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                                                        RSM 230 H1S– Mid Term Exam

February 27th, 2013.
SOLUTIONS
Instructors:  Maureen Stapleton, Fotini Tolias
Instructions:                      
You have 90 minutes for this exam.

Part A: Complete your Scantron and use it to answer Part A of this exam.

Part B: Answer on this paper in the space provided.

· All cell phones and portable electronic devices must be turned off.

· This is a closed book exam. No formula sheet is allowed. 

· Non-programmable calculators are permitted.

Student #______________________    Student Name_____________________
Please circle your instructor's name:  Stapleton  /  Tolias
PLEASE check that you have filled in your SCANTRON sheet correctly in PENCIL:

1) Write in and bubble your student ID number (one entry per column) as well as your Last Name and Initials. Hyphenated last names should be bubbled in without spaces or dashes. 

2) Do not make any marks outside the shaded area

This exam paper has <> pages including the cover page.

PART A – Multiple choice questions. (60% of total grade)

Please answer in pencil on the Scantron provided. All questions have equal weight.  There is only ONE correct answer for each question. Each question is worth 2%.

1) Based on the following bond quote which you obtained today, which of the following  

        statements is true? 

Gov’t of Canada       8%       Jun 1, 2023
104.5
 104.55       6.50%
a) You can sell this bond for $1000 face value, plus accrued interest

b) The bond is priced at a premium because its YTM is higher than the coupon rate
c) Holding the bond to maturity would provide a YTM of 6.50%

d) You can buy this bond for $104.50, plus accrued interest

e) The bond's semi-annual coupon payment is $80 and is due on Sept 1, 2012

2) The largest Asset on a bank's balance sheet is ​​​​​​​​​​​​​​​​​​​​​​​​​​​​​_____and the largest Liability is_______:

a) Loans; Deposits
b) Deposits; Loans
c) Government Securities; Subordinated Debt
d) Land/Building; Insurance related liabilities
e) None of the above
3) Which of the following are usually not considered when bond ratings are determined:

a) Asset quality and balance sheet strength

b) Business strength and core profitability

c) The company's  5 year business plans for future growth

d) Strategy & management expertise

e) All of the above are considered

4) When a broker facilitates a trade on the stock exchange, the broker mitigates which problems:

a) Liquidity and search costs

b) Default risk and search costs
c) Liquidity costs and asymmetric information
d) Moral hazard and search costs

e) Adverse selection and default risk

5) The Basel III Capital Accord:

a) is a new Basel Accord as a result of the financial crisis in 2008-2009
b) sets capital requirements for mutual funds in addition to banks 

c) will require banks to hold more higher quality Tier 1 capital

d) a and c
e) b and c
6) In the composition of the Canadian bond market which statement is not true? 

a) Government bond issuance makes up 70% of all bonds outstanding

b)  Municipal bonds make up a very small part of the Canadian bond market

c) High yield bonds make up a very small part of the bond market

d) Investment grade corporate bonds make up approximately 30% of the bond market

e) All of the above are true statements

7) Which of the following is correct?

a) Tier 1 capital includes common equity and non-cumulative preferred shares

b) Tier 1 capital will no longer exists under Basel III 
c) Tier 2 capital includes cash and government securities 
d) Tier 2 capital will no longer exist under Basel III
e) None of the above

8) Banks might make riskier loans (such as sub-prime) because:
a) The Bank of Canada will support their decision
b) The Government of Canada, through CDIC, insures retail deposits up to $100,000

c) The Federal Reserve will cooperate with the Bank of Canada in keeping banks liquid

d) The Bank of Canada will provide a letter of credit to the bank in return for a fee
e) None of the above
9) Which of the following is a market intermediary? 

a) Credit Union
b) Schedule II Bank
c) Insurance Company
d) Mutual Fund
e) Investment Dealer
10) If the Federal Reserve increased the Commercial Banks' reserve requirements from 10% to 25% then:

a) it is 'easy' monetary policy and interest rates are expected to increase 

b) it is 'easy' monetary policy and interest rates are expected to decrease 

c) it is not important as this does not affect the level of interest rates
d) it will decrease money creation because commercial banks will lend out less of their deposits
e) it is none of the above

11) Before the Bank Act of 1992, the four pillars in the financial market included:

a) Banks, Insurance, Mutual Funds, Securities Firms

b) Banks, Insurance, Trust and Loan, Securities Firms

c) Insurance, Mutual Funds, Credit Unions, Securities Firms

d) Banks, Credit Unions, Mutual Funds, Hedge Funds

e) None of the above

12) If a bond's price is equal to $975 and this bond has a six month yield of 2.35%, based on bond market convention, its annual yield to maturity would be equal to:

a) 4.70%

b) 2.35%

c) 5.00%

d) 1.18%

e) not enough information is provided to calculate

13) Using the money multiplier and reserve requirements of 20%, by how much will the money supply increase with a $5,000 deposit (assuming the money returns to the banking sector)?
a) $1,000
b) $25,000

c) $50,000
d) $6,000

e) None of the above
14) The Bank of Canada adjusts the overnight rate primarily by:

a) holding an auction to issue new government bonds

b) altering the supply of money available to commercial banks

c) changing reserve requirements in commercial banks

d) shifting government deposits to and from commercial banks

e) changing the exchange rate with the US dollar

15) Some of the problems of Direct Non-market Intermediation include:
a) mortal hazard, where the borrower may change his decision after receiving the money.

b) search costs, where the borrower and the lender need to agree to share in the cost of the transaction
c) default, where the lender may not be able to come up with the money that was promised
d) liquidity, where there may be too many borrowers seeking the same amount of money
e) none of the above
16) In a Government of Canada treasury bill auction, which of the following statements are true:

a) T-bills are sold at a discount and mature at face value

b) Authorized dealers who bid the lowest yields win the competitive bids
c) The face value of a Treasury Bill is $1,000 or $100 depending on the auction

d) a, b & c are true

e) a & b are true 

17) When funds move from lenders to borrowers, direct claims are through _________and indirect claims are through __________________ 

a) Non-market transactions
b) Market intermediaries
c) Financial intermediaries
d) a & b

e) b & c
18) You own a Real Return bond that matures on April 1, 2020. The CPI is released and is 145. Base CPI was 100 when the bond was issued. What is the principal amount of the bond to be repaid at maturity?

a) $1,118

b) $1,000

c) $1,450

d) $1,072.50

e) None of the above
19) The current Bank Rate in Canada is

a) 3.0%

b) 1.0%

c) 1.25%

d) 0.75%

e) None of the above
20) The following are all advantages of the Canadian banking system (vs. the US banks) except:

a) Canadian bank regulators require Canadian banks to hold more capital
b) Canadian banks make less use of off-balance sheet activities
c) Canadian banks have vast earnings power because of their large size and diverse businesses
d) Canadian banks are broadly owned by public shareholders

e) None, as all of the above are advantages of the Canadian banking system
21) Fiat money is:
a) Counterfeit
b) Backed by gold held at the Bank of Canada
c) Coins and bank notes that are legal tender and a liability of the Bank of Canada
d) Bank notes that are printed by the chartered banks
e) Not legal tender
22) You observe the following two Government of Canada bonds in the market:
	Government of Canada Bond
	Yield

	4% due June 1, 2041
	3.76%

	2% due December 1, 2041
	1.41%


With the information provided, what can you determine about these 2 bonds:

a) One bond offers a better return with no extra credit risk as both are government bonds

b) Each bond offers a different yield because they were created at different times

c) One bond is a real return bond and one is a nominal bond
d) The bond with the higher coupon is riskier which is why the yield is higher
e) Not enough information is provided 
23) Which of the following statements is true about commercial paper? 
a) Can be purchased only through an investment dealer

b) Consists of secured notes issued and guaranteed by large corporations

c) The usual transaction size exceeds $100,000

d) Purchased by institutional investors who usually require a minimum R1 High rating
e) Is very liquid
24) Which statements are true regarding primary markets?

a) New capital formation occurs

b) New securities are issued by the borrower in return for cash from investors

c) Can be either an initial public offering or a secondary offering

d) Usually requires a prospectus to be posted on Sedar.com
e) All of the above statements are true
25) You purchased $1 million face value of 60 day Canadian Bankers Acceptances at a price of $99.50.  What is the effective annual yield for this security?
a) 0.50%
b) 3.06%
c) 3.02%
d) 3.08%
e) None of the above
26) Canadian Bankers' Acceptances are: 

a) Issued as a result of an international trade receivable

b) Loans made by banks directly to borrowers

c) Bank guaranteed commercial paper

d) Insured by CDIC against loss

e)  Shown on the balance sheet of the issuing bank

27) You purchased a Government of Canada, 6%, 6 year bond in the market at a price of $997.00.  The settlement date of the bond is February 1, 2013 and the last coupon was paid exactly 90 days ago.  What is your total purchase price for this bond? 
a) 997
b) 1,012
c) 1,027
d) 1,000
e)  None of the above
28) Today you purchased a corporate bond with a 2 year term to maturity. When do you have to pay for this bond?
a) Today

b) Tomorrow
c) In 2 business days  
d) In 3 business days 
e) No way to know
29) Which of the following statements is not true about recommendations of the Basel  Committee on banking:

a) Basel 1 standards specified minimum capital standards for banks and introduced the  

    Cooke ratio to risk weight bank assets

b) Risk weighting applies only to all assets on the bank’s balance sheet
c) Basel II emphasized risk management and sought to reduce “regulatory arbitrage”.

d) Basel III ‘s standards include strengthening the capital ratios of banks

e) US banks endorsed only Basel 1.

30) Which of the following statements about Government of Canada bonds is true?

a) When interest rates fall bond prices fall

b) Investors who buy bonds always earn interest income plus a capital gain 
c) The day count convention in Canada is 30/360 the same as the US

d) The duration of a coupon paying bond is equal to its term to maturity

e) All the above are false
CONTINUE TO SHORT ANSWER QUESTIONS
PART B – Short Answer Questions. (40% of total grade)

Please answer briefly on this paper in the space provided. All 4 questions have equal weight of 10 marks each.
1) Please use the following information to answer questions (a-d).   An investor has to decide between two bonds to purchase for his portfolio:  The first bond has a credit rating of AAA from DBRS and the second bond has a credit rating of B from DBRS.     

a. What is the purpose of a credit rating - what 'information' does it provide the investor? (2 marks)
credit ratings quantify the risk of default or the rating is a good indicator of credit risk.  The credit rating tells the investor the borrower's ability to pay the coupon and principal on the bond.
b. Based on the credit ratings, what would you tell this investor about the likelihood of each bond defaulting on its payments?  (3 marks)
AAA credit rating is the highest credit rating available.  The borrower's capacity to pay principal and interest is extremely strong and there is a very low probability that the borrower cannot pay his obligations.
A B credit rating is very speculative - this issuer will likely default on its obligations within the first five years of the bond issue.
1. Default rates clearly increase as the DBRS rating goes down –Default rates are very low for investment grade bonds and much higher for junk bonds
2. There is an exponential increase in default as credit quality deteriorates

c. How would the yields on the two bonds differ? (3 marks)
The B rated bond will offer a much higher yield spread vs. the AAA rated bond as compensation to the investor for holding such a risky investment
d. What would you expect to happen to the yield (credit) spread of the B rated bond during a downturn in the economy (the financial crisis for example)? (2 marks)
Investors would likely sell their high yield/junk bonds and buy government bonds - this 'flight to quality' will result in the yield or credit spread on the B-rated bond to widen significantly
1. The following questions (a-c) relate to securitization.

a. What is asset-backed commercial paper? (2 marks)

it is commercial paper backed by a pool of receivables - these receivables serve as collateral or said another way, the cash flow from the receivable pays the interest on the abcp
b. Discuss the role of the Special Investment Vehicle (SIV) in a securitization.  Include in your discussion what is held in the SIV and the role of the SIV in the financial market. (4 marks)
The receivable (loan, credit card) is sold from the originator in to the SIV and the SIV issues bonds or abcp in the market to raise funds from money market or bond investors to pay for the receivable
c. Provide one 'benefit' of securitization for companies/banks and one reason that securitization was a major cause of the financial crisis (4 marks).
Securitization can be very helpful as it provides liquidity to banks & corporations who sell their loans & accounts receivables to generate cash.  During the financial crisis, trouble arose because pooling of poor quality loans were securitized and re-securitized. 
2. Since Bonds are a type of loan where the investor lends to a company or a government, then the issuer (or borrower) needs to follow certain rules or conditions during the term of the bond.  Please define the following: 

a. Indenture (2 marks).
Indentures are documents that include covenants that  require the issuer to avoid or do certain actions that would erode the credit quality of the bond. Covenants also specify the bondholders’ claim to assets if  default occurs.

b. Positive Covenant with one example of a positive covenant (3 marks).
Positive covenants require the issuer 'to do' something such as (any one of the following): 1) Maintain specified coverage ratios: leverage, working capital 2) Maintain assets pledged as collateral in good condition 30 Provide audited financial information

4) report quarterly earnings, 
c. Negative Covenant with one example of a negative covenant (3 marks).
Negative covenants  include those that  prevent the issuer from: (any one of the following: 1) Paying dividends beyond specified amount or 2) when specified coverage, liquidity or leverage ratios are violated 3) Issuing  debt with a prior claim to assets (prior-ranking debt) and only a limited amount of new debt with an equal claim to assets ( debt ranking pari-passu)
a. Optionality on the bond (2 marks).
someone has the option to do something which affects the  timing of the principal repayment on the bond
3.  The Bank of Canada has 5 major functions in the Canadian Economy.   Identify 3 of the major functions of the Bank of Canada and briefly discuss why each is important to the functioning of the Canadian Economy. (10 marks)
Answer: (any 3 of the 5 points below:  4 pts awarded for 1 function; 7 pts for 2 functions, 10 pts for 3 with full descriptions)
1. Government’s bank – 

(i) Control deposit account for government where taxes paid into and benefits are paid out of

(ii) Help the government issue debt and manage cash through auctioning of treasury bills, cash management bills, and bonds. These debt instruments are also necessary for the execution of monetary policy.

2. Administer monetary policy –Necessary for the well-functioning of the economy to help stimulate growth and maintain expectations of low inflation. Stable financial system and low inflation are important because: (1) easier to plan for retirement or to make long-term investment plans (2) people don’t hoard worried about future price inflation (3) confidence in money so willing to use as tender (4) easier to set wages (5) avoid inflationary spirals. Any of these reasonings would be fine.

3. Payments system

Oversight and administrative position. Ensuring that institutions are confident that payments will be made is important because if people start to worry they won’t get paid then they may stop lending and this undermines the ability of financial institutions to do their jobs of matching savers and borrowers.

1. Lender of last resort


Commercial banks because of maturity transformation face liquidity risk. When banks face large liquidity problems and bank runs, they need to be able to borrow from someone when all other sources of borrowing dry up. The Bank of Canada provides this liquidity daily through the standing liquidity facility, one a emergency basis to one bank through the Emergency Lending Facility, and to the economy at large through long-term open market operations (Term PRAs).

2. Print and distribute currency


Currency is beneficial because it provides a means of exchange reducing the problems of barter trade. Allows us to easily compare the value of goods through a unit of measure and if the currency is managed properly, individuals will use it as a store of value.
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