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Common Knowledge Base Reference books  

1. Modern Portfolio Theory   

1.1 The risk/return framework 
1.1.1 Return 
1.1.1.1 Measures of return (eg. holding 

period, arithmetic average, 
geometric average, time-
weighted and dollar weighted) 

BKM Ch5, Risk and risk aversion 
5.2 Portfolio risk, p 149-154 
 
SAB Ch6, The portfolio selection problem 
6.1 Initial and terminal wealth, p 140-141 
6.5 Calculating expected returns and standard 
deviations for portfolios, p 148-151 
 
SAB Ch24, Portfolio performance evaluation 
24.1 Measures of return, p 826-828 

Fo/Fi 

1.1.2 Risk 
1.1.2.1 Components of total risk (ie. 

systematic or unsystematic 

BKM Ch7, Optimal risky portfolios 
7.1 Diversification and portfolio risk, p 193-
195 
 
SAB Ch7, Portfolio analysis 
7.4 Diversification, p 184-190 

Fo/Fi 

1.1.3 Measures of risk 
1.1.3.1 Measures (eg. variance, standard 

deviation, coefficient of 
variation, covariance, correlation 
and beta) 

1.1.3.2 Value at Risk 

BKM Ch5, Risk and risk aversion 
5.1 Risk and risk aversion, p 143-149 
5.2 Portfolio risk, p 149-154 
A. A A defence of mean-variance analysis, p 
158-165 
 
SOLNIK1 Ch4, The case for international 
diversification 
4.1 Risk diversification, p 91-107 
 
SAB Ch6, The portfolio selection problem 
6.5 Calculating expected returns and standard 
deviations for portfolios, p 148-151 
 
Hull (4th Ed.): ch. 14, Value at risk, p 342-
346 

Fo/Fi 

1.2 Efficient market hypothesis 
1.2.1 Definition & assumptions 
1.2.2 Alternative hypothesis 

BKM Ch12, Market efficiency 
12.1 Random walks and the efficient market 
hypothesis, p 339-341 
 
SOLNIK Ch5, International asset pricing: 
theory and tests 
5.1 Efficient markets, p 131-138 
 
SAB Ch4, Efficient markets 
4.2 Market efficiency, p 92-97 

Fo/Fi 

                                                 
1 All subjects described in the book are done in an international framework. The book is mostly descriptive, only 
little mathematics are given. 
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1.2.3 Types of market efficiency 
1.2.3.1 Weak form 
1.2.3.2 Semi-strong form 
1.2.3.3 Strong form 

BKM Ch12, Market efficiency 
12.1 Random walks and the efficient market 
hypothesis 
- Versions of the efficient market hypothesis, 
p 341 
 
SOLNIK Ch5, International asset pricing: 
theory and tests 
5.1 Efficient markets, p 131-138 
 
SAB Ch4, Efficient markets 
4.2 Market efficiency, p 92-97 
4.4 Summary of market efficiency test 
results, p 103 

Fo/Fi 

1.2.4 Market anomalies 
1.2.4.1 Size effect (ie. small firm effect) 
1.2.4.2 High E/P ratio effect 
1.2.4.3 Day of the week effect 
1.2.4.4 Year-end or January effect 
1.2.4.5 Return patterns (eg. Value Line 

enigma, quarterly earnings 
surprises) 

1.2.4.6 Fama-French book value/market 
value 

BKM Ch12, Market efficiency 
12.2 Implications of the EMH for investment 
policy 
- Fundamental analysis, p 347 
- Technical analysis, p 342-347 
12.3 Event studies, p 351-355 
12.4 Are market efficient, p 356-377 
 
SOLNIK Ch5, International asset pricing: 
theory and tests 
5.1 Efficient markets, p 131-138 
 
SAB Ch15, Bond portfolio management 
A. A Empirical regularities in the bond 
market, p 448-449 
 
SAB Ch16, Common stocks 
A. A Empirical regularities in the stock 
market, p 496-503 

Fi 

1.3 Portfolio theory 
1.3.1 Diversification and portfolio risk 

BKM Ch. 5, Risk and risk aversion 
5.2 Portfolio risk, p 149-154 
A. B Risk aversion and expected utility, p 
165-169 
 
SOLNIK Ch. 4, The case for international 
diversification 
4.2 Risk adjusted return, p 108-116 
 
SAB Ch6, p 141-147, The portfolio selection 
problem 
6.2 Nonsatiation and risk aversion, p 141-142 
6.3 Utility, p 142-144 
6.4 Indifference curves, p 144-148 
 
SAB Ch7, Portfolio analysis 
7.4 Diversification, p 184-190 

Fo/Fi 



 © ACIIA: May 2007 10 

 

1.3.2 Markowiz model and efficient 
frontier 

BKM Ch6, Capital allocation between the 
risky asset and the risk-free asset 
6.1 Capital allocation across risky and risk-
free portfolios, p 171-173 
6.2 The risk-free asset, p 173-175 
6.3 Portfolios of one risky asset and one risk-
free asset, p 175-180 
6.4 Risk tolerance and asset allocation, p 
180-183 
6.5 Passive strategies: the capital market line, 
p 183-187 
 
BKM Ch7, Optimal risky portfolios 
7.1 Diversification and portfolio risk, p 193-
195 
7.2 Portfolios of two risky assets, p 195-203 
7.3 Asset allocation with stocks, bonds and 
bills, p 203-210 
7.4 The Markovitz portfolio selection model, 
p 210-217 
7.5 Optimal portfolios with restrictions on the 
risk-free asset, p 217-221 
A. A The power of diversification, p 226-228 
 
BKM Ch26, International diversification 
26.1 International investments, p 831-852 
 
SOLNIK Ch4, The case for international 
diversification 
4.2 Risk adjusted return, p 108-116 
 
SAB Ch7, Portfolio analysis 
7.1 The efficient set theorem, p 171-174 
7.2 Concavity of the efficient set, p 175-180 
7.3 The market model, p 181-184 
7.4 Diversification, p 184-190 
A. A The Markowitz model, p 193-197 
A. B Determining the inputs needed for 
locating the efficient set, p 198-200 
 
SAB Ch8, Riskfree borrowing and lending 
8.1 Defining the riskfree asset, p 204-205 
8.2 Allowing for risk free lending, p 205-211 
8.3 Allowing for riskfree borrowing, p211-
215 
8.4 Allowing for both riskfree borrowing and 
lending, p 215-218 
A. A Allowing for different borrowing and 
lending rates, p 221-223 
A. B Determining the composition of the 
investor’s optimal portfolio O*, p 223-225 

Fo/Fi 
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1.4 Capital asset pricing model 
(CAPM) 

1.4.1 Major assumptions 

BKM Ch8, The capital asset pricing model 
8.1 The capital asset pricing model, p 236-248 
8.2 Extensions of the CAPM 
– The CAPM with restricted borrowing: the 
zero-beta model, p 249-252 
 
SOLNIK Ch5, International asset pricing: 
theory and tests 
5.2 Asset pricing theory 
- The domestic CAPM, p 138-139 
 
SAB Ch9, The capital asset pricing model 
9.1 Assumptions, p 227-228 
A. A1 Imposing restrictions on riskfree 
borrowing, p 245-247 

Fo/Fi 

1.4.2 Capital market line (CML) BKM Ch6, Capital allocation between the 
risky asset and the risk-free asset 
6.5 Passive strategies: the capital market line, 
p 183-187 
 
SAB Ch9, The capital asset pricing model 
9.2 The capital market line, p 229-233 

Fo/Fi 

1.4.3 Security market line (SML) BKM Ch8, The capital asset pricing model 
8.1 The capital asset pricing model 
- The security market line, p 246-248 
 
SAB Ch9, The capital asset pricing model 
9.3 The security market line, p 233-238 

Fo/Fi 

1.4.4 International CAPM BKM Ch26, International diversification 
26.1 International investments 
- Equilibrium in international capital markets, 
p 851-852 
 
SOLNIK Ch5, International asset pricing: 
theory and tests 
5.2 Asset pricing theory 
- The international CAPM, p 139-141 

Fi 

1.5 Arbitrage pricing theory 
1.5.1 Assumptions 

BKM Ch10, Arbitrage pricing theory 
10.1 Arbitrage: Profits and opportunities, p 
289-292 

Fi 

1.5.2 One factor models 
1.5.3 Multi-factor models 
1.5.3.1 Time-series approach 
1.5.3.2 Cross-sectional approaches 
1.5.3.3 Statistical approaches (factor 

analysis) 

BKM Ch9, Index models 
9.1 A single-index security market, p 266-275 
9.2 The CAPM and the index model, p 275-
278 
9.3 The industry version of the index model, p 
278-282 
9.4 Predicting betas, p 282-283 
 
BKM Ch11, Empirical evidence on security 
returns 
11.2 Multiple factors in security returns, p 
329-333 
 
SAB Ch10, Factor models 
10.1 Factor models and return generating 
process, p 256-257 
10.2 One-factor models, p 257-262 
10.3 Multiple-factor models, p 262-270 

Fo/Fi 



 © ACIIA: May 2007 12 

10.4 Estimating factor models, p 270-275 
10.5 Factor models and equilibrium, p 275-276 

1.5.4 Arbitrage pricing theory 
1.5.4.1 Factor models and arbitrage 

portfolios 
1.5.4.2 Factor risk premiums and 

expected returns 

BKM Ch10, Arbitrage pricing theory 
10.1 Arbitrage: Profits and opportunities, p 
289-292 
10.2 Well-diversified portfolios and the APT, 
p 292-298 
10.3 Individual asset and the APT, p 298-300 
10.4 The APT and the CAPM, p 300-301 
10.5 A multifactor APT, p 301-303 
 
BKM Ch11, Empirical evidence on security 
returns 
11.1 The index model and the single-factor 
APT, p 311-329 
 
SAB Ch11, Arbitrage pricing theory 
11.1 Factor models, p 283-286 
11.2 Pricing effects, p 286-289 
11.3 Two factor models, p 289-291 
11.4 Multiple-factor models, p 291-292 
11.5 A synthesis of the APT and CAPM, p 
292-296 
11.6 Identifying the factors, p 296-297 

Fi 

2. Investment policy   

2.1. Investment objectives 
2.1.1 Setting investment objectives 

for individuals 
2.1.2 Deciding portfolio structure 

BKM Ch.27, Managing client portfolios 
27.1 Making investment decisions, p 858-864 
 
SAB Ch23, Investment management 
23.2 Investment management functions, p 794 
23.3 Setting investment policy, p 794-799 

Fo/Fi 

2.1.3 Setting objectives for 
institutions 

2.1.3.1 Objectives (return requirement, 
risk tolerance) 

 
2.1.3.2 Constraints (liquidity, time 

horizon, tax considerations, 
legal and regulatory 
considerations) 

BKM Ch27, Managing client portfolios 
27.1 Making investment decisions, p 858-864 
27.2Constraints, p 864-866 

Fi 

2.1.3.3 Pensions and employee benefit 
funds 

2.1.3.4 Endowment funds 
2.1.3.5 Insurance companies and 

commercial banks 

BKM Ch28, Managing retirement assets and 
pension funds 
28.1 The life cycle and the risk-return trade-
off, p 893-895 
28.2 Manage your own portfolio or rely on 
others, p 895-896 
28.4 Pension fund, p 902-908 

Fi 

3. Asset allocation   

3.1 Asset allocation overview 
3.1.1 What is asset allocation? 
3.1.2 Who does asset allocation? 
3.1.3 Implementing and managing 

the asset allocation process 
3.1.4 Evolution of asset allocation 

theory, practice and 
performance 

3.1.5 Capital Market Expectations 
(economic, social, political and 

BKM Ch27, Managing client portfolios 
27.3 Asset allocation, p 866-879 
 
SOLNIK Ch17, Structuring the international 
investment process 
17.3 Structuring and quantifying the asset 
allocation process: an illustration, p 590-598 
 
SAB Ch23, Investment management 
23.2 Investment management functions, p 794 

Fo/Fi 
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market factors) 23.3 Setting investment policy, p 794-799 
 
GK Ch11, Information analysis 
11.1 Introduction, p 247-248 
11.2 Information and active management, p 
248-250 
11.3 Information analysis, p 250 
11.4 Step 1: Information into portfolios, p 250-
253 
11.6 The pitfalls of information analysis, p 
260-261 

3.2 Type of asset allocation 
3.2.1 Integrated asset allocation 
3.2.2 Strategic asset allocation 
3.2.3 Tactical asset allocation 
3.2.4 Dynamic asset allocation 
 

SOLNIK Ch17, Structuring the international 
investment process 
17.2 From strategic to tactical, p 583-590 

Fi 

 
 

 4         Asset liability-analysis and 
management 

 

 

4.1        Introduction 
4.1.1     The role of ALM in corporate 

finance 
4.1.2     ALM with pension funds and 

insurance 
4.1.3     Types of models (sequential,  

integrated, simultaneous 
dynamics) 

 

           
 AE,  AE, Ch7 Effective pension fund governance, 

pp.81-92. 
BBB  AE,Ch8 The right funding policy,pp.93-103 

 
BBB  AE, Ch9 The right asset allocation policy,pp. 

104-120 
  Vvv  F, Ch6, Asset/Liability-Management, p.101-

110 
Xxxx  F, Ch7 Insurance companies, p.115-129 
Vvvv  F, Ch8 Pension funds, p.133-135 
Vvvv  B, Ch3, Corporate pension finance 
            3.2 Pensions and the companies balance 

sheet, p.79-83 

Fo/Fi 

4.2        Modelling liabilities 
4.2.1     Types of liabilities 
4.2.2     Factor growth and inflation 
4.2.3     Discount rates 
 

        F,Ch6, Asset/Liability-Management, nature of 
liabilities, p.104-106    

          F,Ch8 Pension Funds, Types of pension plans 
p.133-135 

          Measuring plan liabilities, p.139-140 

          B, Ch3, Corporate pension finance 3.1 The 
valuation of pension liabilities p.77-78 

          B, Ch6, Defined benefit pension schemes 6.1 
Types of defined benefit schemes p.191-194 

          6.2 Defined benefit liabilities p.194-196 

          LBK, Ch 3, Modelling the liability, p.41-42 
          LBK, Ch4, Asset Allocation under liability 

uncertainty, p.67-87                       

Fo/Fi 

4.3        Modelling assets 
4.3.1     Categorisation of assets and 

asset classes 
4.3.2     Forecasting asset returns 
4.3.3     Asset volatilities and 

correlations 
 

          AE, Ch9 The right asset allocation policy, 
pp.104-120 

          B,Ch1,Investment asset held by pension funds, 
p.1-64 

          S,Ch10, Simulation for the long run, p.177-209 

Fo/Fi 

4.4        Funding ratios 
4.4.1     Definitions 
4.4.2     Corridor accounting 
 

          F, Ch6, Asset/Liability-Management, overview 
of ALM,p.107-110 

          F, Ch8, Pension funds, p. 138-139 

Fo/Fi 
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          AE, Ch8 The right funding policy, pp.93-103 

          LBK, Ch10, Funding ratio return, p.195-198 
          LBK, Ch11, Pension fund risk capacity,p.207-

223 
4.5        Integrated optimisation 
4.5.1     Target functions 
4.5.2     Stochastic simulation, 

dynamics 
4.5.3     Scenario analysis 
4.5.4     Risk parameters and 

probabilities 
4.5.5     Stress testing, management 

rules 
 
 

          LBK, Ch3, Asset performance and surplus 
control: A dual approach, p.33-60 

          LBK, Ch4, Asset allocation under liability 
uncertainty, p.61-87 

          LBK, Ch11, Pension fund risk capacity: 
Surplus and time horizon effects on asset 
allocation,p.207-224 

          B, Ch7, Pension fund management 7.5 The 
fund manager’s relationship with the trustees, 
p.224-232 

          7.8 Asset-liability management,7.8.1Managing 
surplus risk, p.253-259 

          7.8.2 Managing contribution risk, p.259-260 

          M. Ch3, An AL-Analysis with implications for 
setting objectives, 43-74 

Fo/Fi 

 
4.6        Interpretation of results 
4.6.1     Average returns and volatilities 
4.6.2     Missing targets, loss functions 

 

 
B, Ch8, Pension fund performance 
8.5 Liability-driven performance attribution 
8.6.2 Investment performance of DB funds 
 

Fo/Fi 

 
4.7        Dynamics and 

implementation 
4.7.1     Dynamic adjustment of  

liabilities 
4.7.2     Dynamic asset allocation and   

rebalancing 
4.7.3     Liability driven investing 

 

 
B, Ch7, Pension fund management 
7.3 Fund management styles, p.218-220 
7.8 Asset-liability management 
7.8.3 Key ALM strategies, p.260-274 
 
M. Ch4, Optimal ALM strategies, 75-97 
 
AE, Ch11 From data to information to 
knowledge, pp.131-147 

Fo/Fi 

5. Practical portfolio 
management 

  

5.1 Managing an equity portfolio 
5.1.1 Active management 
5.1.1.1 Technical analysis/market 

timing 
5.1.1.2 Stock selection/industry 

selection 
5.1.1.3 Growth/value style 
5.1.1.4 Specialisation/themes 
5.1.1.5 Anomalies 
5.1.1.6 Top-down/bottom-up 
5.1.1.7 Adjusting the beta of an equity 

portfolio 

BKM Ch23, The theory of active portfolio 
management 
23.1 The lure of active management, p 750-
752 
23.2 Objectives of active portfolios, p 752-755 
23.3 Market timing, p 756-760 
23.4 Security selection: the Treynor-Black 
model, p 760-767 
 
SOLNIK Ch17, Structuring the international 
investment process 
17.1 Investment philosophy, p 575-583 
 
SAB Ch22, Financial analysis 
22.2 Reasons for financial analysis, p 741-746 
22.3 Technical analysis, p 746-751 
22.4 Fundamental analysis, p 751-752 
22.6 Analysts’ recommendations and stock 
prices, p 768-770 
22.7 Analyst following and stock return, p 

Fo/Fi 
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770-771 
A. A Technical analysis, p 780-784 
 
SAB Ch23, Investment management 
23.4 Security analysis and portfolio 
construction, p 799-806 
 
GK Ch6, The fundamental law of active 
management 
6.1 Introduction, p 117 
6.2 The fundamental law, p 117-120 
6.3 Examples, p 120-122 
6.4 Additivity, p 123-125 
6.5 Assumptions, p 126-128 
6.6 Not the law of large numbers, p 128-129 
6.7 Tests, p 129 
6.8 Investment style, p 129 

5.1.2 Passive management 
5.1.2.1 Buy and hold 
5.1.2.2 Stock index funds 
5.1.2.3 Customised funds 
5.1.2.4 Completeness funds 
5.1.2.5 Factor/style funds 
5.1.2.6 Indexing technology 
5.1.2.7 Benchmark choice 
5.1.2.8 Choice of the tracking error 

SAB Ch21, Investment companies 
21.2 Major types of investment companies, p 
701-709 
21.3 Investment policies, p 709-711 
21.6 Evaluating mutual funds 
Investment style, p 724-725 
 
SAB Ch23, Investment management 
23.4 Security analysis and portfolio 
construction, p 799-806 

Fo/Fi 

5.1.3 Combined strategies 
5.1.3.1 Active/passive combinations 
5.1.4 Portfolio construction based on 

a factor model 

BKM Ch23, The theory of active portfolio 
management 
23.5 Multifactor models and active portfolio 
management, p 767-769 

Fo/Fi 

5.2 Derivatives in portfolio 
management 

5.2.1 Combining options and 
traditional assets 

5.2.2. Portfolio insurance 
5.2.2.1 Static portfolio insurance 
5.2.2.2 Dynamic portfolio insurance 
5.2.2.3 Constant Proportion Portfolio 

Insurance 
5.2.3 Hedging with stock index 

futures 
5.2.4 Hedging with foreign exchange 

futures 
5.2.5 Hedging with interest rate 

futures 
5.2.6 Use of swaps in portfolio 

management 
5.2.7 Asset allocation with futures 

BKM Ch20, Option valuation 
20.5 Using the Black-Scholes formula 
- Portfolio insurance, p 672-677 
 
BKM Ch25, Hedging 
25.1 Hedging techniques, p 811-823 
 
SOLNIK Ch12, Options 
12.3 Hedging with futures, p 418-429 
 
SOLNIK Ch13, Options 
13.3 Insuring with options, p 462-464 
13.4 Other use of options, p 464-474 
 
SOLNIK Ch14, Currency risk management 
14.1 Hedging with futures or forward currency 
risk, p 488-496 
14.2 Insuring and hedging with options, p 496-
500 
14.3 Other methods for managing currency 
exposure, p 500-502 
 
SAB Ch19, Options 
19.9 Portfolio insurance, p 637-641 

Fo/Fi 
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5.3 Managing a property portfolio 
5.3.1 The role of property in a 

diversified portfolio 
5.3.2 The property investment 

decision 
5.3.3     Micro economic influences on   
             property returns 
5.3.4 Macro economic influences on 

property returns 
5.3.5 Difference property investments 

SOLNIK Ch15, Commodities, real estate, 
and alternative investments 
15.2 Real estate, p 527-529 

Fo/Fi 

5.4 Alternative assets/private 
capital 

54.4.1   Unlisted (non-property)  
             securities  
5.4.2 Terms, conditions and 

characteristics 
5.4.3 Role in a traditional portfolio 
5.4.4 Managing unlisted security 

vehicles 
5.4.5 Monitoring and reporting 

SOLNIK Ch15, Commodities, real estate, 
and alternative investments 
15.3 Alternative investments, p 527-529 

Fi 

5.5 International investments 
5.5.1 International diversification 
5.5.1.1 Cross-correlations 
5.5.1.2 Country risk 
5.5.1.3 Emerging markets 

BKM Ch26, International diversification 
26.1 International investments, p 832-852 
 
SOLNIK Ch4, The case for international 
diversification 
4.1 Risk diversification, p 91-107 
4.2 Risk adjusted return, p 108-116 
4.3 Constraints and misconceptions, p 116-
120 
 
SOLNIK Ch8, Emerging stock markets 
5.1 Some statistics on emerging economies 
and markets, p 252-256 
5.2 The case for investing in emerging 
markets, p 256-266 
5.3 Some practical issues and problems, p 
266-278 
 
SOLNIK Ch9, Bonds: markets and 
instruments 
9.4 Emerging markets and Brady bonds, p 
307-311 
 
SAB Ch25, International investing 
25.1 The total investable Capital market 
portfolio, p 876-893 
25.2 Risk and return from foreign investing 
25.4 Correlations between markets 

Fo/Fi 

5.5.2 Hedging foreign exchange risk 
5.5.2.1 Effective management of 

currency risk 
5.5.2.2 Behaviour of currency returns 
5.5.2.3 Is it a separate asset class / zero 

sum game? 
5.5.2.4 Treatment of currency within a 

global portfolio / optimal level of 
hedge 

5.5.2.5 Black's paper on universal 
currency hedge 

BKM Ch26, International diversification 
26.1 International investments 
Exchange rate risk, p 840-845 
 
SOLNIK Ch4, The case for international 
diversification 
4.2 Risk adjusted return, p 108-116 
 
SOLNIK Ch5, International asset pricing: 
theory and tests 
5.2 Asset pricing theory 

Fo/Fi 
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5.5.2.6 Use of overlay strategies 
5.5.2.7 Key sensitivities 
5.5.2.8 Currency-related example of 

performance attribution 

Currency risk hedging, p 141-143 
 
SAB Ch, International investing 
25.2 Risk and return from foreign investing, 
p 880-887 
 
Black F., "Universal hedging: optimising 
currency risk and reward in international 
equity portfolios", Financial Analysts 
Journal, July/August 1989 
 
Black F., "Equilibrium exchange rate 
hedging", Journal of Finance, July 1990 

5.5.3 International equities 
5.5.3.1 Reasons for holding international 

equity assets 
5.5.3.2 Performance objectives 

SOLNIK Ch6, Equity: markets and 
instruments 
6.1 Some statistics, p 167-171 
6.2 Major differences among markets, p 171-
183 

Fi 

5.5.4 International fixed income 
5.5.4.1 Reasons for holding international 

fixed interest assets 
5.5.4.2 Performance objectives 

SOLNIK Ch9, Bonds: markets and 
instruments 
9.1 Some statistics, p 287-293 
9.2 Major differences among bond markets, p 
293-304 

Fi 

5.5.5 Managing a portfolio of 
international assets 

5.5.5.1 International investing 
5.5.5.2 Global asset allocation 
5.5.5.3 Portfolio management styles 
5.5.5.4 Portfolio construction 
5.5.5.5 Portfolio management strategy 

BKM Ch26, International diversification 
26.1 International investments 
Passive and active international investing, p 
845-849 
Factor models and international investing, p 
849-851 
Equilibrium in international capital markets, 
p 851-852 
 
SOLNIK Ch4, The case for international 
diversification 
4.2 Risk adjusted return, p 108-116 
4.3 Constraints and misconceptions, p 116-
120 
 
SOLNIK Ch17, Structuring the international 
investment process 
17.3 Structuring and quantifying the global 
asset allocation process, p 590-598 

Fi 

6. Performance measurement   

6.1 Performance measurement 
and evaluations 

6.1.1 Risk-return measurement 
6.1.1.1 Market and book value 

evaluation 
6.1.1.2 Time horizon and performance 

measurement 

BKM Ch24, Portfolio performance 
evaluation 
24.1 Measuring investment returns, p 773-
778 
 
SOLNIK Ch16, International performance 
analysis 
16.1 The basics, p 545-552 

Fo/Fi 

 

6.1.1.3 Inflow/outflow of cash and 
performance measurement 

 
Fo/Fi 

6.1.1.4 Time-weighted and dollar-
weighted rate of return 

BKM Ch24, Portfolio performance 
evaluation 
24.1 Measuring investment returns, p 773-
778 

Fo/Fi 
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SOLNIK Ch16, International performance 
analysis 
16.1 The basics, p 545-552 
 
SAB Ch24, Portfolio performance evaluation 
24.1 Measures of return, p 825-829 
 
GK Ch14, Performance analysis 
14.3 Defining returns, p 319-320 

6.1.2 Risk-adjusted performance 
measures 

6.1.2.1 Sharpe's measure 
6.1.2.2 Treynor's measure 
6.1.2.3 Jensen's alpha 
6.1.2.4 Appraisal ratio 

BKM Ch24, Portfolio performance 
evaluation 
24.2 The conventional theory of performance 
evaluation, p 778-789 
24.3 Performance measurement with 
changing portfolio composition, p 789-791 
 
SAB Ch24, Portfolio performance evaluation 
24.4 Risk-adjusted measures of performance, 
p 835-855 
24.5 Market timing, p 850-853 
24.6 Criticisms of risk-adjusted performance 
measures, p 853-855 
 
GK Ch5, Residual risk and return: The 
information ratio 
5.2 The definition of alpha, p 89-90 
5.3 The ex-post information ratio: a measure 
of achievement, p 90 
5.4 The ex-ante information ratio: a measure 
of opportunity, p 90-93 

Fo/Fi 

6.1.3 Relative investment performance 
6.1.3.1 Manager-universe comparison 
6.1.3.2 Indices and benchmarks 
6.1.3.2.1 Index definition and calculation 
6.1.3.2.2 Choosing and constructing a 

benchmark 
6.1.3.2.3 Domestic vs. international 
benchmarks 
6.1.3.2.4 Cash benchmark and currencies 
6.1.3.2.5 Multi-currency investments and 

interest rate differentials 
6.1.3.2.6 Currency overlay and 

performance measurement 
6.1.3.2.7 Balanced benchmarks 
6.1.3.2.8 Random and normal portfolios 
6.1.3.2.9 Index vs. universe median 
6.1.3.3 Style-bogey comparisons 

SAB Ch24, Portfolio performance evaluation 
24.2 Making relevant comparisons, p 829 
24.3 Market indices, p 829-835 
 
GK Ch 5, Residual risk and return: The 
information ratio 
5.11 Forecast alphas directly, p 102-105 
5.12 Practical details, p 105 

Fi 
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6.1.4 Performance attribution analysis 
6.1.4.1 Asset allocation effect 
6.1.4.2 Industry selection effect 
6.1.4.3 Security selection effect 
6.1.4.4 Investment timing effect 
6.1.4.5 Attribution analysis of fixed 

income portfolio 

BKM Ch24, Portfolio performance 
evaluation 
24.4 Market timing, p 791-793 
24.5 Performance attribution procedures, p 
793-797 
24.6 Evaluating performance evaluation, p 
798-800 
 
SAB Ch24, Portfolio performance evaluation 
24.5 Market timing, p 850-853 
A. A Performance attribution, p 867-869 
 
GK Ch14, Performance analysis 
14.4 Cross-sectional comparison, p 320-322 
14.5 Returns-based performance analysis: 
basic, p 322-325 
14.6 Returns-based performance analysis: 
advanced, p 325-329 
14.7 Portfolio-based performance analysis, p 
329-330 
14.8 Performance attribution, p 330-332 
14.9Performance analysis, p 332-337 

Fi 

6.1.5 Special issues 
6.1.5.1 Performance evaluation of 

international investments 
6.1.5.2 A single currency attribution 

model by Brinson & al. 
6.1.5.3 Multi-currency attribution and 

interest rate differentials 

SOLNIK Ch16, International performance 
analysis 
16.2 Designing an IPA system, p 552-560 
16.3 Risk and performance, p 561-563 
16.4 Implementation, p 563-566 

Fi 

6.1.5.4 Performance evaluation of 
derivative investments 

 
Fi 

6.1.5.5 Effects of costs (including taxes, 
commissions, incentive fees, 
etc.) 

 
Fo/Fi 

7. Management of investment 
institutions 

  

7.1 Assessing and choosing 
managers 

7.1.1 Style analysis 
7.1.2 Means of style analysis 

SAB Ch21, Investment companies 
21.6 Evaluating mutual funds 
Investment style, p 724-725 
 
GK Ch6, The fundamental law of active 
management 
6.8 Investment style, p 129 

Fi 

7.1.3 Style analysis: application to 
different asset classes equity 

7.1.4 Risks, controls and prudential 
issues: organisational issues 

7.1.5 Risks, controls and prudential 
issues: fee structures 

 
Fi 
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Common Knowledge Base Reference book  

1. Equity Markets and Structures   

1.1 Types of equity securities 
1.1.1. Common stock 
1.1.2. Preferred stock 
1.1.3. Equity mutual fund shares 
1.2. Indices 

BKM Ch2, 56-68 

2.3. Equity securities 56 

2.4. Stock and bond market indexes 59 
 
BKM Ch3, 78-114, How securities are traded  
3.1. How firms issue securities 78 
3.2. Where securities are traded 81 

3.3. Trading on exchanges 87 
3.4. Trading on the OTC market 92 

3.5. Trading costs 93 
3.6. Buying on margin 96 
3.7. Short sales 98 
3.8. Regulations of securities markets 100 
3.9. Mutual funds 103 
 
SAB Ch2, 22-41, Buying and selling 
securities 
2.1 Order size 23 
2.2 Time Limit 23 
2.3 Types of orders 24 
2.4 Margin account 25 
 
SAB Ch3, 47-76, Security markets 
3.1 Call and continuous markets 47 
3.2 Major markets in the US 48 
3.3 Information-motivated and liquidity-
motivated traders 65 
3.4 Central market 68 
3.5 Clearing procedures 68 
3.6 Insurance 69 
3.7 Commissions 69 
3.8 Transaction costs 71 
3.9 Regulation of security markets 74 
 
SAB Ch12, Taxes and inflation 
12.1 Taxes in the United States 305-321 
 
SAB Ch16, Common stocks 
16.1 The corporate form 457-465 
16.5 Stock quotations 471-474 
 
SAB Ch25, International investing 
25.1 The total investable capital market 
portfolio 876-880 
25.3 International listings 888-892 
 
SOLNIK Ch. 6, 167-201 
Some statistics 
Major differences among markets 
Issues in market microstructure 
Some practical aspects 
 
 

Fo/Fi 
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2. Understanding the Industry 
Life Cycle 

BKM Ch16, Macroeconomic and industry 
analysis 

16.5. Business cycles 501-506 

 

Fi 

3. Analysing the Industry Sector 
and its constituent Companies 

 
 

3.1. The industry sector 
3.2. Characteristic of the industry 
3.3. Macro factor 
3.4. Forecasting for companies in 

the sector 
3.5. Balance sheet factors 
3.6. Corporate strategy 
3.7. Valuations 

BKM Ch16, 492-501, 506-516, Macroeconomics 
and industry analysis 

16.1. The global economy 492 
16.2. The domestic macroeconomy 495 
16.3. Demand and supply shocks 497 
16.4. Federal government policy 499 
16.6. Industry analysis506 

 

Fi 

4. Understanding the Company   

4.1. Historical financial 
performance 

4.2. Segmental information 
4.3. Inventory, debtors and creditors 
4.4. Depreciation and amortisation 
4.5 Completing the forecasts 

BKM ch17, 543-559, Equity valuation models 
17.6. Inflation and equity valuation 543 
17.7. Behavior of the aggregate stock market 543 

Fi 

5. Valuation Model of Common 
Stock 

  

5.1. Dividend discount model 
5.1.1. Zero-growth model 
5.1.2. Constant growth model 
5.1.3. Multiple growth model 
5.2. Free cash flow model 
5.3 EVA, MVA, CFROI, 

Abnormal earnings discount 
model 

5.4. Measures of relative value 
5.4.1. Price/earning ratio 
5.4.2. Price/book value ratio 
5.4.3. Price/cash flow ratio 
5.4.4. Price/sales ratio 

BKM Ch17, 523-543, Equity valuation models 
17.2. Intrinsic value versus market price 523 
17.3. Dividend discount models 524 
17.4. Price/earnings ratio 536 
17.5. Corporate finance and the FCF approach 
542 
 
BM Ch2, 11-27, Present value and the 
opportunity cost of capital 

2.1. Introduction to NPV 12 

2.2. Foundation of NPV rules 17 
 
BM Ch4, 58-81, The value of common stock 
4.2. How common stock are evaluated 58 
4.3. A simple way to estimate capitalization rate 
62 
4.4. The link between stock price and earnings 
per share 67 
4.5. Valuing a business by discounted cash flow 
73 
 
BM Ch17, 447-465 Does debt policy matter 
17.1. Modigliani-Miller 447 
17.2. Prop. I, Prop II 454 
17.3. Rates of return on levered equities, 
violations of MM’s Prop., Imperfections and 
opportunities 457 

Fo/Fi 
 
 
 
 
 
 

Fo/Fi 
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BM Ch18, 474-503, How much should a firm 
borrow? 
18.1. Corporate taxes 474 
18.2. Corporate and personal taxes 479 
18.3. Costs of financial distress 484 
18.4. The pecking order of financing choices 498 
 
SAB Ch12, Taxes and inflation 
12.2 Inflation in the US 332-325 
12.7 Stock returns and inflation 330-333 
 
SAB Ch16, 466-483, Common stocks 
16.2 Cash dividends 466 
16.3 Stock dividends and splits 467 
16.4 Preemptive rights 469 
16.8 Growth versus value 474 
 
SAB Ch17, 523-553 The valuation of common 
stock 
17.1 Capitalization of income 523 
17.2 The zero-growth model 526 
17.3 The constant-growth model 527 
17.4 The multiple-growth model 529 
17.5 Valuation based on a finite holding period 
533 
17.6 Models based on p/e ratios 534 
17.7 Sources of earnings growth 539 
17.8 A three-stage DDM 542 
17.9 DDM and expected returns 547 
 
SAB Ch18, 559-587, earnings 
18.1 Stock valuation based on earnings 559 
18.2 Determinants of dividends 564 
18.3 The information content of dividends 567 
18.4 Accounting earnings versus economic 
earnings 570 
18.5 Price-earnings ratios 572 
18.6 Relative growth rates of firms’ earnings 575 
18.7 Earnings announcements and price changes 
578 
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Financial Markets and Instruments 

Time Value of Money 

Bond Yield Measures 

Term Structure of Interest Rates 

Bond Price Analysis 

Risk Measurement 

Credit Risk 

 
Bonds with Warrants 

Investment Characteristics 

Value of Warrants 

 
Convertible Bonds 

Investment Characteristics 

Value of Conversion Benefits 

 

Callable Bonds 

Investment Characteristics 

Valuation and Duration 
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Floating Rate Notes 

Investment Characteristics and Types 

Valuation Method 

 

Mortgage-Backed Securities 

Types of Mortgages 

Types of Securities 

Factors Affecting Market Price 

Valuation Methodologies 

 

Fixed Income Portfolio Management Strategies 

Active Management 

Passive Management 

Portfolio Construction based on a Factor Model 

Computing the Hedge Ratio: the Modified Duration Method 

 

 

 

Key readings can be found in the CIIA reference list. 



 © ACIIA: May 2007 26 

Common Knowledge Base Reference books  

1. Financial markets and 
Instruments 

  

1.2 Fixed income – Corporate and 
Government 

1.2.1 Types of fixed income securities 
1.2.1.1  Money market instruments 
1.2.1.2  Government bonds 
1.2.1.3   Corporate securities 
1.2.2  Indices 

FAB Ch1, 1-10, Introduction 
Sectors of the U.S. bond market, 2 
Overview of bond features, 3 
Risks associated with investing in bonds 5 
Financial innovation and the bond market 8 
 
FAB Ch7, Corporate debt instruments 137-
153 
Corporate bond 
 
FAB Ch8, Municipal securities 167-187 
 
FAB Ch9, 198-210, Non-US bonds 
Government bond markets 
 
BKM Ch2, Markets and instruments 
2.1 The money market 38-46 
2.2 The fixed-income capital market 46-56 
2.4 Stock and bond market indexes (Bond 
market indicators) 68-69 
 
SAB Ch13, 340-354, 367-377 Fixed-income 
securities 
13.1 Saving deposits 340 
13.2 Money market instruments 343 
13.3 US government securities 345 
13.6 Corporate bonds 367 
13.7 Foreign bonds 376 
13.8 Eurobonds 376 

 
 

Fo/Fi 
 
 
 

Fo/Fi 

2 Time value of money   

2.1 Time value of money 
2.1.1 Simple versus compound 

interest 
2.1.2 Present and future value 
2.1.3 Annuities 
2.1.4 Continuous discounting and 

compounding 
 

FAB Ch2 Pricing of bonds 
Review of time value of money 11-18 
 
BKM Ch 13 Bond pricing and yields 
13.3 Bond pricing 399-403 
 
SAB Ch 5, 118-119, The valuation of 
riskless securities 
5.7 Compounding 118 
5.8 The bank discount method 118 

Fo/Fi 
 

2.2 Bond yield measures 
2.2.1 Yield vs discount 
2.2.2 Current yield 
2.2.3 Yield to maturity 
2.2.4 Yield to call 
2.2.5 Other basic concepts 
2.2.5.1 Spot rates 
2.2.5.2 Discount function 
2.2.5.3 Forward rates 
2.2.5.4 Relations between spot rate, 

forward rate and the slope of the 
term structure 

 
2.2.6 Yield curves 
2.2.6.1 Market Curves (Observed) 

FAB Ch2, Pricing of bonds 
Pricing of bonds 18-24 
Price quote and accrued interest 28-29 
 
FAB Ch. 3, Measuring yield 
Computing the yield or internal rate of return 
on any investment 33-37 
Conventional yield measures 37-42 
Total return 45-50 
 
BKM Ch13, Bond prices and yields 
13.4 Bond yields 403-409  
 
SAB Ch5, 112-118, The valuation of riskless 
securities 

Fo/Fi 
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2.2.6.1.1 Yield 
2.2.6.1.2 Swaps 
2.2.6.1.3 Credit 
2.2.6.2 Theoretical Curves (Imputed) 
2.2.6.2.1 Term Structures 
2.2.6.2.2  Parametric modelling 

5.2 Yield-to-maturity 112 
5.3 Spot rates 114 
5.4 Discount factors 115 
5.5 Forward rates 116 
5.6 Forward rates and discount factors 118 

2.3 Term structure of interest 
rates 

2.3.1 Yield curves and shapes 
2.3.2 Theories of term structure 
2.3.2.1 Expectations hypothesis 
2.3.2.2 Liquidity preferences 
2.3.2.3 Market segmentation and 

preferred habitat theories 
2.3.3    Term structures 
2.3.3.1  Risk Management 
2.3.3.2  Asset Management/Liability 

Management/ALM 
2.3.3.3  Financial Engineering 
2.3.3.3.1  Structured Products 
2.3.3.4  Regulatory 
2.3.3.4.1  Portfolio Valuation 
2.3.3.4.2 Mark-to-Mark with 

Unobserved Prices 

FAB Ch5, 81-102, Factors affecting bond 
yields and the term structure of interest rates 
Base interest rate 81 
Risk premium 82 
Term structure of interest rates 85 
 
BKM Ch14, the term structure of interest 
rates 
14.1 Term structure under certainty 423-430 
14.2 Measuring the term structure 430-433 
14.3 Interest rate uncertainty and forward 
rates 433-435 
14.4 Theories of the term structure 435-438 
14.5 Interpreting the term structure 439-443 
 
SAB Ch5, 119-128, The valuation of riskless 
securities 
5.9 Yield Curves 119 
5.10 Term structure theories 120 
 
SAB Ch15, Bond portfolio management 
15.2 Bond pricing theorems 421-423 

 
Fo/Fi 
Fo/Fi 

 

2.4 Bond price analysis 
2.4.1 Basic price/yield relationship 
2.4.2 Yield spread analysis 
2.4.2.1 Types of spreads 
2.4.2.2 Determinants of yield spreads 
2.4.3 Valuation of coupon bonds 

using zero-coupon prices 
2.4.3.1 Static arbitrage and valuation of 

coupon bonds 
2.4.3.2 Strips markets 
 

FAB Ch2, Pricing of bonds  
Pricing a bond 18-24 
Complications 24-26 
Price quote and accrued interest 28-29 
 
Ch 6 Treasury and agency securities markets 
Stripped treasury securities 121-125 
 
BKM Ch13, Bond prices and yield 
13.1 Bond characteristics 386-393 
13.3 Bond pricing 399-403 
13.5 Bond prices over time 409-414 
 
SAB Ch14, 386- 389, 402-406, Bond 
analysis 
14.1 Applying the capitalization of income 
method to bonds 386 
14.2 Bond attributes 388 
14.3 The risk structure of interest rates 402 
14.4 Determinants of yield spreads 404 

 
Fo/Fi 
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2.5 Risk measurement 
2.5.1 Risk measurement tools 
2.5.2 Duration and modified duration 
2.5.3 Convexity 
2.5.4 Hedging 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

FAB Ch4: bond price volatility 
Review of the price-yield relationship for 
option-free bonds 53 
Price volatility characteristics of option-free 
bonds 55 
Measures of bond price volatility 57 
Convexity 65 
Additional concerns when using duration 74 
Don’t think of duration as a measure of time 
74 
Approximating price change using duration 
and convexity 75 
 
FAB Ch 21, Interest-rate futures contracts 
Bond portfolio management application 496-
504 
 
BKM Ch15, fixed income portfolio 
management 
15.1 Interest rate risk 450-458 
 
BKM Ch 25, Hedging 
25.1 Hedging techniques 816-819 
 
SAB Ch 15, 423-433, Bond portfolio 
management 
15.3 Convexity 421 
15.4 Duration 424 
 

 
Fo/Fi 

 
Fi 

Fo/Fi 

2.6        2.6       Usage 
2.6.0.1  Bond Yield Curves 
2.6.0.1.1 Zero (Spot), Coupon and Par 
curves 
2.6.0.2  Bond Curves in Market Usage 
2.6.0.2.1 Structure and Smoothness 
2.6.0.2.1.1 Trade Horizon: Yield, 
Duration & Convexity 
2.6.0.2.2 Reversion to Mean 
2.6.0.3 Curve Shapes and Future Rates 
2.6.0.3.1 Constraints:  Absolute & 
Relative (Slope) 
2.6.0.3.1.1  Negative Discount Function 
2.6.0.4 Curves and Economic Activity 
2.6.0.5 Curves and Monetary Policy 
 
2.6.0.2 Other Curves 
 
2.6.0.2.1  Swap Curves 
2.6.0.2.2  Credit Curves 
2.6.0.2.3  Spread Curves 

15.5 Immunization 429 
 

Fo/Fi 

2.7 Credit risk 
2.7.1 Industry consideration  
2.7.2 Ratio analysis 
2.7.3 Credit rating and rating agencies 
2.7.4     Curves and credit 
2.7.4.1  The Additional Dimensions of 

Credit 

BKM Ch13, Bond prices and yields 
Default risk 393-397 
 
SAB Ch14, 392-401, 406-408, Bond 
analysis 
14.2.5 Likelihood of default 392 
14.5 Financial ratios as predictors of default  

 
Fi 
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2.7.4.1.1 Default risk 
2.7.4.1.1.1 Recovery Rates 
2.7.4.1.1.1.2 Annualised Expected Loss 

Rates 
2.7.4.1.1.3  Bankruptcy processes 
2.7.4.2 Term Structure of Credit 
2.7.4.2.1 Credit Default Swaps (CDS) 
2.7.4.3 Curve Shapes and Credit Quality 
2.7.4.4 Historical Behaviour: Curves 

Under Shock 

 
DYNKIN , Section index replication Ch 4, 
p.121-133, FEL. Ch 1 Market structure, p21-
39, Neftci Ch 16 How do credit derivatives 
change financial engineering, p467-492 
 
BUBA Essay “Credit default swaps”, p43-58 
 
FEL, Ch7, Basics of credit risk models 
p.195-198 Ch 18 p.521-523 
 
BIZ, Essay”Indextranchen von Credit 
Default Swaps und die Bewertung von 
Kreditriskokorrelationen,p.83-98 
Das, Working paper,p.1-20 
 
FEL, Ch16 Hedging Credit Risk, p.443-462 
 
 

3. Bonds with warrants 
3.1 Investment characteristics 
3.2 Value of warrants 

HULL(i) Ch. 7, Mechanics of options 
markets 
Warrants and convertible 188 
 
BKM Ch19, Options markets: introduction 
19.5 Optionlike securities 629-635 
 
SAB Ch19, 645-646 Options 
A.1 Warrants 646 

 
Fo/Fi 
Fo/Fi 

4. Convertible bonds 
4.1 Investment characteristics 
4.2 Value of conversion benefits 

HULL(i) Ch. 7, Mechanics of options 
markets 
Warrants and convertible 188 
 
BKM Ch19, Options markets: introduction 
19.5 Optionlike securities 629-635 
 
SAB Ch19, 647-648 Options 
A 2: Convertible securities 647 

 
Fo/Fi 
Fo/Fi 

5. Callable bonds 
5.1 Investment characteristics 
5.1.1 Price-yield relationship for a 

callable bond 
5.1.2 Negative convexity 
5.2 Valuation and duration 
5.2.1 Determining the call option 

value 
5.2.2 Option-adjusted spread 
5.2.3 Effective duration and convexity 

FAB Ch.14, Analysis of bonds with 
embedded options 
Callable bonds and their investment 
characteristics 324 
Component of a bond with an embedded 
option 330 
Valuation model 331 
Option-adjusted spread 343 
Effective duration and convexity 343 
 
BKM Ch19, option markets: introduction 
19.5 Option like securities 630-633 

 
Fo/Fi 

 

6. Floating rate notes 
6.1 Investment characteristics and 

types 
6.2 Valuation method 

FAB Ch2, Pricing of bonds  
Pricing floating-rate and Inverse floating 
securities 26 
 
FAB Ch 9, Non-U.S. bonds 
Securities issued on the Eurobond market 
196-197 
 
BKM Ch.13, Bond prices and yields 
13.1 Bonds characteristics 392 

 
Fi 

7. Mortgage-backed securities FAB Ch10, 214-230, Mortgage loans  
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7.1 Types of mortgages 
7.1.1 Level-payment fixed-rate 
7.1.2 Adjustable-rate (ARM) 

 
FAB Ch15, 350-372, Analysis of mortgage-
backed securities 
 
HULL(i) Ch18, Interest rate options 
Mortgage-backed securities, 396-398 
 
BKM Ch2, Markets and instruments 
2.2 The fixed income capital market 53-56 

Fi 

7.2 Types of securities 
7.2.1 Pass-through securities 
7.2.2 Collateralised mortgage 

obligations 

FAB Ch11, 233-238 Mortgage Pass-Through 
Securities 
 
FAB Ch12, 258-285, Collateralized 
mortgage obligations and stripped mortgage-
backed securities 
 
FAB Ch15, 350-372, Analysis of mortgage-
backed securities 
 
HULL(i) Ch.18, Interest rate options 
Mortgage-backed securities 396-398 

Fi 

7.3 Factors affecting market price 
7.3.1 Underlying collateral 
7.3.2 Structure and seasoning 
7.3.3 Prepayment rate 
7.3.4 Level of interest rate 
7.3.5 Liquidity 
7.3.6 Credit risk 

FAB Ch15, 350-372, Analysis of mortgage-
backed securities 

Fi 
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7.4 Valuation methodologies 
7.4.1 Static cash flow yield 

methodology 
7.4.2 Prepayment model 
 

FAB Ch15, 350-372, Analysis of mortgage-
backed securities 

Fi 

8 Fixed income portfolio 
management strategies 

8.1 Active management 
8.1.1 Interest rate anticipation 

strategies 
8.1.2 Yield spread analysis 
8.1.3 Maturity spacing strategies 

FAB Ch17, 385-407, Active bond portfolio 
management strategies 
 
BKM Ch15, Fixed-income portfolio 
management 
15.3 Active bond management 469-476 

 
 

Fo/Fi 

8.2 Passive management 
8.2.1 Buy and hold 
8.2.2 Indexation 
8.2.3 Immunisation 
8.2.4 Cash flow matching 

FAB Ch17, 385-389, Active bond portfolio 
management strategies 
 
BKM Ch15, Fixed-income portfolio 
management 
15.2 Passive bond management 458-469 

Fo/Fi 

8.3 Portfolio construction based 
on a factor model 

8.3.1 Model specification 
8.3.2 Suitable factors such as interest 

rates, spreads 
8.3.3 Managing factor sensitivities 

ELTON GRUBER Ch21, The managing of 
bond portfolios 
Active bond selection using modern 
portfolio theory 555-557 

Fi 

8.4 Computing the hedge ratio: 
the modified duration method 

 
Fi 
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Examination Syllabus 
 
 
 

Part 4 
Derivative Valuation and Analysis 

 
 

Financial Markets and Instruments 

Derivatives Markets 

Futures Markets 

Related Markets 

 
Analysis of Derivative and Other Products 

Futures 

Options 

Asset-backed Securities 

 
 

Key readings can be found in the CIIA reference list. 
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Common Knowledge Base Reference books  

1. Financial markets and 
Instruments 

  

1.1 Derivatives markets 
1.1.1 Fixed income derivatives  
1.1.1.1 Interest rate options 
1.1.1.2 Interest rate futures 
1.1.1.2.1 Delivery options 
1.1.1.2.2 Conversion factors 
1.1.1.2.3 Cheapest-to-deliver bonds 
1.1.1.3 Custom interest rate agreements 

(interest swap, IRA, cap, floor 
and swaptions) 

1.1.2 Equity derivatives 
1.1.2.1 Options on individual stocks 
1.1.2.2 Stock index futures and options 

HULL(i) Ch. 3, The determination of 
forward and futures prices 
Delivery options, p 70 
Stock index futures, p 60-64 
 
HULL (i) Ch5, Interest-rate futures 
Some preliminaries, p 106-113 
Treasury bond and treasury note futures, p 
115-121 
 
HULL (i) Ch7, Mechanisms of options 
markets 
Specifications of stock options, p 176-179 
 
BKM Ch19, Options markets: introduction 
19.1 The option contract 
Interest rate options, p 610 
 
BKM Ch22, Future and swaps: a closer look 
22.1 Stock index futures, p 714-723 
22.3 Interest rate futures, p 729-731 
22.5 Swap, p 736-743 
 
FAB Ch21, Interest-rate futures contracts 
Currently traded interest-rate futures 
contracts, p 482-489 
 
FAB Ch22, Interest rate options 
Types of interest-rate options, p 508-509 
Exchange-traded futures options, p 509-511 
 
FAB Ch23, Interest rate swap and 
agreements 
Interest-rate swaps, p 549-568 

Fo/Fi 

1.2 Futures markets 
1.2.1 Basic characteristics of futures 

contract 
1.2.2 Mechanics of trading in futures 

markets 

HULL(i) Ch1, Introduction 
Futures contract, p 1-2 
 
HULL(i) Ch2, Mechanics of futures and 
forward markets 
Closing our futures positions, p 17-18 
The specification of the futures contract, p 
18-22 
Convergence of futures price to spot price, p 
22-23 
The operation of margins, p 23-26 
Newspaper quotes, p 26-30 
Delivery, p 31-32 
Forward contracts, p 38-42 
 
BKM Ch21, Futures market 
21.1 The futures contract, p 685-691 
21.2 Mechanics of trading in futures markets, 
p 691-697 
 
SAB Ch20, Futures 
20.2 The futures contract, p 655-656 
20.3 Futures markets, p 656-664 

Fo/Fi 
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20.4 Basis, p 664-665 
20.5 Returns on Futures, p 665-666 

1.3 Related markets 
1.3.1 Swaps 

HULL(i) Ch6, Swaps 
Mechanics of interest-rate swaps, p 141-147 
The comparative-advantage argument, p 147-
151 
 
BKM Ch22, Futures and swaps 
22.5 Swaps, p 736-743 
 
SAB Ch15, Bond portfolio management 
15.6.2 Bond Swaps, p 437-438 
 
SAB Ch23, Investment management 
23.5.2 Swaps, p 807-813 

Fi 

1.3.1.1 Characteristics of swaps HULL(i) Ch6, Swaps 
Valuation of interest-rate swaps, p 151-155 
Currency swaps, p 155-158 
Valuation of currency swaps, p 158-160 
Other swaps, p 160-161 
 
ESM Ch10, Interest rate exposure 
Outright instruments and techniques, p 303-
315 

Fi 

1.3.1.2 Related products (IRA, cap, 
floor, swaptions) 

HULL(i) Ch18, Interest rate options 
Interest rate caps, p 402-406 
European swap options, p 406-409 
 
ESM Ch10, Interest rate exposure 
Outright instruments and techniques, p 303-
315 
 
ESM Ch23, Advanced topics in currency and 
interest rate risk management 
Option-based interest rate instruments and 
techniques 

Fi 

2. Analysis of derivatives and 
other products 

  

2.1 Futures 
2.1.1 Factors determining contract 

price 

HULL(i) Ch3, The determination of forward 
and futures prices 
Some preliminaries, p 46-51 
Forward prices for an investment asset that 
provides no income, p 51-54 
Forward prices for an investment asset that 
provides a known cash income, p 54-57 
Forward prices for an investment asset that 
provides a known dividend yield, p 57-58 
Valuing forward contracts, p 58-59 
Are forward prices and futures prices equal, p 
59-60 
The cost of carry, p 69-70 
 
BKM Ch21, Futures market 
21.3 Futures market strategies, p 697-701 
21.4 The determination of futures prices, p 
701-706 
21.5 Futures prices versus expected spot 
prices, p 706-710 

Fo/Fi 

2.1.2 Theoretical price of futures HULL(i) Ch5, Interest rate futures Fo/Fi 
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Some preliminaries, p 106-113 
Forward-rate agreements, p 113-115 
Treasury bond and treasury note futures, p 
115-121 
Treasury bill and eurodollar futures, p 121-
126 
Duration, p 126-130 
 
BKM Ch22, Futures and swaps: a closer look 
22.1 Stock index futures, p 714-723 
22.2 Foreign exchange futures, p 723-729 
22.3 Interest rate futures, p 729-731 
22.4 Commodity futures pricing, p 731-736 
 
SAB Ch20, Futures 
20.8 Financial futures, p 669-681 

2.1.3 Basis and factors causing change HULL(i) Ch4, Hedging strategies using 
futures 
Basis risk, p 85-89 
 
SAB Ch20, Futures 
20.4 Basis, p 664-665 

Fo/Fi 

2.1.4 Arbitrage problems BKM, p 720-723 
SAB, p 681 

Fo/Fi 

2.1.5 Hedging strategies 
2.1.5.1 The hedge ratio 
2.1.5.2 The perfect hedge 
2.1.5.3 Minimum variance hedge ratio 
2.1.5.4 Hedging with several futures 

contracts 

HULL(i) Ch4, Hedging strategies using 
futures 
Basic principles, p 79-82 
Arguments for and against hedging, p 82-85 
Minimum variance hedge ratio, p 89-94 
Stock index futures, p 94-98 
Rolling the hedge forward, p 98-100 
 
HULL(i) Ch5, Interest rate futures 
Duration, p 126-130 
 
ESM Ch23, Advanced topics in currency and 
interest rate risk management 
The currency hedge ratio, p 782-788 

Fo/Fi 

2.2 Options 
2.2.1 Determinants of option price 

HULL(i) Ch8, Basic properties of stock 
options 
Factors affecting option prices, p 194-198 
Assumptions, p 198 
Notation, p 198 
Upper and lower bounds for option prices, p 
199-203 
Put-call parity, p 203-205 
Early exercise: calls on a non dividend-
paying stock, p 205-207 
Early exercise: calls on a non dividend-
paying stock, p 208-209 
Relationship between American put and call 
prices, p 210-211 
Effects of dividends, p 211-212 
 
BKM Ch19, Options markets: introduction 
19.2 Values of options at expiration, p 610-
617 
19.4 The put-call parity relationship, p 627-
629 
19.6 Financial engineering, p 635-640 
 

Fo/Fi 
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BKM: ch. 20, Option valuation 
20.1 Option valuation: introduction, p 648-
652 
20.2 Restrictions on option values, p 652-656 
 
SAB Ch19, Options 
19.4 Valuation of options, p 610-614 

2.2.2 Options pricing models 
2.2.2.1 B&S option pricing formula and 

variants 
2.2.2.2 European options on stocks 

paying known dividends 
2.2.2.3 European options on stocks 

paying unknown dividends 
2.2.2.4 American options on stocks 

paying known dividends 
2.2.2.5 Options on stock indices 
2.2.2.6 Options on futures 
2.2.2.7 Options on currencies 
2.2.2.8 Warrants 

HULL(i) Ch11, The pricing of stock options 
using Black-Scholes 
The assumption about how stock prices 
evolve, p 248-251 
The expected return, p 251-252 
Volatility, p 253 
Estimating volatility from historical data, p 
253-255 
Assumptions underlying Black-Sholes, p 255 
The Black-Sholes/Merton analysis, p 256-
259 
Risk-neutral valuation, p 259-260 
Implied volatility, p 261-262 
The causes of volatility, p 262 
Dividends, p 263-265 
 
HULL(i) Ch12, Options on stock indices and 
currencies 
A simple rule, p 272-274 
Pricing formulas, p 274 
Options on stock indices, p 275-282 
Currency options, p 282-285 
 
HULL(i) Ch13, Options on futures 
Nature of futures options, p 289-291 
Quotes, p 291 
Reasons for the popularity of futures options, 
p 291-294 
Put-call parity, p 295-296 
Bounds for futures options, p 297 
Valuation of futures options using binomial 
trees, p 297-299 
Black's model for valuing futures options, p 
300-301 
 
HULL(i) Ch18, Interest rate options 
Exchange-traded interest rate options, p 394-
395 
Black's model, p 398-400 
European bond options, p 400-402 
Interest rate caps, p 402-406 
European swap options, p 406-409 
 
BKM Ch20, Option valuation 
20.4 Black-Sholes option valuation, p 662-
670 
20.5 Using the Black-Scholes formula, p 
670-677 
 
SAB Ch19, Options 
19.6 The B&S model for call options, p 623-
632 
19.7 The valuation of put options, p 632-635 
19.8 Index options, p 635-637 

Fo/Fi 

2.2.2.9 Binomial option pricing model HULL(i) Ch10, An introduction to binomial Fo/Fi 
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trees 
A one-step binomial model, p 233-237 
Risk-neutral valuation, p 237-238 
Two-step binomial trees, p 238-241 
American options, p 241-242 
Delta, p 242-244 
Binomial trees in practice, p 244-245 
 
HULL(i) Ch12, Options on stock indices and 
currencies 
Binomial trees, p 274-275 
 
BKM Ch. 20, Option valuation 
20.3 Binomial option pricing, p 656-662 
 
SAB Ch19, Options 
19.5 The Binomial option pricing model, p 
616-623 

2.2.3 Sensitivity analysis of options   

2.2.4 Premiums  
2.2.4.1 The strike price 
2.2.3.2 Price of underlying assets, and 

delta and gamma 
2.2.3.3 The time to maturity and theta 
2.2.3.4 Interest rate and rho 
2.2.3.5 Volatility of the stock returns 

and vega 

HULL(i) Ch14, Hedging positions in options 
and the creation of options synthetically 
Delta hedging, p 309-318 
Theta, p 318-320 
Gamma, p 321-325 
The relationship of delta, theta and gamma, p 
325 
Vega, p 325-327 
Rho, p 327-328 
Hedging in practice, p 328 
Portfolio insurance, p 329-332 
 
BKM Ch20, Option valuation 
20.5 Using the Black-Scholes formula, p 
670-677 

Fo/Fi 

2.2.4 Volatility and related topics 
2.2.4.1 Estimating volatility from 

historical data 
2.2.4.2 Implied volatility and volatility 

smile 

HULL(i) Ch11, The pricing of stock options 
using Black-Scholes 
Volatility, p 253 
Estimating volatility from historical data, p 
253-255 
Implied volatilities, p 261-262 
The causes of volatility, p 262-263 
 
HULL(i) Ch17, Biases in the Black-Scholes 
model 
Volatility smile, p 385 
Volatility term structure, p 385 
 
SAB Ch19, Options 
19.6 The B&S model for call options 
Estimating a stock’s risk from historical 
prices, p 623-632 

Fi 

2.2.5 Exotic options HULL(o)2 Ch18, Exotic options 
18.1 Types of exotic options, p 457-469 
18.4 Lookback options, 474-476 
18.5 Barrier options, p 476-479 
18.6 Options on two correlated assets, p 480-
482 
 
BKM Ch19, Options markets: introduction 

Fi 

                                                 
2 Hull(o) = Hull, J., 3rd edition, (1997), Options, futures, and other derivatives 
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19.7 Exotic options, p 640-641 
 
ESM Ch23, Advanced topics in currency and 
interest rate risk management 
Exotic Options, p 799-803 

2.2.6 Options strategies 
2.2.6.1 Covered call 
2.2.6.2 Protective put 
2.2.6.3 Spreads 
2.2.6.4 Straddles 
2.2.6.5 Strangles 

HULL(i) Ch9, Trading strategies involving 
options 
Strategies involving a single option and a 
stock, p 217-219 
Spreads, p 219-227 
Combinations, p 227-230 
Other payoffs, p 230-231 
 
HULL(i) Ch14, Hedging positions in options 
and the creation of options synthetically 
Naked and covered positions, p 306-307 
A stop-loss strategy, p 307-309 
 
BKM Ch19, Options markets: introduction 
19.3 Option strategies, p 617-627 
 
SAB Ch19, Options 
19.9 Portfolio Insurance, p 637-641 

Fi 

2.3 Asset-based securities 
2.3.1 Types of underlying assets 
2.3.1.1 Instalment contract 
2.3.1.2 Revolving lines of credit 
2.3.1.3 Other assets 
2.3.2 Cash flow characteristics 
2.3.3 Credit enhancement 
2.3.4 Valuation methodologies 

FAB Ch13, Asset-backed securities 
Issuers of collateral for asset-backed 
securities, p 315-316 
Cash-flow of asset-backed securities, p 316-
318 
Credit risk, p 318-319 

Fo/Fi 
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Examination Syllabus 
 
 
 

Part 5 
Corporate Finance 

 

 

Fundamentals of Corporate Finance 

Goals of Corporate Finance 

The Finance Function and the Firm’s Objectives 

Role of Financial Managers 

Principles of Valuation 

Discounted Cash Flows 

Capital Budgeting 

 
 

Long-Term Finance Decision 

Investment Decision 

Project Evaluation 

Liquidation and Reorganisation 

 
 

Short-Term Finance Decision 

Short-Term Financing 

Cash Management 

Short-Term Lending and Borrowing 
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Capital Structure and Dividend Policy 

Leverage and the Value of the Firm 

Dividend Policy 

 
 

Mergers and Acquisitions 

Valuation Issues 

Forms of Acquisitions 

Strategies for the Acquirer 

Defensive Strategies 

 
 

International Corporate Finance 

International Capital Budgeting for Multinational Firm 

Asset and Project Finance 

 
 
 
 

Key readings can be found in the CIIA reference list..
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Common Knowledge Base Reference Books  

1. Fundamentals of Corporate Finance   

1.1 Goals of Corporate Finance 
1.1.1 Value maximisation of shareholders 
1.1.2 Corporate Governance issue 
1.1.2.1 Agency relationship 
1.1.2.2 Control of the firm 

BM Ch. 1, 1-10, Why finance matters 
 
BM Ch 2,, Present value and the opportunity cost 
of capital 
2-3 A fundamental result 24-27 
 
BM Ch 14, An overview of corporate financing 
14.5 Corporate governance in the U.S., Germany, 
and Japan 370-376 

 
Fo/Fi 

1.2 The finance function and the firm's 
objectives 

BM Ch1, 1-10, Why finance matters 
 

Fo/Fi 

1.3 Role of financial managers BM, Ch 1, Why finance matters 
1-1 The role of the financial manager 3-5 

Fo/Fi 

1.4 Principles of valuation 
1.4.1 What is value? 
1.4.2 The valuation process 
1.4.3 Value creation for shareholders 

BM, Ch 4, The value of common stocks 
4-5 Valuing a business by discounted cash flow 
approach 73-78 

 

Fo/Fi 

1.5 Discounted Cash Flow 
1.5.1 What is cash flow? 
1.5.2 Basics of cash flow analysis 
1.5.3 Terminal values 

BM, Ch 2, Present value and the opportunity cost 
of capital 
2-1 Introduction to present value 11-17 
2-2 Foundations of the NPV Rule 17-24 
 
BM, Ch. 3, How to calculate present value 
3-1 Valuing long-lived assets 34-38 
3-2 Looking for shortcuts-perpetuities & annuities 
38-41 
 
BM, Ch 6, Making investment decisions with the 
net present value rule 
6-1 What to discount 113-118 
6-2 Example - IM&C project 118-125 

 

Fo/Fi 

1.6 Capital Budgeting 
1.6.1 Investment decision criteria 
1.6.1.1 Payback rules 
1.6.1.2 Discounting payback period method 
1.6.1.3 IRR 
1.6.1.4 NPV 
1.6.2 Cost of capital 
1.6.2.1 Cost of equity capital 
1.6.2.2 Cost of debt capital 
1.6.2.3 WACC 
1.6.2.4 Corporate taxes, interest subsidy and cost 

of capital 
1.6.3 CAPM 
1.6.3.1 Measuring beta 
1.6.3.2 Certainty equivalents 
1.6.3.3 Risk free rate 
1.6.3.4 Risk adjusted discount rates 
1.6.3.4.1   CML 
1.6.3.4.2   SML 

BM, Ch 5, Why net present value leads to better 
investment decisions than other criteria 
5-1 A review of the basics 85 
5-2 Net present value's competitors 87 
5-4 Average return on book value 91 
5-5 Internal rate of return 101 
 
BM, Ch. 6, 113-133, Making investment decisions 
with the net present value rule 
 
BM, Ch. 7, 143-165, Introduction to risk, return, 
and the opportunity cost of capital 
 
BM, Ch. 9, Capital budgeting and risk 
9-1 Measuring betas 206 
9-2 Capital structure and the company cost of 
capital 213 
9-3 How to estimate duke power's cost of capital 
217 
9-4 Setting discount rates when you cannot use a 
beta book 220 
9-5 Another look at risk and discounted cash flow 
224 
 

 

Fo/Fi 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Fi 
Fi 



 © ACIIA: May 2007 42 

Rosenburg & Rudd:The corporate uses of beta (in 
JS & DC) 
Kothari & Shanken: In defence of beta (in JS & 
DC 

2. Long term finance decision   

2.1 Investments decision 
2.1.1 Periodic budgeting 
2.1.2 Project evaluation 

BM, Ch 5, Why net present value leads to better 
investment decisions than other criteria 
5-1 A review of the basics 85 
5-2 Net Present value's competitors87 
5-3 Payback 88 
5-4 Discounted payback 90 
5-6 Internal rate of return 91 
 
BM, Ch. 6, 113-133, Making investment decisions 
with the net present value rule 
 
BM, Ch. 7, 141-166, Introduction to the risk, 
return and the opportunity cost of capital 

 
Fo/Fi 

2.2 Project evaluation 
2.2.1 Method for ranking investment proposals 
2.2.2 Capital resource rationing 
2.2.3 Common pitfalls (eg. Sunk costs, 

depreciation) 

BM, Ch 5, Why net present value leads to better 
investment decisions than other criteria 
5-1 A review of the basics 85 
5-2 Net present value's competitors 87 
5-3 Payback 88 
5-4 Average return on book value 90  
5-5 Internal rate of return 97 

 
Fo/Fi 

2.3 Liquidation and reorganisation 
 

BM, Ch 18, How much should a firm borrow 
Appendix bankruptcy procedures 505-509 

 
Fi 

3. Short-term Finance Decision   

3.1 Short-term financing 
3.1.1 Current asset financing 
3.1.1.1 Needs for working capital 
3.1.1.2 Components of working capital 
3.1.2 Short term financing 
3.1.2.1 Short-term financing resources 
3.1.2.2 Short-term financial planning models 

BM, Ch 29, Short-term financial planning 
29-1 The components of working capital 823 
29-5 The short term financing plan 834 

 
 

Fi 

3.2 Cash management 
3.2.1 Credit management 
3.2.1.1 Commercial credit instruments 
3.2.1.2 Credit decision 
3.2.2 Cash management 
3.2.2.1 Target cash balance model 
3.2.2.2 Cash conversion cycle 
3.2.2.3 Investing idle cash balance 

BM, Ch 29, Short-term financial planning 
29-3 Tracing changes in cash and working capital 
826 
29-4 Cash budgeting 831 
 
BM, Ch 30, Credit management 
30-1 Terms of sale 849 
30-2 Commercial credit instruments 851 
30-3 Credit analysis 852 
30-4 The credit decision 857 
 
BM, Ch 31,Cash management 
31-1 Inventories and cash balances 870 

 
Fi 

3.3 Short-term lending and borrowing 
3.3.1 Short-term lending 
3.3.1.1 Money markets 
3.3.1.2 Alternatives to money markets 
3.3.2 Short-term borrowing 
3.3.2.1 Credit rationing 
3.3.2.2 Secured and unsecured loan 

BM, Ch. 32, Long-term lending and borrowing 
32-1 Short term lending 889 
32-2 Money market instruments 897 
32-3 Short term borrowing 897 

 
 

Fi 

4. Capital structure and dividend policy   
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4.1 Leverage and the value of the firm 
4.1.1 Modigliani-Miller Theory 
 1) Irrelevance Theorem 
 2) Corporate taxes and capital structure 
4.1.2 Bankruptcy cost model 
4.1.3 Agency cost model 

BM, Ch 17, Does debt policy matter? 
17-1 The effect of leverage in a competitive tax-
free economy 448 
17-2 How leverage affects returns 454 
17-3 The traditional position 457 
17-4 Summary 465 
 
BM, Ch18, How much should a firm borrow? 
18-1 Corporate taxes 475 
18-3 Costs of financial distress 484 

 
Fo/Fi 

 
 

Fi 
Fi 

4.2 Dividend policy 
4.2.1 Types of dividend (cash dividend, stock 

dividend, and splits) 
4.2.2 Repurchase of stock 
4.2.3 Irrelevance Theorem 
4.2.4 Clientele effect 
4.2.5 Signalling model 
4.2.6 Dividend policy in local market 

BM, Ch 16, The dividend controversy 
16-1 How dividends are paid 418 
16-2 How do companies decide on dividend 
payments 420 
16-3 Controversy about dividend policy 422 
16-4 The rightists 427 
16-5 Taxes and the radical left 430 
16-6 Middle of the roaders 434 

 
Fo/Fi 

 
Fo/Fi 

Fi 

5. Mergers and Acquisitions   

5.1 Valuation issues 
5.1.1 Valuation of the target 

BM, Ch 33, Mergers 
33-1 Estimating the economic gains and costs 
from mergers 914 
33-2 Sensible motives for mergers 916 
33-3 Some dubious reasons for mergers 920 
33-4 Estimating the cost of a merger 924 

 
Fi 
 

5.2 Forms of acquisition 
5.2.1 Take-overs 
5.2.2 Approved acquisitions 
5.2.3 Creeping take-overs 
5.2.4 Eliminating minority interests 

BM, Ch 33, Mergers 
33-5 The mechanics of a merger 927 
33-6 Merger tactics 931 
33-7 Leveraged buy-outs 937 

 
Fi 

5.3 Strategies for the acquirer 
5.3.1 Aggressive or agreed 
5.3.2 Conditional or unconditional 
5.3.3 Timing 
5.3.4 Board considerations 

BM, Ch 33, Mergers 
33-6 Merger tactics 931 

 
Fi 

5.4 Defensive strategies 
5.4.1 Pre-emptive versus reactive 
5.4.2 Pre-emptive (long-term) strategies 
5.4.3 Pre-emptive (short-term) strategies 

BM, Ch 33, Mergers 
33-6 Merger tactics 931 

 
Fi 



 © ACIIA: May 2007 44 

 

6. International corporate finance   

6.1 International capital budgeting for 
multinational firm 

6.1.1 Foreign project appraisal 
6.1.2 Political risk analysis 
6.1.3 Managing foreign exchange exposure 

BM, Ch 34, International financial management 
34-1 The foreign exchange market 953 
34-2 Some basic relationships 956 
34-3 Insuring against currency risks 964 
34-4 International investment decisions 966 
34-7 Political risk 974 
 
ESM, Ch 7, 185–232 Transaction exposure 
ESM, Ch 8, 233–265, Operating exposure 
ESM, Ch 9, 268–295, Translation Exposure 
ESM, Ch 14, 435–449, Financial structure 

 
Fi 

6.2 Asset and Project finance 
6.2.1 Asset-backed securities 
6.2.2 Leasing 
6.2.3 Project evaluation 
6.2.4 Lender's evaluation of the project 
6.2.5 Syndication 

  
Fi 
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Examination Syllabus 
 
 
 

Part 6 
Financial Accounting and 

Financial Statement Analysis 
 

 

Financial Reporting Environment 

Business Activities and Principal Financial Statements 

Financial Reporting Issues 

 
 

Framework for the Preparation and  

Presentation of Financial Statements 

 
 

Statement of Cash Flows  

Rationale for the Statement of Cash Flows 

Relation between Income Flows and Cash Flows 

 
Generally Accepted Accounting Principles: Income Recognition 

Accrual Basis 
 
 

Generally Accepted Accounting Principles: Assets, Liabilities  
and Shareholders Equities 

Assets: Recognition, Valuation and Classification 
Liabilities 

Shareholders’ Equities 
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Business Combination 

Mergers and Acquisitions 
Consolidated Financial Statements 

 
 

Foreign Currency Transactions 

Foreign Currency Transaction 
Financial Statements of Foreign Operations 

 
 

Financial Reporting and Financial Statement Analysis 

Income Flow vs Cash Flow 
Quality of Earning, Earnings Management 

Earnings per Share 
Segment Reporting 

Interim Financial Statements 
 
 

Analytical Tools for Gaining Financial Statement Insights 

Balance Sheet 
Income Statement 

 
 

Analytical Tools for Assessing Profitability and Risk 

Profitability Analysis 
Risk Analysis 

Break-even Analysis 
Pro Forma Financial Statements 

 
 
 
 
 
 

Key readings can be found in the CIIA reference list. 
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Common Knowledge Base Reference books  

1.  Financial reporting   
               environment   

1.1 Financial statements  

1.1.1. Balance sheet 
1.1.2. Income statement 
1.1.2.1 Presentation formats 
1.1.2.2 Classification of  
                expenses (by nature or 
                by function) 
1.1.3 Statement of cash flows 
1.1.4       Statement of changes in equity  
1.1.4.1 The comprehensive 
                 income 
1.1.5        Notes to financial 
                 Statements 
1.1.6        Relation between  
                 business activities and 
                 financial statements 

 
 
 
IAS 1 
 
PENMAN   Chapter 2 & 8 

Fo/Fi 

1.2 Financial reporting  

                issues 

PHB – Chapters 2, 3 & 14 
 

1.2.1 Uses of financial  
                statements    
1.2.1.1   Equity investment 
1.2.1.2 Credit extension 
1.2.1.3 Competition 
1.2.1.4 Merger & Acquisition 
1.2.2       International differences  
                in accounting 
1.2.2.1    International differences 
                in accounting 
1.2.2.1    Market – oriented 
                accounting systems 
1.2.2.2   Bank – oriented 
                accounting systems 
1.2.2.3   The IASB and the IFRSs 
 
                

 
 
 
 
 
 
ABJ – Chapters 2 & 3 

Fo/Fi 

2. Framework for the preparation and 
presentation of financial 
statements 

IASB Framework 

IAS 1 

ABJ – Chapters 2 & 3 

Fo/Fi 

2.1          Objective of financial 
                statements  
                   
2.2          Accounting conventions 
                (going concern, accrual  
                Basis, etc) 
2.3          Criteria for accounting  
                recognition 
2.4          Fundamental  
                definitions (asset, 
                liability, equity, revenue, 
                expense) 

PHB- Chapter 3 
 

3. The cash flow statement IAS 7 
 

3.1 Rationale for the  cash flow 
statement 

3.2 Relation between income and cash 
flow 

ABJ – Chapter 22 
PENMAN-Chapter 10 

Fo/Fi 
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3.3           Presentation of the cash 
                 flow statement 
3.3.1     The direct method 
3.3.2     The indirect method 
4. The income statement: 
              Revenue recognition  

 

4.1. Criteria for revenues                  
 recognition 
4.1.1       Sales of goods    
4.1.2       Rendering of services   
4.2          Measurement of  
                revenues 
4.3          Construction contracts 
4.3.1       Percentage of  
                completion method 
4.3.2       Completed contract 
                method 
4.4          Accounting for stock – 
                options and similar 
                benefits 
4.4.1       Classification of share- 
                based payments 
4.4.2       Equity – settled share- 
                based payments 
4.4.3       Cash-settled share- 
                based payments                                                          
                  
                

 
IAS 18 
ABJ-Chapter 17 
PHB – Chapter 6 
 
 
 
 
IAS 11 
ABJ – Chapter 15 
 
 
 
IFRS 2 

Fo/Fi 

5. Assets, Liabilities and 
              Shareholders Equity 

  

5.1 Assets  
5.1.1 Property, plant and 
                equipment 
5.1.1.1 Measurement at cost 
5.1.1.2 Measurement at fair 
                 value 
5.1.2.      Investment property 
5.1.2.1    Measurement at cost 
5.1.2.2    Measurement at fair value  

 
PHB – Chapter 4 
IAS 16 
 
ABJ-Chapter 12 
 
 
 
IAS 40 
ABJ – Chapter 12 

Fo/Fi 



 © ACIIA: May 2007 49 

 

5.1.3 Intangible assets 
5.1.3.1 Criteria for recognition 
5.1.3.2 Accounting for research  
 and development costs 

 
IAS 38 
ABJ-Chapter 13 
 

Fo/Fi 

5.1.4 Inventories 
5.1.4.1 Measurement 
5.1.4.2 Cost formulas(FIFO, 
                LIFO, weighted average 
                Cost) 
5.1.5       Financial instruments 
5.1.5.1    Classification 
5.1.5.2    Measurement at fair value 
5.1.5.3    Measurement at amortized cost 
5.1.5.4    Hedge accounting 
5.1.6       Impairment of assets 
5.1.6.1    Measuring the recoverable amount 
5.1.6.2    Impairment tests 

 
IAS 2 
ABJ – Chapter 15 
 
 
 
IAS 32 
IAS39 
ABJ – Chapter 16 
 
 
 
 
IAS 36 
ABJ – Chapter 13 

Fo/Fi 

5.2 Liabilities 
5.2.1 Bonds 
5.2.1.1    Accounting for bond 

discounts/premiums 
5.2.2 Hybrid securities 
5.2.2.1 Convertible debt securities 
5.2.2.2 Debt issues with 

                detachable warrants   

 
PHB – Chapter 5 
IAS 39 

Fo/Fi 

5.2.3 Leases 
5.2.3.1 Operating leases 
5.2.3.2 Finance leases 
 

 
IAS 17 
ABJ – Chapter 14 
 

Fi 

5.2.4 Borrowing costs 
5.2.4.1    Conditions for capitalization 
5.2.4.2    Costs that may be capitalized 

IAS 23 
ABJ – Chapter 12 

Fi 

5.2.5 Retirement benefits 
5.2.5.1 Pensions 
5.2.5.2 Post-retirement benefits other than 

pensions 

IAS 19 
ABJ – Chapter 20 

Fo/Fi 

5.2.6 Income Taxes 
5.2.6.1    Temporary differences 
5.2.6.2 Deferred taxes  
5.2.7       Provisions 
5.2.7.1    Conditions for the  
                recognition of  
                provisions 
5.2.7.2    Contingent liabilities 

 
IAS 12 
ABJ – Chapter 19 
 
IAS 37 
ABJ – Chapter 18 

Fo/Fi 

5.3 Shareholders’ Equities 

5.3.1 Issuance of capital stock 
5.3.2 Acquisition and reissue of treasury 

stock 
5.3.3 Cash, property and stock dividends 
5.3.4 Accounting 
5.3.5 Other changes in 
                 retained earnings  

 
 
 
IAS 32 
IAS 39 

Fo/Fi 
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6. Business combination   

6.1 Mergers and acquisitions 
6.1.1 Acquisitions 
6.1.1.1 Asset valuation in acquisitions 
6.1.1.2 Accounting for goodwill 
 

 
IFRS 3 
PHB – Chapter 15 

Fi 

6.1.2 Mergers 
6.1.2.1 Pooling of interests method 
6.1.2.2 Purchase method 
 

 Fi 

6.2 Consolidated financial statements 
6.2.1 The scope of consolidation 
6.2.2 Consolidation methods 
6.2.3 The difference arising  
                 from consolidation 
6.2.4        Uses of each method 
6.2.5       The consolidation  
                 procedure 
6.2.6        Analysis of the  
                 difference arising from 
                 initial consolidation 
6.2.7        Impairment of  
                goodwill 

 
IAS 27 
IAS 28 
IAS 31 
IFRS 3 
IAS 36 
 
 
ABJ – Chapter 24 & 13 

Fi 

7. Foreign currency transactions   

7.1 Foreign currency transactions 
7.1.1 Initial recognition 
7.1.2 Reporting at subsequent B/S daily 
7.1.3 Recognition of exchange differences 
7.2 Translation of financial statements 

of foreign operations 
7.2.1 Classification of foreign operations 
7.2.2 Translation to the presentation 

currency 
 

 
IAS 21 
ABJ – Chapter 25 
 
 
 
 
 
IAS 21 
ABJ – Chapter 25 

Fo/Fi 

8. Financial reporting and financial 
statement analysis 

  

8.1 Income  vs. cash flows 
8.1.1 Relation between net income and 

cash flows from operating activities 
8.1.2 Net income and cash flows in various 

stages of life cycle 
8.2 Quality of earnings, earnings 

management  
8.2.1 Data issues in analyzing financial 

statements 
8.2.1.1 Non-recurring income items 
  
8.2.1.2 Income, gains and losses from 

discontinued operations 
8.2.2        Accounting changes 
8.2.2.1    Changes in accounting estimates 
8.2.2.2    Changes in accounting policies 
8.3.2.3    Adjustments to prior financial 

statements 

WSF Ch4 139-198, Foundations of ratio 
and financial analysis 
 
 
 
 
 
 
ABJ – Chapter 23 
PENMAN  - Chapter 18 
PHB – Chapter 3 
 
 
 
 
 
 
IAS 8 
ABJ – Chapter 23 

Fo/Fi 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Fi 
 

8.3 Earning per share 
8.3.1 Basic earnings per share 

 
IAS 33 
ABJ – Chapter 23 

Fo/Fi 
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8.3.2        Diluted earnings per share 
8.3.3 Using EPS to value firms 
8.3.4 Criticisms of EPS 

8.4 Segment reporting 
8.4.1 Definition 
8.4.1.1 Industry segments 
8.4.1.2 Geographical segments 
8.4.2 Disclosure requirements 
8.4.3 Using segment information  

 
IAS 14 
ABJ – Chapter 23 

Fi 

8.5 Interim financial statements 
 Fi 

9. Analytical tools for gaining 
financial statements insights 

  

9.1 Balance sheets 
9.1.1 Common size analysis 
9.1.2 Time series analysis 
9.2 Income statement 
9.2.1 Common size analysis 
9.2.2 Time series analysis 

WSF Ch 4 
Common-size statements 144 - 149 
 
REES Ch4 117-147, Time-series analysis 
and forecasting 

Fi 

10. Analytical tools for assessing 
profitability and risk 

WSF Ch 4, 150 – 198 Foundation of Ratio 
and Financial Analysis 
 
REES, Ch3 p.83-114: Ratio analysis 
methods and issues 

 

10.1 Profitability analysis 
10.1.1 ROA 
10.1.1.1 Desegregation of ROA 
10.1.1.2 Interpreting ROA 

WSF Ch4, Profitability analysis 165 – 172 
ROA 166 – 167, 182 – 190 
Desegregation 183 – 184 

Fo/Fi 

10.1.2 ROCE 
10.1.2.1 Relating ROA to ROCE 
10.1.2.2 Desegregating ROCE 

ROCE 167 – 168, 182 – 190 
Relating 184 – 186 
Desegregation 184 - 186 

Fo/Fi 

10.2 Risk Analysis 
10.2.1 Short term liquidity risk 
10.2.1.1 Current ratio 
10.2.1.2 Quick ratio 
10.2.1.3 Operating cash flow to current 

liabilities 
10.2.1.4 Working capital activity ratio 
10.2.1.5 Operating cash flow to cash interest 

cost 

WSF Ch. 4, p. 158 – 160 Working capital 
ratios 
 
WSF Ch18 p983-1025: Accounting- and 
finance-based measures of risk 

Fo/Fi 

10.2.2 Long term solvency risk 
10.2.2.1 Debt ratio 
10.2.2.2 Interest coverage ratio 
10.2.2.3 Operating cash flow to total liabilities 
10.2.2.4 Operating cash flow to capital 

expenditure 

WSF Ch. 4, p. 160 – 165 Long term debt 
and solvency analysis 

Fo/Fi 

10.2.3 Financial distress risk 
10.2.3.1 Univariate analysis 
10.2.3.2 Multiple discriminant analysis 
 

WFS Ch18 p992-1000, The prediction of 
bankruptcy 
Univariate models 993 
Multivariate models 994 
 
REES Ch9 p291-317: Corporate failure 
prediction and credit evaluation 

Fi 

10.3 Break even analysis BM, p 234-248 
Fi 

10.4 Pro format financial statements 
10.4.1 Steps in preparing pro format 

financial statements 

BENNINGA & SARIG, (1997), Corporate 
Finance, Ch4 p109-131 

Fi 
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10.4.2 Conditions when common size 
percentage, growth rates, and 
turnover provide the best projections 
of financial statements amounts 
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Common Knowledge Base Reference books  

1. Macroeconomics   

1.1 Measuring national income 
and price 

1.1.1 National income accounting 
1.1.1.1 Concept of national income 

BLANCHARD, Ch2, 20-24, GDP, Value 
added, and income. Nominal and real GDP. 
Ch18, 354, GDP versus GNP  
Appendix 1, 549-A1-A5, An introduction to 
national income and product accounts. 
 

Fo/Fi 

1.2 Equilibrium in the real 
market 

1.2.1 Consumption 
1.2.1.1 Consumption function 
1.2.2 Investment 
1.2.2.1 Investment function 
1.2.3 Government expenditure 
1.2.3.1 Government revenue and 

expenditure 
1.2.3.2 Effect of government 

expenditure and tax on national 
income 

1.2.3.3 Government expenditure and 
crowding-out effect 

1.2.4 Equilibrium relationship in the 
good/service market: IS curve 

BLANCHARD, Ch3, 42-46, The 
composition of GDP. 
Ch3, 52-54, Investment equal saving: an 
alternative way of thinking about goods-
market equilibrium. 
 
Ch5, 80-83, The goods market and the IS 
relation.  

Fo/Fi 

1.3 Equilibrium in the money 
market 

1.3.1 Demand for money 
1.3.2 Equilibrium relationship in the 

monetary market: LM curve 

BLANCHARD, Ch4, 60-64, The demand for 
money. 
 
Ch5, 83-86, Financial markets and the LM 
relation. 

Fo/Fi 

1.4 Equilibrium in economy and 
aggregate demand 

1.4.1    Aggregate demand 

BLANCHARD, Ch5, 86-93, The IS-LM 
model.  
 
Ch7, 128-129, Aggregate demand. 
 

Fo/Fi 

1.5 Aggregate supply and 
determination of price of 
goods/service 

1.5.1     Aggregate supply 

BLANCHARD, Ch7, 126-128, Aggregate 
supply. 
130-133, Equilibrium output in a short and 
medium run. 

 

2. Macro Dynamics   

2.1   Inflation 
2.1.1 Unemployment and inflation 

rate 
3.1.2.2 Tradeoff between 

unemployment and inflation 
3.1.2.3 Natural rate of unemployment 

hypothesis and expected 
inflation 

BLANCHARD, Ch8, 149-165, The Phillips 
curve. 
 
Ch6, 116-120, The natural rate of 
unemployment. 
 
 

Fo/Fi 
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2.2  Economic growth 
2.2.1 Main factor of economic 

growth 
2.2.1.1 Saving rate/capital 
2.2.1.2 Population growth 
2.2.2 Theory of economic growth 
2.2.2.1 Capital accumulation and 

economic growth 
2.2.2.2 Technological innovation and 

economic growth 
2.2.2.3 Human resources and 

economic growth 
2.2.2.4 Financial market and economic 

growth 

BLANCHARD, Ch10, 198-201, The 
aggregate production function. 
 
Ch11, 206-223, Saving, capital 
accumulation, and output.  
 
Ch12, 228-237, Technological Progress and 
growth. 
 

Fi 

2.3   Business cycles 
2.3.1 Theory of exogenous business 

cycle 
2.3.2 Theory of endogenous business 

cycle 
2.3.3 Fiscal/monetary policy and 

business cycle 

BLANCHARD, Ch28, 538, 544-546, New 
classical economics and real business cycle 
theory. 

Fi 

3. International Economy and 
foreign exchange market 

 
 

3.1  Open macro economics 
3.1.1 International balance of 

payments and capital flows 
3.1.1.1 Balance of payment statement 
3.1.1.2 Balance of payment and capital 

flows 
3.1.1.3 Factor affecting international 

capital movement 
3.1.1.4 Government’s intervention and 

money supply 
3.1.2 Determination of equilibrium 

national income in the open 
economy 

3.1.2.1 Foreign trade multiplier under 
floating system 

3.1.2.2 Open macro economics model: 
preliminary 

3.1.2.3 Equilibrium model of open 
economy 

3.1.2.4 Effect of fiscal policy 
3.1.2.5 Effect of monetary policy 

BLANCHARD, Ch18, 352-353, The balance 
of payments. 
 
Ch19. 362-365, The IS relation in the open 
economy. 365-366, Equilibrium output and 
the trade balance. 366-372, Increases in 
demand, domestic or foreign. 372-374, 
Depreciation, the trade balance, and output. 
374-376, The J-curve. 376-377, Saving, 
investment, and trade deficit. 
 
Ch20, 382, Equilibrium in the goods 
markets. 
383-385, Equilibrium in financial markets. 
386-387, Putting goods and financial 
markets together (the Mundell-Fleming 
model). 
387-390, The effects of policy in an open 
economy. 
 
Ch21, 400-406, Aggregate demand and 
aggregate supply under fixed exchange rate. 

Fo/Fi 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Fi 

 

3.2  Foreign exchange rate 
3.2.1 Determinants of exchange rate 

in the long-run 
3.2.1.1 Concept of foreign exchange 

rate  
3.1.1.2 Price and foreign exchange rate 
3.2.1.3 Interest rate and foreign 

exchange rate 
3.2.2 Determination of foreign 

BLANCHARD, Ch 10, 191-192, Purchasing 
power parity (PPP). 
 
Ch18, 346-347, Nominal exchange rate. 347-
352, Real exchange rate. 353-357, The 
choice between domestic and foreign assets 
(interest parity condition). 
 
Ch20, 383-385, Domestic bonds versus 

Fo/Fi 
 
 
 
 
 
 
 

Fi 
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exchange rates 
3.2.2.1 Monetary approach 
3.2.2.2 Asset approach 
3.2.2.3 Overshooting model 
3.2.2.4 Portfolio balance approach 
3.2.3 Government intervention and 

foreign exchange policy  
3.2.3.1 Government intervention 
3.2.3.2 Foreign exchange rate and 

foreign exchange policy in 
local market 

3.2.4 Foreign exchange risk and risk 
management 

3.2.4.1 Risk hedging with currency 
derivatives 

3.2.4.2 Growth of currency derivatives 
markets 

3.2.5 Historical movement and 
forecasting of foreign exchange 
rate 

3.2.5.1 Historical analysis of foreign 
exchange rate 

3.2.5.2 Forecasting of foreign 
exchange rate 

3.2.5.3 Impact of foreign exchange 
rate change on security prices 

foreign bonds. 390-393, Fixed exchange 
rate. 406-409, Exchange rate crises. 
 
Ch21, 409-412, Choosing between exchange 
rate regimes. 415-418, Exchange rate 
movements. 418-419, Monetary policy, 
interest rates, and exchange rates. 
 
Ch26, 508-509, Monetary aggregates. 511-
512, The instruments of monetary policy. 

 
 
 
 
 
 
 
 
 
 
 

Fo/Fi 

 

3.3  Central bank and monetary  
policy 

3.3.1 Monetary policy 
3.3.1.1 Target of monetary policy 
3.3.1.2 Instruments of monetary policy 
3.3.2 Transmission effect of 

monetary policy on real 
economy 

3.3.3 Central bank operations in 
major countries 

3.3.4 Effect of monetary policy on 
security markets 

KO Ch17, Fixed exchange rates and foreign 
exchange intervention 
Central bank intervention and the money 
supply 491-196 
How the central bank fixes the exchange rate 
496-499 
 
KO Ch18, The international monetary 
policy, 1870-1973, 
Macroeconomic policy goals in an open 
economy 535-540 
International macroeconomic policy under 
the gold standard 540-544 
The interwar years, 1918-1939 
The Bretton Woods system and the 
international monetary fund 548-551 
 
KO, Ch9, Macroeconomic policy and 
coordination under floating exchange rates 
The case of floating exchange rates 572-576 
The case against floating exchange rates 
576-587 
A two-country model of macroeconomic 
interdependence under a floating rate 587-
589 

Fi 

 

 


