PROBLEM SET #4
FIN 3600
If you’re in section 1 (Monday nights), Due Sept 17.
Otherwise, Due Sept. 18

1. Using the data provided and the type of securities mentioned, fill in the remaining squares in the table below. Consult slides to understand the abbreviations. Assume both IBM bonds have the same average daily trading volume; that is, the same liquidity.

	Bond
	RI
	IP
	RP
	LP
	DP
	NI

	10 Year US Treasury 8% coupon
	2%
	1.5%
	1%
	
	
	

	10 Year US Treasury STRIP
	
	
	3%
	
	
	

	10 Year IBM 8% coupon
	
	
	
	1%
	
	

	10 Year IBM Zero-coupon
	
	
	
	
	2%
	




2. Suppose a 1 year STRIP has a YTM of 5% and a 2 year STRIP has a YTM of 7%. What does the market expect the 1 year rate with be 12 months from?

3. 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%



4. According to expectations theory, an inverted yield curve suggests short-term rates in the future will be:
a. Lower than today
b. Higher than today
c. [bookmark: _GoBack]Neither because the theory states that the yield curve has no information about future rates

