Financial Modeling
– Certification Quiz Questions
Module 15 – Credit Analysis and Convertible Bonds
1. A company has issued a $1.5 billion Convertible Bond with a 1.5% coupon rate, a 45%
conversion premium, and a 7-year maturity.
The Diluted Shares, Interest, and Amortization of the Convertible Bond Discount in the
“Base Case” scenario are shown below:

Based on this schedule, which of the following conclusions can you draw about the
company’s financial statements?
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a. The issuance becomes more accretive (or less dilutive) to the company’s EPS starting
in Year 4 because the Amortization disappears.
b. The Equity Component of the Convertible Bond on the Balance Sheet increases from
Year 1 through Year 3 before disappearing in Year 4, when the conversion happens.
c. Right before the conversion happens in Year 4, the Liability Component of the
Convertible Bond plus the Equity Component equal the $1.5 billion Face Value of this
Convertible Bond.
d. All of the above.
e. Only statements 1 and 3.
f. Only statements 2 and 3.
g. None of the above.

2. A distressed company recently issued a bond with a Par Value (Face Value) of $500 million,
and a hedge fund just purchased the entire issuance at a 30% discount to Par Value (i.e.,
they paid $350 million rather than $500 million for the bond).
This bond matures in just over two years, but the company is currently restructuring and
will not be able to repay or refinance it.
Therefore, the company asks the hedge fund for a 2-year extension, so that the bond
matures in Year 4 (on September 15, 2024).
To compensate the hedge fund investors for this 2-year extension, the company offers to
pay a coupon rate of 10% rather than 8%, along with Redemption Prices that scale from 103
down to 100 on the official maturity date.
It also offers to grant the hedge fund investors between 10% and 30% of its shares upon
maturity or early repayment. The Yield to Exit, Modified Duration, and other metrics for the
existing bond and the proposed new bond are shown below:
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Which of the following statements describe(s) a POTENTIAL PROBLEM that might cause the
hedge fund to object to this proposal?
a. For the extra risk and additional duration, the additional Yield to Exit is too low to
compensate the investors.
b. The assumed growth in the company’s Equity Value is very aggressive, and if it does
not reach those targets, the Yield to Exit will be significantly below the figures shown
here.
c. The % Equity Granted to Investors should be highest in the beginning and lowest at
the end, so that the company is incentivized to wait until maturity and not repay the
bond early.
d. All of the above.
e. Statements 1 and 2.
f. Statements 2 and 3.
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g. Statements 1 and 3.

3. Consider a company that currently has an Interest Coverage Ratio of 7.0x, an Operating
Margin of 15.0%, and a Leverage Ratio of 2.5x. The company has a credit rating of “Baa2”
from Moody’s, and its credit stats and ratios are in-line with those of other companies in
the Baa2 category.
The company plans to issue a zero-coupon, 10-year Convertible Bond to raise additional
funds for its international expansion, and it anticipates a credit rating downgrade shortly
after the issuance.
If the company’s credit rating drops from Baa2 (“lower medium grade”) to Ba2 (“noninvestment grade speculative”), which of the following factors is the MOST PLAUSIBLE one
that could explain this downgrade, in which the company’s rating falls by an entire
category?
a. After the issuance, the company’s Interest Coverage Ratio falls from 7.0x to 4.0x.
b. After the issuance, the company’s Leverage Ratio increases from 2.5x to 3.5x.
c. After the issuance, the company’s Operating Margin declines to 10.0% because of
the additional spending for the international expansion.
d. After the issuance, new companies enter the market, and large companies in the
space start building similar products/services with their internal teams.
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