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ADM3351 – Fixed Income Investments – Winter 2015
Quiz 1

NAME ___________________________________________________  ID#:_____________________

For each question, choose the best answer:

1) An investor in longer-term coupon bonds who has a short investment horizon is most likely:
more concerned with market price risk than reinvestment risk.

[bookmark: _GoBack]Explanation: textbook, p. 8 :  “If an investor has to sell a bond prior to the maturity date, an increase in interest rate will mean the realization of a capital loss. This risk is referred to as interest rate risk or market risk.”

2) The largest component of returns for a 7-year zero-coupon bond yielding 8% and held to maturity is:
Two acceptable answers: capital gains and interest income.

Explanation: some authors argue that the increase in value of a zero-coupon bond over its life is interest income. In the textbook, however, on p. 46, one reads “An investor who purchases a bond can expect to receive a dollar return from (…) any capital gain when the bond matures, is called, or is sold.”

3) Ron is a bond manager. He purchased $50 million in 6.0% coupon Southwest Manufacturing bonds at par three years ago. Today, the bonds are priced to yield 6.85%. The bonds mature in nine years. The Southwest bonds are trading at a:
discount, and the yield to maturity has increased since purchase.

Explanation: the yield on the bonds has increased, indicating that the value of the bonds has fallen below par. The bonds are therefore trading at a discount. If a bond is selling at a discount, the bond’s current price is lower than its par value and the bond’s YTM is higher than the coupon rate. Since Ron bought the bonds at par (coupon = YTM = 6%), the YTM has increased.

4) Based on semiannual compounding, what would the YTM be on a 15-year, zero-coupon, $1,000 par value bond that’s currently trading at $331.40 ?
7.500%

Explanation: N = 30; PMT = 0 ; PV = - 331.40 ; FV = 1,000 ; COMP I/Y = 3.75 => YTM = 2 x 3.75% = 7.5%

5) A 3-year, 6% coupon, semiannual-pay note has a yield to maturity of 5.5%. If an investor holds this note to maturity and earns a 4.5% return on reinvested coupon income, his realized yield on the note is closest to:
 	5.46%.

Explanation: this question does not require calculations. Because the return on reinvested coupon interest is less than the note’s yield to maturity, the investor’s realized yield on the note must be less than the YTM. The only available choice lower than 5.5% is 5.46%.


6) Assuming coupon interest is reinvested at a bond’s YTM, what is the interest portion of an 18-year, $1,000 par, 5% annual coupon bond’s return if it is purchased at par and held to maturity?
$1,406.62

Explanation: the interest portion of a bond’s return is the sum of the coupon payments and interest earned from reinvesting coupon payments over the holding period.
N=18 ; PMT = 50 ; PV = 0 ; I/Y=5% ; CPT FV = - 1,406.62.


7) Which of the following three bonds (similar except for yield and maturity) has the least Macaulay duration? A bond with:
6% yield and 10-year maturity.

Explanation: the correct answer has the largest coupon rate AND the shortest maturity among the available choices.

8) For a bond currently priced at $1,018 with an effective duration of 7.48, if the market yield moved down 75 basis points, the new price would be approximately:
$1,075.

Explanation: [1 + 7.48 (0.0075)] 1,018 = $1,075

9) Consider a $1,000-­face value, 12-­year, 8%, semiannual coupon bond with a YTM of 10.45%. The change in value for a decrease in yield of 38 basis points is:
$23.06.

Explanation: 
With YTM = 10.45% (I/Y = 5.225); PMT = 40; N = 24; FV = 1,000; PV = $834.61

With YTM = 10.45% - 0.38% = 10.07% (I/Y = 5.035); PMT = 40; N = 24; FV = 1,000; PV = $857.67

$857.67-$834.61 = $23.06

10) An advantage of the duration/convexity approach over the full valuation approach is:
 it saves considerable time when working with portfolios of bonds.

Explanation: for large portfolios, the full valuation approach requires that each bond be valued under each interest rate scenario. The duration/convexity approach would calculate the effect based on the overall portfolio characteristics, and would be much quicker.
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