FBE 524 Take-Home Midterm Examination – October 9, 2003

Due October 14, 2003, 5:00pm

Write your name in a bluebook or on lined 8.5x11” paper stapled together and answer the following questions.  You may type your answers but limit their length to approximately two-thirds to one page of double-spaced type (with normal margins and font size).  Answer all four of the questions: they are equally weighted (25 points each) and cover the material discussed in class through October 9, 2003. While there is no way to enforce a time limit, the examination is intended to be a ninety-minute examination.  I will not reward longer answers and value good organization and clear writing much more than many pages of words.  Think about the question before answering and address each of the points raised using the analytical structure and concepts covered in class.  The exam is due before class (5:00 pm Tuesday, October 14, 2003).  Please append a cover sheet with your statement that you did not collaborate with anyone and provide the approximate amount of time you spent on the examination (in minutes).

1. What is your estimate of the real rate of interest for default-risk free short-term assets in the U.S. economy at the present time?  How does this rate compare to levels of that recent in the last few years?  How do you explain the change (if any)?  What is your expectation for future real rates?  Again, what is the basis for your expectations for any changes?  Be sure to provide your sources for any data used and refer to any theories or assumptions relied upon and link them to your answers.


2. Update two or three of the major trends described in “Changes in Financial Intermediation: The Role of Pension and Mutual Funds” by Gordon Sellon, Jr., (in the Xanedu course pack) using the Flow of Funds data through 2002.


3.     Use the following data in answering this question:





Yield is in percent per annum

             Oct. 8,

Oct. 3,

U. S. Government Securities
 1999

2003

       Secondary market


3-month

4.82

    .93

1-year


5.36

  1.17

5-year


5.97

  2.94

10-year


6.04
  
  4.05

20-year


6.61

  5.00

      Corporate bonds

        Moody’s seasoned

Aaa


7.49

  5.51

Baa


8.30

  6.60




Source: Federal Reserve Board, Release H15, various issues

How would you describe changes in the term structure of default risk-free interest rates over the last four years?  What could have produced these changes?  What were the forward rates for 5-year Treasury in 1999, and how does it compare to the five-year spot rate in 2003?  Discuss the accuracy of forecasts of the expected future spot rate from these forward rates and analyze these results in terms of possible sources of bias and/or the efficiency or inefficiency of the Treasury securities market.  Given the expectations hypothesis, what do the latest spot rates imply will happen to short-term rates in the future?  Be explicit.

4.  Several news articles cited in the Weekly Objectives for this course have concerned government sponsored enterprises (GSEs), like Fannie Mae.  What are the main issues in the controversy surrounding these institutions?  What are some possible outcomes of the policy debate concerning their future?

