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Thesis Statement:

Federal Funds and Commercial Paper are important parts of corporate finance. While these money market instruments are widely used by a large variety of firms, many businesses have not yet taken advantage of these financial innovations.  This lack of financing and investing is often a result of companies’ misunderstanding of the risks and benefits associated with both short-term instruments.  In this paper, we will examine the uses and risks of federal funds and commercial paper.
Outline
I.  General Information

A.  Introduction
1.  Definitions

a. Federal funds are short-term, usually overnight, loans exchanged between depository institutions.

b. Commercial paper is a short-term unsecured promissory note issued by high-grade corporations and foreign governments.

      2.  Maturities of issue and liquidity   

a.   Federal funds are very short-term and transactions usually take place  

      within a single business day.  Longer maturity borrowings are known 

      as term federal funds. 

b. Commercial paper has a maturity of no more than 270 days.  Since 

there is no well-developed secondary market for commercial paper, holders usually hold the securities until maturity.

      3.  Advantages

a.   Federal funds are advantageous to banks because it allows them to  

      minimize transaction costs for overnight loans.

b. Commercial paper is advantageous because it is a low-cost alternative to bank loans and it allows issuers to raise large amounts of funds without registering with the SEC, while also allowing investors to buy securities whose maturities and amounts are tailored to their specific needs.

      4.  Disadvantages 

B.  Issue and Primary Markets
1.  Procedure for issuance
2.  Costs associated with issuance 
3.  Major buyers

a.   Federal funds are bought by depository institutions such as commercial  

      banks, savings banks, savings and loan associations, and credit unions.

b. The major investors in commercial paper are money market mutual 

      funds and commercial bank trust departments.

                  4.  Major sellers

a. Federal funds are sold by depository institutions and sometimes U.S. 

government agencies or other non-bank securities dealers.

b. Commercial paper is issued by a wide variety of domestic and foreign  

firms including finance companies, banks, and industrial firm. 

C.  Secondary Markets
1. Non-Existent in the Federal Funds Market

2. Very Small in the Commercial Paper Market  
D.  Substitute Instruments
 
      1.  Repurchase Agreements for Federal Funds

      2. Bank loans for Commercial Paper
II.  Market Information and Risk Assessment
A.  Market Information for Consumers

      1.  Information available to consumers
      2.  Web and Paper sources


a. Federal Reserve Websites

           b. Wall Street Journal
B.  Risk Assessment

      1.  Market Risk 


      2.  Reinvestment Risk

 
      3.  Default Risk


      4.  Inflation Risk

      5.  Currency Risk


      6.  Political Risk

III.  Data Series 
A. Excel table 1: Time series of market price for federal funds and commercial paper

B. Excel table 2: Time series of market price for federal funds and commercial paper compared to the market price of the discount window rate (a substitute instrument).

C. Excel table 3: Time series of market price for federal funds rate, discount window rate, and commercial paper rate compared to the 90 day T-bills.

D. Description of the effects of adding a substitute instrument to a portfolio 

containing only federal funds and commercial paper.

IV.  Regulation and Current Developments 
A.  Regulatory Framework for the Instrument
 1.  Regulatory authorities
a. Federal funds market as an instrument of regulatory police
       2.  Reporting requirements 

B.  New Developments in Federal Funds and Commercial Paper
 
       1.  Current news and developments


 a. Federal Reserve Emergency Meetings


 b. Reduction in Commercial Paper Market

V. Conclusion


A. Importance of securities for companies & governments


B. Benefit to Investors of selecting these securities
V.   Examination Questions
A.  Federal funds

B.  Commercial paper

Section 1: General Information 
Introduction

Federal Funds and Commercial paper are short-term debt obligations issued to provide financing to corporations and organizations throughout the world. Both instruments are extremely important and essential to firms. The instruments provide a sense of stability for businesses in unstable markets.

Federal Funds

Federal funds are short-term loans exchanged between depository institutions. 80% of federal funds are overnight borrowings; the remaining funds are issued as longer-term borrowings called term federal funds (Goodfriend).  The main purpose of federal funds is to provide banks with short notice reserves to fulfill their deposit reserve requirements. Financial Institutions with balances in excess of reserve requirements can offer the additional funds to banks that have fallen short of the reserve requirements.  The loans are usually very short-term and the interest rate on the loans is called the federal funds rate.

The Federal Reserve uses the federal funds rate as an instrument of monetary policy.  Interest rates on other short-term instruments often move up and down parallel to the federal funds rate so where the Federal Reserve chooses to target the rate has a significant effect on investment in the economy.  The Federal Reserve typically lowers the federal funds rate during recessions and other periods of low growth so as to encourage banks and other institutions to borrow more money and invest more freely.  The rate was lowered after the 2001 recession and in 2008, the rate has been lowered significantly in response to the recent economic downturn.

The federal funds system offers many advantages to banks. Institutions who are not able to meet their reserve requirements on a given day greatly benefit. The firms gain from this security, because federal funds minimize transaction costs for overnight loans. The cost are reduced, because the system gives the firm the ability to meet their reserve requirements without borrowing from the Federal Reserve, selling off securities, or liquidating loans.  The funds system is also advantageous to banks that carry excess reserves because they can eliminate the opportunity cost of holding excess reserves by loaning them out to other banks overnight. Federal funds are able to provide these advantages because they are exempt from both reserve requirements and interest rate ceilings.  Although the many advantages outweigh this small disadvantage, it is important to note that some companies and investors view federal funds as a less attractive option because the instrument is not collateralized which makes the security riskier than similar collateralized loans.

Commercial Paper

Commercial paper is short-termed unsecured debt and is an essential source of funding for day-to-day business for firms throughout the world. According to Drew Winters, from the Federal Reserve Bank of St. Louis, “ The purpose of this short-term corporate debt is to fund working capital (accounts receivable and inventory) so that businesses can provide the goods and services desired by consumers” (Winters).

Commercial Paper offers four main advantages to its issuers and investors: exemption from Securities and Exchange Commission (SEC) regulation, lower costs, competitive yields, and tailored securities to meet investors’ needs. In 1933, the Securities Act was established which requires that all securities offered to the public must be registered with the SEC. Although the process can be beneficial in some cases, it is very time consuming and expensive. Commercial Paper issuers are fortunate because they are able to become exempt from registration as long as the security meets three main requirements. These requirements include: maturity must be less than 270 days, notes must be not ordinarily purchased by the general public, and the proceeds of the issue must be used to finance “current transactions” (Hahn 107). 

By fulfilling the requirements above, firms are able to reduce costs. Firms also lower costs by using a paperless system, this quick method of delivery decreases errors, reduces delivery fees, and reduces transactions between issuing and paying agents to a single end-of-day wire, all of these improvements combined provide a significant reduction in costs (Hahn 108). 

The securities are also advantageous to investors because of the competitive yields determined by the market and investors also appreciate the wide scope of maturities and amounts, which are often adjusted to meet specific investment needs.

Issue and Primary Markets

Federal Funds

In order for a federal funds transaction to take place, either the lender or borrower must seek out a potential buyer or seller either through an existing banking relationship or through a federal funds broker.  Once an agreement is reached, the bank with excess funds will wire the funds to the borrowing bank by communicating to the Federal Reserve Bank instructions to take funds out of the seller’s account at the Fed and deposit them in the buyer’s account.  Transactions are usually unsecured and are most often made by verbal agreement.  In some cases, transactions are secured by the purchaser placing government securities in a custody account for the seller as collateral to support the loan (Goodfriend).

Buyers of Federal funds are only those depository institutions required to hold reserves with Federal Reserve banks.  They include such institutions as commercial banks, savings banks, savings and loan associations, and credit unions.  Major sellers are the same such depository institutions but Federal funds can also be bought by U.S. government agencies or other non-bank securities dealers.  These other agencies or dealers offer an alternative means of borrowing funds for banks looking to fulfill their reserve requirements.
Commercial Paper

Since 1970, the commercial paper market has grown enormously. In 1970 there was $33 billion outstanding verses $1.3 trillion outstanding at the close of 2004. Many wonder how this instrument has grown to be so large in such a short period of time. There are many different domestic and foreign issuers of commercial paper that have helped to facilitate this growth (Mishkin 461). The main issuers of commercial paper are foreign governments and corporations including banks, industrial firms, and banks. Each of these organizations sell the securities to many different buyers in return for funds which are used to finance operations, special projects, and unseen expenses. The most common buyers of commercial paper are money market mutual funds and commercial bank trust departments. These organizations use the securities The primary market is separated into categories based on whether the issuing firm sells it directly to investors or through a dealer. 

Secondary Markets

Federal Funds maturities are so short that a secondary market is not needed. There is a very small secondary market for commercial paper, but even this market is not used frequently. The size of the market is partly a result of commercial paper’s plethora of diverse characteristics, which make it hard to combine blocks of paper big enough to create a smooth secondary trading market.  The small market is also a result of the securities’ short maturities lengths, because commercial paper have very short maturities, the investors have no incentive to sell them to a second buyer and therefore usually hold the securities until maturity (Damodaran 432).

Substitute Instruments

Federal Funds

There are many instruments that are used in substitution of federal funds.  Repurchase agreements are one of the most common substitutes.  Repurchase agreements are funds supplied to the overnight market by non-bank depositors such as corporations and state or local governments who are not eligible to directly lend federal funds.  These types of financing tend to be safer than federal funds, because they are collateralized which causes the interest rates to be slightly lower (Hickman 389).  Other alternatives to borrowing federal funds, in order to meet reserve requirements, are borrowing from the Federal Reserve, selling securities or calling in loans. Each of these are considered less attractive than borrowing federal funds because of the disruption each alternative brings to the firm (Mishkin 434).

Commercial Paper

Bank loans are one of the main substitute instruments used in place of commercial paper.  If companies choose not to issue there own financial instruments they can obtain the funds thorough a commercial lender. Although sometimes safer, this type of financing can be quite costly.
Section 2: Market Information and Risk Assessment
Market Information for Consumers

Many media sources and firms provide information to consumers so each person is able to make important decisions related to the investing in industries. By providing transparency, the free market is able to work efficiently and the prices of goods and services can be arranged completely by the mutual consent of sellers and buyers. 

There is an overabundance of information contained on the World Wide Web, which helps consumers make choices concerning which securities to purchase. Interested investors can search the Internet for words related to federal funds, promissory notes, commercial paper, or fed funds rate and watch as the flood of information pours onto the screen. When searching for basic investment information about corporate financing instruments, consumers can visit Federal Reserve Bank websites. These sites offer high-quality information for the amateur and expert investor. ‘Fed Points’ a website designed by the Federal Reserve Bank of New York explains in detail all aspects of federal funds from issuing to investing. The Depository Trust & Clearing Corporation also provides daily data reports to the Federal Reserve about commercial paper rates and the number of securities outstanding. This information is also very beneficial, because it presents necessary information for investing in the commercial paper. The Wall Street Journal also contains information on corporate financing.  On any typical day, the financial section of the paper contains facts, yield curves, and current events about federal funds and commercial paper. 
Risk Assessment

Federal Funds

Federal funds have such short maturities, so they do not carry a significant amount of risk.  There is essentially no market, reinvestment, or inflation risk because maturities are short and are not subject to changes in interest rates or inflation.  Default risk is negligible for overnight loans, because lenders in the federal funds market are unlikely to default in such a short amount of time.  For longer term loans, lenders and borrowers exchange verbal agreements based on their experience in doing business together and limit the size of transactions to established credit lines in order to minimize the lender's exposure to default risk (Federal Funds).  There is no foreign market for Federal funds, so currency risk is not a factor and the U.S. political structure is stable so there isn’t any discernable political risk. 

Commercial Paper

Aswath Damodaran, professor of finance at the Stern School of Business at New York University provides an excellent overview of the rating system used for commercial paper in his book “Corporate Finance: Theory and Practice”. According to Mr. Damodaran,

 “Commercial paper, like corporate bonds, is rated by independent ratings 

agencies. The ratings used are by three agencies: Standard and Poor’s, Moody’s, 

and Fitch. Between 1971 and 1989, there were no defaults on commercial paper. 

During the recession in 1989 and 1990, seven defaults occurred, primarily among 

riskier issuers who were using commercial paper as bridge financing.”           

                                                                                               (Damodaran 431-432). 

Commercial paper prices are (like all fixed income securities), vulnerable to changes in interest rates. If interest rates rise, commercial paper prices will decline. Thankfully because commercial paper securities are of a short-term nature, the investment is less susceptible to interest rate risk than many other fixed income securities because interest rate risk typically increases as maturity lengths increase. There is a chance that the issuer will default on its commercial paper obligation (Fidelity). In relation to Mr. Damodaran’s statement, historically default risk has been very low, unfortunately over the past few months, the market has seen an increase in the risk which has forced the credit restrictions to tighten. Other types of risk are not prominent or relative to commercial paper because of the short maturity and stability of our financial market.
Section 3: Data Series 

In order to compare commercial paper to federal funds and the 90-day T-bill rate, the following information was obtained from the online service of Economagics.com.

	Year
	Commercial Paper Rate
	90 Day T-Bill Rate
	Federal Funds Rate
	Discount Window Rate

	1998
	5.34
	4.75
	5.31
	4.88

	1999
	5.28
	4.72
	5.02
	4.69

	2000
	6.36
	5.79
	6.33
	5.70

	2001
	3.29
	3.06
	3.54
	3.10

	2002
	1.68
	1.58
	1.62
	1.13

	2003
	1.09
	0.97
	1.11
	2.11

	2004
	1.65
	1.51
	1.45
	2.44

	2005
	3.59
	3.26
	4.78
	4.33

	2006
	5.13
	4.74
	5.02
	4.63

	2007
	5.11
	4.11
	4.92
	5.72


                                                                             Source: Economagic.com (February 2008)

Data from the table above able was used to complete the following graphs, which shows how four money market instruments correlate throughout recent years.
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The correlation coefficient for the federal funds rate and the discount window rate is 0.92, which indicates that there is a strong positive relationship between the instruments.  The two rates, therefore, tend to move in parallel formation with each other.
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The correlation coefficient for the federal funds rate and the 90-day T-bill rate is 0.99, which indicates that there is an extremely strong relationship between the two instruments.  The federal funds rate and the 90-day T-bill rate move together almost simultaneously.  When one moves up or down, the other moves up or down at almost exactly the same rate.  

Section 4: Regulation and Current Developments 
Regulatory Framework for Federal Funds and Commercial Paper

Federal Funds

The Federal Reserve is the official regulatory agency for the federal funds market, but in actuality, federal funds are regulated by the free market itself.  Only in rare circumstances are the rates actually changed by the Federal Reserve. The Federal Reserve sets the target federal funds rate, but the effective rate is determined by supply and demand within the market. Federal funds are exempt from both reserve requirements and interest rate ceilings and are not subject to reporting requirements.  The Federal funds market has been in existence since the 1920’s, but the emergence of federal funds trading constituted a financial innovation allowing banks to minimize transactions costs associated with overnight loans (Goodfriend).  While other means of meeting reserve requirement have remained regulated, the funds market has become more attractive and is now the main source of overnight loans in the United States.

New Developments in the Corporate Financing Market

Federal Funds

For the first time in many of America’s college students lives’, the Federal Reserve called emergency meetings to adjust the federal funds rate. As can be seen by there rarity, these meetings are only held when the Federal Reserve believes there is a dire need for intervention in the market. These meetings were held in January and then in March 2008. During both meetings, the federal funds rate was cut by 75 basis points, a drastic reduction, hoping that this cut will help reduce the strain on the economy (Federal Reserve System).
Commercial Paper

According to a Bloomberg report, with the recent problems in the financing market, there has been a decline in commercial paper levels over the past year.  Traditional issuers of commercial paper are facing tougher credit restrictions and many are finding it easier to obtain financing from bank loans.  Because of the sub-prime collapse, many investors are also choosing to move away from investing in commercial paper securities that are mortgage-backed and are opting for safer investments. But even with the recent economic downturn, officials are still hopeful that the market will turn back up again soon (Hassler).

Conclusion

Federal funds and commercial paper are ingenious financial innovations developed over many years by corporations and governments Throughout their lifetime, these instruments have enabled firms to finance operations at a minimal cost, which in turn provides investors with a profitable investment opportunity. Investors have been provided with a detailed overview of federal funds and commercial paper and the benefits of investment. Because of the overview, this paper encourages investors to include federal funds and commercial paper securities in their investment portfolios and begin reaping the benefits of the low risk investment opportunities.
Section 5: Examination Questions

1. Federal Funds are exempt from:
A.  State Taxes

B. Interest Rate Ceilings

C. Federal Taxes

D. Transaction Costs

           2.  Which of the following is not a registration exemption requirement for 

                 Commercial Paper: 

                        A. Maturity must be less than 270 days
                        B. Proceeds from issues must be used to finance "current transactions”
                        C. Notes are not ordinarily purchased by general public
                        D. Issues cannot exceed $75,000
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