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Chapter 11
The Money Markets
The Money Markets Defined

  Why Do We Need the Money Markets?

  Money Market Cost Advantages

The Purpose of the Money Markets

Who Participates in the Money Markets?

  U.S. Treasury Department

  Federal Reserve System

  Commercial Banks

  Businesses

  Investment and Securities Firms

  Individuals

Money Market Instruments

  Treasury Bills

    Case: Discounting the Price of Treasury Securities to Pay the Interest

    Mini Case Box: Treasury Bill Auctions Go Haywire

  Federal Funds

  Repurchase Agreements

  Negotiable Certificates of Deposit

  Commercial Paper

  Banker’s Acceptances

  Eurodollars


Global Box: Ironic Birth of the Eurodollar Market

Comparing Money Market Securities

  Interest Rates

  Liquidity

  How Money Market Securities are Valued

( Overview and Teaching Tips

This chapter explores the institutional features of the money markets. The money market is the market for debt securities issued with the original maturities of less than one year and a high degree of liquidity. They are usually sold in large denominations and have low default risk. The chapter shows why money markets are needed and their purpose to the government, firms, financial institutions, and individuals. The money market is an interim investment that provides a higher return than holding cash or money in the bank but less than what is usually expected from long-term investments.

There are several players in the money market which include the U.S. Treasury Department, the Federal Reserve, commercial banks, businesses, investment firms, and individuals. All participants work on both sides of the market except for the U.S. Treasury Department, which is always a demander and never a supplier of the money market. The participants use a variety of money market instruments to diversify their needs. This section shows that most of these securities are short term and low risk. Point out to students the international aspect of the use of Eurodollars so they get a broader view of securities around the world. The securities also have several characteristics that are similar and different. Discuss with the students the characteristics of interest rates, maturity, and liquidity.

The final section deals with how money market securities are valued.

( Answers to End-of-Chapter Questions


1.
The money markets can be characterized as having securities that trade in one year or less, are of large denomination, and are very liquid.


2.
 Low cost coupled with a higher interest rate.

3.
Banks have higher costs than the money market owing to the need to maintain reserve requirements. The lower cost structure of the money markets, coupled with the economies of scale resulting from high volume and large-denomination securities, allows for higher interest rates.


4.
Because there’s less regulation and government cost involved in buying and selling money market instruments.  


5.
Following the Great Depression, regulators were primarily concerned with stopping banks from failing. By removing interest-rate competition, bank risk was substantially reduced. The problem with these regulations was that when market interest rates rose above the established interest-rate ceiling, investors withdrew their funds from banks.


6.
The U.S. Treasury has to maintain its T-bills auctions competitive because these instruments are widely traded. This means that whichever institution that is able to “corner the market” (own a substantial percentage of a T-bill auction) stands ready to earn a substantial return. This return would be easily earned by charging a price above the competitive price in the secondary market. Potential buyers will have to pay this higher price, since it can only be bought from this institution. This naturally constitutes a violation of regulations that ensure fair competition in financial markets.

7.
Businesses both invest and borrow in the money markets. They borrow to meet short-term cash flow needs, often by issuing commercial paper. They invest in all types of money market securities as an alternative to holding idle cash balances.


8.
Merrill Lynch initially felt that it could better service its regular customers by making it easier to buy and sell securities from an account held at the brokerage house. The brokerage could offer a market interest rate on these funds by investing them in the money markets.


9.
Life insurance companies can invest for the long term because the timing for their liabilities is known with reasonable accuracy. Property and casualty insurance companies cannot predict the natural disasters that cause large payouts on policies.

10.
The rapid gap increase between T-bill and CD interest rates between 2008 and 2009 is attributable to the global recession that followed the 2007-2008 financial crisis.
11.
In competitive bidding for securities, buyers submit bids. A noncompetitive bidder accepts the average of the rate paid by the competitive bidders.

12.
Federal funds are sold by banks to other banks. They are used to invest excess reserves and to raise reserves if a bank is short.

13.
The Federal Reserve cannot directly set the federal funds rate of interest. It can influence the interest rate by adding funds to or withdrawing reserves from the economy.

14.
A government default on federal debt would force the market to add a default risk premium to all government securities. This would likely raise the interest rate on all government securities.  
15.
Banker’s acceptances substitute the creditworthiness of a bank for that of a business. When a company sells a product to a company it is unfamiliar with, it often prefers to have the promise of a bank that payment will be made.

( Quantitative Problems


1.
What would be the underestimation of your earnings as an investor if you use the discount rate instead of the investment rate to measure the return on your investment if you buy a $5,000 T-bill that matures in 91 days for $4,999.55?
Solution:

Annualized discount rate = [(5,000 – 4,999.55)/5,000] × (360/91) = 0.035604%.
Annualized investment rate = [(5,000 – 4,999.55)/4,999.55] × (365/91) = 0.036102%.

0.036102% – 0.035604% = 0.000498%

Therefore, you would underestimate your return by 0.000498% if you use the discount rate.

2.
What is the annualized discount rate % and your annualized investment rate % on a Treasury bill that you purchase for $9,940 that will mature in 91 days for $10,000?

Solution:
Discount Rate
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3.
If you want to earn an annualized discount rate of 3.5%, what is the most you can pay for a 91-day Treasury bill that pays $5,000 at maturity?

Solution:
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4.
What is the minimum discount rate you will accept if you want to earn at least a 0.25% annualized investment rate on a 182 day $1,000 T-bill?
Solution:
In order to obtain at least a 0.25% annualized investment rate, you will have to pay at most 998.754975 for the $1.000 T-bill maturing in 182 days. This price comes from solving the following equation, where P is the price of the T-bill:

0.0025 < [($1,000 ‒ P) / P] × 365/182 → P < 998.754975

Thereby, you should bid a minimum discount rate of 0.246269% (the minimum discount rate that guarantees a price of 998.754975).  This discount rate satisfies the following equation:
 (($1,000 – 998.754975) / $1,000) × 360/182 = 0.00246269

5.
The price of 182-day commercial paper is $7,840. If the annualized investment rate is 4.093%, what will the paper pay at maturity?

Solution:
Let B  what will be paid at maturity
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6.
Your minimum discount rate bid of 0.35% for a $10,000 T-bill that matures in 91 days has been accepted. Calculate your annualized investment rate.
Solution:
Since your bid was accepted, you will pay for this T-bill $9,991.16. We can calculate this price using the formula for the discount rate:

0.0035 = [($10,000 – P) / P] × 360/91 → P = $9,991.16


Therefore, your annualized investment rate will be 0.3548611%



[($10,000 - $9,991.160) / $9,991.16] × 365/91 = 0.003548611
7.
The price of $8,000 face value commercial paper is $7,930. If the annualized discount rate is 4%, when will the paper mature? If the annualized investment rate % is 4%, when will the paper mature?

Solution:
Let N  when the paper matures


Discount Rate:
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8.
A $5,000 commercial paper issued by CMF Corp. matures in 182 days and sells for $4,995. The investment rate on same maturity T-bills is currently 0.1%. Would you state that commercial paper issued by CMF Corp. is default free?
Solution:
Commercial paper issued by CMF Corp. has an investment rate equal to 0.20075%
[($5,000 - $4,995) / 4,995] × 365/182 = 0.0020075%
This investment rate is more than double the investment rate of the same maturity T-bill. Therefore, we cannot state that this security is default free (assuming both instruments have the same liquidity).


9.
The annualized discount rate on a particular money market instrument is 3.75%. The face value is $200,000 and it matures in 51 days. What is its price? What would be the price if it had 71 days to maturity?

Solution:
Let B  the price with 51 days to maturity
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If 71 days to maturity, then B  $198,520.83.

10.
The annualized yield is 3% for 91-day commercial paper and 3.5% for 182-day commercial paper. What is the expected 91-day commercial paper rate 91 days from now? 

Solution:
Let A  the expected 91-day rate, 91 days from now.


Assume that the 182-day rate is the average of the current 91-day rate and the expected 
91-day rate.
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11.   In a Treasury auction of $2.1 billion par value 91-day T-bills, the following bids were submitted:

	Bidder
	Bid Amount
	Price per
$100

	1
	$500 million
	$99.40

	2
	$750 million
	$99.01

	3
	$1.5 billion
	$99.25

	4
	$1 billion
	$99.36

	5
	$600 million
	$99.39



If only these competitive bids are received, who will receive T-bills, in what quantity, and at what price?


Solution: Bidders 1, 4, and 5 will receive T-bills in the amount requested all at $99.36.

12.
If the Treasury also received $750 million in non-competitive bids, who will receive T-bills, in what quantity, and at what price?

Solution:
All competitive bids are accepted at the highest yield paid to competitive bids. Thus, all $750 million will be accepted at $99.36.
Copyright © 2018 Pearson Education, Inc.
Copyright © 2018 Pearson Education, Inc.
Copyright © 2018 Pearson Education, Inc.

_1357655679.unknown

_1357655692.unknown

_1357655697.unknown

_1362467374.unknown

_1362467802.unknown

_1357655704.unknown

_1357655695.unknown

_1357655681.unknown

_1357655675.unknown

_1357655677.unknown

_1357655672.unknown

