Money Market Tutorial | 2008

http://www.guide-to-retirement-plans.com/money-market.html

Rétirement
Dlans con

Table of Contents:

1) Money Market: Introduction
2) What is a Money Market?
3) Treasury Bills (FBills)

4) Certificate of Deposit (CD)
5) Commercial Paper

Money Market: Introduction

The money markes sort of a "safe haven" for many investors. As the stocks gnesare

money drains from thenoney marketind goes to stocks. As stocks go déovaspeally in very

large dropd money funnels its way back into the secure investments. Many investors simply
can't stomach the idea of losing money (which is completely understandable!) and subsequently
put themselves into the safest investment available. tumiately, this is not an entirely

intelligent investment decision, but it happens.

On the other hand, investors who are close to retirement, or already in retirement, meageput la

sums of their assetsto money markeinvestments to preserve their assets and maintain the

level of income they need to sustain themselves throughout their golden years. This approach to
investing certainly makes sense for the older
declinesin the market the way some of the younger ones do.

The money markeis actually every bit as complicated as the stock market, but they tend to be
attractive to investors in a down market simply because they are safer than stocks (plus you
really don't have to knowhat makes a money market what it is to invest in it). In this tutorial,
we'll cover the variety fosecurities that make up tihneoney markeaind the ways that you can
invest in these types of securities.
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What is a Money Market?

I'm sure you've asked the question: "What is a money maMk&l?"in essence, the money
market is simply a virtual monetary exchange for large entities (like corporations and
government) to facilitate their shetdrm cash needs. The money market allows these entities to
keep large sums of money in very liquid @stments that allow them to earn a tidy return
without tying their money up for long periods of time.

In some ways, the money market falls under the categdwyrafs or fixed income. As we

know, bonds are simply IOU's issued by corporate or government entities to a bondholder with a
promise to return the money paid by the bondholder at a certain maturity date with a specified
rate of interest attached. These bomaturity dates range anywhere from one year to thirty years
(sometimes more). The securities that make up the money market, however, mature in less than
one year. As a result, they are very safe and secure investments, and for this reason they are also
known as cash investments. Consequently, because of their relative safety in even an incredibly
volatile market, money market securities provide a relatively low return.

The one thing that most investors should understand is that the money market tissesities

in very high denominations (frequently $100,000 or more) which generally limits the access of
money market securities to large corporate or government investors with large sums of money to
invest. Smaller investors, such as those in retiremanspcan gain access to the security and
liquidity of a money market through a money market mutual fund or through a money market
savings account through a bank. This is true because the money of an individual investor is
pooled with the money of many athindividual investors by a mutual fund or a bank, which

then takes that large sum of money and purchases the securities that make up the money market.

But what exactly are those securities that make up the money market? In the following sections,
I'll discuss a few of the typical securities that make up the money market.

Treasury Bill (T -Bill)

A Treasury Bill (FBiIll) is a shorttermbondissued by the U.S. Government (although state a
local governments can issue treasury bills as well) and are issued in order to raise capital for
public projects. As they are shderm, T-Bills are issued with 3, 6, and 12 month maturities.

Unlike coupon bonds that pay a stated rate of interest atteevals, FBills are issued at a

discount from their face value, so when you receive the face value back at maturity, you receive
more than you initially paid for the bond, thus making a profit. For example, if you purchase a
$5,000 90 day Bill, you might actually pay $4,850 for the bond. When it matures after 90 days,
you will get the total $5,000 back. This means that your total return on investment will be 3%
($150/$5,000 =.03)

While T-Bills provide a very low rate of return due to their increddseurity, they are popular
amongst money market investors for several reasons:
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1. Unlike the typical money market investment, T-Bills are attainable even by the smallest
investors because they are issued in denominations as low as $1,000.

2. T-Bills are incredibly safe. Since they are backed by the government (federal, state, or local) you
are virtually guaranteed to get your money back. In reality, | like to believe that nothing is
guaranteed, but | can't think of a single reason how or why a government would default on its
treasury debt obligations (just don't cash out of the bill prior to the maturity date).

3. Interest earned on a T-Bill is exempt from state and local taxes.

Certificate of Deposit

A certificate of deposit (CD) is alscalled a time deposit, amglmost commonly issuely banks

and credit unions. The CD is tied to a specific maturity date which can range anywhere from 3
months to 5 years and will pay interest in the amount specified by the institution. The amount of
interest you receive will depend on the amount of o are investing (CD's can be issued

in any amount by an institution), the length of the term you are investing for, and with which
institution you are doing your investing.

Certificates of deposit are insured by the FDIC, and so they are very sajdemti¢o pay
slightly more interest than-Bills simply because there is just slightly more risk that the bank or
credit union will go broke, but still, thielihood of that happening is slim at best.

Advantages of the CD are its ability to preservegypial without risk, and also the fact that it is
accessible to just about any investor since CD's are issued in small denominations.

The primary disadvantage of a CD is that you are required to "lock” your money up with your
bank until the CD matures. Geadly, you can always cash out of a CD at any time, but you will
probably pay a hefty penalty, usually equivalent to six months' interest.

Commercial Paper

What is commercial paper? It is a very skerim bond issued by a corporation to finance certain
things, such as tirenventories. Most durations are very short in time maturity, usually no more
than just a few months. As such, these investments are fairly secure.

However, as they are issued bymanmations anghot banks, commeral paper investments are
unsecured andninsured. If something tragic happens to the company who issued the obligation
while it is outstanding, there is a possibility you won't get your investment back. This is unlikely,
but still plausible.

Much like T-Bills, commercial paper is issued at a discount from its face value at a rate that is
comparable with overall interest rates in the market. You purchase it at its discounted price, and
you receive the fliface value at maturity. The difference is your profit.

©2008, Guide-to-Retirement-Plans.com ¢ All rights reserved Page 30f4




Money Market Tutorial | 2008

Since commercial paper is usually issued in denominations of $100,000 it is not accessible to the
individual investor. You can usually only take part in this type of investment through a money
marketmutual fund or money market savings account through your bank.
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