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Schweser Printable Answers - Fixed Inc 1
 Test ID#: 9
 Question 1 - #97595
 A debt security that is collateralized by various corporate bonds would be a(n):
 Your answer: A was incorrect. The correct answer was B) CDO.
 A CDO (collaterized debt obligation) is a debt obligation that is backed by an underlying diversified pool of business loans, mortgages, emerging market debt, corporate bonds, asset-backed securities, or non-performing loans. A TIP is a Treasury Inflation-Protected Security. A CMO (collaterized mortgage obligation) is a debt obligation that is backed by mortgages.
 This question tested from Session 15, Reading 62, LOS j.
 Question 2 - #96575
 All else equal, the lower the bond�s yield to maturity, the:
 Your answer: A was correct!
 A lower yield to maturity would result in a longer duration and higher interest rate risk.
 This question tested from Session 15, Reading 61, LOS c.
 Question 3 - #97152
 Which of the following statements does NOT describe a characteristic of an illiquid asset or market?
 Your answer: A was incorrect. The correct answer was C)
 Large block trades that do not materially affect prices.
 In a liquid market with large trading volumes, large block trades should not affect prices. The other choices are characteristics of illiquid markets or assets.
 This question tested from Session 15, Reading 61, LOS k.
 Question 4 - #97154
 Which of the following is a correct interpretation of forward rates under the pure expectations hypothesis? Forward rates are equal to the expected future:
 Back to Test Review Hide Questions Print this Page
 A) TIP.
 B) CDO.
 C) CMO.
 A) longer the duration and the higher the interest rate risk. B) shorter the duration and the lower the interest rate risk.
 C) shorter the duration and the higher the interest rate risk.
 A) Small trading volumes. B) Wide bid-ask spreads. C) Large block trades that do not materially affect prices.
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Your answer: A was incorrect. The correct answer was B) spot rates.
 The pure expectations theory purports that forward rates are solely a function of expected future spot rates.
 This question tested from Session 15, Reading 63, LOS c, (Part 1).
 Question 5 - #98054
 Interest rates have fallen over the seven years since a $1,000 par, 10-year bond was issued with a coupon of 7%. What is the present value of this bond if the required rate of return is currently four and one-half percent? (For simplicity, assume annual payments.)
 Your answer: A was incorrect. The correct answer was B) $1,068.72
 Each of the remaining cash flows on the bond is discounted at the annual rate of 4.5%.
 The present value can also be determined with a financial calculator. N = 3, I = 4.5%, PMT = $1,000 � 7%, FV = $1,000. Solve for PV = $1,068.724.
 This question tested from Session 15, Reading 60, LOS b, (Part 1).
 Question 6 - #96983
 Which of the following bonds has the highest interest rate sensitivity? A:
 Your answer: A was incorrect. The correct answer was B) ten year, option-free 4% coupon bond.
 If two bonds are identical in all respects except their term to maturity, the longer term bond will be more sensitive to changes in interest rates. All else the same, if a bond has a lower coupon rate when compared with another, it will have greater interest rate risk. Therefore, for the option-free bonds, the 10 year 4% coupon is the longest term and has the lowest coupon rate. The call feature does not make a bond more sensitive to changes in interest rates, because it places a ceiling on the maximum price investors will be willing to pay. If interest rates decrease enough the bonds will be called.
 This question tested from Session 15, Reading 61, LOS c.
 Question 7 - #97734
 Which of the following statements concerning U.S. Treasury securities is least accurate?
 A) rate differences between short and long-term bonds.B) spot rates.C) risk premiums on short-term bills.
 A) $1,052.17.B) $1,068.72C) $1,044.33.
 Period Payment Discount PV �1 $1,000 � 7% = $70 (1.045)1 $ 66.99 �2 $1,000 � 7% = $70 (1.045)2 $ 64.10 �3 $1,000 � 7% = $70 (1.045)3 $ 61.34 �3 $1,000 principal (1.045)3 $ 876.30
 Total Present Value of Cash Flows $1,068.73
 A) ten year, option-free 6% coupon bond.
 B) ten year, option-free 4% coupon bond.
 C) five year, 5% coupon bond callable in one year.
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Your answer: A was incorrect. The correct answer was C) Treasury notes carry no coupon.
 T-notes are coupon-bearing instruments. TIPS pay a fixed coupon rate on a par value that is adjusted for inflation.
 This question tested from Session 15, Reading 62, LOS b, (Part 1).
 Question 8 - #96880
 Which of the following bonds, all else equal, would be the most sensitive to interest rate changes?
 Your answer: A was incorrect. The correct answer was B)
 5% coupon, 25 years to maturity.
 Long-term, low coupon bonds are more sensitive to rate changes.
 This question tested from Session 15, Reading 61, LOS c.
 Question 9 - #97856
 Which of the following is a difference between an on-the-run and an off-the-run issue? An on-the-run issue:
 Your answer: A was incorrect. The correct answer was C) is the most recently issued security of that type.
 An on-the-run issue is the most recently auctioned Treasury issue. An off-the-run issue older issues, when more current issues are brought to market.
 This question tested from Session 15, Reading 62, LOS b, (Part 2).
 Question 10 - #96487
 Why do bond portfolio managers use the concept of duration?
 Your answer: A was incorrect. The correct answer was C) It assesses the time element of bonds in terms of both coupon and term to maturity.
 Portfolio managers are very interested in a bond�s sensitivity to changes in interest rates. Bonds can be different in terms of maturity and coupon level, while both characteristics impact the change in the bond�s price given changes in interest rates. Duration is a measure that can assesses the time element of bonds in terms of both coupon and term to maturity.
 A) Treasury bonds have original maturities of 20 to 30 years.
 B) Treasury Inflation Protected Securities pay a fixed coupon rate.
 C) Treasury notes carry no coupon.
 A) 10% coupon, 5 years to maturity. B) 5% coupon, 25 years to maturity. C) 10% coupon, 25 years to maturity.
 A) is publicly traded whereas an off-the-run issue is not.B) tends to sell at a lower price.C) is the most recently issued security of that type.
 A) It allows structuring a portfolio to take advantage of changes in credit quality.B) It enables direct comparisons between bond issues with different levels of risk.C) It assesses the time element of bonds in terms of both coupon and term to maturity.
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This question tested from Session 15, Reading 61, LOS f.
 Question 11 - #96445
 The annual Fixed Income Analysts' Forum had just ended and two attendees, James Purcell and Frederick Hanes, were discussing some of the comments made by the panelists. Purcell and Hanes were specifically concerned with the following two statements that were made:
 Panelist 1: Mortgage-backed securities and asset-backed securities are both fixed income securities that are backed by pools of loans and are said to be amortizing securities. For many of the loans, no principal payments are required to be made prior to the maturity date. These securities are said to have a bullet maturity structure.
 Panelist 2: If coupon Treasury bonds or corporate bonds are issued with the terms specifying that the principal be repaid over time at the option of the issuer, then these bonds are putable bonds; if the principal is to be repaid over time at the option of the bondholder, then the bonds are termed callable bonds.
 With regards to the statements made by Panelist 1 and Panelist 2:
 Your answer: A was correct!
 Panelist 1 is incorrect. These securities do not have a bullet maturity structure. The payments are structured so that the loan is paid off when the last loan payment is made. Panelist 2 is incorrect. If coupon Treasury bonds or corporate bonds are issued with the terms specifying that the principal be repaid over time at the option of the issuer, then these bonds are callable bonds � the call provision grants the issuer an option to retire part of the issue or the entire issue prior to the maturity date. On the other hand, if the principal is to be repaid over time at the option of the bondholder, then these bonds are putable bonds � the put provision entitles the bondholder to put (sell) the issue back to the issuer at the put price (if interest rates increase and the bond�s price declines below the put price).
 This question tested from Session 15, Reading 60, LOS d.
 Question 12 - #96960
 Maria Cavilero, a bond investor, is most concerned with price volatility. All else equal, which of the following fixed-coupon bonds would she most likely buy? A fixed coupon-bond with:
 Your answer: A was incorrect. The correct answer was B)
 10 years to maturity and an 8.5% coupon.
 This question is asking: given a change in yield, which of the bonds will exhibit the least price change? Of the four choices, Cavilero is most likely to buy the bond with the shortest maturity and highest coupon because it will have the least price volatility. Price volatility is directly related to maturity and inversely related to the coupon rate. All else equal, the bond with the shorter term to maturity is least sensitive to changes in interest rates. Cash flows that are further into the future are discounted more than near-term cash flows, so the nearer to maturity the cash flows are received, the higher the present value. Here, this means that one of the 10-year bonds will have the least volatility. Similar reasoning applies to the coupon rate. A higher coupon bond delivers more of its total cash flow earlier than a lower coupon bond. All else equal, a bond with a higher coupon will exhibit less price volatility than a lower-coupon bond. Here, this means that of the 10-year bonds, the one with the 8.50% coupon rate will exhibit less price volatility than the bond with the 6.50% coupon.
 This question tested from Session 15, Reading 61, LOS c.
 A) both are incorrect.
 B) both are correct
 C) only one is correct.
 A) 10 years to maturity and a 6.5% coupon. B) 10 years to maturity and an 8.5% coupon. C) 15 years to maturity and an 8.5% coupon.
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Question 13 - #96447
 Which of the following statements about callable bonds is TRUE?
 Your answer: A was incorrect. The correct answer was B)
 When yields rise, the value of a callable bond is less sensitive and will exhibit less of a price change than a noncallable bond.
 When yields rise, the value of callable bond may not fall as much as that of a similar straight bond because of the embedded call option feature. With a decrease in interest rates, the value of a callable bond can increase to only approximately the call value (the call price serves as a cap or �ceiling.�). Straight bonds will continue to exhibit the inverse relationship between yields and prices, as there is no �ceiling� call price.
 The statement that begins, �As interest rates decrease�,� should continue, �.. the value to the issuer of the call option increases.� As interest rates decrease, the issuer values the call option more because the company has the potential to call the bond and replace existing debt with lower-coupon (and thus lower cost) debt.
 This question tested from Session 15, Reading 61, LOS h.
 Question 14 - #97853
 If the slope of the yield curve begins to rise sharply, it is usually an indication that:
 Your answer: A was correct!
 According to the expectations hypothesis, higher long-term interest rates and, therefore, upward-sloping yield curves will occur if the rate of inflation starts to heat up or is expected to do so in the near future.
 This question tested from Session 15, Reading 63, LOS c, (Part 2).
 Question 15 - #96859
 Which of the following statements is TRUE?
 Your answer: A was incorrect. The correct answer was C)
 The prepayment option on a mortgage loan benefits the issuer.
 In the case of a mortgage or auto loan, the issuer is the borrower and is the party that benefits from the prepayment option. In a declining interest rate environment, the issuer can retire higher cost debt and replace it with lower cost debt (i.e. refinancing a mortgage). When an issuer (borrower) calls, or prepays, the lending institution (the security holder) faces reinvestment risk because it must reinvest the proceeds at lower rates.
 Mortgage backed and other asset backed securities have high reinvestment (or prepayment) risk because in addition to cash
 A) As interest rates fall, the value of a callable bond will exceed that of a similar straight bond.
 B)When yields rise, the value of a callable bond is less sensitive and will exhibit less of a price change than a noncallable bond.
 C) As interest rates decrease, the value to the investor of the call option increases.
 A) the rate of inflation is starting to increase or is expected to do so in the near future.B) stocks are offering abnormally high rates of return.C) the Fed has been aggressively driving up short-term interest rates.
 A) A bond with high reinvestment risk also has high price, or interest rate risk. B) Mortgage backed and asset backed securities have lower reinvestment risk than straight coupon bonds. C) The prepayment option on a mortgage loan benefits the issuer.
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flows from periodic interest payments (like bond coupons), these securities have repayment of principal. The lower the interest rate, the higher chance that the loans underlying these assets will repay in full due to refinancings. A bond, such as a zero coupon bond, can have high interest rate risk (because its single cash flow subjects it to the full amount of discounting when interest rates change) and low reinvestment risk (the single cash flow minimizes prepayment risk).
 This question tested from Session 15, Reading 61, LOS i.
 Question 16 - #97488
 A municipal bond selling at 12% above par offers a yield of 3.2%. A taxable Treasury note selling at an 8% discount offers a yield of 4.6%. An investor in the 32.5% tax bracket wishes to purchase an equal dollar amount of both bonds. The after-tax yield of the two-bond portfolio is closest to:
 Your answer: A was incorrect. The correct answer was B) 3.15%.
 The after-tax yield of the Treasury note is the stated yield times one minus the tax rate, or 4.6% times 67.5%, or 3.1%. To calculate the portfolio yield, take the average after-tax yields of both bonds, which is 3.15%.
 This question tested from Session 15, Reading 63, LOS i.
 Question 17 - #97571
 Which of the following statements concerning taxable bonds is most accurate?
 Your answer: A was incorrect. The correct answer was C) Treasuries have the lowest yields, followed by agencies, then by corporates, which provide the highest returns.
 The difference in yields is largely due to the default risk premium. Treasuries are considered to be default-risk free, while corporate bonds have the highest default risk.
 This question tested from Session 15, Reading 62, LOS h.
 Question 18 - #97820
 A well-off-the-run Treasury security is best described as an issue:
 Your answer: A was correct!
 On-the-run Treasuries are the most recent auctioned by the Treasury. When new issues are brought to market, older issues are called off-the-run issues. After a series of new issues in a given maturity spectrum, older issues of this original maturity are called well-off-the-run issues.
 This question tested from Session 15, Reading 62, LOS b, (Part 2).
 Question 19 - #96838
 A) 4.67%.
 B) 3.15%. C) 2.63%.
 A) Treasuries have the lowest yields, followed by corporates, then by agencies, which provide the highest returns.B) Corporates have the lowest yields, followed by Treasuries, then by corporates, which provide the highest returns.
 C) Treasuries have the lowest yields, followed by agencies, then by corporates, which provide the highest returns.
 A) in a maturity range for which several more recent issues have been auctioned. B) that was traded within the last 12 months but has matured. C) which has a yield that is out of line with similar maturity securities.
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Silhouette Enterprises must make a balloon loan payment of $1,000,000 in 3 years. The firm�s treasurer wants to purchase a bond that will provide funds for repayment and minimize reinvestment risk. Assume the company has the following three investment alternatives (all zero coupon bonds with face values of $1,000,000). Market rates are at 8.0%. All bonds are noncallable and are otherwise similar except as noted. Which bond best meets the treasurer�s requirements?
 Your answer: A was incorrect. The correct answer was C) A 3-year, zero coupon bond priced to yield 8.0%.
 Among the zero-coupon bonds, the one that best matches the loan�s maturity will minimize reinvestment risk. The treasurer will thus prefer the 3-year, zero-coupon bond. If he purchased the 4-year zero-coupon bond, he would have to sell the bond prior to maturity to pay off the loan and would face price risk. The 2-year zero-coupon bond is attractive because of the higher yield. However, the bond matures one year before the loan is due and would expose the firm to reinvestment risk.
 This question tested from Session 15, Reading 61, LOS i.
 Question 20 - #96486
 Which one of the following bonds has the shortest duration?
 Your answer: A was incorrect. The correct answer was C) 8% coupon, 10-year maturity.
 If bonds are identical except for maturity, and coupon, the one with the shortest maturity and highest coupon will have the shortest duration. The rationale for this is similar to that for price volatility. Duration is approximately equal to the point in years where the investor receives half of the present value of the bond's cash flows. Therefore, the earlier the cash flows are received, the shorter the duration.
 The relationship of maturity to duration is direct - the shorter the time to maturity, the shorter the duration. A shorter-term bond pays its cash flows earlier than a longer-term bond, decreasing the duration. Here, one of the 10-year bonds will have the shortest duration.
 The relationship of coupon to duration is indirect - the higher the coupon rate, the shorter the duration. A higher coupon bond pays higher annual cash flows than a lower coupon bond and thus has more influence on duration. Here, the 10-year bond with the highest coupon (8.00%) will have the shortest duration. Note: In addition to having the highest price volatility, zero-coupon bonds have the longest duration (at approximately equal to maturity). This is because zero coupon bonds pay all cash flows in one lump sum at maturity.
 This question tested from Session 15, Reading 61, LOS f.
 Question 21 - #97426
 Suppose that the one-year forward rate starting one year from now is 6%. Which of the following statements is most accurate under the pure expectations hypothesis? The expected:
 Your answer: A was incorrect. The correct answer was B) future one-year spot rate in one year's time is equal to 6%.
 Under the pure expectations hypothesis forward rates are equal to expected future spot rates.
 This question tested from Session 15, Reading 63, LOS c, (Part 1).
 A) A 4-year, zero coupon bond priced to yield 8.5%.
 B) A 2-year, zero-coupon bond priced to yield 9.0%.C) A 3-year, zero coupon bond priced to yield 8.0%.
 A) Zero-coupon, 13-year maturity.B) Zero-coupon, 10-year maturity.C) 8% coupon, 10-year maturity.
 A) future risk premium for short-term bills is 6%.B) future one-year spot rate in one year's time is equal to 6%.
 C) one-year forward rate in one year's time is equal to 6%.
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Question 22 - #97445
 Which of the following bond price calculations is INCORRECT?� An investor would pay:
 Your answer: A was incorrect. The correct answer was B)
 $941.00 for a $1,000 Treasury bond quoted at 94 10/32.
 Bond prices are quoted in 32nds. A quote of 94 10/32 = 94.3125%, for a price of $943.125 for a $1,000 Treasury bond.�
 The other calculations are correct. A quote of 96 27/32 = 96.84, for a price of $9,684.38 for a $10,000 bond. A quote of 95 20/32 = 95.625, for a price of $956.25 for a $1,000 bond.
 This question tested from Session 15, Reading 62, LOS b, (Part 1).
 Question 23 - #97164
 Which of the following statements concerning asset-backed securities (ABSs) is least accurate?
 Your answer: A was incorrect. The correct answer was C) ABSs typically have lower debt ratings than the firm's other borrowings.
 The objective of the firm with an ABS issue typically is to get a higher debt rating (a lower cost of borrowing). Typically, the ABS has a higher debt rating, perhaps because of credit enhancements.
 This question tested from Session 15, Reading 62, LOS i, (Part 2).
 Question 24 - #96969
 Which of the following statements about how the features of a bond impact interest rate risk is FALSE?
 Your answer: A was incorrect. The correct answer was C)
 An inverse relationship between interest rates and bond prices means that the greater the change in interest rates, the less the change in fixed-coupon bond prices.
 The inverse relationship between interest rates and bond prices means that when interest rates increase, fixed-coupon bond prices decrease. In other words, the inverse relationship means that interest rates and bond prices move in opposite directions, it does not infer anything about the magnitude of the change. The relationship between the coupon rate and price volatility (all else equal) is inverse � a greater coupon results in less price volatility. Remember, if you have a problem with this on the examination, keep in mind that a zero-coupon bond has the highest interest rate risk because it delivers all its cash flows at maturity. Since a zero-coupon bond has a 0.00% coupon, a low coupon equates to high price volatility.
 A) $956.25 for a $1,000 corporate bond quoted at 95 20/32. B) $941.00 for a $1,000 Treasury bond quoted at 94 10/32. C) $9,684.38 for a $10,000 Treasury note quoted at 96 27/32.
 A) The asset-backed pool may be overcollateralized to provide a credit enhancement.B) Typical assets to securitize are auto loans and credit card receivables.
 C) ABSs typically have lower debt ratings than the firm's other borrowings.
 A) A lower-coupon bond is more sensitive to interest rate movements than a higher-coupon bond (all else equal). B) Bond price movements depend upon the direction and magnitude of changes in interest rates.
 C)An inverse relationship between interest rates and bond prices means that the greater the change in interest rates, the less the change in fixed-coupon bond prices.
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This question tested from Session 15, Reading 61, LOS c.
 Question 25 - #96473
 The risk that an investor will earn less than the quoted yield-to-maturity on a fixed-coupon bond due to a decrease in interest rates is known as:
 Your answer: A was correct!
 Reinvestment risk is the risk that if rates fall, cash flows will be reinvested at lower rates, resulting in a holding return lower than that expected at purchase. Prepayment risk (and call risk) is the risk that the issuer will repay principal prior to maturity. Prepayments are most likely to occur in a declining interest rate environment because it is cheaper to issue replacement debt. Event risk means that the issuer could face a single event or circumstance that would affect its ability to service/repay the debt. For example, a corporation could suffer an industrial accident.
 This question tested from Session 15, Reading 61, LOS i.
 Question 26 - #97275
 Assuming a flat term structure of interest rates of 5%, the duration of a zero-coupon bond with 5 years remaining to maturity is closest to:
 Your answer: A was incorrect. The correct answer was C) 5.00.
 The duration of a zero coupon bond is approximately equal to its time to maturity.
 This question tested from Session 15, Reading 61, LOS f.
 Question 27 - #96732
 Allcans, an aluminum producer, needs to issue some debt to finance expansion plans, but wants to hedge its bond interest payments against fluctuations in aluminum prices. Jerrod Price, the company�s investment banker, suggests a non-interest rate index floater. This type of bond will provide all the following advantages EXCEPT:
 Your answer: A was correct!
 The coupon rate is set in the bond agreement (indenture) and cannot be changed unilaterally. Non-interest rate indexed floaters are indexed to a commodity price such as oil or aluminum. Business results could be impacted by numerous factors other than aluminum prices. Both of the other choices are true. By linking the coupon payments directly to the price of aluminum (meaning that when aluminum prices increase, the coupon rate increases and vice versa), the non-interest index floater allows Allcans to protect its credit rating during adverse circumstances.
 A) reinvestment risk. B) prepayment risk. C) event risk.
 A) 4.35.B) 3.76.C) 5.00.
 A) the bond agreement allows Allcans to set coupon payments based on business results. B) the bond's coupon rate is linked to the price of aluminum. C) the payment structure helps protect Allcan's credit rating.
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This question tested from Session 15, Reading 60, LOS b, (Part 3).
 Question 28 - #97390
 Which of the following statements regarding federal agency securities is least accurate?
 Your answer: A was incorrect. The correct answer was B) Government sponsored enterprises are owned by the U.S. government and therefore have essentially no credit risk.
 Government sponsored enterprises are privately owned, and therefore investors assume some credit risk. Federally related institutions are agencies owned by the U.S. government which are exempt from SEC registration. Agencies issue debentures, mortgage passthrough securities, or collateralized mortgage obligations (CMO). CMOs are split into tranches, with each tranche having a different claim and risk structure on the pool of cash flows.
 This question tested from Session 15, Reading 62, LOS d.
 Question 29 - #98072
 Support for the revenue bonds comes from:
 Your answer: A was incorrect. The correct answer was B) the net revenues of the underlying project.
 Revenue bonds are serviced by the net income generated from specific income-producing projects (e.g., toll roads).
 This question tested from Session 15, Reading 62, LOS g, (Part 2).
 Question 30 - #96711
 Which of the following statements concerning municipal securities is FALSE?
 Your answer: A was incorrect. The correct answer was C) All interest on municipal securities is tax-exempt at the federal level.
 Some interest on municipal bonds, such as municipal bond issues to build stadiums/arenas, is taxable at the federal level. Note though that most municipal bonds are tax-exempt � taxable munis tend to be the exception rather than the rule.
 This question tested from Session 15, Reading 62, LOS g, (Part 1).
 Question 31 - #96714
 A normally sloped yield curve has a:
 A) Federally related institutions are not required to register their securities with the Securities and Exchange Commission.
 B) Government sponsored enterprises are owned by the U.S. government and therefore have essentially no credit risk.
 C) Debentures and mortgage passthrough securities are two types of securities issued by federal agencies.
 A) the gross revenues of the underlying project.B) the net revenues of the underlying project.C) property taxes based on the project.
 A) Investors may be taxed on any capital gains on municipal securities.B) A moral obligation bond has no legally binding requirement to be repaid.C) All interest on municipal securities is tax-exempt at the federal level.
 A) zero slope. B) positive slope. C) negative slope.
 Page 10 of 44Printable Exams
 25/05/2010http://localhost:20511/online_program/test_engine/printable_answers.php

Page 11
                        

Your answer: A was incorrect. The correct answer was B)
 positive slope.
 A normally shaped yield curve is one in which long-term rates are greater than short-term rates, thus the curve exhibits a positive slope.
 This question tested from Session 15, Reading 63, LOS b.
 Question 32 - #97812
 The liquidity preference theory of the term structure of interest rates implies that the shape of the yield curve should be:
 Your answer: A was incorrect. The correct answer was B) upward-sloping.
 The liquidity preference theory definitely puts upward pressure on the long end of the term structure and, by itself, would lead to an upward-sloping yield curve.
 This question tested from Session 15, Reading 63, LOS c, (Part 2).
 Question 33 - #97295
 Which of the following bonds has the shortest duration? A bond with a:
 Your answer: A was correct!
 All else constant, a bond with a longer maturity will be more sensitive to changes in interest rates. All else constant, a bond with a lower coupon will have greater interest rate risk.
 This question tested from Session 15, Reading 61, LOS f.
 Question 34 - #97727
 Generally speaking, an upward-sloping yield curve can be expected when:
 Your answer: A was incorrect. The correct answer was B) the supply of long-term funds falls short of demand and investors begin to show a preference for more liquid/less risky short-term securities.
 When demand for loanable funds outstrips supply, interest rates can be expected to rise in that (long-term) segment of the market; also, more preference for short-term securities can be expected to drive up long-term rates as the liquidity premium rises. Thus, both circumstances in the answer can be expected to put upward pressure on the long end of the yield curve.
 This question tested from Session 15, Reading 63, LOS c, (Part 2).
 A) variable.B) upward-sloping.C) flat or humped.
 A) 10-year maturity, 10% coupon rate.
 B) 20-year maturity, 6% coupon rate.
 C) 10-year maturity, 6% coupon rate.
 A) the supply of long-term funds falls short of demand.
 B)the supply of long-term funds falls short of demand and investors begin to show a preference for more liquid/less risky short-term securities.
 C)inflationary expectations are beginning to subside and investors begin to show a preference for more liquid/less risky short-term securities.
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Question 35 - #97726
 The six-month spot rate is 4% and the 1 year annualized spot rate is 9% (4.5% on a semiannual basis). Based on the pure expectations theory of interest rates, the implied six-month rate six months from now is closest to:
 Your answer: A was incorrect. The correct answer was C) 5%.
 1r1 = [(1 + R2)2 / (1 + R1)1] - 1 = [(1.045)2/(1.04)1] - 1
 [1.092 / 1.04] - 1 = 0.05
 This question tested from Session 15, Reading 63, LOS c, (Part 2).
 Question 36 - #96932
 A portfolio manager anticipates a major increase in market interest rates. Which trading strategy would be most likely to generate above average returns in a bond investment? Purchasing:
 Your answer: A was correct!
 The price volatility of non-callable bonds is inversely related to the level of market yields. As yields increase, bond prices fall, and the price curve gets flatter. Bond price sensitivity is lowest when yields are high. Longer maturity bonds with lower coupon rates are more sensitive to interest rate risk and their price will decrease more than short term, high coupon rate bonds.
 This question tested from Session 15, Reading 61, LOS c.
 Question 37 - #97809
 Jonathon Silver, CFA, has a client, Alyce Grossberg, whose only current investment requirement is that she wants to buy a premium bond. The required market yield is currently 7.25% at all maturities. Which of the following $1,000 face value bonds should Silver select for Grossberg�s portfolio? A
 Your answer: A was incorrect. The correct answer was C)
 10-year, 8.00% semi-annual coupon bond.
 A bond sells at a premium when the coupon rate is greater than the required market yield. Here, the 10-year, 8.00% semi-annual coupon bond would sell above par, or at a premium. The 15-year, zero-coupon bond priced to yield 9.00% would sell at a discount. Zero-coupon bonds sell at a discount from par, because they pay no coupon. (Coupon rate = 0.00%.) The 10-year, 7.00% semi-annual coupon bond would also sell at a discount, because the coupon rate is less than the required market yield. Note: The information that this is an annual coupon bond is not relevant for this question. For the examination, remember the following relationships:
 A) 6%.B) 4%.C) 5%.
 A) short maturity bonds with high coupon rates.B) bonds that will increase the average duration of the investment portfolio.C) long maturity bonds with low coupon rates.
 A) 15-year, zero-coupon bond priced to yield 9.00%. B) 10-year, 7.00% semi-annual coupon bond. C) 10-year, 8.00% semi-annual coupon bond.
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This question tested from Session 15, Reading 61, LOS b.
 Question 38 - #97176
 An analyst forecasts that spot interest rates will increase more than the increase implied by the current forward interest rates. Under these circumstances:
 Your answer: A was incorrect. The correct answer was C)
 the analyst should establish a bearish bond portfolio.
 Bond prices fall with a rise in interest rates. If realized rates rise more than the associated forward rate implied, then a bearish bond position will be the most beneficial.
 This question tested from Session 15, Reading 63, LOS c, (Part 1).
 Question 39 - #96411
 The refunding provision found in nonrefundable bonds allows bonds to be retired unless:
 Your answer: A was incorrect. The correct answer was C) the funds come from a lower cost bond issue.
 Refunding from a new debt issue at a higher interest rate is not prohibited, however their purchase cannot be funded by the simultaneous issuance of lower coupon bonds.
 This question tested from Session 15, Reading 60, LOS d.
 Question 40 - #98078
 The most important LIBOR rate for funded investors is the:
 Your answer: A was incorrect. The correct answer was B) 1 year or less rate.
 A funded investor is one who borrows to invest. These investors typically borrow short-term and the interest rate on their loan is typically short-term LIBOR plus a margin (e.g. LIBOR plus 30 basis points).
 This question tested from Session 15, Reading 63, LOS j.
 Question 41 - #96476
 Type of Bond Market Yield to Coupon Price to ParPremium Market Yield < Coupon Price> Par
 Par Market Yield = Coupon Price = Par Discount Market Yield> Coupon Price < Par
 A) the analyst should establish a bullish bond portfolio. B) all bond positions earn the same return. C) the analyst should establish a bearish bond portfolio.
 A) the funds come from the sale of new common stock.B) market interest rates have increased substantially.C) the funds come from a lower cost bond issue.
 A) 20 year rate. B) 1 year or less rate.
 C) 10 year rate.
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Which of the following statements about duration of a bond is least accurate?
 Your answer: A was incorrect. The correct answer was B)
 If a bond has an effective duration of 7.5, it means that a 1% change in rates will result in a 7.5% change in price.
 Because of convexity, it will be approximately a 7.5% change in price, not an actual 7.5% change in price. The readings are very explicit about this distinction.
 This question tested from Session 15, Reading 61, LOS f.
 Question 42 - #96949
 A Treasury bond due in one-year has a yield of 8.5%. A Treasury bond due in 5 years has a yield of 9.3%. A bond issued by General Motors due in 5 years has a yield of 9.9%. A bond issued by Exxon due in one year has a yield of 9.4%. The default risk premiums on the bonds issued by Exxon and General Motors are:
 Your answer: A was incorrect. The correct answer was B)
 9.4 − 8.5 = 0.9
 9.9 − 9.3 = 0.6
 This question tested from Session 15, Reading 63, LOS e.
 Question 43 - #98270
 Which of the following statements concerning mortgage-backed securities is most accurate?
 Your answer: A was incorrect. The correct answer was B) Curtailment of a mortgage is a prepayment of less than the full principal.
 Curtailment of a mortgage is a prepayment of less than full principal. The other statements are false. Holders of mortgage-backed securities face reinvestment risk as rates decline. Also, CMO�s prioritize the principal payments on mortgages to different sets of investors � all tranches receive interest payments, but each successive tranche does not receive principal payments until the first is paid off.
 This question tested from Session 15, Reading 62, LOS e, (Part 2).
 Question 44 - #97746
 Which of the following statements regarding separate trading of registered interest and principal of securities (STRIPS) is
 A)The dollar change in price for a 1% change in yield is approximately equal to the product of the duration and the current value of the bond divided by 100.
 B) If a bond has an effective duration of 7.5, it means that a 1% change in rates will result in a 7.5% change in price. C) The duration of a floater is equal to the time to the next reset date.
 Exxon General Motors
 A) 0.1% 0.6%
 B) 0.9% 0.6%C) 0.1% 1.4%
 0.9% 0.6%
 A) As rates rise, mortgage-backed security holders face reinvestment risk.
 B) Curtailment of a mortgage is a prepayment of less than the full principal.
 C) Collateralized Mortgage Obligations (CMOs) prioritize the interest payments on mortgages to different sets of investors.
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TRUE? A 20-year Treasury bond can be used as the basis for:
 Your answer: A was correct!
 A 20-year Treasury bond can be used as the basis for 40 coupon strips and 1 principal strip.
 This question tested from Session 15, Reading 62, LOS c.
 Question 45 - #96551
 Which of the following statements about liquidity risk is least accurate?
 Your answer: A was incorrect. The correct answer was C) Liquidity risk and the bid-ask spread are not relevant to an investor who is planning to hold a security to maturity.
 Even if the investor plans to hold the security until maturity rather than trade it, poor liquidity can have adverse consequences stemming from the need to periodically mark securities to market. When a security has little liquidity, the variation in dealers� bid prices (or a lack of bids) makes valuation more difficult. Bid-ask spreads tend to be narrower for more liquid securities and wider for less liquid securities.
 This question tested from Session 15, Reading 61, LOS k.
 Question 46 - #97701
 Which one of the following alternatives represents the correct series of payments made by a typical 6% U.S. Treasury note with a par value of $100,000 issued today with five years to maturity?
 Your answer: A was incorrect. The correct answer was B)
 Payments for U.S. Treasury bonds and notes are semiannual and are fixed for the life of each bond or note. The coupon rate is quoted on an annual basis but each payment is made on the basis of one half the annual rate multiplied by the maturity or par value.
 This question tested from Session 15, Reading 60, LOS b, (Part 1).
 Question 47 - #96409
 Which of the following statements about refunding and redemption is most accurate?
 A) 40 coupon strips and 1 principal strip.B) 40 principal strips and 1 coupon strip.C) 41 coupon strips.
 A) A lack of liquidity may make it difficult to determine the value of a security.
 B) The bid-ask spread is an indication of the liquidity of a security.
 C) Liquidity risk and the bid-ask spread are not relevant to an investor who is planning to hold a security to maturity.
 Number and size of each intermediate payment Payment made at maturity
 A) 4 annual payments of $6,000 $106,000
 B) 9 semiannual payments of $3,000 $103,000
 C) 9 semiannual payments of $3,000 $100,000
 9 semiannual payments of $3,000 $103,000
 A) Bonds redeemed at the special redemption price are typically redeemed at par.
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Your answer: A was correct!
 This statement is accurate. When bonds are redeemed to comply with a sinking fund provision or because of a property sale mandated by government authority, the redemption prices (typically par value) are referred to as "special redemption prices." When bonds are redeemed under the call provisions specified in the bond indenture, these are known as a regular redemptions and the call prices are referred to as "regular redemption prices."�
 The other statements are false. A sinking fund is a type of redemption, which refers to the retirement of bonds. An investor concerned about premature redemption would prefer a noncallable bond because a noncallable bond cannot be called for any reason. A bond that is callable but nonrefundable can be called for any reason other than refunding. The term refunding specifically means redeeming a bond with funds raised from a new bond issued at a lower coupon rate. A nonrefundable bond can be redeemed with funds from operations or a new equity issue.
 This question tested from Session 15, Reading 60, LOS d.
 Question 48 - #97187
 Credit risk is measured in several ways. The yield differential above the return on a benchmark security measures the:
 Your answer: A was correct!
 The yield differential above the return on a benchmark security measures the credit spread risk. Credit spread risk is also known as the risk premium or spread.
 This question tested from Session 15, Reading 61, LOS j.
 Question 49 - #97634
 Which of the following investors faces the least inflation risk? An investor whose portfolio is concentrated in:
 Your answer: A was correct!
 Inflation risk refers to the possibility that prices of general goods and services will increase in the economy. Empirical evidence shows that equity securities, or stocks, have the least inflation risk of the investments listed here. Since fixed coupon bonds pay a constant coupon, increasing prices erode the buying power associated with bond payments. Fixed-rate certificates of deposit have high inflation risk.
 This question tested from Session 15, Reading 61, LOS m.
 Question 50 - #97583
 Which of the following statements concerning corporate bonds is most accurate? The denomination is usually:
 B)An investor concerned about premature redemption is indifferent between a noncallable bond and a nonrefundable bond.
 C) A sinking fund is an example of refunding.
 A) credit spread risk. B) default risk. C) recovery rate.
 A) equity securities. B) long-term treasury bonds. C) fixed-rate certificates of deposit.
 A) $1,000, and the maturities usually range from 10 to 20 years.
 B) $100,000, and the maturities usually range from 5 to 10 years.
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Your answer: A was incorrect. The correct answer was C) $1,000, and the maturities usually range from 5 to 10 years.
 Corporate bonds usually have a face value of $1,000 and mature between 5 and 10 years.
 This question tested from Session 15, Reading 62, LOS h.
 Question 51 - #97054
 Which of the following five year bonds has the highest interest rate sensitivity?
 Your answer: A was incorrect. The correct answer was B) Zero-coupon bond.
 The duration of a zero-coupon bond is equal to its time to maturity. Its price is greatly affected by changes in interest rates because its only cash-flow is at maturity and is discounted from the time at maturity until the present.
 This question tested from Session 15, Reading 61, LOS c.
 Question 52 - #96412
 Which of the following statements about the early retirement of debt is least accurate?
 Your answer: A was incorrect. The correct answer was C) When bonds are redeemed under sinking fund provisions, the call price is known as the "regular redemption price."
 When bonds are redeemed to comply with sinking fund provisions, the call price is known as the �special redemption price.� When bonds are redeemed according to the call provisions specified in the bond indenture, the call price is known as �regular redemption price.�
 This question tested from Session 15, Reading 60, LOS d.
 Question 53 - #97428
 Which of the following statements about special purpose vehicles (SPVs) is most accurate?
 Your answer: A was incorrect. The correct answer was B) If bankruptcy occurs, a judge could rule that the SPVs assets can be considered general assets of the corporation.
 Legal experts believe this is unlikely, but the issue is still a bit ambiguous legally.
 This question tested from Session 15, Reading 62, LOS i, (Part 1).
 C) $1,000, and the maturities usually range from 5 to 10 years.
 A) Floating rate bond.
 B) Zero-coupon bond.
 C) Option-free 5% coupon bond.
 A) Noncallable bonds generally cannot be retired for any reason prior to maturity.
 B)Non-refundable bonds prohibit a company from calling an issue financed by the proceeds of a lower cost refunding bond issue.
 C) When bonds are redeemed under sinking fund provisions, the call price is known as the "regular redemption price."
 A) SPVs do not legally own the assets of the asset backed pool.B) If bankruptcy occurs, a judge could rule that the SPVs assets can be considered general assets of the corporation.C) SPVs are used exclusively for asset backed transactions.
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Question 54 - #97234
 Given that the coupon rate of a bond is higher than the market interest rate on bonds with similar maturities and payment structures, the bond will be trading:
 Your answer: A was incorrect. The correct answer was C) at a premium.
 If the bond provides investors with a higher coupon rate than the market interest rate the bond has to be trading at a premium relative to its par value otherwise there is an arbitrage opportunity.
 This question tested from Session 15, Reading 61, LOS b.
 Question 55 - #97768
 Which one of the following combinations represents an accurate classification of security owner options and security issuer options?
 Your answer: A was incorrect. The correct answer was B)
 A floor sets a minimum coupon rate for a floating-rate bond and protects the security owner from decreases in rates. A prepayment option is included in many amortizing securities and allows the holder of the option to make additional payments against outstanding principal.
 This question tested from Session 15, Reading 60, LOS b, (Part 1).
 Question 56 - #96851
 Which of the following statements relating to reinvestment risk for bonds is TRUE?
 Your answer: A was incorrect. The correct answer was C) Zero coupon bonds have no reinvestment risk over their term.
 This statement is true only if the investor holds the bond until maturity. Reinvestment risk means that a bond investor risks having to reinvest bond cash flows (both coupon and principal) at a rate lower than the promised yield. Reinvestment risk increases with longer maturities and higher coupons, and decreases for shorter maturities and lower coupons. While a bond investor can eliminate price risk by holding a bond until maturity, he usually cannot eliminate bond reinvestment risk. One exception is zero-coupon bonds, since these bonds deliver payments in one lump sum at maturity. There are no payments over the life to reinvest.
 The statement, "Long-term bonds should be purchased if the investor anticipates higher reinvestment rates," should read, "Short-term bonds...".If an investor expects interest rates to rise, he would want a bond with a shorter maturity so that he received his cash flows sooner and could reinvest at the higher rate. Also, there is less prepayment risk with shorter maturities.
 A) at a discount.B) at par value.C) at a premium.
 Security Owner Options Security Issuer Options
 A) A call provision� A prepayment option
 B) A floor A prepayment option
 C) A cap An accelerated sinking fund
 A floor A prepayment option
 A) Long-term bonds should be purchased if the investor anticipates higher reinvestment rates.
 B)Unless the reinvestment rate equals the yield to maturity, the holding period return will be less than the yield to maturity.
 C) Zero coupon bonds have no reinvestment risk over their term.
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The statement that begins, "Unless the reinvestment rate...," is partially true. However, the holding period return (covered in a later LOS) could be less or greater than the original yield to maturity (YTM). Over the investor's holding period, interest rates are likely to fluctuate both up and down; at some points the investor will reinvest at a higher rate than the original YTM and sometimes he will reinvest at a lower rate.
 This question tested from Session 15, Reading 61, LOS i.
 Question 57 - #96846
 Which of the following statements regarding zero-coupon bonds and spot interest rates is most accurate?
 Your answer: A was incorrect. The correct answer was B) A coupon bond can be viewed as a collection of zero-coupon bonds.
 Zero-coupon bonds are quite special. Because zero-coupon bonds have no coupons (all of the bond�s return comes from price appreciation), investors have no uncertainty about the rate at which coupons will be invested. Spot rates are defined as interest rates used to discount a single cash flow to be received in the future. Any bond can be viewed as the sum of the present value of its individual cash flows where each of those cash flows are discounted at the appropriate zero-coupon bond spot rate.
 This question tested from Session 15, Reading 60, LOS b, (Part 2).
 Question 58 - #97674
 Which of the following statements concerning coupon rate structures is least accurate?
 Your answer: A was incorrect. The correct answer was C) Accrual bonds, like zero-coupon bonds, always sell at a discount to face value.
 Accrual bonds, unlike zero-coupon bonds, do not always sell at a discount to face value. The interest accrues forward and thus the bonds are likely to sell for more than face value.
 This question tested from Session 15, Reading 60, LOS b, (Part 2).
 Question 59 - #96452
 Most often the initial call price of a bond is its:
 Your answer: A was incorrect. The correct answer was C) principal plus a premium.
 Customarily, when a bond is called on the first permissible call date, the call price represents a premium above the par value. If the bonds are not called entirely or not called at all, the call price declines over time according to a schedule. For example, a call schedule may specify that a 20-year bond issue can be called after 5 years at a price of 110. Thereafter, the call price declines by a dollar a year until it reaches 100 in the fifteenth year, after which the bonds can be called at par.
 This question tested from Session 15, Reading 60, LOS d.
 A) Price appreciation creates only some of the zero-coupon bond's return.
 B) A coupon bond can be viewed as a collection of zero-coupon bonds.
 C) Spot interest rates will never vary across time.
 A) Accrual bonds have only one cash inflow at maturity.
 B) Zero-coupon bonds have only one cash inflow at maturity.
 C) Accrual bonds, like zero-coupon bonds, always sell at a discount to face value.
 A) par value plus one year's interest.B) par value.C) principal plus a premium.
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Question 60 - #96996
 The risk that relates to the amount and timing of cash flows from a mortgage is known as:
 Your answer: A was correct!
 Default risk is the risk that the borrower will not pay back the amounts borrowed. Liquidity risk deals with the ability to sell a security easily at a fair price.
 This question tested from Session 15, Reading 62, LOS e, (Part 2).
 Question 61 - #95721
 Negative convexity is most likely to be observed in:
 Your answer: A was correct!
 All noncallable bonds exhibit the trait of being positively convex and callable bonds have a negative convexity.� Callable bonds have a negative convexity because once the yield falls below a certain point, as yields fall, prices will rise at a decreasing rate, thus giving the curve a negative convex shape.
 This question tested from Session 16, Reading 66, LOS c.
 Question 62 - #95771
 The price value of a basis point (PVBP) for a 18 year, 8% annual pay bond with a par value of $1,000 and yield of 9% is closest to:
 Your answer: A was incorrect. The correct answer was C) $0.82.
 PVBP = initial price � price if yield changed by 1 bps.
 PVBP = 912.44375 � 911.6271 = 0.82 PVBP is always the absolute value.
 This question tested from Session 16, Reading 66, LOS i.
 A) prepayment risk.B) liquidity risk.C) default risk.
 A) callable bonds. B) zero coupon bonds. C) treasury bonds.
 A) $0.80.B) $0.44.C) $0.82.
 Initial price: Price with change: FV = 1000 FV = 1000 PMT = 80 PMT = 80 N = 18 N = 18 I/Y = 9% I/Y = 9.01 CPT PV = 912.44375 CPT PV = 911.6271
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Question 63 - #95696
 The price of a bond is equal to $101.76 if the term structure of interest rates is flat at 5%. The following bond prices are given for up and down shifts of the term structure of interest rates. Using the following information what is the approximate percentage price change of the bond using effective duration and assuming interest rates decrease by 0.5%?
 Bond price: $98.46 if term structure of interest rates is flat at 6% Bond price: $105.56 if term structure of interest rates is flat at 4%
 Your answer: A was incorrect. The correct answer was B) 1.74%.
 The effective duration is computed as follows:
 Using the effective duration, the approximate percentage price change of the bond is computed as follows:
 Percent price change = -3.49 × (-0.005) × 100 = 1.74%
 This question tested from Session 16, Reading 66, LOS d, (Part 2).
 Question 64 - #96058
 The yield to maturity on an annual-pay bond 5.6%, what is the bond equivalent yield for this bond?
 Your answer: A was correct!
 The bond-equivalent yield is computed as follows:
 Bond-equivalent yield = 2[(1 + 0.056)0.5 � 1] = 5.52%
 This question tested from Session 16, Reading 65, LOS d.
 Question 65 - #95819
 Which of the following is a limitation of the portfolio duration measure? Portfolio duration only considers:
 Your answer: A was incorrect. The correct answer was B) a linear approximation of the actual price-yield function for the portfolio.
 Duration is a linear approximation of a nonlinear function. The use of market values has no direct effect on the inherent limitation of the portfolio duration measure. Duration assumes a parallel shift in the yield curve, and this is an additional limitation.
 This question tested from Session 16, Reading 66, LOS f, (Part 2).
 A) 0.174%.B) 1.74%.C) 0.0087%.
 A) 5.52%.
 B) 5.43%.
 C) 5.60%.
 A) the market values of the bonds.
 B) a linear approximation of the actual price-yield function for the portfolio.
 C) a nonparallel shift in the yield curve.
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Question 66 - #95866
 Consider a 5-year, semiannual, 10% coupon bond with a maturity value of 1,000 selling for $1,081.11. The first call date is 3 years from now and the call price is $1,030. What is the yield-to-call?
 Your answer: A was incorrect. The correct answer was C) 7.82%.
 N = 6; PMT = 50; FV = 1,030; PV = $1,081.11; CPT → I = 3.91054
 3.91054 × 2 = 7.82
 This question tested from Session 16, Reading 65, LOS b, (Part 1).
 Question 67 - #95906
 Which of the following statements concerning the current yield is CORRECT? It:
 Your answer: A was correct!
 The current yield of a bond only considers interest income. The capital gains/losses and reinvestment income are not considered. The formula for current yield is the annual cash coupon payment divided by the bond price.
 This question tested from Session 16, Reading 65, LOS b, (Part 1).
 Question 68 - #95745
 Why should effective duration, rather than modified duration, be used when bonds contain embedded options?
 Your answer: A was correct!
 Modified duration assumes that the cash flows on the bond will not change (i.e., that we are dealing with non-callable bonds). This greatly differs from effective duration, which considers expected changes in cash flows that may occur for bonds with embedded options.
 This question tested from Session 16, Reading 66, LOS e, (Part 2).
 Question 69 - #96152
 The price and yield on a bond have:
 A) 7.28%.
 B) 3.91%.
 C) 7.82%.
 A) is of great interest to conservative bond investors seeking current income. B) is of great interest to aggressive bond investors seeking capital gains. C) can be deteremined by dividing coupon income by the face value of a bond.
 A) Effective duration considers expected changes in cash flows. B) Modified duration considers expected changes in cash flows. C) Either could be used if the bond has embedded options.
 A) positive relation.
 B) no relation.
 C) inverse relation.
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Your answer: A was incorrect. The correct answer was C) inverse relation.
 Interest rates and a bond's price have an inverse relationship. If interest rates increase the bond price will decrease and if interest rates decrease the bond price will increase.
 This question tested from Session 16, Reading 64, LOS c.
 Question 70 - #95840
 An analyst has obtained the following Treasury data for bonds currently trading at their par values:
 Using the method of bootstrapping, which of the following is closest to the theoretical Treasury spot rate curve?
 Your answer: A was incorrect. The correct answer was C)
 The bond with six months left to maturity has a semiannual discount rate of 0.04 / 2 = 0.02 or 4% on an annual bond equivalent yield (BEY) basis. Since the bond will only make a single payment of 102 in six months, the YTM is the spot rate for cash flows to be received six months from now.
 The one-year bond will make two payments, one in six months of 2.50 and one in one year of 102.50. We can solve for the one-year spot rate in the equation:
 where S1.0 is the annualized 1-year spot rate.
 Solving we get: S1.0 = 5.01256%.
 Using the 6-month and 1-year spot rates, we can use the same approach to find the 18-month spot rate from the equation:
 where S1.5 is the annualized 18-month spot rate.
 Solving we get: S1.5 = 6.04072%.
 This question tested from Session 16, Reading 65, LOS e, (Part 1).
 Question 71 - #96102
 Given a required yield to maturity of 6%, what is the intrinsic value of a semi-annual pay coupon bond with an 8% coupon and
 Maturity Coupon Price
 6 months 4% 100
 1 year 5% 100
 18 months 6% 100
 6-month spot rate 1-year spot rate 18-month spot rate
 A) 4.00% 5.0126% 6.2333%
 B) 2.00% 5.3501% 6.0407%
 C) 4.00% 5.0126% 6.0407%
 4.00% 5.0126% 6.0407%
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15 years remaining until maturity?
 Your answer: A was correct!
 This problem can be solved most easily using your financial calculator. Using semiannual payments, I = 6/2 = 3%; PMT = 80/2 = $40; N = 15 × 2 = 30; FV = $1,000; CPT → PV = $1,196.
 This question tested from Session 16, Reading 64, LOS c.
 Question 72 - #96036
 Consider a 6-year $1,000 par bond priced at $1,011. The coupon rate is 7.5% paid semiannually. Six-year bonds with comparable credit quality have a yield to maturity (YTM) of 6%. Should an investor purchase this bond?
 Your answer: A was incorrect. The correct answer was B) Yes, the bond is undervalued by $64.
 FV = 1,000 PMT = 37.5 N = 12 I/Y = 3% CPT PV = 1,074.66 1,074.66 � 1,011 = 64
 This question tested from Session 16, Reading 65, LOS d.
 Question 73 - #95930
 Assume that an option-free 5% coupon bond with annual coupon payments has two years to maturity. A callable bond that is the same in every respect as the option-free bond is priced at 91.76. With the term structure flat at 6% what is the value of the embedded call option?
 Your answer: A was correct!
 The option value is the difference between the option-free bond price and the corresponding callable bond price.
 The value of the option free bond is computed as follows: PMT = 5; N = 2; FV = 100; I = 6; CPT → PV = -98.17(ignore sign).
 The option value = 98.17 � 91.76 = 6.41.
 This question tested from Session 16, Reading 64, LOS c.
 Question 74 - #96090
 Suppose you have a two-security portfolio containing bonds A and B. The book value of bond A is $20 and the market value is $35. The book value of bond B is $40 and the market value is $50. The duration of bond A is 4.7 and the duration of bond B is 5.9. Which of the following amounts is closest to the duration of the portfolio?
 A) $1,196.B) $1,095.
 C) $1,202.
 A) Yes, the bond is undervalued by $38.B) Yes, the bond is undervalued by $64.C) No, the bond is overvalued by $64.
 A) 6.41.B) -8.24.
 C) 4.58.
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Your answer: A was incorrect. The correct answer was B) 5.4.
 Market values (not book values) should be used to calculate effective portfolio duration.
 (35/85 × 4.7) + (50/85 × 5.9) = 5.41
 This question tested from Session 16, Reading 66, LOS f, (Part 1).
 Question 75 - #95878
 If a bond has a convexity of 120 and a modified duration of 10, what is the convexity adjustment associated with a 25 basis point interest rate decline?
 Your answer: A was incorrect. The correct answer was B) +0.075%.
 Convexity adjustment: +(C) (∆i)2
 Con adj = +(120)(-0.0025)(-0.0025) = +0.000750 or 0.075%
 This question tested from Session 16, Reading 66, LOS g, (Part 2).
 Question 76 - #95674
 The price of a bond is equal to $101.76 if the term structure of interest rates is flat at 5%. The following bond prices are given for up and down shifts of the term structure of interest rates. Using the following information what is the effective duration of the bond?
 Bond price: $98.46 if term structure of interest rates is flat at 6% Bond price: $105.56 if term structure of interest rates is flat at 4%
 Your answer: A was incorrect. The correct answer was C) 3.49.
 The effective duration is computed as follows:
 This question tested from Session 16, Reading 66, LOS d, (Part 1).
 Question 77 - #95680
 For a given change in yields, the difference between the actual change in a bond�s price and that predicted using the duration measure will be greater for:
 A) 5.5.
 B) 5.4.
 C) 5.3.
 A) -2.875%.B) +0.075%.
 C) -2.125%.
 A) 1.56.
 B) 1.74.
 C) 3.49.
 Effective duration =
 105.56 − 98.46 = 3.49
 2 × 101.76 × 0.01
 A) a bond with less convexity.
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Your answer: A was incorrect. The correct answer was B)
 a bond with greater convexity.
 Duration is a linear measure of the relationship between a bond�s price and yield. The true relationship is not linear as measured by the convexity. When convexity is higher, duration will be less accurate in predicting a bond�s price for a given change in interest rates. Short-term bonds generally have low convexity.
 This question tested from Session 16, Reading 66, LOS g, (Part 1).
 Question 78 - #95920
 If a bond's coupon is greater than the prevailing market rate on new issues, the bond is called a:
 Your answer: A was incorrect. The correct answer was C)
 premium bond.
 When the coupon rate on a bond is higher than the prevailing market rate the bond will be selling at a premium. This occurs because the bonds price will be higher than the face value because as interest rate goes down price goes up.
 This question tested from Session 16, Reading 64, LOS c.
 Question 79 - #96121
 An investor purchased a 6-year annual interest coupon bond one year ago. The coupon rate of interest was 10% and par value was $1,000. At the time she purchased the bond, the yield to maturity was 8%. The amount paid for this bond one year ago was:
 Your answer: A was incorrect. The correct answer was C) $1,092.46.
 N = 6 PMT = (0.10)(1,000) = 100 I = 8 FV = 1,000 PV = ? PV = 1,092.46
 This question tested from Session 16, Reading 64, LOS c.
 Question 80 - #96117
 What value would an investor place on a 20-year, $1,000 face value, 10% annual coupon bond, if the investor required a 9% rate of return?
 B) a bond with greater convexity. C) a short-term bond.
 A) discount bond. B) term bond. C) premium bond.
 A) $1,125.53.B) $1,198.07.C) $1,092.46.
 A) $1,091.
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Your answer: A was correct!
 N = 20; I/Y = 9; PMT = 100 (0.10 × 1,000); FV = 1,000; CPT → PV = 1,091.
 This question tested from Session 16, Reading 64, LOS c.
 Question 81 - #95958
 An investor purchased a 6-year annual interest coupon bond one year ago. The coupon interest rate was 10% and the par value was $1,000. At the time he purchased the bond, the yield to maturity was 8%. If he sold the bond after receiving the first interest payment and the yield to maturity continued to be 8%, his annual total rate of return on holding the bond for that year would have been:
 Your answer: A was correct!
 Purchase price N = 6, PMT = 100, FV = 1,000, I = 8
 compute PV = 1,092.46
 Sale price N = 5, PMT = 100, FV = 1,000, I = 8
 compute PV = 1,079.85
 % return = [(1,079.85 - 1,092.46 + 100) / 1,092.46] x 100 = 8%
 This question tested from Session 16, Reading 65, LOS a.
 Question 82 - #95957
 Assume that a straight bond has a duration of 1.89 and a convexity of 15.99. If interest rates decline by 1% what is the total estimated percentage price change of the bond?
 Your answer: A was incorrect. The correct answer was B) 2.05%.
 The total percentage price change estimate is computed as follows:
 Total estimated price change = -1.89 × (-0.01) × 100 + 15.99 × (-0.01)2 × 100 = 2.05%
 This question tested from Session 16, Reading 66, LOS g, (Part 2).
 Question 83 - #95923
 Which statement describes a premium bond and discount bond?
 B) $920.
 C) $879.
 A) 8.00%. B) 7.82%. C) 9.95%.
 A) 1.56%.B) 2.05%.C) 1.89%.
 Premium bond Discount bond
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Your answer: A was incorrect. The correct answer was B)
 If the coupon rate > market yield, then bond will sell at a premium. If the coupon rate < market yield, then bond will sell at a discount. If the coupon rate = market yield, then bond will sell at par. In addition, if the bond is selling at a premium, the current yield will be between the coupon rate and market rate.
 This question tested from Session 16, Reading 65, LOS b, (Part 1).
 Question 84 - #96093
 Which of the following statements concerning arbitrage-free bond prices is FALSE?
 Your answer: A was incorrect. The correct answer was B)
 It is not possible to strip coupons from U.S. Treasuries and resell them.
 It is possible to both strip coupons from U.S. Treasuries and resell them, as well as to aggregate stripped coupons and reconstitute them into U.S. Treasury coupon bonds. Therefore, arbitrage arguments ensure that U.S. Treasury securities sell at or very near their arbitrage free values. For valuing non-Treasury securities, a credit spread is added to each treasury spot yields. The credit spread is a function of default risk and the term to maturity.
 This question tested from Session 16, Reading 64, LOS f, (Part 1).
 Question 85 - #95939
 A coupon bond pays annual interest, has a par value of $1,000, matures in 4 years, has a coupon rate of $100, and a yield to maturity of 12%. The current yield on this bond is:
 Your answer: A was incorrect. The correct answer was C) 10.65%.
 FV = 1,000; N = 4; PMT = 100; I = 12; CPT → PV = 939.25.
 Current yield = coupon / current price
 100 / 939.25 × 100 = 10.65
 This question tested from Session 16, Reading 65, LOS b, (Part 1).
 Question 86 - #95888
 A) Coupon rate > current yield < yield-to-maturity
 Coupon rate < current yield < yield-to-maturity
 B) Coupon rate > current yield > yield-to-maturity
 Coupon rate < current yield < yield-to-maturity
 C) Coupon rate < current yield > yield-to-maturity
 Coupon rate < current yield < yield-to-maturity
 Coupon rate > current yield > yield-to-maturity
 Coupon rate < current yield < yield-to-maturity
 A) Credit spreads are affected by time to maturity. B) It is not possible to strip coupons from U.S. Treasuries and resell them. C) The determination of spot rates is usually done using risk-free securities.
 A) 11.25%.
 B) 9.50%.C) 10.65%.
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To estimate the actual return of a bond when a callable bond's market price is higher than par use:
 Your answer: A was incorrect. The correct answer was B) YTC.
 To estimate the return at the point of a call the yield to call (YTC) measure is used.� This is different than the YTM because the YTC uses the call price as the future value and uses the time to first call instead of the time to maturity.
 This question tested from Session 16, Reading 65, LOS b, (Part 1).
 Question 87 - #95904
 Given the following spot and forward rates, how much should an investor pay for a 3-year, annual zero-coupon bond with a face value of $1,000?
 � One-year spot rate at 3.5% � The 1-year forward rate 1 year from today is 11.5% � The 1-year forward rate 2 years from today is 19.75%
 The investor should pay approximately:
 Your answer: A was incorrect. The correct answer was C) $724.
 The yield to maturity on an N-year zero coupon bond is equivalent to the N-year spot rate. Thus, to determine the present value of the zero-coupon bond, we need to calculate the 3-year spot rate.
 Using the formula: (1 + Z3)3 = (1 + 1f0) × (1 + 1f1) × (1 + 1f2)
 Where Z = spot rate and nfm = The n year rate m periods from today, (1f0 = the 1 year spot rate now)
 (1 + Z3)3 = (1.035) × (1.115) × (1.1975)
 Z3 = 1.38191/3 − 1 = 0.11386, or 11.39%
 Then, the value of the zero coupon bond = 1,000 / (1.1139)3 = 723.62, or approximately $724.
 or, using a financial calculator, N = 3; I/Y = 11.39; FV = 1,000; PMT = 0; CPT → PV = 723.54, or approximately $724.
 This question tested from Session 16, Reading 65, LOS h, (Part 1).
 Question 88 - #95681
 A bond with a yield to maturity of 8.0% is priced at 96.00. If its yield increases to 8.3% its price will decrease to 94.06. If its yield decreases to 7.7% its price will increase to 98.47. The effective duration of the bond is closest to:
 Your answer: A was correct!
 A) YTM.B) YTC.
 C) HPR.
 A) $720.
 B) $884.
 C) $724.
 A) 7.66. B) 2.75. C) 4.34.
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The change in the yield is 30 basis points.
 Duration = (98.47 − 94.06) / (2 × 96.00 × 0.003) = 7.6563.
 This question tested from Session 16, Reading 66, LOS d, (Part 1).
 Question 89 - #95758
 Given that the one-year spot rate is 5.76% and the 1.5-year spot rate is 6.11%, assuming semiannual compounding what is the six-month forward rate starting one year from now?
 Your answer: A was incorrect. The correct answer was C) 6.81%.
 The forward rate is computed as follows:
 This question tested from Session 16, Reading 65, LOS h, (Part 1).
 Question 90 - #95675
 If bond prices fall 5% in response to a 0.5% increase in interest rates, what is the bond's effective duration?
 Your answer: A was incorrect. The correct answer was C) +10.
 Approximate percentage price change of a bond = - (duration) (delta y) = -5 = - (duration) (0.5) = 10.
 This question tested from Session 16, Reading 66, LOS d, (Part 1).
 Question 91 - #95919
 What is the probable change in price of a 30-year semiannual 6.5% coupon, $1000 par value bond yielding 8% when the nominal risk-free rate changes from 5% to 4%?
 Your answer: A was correct!
 Price at 8% is N = 60, FV = $1,000, I = 4%, PMT = $32.50, CPT PV = $830.32; price at 7% is N = 60, FV = $1,000, I = 3.5%, FV = $1,000, CPT PV = $937.64. Change in price is $107.31.
 A) 7.04%.B) 6.97%.C) 6.81%.
 A) -5.B) -10.C) +10.
 A) $107.31. B) $98.83.C) $106.34.
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This question tested from Session 16, Reading 64, LOS c.
 Question 92 - #96099
 If market rates do not change, as time passes the price of a zero-coupon bond will:
 Your answer: A was correct!
 A bond's value may differ substantially from it's maturity value prior to maturity.� But as maturity draws nearer the bond's value converges to it's maturity value.� This statement is true for regular bonds as well as zero-coupon bonds.�
 This question tested from Session 16, Reading 64, LOS d.
 Question 93 - #95855
 Which of the following bonds experience the greatest precentage price change when the market interest rates rise?
 Your answer: A was incorrect. The correct answer was C) A low coupon, long maturity bond.
 There are three features that determine the magnitude of the bond price volatility:
 1. The lower the coupon, the greater the bond price volatility. 2. The longer the term to maturity, the greater the price volatility. 3. The lower the initial yield, the greater the price volatility.
 According to these three features the greatest price change will come from the bond with a low coupon and long maturity.
 This question tested from Session 16, Reading 66, LOS b.
 Question 94 - #96110
 Consider a 10%, 10-year bond sold to yield 8%. One year passes and interest rates remained unchanged (8%). What will have happened to the bond's price during this period?
 Your answer: A was incorrect. The correct answer was C) It will have decreased.
 The bond is sold at a premium, as time passes the bond�s price will move toward par. Thus it will fall.
 N = 10; FV = 1,000; PMT = 100; I = 8; CPT → PV = 1,134
 N = 9; FV = 1,000; PMT = 100; I = 8; CPT → PV = 1,125
 A) approach par.B) approach the purchase price.C) approach zero.
 A) A high coupon, long maturity bond.
 B) A low coupon, short maturity bond.C) A low coupon, long maturity bond.
 A) It will have increased.
 B) It will have remained constant.
 C) It will have decreased.
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This question tested from Session 16, Reading 64, LOS c.
 Question 95 - #96108
 An investor gathers the following information about three U.S. Treasury annual coupon bonds:
 If bond price converge to their arbitrage-free value, what should happen to the price of Bond #3?
 Your answer: A was correct!
 Currently, an arbitrage opportunity exists with the three bonds. An investor could purchase Bonds #2 and #3 and sell Bond #1 for an arbitrage-free profit of $23.81 (10,000 + -476.19 + -9,500). This action will result in positive income today in return for no future obligation � an arbitrage opportunity. Hence, buying pressure on Bond #3 should increase its value to the point where the arbitrage opportunity would cease to exist.
 This question tested from Session 16, Reading 64, LOS f, (Part 1).
 Question 96 - #95826
 Holding other factors constant, the interest rate risk of a coupon bond is higher when the bond's:
 Your answer: A was incorrect. The correct answer was C)
 yield to maturity is lower.
 There are three features that determine the magnitude of the bond price volatility:
 1. The lower the coupon, the greater the bond price volatility. 2. The longer the term to maturity, the greater the price volatility. 3. The lower the initial yield, the greater the price volatility.
 In this case the only determinant that will cause a higher interest rate risk is having a low yield to maturity (initial yield). A higher coupon yield and a higher current yield will cause for lower interest rate risk.
 This question tested from Session 16, Reading 66, LOS a.
 Question 97 - #96055
 All else being equal, which of the following bond characteristics will lead to lower levels of coupon reinvestment risk?
 � Bond #1 Bond #2 Bond #3
 Maturity 2-year 1-year 2-year
 Price $10,000 $476.19 $9,500
 Coupon 5% 0% 0%
 Par Value $10,000 $500 $10,500
 Misvaluation $0 $0 ?
 A) Buying pressure should increase its value. B) Buying pressure should decrease its value. C) Selling pressure should decrease its value.
 A) current yield is higher. B) coupon rate is higher. C) yield to maturity is lower.
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Your answer: A was incorrect. The correct answer was B)
 Shorter maturities and lower coupon levels.
 Other things being equal, the amount of reinvestment risk embedded in a bond will decrease with lower coupons because the there will be a lesser dollar amount to reinvest and with shorter maturities because the reinvestment period is shorter.
 This question tested from Session 16, Reading 65, LOS c, (Part 2).
 Question 98 - #96098
 An investor gathered the following information on two zero-coupon bonds:
 1-year, $800 par, zero-coupon bond valued at $762 2-year, $10,800 par, zero-coupon bond valued at $9,796
 Given the above information, how much should an investor pay for a $10,000 par, 2-year, 8%, annual-pay coupon bond?
 Your answer: A was incorrect. The correct answer was C)
 $10,558.
 A coupon bond can be viewed simply as a portfolio of zero-coupon bonds. The value of the coupon bond should simply be the summation of the present values of the two zero-coupon bonds. Hence, the value of the 2-year annual-pay bond should be $10,558 ($762 + $9,796).
 This question tested from Session 16, Reading 64, LOS c.
 Question 99 - #96087
 Janet Preen is considering buying a 10-year zero-coupon bond that has a $1,000 face value and is priced to yield 7.25% (semi-annual compounding). What price will Janet pay for the bond?
 Your answer: A was correct!
 N = 10 × 2 = 20; I/Y = 7.25/2 = 3.625; PMT = 0; FV = 1,000; Compute PV = 490.58 or $1,000/(1.03625)20 = $490.58.
 This question tested from Session 16, Reading 64, LOS e.
 Question 100 - #95807
 With market interest rates at 6%, an analyst observes a 5-year, 5% coupon, $1,000 par value callable bond selling
 A) Longer maturities and higher coupon levels. B) Shorter maturities and lower coupon levels. C) Shorter maturities and higher coupon levels.
 A) $9,796. B) $10,000. C) $10,558.
 A) $490.58.B) $496.62.C) $1,000.00.
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for $950. At the same time the analyst observes a non-callable bond, identical in all other respects to the callable bond, selling for $980. The analyst should estimate that the value of the call option on the callable bond is closest to:
 Your answer: A was incorrect. The correct answer was C) $30.
 The difference in price between the two bonds is the value of the option: $980 − $950 = $30.
 This question tested from Session 16, Reading 66, LOS b.
 Question 101 - #96083
 A 3-year option-free bond (par value of $1,000) has an annual coupon of 9%. An investor determines that the spot rate of year 1 is 6%, the year 2 spot rate is 12%, and the year 3 spot rate is 13%. Using the arbitrage-free valuation approach, the bond price is closest to:
 Your answer: A was incorrect. The correct answer was B) $912.
 We can calculate the price of the bond by discounting each of the annual payments by the appropriate spot rate and finding the sum of the present values. Price = [90 / (1.06)] + [90 / (1.12)2] + [1,090 / (1.13)3] = 912. Or, in keeping with the notion that each cash flow is a separate bond, sum the following transactions on your financial calculator:
 N = 1; I/Y = 6.0; PMT = 0; FV = 90; CPT → PV = 84.91 N = 2; I/Y = 12.0; PMT = 0; FV = 90; CPT → PV = 71.75 N = 3; I/Y = 13.0; PMT = 0; FV = 1,090; CPT → PV = 755.42
 Price = 84.91 + 71.75 + 755.42 = $912.08.
 This question tested from Session 16, Reading 64, LOS f, (Part 1).
 Question 102 - #95978
 Corinne Mueller is explaining how to derive the theoretical Treasury spot rate curve from the prices of Treasury coupon bonds. She states the following:
 Statement 1: To calculate a theoretical Treasury spot rate curve from the yields on coupon bonds, we must know at least two actual Treasury spot rates.
 Statement 2: To compute the theoretical 3-year Treasury spot rate, first determine the spot rates for each of the bond�s coupon periods from 0.5 to 2.5 years. Discount each coupon payment to its present value using the theoretical spot rate for each period. The theoretical 3-year spot rate is the discount rate on the final coupon and principal payment that sets the sum of the present values of all the bond�s cash flows equal to its price.
 With respect to Mueller�s statements:
 Your answer: A was incorrect. The correct answer was C) only one is correct.
 A) $50.
 B) $20.
 C) $30.
 A) $1,080.
 B) $912.C) $968.
 A) both are correct.
 B) both are incorrect.
 C) only one is correct.
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Statement 1 is incorrect. If we know one actual spot rate, we can calculate the theoretical spot rate for the next longer period. With these two spot rates we can calculate the next theoretical spot rate, and so on up the coupon curve. Statement 2 is a correct description of the methodology for computing a theoretical Treasury spot rate.
 This question tested from Session 16, Reading 65, LOS e, (Part 1).
 Question 103 - #95893
 A coupon bond that pays interest annually is selling at par, matures in 5 years, and has a coupon rate of 12%. The yield to maturity on this bond is:
 Your answer: A was incorrect. The correct answer was C) 12.00%.
 N = 5; PMT = 120; PV = -1,000; FV = 1,000; CPT → I = 12
 Hint: the YTM equals the coupon rate when a bond is selling at par.
 This question tested from Session 16, Reading 65, LOS b, (Part 1).
 Question 104 - #95908
 If a Treasury bond has a duration of 10.27 and a convexity of 71.51. Which of the following is closest to the estimated percentage price change in the bond for a 125 basis point increase in interest rates?
 Your answer: A was correct!
 The estimated percentage price change = the duration effect plus the convexity effect. The formula is: [�duration × (∆y)] + [convexity × (∆y)2]. Therefore, the estimated percentage price change is: [�(10.27)(1.25%)] + [(71.51)(0.0125)2] = �12.8375 + 1.120% = �11.7175%.
 This question tested from Session 16, Reading 66, LOS g, (Part 2).
 Question 105 - #95943
 An investor gathered the following information about an option-free U.S. corporate bond:
 � Par Value of $10 million � Convexity of 45 � Duration of 7
 If interest rates increase 2% (200 basis points), the bond�s percentage price change is closest to:
 Your answer: A was incorrect. The correct answer was B)
 -12.2%.
 A) 60.00%.
 B) 8.33%.C) 12.00%.
 A) -11.718%.B) -13.956%.C) -9.325%.
 A) -14.0%. B) -12.2%. C) -15.8%.
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Recall that the percentage change in prices = Duration effect + Convexity effect = [-duration × (change in yields)] + [convexity × (change in yields)2] = [(-7)(0.02) + (45)(0.02)2] = -0.12 = -12.2%. Remember that you must use the decimal representation of the change in interest rates when computing the duration and convexity adjustments.
 This question tested from Session 16, Reading 66, LOS g, (Part 2).
 Question 106 - #95974
 A bond has a modified duration of 6 and a convexity of 62.5. What happens to the bond's price if interest rates rise 25 basis points? It goes:
 Your answer: A was incorrect. The correct answer was C)
 down 1.46%.
 ∆P = [(-MD × ∆y) + (convexity) × (∆y)2] × 100
 ∆P = [(-6 × 0.0025) + (62.5) × (0.0025)2] × 100 = -1.461%
 This question tested from Session 16, Reading 66, LOS g, (Part 2).
 Question 107 - #95664
 Non-callable bond prices go up faster than they go down. This is referred to as:
 Your answer: A was incorrect. The correct answer was C) positive convexity.
 When bond prices go up faster than they go down, it is called positive convexity.
 This question tested from Session 16, Reading 66, LOS c.
 Question 108 - #96097
 An investor gathered the following information on three zero-coupon bonds:
 1-year, $600 par, zero-coupon bond valued at $571 2-year, $600 par, zero-coupon bond valued at $544 3-year, $10,600 par, zero-coupon bond valued at $8,901
 Given the above information, how much should an investor pay for a $10,000 par, 3-year, 6%, annual-pay coupon bond?
 Your answer: A was correct!
 A coupon bond can be viewed simply as a portfolio of zero-coupon bonds. The value of the coupon bond should
 A) down 15.00%. B) up 1.46%. C) down 1.46%.
 A) negative convexity.B) inverse features.C) positive convexity.
 A) $10,016. B) $10,000. C) Cannot be determined by the information provided.
 Page 36 of 44Printable Exams
 25/05/2010http://localhost:20511/online_program/test_engine/printable_answers.php

Page 37
                        

simply be the summation of the present values of the three zero-coupon bonds. Hence, the value of the 3-year annual-pay bond should be $10,016 (571 + 544 + 8,901).
 This question tested from Session 16, Reading 64, LOS c.
 Question 109 - #95689
 Joshua Reynaldo is a fixed income portfolio manager for Golden Apple Capital Management. The portfolio is valued at $900 million, of which $840 million is currently invested. Fiona Campbell, the firm�s strategist, is becoming concerned about the possibility of an increase in interest rates. Reynaldo agrees, and this makes him nervous because the effective duration of his current portfolio investments is 10.315. However, his portfolio is presented to clients as a long-term fund, so there are limits to how short he can make the duration of the portfolio and still stay within the investment policy guidelines.
 Reynaldo needs to invest the $60 million cash currently in the portfolio, and wants to do it in a way that will minimize the portfolio�s downside risk in a rising rate environment. He considers two different bonds. Both trade at their $1,000 par value and make coupon payments semiannually.
 The first bond is a 12-year issue of Yorkville Technologies. Reynaldo likes the bond because of its attractive 5.9% coupon. He is concerned, however, because Yorkville is only rated Baa and Campbell is expecting a deterioration in credit quality as part of her economic outlook.
 The second bond is also a 12-year maturity, but issued by Mountain States Electric & Gas, an Aaa utility. The 5.2% yield is not as attractive as the lower quality issue, but the Mountain States bond would represent a safe haven if credit spreads begin to widen, as both he and Campbell expect. Reynaldo�s only concern about the Mountain States bond is that it is callable any time at 102.
 Discussing these possibilities with Campbell, Reynaldo tells her, �I ran my calculations assuming rates rise or fall by 50 basis points, and found that the effective convexity of the Mountain States bond is ten times the effective convexity of the Yorkville bond.� Campbell adds, �But the signs are opposite � the Mountain States bond has negative convexity and the Yorkville bond has positive convexity.��
 Reynaldo continues, �I haven�t done a full valuation yet, but using my figures for duration and assuming convexity is 46, it looks like a 100 basis point rise in rates would cause the price of the Yorkville bond to fall by 6.73%.� Campbell, looking over his shoulder at his calculations, adds, �The dollar value of an 01 for the Yorkville bond is only 0.063, though.�
 Reynaldo decides to invest in the Yorkville bond.
 Part 1) Which statement about how duration tends to predict price changes for large swings in yield is most accurate? Duration:
 Your answer: A was incorrect. The correct answer was B) underestimates the increase in price for decreases in yield.
 For large swings in yield, duration tends to underestimate the increase in price when yield decreases and overestimate the decrease in price when yield increases. This is because duration is a linear estimate and does not account for the curvature in the price/yield relationship.
 This question tested from Session 16, Reading 66, LOS d, (Part 1).
 Joshua Reynaldo is a fixed income portfolio manager for Golden Apple Capital Management. The portfolio is valued at $900 million, of which $840 million is currently invested. Fiona Campbell, the firm�s strategist, is becoming concerned about the possibility of an increase in interest rates. Reynaldo agrees, and this makes him nervous because the effective duration of his current portfolio investments is 10.315. However, his portfolio is presented to clients as a long-term fund, so there are limits to how short he can make the duration of the portfolio and still stay within the investment policy guidelines.
 A) overestimates the increase in price for increases in yield.
 B) underestimates the increase in price for decreases in yield.C) overestimates the increase in price for decreases in yield.
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Reynaldo needs to invest the $60 million cash currently in the portfolio, and wants to do it in a way that will minimize the portfolio�s downside risk in a rising rate environment. He considers two different bonds. Both trade at their $1,000 par value and make coupon payments semiannually.
 The first bond is a 12-year issue of Yorkville Technologies. Reynaldo likes the bond because of its attractive 5.9% coupon. He is concerned, however, because Yorkville is only rated Baa and Campbell is expecting a deterioration in credit quality as part of her economic outlook.
 The second bond is also a 12-year maturity, but issued by Mountain States Electric & Gas, an Aaa utility. The 5.2% yield is not as attractive as the lower quality issue, but the Mountain States bond would represent a safe haven if credit spreads begin to widen, as both he and Campbell expect. Reynaldo�s only concern about the Mountain States bond is that it is callable any time at 102.
 Discussing these possibilities with Campbell, Reynaldo tells her, �I ran my calculations assuming rates rise or fall by 50 basis points, and found that the effective convexity of the Mountain States bond is ten times the effective convexity of the Yorkville bond.� Campbell adds, �But the signs are opposite � the Mountain States bond has negative convexity and the Yorkville bond has positive convexity.��
 Reynaldo continues, �I haven�t done a full valuation yet, but using my figures for duration and assuming convexity is 46, it looks like a 100 basis point rise in rates would cause the price of the Yorkville bond to fall by 6.73%.� Campbell, looking over his shoulder at his calculations, adds, �The dollar value of an 01 for the Yorkville bond is only 0.063, though.�
 Reynaldo decides to invest in the Yorkville bond.
 Part 2) Using a 50 basis point change in interest rates, what is the difference in effective duration between the Mountain States bond and the Yorkville bond? The effective duration of the:
 Your answer: A was incorrect. The correct answer was B) Yorkville bond is 2.21 higher than the effective duration of the Mountain States bond.
 In order to calculate effective duration, we first need to know the bond price if interest rates rise or fall by 50 basis points.
 For the Yorkville bond:
 N = 24; PMT = (0.059 coupon × $1,000 par value / 2 payments per year =) 29.50; FV = 1,000
 If rates rise by 50 basis points, I = ((5.9% + 0.50 =) 6.4% / 2 payments per year =) 3.2%; PV = -958.56. Since the bond has a par value of $1,000, the estimated price will be (958.56 / 1,000 × 100 =) 95.86.
 If rates fall by 50 basis points, I = ((5.9% − 0.50 =) 5.4% / 2 payments per year = ) 2.7%; PV = -1043.74. Since the bond has a par value of $1,000, the estimated price will be (1043.74 / 1,000 × 100 =) 104.37.
 Now that we have the prices, we can use the formula for effective duration (ED):
 ED = (104.37 � 95.86) / (2 × 100 × 0.005) ED = 8.51 / 1 ED = 8.51
 For the Mountain States bond:
 N = 24, PMT = (0.052 coupon × $1,000 par value / 2 payments per year =) 26.00, FV = 1,000
 If rates rise by 50 basis points, I = ((5.2% + 0.50 =) 5.7% / 2 payments per year =) 2.85%; PV = -956.97. Since the bond has a par value of $1,000, the estimated price will be (956.97 / 1,000 × 100 =) 95.70.
 A) Mountain States bond is 0.34 lower than the effective duration of the Yorkville bond.
 B) Yorkville bond is 2.21 higher than the effective duration of the Mountain States bond.
 C) Mountain States bond is 0.34 higher than the effective duration of the Yorkville bond.
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If rates fall by 50 basis points, I = ((5.2% − 0.50 =) 4.7% / 2 payments per year =) 2.35%; PV = -1045.46. Since the bond has a par value of $1,000, the estimated price will be (1045.46 / 1,000 × 100 =) 104.55 However, since the bond is callable at 102, the price will be 102, not 104.55.
 ED = (102 � 95.70) / (2 × 100 × 0.005) ED = 6.30 / 1 ED = 6.30
 The ED of the Yorkville bond is (8.51 � 6.30 =) 2.21 higher than the ED of the Mountain States bond.
 This question tested from Session 16, Reading 66, LOS d, (Part 1).
 Joshua Reynaldo is a fixed income portfolio manager for Golden Apple Capital Management. The portfolio is valued at $900 million, of which $840 million is currently invested. Fiona Campbell, the firm�s strategist, is becoming concerned about the possibility of an increase in interest rates. Reynaldo agrees, and this makes him nervous because the effective duration of his current portfolio investments is 10.315. However, his portfolio is presented to clients as a long-term fund, so there are limits to how short he can make the duration of the portfolio and still stay within the investment policy guidelines.
 Reynaldo needs to invest the $60 million cash currently in the portfolio, and wants to do it in a way that will minimize the portfolio�s downside risk in a rising rate environment. He considers two different bonds. Both trade at their $1,000 par value and make coupon payments semiannually.
 The first bond is a 12-year issue of Yorkville Technologies. Reynaldo likes the bond because of its attractive 5.9% coupon. He is concerned, however, because Yorkville is only rated Baa and Campbell is expecting a deterioration in credit quality as part of her economic outlook.
 The second bond is also a 12-year maturity, but issued by Mountain States Electric & Gas, an Aaa utility. The 5.2% yield is not as attractive as the lower quality issue, but the Mountain States bond would represent a safe haven if credit spreads begin to widen, as both he and Campbell expect. Reynaldo�s only concern about the Mountain States bond is that it is callable any time at 102.
 Discussing these possibilities with Campbell, Reynaldo tells her, �I ran my calculations assuming rates rise or fall by 50 basis points, and found that the effective convexity of the Mountain States bond is ten times the effective convexity of the Yorkville bond.� Campbell adds, �But the signs are opposite � the Mountain States bond has negative convexity and the Yorkville bond has positive convexity.��
 Reynaldo continues, �I haven�t done a full valuation yet, but using my figures for duration and assuming convexity is 46, it looks like a 100 basis point rise in rates would cause the price of the Yorkville bond to fall by 6.73%.� Campbell, looking over his shoulder at his calculations, adds, �The dollar value of an 01 for the Yorkville bond is only 0.063, though.�
 Reynaldo decides to invest in the Yorkville bond.
 Part 3) If Reynaldo must invest his $60 million cash in either the Yorkville bond or the Mountain States bond, or some combination of the two, what is the lowest value he can achieve for the effective duration of the total portfolio?
 Your answer: A was correct!
 If he purchases the Yorkville bond:
 Portfolio duration = (w1 × ED1) + (w2 × ED2)
 Portfolio duration = ((840 / 900) × 10.315) + ((60 / 900) × 8.51) Portfolio duration = (0.933 × 10.315) + (0.067 × 8.51) Portfolio duration = 9.624 + 0.570 Portfolio duration = 10.194
 If he purchases the Mountain States bond:
 A) 10.046.
 B) 10.194.C) 9.624.
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Portfolio duration = (w1 × ED1) + (w2 × ED2) Portfolio duration = ((840 / 900) × 10.315) + ((60 / 900) × 6.30) Portfolio duration = (0.933 × 10.315) + (0.067 × 6.30) Portfolio duration = 9.624 + 0.422 Portfolio duration = 10.046
 Note, however, that we did not need to calculate the duration of the portfolio if he purchases the Yorkville bond. Since we know that the Mountain States bond has lower effective duration than the Yorkville bond, we know that the lowest effective duration for the total portfolio would be achieved by investing all $60 million in the Mountain States bond.
 This question tested from Session 16, Reading 66, LOS d, (Part 1).
 Joshua Reynaldo is a fixed income portfolio manager for Golden Apple Capital Management. The portfolio is valued at $900 million, of which $840 million is currently invested. Fiona Campbell, the firm�s strategist, is becoming concerned about the possibility of an increase in interest rates. Reynaldo agrees, and this makes him nervous because the effective duration of his current portfolio investments is 10.315. However, his portfolio is presented to clients as a long-term fund, so there are limits to how short he can make the duration of the portfolio and still stay within the investment policy guidelines.
 Reynaldo needs to invest the $60 million cash currently in the portfolio, and wants to do it in a way that will minimize the portfolio�s downside risk in a rising rate environment. He considers two different bonds. Both trade at their $1,000 par value and make coupon payments semiannually.
 The first bond is a 12-year issue of Yorkville Technologies. Reynaldo likes the bond because of its attractive 5.9% coupon. He is concerned, however, because Yorkville is only rated Baa and Campbell is expecting a deterioration in credit quality as part of her economic outlook.
 The second bond is also a 12-year maturity, but issued by Mountain States Electric & Gas, an Aaa utility. The 5.2% yield is not as attractive as the lower quality issue, but the Mountain States bond would represent a safe haven if credit spreads begin to widen, as both he and Campbell expect. Reynaldo�s only concern about the Mountain States bond is that it is callable any time at 102.
 Discussing these possibilities with Campbell, Reynaldo tells her, �I ran my calculations assuming rates rise or fall by 50 basis points, and found that the effective convexity of the Mountain States bond is ten times the effective convexity of the Yorkville bond.� Campbell adds, �But the signs are opposite � the Mountain States bond has negative convexity and the Yorkville bond has positive convexity.��
 Reynaldo continues, �I haven�t done a full valuation yet, but using my figures for duration and assuming convexity is 46, it looks like a 100 basis point rise in rates would cause the price of the Yorkville bond to fall by 6.73%.� Campbell, looking over his shoulder at his calculations, adds, �The dollar value of an 01 for the Yorkville bond is only 0.063, though.�
 Reynaldo decides to invest in the Yorkville bond.
 Part 4)
 Regarding the statements made by Reynaldo and Campbell about the expected price change in the Yorkville bond:
 Your answer: A was correct!
 For the Yorkville bond:
 Percentage price change = (-8.51 × 0.010 × 100) + (46.0 × 0.0102 × 100)
 Percentage price change = -8.51 + 0.46 Percentage price change = -8.05
 Reynaldo�s statement is incorrect.
 A) both are incorrect.B) both are correct.
 C) only one is correct.
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To calculate the dollar value of an 01 we need to know the price of the bond if interest rates rise (or fall) by 1 basis point:
 N = 24; PMT = (0.059 coupon × $1,000 par value / 2 payments per year =) 29.50; FV = 1,000
 If rates rise by 1 basis point, I = ((5.90 + 0.01 =) 5.91% / 2 payments per year =) 2.955%; PV = -999.149, for a price of 99.915.
 PVBP = 100 � 99.915 = 0.085
 Campbell�s statement is also incorrect.
 This question tested from Session 16, Reading 66, LOS d, (Part 1).
 Joshua Reynaldo is a fixed income portfolio manager for Golden Apple Capital Management. The portfolio is valued at $900 million, of which $840 million is currently invested. Fiona Campbell, the firm�s strategist, is becoming concerned about the possibility of an increase in interest rates. Reynaldo agrees, and this makes him nervous because the effective duration of his current portfolio investments is 10.315. However, his portfolio is presented to clients as a long-term fund, so there are limits to how short he can make the duration of the portfolio and still stay within the investment policy guidelines.
 Reynaldo needs to invest the $60 million cash currently in the portfolio, and wants to do it in a way that will minimize the portfolio�s downside risk in a rising rate environment. He considers two different bonds. Both trade at their $1,000 par value and make coupon payments semiannually.
 The first bond is a 12-year issue of Yorkville Technologies. Reynaldo likes the bond because of its attractive 5.9% coupon. He is concerned, however, because Yorkville is only rated Baa and Campbell is expecting a deterioration in credit quality as part of her economic outlook.
 The second bond is also a 12-year maturity, but issued by Mountain States Electric & Gas, an Aaa utility. The 5.2% yield is not as attractive as the lower quality issue, but the Mountain States bond would represent a safe haven if credit spreads begin to widen, as both he and Campbell expect. Reynaldo�s only concern about the Mountain States bond is that it is callable any time at 102.
 Discussing these possibilities with Campbell, Reynaldo tells her, �I ran my calculations assuming rates rise or fall by 50 basis points, and found that the effective convexity of the Mountain States bond is ten times the effective convexity of the Yorkville bond.� Campbell adds, �But the signs are opposite � the Mountain States bond has negative convexity and the Yorkville bond has positive convexity.��
 Reynaldo continues, �I haven�t done a full valuation yet, but using my figures for duration and assuming convexity is 46, it looks like a 100 basis point rise in rates would cause the price of the Yorkville bond to fall by 6.73%.� Campbell, looking over his shoulder at his calculations, adds, �The dollar value of an 01 for the Yorkville bond is only 0.063, though.�
 Reynaldo decides to invest in the Yorkville bond.
 Part 5) Reynaldo and Apple are training a new analyst, Norah Spears. They ask Spears what she knows about duration and convexity. Spears replies with four statements:
 Which of the following regarding Spears� statements is most accurate?
 Statement 1: Modified duration is a better measure than effective duration for bonds with embedded options.
 Statement 2: The convexity adjustment corrects for the error embedded in the duration. Statement 3: Modified duration ignores the negative convexity of a callable bond.
 Statement 4: Convexity of option-free bonds is always added to duration to modify the errors in calculating price volatility.
 A) Spears is correct with respect to Statement 3, but incorrect with respect to Statement 1.
 B) Spears is correct with respect to Statement 2, but incorrect with respect to Statement 4.
 C) Spears is correct with respect to all four statements.
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Your answer: A was correct!
 Effective duration is a better measure than modified duration for bonds with embedded options because modified duration does not explicitly recognize the change in cash flows that will occur in a bond with embedded options as yield changes. Therefore, Statement 1 is incorrect. The other four statements made by Spears are correct.
 This question tested from Session 16, Reading 66, LOS d, (Part 1).
 Question 110 - #95732
 Which of the following statements about modified duration and effective duration is FALSE?
 Your answer: A was incorrect. The correct answer was C) Modified duration should be used for bonds with embedded options.
 Using modified duration as a measure of the price sensitivity of a security with embedded options to changes in yield would be misleading. With embedded options, yield changes may change the expected cash flows.
 This question tested from Session 16, Reading 66, LOS e, (Part 1).
 Question 111 - #95736
 Convexity is more important when rates are:
 Your answer: A was incorrect. The correct answer was B)
 unstable.
 Since interest rates and the price of bonds are inversely related, unstable interest rates will lead to larger price fluctuations in bonds. The larger the change in the price of a bond the more error will be introduced in determining the new price of the bond if only duration is used because duration assumes the price yield relationship is linear when in fact it is a curved convex line. If duration alone is used to price the bond, the curvature of the line magnifies the error introduced by yield changes, and makes the convexity adjustment even more important.
 This question tested from Session 16, Reading 66, LOS g, (Part 1).
 Question 112 - #96095
 If a bond sells at a discount and market rates are expected to stay the same until maturity, the price of the bond will:
 Your answer: A was incorrect. The correct answer was C) increase over time, approaching the par value at maturity.
 The bond�s price will increase towards the par value over time.
 A) Effective duration should be used for bonds with embedded options.B) The modified duration measure assumes that yield changes do not change the expected cash flows.C) Modified duration should be used for bonds with embedded options.
 A) high. B) unstable. C) low.
 A) increase over time, approaching the par value minus the final interest payment at maturity.B) remain constant until maturity.C) increase over time, approaching the par value at maturity.
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This question tested from Session 16, Reading 64, LOS d.
 Question 113 - #96061
 Which of the following is an incorrect statement when zero-coupon bonds are compared to coupon-paying bonds with the same maturity? Zero-coupon bonds:
 Your answer: A was incorrect. The correct answer was B) are less sensitive to interest rate changes.
 Since zero-coupon bonds have a higher duration than coupon-paying bonds of the same maturity, they are more sensitive to interest rate changes.
 This question tested from Session 16, Reading 65, LOS c, (Part 1).
 Question 114 - #95879
 A $1,000 par value, 10%, semiannual, 20-year debenture bond is currently selling for $1,100. What is this bond's current yield and will the current yield be higher or lower than the yield to maturity?
 ������ Current Yield��� Current Yield vs. YTM
 Your answer: A was incorrect. The correct answer was C)
 Current yield = annual coupon payment/price of the bond
 CY = 100/1,100 = 0.0909
 The current yield will be between the coupon rate and the yield to maturity. The bond is selling at a premium, so the YTM must be less than the coupon rate, and therefore the current yield is greater than the YTM.
 The YTM is calculated as: FV = 1,000; PV = -1,100; N = 40; PMT = 50; CPT → I = 4.46 × 2 = 8.92
 This question tested from Session 16, Reading 65, LOS b, (Part 1).
 Question 115 - #95837
 If a put feature expires on a bond so that it becomes option-free, then the curve depicting the price and yield relationship of the bond will become:
 Your answer: A was incorrect. The correct answer was B) less convex.
 When the option expires, the prices at the lower end of the curve will become lower. This will make the curve less convex.
 A) have a higher duration.B) are less sensitive to interest rate changes.C) are sold at a lower price.
 A) 8.9%��� lowerB) 8.9%��� higherC) 9.1%��� higher
 9.1%��� higher
 A) more convex. B) less convex.
 C) inversely convex.
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This question tested from Session 16, Reading 66, LOS c.
 Question 116 - #96124
 A coupon bond that pays interest semi-annually has a par value of $1,000, matures in 5 years, and has a yield to maturity of 10%. What is the value of the bond today if the coupon rate is 8%?
 Your answer: A was incorrect. The correct answer was B) $922.78.
 FV = 1,000; N = 10; PMT = 40; I = 5; CPT → PV = 922.78.
 This question tested from Session 16, Reading 64, LOS c.
 ©2009 Kaplan Schweser. All Rights Reserved.
 A) $1,221.17.
 B) $922.78.
 C) $1,144.31.
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