FBE 524 - Final Examination –December 8, 2004 -- J. K. Dietrich

Write your name and student number on a blue book or on lined 8.5x11” paper stapled together.  Answer both Part I and Part II of the examination for 40 and 60 points each; the questions in each part are equally weighted (5 points each for the short answers and 20 points each for long answers).  You may type your answers but limit their length to one or two sentences (with formulas when appropriate) for short-answer questions and approximately one to two blue-book pages if handwritten or two-thirds to one page of double-spaced type (with normal margins and font size) if typewritten for long-answer questions.  The questions cover material discussed in class throughout the semester.  Think about each question before answering and address each of the points raised using the analytical structure and concepts covered in the text readings and class discussion.   Provide all formulas and calculations for numerical parts of questions in both parts.   For long-answer questions, recall that I do not reward longer answers and value good 

I) Short Answers (40 points total, 5 points each).  Provide an answer to each of the following eight questions or definitions with one or two sentences, with a formula or equation (if relevant).


1) Provide two interpretations of Macauley’s duration calculation for bonds.


2) How do the flow-of-funds statements relate to sector balance sheets?

3) Define the implicit forward rate in the term structure of interest rates.


4) What is the bankers’ discount rate and how does it compare to the ask yield?


5) What are the most important types of derivative contracts and what are they used for?


6) What are the monetary base and its relation to the consolidated balance sheet of the Federal Reserve banks.


7) What is the difference between futures and forward markets?


8) What is a short position with respect to interest-rate risk?



II) Long Answers (60 points total, 20 points each).  Answer each of the following questions with a maximum of one to two bluebook pages or one doubled-spaced typed page, addressing each of the points raised.


1) On Friday, December 3, 2004, the Wall Street Journal reported:

A Chinese state-owned company incurred one of the biggest derivatives losses in years by repeatedly doubling down on a chronically losing bet against rising oil prices of the past year, senior executives said in court documents.  China Aviation Oil (Singapore) Corp., an overseas arm of China’s main jet-fuel supplier, revealed this week that it has racked up about $550 million in trading-related losses. … The court documents… show that CAO Singapore began speculative trading in derivatives just a year ago, and in the first quarter had a loss of just $5.8 million on trades.  But instead of taking that loss, the firm….gambled it could trade its way out the hole and so made new bets that oil prices would fall, wrongly, as it turned out. (p.  A1)

a) As an importer of oil for Chinese airlines, what is CAO Singapore’s oil-price risk exposure? Explain carefully using the terminology long or short.

b) Describe alternative strategies CAO Singapore could have used to hedge its commodity price risk and describe outcomes in terms of profits and losses on operations and hedging activities in the face of increases and decreases in oil prices.

c) The Wall Street Journal reported that in one transaction the company bet that the spot price of oil would not go above $37 in the next month.  What type of derivative contract could that be?

d) Is it possible for CAO Singapore to lose money on derivative positions and to have been properly hedged?  Explain carefully.



2) Some representative interest rates from the first day of class for this course to last Friday (from Federal Reserve H15 releases) are as follows:
  





2004
                     



Aug. 25

Dec. 3
Federal funds (effective)


1.55

1.98

Treasury constant maturities
      Nominal

 
1-month


1.38

2.06

3-month


1.54

2.21

6-month


1.79

2.39

1-year


2.03

2.58

5-year


3.46

3.61

10-year


4.26

4.27

20-year


5.08

4.95
      Inflation indexed*
  
5-year


1.17

  .93

10-year


1.88

1.73

20-year


2.25

2.10

Corporate bonds

      Moody’s seasoned

Aaa


5.63

5.54

Baa


6.44

6.23    
*TIPS

a) Using the analysis and theories discussed in this class, explain the changes in major components of interest rates over the semester.

b) How would you describe the change in the term structure over the semester (be explicit)?  What explanation can you provide for this change?

c) Discuss changes in the risk premium and how you can interpret these changes in terms of the determinants of default risk.



3) The home mortgage market has expanded remarkably since World War II.  This growth accelerated with changes in the structure and size of government-sponsored enterprises (GSEs) in the late 1960’s and early 1970’s.  Describe these mortgage related government sponsored institutions and their role in the development of the home financing market.  Provide examples of innovations they have facilitated through their activities and example.  Assess the pros and cons of these organizations.  Try to integrate some of the recent controversies concerning their activities in your analysis. 

