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Questions 1 to 18 relate to Ethical and Professioh&tandards

1.

Laura Elliot is a broker at Housegate, a brakealer firm. She undertakes trades
on behalf of clients with a high net worth. Shecdigers that one of her clients
has engaged in the embezzlement of portfolio fuwts;h classifies as an illegal
activity under domestic trading regulations. Inertb comply with the CFA
Institute Standards of Professional Conduct, Eflipteliminary course of action
would be to:

A. request for a different assignment.
B. report the violation to her supervisor.
C. report the violation to regulatory authorities.

Correct Answer: B

Reference:
CFA Level 1, Volume 1, Study Session 1, Reading 2, LOSc

Upon learning of the illegal client activity, Eltis initial course of action should
be to stop the behavior by bringing it to the attanof her supervisor or the
firm’s compliance department. Should this proveuseessful, her next course of
action would be to disassociate herself from uradkeng trades on behalf of the
client’'s account. In the absence of any regulatiorambers and candidates are
not required to report violations to the concergedernmental or regulatory
organizations.

Standard | (A), Knowledge of the Law, requiresmivers and/or candidates to:

A. document a violation when disassociating themsedhaes an illegal
activity.

B. have detailed knowledge of all the laws that cqudtentially govern their
activities.

C. abide by the rules and regulations related to ¢timeiistration of the CFA
examination.

Correct Answer: C

Reference:
CFA Leve 1, Volume 1, Study Session 1, Reading 2, LOSc
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Standard | (A), Knowledge of the Law, requires dgdates to abide by the rules
and regulations related to the administration ef@rA examination. Although
members and candidates are required to underdtandws and regulations,
which govern their professional activities, theg apt required to become experts
on or have detailed knowledge of all the laws twatld potentially govern their
activities.

The standard recommends members and candidatesumednt a violation when
disassociating from an illegal or unethical activthis is not a requirement.

The CFA Institute Code of Ethics requires memlaed candidates to:

A. encourage others to practice in a professionak#imdal manner that will
reflect credit on the profession.

B. ensure the preservation of capital market integsityiven priority over
protecting employer interests.

C. use reasonable care and judgment to achieve amiaimaindependence
and obijectivity in their professional activities.

Correct Answer: A

Reference:
CFA Leve 1, Volume 1, Study Session 1, Reading 1, LOSb

Based on the CFA Institute Code of Ethics membedscandidates must practice
and encourage others to practice in a professanahkthical manner that will
reflect credit on themselves and the investmerfiegsion. Additionally, members
and candidates must promote the integrity of arftblgbthe rules governing
capital markets. The requirement to place the itanoe of protecting market
integrity before employer interest is required by Standards of Professional
Conduct as is the need to achieve and maintairpardience and objectivity in
professional activities.
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4.  In order to comply with the CFA Institute Standis of Professional Conduct
relating to duties to employers, members and cabeléd

A. should not enter into an independent business wshilemployed.

B. are encouraged to recommend that their employenstahd distribute a
code of ethics.

C. may obtain an assurance from a subordinate wheibkged the Codes
and Standards that the wrongdoing will not recur.

Correct Answer: B

Reference:
CFA Leve 1, Volume 1, Study Session 1, Reading 2, LOSc

To comply with the CFA Institute Standards of Pssienal Conduct relating to
duties to employers, members and candidates aceieged to recommend that
their employers adopt and distribute a code otstto clients.

The standards do not preclude individuals fromramgento an independent
business practice, which does conflict with the leyygr’s interest, while still
employed as long as prior notification is made.

In a supervisory capacity, when a member or canelidiscovers an employee
has engaged in an illegal or unethical activityhs should respond promptly by
conducting a thorough investigation. Simply obtagnassurances that the illegal
activity will not reoccur is not sufficient.
5. Adequate compliance procedures should:

A. meet regulatory requirements.

B. ensure supervisors do not delegate their duties.

C. be designed to anticipate every potential violation

Correct Answer: A

Reference:
CFA Leve 1, Volume 1, Study Session 1, Reading 2, LOSc
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Adequate compliance procedures should meet regylegquirements.

The standard concerning responsibility of supergigermits individuals to
delegate their supervisory duties but such delegatoes not relieve them of their
responsibility.

However, procedures cannot be designed to antecgpadry potential violation,
which is why such a requirement is not imposedheyG@ode and Standards.

Samantha Town is a portfolio manager at Walk&sociates situated in Dallas,
Texas. This year Town has delivered exceptiondbpmance for one of her
client’s accounts. In exchange for the performahee client has offered her two
front row tickets to an opera as well as the oppoty to meet the stage cast after
the show.

To ensure she does not violate the CFA StandarBsodéssional Conduct,
Town’s best course of action would be to:

A. reject the offer.
B. Inform her employer after attending the opera show.
C. accept the offer after obtaining permission frohreglkevant parties.

Correct Answer: B

Reference:
CFA Level 1, Volume 1, Study Session 1, Reading 2, LOSc

Standard | (B) Independence and Objectivity permigsnbers and candidates to
accept gifts, benefits, compensation from cliesttoag as the employer is
informed either before or after accepting the gift.

Town'’s best course of action would be to accepoffer as long as she informs

her employer. If notification prior to acceptansendt possible, members and
candidates must inform their clients about priaregtance of gifts or benefits.
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Upon reviewing the materials received duringittvestigation of a professional
conduct inquiry, a designated officer’s preliminaourse of action would be to:

A. revoke the member’'s CFA charter.
B. suspend the member’'s membership.
C. propose a sanction which can be rejected by thebaem

Correct Answer: C

Reference:
CFA Level 1, Volume 1, Study Session 1, Reading 1, LOSa

After reviewing the materials obtained during afpssional conduct investigation
a designated officer will propose a disciplinarp#on, which can be accepted or
rejected by the member. If the sanction is rejedtesl matter is referred to a
hearing panel whose task is to determine whetkeslation has occurred and, if
so, what sanction should be imposed.

Which of the following is a desirable practideadirm which has a firewall
policy implemented for its research and investniemking divisions?

A. Prohibiting communication between research andsiment banking
personnel.

B. Basing the research analyst’'s compensation ort eatla without any
contingent bonuses.

C. To improve the accuracy of investment analysisestment banking
personnel regularly review research reports preplayeanalysts.

Correct Answer: B

Reference:
CFA Leve 1, Volume 1, Study Session 1, Reading 2, LOSc

A desirable element of a firewall system is that ¢bmpensation arrangement

should minimize pressure on research analystsemard independence and
objectivity. Compensation based on a flat fee walieachieve this purpose.
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While some firms go the extreme of prohibiting coomcation between research
and investment banking personnel, this measurenoggiassify as a desirable
element. A more effective solution is control thenf of information across the
wall by passing the information through a compledepartment.

Providing investment-banking personnel with thehatity to review, approve,
disapprove, or otherwise make changes to reseapahnts will undermine the
independence and objectivity of an analyst anaisardesirable property.

Recommended written trade allocation procedigsess likely include:

A. processing orders on a first-come, first-servedsbas

B. allocating trades for new issues by portfolio maarag

C. giving all accounts participating in a block traaleveighted price based on
their order value.

Correct Answer: A
Reference:
CFA Level 1, Volume 1, Study Session 1, Reading 2, LOSc

Procedures for allocating trades to clients include

» processing and executing orders on a first-int &icg basis;

» allocating trades for new issues by allocating g&es by client rather than
portfolio manager; and

» giving all accounts participating in a block tratie same execution price.

Joyce Parker is a portfolio manager serving ERsAssociates. Parker is
calculating the return generated on one of hentéeaccounts for the current
fiscal year. She calculates the net-of-fees rabutrdoes not subtract investment
management fees rendering the calculated returoamapliant with the GIPS
standards. East AM Associates has complied witlGiRS standards since
establishment even though local laws do not marfdate to do so.

Is Parker in violation of the CFA Institute Standlaof Professional Conduct?
A. Yes.
B. No, she has not violated any law.
C

. No, failure to comply with the GIPS standards doetsresult in a
violation of the Standards of Professional Conduct.
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Correct Answer: A

Reference:
CFA Leve 1, Volume 1, Study Session 1, Reading 2, LOSb

Parker is in violation of Standard Il (D) Perfornte Presentation because she
has falsely claimed compliance with the GIPS steslgldBy misrepresenting
performance information,

Parker is in violation of the CFA Institute Standkpf Professional Conduct.

Ella Lawson is the chief executive at Rome Bankommercial banking
enterprise. On behalf of the bank Rome will be mhmg funding to a
manufacturing enterprise seeking to expand itsatjmers. During her visit to the
manufacturer’s factory, Lawson overhears two emgxgyon the production floor
discussing the likelihood of their employer’s inékito carry out expansion.
Lawson holds shares of the enterprise and deadsslither holding and reject
providing financial support.

Lawson ismost likely in violation of the CFA Institute Standard of Predeonal
Conduct relating to:

A. loyalty, prudence and care.
B. diligence and reasonable basis.
C. material, nonpublic information.

Correct Answer: B

Reference:
CFA Leve 1, Volume 1, Study Session 1, Reading 2, LOSb

Lawson is in violation of the standard relatingltbigence and reasonable basis.
This is because the discussion between the twaiptimsh employees and any
information shared is not credible enough to basarvestment decision on.
Given that these individuals lack seniority, itass likely they have access to
confidential information. Therefore basing her fioeng and share disposal
decisions on information, which is not crediblelwasult in a decision, which
lacks a reasonable and adequate basis.
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Lawson is not in violation of the standard concegninaterial nonpublic
information. The specificity of the information gtkextent of its difference from
public information, its nature, and its reliabiléye key factors in determining
whether a particular piece of information is matkrihe less reliable information
is, the less likely it is to be material. As dissed above, the fact that the
production employees are discussing a strategie is$ose likelihood of
occurrence is uncertain makes the information nadernzd.

Gus Horace is a real estate advisor situatadigveloping country. Horace is
attempting to sell agricultural land, on behaltloé landowner, to a restaurant
chain seeking to grow its own produce. The langl piarallel to a river where
industrial waste is frequently dumped. In marketimg land to the potential client
Horace states, ‘This s a purchase you will noteegfou should more than likely
expect to enjoy a healthy crop in your first yefaoming.” Horace does not
disclose the fact that the original landowner isaaquaintance of his.

Horace ismost likely in violation of the standard relating to:

A. fair dealing.
B. misconduct.
C. loyalty, prudence and care.

Correct Answer: B

Reference:
CFA Level 1, Volume 1, Study Session 1, Reading 2, LOSb

Horace is in violation of the standard relatingrtisconduct. This is because she
has been dishonest regarding the condition ofahe being sold. Horace is also

in violation of the standard relating to disclosafeonflicts by failing to disclose

her relationship with the land’s owner. Her indegiemce and objectivity as a real
estate advisor may be impaired due to her relatipnsith the seller.

There is no evidence to indicate that the standdading to fair dealing has been
violated.

FinQuiz.com © 2015 - All rights reserved. 10



13.

14.

CFA Level | Mock Exam 2 — Solutions (PM)

Martina Gibbons is a CFA Level Il Candidate ow yet to register for the Level
[l exam. During an interview, Gibbons makes thikofeing two statements:

Statement 1. “I have successfully completed trst fwo levels of the CFA
exam program.”

Statement 2. “The CFA program overstresses aredsasifinancial
analysis which | believe are unnecessary at thellestage.”

Which of the following statementsost likely represents a violation of the
standards relating to Responsibilities as a CFAtiie Member or CFA
Candidate?

A. Statement 1 only.
B. Statement 2 only.
C. Both of the statements.

Correct Answer: A

Reference:
CFA Leve 1, Volume 1, Study Session 1, Reading 2, LOSb

Statement 1 represents a violation. Gibbons castate that she has a partial
designation as a result of passing the second.level

Statement 2 does not represent a violation of taedards of Professional
Conduct. The relevant standard does not cover sgipig opinions regarding the
CFA Program or CFA Institute.
Members and candidates are free to disagree amdssxgheir disagreement with
CFA Institute on its policies, procedures or anyacy position taken by the
organization.
A firm is eligible for claiming compliance thd GIPS standards if:

A. the firm, as a whole, fully meets all the requirerse

B. it undertakes a verification of an investment mamagnt firm.

C. it provides ancillary support to an investment nggament firm.

Correct Answer: A
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Reference:
CFA Level 1, Volume 1, Study Session 1, Reading 3, LOSa

A firm is eligible for claiming compliance to thel@S standard only if the entire
firm, including its products and composites, mekttlze requirements of the
standards. Firms cannot claim compliance if theyraet all the requirements or
all their products and composites are not in coamgie.

Verificationleast likely serves to:
A. provide marketing advantages to a firm.
B. ensure the accuracy of a performance presentation.
C. test whether disclosure policies are designed &sgmt performance in
compliance with the GIPS standards.

Correct Answer: B

Reference:
CFA Level 1, Volume 1, Study Session 1, Reading 3, LOSc

Verification provides marketing advantages to thenfas the performance
presentation of verified firms is more credible.

In addition, verification tests whether a firm’s rfmemance policies and
procedures are designed to calculate performanoenmpliance with the GIPS
standards; this includes the firm’s disclosure ges.

However, verification does not ensure the accutd@/ performance presentation.

Which of the following ideast likely a criterion for including a portfolio in a
composite?

A. Ex-post criteria
B. Portfolio existence

C. Portfolio manager discretion

Correct Answer: A
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Reference:
CFA Level 1, Volume 1, Study Session 1, Reading 3, LOSb

The determination of which portfolio should be unbéd in a composite should be
done according to pre-established criteria, onxaarde basis.

Whether a portfolio should be included in a comigss determined by its
existence, whether it actually exists; hypothetmaitfolios cannot be included in
a composite.

Another criterion that must be considered is thecrdition of the composite’s
portfolio manager; this is because a composite @dy include discretionary
portfolios in a composite. A manager with no orited degree of discretion
cannot include his or her managed portfolio in aposite.

To be able to rely on the integrity of inpata the GIPS standards require firms
to:

follow certain calculation methodologies.

present a minimum of five years of GIPS compliantvestment
performance.

C. include all actual, fee-paying portfolios in atde@mne composite defined
by investment strategy.

w >

Correct Answer: A

Reference:
CFA Level 1, Volume 1, Study Session 1, Reading 4, LOSa

To be able to rely on the integrity of input datee GIPS standards require firms
to adhere to certain calculation methodologies tanthake specific disclosures
along with the firm’s performance.

Although including all actual fee-paying portfoli@s a composite represents a
key feature of the GIPS standards, this requireméhnhot allow users to rely on
the integrity of input data.

The requirement to compile a minimum five-year ainnvestment performance
record does not classify as a key feature of tHeSEHtandards.
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18. Which of the following statements sost likely correct regarding compliance
with the GIPS standards?

A. Obtaining verification is not mandatory.

B. The GIPS standards are comprehensive addressigqgaeunharacteristics
of each asset class.

C. Compliance with the Code of Ethics and StandardsPajfessional
Conduct is mandatory.

Correct Answer: A

Reference:
CFA Leve 1, Volume 1, Study Session 1, Reading 4, LOSa

Although obtaining verification of its claim of cqoiance is strongly encouraged,
it is not mandatory.

The GIPS standards do not particularly require ginm adhere to the Code of
Ethics and/or the Standards of Professional Conduct

The GIPS standards do not cover unique charactsrist each asset class.
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Questions 19 to 32 relate to Quantitative Methods

19.

20.

As the degrees of freedom increases, theriisbn’s:

A. peak becomes flat.
B. tails become more fat.
C. peak becomes narrow.

Correct Answer: C

Reference:
CFA Leve 1, Volume 1, Study Session 3, Reading 10, LOSIi

As the degrees of freedom increase, the peak dfdistribution approaches
standard normal with its peak narrowing and ta@ledming less fat.

The mean return of the Blue Enterprises’ stedb.5% while standard deviation
is 10.3%. Laura Stone has compiled probabilityritigtion data in an exhibit for
the purposes of analysis. She aims to determinprtitebility that the stock
return will neither exceed 20.0% nor decline betbevmean return.

Exhibit: Standard Normal Probability Distribution D ata

Xorz 0 0.03 0.04 0.05

0.30 0.6179| 0.6293 0.6331 0.6368
0.40 0.6554| 0.6664 0.6700 0.6736
0.50 0.6915| 0.7019 0.7054 0.7088

The probability that the stock return will be beemehe mean return and 20.0% is

closest to:

A. 2%.
B. 17%.
C. 67%.

Correct Answer: B

Reference:

CFA Level 1, Volume 1, Study Session 3, Reading 9, LOSm

FinQuiz.com © 2015 - All rights reserved.
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P(15.5%< Portfolio return< 20.0%) = N(Z corresponding to 20.0%) — N(Z
corresponding to 15.5%).

For the first term, Z = (20.0 — 15.5)/10.3 = 0.426%@ N(0.44) = 0.67. Since
15.5% is the mean, for the normal distribution 50Rthe probability lies on
either side of the mean. Therefore N(Z correspantbnl5.5%) is equal to 50%.
Thus P (15.5% Portfolio return< 20.5%) = 0.67 — 0.50 = 0.17 or 17%.

GR Solutions offers investment plans to isnts. Howard Isaac is one of the
firm’s clients currently invested in GR’s ‘SuperiBeturn Plan’. Isaac will require
funds to construct a house two years from todag. glan promises to pay
$380,000 in six years from today. Given a 10% dist@ate, the amount of funds
Isaac should be able to accumulate for the homsteartion isclosest to:

A. $214,500.
B. $259,545.
C. $314,050.

Correct Answer: B

Reference:
CFA Leve 1, Volume 1, Study Session 2, Reading 3, LOSe

The amount of funds Isaac should be able to acammto years from today is
equal to the present value of the investment plprosmised payment. The value
of the investment two years from today is calculas follows:

FV = $380,000
r=10%
N=4

PV=FW@+n™"
= $380,000/(1.160)
= $259,545.11
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The interest rate quoted on an investmenbearnewed as:
A. opportunity costs of future consumption.
B. the return forgone from current consumption.
C. a sum of the nominal risk-free rate and premiuntotopensate for
distinct types of risks.

Correct Answer: B

Reference:
CFA Level 1, Volume 1, Study Session 2, Reading 5, LOS a

The interest rate can be viewed as the opportaogy of funds; that is, the return
forgone from current consumption.

Additionally interest rates are composed of a rs#tfree interest rate plus a set
of four premiums that are required returns or camspéon for bearing distinct
types of risk such as inflation, default-risk, lidity risk or maturity risk.
A distribution that is positively skewed isachcterized by:

A. a narrow peak.

B. infrequent extreme gains.

C. a symmetrical shaped distribution curve.

Correct Answer: B

Reference:
CFA Leve 1, Volume 1, Study Session 2, Reading 7, LOS]

A positively skewed distribution is characterizedftequent small losses and
infrequent extreme gains.

A distribution with a narrow peak is called leptaotket A distribution that is not
symmetrical is skewed.
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24. An analyst is calculating the time series nredirn for a portfolio allocated 30%
to U.S. equities and 70% to U.S. bonds. He hasd@d annual return data for
the years 2000 to 2004.

Exhibit:
Stock and Bond Return Data 2000-2005
Stocks (%) Bonds (%)
2000 7.4 10.1
2001 -5.6 3.4
2002 3.7 -1.1
2003 9.3 7.9
2004 14.7 12.8

The time series mean return for the portfoliol @sest to:
A. 6.4%.
B. 9.3%.
C. 10.4%.

Correct Answer: A

Reference:
CFA Level 1, Volume 1, Study Session 2, Reading 7, LOSe

Portfolio return (2000) = (0.3)(7.4%) + (0.7)(10.1%09.29%
Portfolio return (2001) = (0.3)(- 5.6%) + (0.7)(%0%= 0.70%
Portfolio return (2002) = (0.3)(3.7%) + (0.7)(- %)= 0.34%
Portfolio return (2003) = (0.3)(9.3%) + (0.7)(7.9%8.32%
Portfolio return (2004) = (0.3)(14.7%) + (0.7)(1208= 13.37%

Time series mean return = (9.29% + 0.70% + 0.34882% + 13.37%)/5 =
6.40%
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25. Sasha Bayle is analyzing the performance aflstap stocks in an equity index.
She is forecasting how stocks will perform relativehe previous quarter in
terms of the EPS generated. She performs her amakisng hypothesis testing
and rejects the null hypothesis in favor of thetast that sample stocks will
generate a higher EPS. Several months later, Bisgtevers that the null
hypothesis was in fact correct and her decisioninascurate.

Has Bayle committed an error in her statisticalysis?

A. No.
B. Yes, a Type | error.
C. Yes, a Type Il error.

Correct Answer: B

Reference:
CFA Level 1, Volume 1, Study Session 3, Reading 11, LOSc

Bayle has committed a Type | error by incorrectljecting the null hypothesis
(stocks will not generate an EPS exceeding theigus\vquarter) in favor of the
alternative hypothesis.

26. Construct Inc. will be undertaking a $30.0 ioilfour-year railroad expansion
project in the current year. In order for the peoj@ be successful, the project
must generate a profit of at least 10% of theahitost. If the project fails to do
so, the company’s budget committee will reducecallions to managers for
future projects (budget squeeze). The railroad esipa project estimates that the
project’s net present value may run from $30.5iomlon the low end and $35.0
million on the high end, with the probability otleer of the two outcomes being
50% and based on a continuous uniform distribution.

Given the above data, the probability of a budgeksze islosest to:
A. 50.0%.
B. 55.6%.
C. 83.3%.

Correct Answer: B
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Reference:
CFA Level 1, Volume 1, Study Session 3, Reading 9, LOSI

All' $ figures are in millions.

Project profitability can take on a value of $03@.5 — $30.0) on the low end
and $5 ($35.0 — $30.0) on the high end.

Range of possible values = $5.0 — $0.5 = $4.5
Fraction of possible values falling below $3 ($30.%) and resulting in budget
squeeze is the distance between 3 and 0.5 omisSidlue is 0.5556 (2.5/4.5) of
the total length of 4.5.
Therefore, the probability of a budget squeez&is%.
A strategy that provides a statistically sigmaifht positive mean return often:

A. is economically meaningful.

B. factors risk in the decision making process.

C. does not account for transaction costs and taxes.

Correct Answer: C

Reference:
CFA Level 1, Volume 1, Study Session 3, Reading 11, LOSe

A strategy providing a statistically significantgitive mean return is not

necessarily economically meaningful after transactiosts, taxes and risk are
considered.
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28. An economic analyst has forecasted that infteits projected to rise in the twenty
developing countries being sampled. The averadaioh observed in these
countries in the previous year was 0.0258 whilevidrgance of the average
inflation of the sample countries is 0.013. Thelystawill use a reliability factor
of 2.845 for the analysis.

Based on a normal distribution and an unknown patpri variance, the 90%
confidence interval for the population mean of tasted inflation i€losest to:

A. 0.02609 = 0.02551.
B. 0.03407 +0.01753.
C. 0.03060 + 0.02100.

Correct Answer: B

Reference:
CFA Level 1, Volume 1, Study Session 3, Reading 10, LOS|j

Since the analyst is sampling from a populatiormait unknown variance and
using a small sample size (< 30), the t-distribui®used to calculate the
confidence interval:

S _ 00258+ 2845 2213-0 034070 + 0.017530

alzﬁ \/2—0

X+t

29. A multivariate distribution species probabdgifor:
A. two or more related variables.
B. uniformly distributed variables.
C. variables with the same mean and different standevdtions.

Correct Answer: A

Reference:
CFA Level 1, Volume 1, Study Session 3, Reading 9, LOSk
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A multivariate distribution specifies the probatids for a group of related
random variables that are normally distributed.

A standard normal distribution includes two normiskributions with the same
mean but different standard deviations.

The amount of the annual dividend paid by ARTeHrises to its shareholders
depends on the profits available for distributidhere is 30% probability that the
company will generate profits less than $50,000@mda dividend per share of
$3 with probability of 15%. There is 70% probalyilihat profits will exceed
$50,000 and the company will pay a dividend peresb&$6 with probability of
45%.

The expected dividend payment given ART Enterprggeserates profits of less
than $50,000 islosest to:

A. $0.135.
B. $0.450.
C. $3.000.

Correct Answer: B

Reference:
CFA Level 1, Volume 1, Study Session 2, Reading 8, LOSI

Expected dividend per share if less than $50,06@anerated = 0.15 x $3.00 =
$0.45

Increasing the sample size:
A. widens the confidence interval.
B. decreases the sample standard error.
C. lowers the precision with which the population paeger is estimated.

Correct Answer: B

Reference:
CFA Leve 1, Volume 1, Study Session 3, Reading 10, LOSk
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The sample standard error (or deviation) is inMgnsgated to the sample size. A
larger sample size decreases the sample standaaticle and consequently the
width of the confidence interval. The larger thenpée size, the greater the
precision with which one can estimate the poputaiarameter.

Lance Thackery is an equity analyst at Evet3tsgociates. Thackery is
following the stock of a pharmaceutical. She isratbting to analyze whether the
upcoming launch of a Type-I diabetic drug will hesessful and increase the
market price of the pharmaceutical’'s share. Thégvdity that the stock price
will increase given a successful drug launch, FSjAis 0.35. Thackery has
summarized important forecast probabilities ingkbibit below:

Exhibit: Forecast Probabilities

Probability
Probability stock price increases 0.40
Probability stock price is unchanged 0.60
Probability drug launch is successful 0.45
Probability drug launch is unsuccessful 0.55

The probability that the stock price increases wjithet the drug launch is
unsuccessful islosest to:

A. 0.44.
B. 0.52.
C. 0.65.

Correct Answer: A

Reference:
CFA Level 1, Volume 1, Study Session 2, Reading 8, LOSe

P (A) = Probability stock price increases
P (S) = Probability drug launch is successful

The probability, P(A/S), needs to be calculated.
P(A) = P(A/S)P(S) + P(A/QP(S)

0.40 = 0.35(0.45) + P(Af$(0.55)
P(A/SY) = 0.44
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Questions 33 to 44 relate to Economics

33. The difference between partial and generallieguim analysis is that at least one
of the analysis:

A. ignores exogenous variables.
B. ignores endogenous variables.
C. does not take feedback effects from all markets @gonsideration.

Correct Answer: C

Reference:
CFA Leve 1, Volume 2, Study Session 4, Reading 13, LOSe

Both partial and general equilibrium analysis takelogenous and exogenous
variables into consideration. However, the diff@@between the two is that the
former concentrates on one market and does noessltlie feedback effects from
all other markets.

34. In a developing country, the real GDP growtlesdor 2010 and 2012 were 2%
and 4% respectively. Over the same period, nonGi#P growth rates were 3%
and 5% respectively.

In the time period under analysis, the growth mé¢lsonomy in real terms was
closest to:

A. 29.1%.
B. 41.4%.
C. 100.0%.

Correct Answer: B

Reference:
CFA Level 1, Volume 2, Study Session 5, Reading 17, LOSc

Real growth in an economy is measured by the pagerchange in real GDP.
Between 2010 and 2012 this growth is (4%/2%)1 = 1.41% or 41.4%.
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Based on an analysis of a country’s statiséisseconomic analyst observes that
economic expansion caused by an increase in aggrdgmand has resulted in an
inflationary gap. Based on the economic situati@mtost appropriate investment
strategy would be to increase investments in:

A. cyclical companies.
B. defensive companies.
C. fixed-income securities.

Correct Answer: A

Reference:
CFA Leve 1, Volume 2, Study Session 5, Reading 17, LOSI|

When the economy is in a state of expansion cabgeah increase in AD,
suitable investment strategies include:

» increasing investment in cyclical companies bec#usg are expected to
experience the largest increase in earnings.

» reducing investment in defensive companies beddeseare expected to
have only a modest increase in earnings.

* reducing investments in fixed-income securitiesalose they will decline
in price as a result of an increase in interdsista

Ni-tech is an electric component manufacturae exhibit below illustrates sales
revenue, number of components sold, and GDP datado/ears 2012 and 2013.

2013 2012
GDP ($ millions) 45.85 38.63
Quantity sold 85,600 85,000
Average sales revenue ($ millions) 2.14 1.53

Based on the data provided, the GDP deflatolasest to:
A. 118.69.
B. 138.89.
C. 139.87.

Correct Answer: B
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Reference:
CFA Level 1, Volume 2, Study Session 5, Reading 17, LOSc

Value of current year output at current year prices

GDP deflator = ; x 100
Value of current year output at base prices
2,140,000
T e x 100 = 138.89
85,600 X ( 530, /85’000)]

In a perfectly competitive market, the slopamindividual firm’s demand curve
is most likely:

A. flat.
B. kinked.
C. positive.

Correct Answer: A

Reference:
CFA Leve 1, Volume 2, Study Session 4, Reading 16, LOSb

Under a perfectly competitive market, the slopamindividual firm’s demand
curve is flat.

Martha Yates is an economic analyst studyiegtiding activities between Sri
Lanka and the United States with the former expgrtea to the latter and
importing cars. The output per worker per day imsiarized in the exhibit
below:

Exhibit: Output per Worker per Day

Cars Tea (grams)
United States 2 100
Sri Lanka 1 350

Sri Lankamost likely has a (n):
A. absolute advantage in the production of cars.

B. comparative advantage in the production of tea.
C. comparative advantage in the production of cars.
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Correct Answer: B

Reference:
CFA Leve 1, Volume 2, Study Session 6, Reading 20, LOSc

The U.S. has an absolute advantage in the produatioars because it produces
more cars per worker per day than Sri Lanka.

The opportunity cost of a car in the U.S. is 50mgaf tea (100/2 or 1 car =50
grams of tea). In Sri Lanka, the opportunity cdst oar is 350 grams of tea. Thus
the U.S. has a comparative advantage in producrsy i contrast, the
opportunity cost of a gram of tea in the U.S. and_&nka is 1/50 and 1/350 per
car, respectively. With a lower opportunity cost geam of tea, Sri Lanka has a
comparative advantage in this respect.

The following transactions were recorded iantry’s balance of payments
account for the year 2013:

* The total profit generated from outsourcing garnmeahufacturing to
overseas factories amounted to $1.4 billion.

» The country’s engineering universities receivedtaltgrant of $40
million from overseas donors.

* The total amount of equity securities issued ameaditd $1.2 billion.

« Dividend income generated by citizens amountedt8 Billion.

» Foreign fixed income holdings transferred to thertoy’s domestic
financial institutions by migrants totaled $15 Iroih.

* The tourism and travel industry generated revenfi&$.2 billion.

The country’s capital account balance amountsit® illions):
A. 0.015.
B. 1.215.
C. 1.555.

Correct Answer: A

Reference:
CFA Level 1, Volume 2, Study Session 6, Reading 20, LOSg
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Out of the transactions listed, only one will beoanponent of the capital account,
fixed income securities brought into the countrynligrants.

40. Sasha Gibbons is an economic analyst who isi@uag the impact of changes in
four factors on Nepal’'s economic growth. Gibbons ballected her observations

in the exhibit below:

Exhibit: Observations Concerning Factors

Factor Observation
1 The global price of oil has increased due to
higher demand from industrialized economigs.
2 The relative value of the Nepalese rupee

relative to the dollar (USD/NPR) has
increased in the current year due to a surge in
foreign investments.
3 The Nepalese authorities have implemented a
regulation mandating enterprises to undertake
production worker training.

Considering each of the factors in isolation, wtotlthe following statements
accurately addresses the impact of the observatidhe short-run and long-run
aggregate supply curves?

A. Factor 3 will shift the LRAS and SRAS curves rightd.

B. Factor 2 will not impact the SRAS curve but wilifsthe LRAS curve
rightward.

C. Factor 1 will shift the SRAS curve leftward but lkavwo impact on the
SRAS curve.

Correct Answer: A

Reference:
CFA Leve 1, Volume 2, Study Session 5, Reading 17, LOSI|
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Factor 1 will result in a leftward shift in the shoun aggregate supply (SRAS)
curve and have no impact on the long-run aggreggiply (LRAS) curve. SRAS
will shift leftward due to an increase in the cosproduction.

Factor 2 will shift the SRAS curve rightward asiacrease in exchange rate
lowers the cost of production. The LRAS curve wik be impacted.

Factor 3 will shift the SRAS and LRAS curves rightal. An increased level of
worker training will increase human capital and roye the quality of labor
force. Thus the SRAS and LRAS curves should shithé right.

Mark Sinatra is a U.S. equity investor witlabal investment portfolio.
Sinatra’s portfolio currently comprises of NorthdaBuropean equities. He would
like to expand his portfolio and allocate $0.5 millto Japanese equities.
Information concerning current and expected onetmepot rates is summarized
in an exhibit.

Exhibit:
Current and Expected One-Month Spot Rates
Spot Rate Expected Spot Rate
in One-Month
USD/EUR 1.3805 1.3759
JPY/EUR 0.0071 0.0089

The expected change in the USD/JPY rate in one motime isclosest to:

A. —20.49%.
B. —0.33%.
C. +25.35%.

Correct Answer: A

Reference:
CFA Leve 1, Volume 2, Study Session 6, Reading 21, LOSd

The current USD/JPY spot rate is 194.4366 (1.38006/L) while the expected
one-month spot rate is 154.5955 (1.3759/0.0089).

Expected change in the USD/JPY rate = (154.59554B86) — 1 = - 20.49%
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If the amount of money that can be createch fam additional deposit of $200 in
a deposit account is $2,500, the money multiptietdsest to:

A. 8.0.

B. 11.5.

C. 125.
Correct Answer: C
Reference:
CFA Leve 1, Volume 2, Study Session 5, Reading 19, LOSc
Reserve requirement = New deposit/ Amount of adidéi money created by a
deposit

= $200/$2)590.08

Money multiplier = 1/0.08 = 12.5
Industrial equipment will be typically soldan(n):

A. factor market.

B. goods market.

C. capital market.

Correct Answer: A

Reference:
CFA Leve 1, Volume 2, Study Session 4, Reading 13, LOSa

Factor markets are markets for the purchase aed$§é&ctors of production.
Industrial equipment will be typically sold in actar market.
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44. A market has reached its equilibrium quarnititiie:

A. lowest price buyers are willing to accept is egoahe highest price
sellers are willing to offer.

B. lowest price sellers are willing to offer and thghtest price buyers are
willing to accept are equal.

C. highest price buyers are willing to accept is highan the lowest price
sellers are willing to offer.

Correct Answer: A

Reference:
CFA Leve 1, Volume 2, Study Session 4, Reading 13, Page 9, LOSb

A market is in equilibrium if the lowest price dlg®y is willing to offer is equal
to the highest price a buyer is willing to accept.
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Questions 45 to 68 relate to Financial Reporting ahAnalysis

45.

46.

Rigid Corp purchased machinery for €45,00@teginning of the fiscal year
ending June 30, 2011. At the end of the year, dfrevblue of the machinery was
€48,000. Rigid Corp has elected to use the revaluatodel.

Rigid will record a gain of €3,000 in its incomat&ment if it complies with:

A. IFRS.
B. U.S. GAAP.
C. neither IFRS nor U.S. GAAP.

Correct Answer: C
Reference:
CFA Leve 1, Volume 3, Study Session 9, Reading 30, LOSg

IFRS permit companies to use either the cost aluation model for the periodic
valuation and reporting of long-lived tangible dss# revaluation initially
increases the value of the asset, the gain wilabgphe income statement and be
recorded directly in equity as part of revaluatsomplus.

U.S. GAAP do not permit the use of the revaluatiwodel. Therefore, any
increase in the asset’s value will be ignored.

A book publisher shipped 40,000 books toutst@mers during the month of
January. The average price of each book sold wasvlile total cost per book
was $30. Invoice payments are due in 45 days arghsio changes hands at the
point of sale.

Which of the following statements accurately refieihe accounting
consequences of the sales transaction?

A. Net assets will increase by $600,000.
B. Liabilities will increase by $1,800,000.
C. Gross profit will decrease by $1,200,000.

Correct Answer: A

Reference:
CFA Leve 1, Volume 3, Study Session 7, Reading 23, LOSc
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Accounts receivable will increase by $1,800,000@80 x $45) while inventory
will decrease by $1,200,000 ($30 x 40,000) andmegewill increase by
$1,800,000. Cost of goods sold will increase bya,000.

Thus, net assets (total assets — total liabilitigl)increase by $600,000
($1,800,000 — $1,200,000). Gross profit will ingedy $600,000.

The role of financial reporting iost likely to:

A. provide requisite information to assist analystthigir decision making.

B. evaluate the past, current and potential performanc financial position
of a company.

C. provide information on a company’s financial pasiti changes in
financial position and performance.

Correct Answer: C

Reference:
CFA Level 1, Volume 3, Study Session 7, Reading 22, LOS a

The role of financial reporting is to provide infieation about a company’s
performance, financial position and changes inrfana position that is useful to
a wide range of users in making economic decisions.

The role of financial statement analysis is to firs@ncial reports prepared by
companies, combined with other information, to aat the past, current, and
potential performance and financial position obanpany for the purpose of
making investment, credit and other economic denssi

Sources of information which analysts mayhesides annual financial
statements and supplementary informatimst likely include:

A. footnotes.
B. proxy statements.
C. statement of other comprehensive income.

Correct Answer: B

Reference:
CFA Leve 1, Volume 3, Study Session 7, Reading 22, LOSc
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Both footnotes and management commentary are anesidupplemental to
financial reports. Proxy statements, which areestants distributed to
shareholders prior to company meetings containiatiers that are put to vote,
are considered sources of information besides arfimaacial statements and
supplementary information.

The statement of other comprehensive income isided in a company’s annual
financial statements.

The market value of one of Thomas Associate/estments increased by $4,500
and generated interest income of $300. The sedsrithassified as held for
trading.

The change in the company’s revenues attributabtleet investment islosest to:

A. $300.
B. $4,500.
C. $4,800.

Correct Answer: C

Reference:
CFA Leve 1, Volume 3, Study Session 7, Reading 23, LOSc

Interest income will increase the company’s revenu8300 and the increase in
the market value of the investment represents lineglagains, further increasing
the company’s revenues. Thus revenue will incrégsz total of $4,800.

A parcel of land with an original cost of $on8llion was sold for $1.2 million.
The seller received $0.4 million as down paymenhwhe remainder to be
recovered over a period of eight years. The selancertain about the buyer’s
ability to make the remaining payments.

Using the installment method, the profit recognibgdhe seller that is
attributable to the down paymentdesest to:

A. $0.00 million.

B. $0.10 million.
C. $0.40 million.
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Correct Answer: B

Reference:
CFA Leve 1, Volume 3, Study Session 8, Reading 25, LOSb

Under the installment method, the portion of thtaltprofit of the sale that is
recognized in each period is determined by thegmtage of the total sales price
for which the seller has received cash.

By apportioning the cash received between costvexed and profit, the ratio of
profit to sales value is 25.0% [($1.2 million —$nillion)/$1.2 million].

Profit attributable to the down payment = 25.0%48million = $0.10 million

The cash generated by a bank as a resultiofjtdkeposits willmost likely be
classified as a (n):

A. investing cash flow.
B. financing cash flow.
C. operating cash flow.

Correct Answer: C

Reference:
CFA Level 1, Volume 3, Study Session 7, Reading 23, LOSa

Operating activities are part of the day-to-dayithess functioning of an entity. A
bank primarily takes deposits and extends loamsistomers and any resulting
cash generated or expended from these activitiébevclassified as operating in
nature.
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On February 15, 2013 Elite Corp purchaseddDifventory units at a price of
$20 per unit. Elite subsequently purchased 30,008 in September at a unit
price of $22 and 40,000 units in November at $2& fumber of units sold in
that year was equal to 75,000. Elite uses the Litgthod of inventory
accounting.

Elite’s closing inventory balance on December 311, 2isclosest to:
A. $900,000.
B. $1,000,000.
C. $1,110,000.

Correct Answer: A

Reference:
CFA Level 1, Volume 3, Study Session 8, Reading 25, LOSd

Using the LIFO method of inventory accounting, ikepurchased last are sold
first. Closing inventory comprises (older) earlperchases.

Under the LIFO method it is assumed that the 40100 of inventory purchased
in November are the first to be sold followed bg 80,000 units in September.
The remaining 5,000 units (75,000 — 40,000 — 30,808 assumed to be sold
from the February purchase of 50,000 units.

Therefore, closing inventory comprises 45,000 uaiita price of $20 per unit or a
total value of $900,000.

A security is antidilutive if it:
A. equates the basic EPS to the diluted EPS.
B. decreases the basic EPS relative to the diluted EPS
C. Improves the wealth of a company’s shareholders.

Correct Answer: B

Reference:
CFA Leve 1, Volume 3, Study Session 8, Reading 25, LOSh
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A security is antidilutive if its inclusion in theomputation of the (diluted) EPS
will produce a measure higher than the basic EPS.

Oscar Richards is a market analyst servingcanamic research firm. He is
attempting to measure the value a small-cap egtoigk and has decided to
employ the stock’s purchase price. He believedainezalue measure is
inappropriate due to its lack of objectivity andeddor judgment.

Which of the following financial reporting barrieismost likely highlighted by
Richards’ decision to employ historical cost?

A. Valuation
B. Consistency
C. Measurement

Correct Answer: A

Reference:
CFA Level 1, Volume 3, Study Session 7, Reading 24, LOSc

Valuation can be a barrier to effective financeggaorting. This is because, out of
the measures of value that exist, historical coite most objective and the least
relevant. On the other hand, fair value is morevaht but is less objective and
requires more judgment.

llkot Inc. is a manufacturer of skiing equiprthéhat has purchased an automated
paint coating unit for $600,000. The unit has aimested useful life of eight

years and a residual value of $10,000.

Using the double declining balance method, thesunét book value in the
second year of its useful life thosest to:

A. $184,375.
B. $187,500.
C. $337,500.

Correct Answer: B

Reference:
CFA Leve 1, Volume 3, Study Session 8, Reading 25, LOSd
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Straight-line rate = 1/8 x 100 = 12.5%
Diminishing balance rate = 12.5% x 2 = 25.0%
Net book value (Year 1) = $600,000 x (1 — 0.254565000

Net book value (Year 2) = $450,000 — [($450,00026D+ ($600,000 x 0.25)] =
$187,500

In 2008 THC Manufacturers started businessusghasing 35,000 units at a unit
price of $55 and sold 23,000 units at a unit po£&60. In 2009 the company
purchased 5,500 units at a price of $58 and sqlsl003at a price of $75. THS
Manufacturers complies with U.S. GAAP and appliesEIFO method of
inventory accounting.

In 2009 THS will report an ending inventory balamwée
A. $87,000.
B. $220,000.
C. $232,000.

Correct Answer: C

Reference:
CFA Level 1, Volume 3, Study Session 9, Reading 29, LOSc

Using the FIFO method of inventory accounting, ihés purchased first are
assumed to be sold first and ending inventory cisepmewer purchases.

Total units sold = 13,500 + 23,000 = 36,500

The first 35,000 units are assumed to be complswly, leaving 4,000 [5,500 —
(36,500 — 35,000) of the units purchased in 200&niting inventory.

Ending inventory balance = 4,000 x $58 = $232,000
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In 2009 a portion of LRV Corp.’s inventory hadarrying value of $0.7 million.
The inventory was originally purchased at a totat®f $1.1 million. The cost to
replace these units has been estimated at $0i8millhe net realizable value is
$0.9 million and should the company decide tothedlinventory it should earn an
estimated dollar profit margin of $4,250. LRV pregmand presents its financial
statements in accordance with U.S. GAAP.

In its 2011 balance sheet, LRV’s inventory will ieported at a valueosest to:
A. $700,000.
B. $895,750.
C. $900,000.

Correct Answer: B

Reference:
CFA Level 1, Volume 3, Study Session 9, Reading 29, LOSf

Under U.S. GAAP, inventory is measured at the lowferost or market
(replacement costs) with the latter being subjectgper and lower limits.

Upper limit = Net realizable value
Lower limit = Net realizable value — normal prafiargin

Upper limit = $900,000
Lower limit = $900,000 — $4,250 = $895,750

Given that market value is lower than cost ($0.Biomi versus $1.1 million
respectively), inventory is impaired. Given thateéntory value cannot decline
below the lower limit, LRV will write down its invgory to $895,750.
Intangible assets with perpetual livesraost likely:

A. depreciated.

B. amortized but not tested for impairment.

C. tested annually for impairment but not amortized.

Correct Answer: C
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Reference:
CFA Level 1, Volume 3, Study Session 8, Reading 25, LOSd

Intangible assets with indefinite lives are neitherortized nor depreciated but
are tested at least annually for impairment.

In 2009, Aero Inc began commercial produchgmpurchasing 100,000 units of
inventory at a unit price of $55. In the same y&aro sold 80,000 units at a price
of $70. The following year the company purchase@®® units at a unit price of
$60 and sold 60,000 units at a unit price of $7&cfapplies the weighted
average method of inventory accounting.

The cost of sales reported in 201@lissest to:
A. $2.6 million.
B. $3.5 million.
C. $4.2 million.

Correct Answer: B

Reference:
CFA Leve 1, Volume 3, Study Session 9, Reading 29, LOSc

Weighted average cost of inventory in 2010 = [(R0,8 $55) + (65,000 x
$60)]/(20,000 + 65,000)

= 5,000,000/85,000

= $58.82
Cost of sales = 60,000 x $58.82 = $3,529,412 & 68llion

If inventory unit costs are rising and invegtquantities are constant, which
inventory accounting method will result in the heghreported taxable income?

A. LIFO
B. FIFO
C. Weighted average cost

Correct Answer: B

Reference:
CFA Leve 1, Volume 3, Study Session 9, Reading 29, LOSe
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When inventory unit costs are rising and invenigugntities are constant or
increasing, the FIFO method of inventory accountuiljgenerate the highest
taxable income. This is because cost of salegeilict older, cheaper inventory
units resulting in higher gross profit, operatingfg and taxable income.

61. On March 1, 2010 Tecnox, a chip processoimaged a manufacturing unit to be

used in its production process. Depreciation clsagge applied in full in the year
of purchase. Details relevant to the unit purchasedummarized in the exhibit

below:
Exhibit: Manufacturing Unit Details

Original cost $680,000

Residual value $200,000

Estimated useful life 5 years

Total estimated productive capacity 1,000 chips
2010: 280
2011: 450

Production in each year (humber of chips) 2012: 120
2013: 100
2014: 50

Applicable depreciation method Units-of-production

The accumulated depreciation expense in 20tibssst to:
A. $65.6 million.
B. $70.1 million.
C. $99.3 million.

Correct Answer: B

Reference:
CFA Leve 1, Volume 3, Study Session 9, Reading 30, LOSd
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Cost per unit = ($680,000 — $200,000)/5 = $96,000
Depreciation expense in 2010 = $96,000 x 280 =8BTKN00
Depreciation expense in 2011 = $96,000 x 450 =ZRBN00

Accumulated depreciation expense (2011) = $26,88040$43,200,000 =
$70,080,000 or approximately $70.1 million.

Which of the following associated costs \WeHst likely be capitalized as part of
an automated paint mixing unit?

A. Training staff on how to maintain the unit.
B. Installation and testing of the machine’s operation
C. Replacing the factory’s lighting system to allow tbe unit to operate.

Correct Answer: A

Reference:
CFA Level 1, Volume 3, Study Session 9, Reading 30, LOSa

Installation and testing of the machine’s operatiare necessary to get the asset
ready for its intended use and are capitalizeadutition replacing the lighting
system is a means of preparing the asset forteaded use and is capitalized
accordingly. However, training staff on how to ntain the unit is not needed to
get the asset ready for its intended use and ssekpensed.

On March 1, 2013 a customer subscribed toramhonewsletter paying an
annual fee of $1,440 on that day. The news agefiicyacial year ends on
December 31, 2013.

The adjustment required to the company’s liabsgitiath respect to the specific
transaction at year-endgosest to:

A. $0.
B. $240.
C. $1,200.

Correct Answer: C
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Reference:
CFA Level 1, Volume 3, Study Session 7, Reading 23, LOSd

On March 1 the company will record unearned revergli@bility) of $1,440. On
December 31 revenue relating to ten issues hasrbabred and two remain.
Therefore, the unearned revenue account will becedi by $1,200 ($1,440/12 x
10) and transferred to revenue to reflect realethings.

A book publishing firm gained the right to @wspatent as a result of acquiring a
competitor.

How will the patent be accounted for by the firmf®eTpatent will be:

A. accounted for using the cost model.

B. recognized if it meets certain pre-specified cidter

C. allocated a share of the acquisition price on #eadof the asset’s fair
value.

Correct Answer: C

Reference:
CFA Leve 1, Volume 3, Study Session 9, Reading 30, LOSb

Intangible assets acquired in a business combmat® allocated a portion of the
acquisition cost (purchase price) on the basisaif fair value.

Utah Corp is a designer of home lighting systamd accessories. In 2012, Utah
expanded its production by converting a vacant grygnto a factory; the
property was being held by the company as investpraperty. Prior to the
conversion, the property’s fair value was €150,00¢ original purchase price of
the property was €120,000. Utah prepares and psegerfinancial statements in
accordance with IFRS.

In response to the change in classification, Utdh w
A. make no accounting adjustments.
B. record a gain of €30,000 in its income statement.

C. revalue the value of the property upwards by $30jAdts balance sheet.

Correct Answer: A
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Reference:
CFA Level 1, Volume 3, Study Session 7, Reading 30, LOSk

When a company changes the use of the propertylb®ng an investment
property to owner-occupied property and the chasedel is the fair value
model, the property’s fair value is consideredadtb cost for accounting
purposes and no further accounting adjustmentseessary. Furthermore,
neither a gain nor loss arises on the transfer.

Sash Imperial has undertaken a contract 1d buiailroad line. The project will
take three years to complete and Sash is expacteddive $40.00 million on
completion. Total project costs are estimated atré8lion. At the end of the first
year Sash has spent $12.00 million and expectxto a total loss of $0.50
million over the remaining project term. Sash caegivith U.S. GAAP.

The amount recognized by Sash in its income staieatéhe end of Year 1, in
relation to the project, idosest to:

A. $2.98 million.
B. $3.48 million.
C. $15.48 million.

Correct Answer: A

Reference:
CFA Level 1, Volume 3, Study Session 8, Reading 25, LOSb

Under U.S. GAAP the percentage of completion meibaged to recognize the
revenues for long-term construction projects whendutcome of the project is
reliable.

Expected losses are to be recognized immediately.

All $ amounts are in millions.
Revenue recognized for Year 1 amounts to $15.48/$81 x $40). Given that

$12 expenses have been incurred and a loss of ®0aBlicipated, the net amount
recognized in relation to the contract is $2.98%(88 — $12.00 — $0.50).

FinQuiz.com © 2015 - All rights reserved. a4



67.

68.

CFA Level | Mock Exam 2 — Solutions (PM)

Which of the following properties withost likely fit the definition of investment
property according to IFRS?

A. An office building used solely for administrativarposes.
B. Company housing units provided to employees frezoset.
C. A vacant factory plant that is leased to a manufaog firm.

Correct Answer: C

Reference:
CFA Level 1, Volume 3, Study Session 9, Reading 29, LOSk

Investment property is owned for the purposes afieg rentals or capital
appreciation or both. A vacant factory plant leatsed manufacturing firm
classifies as investment property since the purgoseearn rentals.

Neither the office building used for administratimerposes nor company housing
units provided to employees classify as investrpeoperty.

U.S. GAAP requires software development clusts:

A. expensed as incurred.

B. expensed if they relate to software to be develdpenhternal use.

C. capitalized once the saleable product’s technotddeasibility has been
established.

Correct Answer: C

Reference:
CFA Leve 1, Volume 3, Study Session 9, Reading 30, LOSb

U.S. GAAP requires software development costs mecuto develop a product
for sale to be expensed as incurred and capitatined technological feasibility
has been established. Similarly costs to develéipvace for internal use will be
capitalized once it is probable that the projedk n@ completed and that the
software will be used as intended.
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Questions 69 to 76 relate to Corporate Finance

69. Rector Incorporated is a manufacturing firmhvétcapital structure comprising of
equity and debt. The current market value of egsi2.0 million and the beta of
the stock is 1.2. The company has $4 million fazlee of bonds outstanding,
which pay semi-annual coupons at an annual ra8&wofThe yield-to-maturity is
9% and the remaining term to maturity is 5 years.

The corporate pays tax at a rate of 25%. The eaqusitypremium and risk-free
rate is 4% and 2%, respectively.

Rector Incorporated’s weighted average cost oftabVACC) isclosest to:

A. 4.55%.
B. 6.77%.
C. 7.59%.

Correct Answer: B

Reference:
CFA Level [, Volume 4, Study Session 11, Reading 36, LOSc

WACC = (0.3424)[2% + 1.2(4%)] + (0.6576)(9%)(1 25)
=6.77%
Present value of debt:

N =10

1Y = 4.5% (9%/2)

FV = 4,000,000

PMT = 160,000

CPT Present value: 3,841,746

Weight of debt in capital structure = $3,841,748/881,746 + 2,000,000) =
65.76%

Weight of equity in capital structure = $2,000,0$3/841,746 + 2,000,000) =
34.24%
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Which of the following statement®st accurately compares the NPV and
payback period methods?

A. The payback period and NPV will always yield ideatiproject rankings.

B. Compared to the payback period, NPV is a bettersorezof project
liquidity.

C. The payback period may lead to the acceptancepadjact with a
negative NPV.

Correct Answer: C

Reference:
CFA Leve I, Volume 4, Study Session 11, Reading 35, LOSd

In the case of projects with a payback of one yearsmall amount of positive
cash flows thereafter, the NPV may be negativeeBas the payback period, the
project is worthwhile. However, based on profitapi(NPV), the project is not
worthwhile. Thus, NPV and payback period may geteecanflicting rankings.

The payback period is a measure of project liquiditile NPV is a measure of
investment profitability.

Snat Limited is an ink manufacturing firm. Témecutives of the firm have
recently undertaken a project with a profitabilitdex (PI) of 1.50. The company
made an investment worth $300,000 at the statieoptoject.
The slope of the NPV profile of the project is bésscribed as:

A. convex.

B. concave.

C. horizontal.

Correct Answer: A

Reference:
CFA Level |, Volume 4, Study Session 11, Reading 35, LOSe

The slope of the NPV profile is convex from thegori That is the NPV declines
at a decreasing rate as the discount rate increases
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Michael Poole is an equity analyst at DaveoB&des, a financial services firm.
Poole is estimating the firm’s cost of equity usihg dividend discount model
approach. He has learnt that the Gordon’s growttlehis particularly useful in
deriving the required rate of return when this apph is used. The company has
paid a dividend of $2.5 per share in the previcesry

The current market price per share is $25. The emyip retention rate and
return on equity is 40% and 10%, respectively.

The cost of equity using the dividend discount niaglel osest to:
A. 14.00%.
B. 14.40%.
C. 16.40%.

Correct Answer: B

Reference:
CFA Level I, Volume 4, Study Session 11, Reading 36, LOSh

Based on the Gordon’s growth model, return on ggsitalculated as:

fe= —+(

I::’O
where g = (1 — D/EPS)ROE
g = (0.4)(0.1) = 0.04 or 4%

Based on the return on equity, the intrinsic valfia stock can be calculated.

re = [($2.5 x 1.04)/$25] + (0.4)(0.10)
= 14.40%
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73. Dwight Engle is a financial analyst evaluatihg risks associated with two
detergent manufacturers, Home Care and CleanWayeHgare has a higher per-
unit variable operating cost while CleanWay’s fixaukrating costs are 1.5 times
greater. Out of the two corporations being analyHsane Care has a greater
total number of shares outstanding and financesatey proportion of its projects
using equity. CleanWay, on the other hand, rarebslequity as a financing
source.

Based on his findings, Engle witlost likely conclude that:
A. CleanWay has more operating risk.
B. Home Care’s net income is more sensitive to chaimgeperating income.
C. Home Care’s cash flows have greater sensitivighi@nges in operating
income.

Correct Answer: A

Reference:
CFA Level |, Volume 4, Study Session 11, Reading 37, LOSa, b & ¢

CleanWay has greater operating risk as evident ftematio of fixed operating
costs to variable operating costs.

Since CleanWay employs a higher degree of finahewarage, its net income is
more sensitive to changes in operating income.

Clean Way'’s cash flows have greater sensitivitgitanges in operating income;
this is because a majority of its projects arerfoe using debt.

FinQuiz.com © 2015 - All rights reserved. 49



CFA Level | Mock Exam 2 — Solutions (PM)

74. Aero and Beta are commercial aircraft manufactu Kayla Mason is an industry
analyst evaluating the financial and operatingage structures of the two
competitors. She has collected sales and costdatarning the manufacturers in
an exhibit. She expects unit sales to increasébhyrém their 2012 level.

Exhibit: Sales and Cost Data Concerning Aero and Ba

Aero Beta
Sales price per unit ($) 50 40
Variable costs per unit ($) 35 30
Total fixed costs ($) 350,000 250,000
Units produced and sold (2012) 50,000 50,000

Based on the expectations for 2013, Masonmakt likely conclude that the
change in operating income witost likely be:

A. greater for Aero.
B. greater for Beta.
C. the same for both companies.

Correct Answer: B

Reference:
CFA Level |, Volume 4, Study Session 11, Reading 37, LOSb

To determine the pace of growth in operating incoitris necessary to determine
the degree of operating leverage (DOL) for the manufacturers.

DOL = M
Q(P-V)-F
DOL (Aero) = 50000%60-$35)  _ 1.875
50000($60- $35) - 350000
DOL (Beta) = 50000($40~ $30)

=2.
50000 $40- $30) - 250000
An increase in units produced by 5% will increased?s operating income by

9.375% (1.875 x 5%) and Beta’s by 10% (2 x 5%).réfuge, Beta’s operating
income will change at a greater rate.

FinQuiz.com © 2015 - All rights reserved. 50



CFA Level | Mock Exam 2 — Solutions (PM)

75. A shareholder owns 20% of a company with a etar&lue of $30 million. The

76.

total shares outstanding of the corporation areG@DO0 with a market price per
share of $30. The current earnings per share §¥$Zhis year the company
issued a 5% stock dividend to the shareholder.

How will the stock dividend impact earnings perrehd&PS)?
A. EPS will not be affected.
B. EPS will decline by 4.80%.
C. EPS will increase by 5.00%.

Correct Answer: B

Reference:
CFA Leve [, Volume 4, Study Session 11, Reading 38, LOS a

Shares outstanding (after stock dividend) = 5,280(%,000,000 x 1.05)
EPS (after stock dividend) = $2.38 [($2.50* x 5,@0D)/5,250,000]
EPS will decline by 4.80% (2.38/2.50 — 1).

*The distribution of a stock dividend should néfeat the earnings power of a
corporation.

ABC Inc. has announced the buyback of a pouidts 5,000,000 shares
outstanding. The current market price, $30, is Ybéater than its book value per
share. The company intends to employ $3 millionttvof borrowed funds for the
repurchase. The after-tax cost of borrowing is &b the company’s reported
earnings per share is $5.00.

The percentage change in the company’s book vaushare following buyback
is closest to:

A. —0.23%.

B. +0.19%.
C. +11.11%

FinQuiz.com © 2015 - All rights reserved. 51



CFA Level | Mock Exam 2 — Solutions (PM)

Correct Answer: A

Reference:
CFA Leve |, Volume 4, Study Session 11, Reading 38, LOSe

Book value per share (before buyback) = $27 ($8008).

The company will repurchase 100,000 ($3,000,000/$80@s shares using
borrowed funds.

Post-buyback, the number of shares outstandingeeilbl 4,900,000 and the
book value of equity will fall to $132,000,000 [@90,000 x $27) — $3,000,000]
and the book value per share decreases from $8Y $#6.94
($132,000,000/4,900,000) or a decline of — 0.23%.
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Questions 77 to 88 relate to Equity Investments

77.

78.

Pedro Lee serves a broker-dealer firm and &gstrated with Grace Arnold, the
CEO of Chemco Solutions, to sell her significamdisge holding of the
company’s stock. Lee apprehends that the orderbmahallenging to execute
due to the size of the trade.

The execution mechanism that Lee should utilizeast likely:

A. brokered markets.
B. crossing networks.
C. over-the-counter markets.

Correct Answer: A

Reference:
CFA Level I, Volume 5, Study Session 13, Reading 45, LOS

Brokered markets are most suitable because the inay not be marketable due
its significantly large size. Dealers may be unwglor unable to hold such a
large quantity of shares in their inventory and maymake markets in them; this
renders over-the-counter (dealer) markets inaptEprOrganizing order-driven
markets such as crossing networks is also notldeiteecause few traders may
submit orders to them.

A market’s limit order book quotes the best dnd offer at 35 and 38,
respectively. A limit buy order with a price of 85placed by a trader. The order
will most likely:

A. make market.

B. make a new market.

C. fall behind the market.

Correct Answer: B

Reference:
CFA Leve I, Volume 5, Study Session 13, Reading 45, LOSg
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Since the limit buy price (36) falls in between thesst bid (35) and offer (38), the
order will make a new market.

A buy order with a limit price equal to the bedd 8 said to make market.
A buy order with a limit price lower than the bé#l is away from the market.
Jill Malcolm is studying a fundamental-weightguity index which comprises of
two stocks, A and B. Stock A has a market capiilin of $450 million and
earnings of $100 million. Stock B has a market zdigation of $300 million and
earnings of $100 million.
Relative to a market-weighted index, a fundamentighted index will:

A. overweight A relative to B.

B. overweight B relative to A.

C. make an equal allocation to the two stocks.

Correct Answer: B

Reference:
CFA Leve I, Volume 5, Study Session 13, Reading 46, LOSd

Stock A has an earnings yield of 22.2% ($100/$450).
Stock B has an earnings yield of 33.3% ($100/$300)

The earnings weight of stock A ($100/$200 = 50%vger than its market
capitalization weight ($450/$750 = 60%).

The earnings weight of stock B ($100/$200 = 50%ligher than its market
capitalization weight ($300/$750 = 40%).

Since stock B has a higher earnings yield, thedumehtal-weighted index will

overweight stock B relative to A. In contrast, arked-capitalization-weighted
index will overweight stock A.
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80. A fixed income analyst is studying the corpettadnd sector in his country’s
fixed income market. After thorough analysis hedodes the value of a AAA-
rated corporate bond placed by investors basebde@ndomplete understanding
of the bond'’s interest rate, principal value amairnig of its interest and principal
payments is 90. The bond is currently selling ptiee of 120.

Based on the results collected, the analysisweahlikely conclude that:

A. market prices accurately reflect intrinsic values.
B. opportunities for profitable active investmentssexi
C. investors will take long positions in AAA-rated parate bonds.

Correct Answer: B

Reference:
CFA Level |, Volume 5, Study Session 13, Reading 47, LOSb

Since the intrinsic value does not equal to theketgorice of the bond, there
exists an opportunity for active investment; ineestwill seek to short-sell these
bonds which are selling at a price above theirgeed intrinsic value (120
versus 90 respectively).

Given the discrepancy between market and intrivaiges, the analyst will least
likely conclude that the former value accuratefes the latter.

81. Samson Electrics, a Dutch component manufactuas issued 3.2% non-

callable, non-convertible, perpetual preferred shavith a par value of €1,000.
The credit rating provided by Standard & Poor'ss- and the required return on
identically rated preferred shares is 5.8%.
The intrinsic value of the preferred sharel@sest to:

A. €551.72.

B. €1,000.00.

C. €1,812.50.

Correct Answer: A

Reference:
CFA Leve I, Volume 5, Study Session 14, Reading 50, LOSd
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The intrinsic value of a non-callable perpetuaf@med stock is €551.72,
calculated using the equation below:

Vy =22 = (0032x1000) _ o, 7,

r 0.05¢

Smith Richards is an equity analyst followthg stock of Horizon Limited, a
company in the telecommunications sector. The caoryipdalance sheet for the
year 2013 is presented below. Richards aims tatastevhether Horizon’s stock
is fairly valued. The company has 5,000 sharesandéng, which are trading in
the market at a price of $20.50.

Exhibit;
Summarized Balance Sheet for Horizon
Limited for the Financial Year 2013*

Cash $3,500
Accounts Receivable 25,000
Inventories 4,300
Net fixed assets 45,000
Total assets 77,800
Accounts Payable 10,100
Notes Payable 2,500
Common shareholder’s equity 65,200
Total liabilities and equity 77,800

*With the exclusion of net fixed assets, the markadtie of all assets and
liabilities are equal to their book values. The keawvalue of net fixed assets is
1.5 times its book value.

Based on Horizon Limited’s book value per sharehRids willmost likely
conclude that its stock is:

A. overvalued.
B. fairly valued.

C. undervalued.

Correct Answer: A
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Reference:
CFA Level I, Volume 5, Study Session 14, Reading 50, LOS;

Market value of assets = $3,500 + $25,000 + $4{3(05 x $45,000) =
$100,300

Market value of liabilities = $10,100 + $2,500 =2$300
Adjusted book value = $100,300 — $12,600 = $87,700
Estimated value (adjusted book value per shard75790/5,000 = $17.54

Comparing the book value per share to the curremket price of $20.50, the
Horizon Limited stock is overvalued.

Identifying the target market during the indexstruction process involves
determining the:

A. investment universe.
B. broadest definition of a market segment.
C. allocation to specific securities included in thdex.

Correct Answer: A

Reference:
CFA Level [, Volume 5, Study Session 13, Reading 46, LOSb

The target market determines the investment urevansl the securities available
for inclusion in the index.
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Beginning of | Weight Shares | Dividends| End of
Security| period price | (%) | outstanding per share| period price
A 15.5 20 1,000 0.25 13.0
B 25.0 20 1,000 1.00 22.0
C 128.5 20 1,000 0.75 145.0
D 200.0 40 2,000 0.25 230.5
Total 5,000

The price return of the index ¢bosest to:

A. 3.04%.
B. 4.33%.
C. 12.65%.

Correct Answer: C

Reference:
CFA Level |, Volume 5, Study Session 13, Reading 46, LOSb

Beginning of period index value = (15.5 x 1,000025.0 x 1,000) + (128.5 x
1,000) + (200.0 x 2,000)
= 569,000

End of period index value = (13.0 x 1,000) + (22.0,000) + (145.0 x 1,000) +
(230.5 x 2,000)

= 6400

Price return = (641,000/569,000) — 1
=0.1265 or 12.65%

The total return of a price-weighted index tlagnged relative to an equal-
weighted index, identical in all other respects.idklof the followingleast
accuratelhyjustifies the reason for the difference in values?

A. Outperformance of large-cap stocks.

B. Outperformance of small-cap stocks.
C. A constituent stock has undergone a stock split.
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Correct Answer: A

Reference:
CFA Leve I, Volume 5, Study Session 13, Reading 46, LOSd

Equal-weighted index comprise a significant projorof small-cap stocks.
Therefore the outperformance of small-cap stocksdcbe a reason for difference
in values. Price-weighted indexes, on the othedhare biased towards the
higher priced shares.

A property unique to price-weighted indexes is @natock split on one
constituent security may change the weights othalkecurities in the index.
Therefore, this could be a possible reason fodifierence in index values.

Brian Ross is a wealthy entrepreneur managsgwin investment portfolio. He

is seeking to expand his investment portfolio, Wwhsomprises solely of equities.
Ross is seeking a tax-efficient investment, whiak & moderate to high degree of
liquidity and can bring diversification benefitsh portfolio. He is exploring
direct real estate as a potential investment vehicl

Which of the following factors will discourage Rdssm investing in direct real
estate?

A. llliquidity
B. Tax consequences
C. Low diversification potential

Correct Answer: A

Reference:
CFA Leve |, Volume 5, Study Session 13, Reading 45, LOSc
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Direct real estate are illiquid and trade in véliguid markets making this form
of investment unsuitable for Ross who desires aatatass with a moderate to

high degree of liquidity.

Investments in real estate are attractive becaube dax benefits that they

generate.

As an asset class, real estate has been foundé¢caHaw correlation with
traditional asset classes such as equity and fn@ame securities; this introduces

diversification potential to an investor’s portfmli

The exhibit illustrates a market’s standing tiorder book at market close.

Exhibit: Market’'s Standing Limit Order

Book
Bid Sizes Limit Prices Ask Sizes
70 15
69 13
68 11
67 10
4 65
5 64
6 63
8 62

What is the market?
A. 65 bid and 67 ask
B. 65 bid and 70 ask
C. 62 bid and 67 ask

Correct Answer: A

Reference:

CFA Level |, Volume 5, Study Session 13, Reading 45, LOSg

The market is best bid (highest bid) and offer @stvask) and their associated
sizes. Given the exhibit, market is at the 65 Ioid &7 ask.
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88. The exhibit below illustrates the limit ordexgtstanding on a market’s book
following the arrival of a large order.

Exhibit:
Market Limit Order Book
Buyer Bid Limit Offer Seller
Size | Price (€)| Size
Jones 9 49.9
Victor 8 50.0
Stevens 6 50.1 7 Allen
50.2 8 Cunningham
50.3 12 Whittaker

Kim Toyama submits a day order to buy 18 contrdirtst €50.2. Toyama’s
average trade price chosest to:

A. €49.96.
B. €50.15.
C. €50.18.

Correct Answer: B

Reference:
CFA Level I, Volume 5, Study Session 13, Reading 45, LOS;|

Toyama’s buy order will fill at the most aggres$wpriced sell order which is
Allen’s order. After completely filling Allen’s orer at a price of €50.1, Toyama
still has 11 contracts remaining. The next mosteggjvely priced sell order is
Cunningham’s that will fill completely leaving Toye with 3 unfilled contracts.
Toyama cannot trade using Whittaker’s order agitmig sell price is above
Toyama’s limit buy price.

Toyama’s average trade price = [(7 x €50.1) + €58.2)]/(7 + 8)
= €50.15
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Questions 89 to 94 relate to Derivatives

89.

90.

In contrast to interest rate options, forwatg agreements (FRAS):

A. impose obligations on the counterparties.
B. are contracts with interest rate as the underlying.
C. are usually offered for purchase and sale by diffedealers.

Correct Answer: A

Reference:
CFA Leve 1, Volume 6, Study Session 17, Reading 58, LOSe

FRASs represent a commitment to make one interggheat and receive another
at a future date. Thus the contract imposes oldigaiton both sides of the
agreement.

The underlying in both agreements is an interdst FRAs and interest rate
options are offered for purchase and sale by theesealers.

Leslie Hower is a junior trader at a derivasivlealer firm. During her first week
following appointment, Hower attempts to synthdhcaell a risk-free bond
using call and put options. She purchases calpah@ptions with the same
exercise price and time to maturity. She simultasgosells the underlying short.

With respect to her attempts in creating a syntraort position in a risk-free
bond, however isnost accurate regarding her decision to:

A. purchase call options.
B. purchase put options.
C. sell the underlying short.

Correct Answer: A

Reference:
CFA Level 1, Volume 6, Study Session 17, Reading 60, LOSI
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Based on the rearranged put-call parity (see beliovgrder to synthetically short
sell (issue) a risk-free bond, call options shdaddourchased while the underlying
and put options should be sold short.

XL+ =0-p-9

A dealer has established a protective putipodity buying a stock worth $85. A
put option on the stock with an exercise price® % selling for $11. For the
dealer to breakeven, the stock price has to move:

A. up at $96.
B. up at $105.
C. down at $83.

Correct Answer: A

Reference:
CFA Level |, Volume 6, Study Session 17, Reading 59, LOS-b.

For the dealer to breakeven price should be af($36 + $11).
An investor has invested in a bond sellingd22.50 He has sold a call option for
$7.66 that has an exercise price of $31.55 Thestovexpects the bond price to
be $45.00 at expiration. The maximum profit of fplesition isclosest to:

A. $14.84.

B. $21.11.

C. $30.16.

Correct Answer: C

Reference:
CFA Level I, Volume 6, Study Session 17, Reading 59, LOSb.

The position is a covered call and the maximumipfof the investor is
= 45-22.50 + 7.66 = 30.16.
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The value of European call option is inverselgted to the:
A. exercise price
B. time to expiration.
C. value of the underlying.

Correct Answer: A

Reference:
CFA Level |, Volume 6, Study Session 17, Reading 58, LOS:.

The value of European call option is:
» directly related to the time to expiration and viadue of the underlying.
* inversely related to the exercise price.

A synthetic long position in a risk less bosdiieated by combining:

A. along position in a put + long position in the arging + short position

in the call.

B. along position in a call + long position in thedanlying + short position
in the put.

C. ashort position in a put + short position in tmelerlying + long position
in the call.

Correct Answer: A

Reference:
CFA Level I, Volume 6, Study Session 17, Reading 58, LOS-m.

A synthetic long position in a risk less bond isated by combining a long
position in a put + long position in the underlyighort position in the call.
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Questions 95 to 106 relate to Fixed Income

95. The current market price of a three-year fitmptate note (FRN) paying the six-
month LIBOR plus 0.25% on a semi-annual basis iZ®ger 100 of par value.
The current six-month LIBOR is 1.05% and is expedteremain constant. Given
that the interest payment each period is 0.650.@@rof par value, the discount
margin isclosest to:

A. 2.57%.
B. 4.78%.
C. 7.64%.

Correct Answer: B

Reference:
CFA Level I, Volume 5, Study Session 15, Reading 53, LOSf

_ 0.650 0.650 0.650 0.650+100
98.70 (1+m)? + (1+r)2  (1471)3 (1+71)12
r=0.007638
0.007638 =X010>+DM

DM = 0.004776 or 4.78%

96. Which of the following type of fixed incomecseity has the lowest degree of
interest rate risk?

A. Fixed-rate bond
B. Floating-rate bond
C. Inflation-indexed bond

Correct Answer: B

Reference:
CFA Level |, Volume 5, Study Session 15, Reading 52, LOSe
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A floating rate bond has the lowest degree of agerate risk. This is because the

bond’s coupon rate is periodically reset basedi@nges in the level of a
reference rate.

Fixed rate bonds have a higher level of intergst nigak. The bond’s price
decreases in response to an increase in intetest fidus investors who hold
fixed-rate bonds are exposed to interest rate risk.

Inflation-indexed bonds protect against inflatiagkr

A 180-day money market instrument is quoteahaadd-on rate of 4.76% for a
360-day year. The bond equivalent yield of therumaent isclosest to:

A. 4.76%.
B. 4.83%.
C. 4.94%.

Correct Answer: B

Reference:
CFA Leve I, Volume 5, Study Session 15, Reading 53, LOSf

The redemption amount per 100 of par value oftisgument is 102.38

(calculated below).
180

PV =100 + (100 X 120 x 0.0476) = 102.38

The bond-equivalent yield is 4.76%

AOR =36 (M) = 0.0476 or 4.76%
1 100

80

Multiplying the add-on rate by the factor 360/368lgs a 365-day bond-

equivalent yield of 4.83%.
365

—x 0.0476 = 4.83%
360
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An investor purchases a five-year, 6% annuapoa payment bond at 89.4535
and sells it in four years. Following the purchasée bond and prior to the
receipt of the first coupon, interest rates go doav8.5%.

The realized yield on the bond investmerd &sest to:

A. 3.77%.
B. 5.79%.
C. 8.71%.

Correct Answer: A

Reference:
CFA Leve I, Volume 5, Study Session 16, Reading 55, LOS a

The future value of the reinvested coupons at 85627.2371 per 100 of par
value.
[6 x (1.085%] + [6 x (1.085§] + [6 x (1.085}] + 6 = 27.2371

The sales price of the bond is 76.4869 per 10Go#¥alue:
106

m = 76.4869

The total return is 103.7240 (76.4869 + 27.2371) the realized yield is 8.71%.
89.4535 = 103.7240/(1 +*)

r=0.03770
An 8.0% semi-annual coupon payment bond hasgim year maturity and is
priced to yield 9.5%. The money duration and medifiluration of the issue is

7.3524 and 5.3515, respectively. The full pricéhaf issue is 106.35.

Ignoring the effects of convexity, the revised fulice of the issue if yields
increase by 125 basis pointissest to:

A. $96.58.
B. $99.24.
C. $116.12.

Correct Answer: A
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Reference:
CFA Level I, Volume 5, Study Session 16, Reading 55, LOSh

APVFU = —MoneyDur x AYield
APVFull — _73524 % 0.0125 = - 0.091905 or — 9.1905%
New full price = 106.35 x (1 — 0.091905) = 96.5759

Which of the following issues has the higlsestiority ranking in the event of
default?

A. Subordinated
B. Senior unsecured
C. Senior subordinated

Correct Answer: B

Reference:
CFA Level |, Volume 5, Study Session 16, Reading 56, LOSb

In terms of seniority ranking, senior unsecuredt deliders have the highest

priority claims followed by senior subordinated dmally subordinated debt
holders.
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101. ABC Inc. has invested in a 5-year convertifiad issue trading at a price of
$1,050. The issue is convertible into the issuesimmon shares at an exercise
price of $40. The exhibit demonstrates the pricthefissuer’s stock over a five
day term.

Exhibit:
Issuer Stock’s Price per Share
Day Price ($)
36
32
42
40
34

| WIN| -

Conversion parity will occur on Day:

0wy
A W PR

Correct Answer: B

Reference:
CFA Leve I, Volume 5, Study Session 15, Reading 51, LOSf

On day 3, conversion parity will occur. This is base conversion value ($1,050)
will equal to the convertible’s bond price ($1,050)

Conversion parity occurs if conversion value = bpnde
Conversion value = Current share price x convensatin
Conversion ratio = $1,000/$40 = 25

Conversion value (Day 1) = $36 x 25

=$900
Conversion value (Day 3) = $42 x 25
= $300
Conversion value (Day 4) = $40 x 25
= $000
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Which of the following characteristics areque to partially amortized bonds?

A. Balloon payment at maturity.

B. Entire payment of principal occurs at maturity.

C. Periodic payments of interest and principal repaysibased on a
schedule.

Correct Answer: A

Reference:
CFA Level |, Study Session 15, Reading 51, LOSe

A partially amortized bond makes fixed periodic pants until maturity but only
a portion of the principal is repaid by the matudate. Thus, a balloon payment
is required at maturity to retire the bond’s outsliag principal amount.
A bullet bond does not call for any principal repants over the life of the bond.
Instead, the entire payment of principal occumnmaturity.
Which of the following coupon payment structuwell allow investors to benefit
from an increase in interest rates?

A. Plain vanilla bonds

B. Floating rate notes (FRNSs)

C. Inverse FRNs

Correct Answer: B

Reference:
CFA Leve |, Volume 5, Study Session 15, Reading 51, LOSe
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The coupon rate offered on FRNs is directly linkedhe interest rate. Therefore,
an increase in interest rate will increase ther@sieincome received by investors.

Plain vanilla bonds offer a fixed coupon rate. Hfere, an increase in interest
rates will decrease the value of the bond and tresalb change in income earned
by the investor.

The coupon rate offered on inverse FRNSs is invgnsdated to the interest rate.
Therefore an increase in interest rates will redheecoupon rate and
consequently the interest income earned by borekiovs.

A company has issued a 15-year bond withtiamad principal of $350 million.
The sinking fund provision calls for 8% of the dataling principal amount to be
retired in years 8-14 with the outstanding balgpeie off at maturity in 15 years.
The outstanding principal balance at the end ofr'®daclosest to:

A. $294.00.

B. $296.24.

C. $322.00.

Correct Answer: B

Reference:
CFA Leve I, Sudy Session 15, Reading 51, LOSe

The exhibit below demonstrated the sinking fundvmion schedule for the first 9
years of the bond issue:

Year Outstanding | Sinking Fund Outstanding
Principal at the | Payment ($ Principal at the
Beginning of the millions) End of the Year ($

Year ($ millions) millions)

0 350.00
lto7 350.00 0.00 350.00
8 350.00 28.00 322.00
9 322.00 25.67 296.24
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Which of the following issuesmgost likely classified as a domestic bond?

A. A French company issues Euro-denominated bondeimeany.

B. A U.S. company issues U.S. dollar denominated ban@=anada.

C. A Swedish company incorporated in Japan issuesdéanominated bonds
in Japan.

Correct Answer: C

Reference:
CFA Level |, Study Session 15, Reading 51, LOSd

Bonds issued by companies that are incorporatéthincountry are called
domestic bonds. Out of the three options presetitedyonds issued by the
Swedish company classify as domestic bonds.

A four-year 6% semiannual coupon paymentarate bond is priced at 110 per
100 of par value. Its yield to maturity is 7.87%ioted on a semiannual basis. The
annual rate of the bond that can be used for domtiparison with otherwise
comparable bonds that make quarterly coupon paymecibsest to:

A. 7.79%.
B. 8.02%.
C. 15.74%.

Correct Answer: A

Reference:
CFA Leve I, Volume 5, Study Session 15, Reading 53, LOSf

(1+257) = (14452

APR, = [(1.0802}* - 1] x 4

=7.794%
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Questions 107 to 112 relate to Alternative Investnms

107. At the beginning of the year 2012, Gus Knigkiested $100,000 in a hedge fund
with a “1 and 10” fee structure. The value of thad at the end of the year rises
to $135,000 and by 5% at the end of 2013. Managearghincentive fees are
paid at the end of the year and are calculatecpigraidently. In the year a fund’s
net value declines, incentive fees are not be paid.

The hedge fund’s high water mark at the end of 28&tBsest to:
A. $135,000.0.
B. $135,150.0.
C. $136.657.5.

Correct Answer: C

Reference:
CFA Level 1, Volume 6, Study Session 18, Reading 60, LOSf

Beginning of year:

Management fees = $135,000 x 1% = $1,350

Incentive fees = ($135,000 — $100,000) x 0.10 53,

Value of capital at beginning of year = $135,00815350 — $3,500 = $130,150

End of year:
Value of capital at end of year = $130,150 x 1.(%136,657.50

In 2013, the value of the fund at the end of thar y& greater than its beginning
value. Therefore, the high water mark is estabtiskte$136,657.50.

108. A drawback of investing in funds of hedgedsimost likely includes:
A. diluted returns.
B. longer lockup periods.

C. difficulty in conducting due diligence.

Correct Answer: A
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Reference:
CFA Leve 1, Volume 6, Study Session 18, Reading 60, LOSe

A drawback of the multi-layered fee structure asged with funds of hedge
funds is the net-of-fees returns are diluted toitlwestor. Benefits of investing in
this hedge fund category include shorter lockupopkst Additionally, funds may
provide expertise in and conduct due diligenceelecting the individual hedge
funds.

The Alternative Investment section in the PM ses&one question short.
Kindly add the following question:

A key risk cited for investing in alternativevestments includes:
A. limited redemption availability.
B. concentrated portfolio positions.
C. reduced diversification potential.

Correct Answer: A

Reference:
CFA Leve 1, Volume 6, Study Session 18, Reading 60, LOSd

A risk cited for investing in alternative investnteimcludes limited redemption
availability and transparency, low liquidity andetbhallenge of manger

diversification.

Alternative investments have a low correlation virdditional asset classes
making this a benefit.

Which of the following real estate indiceslwnbst likely result in a sample
selection bias?

A. REIT index
B. Appraisal index.

C. Repeat sales index.

Correct Answer: C
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Reference:
CFA Level 1, Volume 6, Study Session 18, Reading 60, LOSd

Repeat sales index suffer from a sample seleciambecause the properties
that’s ell in each period vary and may not be repnéative.

111. An analyst is calculating the one year price obmmodity futures contract with
the following characteristics:

Spot price $80.96
Convenience yield $5.50
Storage costs $7.80

Risk free rate (R) = 5%
The price of a one year commodity future contractasest to:
A. $82.71.
B. $83.26.
C. $87.31.

Correct Answer: C

Reference:
CFA Level 1, Volume 6, Study Session 18, Reading 60, LOSd

Future Price = Spot Price (1#R Storage Cost — Convenience Yield
Future Price = $80.96 (1+5%) + $7.8 - $5.5 = $87.31

112. Which of the following isnost likely the motivation for a passive investor buying
commodities for his portfolio?

A. Speculation
B. Risk taking opportunity.
C. Risk diversification benefits.

Correct Answer: C

Reference:
CFA Level 1, Volume 6, Study Session 18, Reading 60, LOSd
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A passive investor buy commodities for his portidhr the risk diversification
benefits. A passive investor generally invest tigfoa collateralized position in a
future contract.

FinQuiz.com © 2015 - All rights reserved. 76



CFA Level | Mock Exam 2 — Solutions (PM)

Questions 113 to 120 relate to Portfolio Management

113. Which of the following statemerisst describes the major drawback of the top
down investment approach?

A. This approach involves high active risk.
B. This approach involves high trading cost
C. Major portion of the portfolio is invested passivel

Correct Answer: B

Reference:
CFA Level 1, Volume 1, Study Session 12, Reading 44, LOSg

In top down investment process different managexrsage the same client’s
portfolio, therefore trading costs are incurreddifferent managers. The higher
the trading, the higher the tax expense assocvwitedhe realized capital gains.

114. Which section of the investment policy statetypgovides description regarding
the custodian of the client’s assets?

A. Introduction
B. Investment guidelines
C. Statement of duties and responsibilities

Correct Answer: C

Reference:
CFA Level 1, Volume 1, Study Session 12, Reading 44, LOSb

Option C is correct. Statement of duties and resibdities section provides
description regarding the duties and responsigdlitf the client, the custodian of
the client’s assets and the investment managers.
115. Which of the following characteristiest describes an ETF?
A. Low initial investment.

B. No uncertainty in price.
C. No cash flows during the investment period.
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Correct Answer: A

Reference:
CFA Leve 1, Volume 1, Study Session 12, Reading 41, LOSe

In case of ETF, dividends are paid out to the shatéers so there is a direct cash
flow from ETF. ETFs are subject to price uncertaed they are traded at the
prevailing market price, which changes.

116. Recourse Associates is an investment managemenkdated in the U.S. Bailey
Gibbons is a portfolio manager serving the firmbléns is managing the Global
Developing Market Equity Fund (GDMEF) at RecourBee assets under
management and the net returns generated by theofter the previous three
years are summarized in an exhibit. The appliceE)eate is 30% and inflation is
expected to remain stable at a rate of 1.5%. Netnre are prior to considering
the effects of taxes and inflation.

Exhibit:
Information Concerning the GDMEF (Years 1-3)
Assets Under Management at the
Year Beginning of the Year ($) Net Return (%)
1 10 million 7
2 15 million 5
3 18 million 6

The real after-tax return of the fund in Year 2lmsest to:
A. 1.97%.
B. 2.41%.
C. 3.50%.

Correct Answer: A

Reference:
CFA Leve 1, Volume 1, Study Session 12, Reading 42, LOS a
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The after-tax nominal net return is 3.5% [5% - (5%.3)]. The after-tax real
return is (1+ 3.5%)/(1 + 1.5%) — 1 = 1.97%.

Taxes are paid before incorporating the effecisftdtion.

Mark Taylor is an equity investor who hasergty purchased the stock of a
Kenyan enterprise. The risk-free rate of returKémya is 4.5% while the
expected return on the market index is 7.2%. Theetadion of the stocks
purchased with the market index has recently irsg@drom 0.6 to 0.8 and the
standard deviation of the stock and market ind&6i3% and 16.4%
respectively.

The expected return on the Kenyan stoaktasest to:

A. 5.88%.
B. 7.88%.
C. 13.53%.

Correct Answer: B

Reference:
CFA Leve 1, Volume 1, Study Session 12, Reading 43, LOSg

5 - Pn0i _ 08x 0257
' o 0164

m

E(R) = 4.5% + 1.2537(7.2% — 4.5%) = 7.88499%

=1.2537

Maya Thomas is an independent equity inveshar has undertaken an
investment in a Brazilian coffee manufacturer'sktarhe covariance of the
manufacturer’s stock with the market index and reailariance is 0.01577 and
0.01360 respectively.

Thomas camost likely anticipate earning a return on her equity investriteat
is:

A. less than the risk-free rate.
B. less than the market return.

C. greater than the market return.

Correct Answer: C
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Reference:
CFA Level 1, Volume 1, Study Session 12, Reading 43, LOSe

The beta of the stock is 1.1596 (0.01577/0.013&®eta greater than 1.00
implies that the expected return on the stockgséi than the market return. A
positive beta indicates that the required retudhlve greater than the risk-free
rate.

With different borrowing and lending rates #tope of the CML will become:
A. curved to the left of the market portfolio.
B. kinked to the right of the market portfolio.
C. less steep to the right and left of the marketfpbot

Correct Answer: B

Reference:
CFA Level 1, Volume 1, Study Session 12, Reading 43, LOSDb

With different borrowing and lending rates, thepdmf the CML will become
kinked beyond the point representing the marketf@la; beyond this point the

graph will have a smaller slope.

The portion of the CML to the left of the marketiholio will continue to be
represented by a straight line.

Writing an investment policy statement (IRS)mportant because it:
A. is recommended by codes of corporate governance.
B. can be used as a basis to determine the suitatilay investment.
C. allows identification of any conflict between aetit’s objectives and
constraints.

Correct Answer: B

Reference:
CFA Leve 1, Volume 1, Study Session 12, Reading 44, LOS a
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An investment policy statement is important becauakows managers to
determine the suitability of an investment basedhenclient’s recorded

objectives and constraints. It is important that ¢hent’s objectives are consistent
with his/her constraints in the IPS.
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