Additional Notes on Chapter 9
Money Market is the mechanism through which holders of temporary cash surpluses meet holders of temporary cash deficits. The major players in money market are banks, nonfinancial corporations, government units, finance companies, and S&Ls. It is difficult to define any of these as principal borrowers or lenders because they frequently play both roles. The only institution that is almost always a borrower in the money market is the U.S. Treasury. 

· Money market instruments are debt obligation with maturity of 1 year or less. 

· Money market securities tend to have greater price stability, lower credit risk, limited currency and political risk due to their short-term nature. 

· Money market instruments are not effective hedge against inflation since their yield is usually lower than long-term investments.  

Federal Funds are balances of immediately available money, normally held in deposit at the Federal Reserve banks or in the form of correspondent balances at major commercial banks. These funds can be moved by wire transfer, following the negotiation of a loan, or sale of securities. In contrast when payments are made by check, the fund involved do not become available until the check passes through the local clearinghouse and is passed along to the bank upon which it is drawn. 

Leading Money Market Instruments by Volume:

1. Treasury Bills—U.S. Department of Treasury issues these securities. Bills mature within a year or less and are issued on regular basis with initial maturity of 4, 13, and 26 weeks and are fully discounted. Treasury bills are the most liquid market in the world. 

                                       D = Y x F (t / 360)

                                       D = Discount dollar

                                       Y = Discount basis 

                                        F = Face value

2. Bank CDs (certificate of deposit)—A CD may be negotiable or nonnegotiable, for nonnegotiable CDs an early withdraw imposes penalty. 

3. Federal Agency Securities—government-sponsored agencies are arm of federal government and generally do not issue securities directly in the marketplace. All federally related institutions are exempt from SEC registration. Government-sponsored enterprises (GSEs) are privately owned, publicly chartered entities. Includes Federal National Mortgage Association (Fannie Mae) that issues short-term debentures. These short-term debentures have maturities of less than a year and pays semiannual interest. Another one of Fannie Mae short-term debt instrument is Benchmark bills with 360 days or less maturity. Freddie Mac (Federal Home Loan Bank Corporation) also issues reference bills that are short-term instruments.
4. Commercial Papers—Financial and nonfinancial corporations issue commercial paper with maturity of 90 days or less. It is often issued and directly placed by the borrower to the investors with no intermediary. There is also Eurocommercial paper. Other countries develop their own commercial paper. For example Japanese corporations issue Yen-dominated commercial papers that are called Samurai commercial paper. Both S&P and Moody’s provide ratings for commercial papers. 

5. Bankers’ Acceptance—is used to facilitate trade, particularly for international transaction. A bank accepts the responsibility to repay a loan in a commercial transaction in case the debtor fails to pay.

6. Federal Funds Loan

7. Eurodollar Deposits and Loans—a corporation can borrow from an offshore or Eurobank. Loans made by offshore banks are referred to as Eurocurrency loans. 

8. Repurchase Agreement—is the sale of a security with a commitment by seller to buy the security back from the purchaser at a specified price at an exact future date. It is a collateralized loan where the collateral is a security. The difference between the purchase price and the sale price is dollar interest cost of the loan. A loan for more than a day is called “repo”. The collateral in a repo may be Treasury security, money market instrument, federal agency security, or mortgage-backed security. Dealers use the repo market to finance position and cover short positions, and to earn spread income.

               Dollar interest = Dollar principal x Repo Rate x (Repo term / 360)    

                     Repo term is normally overnight or 1 day

