Money Market Instruments

Money Market
Money Market is “the centre for dealings, mainly short term character, in money assets. It meets the short term requirements of the borrowers & provides liquidity or cash to the lenders. Money Market refers to the market for short term assets that are close substitutes of money, usually with maturities of less than a year.

“Money market means market where money or its equivalent can be traded.”
“Money Market is a wholesale market of short term debt instrument and is synonym of liquidity”

As per RBI definitions

“A market for short terms financial assets that are close substitute for money, facilitates the exchange of money in primary and secondary market”.
Money Market is part of financial market where instruments with high liquidity and very short term maturities i.e. one or less than one year are traded. 

Due to highly liquid nature of securities and their short term maturities, money market is treated as a safe place. 

Hence, money market is a market where short term obligations such as treasury bills, call/notice money, certificate of deposits, commercial papers and repos are bought and sold.

The money market is the global financial market for short-term borrowing and lending. It provides short-term liquid funding for the Global Financial System (GFS).

In finance, the money market is the global financial market for short-term borrowing and lending. It provides short-term liquidity funding for the global financial system. The money market is where short-term obligations such as Treasury bills, commercial paper and bankers' acceptances are bought and sold.

Characteristics Of Money Market
· It is not a single market but a collection of markets for several instruments.
· It is a need-based market wherein the demand & supply of money shape the market.
· Money market is basically over-the-phone market.
· Dealing in money market may be conductive with or without the help of brokers.
· It is a market for short-term financial assets that are close substitutes for money.
· Financial assets which can be converted into money with ease, speed, without loss & with minimum transaction cost are regarded as close substitutes for money.
Prerequisites For An Efficient Money Market
· Money market should be wide & deep. There should be large number of participants.
· There should be well diversified mix of money market instruments, suited to different requirement of borrowers and lenders.
· A strong central bank for regulation, direction and facilitation is essential for a well organized and developed money market.
· A well organized commercial banking system.
· There should be a number of inter-related and integrated sub-markets.
· Money market should have adequate amount of liquidity.
· Money market should have large demand and supply of funds.  
Functions Of Money Market
· Economic development
· Profitable investment
· Borrowings to government
· Importance for central bank
· Mobilization of funds
· Savings and investment
Benefits  of Money Market

Money markets exist to facilitate efficient transfer of short-term funds between holders and borrowers of cash assets. 

· For the lender/investor, it provides a good return on their funds. 

· For the borrower, it enables rapid and relatively inexpensive acquisition of cash to cover short-term liabilities. 

One of the primary functions of money market is to provide focal point for RBI’s intervention for influencing liquidity and general levels of interest rates in the economy. RBI being the main constituent in the money market aims at ensuring that liquidity and short term interest rates are consistent with the monetary policy objectives.

Players of Money market 

· Reserve Bank of India

· SBI DFHI Ltd (Amalgamation of Discount & Finance House in India and SBI in 2004)

· Acceptance Houses

· Commercial Banks, Co-operative Banks and Primary Dealers are allowed to borrow and lend.

· Specified All-India Financial Institutions, Mutual Funds, and certain specified entities are allowed to access to Call/Notice money market only as lenders 

· Individuals, firms, companies, corporate bodies, trusts and institutions can purchase the treasury bills, CPs and CDs.
Structure of Money Market in India

· ORGANISED STRUCTURE
1. Reserve Bank of India.
2. SBI DFHI (Discount And Finance House Of India).

3. Commercial banks
i. Public sector banks
                     SBI with 7 subsidiaries
                     Cooperative banks
                     20 nationalised banks 
ii. Private banks
                     Indian Banks
                     Foreign banks

4. Development bank
IDBI, IFCI, ICICI, NABARD, LIC, GIC, UTI etc.

· UNORGANISED STRUCTURE
1. Indigenous banks

2. Money lenders

3. Chit

4. Nidhis


·  CO-OPERATIVE STRUCTURE

       1. State cooperative
             i. central cooperative banks
                      Primary Agri credit societies
                      Primary urban banks

       2. State Land development banks
                central land development banks
                Primary land development banks
Objective of Money Market
· To provide a parking place to employ short term surplus funds.

· To provide room for overcoming short term deficits.

· To enable the central bank to influence and regulate liquidity in the economy through its intervention in this market.

· To provide a reasonable access to users of short-term funds to meet their requirement quickly, adequately at reasonable cost.
Characteristic features of a developed money Market

· Highly organized banking system

· Presence of central bank

· Availability of proper credit instrument

· Existence of sub-market

· Ample resources

· Existence of secondary market

· Demand and supply of fund

Importance of Money Market
· Development of trade & industry.

· Development of capital market.

· Smooth functioning of commercial banks.

· Effective central bank control.

· Formulation of suitable monetary policy.

· Non inflationary source of finance to government.

Composition of Money Market
Money Market consists of a number of sub-markets which collectively constitute the money market. They are,

· Call Money Market

· Commercial bills market or discount market

· Acceptance market 

· Treasury bill market
Recent development in  Money Market

· Integration of unorganised sector with the organised sector

· Widening of call Money market

· Introduction of innovative instrument

· Offering of Market rates of interest 

· Promotion of bill culture

· Entry of Money market mutual funds

· Setting up of credit rating agencies

· Adoption of suitable monetary policy

· Establishment of  DFHI

· Setting up of security trading corporation of India ltd. (STCI)

CHARACTERISTICS OF MONEY MARKET INSTRUMENTS
· Short-term borrowing and lending.

· Low credit risk.

· High liquidity.

· High volume of lending and borrowing.
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Money market Instruments
Money Market Instruments provide the tools by which one can operate in the money market. 

Instrument of Money Market
A variety of instruments are available in a developed money market. In India till 1986, only a few instruments were available.
They were
· Treasury bills 
· Money at call and short notice in the call loan market.
· Commercial bills, promissory notes in the bill market.
Now, in addition to the above the following new instruments are available:
· Commercial papers.
· Certificate of deposit.

· Inter-bank participation certificates.

· Repo instrument


· Banker's Acceptance

· Repurchase agreement

· Money Market mutual fund

· Eurodollar
Eurodollar

Contrary to the name, Eurodollars have very little to do with the euro or European countries. Eurodollars are U.S.-dollar denominated deposits at banks outside of the United States. This market evolved in Europe (specifically London), hence the name, but Eurodollars can be held anywhere outside the United States. 

The Eurodollar market is relatively free of regulation; therefore, banks can operate on narrower margins than their counterparts in the United States. As a result, the Eurodollar market has expanded largely as a way of circumventing regulatory costs. 

The average Eurodollar deposit is very large (in the millions) and has a maturity of less than six months. A variation on the Eurodollar time deposit is the Eurodollar certificate of deposit. A Eurodollar CD is basically the same as a domestic CD, except that it's the liability of a non-U.S. bank. Because Eurodollar CDs are typically less liquid, they tend to offer higher yields. 

The Eurodollar market is obviously out of reach for all but the largest institutions. The only way for individuals to invest in this market is indirectly through a money market fund.

Risk
· They are not subject to reserve requirements 
· Nor are they eligible for FDIC depositor insurance (U.S. government is not interested in protecting foreign depositors)
· The resulting rates paid on Euro dollars are higher (higher risk)

Trading

· Over night trading as in the Federal Funds market

· Eurodollars are traded in London, and the rates offered are referred to as LIBOR (London Interbank Offered Rate)
· Rates are tied closely to the Fed Funds rate
· Should the LIBOR rate drop relative to the Fed Funds rate, U.S. banks can balance their reserves in the Eurodollar market (arbitrage)
Federal Funds

· Short-term funds transferred (loaned or borrowed) between financial institutions, usually for a period of one day.
· Used by banks to meet short-term needs to meet reserve requirements (over night).
· Banks loan because they would not make any interest at all on excess reserves held with the Fed.
· Banks may borrow the funds to meet the reserves required to back their deposits.
· Participants in federal funds market include commercial banks, savings and loan associations, government sponsored enterprises, branches of foreign banks in the US, federal agencies and securities firms.
Fed funds rates and T-bill rates 1990 through 2004
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Municipal Bonds

· Bond issues by a state, city, or other local govt. or their agencies.

· The method and practices of issuing debt are governed by an extensive system of laws and regulations, which vary by state.

· The issuer of the municipal bond receives a cash payment at the time of issuance in exchange for a promise to repay the investor over time.

· Repayment period can be as short as few months to few years.

· Bond bears interest at either fixed or variable rate of interest.

· Interest income received by bond holders is often exempt from the federal income tax and income tax of state.

· Investors usually accept lower interest payments than other types of borrowing.

· Municipal bond holders may purchase bonds either directly from the issuer at the time of issuance or from other bond holders after issuance.

· Municipal bonds typically pay interest semi-annually.

· Interest earnings on bonds that fund projects that are constructed for the public good are generally exempt from federal income tax.

· But, not all municipal bonds are tax-exempt.

· Municipal bonds may be general obligations of issuer or secured by specified revenues.

Treasury bill (T-bill)

History of Treasury bills
Treasury Bills (T-bills) are the most marketable money market security. Their popularity is mainly due to their simplicity. Essentially, T-bills are a way for the U.S. government to raise money from the public. In this tutorial, we are referring to T-bills issued by the U.S. government, but many other governments issue T-bills in a similar fashion. 
In the United States, the history of the Treasury bill dates back to December 1929. To tackle the unforeseen financial demands that occurred during, and after, World War I, the US Treasury issued bills, notes, and bonds.

After World War II, along with their popularity over other short-term government securities, and there has been a gradual rise of acceptance of treasury bills as marketable treasury securities. This is because they:

· Have a very short maturity period

· Are easier to issue and hence less expensive for the Treasury
· There is no pre-determined interest rate

Definitions:

“A short-term debt obligation issued by the government to finance government activities.  These are commonly referred to as T-Bills.  They are usually issued in maturities of one, three, or six months.”
“T-bills are zero-coupon bonds, which mean that they don't pay out interest.  Instead, an investor buys them at a discount to their par value and earns the difference”
“Treasury bills are a short-term marketable securities issued on discount basis rather than at par, the price of which is determined by competitive bidding. Purchase can be done primarily through these auctions, however, at the secondary level; the bills can be bought and sold from traders.”

Treasury bills, commonly referred to as T-Bills are issued by Government of India against their short term borrowing requirements with maturities ranging between 14 to 364 days. All these are issued at a discount-to-face value.
For example a Treasury bill of Rs. 100.00 face value issued for Rs. 91.50 gets redeemed at the end of it's tenure at Rs. 100.00.
Who can invest in T-Bill?
Banks, Primary Dealers, State Governments, Provident Funds, Financial Institutions, Insurance Companies, NBFCs, FIIs (as per prescribed norms), NRIs & OCBs can invest in T-Bills.
The characteristics of Treasury Bills 
· No coupon and trade at a discount, meaning that the investor is not paid interest in increments over the life of the investment, but instead the security is sold for an amount less than the face or par value of the security. When the security reaches maturity, the investor is paid face value. 

· Interest = par value minus cost 

· 3- and 6-month treasury bills are auctioned every Monday 

· One year treasury bills are auctioned every four weeks 

· Treasury Bills mature on Thursdays unless it’s a holiday, then they mature on the next business day 

· Treasury Bills are quoted and traded on a discount yield that is converted to a bond equivalent yield.
Types of Treasury Bills
At present, the Government of India issues three types of treasury bills through auctions, namely, 
· ONTAP: Through the help of this funds can available at any time. It can be bought from RBI at anytime.
· AD HOC: These T-bills issued in favor of RBI only and it serves two purposes which are :-
1. They replenish cash balances of the central govt. 
2. They provide an investment outlet to state govt., semi-govt. departments and foreign central bank for parking their temporary surplus and income. 
· AUCTIONED: RBI receives bids in an auction and issued with certain cut off limits. It includes 91 days T-bills, 182 days T-bills and 364 days T-bills. 
There are no treasury bills issued by State Governments.
Amount

· Treasury bills are available for a minimum amount of Rs.25,000 and in multiples of Rs. 25,000. Treasury bills are issued at a discount and are redeemed at par. 

· Types of Bills: on tap bills, ad hoc bills, auctioned T- bills

The Treasury bills are short-term money market instrument that mature in a year or less than that. The purchase price is less than the face value. At maturity the government pays the Treasury bill holder the full face value. The Treasury Bills are marketable, affordable and risk free. The security attached to the treasury bills comes at the cost of very low returns.
Credit Risk
   : Low. Treasury bills are backed by the full faith and credit of the U.S. Treasury. 

Liquidity Risk     : Low. Treasury bills are one of the most liquid securities in the market. 

Market Risk          : Low. The short duration allows for less price volatility. 
Merits of Treasury Bills
· T-bills remain one of the safest investments for investors.

· The advantage of purchasing these short terms, liquid instruments, is access to your funds at any time, with the peace of mind knowing that your funds will not be tied up in long term investments, should an emergency arise.

· T-bills can be held to maturity, with constant roll over into other T-bill purchases, or can be sold at any time an investor chooses.

· Compared with commercial banks and other financial institutions rates, the Treasury Bills sometimes offer the highest interest rate available.

· Treasury Bills provide a regular income or cash flow which can be used to supplement your existing income or provide an income if you are retired.

· Treasury Bills can easily be converted to cash on maturity, or they may be sold if you need the money before the maturity dates.

· As Treasury Bills are an income generating asset, they can be used as collateral for loans from banks and other financial institutions.

· Treasury Bills offer a simple mode of preserving & protecting your investment

Demerits of Treasury Bills
· The main disadvantage of Treasury Bills is that income from Treasury Bills is fixed for the term of the investment. In times of high inflation, the purchasing power of your money will be reduced.
· The only downside to T-bills is that you won't get a great return because Treasuries are exceptionally safe. Corporate bonds, certificates of deposit and money market funds will often give higher rates of interest. What's more, you might not get back all of your investment if you cash out before the maturity date.

Participants in T-Bill Market
The Reserve Bank of India, Banks, Mutual Funds, Financial Institutions, Primary Dealers, Satellite Dealers, Provident Funds, Corporates, Foreign Banks, & Foreign Institutional Investors are all participants in the T-Bills market The state governments can invest their surplus funds as non-competitive bidders in T-Bills of all maturities
Certificate of Deposit:
A certificate of deposit (CD) is a time deposit with a bank. CDs are generally issued by commercial banks but they can be bought through brokerages. They bear a specific maturity date (from three months to five years), a specified interest rate, and can be issued in any denomination, much like bonds. Like all time deposits, the funds may not be withdrawn on demand like those in a checking account. 


CDs offer a slightly higher yield than T-Bills because of the slightly higher default risk for a bank but, overall, the likelihood that a large bank will go broke is pretty slim. Of course, the amount of interest you earn depends on a number of other factors such as the current interest rate environment, how much money you invest, the length of time and the particular bank you choose. While nearly every bank offers CDs, the rates are rarely competitive, so it's important to shop around. 

A fundamental concept to understand when buying a CD is the difference between annual percentage yield (APY) and annual percentage rate (APR). APY is the total amount of interest you earn in one year, taking compound interest into account. APR is simply the stated interest you earn in one year, without taking compounding into account
The difference results from when interest is paid. The more frequently interest is calculated, the greater the yield will be. When an investment pays interest annually, its rate and yield are the same. But when interest is paid more frequently, the yield gets higher. For example, say you purchase a one-year, 1,000 CD that pays 5% semi-annually. After six months, you'll receive an interest payment of 25 (1,000 x 5 % x .5 years). Here's where the magic of compounding starts. The 25 payment starts earning interest of its own, which over the next six months amounts to 0.625 (25 x 5% x .5 years). As a result, the rate on the CD is 5%, but its yield is 5.06. It may not sound like a lot, but compounding adds up over time.
“A certificate of deposit is a promissory note issued by a bank. It is a time deposit that restricts holders from withdrawing funds on demand. Although it is still possible to withdraw the money, this action will often incur a penalty.”
The characteristics of CD 

· CDs can be issued by all scheduled commercial banks except RRBs (ii) selected all India financial institutions, permitted by RBI

· Minimum period 15 days

· Maximum period 1 year

· Minimum Amount Rs 1 lac and in multiples of Rs. 1 lac

· CDs are transferable by endorsement

· CRR & SLR are to be maintained

· CDs are to be stamped 

· CDs may be issued at discount on face value

· Interest calculations are mostly based upon a standard 360 days in a year called actual/360 but some are actual/365 

· Investment is dependent solely upon the credit worthiness of the bank deposits 

Credit Risk     : High. The investor should monitor the financial condition of the bank. 

Liquidity Risk: High. CDs cannot be liquidated without paying penalty. 

Market Risk   : Moderate. Monitor collateral value and require adequate margins.
Advantages of Certificate of Deposit as a money market instrument
1. Since one can know the returns from before, the certificates of deposits are considered much safe.

2. One can earn more as compared to depositing money in savings account.

3. The Federal Insurance Corporation guarantees the investments in the certificate of deposit.
Disadvantages of Certificate of deposit as a money market instrument:
1. As compared to other investments the returns is less.
2. The money is tied along with the long maturity period of the Certificate of Deposit. Huge penalties are paid if one gets out of it before maturity.
3. Investors can redeem bank-issued CDs prior to maturity. However, you will typically be charged an early withdrawal penalty. These penalties are set by each bank and differ nationwide.
4. Unlike Treasury notes, the interest on CDs is not exempt from state and local taxes. CDs are fully taxable at the state, local and federal levels.

5. The investment is locked in at a specific rate, even if interest rates increase
Market of Certificate of Deposits
Being a negotiable instrument CDs are traded in the secondary money market. However, the secondary market for these deposits has remained dormant as investors find it profitable to hold the high-interest yielding deposits till maturity. In order to provide flexibility and depth to the secondary market, the time restriction on transferability of CDs issued by both banks and financial institutions was withdrawn effective from October 10, 2000. Two-way quotations on the deposits are offered by DFHI, but very little trade actually take place in the secondary market. CDs are also traded on the NSE-WDM segment but the proportion in the total trading volume is insignificant.
Commercial Paper
History

Commercial paper, in the form of promissory notes issued by corporations, has existed since at least the 19th century. For instance, Marcus Goldman, founder of Goldman Sachs, got his start trading commercial paper in New York in 1869. 

Definition

“An unsecured obligation issued by a corporation or bank to finance its short-term credit needs, such as accounts receivable and inventory. Maturities typically range from 2 to 270 days. Commercial paper is available in a wide range of denominations, can be either discounted or interest-bearing, and usually have a limited or nonexistent secondary market. Commercial paper is usually issued by companies with high credit ratings, meaning that the investment is almost always relatively low risk.”

“Commercial paper is an unsecured and discounted promissory note issued to finance the short-term credit needs of large institutional buyers. Banks, corporations and foreign governments commonly use this type of funding.”
An unsecured, short-term debt instrument issued by a corporation, typically for the financing of accounts receivable, inventories and meeting short-term liabilities. Maturities on commercial paper rarely range any longer than 270 days. The debt is usually issued at a discount, reflecting prevailing market interest rates. Commercial Paper is short-term loan that is issued by a corporation use for financing accounts receivable and inventories. Commercial Papers have higher denominations as compared to the Treasury Bills and the Certificate of Deposit. The maturity period of Commercial Papers is a maximum of 9 months. They are very safe since the financial situation of the corporation can be anticipated over a few months. 
The characteristics of commercial paper
· Unsecured debt 
· Bearer or depository trust company eligible. A depository trust company is a firm through which the members can use a computer to arrange for investment securities to be delivered to other members via computer, thus there is no physical delivery of the securities. A depository trust company uses computerized debit and credit entries.
· Discount (most common). A discount is the difference between the purchase price of a security and its par (face) value. This discount represents the income to be earned on the security, and will be accreted over the life of the security. 
· Purchased direct or through dealers.
Eligibility for issue of CP

· Highly rated corporate borrowers, primary dealers (PDs) and satellite dealers (SDs) and all-India financial institutions (FIs)
· The tangible net worth-not less than Rs.4 crore;

· The working capital (fund-based) limit-not less than Rs.4 crore

· & borrower account- classified as a Standard Asset by the financing banks.

Types of CP

· Direct Papers :-
         Issued directly by company to investors without any intermediary.

· Dealer Papers :-
         Issued by a dealer or merchant banker on behalf of a client.

Rating Requirement
All eligible participants should obtain the credit rating for issuance of CP through the following--

· Credit Rating Information Services Of India Ltd. (CRISIL)

· Investment Information & Credit Rating Agency of India Ltd. (ICRA)

· Credit Analysis & Research Ltd. (CARE)

· DCR India

· The minimum credit rating shall be P-2 of CRISIL or such equivalent rating by other agencies

To whom issued
· CP is issued to and held by individuals, banking companies, other corporate bodies registered or incorporated in India and unincorporated bodies, Non-Resident Indians (NRIs) and Foreign Institutional Investors (FIIs). 
· Denomination: min. of 5 lakhs and multiple thereof.
· Maturity: min. of 7 days and a maximum of up to one year from the date of issue
Maturity
· Issued for maturities between a minimum of 30 days and a maximum upto one year from the date of issue.

· If the maturity date is a holiday, the company would be liable to make payment on the immediate preceding working day.
Formula for calculation of discounted price of a commercial paper is, 

Price = Face Value/ [1 + yield x (no. of days to maturity/365)] 

Yield = (Face value – Price)/ (price x no of days to maturity) X 365 X 100

Credit Risk:  Moderate to high. The ratings of the company issuing the commercial paper should be monitored; i.e., A-1/P-1. 

Liquidity Risk:  Moderate. If a company has credit problems it may receive a negative credit watch, which will lead to a rating being downgraded. Commercial paper also may be somewhat difficult to sell. 

Market Risk:  Moderate, due to the short-term nature of this security. 

The advantages of investing in commercial paper are:

· Cheaper source of funds than limits set by banks.

· Optimal combination of liquidity return.

· Highly liquid instrument.

· Transferable by endorsement & delivery.

· Backed by liquidity & earnings of issuer.

· Issued for a minimum period of 30 days and a maximum up to one year

· Issued at a discount to face value

· Issued in demat form. (Compulsory demat from July '01).
· To obtain cash with which to take advantage of cash discounts offered by trade creditors

· To establish national credit

· To keep a reserve of borrowing power at local banks

· To borrow at cheaper rates than is possible at your local banks

· To establish a broader market for the paper than is possible locally
· local savers may provide less costly funds; an important habit among clients and the public is rewarded 

· lower interest loans provide experience for MFI in borrowed funds 

· local banks become familiar with MSE (micro and small enterprise) potentials 

· access to larger sums more quickly based on track record 

· allows longer term projections than grants 
Disadvantages: 

1. higher financial costs force organizational decisions and changes 

2. substantial initial collateral requirements 

3. more risky as debt holders can force closure of MFI 

4. more tricky cash flow management as principal is repaid 

5. early negotiations require a new set of skills and contacts 

6. local banks may not be willing to be cooperative 

7. loans may be dollarized in an inflationary situation 

8. too many subsidized loans can retard move to market rate
Banker's Acceptance:
It is a short-term credit investment. It is guaranteed by a bank to make payments. The Banker's Acceptance is traded in the Secondary market.

It is a short-term credit investment. It is guaranteed by a bank to make payments. The Banker's Acceptance is traded in the Secondary market. The banker's acceptance is mostly used to finance exports, imports and other transactions in goods. The banker's acceptance need not be held till the maturity date but the holder has the option to sell it off in the secondary market whenever he finds it suitable.
“A banker’s acceptance is a money market instrument which is used to finance import or export transactions. They represent a bank’s promise and ability to pay the face or principal amount on the bankers’ acceptance on the stipulated maturity date. 
The characteristics of banker’s acceptances 

•
Trades at a discount 

•
Prime bankers acceptances are shorter maturities 

Credit Risk: Moderate to high. Ratings banks issuing the bankers acceptance should be monitored. The short term obligations of the bank must be rated not less than A1/P1.

Liquidity Risk: Moderate. Monitor credit and stability of bank. A bankers acceptance may be somewhat difficult to sell. 

Market Risk: Low to moderate, due to the short-term nature of this security. 

Advantages of Bankers acceptances

· Higher yield, specific maturity dates are chosen by the purchaser within a range of 180 days. 

Disadvantages of banker’s acceptance

· Reduced liquidity. 
· The lack of active secondary market reduces the liquidity of commercial paper, there also may be other associated market pricing difficulties.
Repurchase Agreement
Meaning

Transaction in which 2 parties agree to sell & repurchase the same security. Under such an agreement, the seller sells specified securities with an agreement to repurchase the same at a mutually decided future date and a price. The Repo/Reverse repo transaction can only be done at Mumbai between parties approved by RBI & in securities as approved by RBI (Treasury Bills, Central/State Govt. Securities).
Definition

“Repo is a transaction in which two parties agree to sell and repurchase the same security. Under such an agreement the seller sells specified securities with an agreement to repurchase the same at a mutually decided future date and a price”
The security to a lender and promises to repurchase from him overnight. Hence the Repos have terms ranging from 1 night to 30 days. They are very safe due government backing.
“A repurchase agreement is an agreement between a seller and a buyer in which the seller agrees to repurchase the securities at an agreed upon rate. A holder of securities sells repurchase agreements to an investor with an agreement to repurchase them at a fixed price on a fixed date. The security buyer, in effect, lends the seller money for the period of the agreement. The terms of the agreement are structured to compensate the security buyer. Large amounts of money are needed for this type of investment.”

The Repo/Reverse Repo transaction can only be done at Mumbai between parties approved by RBI and in securities as approved by RBI (Treasury Bills, Central/State Govt securities). 
The Repo or the repurchase agreement is used by the government security holder when he sells 
Types of Repurchase Agreements 

· Overnight repurchase agreements, which mature the next day 

· Open repurchase agreements, which have undefined maturities. The rates are variable or set daily; they roll or terminate at the request of either party 

· Term repurchase agreements have a defined maturity date, a fixed rate, and are liquid

Uses of Repo

· Helps banks to invest surplus cash

· Helps investors achieve money market returns with sovereign risks.

· Raising funds by borrowers

· Adjusting SLR/CRR positions simultaneously.

· For liquidity adjustment in the system.
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Recent changes

· All Govt. Securities are eligible for repos.

· Primary dealers & non-bank participants allowed to undertake such transactions.

· Minimum 3 days period, for inter-bank transactions has been removed.

Credit Risk: If covered by a Master Repurchase Agreement, which is a written contract that covers all repurchase transactions between two parties with respect to the repurchase agreements that have established each party’s rights in these transactions. A master repurchase agreement will often specify, among other things, the right of the buyer or lender to liquidate the underlying securities in the event of a default by the seller or borrower. 

Liquidity Risk: Not applicable if the repo is executed as an overnight trade. Liquidity risk is high if the repo is executed as a term trade (greater than one day). A repo is considered to be an investment agreement. 

Market Risk: Not applicable if the repo is executed as an overnight trade.
 Rates are influenced by the fluctuating daily federal funds rate and the quality of available collateral, there is collateral risk if the collateral is not delivered DVP (delivery vs. payment). 

Collateralized Borrowing and Lending Obligation (CBLO)
It is a money market instrument as approved by RBI, is a product developed by CCIL. CBLO is a discounted instrument available in electronic book entry form for the maturity period ranging from one day to ninety Days (can be made available up to one year as per RBI guidelines). In order to enable the market participants to borrow and lend funds, CCIL provides the Dealing System through:
- Indian Financial Network (INFINET), a closed user group to the Members of the Negotiated Dealing System (NDS) who maintain Current account with RBI.

- Internet gateway for other entities who do not maintain Current account with RBI.

What is CBLO?

CBLO is explained as under: 
• An obligation by the borrower to return the money borrowed, at a specified future date; 
• An authority to the lender to receive money lent, at a specified future date with an option/privilege to transfer the authority to another person for value received; 
• An underlying charge on securities held in custody (with CCIL) for the amount borrowed/lent. 

Banks, financial institutions, primary dealers, mutual funds and co-operative banks, who are members of NDS, are allowed to participate in CBLO transactions. Non-NDS members like corporate, co-operative banks, NBFCs, Pension/Provident Funds, Trusts etc. are allowed to participate by obtaining Associate Membership to CBLO Segment. 

Bills Rediscounting:
 Banks discount for their customers, bills of exchange which arise out of genuine trade transactions. When a trader buys goods from the supplier, he demands credit. Supplier in such circumstances draws a bill of exchange on the trader for the cost of goods so supplied. After bill is formally “accepted” by the drawee (trader) for payment after specified period, the drawer of the bill (supplier) presents the bill to his banker for discounting and receives discounted value so that he can continue his operations unhindered. On due dates banker presents these bills to the drawee and receives payment on behalf of his customer.

On any day, bankers hold large number of such bills which are yet to become due for payment. They utilize these bills in times of need to raise funds either from RBI or inter-bank market by rediscounting them. The rate at which RBI rediscounts these bills is called “Bank Rate”.  

Participation Certificates:

 Participation Certificates are used by banks to enable them to acquire or transfer their realizable debts to each other and raise funds through this process. This transfer may be “with recourse” or “without recourse”. If the agreement to transfer is “with recourse”, then the acquiring bank also gets the right to recover the dues from the borrowers through legal process. In “without recourse” transfer only debt is passed on to the buyer without a right to recover through legal means. Banks generally resort to Participation Certificates to fulfil their mandatory requirement of advances level in specific sectors to comply with RBI regulations.

Local Government Investment Pools 

Local government investment pools are integrated investment instruments, formed as a money market fund equivalent, sometimes governed by a board of participants. Investment pools can include mandatory participation. Some pools have non-mandatory participation. Investment pools are calculated based on an actual/360 day basis. 
Investment pools are created under the Interlocal Cooperation Act. Backed by the securities in the fund, the investor owns a pro-rated share of the portfolio. There is always 1-day liquidity. The investment pool is quoted on a yield basis, accrues daily and pays monthly. Purchases can be made directly from the local government investment pool. No minimum size is required for investing in the pool.

Credit Risk: Low. There is no credit risk on securities, some credit risk exists on pool ratings. 

Liquidity Risk: Moderate to high. There is nominal risk on the constant dollar pools. There is more risk on fluctuating net asset value pools. 

Market Risk: High. Risk on fluctuating net asset value pools only. 

Advantages:  Total liquidity, professional management, convenience, and safety. Some investment pools are rated by a nationally recognized credit rating agency. They are "dollar in dollar out", which means that the dollar value of the original deposit is expected to be maintained through conservative management practices. They are able to maintain several accounts and produce separate reports. 

Disadvantages:  There is credit risk potential, possible loss if the net asset value falls below one dollar. Investors should require timely reporting of managed funds.

Derivative Securities 

A derivative security is an instrument whose value is based on and determined by another security or benchmark. The most common derivative securities are listed below. 

· Mortgage-backed securities: These securities are issued by the Federal Home Loan Mortgage Corporation (FHLMC), Federal National Mortgage Association (FNMA), and other institutions, which are guaranteed by the Government National Mortgage Association (GNMA). Investors receive payments out of the interest and principal on the underlying mortgages. Sometimes banks issue certificates backed by conventional mortgages, selling them to large institutional investors. The growth of mortgage-backed certificates and the secondary mortgage market in which they are traded has helped keep mortgage money available for home financing. Certificates are held in trust by a third party custodial bank. Most are rated AAA because of high quality collateral. Payments can be monthly, quarterly or semi-annual. 

· Interest Only (IO) and Principal Only (PO): The cash flow elements are stripped from mortgage backed securities and traded separately. These have high volatility and market risk. 

· Inverse Floaters: An inverse floater is a type of security with a coupon that periodically resets at a higher rate when market interest rates fall and resets at a lower rate when market interest rates rise. Inverse floaters have high price volatility. 

· Callable Bonds: The issuers have the option to redeem these bonds early if they can lower the finance costs. Most have a call protection period; there may be a discreet call, whereby the investor has sold the issuer the right to repurchase the bond back from the investor, but only on specified interest payment dates or other predetermined dates as per a formal call schedule, or a continuous call, where the issuer of the security maintains the right to repurchase it from the buyer at any time after the initial call date has passed. 

· Floating Rate Notes: The coupon rate periodically moves up or down in step with a specified market rate of interest. Floating rate notes are issued by instrumentalities, mortgage-backed securities, municipalities, and corporations. They have a reset period, an interest payment period and low price volatility. 

· Step up callable: A set coupon or interest rate is set for a stated period such as six months or a year. After that time if the coupon or interest rate does not increase to a specified level, the security will be called. There are many structures and many maturities. There can also be multi-step-ups, in which there is an initial coupon then several known coupon increases and call options. 

Credit Risk: Moderate, due to agency issuance. 

Liquidity Risk: High. Certain securities types may have the maturity date extended and may significantly lose value. 

Market Risk: High security extension, and volatility risk is high, longer security means more market risk. 

Advantages: Higher yields. 

Disadvantages: Higher volatility
Broker’s Loans and Call Loans:

Broker’s loans are loans from commercial banks to brokers so that the broker’s customers can finance stock purchases. The broker uses the stocks, held in street name, for collateral for the loans.

Time notes are loans that must be paid by a specific date for a specified interest rate, with terms of 6 months or less. A demand note (call loan) is a loan that is payable on demand the next day at 1 day’s interest. If the note is not demanded, then the term is extended by another day, and so on, up to 90 days. The interest rate for each day varies with the prevailing interest rate.

Summary of the study
· The money market specializes in debt securities that mature in less than one year. 
· Money market securities are very liquid, and are considered very safe. As a result, they offer a lower return than other securities. 
· The easiest way for individuals to gain access to the money market is through a money market mutual fund. 
· T-bills are short-term government securities that mature in one year or less from their issue date. 
· T-bills are considered to be one of the safest investments. 
· A certificate of deposit (CD) is a time deposit with a bank. 
· Annual percentage yield (APY) takes into account compound interest, annual percentage rate (APR) does not. 
· Certificate of Deposits are safe, but the returns aren't great, and your money is tied up for the length of the Certificate of Deposit. 
· Commercial paper is an unsecured, short-term loan issued by a corporation. Returns are higher than T-bills because of the higher default risk. 
· Banker’s acceptance (BA) is negotiable time draft for financing transactions in goods. 
· Repurchase Agreements (repos) are a form of overnight borrowing backed by government securities. 
Conclusion
An individual player cannot invest in majority of the Money Market Instruments, hence for retail market, money market instruments are repackaged into Money Market Funds. 

A money market fund is an investment fund that invests in low risk and low return bucket of securities viz money market instruments. It is like a mutual fund, except the fact mutual funds cater to capital market and money market funds cater to money market. Money Market funds can be categorized as taxable funds or non taxable funds.

Having understood, two modes of investment in money market viz Direct Investment in Money Market Instruments & Investment in Money Market Funds, lets move forward to understand functioning of money market account.

Money Market Account: It can be opened at any bank in the similar fashion as a savings account. However, it is less liquid as compared to regular savings account. It is a low risk account where the money parked by the investor is used by the bank for investing in money market instruments and interest is earned by the account holder for allowing bank to make such investment. Interest is usually compounded daily and paid monthly. There are two types of money market accounts:

· Money Market Transactional Account: By opening such type of account, the account holder can enter into transactions also besides investments, although the numbers of transactions are limited.
· Money Market Investor Account: By opening such type of account, the account holder can only do the investments with no transactions.
Money Market Index: To decide how much and where to invest in money market an investor will refer to the Money Market Index. It provides information about the prevailing market rates. There are various methods of identifying Money Market Index like:
· Smart Money Market Index- It is a composite index based on intraday price pattern of the money market instruments.
· Salomon Smith Barney’s World Money Market Index- Money market instruments are evaluated in various world currencies and a weighted average is calculated. This helps in determining the index.

· Banker’s Acceptance Rate- As discussed above, Banker’s Acceptance is a money market instrument. The prevailing market rate of this instrument i.e. the rate at which the banker’s acceptance is traded in secondary market, is also used as a money market index.
· LIBOR/MIBOR- London Inter Bank Offered Rate/ Mumbai Inter Bank Offered Rate also serves as good money market index. This is the interest rate at which banks borrow funds from other banks.






