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Fin 358 Debt Securities




NAME___________________________________
Final Exam Fall 2000
Instructions: answer all questions in this test packet.
    Place answers in margin next to problem number.
    Time limit: 2 hours


1.
The current yield on a bond is equal to ________. 

A)
the internal rate of return 

B)
the yield to maturity 

C)
annual interest divided by the par value 

D)
annual interest divided by the current market price 

E)
none of the above 

2.
Of the following four investments,________ is considered to be the safest. 

A)
commercial paper 

B)
corporate bonds 

C)
Treasury bills 

D)
Treasury bonds 

E)
U. S. Agency issues 

3.
The bonds of Elbow Grease Dishwashing Company have received a rating of "D" by Moody"s.  The "D" rating indicates 

A)
the bonds are insured 

B)
the bonds are junk bonds 

C)
the bonds are referred to as"high yield" bonds 

D)
a and b 

E)
b and c 

4.
To earn a high rating from the bond rating agencies, a firm should have 

A)
a low times interest earned ratio 

B)
a low debt to equity ratio 

C)
a high quick ratio 

D)
a and c 

E)
b and c 

5.
Accrued interest 

A)
is quoted in the bond price in the financial press. 

B)
must be paid by the buyer of the bond and remitted to the seller of the bond. 

C)
must be paid to the broker for the inconvenience of selling bonds between maturity dates. 

D)
a and b. 

E)
a and c. 

6.
The bond market 

A)
can be quite "thin". 

B)
primarily consists of a network of bond dealers in the over the counter market. 

C)
consists of many investors on any given day. 

D)
a and b. 

E)
b and c. 

7.
Ceteris paribus, the price and yield on a bond are 

A)
positively related. 

B)
negatively related. 

C)
sometimes positively and sometimes negatively related. 

D)
not related. 

E)
random variables. 

8.
The ______ is a measure of the average rate of return an investor will earn if the investor buys the bond now and holds until maturity. 

A)
current yield 

B)
dividend yield 

C)
P/E ratio 

D)
yield to maturity 

E)
discount yield 

9.
A coupon bond is a bond that _________. 

A)
pays interest on a regular basis (typically every six months) 

B)
does not pay interest on a regular basis but pays a lump sum at maturity 

C)
can always be converted into a specific number of shares of common stock in the issuing company 

D)
always sells at par 

E)
none of the above 

10.
A ___________ bond is a bond where the bondholder has the right to cash in the bond before maturity at a specified price after a specific date. 

A)
callable 

B)
coupon 

C)
put 

D)
Treasury 

E)
zero-coupon 


11.
Callable bonds 

A)
are called when interest rates decline appreciably. 

B)
have a call price that declines as time passes. 

C)
are called when interest rates increase appreciably. 

D)
a and b. 

E)
b and c. 

12.
A Treasury bond due in one year has a yield of 6.2%; a Treasury bond due in 5 years has a yield of 6.7%.  A bond issued by General Motors due in 5 years has a yield of 7.9%; a bond issued by Exxon due in one year has a yield of 7.2%.  The default risk premiums on the bonds issued by Exxon and General Motors, respectively, are 

A)
1.0% and 1.2% 

B)
0.5% and .7% 

C)
1.2% and 1.0% 

D)
0.7% and 0.5% 

E)
none of the above 
13.    
A coupon bond that pays interest annually is selling at par value of $1,000, matures in 5 years, and has a coupon rate of 9%.  The yield to maturity on this bond is:

A)
6.00% 

B)
8.33% 

C)
9.00% 

D)
45.00% 

E)
none of the above 

14.
A coupon bond that pays interest of $100 annually has a par value of $1,000, matures in 5 years, and is selling today at a $72 discount from par value.  The yield to maturity on this bond is __________ . 

A)
6.00% 

B)
8.33% 

C)
12.00% 

D)
60.00% 

E)
none of the above 
15.      
You purchased an annual interest coupon bond one year ago that had 6 years remaining to maturity at that time.  The coupon interest rate was 10% and the par value was $1,000.  At the time you purchased the bond, the yield to maturity was 8%.  If you sold the bond after receiving the first interest payment and the yield to maturity continued to be 8%, your annual total rate of return on holding the bond for that year would have been _________. 

A)
7.00% 

B)
7.82% 

C)
8.00% 

D)
11.95% 

E)
none of the above 
Essay Question 1.  (15 points)

In the middle of the 1990's, a portfolio manager bought Collateralized Mortgage Obligation bonds created from FNMA mortgage pass-through bonds. The CMO bonds had a par value of $1000 per bond, but the coupon rate was variable. The coupon rate each year would rise by 1% for each 1% decline in the interest rate of home mortgages, and fall by 1% for each 1% increase in home mortgage interest rates. This is called an inverse floater. Explain why an active portfolio manager would buy such a strange bond?


16.
Consider two bonds, A and B.  Both bonds presently are selling at their par value of $1,000.  Each pays interest of $120 annually.  Bond A will mature in 5 years while bond B will mature in 6 years.  If the yields to maturity on the two bonds change from 12% to 10%,____________. 

A)
both bonds will increase in value, but bond A will increase more than bond B 

B)
both bonds will increase in value, but bond B will increase more than bond A 

C)
both bonds will decrease in value, but bond A will decrease more than bond B 

D)
both bonds will decrease in value, but bond B will decrease more than bond A 

E)
none of the above 

17.
A coupon bond pays annual interest, has a par value of  $1,000, matures in 4 years, has a coupon rate of 10%, and has a yield to maturity of 12%.  The current yield on this bond is ___________. 

A)
9.39% 

B)
10.00% 

C)
10.65% 

D)
12.00% 

E)
none of the above 

18.
A zero-coupon bond has a yield to maturity of 9% and a par value of $1,000.  If the bond matures in 8 years, the bond should sell for a price of _______ today. 

A)
422.41 

B)
$501.87 

C)
$513.16 

D)
$483.49 

E)
none of the above 

19.
You have just purchased a 10-year zero-coupon bond with a yield to maturity of 10% and a par value of $1,000.  What would your rate of return at the end of the year be if you sell the bond?  Assume the yield to maturity on the bond is 11% at the time you sell. 

A)
10.00% 

B)
20.42% 

C)
13.8% 

D)
1.4% 

E)
none of the above 

20.
A coupon bond is reported as having an ask price of 113% of the $1,000 par value in the Wall Street Journal.  If the last interest payment was made two months ago and the coupon rate is 12%, the invoice price of the bond will be ____________. 

A)
$1,100 

B)
$1,110 

C)
$1,150 

D)
$1,160 

E)
none of the above 

21.
The yield to maturity on a bond is ________. 

A)
below the coupon rate when the bond sells at a discount, and equal to the coupon rate when the bond sells at a premium. 

B)
the discount rate that will set the present value of the payments equal to the bond price. 

C)
based on the assumption that any payments received are reinvested at the coupon rate. 

D)
none of the above. 

E)
a, b, and c. 

22.
A bond has a par value of $1,000, a time to maturity of 20 years, a coupon rate of 10% with interest paid annually, a current price of $850 and a yield to maturity of 12%. Intuitively and without the use calculations, if interest payments are reinvested at 10%, the realized compound yield on this bond must be ________. 

A)
10.00% 

B)
10.9% 

C)
12.0% 

D)
12.4% 

E)
none of the above 

23.
An 8% coupon U. S. Treasury note pays interest on May 30 and November 30 and is 


traded for settlement on August 15.  The accrued interest on the $100,000 face value of  this note is _________. 

A)
$491.80 

B)
$800.00 

C)
$983.61 

D)
$1,661.20 

E)
none of the above 

24.
The bond indenture includes 

A)
the coupon rate of the bond. 

B)
the par value of the bond. 

C)
the maturity date of the bond. 

D)
all of the above. 

E)
none of the above. 

25.
A Treasury bond quoted at 107:16 107:18 has a bid price of _______ and an asked price of _____. 

A)
$107.16, $107.18 

B)
$1,071.60, $1,071.80 

C)
$1,075.00, $1,075.63 

D)
$1,071.80, $1,071.60 

E)
$1,070.50, $1,070.56 

26.
The invoice price of a bond that a buyer would pay is equal to 

A)
the asked price plus accrued interest. 

B)
the asked price less accrued interest. 

C)
the bid price plus accrued interest. 

D)
the bid price less accrued interest. 

E)
the bid price. 

27.
Most corporate bonds are traded 

A)
on a formal exchange operated by the New York Stock Exchange. 

B)
by the issuing corporation. 

C)
over the counter by bond dealers linked by a computer quotation system. 

D)
on a formal exchange operated by the American Stock Exchange. 

E)
on a formal exchange operated by the Philadelphia Stock Exchange. 
Essay Question 2. (10 points)

Over the last 18 months, the Fed raised short term interest rates from 4.5 % to 6% in an effort to defeat inflationary pressures in the economy. The  long term T-bond yields only shifted upward from 5.5% to about 6%. Why were long term bonds less sensitive to the Fed's fight against inflation? Explain briedly.


28.
TIPS are 

A)
securities formed from the coupon payments only of government bonds. 

B)
securities formed from the principal payments only of government bonds. 

C)
government bonds with par value linked to the general level of prices. 

D)
government bonds with coupon rate linked to the general level of prices. 

E)
zero-coupon government bonds. 

29.
When a bond indenture includes a sinking fund provision 

A)
firms must establish a cash fund for future bond redemption. 

B)
bondholders always benefit, because principal repayment on the scheduled maturity date is guaranteed. 

C)
bondholders may lose because their bonds can be repurchased by thecorporation at below-market prices. 

D)
both a and b are true. 

E)
none of the above are true. 

30.
Subordination clauses in bond indentures 

A)
restrict the amount of additional borrowing the firm can undertake. 

B)
are sometimes referred to as "me-first" rules. 

C)
provide higher priority to senior creditors in the event of bankruptcy. 

D)
all of the above are true. 

E)
both b and c are true. 

31.
The term structure of interest rates is: 

A)
The relationship between the rates of interest on all securities. 

B)
The relationship between the interest rate on a security and its time to maturity. 

C)
The relationship between the yield on a bond and its default rate. 

D)
All of the above. 

E)
None of the above. 

32.
The yield curve shows at any point in time: 

A)
The relationship between the yield on a bond and the duration of the bond. 

B)
the relationship between the coupon rate on a bond and time to maturity of the bond. 

C)
The relationship between yield on a bond and the time to maturity on the bond. 

D)
All of the above. 

E)
None of the above. 

33.
An inverted yield curve implies that: 

A)
Long-term interest rates are lower than short-term interest rates. 

B)
Long-term interest rates are higher than short-term interest rates. 

C)
Long-term interest rates are the same as short-term interest rates. 

D)
Intermediate term interest rates are higher than either short- or long-term interest rates. 

E)
none of the above. 

34.
If forward rates are known with certainty and all bonds are fairly priced 

A)
all bonds would have the same yield to maturity. 

B)
all short-maturity bonds would have lower prices than all long-maturity bonds. 

C)
all bonds would have the same price. 

D)
all bonds would provide equal 1-year rates of return. 

E)
none of the above. 
Use the following to answer questions 35-38:
Suppose that all investors expect that interest rates for the 4 years will be as follows:
Year
Forward Interest Rate
0
(today)5%
1
7%
2
9%
3
10% 

35.
What is the price of 3-year zero coupon bond with a par value of $1,000? 

A)
$863.83 

B)
$816.58 

C)
$772.18 

D)
$765.55 

E)
none of the above 

36.
If you have just purchased a 4-year zero coupon bond, what would be the expected rate of return on your investment in the first year if the implied forward rates stay the same? (Par value of the bond = $1,000) 

A)
5% 

B)
7% 

C)
9% 

D)
10% 

E)
none of the above 

37.
What is the price of a 2-year maturity bond with a 10% coupon rate paid annually?  (Par value = $1,000) 

A)
$1,092.97 

B)
$1,054.24 

C)
$1,000.00 

D)
$1,073.34 

E)
none of the above 

38.
What is the yield to maturity of a 3-year zero coupon bond? 

A)
7.00% 

B)
9.00% 

C)
6.99% 

D)
7.49% 

E)
none of the above 
Essay Question 3.  (15 points)

The yield curve for T-Bonds has been shifting downward as inflation fears are lessened as the economy is starting to slow down. The high quality bond indexes have been rising, but the high yield bond indexes has continued to decline. Why is an economic slowdown good for high rated bonds, but bad for low-rated bonds? Explain.

Use the following to answer questions 39-40:
The following is a list of prices for zero coupon bonds with different maturities and par value of $1,000.
Maturity (Years)
Price
1
$943.40
2
$881.68
3
$808.88
4
$742.09 

39.
What is, according to the expectations theory, the expected one year forward rate in the third year? 

A)
7.00% 

B)
7.33% 

C)
9.00% 

D)
11.19% 

E)
none of the above 

40.
What is the yield to maturity on a 3-year zero coupon bond? 

A)
6.37% 

B)
9.00% 

C)
7.33% 

D)
10.00% 

E)
none of the above 

41.
When computing yield to maturity, the implicit reinvestment assumption is that the interest payments are reinvested at the: 

A)
Coupon rate. 

B)
Current yield. 

C)
Yield to maturity at the time of the investment. 

D)
Prevailing yield to maturity at the time interest payments are received. 

E)
The average yield to maturity throughout the investment period. 

42.
The yield curve 

A)
is a graphical depiction of term structure of interest rates. 

B)
is usually depicted for U. S. Treasuries in order to hold risk constant across maturities and yields. 

C)
is usually depicted for corporate bonds of different ratings. 

D)
a and b. 

E)
a and c. 

43.
The duration of a bond is a function of the bond's 

A)
coupon rate. 

B)
yield to maturity. 

C)
time to maturity. 

D)
all of the above. 

E)
none of the above. 

44.
Ceteris paribus, the duration of a bond is positively correlated with the bond's 

A)
time to maturity. 

B)
coupon rate. 

C)
yield to maturity. 

D)
all of the above. 

E)
none of the above. 

45.
Holding other factors constant, the interest rate risk of a coupon bond is higher when the bond's: 

A)
term-to-maturity is lower. 

B)
coupon rate is higher. 

C)
yield to maturity is lower. 

D)
current yield is higher. 

E)
none of the above. 

46.
The "modified duration" used by practitioners is equal to the Macaulay duration 

A)
times the change in interest rate. 

B)
times (one plus the bond's yield to maturity). 

C)
divided by (one minus the bond's yield to maturity). 

D)
divided by (one plus the bond's yield to maturity). 

E)
none of the above. 

47.
Given the time to maturity, the duration of a zero coupon bond is higher when the discount rate is 

A)
higher. 

B)
lower. 

C)
equal to the risk free rate. 

D)
independent of the discount rate. 

E)
none of the above. 

48.
The interest rate risk of a bond is 

A)
the risk related to the possibility of bankruptcy of the bond's issuer. 

B)
the risk that arises from the uncertainty of the bond's return caused by the change in interest rates. 

C)
the unsystematic risk caused by factors unique in the bond. 

D)
a and b above. 

E)
a, b, and c above. 

49.
Which of the following two bonds is more price sensitive to changes in interest rates?


1) A par value bond, X, with a 5-year-to-maturity and a 10% coupon rate.


2) A zero coupon bond, Y, with a 5-year-to-maturity and a 10% yield-to-maturity. 

A)
Bond X because of the higher yield to maturity. 

B)
Bond X because of the longer time to maturity. 

C)
Bond Y because of the longer duration. 

D)
Both have the same sensitivity because both have the same yield to maturity. 

E)
None of the above 

50.
Which of the following is not true? 

A)
Holding other things constant, the duration of a bond increases with time to maturity. 

B)
Given time to maturity, the duration of a zero coupon decreases with yield to maturity. 

C)
Given time to maturity and yield to maturity, the duration of a bond is higher when the coupon rate is lower. 

D)
Duration is a better measure of price sensitivity to interest rate changes than is time to maturity. 

E)
All of the above. 

51.
The duration of a 5-year zero coupon bond is 

A)
smaller than 5. 

B)
larger than 5. 

C)
equal to 5. 

D)
equal to that of a 5-year 10% coupon bond 

E)
none of the above. 

52.
The basic purpose of immunization is to 

A)
eliminate default risk. 

B)
produce a zero net interest rate risk. 

C)
offset price and reinvestment risk. 

D)
a and b. 

E)
b and c. 

53.
The XYZ bond is selling at par value and has a modified duration equal to 6.  Which one of the following statements regarding the bond is true? 

A)
If the market yield increases by 1% the bond's price will decrease by $60. 

B)
If the market yield increases by 1% the bond's price will increase by $50. 

C)
If the market yield increases by 1% the bond's price will decrease by $50. 

D)
If the market yield decreases by 1% the bond's price will increase by $60. 

E)
None of the above. 

54.
The two components of interest rate risk are 

A)
price risk and default risk. 

B)
reinvestment risk and systematic risk. 

C)
call risk and price risk. 

D)
price risk and reinvestment risk. 

E)
none of the above. 

55.
Duration 

A)
assesses the time element of bonds in terms of both coupon and term to maturity. 

B)
allows structuring a portfolio to avoid interest rate risk. 

C)
is a direct comparison between bond issues with different levels of risk. 

D)
a and b. 

E)
a and c. 

56.
When interest rates decline, the duration of a 10-year bond selling at a premium 

A)
increases 

B)
decreases 

C)
remains the same 

D)
increases at first, then declines 

E)
decreases at first, then increases 

57.
An 8%, 30-year corporate bond was recently being priced to yield 10%.  The Macaulay duration for the bond is 10.20 years.  Given this information, the bond's modified duration would be 

A)
8.05 

B)
9.44 

C)
9.27 

D)
11.22 

E)
none of the above 

58.
Immunization is not a strictly passive strategy because 

A)
it requires choosing an asset portfolio that matches an index. 

B)
there is likely to be a gap between the values of assets and liabilities in most portfolios. 

C)
it requires frequent rebalancing as maturities and interest rates change. 

D)
durations of assets and liabilities fall at the same rate. 

E)
none of the above. 

59.
If a bond portfolio manager believes 

A)
in market efficiency, he or she is likely to be a passive portfolio manager. 

B)
that he or she can accurately predict interest rate changes, he or she is likely to be an active portfolio manager. 

C)
that he or she can identify bond market anomalies, he or she is likely to be a passive portfolio manager. 

D)
a and b. 

E)
a, b, and c. 

60.
Cash flow matching on a multiperiod basis is referred to as a 

A)
immunization 

B)
contingent immunization 

C)
dedication 

D)
duration matching 

E)
rebalancing 

