General Factors that cause differences in interest rates

Tax differences


Municipal Bonds, Federal Bonds, Corporate Bonds

Liquidity


How quickly could you sell you asset at the market price

Default Risk


The financial health of the issuing entity

Systematic risk   macro, market, non-diversifiable risk

Non-systematic risks  unsystematic, micro, diversifiable

Reinvestment Rate Risk 


Exchange Rate Risk 
Yield Curves/ Maturity Risk
Why are short term interest rates typically lower than long term interest rates?


Who are the players in each market? (segmented markets theory)


What is the default risk in the short run versus the long run? 


What do people think will happen to interest rates? (expectations theory) 

Do people deserve a financial reward for tying up their money for a long period of time?  (liquidity premium theory) – expectations plus some premium. Even if people think rates will stay the same, the longer term bonds will have a higher rate of return.

Interest Rate Disparities

Issuing Company

Years to maturity

Yield

1. General Motors 

10 years


11.4 percent

2. US Treasury

10 year
s


4.7 percent

3. SC Highway Dept

15 year
s


5.8 percent

4. Comporium 

15 year
s


7.8 percent




5. US Treasury Strip

20 years, 0 coupon

5.0 percent

6. US Treasury 

20 years, 7 coupon

5.8 percent

7. Exxon-Mobil

15 years


7.7 percent

Explain why these bonds have different interest rates

Do not use the same answer twice.

Bond 1 and Bond 2?

Bond 2 and Bond 6?

Bond 5 and Bond 6?

Bond 3 and Bond 7?

Bond 4 and Bond 7?

Sample Interest Rate Disparities Questions

An investor has a choice to purchase bond A or bond B, he is asking for your advice on how to invest $100,000. 

Both bonds are AAA rated, both bonds are marketable (easy to sell), both bonds mature in 10 years. 

Bond A is issued by Intel. It has a coupon rate of 6.7 percent. 

Bond B is issued by the North Carolina Department of Education. It has a coupon rate of 5.5 percent.

The investor is in a 30 federal tax bracket, and 7 percent state tax bracket. He lives in SC. 

a. What is the after tax rate of return earned on Bond A?

b. What is the after tax rate of return earned on Bond B?

c. Which Bond should the investor purchase?

Related questions.

2. Bond A is issued by Xerox and has a 7.1 coupon rate for the next 15 years. Bond B is issued by the US Government. Bond B is a zero coupon bond that earns 6.1 percent per year. It too matures in 15 years.

a. Explain how liquidity affects the interest rate difference between these bonds.

b. explain how default risk affects the interest rate difference between these bonds.

c. explain how reinvestment rate risk impacts these bonds.

3. General Motors profit is highly connected to the overall stock market performance, their beta is 1.4. When the market does poorly, GM profits fall and their ability to pay their debt falls. 

a. Explain how GM is affected by systematic risk.

b. How could a GM bond investor avoid (or limit) systematic risk?   

The foreign exchange market

Why is there a foreign exchange market?


Trade


Safety


Speculations

Are dollars actually traded?

No. Typically there is not an exchange of actual dollars or euros, there are exchanges of bank deposits in dollar denominated currencies, or bank deposits in euro denominated currencies.

Spot exchange rates are current exchange rates.

Forward exchange rates are for future transactions.

Some examples of exchange rates and international purchases

The market for the dollar

The supply of dollars 


Money from Fed, or central banks


Currency moved to the location that earns the highest interest rate

The demand for dollars


When a country imports – demand for foreign currency rises


When a county exports the demand for their currency rises

Government financial trouble


Increase supply, decrease demand

Tariffs

Decrease international demand for goods. If goods are not being bought, then demand for foreign currency falls. 

Productivity

Domestic goods become cheaper. The demand for domestic goods in the international market increases. The demand for dollars increases

Interest rate changes

Capital mobility allows money to flow to the place where it is most highly demanded.  If interest rates in Japan rise, American dollars will flow out of the US, and Japanese yen will be withdrawn from the US. Our interest rates will rise. 

The supply of dollars falls, and the demand for dollars falls. 

Price changes

Expectations

When business entities from different countries want to The Foreign Exchange Market

There are a number of ways to approach how the values of world currencies change in relation to one another.  

