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The major purpose of financial markets is to transfer funds from lenders to borrowers. Financial market participants commonly distinguish between the "capital market" and the "money market," with the latter term generally referring to borrowing and lending for periods of a year or less. 

The money market is a market for short-term transferable securities. The sale of these securities finances the working capital of commercial and industrial firms, financial firms and governments. What is so interesting about the money market is that it shouldn’t be really exist. Financing working capital is precisely what banks do.

The need for working capital fluctuates, so it is best financed with short-term borrowing. The need is also a continuing one, which means that the short-term borrowing must constantly be renewed. In these circumstances, borrowing from a financial intermediary should involve much lower transactions costs than borrowing through a securities market. The continuing relationship between the bank and the borrower means that information and contracting costs are paid only once, however many times the loan is renewed. With a securities market, each renewal of the loan means a new issue, and each new issue involves new lenders. So the fixed costs of information and contracting must be paid over and over again.

Banks have an important advantage too in the funding of short-term loans. The economy’s main source of short-term funds is the precautionary reserves of households and firms – reserves held against fluctuations in income and expenditure. The liquidity and safety of bank deposits makes them the ideal repository for precautionary reserves. The transferable securities offered by the money market are neither as liquid nor as safe.


Given these advantages, other things being equal, the money market should not be able to compete with banks. If money market exists, nonetheless, it is because other things are not equal. As a rule, money markets develop to perform the economic functions of the banks, when banks themselves are blocked from performing that function. Most often, the block is government regulation. To a large extent, money markets exist to provide “work-arounds” for regulatory obstacles.













1. [bookmark: _Toc99191324][bookmark: _Toc100028814]Early Money Markets

Money markets developed in America in the nineteenth century because it had a highly fragmented banking system. The money market compensated for the deficiencies of the banking system and improved integration.

The New York Money Market

The United States had a highly fragmented banking system in the nineteenth century. 
The main reason was regulation. The principal regulatory barriers were 
prohibitions against interstate and intrastate branching. 

In response to this fragmentation, there developed, a market for call loans and a market for commercial bills. In the United States, however, these two markets did not coalesce. Instead, each developed separately.


The Call Loan Market:

Through the correspondent system, surplus funds of small banks found their way to the 
city banks in the major financial centers- particularly New York. The New York 
banks found an outlet for these “bankers’ balances “in the form of call loans – but call 
loans to the stock exchange, not to the money market.

The Commercial Paper Market:

The Bill brokers gathered commercial bills from firms and took them from bank to bank 
until they found a buyer. Initially, the business was limited to New York, but it slowly spread. Brokers sent representatives out of town to solicit bills for sale and to sell 
bills to local banks.

The principal buyers of commercial paper were the banks themselves. Commercial paper 
provided an attractive outlet for their surplus funds. It was relatively liquid, and 
holding paper from outside a bank’s local market improved the diversification of its assets.

The Federal Funds Market:

The Federal Reserve Act of 1913 brought two important changes to the money market. 
The first was a new market for interbank loans. Members of the new Federal 
Reserve System (including all national banks) were required to maintain reserves in the 
form of balances held at the newly established Federal Reserve Banks. To meet this 
requirement, some banks had to borrow from the Fed. At the same time, other banks 
found themselves with surplus funds in their deposits.

Beginning in 1921, a market developed in which banks with surplus reserve deposits 
would lend them to those with reserve deficiencies. This market came to be known as 
“Fed funds market”.







The Banker’s Acceptance Market:

The second change in the money market brought about by the Federal Reserve Act was the creation of a market in bankers’ acceptances. A subsidiary goal of the act was to promote New York as an international money market in competition with London. Several provisions of the act were designed to encourage the development in the New York of a market for bankers acceptances like the one operated by the London acceptance houses. The new market for Banker’s acceptances grew rapidly, to some extent displaying the market for commercial paper.
2. [bookmark: _Toc100028815]The Growth of the Modern Money Market 
The banking legislation of the 1930s deliberately set out to limit competition among banks. The architects of that legislation hoped that banks earning monopoly profits would be less likely to take chances and therefore less likely to get themselves and the economy into trouble.

One of the principle anticompetitive measures was a ceiling on the interest rates banks could pay on deposits. Section 11 of the Glass-Steagall Act of 1933 prohibited payment of interest on checking deposits. In addition, the act granted the Fed the authority to regulate interest rates on time deposits. The Fed did this under its regulation Q, which set a ceiling on permitted rates. These interest rates restrictions were the regulatory obstacle that led to the rebirth of the money market. 

The increasing gap between bank lending rates and bank borrowing rates created an 
incentive to find ways of bringing borrowers and lenders that did not involve banks.

For example, suppose banks pay 5% on deposits and charge 20% on loans. If you can 
find a different way of getting borrowers and lenders together, you can offer lenders   
10%, charge borrowers 15% and still be left with a healthy profit. 


The Supply of Funds to the Money Market 

Corporate treasurers were the first to respond to these incentives. With large amount of liquid reserves to manage, they stood to gain the most. Rather than leaving their liquid reserves in bank deposits that paid no interest, they began to invest in various interest-earning liquid assets. The practice was pioneered in the 1920s by Client.

The practice of cash management came back in the early 1980s, as it accounted for a substantial part of many companies’ income. For example, in 1980 Rockwell International – a major aerospace, automotive, and general manufacturer – earned $80 million of its $500 million pre-tax income from cash management. The 14% it earned on its liquid assets was well above the return on its fixed capital.




1.1 [bookmark: _Toc100028816]Instruments of the Money Market

Commercial Paper:

Commercial paper is a short-term unsecured promissory note issued by corporations and 
foreign governments. For many large, creditworthy issuers, commercial paper is a low-
cost alternative to bank loans. Issuers are able to efficiently raise large amounts of funds 
quickly and without expensive Securities and Exchange Commission (SEC) registration 
by selling paper, either directly or through independent dealers, to a large and varied pool 
of institutional buyers. Investors in commercial paper earn competitive, market-
determined yields in notes whose maturity and amounts can be tailored to their specific 
needs.

Because of the advantages of commercial paper for both investors and issuers, 
commercial paper has become one of America's most important debt markets.

Characteristics of Commercial Paper
The Securities Act of 1933 requires that securities offered to the public be registered with the Securities and Exchange Commission (SEC). Registration requires extensive public disclosure, including issuing a prospectus on the offering, and is a time-consuming and expensive process. Most commercial paper is issued under Section 3(a) (3) of the 1933 Act which exempts from registration requirements short-term securities as long as they have certain characteristics. The exemption requirements have been a factor shaping the characteristics of the commercial paper market.
One requirement for exemption is that the maturity of commercial paper must be less than 270 days. In practice, most commercial paper has a maturity of between 5 and 45 days, with 30-35 days being the average maturity.
A second requirement for exemption is that notes must be of a type not ordinarily 
purchased by the general public. In practice, the denomination of commercial paper is 
large- minimum denominations are usually $100,000, although face amounts as low as 
$10,000 are available from some issuers. Because most investors are institutions, typical 
face amounts are in multiples of $1 million. Issuers will usually sell an investor the 
specific amount of commercial paper needed

A third requirement for exemption is that proceeds from commercial paper issues be 
used to finance "current transactions," which include the funding of operating expenses 
and the funding of current assets such as receivables and inventories.
The commercial paper is typically a discount security: the investor purchases notes at less 
than face value and receives the face value at maturity. The difference between the 
purchase price and the face value, called the discount, is the interest received on the 
investment.

Commercial paper is issued by a wide variety of domestic and foreign firms, including 
financial companies, banks, and industrial firms. Finance companies provide consumers 
with home loans, retail automobile loans, and unsecured personal loans. They provide 
businesses with a variety of short- and medium-term loans including secured loans to 
finance purchases of equipment for resale.



Banker’s Acceptance:

A banker’s acceptance, or BA, is a time draft drawn on and accepted by a bank. Before acceptance, the draft is not an obligation of the bank; it is merely an order by the drawer to the bank to pay a specified sum of money on a specified date to a named person or to the bearer of the draft. Upon acceptance, which occurs when an authorized bank employee stamps the draft "accepted" and signs it, the draft becomes a primary and unconditional liability of the bank. If the bank is well known and enjoys a good reputation, the accepted draft may be readily sold in an active market. 

Creation of Bankers Acceptance 

Acceptances arise most often in connection with international trade: U.S. imports and 
exports and trade between foreign countries. An American importer may request 
acceptance financing from its bank when, as is frequently the case in international trade, 
it does not have a close relationship with and cannot obtain financing from the exporter it 
is dealing with. Once the importer and bank have completed an acceptance agreement, in 
which the bank agrees to accept drafts for the importer and the importer agrees to repay 
any drafts the bank accepts, the importer draws a time draft on the bank. The bank 
accepts the draft and discounts it; that is, it gives the importer cash for the draft but gives 
it an amount less than the face value of the draft. The importer uses the proceeds to pay 
the exporter.

The bank may hold the acceptance in its portfolio or it may sell, or rediscount, it in the 
secondary market. In the former case, the bank is making a loan to the importer; in the 
latter case, it is in effect substituting its credit for that of the importer, enabling the 
importer to borrow in the money market. On or before the maturity date, the importer 
pays the bank the face value of the acceptance. If the bank rediscounted the acceptance in the market, the bank pays the holder of the acceptance the face value on the maturity 
date.

Large Negotiable Certificate of Deposits:

Since early 1990s large denomination ($100,000 or more) negotiable certificates of 
deposit (CDs) used by banks and other depository institutions is called Large CDs.

Large CDs are generally divided into four classes based on the type of issuer because 
the rates paid, risk, and depth of the market vary considerably among the four types. 

The oldest of the four groups consists of CDs issued by U.S. banks domestically, which are 
called domestic CDs. 
Dollar-denominated CDs issued by banks abroad are known as Eurodollar CDs or Euro CDs. 
CDs issued by U.S. branches of foreign banks are known as Yankee CDs.
Finally, CDs issued by savings and loan associations and savings banks are referred to as thrift CDs. 





Domestic CDs
A certificate of deposit is a document evidencing a time deposit placed with a depository institution. The certificate states the amount of the deposit, the date on which it matures, the interest rate and the method under which the interest is calculated. Large negotiable CDs are generally issued in denominations of $1 million or more.
    
 A CD can be legally negotiable or nonnegotiable, depending on certain legal specifications of the CD. Negotiable CDs can be sold by depositors to other parties who can in turn resell them. Nonnegotiable CDs generally must be held by the depositor until maturity.

Eurodollar CDS  
Eurodollar CDs are dollar-denominated CDs issued by the foreign branches of U.S. banks or by foreign banks located abroad. Eurodollar CDs are negotiable instruments and are usually quoted on an interest-bearing basis. They are primarily issued in London and therefore frequently termed London dollar CDs. 
The London branch of First National City Bank of New York issued the first Eurodollar CD in 1966. At the time, market interest rates in the United States were above Regulation Q interest rate ceilings, giving banks the incentive to raise funds overseas where there were no interest rate ceilings. Eurodollar deposits also were free of reserve requirements while domestic CD deposits were not.
Most Eurodollar CDs are fixed-rate, typically with maturities from three to six months. Floating-rate Eurodollar CDs are also issued, usually with longer maturities.
Yankee CDS    
Yankee CDs are negotiable CDs issued by the U.S. branches of foreign banks. The major issuers of Yankee CDs are the New York branches of the well-known international banks of Japan, Canada, England, and Western Europe, which use these funds to lend to their corporate customers in the United States.   

Thrift CDS  
Only the largest savings and loans are able to issue large negotiable CDs for sale in the national CD market. At the beginning of 1990, outstanding negotiable thrift CDs with original maturities of three months or less amounted to $11 billion. The thrift industry's use of negotiable CDs declined as a result of the market's growing perception of the riskiness of thrifts and the continuing shrinkage of the industry resulting from failures and reorganizations.










Repurchase Agreement :

The terms repurchase agreement (repo or RP) and reverse repurchase agreement refer to a type of transaction in which a money market participant acquires immediately available funds by selling securities and simultaneously agreeing to repurchase the same or similar securities after a specified time at a given price, which typically includes interest at an agreed-upon rate. Such a transaction is called a repo when viewed from the perspective of the supplier of the securities (the party acquiring funds) and a reverse repo or matched sale-purchase agreement when described from the point of view of the supplier of funds.
     
In general, whether a given agreement is termed a repo or a reverse depends largely on which party initiated the transaction, but there are a few exceptions. RP transactions between a dealer and a retail customer or between a dealer and the Federal Reserve, for example, are usually described from the dealer's perspective. Thus, a retail investor's purchase of securities and commitment to resell to a dealer is termed a repo because the dealer has sold the securities under an agreement to repurchase. Similarly, when the Federal Reserve temporarily supplies funds to the market by buying securities from dealers with a commitment to resell, the transaction is called a repo; the converse transaction, in which specific securities are sold from the System's portfolio for immediate delivery and simultaneously repurchased for settlement on the desired date, is called a matched sale-purchase agreement (MSP). (When the Fed is involved, the term "reverse repo" generally is not used, although MSPs produce the reverse effect on reserves as RPs.)

RP agreements usually are arranged with short terms to maturity--overnight or a few days. Longer-term repos are arranged for standard maturities of one, two, and three weeks and one, two, three, and sometimes six months

RP transactions are usually arranged in large dollar amounts. Overnight contracts and term repos with maturities of a week or less are often arranged in amounts of $25 million or more, and blocks of $10 million are common for longer-maturity term agreements.

The lender or buyer in an RP agreement is entitled to receive compensation for use of the funds provided to its counterparty. In some agreements, this is accomplished by setting the negotiated repurchase price above the initial sale price, with the difference between the two representing the amount of interest owed to the lender.







Municipal Notes :

These are basically commercial paper issued by state and local governments.
 Municipal securities are generally exempt from the requirement to file with the SEC, and generally have a maturity period less than a year.They are usually interest bearing rather than discount securities.

The several varieties of municipal note are :

Tax anticipation notes (TANs) are issued to fund expenditures in anticipation of future tax receipts.

Revenue anticipation notes (RANs) are similar, but the anticipated revenues are not tax receipts (they might be tolls, for example).

Bond Anticipation notes (BANs) are issued to provide temporary funding for a project that will ultimately be funded by a bond issue.

There are also longer term (20- or 30- year) securities with floating rates called variable rate demand bonds (VRDBs). Like regular long-term fixed-rate municipal bonds, they are issued to finance investment projects.

Municipal notes and VRDBs are issued through dealers. The secondary market is relatively unimportant. Investors generally buy them as investments, to be held to maturity, rather than assets to be traded. Dealers who issue the securities make a secondary do make a secondary market in them to enhance their liquidity.

Medium Term Notes:

Medium Term Notes (MTNs) are unsecured paper intermediate in maturity between commercial paper and corporate bonds.  Maturities run from 270 days to 30 years. Most common maturities are 5, 10 and 15 years.

The first MTN was issued by Client Acceptance Corporation in 1972 .Its purpose was to match the maturity of its automobile loans.

MTNs are fixed rate and unsecured. Recently, floating rates have become more common and some MTNs are backed by bank credit lines or collateralized.













1.2 [bookmark: _Toc100028817]Money Market Intermediaries

We have seen how the enormous gap between money market rates and regulated deposit rates drove corporate treasures into the money market-domestic and international. 

The Money market is a wholesale market. Repos, commercial paper, Eurodollar deposits, and other money market instruments all have large minimum denominations. They usually start at $100,000 ($10,000 for T-bills) and the typical transaction in the millions of dollars. The large denominations may not have mattered much to the treasurer of Client. But they put high money market rates well out of each of the ordinary household.

Money Market Mutual Funds 

The first money market mutual fund was set up in 1972. The appeal of money market mutual funds was due to more than just the high interest rates they could offer. As pools, they offered investors greater liquidity and better diversification than could be had from owning money market instruments directly. As a result, they proved attractive even to large investors who already had direct access to the money market.

Because of their great liquidity, money market mutual funds are able to offer shareholders limited check-writing privileges. Of course, not being banks, they cannot do this directly. So they set up a joint account for their shareholders at a commercial bank on which checks can be drawn. 

To be competitive with bank deposits, money market mutual funds need to be stable in value. The value of deposits in unaffected by changes in the value of bank assets to which they are in indirect claim; bank capital and deposit insurance absorb the risk. Mutual funds are not insured, and their sponsors are not obliged to absorb changes in the value of the underlying assets. To keep the value of shares, money market mutual funds generally invest only in high quality securities to minimize default risk and in securities of very short maturity- to minimize interest rate risk.

Finance Companies

Just as small depositors were barred from the money market, so too were small borrowers. The large denominations of money market instruments is, of course, an obstacle, But the main obstacle is credit standing. Only the most credit worthy borrowers can hope to borrow in the money market. The answer here, too, it is an intermediately in this case, the finance company. 

Finance companies borrow in the money market. Indeed, they are one of the biggest issuers of commercial paper. They lend to house holds and to small businesses. In doing so, they act as intermediaries between the money market and the small borrower. Small business and households, with no chance of borrowing in the money market in their own name, do so indirectly by borrowing from finance companies.
2. [bookmark: _Toc99958012][bookmark: _Toc100028818]Effects of Money Market on the U.S. Financial System 

We have seen how the modern money market grew and how it works. We now look at its effects on the U.S Financial system.


Short -Term Lending without Banks 



 (
Securities dealers
Small firms and households
Banks
Small firms and households
Large Firms
Large Firms
Loans
deposits
)


Exhibit 1

The growth of the money market has changed the pattern of short term lending in the U.S economy. Traditionally, firms and households kept their liquid reserves in bank deposits, and banks used these funds to make various types of short term loans.
Exhibit 1 illustrates the discussed pattern.
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Banks
Large Firms
Money market mutual funds
Small firms and households
Securities dealers
Large Firms
Loans
Purchase of shares
Finance companies
Small firms and households
Purchase of money market instruments
)
Exhibit 2


The above exhibit shows how the money market brings borrowers and lenders together in 
ways that do not involve banks. The replacement of  banks involves both disintermediation and reintermediation.











Disintermediation and Reintermediation 

The money market allows intermediated lending by banks to be replaced by direct lending through the money market. We call this disintermediation. For Example:

· A large firm lends directly to another large firm by purchasing its commercial paper.
· A large firm lends directly to a securities dealer through a repo.

The money market also allows lending intermediated by banks to be replaced by lending intermediated by other intermediaries. We call this reintermediation.

For Example:
· A household lends indirectly to a large firm by buying shares in a money market mutual fund. The fund buys the firm’s commercial paper.
· A household lends indirectly to a small firm or to another household by buying shares in a money market mutual fund. The fund buys the firm’s commercial paper of a finance company. The finance company then lends to a small firm or to a household.


The Continuing Cost Advantage of the Money Market 

The original driving force behind disintermediation and reintermediation was Regulation.
Q. By avoiding banks, lenders could earn more and borrowers could pay less. How ever, when Regulation Q was phased out in the 1980s, the money market did not disappear. 

	
The reason the money market continues to thrive is that is avoids a number of regulatory costs that regulation continues to improve on banks: 

· Banks must hold reserves against their deposits
· Banks must pay deposits insurance premiums.
· Banks must contain a required equity to loan ratio.

These requirements add to the cost of making a loan.


















How Banks have been hurt by the Money Market


Both disintermediation and reintermediation are, of course, bad news for the banks. A good part of the income they used to earn from intermediating borrowing and lending has disappeared.

The share of bank loans in short-term business credit has fallen steadily since the 1950s; the trend has accelerated since the early 1970s. As borrowing from banks has fallen, the share of funds borrowed directly and indirectly in the money market has increased. 
	
Looking merely at the amount of business banks have lost underestimates the damage. The type of business they have lost is equally important. Remember that only the largest and most creditworthy borrowers can borrow in the money market. The government securities dealers, finance companies, and other large corporations that have switched their borrowing to the money market were among the banks best customers. Having lost many of their best loans, bank portfolios have inevitably become riskier. 



How banks have benefited from the Money Market

Of Course, every cloud has a silver lining. Banks did not stand idly by as the money market grew and developed. They found ways to make money by providing it with services, as well as ways to explicit it for their own ends.

Serving the Money Market 
Banks have been able to replace some of the loan income they have lost to the money market with income from services they provide to money market borrowers. Banks have earned fee income from helping issuers place commercial paper with lenders.

Banks have also earned fee income from guaranteeing commercial paper and Banker’s acceptance – that is, from credit substitution. Banks can guarantee money market paper in this way because evaluating credit risk and monitoring loan performance is precisely what they are good at. Indeed helping a customer issue commercial paper allows a bank to perform much of its traditional lending function without actually putting the loan on its own books.

The Attractions of Off Balance – Sheet Banking 
Such off-balance-sheet banking has a number of advantages for a bank. As we have seen, it avoids the regulatory costs of a standard loan. 

Off-balance-sheet banking also relieves a bank of the liquidity risk involved in funding the loan itself. Typically the deposits used to fund the loan are of shorter maturity than the loan itself. Typically, the deposits wish to withdraw their funds before the loan is replied, the bank must somehow find the necessary funds. With off-balance-sheet banking, the bank is no longer responsible for the liquidity of the loan, and it no longer bears the associated costs.



Purchasing Funds in the Money Market 

Not only have banks helped others use the money market; they have also found ways to use it themselves. As we have seen, the fed funds market has streamlined interbank lending. And the market for wholesale deposits (NCDs and others) has proved banks with an important new source of funds.

The ability of banks to “buy” funds in the money market has changed banking in two important respects. The first is that banks no longer have to wait passively for deposits before they can make a loan. Now if a good loan opportunity comes along, a bank can raise the funds it needs in the memory market.

The second change is that banks now have a new way to manage their liquidity. The standard method, asset management, used to hold liquid assets that could readily be sold off to provide cash needed, NOW banks can also rely on liability management: they can borrow in the money market to obtain cash whenever they need it.



































3. [bookmark: _Toc100028820]Appendix 

Glass-Steagall Act of 1933

The Banking Act of 1933, or the Glass-Steagall Act grew out of a Depression-era notion that America's financial house can best be kept in order if bankers and brokers stay in separate rooms. 
Spurred by the 1929 market crash and the bank failures that followed, the act was aimed at restoring confidence in the banking system. It established the Federal Deposit Insurance Corporation, which insured customer accounts, and prohibited banks from both accepting deposits and underwriting securities. 
Banking institutions were given a year to decide whether to become commercial banks, which could accept customer deposits in checking and savings accounts, or investment banks, which could engage in the riskier business of corporate underwriting, involving the purchase of new securities from the corporate issuers and their resale to the public. 
Under the Glass-Steagall Act, commercial banks could receive no more than 10 percent of their income from the securities markets, a limit so slim that most simply abandoned business on Wall Street.






















4. [bookmark: _Toc100028821]Glossary 
Key Terms:

Banker’s Acceptance:  Draft or bill of exchange accepted by a bank, which guarantees payment.

Commercial Paper: 
Unsecured short term security.

Fed Funds market: 
Market for loans of deposits at the Fed.

Regulation Q: 
A Federal Reserve Board regulation that limits the interest rate that banks can pay on savings deposits.

Regulatory costs: 
Additional lending costs imposed on a financial intermediary by the need to comply with regulations.

Repurchase Agreement (repo): 
Simultaneous arrangement to sell securities and to repurchase them later at a specified time and price.

Call Loan: 
A loan that must repaid upon the lender’s demand, also called as callable loan.

Correspondent System
A bank, brokerage or other financial institution that performs services for other banks, brokerages or other financial institutions, where the latter does not have direct access.
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