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In the questions below we use the terminology of “k year bond interest spot rate” to be the annual
yield to maturity (the internal rate) of a zero coupon bond which matures in k years. For brevity we

simply use the term * k year spot rate.




[image: image2.png]2.A Suppose the one-year spot rate is 10% and the two-

vear spot rate is 11%

) What is the price of two-year coupon bond which pays a coupon rate of 6% and $1,000
at maturity?

b) What is the yield to maturity of this bond?

) What is the one year forward rate over the second

2B Suppose you know that the forward rates are as follows

Over the coming year from today (from0to 1) 6%
Over the second year from today (from 1102) 8%
Over the third year from today ~ (from 2 0 3) %

What are the one-year, two-year and three-year spot rates?

2. Intoday’s market we observe the following three zero-coupon bond prices which pay $1,000 at
maturity, with maturity of 1, 2, and 3 years:

$952.381

$889.996

zero coupon bond with maturity in 1 year

zero coupon bond with maturity in 2 year

zero coupon bond with maturity in 3 year - $816.327.

) What is the one-year forward rate over the third year from today (from 2 t0 3)?

b) Construct a portfolio which will provide you with an investment which will earn the guaranteed
one-year forward rate you computed in (a)

©) What is the Expectations Hypothesis™ prediction of the year 2 spot one-year interest rate between
year 2 and year 3? Given the empirical evidence about interest rates, do you expect this spot rate to

be higher or lower than the prediction of the Expectations Hypothesis?




