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	JAIPURIA INSTITUTE OF MANAGEMENT, INDORE
Post Graduate Diploma in Management (Batch 2024-26)

	Course Title: Fixed Income Securities (Course Code: 40234)
End Term Examination, Term - V (January 2026) 

	 Time Duration: 2 Hours                                                                                          Total Marks: 40



General Instructions:
1. This is a pen-and-paper exam; answers must be written on the provided answer sheets.
1. Soft copy of instructor material is allowed for reference during the exam.
1. MS Excel can be used to solve numerical problems; however, all final answers and key workings must be transferred to the physical answer sheet. Excel files are not required to be submitted.
1. Internet access and generative AI tools (e.g., ChatGPT) are strictly prohibited.
1. Ensure your answers are concise and clearly presented.
1. Do not write anything on the question paper except your roll number.

Q1) In the post-COVID period, India witnessed strong credit growth in housing finance, NBFC lending, commercial real estate (CRE), and retail-focused fintech platforms, initially supported by accommodative monetary policy but later challenged by sharp policy rate hikes after 2022.
To improve borrower affordability and accelerate loan disbursement, several lenders introduced flexible repayment structures, including:
· Interest-only or step-up EMIs,
· Moratorium-linked repayment resets, and
· Deferred interest components, particularly in housing loans and commercial real estate financing
In some cases, borrowers’ initial payments were insufficient to cover accrued interest, leading to the capitalisation of unpaid interest into the outstanding loan balance—a form of negative amortisation, even in the absence of immediate payment default. Portfolios containing such loans were subsequently securitised or transferred to investors through pass-through certificates (PTCs), structured debt instruments, REIT-linked exposures, and private credit funds, often marketed as higher-yield fixed-income alternatives. As borrowing costs increased and cash flows in certain real estate segments weakened, stress began to surface in selected loan pools.										       

Questions:
a) Explain how negative amortisation can arise in the Indian loan structures described above, despite borrowers continuing to service their loans. Briefly determine its impact on borrower leverage and outstanding principal over time with the help of an example.													(3 Marks)
b) From the perspective of a fixed-income investor or risk manager in India, evaluate two key risks that may be underestimated when investing in such securitised or structured credit instruments in a rising interest rate environment. Your answer should clearly link loan design features to credit risk, valuation risk, or systemic risk. Support the explanation with the help of a block diagram.									(4 Marks)    
 
Q2) A company expects to borrow ₹50 crores for 6 months, after 3 months.
The borrowing rate will be 6-month MIBOR + 40 basis points.			       
· Current 3×9 FRA rate: 6.20% p.a. and Current 6×9 FRA rate: 6.30% p.a.
· Actual 6-month MIBOR after 3 months turns out to be 6.80% p.a.
a) Recommend whether the company should take a long or short position in the FRA.
b) Estimate the gain or loss on the FRA.						   (6 Marks)

Q3) In 2026, India is experiencing moderating inflation and declining interest rates, supported by stable macroeconomic conditions. Anticipating further yield softening, an institutional investor is reviewing options to reposition a fixed-income portfolio. 		       
The following three bonds are under consideration:
	Instrument
	Type
	Maturity
	Coupon
	Modified Duration

	Bond A
	Government Security
	10 years
	6.8%
	High

	Bond B
	AAA Corporate Bond
	5 years
	7.4%
	Moderate

	Bond C
	AA Corporate Bond
	3 years
	8.6%
	Low



The investor’s objective is to benefit from falling interest rates while maintaining prudent risk control.

Questions:
a) Analyse how a sustained decline in interest rates would affect the price behaviour and risk exposure of each bond. In your answer, compare the three instruments with reference to duration, convexity, maturity, and risk profile.
(5 Marks)
b) Examine which bond (or combination of bonds) would be most suitable under the given macroeconomic conditions for: Buy / Hold / Sell positions.		   (3 Marks)

Q4) Omega Company is planning to set up a new manufacturing facility to support its projected growth over the next five years. At present, the company has an existing capital structure comprising Equity of ₹1,500 million and Debt of ₹300 million. The proposed expansion is intended to be financed through incremental debt borrowing. Based on current projections, the company expects an average EBIT of ₹520 million per year over the next five years. The applicable corporate tax rate is 25%.					        
For this analysis, the following assumption should be applied:
Assume that the existing equity base of ₹1,500 million remains constant and that the expansion is financed only through incremental debt. Consequently, the Debt–Equity ratio will vary as additional debt is raised. The company’s investment bankers have provided estimates of the firm’s cost of capital and the corresponding EBIT–interest coverage benchmarks under different credit rating scenarios, as presented below.

Estimated Cost of Capital by Credit Rating & Indicative EBIT–Interest Coverage Benchmarks
	Credit Rating
	Pre-tax Cost of Debt (%)
	Cost of Equity (%)
	EBIT / Interest Coverage

	AAA
	5.80
	12.00
	25.0

	AA
	6.10
	12.50
	14.0

	A
	6.60
	13.00
	7.0

	BBB
	7.50
	14.00
	4.0

	BB
	10.50
	18.00
	2.2

	C
	12.50
	22.00
	1.2



Questions:
1. [bookmark: _Hlk218863402]Discover the maximum level of total debt Omega Company can support under each credit rating based on the interest coverage constraints and dissect the corresponding incremental debt capacity over and above the existing debt.													   (4 Marks)
2. Infer the Weighted Average Cost of Capital (WACC) for each feasible credit rating using the capital structure implied by total debt and existing equity.		   (6 Marks)
3. Examine the credit rating and level of incremental debt at which WACC is minimised.										   (2 Marks)

Q5) The annual zero-coupon (spot) rates prevailing in the market are given below: 
	Maturity (Years)
	Spot Rate (%)

	1
	5.0%

	2
	5.6%

	3
	6.2%



A 3-year bond with a face value of ₹1,000 pays an annual coupon of 7%.
Questions:
(a) Using the given spot rates, discover the fair value of the bond.
(Show all calculations)							   (3 Marks)

(b) Simplify the 1-year forward rate starting at the end of year 1 (1×2 forward rate) implied by the spot rates.							   (2 Marks)

(c) Based on the spot and forward rates, infer the shape of the yield curve and briefly state one implication for bond investors.					   (2 Marks)                                                   
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