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Question 1 : 

Explain term structure theories? 

Answer : 

(a) Unbiased Expectation Theory : 

 Long-term interest rates can be used to forecast short-term interest rates in the future 

 On the basis of rolling the sum invested for more than one period. 

(b) Liquidity Preference Theory : 

 Forward rates reflect investors’ expectations of future spot rates plus a liquidity premium 

 To compensate them for exposure to interest rate risk 

 Positive slope may be a result of liquidity premium. 

(c) Preferred Habitat Theory : 

 Premiums are related to supply and demand for funds at various maturities – not the 

term to maturity and  

 Hence this theory can be used to explain almost any yield curve shape. 

  

Question 2 : 

Write short note on Zero Coupon Bonds? 

Answer : 

 These bonds do not pay interest during the life of the bonds. 

 Issued at discounted price to their face value. 

 When a zero-coupon bond matures, the investor will receive one lump sum (face value) 

equal to the initial investment plus interest that has been accrued on the investment made. 

 Maturity dates on zero coupon bonds are usually long term. 

 These maturity dates allow an investor for a long-range planning. 

 Zero coupon bonds issued by banks, government and private sector companies. 
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 Bonds issued by corporate sector carry a potentially higher degree of risk, but they also 

provide an opportunity to achieve a higher return. 

  

Question 3 :  

Why should the duration of a coupon carrying bond always be less than the time to its 

maturity? 

Answer : 

 Duration is nothing but the average time taken by an investor to collect his/her investment 

 If an investor receives a part of his/her investment over the time on specific intervals 

before maturity, then the duration which would be lesser than the maturity of the 

instrument. 

 It measures how quickly a bond will repay its true cost. 

 Longer the time it takes the greater exposure the bond has to changes in the interest 

rate environment. 

 Following are some of factors that affect bond's duration: 

 Time to maturity - he shorter-maturity bond would have a lower duration and less 

price risk and vice versa. 

 Coupon rate - Coupon payment is a key factor in calculation of duration of bonds. 

The higher the coupon, the lower is the duration and vice versa. 

  

Question 4 : 

Write short note on Bond Immunization? 

Answer : 

 We know that when interest rate goes up although return on investment improves but value 

of bond falls and vice versa. Thus, the price of Bond is subject to following two risk: 

 a) Price Risk 

 b) Reinvestment Rate Risk 
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 Further, with change in interest rates these two risks move in opposite direction. Through 

the process of immunization selection of bonds shall be in such manner that the effect 

of above two risks shall offset each other. 

  

Question 5 :  

What is Reverse Stock Split and why companies resort it? 

(MTP Apr 19, RTP Nov 19) 

Answer : 

 A ‘Reverse Stock Split’ is a process whereby a company decreases the number of shares 

outstanding by combining current shares into fewer or lesser number of shares. 

 Reverse stock split does not result in change in Market value or Market Capitalization, 

but it results in increase in price per share. 

 Company carries out reverse split up due to following reasons: 

 Avoiding delisting from stock exchange - Sometimes as per the stock exchange 

regulations if the price of shares of a company goes below a certain limit it can be 

delisted. To avoid such delisting company may resort to reverse stock split up. 

 Avoiding removal from constituents of Index - If company’s share is one of the 

constituents of the market index then to avoid their removal of scrip from this list 

due to persistent fall in the prices of share, the company may take reverse split up 

route. 

 To avoid the tag of “Penny Stock” - If the price of shares of a company goes below 

a limit it may be called “Penny Stock”. To improve the image of the company and 

avoiding this stage, the company may go for Reverse Stock Split. 

 To attract Institutional Investors and Mutual Funds - It might be possible that 

institutional investors may be shying away from acquiring low value shares and hence 

to attract these investors the company may adopt the route of Reverse Stock Split 

up to increase the price per share. 
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Question 6 : 

Briefly explain the concept of Credit Rating. 

(MTP Oct 2018) 

Answer : 

Credit Rating means an assessment made from credit-risk evaluation, translated into a current 

opinion as on a specific date on the quality of a specific debt security issued or on obligation 

undertaken by an enterprise in terms of the ability and willingness of the obligator to meet 

principal and interest payments on the rated debt instrument in a timely manner. 

Thus, Credit Rating is: 

(1) An expression of opinion of a rating agency. 

(2) The opinion is regarding a debt instrument. 

(3) The opinion is as on a specific date. 

(4) The opinion is dependent on risk evaluation. 

(5) The opinion depends on the probability of interest and principal obligations being met 

timely. 

Such opinions are relevant to investors due to the increase in the number of issues and in the 

presence of newer financial products viz. asset backed securities and credit derivatives. 


