
Chapter 6 – Interest Rates & the Yield Curve Study Guide
1) What to expect on Exam questions (Chapter 6)
You should be able to do three things quickly: 
• Explain the story (SOFR → Fed → short rates → 2Y/10Y → yield curve → spreads).
• Interpret the yield curve (normal / flat / inverted) and what it signals.
• Compute rates using the component model and expectations theory (implied future/forward rates).
Study rule: If you can (i) define the components, (ii) read a yield curve, and (iii) do 5–6 calculations cleanly, you are prepared.
2) Must-know concepts and vocabulary
A. Benchmarks and market language
• SOFR: secured overnight financing rate (repo-based), a key modern short-rate benchmark.
• 2-year Treasury (2Y): policy/expectations-heavy; often moves with expected Fed path.
• 10-year Treasury (10Y): longer-run expectations + term premium; anchor for long borrowing rates.
• 2s10s spread = 10Y − 2Y: negative = inverted curve.
B. Term structure / yield curve
• Yield curve: relationship between maturity and yield (Treasuries).
• Normal (upward sloping): long rates > short rates.
• Flat / humped: mixed expectations/term premium.
• Inverted (downward sloping): short rates > long rates; often linked to expected rate cuts and slower growth.
C. Yield component model (the “add-ons”)
Know these components and what changes them:
	Component
	Meaning (plain English)

	r*
	Real risk-free rate (real return for delaying consumption).

	IP
	Inflation premium (compensation for expected inflation).

	MRP
	Maturity risk premium / term premium (interest-rate risk grows with maturity).

	DRP
	Default risk premium (chance borrower does not repay).

	LP
	Liquidity premium (harder to sell quickly → higher required yield).



Key formula (required return):  r  =  r*  +  IP  +  MRP  +  DRP  +  LP
Shortcut: Corporate yield − Treasury yield (same maturity) ≈ DRP + LP (roughly).
3) Core theories you must explain
A. Fisher relationship (nominal vs real)
Approximation:  nominal rate ≈ real rate + expected inflation.
Exam move: given a Treasury rate and expected inflation, solve for r* (or vice versa).
B. Expectations theory (pure expectations)
Big idea: a longer yield can be interpreted (roughly) as an average of expected future short yields.
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C. Why the curve inverts
Interpretation: inversion often means markets price future rate cuts (and/or weaker growth).
But: term premium matters in reality—still, the expectations-theory logic is your exam foundation.
4) How to practice (fast and effective)
1) Memorize the five components (r*, IP, MRP, DRP, LP) + what makes each larger/smaller.
2) Practice 10–15 short calculations until you can do them without confusion.
3) Practice reading yield curve shape → economic story in 2–3 sentences.
4) Do the practice sets below. Then check the answer key at the end.

Practice Set A — True/False (Concept checks)
Circle True or False. (These are adapted from a prior FIN435 midterm for practice.)
1. During periods when inflation is increasing fast, interest rates tend to decrease. Meanwhile, interest rates will fall when inflation is declining.     True   /   False
2. If investors expect a zero rate of inflation, then the return on a very short-term U.S. Treasury bond (e.g., 3-month T-bill) should equal the real risk-free rate r*.     True   /   False
3. If investors predict inflation rate to increase sharply in the future, then we should see an upward sloping yield curve.     True   /   False
4. The yield curve shows the association between bonds’ maturities and their yields.     True   /   False
5. Because the maturity risk premium is normally positive, the yield curve is normally flat.     True   /   False
6. If the Treasury yield curve were downward sloping, the yield to maturity on a 10-year Treasury bond would be greater than that on a 1-year Treasury bill.     True   /   False
7. A downward sloping yield curve says that interest rates tend to fall in the future.     True   /   False
8. An upward-sloping yield curve is often called a “normal” yield curve.     True   /   False
9. The Fed tends to increase rates when the economy is very strong and decrease rates when the economy is weak.     True   /   False
10. Households tend to reduce consumption and increase saving. Then there is most likely an increase in interest rate.     True   /   False
11. A new technology increases investment opportunities. Then there is most likely an increase in interest rate.     True   /   False
12. An increase in expected inflation leads to a decrease in interest rate.     True   /   False
13. The economy falls into a recession. Then there is most likely an increase in interest rate.     True   /   False
14. The Federal Reserve decides to stimulate the economy. Then there is most likely an increase in interest rate.     True   /   False
15. Given 20-year rates: T-bond=7.72%, AAA=8.72%, A=9.64%, BBB=10.18%. The differences were caused primarily by maturity risk differences.     True   /   False
16. If the Treasury yield curve is downward sloping, the yield to maturity on a 10-year Treasury bond would equal that on a 1-year Treasury bill.     True   /   False
17. Given: real risk-free rate will be 3% in the future; inflation expected 2% for next 2 years, then 4%; positive MRP increasing with maturity. Under these conditions, the yield on a 7-year Treasury must exceed that of a 5-year corporate bond.     True   /   False
18. The yield on a 2-year corporate bond should always exceed the yield on a 2-year Treasury bond.     True   /   False
19. The yield curve can never be downward sloping.     True   /   False
20. The higher the maturity risk premium, the higher the probability that the yield curve will be inverted.     True   /   False

Practice Set B — Multiple Choice (Calculations)
Show your work on scratch paper. Circle one option.
1. One-year Treasury bill rate = 3%, expected inflation = 2% each year. Calculate the real risk-free rate r*.
   a. 1%
   b. 2%
   c. 3%
   d. 4%
   e. 5%
2. Real risk-free rate = 3% and expected inflation = 2% each year. Calculate the 1-year Treasury bill rate.
   a. 1%
   b. 2%
   c. 3%
   d. 4%
   e. 5%
3. Real risk-free rate = 3% and expected inflation = 2% each year. Calculate the return on a 4-year Treasury security (ignore other premiums).
   a. 3%
   b. 4%
   c. 5%
   d. 6%
   e. 7%
4. Real risk-free rate = 3% and expected inflation = 2% each year. MRP = 0.10% × t where t = years to maturity. Calculate the return on a 3-year Treasury security.
   a. 1.7%
   b. 2.3%
   c. 3.7%
   d. 5.3%
   e. 5.7%
5. 10-year T-bond yield = 4%, 10-year corporate yield = 6%. Corporate liquidity premium = 0.5% (Treasuries = 0). Calculate the corporate default risk premium (DRP).
   a. 1%
   b. 1.25%
   c. 1.5%
   d. 1.75%
   e. 2%
6. Firm 10-year bond yield = 10.00%, 10-year Treasury yield = 6%. r* = 3.0%, IP(10Y)=2.1%, LP(corp)=1% (Treas=0). MRP=(t−1)×0.1% with t=10. Calculate DRP.
   a. 3%
   b. 3.5%
   c. 4%
   d. 4.5%
   e. 5%
7. Firm 10-year bond yield = 10.00%, 10-year Treasury yield = 6%. r* = 3.0%, IP(10Y)=2.1%, DRP(corp)=1% (Treas=0). MRP=(t−1)×0.1% with t=10. Calculate LP(corp).
   a. 3%
   b. 3.5%
   c. 4%
   d. 4.5%
   e. 5%
8. Firm 10-year bond yield = 10.00%, 10-year Treasury yield = 6%. r* = 3.0%, LP(corp)=2% (Treas=0), DRP(corp)=2% (Treas=0). MRP=(t−1)×0.1% with t=10. Calculate IP on 10-year bonds.
   a. 4.20%
   b. 3.2%
   c. 2.4%
   d. 4.0%
   e. 2.1%
9. Firm 10-year bond yield = 10.00%, 10-year Treasury yield = 6%. r* = 3.0%, LP(corp)=2%, DRP(corp)=2%, IP=1.5%. Calculate MRP on 10-year bonds.
   a. 1%
   b. 1.2%
   c. 1.5%
   d. 2%
   e. 2.3%
10. 10-year Treasury yield = 5%. IP=2%. MRP(10Y)=0.5%. No liquidity premium. Calculate r*.
   a. 2.5%
   b. 2.8%
   c. 3.2%
   d. 3.5%
   e. 1.8%
11. 1-year T-bond yield = 5.0% and 2-year T-bond yield = 7.0%. Under pure expectations theory, calculate the 1-year rate one year from now.
   a. 7%
   b. 7.75%
   c. 8.6%
   d. 8.9%
   e. 9.00%
12. 3-year T-bond yield = 5.0%, 2-year = 6.0%, 1-year = 7.0%. Under pure expectations theory, calculate the 1-year rate two years from now.
   a. 2%
   b. 3%
   c. 4%
   d. 5%
   e. 6%
13. 3-year T-bond yield = 5.0%, 2-year = 6.0%, 1-year = 7.0%. Under pure expectations theory, calculate the 2-year rate one year from now.
   a. 2%
   b. 3%
   c. 4%
   d. 5%
   e. 6%
14. r* = 3%, expected inflation = 3% each year, MRP = 0.1%×t (t=years). AAA corp has LP=0.50% and DRP=1% (Treasuries = 0). Find the difference between 10-year AAA corporate yield and 5-year Treasury yield.
   a. 0.75%
   b. 0.85%
   c. 1.10%
   d. 1%
   e. 2%
15. r* = 3%, expected inflation = 3% each year, MRP = 0.1%×t. AAA corp has LP=0.30% and DRP=0.5% (Treasuries = 0). Find the difference between 5-year AAA corporate yield and 10-year Treasury yield.
   a. 0.20%
   b. 0.30%
   c. 0.40%
   d. 0.50%
   e. 0.60%


Practice Set C — New exam-style short problems
These are fresh practice items in the same style as Chapter 6 exam questions.
1. Yield curve interpretation: Suppose 2Y = 5.20% and 10Y = 4.60%. (i) Compute 10Y−2Y. (ii) Name the curve shape. (iii) Give a 2-sentence interpretation.
   Work/answer space: ________________________________________________________________
   ________________________________________________________________________________

2. Expectations theory (2 vs 1): 1-year = 4.00%, 2-year = 5.00%. Compute the implied 1-year rate one year from now (use compounding).
   Work/answer space: ________________________________________________________________
   ________________________________________________________________________________

3. Expectations theory (3 vs 1): 1-year = 6.00%, 3-year = 5.00%. Compute the implied 2-year rate starting one year from now.
   Work/answer space: ________________________________________________________________
   ________________________________________________________________________________

4. Component model: A 10-year corporate yield is 6.80% and a 10-year Treasury yield is 5.10%. If LP(corp)=0.40% and LP(Treas)=0, estimate DRP (assume other components cancel).
   Work/answer space: ________________________________________________________________
   ________________________________________________________________________________

5. Fisher relationship: A 1-year Treasury yield is 4.50%. Expected inflation over the year is 2.20%. Approximate r*.
   Work/answer space: ________________________________________________________________
   ________________________________________________________________________________

6. What shifts rates? For each shock, say whether equilibrium rates likely rise or fall (and why): (a) households save more, (b) investment opportunities improve, (c) expected inflation rises.
   Work/answer space: ________________________________________________________________
   ________________________________________________________________________________

7. Same maturity comparison: Why can a BBB corporate bond have a higher yield than an AAA corporate bond of the same maturity? Use components.
   Work/answer space: ________________________________________________________________
   ________________________________________________________________________________

8. SOFR transmission: In 3–4 sentences, explain how the Fed’s policy stance can affect SOFR and how that can affect consumer borrowing rates.
   Work/answer space: ________________________________________________________________
   ________________________________________________________________________________





























Answer Key
A) Practice Set A (True/False)
Answers (1–20):  F T T T F   |   F T T T F   |   T F F F F   |   F F T F F
B) Practice Set B (Multiple Choice)
1. a (1%)
2. e (5%)
3. c (5%)
4. d (5.3%)
5. c (1.5%)
6. a (3%)
7. a (3%)
8. e (2.10%)
9. c (1.5%)
10. a (2.5%)
11. ≈ 9.04% (closest: e, 9.00%)
12. b (3%)
13. c (4%)
14. e (2%)
15. b (0.30%)
C) Practice Set C (New problems) — short solutions
1) 10Y−2Y = 4.60−5.20 = −0.60% (inverted). Interpretation: market pricing future easing / slower growth; long rates below short rates.
2) (1.05)^2 / (1.04) − 1 ≈ 6.01%.
3) Solve (1.05)^3 = (1.06)×(1+f)^2 ⇒ f ≈ 4.50% (about).
4) DRP ≈ (6.80−5.10) − 0.40 = 1.30%.
5) r* ≈ 4.50 − 2.20 = 2.30%.
6) (a) saving↑ → supply of funds↑ → rates↓; (b) investment opportunities↑ → demand for funds↑ → rates↑; (c) expected inflation↑ → nominal rates↑ (via IP).
7) BBB has higher DRP (and often LP) than AAA → higher yield.
8) Fed policy affects money markets and short funding conditions → SOFR moves; banks’ funding costs move → many variable consumer rates (prime-based, etc.) adjust with a spread.
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