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Stocks - An instrument that signifies an ownership position (called equity) in a corporation, and represents a claim on its proportional share in the corporation's assets and profits. Ownership in the company is determined by the number of shares a person owns divided by the total number of shares outstanding. For example, if a company has 1000 shares of stock outstanding and a person owns 50 of them, then he/she owns 5% of the company. Most stock also provides voting rights, which give shareholders a proportional vote in certain corporate decisions. Only a certain type of company called a corporation has stock; other types of companies such as sole proprietorships and limited partnerships do not issue stock. Also called, equity or equity securities or corporate stock.

Stock market - General term for the organized trading of stocks through exchanges and over-the-counter.
Bonds - A debt investment in which an investor loans money to an entity (corporate or governmental) that borrows the funds for a defined period of time at a fixed interest rate. Bonds are used by companies, municipalities, states and U.S. and foreign governments to finance a variety of projects and activities. 

Bond Markets Defined 

Municipal Securities Market

Municipal securities are debt obligations issued by states, cities, counties, and other governmental entities to raise money to build schools, highways, hospitals, and sewer systems, as well as many other projects for the public good. Municipal securities are the most important way that U.S. state and local governments borrow money to finance their capital investment and cash flow needs. An important distinguishing characteristic of the municipal securities market is the exemption of interest on most municipal bonds from federal income taxes. The implicit subsidy provided by the federal government permits municipal issuers to compete effectively for capital in the domestic securities market. There is currently in excess of $2.67 trillion in outstanding municipal debt.

Treasury Securities Market

The U.S. Treasury securities market is the largest and most liquid market in the world. There is currently $7.89 trillion in outstanding marketable Treasury debt. The U.S. Treasury issues three types of securities: bills, which have a maturity of less than 1 year; notes, which have a maturity of between one and 10 years; and bonds, which have a maturity of greater than 10 years.

Federal Agency Securities Market

Federal agency debt is issued by various government-sponsored enterprises (GSEs) which were created by Congress to fund loans to borrowers such as homeowners, farmers and students. Through the creation of GSEs, the government addressed various public policy concerns about the ability of members of these groups to borrow sufficient funds at affordable rates. Most GSEs rely primarily on debt financing for their day-to-day operations. Among the most active issuers of agency debt securities are: Federal Farm Credit System Banks, Federal Home Loan Banks, Federal Home Loan Mortgage Corporation (Freddie Mac), Federal National Mortgage Association (Fannie Mae), and Tennessee Valley Authority (TVA). There is an estimated $3.14 trillion in agency debt currently outstanding.

Corporate Bond Market

Corporate debt securities are obligations issued by corporations for capital and operating cash flow purposes. Corporate debt is issued by a wide variety of corporations involved in the financial, industrial, and service-related industries. There is approximately $6.72 trillion in corporate debt currently outstanding. 

Money Market Instruments

Money market instruments include bankers acceptances, certificates of deposit, and commercial paper. Together these three instruments account for an estimated $3.9 trillion in outstanding instruments. Bankers acceptances are typically used to finance international transactions in goods and services. Certificates of deposit (CDs) are large denomination negotiable time deposits issued by commercial banks and thrift institutions, representing about $2.2 trillion. Commercial paper, which is short term unsecured promissory notes issued by both financial and non-financial corporations, is currently a $1.7 trillion market.

Mortgage Securities Market

Mortgage securities represent an ownership interest in mortgage loans made by financial institutions (savings and loans, commercial banks, or mortgage companies) to finance the borrower's purchase of a home or other real estate. Mortgage securities are created when these loans are packaged, or "pooled", by issuers or servicers for sale to investors. As the underlying mortgage loans are paid off by the homeowners, the investors receive payments of interest and principal. The majority of mortgage securities are issued and/or guaranteed by an agency of the U.S. Government, the Government National Mortgage Association (Ginnie Mae), or by government-sponsored enterprises such as the Federal National Mortgage Association (Fannie Mae) and the Federal Home Loan Mortgage Corporation (Freddie Mac). Some private institutions, such as subsidiaries of investment banks, financial institutions, and home builders, also package various types of mortgage loans and mortgage pools. The securities they issue are known as "private-label" mortgage securities, in contrast to "agency" mortgage securities issued and/or guaranteed by Ginnie Mae, Fannie Mae, or Freddie Mac. There is an estimated $8.86 trillion in outstanding mortgage-related securities.

Asset-Backed Securities

Asset-backed securities, called ABS, are bonds or notes backed by financial assets. Typically these assets consist of receivables other than mortgage loans, such as credit card receivables, auto loans, manufactured-housing contracts and home-equity loans. There is approximately $2.6 trillion in debt currently outstanding.

National Savings – the total income in the economy that remains after paying for consumption and government purchases

The Market for Loanable Funds

The market for Loanable funds is similar to the market for money held at banks. The demand for loanable funds tracks the demand for loans. The supply of loanable funds tracks the supply of funds available to lend.

The cost of these loans is the interest rate charged by the lenders. 

Notes on interest rate determination





Three theories on interest rate determination.

1. Fisher’s Theory

Market interest rates =  real interest rate + inflatione 

2. Liquidity Preference Theory

A money demand curve

A money supply curve that is vertical. Money is controlled by the Fed. 

3. Loanable Funds Theory

There is a demand curve for loanable funds (who demands loans?).

There is a supply curve for loanable funds (who supply funds to banks etc.?).

Why is the demand for loanable funds downward sloping?

Money and Banking Questions 

In other words, why is it that when interest rates rise the demand for loanable funds falls.

Consumers perspective?
Why do consumers demand loanable funds?
Why is it that when interest rates are low consumers demand more loans?
Business perspective?
Why do businesses demand loanable funds?
Why is it that when interest rates are low businesses demand more loans?
Government perspective?
Why does the government demand loanable funds?

Does the government demand more loans when interest rates are low?
Foreign perspective?

Why do foreigners demand US funds?

Do foreigners demand more loans when interest rates are low?
Why is the supply of loanable funds upward sloping, but less sensitive to interest rate changes?

Why would consumers supply loanable funds if interest rates rise?

The opportunity cost of holding money, as opposed to putting it in the bank, rises. The opportunity cost of spending increases.

What about producers?

An increase in interest rates, as previously mentioned lowers the incentive to borrow. If there is less borrowing, there is mostly like more saving.

What about the government?

Generally speaking, an increase in interest rates will not inspire the government to save.

What about foreigners?

An increase in American rates will cause money to flow of money to US banks, or stop the outward flow of money from the US.

What are some of the shift factors of supply and demand?

Shift factors in the Demand for loanable funds

Wealth 

Expected Rate of Return

Risk 

Liquidity

Shift factors in the supply of loanable funds

Expected Profitability

Expected Inflation

Government Activity

How would an increase in the money supply impact interest rates using each of the three theories?

1. Fisher’s Theory

Market interest rates =  real interest rate + inflatione 

2. Using the loanable funds theory. The real cost of borrowing falls. If inflation rises the borrower can pay back the lender with cheaper dollars. At the current interest rate the demander of loanable funds (borrower) is likely to want to borrow money. The borrowers wealth increases. Demand shifts right. Lenders realize that they are being paid back with cheaper dollars so they are less willing to supply their money. Brazil is a good example.

3. Liquidity Preference Theory

Money demanded rises – buy now before prices rise – and the Fed is apt to reduce the supply of money to fight off inflation.   

What happens to interest rates when? There are multiple ways to answer these questions. Make sure you support your answer with economic theory.
1. Money supply increases

2. prices of automobiles fall

3. tax rates decrease

4. European market becomes unstable

5. corporate profits decrease

6. interest rates are expected to rise

7. inflation is expected to rise

8. government incurs deficits

9. economic slowdowns

10. foreign interest rates rise

STOCKS AND BONDS QUIZ

Click on the radio button in front of the correct answers to the questions.
Top of Form

1. To have or own a share in a company is to have a

[image: image1.wmf]mortgage bond [image: image3.wmf]stock
2. A certificate of a loan to the government or a corporation that is repaid with interest or a sum at a future time is a
[image: image4.wmf]mortgage [image: image5.wmf]bond [image: image6.wmf]stock
3. Instruments such as stocks, bonds, mortgages giving to their legal holders rights to money or other property are
[image: image7.wmf]securities [image: image8.wmf]stock exchanges [image: image9.wmf]commodities
4. Profits of a firm that are distributed or given out to its investors are called
[image: image10.wmf]mortgages [image: image11.wmf]bonds [image: image12.wmf]dividends
5. A type of stock in which the stockholder gets a certain percentage of dividends each year based on the profits of the company is
[image: image13.wmf]stock exchange [image: image14.wmf]common stock [image: image15.wmf]preferred stock
6. A type of stock in which the stockholders get dividends based on the remainder of the profits after preferred stockholders have been paid their dividends is
[image: image16.wmf]stock exchange [image: image17.wmf]common stock [image: image18.wmf]bond
7. An investment company that continually offers new shares and buys existing shares back at the request of the shareholder and uses its capital to invest in diversified securities of other companies is a
[image: image19.wmf]stock exchange [image: image20.wmf]mortgage company [image: image21.wmf]mutual fund
8. To commit (money or capital) in order to gain a financial return - to put one's money into a business or project to make more money is to
[image: image22.wmf]borrow [image: image23.wmf]invest [image: image24.wmf]bankrupt
9. An investor always makes money or profit when he/she owns stocks.
[image: image25.wmf]True [image: image26.wmf]False
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