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Fixed Income Securities

Part A: Answer any SIX questions (5x6=30)

1. Discuss how emerging market debt changed from Brady bonds to local currency de-
nominated bonds.

2. Consider the following CMO structure backed by 8% collateral

Quoted Tranche Par amount Coupon rate
A $400,000,000 6.25%
B $200,000,000 6.75%
C $225,000,000 7.50%
D $175,000,000 7.75%

. Suppose that the structure of this CMO wants to create national 10 tranche with a
coupon rate of 8%. Calculate the notional amount for this notional 10 tranche.

3. (a) An investor purchased $10 million par value of a 7% Ginnie Mae passthrough
security agreeing to pay 102. The pool factor is 0.72. How much does the investor
pay to the seller?

(b) Why would an investor who wants to purchase a principal-only mortgage strip
not want to do so on a TBA basis?

4. Suppose that the structure for an asset-backed security transaction is as follows:

Tranche Amount

Senior tranche $220 million
Subordinate tranche 1 $50 million
Subordinate tranche 2 $30 million

and that the value of the collateral for the structure is $320 million. Subordinate
tranche 2 it; the first loss tranche.

(a) How much is the overcollateralization in this structure?

(b) What is the amount of the loss for each tranche if losses due to defaults over the
life of the structure total $15 million?



(c) What is the amount of the loss for each tranche if losses due to defaults over the

life of the structure total $35 million?

(d) What is the amount of the loss for each tranche if losses due to defaults over the

life of the structure total $85 million?

(e) What is the amount of the loss for each tranche if losses due to defaults over the

life of the structure total $110 million?

5. (a) What is the cash flow for a credit card receivable-backed security during the

lockout or revolving period?

(b) How is the principal received from credit card borrowers handled during the lock-

out or revolving period?

(c) Explain why you agree or disagree with the following statement: •After the lockout

period, the principal is paid to bondholders in one lump sum amount at the

maturity date of the security.'

6. An investor holds a portfolio of $10 million of risky bonds on each of the following

three companies. Assume that we know the recovery rate for each bond in advance:

(a) Firm A with a recovery rate of 40%

(b) Firm B with a recovery rate of 30%

(c) Firm C with a recovery rate of 50%

If ze uses CDS to protect $30 million investment, how much would ze receiv: in each

of the following scenarios?

(a) Firm B defaults in a standard CDS

(b) Firm B defaults in a first to default basket

(c) Firm A defaults, followed by firm B ill a first to default basket

(d) Firm C defaults in a senior basket with a $5 million first loss limit

(e) First A defaults ill a senior basket with a $5 million first to loss limit.

7. Assume that the swap rate for an interest rate swap is 7% and that the fixed-rate swap

payments are made quarterly on an •actual/360 basis.'

(a) If the notional amount of a 2-year swap is $20 million, what is the fPced-rate

payment at the end of each quarter assuming the following number of days in

each quarter:



Period Quarter Days in Quarter

1 $92

2 $92

3 $90

4 $91

5 $92

6 $92

7 $90

8 $91

\
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(b) Assume that the swap in part a requires payments semiannually rather than

quarterly. What. is the semi-annual fixed-rate payment'!

(c) Suppose that the notional amount for the 2-year swap is not the same in both

years. Suppose instead that in year 1 the notional amount is $20 million, but in

year 2 the notional amount is $12 million. What is the fixed-rate payment every

six months?

8. Suppose that the present value of the liabilities of a British financial institution is

£6 billion and the surplus is £8 billion. The duration of the liabilities is equal to

5. Suppose further that the portfolio of this financial institution includes only British

government bonds and that the duration of the portfolio is 6.
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. (a) What is the market value of the bond portfolio?

(b) What is the dollar duration per £6 100 par value for the asset portfolio?

(c) What is the dollar duration per £6 100 par value for the liabilities?

(d) Suppose that interest rates increase by 50 basis points. What is the approximate

new value for the surplus?

(e) Suppose that interest rates decrease by 50 basis points. What is the approximate

new value for the surplus?

Part B: Answer any TWO questions (5x2=lO)

9. Write a note on Municipal bond structuring with a suitable cases.

10. Discuss international bond markets and instruments

11. Discuss the various long term debt securities available in Indian securities market and

important microstrucutre changes in the context.

Part C: Answer the question (lOxl=lO)

13. ReadymadeInds Manufacturing wants to raise $100 million of 3-year debt in the

Euromarket (where interest is quoted and paid on an annual basis). Its alternatives



are either a 3-year fixed rate note at a spread of 250 oasis points over the 3-year U.S.

Treasury (currently yielding 4.50 %) or a 3-year floating rate note on which it must pay

yearly interest of l-year LIBOR+2% (J-year LIBOR currently yields 3.70%, therefore,

the floating rate note's first interest payment of $5.7 million would be paid at the end

of year 1). However, Readymadelnds wants to have a fixed rate liability for the entire 3

years. Assuming the following instruments are also available to Readymadelnds (with

Citibank, an AAA rate bank as the counter party), which strategy will enable Arrows

to pay the lowest all-in-fixed rate of interest (assume all rates are quoted on an annual

basis?

Swap

FRAs

3-year swap has all-in pay-fixed rate of 3 year Treasury + 30 basis points

(=4.50 %+0.30) versus receiving 1 year LIBOR.
12/24 FRA has all-in pay-fixed rate of 2-year Treasury-l-Sfl basis points

(=4.10%+0.90%) versus receiving l-year LIBOR.
24/36 FRA has all-in pay-fixed rate of 3 year Treasury + 150 basis points

(=4.50 %+1.50%) versus receiving l-year LIBOR.
Caps Premium for 3-year caps (with annual pay) on I-year LIBOR
Strike Rate Premium

4.00% 2.23%

4.80% 0.70%
5.00% 0.49%

6.00% 0.08%

Floors Premium for 3-year caps (with annual pay) on l-year LIBOR
Strike Rate Premium

4.00% 0.18%

4.80% 0.70%

5.00% 0.90%

6.00% 3.22%

Assume that FRAs are settled at the end of the period.
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