13.4
Interest rates
Saving and borrowing
In society, there are people who have spare money
(surplus funds) that they usually save with a
financial institution. When they allow their savings
to be used by a financial institution, they expect
something in return. The interest rate on money
deposited is the price financial institutions must
pay for the use of this money. Alternatively, there
are people with not enough money (deficit funds)
who need to borrow from financial institutions.
They, too, must pay a price for the use of this money.
The interest rate on loans (borrowings) represents
the price. Financial institutions make a profit by
charging a higher rate to borrowers than they pay to
depositors.

Comfact
The interest rate charged is always expressed as a
percentage; for example, 8 per cent per annum. This
means a charge of 8 cents for each dollar borrowed over a
year. Comparison rates are loan interest rates calculated
after adding fees and charges to the lender’s advertised
rate.

Short-term and long-term
interest rates
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Interest rates can be classified as either short term
or long term. For example, you can take out a home
loan with the interest rate fixed for 20 years. This
is considered a long-term interest rate. You make
the same payments over these years, regardless
of whether interest rates rise or fall. Alternatively,
when you use your credit card or take out a personal
loan, you are borrowing money at an interest rate
that can change in the short term. As a general rule,
short-term interest rates tend to be higher than
long-term interest rates, as shown in the MetWest
Bank advertisement above right.
The interest rate received by savers also varies
according to how long the money is deposited for.
As a general rule, long-term interest rates tend to be
higher than short-term interest rates, as shown in
the HMC advertisement at right.
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Short-term and long-term interest rates for term deposits and
managed funds

Fixed and variable
interest rates
Once you have decided how much you want to
borrow, you can select one of two main rates of
interest for your loan.
1. Fixed interest rate — the interest rate is set
(fixed) for the entire term of the loan. The main
advantages are:
sõ protection from unexpected interest rate
increases
sõ predictable payments, which make it easier to
budget.
The main disadvantages are:
sõ you cannot take advantage of a fall in interest
rates
sõ an early payout penalty if you want to clear the
loan before the fixed term has expired.
2. Variable interest rate — the interest rate moves
up or down over the term of the loan. The main
advantages are:
sõ if interest rates fall, your repayments reduce
sõ you can shorten the term of your loan if you
maintain the higher repayment
sõ additional repayments can be made without
penalty.
The main disadvantages are:
sõ if interest rates increase, your repayments will
rise
sõ you may be forced to increase your repayments
if the loan cannot be paid back within the
agreed term.
Most financial institutions also offer:
sõ Combination loan — the interest is fixed for
an initial period, usually up to 10 years, then
reverts to a variable rate.
sõ Split loan — where part of your loan is fixed
and the remaining portion is variable. For
example, imagine you borrow $150 000. You
may decide to fix $100 000 over seven years and
leave the remaining $50 000 at a variable rate.
By using either of these methods, you can try to
protect (hedge) against rising interest rates.

How financial institutions make a profit

Glossary
comparison rate loan interest rates calculated after
adding fees and charges to the lender’s advertised rates
interest rate the annual cost of borrowing credit or
the annual return on invested savings; the price of money
term the length of time allowed to repay a loan

Activities
Understand
1 What is meant by the terms ‘surplus funds’ and ‘deficit
funds’?
2 Explain the difference between fixed and variable
interest rates.
3 List the advantages and disadvantages of fixed and
variable interest rates.
4 Why is the interest rate often referred to as the ‘price
of money’?
5 If you borrow $10 000 for one year at 7 per cent per
annum, how much do you pay in interest?
6 Examine the MetWest advertisement on page 286 and
then answer these questions.
(a) What is the fixed home loan rate for owner
occupied for ten years?
(b) What is the standard variable home loan rate for
owner occupied?
(c) Which is larger, the secured or unsecured fixed
personal loan rate?
(d) Which type of loan has the highest interest rate?
Communicate
7 In small groups, decide whether you would prefer a
fixed or variable interest rate if you were taking out a
$250 000 home loan. Give reasons for your selection.
Choose a spokesperson to share the group’s comments
with the rest of the class.
8 Using newspapers and magazines, make a collage that
shows a range of interest rates from a variety of sources.
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9 Assume you have $1000 in a Commonwealth Keycard
account and you owe $500 on your Commonwealth
Mastercard. What interest are you:
(a) earning on your
savings
(b) paying on your credit
card?
To help you, use the
Commonwealth Bank weblink
in your eBookPLUS.
Worksheet 13.3 Compare
your investment options
among four major banks.
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13.5
‘This is bad news. We won’t
be able to afford a
home loan.’

‘I think we should sell some of our
shares and put the money into a term
deposit.’
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the cost of education, food, utilities and keeping
two cars on the road. Increases in the price of
fru
fruit and vegetables, private health insurance
and petrol have meant that living expenses have
ris
risen significantly over the past few months.
Th
The family currently pays an interest rate on the
mortgage of 7.25%, but hopes that the Reserve
Bank may drop interest rates in the future.

A rise or fall in
interest rates affects
consumers and
personal finance
decision making.

‘This is good news. Our
superannuation fund will make a
better return.’

Effects of rising and
falling interest rates
Rising and falling interest rates will
directly affect consumer and personal
financial decisions. Rising interest
rates make saving relatively more
attractive and borrowing relatively more
expensive. Falling interest rates have
the opposite effect. Consequently, the
effect of an interest rate rise or fall will
depend on whether you are a saver or a
borrower.

The repayment of debt
The level of interest rates has a direct effect on a
consumer’s ability to repay a loan. For example, when
interest rates are low, people are willing to borrow
because they find it relatively easy to repay their debt.

Casestudy
The Vlahos family
The Vlahos family has just moved into a new
home in Caroline Springs. Chris and Kathy both
work full time, and the children go to school
in the area. The family has just taken out a
mortgage for $275 000; most of Kathy’s wage iis
used to pay for it. The Vlahos family is feeling the
pressure of high mortgage repayments as welll as
Home-loan repayments calculator — fortnightly
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966.47

300 000
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When interest rates are high, people are reluctant to
borrow because repayments on loans cost more. Some
consumers may even find it difficult to meet their
existing loan repayments, especially if interest rates
increase faster than the rise in a consumer’s income.
If interest rates rise sharply and stay high for a long
period, some consumers will default on their loans.

The choice of fixed or variable
interest rates
When interest rates continually rise, you can protect
yourself from having to make larger repayments by
taking out a fixed loan. Conversely, when interest
rates fall, your repayments will be lower if you select
a variable interest rate loan. The difficulty you and
all consumers face is trying to accurately predict
whether interest rates will increase or decrease in
the future.

Activities
Understand
1 What effect do falling interest rates have upon (a) savers
and (b) borrowers?
2 What benefits or problems are created for people in the
following situations when interest rates rise?
(a) A small business with a large, variable short-term
loan
(b) A young person with a small, fixed personal loan
(c) A retiree with money invested in a managed fund
with a fixed rate of interest
(d) A young couple with a mortgage where the interest
rate has been fixed for five years
(e) A middle-aged couple with a mortgage where the
interest rate is variable
Think
3 ‘Interest is both a reward and a cost.’ Explain this
statement.
4 Imagine you are a financial adviser. Write a reply to the
following letter.
Dear financial adviser,
Recently there has been a lot of media speculation
about a possible rise in interest rates. I have
16 years left on my 20-year home loan. With
interest rates likely to increase should I refinance
the loan to a fixed rate so that I know exactly what
my repayments will be? Are there any fees or
charges if I decide to refinance? Please advise me.
Gemmina

5 Refer to the case study on the Vlahos family, then answer
these questions.
(a) Use the home loan repayments calculator to find the
monthly repayments for the Vlahos family.

The choice of a personal
investment strategy
When you invest, you want to achieve the highest
return for the most acceptable risk. Therefore,
there will be times when you will switch from one
investment product to another. The level of interest
rates will be one factor you will take into account
when selecting an investment product. For example,
when interest rates rise, demand for housing slows
and prices fall. At the same time, saving money in a
financial institution becomes more attractive. If you
expect this situation to continue for some time, you
may move out of property and place your money in
a term deposit. Alternatively, you might decide to sell
some shares because a term deposit offers a better
return for much less risk. When interest rates are
falling, you may decide on the opposite course of
action.
(b) If interest rates (i) fell and (ii) rose by 0.75 per
cent, what effect would this have on their mortgage
repayments?
(c) If interest rates were to fall, what should the Vlahos
family do with the extra money? Give reasons for your
answer.

289

6 Many of the major banks provide a variety of loan
calculators on their websites to help people work out how
much they can borrow, and what the possible repayments
might be. Use the Calculator weblink in your eBookPLUS
to answer the following:
(a) You have just bought your dream home with a
$480 000 loan from a bank. Calculate the monthly
payments required if:
(i) the interest rate is 8 per cent and the loan is for
25 years.
(ii) you wish to repay your loan, which has a rate of
7.5 per cent, in ten years.
(b) Imagine you decide to repay your $480 000 over
30 years.
(i) Your initial interest rate is 8.75 per cent.
Calculate your monthly repayment.
(ii) The bank announces a 0.50 per cent increase
in interest rates. Calculate the new monthly
repayment.
(iii) If interest rates increased to 12 per cent,
calculate how much more you would need to
meet your repayments.

Glossary
default the inability to repay borrowed money
Chapter 13 Our economy

