1102 Lecture Notes 

© Gina Pieters



Topic 7: Interest Rates and the Economy
Basic Finance (Ch. 14)

Economic investment: 
Financial investment: 
There are actually two major kinds of financial markets:

1. Bond Market:
 
2. Stock Market: 
Financial Intermediaries: 
1. Banks:
2. Mutual Fund:
Present Value (Time)

Suppose you had to choose between $100 today or $100 10 years from now.
What if instead the choice is $100 today or receiving $200 ten years from now?

Present value: 

Compounding Interest
EXAMPLE: 
Invest $100 today at an interest rate of 10% a year. 

Yield after t years at interest rate i:

Present Value:
Suppose interest rate is 10%. What is the present value of receiving $200 in ten years?
In the economy above, which would you chose: $100 today or $200 10 years from now? 

Suppose interest rate is 5%. What is the present value of receiving $200 in ten years?

Risky Assets

Most people are risk averse – they don’t like the idea of losing their money. How would we calculate return? 

Return on risky investment=

Example: You have $100 to invest or save. You are considering a bond that is defaulted upon (gives zero interest and you lose your entire initial investment) with 50% probability, and gives a return of 10% with 50% probability. What is your expected return?

Example: Consider a bond that is defaulted upon (gives zero interest and you lose your entire initial investment) with 50% probability, and gives a return of 200% with 50% probability.
Efficient Market Hypothesis: 
The risk-free rate of return 

Diversification

The strategy of owning many different investments as a means to reduce the overall risk to the portfolio.
A. Diversifiable risk (firm-specific risk): 
B. Non-diversifiable risk/systemic risk/market risk: 
Saving, Investment in the National Accounts (Ch. 13)

National Saving (S):  
National Saving (Equation):
What is the relationship between saving and investment?

National Saving (Expanded Equation)
Private Saving=
Public Saving=
Market for Loanable Funds (Ch. 13)

Market for loanable funds: 
The suppliers are those who save, while those demand things are borrowers. Normally I will refer to firms as being the borrowers, therefore, firms are the demanding ones in this market. 

Consider a policy (like a tax credit) that increases the incentive to save.

Suppose the government implements an investment tax credit (a tax reform that increases the incentive to invest)
Crowding Out 
Suppose the government greatly increases its spending without a corresponding increase in taxes.

Crowding Out: 
(For simplicity, we will usually ignore this effect in mathematical problems in this course) 

























































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































1 | Page

