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I. Essay/Problem Section (15 points) 
 
 You purchase a 30 year coupon bond which has par of $100,000 and a (annual) coupon rate of 4 percent for 
$96,624.05.  What is the formula you would use to calculate this bond’s Yield to Maturity? 
 
 
 
 
 Looking ahead, you plan to hold this bond for one year, collect the first coupon payment, then sell it.   In the 
uncertain future, you expect interest yields to maturity of 29 year bonds offering comparable risk one year from today 
(it+1)  will be distributed as: 
 

 
Prob(it+1) 

 
it+1 

(Percent) 

Interest 
Return 

(Percent) 
0.20 3.60  
0.60 4.20  
0.20 4.80  

 
Complete this table.    Show your work below for computing the interest return if it+1 = 4.80 percent 
 
 
 
 
 
 
 
 
 
 
 
Given the distribution of future interest rates it+1, we can determine that your expected annual interest return for this 
investment strategy equals ___________.    You face a standard deviation of return (a measure of risk) equal to 
__________.   Show all work. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

  For a stream of cash payments C at the end of each of the next n years, and interest rate i: 

𝑃𝑉 = (
𝐶

𝑖
) [1 −

1

(1 + 𝑖)𝑛
] 

For the derivation of this formula, see the Appendix to Chapter 4. 
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II. Multiple Choice Section (90 points) 
 
1. Mary is talking to her best friend Ellen:  “Do you remember that bond I bought one year ago for $800?  The bond 

that offered a current yield of only 2 percent?   Well, I just sold it and my annual rate of return was 8 percent!”   
What price did Mary get when she sold her bond? 

 a) $790.00  b) $824.00         c) $848.00  d) $872.00 
 
 
 
 Annual percentage interest yields to maturity for U.S. Treasury Bills and Notes and Bonds on January 25, 2013 
are shown in the table below: 
 

Date 1 mo 3 mo 6 mo 1 yr 2 yr 3 yr 5 yr 7 yr 10 yr 20 yr 30 yr 

01/25/13 0.06 0.08 0.11 0.15 0.28 0.42 0.87 1.36 1.98 2.75 3.14 

 
2. On this date a 6 month T-Bill offering par of $100,000 sold for: 
 a)  $99,746.88  b)  $99,890.12         c)  $99,945.03  d)  $99,976.43 
 
  
 
 
3. If  bond traders are risk neutral and the transactions costs of buying selling bonds are negligible we can 

determine from these rates that on January 25, 2013 bond traders expected the annual percentage interest 
yield for 7 year bonds offered 3 years from this date would equal: 

 a)  1.98         b)  2.66  c)  3.02  d) 3.66 
 
 
 
 
4. Under the segmented markets hypothesis, the upward slope of the yield curve can be explained by 
 a)  a relative abundance of traders seeking to purchase short term bonds and a relative abundance of the 
      supply of short term bonds.  
 b) a relative abundance of traders seeking to purchase long term bonds and a relative abundance of the 
      supply of short term bonds. 
         c)  a relative abundance of traders seeking to purchase short term bonds and a relative abundance of the supply 
      of long term bonds. 
 d)  a relative abundance of traders seeking to purchase long term bonds and a relative abundance of the supply 
      of long term bonds. 
 
5. The least satisfactory explanation of the “normal yield curve” comes from the __________ hypothesis. 
       a)  Expectations  b) Segmented Markets   c) Liquidity Premium  d) Fisher 
 
6. Most of the time short term and long term interest yields move in the same direction.  The least satisfactory 

explanation of the resulting shifts in the yield curve comes from the __________ hypothesis.  
 a)  Expectations         b) Segmented Markets   c) Liquidity Premium  d) Fisher 
 
7. The phrase “Let’s Twist Again” was employed by the Wall Street Journal in reporting the Fed’s ______ policy. 
 a)  QE         b) QE2  c) QE3  d)  All of the above are correct.  
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8. The potential success of the Fed’s “Let’s Twist Again” policy depends on the validity of the _______hypothesis. 
 a)  Expectations        b) Segmented Markets   c) Liquidity Premium  d) Fisher 
 
9. The US government recently raised the marginal income tax rate for upper income households.   Ceteris paribus, 

in the municipal bond market, we would expect this change in tax policy to ______municipal bond prices and 
____ interest yields to maturity of municipal bonds. 

 a)  increase; increase   b) increase; decrease c) decrease; increase d) decrease; decrease 
 
10. As the economy moves from recessions to booms to recessions over the business cycle, empirical evidence 

suggests that the supply of and demand for bonds 
 a)  move in opposite directions, with shifts in supply being greater than shifts in demand. 
 b)  move in opposite directions, with shifts in supply being smaller than shifts in demand.  
 c)  move in the same directions, with shifts in supply being smaller than shifts in demand. 
        d)  move in the same direction, with shifts in supply being greater than shifts in demand. 
 
11. If a coupon bond sells for a price above par, its 
 a)  current yield will be less than the coupon rate of interest. 
 b)  yield to maturity will be less than the coupon rate of interest. 
       c)  both a) and b) are correct. 
 d)  None of the above are correct. 
 
12.  According to the equation of exchange, the money stock times the velocity of money will equal 
       a)  nominal GDP  b)  real GDP  c)  the price level d)  None of the above 
 
13. The nominal interest rate will always be 
 a)  greater than or equal to the real interest rate. 
 b)  equal to the real interest rate. 
 c)  less than or equal to the real interest rate. 
         d)  greater than zero. 
 
14. According to the Quantity Theory of Money, if the rate of growth of aggregate real income is 2.8 percent , the 

rate of growth in velocity of money is 0.2 percent, and  the rate of growth in the money supply equals 6 percent 
the rate of inflation will be ______ percent. 

 a)  3.0  b) 3.2         c) 3.4  d) 3.6  e) None of the above are correct. 
 
 
 
15. In an economy with 20 goods and services a trader needs to know _______ relative prices to trade efficiently. 
 a)  20       b) 190  c) 280  d) 380  e)  None of the above are correct. 
 
 
 
16. Alt-a mortgages are those offered to borrowers with: 
 a)  with poor credit histories, and credit rating scores. 
 b)  who are looking to buy an apartment, or condominimum. 
 c)  the minimum necessary money to offer as a down payment. 
         d)  undocumented or poorly documented incomes. 
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17.  The default risk premium is measured 
 a) by an index published monthly by the Securities and Exchange Commission. 
 b) by an index published monthly by The Wall Street Journal. 
       c) as the difference between the yield on the security and the yield on a U.S. Treasury 
     security of the same maturity. 
 d) as the difference between the nominal yield on the security and the real after-tax yield 
     on the security. 
 
18. Ceteris paribus, in the bond market, an increase in the government’s budget deficit 
      a)  increases the supply of bonds and increases bond yields to maturity. 
 b) increases the demand for bonds and increases bond yields to maturity. 
 c)  increases the demand for bonds and decreases bond yields to maturity. 
 d)  increases the supply of bonds and decreases bond yields to maturity. 
 e)  None of the above are correct. 
 
19. Ceteris paribus, in the loanable funds market, an increase in expected inflation 
 a)  decreases the supply of loanable funds. 
 b)  increases the demand for loanable funds. 
 c)  increases the equilibrium interest rate. 
      d)  All of the above are correct. 
 e)  None of the above are correct. 
 
20. Ceteris paribus, in the bond market, an increase in the expected risk of equities 
 a)  increases the supply of bonds and increases bond yields to maturity. 
 b) increases the demand for bonds and increases bond yields to maturity. 
      c)  increases the demand for bonds and decreases bond yields to maturity. 
 d)  increases the supply of bonds and decreases bond yields to maturity. 
 e)  None of the above are correct. 
 
21. A decrease in the savings rate of U.S. households will _____ the world interest rate and _____ net borrowing by 

U.S. households, firms and governments from the rest of the world. 
     a)  increase; increase b) increase; decrease c) decrease; increase d) decrease; decrease 
 e)  None of the above are correct. 
 
22. In the bond market, an increase in personal income tax rates combined with a decrease in investment tax credits 

for firms will ______ bond prices and ______ interest yields to maturity. 
 a)  increase; increase b) increase; decrease c) decrease; increase d) decrease; decrease 
      e)  None of the above are correct. 
 
23. We would expect interest yields to maturity for bonds to rise following 
 a)  an increase in household income and wealth. 
      b)  an increase in expected profitability of capital. 
       c)  a decrease in expected future interest rates. 
 d)  a decrease in the government’s budget deficit. 
 e)  None of the above are correct. 
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24. Tristy is putting together a portfolio of two assets.  The standard deviation of return of the first asset, asset X, is 

3 and the standard deviation of return of the second asset, asset Y, is 6.   The correlation of returns to these two 
assets equals -0.125.    She puts one third of her wealth in the first asset, and two thirds of her wealth in the 
second asset.   We can determine from this information that the standard deviation of return for her portfolio 
equals: 

 a)   3.75        b) 4.00  c) 4.33  d) 4.50  e) None of the above are correct. 
  
 
 
 
 
25. The expected return to the first asset, asset X, equals 1.20 percent and the expected return to the second asset, 

asset Y, equals 2.70 percent.  Tristy puts one third of her wealth in the first asset, and two thirds of her wealth in 
the second asset.   We can determine from this information that the expected  return for her portfolio equals 
_____ percent. 

 a)  1.70  b) 1.95       c) 2.20  d) 2.45  e)  None of the above are correct. 
 
 
 
 
 
26. The existence of rating agencies has  
        a)  lowered returns on corporate bonds. 
 b)  raised returns on both corporate bonds and Treasury securities. 
 c)  raised returns on corporate bonds 
 d)  left returns on corporate bonds unaffected, but lowered returns on Treasury securities. 
 
27. What is the most important factor for Federal Reserve Currency to be accepted as money? 
 a)  The willingness of foreign businesses and banks to accept it in exchange for goods and services. 
 b)  The willingness of the federal government to accept it in exchange for an equivalent amount of gold. 
 c)  Its designation as legal tender by the federal  government. 
       d)  Its acceptance by businesses and households in the United States in exchange for goods and services. 
 
28. Which group is hurt by inflation being less than expected? 
 a)  lenders of fixed rate mortgages  c) holders of TIPS 
       b)  borrowers with fixed rate mortgates  d)  All of the above 
 
29. The risk premium of corporate bonds typically increases 
       a)  during a recession. 
 b)  when liquidity premiums offered on treasury bonds fall. 
 c)  when the average price of corporate bonds rises. 
 d)  All of the above are correct. 
 
30. All of the following were significant changes in the mortgage market in the 2000s EXCEPT: 
 a)  Lenders loosened lending standards. 
 b)  Mortgage-backed securities became more popular with financial investors. 
       c)  Borrowers were increasing the amount of their down payments. 
 d)  Investment banks became significant participants in the secondary mortgage market. 
 


