and productive efficiency ofamonopoly compared to
a perfectly competitive firm

Explain price discrimination and the conditions under which it will prevail
Describethecharacteristics of monopolisticcompetitionandoligopoly
Describehowbusiness cycles mayaffectrelativeindustry performance
Identify Porter’s five competitive forces thatdrive industry competition

Describe the product life cycle and the characteristics of each phase (introduction, growth, maturity and
decline)

Describethe concept of strengths,weaknesses, opportunities and threats (SWOT) analysis andits rolein
corporate evaluation

Describe the four Ps of marketing mix (product, price, promotionand place) inthe context of analysing
competitive advantage and threats
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TOPIC 9
MACRO-ECONOMICS

By the end of this topic, learners should be able to:

» Demonstrate an understanding of the macro-economic environment and its impact on investments.

9.1
9.1.1
9.1.2

9.2
9.2.1
9.2.2
9.2.3
9.2.4
9.2.5
9.2.6
9.2.7

9.3

9.3.1

9.3.3
9.3.4
9.3.5
9.3.6
9.3.7
9.3.8
9.3.9
9.3.10
9.3.11
9.3.12
9.3.13
9.3.14
9.3.15
9.3.16
9.3.17

INTRODUCTION

Describe the main applications of macro-economic theory
Identify the key economic characteristics of historical financial crises

ANALYSING THE OUTLOOK FOR GDP GROWTH

Identifythemainlong-termUKandglobalsocio-economictrends

Identify key economic indicators and their trends

Describe therelationship between andimportance of the main world economies

Describe economicandfinancial cyclesincludingtheir predictabilityand regional differences
Distinguish between gross domestic product (GDP), gross national product (GNP) and national income
Identify the difference between real and nominal GDP

Identifythe components of the circular flow ofincome, distinguishing between injections into and withdrawals
(‘leakages’) from the circular flow

ANALYSING ECONOMIC POLICY

Identify the major components of the Classical, Monetarist, Keynesian and Austrian schools of thoughtand
distinguish betweenthem

Identifythe nature of the relationship between aggregate saving, consumption and investmentas predicted by
the Paradox of Thrift

Describe fiscal policy and its influence on aggregate demand

Identify the role of debtin the business cycle

Identify the problems associated with fiscal policy

Identify money supply (from ‘narrow’ through to ‘wide’)

Identify the key features of the fractional reserve banking system

Define the money multiplier and identify its determinants

Calculate the potential money multiplier given a cash reserve ratio

Explainthetransmission mechanismwhereby monetary policyinfluences economicaggregates
Defineinflation (including deflation), explainhowitis measuredinthe UK, and identify the different causes
Define unemployment and explain how itis measured in the UK

Explaintherelationship betweeninflationand unemploymentaccordingtothePhillips curve
Explain how inflation targeting operates in the UK

Distinguish between the different mandates and approaches of the major central banks

Explain the unconventional tools used by central banks to manage the economy

Explain the impact of bank capital and liquidity requirements and the move towards macro prudential
regulation of the macro-economy
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9.4 ANALYSING EXCHANGE RATES

9.4.1 Explain how changes in supply and demand fora currency will affectits value on the foreign exchange markets

9.4.2 Identify the key components of the balance of payments

9.4.3 Explaintherelationship betweenthe supply and demand foracurrency, and the underlying transactions
represented in the balance of payments

9.4.4 Distinguish between afixed, floating and amanaged exchange rate (‘dirty floating’ regime)

9.4.5 Explain the economic benefits and costs of a fixed exchange rate mechanism

9.4.6 Explainanoptimal currency area (OCA) andidentify the advantages and disadvantages ofimplementing a
single currency in an OCA

9.4.7 Explain the implications of persistent global imbalances of trade and capital

9.4.8 Explain the notion of purchasing power parity (PPP) as a forecasting tool for exchange rates

9.4.9 Explainthe effectiveness of monetary and fiscal policyin fixed and floating exchange rate regimes

9.4.10 Describethe natureand basicoperations of the spotand forward exchange markets

9.4.11 Explain the nature of exchange rate risk and how it can be managed

9.4.12 Distinguish between covered and uncovered interestrate parityand calculate forward rates using the

appropriate method

9.4.13 Applythe concept of purchasing power parity (PPP) to forecast expected future spotexchange rates using the
differential inflation rates between two countries
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TOPIC 10
ACCOUNTING

By the end of this topic, learners should be able to:

» Demonstrate an understanding of accounting principles.

10.1
10.1.]
10.1.2

10.1.3
10.1.4

10.1.5

10.2
10.2.1
10.2.2
10.2.3
10.2.4
10.2.5
10.2.6
10.2.7
10.2.8
10.2.9
10.2.10
10.2.11
10.2.12
10.2.13
10.2.14
10.2.15

10.2.16

10.3

10.3.1

10.4
10.4.]
10.4.2
10.4.3

10.4.4

FUNDAMENTAL PRECEPTS

Explain the legal requirement to prepare financial statements

Explainthe concept of acompany being a separate legal entity, and the purpose of the preparation of the
accounts

Define ‘small companies’ forthe purpose of financial statement preparation and explain the relevance of this
definition to financial reporting requirements

Explainwhenaccounts may be required to be prepared under International Financial Reporting Standards
(IFRS) rather than Generally Accepted Accounting Principles in the UK (UK GAAP)

Explaintheroleoftheauditorandidentify,inoutline,thereasonsforauditorsissuingaqualified report

THE BALANCE SHEET

Explain the purpose of a balance sheet or statement of financial position

Identify and explain the key balance sheet categories and content

Distinguish between capitalising costs and expensing costs

Explain the valuation of non-current assets

Calculate depreciation underthe straight-line and reducing balance methods

Calculate the profit or loss on disposal of a non-current asset

Explain the principles behind the valuation of inventories

Explain the effects of first-in-first-out and last-in-first-out valuations on inventory values and profits
Identifythetypes of currentand non-currentliabilities thattypicallyappearinfinancial statements
Explainthe conceptofaprovision andits treatmentwithin the financial statements
Explainthe conceptofacontingentliabilityandits treatmentwithin financial statements
Describe the treatment of pension costs in financial statements

Explain what is meant by a post-balance sheet event

Distinguishamong authorised, issued, paid-up and called-up share capital

Explaintheeffect ofthe followingonabalance sheet:rightsissue,bonus/scripissue, stock split, share
repurchases

Identify and explain the main types of reserve found in the balance sheet

THE ACCOUNTING TREATMENT OF FINANCIAL INSTRUMENTS

Identifythe various classifications of financialinstrumentand describe the accounting treatmentof each

THE INCOME STATEMENT AND STATEMENT OF CHANGES IN EQUITY

Identify and explain the classification of expenses based on nature or function
Explain the principle of revenue recognition

Identifythe following differentlevels of profitand which classes of expenses are considered inarriving at each
level: gross profit, operating profit and net profit

Explaintheobjective of,andidentifytheinformationtobereportedin,astatementofchangesinequity
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10.5
10.5.]
10.5.2
1053

10.6
106.1
106.2
1063
10.6.4
106.5

10.7
10.7.]
10.7.2
10.7.3
10.7.4

10.7.5

THE CASH FLOW STATEMENT

Explain the purpose of a cash flow statement
Identify the classification of cash flow activities

Calculate net cash flow from operations given operating profit (or vice versa) and the relevant balance sheet
movements

GROUP ACCOUNTS

Defineanddistinguishbetweencorporateinvestments,associated companiesandsubsidiaries
Explain the purpose of group accounts

Defineaminorityinterestand explain howitisrepresented inthefinancial statements

Explain how goodwill arises in acquisition accounting

Explainthetreatmentofgoodwillandintangibleassetsinthegroupaccounts,including:amortisation, useful
lives and the requirement for impairment reviews

MAJOR ACCOUNTING RATIOS

Distinguish between profitability, liquidity and gearing ratios
Define and calculate return on capital employed and return on equity ratios
Explainhowreturnoncapitalemployedcanbebrokendowninto profitmarginandassetturnover

Define, calculate andinterpret: operational gearing, financial gearing, the currentratio, the quick ratio (acid
test)

Explaintheeffectofthefollowingonthe majoraccountingratios:rightsissue,bonus/scripissue, stock split,
share repurchases
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TOPIC 11
EQUITY

By the end of this topic, learners should be able to:

» Demonstrate an ability to evaluate the characteristics, inherent risks and behaviour of equities.

1.1

1.1
11.1.2
1113
11.1.4

11.2

1.2
11.2.2
11.23
11.2.4

11.2.5
11.2.6

11.2.7

1.3

11.3.]
11.3.2
1133
11.3.4
11.3.5
11.3.6

11.3.7

11.3.8
11.3.9
11.3.10
11.3.11
11.3.12
11.3.13

11.3.14

11.3.15

EQUITY CAPITAL - CHARACTERISTICS

Identify the characteristics,and theriskstotheinvestor, of thevarious classes of equity capital
Identify the reasons forthe primaryand secondaryissuance of shares and theimplications totheinvestor
Identifythe reasons forissuance of preference shares andtheimplications tothe investor

Identify the characteristics of global and American Depository Receipts

EQUITY - ISSUANCE

Distinguish between primary and secondary share issuance
Describe the key features of an equity issuance
Define and explain the purpose of arights issue, a bonus/scrip issue and a stock split

Calculatethetheoretical ex-rights priceand thevalue oftheright(nil-paid) giventhe cum-rights price, the
issuance ratio and the subscription price

Calculatethe theoretical ex-scrip price given the scrip ratioand the cum-scrip price

Evaluate the options opentoaninvestorinresponse toarights offerand explain the effecton theinvestor’s
wealth

Identify and explain the motivations behind acompany buying back its own shares

EQUITY-VALUATION

Calculateaholdingperiodreturnforanordinaryshare,comprisingcapitalgainanddividendincome
Identify the reasons for acompany’s chosen dividend policy

Explain the practical constraints on companies paying dividends

Explaintheimportance of the dividendyield and dividend cover in stock analysis

Calculate dividend yield and dividend cover

Calculate anestimated growth rate for dividends using historic data, or using return on equity, and aretained
earnings ratio

Distinguish between and evaluate the merits of relative valuation models and absolute valuation models, and
between historic and prospective measures of value

Identifythecomponents,assumptionsandlimitationsofthe dividend discountmodel(Gordongrowth model)
Calculate the presentvalue of a share using the dividend discount model

Explain what is meant by earnings per share, and diluted earnings per share

Calculate abasic earnings per share

Explain the possible shortfalls of using price multiples in corporate valuation

Explainthe basics of free cash-flow based valuation methods (FCFF, FCFE) and residual income valuation
methods

Calculate pricetoearnings (both historicand prospective), price to book, price to sales, price to cash flow, and
enterprisevaluetoearnings beforeinterest, tax, depreciation and amortisation (EBITDA) ratios foracompany

Definefinancialgearing and evaluate the effectonrequired equity returns and thus valuations
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TOPIC 12
FIXED INCOME

By the end of this topic, learners should be able to:

» Demonstrate an ability toanalyse the characteristics, inherentrisks, and behaviour of cash and cash equivalents, and
fixed incomessecurities.

121
12.1.1

12.1.2

12.2
12.2]

12.2.2
12.2.3
12.2.4

12.3
12.3.1
12.3.2
12.3.3
12.3.4
12.3.5
12.3.6
12.3.7
12.3.8
12.3.9
12.3.10
12.3.11
12.3.12
12.3.13
12.3.14

12.4
12.4.]
12.4.2
12.4.3
12.4.4
12.4.5
12.4.6

XVi

CASH AND CASH EQUIVALENTS

Explainthe main characteristics andrisks associated with cash deposits and money marketinstruments
(including Treasury Bills, CDs, CP, FRNs)

Calculate the discount and quoted yield on a UK Treasury Bill

FIXED INCOME SECURITIES - CHARACTERISTICS

Explainthe structure and characteristics of the various types of fixed income instruments issuedin the UK,
including government bonds, index-linked bonds, corporate bonds and Eurobonds

Identifytherationaleforandriskstotheissuerandholderofaconvertible,callableorputtablebond
Explain clean (quoted) and dirty pricing
Calculate the price of afixed income security given its maturity, coupon andyield

FIXED INCOME SECURITIES - RISK AND RETURN

Identify the components of return of the present value calculation

Identify the mainrisks faced by bond holders and how these risks can be addressed

Identify the two components of interest rate risk (price and reinvestmentrisk)

Identify the nature of the relationship between yield and price

Analysethefactorsthataffectthe sensitivityofabond’s pricetoachangeinrequiredyield

Define and calculate the (Macaulay) duration of a bond

Define and calculate the modified duration of a bond

Calculate, giventheduration ofabond, thechangein pricegivenachangeinrequiredyield

Explain the convexity error that arises from using duration to estimate a change in bond price using duration
Define credit risk as it affects bonds

Identify the role and drawbacks of the major credit rating agencies

Interpretthe key classes of rating onthe scales published by the major ratingagencies

Explain the concept of debt seniority

Identify key features and financial ratios considered by creditrating agencies in conducting a corporate rating

FIXED INCOME SECURITIES - YIELDS AND THE YIELD CURVE

Defineandcalculate:flatyield,grossredemptionyield (GRY), netredemptionyield (NRY),grossed-upNRY
Explain when each of these measures may be appropriate to use

Define the yield curves

Explain the theories that contribute to explaining the shape of the yield curve

Define and calculate forward and spot interest rates

Explain the relationship between forward rates, spot rates and the GRY
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TOPIC 13
DERIVATIVES

By the end of this topic, learners should be able to:

» Demonstrate an ability to analyse the characteristics, inherent risks and behaviours of derivatives.

13.1
13.0.]
13.1.2
13.1.3
13.1.4
13.1.5
13.1.6

13.1.7
13.1.8
13.1.9
13.1.10
13.1.11
13.1.12
13.1.13
13.1.14

13.1.15
13.1.16

13.2

13.2.1
13.2.2
13.2.3
13.2.4

13.3
13.3.]
13.3.2
1333

13.3.4
13.3.5

13.4
13.4.]
13.4.2

DERIVATIVES

Distinguish between forwards, futures and options

Explain the nature, trading and settlement of exchange traded derivatives

Identify the motive forusingafutures contractratherthanatradeintheunderlyingasset
Explain the nature of, and reasoning behind, a contango and backwardation market
Define the ‘basis’ of a futures contract

Describethe mainfeatures ofthefollowingICEFutures Europe contracts: short-terminterestrate futures,long
gilt futures, FTSE 100 futures

Explainthe possible uses of the above contractsin aninvestment management context
Define the concept of index arbitrage

Distinguish between American-style and European-style options

Differentiate the time value and intrinsicvalue components of an option premium

Determine when an option is in-the-money, out-of-the-money or at-the money
Calculatethetimevalue ofanoption, giventhe premium, strike priceand current market price
Identify and explain the factors that determine the premium of an option

Determine the maximum profit, maximumlossandthe motivation behind thefollowing option strategies: short
and long call, put, straddle, covered call and protective put

Explain the use of futures and options in hedging an equity portfolio
Calculatethe numberoffuturesoroptions contracts requiredtohedge a portfoliowith aspecified betavalue

SELLING SHORT, STOCK LENDING AND CONTRACT FOR DIFFERENCES
(SWAPS)

Explain the mechanics and uses of short selling

Explaintherole of stock lending inthe markets and the benefits to the participants

Explain the nature of contracts for differences

Explainthe nature of,and motivations behind: interest rate swaps, currency swaps, equity swaps and inflation
swaps

CONVERTIBLES AND WARRANTS

Explain the nature of convertible bonds and convertible preference shares
Calculate aconversion price, conversion value and conversion premium

Explain the component parts of the valuation of a convertible bond (hamely straight bond value, call option
value, dilution effect and conversion ratio)

Distinguish between awarrant and a call option

Explain the key features of covered warrants

CREDIT DERIVATIVES

Identify the main purposes, mechanics and implications of a credit default swap (CDS)
Identify the mainrisks to the financial system resulting from credit derivatives
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TOPIC 14
ALTERNATIVE INVESTMENTS

By the end of this topic, learners should be able to:

» Demonstrate an ability to analyse the characteristics, inherent risks and behaviours of alternative investments.

14.1
14.1.1
14.1.2
14.1.3

14.1.4
14.1.5
14.1.6

14.2
14.2.]
14.2.2

14.2.3
14.2.4

14.2.5
14.2.6
14.2.7
14.2.8

COMMODITIES

Describe the main features of commodity markets
Identify the main ways investors can access the commodity markets

Explainthecharacteristics ofthemaincommodityderivatives,including:energy, softs/ biofuels, metals,
emissions andweather

Identify the main commodity derivative indices
Explainhowcommodity exposure canbeviewed as ahedgeagainstinflationand ‘event’risk
Explain the characteristics and risks of investing in precious metals

PROPERTY

Distinguish between the commercial and residential property markets

Explaintherationale forinvestingin property and contrast the investment characteristics of property with the
other major asset classes

Identify the maininvestors inthe commercial property marketand the characteristics of the principal
commercial propertysectors

Explainhowthe direct commercial property marketworkswithregardto: ownershipandlease structures;
buyingandselling; costs, the valuation of property andinvestment performance measurement

Describe the mainvaluation techniques applied to property investment

Explain the routes to indirect property investment

Identifytherole of Sustainabilityand ESG characteristics in propertyvaluationandinvestment
Describethe role of the Investment Property Databank indices in the market
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TOPIC 15
PORTFOLIO MANAGEMENT

By the end of this topic, learners should be able to:

» Demonstrate an understanding of the merits and limitations of the main investment theories.

» Demonstrate an ability to analyse the correlation of asset classes.

» Demonstrate an understanding of the principles of investment management.

15.1
15.1.]

15.1.2
15.1.3

15.1.4
15.1.5
15.1.6
15.1.7
15.1.8

15.1.9
15.1.10

15.1.11
15.1.12

15.1.13
15.1.14

15.2
15.2.1

15.2.2

15.3
15.3.]

15.3.2
15.3.3
15.3.4
15.3.5
15.3.6
15.3.7
15.3.8

RISK AND RETURN AND THE IMPORTANCE OF DIVERSIFICATION

Explainthe ‘normal’ trade-off betweenrisk and return,andthe conceptof ‘dominance’ betweeninvestment
strategies

Explain the implications of assuming that returns are normally distributed

Explaintheimportance of risk measurementintheanalysis ofinvestments,andwhyex-anteand ex-post
measures of risk may be very different

Identify the commonly used measures of risk in investment analysis and fund management
Explainthe advantages and disadvantages of standard deviation as a measure of risk
Explaintracking errorandidentifyits advantages and disadvantages as ameasure of risk
Explainthe meaning of drawdown andits advantages and disadvantages asameasure of risk

Explain the meaning of relative weights and the concept of active share and their respective advantages and
disadvantages as measures of risk

Explaintheimpact of changing levels of price volatility over time and how this impacts measures of risk

Explaintheimportanceof correlationinconstructing efficient portfolios, and thedifficulties, limitationsand
meaning of correlation coefficients

Calculate correlation coefficients from standard deviation/covariance of two investments

Explaindiversificationanditsroleinconstructing efficient portfolios,andits limitations duringextreme market
conditions

Explainthemeaningofvalueatrisk(VaR)anditsadvantagesanddisadvantagesforrisk management

Analyseand explainothertypes ofinvestmentrisk, includinginflation, currency,interestrate, fraudand
counterparty risk

CORRELATION BETWEEN ASSET CLASSES

Identifythe correlation betweenthevarious asset classes (equity, fixed income, property, cash and alternative
investments) and explain its relevance to asset allocation

Explain the limitations of correlation analysis in extreme market conditions

MODELS OF RETURN AND RISK

Identifytheassumptions behindthe single-factor capital asset pricingmodel (CAPM)and identify otherfactors
in commonuse

Explain the limitations of the CAPM model

Definethe segmentation of riskinto systematic (factor) riskand unsystematic (‘investment specific’) risk
Calculate the total risk given systematic and unsystematic components
Calculatetheexpectedreturnonasecurity byapplyingthe CAPMthroughinterpretingthe betaofasecurity
Explain howthe historic betamay be estimated using a scatter chart of historicreturns
Calculatethebetaofaninvestmentgiventhesystematicriskoftheinvestmentandtheriskofthemarket

Calculate the beta of an investment given the variance of the market return, and the covariance of the
investment return with the market return
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15.3.9
15.3.10

15.3.11

15.4
15.4.]

15.4.2
15.4.3
15.4.4
15.4.5

15.5
15.5.]

15.5.2

15.6
15.6.]
15.6.2
15.6.3
15.6.4
15.6.5

15.7
15.7.]

15.7.2
15.7.3
15.7.4
15.7.5
15.7.6
15.7.7

15.8

15.8.1

15.8.2
15.8.3
15.8.4
15.8.5
15.8.6
15.8.7

Calculatethe betaofaportfoliogiventhe componentbetas and theinvestmentweighting

Explainthe conceptofinvestments beingexposedtoanumber of common factors which partially explain their
return and risk profile (‘arbitrage pricing theory’)

Explainthe concepts of factorinvestingand smart beta

THE EFFICIENT MARKETS HYPOTHESIS

Identifyand explainthe key concepts of the efficient markets hypothesis (EMH), and explain the limitations of
the EMH

Evaluate the evidence on marketanomalies in relation to EMH

Explain the basic concepts of the behavioural finance school of thought
Evaluate the evidence on marketanomaliesin relation to behavioural finance
Explain the notion of ‘bubbles’ and ‘financial amnesia’ in markets

PRICING, LIQUIDITY AND FAIR VALUE

Explaintherelationship between pricing, liquidityand fairvalue forthe asset classes of equity, fixed income,
derivatives and alternative investments

Explaintherelationship betweenliquidity and the capacity of investment strategies

APPROACHES TO FUND MANAGEMENT

Distinguish betweena ‘top-down’ and ‘bottom-up’ approach tofund management

Distinguish between active and passive fund management, and explain the costs and benefits to the investor
Explain howactive and passive approaches can be blended in portfolio construction

Distinguish between strategic and tactical asset allocation

Explainthe majorinvestmentstyles prevalentinthe fund managementindustry

INVESTMENT MANAGEMENT PRINCIPLES - FIXEDINCOME

Explainthefollowingbondportfoliomanagementtechniques:cashmatching/dedication,immunisation, credit
risk management, riding the yield curve

Calculate the theoretical gain from riding the yield curve

Calculate duration for a bond portfolio

Explainthe benefitsandrisks of bond portfoliomanagement strategies such as the barbell
Explain the characteristics and risks of a liability driveninvestment (LDI) strategy

Explain the process of an LDI strategy

Evaluate some of the techniques and basic measures of risk used in LDI

SOCIALLY RESPONSIBLE INVESTING AND ENVIRONMENTAL SOCIAL
GOVERNANCE INVESTING

Explain whatis meant by Environmental, Social and Governance (ESG) characteristics, Socially Responsible
Investment (SRI) and how they differ

Describethehistory of ESGinvestingandexplainthefactors thathaveledtoits development
Describe the evidence onwhether ESG investing leads to superior portfolio returns
Explainthe main methods of incorporating ESG characteristics intoinvestmentdecisions
Describethe mainchallengesofincorporating ESG characteristicsintoinvestmentdecisions
Identifywhyinvestors might(or mightnot)include ESGissuesintheirinvestmentdecisions

Explain whatis meant by Impact Investing and contrast Impact Investing with traditional investmentand ESG
strategies
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TOPIC 16
INVESTMENT PRODUCTS

By the end of this topic, learners should be able to:

» Demonstrate an ability to analyse the characteristics, inherent risks and behaviours of investment products.

16.1

16.1.1
16.1.2
16.1.3

16.1.4
16.1.5
16.1.6
16.1.7

16.2
16.2.]
16.2.2
16.2.3
16.2.4
16.2.5
16.2.6

INVESTMENT PRODUCTS

Compareand contrastinvestingthroughdirectinvestmentsinsecuritiesandassets,andinvestingthrough
indirect investments

Distinguishthefeatures, risksand benefitsof unittrusts,investmenttrustsand open-endedinvestment
companies

Identify the key features and objectives of exchange-traded funds (ETFs) and exchange-traded commodities
(ETCs)

Identify the advantages and disadvantages of investing in ETFs
Explainthefeatures andobjectives of: private clientfunds, structured products, wraps and other platforms
Identify the characteristics and advantages of life assurance-based investments

Identifythe characteristicsand advantagesanddisadvantages of defined contribution (DC) versus defined
benefit(DB) pensionarrangementsfromtheperspectiveofbothsponsorsandbeneficiaries

HEDGE FUNDS AND PRIVATE EQUITY

Explain the features and objectives of hedge funds and funds of hedge funds
Describe the various hedge fund strategies

Describe the various approaches to private equity investing

Identify the potential benefits and limitations of hedge funds

Identify the potential benefits and limitations of private equity investing
Describe the management fee structure for hedge funds and private equity investing

www.cfauk.org

XXi


http://www.cfauk.org/

XXii

Unit 2 syllabus

TOPIC 17
INVESTMENT PERFORMANCE MEASUREMENT

By the end of this topic, learners should be able to:

» Demonstrate an understanding of the principles of investment performance measurement.

1741

17.1.1
17.1.2
17.1.3
17.1.4

17.2
17.2.]
17.2.2

17.3

17.3.1
17.3.2
17.3.3

174
17.4.]
17.4.2

17.4.3

TOTAL RETURN AND ITS COMPONENTS

Identify the components of total return for a fixed income or equity portfolio
Calculatetheincome, capitalandtotal return overasingle periodforanequityorfixedincome portfolio
Calculate the reinvestment returnonincome overaspecified investmenthorizon

Explainhowreturnsaredecomposedandattributedwithinequities (sector/stock/interaction effect)andfixed
income (shift/twist/spreadreturn)

MONEY-WEIGHTED AND TIME-WEIGHTED RETURNS

Distinguish between money-weighted return and time-weighted return
Calculateandinterpretthemoney-weightedreturnortime-weightedreturnfromdataprovided

CHOOSING A BENCHMARK, COMPARISONS WITH INVESTMENT OBJECTIVES,
BASE PORTFOLIO AND INDICES

Identifythe desirable properties and characteristics of anappropriate benchmark
Identify the key types of benchmark used in theinvestment managementindustry
Explain how to construct a benchmark equity portfolio

PERFORMANCE MEASUREMENT INCLUDING RISK ADJUSTED RETURNS

Explain the importance of risk analysis in performance evaluation

Calculateandinterpretthefollowingrisk-adjusted measures of return: TheSharpe measure, the Treynor
measure, the information ratio and Jensen’s alpha

Explainhowtotal return can be decomposedintothe following: risk-freereturn, return due tochoice of
benchmark, returndue to markettiming, return dueto diversifiable riskand pure selectivity
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