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variety of low-risk savings and

investment alternatives are

offered by financial institutions
and the U.S. government. When making
investment decisions, yield, risk and
other selection criteria need to be con-
sidered.

Financial institution
deposits

Financial institutions (banks, savings
and loan associations and credit
unions) offer a variety of ways to save,
such as interest-bearing checking, sav-
ings or share accounts, and certificates
of deposit (CDs) or share certificates.

Deposited funds are considered
safe. Currently, all Missouri banks are
insured by the Federal Deposit Insur-
ance Corporation. In Missouri, all but
one savings and loan association are
insured by the Federal Deposit Insur-
ance Corporation. All Missouri credit
unions are insured by the National
Credit Union Association. Accounts at
all three types of institutions are
insured up to a maximum of $100,000
for each depositor.

Funds are liquid (although CDs are
subject to early withdrawal penalties)
and they earn interest. Interest is sub-
ject to federal, state and local income
taxes as it is earned and credited to
your account.

Carole G. Bozworth

MU Extension Consumer and Family Economics Specialist

Investment Basics

Interest-bearing checking

Checking accounts give individuals
a safe, convenient way to pay financial
obligations and to have a record of pay-
ments. The opportunity to earn interest
on checking accounts was a feature
first added in the mid-1970s at credit
unions and in the early 1980s at banks
and savings and loan associations.

Typically, banks and savings and
loan associations refer to interest-bear-
ing checking accounts as NOW (nego-
tiable orders of withdrawal) accounts,
SuperNOW accounts and money mar-
ket deposit accounts. Credit unions
refer to interest-bearing checking
accounts as share draft accounts.

The specifics of NOW and share
draft accounts are established by the
financial institution: services, fees and
interest rates vary. SuperNOW and
money market deposit accounts are
similar to NOW accounts, except that
they earn variable market rates, tend to

have higher minimum required bal-
ances and charge higher fees when
minimum balances are not maintained.
(It should be noted that some banks
and savings and loan associations are
combining SuperNOW and NOW
accounts into one “interest-bearing
checking account” with higher interest
rates paid on higher balances.)

Money market deposit accounts
have limited check-writing or electronic
fund transfer (EFT) privileges (up to six
indirect transactions per month,
although the maximum number may be
lower). In-person transactions, such as
cash withdrawals, are generally not lim-
ited.

Comparing interest-bearing
checking accounts

Some factors to consider when com-
paring interest-bearing checking
accounts include:

m  What is the minimum deposit
required to open an account? Is
there a minimum required to main-
tain an account?

m  What is the interest rate? Is the
rate fixed or does it vary with mar-
ket rates? Is the interest rate lower
if you fail to maintain a specific min-
imum balance?

m  What is the annual percentage
yield (APY)? This takes into
account the interest rate, as well as
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the frequency of compounding (that
is, how often earnings are comput-
ed and added to your balance). The
more frequent the compounding,
the higher the annual percentage
yield.

Under recent truth-in-savings regula-
tions, APY is standardized, so savers
can more readily compare different
depository accounts. Prior to that,
bookkeeping methods used to deter-
mine frequency of compounding, as
well as the balance upon which com-
pounding was calculated, varied.

m |s there a monthly service
charge? What is it? Does it change
if your account drops below a cer-
tain minimum balance?

m If you close the account during
the month, is interest paid during
that month?

m  What is the overdraft charge?
How much is the returned check
fee?

m Is there a charge for stop pay-
ment orders? How much is it?

®  What conditions do you need to
meet in order to qualify for free
check-writing?

m  What is the cost for printed, per-
sonalized checks? Are they avail-
able free for first accounts, those
keeping a large minimum balance,
students, senior citizens or other
groups? Where else can you pur-
chase checks?

m  Are canceled checks returned or
do you get an itemized state-
ment? Can you get photocopies of
canceled checks (and how quickly
and at what cost)?

m  What other services are provided
by the financial institution for
this type of account (such as
automatic bill-payment services or
deposit, withdrawal, transfer and
loan payment via cash machines)?
What are the fees associated with
these services?

Savings accounts

Savings accounts are available at
banks and savings and loan associa-
tions, and share accounts are available
at credit unions. As mentioned earlier,
recent truth-in-savings regulations
make it easier for savers to compare
certain features of various savings
accounts (and other deposit accounts),
such as the annual percentage yield
(APY).

Selecting a savings account

Some factors to consider when
selecting a savings account (or share
account) include:

m  What is the interest rate?

= How often is interest compound-
ed (and thus, what is the annual
percentage yield or APY)? The
more frequently the interest is com-

pounded, the higher the APY.
When is interest actually paid to
the account? What happens if the
account is closed before that date?
Are there any penalties or fees,
such as those associated with with-
drawals above a specified number?
Is there a minimum balance
required before interest is
earned?

Are there any fees (or is no inter-
est earned) on inactive accounts
(and what is considered an inactive
account)?

What other terms or conditions
could affect earnings?

What other services are offered
by the financial institution? What
are the fees for these other ser-
vices?

 Commercial paper. As an alternative to borrowing from banks, large, cred-
itworthy corporations may sell commercial paper, which consist of short-term,

unsecured promissory notes in large denominations.
» Bankers’ acceptances. These credit instruments are complicated transac-

tions used in the export-import business.

* Repurchase agreements. With “repos,” as they are often called, the security

seller agrees to repurchase (buy back) the security at a set price (which is higher

than the initial sale price) on a specific date. Generally, repurchase agreements

are large, short-term loans (sometimes for only one day or a few days).
Unlike money market deposit accounts (MMDAS) offered at financial institu-
tions, the principal and earnings from securities held in money market mutual

funds are not federally insured. However, because of the short-term nature of

the investments, money market mutual funds are considered highly liquid and

low-risk (depending upon the investments held in the portfolio and whether they

are privately insured).

Money market mutual funds generally offer somewhat higher rates of return

than MMDAs, to compensate for the slightly higher risk.

For more information on mutual funds, refer to the guide sheet “Mutual

Funds” in this Investment Basics series.
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Certificates of deposit

An alternative to a regular savings
account is a certificate of deposit (CD)
from banks or savings and loan associ-
ations, or a share certificate from a
credit union. Besides paying a higher
interest rate, CDs and share certifi-
cates differ from savings accounts in
two basic ways. First, you agree to
leave your money with the financial
institution for a specified period of time
(that is why they are called “time”
deposits). If you withdraw the funds
prior to that date, you pay an interest
penalty for early withdrawal. Second,
the financial institution usually requires
a minimum deposit. Generally, the larg-
er the dollar value placed in the CD or
share certificate and the longer you
agree to leave your money with the
financial institution, the higher the rate
of return.

Interest rates may be fixed or vari-
able. Deregulation has led to more
competition among financial institu-
tions, with interest rates and other
specifics of the CD or share certificate
now established by each financial insti-
tution.

Selecting a certificate of

deposit
Some factors to consider when

selecting a certificate of deposit

include:

®  What is the minimum deposit
amount required? Typical mini-
mum deposits are $500 and
$1,000, but the minimum can be
more or less.

®  What is the length of maturity?
Typical maturities are 7 to 31 days,
3 months, 6 months, and 1, 2, 3 or
more years. Some financial institu-
tions allow flexible maturities, so
savers can select the length of
maturity that meets their specific
needs.

m  What is the interest rate? Is the

rate fixed or does it vary with the
economy (and to what is the vari-
able market rate tied)?

m  How often is the interest com-
pounded? What is the annual per-
centage yield (APY)?

m  How is interest paid? Typically,
interest can be left in the certificate
account and added to the balance
(so that you are earning interest on
interest, as well as on principal),
mailed to you quarterly or monthly,
or credited to your regular checking
or savings account.

m  What happens when the certifi-
cate matures? If you do nothing, is
the money rolled over automatically
into a new certificate with the same
interest rate (or a newer, current
interest rate)? Are funds transferred
into a checking or savings account?
Does the financial institution notify
you of upcoming maturity dates?

m  Does the financial institution
offer other services that may influ-
ence your decision to save with
them (such as monthly interest
statements or preference for loan
approval)?

It should be noted that some broker-
age firms also offer certificates of
deposit. They may pay higher rates of
return. Some of these CDs may not
have an early withdrawal penalty. How-
ever, they are not insured.

U.S. government securities

The U.S. Treasury Department
issues a variety of marketable securi-
ties (bills, notes and bonds), as well as
nonmarketable securities (such as
Series EE and HH savings bonds) to
raise funds. All are backed by the full
taxing power of the federal government;
thus, the interest payments and the
return of principal are fully guaranteed.
Further, while interest earned on these
Treasury securities is subject to federal
income taxes, it is not subject to state
or local taxes.

Treasury bills

The major distinction between a
Treasury bill, note and bond is the term
(length of time until maturity) of the
security. For example, Treasury bills
(commonly called T-bills) are short-term
securities issued with maturities of 13,
26 and 52 weeks.

Treasury bills are currently issued to
individuals in book-entry form. That
means you receive a statement of
account from the U.S. Treasury or a
financial institution rather than an
engraved certificate as evidence of
your purchase. With book-entry securi-
ties, payment of interest and face (par)
value is handled quickly and easily.
Further, this system offers protection
against loss, theft and counterfeiting.

Initially, T-bills are sold at auction in
minimum amounts of $10,000 and in
multiples of $1,000 above the minimum.
Generally, auctions for 13-week and
26-week bills are held every week (on
Monday). Auctions for 52-week bills are
held every 4 weeks (on Thursday).
They are preceded by the announce-
ment of an “offering” during the previ-
ous week.

To purchase newly issued Treasury
bills directly from the U.S. government,
you must first submit a “tender” or offer
to buy, either in person or by mail, to a
Federal Reserve Bank or branch. The
prices of the T-bills are set by competi-
tive bidders. (Individual investors gener-
ally submit noncompetitive tenders,
rather than competitive bids.) Payment
for the full face value of the Treasury
bill must accompany the tender. The
difference between the face value of
the T-bill and the discounted price (pur-
chase price that is determined by the
accepted competitive bids, based on a
weighted average “discount” rate, at
auction), is returned to you.

For example, you would receive a
check for $400 if the issue price was
$9,600 for a T-bill with a face amount of




$10,000 (which represents a 4 percent
discount; that is, you are paying 4 per-
cent less than you'll be paid back at
maturity). The $400 “refund” represents
the discount (as well as the interest).
Taxes are payable on the interest when
you sell the T-bill (before maturity) or
when you receive the face value
($10,000) at maturity — whichever
comes first — rather than when you
purchase it.

The state of Missouri is served by
two Federal Reserve Banks, the Feder-
al Reserve Bank of Kansas City for the
western side of the state and the Fed-
eral Reserve Bank of St. Louis for the
eastern region of the state. However,
the Federal Reserve Bank of St. Louis
does not have a customer service
department; therefore any Missourians
interested in purchasing newly issued
T-bills will work with the Federal
Reserve Bank of Kansas City. Citizens
in the western part of the state can call
1-800-333-2883 and get information
about the results of the most recent
auction. Citizens in the eastern part of
the state can contact the Federal
Reserve Bank of Kansas City by calling
1-800-333-1010, extension 2883. You
can also find the needed information in
The Wall Street Journal. You may prefer
to write the Federal Reserve Bank of
Kansas City, P.O. Box 419033, Kansas
City, MO 64141-6033. Besides obtain-
ing information about the most recent T-
bill auction, you can contact them for a
booklet about Treasury securities and
help in establishing a “Treasury Direct”
account (to receive interest and princi-
pal).

Newly issued T-bills can also be pur-
chased through financial institutions.
These purchases usually involve a fee
for each transaction. Previously issued
T-bills (ones that other investors pur-
chased when they were newly issued
and now want to sell before they reach
maturity) can be purchased and sold

privately or in the secondary market
through stockbrokers and other securi-
ties dealers. Again, a fee is generally
charged. Buying shares in mutual funds
also offers a way to invest in T-bills,
both newly issued and previously
issued ones. (Secondary markets are
discussed more fully in the publication
in this series, GH 3522, Investment
Basics: Stocks.)

Secondary market bid (offers to buy)
and ask (offers to sell) discount rates,
as well as yield to maturity information,
are often printed in daily newspapers
and investor publications like The Wall
Street Journal and Barron’s. The annu-
alized yield to maturity information is
probably of most interest to beginning
investors because it can be used when
comparing rates of return on other
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investments.

If you hold a T-bill until maturity, the
face amount is paid to you through your
financial institution. If you purchased
one directly from a Federal Reserve
Bank or branch, you also have the
option to note on the original tender
form that you wish to reinvest the funds
automatically (roll-over) at maturity.

Treasury notes and bonds

Treasury notes and bonds have
longer maturities than Treasury bills.
Notes have a fixed maturity of 2 to 10
years from date of issue. Bonds have a
fixed maturity of over 10 years. Both
may be issued for $1,000 and multiples
thereof (with the exception of 2- and

3-year notes, for which the minimum is
$5,000). Like T-bills, currently Treasury

gage Association (GNMA), Federal National Mortgage Association (FNMA),

Tennessee Valley Authority (TVA), Student Loan Marketing Administration
(SLMA) and the Federal Home Loan Bank (FHLB) issue bonds. These federal
agencies have been created by Congress over the years and operate under

federal charter and supervision.

The bonds issued by federal agencies are not direct obligations of the U.S.
Treasury, but they involve federal government backing or sponsorship in one
way or another. While the U.S. government does not guarantee the interest or
principal on these securities (with a few exceptions), they are often seen as
very safe (since it seems unlikely that the federal government would let the debt

of one of its agencies be in default).

Because these are not direct Treasury obligations, the returns on federal
agency bonds are usually higher than on Treasury bills, notes and bonds. Inter-
est may or may not be subject to state and local income taxes, depending upon
the issuer. The yields change from day to day and vary with the specific agency

borrowing the funds.

Bid and ask prices, as well as yield to maturity information, are quoted similar
to those of Treasury notes and bonds. This information can be found in large daily

newspapers and investor publications, or obtained through securities dealers.

Some of these securities are short-term, others are long-term. Minimum

investments requirements also vary. Initial issues can be purchased through

stockbrokers and other securities dealers. Previously issued securities can be
purchased and sold in the secondary market. However, individual investors tend
to hold agency debt only indirectly, such as through mutual funds or pension

funds.
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notes and bonds are issued to individu-
als in book-entry form (although there
are some older, registered notes and
bonds still in the hands of investors).

The specific terms of newly issued
notes or bonds (term, auction date,
maturity date, minimum purchase, and
closing time for the offering) are provid-
ed in the public offering announcement.
The Federal Reserve Bank of Kansas
City (see telephone numbers in previ-
ous section) can provide you with this
information, as well as the results of
recent auctions. This information can
also be found in The Wall Street Jour-
nal. The schedule for the sale of notes
and bonds varies. As mentioned earlier,
you can also write or call the Federal
Reserve Bank for a booklet about buy-
ing Treasury securities and help in
establishing a “Treasury Direct” account.

After the sale of Treasury notes or
bonds is publicly announced, a
prospective purchaser may apply in
person or by mail at a Federal Reserve
Bank (or branch), according to the time
limits set by the Treasury for that partic-
ular offering. Newly issued notes and
bonds may also be purchased through
financial institutions — generally for a
fee. Some mutual funds also invest in
Treasury notes and bonds.

Treasury notes and bonds carry a
fixed-interest (coupon) rate, that is
established at the initial issue auction
by competitive bidders. This fixed-inter-
est rate enables purchasers to deter-
mine their annual interest earnings
quickly by applying this rate to the face
value of the note or bond. For example,
a $1,000 note with a coupon rate of
9 percent provides earnings of $90 a
year (as semiannual payments, in this
case $45 each).

You receive interest payments up to
the day the security is sold or at matu-
rity, whichever occurs first. Treasury
notes and bonds do not continue to
earn interest after they reach maturity.

Federal income taxes are payable on
interest as received. Capital gains or
losses occur if the purchase price and
face value at maturity (or market value,
if sold before maturity) differ.

Generally, Treasury notes and bonds
are not “callable” (they cannot be
“called” or redeemed by the Treasury
before maturity). However, they are
highly marketable. Like T-bills, previous-
ly issued notes and bonds can be pur-
chased and sold in the secondary
market through stockbrokers and other
securities dealers, as well as through
mutual fund shares. A fee is often
charged for these transactions.

If you hold a book-entry note or
bond until maturity, the face amount is
paid to you through your financial insti-
tution. Older, registered Treasury notes
and bonds may be redeemed at Feder-
al Reserve Banks or branches or
through the Bureau of the Public Debt.
If you purchased Treasury notes and
bonds directly from a Federal Reserve
Bank or branch, you also have the
option to reinvest the funds automati-
cally (roll-over) at maturity.

Savings bonds

U.S. savings bonds are direct obliga-
tions of the U.S. Treasury and are con-
sidered to be a safe and secure
savings vehicle. Over the years, the
federal government has issued a vari-
ety of different series. Most series have
been either replaced or discontinued.
Currently, only Series EE and HH sav-
ings bonds are being issued. There are
no purchase or sale fees charged when
handling savings bonds transactions.

Bonds are registered Treasury secu-
rities and may be held in one of three
ways:

m  Single ownership. Only the owner
can redeem the bond or determine
who inherits it at his or her death
(although a payable on death, or
POD, clause can be used to identify

to whom the bond goes in the event

of the owner’s death);

m  Two persons as co-owners. Either
co-owner can redeem the bond and
the surviving co-owner becomes
sole owner at the death of the
other; or

m  One owner and one beneficiary.
Only the registered owner can
redeem the bond during his or her
lifetime, but the beneficiary
becomes the owner of the bond
when the original owner dies.

Only under limited circumstances,
such as a divorce, can savings bonds
be transferred and reissued with a
change in registration.

Series EE

Series EE savings bonds earn inter-
est until they are redeemed (cashed),
but not for more than 30 years (final
maturity). They are purchased for one-
half of their face value (‘a $100 bond
costs $50; a $200 bond costs $100)
from financial institutions that are “qual-
ified” as savings bonds agents and
through employer-sponsored payroll
savings plans. The issue date is the
first day of the month in which the
funds are received by the financial insti-
tution.

Bonds are available in $50, $75,
$100, $200, $500, $1,000, $5,000 and
$10,000 denominations (although not
all denominations are available through
payroll savings plans). There is a maxi-
mum per calendar year purchase limit
of $30,000 face amount ($15,000 pur-
chase price) on Series EE savings
bonds.

Series EE bonds purchased on or
after March 1, 1993, and before May 1,
1995, have an original maturity of
18 years (the period of time it takes to
reach face value at the guaranteed
minimum interest rate at time of issue).
The guaranteed minimum rate of return
for these bonds is 4 percent, com-
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pounded semiannually (which repre-
sents a 4.04 percent annual percentage
yield or APY).

Since November of 1982, Series EE
bonds held five years or longer earn
market-based interest rates that are
tied to Treasury notes (with 5 years left
until maturity). Beginning May 1, 1995,
Series EE bonds earn market rates
beginning at purchase. You can get the
current market rate by calling
1-800-4US-BOND (1-800-487-2663).

Bonds must be held for a least
6 months after the issue date before
they can be redeemed. They can be
redeemed at financial institutions, at
which time the interest that has been
earned is subject to federal income
taxes. However, the bond owner has
the option to pay taxes on interest as it
accrues, rather than wait until it is
redeemed or at final maturity. When
Series EE bonds (or E bonds) reach
final maturity, the owner has 1 year to
decide whether to redeem the bonds
(and pay any income tax due on the
accrued interest) or exchange the
bonds for Series HH bonds (and further
defer the tax liability on the accrued
interest from the older bonds for up to
an additional 20 years, the total life of a
Series HH bond).

Series HH

Series HH bonds provide current
income and are purchased at face
value in denominations of $500,
$1,000, $5,000 and $10,000. They can-
not be purchased with cash, however,
but must be obtained in exchange for
Series EE bonds that are at least 6
months old (or Series E bonds, U.S.
Savings Notes, or reinvested, matured

Series H bonds). If the value of the sav-
ings bonds to be exchanged is more
than $500, but not enough for the next
larger size HH bond, enough cash may
be added to purchase a bond of the
next higher $500 multiple.

Interest is paid semiannually at a
fixed rate for the first 10 years the bond
is held. If held for additional years, the
rate can change. After final maturity
(20 years), they no longer earn interest.
Interest payments are deposited in the
owner’s financial institution by direct
deposit.

The application for exchanging other
bonds for Series HH bonds is handled
by qualified financial institutions who
can also process requests for redeem-
ing (cashing) them. The Series HH
bonds themselves are issued by a Fed-
eral Reserve Bank.

The Investment Basics series is not
intended to provide a complete and in-
depth text on investments. It is
designed to provide an introduction to
common savings and investment alter-
natives and to help the beginning
investor start to design and implement
an investment plan. Investment alterna-
tives more suited to a discussion on
retirement planning or insurance, those
that require greater expertise on the
part of the investor, and those which
generally involve a higher degree of
risk, are also not included in the series.

Information in this publication is
based on the laws in force and informa-
tion available on the date of publication.
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