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The FRM Exam is a practice-orented adamination. Its guestions
are derived from a combination of theory, as st forth in the
cor readings, and “real-world” work experience, Candidates
are expectad to understand risk management concapts and
approachas and how they would apply to a rsk managar's
day-ta-day activities,

The FRM Exam is also a comprebansive examination,
testing a risk professicnal on a number of risk managemant
concapts and approaches, It is very rare that a risk manager
will ba facad with an issue that can immeadiabaly be slotbed
inta one categery, In the real warld, a risk manager must be
able ta identify any number of risk-ralated issuas and ba
able to deal with tham effectivaly,

The 2014 FRM Practice Exams | and || have been developed
to aid candidatas in their praparation for tha FRM Exam In
May and Navember 2014, These Practics Exams are based
on a sampla of questions from the 2010 through 2013 FRM
Exarms and are suggestive of the guastions that will be in
the 2014 FRM Examination.

The 2014 FRM Practice Exam for Part | contains 25
multiple-choice guestions and the 2014 FRM Practice Exam
Tor Parl Il contains 20 multiple-choice questions, Note that
the 2014 FRM Exam Part | will contain 100 multiple-choice
questions and the 2014 FRM Exam Part Il will cantain
80 multiple-choice questiens. The Practice Exams ware
dasigned to be shorter to allow candidates to calibrate
their preparedness without being overwhalming.

The 2014 FRM Practice Exams do not necassarily cover
all topics to be tested in tha 2074 FRM Exam as the material
coverad in the 2014 Study Guide may be different from that
that coverad by the 2010 through 2012 Study Guides. The
guestions selectad for inclusion in the Practice Exams wara
chasan to be broadly reflective of the maberial assigned for
204 as well as to mprasent the style of question that the
FRM Committes considers appropriate based an
assigned material,

Far a complete fist gf current fopica, core readings, and key fearning
olyectives candidates abould refer to the 2014 FRM Exam Sty Giode
and AL Statements

2014 Financlal Risk Manager Examination (FRM™) Practice Exam

Core readings wers selected by the FRM Commities
to assist candidates in their review of the subjects coverad
by the Exam. Gueastions for the FRM Exam are derived
fram the “core™ readings. It is strongly suggested that
candidates review these readings in depth prior to sitting
for the Exam.

Suggested Use of Practice Exams
To maximiza the effectivenass of the Practice Exams, candi-
dates are encouraged to follow these recommendations:

1. Plan a date and time to take each Practice Exam.
Set dates appropriataly to give sufficiant studyy’
rendiew time for the Practice Exam prior to the
actual Exarm.

2. Simulate the test environment as closely as possible.

+  Take each Practice Exam in a guiet place.

*  Have only the practice exam, candidate answar
shaet, calculator, and writing instruments (pencils,
arasers) available,

= Minimize possible distractions from other people,
call phones and study material.

*  Allocate G0 minutes for the Practice Exam and
s8t an alarm to alert you when B0 minutas have
passed, Complete the axam but note the guestions
answared after tha 60 minute mark,

*  Fallow the FRM calculator policy. You may only use
a Taxas Instruments BA 1l Plus (ncluding the BA
Plis Professional), Hewlatt Packard 12C (ncluding
the HP 12C Platinum and the Annivarsary Edition),
Hewlatt Packard 10B |, Hewlett Packard 10B 11+ or
Hewlett Packard 208 calculator,

3. After completing the Practice Exam,

*  Calculate your score by comparing your answer
shaet with the Practice Exam answer kay, Only
include questions completed in the first 52 minutes,

* Usa the Practica Exam Answers and Explanations
to better understand correct and incarract
answars and to identify tepics that require addi-
tional review, Consult referenced core readings o
prepara for Exam,
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Reference Table: Let Z be a standard normal random variable.

z | PlZ=<z} z PlZ<z) z P{Z=z) z P{Z<z) i PlZ=z) z P{Z=z)
4 | 00013 .50 0062 20 00228 <150 00668 .00 01587 0,50 030485
-2 | 4 -4 G064 1499 00222 -1.48 0.0681 099 LAEN £0,4% 03121
-2458 D.0014 -L.48 & )6EG 1498 00235 -1.48 0.0654 Hoe 01635 L.48 B3158
287 | DS -LA7 LR 197 244 -1.47 0.07DE .97 0.1 GEG L.4F b3igz
256 | s RIS LA =196 00250 -1.465 0.0721 41.95 OGRS .46 ba2as
235 00016 243 TAO071 195 00256 -1.45 00735 4,95 oar 045 D264
284 00018 244 Q0072 1494 00262 1.44 0.0745% 0.84 0.1736 0.44 033080
-2.93 Q.17 -1.43 T0073 193 Q0268 -1.43 0.0764 0.93 O.avre2 0.43 03336
282 | e =143 $U7E 1492 0.0274 -1.42 0.077E 0.9z 0.17ER 043 03azz
281 | oENE -LA1 40080 191 00281 -1.41 00753 0.21 01674 .41 03409
2% | 0009 -4.40 $0082 -190 00287 -1.40 0.0BDE 4.80 iR F- 4] .40 03445
-85 00013 .39 T 0054 189 002594 139 0.0B23 0.8% O.1E6T 0.35 03483

-2EB . 0.0:020 -1.38 T0087 -188 00307 -1.38 0.0E3E 0.88 01894 .38 03520
287 o.m021 -2.37 T0089 -1.87 Q0307 -1.37 D.0B53 .87 o.1922 0.37 03557
-2.B6 0021 -1.38 J0097 186 00314 -1.36 0.0BGE .86 01849 0.36 0.3594
-285 | Dz -2.35 T 0094 e o032z -135 0.0BB5 .85 8 9.35 03632
-284 | 00023 -2.34 00096 -1.24 0.0329 -1.34 0.0501 .84 02005 0.34 03659

243 | D2z -2.33 J00az -1.83 00336 -1.33 0018 .33 02033 033 03707
-282 00024 -132 fo02 1482 00344 -1.32 0.0834 0.8z 0.2061 032 03745
-£87 00025 -3 T 0104 181 00357 -14d1 0.0851 081 0,208 £l 03783
-28 | D26 -.30 amor -1 80 359 -1.30 0.0968 4180 0.2ng 0.30 03821
-27% | D026 .29 o <1.73 00367 123 0.0385 a7 o218 025 03853
278 | b2y .28 40112 178 00378 -1.28 01003 078 02177 .28 03487
=77 | has a7 AR 177 00384 -1.27 VR Q77 0.2 204 .27 03938
-G 00029 -2.26 LEORE] -1 029z -1.26 01028 .76 0.223% .26 Dig7a
2.0 | D030 “d.d5 oama2z 1./% 0020 145 0,105k 475 0.8 Sk 0,25 LR
e I S 2.24 00125 1.74 00805 124 0678 Q.74 02204 0,24 04052
=73 | 3z EE QA28 173 00418 122 01082 Q.73 02327 £33 Q4020
-272 D033 -1.22 Q132 472 00427 122 01112 0,72 0.2358 0.22 04129
271 | 034 -1.21 20136 AN 00436 =121 MERRE]] 4.7 0.2 389 0.21 04168
27 | opoas -4 41139 -1.70 00846 -1.20 01151 .70 0,240 020 04207
263 | 00036 -2.19 00143 -1.69 0.0455% 1.19 o117 0,62 02451 0,15 04247
2.6B 0.0:037 218 0146 168 Q0465 1.18 01150 0.58 0.2483 0.1 04285

267 0.0:038 17 240150 -1.67 00473 =117 oz Q.67 02514 417 04325
266 | 0.0039 -L16 410154 -1.66 00485 -1.16 09230 .66 02546 016 D.4364
-265 DI040 -2.15 440158 -1.65 00495 -1.15 0.1251 .65 02578 415 04404
-26d 0.0 -114 20162 -1.64 00505 -1.14 0.azn .54 02EMN 014 04443
-263 0.0:043 .13 20166 -163 Q0516 -1.13 01252 Q.53 02643 0.13 04483
-2EL 0.0:044 .12 20170 -1.62 00526 -1.12 0.1314 .62 02676 0.12 04522
261 00045 -1 2074 -1.61 00537 -1.01 R.1335 .61 0270 amn 04552
-6 | 00047 -1.10 2078 -1.60 00548 -1.10 0.1357 .60 02743 00 D602
-2.5% | 00048 -4 o083 -158 00559 -1.09 01379 .52 02776 0.05 04647
-2.58 | 0.0049 -LDE 00188 -158 00577 -1.08 0.1401 058 02EID 0.0B 04681
-L.57 0,051 -2.07 0182 -1.57 00582 -1.07 0.1423 0.57 02843 0.07 0AT21

256 | 0052 -0 Q087 -1 56 00504 -1.06 01448 056 0.2EF7 .06 04751
-2.55 | D54 -0 L0202 -1 5% 0.0606 -1.05 01468 455 Dag2 .05 04801
<254 | QUGS -4 o207 <154 00&18 <1.04 01852 .58 0,254 .04 04840
253 | DLFST 2.3 qn21z 1.53 0630 183 R0.1315 Q.53 02581 .03 TA880
252 | 00058 .02 a0217 -1.52 00643 -1.02 01538 052 02015 .02 04920
-2.51 D050 -+ Q0222 -151 00655 -1.01 01582 451 02050 L.01 04960

k] & 2004 Global Assoclation of Risk Professionals, All nghts reserved. it Is llkegal to reproduce this materlal
In any format without pricr written approval of GARP, Global Assoclation of Risk Professionals, Inc.



Specisl instructions and Definitions

2014 Financial Risk Manager Examination (FRM®) Practice Exam

1. Unless otherwlse Indicated, interast rates are assumed to be continuously compounded,

2. Unless otherwlse Indicated, optlen contracts are assumed to be on one unit of the underlylng asset.

3. VaR = value-at-risk

4. ES = expected shortfall

5. GARCH = generalized auto-regressive conditional heteroskedasticity

6. CAPM = capltal asset pricing model

7. LIBOR = Lendon Interbank offer rate

8. The followlng acronyms are used for selected currencles:

Acronym Currency
ARS Argentine peso
AUD Australian dollar
BRL Brazillan real
cAD Canadian dollar
CHF Swiss franc
EUR BUrg
GBP Britizh pound sterding
HKD Hong Kong dollar
INR Indian rupes
JPY Japanese yen
MM Metican peso
SGD Singapore dallar
uso L5 dollar
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2014 Financial Risk Managar Examination (FRM") Practice Exam

a b. c d a. b. £ d
1 C Q O 0 16. » Q O @
2 @, Q O 2 17. O o O O
3 @, @) O O 18. Q Q 5 Q
4 9 O o O 19, o C Q Q
5 @) O O O 20, O Q O .
3 O O O O 2 O O O 2
7 O @ o 22, O @) O O
8 O ®) O O 23, O @ @) Q
9, C @ O O 24, O O O O
10. O @ O O 25 O @ O O
m ® O O O
12. B O & Q0 Correct way to complete
13. Q Q Q Q 1 @ ® o ®
4 O ® Q @ Wrong way to complete
1. 4, ! O O 1 ) - v X
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2014 Financlal Risk Manager Examination (FRM®) Practice Exam

1 An analyst s preparing a valuation report on Wacha Corporation, a conglomerate which conslsts of three sep-
arate business units. The analyst has already estimated the unlevered beta of each of the flrm's business units
basad on data from the unit’s closest compeatitors, but would llke to construct a beta metric that reflects the
composite risk profile of the firm, taking Into conslderation its finencing., Accoerding to lts most recent financlal
staternents, the firm has a debt to equity ratle of 11 and an effective corporate tax Fate of 22.0%. Additlonal
Information about the firm's three business units s as follows:

Buslness Unlt Percentage of Revenues Unleverad Beta
Telecom I5% 0.49
Intarnet Servicas 40% 173
Softwarne 25% 147

Based on this Information, what |5 the levered boata of the firm?

175
1.92
215
233

anEp

2. The board of directors playe a key role in the process of creating a strong culture of Fck management at an
organization, As part of this rele, ona function that should be fulfilled by the board of directors 1s to:

a  Monltor the effectiveness of the company's governance practices and make changes, If necassary, to
ensure gproper compllance,

b. Ensure that the interests of the company’'s stakeholders are prioritized above Its executives' Interasts In
order to maximize the potential return on Investmant,

€ Address lssues that could potentlally represent a conflict of Interest by asslaning committees composed
exclusivaly of executive board mambers.

d. Establish a policy 1o address Individual risk factors by elther reducing, hedging, or avelding exposure to
each risk,

3. A bank's risk manager s consldering different viewpolnts for reporting data guality metrics within a data
quality scorecard; a data quality Issues viewpolnt, a8 business process viewpoint, and a business Impact
viewpolnt, For which of the following purposes weuwld a business process viewpoint be most effective?

Aggregating the business Impacts of poor quallty data across different business processes,
Creating a hlah-level overview of risks associated with data Issues on the trading desk.
Isclating the polnt at which data Issues begln to arise In a forelgn exchange hedging procedure.
Identifying oraanizational processes that require enhanced monitoring and control.

L
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2014 Financlal Risk Manager Examination (FRM®) Practice Exam

4. Suppose the S&P 500 has an expected annual return of 7.6% and volatility of 10.8%. Suppose the Atlantis Fund
has an expected annual retum of 8.3% and volatility of 8.8% and s benchmarked against the S&P 500, If the risk-
free rate Is 2.0% per yoar, what ls the beta of the Atlantls Fund according to the Capltal Asset Pricing Model?

anpegp

0,81
0.83
113
1.23

5. In Cctober 1994, General Electric sold Kidder Peabody to Palne Webber, which eventually dismantled the firm.
Which of the following led up to the sale?

b.

Kidder Peabody had its primary dealer status revoked by the Federal Reserve after It was found to have
submitted fraudulent bids at US Treasury auctlons,

Kidder Peabody reported a large guarterly loss from highly leveraged positions, which left the company
Insalvent and on the verae of bankruptcy.

Kidder Peabody suffered a large loss whan coumnterparties to ts CDS portfelio could not honor thelr
contracts, which left the company with [ittle equlty.

Kidder Peabody reported a sudden large accounting loss to correct an error In the firm's accounting
gystam, which called Inte questlen the managernant team's compatence.

6. You are evaluating the performance of a portfollo of Maxican equitles that Is benchmarked to the IPC Indax,
You oollect the Information about the portfolla and the benchmark Index shown In the table below:

Expected return on the portfolle 6.6%
Volatllity of retums on the portfollo 131%
Expected return on the IPC Index 4,0%
volatllity of retums an the IPC Index 8.7%
Risk-frae rate of return 1.5%

Bata of portfollo relative to IPC Index 14

What Is the Sharpe ratlo for this portfolla?

anop

0036
0.047
0,389
0,504
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2074 Financlal Risk Manager Examination (FRM") Practice Exam

7 You have estimated a rearession of yvour firm's monthly portfolio returns against the retums of three U5,

domestic equity Indexes: the Russell 1000 Index, the Russell 2000 index, and the Russell 3000 Index, The
results are shown below.,

Regresslon Statistles

Multiple R 0.951

R Square 0905

Adjusted R Square 0903

Standard Error 0.009

Observations 192

Regression Output Coafflclents Standard Error t Stat P-value
Intercept 0.0023 0.0006 35305 0.0005

Russell 1000 0093 1.5895 00688 09452

Russell 2000 01055 01384 0763 0.4470

Russell 3000 0.3533 17274 0.2045 08362
Correlation Matrix Portfollo Returns Russell 1000 Russell 2000 Russell 2000
Portfollo Returns 1.000

Russell 1000 0937 LOOO

Russell 2000 0856 0.81% 1.000

Russell 2000 0,945 0,908 0.845 1.000

Based on the regression results, which statement |s correck?

& The estimated coefficlent of 0.3533 Indicates that the returns of the Russell 3000 Index are mone statistically
slgnificant In determining the portfollo returns then the other two Indaexes,

b. The high adjusted R2 Indicates that the estimated coefficlents on the Russell 1000, Russell 2000, and
Russell 3000 Indexas are statistically slanificant,

c. The high p-value of 0.9452 Indlcates that the regresslon coefflclent of the retumns of Russell 1000 Is more
statlstically sianificant than the other two Indexes,

d. The high correlations between each pair of Index returms Indicate that multicollinearity exists betwean the
variables In this regression,

© 2014 Global Assoclation of Risk Professlonals. All rights reserved, It |5 llegal to reproduce this material L)
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8. You are examining a portfollo that consists of 600 subprime mortgages and 400 prime mortgages. Of the
subprime mortgages, 120 ara late on thelr payments. Of the prime mortgages, 40 are late on thalr paymeants,
If you rendomby select a mortgage from the portfolio and It Is currently late on its payments, what Is the prob-
abllity that it is a subprime mortgaga?

G0%
67%
75%
BO%

anewp

a9, Emanuel Lee is analyzing his new credit portfolio, which consists of a large number of companies, He assumes
that the time, measured In vears, between successive defaults follows an exponentlial distributlon. If N denotes
the number of defaults over the next vear, what Is the appropriate probability distribution of N7

Polsson
Generalized Pareto
‘Wizlbull
Garnma

angp

10. Sarah Wong Is testing her hypothesls that the beta, 8, of stock CDM (s 1. She runs an ordinary least sguares
regrassion of the manthly retums of CDM, R, on the monthly returns of the 58P SO0 Indax, Ry, and
obtalns the following relation:

Repy = 086 R, - 0.32

Sarah also observes that the standard ermor of the coefflclent of R, 15 0.80. In order to test the hypothesis
Hg §=1aogalnst Hy: §= 1, what Is the comrect statlstic to calculate?

t-statistle

Chi-square test statistic
Jargue-Bera test statistic
Sum of squared reslduals

apmp
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2074 Financlal Risk Manager Examination (FRM") Practice Exam

1. Which of the followlng statemants about the exponantially welghted moving average (EWMA) model and the
generalized autoregrassive conditional hetercscedasticity (GARCHO,1) madel Is correct?

a The EWMA model Is a speclal case of the GARCH(11) model with the additional assumption that the long-
run volatility s zero,

b. A varlance estimate from the EWMA model s always between the prior day's estimated wvarlance and the

prior day's squared retum.

The GARCHO model always asslons less welght to the prior day's estimated varance than the EWMA model,

A varlance estimate from the GARCH(L) modeal is always between the prior dav's estimated varlance and

the prior day's squared return,

ap

12. A risk manager Is examining a Hong Kong trader®s profit and loss record for the last week, as shown In the

table balow:

Trading Day Profit/Loss (HKD millllon)
Monday 10

Tuesday 80
Wednesday 90

Thursday -G

Friday 30

The profits and losses are normally distributed with a mean of 4.5 milllon HKD and assumea that transaction costs
can be lanored. Part of the t-table |s provided below:

Percentage Point of the t Distribution

PT=)=a
o
Degrees of Freedam | 0.3 0.2 015
4 0569 0.5947 15
5 0.559 Q.92 1156

According to the Information provided above, what |5 the probabllity that this trader will record a profit of at least
HKD 30 milllon on the first trading day of next waak?

& About15%
b. About 20%
€ About 80%
d. About 85%
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2014 Financlal Risk Manager Examination (FRM<) Practice Exam

16. Savers Bancorp entered Into a swap agreement over a 2-year perlod on August 9, 2008, with which it recebved
a 4.00% fixed rate and pald LIBOR plus 1.20% on & notional amount of USD 6.5 milllon, Payments were 1o be
made every & months, The table below displays the actual annual 6-month LIBOR rates over the 2-vear perod.

Date &-month LIBOR
Aug 9, 2008 ERTES

Feb 9, 2009 1.76%
Aug 9, 2009 0.84%
Feb 9, 2000 0.39%
Aug 9, 2010 0.58%

Assuming no default, how much did Savers Bancorp recelve on August 9, 20007

a UsD 72150
b. UsSD 78325
€ USDN7325
d. UsSD 156650

7. The skx-month forward price of commodity X ks USD 1,000, Slk-rmonth, rlsk-frea, zerc-coupon bonds with face value
S0 1,000 trade in the fied Incora market. When taken in the corect amounts, which of the following strategies
creates a synthaetic long position In commedity X for a period of & months?

Short the forward contract and short the zero-coupon bond,
Short the forward contract and buy the zers-coupon bond.
Buy the forward contract and short the zero-coupon bond.
Buy the forward contract and buy the zero-coupon bond,

apwp

18. A call provision embedded In a corporate bond can be viewed as an option held by the and therefore,
the price of & callable bond will be than the price of a simllar noncallable bond.

Issuer, greater
Issuer, lower
Investor, areater
Invastor, lowar

anpEp
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2014 Financlal Risk Manager Examinatien (FRM™) Practice Exam

QUESTIONS 22 AND 235 REFER TO THE FOLLOWING INFORMATION
A risk manager |5 evaluating the price sensitivity of an Investment-grade callable bond using the firm's valuation
system. The takle below presents Information on the bond as well as on the embedded optien The current Intarest

rate environment Is flat at 5%.

Value In USD per USD 100 face value

Interest Rate Lewvel Callable Bond  cCall Option
4 9E% 102.07848 208719
5.00% 10161158 205010
5.02% 10092189 201319

22, The DVO1 of a comparable bond with no embedded optlions having the same maturity and coupon rate Is
closest to:

0.0185
0.2706
0.2891
03077

anpEp

5EE INFORMATION PRECEDING QUESTION 23
A risk manager |5 evaluating the price sensitivity of an Investment-grade callable bond using the firm's valuation
systam. The table below presents Informatlon on the bond as well as on the embedded optien, The current Interest

rate anvironmant Is flat at 5%.

Yalue In USD per USD 100 face value

Interest Rate Level Callable Bond Call Optlon
4.98% 102.07848 20879
5.00% 126158 205010
5.02% 10092189 20319

23,  The convexity of the callable bond can be estimated as:

& -55698
b. -54,814
€ -55608
d. -54814
& 2014 Global Assoclation of Risk Professlonals, All rights resarved, IE Is lllegal to reproduce this material 15
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2014 Financlal Risk Manager Examination (FRM") Pragtice Exam

1 @) ) & ) 16. i, & O 4
2 [ ] @] @) () 17 O O O @
3 @) O O 18, o L ] O O

4 O O O 18, ® O @ O
5 2] O O & 20. O 2 O ®
6. & O ® @] 21. & @ O O
7 9 O O & 22, & & O

B. O O ® @ 23, O ¢ @) O
g & O O ®) 24, O O O ®
10. ® QO i O 25. C o ® O
m O ® O O

12. @) # Q & Correct way to complete

13. O O @ @] 1 ® ® ® ®
14. i O 2 o Wrong way to complote

15. Q O O ® 1 %) - c) %
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2014 Financial Risk Manager Examination (FRM") Practice Exam

i An analyst s preparing a valuation report on Wacha Corporation, a conglomerate which conslsts of three sep-
arate business units. The analyst has already estimated the untevered beta of each of the flrm®s business units
basad on data from the unit's closest competitors, but would llke to construct a beta metrlc that reflects the
composite risk profile of the firm, taking Into consld eration its financing, Accerding to lts most recent financlal
statemnents, the firm has a debt to equity ratie of 1.1 and an effective corporate tax rate of 32.0%, Additlonal
Infermation about the firm's three business unlts 15 as follows:

Buslness Unit Percentage of Revenues Unlevered Beta
Telecom I5% 0.49
Internet Services 40% 173
Software 25% 1.47

Based on this Information, what Iz the levered beta of the firm?
& 175
b. 192
€& 215
d 233
Corract answer: ¢
Explanation: A levared aquity bata can bae caleulated wsing the following formula:
Levered Beta = Unlevered Bata * {1 + (1-tax rate) (Debt/Equlity))

Flrst, we should calculate the unleverad bata, which |s the welghted average of the unlevered segment betas
{walghted by proportion of revenuesy (035 * 0.49) + (0.40 * 1.73) + (.25 * 1.47) = 1.231

Inputting this factor along with the abven tax rate and debt/equity ratio Into the equation provides the levered beta:
Levered beta = 1.231* (1 4+ (=320 " 113 = 215

Sectlon: Foundations of Risk Managament

Reference: Oliviero Roggl, Maxine Garvey, Aswath Damodaran (2012}, Risk Taking: A Corporate Govemance Perspective

{International Finance Corporation: World Bank Groug), pp, 20-21.
AlMS: Describe the Impact of leverage and taxes in the calculation of an equlty beta for a firm,

& 2014 Global Asscclation of Risk Professlonals, All rights reserved, It s lllegal to reproduce this materal Fil
In any format without prior written approval of GARP, Global Assoclation of Risk Professionals, Inc.



2014 Financlal Risk Manager Examination {FRM™) Practice Exam

2 The board of directors plavs a key role [Inthe process of creating a strong culture of risk management at an
organization. As part of this role, one function that should be fulfilled by the board of directors Is ta:

a Monltor the effectiveness of the company's governance practices and make changes, If necessary, to
ensure proper complliance,

b. Ensure that the Interests of the company’'s stakeholders are prioritized above its executives’ interasts In
order to maximize the potentlal return on Investmant.

€ Address Issues that could potentlally represent a confliet of Interest by asslaning committess composad
exclusively of executive board mamb-ers.

d. Establish a policy to address Individual risk factors by elther reducing, hedaing, or avolding exposura to
each risk,

Corract answer: a

Explanation: One of the key responsiblities of a board of directors should be to monitor the effectiveness of the
firm's governance practices and ensure proper compliance with these practices. Boards should ensure that the
Interest of managenment and stakeholders are aligned with nelther group belng prioritized, and should ldeally
address potential conflicts of Interest by Including a slonificant proportion of Independent (non-executive) board
members. A firm should not necessarlly mitigate or avold each risk factor It faces, as It can also add value In some
situatlons by retalning specific risk factors In order to explolt those risks,

Sectlon: Foundations of Rlck Management

Reference: Clivierc Rogal, Maxine Garvey, Aswath Damaodaran (2012), Risk Taking: 4 Corporate Governance
Parspective, International Finance Corporation: World Bank Group.

AIMS: Describe a risk profile and describe the role of risk governance In an organization,

Iz B 2004 Global Assoclation of Risk Professionals, All rahts resenvad, 11 s llegal te reproduce this material
In any format without prior wirittan approval of GARP, Global Assoclation of Risk Professionals, Inc.
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2014 Financlal Risk Manager Examination (FRM*) Practice Exam

6. You are evaluating the performance of a portfollo of Maxican agquities that 15 benchmarked to tha IPC Indeax
Yeou collect the Information about the portfollo and the benchmark Index shown In the takle below:

Expected roturn on the portfollo 6.6%
Volatility of returns on the portfolio 13.1%
Expectad return on the IPC Index 4,0%
Volatllity of returmns on the IPC Index B.7%
Risk-frea rate of return 1.5%

Bata of portfolio relative to IPC Index 1.4

What Is the Sharpe ratlo for this portfolla?

0,036
0,047
0,389
0,504

anpEp

Corract answer: ¢

Explanation: The Sharpe ratlo for the portfollp [ SWected Retum on Pofolio — Risk Free Rate o B85 - 15% o g 2pg
Viwa Iy ofF Redurmne af Porioiks BI%

Sectlon: Foundations of Risk Managamant
Reference: Moal Amenc and Veronlgue Le Sourd, Portfollo Theory and Performance Analysls (West Sussex, England:

Wiley, 2003), Chapter 4, Sectien 4.2 — Applying the CAPM to Performance Measurement: Single-Index Performanca
Measurement Indicators.

AIMS: Calculata, compara, and evaluate the Trevmor measure, the Sharpe measure, and Jensen's alpha.

& 2014 Global Assoclation of Risk Professlonals. All rights reserved, It s lllegal to reproduce this materal 25
In any format without prior written approval of GARF, Global Assoclation of Risk Professionals, Inc
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2014 Financlal Risk Manager Examination (FRM™) Practice Exam

9, Emanuel Lee 5 analyzing his new credit portfolle, which consists of a large number of companles, He assumes
that the time, measured In vears, betwaen successhve defaults follows an exponentlal distribution. If N denotes
the number of defaults over the next year, what s the appropriate probabllity distribution of N7

Palsson
Generalized Pareto
‘Wialbull
Gamma

apFp

Corract answar: a

Explanatlon: The number of defaults In a glven time perled t with exponentially distributed default arrlval times
with density fix) E%e_”ﬁ are Polsson distributed with density Pix = kj= ""—;3'1 where A = t/B.

Sectlon: Guantitative Analysis

Reference: Michael Miller, Mathematics and Statistics for Financlal Risk Management, st Editlon (Willey, 20123
Chapter 4: Distributions.

AIMS: Describe the key properties of the following distributions: uniform distribution, Bermoulll distribution,
Binemial distribution, Polsson distribution, normal distribugion, lognoermal distribution, Chi-sguared distribution,
Student’s t, and F-distributions, and Identify cormmon eccurrences of each distribution.

fid B 2004 Global Assoclation of Risk Professionals. All ghts reservad. 1T Is (legal to reproduce this material
In any farmat without pricr writtan approval of GARP, Global Assoclation of Risk Professionals, Inc.



2014 Financlal Risk Manager Examination (FRM") Practice Bxam

10. Sarah Wong Is testing her hypothesls that the beta, £ of stock CDOM Is 1. She runs an ordinary least squares

regression of the monthly returns of COM, R, on the monthly returns of the S&F 500 Index, Ry, and
obtains the following relation:

Repy = 0.86 R, - 032

Sarah also observes that the standard error of the coefficlent of Ry, 15 080, In order to test the hypothesis
Hg =1 against Hy f+ 1, what Is the comrect statlstic to calculate?

t-statistic

Chi-square test statistic
Jargue-Baera test statistic
sum of squared reslduals

appe

Corract answer: a

Explanatian: The corract tast [s the t test, The t statistic i= defined by:

t= lgm'mrd-j =g,35—'|
SE (arthmated §) ]

In this case t = -0175, Since |t < 1.96 we cannot refect the null hypothasis,

Section: Quantitative Analysis
Reference: Stock and Watson, infroduction to Econometrfcs, Chaptar 5.
AIMS: Define and Interpret hypothesls tests about rearesslon coefficlents.

& 2004 Global Asscclation of Risk Professlonals. All rights reserved. It 5 lllegal to reproduce this material ]
In any format without prior written approval of GARP, Global Assoclation of Risk Professionals, Inc.



2014 Financlal Risk Manager Examination (FRM®) Practice Exam

M.  Which of the followlng statements about the exponentially welghted moving average (EWMAY model and the
generallzed autoregressive conditional hetercscedasticity (GARCH(,1)) model Is corract?

& The EWMA model Is a speclal case of the GARCTH{,1} modal with the additional assumption that the long-
run volatility Is zere,

b. A variance estimate from the EWMA model Is always between the prior day's estimated varlance and the
prior day's squared retum.

€ The GARCHILT) model always asslans less walght to the prior day's estimated varlance than the EWMA modal,

d. A varlance estimate from the GARCH(1) model Is always between the prior day’s estimated varlance and
the prior dav's squared return,

Corract answer b

Explanation: The EWMA estimate of varlance |s a welghted average of the prior day's variance and pricr day
squared returm.

Sectlon: Quantitative Analysls

Reference: John Hull, Options, Futures, and Other Derfvatives, Sth Editlon (New York: Pearson, 2012), Chapter 22:
Estimating Volatllitles and Correlations.

AIMS: Daescribe the expenentlzlly welahted moving average (EWMA) model for estimating volatility and its properties,
and estimate volatility using the EWHMA model,

Describe the generallzed autoregresshie conditional heteroskedasticity (SARCH(p.a) modal for estimating volatiling
and Its proparties.

30 £ 2014 Global Assoclation of Risk Professionals, All dahts resenved. 1T Is [begal to reproduce this material
In any format without prior written approval of GARP, Global Assoclation of Risk Professionals, Inc.



214 Financial Risk Manager Examination (FRM™) Practice Exam

12. A risk manager Is examining a Hong Kong trader’s profit and loss record for the last week, as shown In the

table balow:

Trading Day Profit/Less (HKD milllon)
Monday 10

Tuesday 80
Wednesday 90

Thursday -6

Friday 30

The profits and losses are normally distributed with a mean of 4.5 milllon HKD and assumea that transaction costs
can be lanored. Part of the t-takle Is provided below:

Percentage Point of the t Distribution

P{T>t) =
o
Degrees of Freedom | 0.3 0.2 015
4 0560 0.947 119
5 0.559 Q.92 1156

According to the Information provided above, what |s the probabllity that this trader will record a profit of at least
HKD 20 milllan on the first teading day of nest wealk?

About 15%
About 20%
About B0%
About 85%

anpEp

Corract answer: b

Explanation: When the population mesn and population warlance ara not known, the t-statistic can be used to ana-
lvze the distribution of the sample mean.

Sample mean = (10 + B0 + 90-60 + 30)/5 = 30

Unblased sample varience = (1/4)[ (-200°2 + 50°2 + 6072 + (-90)"2 + 0"2 ] = 4600/4 = 3650

Unblased sample standard deviation = 60,4152

Sample standard error = (sample standard deviation)/v'5 = 270185

Population mean of return distribution = 4.5 {milllon HKD)

Therefore the t-statistic = (Sample mean - population mean)/Sample standard error = (30-4.5)/27.02 = 0,9434,
Because we are using the sample mean In the analysis, wa must remove 1 degree of freedom before consulting the
t-table; therefore 4 degrees of freedom are used. According te the table, the closest possibility Is 0.2 = 20%.

Sectlon: Quantitative Analysis

References: Michael Miller, Mathematics and Statistics for Financial Risk Mamagement, Tst Editfon (Wiley, 20123
Chapter 4: Distributlons.,

Stock and Watson, introduction to Economatrics, Brief Edition, Chapter 5: Regression with a Single Regressor
AIMS: Define, describe, apply, and Interpret the t-statistic when the sampla size s smail.

& 2014 Global Assoclation of Risk Professlonals. All rights resereed, It Is lllegal to reproduce this materlal n
Im any format without prior written approval of GARP, Global Asscclation of Risk Professionals, Inc.



2014 Financial Risk Manager Examination (FRM") Practice Exam

13. An experlenced commodities risk manager Is examining corn futures quotes from the CME Group, Which of the
following observations would the risk manager most llkely view as a potential problem with the quetation data?

The volume In a specific contract Is areater than the open Interest.
The prices Indicate a mbdaure of normal and Inverted markets.

The settlement price for a specific contract |s above the high price,
Thera Is no contract with maturity In a particular month,

epwFp

Correct answear: ¢

Explanation: The reported high price of a futures contract should refiect all prices for the day, so the settlement
price should mever be greater than the high price,

Sectlon: Financlal Markets and Products

Reference: John Hull, Options, Futures and Other Derivatives (New York, Pearson, 2012), Chapter 2: Mechanlcs of
Futures Markets,

AlMS: Dafine and describe the key features of a futures contract.

4. A portfello manager controls USD BB milllen par value of zero-coupon bonds maturng In 5 vears and vielding
4%, The portfollo manager expects that interest rates will Increase. To hedae the expasure, the portfollo manager
wants to soll part of the 5-vear bond position and use the proceads from the sale to purchase Zero-coupon
bonds maturing In 1.5 years and yielding 3%. What s the market value of the 1.5-vear bonds that the portfollo
manager should purchase to reduce the duration on the comblned position to 3 vears?

USD .37 milllon

LU0 43,06 milllon
USD 43,28 million
U0 50.28 milllon

apEFp

Corract answer: a

Explanation: In order to find the preper amount, we first need to caleulate the current market value of the portfolio
(P, which Is:

P = 88 * exp (-0.04 * 5) = 7205 milllon,

Tha deslred portfolle duration (after the sale of the 5-yvear bond and purchase of the 1.5 yvear bond) can be
expressed as

[5 * (P-X} +15* X1/P = 3 where X represents the market value of the zero-coupon bond with a maturity of 1.5 vears.
This equatien holds true when X = (4/7) * P, or 4117 milllon,
Sectlon: Financial Markets and Products

Reference: Hull, Options, Futures, and Other Derfvatives, 8th Edition (Mew Yorlke Pearson, 2012), Chaptar 4: Interest Ratas.
AlMS: Calculata the change In a bond’s price gbven its duration, Its convexity, and a change In Interast rates,

32 & 2004 Global Assoclation of Risk Professionals, All dghts reserved. 1T Is (legal to reproduce this material
In any format without pricr writtan approval of GARP, Global Assoclation of Risk Professionals, Inc.
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2014 Financial Risk Manager Examination (FRM") Practice Exam

16. Savers Bancorp entered Into a swap agreament over a 2-vear period on August 9, 2008, with which It recelved
a 4.00% fixed rate and pald LIBOR plus 1.20% on a notional amount of USD 6.5 million. Pavments ware 1o be
made every & months The table below displays the actual annual &-month LIBOR rates over the 2-vear period.

Date &-month LIBOR
Aug 9, 2008 3%

Feb 9, 2009 1.76%
Aug 8, 2009 0.84%
Feb 9, 2010 0.39%
Alg 9, 2010 0.58%

Assuming no default, how much did Savers Bancorp recelve on August 9, 20107

UsD 72150
LS50 78,525
S0 17325
S0 156,650

apFp

Corract answar: b

Explanation: The proper Interest rate to use |s the G-month LIBOR rate at February 9, 2010, since It Is the &-month LIBOR
that will wiald the pavaff on August 9, 2000, Therefors the mot sattlament amount an August ok, 2010 15 a2 fallaws:
Savers recelves: 6,500,000 * 4.00% * 0.5 vears, or USD 130,000

Savers pays 6,500,000 " (0.39% + 1.20%) " 0.5, or LISD 51,675

Therefore Savers would recelve the difference, or 78,325,

Section: Financlal Markets and Products
Reference: John Hull, Options, Futures, and Other Derfvatives, 8th Editfon (New York: Pearson 2012), Chapter 7.
AlMS: Explain the mechanics of a plain vanilla interast rate swap and compute its cash flows,

34 B 2004 Global Assoclation of Risk Professionals. All ghts reservad. 1T Is (legal to reproduce this material
In any farmat without pricr writtan approval of GARP, Global Assoclation of Risk Professionals, Inc.



2014 Fimanclal Risk Manager Examination (FRM™) Practice Exam

17.  The six-month forward price of commaodity X s USD 1,000, She-month, Fsk-free, zerc-coupon bards with face valua
USD 1,000 trade In the fixed Income market. When taken In the comrect amounts, which of tha followling strateales
creates a synthetic long positlon In commeedity X for a perlod of & months?

Short the forward contract and short the zero-coupon boend.
Short the forward contract and buy the zero-coupon bond.
Buy the forward contract and short the zerc-coupon bond.
Buy the forward contract and buy the zero-coupon bond,

angEp

Corract answer: d

Explanatlon: A synthetic commaodity position for a perlod of T years can be constructed by entering Into a long for-
ward contract with T years to explration and buving a zero-coupon bond expiring In T vears with & face value of the
forward price. The pavoff function |5 as follows:

Payoff from long forward position = 5¢ - F; where 5, Is the spot price of the commodity at time T and Fg; is the
current forward price,

Payoff from zero coupon bond: Fy, at time T.

Hence, the total pavoff function equals (51 - Fg ) + Fyp oF St This creates a synthetlc commodity pesition,

Sectlon: Financial Markets and Products
Reference: Robert McDonald, Derfvatives Markets (Boston: Addison-Wesley, 2013). Chapter &,

AIMS: Explain how to create a synthetic commodity position, and use it to explain the relationship betwaen the forward
price and the expected future spot price.

18. A call provisien embadded In a corporate bend can be viewed as an option held by the , and tharefore,
the price of a callable bond will be than the price of & similar noncallable bond.,

& [ssuer, greater
b, [ssuer, lower

€ Inwestor, oreater
d.  Investor, lower

Corract answer: b

Explanation: Many corporate bonds contaln an embedded optlen that glves the lssuer the right to buy the boneds
back at a fixed price elther In whole or In part prior to maturity. The faatura Is known as a call provision, The abillity
to retire debt befora Its scheduled maturity date is a valuable option for the Issuer for which boendholders will
demand compensation, All else belng equal, this compensation will comae In the form of bondholders paving a lower
prlee for a callable bond than an otherwise Identical option-free (.o, stralght) bond. The differance between the
price of an option-free bond and the callable bond Is the walue of the embedded call option,

Sectlon: Financial Markets and Products

Reference: Frank Fabozzl, The Handbook of Fixed Income Securlties, Bth Edition (New York: MeGraw HIll, 2012),
Chapter 12,

AlMS: Describe the mechanisms by which corporate bonds can be retired before maturity.

& 2004 Global Assoclation of Risk Professlonals, All rights reserved, it |5 llegal to reproduce this material 35
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2014 Financlal Risk Manager Examination (FRM™ Practice Exam

QUESTIONS 22 AND 23 REFER TO THE FOLLOWING INFORMATION
A risk manager is evaluating the price sensithvity of an Investment-grade callable bond using the firm's valuaticn
system. The table below presents Information on the bond as well as on the embedded aptien The current Interest

rate environmant Is flat at 5%.

Value In USD per USD 100 face value

Interest Rate Level Callable Bond Call Optlon
4.96% 10207848 208719
500% 10061158 205010
5.03% lelaR=leyfte) 20519

22, The DVO1 of a comparable bond with no embedded options having the same maturity and coupon rate is
closest to:

& 00185
b. 0.2706
e 02891

d. 03077

Correct answer: d

Explanation: Tha call option reduces the bond price, therefora the bond with ne embedded options will be the sum
of the callable bond price and the call option price.

Therefora the price of the bend with ne embedded options at a rate of 4.98% would be 1041657 and the price at a
rate of 5.02% would be 102.9351.

DYON Is @ measure of price sensitivity of a bond. To calculate the DV, the following equation s used:

- AP
Dy = o000 Ay

Whera AP s the change In price and Ay s the change In yield. Therefora

TQZ RIS = T0L0657
T000 = (5.02% - £.05%)

DVl =- = 03077

Sectlon: Valuation and Risk Models

Reference: Bruce Tuckman, Fixed fncame Secunitfes, 3rd Edition (Hoboken: John Wiley and Sons, 2011), Chapter 4,
AlMS; Dafine and compute the DVOT of a fiked Income security alven a chanae In vield and the resulting chanae In price.

3B B 2004 Global Assoclation of Risk Professionals, All rights reserved. It s lBegal to reproduce this materlal
In any format without prior written approval of GARP, Global Assoclation of Risk Professionals, Inc.
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SEE INFORMATION PRECEDING GUESTION 23

A rlsk manager |5 evaluating the price sensithvity of an Investment-arade callable bond using the firm's valuaticn
system, The takle below presents information on the bond as well as on the embedded option The current Intarest
rate environmant Is flat at 5%.

Value In USD per USD 100 face value

Interest Rate Level Callable Bond Call Option
4. 9E% 10207848 208719
5.00% 10161158 205010
5.02% 10092189 2.00%19

23. The convexity of the callable bond can be estimated as:

a -55698
b, -54,814
€. -5.5698
d. -5.4814

Corract answer: b

Explanation: Convexity Is defined as the second derlvathve of the price-rate function divided by the price of the
bond. Te estimate comvexity, one must first estimate the difference In bond price per differance In the rata for two
separate rate envirenments, one a step higher than the current rate and ong a step lower. One must then estimate
the change across these two values per difference In rate. This Is given by the formula:
B-F-Fa-Py
o=l ® & 1 gl r,
£y & F, [

wherae &r |5 tha change In the rate In one step; In this casa, 0.02%.

Therefore, the bast estimate of convesity |s:

L 10082162 = (2 + 1 B1LENSE) = 10207848
101,6MSE (0%

Sectlon: Valuation and Risk Modals

Reference: Bruce Tuckman, Fixed Income Securities, 3rd Edition (Hoboken: John Wiley and Sons, 201, Chapter 4.
AlMS: Define, compute, and Interpret the convexity of a fixed Income security given a change In vield and the
resulting change In price.

= -54,814,

& 2014 Global Assoolation of Risk Professionals. All rights reserved, It I5 lllegal to reproduce this material kL]
In any format without prior written approval of GARP, Global Asscclation of Risk Professionals, Inc.



‘oU| 'S|EUOISSEHIId HE[H JO USEI0SSY [BO0)D Yi'D J0 fRaAcudeE LIS LM 1oL INouL|m JELLIDY AUE U|
[EBYRA S| Banpasded o [BSe) S| 3| PaAasal SIYEN [ ‘SIEUDISSEI0ID KSR 40 UOREII0SSY (89010 #IOZ & oF

aojid U| aBURYD> BUp NS

a7 puR plals U] aBURYD B UsAE AIN28S GLUCOU] PORY B JO AIXSBALIOD 8] Jaidall] PUR ‘eIndllod ‘auiec Sy

b IB1ERYT (ILOT ‘SUSS PUR AD[IA ULSP [UBNOCOH) USilDT QIS ‘SONLNSSS SLICOL) PaX]4 UBILNINL D2MUE Uy
SO0 MS[Y pUE UOREN|EM, MUojes

‘uopdo ayy jo enjeA palaedxe (e10] eyl GUEseaUOU) JO 10858 a1eG0IEER UR ‘0JaT

UjELS (||% Uo|ES) ASUGIL-BU]-J0-IN0 SUT JOAD DN|SA [BUJUWISY POIDOXE BYJ OfUM S5ESLIU| |||/ UoJES) SoUDLU-DL1-U|
B JOAD BNjEA [BUJLLILY paloadxs Byl ‘eioledaly ] FIMeAUOD aaeEaU LM aAIeGaU pue WY KeAUoD asfljsod 5| ausll
UL Ba3jsod ag (M BUlALapUN oyl JO 83ud ay] WOl Us|ieaap el 1ng “nd Guc| B Jo (g3 Buo| B Jayije Jo Kjnejoa
Y (1M 05 UBL] 'saseRsaU) BUALSRUN 941 Jo AR08 §) BUAJapun oyl Jo aana aopd ay) o] Ajjepuabuel pue oAoge
] [1% AIEBALGD A0 M AIUND9E B 10 AIND a3)d UL Renydelf pouedxe 09 0S[e UeD djysuoiie@d syl

e o U] uopiEed BUo| B poJopisUOD B0 UBD AMBALOD SARSO LM

AJUnDes B U] wosod B Jojesay ] RIXIAUCD SARISOD SUL WL J18Ueq Wnad Je1eals B o) Sujped) Uopoap Jeyle

U] SBACU 1504eU] JeBJe| YIpm ‘BACW S87Rd 158U8IU) SB BUO| S8 LIME U] B5E0IU] UR ©] PR [[IM AIEBAU0D BARISO ‘BAl
-|s0d sAem|e 5| 207 00UlS @1 JSedalU) 0y) U] EURYD U3 S| A PUR A MOALSD GUL 5| D ‘UO|IRINED Ol 03 [enba 5| P adaym

i o

v | + Ay - iv

S palEW|Ise 8q ued a2)4d

uj eBuUByYS BULNSa SUL 'PlelA U] aEURYD RS B USAIE 03).d U] aBUBYD SU Jo UoBIURKoIddR JO|ARL JRRIO-PUGISE
23 YBnouyl AJea)D 1500 Uaas ag UeD AIUNoes B 1oy AlReloa pUuR Apesuos usasyeq diysuoiead sl uopeuejdxs

P UOMSUR 1284107

*SOSEDIOU] AYIS[0A JOHITL 52 SN|TA U] SOERSEIU] UORCo Byl 18] sajpdw)

JUDLUNIIEU| [B|IUBLY XBALCD SJBA[IEGIU B JO 8BS 81 AG PAGROLY ADAIDONE &g UED

‘uaeInp usjeAnbe Jo uonsod puog Buc| @ 01 pauediuoD JUsLnsaAl) Joadns B uopsed uopde Buo| B saxely
ABUOLW ByY 03U] J0UIINJ so06 UoRdo oyl Se a3el BUSTAIDOD B 18 SeS00I0U| aNjEA SUOHo 9y3 12U Se|jdu]

dd od

SIEBAUOD BAS0d S|YL puog BUlAepUn Gy Joj SWINGad [Buaied jo oBURE BIJIUS BU) SS0MDE RIXBAUOD
sasod squxe uopde ay) ‘puog AINSERL] S B UO J9RI3U0s uopdoe ue Ul uajsed Buo| B sujpjuos ojojudod ¥ pE

WEsE BMATE S (alldd) USREWWEXT JBEELEW HE[Y [BIOUESRY FLOT



2014 Financlal Risk Manager Examination (FRM™ Practice Exam

25.  An Implementation princlple recommended by the Basel Committes to banks for the governancs of sound
stress testing practices |s that stress testing reports should:

Mot be passed up to senlor management without first belng approved by middie management.
Hawve limited Input from thelr respective business areas to pravent blasing of the results.
Challenge prior assumptions to help foster debate among decislon makers.

Be separated by business lines to help Identify risk concentrations.

anpEp

Correct answar: ¢

Explanation: The Basel Committes states “At banks that were highly exposed to the financlal crisls and fared com-
paratively well, senier management as a whole took an actlve Interest In the development and aperation of stress
testing.. stress tasting at most banks, however, did not foster Internal debate nor challenge prior assumptions..”
Therefore, the Basel Committee recommeancds that prior assumptions used [n stress testing be challenged to ensura
that the stress test best capturas the potentlal for extreme scenarlos given current market conditions,

Sectlon: Valuation and Risk Models

Reference: Basel Committes on Banking Supervision Publication (2009), Principles for Saund Stress Testing
Practices and supervision.

AlMS: Describe weaknesses Identified and recommendations for Improvement in: The use of stress testing and
Integration In Flsk aovemance,

& 2014 Global Assoclation of Risk Professlonals. All rights resarved, It I lllegal to reproduce this materal 4
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a b. c. d. a b. c. d
1. @] Q Q ® 14, 0 O C 3
i O @) 0 @ 15, @] @ & O
3 o O O 2 16. O o o C
a, O C @ & 7. O o C @
5. o O O 2 18, @ @ & O
6. C % @ O 18, O o & O
7 QO o C O 20, @ O O @
8. O o @] O
9 O & ! O Correct way to complete
10 @) O O O 1. ® ® ® ®
mn O O O QO Wrong way to complete
12 & O @) 1. 7 = /] x
13, @ O O Q
& 2014 Global Assoclation of Risk Professlonals, All fights reserved. It 5 llegal to reprocuce this material 43

In any format without price written approval of GARP, Global Assoclation of Risk Professionals, inc.



Financial Risk
Manager (FRM)
Examination
2014 Practice Exam

PART Il
Questions



DUJ SBUGIESAI0I HE|H JO BOIB|0EEY [BOO|S 'HHY0 S0 [BADIGHE USTILIM 00 IHOUIM B0 AUB L)
st [ELEQBL S|y} SXNPOIGAI o} |268)|| 5] ) 'PEAISSE SIUB| || 'SPEUCISSaJ0L YSId J0 LORE|S0SSY BG0|S FIOZ S

Bujddell ysen P
‘Bupddell AlesUoD
‘Buddew uojieing g
‘Bujddew [edpupy w

J50)|0J 00 SUUIOIU-Pax]) o) poUlaul Bujddew Yes e 10U S| BUPMO|0) 3 Jo UUM g

Zl
ull
&
§

ddvd

LANDSUS0D PEIRIGIED 5] [9POL GY) 18U feaa] 3udpy
-UoD %GE | 18 'SPNEUOS 0] 1S814I80 JERA-| B U] 9jqeIdesad S| 10yl HEA KEE ARp-| oyl BuipeasKe ses50| ARp Jo
JBEJUUINL LUNLXEW 91U 5] 1RyM Ueak e U] sAep 757 BUjWINSSy *|opoll Hes %as fep-1 B Sujzfjeue 5 Jebounll sy p

SORJJRANL 10} SAELRASH UOIRALICS UBY] souspuadap (121 JO sa1ewpss Janag appaosd Ajlessessu sendos
UBjeLIRIRd BUO AU JO UOIRWISS Y] anbad sgndad

'SUOFINGLOSIE [EULIOU JO SSNIXIW 1M POSn &q AJUC UeD sendod

UCING|IIS D SIREAINM B 19NISUeD ©f SUSINGISID [BulBiew ujo] o) pesn ag ues sendod

dddwd

41904109 5| sayseoidde Fndod INOGE SJUBLLGIEIS BUMO|0)
Yl JO Y2)UAL oojuod B U sajpuapuodap J0) JUNGIDR Jalled o Sendod GUiSn pepUsLULIoD®) SEU JUELNSU0D ¥ g

‘SUOIHD UBDHOINT B|qeIedU0D 0 850U UBL) BNR[0A $58] aUE 10U] S0ARd aAey O pUal SUORCO uRjsy
‘SMOUYSED JEINERY BA[OAL JEUI SeNS0ce BUIBPL J0) 9]qRINS 10U e SUoRdo uejsy
'SUO[A0 BjjUsA JgRIBHWOD ASMIGYI0 UBY) SA|SUSCND aIOW 60 O] pua) sUopdo ueRjsy
RIUBNEOL Aias ODEL] 18U] S10558 BURUODER U0 Suofljsod BUIBpay J0) 8|gelns 10U sie suopdo URsy

ddovd

100000 5] SUORdo URSY BUIUIZIU0D SIUSLEIR]S BUIMD|[O) DL Jo UUM T

siap|oy a5eELICW BU)ALMEPUN B4 JO SDIUOIU| (B8 4] U] BSERIDSR [[BLWS v
ood afeEUOW 8] BUpIRG SO0 BUT JO BNEA OUY U| B5EQI0D |[BLUS ¥
‘pasds Jualufedald U 95e0aU) Uy

*5O18 1S0JOIL| U] BSeEIIU| Uy

ddod

fojjojuod Ul Jo Aunmel sbeiase pajgEiom aUl aanpad K|ax]| 150w |[|Mm BUIMOI0) Sl Jo YXym
‘lenba Bujeg SEUYY JOUID ||y S9]1IN308 peNoeg-a5eBI0L JO Sds Auo-jed)sud Jo ojofuod B Spoy puny v 1

WY a30Eld (alalid ) WONEU|WERT J6EEWEW 5[ [EIOUBNS tLOT



2014 Financlal Risk Manager Examination (FRM™) Practice Exam

6. A risk manager Is constructing a term structure model and Intends to use the Cox-Ingersell-Ross Maodel,
Which of the followlng describes this model?

The model presumeas that the volatility of the short rate will Increase at a predetermined rate.

The model presumes that the volatility of the short rate will decline exponentially te a constant lavel

The model presumeas that the basls-polnt volatliity of the short rate will b2 proportional to the rate.

Thie model presumes that the basis-paint volatility of the short rate will be proportional to the squane root of the rate,

[

r A A firm has entered Inte a USD 20 milllon total returm swap on the NASDAG 100 Index as the Index paver with ABC
Comoration, which will pay 1-year LIBOR + 2.5%. The contract will last 1 vear, and cash flows will be exchanged
annually. Suppose the NASDAQ 100 index ks currantly at 2,900 and LIBOR Is 1.25%. The firm conducts a stress test
on this total return swap using the following scenarlo:

NASDAG 100 In 1 yvear: 3,625
LIBOR In 1 year: 0.50%

For this scenario, what Is the firm's net cash flow In wear 17

A net cash outflow of USD 4.40 milllon,
A net cazh outflow of USD 4.25 milllon.
A new cash inflow of USD 4,25 million,

A new cash inflow of USD 4.40 milllon,

anpEp

8.  An analyst s reviewing a bond for Investrment purposes. The bond |5 expected to have a default probabillity of
2%, with an expected loss of 80 bps In the event of default. If the current risk-free rate s 4%, what Is the mini-
mum coupon spread needed on the bond for Its expacted return to match the risk-free rate?

90 bps

120 bps
200 bps
280 bps

anpwp
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An underlying exposure with an effactive annual price valatility of 6% Is collateralized by a 10-vear L5,
Treasury note with an effective price volatllity of 8%. The correlation between the exposure and the U5,
Treasury note 1s zero, Changes In the value of the overall pesition (exposure plus coliateral) are calculated for
& 10-day horlzon at a 95% confidence interval (assume a vear of 250 days), Which of the following would one
axpect to chserve from this analysis?

& The presence of collateral Increases the current exposure and Increases the volatility of the exposure
between remaraining perlods,

b. The presence of collateral Increases the current exposura, but decreases the volatility of the exposure
batween remaraining perlods,

€ The presence of collateral decreases the current exposure, but Increases the volatliity of the exposure
batween remaraining perlods,

d. The presence of collateral decreases the current exposure and decreases the volatllity of the exposura
batween remaraining perlods,

A trader observes a quote for Stock ZZZ, and the midpoelnt of its current best bld and best ask prices ks CAD 35,
ZZZ has an estimatad dally return volatility of 0.25% and average bld-ask spread of CAD Q. Assuming the
returns of ZZZ are nommally distributad, what Is closest to the estimated liquidity-adjusted, 1-day 95% VaR,
using the constant spread approach on a 10,000 share position?

CAD 1,000
CAD 2,000
CAD 3,000
CAD 4,000

apEp

The risk management departmaent at Southern Essex Bank |15 trving to assess the Impact of the capltal conser-
vation and countercyclical buffers defined In the Bazel Il framework. They conslder a scenarie In which the
bank's capital and risk-welghted assets are as shown In the table below (all values are in EUR millicns):

Risk-walghted assets 3o
Comman equlty Tier 1 (CET1) caplital 230
Additlonal Tler 1 capital 34
Total Ther 1 capltal 264
Tler 2 capltal a1
Tier 3 capital -
Total capltal 345

Assuming that all Basel |l phase-Ins have occurred and that the bank's required countercyelical buffer Is 0.75%,
which of the capital ratlos does the bank satlsfy?

The CET1 capltal ratio only,

The: CET1 capital ratio plus the capital conservation buffer only.

The CET1 capital ratlo plus the capital conservation buffer and the countercyclical buffar.
None of the above,

apwEp
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a b. c d a. b. c. d
1 O @ (3 O 14, O @& O O
2 O O o ® 15 Q O @ O
3 ® @ o QO 1. @ @ o Q
4 O ® @) Q 7. ® O O o
5 O Q ® 18. Q Q ® O

O
® O

19, ) o ) [

20,

Y]
®e O O
O @
0
O
®
O
0

El

i

o
£
o
&

10. i) . G & Correct way to complete

™ Y
n QO & @ 1 & ® 2 ®
12. O L ] h_J O Wrong way to complete
13 O @ O 0 1 % = W X
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i A fund holds a portfolio of principal-onky strips of mortgage-backed securitles. All other things belng equal,
which of the fellowing will most llkely reduce the walghted average maturity of the portfolio?

& An Increase In Interest rates.

b. An increase In prepayment speed,

& A small decrease In the value of the homes backing the mortgaae pool
d. A small decreasa in the real Incomes of the underlying mortgage holders.

Corract answer: b

Explanation: An Increase In prepaymeant speed will reduce the welghted average maturity of tha portfolio, however,
the rest of the cholces will not have this effect.

Sectlon: Market Risk Measurement and Managemeant

Reference: Frank Fabozzl, Anand Bhattacharva, Willlam Berliner, Mortgage Backed Securities: Products, Structuring
and Analytical Technigues, 3rd Edition (Hoboken, NJ: John Wiley & Sons, 2011). Chapter 2: Overview of the
Mortgage-Backed Securities Market,

AIMS: Explaln the creation of agency (fixed rate and adjustable rate) and privete-labal MBS pools, pass-throughs,
CMOs, and mortgage strips,

2. Which of the followlng staternants concerning Aslan options s comect?

& Aslan optlons are not sultable for hedging positions on underlving assets that trade very frequantly.
b. Asian options tend to be more expensive than otherwise comparable venilla options.
€ Aslan optlons are not sultable for hedaing exposures that Invelve regular cashfiows,
d. Aslan optlons tend to have payoffs that are less volatile than those of comparable European options,

Corract answer: d

Explanatlon: While a European optlon pavoff s a function of the difference between the strike and the underlying
asset’s terminal price, an Asian optlon pavoff s a functien of the difference between the strike and the undariying
asset’s avarage price over the life of the option. The average price |5 less volatile than the tarminal price, so Aslan
options have lower expected pavoff (and lower premium) than European options. Hadging the average price rather
than the terminal prlce may be more approprlate for underiying assets which are elther paying/recelving regular
cash flows or trade frequenthy.

Sectlon: Market Risk Measuremaent and Management

Reference: John Hull, Options, Futures, and Other Derfvatfves, 8th Editlon (New York: Pearson Prentice Hall, 2012),
Chapter 25: Exotle Options.

AIMS: Dafine and contrast exotlc derfvatives and plain vanllla derivathves.

Identify and describe the characteristics and pay-off structure of the fellowing exctic aptions: forward start, compaund,
chooser, barrler, binary, lookback, shout, Aslan, exchange, rainbow, and basket options,

& 2014 Global Asscclation of Risk Professlonals, All rights reserved, It |5 lllegal to reproduce this materal 55
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5. Which of the following s not a VaR mapping method for fixed-Income portfollos?

a. Principal mapping.
b. Dwuration mapping.
& Convexity mapplng.
d. Cash mapping.

Corract answer: ¢

Explanation: Frincipal mapping, duration mapping and cash flow mapping are methoeds of VaR mapping for fixed
Income portfolios, Convexity mapping Is nat a method of VaR mapping for fixed Income portfallos.

Sectlon: Market Rlsk Measurement and Managemant

Reference: Philippe Jorion, Value-at-Risk: The New Benchrnark for Managing Financial Risk, 3rd Edition. (New York:
MeGraw-HIll, 2007}, Chapter 11: VaR Mapping.

AlMS: List and describe the three methods of mapping poertfolios of fleed income securlties.

6. A risk manager Is constructing a term structure modael and Intends to use the Cox-Ingersoll-Ress Model,
Which of the following describes this madel?

The model presumes that the volatility of the short rate will Increase at a predetermined rate,

The model presumes that the volatllity of the short rate will decline exponentially to a constant level,

The model presumes that the basls-polnt volatility of the short rate will be preportional to the rate.

Thie modal presumaes that the basks-point valatility of the short rate will be proportional to the squars roct of the rate.

pApOTHE

Corract answer: d

Explanation: In the CIR madel, the basis-paint volatility of the short rate Is not Independent of the short rate as
other simpler models assume. The annuallzed basls-point volatility equals ov'r and therefore Increases as a function
of the square root of the rate.

Sectlon: Market Risk Measuremant and Managament

Reference: Tuckman, Fixed income Securities, 3rd Edition. Chapter 100 The Art of Term Structure Models: Volatility and
Distribution,

AIMS: Describe the short-term rate process under the Cox-ingersoll-Ress (CIRY and lognormal models,
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2014 Financlal Risk Manager Examination (FRM™ Practice Exam

12, Atrader observes a quote for Stock 222, and the midpolnt of its current best bld and best ask prices Is CAD 35,
ZZZ has an estimated dally return volatility of 0.25% and average bid-ask spread of CAD O, Assuming tha
returns of ZZZ are nomally distributed, what s closest to the estimated liquldity-adjusted, 1-day 95% VaR,
using the constant spread approach on a 10,000 share position?

CAD 1,000
CAD 2,000
CAD 3,000
CAD 4,000

anpgp

Correct answer: b
Explanation: The dally 95% VaR = 35 110,000 * (1.645 * 0.0025) = CAD 1,440

The constant spread approach adds half of the bid-ask spread (as a percent) te the VaR calculation, using the
fallowing formula:

Liquidity Cost (LC) = ¥ (Spread * P), where Spread |5 equal to the actual spread divided by the midpoint and P Is
the value of the position.

Therafore the lguldity cost (LC) = 350,000 * (0.5 * Q7353 = CAD 500

Liquidity-adjusted VaR (LVaR) = VaR + LC = CAD 1,540,

Sectlon: Operatlonal and Integrated Risk Management

Reference: Kovin Dowd, Measuring Market Risk, 2nd Editfion (West Sussax, England: John Wiley & Sons, 2005).

Chapter 14: Estimating Liquidity Risks.
AlMS: Describe and calculate LvaR using the constant spread approach and the exogenous spread approach,

& 2014 Global Assoclation of Risk Professionals. All rights resarved, It 5 lllegal to reproduce this materal 63
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2014 Financlal Risk Manager Examination (FRM*) Practice Exam

18, A rlsk analyst Is evaluating the risks of a portfolio of stocks, Currently, the portfollo Is valuad at EUR 110 mill-
liorn and contalns EUR 10 milllon In stock A, The standard deviation of returns of stock A |5 12% annually and
that of the overall portfollo Is 19% annually. The comrelation of returns between stock A and the portfollo 1s 0.5,
Assuming the risk analyst uses & T-vear 29% VaR and that returns are normally distributed, how much |s the
component VaR of stock A7

EUR ©.254 milllon
EUR ©.986 millien
EUR 1396 milllon
EUR 3429 milllon

[

Corract answear: ¢

Explanation: Let a(29%) reprasent the 9% confidence factor for the VaR estimate, which Is 2.326.
WaRy =wy * o, ¥ a(99%) = EUR 10 milllon = 012 x 2326 = EUR 2792 milllon
Companent VaR, = p * VaR, = 0.5 x 2792 = EUR 1.396 milllon

Sectlon: Risk Management and Investment Managemeant

Reference: Philippe Jorlon, Value-at-Risk: The New Benchmark for Managing Financlal Risk, Srd Editlon. (New York:
MeGraw-Hill, 2007, Chaptar 7: Portfollo Riske Analvtical Mathods,

AIMS: Define, compute, and explain the uses of marainel WaR, Incremantal Vak and companent VaR.,

19.  Which of the following statements about risk management in the pension fund Industry |5 corract?

A penslon plan's total VaR 15 equal to the sum of its policy-mix VaR and active-management YaR.
Penslon fund risk analysls does not consider performance relative to a benchmark,

In most defined-benafit pension plans, If llabllitles exceed assets, the shortfall dees not create a risk for
the plan sponsor.

d. From the plan sponsor's perspective, nominal pensicn obligations are similar to a short position In a long
term bond,

PER

Correct answer: d
Explanatlon: MNominal pension obligations are simllar to & short position In a bond,

Sectlon: Risk Management and Investmant Management

Reference: Philippe Jorlon, Value-at-Risk: The New Benchmark for Managing Financial Risk, 3rd Editlon. (Mew York:
MoGraw-Hill, 20073, Chapter 17: VaR and Risk Budgeting In Investrent Managerment.

AlMS: Define and describa the following types of risk: absolute risk, relative risk, policy-mix risk, active management
risk, funding risk and sponsar risk.

& 2014 Global Assoclation of Risk Professlonals. All rights reserved, It s lllegal to reproduce this materal &7
In any format without prior written approval of GARF, Global Assoclation of Risk Professionals, Inc
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Creating a culture of
risk awareness’

Global Association of
Risk Professionals

M Town Square Place

Hith Floar

Jarsay City, Mew Jersay 07310
L5.A

+ 12017197210

2nd Floor
Bengal Wing
94 Devonshire Squara

London, ECIM 4¥N
LK,
+ 44 (0) 20 7397 9630

WWWLOArn.org

About GARP | The Global Association of Risk Professionals (GARF) i g not-for-pmoff global membershio arganization dedicated fo
oreparing professionals and organizations bo make befter informed Aisk decisions, Membership regresents over I5G000 Members and
Affiftates from banks nvestment management firms government agencies, acagemic institutions, and corporations from mare thar
135 countnies and ferritories. GARP administers the Financial Risk Manager (FRM™ and the Energy Risk Professianal (ERFY Exarns:
certiffcations recognized by risk professionals worldwice, GARP also helos advance the rofe of nsk management via comorshensive
professiong! education and traiming for professionals of all levels, wwwgamorg

Global Association
@ 2004 Global Association of Rk Professionals. all rights reserved, 12-13-13 (;) G A R P af Risk Profoszionals
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