Sample short answer questions:

1. (3 marks) An analyst is evaluating an annual-pay bond with a yield to maturity of 7.0%.  Calculate the BEY of this bond.

2. (3 marks) A 1-year T-bill is priced to yield 4.10%.  A 2-year GoC bond is priced to yield 4.65%.  What is the one year forward rate one year from now?

3. (3 marks) A $1,000 face value Government of Canada treasury bill is priced at $985.00 with 178 days to maturity.  What is the t-bill’s annualized yield?

4. (4 marks) An investor is evaluating potential arbitrage opportunities.  He has the following list of bonds:

Bond X is a 1-year zero coupon bond selling at $950

Bond Y is a 2-year zero coupon bond selling at $850

Bond Z is a 2-year bond with an annual coupon of 8%.

All three bonds have a par value of $1,000.  If no arbitrage opportunity exists, what is the price of bond Z? 

5. (3 marks) What are the 3 sources of return for an investor?

6. (4 marks) An American investor is choosing between a 10% corporate bond and a 6% municipal bond with the same credit risk and maturity.  What is the marginal tax rate that will make the investor indifferent between the two bonds?

7. (3 marks) What is the major draw back of the yield to maturity measure?

8. (4 marks) Consider an interest rate swap where one company pays fixed and receives a floating rate:

Term of the swap = 2 years

Swap spread = 100 bps 

Reference rate = 3-month LIBOR

Notional principal amount = $100,000,000

Frequency of payments = quarterly

5 year US treasury rate = 5.00% at the time the swap is entered into.  

What is the swap rate?  What is the fixed rate payers annual payment?  If LIBOR is 5% at the end of year 1, what does the fixed-rate receiver pay at the end of the year?

9. (3 marks) Assume a bond’s modified duration is 10 and its convexity is 200. What will the bond’s approximate percentage price change be if interest rtes decline by 100 bps?

10. (3 marks) If a bond is trading at a yield of 6% in the market and has a price of $100, what is its coupon?  Now assume the bond has a coupon of 8%, what will happen to the price?  Assume the yield remains the same.

Sample longer answer questions:  
1) (12 marks) An investor owns a 7% corporate bond with a maturity value of $1000 and the bond has a modified duration of 6.3.  The clean price of the bond is $95.25.  A coupon was paid 12 days ago.  Coupons on this bond are semi-annual.

a) Using the market’s convention of actual/365, what is the accrued interest?

b) Is the yield greater than the coupon rate?  Explain your answer.

c) Use the modified duration to find the approximate change in the price of the bond if the yield falls suddenly by 10 bps.

d) Will the actual value change more or less than this amount?  Please explain your answer.

5) (12 marks) Consider the following portfolio:

	Bond
	Market Value
	Duration (years)

	W
	$13 million
	2

	X
	$27 million
	7

	Y
	$60 million
	8

	Z
	$40 million
	14


a) (8 marks) What is the portfolio’s duration?

b) (4 marks) If interest rates for all maturities change by 50 basis points, what is the approximate percentage change in the value of the portfolio?
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