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Financial
Markets and
Interest Rates

“It is better to give than to lend, and it
costs about the same.”
—Philip Gibbs

Why Interest Rates Are Important
to Financial Markets

In April 2006, in a surprise move, China raised its benchmark one-year
lending rate from 5.58% to 5.85%."

This seemingly small adjustment had immediate effects on financial
markets. Hong Kong's stock market fell 213 points the next day, and Japan’s
Nikkei 225 fell 208 points.

In the U.S., the Federal Reserve chairman suggested that the Fed might
hold off on the series of rate increases it had been implementing.? This
caused a 28-point rise in the Dow Jones Industrial average in the U.S. stock
market.

In response to the rate increase in China and the Fed Chairman’s
comments in the U.S., Hong Kong’s Monetary Authority then warned investors
of “potential market volatility.”

Why is it that financial markets are so sensitive to interest rate changes?
Because interest rates represent the cost of borrowed money and when the
cost of borrowed money goes up it is harder for businesses to raise funds
for expansion. This lowers everyone’s expectations for businesses’ future
growth and this, in turn, causes the value of those businesses (as measured
by the prices of their stocks) to fall. No wonder financial markets get jittery
when officials start talking about raising interest rates!

“www.Forbes.com, Apr 28, 2006
Anww.businessweek.com, Apr 27, 2006
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Chapter Overview

One of the central duties of a financial manager is to acquire capital—that is,
to raise funds. Few companies are able to fund all their activities solely with
funds from internal sources. Most find it necessary at timesto seek funding from
outside sources. For this reason, all business people need to know about financial
markets.

As we see in this chapter, there are a number of financial markets, and
each offers a different kind of financial product. In this chapter we discuss the
relationship between firms and the financial markets and briefly explain how the
financial systemworks, including theroleof financial inter mediaries—investment
bankers, brokers, and dealers. Next, we explore the markets themselves and
describe financia products ranging from government bonds to corporate stocks.
Finally, we examine interest rates.

The Financial System

In the U.S. economy, several types of individuals or entities generate and spend
money. We call these economic units. The main types of economic unitsinclude
governments, busi nesses, and househol ds (househol ds may be one person or more
than one person). Some economic units generate more income than they spend and
have funds left over. These are called sur plus economic units. Other economic
units generate less income than they spend and need to acquire additional funds
in order to sustain their operations. These are called deficit economic units.
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Learning Objectives

After reading this chapter,
you should be able fo:

1. Describe how the U.S.
financial system works.

2. Define financial securities.

3. Explain the function of
financial intermediaries.

4. Describe the securities
traded in the money and
capital markets.

5. Identify the determinants of
the nominal interest rate.

6. Construct and analyze a
yield curve.


http://morguefile.com/archive/?display=31962&
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Take Note

The words surplus and
deficit do not imply
something necessarily
good or bad. They
simply mean that some
economic units need
funds, and others have
funds available. If Disney
needs $2 billion to build
a theme park in a year
when its income is “only”
$1.5 billion, Disney is

a deficit economic unit
that year. Likewise, if a
family earns $40,000

in a year but spends
only $36,000, itis a
surplus economic unit for
that year.
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The purpose of the financial system isto bring the two groups—surplus economic
units and deficit economic units—together for their mutual benefit.

Thefinancial system also makesit possible for participantsto adjust their holdings
of financial assets as their needs change. Thisis the liquidity function of the financial
system—that is, the system allows funds to flow with ease.

To enable funds to move through the financial system, funds are exchanged for
financial products called securities. A clear understanding of securities is essentia to
understanding thefinancial system, so beforewe go further, let’sexaminewhat securities
are and how they are used.

Securities

Securities are documents that represent the right to receive funds in the future. The
person or organization that holds a security is called abearer. A security certifies that
the bearer has a claim to future funds. For example, if you lend $100 to someone and
the person gives you an 10U, you have a security. The IOU is your “claim check” for
the $100 you are owed. The IOU may also state when you are to be paid, which is
referred to as the maturity date of the security. When the date of payment occurs, we
say the security matures.

Securities have value because the bearer hastheright to be paid the amount specified,
so abearer who wanted some money right away could sell the security to someone else
for cash. Of course, the new bearer could sell the security to someone elsetoo, and so on
down the line. When a security is sold to someone else, the security is being traded.

Business firms, aswell aslocal, state, and national governments, sell securities to
the public to raise money. After theinitial sale, investorsmay sell the securitiesto other
investors. As you might suspect, this can get to be a complicated business. Financial
intermediariesfacilitate this process. Markets are available for the subsequent traders
to execute their transactions.

Financial Intermediaries

Financial intermediaries act as the grease that enables the machinery of the financial
system to work smoothly. They specialize in certain services that would be difficult for
individual participants to perform, such as matching buyers and sellers of securities.
Three types of financia intermediaries are investment bankers, brokers, and dealers.

Investment Bankers Institutions called investment banking firms exist to help
businesses and state and local governments sell their securities to the public.

Investment bankers arrange securities sales on either an underwriting basis or a
best effortsbasis. Theterm underwriting refersto the process by which an investment
banker (usually in cooperation with other investment banking firms) purchases al the
new securities from the issuing company and then resells them to the public.

Investment bankers who underwrite securitiesface somerisk because occasionally
an issue is overpriced and can’t be sold to the public for the price anticipated by the
investment banker. The investment banker has already paid the issuing company or
municipality itsmoney up front, and so it must absorb the difference between what it paid
theissuer and what the security actually sold for. To aleviatethisrisk, investment bankers
sometimes sell securitieson abest effortsbasis. Thismeanstheinvestment banker will
try its best to sell the securities for the desired price, but there are no guarantees. If the
securities must be sold for alower price, the issuer collects less money.
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Brokers Brokers—often account representatives for an investment banking firm—
handle orders to buy or sell securities. Brokers are agents who work on behalf of an
investor. When investors call with orders, brokerswork on their behalf to find someone
totakethe other side of the proposed trades. If investorswant to buy, brokersfind sellers.
If investorswant to sell, brokersfind buyers. Brokers are compensated for their services
when the person whom they represent—the investor—pays them a commission on the
sale or purchase of securities. Brokers are obligated to find “ suitable investments” for
their clients. They do not generally have the higher duty that comes when oneisacting
asafiduciary. A fiduciary is obligated to put the interests of the principal ahead of all
others, including the interests of the fiduciary herself.

Dealers Dealersmaketheir living buying securities and reselling them to others. They
operatejust like car dealerswho buy carsfrom manufacturersfor resaleto others. Dealers
make money by buying securities for one price, called the bid price, and selling them
for ahigher price, called the ask (or offer) price. The difference, or spread, between the
bid price and the ask price represents the dealer’s fee.

Financial Markets
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As we have pointed out, the financial system allows surplus economic units to trade
with deficit economic units. The trades are carried out in the financial markets.

Financial marketsare categorized according to the characteristics of the participants
and the securitiesinvolved. In the primary market, for instance, deficit economic units
sell new securities directly to surplus economic units and to financial institutions. In
the secondary market, investors trade previously issued securities among themselves.
Primary and secondary markets can be further categorized as to the maturity of the
securities traded. Short-term securities—securities with a maturity of one year or
less—are traded in the money market; and long-term securities—securities with a
maturity of more than one year®*—are traded in the capital market. A number of other
financial markets exist, but we are mainly concerned with these four. In the following
sections, we examine each of these marketsin turn.

The Primary Market

When a security is created and sold for the first time in the financial marketplace,
this transaction takes place in the primary market. Morgan Stanley helped Dolby
Laboratories sell stock to the publicin 2005.* Thiswasaprimary market transaction. In
thismarket the issuing business or entity sellsits securitiesto investors (theinvestment
banker simply assists with the transaction).

The Secondary Market

Once a security has been issued, it may be traded from one investor to another. The
secondary market is where previously issued securities—or “used” securities—are
traded among investors. Supposeyou called your stockbroker to request that she buy 100
shares of stock for you. The shares would usually be purchased from another investor

The distinction between “short term” and “long term” is arbitrarily set at one year or less for the former and more than one year
for the latter.

“Yes, Dolby Laboratories is the company that makes the Dolby sound systems you listen to so often.

Take Note

Do not confuse financial
markets with financial
institutions. A financial
market is a forum

in which financial
securities are traded (it
may or may not have

a physical location). A
financial institution is
an organization that
takes in funds from some
economic units and
makes them available
to others.
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Interactive Module

Go to Downloadable
Companion Material,
chapter 2. There is
additional information
there on the New York
Stock Exchange. Note how
specialists do their jobs and
how trades are executed
on the NYSE. SuperDot is
also explained.
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Interactive Module

Go to Downloadable
Companion Material,
chapter 2. There is
additional information there
on Nasdag. Note how
market makers do their jobs
and how trades are executed
in the Nasdaq market.
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in the secondary market. Secondary market transactions occur thousands of timesdaily
as investors trade securities among themselves. These transactions may occur on an
exchange or on the over-the-counter market.

The Money Market

Short-term securities (a maturity of one year or less) are traded in the money market.
Networks of dealers operate in this market. They use phones and computers to make
trades rapidly among themselves and with the issuing entities. The specific securities
traded in the money market include Treasury bills, negotiable certificates of deposit,
commercial paper, and other short-term debt instruments.

The Capital Market

L ong-term securities (maturitiesover oneyear) tradein the capital market. Federal, state,
and local governments, aswell aslarge corporations, raiselong-term fundsin the capital
market. Firms usually invest proceeds from capital market securities salesin long-term
assets such as buildings, production equipment, and so on. Initia offerings of securities
inthe capital market are usually large deal s put together by investment bankers, although
after the original issue, the securities may be traded quickly and easily among investors.
The two most widely recognized securitiesin the capital market are bonds and stocks.

Security Exchanges

Security exchanges, such asthe New York Stock Exchange (NY SE), are organizations
that facilitate trading of stocksand bondsamong investors. Corporationsarrangefor their
stocks or bonds to be listed on an exchange so that investors may trade the company’s
stocks and bonds at an organized trading location. Corporations list their securities on
exchanges because they believe that having their securities traded at such a location
will makethem easier to trade and, therefore, boost the price. Exchanges accept listings
because they earn afee for their services.

Each exchange-listed stock istraded at aspecified location on thetrading floor called
the post. The trading is supervised by specialists who act either as brokers (bringing
together buyers and sellers) or as dealers (buying or selling the stock themselves).

Prominent international securitiesexchangesincludetheNY SE, theAmerican Stock
Exchange (AMEX), and major exchanges in Tokyo, London, Amsterdam, Frankfurt,
Paris, Hong Kong, and Mexico.

The Over-the-Counter (OTC) Market

In contrast to the organized exchanges, which have physical locations, the
over-the-counter market has no fixed location—or, more correctly, it is everywhere.
The over-the-counter market, or OTC, is a network of dealers around the world who
maintain inventories of securities for sale and cash for purchasing. Say you wanted to
buy a security that is traded OTC. You would call your broker, who would then shop
among competing dealers who have the security in their inventory. After locating the
dealer with the best price, your broker would buy the security on your behalf.
Thelargest and best-known OTC market for common stock is called Nasdag. Nasdaq
dealersenter their bid and ask pricesin aworldwide computer network. Many securities
issued by very small companies are simply bought and sold over the telephone.
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Market Efficiency

Theterm mar ket efficiency refersto the ease, speed, and cost of trading securities. In
an efficient market, securities can be traded easily, quickly, and at low cost. Markets
lacking these qualities are considered inefficient.

The major stock markets are generally efficient because investors can trade
thousands of dollars worth of shares in minutes simply by making a phone call or
hitting afew computer keys and paying arelatively small commission. In contrast, the
real estate market is relatively inefficient because it might take you months to sell a
house and you would probably have to pay area estate agent a large commission to
handle the deal.

Themore efficient the market, the easier it isfor excessfundsin the hands of surplus
economic unitsto maketheir way into the hands of deficit economic units. In aninefficient
market, surplus economic units may end up with excess fundsthat are idle while deficit
economic units may not get the funds they need. When this happens, economic activity
and job creation will be lower than it could be, and deficit economic units may not be
able to achieve their goals because they could not obtain needed funds.

Financial markets help firms and individual investors buy and sell securities
efficiently. Sofar, we have discussed the various markets in which securities are traded.
Now let’s turn to the securities themselves.

Securitiesin the Financial Marketplace

Securities are traded in both the money and capital markets. Money market securities
include Treasury hills, negotiabl e certificates of deposit, commercial paper, Eurodollars,
and banker’s acceptances. Capital market securitiesinclude bonds and stock. We describe
each of these securities briefly in the following discussion.

Securities in the Money Market

Governments, corporations, and financial institutions that want to raise money for a
short time issue money market securities. Buyers of money market securities include
governments, corporations, and financial institutions that want to park surplus cash
for a short time and other investors who want the ability to alter or cash in their
investments quickly.

Money market securities are very liquid; that is, they mature quickly and can be
sold for cash quickly and easily. Money market securities also have alow degree of risk
because purchasers will only buy them from large, reputable issuers (investors don’t
want to spend along time checking the issuers’ credit for an investment that may only
last afew days). These two characteristics, liquidity and low risk, make money market
securities the ideal parking place for temporary excess cash.

Let’s take a closer look at the main money market securities.

Treasury Bills Every week the United States Treasury issues hillions of dollars of
Treasury bills(T-bills). These money market securitiesareissued to finance thefederal
budget deficit (if any) and to refinance the billions of dollars of previously issued
government securities that come due each week. After the T-bills are initialy sold by
the U.S. government, they aretraded actively in the secondary market. At maturity, the
government pays the face value of the T-bill.
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Treasury billsare considered the benchmark of safety becausethey have essentialy
norisk. Thisisbecause obligations of the U.S. government are payablein U.S. dollars—
and, theoretically, the U.S. government could print up al the dollars it needs to pay
off its obligations. Treasury bills are issued in one-month, three-month, and six-month
maturities. The U.S. Treasury stopped issuing one-year billsin 2001.

Negotiable Certificates of Deposit You may already be familiar with the certificates
of deposit (CDs) that you can purchase from your local bank. They are ssimply pieces
of paper that certify that you have deposited a certain amount of money in the bank,
to be paid back on a certain date with interest. Small-denomination consumer CDs are
very safe investments and they tend to have low interest rates.

Large-denomination CDs (of $100,000 to $1 million or more), with maturities of
two weeks to a year, are negotiable CDs because they can be traded in the secondary
market after they are initially issued by afinancial institution. Large corporations and
other institutions buy negotiable CDs when they have cash they wish to invest for a
short period of time; they sell negotiable CDs when they want to raise cash quickly.

Commercial Paper Commercial paper is atype of short-term promissory note—
similar to an |OU—issued by large corporationswith strong credit ratings. Commercial
paper isunsecured. Thismeanstheissuing corporation does not pledge any specific assets
as collateral that the lender (the one who buys the commercial paper note) can take on
apriority basisif theissuing corporation defaults on the note. That iswhy commercial
paper is only issued by financially strong, reliable firms.

Commercial paper is considered to be a safe place to put money for a short period
of time. The notes themselves are issued and traded through a network of commercial
paper dealers. Most of the buyers are large institutions.

Banker’sAcceptances A banker’sacceptanceisashort-term debt instrument that is
guaranteed for payment by acommercial bank (the bank “accepts’ the responsibility to
pay). Banker’s acceptances, thus, allow businesses to avoid problems associated with
collecting payment from reluctant debtors. They are often used when firms are doing
business internationally because they eliminate the worry that the lender will have to
travel to aforeign country to collect on a debt.

Securities in the Capital Market

When governments, corporations, and financial institutions want to raise money for a
long period of time, they issue capital market securities. In contrast to money market
securities, capital market securitiesare often not asliquid or safe. They are not generally
suitable for short-term investments.

The two most prominent capital market securities are bonds and stocks. We’ll
examine these two securities in some depth now.

Bonds Bonds are essentially |OUs that promise to pay their owners a certain amount
of money on some specified date in the future—and in most cases, interest payments
at regular intervals until maturity. When companies want to borrow money (usually
a fairly large amount for a long period of time), they arrange for their investment
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bankersto print up the IOUs and sell them to the public at whatever price they can get.
In essence, afirm that issues abond is borrowing the amount that the bond sellsfor on
the open market.

Bond Terminology and Types Although many types of bonds exist, most bonds have
three special features. face value, maturity date, and coupon interest.

e Face value: The amount that the bond promises to pay its owner at some date in
the future is called the bond’s face value, or par value, or principal. Bond face
values range in multiples of $1,000 all the way up to more than $1 million. Unless
otherwise noted, assume that all bonds we discuss from this point forward have a
face value of $1,000.

e Maturity date: The date on which the issuer is abligated to pay the bondholder the
bond’s face value.

e Couponinterest: Theinterest payments made to the bond owner during thelife of the
bond. Some bonds pay coupon interest once ayear; many pay it twice ayear. Some
bonds don’t pay any interest at all. These bonds are called zer o-coupon bonds.

The percentage of face value that the coupon interest payment representsis called
the coupon interest rate. For example, assuming the face value of the bond was $1,000,
abond owner who received $80 interest payments each year would own abond paying
an 8 percent coupon interest rate:

$80/ $1,000 = .08, or 8%

The major types of bonds include Treasury bonds and notes, issued by the federal
government; municipal bonds, issued by state and local governments; and corporate
bonds, issued by corporations. The significant differences among these types of bonds
are described in the following sections.

Treasury Notesand Bonds When the federal government wants to borrow money for
periods of more than a year, it issues Treasury notes or Treasury bonds. T-notes have
initial maturitiesfrom 2, 3, or 10 years. Treasury bonds have maturities greater than 10
years. The U.S. Treasury stopped issuing T-bonds in November 2001 (although some
bonds issued prior to that time are still available in the secondary market). In February
2006 the Treasury resumed issuing T-bonds when it auctioned some with a maturity
of 30 years. Both T-notes and T-bonds pay interest semiannually, in addition to the
principal, which is paid at maturity. T-notes are auctioned by the Treasury every three
months to pay off old maturing securities and to raise additional funds to finance the
federal government’s new deficit spending.

The name originated decades ago when holders of bearer bonds would actually
tear off coupons from their bond certificates and mail them to the bond issuer to get
thelr interest payments, hence, the name coupon interest. Today, bonds are sold on a
“registered” basis, which means the bonds come with the owner’s name printed on
them. Interest payments are sent directly to the owner.

Although Treasury securities, such as T-notes and T-bonds, are extremely low
risk, they are not risk free. Without the congressional authority to print money, the
U.S. Treasury cannot legally pay its obligations, including the interest and principal
on Treasury securities. In March 2006 President Bush’s Treasury Secretary wrote to
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Congress, imploring them to immediately raise the $8.2 trillion debt limit to avoid the
first-ever U.S. default on its obligations.® After some debate, Congress accommodated
the administration, putting the new limit at $9 trillion. Had they not done so the situation
could conceivably have resulted in a default.

In September 1998, the Treasury began selling securities directly from its Web site
at www.publicdebt.treas.gov.

Municipal Bonds The bonds issued by state and local governments are known as
municipal bondsor “munis.” Many investorslike municipal bonds becausetheir coupon
interest payments are free of federal income tax.

Municipal bonds comein two types. general obligation bonds (GOs) and revenue
bonds. They differ in where the money comes from to pay them off. General obligation
bonds are supposed to be paid off with money raised by the issuer from a variety of
different tax revenue sources. Revenue bonds are supposed to be paid off with money
generated by the project the bonds were issued to finance—such as using toll bridge
fees to pay off the bonds to finance the toll bridge.

Corporate Bonds Corporate bonds are similar to T-bonds and T-notes except they are
issued by corporations. Like T-bonds and T-notes, they pay their owner interest during
thelifeof the bond and repay principal at maturity. Unlike T-bonds and T-notes, however,
corporate bonds sometimes carry substantial risk of default. As alast resort, the U.S.
government can print money to pay off its Treasury bill, note, and bond obligations; but
when private corporations run into trouble, they have no such latitude. Corporations’
creditors may get paid late or not at all.

Relatively safe bondsare called investment-grade bonds. Many financial institutions
and money management firms are required to invest only in those corporate bonds that
are investment grade. Relatively risky bonds are called junk bonds.® Junk bonds are
generally issued by troubled companies, but they may be issued by financially strong
companies that later run into trouble.

This completes our introduction to bonds. Now let’s turn our attention to the other
major security in the capital market, corporate stock.

Corporate Stock Rather than borrowing money by issuing bonds, a corporation may
choose to raise money by selling shares of ownership interest in the company. Those
shares of ownership are stock. Investors who buy stock are called stockholders.

As asource of funds, stock has an advantage over bonds: The money raised from
the sale of stock doesn’t ever have to be paid back, and the company doesn’t have to
make interest payments to the stockholders.

A corporation may issuetwo types of corporate stock: common stock and preferred
stock. Let’slook at their characteristics.

Common Stock Common stock is so called because there is nothing special about
it. The holders of a company’s common stock are simply the owners of the company.
Their ownership entitles them to the firm’s earnings that remain after all other groups
having a claim on the firm (such as bondhol ders) have been paid.

5Source: www.CBShews.com, March 6, 2006.

5The term junk bond is a slang term that is now widely accepted. Firms trying to sell junk bonds often dislike the term, of
course. They would prefer such bonds be referred to as high yield securities.
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Each common stockholder owns a portion of the company represented by the
fraction of the whole that the stockholder’s sharesrepresent. Thus, if acompany issued
1 million shares of common stock, a person who holds one share owns one-millionth
of the company.

Common stockholders receive areturn on their investment in the form of common
stock dividends, distributed from the firm’s profits, and capital gains, realized when
they sell the shares.”

Preferred Stock Preferred stock is so called because if dividends are declared by the
board of directors of a business, they are paid to preferred stockholders first. If any
fundsareleft over, they may be paid to the common stockholders. Preferred stockholders
are not owners and normally don’t get to vote on how the firm is run as do common
stockholders Also, holders of preferred stock have a lower expected return than do
holders of common stock because preferred stock is alessrisky investment. The party
that is paid last, the common stockholder, is taking a greater risk since funds may run
out before getting to the end of the line.

Of course, thereisno guarantee that acommon stockholder’s stock will increasein
price. If the price goes down, the stockholder will experience a capital loss.

| nterest

No one lends money for free. When people lend money to other people, a number of
things could happen that might prevent them from getting all their money back. Whenever
people agree to take risk, compensation is required before they will voluntarily enter
into an agreement. In financial activities, we refer to this compensation as interest.
Interest represents the return, or compensation, a lender demands before agreeing to
lend money. When we refer to interest, we normally express it in percentage terms,
caledtheinterest rate. Thus, if you lend aperson $100 for one year, and the return you
require for doing so is $10, we would say that the interest rate you are charging for the
loan is $10/$100 = .10, or 10 percent.

Determinants of Interest Rates

Theprevailing rate of interest in any situationiscalled thenominal interest rate. Inthe
preceding example, the nominal interest rate for the one-year $100 loan is 10 percent.

The nominal interest rateis actually the total of anumber of separate components,
as shown in Figure 2-1 on the next page. We will explore each of these componentsin
the following sections.

TheReal Rateof Interest Lenders of money must postpone spending during the time
the money isloaned. Lenders, then, lose the opportunity to invest their money for that
period of time. To compensatefor the burden of |osing investment opportunitieswhilethey
postponetheir spending, lenders demand, and borrowers pay, abasic rate of return—the
real rate of interest. Therea rate of interest does not include adjustmentsfor any other
factors, such astherisk of not getting paid back. We’ll describe thisin a moment.

Of course, there is no guarantee that a common stockholder’s stock will increase in price. If the price goes down, the
stockholder will experience a capital loss.
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Figure 2-1 Components
of the Nominal Interest Rate

The nominal inferest rate is
composed of the real interest
rate plus a number of premiums.
The nominal riskfree interest rate
is the real rate plus an inflation
premium. When risk premiums
are added, the result is the total
nominal inferest rate.
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Maturity Risk Premium

lliquidity Risk Premium

Maturity Risk Premium Default Risk Premium

Inflation Premium lliquidity Risk Premium Inflation Premium
Real Rate of Interest Default Risk Premium Real Rate of Interest
Nominal Risk-Free + Risk Premiums = Nominal Interest Rate

Interest Rate

L et’s continue with the example on page 29, in which you lent a person $100.
Thetotal interest rate that you charged was 10 percent (the nominal interest rate).
The portion of the total nominal rate that represents the return you demand for
forgoing the opportunity to spend your money now isthereal rate of interest. In
our example, assume the real rate of interest is 2 percent.

Additionsto thereal rate of interest are called premiums. The major premiums are
the inflation premium, the default risk premium, the liquidity risk premium, and the
maturity risk premium.

Thelnflation Premium Inflation erodesthe purchasing power of money. If inflationis
present, the dollarsthat lenders get when their loans are repaid may not buy as much as
thedollarsthat they lent to start with. Therefore, lenderswho anticipateinflation during
the term of aloan will demand additional interest to compensate for it. This additional
required interest isthe inflation premium.

If, when you lent $100, you thought that the rate of inflation was going to be 4
percent ayear during the life of the loan, you would add 4 percent to the 2 percent
real rate of interest you charged for postponing your spending. The total interest
rate charge—so far—would be 6 percent.

TheNominal Risk-FreeRate Theinterest ratethat we have built so far, containing the
real rate of interest and apremium to cover expected inflation, isoften called thenominal
risk-freerateof interest, asshown earlierin Figure 2-1. It iscalled this becauseit does
not include any premiums for the uncertainties associated with borrowing or lending.
Theyield on short-term U.S. Treasury billsisoften used asaproxy for therisk-freerate
because the degree of uncertainty associated with these securitiesis very small.
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Risk Premiums The remaining determinants of the nominal interest rate represent
extra chargesto compensate lendersfor taking risk. Risksin lending come in anumber
of forms. The most common are default risk, illiquidity risk, and maturity risk.

The Default Risk Premium A default occurs when a borrower fails to pay the
interest and principal on aloan on time. If aborrower has a questionable reputation or
is having financial difficulties, the lender faces the risk that the borrower will default.
The default risk premium is the extra compensation lenders demand for assuming
the risk of default.

In our $100 loan example, if you weren’t completely sure that the person
to whom you had lent $100 would pay it back, you would demand extra
compensation—et’s say, two percentage points—to compensate for that risk. The
total interest rate demanded so far would be 2 percent real rate of interest + 4
percent inflation premium + 2 percent default risk premium = 8 percent.

The llliquidity Risk Premium Sometimes lenders sell loans to others after making
them. (Thishappens often in the mortgage business, in which investorstrade mortgages
among themselves.) Someloansare easily sold to other partiesand othersare not. Those
that are easily sold are liquid, and those that aren’t sold easily are considered illiquid.
[lliquid loans have ahigher interest rate to compensate the lender for theinconvenience
of being stuck with the loan until it matures. The extra interest that lenders demand to
compensate for the lack of liquidity istheilliquidity risk premium.

You will probably not be able to sell your $100 loan to anyone else and
will have to hold it until maturity. Therefore, you require another 1 percent to
compensate for the lack of liquidity. The total interest rate demanded so far is 2
percent real rate of interest + 4 percent inflation premium + 2 percent default risk
premium + 1 percent illiquidity risk premium = 9 percent.

TheMaturity Risk Premium If interest ratesrise, lenders may find themselves stuck
with long-term loans paying the origina rate prevailing at the time the loans were
made, whereas other lenders are able to make new loans at higher rates. On the other
hand, if interest rates go down, the same lenders will be pleased to find themselves
receiving higher interest rates on their existing long-term loans than the rate at which
other lenders must make new loans. Lenders respond to thisrisk that interest rates may
change in the future in two ways:

e |f lenders think interest rates might rise in the future, they may increase the rate
they charge on their long-term loans now and decrease the rate they charge on their
short-term loans now to encourage borrowers to borrow short term.

e Conversely, if lendersthink interest rates might fall in the future, they may decrease
the rate they charge on their long-term loans now and increase the rate they charge
on their short-term loans now to encourage borrowers to borrow long term (locking
in the current rate).

This up or down adjustment that lenders make to their current interest rates to
compensate for the uncertainty about future changesin ratesiscalled thematurity risk
premium. The maturity risk premium can be either positive or negative.
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Take Note

You can find the yield on
U.S. Treasury bills very
easily just by looking in
The Wall Street Journal
on page C-1. Yields on
T-bills and a number

of other securities are
published there every
business day. You can
also find these yields

at the Federal Reserve's
website at http://.
www.federalreserve.
gov/releases/. Click
“Interest Rates” when
you get there.



http://www.federalreserve
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In our example, if you thought interest rates would probably rise before you
were repaid the $100 you lent, you might demand an extra percentage point to
compensate for the risk that you would be unable to take advantage of the new
higher rates. The total rate demanded is now 10 percent (2 percent real rate of
interest + 4 percent inflation premium + 2 percent default risk premium + 1 percent
illiquidity risk premium + 1 percent maturity risk premium = 10 percent, the
nominal interest rate).

The total of thereal rate of interest, the inflation premium, and the risk premiums
(the default, illiquidity, and maturity risk premiums) is the nominal interest rate, the
compensation lenders demand from those who want to borrow money.

Next, we will consider the yield curve—a graph of a security’s interest rates
depending on the time to maturity.

The Yield Curve

A yield curve is agraphical depiction of interest rates for securities that differ only in
the time remaining until their maturity. Yield curves are drawn by plotting the interest
rates of one kind of security with various maturity dates. The curve depicts the interest
rates of these securities at a given point in time.

Yield curves of U.S. Treasury securities are most common because with Treasury
securities it is easiest to hold constant the factors other than maturity. All Treasury
securities have essentially the same default risk (almost none) and about the same
degree of liquidity (excellent). Any differences in interest rates observed in the yield
curve, then, can be attributed to the maturity differences among the securities because
other factors have essentially been held constant. Figure 2-2 showsaTreasury securities
yield curve for April 13, 2006.

Making Useof theYield Curve Theshapeof theyield curvegivesborrowersand lenders
useful information for financial decisions. Borrowers, for example, tend tolook for thelow
point of the curve, which indicatesthe least expensiveloan maturity. Lenderstend to look
for the highest point on the curve, which indicates the most expensive loan maturity.

Finding the most advantageous maturity isnot quite assimple asit sounds because
it depends on more factors than cost. For instance, the least expensive maturity is not
alwaysthe most advantageousfor borrowers. If afirm borrows short term, for example,
it may obtain the lowest interest rate, but the loan will mature in a short time and may
haveto berenewed at ahigher rateif interest rates have risen in theinterim. Borrowing
for alonger term may cost aborrower more at the outset but lessin thelong run because
the interest rate islocked in.

Lenders face the opposite situation. Granting long-term loans at relatively high
interest rates may look attractive now; but if short-term ratesrise, the lenders may miss
profitable opportunities because their funds have already been invested. Both borrowers
and lenders must balance their desire for return with their tolerance for risk.

To see acool animated presentation of current and previousyield curves go to the
website http://mwww.smartmoney.com/onebond/indexcfm?story=yieldcurve to see The
Living Yield curve. There you will see how the yield curve changed when economic
conditions changed.



http://www.smartmoney.com/onebond/indexcfm?story=yieldcurve
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What’s Next

In this chapter we investigated financial markets, securities, and interest rates. In
the next chapter, we will look at another part of the financial environment, financial
institutions.

Summary

1. Describe how the U.S. financial system works.

The financia system is made up of surplus economic units, entities and individuals
that have excess funds, and deficit economic units, entities and individual s that need to
acquire additional funds. The financial system provides the network that brings these
two groups together so that funds flow from the surplus economic units to the deficit
economic units.

2. Definefinancial securities.

Securities are documents that represent a person’s right to receive funds in the future.
Firmsissue securitiesin exchangefor fundsthey need now, and investorstrade securities
among themselves.
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Figure 2-2
The Yield Curve as of
April 13, 2006.

This yield curve shows interest
rates on April 13, 20006 for
U.S. Treasury securities having
maturities from one to 30 years.

Data Source: Federal Reserve Statistical
Release

(http://www.federalreserve.gov/releases/

h15/Current/) April 29, 2006.


http://www.federalreserve.gov/releases/h15/Current
http://www.federalreserve.gov/releases/h15/Current
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3. Explainthe function of financial intermediaries.

Financial intermediaries act to put thosein need of fundsin contact with those who have
fundsavailable. Investment banking firmshel p businesses acquire fundsfrom the public
by issuing securities in the financial marketplace. Brokers help members of the public
trade securities with each other. Dealers buy and sell securities themselves.

4. Identify the different financial markets.

Financia marketsareforumsinthefinancial system that allow surplus economic unitsto
transact with deficit economic unitsand for portfolio adjustmentsto be made. Securities
change hands in financial markets. The financial markets include the primary market,
in which new securities are issued for the first time; the secondary market, in which
previously issued securities are traded among investors; the money market, in which
securities with maturities of less than one year are traded; and the capital market, in
which securities with maturities longer than one year are traded. Some securities are
traded on organized exchanges, such asthe New York Stock Exchange, and others are
traded over the counter (OTC) in a network of securities dealers.

5. List and define the securities traded in the money and capital markets.
Securities traded in the money market include:

e Treasury bills: short-term debt instruments issued by the U.S. Treasury that
are sold at adiscount and pay face value at maturity.

e Negotiable certificates of deposit (CDs): certificates that can be traded in
financial markets and represent amounts deposited at banks that will be repaid
at maturity with a specified rate of interest.

e Commercia paper: unsecured short-term promissory notes issued by large
corporations with strong credit ratings.

e Banker’s acceptances: documents that signify that a bank has guaranteed
payment of a certain amount at a future date if the original promisor
doesn’t pay.

The two major securities traded in the capital market include:

e Bonds: long-term securities that represent a promise to pay afixed amount
at afuture date, usually with interest payments made at regular intervals.
Treasury bonds are issued by the U.S. government, corporate bonds are issued
by firms, and municipal bonds are issued by state and local governments.

e Stocks: shares of ownership interest in corporations. Preferred stock comes
with promised dividends but usually no voting rights. Common stock may
come with dividends, paid at the discretion of the board, but does have voting
rights. Common stockholders share in the residual profits of the firm.
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6. Identify the determinants of the nominal interest rate.
The nominal interest rate has three main determinants:

e Therea rate of interest: the basic rate lenders require to compensate for
forgoing the opportunity to spend money during the term of the loan.

e Aninflation premium: a premium that compensates for the expected erosion
of purchasing power due to inflation over the life of the loan.

e Risk premiums. premiums that compensate for the risks of default (the risk that
the lender won’t be paid back), illiquidity (the risk that the lender won’t be able
to sell the security in areasonable time at afair price), and maturity (the risk
that interest rates may change adversely during the life of the security).

7. Construct and analyze ayield curve.

A yield curve is a graphical depiction of interest rates on securities that differ only in
the time remaining until their maturity. Lenders and borrowers may use ayield curve
to determine the most advantageous loan maturity.

Self-Test
ST-1.  Tominimizerisk, why don’t most firms simply ST-5.  Assume Treasury security yields for today are
finance their growth from the profits they earn? asfollows:

— 0,
ST-2.  What market would afirm most probably go to * One-year T-notes, 5.75%

if it needed cash for 90 days? If it needed cash * Two-year T-notes, 5.5%
for 10 years? e Three-year T-notes, 5.25%

1 - 0,
ST-3.  If your company’s stock were not listed on * Five-yearT-notes, 5.0%

the New York Stock Exchange, how could e Ten-year T-notes, 4.75%
investors purchase the shares? e Twenty-year, T-bonds 4%

i - - 0,
ST-4.  What aternatives does Microsoft, avery large * Thirty-year, T-bonds 3.25%

for 60 days?

Review Questions

What are financial markets? Why do they exist? 6. What istherole of abroker in security transactions?

Wht | ity? How are brokers compensated?
isasecurity?

o o 7. WhatisaTreasury bill? How risky isit?
What are the characteristics of an efficient market?

_ . _ 8. Would there be positive interest rates on bonds in
How are financial trades made on an organized aworld with absolutely no risk (no default risk,
exchange? maturity risk, and so on)? Why would alender
demand, and a borrower be willing to pay, a
positive interest rate in such a no-risk world?

A w0 D E

5. How arefinancia trades made in an over-the-
counter market? Discuss the role of adealer in the
OTC market.
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Build Your Communication Skills

CS-1. Imagine the following scenario: CS-2. Preparean 10U, or “note,” that promises to

Your firm has decided to build anew plant in

pay $100 one year from today to the holder

South America this year. The plant will cost of the note.

$10 million and all the money must be paid

a. Auction this note off to someone elsein

up front. Your boss has asked you to brief the
board of directors on the options the firm has
for raising the $10 million.

the class, having the buyer pay for it with a
piece of scratch-paper play money.

Prepare amemo for the board members outlining

. Compute the note buyer’s percent rate of
return if he or she holds the note for a year

the pros and cons of the variousfinancing options and cashesit in.
open to the firm. Divide into small groups. c. Ask the new owner of the note to auction

Each group member should spend five minutes
presenting hisor her financing option suggestions

it off to someone else. Note the new buyer’s
rate of return based on his or her purchase

to therest of the group members, who should act price.

as the board members.

Problems

d. Discuss the operation of the market the class
has created. Note the similarities between it
and the bond market in the real world.

The Financial @&
System

Financial @&
Markets

Financial @&
Markets

2-1. a. What are “surplus economic units’? Give two examples of entitiesin the

b.

financial system that typically would be classified as surplus economic units.

What are “deficit economic units’? Give two examples of entitiesin the
financial system that typically would be classified as deficit economic units.

2-2. Answer the following, true or false:

2-3.

a.

Trades among investors at the New York Stock Exchange are primary market
transactions.

The money market is where firms go to obtain funding for long-term
projects.

Your firm has $2,000,000 of excess funds that will not be needed for one
month. You would most likely go to the capital market to invest the money
until needed.

Gold and international currencies are traded in the money market.

. Arrange the following markets in order from most efficient to least efficient.

. Thereal estate market

. The money market

. The secondary market (New York Stock Exchange)
. The over-the-counter market

b. Explain the rationale you used to order the markets the way you did in part a



2-4.

2-5.

2-6.

2-7.

Chapter 2 Financial Markets and Interest Rates

a. What characteristics must a security have to be traded in the money market?
b. Give two examples of securities that are traded in the money market.

Public Service Company of North Carolinaissued $150 million worth of bonds
this year. The bonds had a face value of $1,000 each, and each came with a

promise to pay the bearer $66.25 ayear in interest during the life of the bond.
What is the coupon interest rate of these bonds?

If the real rate of interest is 2 percent, inflation is expected to be 3 percent
during the coming year, and the default risk premium, illiquidity risk premium,
and maturity risk premium for the Bonds-R-Us corporation are all 1 percent
each, what would be the yield on a Bonds-R-Us bond?
Assume Treasury security yields for today are as follows:

e Three-month T-bills, 4.50%

e Six-month T-hills, 4.75%

e One-year T-notes, 5.00%

e Two-year T-notes, 5.25%

e Three-year T-bonds, 5.50%

e Fiveyear T-bonds, 5.75%

e Ten-year T-bonds, 6.00%

e Thirty-year T-bonds, 6.50%
Draw ayield curve based on these data. Discuss the implicationsif you are:
a. aborrower
b. alender
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“® Securities in the
Financial Market

“® Securities in the
Financial Market

“® Nominal
Interest Rate

“® Yield Curve
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Take Note

Notice that this yield
curve is downward
sloping, which indicates
that lenders expect
interest rates to fall in the
future. (See the discussion
about the maturity risk
premium on pages
31-32.) A downward
sloping curve such as this
one is called an inverted
yield curve.
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Answersto Self-Test

ST-1.

Yield to Maturity

6%

5%

4%

3%

2%

1%

0%

In most cases, profits are insufficient to provide the funds needed, especially
with large projects. Financial markets provide access to external sources of
funds.

To obtain cash for 90 days, a business firm would most probably go to the
money market, in which it would sell a 90-day security. To obtain cash for
10 years, afirm would sell a security in the capital market.

Investors would simply purchase the shares on another exchange, or over the
counter from adeadler. (Investors simply call their brokers to purchase stock.
Brokers decide where to get it.)

Microsoft could

e obtain a60-day loan from afinancial institution
e delay paymentsto its suppliers

o scll commercial paper notesin the money market

Theyield curve follows:

A

\

20 25

10 15

Maturity in Years

30



College I.oan

Corporation

. Lo

0 oo oo

CLICK HERE
orcall 800.311.9615.

We are available 24 hours

aday, 7 days a week.

8.66% APR is based on a Prime Rate of 8.25% as of August 1, 2006. CLC Private Loan is a service mark of College Loan Corporation. © 2006 College Loan Corporation. All rights reserved.



http://www.freeloadpress.com/bannerads/click.asp?AdID=7

	Chapter 2: Financial Markets and Interest Rates

	Chapter Overview; The Financial System pg. 21

	Financial Markets pg. 23

	Securities in the Financial Marketplace pg. 25

	Interest pg. 29

	Summary pg. 33 
	Self-Test; Review Questions pg. 35

	Build Your Communication Skills; Problems pg. 36

	Answers to Self-Test pg. 38




