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Assignment 5

1. Why do corporations issue stock? Why do investors buy that stock? 

Issuing stocks is Equity Financing when a company issues shares in the business for sale to investors. Corporations can choose to issue stocks for a variety of different of reasons, all of which have to do with the long-term success of the enterprise.

- The purposes of companies issuing stocks

Raising Money
The main purpose why do companies issue stocks is that they want to raise money to support the ongoing growth of their businesses and they must find a source for the money required to do so.

Avoiding Debt
Debt financing and equity financing are two ways of raising capital. The greatest benefit of equity financing is that it does not come with an obligation to pay.  The company can issue and sell shares and use that money without worrying about loan due dates or cost of interest. Issuing stocks is a way that the company receives money that may eliminate the need to borrow funds.

Improving Ability to Borrow
As we know, issuing stocks can let a business to avoid borrowing money. It can also support future borrowing as a company has greater overall financial stability. Such companies have better chances of having loans at low interest rates. This takes advantage of an investment opportunity in the sense that it is easier for them to borrow money for any purposes. 

Funding Expansion
A business grows and establishes itself in the market, it may become attractive to investors who see the potential for future growth. Issuing stocks ahead of plans to expand overseas or add new products can excite investors.


- The purposes of investors buying stocks

When investors buy and own stocks, they become shareholders of the company and have some basic rights. They are the people who set policies and vote on company’s important issues.

However, shareholder rights are not the reason why people buy stocks. The major reason is to make money by investing in companies they believe will make money. “Positive Return” is what all investors are seeking for. 

In return for investing in the stocks or shares, shareholders hope that the value of the company will increase and they will be able to sell the shares for a higher price than what they paid for them and get positive return. On the other hand, the shareholders take on the risk that the company’s value may not go up, and the value of the shares will be less than what was paid for them.



2. How do interest rates in the economy affect the price of a corporate bond?

	Bond is a debt security issued for a period of more than one year with the purpose of raising capital by borrowing. Once a bond is issued, the issuers (corporations) must pay to the bondholders the bond's fixed interest for the life of the bond at the rate they first stated while the market interest rate will constantly change due to various factors such as global events, perception about inflation, and etc.

- Effect on corporate bond price when market interest rate increases. 
Market interest rates tend to increase when bond investors believe that inflation rate will be higher. As a result, bond investors will demand to earn higher interest rates. The investors fear that when their bond investment matures, they will be repaid with amount of money of less purchasing power.

Example case : The corporation issued a 9% $100,000 bond when market interest rate was also 9%, therefore the bond sold for its face value $100,000. Then, assume the market interest rate went up to 10%, the issuing corporation is required to pay only $4,500 of interest every six months as promised in its bond agreement ($100,000 x 9% x 6/12) and the bondholder is required to accept $4,500 every six months. However, the market will demand that new bonds of $100,000 pay $5,000 every six months (market interest rate of 10% x $100,000 x 6/12 of a year). The existing bond's semiannual interest of $4,500 is $500 less than the interest required from a new bond. Obviously the existing bond paying 9% interest in a market that requires 10% will see bond’s value decline.

- Effect on corporate bond price when market interest rate decreases. 
Market interest rates tend to decrease when the inflation rate is lower due to a slowdown in economic activities. To be said, the loss of purchasing power is reduced (because of inflation) and the risk from holding bonds is diminished.

Example case :  The corporation issued a 9% $100,000 bond when market interest rate was also 9%, therefore the bond sold for its face value $100,000. Then, assume the market interest rate decreased to 8%, the corporation must continue to pay $4,500 of interest every six months as promised in its bond agreement ($100,000 x 9% x 6/12) and the bondholder will receive $4,500 every six months. Since the market is now demanding only $4,000 every six months (market interest rate of 8% x $100,000 x 6/12 of a year) and the existing bond is paying $4,500, the existing bond will become more valuable. To be said, the additional $500 every six months for the life of the 9% bond will mean the bond will have greater market value.
Summary of the relationship between market interest rates and bond’s value
They move in opposite direction.

>  When market interest rates increase, value (price) of existing bond declines.
       >  When market interest rates decrease, value (price) of existing bond increases.



3. How important is the investment objective as stated in the fund’s prospectus?

	A mutual fund prospectus is document for anyone planning to invest in a mutual fund issued by the fund provider. A fund's prospectus contains information that is crucial to making an informed decision as to whether or not to invest in a particular mutual fund.

	Mutual funds are responsible to provide you with a prospectus before you invest and subsequently whenever a change is made to the prospectus or every 14 months. However a fund’s prospectus cannot be found on the fund company’s website.

[bookmark: _GoBack]	Investment objective is important in term of it states the goal of the fund that is defined in the mutual fund’s prospectus. Each fund has a different goal such as long-term capital appreciation, growth and income, income and preservation of capital, and current income.
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