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QUESTION 1

Duration of a bond normally increases with an increase in: 

A. time to maturity. 

B. coupon rate. 

C. yield to maturity. 

D. par value. 

Correct Answer: A 

Duration is directly related to maturity and inversely related to the coupon rate and yield to maturity (YTM). Duration is
approximately equal to the point in years where the investor receives half of the present value of the bond\\'s cash flows.
Therefore, the later the cash flows are received, the greater the duration. The longer the time to maturity, the greater the
duration (and vice versa). A longer-term bond pays its cash flows later than a shorter-term bond, increasing the
duration. The lower the coupon rate, the greater the duration (and vice versa). A lower coupon bond pays lower annual
cash flows than a higher-coupon bond and thus has less influence on duration. The lower the YTM, the higher the
duration. This is because the bond\\'s price (or present value) is inversely related to interest rates. When market yields
fall, the value (or cash flow) of a bond increases without increasing the time to maturity. 

Consider the purchase of an existing bond selling for $1,150. This bond has 28 years to maturity, pays a 12 percent
annual coupon, and is callable in 8 years for $1,100. 

 

QUESTION 2

What is the building\\'s net income? 

A. $42,646. 

B. $49,307. 

C. $35,985. 

D. $29,324. 

Correct Answer: C 

52,919 x .68 = 35,985 

 

QUESTION 3

Contrarians consider an increase in credit balances in brokerage accounts as: 

A. a hold signal. 

B. a bearish signal. 

C. none of these answers. 
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D. a bullish signal. 

Correct Answer: B 

Credit balances with brokerages result when investors sell their stock holdings and leave the cash balances with their
brokers, expecting to reinvest them shortly. Technical analysts view these balances as pools of potential purchasing
power overhanging the market and hence believe that the market is bullish. Contrarians, on the other hand, believe that
most market participants make wrong investment decisions as the market approaches the peak or trough in a cycle.
Hence, contrarians consider a large increase in credit balances as a bearish signal. 

 

QUESTION 4

A project has the following cash flows over the next 5 years: $800, $300, $400, $900 and $1,200. Assume all cash flows
occur at the end of a year. The project requires an initial cash outlay of $1,750. The firm faces a marginal borrowing rate
of 8%. The payback period for the project equals ________. 

A. 3.86 year 

B. 4.19 years 

C. 4 years 

D. 3.28 years 

Correct Answer: D 

 

The payback period is defined as the expected number of years that would be required to recover the original
investment. In particular, Payback period = Years before full recovery + (unrecovered cost at the start of payback
year)/(net cash flow in the payback year) In this case, the recovery occurs in the 4th year. At the beginning of the 4th
year, the unrecovered cost equals 1,750 - 800 300 - 400 = 250. Total cash flow in the 4th year equals 900. Therefore,
payback period = 3 + 250/900 = 

3.28 years. Note that the discount rate does not figure in the calculation of payback period. 

 

QUESTION 5

Which of the following methods of evaluating capital projects incorporate an explicit discount rate into the equation? 

A. Net Present Value, Payback Period 

B. Internal Rate of Return, Modified Internal Rate of Return 

C. Discounted Payback Period, Net Present Value, Payback Period 

D. Discounted Payback Period, Net Present Value, Modified Internal Rate of Return 

E. Discounted Payback Period, Net Present Value, Internal Rate of Return 

Correct Answer: D 

Of the methods for evaluating capital projects, the Net Present Value, Modified Internal Rate of Return, and Discounted
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Payback Period Methods incorporate an explicit discount rate into their equations. This discount rate is often referred to
as the "cost of capital" for the project being examined. Remember that the Internal Rate of Return equation does not
involve the incorporation of an explicit discount rate,rather solves to find that rate which equates the present value of a
project\\'s cash inflows with that of its cash outflows. Additionally, the "Payback Period" method does not involve an
explicit discount rate, rather fails to incorporate any form of discounting into its calculation. The Payback Period is an
overtly simplistic method, and as such, the figures produced by this method should be viewed with a degree of caution. 
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