ADM 23350 practice for quiz 3
Formula sheet 
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Ordinal annuity 
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Ordinal perpetuity:  
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Growing annuity:
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Growing perpetuity:
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Bond price:
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or bond price: 
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Approximation formula for yield:
Expected return and standard deviation of a random variable:
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Expected return of a portfolio is equal to the weighted average of the expected returns of individual securities and is given by the following formula:
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Standard deviation of a portfolio that consists of two stocks can be found as follows:
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Beta of a portfolio is equal to the weighted average of the betas of individual securities and is given by the following formula:
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CAPM model: 
Ch 6 :

Problem 1: Find the price of a 15-year bond with face value of $1000 and coupon rate of 6% (paid annually) if its YTM is equal to 4%

Problem 2: Find the current yield of an 8-year bond with face value of $1000 and coupon rate of 5% (paid annually), if its YTM is equal to 7%

Problem 3: Find the YTM for a 9-year bond with face value of $1000 and coupon rate of 7% (paid annually) if it is currently selling for $1100
Problem 4: Assume a bond in the previous question (9-year bond with face value of $1000, annual coupon rate of 7% and current price of $1100) is callable 6 years from now for $1060. Find the YTC

Problem 5: If the market interest rate will not change, do you thing the bond described in Question 8 will be called? Explain why.

Problem 6: Find a capital gain yield (in %) on a 10-year 5% coupon (paid annually) bond with YTM of 6% that you bought today and sold exactly 1 year from now (right after it pays its next year coupon. Assume YTM stays the same. IMPORTANT: you must show your work and keep and report at least 6 decimal digits. An answer that is wrong by more than 1/1000 of a percent will be considered to be incorrect.
Problem 7: Find the coupon rate (in %, paid annually) on 17-year bond with face value of $1000 that sells for $1200 and has YTM=4%

Problem 8: If a non-callable bond is selling at a discount, which of the following is true about its current yield?

a) It is strictly greater than the coupon rate

b) It greater than or equal to the coupon rate

c) It is equal to the coupon rate

d) It is less than or equal to the coupon rate

e) It is strictly less than coupon rate

f) None of the above

Problem 9: Income bonds
a) Pay interest only when the company has sufficient income to do so

b) Have coupon rate adjusted to inflation

c) Always are traded at a premium

d) Always are traded at a discount

e) Always have sinking fund provision

f) At least two of the above answers are correct

Problem 10: The bond that allows the issuer to buy the bond back at pre-specified price is called:

a) Callable bond

b) Retractable bond

c) Reversible bond

d) Premium bond

e) Convertible bond

f) Warrant

Problem 11: Which of the following statements are incorrect?

a) The bond price negatively depends on its YTM.

b) Zero coupon bonds are always selling at a discount
c) Because of the interest rate risk the YTM on long-term bonds is usually higher than the YTM on short-term bonds

d) All junk bonds have sinking fund provisions
e) None of the above

Problem 12: Assume a 20-year bond with coupon rate of c>0 is selling at a discount. If its YTM does not change over time, then next year:
a) Its price will decrease

b) Its price will be the same as this year

c) Its price will increase but the bond will still be selling at a discount

d) Its price will increase but there is not enough information to say whether the bond will still be selling at a discount

e) Its price will increase and the bond will be selling at par

f) Its price will increase and the bond will be selling at a premium

Ch7 questions:

Problem 1: Consider two stocks X and Y such that (X>(Y while (X<(Y  (where ( stands for the standard deviation of the returns). If RX and RY are expected returns on stock X and Y respectively and the stocks are priced correctly, then:

a) RX > RY
b) RX < RY
c) RX > RY if and only if (X×(X>(Y×(Y
d) RX > RY if and only if (X×(X<(Y×(Y
e) It is not possible to have both (X>(Y  and (X<(Y  
Problem 2: Assume ABC stock return can be equal to 15% (with probability 0.3); 6% (with probability 0.5), or -11% (with probability 0.2). Find expected return on XYZ stock

Problem 3: You have invested 40% of you money in ABC equity with expected return of 12% and standard deviation of 20% and you have invested 60% of your money in CBA equity with expected return of 15% and standard deviation of 25%. Find your portfolio’s standard deviation if the correlation between the stocks returns is 0.2.

Problem 4: You have invested 60% of you money in ABC equity with (=0.75 and you have invested 40% of your money in CBA equity with (=1.2. Find ( of your portfolio

Problem 5: Find the expected return on XYZ stock with (=1.2 if market expected return is 9% and risk-free interest rate is 3%.

Problem 6: Find the risk-free interest rate if the expected return on a stock with (=0.8 is equal to 12% while expected return on a stock with (=1.5 is equal to 20% 
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