PROBLEM SET #4
FIN 3600


1. Given the following rates, find the expected 1 year rate 1 year from now and the expected 1 year rate two years from now.
	1 Year STRIP
	5%

	2 Year STRIP
	6%

	3 Year STRIP
	7%

	
	


Solution 
Giving reference to the expectation theory, the one year interest rate, when compounded over the next year, it will give us the same return as when compounded over two years by a 2 year bond. Therefore, 
1 year expected rate after 1 year
(1.05)(1+x) = (1.06) ^2
(1.05)(1+x) = 1.1236
(1+x) = (1.1236)/ (1.05)
(1+x) = 1.07
X = 0.07
X = 7% 
B. the 1 year expected interest rate two years from now is; 
(1.06)^2(1+x) = (1.07) ^3
(1+x) 1.1236 = 1.225043
(1+x) = 1.225043/1.1236
(1+x) = 1.09
X= 0.09
X = 90% 
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