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Test ID: 9951251QBank Quiz 4/21/2015

Question #1 of 100 Question ID: 439078

A)

B)

C)

D)

Question #2 of 100 Question ID: 439492

A)

B)

C)

D)

Question #3 of 100 Question ID: 439499

A)

B)

C)

D)

A Treasury bill, with 45 days until maturity, has an effective annual yield of 12.50%. The bill's holding period yield is closest to:

1.46%.

12.50%.

1.54%.

1.57%.

Explanation

The effective annual yield (EAY) is equal to the annualized holding period yield (HPY) based on a 365-day year. EAY = (1 +

HPY)  − 1. HPY = (EAY + 1)  − 1 = (1.125)  − 1 = 1.46%.

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 short-term bond.

a bond with less convexity.

a bond with greater convexity.

inverse convexity.

Explanation

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.

Suppose you have a three-security portfolio containing bonds A, B and C. The effective portfolio duration is 5.9. The market

values of bonds A, B and C are $60, $25 and $80, respectively. The durations of bonds A and C are 4.2 and 6.2, respectively.

Which of the following amounts is closest to the duration of bond B?

7.1.

7.4.

9.0.

1.4.

Explanation

365/t t/365 45/365
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Question #4 of 100 Question ID: 439930

A)

B)

C)

D)

Question #5 of 100 Question ID: 439479

A)

B)

C)

D)

Question #6 of 100 Question ID: 438954

Plug all the known figures and then solve for the one unknown figure, the duration of bond B. 

Proof: (60/165 × 4.2) + (25/165 × 9.0) + (80/165 × 6.2) = 5.9

A knock-in barrier option is harder to hedge when it is:

in-the-money.

at the barrier and near maturity.

at the inception of the trade.

out-of-the-money.

Explanation

Owing to their inherent discontinuities, both knock-in and knock-out barrier options are relatively difficult to hedge (and value)

when the spot price is close to the barrier price and the contract is near maturity.

Which of the following statements regarding duration is FALSE?

Duration of a portfolio of bonds is equal to the market value weighted average of the

duration of individual bonds in the portfolio.

Duration is unitless.

Other things equal, duration of a coupon bond is higher when the bond's YTM is lower.

Duration is a measure of percentage change in price for a given change in yield.

Explanation

Duration is a measure of percentage change in price for a given change in yield. Holding all else constant, the duration of a

coupon bond is higher when the bond's YTM is lower. Portfolio duration can be computed as simply market-value weighted

durations of individual bonds in the portfolio.

Consider the following graph of residuals and the regression line from a time-series regression:
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A)

B)

C)

D)

Question #7 of 100 Question ID: 496397

A)

B)

C)

D)

Question #8 of 100 Question ID: 439432

These residuals exhibit the regression problem of:

heteroskedasticity.

autocorrelation.

homoskedasticity.

multicolinearity.

Explanation

The residuals appear to be from two different distributions over time; in the earlier periods, the model fits rather well compared to the later

periods.

Zack Snyder is comparing and contrasting the Box-Pierce Q-statistic with the Ljung-Box Q-statistic. Which of the following

statements should he identify as being incorrect regarding these Q-statistics?

I. The Box-Pierce Q-statistic reflects the absolute magnitudes of the correlations, because it sums the squared

autocorrelations.

II. For large sample sizes, weights for both the Box-Pierce Q-statistic and the Ljung-Box Q-statistic are roughly equal.

Neither I nor II.

Both I and II.

II only.

I only.

Explanation

Both statements are correct. The Box-Pierce Q-statistic reflects the absolute magnitudes of the correlations, because it sums

the squared autocorrelations. The Ljung-Box Q-statistic is similar to the Box-Pierce Q-statistic except that it replaces the sum of

squared autocorrelations with a weighted sum of squared autocorrelations. For large sample sizes, weights for both statistics

are roughly equal.
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A)

B)

C)

D)

Question #9 of 100 Question ID: 439530

A)

B)

C)

D)

Question #10 of 100 Question ID: 438992

Assume the one-year spot rate is 4 percent, the two-year spot rate is 4.5 percent, and the three-year spot rate is 5 percent.

Which of the following statements is TRUE?

The rate that an investor can earn on a sum invested today for the next three years is

5.5 percent.

The one-year rate that will exist one year from today is 5.5 percent.

The one-year rate that will exist two years from today is 5 percent.

The two-year rate that will exist one year from today is 5.5 percent.

Explanation

It might be best to draw a set of timelines for this problem.

The one-year rate that will exist one year from today is:

(1.045) /(1.04) − 1 = 0.05, or 5%.

The one-year rate that will exist two years from today is:

(1.05) /(1.045)  − 1 = 0.06, or 6%.

The two-year rate that will exist one year from today is:

(1.05) /(1.04)) = (1.113)  = 1.055 − 1 = 0.055, or 5.5%.

Note that the rate that an investor could earn on a sum invested today for the next three years would be equal to the three-

year spot rate of 5%.

Which of the following statements in regard to key rate shifts and bucket shift approaches is FALSE?

Key rate shifts incorporate a relatively small number of key rates in its analysis.

The bucket shift approach assumes non-parallel changes in forward rates in the

section of the yield curve under investigation.

The bucket shift approach uses many potential effects within a section of the yield

curve.

Key rate shifts assume changes in rates in and around the chosen key rates.

Explanation

The bucket shift approach assumes parallel changes (not non-parallel changes) in forward rates in the section of the yield

curve under investigation.

A dependent variable is regressed against three independent variables across 25 observations. The regression sum of squares is 119.25,

and the total sum of squares is 294.45. The following are the estimated coefficient values and standard errors of the coefficients.

Coefficient Value Standard error

2

3 2

3  0.5
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A)

B)

C)

D)

Question #11 of 100 Question ID: 439518

A)

B)

C)

D)

Question #12 of 100 Question ID: 438600

1 2.43 1.4200

2 3.21 1.5500

3 0.18 0.0818

What is the p-value for the test of the hypothesis that all three of the coefficients are equal to zero?

Greater than 0.10.

lower than 0.025.

Between 0.025 and 0.05.

Between 0.05 and 0.10.

Explanation

This test requires an F-statistic, which is equal to the ratio of the mean regression sum of squares to the mean squared error.

The mean regression sum of squares is the regression sum of squares divided by the number of independent variables, which

is 119.25 / 3 = 39.75. The residual sum of squares is the difference between the total sum of squares and the regression sum

of squares, which is 294.45 − 119.25 = 175.20. The denominator degrees of freedom is the number of observations minus the

number of independent variables, minus 1, which is 25 − 3 − 1 = 21. The mean squared error is the residual sum of squares

divided by the denominator degrees of freedom, which is 175.20 / 21 = 8.34. The F-statistic is 39.75 / 8.34 = 4.76, which is

higher than the F-values (with 3 numerator degrees of freedom and 21 denominator degrees of freedom) of 3.07 at the 5%

level of significance and higher than the F-value of 3.82 at the 2.5% level of significance. The conclusion is that the p-value

must be lower than 0.025. Remember the p-value is the probability that lies above the computed test statistic for upper tail tests

or below the computed test statistic for lower tail tests.

Positive convexity means that:

the price of a fixed-coupon bond is inversely related to changes in interest rates.

the graph of a callable bond flattens out as the market value approaches the call price.

as interest rates change, bond prices will increase at an increasing rate and decrease

at a decreasing rate.

bond price sensitivity is lowest when market yields are low.

Explanation

Positive convexity refers to the principle that for a given change in market yields, bond price sensitivity is lowest when market

yields are high and highest when market yields are low.

Although the statements that begin, the graph of a callable bond . . . and the price of a fixed-coupon bond . . . are true, they

are not the best choices to describe positive convexity.
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A)

B)

C)

D)

Question #13 of 100 Question ID: 438967

A)

B)

C)

D)

Question #14 of 100 Question ID: 438658

A)

B)

According to the capital asset pricing model, a negative risk premium:

would only occur if the covariance of a security's return with the return on the market is

zero.

is an impossibility.

would only occur if the covariance of a security's return with the return on the market is

negative.

would only occur if the covariance of a security's return with the return on the market is

positive.

Explanation

A negative risk premium would occur if the beta of the security was negative, which would occur if the covariance of a security's

return with the return on the market is negative.

Which of the following statements regarding multicollinearity is FALSE?

Multicollinearity may be present in any regression model.

If the t-statistics for the individual independent variables are insignificant, yet the F-

statistic is significant, this indicates the presence of multicollinearity.

Multicollinearity may be a problem even if the multicollinearity is not perfect.

Multicollinearity makes it difficult to determine the contribution to explanation of the

dependent variable of an individual explanatory variable.

Explanation

Multicollinearity is not an issue in simple regression.

An analyst has gathered the following information about the performance of an equity fund and the S&P 500 index over the same time

period.  

                                                               Equity Fund                 S&P 500

               Return                                            13%                          10.5%              

               Standard Deviation                           22%                          20%

               Beta                                             1.21                          1.00

               Risk-free rate is 5.25%

The Treynor measure for the equity fund is:

0.048.

0.570.
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C)

D)

Question #15 of 100 Question ID: 439407

A)

B)

C)

D)

Question #16 of 100 Question ID: 438611

A)

B)

C)

D)

Question #17 of 100 Question ID: 438735

A)

B)

C)

D)

0.064.

0.071.

Explanation

(0.13 - 0.0525)/1.21 = 0.064.

Compared to the value of a call option on a stock with no dividends, a call option on an identical stock expected to pay a

dividend during the term of the option will have a:

lower value in all cases.

higher value in all cases.

higher value only if it is an American style option.

lower value only if it is an American style option.

Explanation

An expected dividend during the term of an option will decrease the value of a call option.

In the context of the CML, the market portfolio includes:

the risk-free asset.

risky stocks and bonds only.

12-18 stocks needed to provide maximum diversification.

all existing risky assets.

Explanation

The market portfolio has to contain all the stocks, bonds, and risky assets in existence. Because this portfolio has all risky assets in it, it

represents the ultimate or completely diversified portfolio.

A two-sided but very thick coin is expected to land on its edge twice out of every 100 flips. And the probability of face up

(heads) and the probability of face down (tails) are equal. When the coin is flipped, the prize is $1 for heads, $2 for tails, and

$50 when the coin lands on its edge. What is the expected value of the prize on a single coin toss?

$26.50.

$2.47.

$17.67.

$1.50.
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Question #18 of 100 Question ID: 439060

A)

B)

C)

D)

Question #19 of 100 Question ID: 439021

A)

B)

C)

D)

Question #20 of 100 Question ID: 439545

A)

B)

Explanation

Since the probability of the coin landing on its edge is 0.02, the probability of each of the other two events is 0.49. The

expected payoff is: (0.02 × $50) + (0.49 × $1) + (0.49 × $2) = $2.47.

An investor sold a stock short and is worried about rising prices. To protect himself from rising prices he would place a:

limit order to buy.

stop order to buy.

limit order to sell.

stop order to sell.

Explanation

A limit order to buy is placed below the current market price.

A limit order to sell is placed above the current market price.

A stop (loss) order to buy is placed above the current market price.

A stop (loss) order to sell is placed below the current market price.

A stop order becomes a market order if the price is hit.

Arbitrageurs attempt to:

earn a riskless profit through the exploitation of security mispricings.

earn a long-term profit by making consistent long term investments.

earn significant profits by making market bets regarding securities prices.

neutralize a financial exposure as part of a risk management strategy.

Explanation

Arbitrageurs attempt to earn a riskless profit by exploiting the mispricing of securities.

Which of the following statements is TRUE?

When a rating agency downgrades a security, the bond's price usually falls.

Technical default usually refers to the issuer's failure to make interest or principal

payments as scheduled in the indenture.
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C)

D)

Question #21 of 100 Question ID: 438957

A)

B)

C)

D)

Question #22 of 100 Question ID: 439276

A)

B)

C)

D)

Question #23 of 100 Question ID: 438999

Default risk is important because if a bond issuer defaults, the bondholder likely loses

his entire investment.

Bond ratings are determined by the market.

Explanation

The market will likely demand a higher yield from the downgraded bond (the risk premium has increased) and thus the price will

likely fall. Technical default usually refers to an issuer's violation of bond covenants, such as debt ratios, rather than the failure

to pay interest or principal. In the event of default, the holder (lender) may recover some or all of the investment through legal

action or negotiation. The percentage recovered is known as the recovery rate. Rating agencies such as Moody's and

Standard and Poor's assign bond ratings. The market reflects these ratings through a higher or lower market yield.

Which of the following statements regarding heteroskedasticity is FALSE?

The assumption of linear regression is that the residuals are heteroskedastic.

Conditional heteroskedasticity is the case in which the residuals are correlated with the values

of the independent variables.

Heteroskedasticity results in an estimated variance that is too large and, therefore, affects

statistical inference.

Heteroskedasticity may occur in cross-section or time-series analyses.

Explanation

The assumption of regression is that the residuals are homoskedastic (i.e., the residuals are drawn from the same distribution).

According to Moody's credit rating scheme, a rating below investment grade is:

Baa.

Aa.

Aaa.

Ba.

Explanation

A Moody's rating of Ba or lower is considered below investment grade.

A portfolio manager is using an exponentially weighted moving average (EWMA) model to forecast volatility for a particular
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A)

B)

C)

D)

Question #24 of 100 Question ID: 439526

A)

B)

C)

D)

Question #25 of 100 Question ID: 439122

A)

B)

C)

D)

market parameter. What is the implication of an EWMA weighting parameter value of 0.84?

More information is required to determine the implication.

A greater weight is placed on the most recent change in parameter value than on the

previous volatility estimate.

An equal weight is placed on the previous volatility estimate as on the most recent

change in parameter value.

A greater weight is placed on the previous volatility estimate than on the most recent

change in parameter value.

Explanation

The EWMA weighting parameter of 0.84 indicates that a weighting of 0.84 will be placed on the previous volatility estimate and

a weighting of 0.16 will be placed on the most recent change in the parameter value.

An analyst has a list of key rate durations for a portfolio of bonds. If only one interest rate on the yield curve changes, the

effect on the value of the bond portfolio will be the change of that rate multiplied by the:

key rate duration associated with the maturity of the rate that changed.

median of the key rate durations.

weighted average of the key rate durations.

simple average of the key rate durations.

Explanation

This is how an analyst uses key rate durations: For a given change in the yield curve, each rate change is multiplied by the

associated key rate duration. The sum of those products gives the change in the value of the portfolio. If only the five-year

interest rate changes, for example, then the effect on the portfolio will be the product of that change times the five-year key

rate duration.

Austin Traynor is considering buying a $1,000 face value, semi-annual coupon bond with a quoted price of 104.75 and

accrued interest since the last coupon of $33.50. If Traynor pays the dirty price, how much will the seller receive at the

settlement date?

$1,014.00.

$1,047.50.

$1,081.00.

$1,033.50.

Explanation

The dirty price is equal to the agreed upon, or quoted price, plus interest accrued from the last coupon date. Here, the quoted
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Question #26 of 100 Question ID: 439234

A)

B)

C)

D)

Question #27 of 100 Question ID: 438784

A)

B)

C)

D)

Question #28 of 100 Question ID: 438848

A)

B)

C)

D)

price is 1,000 × 104.75%, or 1,000 × 1.0475 = 1,047.50. Thus, the dirty price = 1,047.50 + 33.50 = 1,081.00.

An investor takes a position in two different markets with essentially equal positions in each, in an attempt to effectively

counterbalance risk and to manage volatility. What is this strategy?

Swap spread.

Cross hedge.

Cross spread.

Interest hedge.

Explanation

Examples of cross-hedging: (1) Hedging jet fuel with crude oil, (2) Utility firms using weather derivatives to hedge cost of energy

purchases

If Estimator A is a more efficient estimator than Estimator B, it will have:

a smaller mean and the same variance.

the same mean and a larger variance.

the same mean and a smaller variance.

a smaller mean and a larger variance.

Explanation

The more efficient estimator is the one that has the smaller variance, given that they both have the same mean.

The 95 percent confidence interval of the sample mean of the price earnings ratio for all traded stocks is 19 to 44. There are

over 5,000 traded stocks and the sample size of this test is 100. Given that the expected value of the price earnings ratio is

31.5, the standard error of the ratio is closest to:

2.58.

6.38.

1.96.

12.50.

Explanation

The confidence interval is 31.5 ± 1.96x, where x is the standard error. If we take the upper bound, we know that 31.5 +/- 1.96x

= 44, or 1.96x = 12.5. Hence, x = 6.38.
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Question #29 of 100 Question ID: 439177

A)

B)

C)

D)

Question #30 of 100 Question ID: 439247

A)

B)

C)

D)

Question #31 of 100 Question ID: 438800

A)

B)

C)

D)

A covered call position is:

the purchase of a share of stock with a simultaneous sale of a call on that stock.

the purchase of a share of stock with a simultaneous sale of a put on that stock.

the simultaneous purchase of the call and the underlying asset.

the short sale of a stock with a simultaneous sale of a call on that stock.

Explanation

The covered call: stock plus a short call. The term covered means that the stock covers the inherent obligation assumed in

writing the call. Why would you write a covered call? You feel the stock's price will not go up any time soon, and you want to

increase your income by collecting some call option premiums. To add some insurance that the stock won't get called away, the

call writer can write out-of-the money calls. You should know that this strategy for enhancing one's income is not without risk.

The call writer is trading the stock's upside potential for the call premium. The desirability of writing a covered call to enhance

income depends upon the chance that the stock price will exceed the exercise price at which the trader writes the call.

Banks generally have matched and mismatched asset-liability portfolios spread across many foreign currencies. How can risks

from mismatching one-currency positions be alleviated?

Risks can be offset by an effective hedging program.

Use of floating rate bonds can minimize interest rate risk.

Risks can be offset by possible gains from asset-liability portfolio diversification.

Effective currency rate forecasts can reduce single currency positions.

Explanation

Foreign and domestic interest rates and equity returns are not perfectly correlated over time. Diversification of the portfolio is

the most effective means of offsetting single currency rate risk.

Which of the following statements about probability distributions is least accurate?

In a binomial distribution each observation has only two possible outcomes that are

mutually exclusive.

A probability distribution is, by definition, normally distributed.

One of the key properties of a probability function is  0 ≤ p ≤ 1.

A probability distribution includes a listing of all the possible outcomes of an

experiment.

Explanation
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Question #32 of 100 Question ID: 439128

A)

B)

C)

D)

Question #33 of 100 Question ID: 438971

A)

B)

C)

D)

Question #34 of 100 Question ID: 439514

Probabilities must be zero or positive, but a probability distribution is not necessarily normally distributed. Binomial distributions

are either successes or failures.

Because there are a large number of available Treasury bonds (T-bonds) available for delivery on the futures market, which of

the following defines the price received by the short position of the futures contract?

Wild card option.

Chicago Board of Trade (CBOT) factor.

Conversion factor.

Market yield option.

Explanation

Since the deliverable underlying T-bonds have very different market values, the CBOT has created conversion factors. The

conversion factor defines the price received by the short position of the contract.

Consider the following estimated regression equation, with standard errors of the coefficients as indicated:

Sales  = 10.0 + 1.25 R&D  + 1.0 ADV  - 2.0 COMP  + 8.0 CAP

where the standard error for R&D is 0.45, the standard error for ADV is 2.2, the standard error for COMP 0.63, and the standard error for

CAP is 2.5.

The equation was estimated over 40 companies. Using a 5 percent level of significance, what are the hypotheses and the calculated test

statistic to test whether the slope on R&D is different from 1.0?

H : b  ≠ 1 versus H : b  = 1; t = 2.778.

H : b  = 1 versus H : b ≠1; t = 2.778.

H : b  = 1 versus H : b ≠ 1; t = 0.556.

H : b ≠ 1 versus H : b  = 1; t = 0.556.

Explanation

The test for "is different from 1.0" requires the use of the "1" in the hypotheses and requires 1 to be specified as the hypothesized value in

the test statistic. The calculated t-statistic = (1.25-1)/.45 = 0.556

Negative convexity for a callable bond is most likely to be important when the:

i i i i i

0 R&D a R&D

0 R&D a R&D

0 R&D a R&D

0 R&D a R&D
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A)

B)

C)

D)

Question #35 of 100 Question ID: 438854

A)

B)

C)

D)

Question #36 of 100 Question ID: 438980

A)

B)

bond is first issued.

market interest rate rises above the bond's coupon rate.

price of the bond approaches the call price.

S&P or Moody's rating on the bond falls.

Explanation

Negative convexity illustrates how the relationship between the price of a bond and market yields changes as the bond price

rises and approaches the call price. The convex curve that we generally see for non-callable bonds bends backward to

become concave (i.e., exhibit negative convexity) as the bond approaches the call price.

Which of the following is the correct sequence of events for testing a hypothesis?

State the hypothesis, select the level of significance, formulate the decision rule,

compute the test statistic, and make a decision.

State the hypothesis, formulate the decision rule, compute the test statistic, select the

level of significance, and make a decision.

State the hypothesis, formulate the decision rule, select the level of significance,

compute the test statistic, and make a decision.

State the hypothesis, select the level of significance, compute the test statistic,

formulate the decision rule, and make a decision.

Explanation

Depending upon the author there can be as many as seven steps in hypothesis testing which are:

1. Stating the hypotheses.

2. Identifying the test statistic and its probability distribution.

3. Specifying the significance level.

4. Stating the decision rule.

5. Collecting the data and performing the calculations.

6. Making the statistical decision.

7. Making the economic or investment decision.

An analyst is investigating the hypothesis that the beta of a fund is equal to one. The analyst takes 60 monthly returns for the

fund and regresses them against the Wilshire 5000. The test statistic is 1.97 and the p-value is 0.05. Which of the following is

CORRECT?

If beta is equal to 1, the likelihood that the absolute value of the test statistic is equal to

1.97 is less than or equal to 5%.

If beta is equal to 1, the likelihood that the absolute value of the test statistic would be

greater than or equal to 1.97 is 5%.
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C)

D)

Question #37 of 100 Question ID: 438750

A)

B)

C)

D)

Question #38 of 100 Question ID: 438687

A)

B)

C)

D)

For a sample of 100 beta values, the expected number of times beta would be equal to

1 is less than or equal to 5%.

The proportion of occurrences when the absolute value of the test statistic will be

higher when beta is equal to 1 than when beta is not equal to 1 is less than or equal to

5%.

Explanation

A statistical test computes the likelihood of a test statistic being higher than a certain value assuming the null hypothesis is

true.

Suppose the covariance between Y and X is 12, the variance of Y is 25, and the variance of X is 36. What is the correlation

coefficient (r), between Y and X?

0.400.

0.160.

0.013.

0.000.

Explanation

The correlation coefficient is:

Information systems at Barings Bank were deficient for all of the following reasons except:

technological limitations that hindered accurate financial reporting.

incomplete account information on gains and losses.

management's failure to audit reporting quality.

management's inability to detect the inconsistency of Leeson's trading strategy and

profits.

Explanation

The Barings collapse did not result from technological limitations. Management is responsible for auditing and ensuring the

quality of the information it receives. Barings management failed to do so and received information without questioning it.

Reports contained incomplete account information on gains and losses. Management also failed to detect a signal that

something might be wrong in that the size of Leeson's reported profits were inconsistent with and out of proportion to the

trading strategy he was supposedly using. Technological limitations were not an issue in the Barings case.
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Question #39 of 100 Question ID: 507544

A)

B)

C)

D)

Question #40 of 100 Question ID: 438592

A)

B)

C)

D)

Question #41 of 100 Question ID: 439531

A)

B)

C)

Regarding the bias associated with the mean squared error (MSE) measure, which of the following statements is correct?

MSE will have an upward bias when predicting out-of-sample error variance.

One way to reduce the bias associated with MSE is to impose a penalty on the

degrees of freedom.

The unbiased MSE estimate will rank models differently than the adjusted R  measure.

The use of in-sample MSE to estimate out-of-sample MSE is very effective because in-

sample MSE cannot increase when more variables are included in the forecasting

model.

Explanation

One way to reduce the bias associated with MSE is to impose a penalty on the degrees of freedom. The use of in-sample MSE

to estimate out-of-sample MSE is not very effective because in-sample MSE cannot increase when more variables are included

in the forecasting model. Thus, MSE will have a downward bias when predicting out-of-sample error variance. The unbiased

MSE estimate will rank models in the same way as the adjusted R  measure.

If the standard deviation of the market's returns is 5.8%, the standard deviation of a stock's returns is 8.2%, and the covariance of the

market's returns with the stock's returns is 0.003, what is the beta of the stock?

0.05.

0.89.

1.12.

1.07.

Explanation

The formula for beta is: (Cov )/(Var ), or (0.003)/(0.058)  = 0.89.

Which of the following differences between key rate and bucket analysis is (are) CORRECT?

I. Key rate uses more interest rate factors.

II. The bucket shift approach assumes parallel changes in the implicit forward rates.

III. Estimating portfolio volatility with both methods is similar except the bucket technique required less inputs and correlations.

IV. The key rate shift approach assumes changes in rates in and around the chosen key rates.

IV only.

II and III.

II and IV.

2

2

stock,market market
2
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D)

Question #42 of 100 Question ID: 439522

A)

B)

C)

D)

Question #43 of 100 Question ID: 439933

A)

B)

C)

D)

Question #44 of 100 Question ID: 438939

I and III.

Explanation

Key rate uses fewer rate factors.

The bucket shift approach does assume parallel changes in implicit forward rates.

Estimating portfolio volatility is similar for both methods except that the bucket method requires more inputs and correlations.

The key rate approach assumes changes in rates in and around the chosen key rates.

Which of the following best describes key rate duration? Key rate duration is determined by:

changing the curvature of the entire yield curve.

changing the yield of a specific maturity.

shifting the whole yield curve linearly.

shifting the whole yield curve in a parallel manner.

Explanation

Key rate duration can be defined as the approximate percentage change in the value of a bond or bond portfolio in response to a 100 basis

point change in a key rate, holding all other rates constant, where every security or portfolio has a set of key rate durations, one for each

key rate maturity point.

An option wherein the payoff is based on the highest or lowest price experienced over some period of time, whichever is most

advantageous to the option holder, is called what?

An outside barrier option.

A lookback option.

A fixed-quanto option.

A rainbow option.

Explanation

An option wherein the payoff is based on the highest or lowest price experienced over some period of time, whichever is most

advantageous to the option holder, is called a lookback option.

A simple linear regression is run to quantify the relationship between the return on the common stocks of medium sized companies (Mid

Caps) and the return on the S&P 500 Index, using the monthly return on Mid Cap stocks as the dependent variable and the monthly return

on the S&P 500 as the independent variable. The results of the regression are shown below:
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A)

B)

C)

D)

Question #45 of 100 Question ID: 439101

A)

B)

C)

D)

Question #46 of 100 Question ID: 439034

A)

B)

C)

D)

Coefficient Standard Error

of coefficient

t-Value

Intercept 1.71 2.950 0.58

S&P 500 1.52 0.130 11.69

R = 0.599

The strength of the relationship, as measured by the correlation coefficient, between the return on Mid Cap stocks and the return on the

S&P 500 for the period under study was:

0.599.

0.774.

0.130.

2.950.

Explanation

You are given R  or the coefficient of determination of 0.599 and are asked to find R or the coefficient of correlation. The square root of

0.599 = 0.774.

The S&P 500 index is trading at 1015. The S&P 500 pays an expected dividend yield of 2 percent and the current risk-free rate is 4.1

percent. The value of a 3-month futures contract on the S&P 500 is closest to:

1,020.34.

979.86.

1,350.59.

997.68.

Explanation

1015e  = 1020.34

Which of the following statements regarding margin in futures accounts is FALSE?

Margin is resettled daily.

With futures margin, there is no loan of funds.

Margin must be deposited before a trade can be made.

Margin is usually 10% of the contract value for futures contracts.

Explanation

The margin percentage is typically low as a percentage of the value of the underlying asset and varies among contracts on different assets

2

2

(0.041 - 0.02)(0.25)
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Question #47 of 100 Question ID: 439426

A)

B)

C)

D)

Question #48 of 100 Question ID: 439079

A)

B)

C)

D)

Question #49 of 100 Question ID: 438757

A)

B)

C)

D)

based on their price volatility. The other statements are true.

Which of the following is least accurate regarding a gamma hedge?

Gamma hedges require less frequent rebalancing than delta hedges.

More frequent rebalancing of a gamma hedge should result in higher returns.

The gamma increases with larger changes in the stock price.

Gamma measures the change in delta.

Explanation

Gamma measures the change in delta. Gamma becomes larger as the changes in stock price increase in absolute value. Gamma hedging

requires less frequent rebalancing than delta hedging. Less frequent rebalancing in a gamma hedge can result in higher returns but also

increases the position's volatility.

The effective annual yield (EAY) of a loan with a quoted rate of 8%, compounded quarterly is equivalent to the EAY of a loan with a

continuously compounded quoted rate of:

8.08%.

8.16%.

7.92%.

8.24%.

Explanation

For the quarterly compounded loan, EAY = (1 + (0.08 / 4))  − 1 = 0.824. For the continuously compounded loan, we want to find the value

of r that solves 1.0824 = e . r = ln(1.0824) = 0.0792.

In order to have a negative correlation between two variables, which of the following is most accurate?

The covariance can never be negative.

The covariance must be negative.

Both the covariance and at least one of the standard deviations must be negative.

Either the covariance or one of the standard deviations must be negative.

Explanation

In order for the correlation between two variables to be negative, the covariance must be negative. (Standard deviations are always positive.)

4

r(1)
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Question #50 of 100 Question ID: 438622

A)

B)

C)

D)

Question #51 of 100 Question ID: 439418

A)

B)

C)

D)

Question #52 of 100 Question ID: 438596

A portfolio manager wants to purchase stocks with betas that are greater than the market beta. He has asked his analyst to evaluate two

stocks, Stock X and Stock Y, and determine if their betas are greater than the market beta. The following information about Stocks X and

Y is available to the analyst:

Stock XStock Y

Standard deviation of returns 0.15 0.16

Covariance between the return on the market and: 0.014 0.021

The return on the market is 0.12 and the standard deviation of returns on the market is 0.13.

Which of the stocks should the analyst recommend?

Recommend X Recommend Y

Yes No

Yes Yes

No Yes

No No

Explanation

The analyst should recommend the stock if the stock's beta is greater than 1. 

Stock X's beta = 0.014/(0.13)  = 0.82. 

Stock Y's beta = 0.021/(0.13)  = 1.24.

The deltas of puts and calls are most sensitive to changes in the underlying when:

both calls and puts are at-the-money.

both calls and puts are deep in-the-money.

calls are deep out-of-the-money, but puts are deep in-the-money.

both puts and calls are deep out-of-the-money.

Explanation

Call and put deltas are the most sensitive to changes in the underlying security (i.e., gammas are largest) when the option is at-the-

money.

2

2
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A)

B)

C)

D)

Question #53 of 100 Question ID: 438681

A)

B)

C)

D)

Question #54 of 100 Question ID: 439129

A)

B)

C)

D)

Which is NOT an assumption of capital market theory?

Investments are not divisible.

All investors have homogeneous expectations.

There are no taxes or transaction costs.

There is no inflation.

Explanation

Capital market theory assumes that all investments are infinitely divisible. The other statements are basic assumptions of capital market

theory.

Metallgesellschaft's mismanagement in its long-term fixed contract strategy was evidenced by which of the following?

I. Refunding payments to customers who willingly paid to cancel their long-term obligations.

II. Canceling the program too soon while the positive legs of the contracts could have been sold at a profit or used to secure additional

financing.

I only.

Neither I nor II.

II only.

Both I and II.

Explanation

Metallgesellschaft committed both errors in its handling of its liquidity crisis.

Marty Moore, FRM is an investor with a short position and is preparing to deliver a bond. From his bond portfolio, he has four positions to

choose from. The last settlement price, also the quoted futures price, is $97.85. Which bond would be the "worst choice" for Parks to

deliver?

                Bond     Quoted Bond Price          Conversion Factor

                A                    101                                1.03

                B                    116                                1.12

                C                    105                                1.07

                D                    124                                1.23

Bond D.

Bond A.

Bond C.

Bond B.
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Question #55 of 100 Question ID: 440274

A)

B)

C)

D)

Question #56 of 100 Question ID: 439038

A)

B)

C)

D)

Question #57 of 100 Question ID: 424959

Explanation

Cost of delivery:

Bond A: 101 - (97.85 x 1.03) = $0.21

Bond B: 116 - (97.85 x 1.12) = $6.41

Bond C: 105 - (97.85 x 1.07) = $0.30

Bond D: 124 - (97.85 x 1.23) = $3.64

Bond A is the cheapest to deliver, at $0.21. Bond B is the most expensive to deliver, at $6.41.

Risk management:

exacerbates the need for a firm to hold a reserve of liquid assets.

has no impact on the expected costs of financial distress.

has no effect on the need for the firm to hold liquid assets.

is a substitute for investing equity capital in liquid assets.

Explanation

A company with liquid assets sufficient to fund all of its positive NPV projects would not be exposed to the underinvestment problem when

it encountered cash flow deficits. Alternatively, the company can institute a risk management program to insure (at some level of statistical

significance) that its operating cash flow will not fall below the level needed to fund valuable projects. Thus, risk management can be

viewed as a substitute for investing equity capital in liquid assets.

If the balance in a trader's account falls below the maintenance margin level, the trader will have to deposit additional funds into the

account. The additional funds required is called the:

marking to market.

initial margin.

margin call.

variation margin.

Explanation

If the margin balance falls below a specified level (the maintenance margin), additional capital (the variation margin) must be deposited in

the account. Initial margin is the capital that must be in the trader's account before the initiation of the margin trade. Marking to market is

when any loss for the day is deducted from the trader's account, and any gains are added to the account.
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A)

B)

C)

D)

Question #58 of 100 Question ID: 438727

A)

B)

C)

D)

Question #59 of 100 Question ID: 439382

A)

B)

C)

D)

Which of the following is least likely an assumption of linear regression? The:

variance of the residuals is constant.

residuals are mean reverting; that is, they tend towards zero over time.

expected value of the residuals is zero.

residuals are independently distributed.

Explanation

The assumptions regarding the residuals are that the residuals have a constant variance, have a mean of zero, and are independently

distributed.

A major securities exchange is considering the introduction of a new derivative contract. In the past, the success rate for new derivatives

has been 30 percent. Extensive market research has produced a positive marketing research report for the contract under consideration.

Historically, 70 percent of reports prior to introduction have been favorable given successful contracts. Only 10 percent have received

favorable reports given unsuccessful contracts. What is the probability that the new contract will be successful given a favorable report?

25%.

75%.

13%.

87%.

Explanation

Let S denote success, U denote unsuccessful, and F denote a favorable report. We have P(S)=0.30, P(U)=0.70, P(F | S)=0.70, and P(F |

U)=0.10. Using Bayes theorem, the probability of a successful contract, given a favorable report is:

A stock that is currently trading at $50 and can either move to $55 or $45 over the next 6-month period. The continuously compounded

risk-free rate is 2.25 percent. What is the risk-neutral probability of an up movement?

0.6655.

0.5656.

0.6565.

0.5566.

Explanation

The risk-neutral probability, p, can be calculated as [e -d] / [u-d].  In this case, r = 0.0225, u = 1.1, d = 0.9, which makes p equal to

[e  - 0.9] / [1.1 - 0.9] = .5566

(rT)

[0.0225*(6/12)]
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Question #60 of 100 Question ID: 438615

A)

B)

C)

D)

Question #61 of 100 Question ID: 438717

A)

B)

C)

D)

Question #62 of 100 Question ID: 438966

A)

B)

C)

D)

The capital market line results from combining the efficient frontier with a risk-free asset. Given the availability of risky assets and a risk-

free asset, the best combinations of risk and return are represented by:

combinations of the market portfolio and minimum variance portfolio of risky assets.

combinations of the market portfolio and risk-free borrowing or lending.

combinations of the minimum variance portfolio of risky assets and the risk-free asset.

the efficient frontier of risky assets.

Explanation

The best combinations of risk and return are represented by combinations of the market portfolio and risk-free borrowing or lending.

The probabilities that three students will earn an A on an exam are 0.20, 0.25, and 0.30, respectively. If each student's performance is

independent of that of the other two students, the probability that all three students will earn an A is closest to:

0.7500.

0.0150.

0.0075.

0.0010.

Explanation

Since the events are independent, the probability is obtained by multiplying the individual probabilities. Probability of three As = (0.20) ×

(0.25) × (0.30) = 0.0150.

Which of the following is a potential remedy for multicollinearity?

Add dummy variables to the regression.

Increase the sample size.

Take first differences of the dependent variable.

Omit one or more of the collinear variables.

Explanation

The first differencing is not a remedy for the collinearity, nor is the inclusion of dummy variables. Increasing the sample size may improve

the t-statistics associated with the estimates, but does is not a remedy to the problem. The best potential remedy is to attempt to

eliminate highly correlated variables.
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Question #63 of 100 Question ID: 439109

A)

B)

C)

D)

Question #64 of 100 Question ID: 439272

A)

B)

C)

D)

Question #65 of 100 Question ID: 438588

A)

B)

C)

D)

Question #66 of 100 Question ID: 439379

Using the continuous time forward pricing model, what is the no-arbitrage price of a 9-month forward contract if the interest rate is 2.4

percent and the spot price of the asset is $1,650?

$1,680.

$1,621.

$1,689.

$1,664.

Explanation

The formula is: 1650e  = 1,679.97, or $1,680.

In the S&P credit rating scheme, the least risky speculative investment rating is:

Ba.

AAA.

Aaa.

BB.

Explanation

Any investment rated below BBB is considered to be speculative. Therefore, the highest (least risky) speculative rating as assigned by

S&P is BB. Ba is the least risky speculative rating assigned by Moody's.

Total Quality Inc. has a beta of 1.15. If the expected return on the market is 12 percent, and the risk-free rate is 6 percent, what is the

expected return for Total Quality?

11.69%.

14.00%.

10.15%.

12.90%.

Explanation

Expected return = R  + β(R  - R ) = 6 + 1.15 (12-6) = 12.90%

A stock is priced at 38 and the periodic risk-free rate of interest is 6 percent. What is the value of a two-period European put option with a

(0.024)(270/360)

f M f
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A)

B)

C)

D)

Question #67 of 100 Question ID: 438685

A)

B)

C)

D)

Question #68 of 100 Question ID: 439157

A)

B)

C)

D)

strike price of 35 on a share of stock using a binomial model with an up factor of 1.15 and a risk-neutral probability of 68 percent?

$2.90.

$0.57.

$2.58.

$0.64.

Explanation

Given an up probability of 1.15, the down probability is simply the reciprocal of this number 1/1.15=0.87. Two down moves produce a stock

price of 38 × 0.87  = 28.73 and a put value at the end of two periods of 6.27. An up and a down move, as well as two up moves leave the

put option out of the money. The value of the put option is [0.32  × 6.27] / 1.06  = $0.57.

All of the following affect the role of operational risk management in preventing large trading losses except:

multiple approvals for large trades by senior management.

the breadth of responsibilities and power given to traders.

marked-to-market losses.

the degree of supervision and oversight.

Explanation

Using the Sumitomo case as an example, Yasuo Hamanaka, a trader, attempted to corner the copper market. His fraudulent activities

were possible because of weak operational controls. He was given broad powers, including granting power of attorney to brokerage houses,

to create a financing scheme to fund his copper purchases in the spot market. Because of weak management oversight, he was able to

keep two sets of books and execute large transactions without approval from senior management that would have been aware of and

understood the trading strategies.

Two analysts are discussing the proper use of swaps, and work with clients to design all types of swaps. Which of the following types of

swaps allow swap payments to be floating on both sides, with payments not known until the end of each period?

Equity swap.

Volatility swap.

Interest rate swap.

Commodity swap.

Explanation

Equity swap payments are a bit unique, since they allow payments to be floating on both sides, with payments not known until quarter-

end.

2

2 2
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Questions #69-71 of 100

Question #69 of 100 Question ID: 439082

A)

B)

C)

D)

Question #70 of 100 Question ID: 439083

A)

B)

C)

D)

Question #71 of 100 Question ID: 439084

A)

B)

C)

D)

Use a stated rate of 9% compounded periodically to answer the following three questions. Select the choice that is the closest to the

correct answer.

The semi-annual effective rate is:

9.00%.

9.20%.

9.31%.

10.25%.

Explanation

First, we need to calculate the periodic rate, or 0.09 / 2 = 0.045.

Then, the effective semi-annual rate = (1 + 0.045)  − 1 = 0.09203, or 9.20%.

The quarterly effective rate is:

9.31%.

9.20%.

9.00%.

9.40%.

Explanation

First, we need to calculate the periodic rate, or 0.09 / 4 = 0.0225.

Then, the effective annual rate = (1 + 0.0225)  − 1 = 0.09308, or 9.31%.

The continuously compounded rate is:

9.42%.

9.20%.

9.67%.

9.45%.

Explanation

The continuously compounded rate = e  − 1 = e  − 1 = 0.09417, or 9.42%.

Calculator Keystrokes for e : Using the TI BA, enter [0.09] [2 ] [e ] (this is the key with LN on the face of the button). On the HP, enter

[0.09] [g] [e ] (this key is located in blue on the key with 1/x in white print).

2

4

r 0.09

t nd x

x
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Question #72 of 100 Question ID: 438857

A)

B)

C)

D)

Question #73 of 100 Question ID: 438869

A)

B)

C)

D)

Question #74 of 100 Question ID: 438732

A)

B)

C)

D)

In the process of hypothesis testing, what is the proper order for these steps?

State the hypotheses. Collect the sample and calculate the sample statistics. Make a

decision. Specify the level of significance.

State the hypotheses. Specify the level of significance. Collect the sample and calculate the

test statistics. Make a decision.

Specify the level of significance. State the hypotheses. Make a decision. Collect the sample

and calculate the sample statistics.

Collect the sample and calculate the sample statistics. State the hypotheses. Specify the

level of significance. Make a decision.

Explanation

The hypotheses must be established first. Then the test statistic is chosen and the level of significance is determined. Following these

steps, the sample is collected, the test statistic is calculated, and the decision is made.

If the null hypothesis is innocence, then the statement "It is better that the guilty go free, than the innocent are punished" is an example of

preferring a:

two tailed test over a one tailed test.

type II error over a type I error.

higher level of significance.

type I error over a type II error.

Explanation

The statement shows a preference for not rejecting the null hypothesis when it is false (a type II error), over rejecting it when it is true (a

type I error).

The characteristic function of the product of independent random variables is equal to the:

sum of the individual characteristic functions.

square root of the product of the individual characteristic functions.

product of the individual characteristic functions.

exponential root of the product of the individual characteristic functions.

Explanation

The characteristic function of the sum of independent random variables is equal to the product of the individual characteristic functions.

E(XY) = E(X) × E(Y).
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Question #75 of 100 Question ID: 439022

A)

B)

C)

D)

Question #76 of 100 Question ID: 438969

A)

B)

C)

D)

Question #77 of 100 Question ID: 439076

A)

Joe Mannes, FRM believes he has identified an arbitrage opportunity between the NASDAQ and the London Stock Exchange (LSE). The

stock he is looking at, Pharma PLC, is trading on NASDAQ for $76 and trading on the LSE for 52.03 GBP. The current exchange rate is

1.557$ / GBP. Is there a potential for an arbitrage profit, and if so, what would it be?

Yes; $5.00.

No.

Yes; $2.50.

Yes; $4.75.

Explanation

The U.S. dollar value of Pharma PLC on the LSE:

52.03 GBP x 1.557 $ / GBP = 81

Sell Pharma on LSE for $81 and buy Pharma on NASDAQ for $76. The arbitrage profit is $5.00 per share.

An analyst runs a regression of portfolio returns on three independent variables.  These independent variables are price-to-sales (P/S),

price-to-cash flow (P/CF), and price-to-book (P/B).  The analyst discovers that the p-values for each independent variable are relatively

high.  However, the F-test has a very small p-value.  The analyst is puzzled and tries to figure out how the F-test can be statistically

significant when the individual independent variables are not significant.  What violation of regression analysis has occurred? 

serial correlation.

conditional heteroskedasticity.

unconditional heteroskedasticity.

multicollinearity.

Explanation

An indication of multicollinearity is when the independent variables individually are not statistically significant but the F-test suggests that

the variables as a whole do an excellent job of explaining the variation in the dependent variable.

Which of the following factors is (are) often considered to be a problem with hedged positions?

   I. Uncertainty with roll-over of the hedging instrument.

 II. Perfect correlation between the asset and the hedging instrument.

III. Certainty with the date of the underlying asset's purchase or sale.

IV. Imperfect correlation between the hedged asset and the hedging instrument.

I and II only.
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B)

C)

D)

Question #78 of 100 Question ID: 438910

A)

B)

C)

D)

Question #79 of 100 Question ID: 439520

A)

B)

C)

D)

Question #80 of 100 Question ID: 439468

I only.

II and III only.

I and IV only.

Explanation

Imperfect correlations between the futures price and the underlying spot price decrease the effectiveness of a hedged position. When the

hedging horizon is long relative to the maturity of the futures used in the hedging strategy, the hedge has to be rolled prior to expiration. As

maturity of the hedging instrument approaches, the hedger must close out the existing position and replace it with another contract with a

later maturity. Rolling the hedge forward exposes the hedger to the basis risk of the new position each time the hedge is rolled.

In a regression analysis, the effects from independent variables that are not included in the model are embodied in the:

error term.

scattergram.

intercept.

slope coefficient.

Explanation

The error term embodies the effect of variables omitted from the model.

Evaluated at the same yield, the investment that is expected to have the greatest convexity is a:

portfolio with a duration of 10 that contains a 5-year zero-coupon bond and a 15-year zero-

coupon bond.

callable 6% coupon bond of 10-year duration.

6% coupon bond of 10-year duration.

10-year zero-coupon bond.

Explanation

A barbell portfolio will have greater convexity than a bullet portfolio, so convexity of the barbell portfolio is greater than the convexity of the

10-year zero-coupon bond. In general, the higher the coupon, the lower the convexity, so convexity of the 10-year zero-coupon bond is

greater than the convexity of the 6% coupon bond of 10-year duration and the callable 6% coupon bond of 10-year duration.

The price value of a basis point (PVBP) for a 7-year, 10 percent semiannual pay bond with a par value of $1,000 and yield of 6 percent is

closest to:
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A)

B)

C)

D)

Question #81 of 100 Question ID: 439013

A)

B)

C)

D)

Question #82 of 100 Question ID: 439220

A)

B)

C)

$0.00.

$0.64.

$0.92.

$0.28.

Explanation

PVBP = initial price - price if yield changed by 1 bps.

Initial price: Price with change:

FV = 1000 FV = 1000

PMT = 50 PMT = 50

N = 14 N = 14

I/Y = 3% I/Y = 3.005

CPT PV = 1225.92 CPT PV = 1225.28

PVBP = 1,225.92 - 1,225.28 = 0.64

PVBP is always the absolute value.

Comparing and contrasting the over-the-counter (OTC) market with the traditional exchange market, which is larger, and what would be a

key advantage of OTC trading compared with traditional exchange trading?

OTC market is larger, and a key OTC advantage is participants' flexibility to negotiate.

OTC market is smaller, and a key OTC advantage is calls are recorded, to prevent

miscommunications.

OTC market is smaller, and a key OTC advantage is that terms are not set by any exchange.

OTC market is larger, and a key OTC advantage is that credit risk is eliminated or largely

mitigated.

Explanation

The OTC market is much larger than the exchange market, and offers advantages including no set terms, negotiating flexibility, and

recorded calls.

Calculate the 3-month forward price for a barrel of crude oil if the current spot price is $92/barrel, the effective monthly interest rate is

0.75%, and the monthly storage costs in a floating tanker are $0.50/barrel.

96.40.

93.40.

94.50.
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D)

Question #83 of 100 Question ID: 439396

A)

B)

C)

D)

Question #84 of 100 Question ID: 439375

A)

B)

C)

D)

95.60.

Explanation

Calculating the future cost of storage for 3 months:

0.50 + 0.50(1.0075) + 0.50(1.0075)  = 1.51

This means that it costs $1.51 to store the oil for 3 months, including interest. The next step is to add the cost of storage to the spot price,

plus interest:

92(1.0075 ) + 1.51 = 94.09 + 1.51 = 95.60 = 3-month forward price

Which of the following is NOT one of the assumptions of the Black-Scholes-Merton option-pricing model?

There are no cash flows over the term of the options.

The volatility is known and remains constant over the term of the option.

There are no taxes and transactions costs are zero for options and arbitrage portfolios.

The yield curve for risk-free assets is fixed over the term of the option.

Explanation

The yield curve is assumed to be flat so that the risk-free rate of interest is known and constant over the term of the option. Having a fixed

yield curve does not necessarily imply that the yield curve is flat.

A stock that is currently trading at $30 can move up or down by 10 percent over a 6-month time period. The probability of the stock moving

up in price in a 6-month period is 0.6074. The continuously compounded risk-free rate is 4.25 percent. The value of a 1-year American put

option with an exercise price of $32.50 is closest to:

$3.42.

$2.49.

$5.50.

$2.75.

Explanation

First calculate the probability of a down move as: p  = 1 - p  = 1 - 0.6074 = 0.3926

Next calculate the terminal values of the option at expiration for each node of the tree:

S  = $30 × 1.10 × 1.10 = $36.30, Puu = $0

S  = $30 × 1.10 × 0.90 = $29.70, Pud = $2.80

S  = $30 × 0.9 × 1.10 = $29.70, Pdu = $2.80

S  = $30 × 0.9 × 0.9 = $24.30, Pdd = $8.20

Since this is an American option, we need to compare the discounted present value of the option to its intrinsic value after the end of the

2

3

d u

uu

ud

du

dd
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Question #85 of 100 Question ID: 439008

A)

B)

C)

D)

first 6-month period to see if the option is worth more dead than alive.

S  = $33, which means the intrinsic value of the put in the up node after six months is $0, and the option is worth more alive than dead.

S  = $27, which means the intrinsic value of the put in the down node after six months is ($32.50 - $27) = $5.50. Since $5.50 > $4.817,

the option should be exercised because it is worth more dead than alive.

Finally, we can calculate the price of the American option today as:

XYZ Corp. is a clearinghouse member for a futures exchange. Due to recent embezzlement, they have encountered some financial

difficulty. Which of the following statements least likely describes a procedure that is used when a clearinghouse member is unable to

meet its open contract obligations?

Surplus funds of the clearinghouse may be used at the discretion of the clearinghouse board.

Contributions by other solvent clearinghouse members to the guaranty fund may also be used

to cover deficits.

Contributions to the guaranty fund by XYZ Corp may be used but not contributions made by

other members.

A solvent clearinghouse member takes possession of all open fully margined customer

positions.

Explanation

The following procedures are in place if a clearinghouse member is unable to meet its open contract obligations:

1. A solvent clearinghouse member takes possession of all open fully margined customer positions. All under-margined customer positions

and the firm's proprietary positions are liquidated.

2. If the member's customer account with the clearinghouse is in deficit because of a liquidation, any additional margin the member had

deposited at the clearinghouse is applied toward the deficit on the customer's positions.

3. If the defunct member's margin deposits on hand are not sufficient to cover the deficit, the member's exchange membership may be sold

and the funds deposited in the guaranty fund by the member may be used.

4. If a deficit still exists, the surplus fund of the clearinghouse may be used at the discretion of the clearinghouse board.

5. Contributions by other solvent clearinghouse members to the guaranty fund may also be used. The guaranty fund may be replenished by

a pro rata special assessment made by the remaining members of the clearinghouse.

u

u
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Question #86 of 100 Question ID: 439287

A)

B)

C)

D)

Question #87 of 100 Question ID: 438633

A)

B)

C)

D)

Question #88 of 100 Question ID: 439104

A)

B)

C)

A portfolio manager is concerned about the downside risk of his portfolios that contain financial products with option-like payoffs. The

manager has been using the delta-normal VAR method to assess the portfolio's downside risk. Which of the following statements most

accurately describes the characteristics of the delta-normal VAR method?

I. Assumes a normal distribution.

II. Adjusts for non-normal distributions.

III. Adjusts for option-like payoffs.

IV. Adjusts for fat-tail distributions.

I and II.

I only.

II and III.

II, III, and IV.

Explanation

Only Statement I is correct. The delta-normal VAR model assumes a normal distribution. Statements II, III, and IV are all disadvantages of

the delta-normal VAR model.

Given a three-factor arbitrage pricing theory (APT) model, what is the expected return on the Premium Dividend Yield Fund?

The factor risk premiums to factors 1, 2 and 3 are 8%, 12% and 5%, respectively.

The fund has sensitivities to the factors 1, 2, and 3 of 2.0, 1.0 and 1.0, respectively.

The risk-free rate is 3.0%.

36.0%.

33.0%.

28.0%.

50.0%.

Explanation

The expected return on the Premium Dividend Yield Fund is 3% + (8.0%)(2.0) + (12.0%)(1.0) + (5.0%)(1.0) = 36.0%.

In examining the relationship between forward and futures prices, which statement is the most accurate?

The law of arbitrage guarantees that the payoffs between the two will not be identical.

Assuming forward and futures prices are the same is an approximation.

Forward and futures prices can be shown to be the same.
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D)

Question #89 of 100 Question ID: 438809

A)

B)

C)

D)

Question #90 of 100 Question ID: 438693

A)

B)

C)

D)

Question #91 of 100 Question ID: 438937

Forward prices have a tendency to be more volatile.

Explanation

Forward and futures prices are the same only when interest rates are known over a contract's life. There are circumstances in which

forward and futures prices will diverge.

When is the t-distribution the appropriate distribution to use? The t-distribution is the appropriate distribution to use when constructing

confidence intervals based on:

large samples from populations with known variance that are nonnormal.

small samples from populations with unknown variance that are at least approximately normal.

large samples from populations with known variance that are at least approximately normal.

small samples from populations with known variance that are at least approximately normal.

Explanation

The t-distribution is the appropriate distribution to use when constructing confidence intervals based on small samples from populations

with unknown variance that are either normal or approximately normal.

It is important for a firm to recognize all relevant risks. Failing to manage risk exposure could result from all of the following actions except:

not using appropriate risk metrics.

not monitoring risk adequately.

not communicating risks to top management.

not measuring unknown risks correctly.

Explanation

The process of risk management can fail if one or more of the following events occur: not measuring known risks correctly, not

recognizing some risks, not communicating risks to top management, not monitoring risk adequately, not managing risk adequately, and

not using the appropriate risk metrics. Unknown risks should be recognized, but not necessarily measured.

What does the R  of a simple regression of two variables measure and what calculation is used to equate the correlation coefficient to the

coefficient of determination?

R  measures: Correlation coefficient

2

2
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A)

B)

C)

D)

Question #92 of 100 Question ID: 439190

A)

B)

C)

D)

percent of variability of the

independent variable that is

explained by the variability of the

dependent variable

R  = r

percent of variability of the

dependent variable that is

explained by the variability of the

independent variable

R  = r

percent of variability of the

independent variable that is

explained by the variability of the

dependent variable

R  = r × 2

percent of variability of the

dependent variable that is

explained by the variability of the

independent variable

R  = r × 2

Explanation

R , or the Coefficient of Determination, is the square of the coefficient of correlation (r). The coefficient of correlation describes the strength

of the relationship between the X and Y variables. The standard error of the residuals is the standard deviation of the dispersion about the

regression line. The t-statistic measures the statistical significance of the coefficients of the regression equation. In the response: "percent

of variability of the independent variable that is explained by the variability of the dependent variable," the definitions of the variables are

reversed.

The buyer of a straddle on a stock is most likely to benefit:

if the position expires worthless.

if the volatility of the underlying asset's price increases.

if the volatility of the underlying asset's price decreases.

under all conditions because the straddle is guaranteed a risk-free rate of return.

Explanation

The buyer of the straddle purchases both a call and a put. This position will benefit from large swings of the price of the underlying stock in

either direction. If the position expires worthless, which occurs when the stock price stays flat, the investor will lose 100% of the

investment. The payoff diagram is:

2 2

2 2

2

2

2
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Question #93 of 100 Question ID: 439098

A)

B)

C)

D)

Question #94 of 100 Question ID: 438805

A)

B)

C)

D)

Which of the following would be considered a key difference between a forward contract and a futures contract?

Futures contract is marked to market regularly, while a forward contract is not.

The owner of the forward contract receives cash flows from the underlying asset between

contract origination and delivery.

Only forward contracts can be set up as cash settlement contracts.

One clearinghouse is the counterparty to all forward contracts.

Explanation

The reverse is true: a futures contract is marked to market, generally daily.

The distribution of annual returns for a bond portfolio is approximately normal with an expected value of $120 million and a standard

deviation of $20 million. Which of the following is closest to the probability that the value of the portfolio one year from today will be

between $110 million and $170 million?

66%.

42%.

58%.

74%.

Explanation

Calculating z-values, z  = (110 − 120) / 20 = −0.5. z  = (170 − 120) / 20 = 2.5. Using the z-table, P(−0.5) = (1 − 0.6915) = 0.3085. P(2.5)

= 0.9938. P(−0.5 < X < 2.5) = 0.9938 − 0.3085 = 0.6853. Note that on the exam, you will not have access to z-tables, so you would have

to reason this one out using the normal distribution approximations. You know that the probability within +/− 1 standard deviation of the

mean is approximately 68%, meaning that the area within −1 standard deviation of the mean is 34%. Since −0.5 is half of −1, the area

under −0.5 to 0 standard deviations under the mean is approximately 34% / 2 = 17%. The probability under +/− 2.5 standard deviations of

the mean is approximately 99%. The value $170 is mid way between +2 and +3 standard deviations, so the probability between these

values must be (99% / 2) = 2%. The value from 0 to 2.5 standard deviations must therefore be (99% / 2) − (2% / 2) = 48.5%. Adding these

values gives us an approximate probability of (48.5% + 17%) = 65.5%.

1 2
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Question #95 of 100 Question ID: 439512

A)

B)

C)

D)

Question #96 of 100 Question ID: 438959

A)

B)

C)

D)

Question #97 of 100 Question ID: 439144

A)

B)

C)

Positive convexity in bond prices implies all but which of the following statements?

Bond prices approach a ceiling as interest rates fall.

As yields increase, changes in yield have a smaller effect on bond prices.

As yields decrease, changes in yield have a larger effect on bond prices.

The price volatility of non-callable bonds is inversely related to the level of market yields.

Explanation

The convexity of bond prices means that bond prices as a function of interest rates approach a floor as interest rates rise.

If the variance of the residuals is not constant across all observations in the sample, the regression exhibits heteroskedasticity. Effects of

heteroskedasticity include which of the following problems?

I. The coefficient estimates in the regression model are affected.

II. If the standard errors are too small, but the coefficient estimates themselves are not affected, the t-statistics may be too large and the

null hypothesis of no statistical significance will be rejected too often.

II only.

I only.

Neither I nor II.

Both I and II.

Explanation

Effects of heteroskedasticity include:

The standard errors are usually unreliable estimates.

The coefficient estimates are not affected.

If the standard errors are too small, but the coefficient estimates themselves are not affected, the t-statistics will be too large and the

null hypothesis of no statistical significance is rejected too often. The opposite will be true if the standard errors are too large.

A bank entered into a 4-year tenor plain vanilla swap exactly three years ago from today. The agreements of the swap are to pay 6.5

percent annually, based on annual compounding with a 30/360 day-count convention, fixed rate on a $50 million notional, and receive 1-

year London Interbank Offered Rate (LIBOR). The continuously compounded LIBOR for 1-year obligations is currently 5.75 percent. The 1-

year LIBOR at the beginning of the period was 6.25 percent. The value of the swap is closest to:

$800,522.

-$257,020.

$110,000.
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D)

Questions #98-99 of 100

Question #98 of 100 Question ID: 439446

A)

B)

C)

D)

Question #99 of 100 Question ID: 439447

A)

B)

-$270,000.

Explanation

The value of the fixed-rate component of the swap is ($50 × 1.065)e  = $50.27M. The value of the floating-rate component of the swap

is its par value of $50M since we are currently at an annual settlement date. Hence, the value of the swap to this counterparty is

approximately $50M - $50.27M = -$270,000.

Use this table for the following questions.

Maturity

(Years)
STRIPS Price Spot Rate Forward Rate

0.5 98.7654 2.50% 2.50%

1.0 97.0662 3.00% 3.50%

1.5 95.2652 3.26% 3.78%

2.0 93.2775 ????% ????%

The 6-month forward rate in 1.5 years (ending in year 2.0) is closest to:

4.04%.

4.26%.

4.57%.

4.11%.

Explanation

First, calculate the spot rate in year 2.

2 * [(100/93.2775) (̂1/4) - 1] = 3.51%

Next, calculate the forward rate in year 2.

The value of a 1.5-year, 6 percent semiannual coupon, $100 par value bond is closest to:

$104.00.

$105.66.

(-0.0575)
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C)

D)

Question #100 of 100 Question ID: 439126

A)

B)

C)

D)

$103.42.

$102.19.

Explanation

A 5% coupon bond with semi-annual coupon payments on a coupon payment date when the coupon has not been paid yet and the bond

has a $1,000 par value. What is the accrued interest of the bond and what is the bond's full price?

Accrued Interest Full Price

$50 $1,000

$25 $1,025

$50 $1,050

$25 $1,000

Explanation

Accrued interest is found by simply dividing the coupon rate by two and then multiplying the result by $1,000. The full price or dirty price of

the bond is the price of the bond plus accrued interest, if any.


