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Ch10: Intro to the Money Market

Financial market is broadly divided into:

i. capital market  mktplace where financial instruments whose remaining maturity of >1 year are traded, e.g., common and preferred stocks.

ii. money market  mktplace where fin. instruments whose remaining maturity of ( 1 year are traded, e.g., T-bills, commercial papers, CDs, a 30-year T-bond issued 29½  years ago.

Why is the need for money market?

· MM provides the channel through which suppliers of temporary cash surpluses meet demanders of temporary cash deficits.

· Money is the most perishable of all commodities, i.e., holding of idle cash is expensive.  E.g., interest on $10m at 10% annual rate for one day = 10m * .10 * (1/360) = $2,777.78.

· Demand for short-term, say overnight, of cash does exist, e.g., banks to meet their reserve requirement.

Lenders and borrowers in the money market

· Financial and non-financial institutions flip-flop their positions as lender and borrowers frequently in money market.

· U.S. Treasury is the only constant borrower in the money market.

Goals of money market investors

· Safety

· Liquidity

· Return

Types of investment risk

	Type of risk
	Definition

	Market risk
	aka interest rate risk.; loss resulted from decline in market price.

	Re-investment risk
	loss resulted from decline in market interest rate

	Default risk
	aka credit risk; failure by borrower to meet any term in the indenture.

	Inflation risk
	increase in general price level results in loss of purchasing power.

	Currency risk
	unfavorable movement of 1 currency w.r.t. another, i.e., devaluation.

	Political risk
	(es in regimes or regulations that result in loss to investors’ return.


Market risk and re-investment risk can be hedged using financial derivatives or using the concept of duration in immunization.

Money market maturity

Original maturity  time span from date of issue to maturity.

Actual maturity  time left from now until maturity.

Depth and breadth of money market

· Depth and breadth of money market mean that the money market can absorb a large volume of transactions with only small effects on security prices and interest rates.

· Money market is one of the most efficient markets in the world.  This means under-pricing and over-pricing will be wiped out almost instantaneously.

Federal funds versus clearinghouse funds

· Federal funds are immediately available funds lent by a bank with reserve surplus to another with reserve deficit.

· Fed funds also include deposits banks keep with correspondent banks across the nation.

· Clearinghouse funds are funds transferred by check, and these funds take days to clear between payee’s bank and payor’s bank.

· Clearinghouse funds are unacceptable in the money market because their clearings are too slow.

Dominance by large borrowers and lenders
· A small # of financial institutions in New York, London, Tokyo, Singapore, and a few other money centers dominate the transactions in the money market.

· Other significant players are central banks and governments.

· Indeed, the central bank is the most important player in the money market.

· Most trading occurs in multiples of a million dollars, hence its reference to as the wholesale market for funds.

· The center of the international money market is the Euro-currency market.

Volume of money market securities

Principal financial instruments traded in the money market include:

i. T-bills

ii. federal agency securities

iii. Commercial papers

iv. Large CDs (( $100k)

v. Fed funds borrowings and repos

vi. Eurodollar deposits

vii. Bankers’ acceptances

Federal agencies include Federal Home Loan banks, Federal National Mortgage Association, Farm Credit banks, DofD, Export-Import Bank, Postal Services, and Student Loan Marketing Association.

T-bills

· U.S. Treasury bills are the largest component in the money market.

· Read web site: http://www.treasurydirect.gov)
· U.S. Treasury sells 4-, 13- and 26-week maturity T-bills monthly in competitive and non-competitive auctions.

· Since Nov1998, both competitive and noncompetitive bidders pay the minimum price of the successful competitive bids of the Dutch auction.
· 10-20% of T-bills are sold in noncompetitive bids.

· Each noncompetitive bid cannot exceed $1m.

· T-bills sell in minimum denomination of $1k.

· T-bill income is exempt from all state and local taxes.

· T-bill’s yield is quoted in bank discount yield, rBD, form.
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 where n = # days until maturity of  bill.

· Bank discount yield under-reports the effective annual yield which is estimated by solving for r the following eqn:
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 where n = # days until maturity of bill

· Another form of T-bill yield is called the bond equivalent yield, rBEY.
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· Note rBDY and rBEY differ in two ways: (i) rBDY uses face value in denominator whereas rBEY uses price as denominator, and; (ii) rBDY uses 360 days whereas rBEY uses 365 days.

· Effective annual yield is the most “economically correct” expression of yield.

Dutch auction
Traditional or English auction moves from low price to high price.

Dutch auction (invented by Nobel laureate William Vickrey) moves from high price to low price.

All U.S. Treasuries and some IPOs now use Dutch auction.

Advocates for Dutch posit it enables issuers to get the best/maximum price for their securities for traditional auction is plagued by underpricing.

Example:  An IPO issuer hires an investment banker to help sell 10 million IPO shares via Dutch auction.  The IB starts by quoting a prohibitively high price, say 100 $/share. No one responds.  Then, the IB drops the price to 95 $/share, and it gets 2 bids for a total of 1m shares. Then, the IB drops the price again to 90 $/share, and it gets 5 bids for a total of 2m shares.  Next, the IB drops the price again to 87.50 $/share and gets 10 bids for a total of 6m shares.  Next, the IB drops the price again to 85.50 $/share and gets 20 bids for 8m shares. Let’s tabulate the results.
	Price, $/share
	# bids
	# shares bid
	Cumulative # shares

	100
	0
	0
	0

	95
	2
	1m
	1m

	90
	5
	2m
	3m

	87.50
	10
	6m
	9m

	85.50
	20
	8m
	17m


The 10m shares will be sold for 85.50 $/share even for those bidders who had bid at higher price.

If Green Shoe, aka overallotment option, is available for 1.5m shares, then the remaining 1.5m shares will be sold at 85.50 $/share too.

So, with Green Shoe option, only 2.5m shares of the last batch of 8m shares win. Winners are usually decided by time stamp on first-come first serve basis.
For U.S. Treasuries, yields are used instead of prices. So, yields are arranged in ascending order, and the cutoff is _________ yield that will allow the Treasury to sell all its security in that particular issue.
All winners of the bid then pay the same yield.
Achilles heel of the process is obvious ___________ among the bidders.

Pattern of interest rates in money market

· The foundation of the money market interest rate is the T-bill rate which is considered risk-free.

· Other yields in the money markets are scaled upward from the T-bill rate.

· The scaled-up portion, called risk premium, is due to either liquidity or default risk.

· Demand and supply of funds determine almost all interest rates in the money market.

· The only exception to the above is the discount rate charged by the Federal Reserve banks.

· Discount rate is set by the Fed banks with consent from the Board of Governors of Fed Reserve systems.

Some general observations on money markets

· Money markets for developing nations tend to be bank-denominated.

· Money markets for developed nations tend to be security-trading oriented.

· Most national money markets usually start with inter-bank trading of deposits.

· It is conjectured that money markets in the future will become more security-trading oriented.
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