Part One: Short Answers
Answer 40 of these 45 questions (1.5 points each; total 60 points)

1.  Which of the following is not a typical money market instrument:

a. eurodollar deposits

b. repurchase agreements

c. commercial paper

d. treasury bonds

2.  Which of the following is a depository-type of financial institution:


a. mutual fund


b. insurance company

c. savings institution

d. investment firm

3.  What is the effective yield the investor would expect if the tax rate of the investor is 30% & the nominal yield offered on a taxable investment is 16%?

___________________________________________________

4. Government securities are considered default free (risk free) because (one best answer):

a. the government never lies;

b. the government has never defaulted;


c. the government can always raise taxes or print the money;


d. there is no fault found in the products produced in America.

5. The store of value purpose for money:


a. is aided by inflation


b. is harmed by inflation



c. is not considered a serious issue

d. implies automatic growth.

6. Given a 40% tax bracket and 7% offered on a municipal issue, the effective rate is:

___________________________________________________

7. Given a 40% federal tax bracket and 8% offered on a treasury issue, the nominal rate on a corporate issue to equal the treasury rate is:

___________________________________________________

8. Historically, as opposed to currently, the largest source of funds for banks was ____, versus, is ______:


a. checking accounts; savings deposits
b. transaction deposits; savings deposits


c. time deposits; checking accounts

d. checking deposits; time deposits.

9. The initial issuer of securities does not normally receive funds in which market:


a. secondary
b. primary
c. deficit
d. surplus

10. Money market securities generally have _________; capital market instruments are typically expected to have ________.


a. less liquidity; higher annualized return
   b. more liquidity; lower annualized return


c. less liquidity; lower annualized return     d. more liquidity; higher annualized return

11. Retained Earnings are an example of which type of financing:


a. debt
b. money market
c. equity
d. derivative

12. The price non-competitive bidders pay for Treasury bills is:

          a.    face value                             
 
  b. lowest competitive bid

          c.    weighted average of all competitive bids    d. highest competitive bid.

13. What is the price for a 6 year, zero-coupon bond with a required return of 12%?  

___________________________________________________

14. Which of the following is not a major investor in stocks?

a. commercial banks      b. insurance companies    c. mutual funds    d. pension funds

15. With the participation of financial intermediaries in financial market transactions, _______ than they otherwise would be.

a. information and transaction costs are lower;

b. transaction costs would be higher but information costs are unchanged;

c. information costs would be higher but transaction costs are unchanged;

d. information and transaction costs are higher.

16. Which of the following would be considered a primary market transaction:

a. An individual purchases existing shares of stock in IBM through a broker.

b. Microsoft issues a seasoned offering of common stock using an underwriter.

c. An institutional investor sells some Disney stock through its broker.

d. You arrange to sell a portfolio of stock from an inheritance.

17. If an investor buys a T-bill with 180 days till maturity and $350,000 par value for $342,000. He plans to sell it after 60 days, and forecasts a selling price of $347,000 at that time. What is the compounded annualized yield based on this expectation? (Use the geometric approach.):

___________________________________________________

18. If an investor buys a $50,000, 90-day T-bills for $49,250 and holds it till maturity, the annualized return (on a simple basis) is:

___________________________________________________

19. A newly issued T-bill with a $10,000 par value that sells for $9,850 and has a 90-day maturity has a discount return of:

___________________________________________________

20. Both T-bills and commercial paper are sold:


a. with a stated coupon rate

c. at a discount from par value


b. at a premium above par value
d. only through a financial intermediary.

21. A firm plans to issue 30-day commercial paper for $9,950,000 with a par value of $10 million. What is the firm’s cost of borrowing using an arithmetic approach?

___________________________________________________

22. The federal funds market allows depository institutions to:


a. borrow short-term funds from one another;


b. borrow long-term funds from one another;


c. borrow long-term funds from the Treasury;


d. borrow short-term funds from the Federal Reserve.

23. When a bank guarantees a future payment for a firm to another firm (usually involving exporting or importing), then the instrument used is:


a. repurchase agreement

b. negotiated CD


c. banker’s acceptance


d. commercial paper

24. Note maturities are usually ______; while bond maturities are _____.

a. less than 10 years; 10 years or more;     c. 10 years or more; less than 10 years;

b. less than 1 year; 1 year or more;
         d. 91 days; 180 days.

25. Interest earned from Treasury bonds is:

a. exempt from all income tax


b. exempt from federal income tax

c. exempt from state and local tax

d. subject to all income tax

26. Which of the following is true of money market instruments?

a. their yields are highly correlated over time

b. they typically sell for par value when they are initially sold

c. treasury bills have the highest yield

d. they all make periodic coupon payments

27. The rate on which Eurodollar floating rate CDs is based is:

a. the weighted average of European prime rates

b. the London Interbank Offer Rate (LIBOR)

c. the US Prime Rate

d. the weighted average of European discount rates

28. Which of the following is issued in the primary market by non-financial institutions?

a. NCDs
b. commercial paper
c. federal funds
d. eurodollar accounts

29. “Flight to Quality” causes the risk differential between risky and risk-free securities:

a. to be eliminated
b. to be reduced         c. to be increased   d. to be unchanged

30. Municipal general obligation bonds ______; municipal revenue bonds _____.

a. both are supported by the municipal government’s ability to tax

b. are supported by the municipal government’s ability to tax; are supported by revenue generated from the project financed

c. are always subject to federal tax; are always exempt from state and local tax

d. are typically zero-coupon bonds; are typically coupon bonds

31. A call provision normally:

a. allows the firm to call bonds at par value

b. gives the firm the option to call bonds at market value

c. allows the firm to call bonds at a price below par value

d. requires the firm to call bonds at a price above par value

32. When would a firm most likely call bonds?

a. after interest rates have declined

b. if interest rates do not change

c. after interest rates increase


d. just before interest rates decline.

33. Some bonds are stripped, which means that:

a. they have defaulted on promised payments;

b. the call provision has been eliminated;

c. they are transferred into principal-only and interest-only securities;

d. their maturities have been reduced.

34. Harry Potter may purchase bonds with 15 years until maturity, a par value of $1,000 and a 9% annualized coupon rate for $1,100. Mr. Potter’s approximate YTM is:

___________________________________________________

35. If investors buy stock with borrowed funds from their broker, this is referred to as:

a. buying on margin     b. use of proxy
c. a margin call
d. leveraged buy-out

36. If security prices fully reflect all historic market related information (such as historical price patterns) but do not fully reflect all other public information, security markets are: 

a. weak-form efficient


b. semi-strong efficient

c. strong form efficient


d. knowledge based efficient

37. Assume a stock is initially priced at $50, and pays an annual $2 dividend. An investor uses cash to pay $25 a share and borrows the remaining funds at 12% annual interest. What is the return if the investor sells the stock for $55 at the end of the year?

___________________________________________________

38. Which of the following is not true regarding zero-coupon bonds:

a. they are issued at a deep discount from par value

b. investors are taxed annually on the amount of interest earned

c. zeros are purchased mainly for tax-exempt investments (IRAs, Pensions)

d. the maturity associated with zeros is infinite, thus they are known as perpetuals.

39. Firms assume _____ risk when they issue preferred stock than when they issue bonds, since the payment of the dividends on preferred stock _____ be omitted without the firm being forced into bankruptcy. 

a. more; can      b. less; can       c. more; cannot      d. less; cannot

40. Which of the following is a certificate representing ownership of foreign stock:

a. ADR    
   b. SEAQ

c. Nasdaq

d. AMEX

41. A new issuance of stock by a firm that does not already have stock outstanding is referred to as:

a. ADR      b. seasoned offering     c. rights offering      d. initial public offering

42. A stock’s beta is 1.3 and the risk-free rate is 5%, while the market return is expected to be 9%. What is the expected return on the stock according to the CAPM: 

___________________________________________________

43. Firm A is expected to offer a dividend of $3.20 per share per year forever. The required rate of return is 13%. The price of this share should be:

___________________________________________________

44. Firm B has paid $4.76 per share dividend and is expected to grow that dividend by 3%. If the required return is 15%, then the value of this stock is:

___________________________________________________

45. What price would an investor with a 12% required return be willing to pay for a 10% coupon, $1,000 face, annual interest, 3-year bond? _________________________

Part Two: Time Value (Answer 5 of these 7 questions; two points each; total 10 points)
1. The equal annual end-of-year payments required to repay a loan of $60,000 borrowed at 12% for ten years is:

a. $5,332

b. $6,854

c. $10,619

d. 12,472

2. A cash deposit has been made at the beginning of each year over five years in the following amounts: $500, $560, $640, $720, and $800. At 8%, after the five years, this is worth:

a. $4,006

b. $3,685

c. $7,546

d. $4,987

3. Your parents bought their lakeside summer home for $60,000 ten years ago. It now sells for $242,700. The annual rate of return associated with the growth in the value of their home is: a. 5%

b. 10%


c. 15%


d. 20%

4. An investment should generate $50,000 per year at the end of each of the next five years. If the current interest rate associated with an investment of this risk class is 12%, then the maximum you would be willing to pay for this investment is:

a. $250,000
b. $317,642

c. $180,240

d. $154,330

5. Using 7.25%, the annual annuity payment associated with a repayment on a $24,000, 5 year loan is:

a. $5,892.61
b. $7,564.25

c. $3,2457.87

d. $4, 523.43

6. Your target is to have $120,000 for your daughter’s college tuition. If you begin saving today equal amounts per year for 14 years at 8%, how much will you need to save per year?

a. $8,571.43
b. $6,574.32

c. $4,955.62

d. $3,435.54

7. You want to retire in 30 years as a millionaire. If 12% is an annual effective return on a stock portfolio during this time period, then how much should you invest per month on an ordinary annuity basis?

a. $286.13

b. $564.85

c. $895.65

d. $1,235.50

Part Three: 
Explain each of the following in one to three sentences. (5 points each; total 15 points)

1. Assume that there is a sudden expectation of lower interest rates in the future. What would be the effect on the yield curve and why?

2. Name and explain the two components of the risk free rate of return.

3. Explain what is meant by Monetizing the Debt.
Problem: show all work 
Answer all three sections for 5 points each (15 points total)
The FED is concerned with interest rate levels and the possibility of inflation. Given the following information, calculate the expected inflation premiums over the next three years.  Should the FED be concerned with inflation in the near term (first year), interim period (second year), or longer term (third year) period observed?

a. Using the January 2012 data, calculate the two annual forward rates using the information provided below.

b. Calculate the expected inflation rates for each of the next three years (if the real rate is 2%) using the spot given and forward rates calculated.

c.   Draw the two yield curves on the same graph – label each. Using the Rates provided for September 2010, how has the yield curve changed since 2010 to 2012?  What does the change imply?  
September 2010
	Date
	1 mo
	3 mo
	6 mo
	1 yr
	2 yr
	3 yr
	5 yr
	7 yr
	10 yr
	20 yr
	30 yr

	09/29/10
	0.12
	0.16
	0.20
	0.27
	0.44
	0.67
	1.28
	1.91
	2.52
	3.38
	3.69


January 2012
	Date
	1 mo
	3 mo
	6 mo
	1 yr
	2 yr
	3 yr
	5 yr
	7 yr
	10 yr
	20 yr
	30 yr

	01/13/12  
	0.02
	0.03
	0.06
	0.10
	0.24
	0.34
	0.80
	1.32
	1.89
	2.59
	2.91


