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Stocks 
 

Basic 
 
NAME THREE STOCKS/COMPANIES THAT YOU THINK ARE UNDERVALUED AND EXPLAIN WHY 

YOU CHOSE THEM.  

•• This question is unique to you and is particularly common in Sales and Trading interviews. 
 

•• Do some research and find a few stocks you believe are good buys at the current market price. You 

must have a good reason behind each of your picks. 
 

•• 
 
 
 

 

•• 

 

•• 
 
 
 

•• 

 
The best way to find these stocks is to use equity research reports if you can. Many schools will have 

access to them through their library website. You also can use sites like Jim Cramer’s TheStreet. com or 

Motleyfool.com to look at articles about others’ stock picks and the reasons behind them. 

WallStreetOasis.com is a good place to find stock ideas. 
 
If you are feeling ambitious, you could go through the process of valuing the stocks yourself, using any of 

the valuation techniques. 
 
Generally speaking, we have found you are better off picking a less well known company, so your 

interviewers have less ability to cross-examine you on your reasoning. If they know a stock well, they will 

be able to test you and push you on specifics about it. 
 
Variations of this question include “Pitch me a stock” or “What stocks would you short right now?” (The 

“Short” answer would be opposite to the “Pitch” answer, in that you would short a stock you believe will 

perform poorly.) 

 

 

 

WHAT DID THE S&P 500/DOW JONES INDUSTRIAL AVERAGE/NASDAQ CLOSE AT 

YESTERDAY?  

•• This question is used to gauge your general interest in the financial markets. You probably will not be 

expected to know the number to the penny, but knowing the levels of the three major exchanges/  
indices, as well as whether they were up or down and why, will show your interviewer that you keep 

track of what is going on in the world of finance. 
 

•• You should know how the market moved (up or down) the previous day and why it moved. You can 

find this information by watching CNBC, reading the WSJ, etc. 
 

•• Yesterday the XXXX closed at XXXX, up/down XXX from the open. I also noticed that it was up XXX 

from the day before due to ............................. 



  
 
 
 
 

 

COMPANY XYZ RELEASED INCREASED QUARTERLY EARNINGS YESTERDAY, BUT THEIR 

STOCK PRICE STILL DROPPED. WHY?  

•• SAMPLE ANSWER: There are two main reasons that this could occur. First, the entire market or the 
industry to which XYZ belongs could have been down on the day, which had more of an impact than 

the company’s positive earnings. More likely, however, is that the increased earnings figures they 
reported were not as high as the Wall Street analysts’ estimates. 

 

WHAT DOES IT MEAN TO SHORT A STOCK?  

•• Short selling is selling a stock that you don’t actually own. 

•• Investors that short-sell a stock believe they will be able to purchase that stock at a lower price in 

 the future. 

•• Typically, a short-seller will borrow the stock from another investor, and then sell it, promising to 

 return the stock to the lender at a later date. Brokerage firms are able to facilitate this borrowing; 

 however, not all stocks can be shorted. 

•• “Naked” short selling occurs when an investor sells the stock without actually having borrowed any. 

•• SAMPLE ANSWER: Short selling a stock is the opposite of going long in a stock. Usually an investor buys 

 a stock believing it will sell for a higher price in the future. When short-selling, investors stock they don’t 

 actually own, in the belief that they will be able to purchase it for a lower price in the future. 

WHAT IS LIQUIDITY? 

•• Liquidity is how freely an asset or security can be bought and sold on the open markets. 

 •• Money market accounts, publicly traded large cap stocks and bonds, ETF’s, and open-ended 

 mutual funds are very liquid. 

 •• Micro-cap stocks, bonds, loans, or investments in privately-owned companies could be considered 

 relatively illiquid due to the limited market for them. 

•• Liquidity also describes how quickly an asset can be converted into cash. 

 •• Cash itself is the most liquid asset. 

 •• A large pharmaceutical production plant is not a very liquid asset because it would take the owner 

 of the plant a long time to sell the plant and convert it into usable cash. 

•• A more liquid investment is relatively safer, all else equal, since the investor can sell it at any time. 

•• SAMPLE ANSWER: Liquidity is how easily an asset can be bought and sold by an investor. Some 
examples of liquid assets include money market accounts and large-cap stocks. Some non-liquid 

assets include many micro-cap stocks, or a large, specialized factory or production plant that could 

take years to convert into cash. 



 

  
 
 
 
 

 

IS 15 A HIGH P/E (PRICE TO EARNINGS) RATIO?  

•• This is not a yes or no question. A firm’s P/E ratio is important in comparison with other companies 

 in its industry. P/E can be thought of as how many dollars an investor is willing to pay for one dollar 

 of earnings. A high P/E represents high anticipated growth in earnings. In high growth industries, 

 such as technology, a P/E ratio of 15 may be considered relatively low, since the company is expected 

 to grow its earnings at a high rate, and therefore deserves a higher valuation relative to current 

 earnings. For a large pharmaceutical company, however, a P/E of 15 may be considered high, since 

 earnings growth may be expected to be slow but steady in future years. 

•• SAMPLE ANSWER: It depends on the industry. A P/E ratio of 15 in an industry like basic materials may be 

 considered a bit high, but if the company is a high-growth tech company, 15 may be considered rather low.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 

  
 
 
 

 
 
WHAT DO BANKERS DO DURING AN INITIAL PUBLIC OFFERING (IPO)?  

•• You can’t go into a tremendous amount of detail here because there is just so much that goes into 
this process. Focus on hitting the main, high-level steps and you will be just fine. 

 

•• SAMPLE ANSWER: The purpose of an IPO is to issue the least number of shares possible for the 
highest price per share, therefore raising the most money for the lowest possible ownership 

percentage of the company. You do this by selling shares of the company at an attractive valuation 

and recruiting institutional investors (hedge funds, mutual funds, etc.) to support the client’s share 

price once the company lists its stock on the public exchange. First, you will meet with the client to 

gather information like historical financials, industry information, customer data, company overview, 

etc. Then you will meet with lawyers to draft the company’s registration documents (called an S-1 in 

the US), which details the business, its operations, its customers, its financials, etc. to potential 

investors. This goes through many revisions working with the lawyers and the SEC until all parties 

accept it. The bankers then take the client on a “road show” where the company is presented to 

institutional investors in different cities around the country (or globe). After the roadshow, and after 

the company has raised the capital from the institutional investors the shares of the stock will begin 

trading on one of the public exchanges. 



 

 

  
 
 
 

 

Intermediate 
 

WHERE DO YOU THINK THE STOCK MARKET WILL BE IN 3/6/12 MONTHS?  

•• This is another question that can show your interest in the markets. There is no right or wrong answer 

since everyone has different opinions on where the market is going. 
 

•• You need to have an opinion and well thought out reasoning for that opinion. 

•• If you think the market is going to drop in the next three months, hit a bottom, and then begin to 

 bounce back, have a reason to explain why you think it is going to drop, why it is going to bottom 

 out, and why it will begin to rise. 

•• It is more important to display logical reasoning than to be right. 

•• Do some research before your interview; see what writers for major newspapers are saying and 

 predicting, and then use some of their reasons in your explanation. 

•• Also, stick to your reasoning. Your interviewer may challenge you and question your reasoning. If  

 you have come up with solid theory behind your response, be confident in your answer and try to 

 explain your rationale. If your logic makes sense, don’t change your opinion just to agree with your 

 interviewer. 

CAN YOU TELL ME ABOUT A RECENT IPO YOU HAVE FOLLOWED? 

•• Again, this is a question you need to research around the time of your interview. You can find an IPO 

 discussed in the Wall Street Journal or Financial Times. Another option is to go to dealbook.blogs. 

 nytimes.com and click on the IPO/Offerings tab to see what recent IPOs have occurred. Know what 

 company went public, a little information about the company, what the offer price was, which banks 

 

completed the IPO, etc. 
 
 
 
WHO IS A MORE SENIOR CREDITOR, A BONDHOLDER OR STOCKHOLDER? 
 

•• SAMPLE ANSWER: A bondholder is always senior to a stockholder. In the event of 
bankruptcy/liquidation, the bondholder will be repaid first. Additionally, interest payments are paid to 
bondholders before equityholders receive any profits in the form of dividends. 
 



 

  
 

  
 
 
 
 

 

IF YOU READ THAT A CERTAIN MUTUAL FUND ACHIEVED 50% RETURNS LAST YEAR, 

WOULD YOU INVEST IN IT?  

•• Past performance is not an indication of future results. This is the disclaimer you hear at the end of 

nearly every commercial that presents a fund’s past performance as a selling point. The reason  
for this is because a specific investment type could perform remarkably well one year and then 

significantly under perform in the following year. 
 

•• SAMPLE ANSWER: To make an investment decision you need to research more in depth into the 
fund’s holdings, management, fee structure, etc., because past performance—especially a single year—

is not an  
indicator of future results. A mutual fund full of mortgage backed securities could have been up 50% 

a few years ago and then been down 90% the year after the market for MBSs collapsed. 

 

IF A COMPANY’S STOCK HAS GONE UP 20% IN THE LAST 12 MONTHS, IS THE 

COMPANY’S STOCK IN FACT DOING WELL?  

•• SAMPLE ANSWER: The answer to that question depends on a number of factors including the 

company’s beta and the market’s performance. If the stock’s beta is 1 (meaning it should be as 

volatile as the market and therefore produce market returns) and the market was up 30% over the 

past 12 months, then the stock is doing relatively poorly. 

 

WHAT IS INSIDER TRADING AND WHY IS IT ILLEGAL? 
 

•• Insider trading is buying or selling public securities based on information that is not available to the 

general public. 

 

•• Examples include an investment banker buying or selling the stock of a company before an M&A deal 

is announced or a CEO buying or selling his or her company’s stock prior to making a major company 

announcement. 

 

•• The biggest insider trading scandal in the recent past involved Raj Rajaratnam, who was convicted 
and sentenced to 11 years in prison. He was the founder and former manager of the hedge fund, the  
Galleon Group. Even Martha Stewart was convicted of insider trading! 

 

•• SAMPLE ANSWER: Insider trading is buying or selling stock based on information that is not publicly 

available. For example, if a CEO of a pharmaceutical company knows that one of his or her 
company’s drugs is going to be pulled from the shelves by the FDA, that CEO cannot sell his or her 
stock until the information has been released to the public. 



 

 

Bonds, Loans and Interest Rates   

Basic   

WHAT IS THE DEFAULT PREMIUM?   

•• The chart below is for illustrative purposes only. Current risk-free rates and default premiums may 

 be different from those shown.   

•• SAMPLE ANSWER: The default premium is the difference between the yield on a corporate bond and 

 the yield on a government bond with the same time to maturity to compensate the investor for the default  
risk of the corporation, compared with the “risk-free” comparable government security.  

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

WHAT IS THE DEFAULT RISK?  

•• SAMPLE ANSWER: The default risk is the risk of a given company not being able to make its interest 
payments or pay back the principal amount of their debt. All else equal, the higher a company’s default  

risk, the higher the interest rate a lender will require it to pay. 

 

WHAT IS “FACE VALUE”?  

•• SAMPLE ANSWER: Face value or par value of a bond is the amount the bond issuer must pay back at 

the time of maturity. Bonds are usually issued with a $1,000 face value. 



 

  
 
 
 
 

 

WHAT IS THE COUPON PAYMENT?  

•• The coupon payment on a bond or loan is the interest payment a company will pay to holders of the 

 bond/loan. 

•• This coupon payment is the stated interest rate times the face amount of the bond or loan. Bonds 

 typically make coupon payments annually or semi-annually while loans typically make interest 

 payments once per quarter. 

 •• If a company issues 10% 7-year annual bonds with a face value of $1,000 each, annual coupon 

 payments will be $100 each:  
 
 
 
 

 

The chart below shows the hypothetical cash flows with a $1,000 purchase in year zero, then a 

$100 coupon payment each year from years one through seven and the repayment of principal in 

year seven in addition the final coupon payment. 
 

•• SAMPLE ANSWER: The coupon payment is the amount a company pays its loan and bondholders, 
usually on an annual, semi-annual or quarterly basis. It is the coupon rate, or interest rate times the 
face value of the bond. For example, the coupon payment on an annual 10% bond with a $1,000 

face value would be $100.  
 
 
 
 
 
 

 

WHAT IS THE DIFFERENCE BETWEEN AN INVESTMENT GRADE BOND AND A “JUNK 

BOND”? 

 

•• An investment grade bond is one that has a good credit rating (AAA to BBB, Aaa to Baa) and a low 
risk of default and therefore pays a low interest rate. These are usually low-risk, fundamentally 

sound companies, which produce steady, reliable cash flows significantly greater than their interest 

requirements. 

•• A “junk bond” is a bond that has a poor credit rating (BB to D, Ba to C) and a relatively high risk of 

bankruptcy and is therefore required to pay investors a higher interest rate. These companies usually are 

characterized as having less consistent cash flows, or they may be in relatively more volatile industries. 

 

SAMPLE ANSWER: An investment grade bond is a bond issued by a company that has a relatively low 

risk of bankruptcy and therefore has a low interest payment. A “junk bond” is one issued by a company 

that has a high risk of bankruptcy but is paying high interest payments. 



 

   

 

 
CREDIT RATINGS  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

WHAT IS THE DIFFERENCE BETWEEN A CORPORATE BOND AND A CONSUMER LOAN? 
 

•• In theory, a bond and a loan are similar in that they are both forms of debt. The “issuer” of a bond is 

like the “borrower” on a loan, and the “holder” of the bond is like the “creditor”. 
 

•• Let’s draw a parallel between a bond issuance from General Electric and a home loan taken out by 

John Smith. GE and John Smith are both looking to borrow money. GE is looking to borrow quite a bit 
more, so they need to go to the public markets and borrow money from lots of different sources while 
John Smith can just go to his local bank. GE structures a bond issuance for X dollars, with a term (say 10 
years) and an interest rate (say 5%), which will be paid in a “coupon” payment each year. John Smith 
goes to the local bank, borrows Y dollars, agreeing to pay it back over a term (say 30 years) at an agreed 
upon interest rate (say 7%), which will be paid every year. Both loans and bonds have additional terms 
built into them. 
 
 

•• As you can see, the similarities are numerous. However, in order to raise the money, John simply 
borrows all his money from the bank. GE’s process is a bit more complicated in that they must go out  
and market their bonds to the public, selling them to individuals and institutional investors across the 

globe, with the help of their investment bank of choice. 
 

•• SAMPLE ANSWER: The main difference between a corporate bond and a consumer loan is the 
market that it is traded on. A bond issuance is usually for a larger amount of capital, is sold in the public 
market and can be traded. A loan is issued by a bank, and is not traded on a public market. 

 

HOW DO YOU DETERMINE THE DISCOUNT RATE ON A BOND? 

 
•• SAMPLE ANSWER:  
 
The discount rate is determined by the company’s default risk. Some of the factors that influence the 
discount rate include a company’s credit rating, the volatility of their cash flows,the interest rate on 
comparable U.S. Bonds, the amount of current debt outstanding, leverage and interest coverage. 



 

 
 
 

 

HOW DO YOU PRICE A BOND? 
 
 
 
 
 
 
 
 

 

•• SAMPLE ANSWER: The price of a bond is the net present value of all future cash flows (coupon 

payments and par value) expected from the bond using the current interest rate. 
 
For the example below, assume the current interest rate is 7% on comparable bonds. The bond you are 

looking to invest in has a $100 face value and pays 10% annual interest. Since the bond you are 

investing in pays a higher coupon than bonds of comparable companies, you will be required to pay a 

premium for that higher interest rate, hence the $112.30 price, which brings the yield on the bond down 

to levels in line with comparables. 
 

 

•• 



 

  
 
 
 
 

 

What is the difference between Credit Agreements and Senior Indentures? Why does it 

matter? 
 

 

IF THE PRICE OF A BOND GOES UP, WHAT HAPPENS TO THE YIELD?  

•• SAMPLE ANSWER: The price and yield of a bond move inversely to one another. Therefore, when 
the price of a bond goes up the yield goes down.  

 

BOND 
   YIELD / 
   

INTEREST 
   

PRICES 
   

   
RATES     

YIELD / 

   

BOND 
   

INTEREST 
   
   

PRICES RATES    
    

 
 
 

IF YOU BELIEVE INTERESTS RATES WILL FALL, AND ARE LOOKING TO MAKE MONEY DUE 

TO THE CAPITAL APPRECIATION ON BONDS, SHOULD YOU BUY THEM OR SHORT SELL 

THEM? 

 

•• If you believe interest rates are going to fall bond prices should rise. If you are looking to make 
money on the capital appreciation of the bonds, you should be looking to buy the bonds. 

 

•• SAMPLE ANSWER: Since price moves inversely to interest rates, if you believe interests rates will fall, 

bond prices will rise, and therefore you should buy bonds. 

 

WHAT IS THE CURRENT YIELD ON THE 10-YEAR TREASURY NOTE?  

•• This information changes daily and is available in The Wall Street Journal or any financial website. 

•• As of February 10, 2012 the yield on the 10-year was 1.99% 



 

 
 
 
 

 

IF THE PRICE OF THE 10-YEAR TREASURY NOTE RISES, WHAT HAPPENS TO THE NOTE’S 

YIELD? 

 

•• The chart above showing the relation between bond prices and yields also applies to the relationship 

between Treasury notes and their yield. 
 

•• SAMPLE ANSWER: The price and yield are inversely related, so when the price goes up, the yield goes 

down. 

 

WHAT WOULD CAUSE THE PRICE OF A TREASURY NOTE TO RISE?  

•• SAMPLE ANSWER: If the stock market is extremely volatile, and investors are fearful of losing 
money, they will desire risk free securities, which are government bonds. The increase in demand for 
these securities will drive the price up, and therefore the yield will fall. 

 

IF YOU BELIEVE INTEREST RATES WILL FALL, SHOULD YOU BUY BONDS OR SELL 

BONDS?  

•• SAMPLE ANSWER: If interest rates fall, bonds prices will rise, so you should buy bonds. 

HOW MANY BASIS POINTS EQUAL 0.5 PERCENT? 

•• One basis point = 0.01 percent. Therefore 0.5 percent = 50 basis points 

•• SAMPLE ANSWER: Since one basis point is to one-hundredth of a percent, half a percent is fifty basis 

 points. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

  
 
 

 

 

WHAT IS THE ORDER OF CREDITOR PREFERENCE IN THE EVENT OF COMPANY 

BANKRUPTCY?  

•• The order of preference is shown in the chart below. Those at the top of the pyramid have first claim 

on the firm’s assets in the event of liquidation or sale, followed in order by those below them.  
 
 

 
Senior Secured Debt  

(Least Risky, Lowest Return) 

 

 
Mezzanine/Subordinated Debt 

 

 
Preferred Stock 

 
 

Common Stock  
(Most Risky, Highest Return) 

 
 
 

•• SAMPLE ANSWER: The first creditors to get paid in the event of liquidation are the senior debt 
holders— usually banks and senior bondholders. They likely have some of the firm’s assets as collateral. 
Next come those holding subordinated debt, followed by preferred stockholders. Common stockholders 
have the last claim on assets in the event of liquidation or bankruptcy. 



 

  
 

  
 
 
 
 

 

WHAT IS THE DIFFERENCE BETWEEN SENIOR SECURED DEBT OR “BANK DEBT” AND 

BONDS? 
 

 

Bank Debt Bonds 

Low Interest Rate High Interest Rate 

Floating Interest Rate Fixed Interest Rate 

Cash Interest Rate May have PIK Interest 

4-8 Year Tenor 7-12+ Year Tenor 

Small Amortization No Amortization 

Prepayment is Allowed No Prepayment 

Banks, Loan Funds, CLOs Diversified Investors 

Secured by Company Assets May be Unsecured 

Normally has Maint. and Incur. Cov. Incurrance Covenants 

 

 

•• SAMPLE ANSWER: The first difference is that bank debt is secured by the assets of the company 
and bonds many times are not, so the interest rate on bank debt is typically lower. Second, bank debt 
tends to have floating interest rates based on LIBOR plus a spread, whereas bonds normally pay at a 
fixed rate.Third, bank debt may carry financial maintenance covenants that require the company to 
maintain certainleverage levels, interest coverage levels, etc., while bonds do not. Fourth, bank debt is 
normally amortized at a certain percentage per year. The fifth and final difference is that bank debt tends 
to be pre-payable at any time, whereas bonds tend to have call protection for some years after issuance, 
ensuring that bonds remain outstanding. In smaller transactions, the deal may be uni-tranche (all bank 
debt), but in large transactions the capital structure could include first-lien bank debt, second-lien bank 
debt, AND bonds. 

 

WHY WOULD A COMPANY USE BANK DEBT RATHER THAN HIGH-YIELD BONDS?  

•• SAMPLE ANSWER: Bank debt is secured by the assets of the company and therefore normally commands 
lower interest rates. The trade off is that it will typically amortize and may have maintenance covenants. 

 

WHY MIGHT TWO BONDS WITH THE SAME MATURITY AND SAME COUPON, FROM THE 

SAME ISSUER, BE TRADING AT DIFFERENT PRICES? 

 

 

•• One of the bonds could be callable. 
•• One of the bonds could be putable. 

•• One of the bonds could be convertible. 
 

••SAMPLE ANSWER: There are a couple of explanations for the observed price difference. A bond that is 

putable or convertible would demand a premium, and a callable bond would trade at a discount. 



 

 
  
 
 
 
 

 

WHAT ARE BOND RATINGS?  

•• A bond rating is a grade given to a bond according to its risk of defaulting. 

•• The three best known and most trusted ratings agencies are Standard & Poor’s, Moody’s, and Fitch. 

•• Recently, ratings agencies have faced some skepticism about their ratings techniques because so 

 many of the mortgage backed securities that were given very high ratings ended up defaulting. 

•• The lower the grade, the more speculative the stock, and all else equal, the higher the yield. 

•• See the chart a few pages earlier for a visualization of the different ratings and agencies. 

•• SAMPLE ANSWER: A bond rating is a grade given to a bond based on its risk of defaulting. This rating 

 is issued by an independent firm and updated over the life of the bond. The most trusted rating agencies 

 are S&P, Moody, and Fitch, and their ratings range from AAA to C or even D. The top rating of AAA goes to 

 highly rated “investment grade” bonds with a low default risk; the C rated bond is “non-investment grade” 

 or “junk,” and a rating of D means the bond is already in default and not making payments. 
 
 



 

   
 
 

 

Intermediate 
 

WHAT IS THE YIELD TO MATURITY ON A BOND?  

•• The yield to maturity (YTM) is the rate of return on a bond if it is purchased today for its current 

price, held through its maturity date and is paid off in full at maturity. 
 

•• Normally, the yield to maturity is expressed as an annual rate. 
 

•• The calculation of YTM includes the current market price, the face value, the coupon payments, and 

the time to maturity. 
 

•• If the coupon yield of a bond (coupon/face) is lower than its current yield (coupon/price) it is selling 

at a discount. 
 

•• If the coupon yield of a bond (coupon/face) is higher than its current yield (coupon/price) it is selling 

at a premium. 
 

•• SAMPLE ANSWER: The yield to maturity on a bond is its rate of return if held through its maturity 

date,based on its current price, coupon payments, face value, and maturity date. 

 

WHAT IS THE DIFFERENCE BETWEEN YIELD TO MATURITY AND YIELD TO WORST?  

•• SAMPLE ANSWER: Yield to maturity assumes the debt holder will maintain the investment through its 
maturity date, collecting all interest payments and being repaid in full when it matures. Yield to worst is  

the lowest potential yield an investor can earn on a debt investment short of default by the issuer. 
This means that if a bond is callable, or has other provisions, an investor could earn less than yield to 
maturity should the company exercise a prepayment option to get out of the bond early. 

 

WHAT WILL HAPPEN TO THE PRICE OF A BOND IF THE FED RAISES INTEREST RATES?  

•• SAMPLE ANSWER: If interest rates rise, newly issued bonds offer higher yields to keep pace. This 
makes existing bonds with lower coupon payments less attractive, and their price must fall to raise the 
yield enough to compete with the new bonds. 

 

WHAT IS A EURODOLLAR BOND?  

•• Note that a Eurodollar bond does not have to be issued by a company actually in Europe, it can be a 

bond issued by any foreign company. 
 

•• SAMPLE ANSWER: A Eurodollar bond is one issued by a foreign company but in U.S. Dollars rather 

than the home currency. 

 

WHAT IS A CALLABLE BOND?  

•• A callable bond has a price (or prices) built into the bond indenture that allow the issuer to buy back 

the bond on a certain date (or dates) usually for a premium over the face value of the bond. 
 

•• SAMPLE ANSWER: A callable bond allows the issuer of the bond to redeem the bond prior to its 
maturity date, thus ending coupon payments. However, a premium is usually paid by the issuer to 
redeem the bond early. 



 

 
  
 
 
 
 

 

WHAT IS A PUT BOND?  

•• SAMPLE ANSWER: A put bond is essentially the opposite of a callable bond. A put bond gives the 

owner of bond the right to force the issuer to buy back the security (usually at face value) prior to maturity. 

 

WHAT IS A CONVERTIBLE BOND?  

•• Within the bond indenture of a convertible bond are a specified number of shares of common stock 
that each bond can be “converted” into at a time of the bondholders’ choosing. If the value of those  

shares exceeds the face value of the bond, the investor typically will convert the bond. 
 

•• SAMPLE ANSWER: A convertible bond can be “converted” into equity during the bond’s lifetime. 

Therefore, the bond can be converted before maturity should the bondholder decide that equity in 

the company is worth more than the bond. 

 

WHAT IS A PERPETUAL BOND?  

•• SAMPLE ANSWER: A perpetual bond is a bond that simply pays a coupon payment indefinitely (or 
until the company goes into default) and never returns a principal amount. 

 

HOW WOULD YOU VALUE A PERPETUAL BOND THAT PAYS A $1,000 COUPON PER 

YEAR?  
 
 
 
 

 

•• SAMPLE ANSWER: A perpetual bond is one that pays coupon payments regularly for eternity, with 

no repayment of principal (par value). The value of the bond will be coupon payment divided by the 

current interest rate. If the interest rate on comparable bonds were 10%, a bond paying a $1,000 

coupon would be $1,000/10% or $10,000. 

 

WHEN SHOULD A COMPANY ISSUE DEBT INSTEAD OF EQUITY?  

•• SAMPLE ANSWER: A company will normally prefer to issue debt because it is cheaper than issuing 
equity. In addition, interest payments are tax deductible and therefore provide tax shields. However, 

a company has to have a steady cash flow to make coupon payments, whereas that is not 

necessary when issuing equity. A company may also try to raise debt if it feels its stock is 

particularly undervalued such that an equity offering would not raise the capital needed. 

 

IF YOU BELIEVE INTEREST RATES WILL FALL, WHICH SHOULD YOU BUY: A 10-YEAR 

COUPON BOND OR A 10-YEAR ZERO-COUPON BOND?  

•• SAMPLE ANSWER: The price of a zero-coupon bond is more sensitive to fluctuations in interest 

rates, and the price moves in the opposite direction of interest rates. So, when interest rates fall, the 

price of the zero-coupon bond will rise more than the price of the coupon bond. Therefore, if you 

believe interest rates will fall, you should purchase the zero-coupon bond. 



 

Currencies 
 

Basic 
 

WHAT IS THE SPOT EXCHANGE RATE?  

•• The spot exchange rate is the rate of a foreign-exchange contract for immediate delivery. Spot rates 
are the price a buyer will pay “on the spot” for a foreign currency. 

 

Spot Exchange Rates  

 

Currency Value of US $1 in Dec 2008 Value of US $1 in Jul 2015 
   

British Pound 0.68 0.64 
   

Euro 0.71 0.92 
   

Japanese Yen 90.20 124.05 
   

Chinese Yuan 6.84 6.21 
   

Brazilian Real 2.35 3.13 
   

Mexican Peso 12.86 15.79 
   

Canadian Dollar 1.00 1.29 
   

 

 

WHAT IS THE FORWARD EXCHANGE RATE? 
 
 

•• The forward rate is the price at which currencies will be exchanged for at some given date in the 

future. 

 

•• The forward rate is used by speculators as well as companies looking to hedge their foreign exchange 

risk and lock in a future exchange rate. 
 

•• For example, a company which will be receiving payment in the future (in a foreign currency) may 

want to budget the receivable. If it cannot lock in an exchange rate for future incoming cash flows, the 
company will have difficulty setting an accurate budget. However, with a forward exchange rate contract, 
a company can enter into an agreement to convert those future cash flows of foreign currency into their 
local currency at a set rate, thus eliminating its foreign exchange risk. 
 

•• SAMPLE ANSWER: The forward exchange rate is what a foreign currency is agreed to be worth at 

some time in the future. A company can enter into a forward contract on exchange rates to help 
hedge against exchange rate fluctuations. 



 

  
 
 
 
 

 

WHAT FACTORS AFFECT FOREIGN EXCHANGE RATES? 
 
 

•• Differences in interest rates 

•• Differences in inflation 
•• Budget deficits 
•• Public debt 
••Trade policies 
••Capital market equilibrium 
 

 

WHAT IS THE DIFFERENCE BETWEEN A “STRONG” AND A “WEAK” CURRENCY?  

•• SAMPLE ANSWER: A strong currency is one with a rising value relative to other currencies. A weak 
currency is one with a falling value relative to other currencies. 



 

 
 

 

 
Intermediate 
 

WHAT ARE SOME WAYS THE MARKET EXCHANGE RATE BETWEEN TWO COUNTRY’S 

CURRENCIES IS DETERMINED?  

•• The exchange rate may be determined by the interest rates in the two countries: 
 

•• If the interest rate in a foreign country goes up relative to the home country rate, the home 

currency weakens. 

•• When interest rates in a country rise, investments held in that country’s currency will earn a higher 
rate of return and the demand for that country’s currency will rise because people will want to 

invest in that country (all else equal). The rise in demand will cause the currency to strengthen. 

•• The exchange rate may be determined by the rates of inflation in the two countries. If inflation in 
Country A is expected to be higher than that in Country B, Country A’s currency will become less 

valuable (theoretically, all else equal). 
 

•• SAMPLE ANSWER: The exchange rate between two countries’ currencies is determined by a few factors. 
One is the interest rates in the two countries. If the interest rate in the home country increases relative to 

that in the foreign country, demand for the home country’s currency tends to increase because investors 

can get higher rates of return, and increased demand strengthens the home currency. Another factor 

affecting exchange rates is expectations about inflation in the two countries If one country is expected to 

experience relatively high inflation, the inflating currency will become less valuable in the long run, all else 

equal. 

 

IF THE U.S. DOLLAR WEAKENS, SHOULD U.S. INTEREST RATES GENERALLY RISE, FALL, OR 

STAY THE SAME?  

•• Generally speaking, when the U.S. dollar weakens, interest rates in the U.S. will rise. 

•• A weak dollar means that the price of imported goods will rise. This means higher inflation and puts 

pressure on The Fed to raise interest rates. 

•• SAMPLE ANSWER: Most times, when the U.S. dollar weakens, the price of imported goods will rise, 

causing higher inflation. This in turn puts pressure on The Fed to raise interest rates. So if the dollar 

weakens, U.S. interest rates should generally rise. 

 

IF INFLATION RATES IN THE UNITED STATES FALL RELATIVE TO GREAT BRITAIN’S, 

WHAT HAPPENS TO THE EXCHANGE RATE?  

•• If inflation rates in the U.S. become lower than those in Great Britain, then more pounds than dollars 

will be in circulation. 
 

•• When this occurs, a dollar becomes worth more in pounds. 

•• This means that the dollar strengthens compared to pound. 
 

•• SAMPLE ANSWER: If the United States’ inflation rate is expected to fall relative to Great Britain’s, 

relatively more pounds will be in circulation and dollars will be worth more pounds. This means that 

each dollar will cost more pounds than it did before inflation. 



 

 

Options and Derivatives 
 

Basic 
 

WHAT IS A DERIVATIVE?  

•• SAMPLE ANSWER: A derivative is a type of investment that derives its value from the value of other 
assets like stocks, bonds, commodity price, or market index values. Some derivates are futures 
contracts, forward contracts, calls, puts, etc. 

 

WHAT ARE OPTIONS?  

•• CALL OPTION: Gives the holder the right to purchase an asset for a specified exercise price on or 
before a specified expiration date, but does not force them to do so. 

 

•• If you sell a call option and the value of the asset drops below the exercise price (the price the 

option holder can buy the asset at) then the option is worthless (since they could buy the asset on 

the open market for a lower price) and you would profit the amount you sold the option for. 
 

•• PUT OPTION: Gives the holder the right to sell an asset for a specified exercise price on or before a 
specified expiration date, but does not force them to do so. 

 

•• If you sell a put option and the value of the asset rises above the exercise price (the price the 

option holder can sell the asset at) then the option is worthless (since they could sell the asset on 

the open market for a higher price) and you would profit the amount you sold the option for. 
 

•• SAMPLE ANSWER: Options are derivatives that give the bearer the “option” to buy or sell a security at a 
given date but without the obligation to do so. The buyer of the option pays an amount less than the 

actual value of the stock and has the OPTION to buy or sell the stock for a fixed price on or before a 

specified date. 
 



 

  
 
 
 
 

 

WHAT IS HEDGING?  

•• Hedging is a strategy used by an investor or a company to try to mitigate the risks on an investment. 
Hedging usually involves investing in derivative products that will be profitable if the market moves  

in the opposite direction the investor expects. It usually lowers the upside potential return while 

providing downside protection. 
 

•• SAMPLE ANSWER: Hedging is a financial strategy designed to reduce risk by balancing a position in 
the market. For example, an investor that owns a stock could hedge the risk of the stock going down by 
buying put options on that security or on related businesses in the same industry. 

 

WHAT ARE FORWARD CONTRACTS?  

•• A forward is an agreement that calls for future delivery of an asset at an agreed-upon price. 
 

•• Forwards are similar to forward currency exchange contracts and are used in a similar fashion, but 

they are typically contracts for goods rather than for currencies. 
 

•• No money is exchanged initially. Forwards are designed to protect the parties from future price 

fluctuations. 
 

•• SAMPLE ANSWER: A forward contract is a type of derivative that arranges for the future delivery of an 

asset (oil, grain, currencies, etc) on a specific date at an agreed price. 

 

WHAT ARE FUTURES CONTRACTS?  

•• Futures contracts are almost the same as forward contracts, except that they are strictly defined 
quantities of certain products that are traded publicly. 

 

•• SAMPLE ANSWER: Futures are a financial contract obligating the buyer to purchase an asset such 

as a commodity or another financial instrument at a specified price on a specified date. Futures 

have very strictly defined terms and are traded publicly on the exchanges. 

 

WHAT IS THE MAIN DIFFERENCE BETWEEN FUTURES CONTRACTS AND FORWARD 

CONTRACTS?  

•• There are a few slight differences between futures and forwards. 

•• Futures are traded on exchanges; forwards are traded over-the-counter. 

•• Futures are highly standardized, which is why they can be traded on exchanges. 

•• Forwards are privately negotiated, can be customized to the satisfaction of the parties, and can be 

 revised throughout their duration with the consent of the parties. 

•• SAMPLE ANSWER: Futures are highly standardized in all their terms so as to be traded publicly on the 

 exchanges. Forwards are privately negotiated, customizable contracts that can be revised to suit the buyer  

 and seller, which is why they must be traded over the counter. 



 

  
 

  
 
 
 
 

 

Intermediate 
 

WHAT FACTORS INFLUENCE THE PRICE OF AN OPTION?  

•• Factors affecting option prices include current stock price, exercise price, volatility of the stock, time 
to expiration, interest rate, and dividend rate of the stock. 

 

•• Below is a chart of how these factors influence the price of an option. 
 
 

•• Look for online option pricing calculators you can play with to see how each variable affects the price.  


