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November 8, 1994


Write all answers in your blue book. Show all of your work.


1. (a) (2pts) List the assumptions of the pure expectations theory of the term structure of interest rates. Suppose these assumptions hold for parts (b) and (c).

(b) (20pts) Use the yield curve for government Treasury debt below to forecast the nominal annual interest rate on a one-year Treasury bill that will be issued two years from now. Explain your work as thoroughly as possible.

(c) (8pts) Suppose that all individuals believe that the inflation rate will be three percent per year through the next two years. They believe that as a result of the 1996 presidential elections, the inflation rate will rise to four percent per year starting in November of 1996. Use the yield curve below to forecast the real annual interest rate on the one-year Treasury bill issued two years from now. Explain your work.



