
LECTURE 3 
MONEY MARKETS 



Lecture 3 

 

• Chapter 11 of textbook by Frederic S. Mishkin 
and Stanley Eakins, Financial Markets and 
Institutions, Global Edition, 7th edition, 
Pearson 



Key Terms 

• Money Markets; Why do they exist? 

• Money Markets Features 

• Money Markets Functions 

• Money Markets vs. Capital Markets 

• Money Markets Participants 

• Money Markets Instruments 

 

 

 



Money Markets 

• As money is a commodity, the Money Market (MM) is  a 
component of financial markets for assets in short-
term borrowing, lending, buying & selling with original 
maturities of one year or less 

• Money (currency) is not actually traded in MM 

• Securities in MM are short term with high liquidity; 
therefore, they are close to being money 

• Trading in the MM is done over the counter & is wholesale 
(transactions in excess of 1 million). 

• MM & Capital Markets (CM) are parts of financial markets. 
The instruments bear differing maturities, currencies, credit 
risks, and structure & can be used to distribute the exposure 



Money Markets Features 

• MM securities: 

• are usually sold in large denominations 
(£1,000,000 or more) 

• have low default risk 

• mature in one year or less from their issue 
date, although most mature in less than 
120 days 

 



Money Markets 

• MM exist because: 

– they offer a distinct cost advantage over banks as 
banks are quite regulated 

– reserve requirements create additional expense for 
banks that money markets do not have 

– offer the opportunity to earn a higher interest rate 

 

 



Money Markets 

• MM provide: 

– investors a place for warehousing surplus funds 
for short periods of time 

– borrowers low-cost source of temporary funds 

– corporations and governments a low cost way to 
solve cash-timing problems (when timing of cash 
inflows and outflows are not well synchronized 



Money Markets Functions-Examples 

• Financing Industry: MM contributes to the 
growth of industries by helping industries: 
– in securing short-term loans to meet 

working capital requirements  
– indirectly through its link with & influence 

on long-term CM. Industries generally need 
long-term loans, provided in CM. However, 
CM depend upon the conditions in MM. The 
short-term interest rates of MM influence 
the long-term interest rates in CM 



Money Markets Functions-Examples 
  

• Commercial Banks  Profitable Investment:  
– MM enable commercial banks to use their excess reserves in 

profitable investment. The main objective of commercial banks is to 
earn income from its reserves & maintain liquidity to meet the 
uncertain cash demand of the depositors. In MM, the excess 
reserves of the commercial banks are invested in near-money 
assets which are highly liquid & can be easily converted into cash. 
Thus, the commercial banks earn profits without losing liquidity 

• Commercial Banks  Self-Sufficiency:  
– Developed MM help commercial banks to become self-sufficient. In 

the situation of emergency, when commercial banks have scarcity of 
funds, they need not approach the central bank and borrow at a 
higher interest rate. They can meet their requirements by recalling 
their old short-run loans from the MM 



Money Markets Functions-Examples 
 

 

• Help Central Bank: 
– the short-run interest rates of the MM serve as an 

indicator of the monetary and banking conditions in 
the country & can guide the central bank to adopt an 
appropriate banking policy 

– MM are sensitive and integrated & can help the 
central bank to secure quick & widespread influence 
on the sub-markets, and thus achieve effective 
implementation of its policy 

 



Money Markets Functions 

• In summary MM functions: 
– provide a quick and low cost source of temporary 

funds to firms, government and intermediaries 

– transfer of large sums of money 

– transfer from parties with surplus funds to 
parties with a deficit 

– allow governments to raise funds 

– help to implement monetary policy 

– determine short-term interest rates 

 



Money Markets vs. Capital Markets 
 

• Maturity period & purpose of funding:  
– MM deal in lending & borrowing of short-term finance (for one year 

or less) & provide working capital  

– CM deal in lending and borrowing of long-term finance (for more 
than one year), cater for long-term credit needs of industrialists & 
provide fixed capital to buy land, machinery, etc. 

• Main role:  
– role of MM is that of liquidity adjustment 

– role of CM is that of putting capital to work, preferably to long-term, 
secure and productive employment 



Money Markets vs. Capital Markets 
 

• Credit Instruments :  
– in MM, the main credit instruments are treasury bills, fed funds, 

certificates of deposit, bank acceptances, etc. and are more 
homogeneous.  

– in CM are stocks, bonds etc. and are more heterogeneous 

• Risk profile:  
– in MM risk is small. The risk is much greater in CM. Risk varies both 

in degree & nature throughout the CM 

• Relation with Central Bank:  
– MM are closely and directly linked with central bank. CM feel central 

bank's influence, but mainly indirectly and through the MM 
 



Money Market Participants 



Money Market Instruments 

─Treasury Bills 

─Federal Funds 

─Repurchase Agreements 

─Negotiable Certificates of Deposit 

─Commercial Paper 

─Eurodollars 

─Banker’s Acceptances 

 

 



Treasury Bill 
• The treasury issues various debt securities to finance  

national debt. Most widely & liquid is the Treasury Bill (or T-
Bills)  

• They mature in one year or less. Like zero-coupon bonds, 
they do not pay interest prior to maturity; instead are sold at 
a discount of the par value to create a positive yield to 
maturity. 

 

• Regular weekly T-Bills are commonly issued with maturity 
dates of 28 days , 91 days , 182 days , and 364 days 

• Treasury bills are sold by single-price auctions held weekly 

 



Treasury Bill-Example 

• What is its discount rate? If you bought a 28-
day T-bill for £996.37  and is worth £1,000 at 
maturity 

 

 

 

• Mmm 

 



Fed Funds 

• Federal funds  in U.S. are overnight borrowings 
between banks & other entities to maintain their bank 
reserves at the Federal Reserve 

• Banks keep reserves at Federal Reserve Banks to meet 
their reserve requirements & clear financial transactions. 
Transactions in the federal funds market enable depository 
institutions with reserve balances in excess of reserve 
requirements to lend reserves to institutions with reserve 
deficiencies.  

• These loans are usually made for one day only, that is, 
"overnight". The interest rate at which these deals are done 
is called the federal funds rate 



Fed Funds 
• Federal funds are not collateralized; like Eurodollars, they are 

an unsecured interbank loan  

• The Federal reserve cannot directly control fed funds. It does 
that indirectly by adjusting the level of reserves available to 
banks 

• Fed can increase the amount of money by buying securities. 
When investors sell securities to the fed, their reserves are 
increased, so interest rates are lower 

• When fed removes reserves by selling securities, fed funds 
rates increase 

 



Repurchase Agreements, Repo 

• Short-term loans; normally for less than two weeks and 
frequently for one day, arranged by selling securities to an 
investor with an agreement to repurchase them at a fixed 
price on a fixed date(usually 3–14 days later)  

• The repurchase price should be greater than the original sale 
price, the difference effectively representing interest, called 
the repo rate 

• The party that originally buys the securities effectively acts 
as a lender. The original seller is effectively acting as 
a borrower, using their security as collateral for a secured 
cash loan at a fixed rate of interest 



Repurchase Agreements, Repo 

• Repos work similar to the market for fed funds, but 
nonbanks can participate 

• A repo is like a short term collateralized loan 

• The federal reserve also uses repos in conducting monetary 
policy. Fed will buy or sell treasury securities in the repo 
market 

• Repos are collateralized with treasury securities, low-risk 
investment and of low risk 

 



Negotiable Certificates of Deposit 

• Time deposit, commonly offered to 
consumers by banks and credit unions 

• A bank-issued security that documents a 
deposit & specifies the interest rate & the 
maturity date (term security),not a demand 
security (that can be withdrawn anytime) 

• It is also a bearer instrument (whoever hold it 
at maturity receives principal & interest) 

 



Commercial Paper 

• Unsecured promissory notes, issued by 
corporations, that mature in no more than 
270 days 

• The use of commercial paper increased 
significantly in the early 1980s because of the 
rising cost of bank loans 

 



Banker’s Acceptances 

• An order to pay a specified amount to the bearer on a 
given date if specified conditions have been met, 
usually delivery of promised goods 

• These are often used when buyers / sellers of 
expensive goods live in different countries 

• Avoid the need to establish the credit-worthiness of a 
customer living abroad 

• A bank intervenes by issuing a banker’s acceptance 
where the bank substitutes its creditworthiness for 
that of the purchaser 

 



Banker’s Acceptances Advantages 
 

• Exporter paid immediately 

• Exporter shielded from foreign exchange risk 

• Exporter does not have to assess the financial 
security of the importer 

• Importer’s bank guarantees payment 

• Crucial to international trade 

 



Eurodollars 

• Eurodollars represent Dollar denominated 
deposits held, outside the US, and thus are 
not under the jurisdiction of the Federal 
Reserve 

• The market is essential since many foreign 
contracts call for payment is U.S. dollars due 
to the stability of the dollar, relative to other 
currencies 

 

 



Eurodollar 

 The Eurodollar market has continued to grow 
rapidly because depositors receive a higher 
rate of return on a dollar deposit in the 
Eurodollar market than in the domestic market  

 



Comparison of Money Market 
Securities 



DISCUSS THE 
FOLLOWING 
BLOOMBERG PAGES 



Treasury & Money Markets UK 

 



Treasury & Money Markets US 

 


