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Review Questions and Answers for Chapter 1 of Managing Financial Risk

(Circle the best answer.)

1. Financial risk is:



(a)  the variability in interest rates, currency exchange rates, and 



nominal prices which affects the value and variability of cash flows.


(b)  the variability in product costs due to the introduction of new



manufacturing processes.


(c)  the variability in wages due to union contract settlements.


(d)  the variability in depreciation schedules caused by tax code changes.

2. Interest-rate risk refers to:  






  


(a)  the variability in cost of goods sold.


(b)  the variability in financial asset prices and financing costs associated



 with changes in the general level of interest rates.


(c)  the possibility that a firm's credit rating will be lowered thereby



leading to higher interest  expenses.


(d)  changes in the EBIT (earnings before interest and taxes of a



company).

3. Short-term interest rates:





                      


(a)  are more volatile than long-term interest rates.


(b)  are less volatile than long-term interest rates.


(c)  exhibit the same volatility as long-term interest rates.


(d)  seldom change relative to long-term interest rates.

4. The prices of long-term bonds:
                                                                          


(a)  are less volatile than short-term bonds.



(b)  are more volatile than short-term bonds.


(c)  exhibit the same volatility as short-term bonds.


(d)  are very insensitive to interest rate changes.

5. Duration is:








   


(a)  a way of summarizing information about the manufacturing



 costs of a company.


(b)  a way of summarizing information about the sensitivity of bond



prices to changes in credit rating.


(c)  a way of summarizing information about the sensitivity of bond



prices to changes in the bond's yield to maturity.


(d)  a way of summarizing information about the sensitivity of


            product prices to interest rate changes.

6. The term structure of interest rates describes the relationship between the:


(a)  default risks of bonds and their yields to maturity.


(b)  current yields of bonds and their yields to maturity.


(c)  prices of bonds and their yields to maturity.


(d)  maturities of bonds and their yields to maturity.

7. According to the expectations theory of the yield curve, a down-   
         

    ward sloping yield curve means that market participants expect:


(a)  short-term interest rates to rise.


(b)  short-term interest rates to stay the same.


(c)  short-term interest rates to fall.


(e)  bond prices to fall.

8. The term structure theory which predicts long-term interest rates will, on 

     average, be higher than short-term interest rates is called:


(a)  the expectations theory.


(b)  the preferred habitat theory.


(c)  the segmented market theory.


(d)  the liquidity preference theory.

9. The goal of financial engineering is to:
                                                           


(a)  increase risk so as to increase expected rates of return on corporate



investments.


(b)  earn profits by speculating in financial markets.


(c)  reduce financial risk and lock in risk-free returns.


(d)  mislead investors about the financial risks the firm has under taken.

10. A major purpose of financial risk management is to:
                              


(a)  increase the profitability of the company by taking on high-risk 



positive net present value investments.


(b)  increase the market value of the company by lowering its overall cost 



of capital.


(c)  reduce the volatility of the reported net profit of a company.


(d)  take control of the firm away from the shareholders and place it in the



 hands of the managers.

Review Questions S&C Textbook Chapter 10

11. Which of the three following methods of accounting for gain or loss from refunding transactions are required under SFAS No. 4:
                              


(a)  Amortize the gain or loss over the life of the new debt issue.


(b)  Amortize the gain or loss over the remaining life of the original issue.


(c)  Recognize the gain or loss at the time of the refunding transaction.


(d)  None of the above answers is correct.

12.  Which of the three methods above provides a balance sheet measure that reflects the present value of the future cash flows discounted at the interest rate that is commensurate with the risk associated with the new debt issue?  Why?

Case 10-5 on p. 526 of the S&C textbook

a.
Gain or loss to be amortized over the remaining life of old debt. The basic argument supporting this method is that if refunding is done to obtain debt at a lower cash outlay (interest cost), then the gain or loss is truly a cost of obtaining the reduction in cash outlay. As such, the new rate of interest alone does not reflect the cost of the new debt, but a portion of the gain or loss on the extinguishment of the old instrument must be matched with the nominal interest to reflect the true cost of obtaining the new debt instrument. This argument states that this matching must continue for the unexpired life of the old debt in order to reflect the true nature of the transaction and cost of obtaining the new debt instrument.  

Gain or loss to be amortized over the life of the new debt instrument. This argument states that the gain or loss from early extinguishment of debt actually affects the cost of obtaining a new debt instrument. However, this method asserts that the effect should be matched with the interest expense of the new debt for the entire life of the new debt instrument. This argument is based on the assumption that the debt was refunded to take advantage of new lower interest rates or to avoid projected high interest rates in the future and that any gain or loss on early extinguishment should be reflected as an element of this decision and total interest cost over the life of the new instrument should be stated to reflect this decision.  

Gain or loss recognized in the period of extinguishment. Proponents of this method state that the early extinguishment of debt to be refunded actually does not differ from other types of extinguishment of debt where the consensus is that any gain or loss from the transaction should be recognized in full in current net earnings. The early extinguishment of the debt is prompted for the same reason that other debt instruments are extinguished, namely, that the value of the debt instrument has changed in light of current financial circumstances and early extinguishment of the debt would produce the most favorable results. Also, it is argued that any gain or loss on the extinguishment is directly related to market interest fluctuations related to prior periods. If the true market interest rate had been known at the time of issuance, there would be no gain or loss at the time of extinguishment. Also, even if market interest rates were not known but the carrying value of the bond was periodically adjusted to market, any gain or loss would be reflected at the interim dates and not in a future period. The call premium paid on extinguishment and nay unamortized premium or discount are actually adjustments to the actual effective interest rate over the outstanding life of the bond. As such, any gain or loss on the early extinguishment of debt is related to prior-period valuation differences and should be recognized immediately.  

b. 
Recognizing the gain or loss from refunding debt in the period of extinguishment would provide a balance sheet measure that reflects the present value of the future cash flows discounted at the interest rate that is commensurate with the risk associated with the new debt issue.  This measure is equivalent to the issue price of the new debt.  The issue price of the new debt is set by the market.  The market sets the issue price by discounting the future cash flows set forth in the debt instrument by the market rate of interest.

c.
Recognizing the gain or loss from refunding debt in the period of extinguishment is the generally accepted approach.  The gain or loss is aggregated with other gains and losses from early extinguishment of debt and reported in the income statement as an extraordinary item, net of its tax effect.

13. Which of the three following methods of accounting for gain or loss from refunding transactions are required under SFAS No. 4:
                              

(a)  Disclose the gain or loss as an extraordinary item.

(b)  Disclose the gain or loss as ordinary income unless it is “unusual in nature.”

(c)  Disclose the gain or loss as ordinary income whether whether or not it is 

“unusual in nature.”

(d)  Disclose the gain or loss as comprehensive income.

14.  Which of the three following methods of accounting for loss from a debt

            restructuring transaction that partly reduces the amount owed by a troubled

   former customer? (a slightly different type of early extinguishment)


(a)  Amortize the loss over the life of the revised debt payoff term.


(b)  Amortize the loss over the remaining life of the original issue.


(c)  Recognize the loss at the time of the restructuring agreement.


(d)  None of the above answers is correct.

15.  Which of the three methods above provides a balance sheet measure that reflects the present value of the future cash flows discounted at the interest rate that is commensurate with the risk associated with the new restructuring?  How should the interest rate be revised in a debt restructuring?

SEE S&C TEXTBOOK P. 497

SFAS 114 IMPOSED A REQUIREMENT THAT THE CARRYING VALUE OF THE RESTRUCTURED RECEIVABLE BE MARKET VALUE OR DISCOUNTED PRESENT VALUE USING THE EFFECTIVE RATE OF INTEREST ON THE LOAN.  

ALTERNATIVELY, THE FAIR VALUE OF COLLATERAL MAY BE USED IF THE COLLOATERAL IS EQUAL TO OR LESS THAN THE VALUE OF THE LOAN.

Review Questions of Derivative Financial Instruments

16.  What are the main differences between call option versus forward contracts?


THE MAIN DIFFERENCE IS THAT THE BUYER OF A CALL OPTION IS NOT OBLIGATED TO DO ANYTHING AT ALL.  BOTH PARTIES TO A FORWARD CONTRACT HAVE CONTRACTUAL OBLIGATIONS. 

OPTIONS PURCHASERS HAVE ONLY RIGHTS, NOT OBLIGATIONS.






17  What are the main differences between forward versus futures contracts?


FUTURES CONTRACTS ARE STANDARDIZED CONTRACTS THAT ARE TRADED ON FUTURES EXCHANGE MARKETS.

FORWARDS ARE CUSTOMIZED CONTRACTS BROKERED THROUGH BANKS AND INVESTMENT BANKING FIRMS.




