I'roblem Sel

1, Consider a cortain economy where £ (£ T) = rp. Show that an arbitrage
opporbunily can exist through Lrading at time ¢ in T and (4 + 1}-maturity zoro
coupon bonds,

2. Clomsider two traders, A and T3, who trade zeros according to their equilibrium
Leliafs: trader A uses the “mechanical” rule based on the Unbiased Fxpectations
Hypathesis (TR, whereas Leadder T3 nses the more “peononnics” rule based on
Lhe Returm-to-Maturity Fxpeclations Hyppothesis (ICTM ). Under which condilion
Lraders & and B will agree in their sgmilibrinm prices?

3. In (he context of the zero coupon bond market, llustrate and explam the
internal inconsisleney in the Return-to-Maturily (RTM) expectations theory.

4. Show how the eqilibrinn prices of discount bonds are derived i an uncertain
ecnmomy hy nsing the Unbiased, Return-to-Maturity, Yield-lo-Matunty., and Loeal
BEspectations [ypotheses.

5. Assume Lhat the Local Expeclations Hypothesis deseribes equilibrinmn in the
sero coupon hond market. However, there exist traders who price Lhe honds ac
cordine Lo the Retirm-to-Maturity and Yield-to-Maturity Expectations Hypot he
ses. Show that price premiwns arise inoeach case.

6. Solve the following exercises from Brealey & Myers, chapter 23
e, 2a-2f 3,040 5, 11, 12, and 13 from “Questions and Problems™.
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Solutions to Problem Set
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