Assignment 1

You have $1,000,000 from a customer CD that matures in 4 years.  You wish to invest this so that the money is available when the CD matures and you have a target of having 1,464,000 available to pay off the CD and allow the bank to make the required profit.  

You have two options for investing:
1. Buy 1000 10% coupon bonds, maturing in four years that have a yield to maturity of 10%, (Note you are investing exactly $1 million).
2. Buy 875 13.76% coupon bonds that have five years to maturity, a current yield-to-maturity of 10%, and sell the bond at the end of year four. (Note you are investing close to $1 million—multiply 875 times the price to see how much).
Assume you can reinvest at the YTM.  Show what happens when interest rates remain unchanged (i.e., how much money is available in year 4 for both bonds).  Next, show what happens to the total available in year 4 for a 200 basis point increase and, separately, a 200 basis point decrease in interest rates. 
This means you will have three numbers per bond (unchanged, +200 and -200 bp changes).

What do you conclude?  Did both bonds have the same effects when interest rates changed?  
