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Chapter 3:
Question # 2 – If there is a decline in interest rates, which would you rather be holding, long-term bonds or short-term bonds?  Why?  Which type of bond has the greater interest rate risk?

You would rather be holding long-term bonds because their price would increase more than the price of the short-term bonds, giving them (the long-term bonds) a higher return.  Long-term bonds have a greater interest rate risk than short-term bonds.
Quantitative Problem # 1 – Calculate the present value of a $1,000 zero-coupon bond with 5 years to maturity if the required annual interest rate is 6%.
Using the formula (1) shown on p. 38, PV = FV/(1 + i)n, we have FV = 1000, i = 0.06, and n = 5.  Then solve for PV = $747.25 (or $747.2582 or $747.26).
Quantitative Problem # 4 – Consider a coupon bond that has a $1,000 par value and a coupon rate of 10%. The bond is currently selling for $1,150 and has 8 years to maturity. What is the bond’s yield to maturity?
Applying the formula (3) on p. 43, we have $1150 = ∑ ($100 / (1+yield)n ) + $1000 /(1+yield)8  where in the summation ∑, n = 1 to 8.  To find the numerical value of the “yield”, one can either use a financial calculator, the financial function in a spreadsheet program, or spreadsheet calculations to iteratively find the value where the LHS = RHS.  The yield = 0.0744 (or 7.44% or 0.07444538688)
Chapter 4:

Question # 1 – Explain why you would be more or less willing to buy a share of Polaroid stock in the following situations:
a. Your wealth falls.



Less, because your wealth has declined.
b. You expect it to appreciate in value. 

More, because its relative expected return has risen.
c. The bond market becomes more liquid. 
Less, because it has become less liquid relative to 







bonds.
d. You expect gold to appreciate in value. 
Less, because its expected return has fallen relative to 







gold.
e. Prices in the bond market become more volatile. 
More, because it has become less risky 








relative to bonds.
Question # 6 – An important way in which the Federal Reserve decreases the money supply is by selling bonds to the public.  Using a supply-and-demand analysis for bonds, show what effect this action has on interest rates.
When the Fed sells bonds to the public, it increases the supply of bonds, thus shifting the supply curve of bonds to the right (graphed with bond price on the vertical axis and quantity of bonds on the horizontal). The result is that the intersection of the supply and demand curves occurs at a lower equilibrium bond price and thus a higher equilibrium interest rate (that is, the interest rate rises).

Question # 8 – Find the “Credit Markets” column in the Wall Street Journal.  Underline the statements in the column that explain bond price movements, and draw the appropriate supply-and-demand diagrams that support these statements.  (Note:  due to an error on my part, I meant to assign #9 and not this question; so this question will be treated as bonus credit.  JFO)

The answer(s) to this question depends on the column/article chosen.  If the bond prices rise, what factors increased the demand or decreased the supply; if the bond prices fell, what factors decreased demand or increased the supply?

Question # 11 – Explain what effect a large federal deficit might have on interest rates.

Interest rates might rise.  The large federal deficits require the Treasury to issue more bonds; thus the supply of bonds increases (shown by a shift of the bond supply curve to the right) and the equilibrium bond price falls and the interest rate rises.

Some economists believe that when the Treasury issues more bonds, the demand for bonds also increases because the issue of bonds increases the public’s wealth.  In this case, the bond demand curve also shifts to the right, and it is no longer clear that the equilibrium bond price or interest rate will rise. Thus, there is possibly some ambiguity in the answer to this question.  (Are government bonds considered to be part of your wealth?)
Question # 12 – Using a supply-and-demand analysis for bonds, show what the effect is on interest rates when the riskiness of bonds rises.
The increased riskiness of bonds lowers the demand for bonds. The demand curve shifts to the left, so the equilibrium bond price falls and the interest rate rises.
