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1-3 A bond mark t catnmentator comments that "the bond market tumbled today after 
the annoWl ement of the central bank". What is likely the content of the 
announcen1ent on the interest rate? Why? 
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1-4. What are the two primary factors in determining whether funds will be lent to an 
applicant for a mortgage loan? 
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1-5. Suppose that you are reviewing a price sheet for bonds and see the following ~rices 
(per $100 par value) reported. You observe what seem to be several erro~. Wtthout 
calculating the price of each bond, indicate which bonds seem to be reported mcorrectly~ 
and explain why. 
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1-6. A pens ton fund manager knows that tlie following liabilities must be satisfied: 

/ 

Years from Now 
1 
2 
3 
4 

Liability (in millions) 
2.0 
3.0 
5.4 
5.8 

Suppose that the pension fund manager wants to invest a sum of money that will satisfy 
this liability stream. Assuming that any 

1
amount that can be invested today can earn an 

annual interest rate of 7 .6%, how much must be invested today to satisfy this liability 
stream? Be accurate to cent. 
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Question 2 (20 points) 

A U.S .. Treasury bond carries 4.5% annual coupon and matures on June 15, 2020. 
Retnember that U.S. Treasury bonds pay semiannual coupon, and bond yield is quoted as 
annual percentage rate (APR) based on semiannual compounding. 

(a) (10 points) The bond yield on December 15, 2010 is 2.5%. What is the bond price 
quote? 

(b) (10 points) Suppose that today is Feb 10, 2011. You want to sell the bond today to 
yield 2.4%. How should you quote it? For simplicity, assume that the trade can be 
settled on the same day. 
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Question 3 (20 points) 

0 For simplicity, the yield curve in this question iH ulwayH tlat, which meunH that the spot 
~ rates are always equal regardless maturity, but the level can change over time. Assume 

that the current interest rate level is 3% (BEY). You expect that, as the economy 
continues its recover course, the Federal Reserve i~ like to increase the interest rate at a 
pace of .50 basis points every 6 months for the next 2 yeurfi, You have a two-year 

l -

:::;; investment horizon. H you buy a U.S. Treasury bond that curries 4% unnual coupon with 
8 years left to maturity, what is your annualized hoJdjng period return (in BEY) over your 
investment horizon? 
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Question 4 (20 points) 

You have just borrowed a mortgage loan of $200,000 from erne with a fixed rate of 4% 
for two years (the rate is quoted as BEY). You choose monthly payment and 25 year 
amortization. 

(1) (5 points) What is your monthly payment? "f,;:;offl 
(2) (7 points) What is the interest portion of your 20th mo~thly moJ+g~ge payment? 
(3) (8 points) Suppose that the two-year mortgage rate after two years rises to 5% 

(BEY), what will your monthly payment be after renewal? 
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