Additional Notes on Chapter 10
Treasury Securities are debt obligation of Untied States government. Historically the rate on Treasuries is served as the benchmark interest rate throughout U.S. economy as well as international capital market. The U.S, Treasury is the largest single issuer of debt in the world, and the large size of any single issue contributes to making the Treasury market the most active and hence, the most liquid market in the world. The most attractive features of T-bills are their stable prices and marketability.

· Regular Series Bills—issued routinely every week with initial maturities of 4, 13, and 26 weeks. These securities are discounted and do not make periodic interest payments.

· Irregular Series Bills—issued when the Treasury has a special need for cash. This type includes Strip Bills and it normally represents a package offering of bills with different maturities.

· Discount rate is established based on discounted amount given number of days to maturity.

DR = (Par Value – Purchasing Price)/ Par Value x 360 / # of days to maturity

Principal investors in T-bills are commercial banks, nonfinancial corporations, state and local governments, and Federal Reserve Banks. Dealers are the principal point of contact

Between the money market and thousands of individual and institution investors. The primary dealers are qualified to trade securities directly with the Fed and they make profit from:

The Spread between bid prices and asked prices for securities, by anticipating rate movement and changing their long/short position, Carry Income that is the difference between securities’ yield and interest on borrowed funds, and finally by commission for their services. 

Securities are sold through auction. English auction was a common practice in the past but in the recent years Dutch Uniform-Price often is used—all the securities are sold in one price. Dealers can take a long position—the dealer has purchased securities outright, taken title to them and will hold them in their portfolio until a customer comes along and is typically used when the interest rate is falling. The dealers trade among each other through brokers who receive commission and take no speculative risk. 

Demand Loan is a short-term loan usually collateralized by U.S. government securities. 

Federal Funds are mainly deposit balances of depository institutions such as commercial banks, held at the regional Federal Reserve banks or larger correspondent banks. Federal funds are available for immediate payment and are the principal means of making payments  in the money market. The federal funds market allows money managers with shortage at the Fed borrow (often overnight) to meet reserve requirements and allows money managers with excess reserve to lend money to earn a return on that money. The Federal Reserve watches this market carefully to prevent excess and reckless borrowing by individual banks that could fuel inflation or may have even more disturbing causes. Saving and loans, credit unions, and saving banks also maintain deposits with commercial banks and they are federal funds.  Businesses, State governments, and local governments can lend federal funds by executing repurchase agreements with securities dealers, banks and other fund traders. The repurchase agreements can be used for longer than 24 hours period that is customary in regular federal funds. 

The largest borrower of federal funds are commercial banks that use it to assure their reserve requirement has been met. 

Discount Window Loans provides direct loan access from the Federal Reserve, mainly by commercial banks. Usually has a maximum of 15 days duration. There is a positive relationship between the interest rate spread from the federal funds rate and the Fed’s discount window rate, greater the spread the more banks are willing to borrow from discount window. 

Negotiable Certificate of Deposits (CDs) have a minimum denomination of $100,000 and are normally traded many times before their maturity date. Interest rate on CDs are computed as yield to maturity on a 360-day basis. The rate tends to be slightly higher than T-bill rate. CDs are a supplement to federal funds when additional reserve is required and a bank can simply increase its rate on CDs to attract new deposits. Banks can trade the CDs of other banks in the secondary market to raise cash. Variable rates CDs have maturity of one year or less with interest rates adjusted every 30 to 90 days.

Fund Owed to Depositor = D + (n/360 x D x I)

D = original deposit amount, n = number of days interest earned, I = yield

Yield to Maturity, YTM = I x 365/360 

Eurodollar CDs are negotiable dollar denominated time deposits issued by foreign branches of major US banks and some foreign banks.

Several factors determine the banker’s choice among negotiable CDs, federal funds, and the discount window including cost, maturity--if the fund is needed for more than a day-- and if the bank has borrowed frequently from the Federal Reserve. 

