
Econ 353, Spring 2012 
Instructor: Sunanda Roy 
Practice exercise # 2 for Chapter 4  
 

(“present value” and “future value”) 
 
 
1. An asset pays $1000 at the end of year 1, $1000 at the end of year 2, $1000 at the end of year 

3. (You are at the beginning of year 1.) What is the PV of the asset assuming an average 
interest rate of 5%? 

2. You get an inheritance today of $100,000. It has been put in a 2-year CD for you. What is the 
value of the inheritance 2 years from now (future value in 2 years) assuming the average 
market interest rate is 5%? 
 

3. Is the future value in Q2 larger or smaller when the average market interest rate is 6%. Is the 
future value larger or smaller when the average market interest rate is 4%? Find the future 
values in all cases. (Caution: Don’t use the acronym FV for “future value”. We use it for “face 
value” of a coupon bonds in this course.) 

 
4. In Q1, does the PV get smaller or larger if the interest rate is 6%? What happens to the PV, if 

the interest rate is 4%? Find the PVs in all cases. 
 
(“yield to maturity”) 
 
Q 5-11 refers to questions from your textbook. These are same across all editions. But to help 

you, the questions have been scanned and attached to this document, below. Copies on reserve are 
also available at Parks Library. 

  
5. Do question 3, from the end of chapter 4 exercises in your textbook. 

 
6. Do question 4, from the end of chapter 4 exercises in your textbook. 

 
7. Do question 5, from the end of chapter 4 exercises in your textbook. 

 
8. Do question 6, from the end of chapter 4 exercises in your textbook. 

 
9. Do question 7, from the end of chapter 4 exercises in your textbook. 

 
10. Do question 8, from the end of chapter 4 exercises in your textbook. 

 
11. Do question 9, from the end of chapter 4 exercises in your textbook. 

 
 
 



(“current yield”, “coupon rate” and “yield to maturity”) 
 

12. Suppose you buy a 10-year 10% coupon bond with a face value of $1000 today. The average 
market interest rate today is 10%. Write down an expression which would give the 
(competitive) market price of the bond today? Without using a calculator, can you find the 
price? 
 

13. Assume all the conditions of Q12 to hold true. You buy the bond today, plan to hold it for a 
year and sell it off a year from today. You expect the average market interest rate to remain at 
10% a year from today. What is the market price you expect to get for the bond, a year from 
today? (Give a number without using the calculator.)  

 
14. Assume all the conditions of Q12 to hold true. You buy the bond today, plan to hold it for a 

year and sell it off a year from today. You expect the average market interest rate to be 15% a 
year from today. Provide an expression for the market price of the bond a year from today. 
Will you make a capital gain or loss in the process? 
 
(“interest rate risk”) 

 
15. You buy today a 3-year, 10% coupon bond with face value $1000. The market interest rate 

currently is 10% also. You hold the bond for a year and sell it off a year later when the interest 
rate is 15%. What is your one period rate of return on the bond? 
 

16. Suppose you buy a 10-year 10% coupon bond with a face value of $1000 today. The average 
market interest rate today is 10%. Write down an expression which would give the 
(competitive market) price of the bond today? Without using a calculator, can you find the 
price? If the term to maturity of the above bond is 15-years and everything else is the same, is 
the market price of the bond higher or lower relative to your answer? Explain. If the average 
market interest rate is 5% and everything else about the bond is the same, write down an 
expression that would give the price of the bond in a competitive market? Is the price higher 
or lower compared to your initial answer? Explain. 
 

17. A 20-year coupon bond pays a coupon rate of 5.75%, has a face value of $1000 and is 
currently being sold for $1000. Without using a calculator, state its yield to maturity? How did 
you arrive at your answer? Suppose the bond is currently being sold for $1500. Is its yield to 
maturity higher or lower compared to your first answer? What should the price of bond be for 
the yield to maturity to rise above the level you determined as your first answer? What is the 
current yield on the bond? 

 
 

 




