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ABSTRACT

Commercial paper consists of short-term promissory notes which
are issued by business firms and finance companies and which are sold in
the open market. This form of financing was important in the late nine-
teenth and early twentieth centuries, but virtually disappeared during
the Depression and Second World War. In recent years commercial paper
has experienced a very sharp revival and presently there is over $8 billion
of paper outstanding. In light of the renewed importance of commergial
paper, the present work investigates the behavior of the participants in
this market and attempts to relate commercial paper to the over-all
money-market picture.

The study employed personal interviews to pinpoint hypotheses
to be analyzed. Three questionnaires (to samples of issuers, investors
and banks) were used to uncover gquantitative information about actual
practices.

The study concludes that the major reason why firms issue
commercial paper is that the cost of funds obtained in this manner is
typically lower than that on bank loans. There is an interesting dis-
tinction between the use made of open-market financing by industrial
issuers and by finance companies. For the former group, commercial paper
is an instrument to meet well-defined and anticipated seasonal needs,
whereas finance companies continually roll-over their paper as a

permanent source of finance. The degree of reliance on commercial paper



by both types of 1ssuers is limited by the fact that much short- term
borrow1ng is unforeseen. Since bank loans can be expanded and prepaid
rapldly, they are more flex1ble than commerc1al paper and thus are used
for a substantlal portlon of short term finance. The direct placers,
‘who can sell paper of short maturltles economlcally, are able to depend
. more heav1ly on commer01al paper than are 1ssuers who use dealers.

| Paper issuers - ralse a hlgher percentage of their funds in the
open.market in perlods When the 1nterest savings is largest This
v observatlon suggests that 1ssuers are somewhat sens1t1Ve to cost differ-
entials in shifting from ‘bank loans to commerc1al Paper. Since such
cost differentials are typlcally smallest when money is tlght the
shift also 1mplles an 1nab111ty of some issuers to market paper in perlods
when ‘the demand for commerc1al paper as an asset decllnes.

Commerc1al paper 1s W1dely held as a short- term 1nvestment.

. Commercial banks buy 1t as a temporary outlet for funds in order to
bolster inadequate loesl loan demand. At.present, because demand for
direct loans is suff1c1ent in many areas; less than one- thlrd of banks
invest in paper. These are mostly smaller 1nst1tut10ns.' Well over half
of the large corporatlons sampled are'presently 1nVestors in commercial
paper. Increased corporate participation reflects the expanded cash flow
and the more sophlstlcated cash-management pollcles of recent years. For
most corporate investors, commerc1al paper is. an ideal 1nstrument for
funds needed to meet large and foreseen outpayments, because paper can

always be obtalned from the direct placers in the exact amount and in




the specific maturity desired. Unlike competing investments such as
"Treasury bills and certifi,cafes of deposit, however, there is no secondary
market in commercial paper. The study concludes that the development of
such a secondary market would likely increase the demand for commercial
paper by increasing its liquidity for many investors.

/,
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PREFACE

Commercial paper consists of short-term DPromissory notes of
business firmg end finénce companies and is one of. the oldest of money-
market instruments. .TheSe hotes are sold in the open market, usually
at a discount, and are for maturities up to 270 days. They are generally
1ssued by large well- known flrms and are purchased by corporatlons, banks,
ard Ouber 1nst1tutlohs w1th excess short term funds to invest.

Commercial paper had been an 1mportant Source of finance in
the la+e nlneteerth and early twentieth centurles. Outstandings reached
& peak in 1920, however, and during the great depression this instrument |
virtually disappearedvfrom'the‘marketf'”since,WOrld.War‘II.commercial
paper has experienced g shérp‘revival, spurred in larée part by the growth
of the sales-finance industry. In recent yeersvoutstandings have reached
new heights. In fact, the almost $7 bllllon of paper at the end of 1963
was about 6 times the 1920 peak. In llght of the renewed importance of
commercial paper, this study 1nvest1gates the behavior of the partici-
pants in thls market and attempts to relate commer01al paper to the
over-all money-market plcture

| The work is divided into eight chapters. The first provides
historical.perspective by tracing the major developments which have
occurred since the 1nceptlon of commercial paper as a means of short -term

 finance. The second chapter deals with the present institutional structure
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of thebmarkett Special attention is paid to the operations of participants--
issuers and investors, banks and brokersa and to the position of commercial
paper in the spectrum of money-market instruments.

Chapter III focuses‘on how issuers utilize paper‘in conjunction
with other borrowings to obtain needed short-term finance. The sensitivity
of borrowers to relative interest costs and the constraints imposed on
their behavior by the necessity to maintain adequate bank relations are
analyzed.

Chapters JV and V treat commercial paper as & short-term investment
for banks and business corporations, respectively. Historically, commercial
banks have been the most important purchasers of commercial paper... In’
recent yesgrs, however,'they have given way to business corporations which
have channeled part of theif greatly expanded eash flow into the commercial-
paper market. The decisione of both these investor groups whether or not
to purchase paper and their evaluations of paper relative to substitute
assets are examined.

Chapter VI considere‘the possibility of a secondary market in
commercial paper. Chaptef VII attempts to explain the behavior of the
commercial-paper market in periods of monetary restraint and at the end
of each calendar year. The concluding chapter summarizes the major.
findings of the research and suggests a possible orientation for further

research.
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The study relieg heavily oh interview and questionnaire
techniques: In order to try to obtainban understanding of the functioning
of the market, I have spoken at length with issuers,‘investors, banks and
commercial-paper dealers. The interview procedures are described ang
individual participants are listed in Appendix A. Because the individuals
visited are very knowledgeable and have & genuine interest in thig project,
the interviews were extremely frultful I wish to express my sincere
'thanks to all these people for taking time to discuss their operationsg
w1th me, frankly and thoroughly.

Three sets of questionnaires were sent out, one tq a sample of
about 500 banks, another to some 200 large corporations including utilities
and life insurance companles, and a third to a sample of about 100
commercial-paper issuers, both finance and industrial. The response to
all three questionnaires exceeded 80 Percent, and I am very grateful to
all the respondents for taking the time to Provide the requested 1nforma—
tion.

This work was done at the Econometric ‘Research Program of
Prlnceton Uhlver51ty; which is supported by the Offlce of Naval Research,
the National Science Foundatlon, various phllanthropic institutions, and
brivate industry. T wish to express my appreciation to Ogkar Morgenstern,

its D1rector, who has been a source of encouragement and inspiration
throughout my years as g graduate student. I have benefitted from the

fruits of numerous conversat;ons.with my colleagues at the'Progrem,




especially John G. Cragg and Stephen M. Goldfeld. Peter A. Tinsley wrote
the compufer Program which was used to compile the results of the surveys.
Beﬁty Kaminsky and Marcia Frankel very competently typed successive drafts
of the study and Helen Peek expertly prepared the final manuscript.

A very great debt is due my dissertation éommittee, Lester V.
Chandler, Chairmen, and Edward J. Kane. Their many hours of counsel and
their inﬁeresf in this project_have'enhanced its content and improved its
exposition. My thanks dlso to Burton (. Malkiel whose intimate knowledge
of the money market has been.of invaluable assistance. Finally, I am
especially indebted :to Harold T. Shapiro, who collaborated with me.on
the questionnaire aspects of thisg study as‘part of our Banking Research
Project. His ability-to blen&vfheory with practice has had a great
impact‘on‘my own thinking and writing.

Most of the research and writing was performed during.thé
acadeﬁic yeaf 1963-64 at which time I had the honor of holding a Harold
Sténiér Fellowship in Banking. I am grateful to the American Bankers
Association for their support in this manner and slso for an additional
research grant which aided in the completion of the study. This work
made use of computer facilities supported in part by National Science

Foundation Grant NSF-GP579.

Neving D. Baxter

Princeton, New Jersey
October 1964 :
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CHAPTER I
'HISTORICAL DEVELOPMENT OF THE COMMERCIAL-PAPER MARKET

The commercial-paper market of the bresent day is characterized
- by a large volume of financing by a relatively few issuers of paper.' Al-
| theugh more than_hOO firms currently issue commercial paper, almost
three-quarters of fhe dollar amount outstandiﬁg is sold by some 18 large
finance companies who place their baper directly with investors, rather
. than‘utilizing‘the inﬁermediary services ot a'commerciel-paper dealef.e‘
Moreover, the three largest of these finence companies account for about
one-third of the outstandings. The preseht sipuaﬁion is to be contrested
with that of earlier times when open-marketpfinancing was utilized by a
much larger number of firms whose credip ratihgs were often not the
‘highest. |

Two striking develepments that differentiate today's market
from that of forty years ago are the vastly 1ncreased importance of
finance- -company 1ssuers and the growing predominance of nonbank investors
in commercial paper. These magor changes run parallel to developments
in the economy--the growth of consumer credit and increased corporete
cash flow. In order to provide a historical perspective for the study
which folloﬁs, the present chapter traces the development‘of the commercial-
peper market from ips peginnings fo the present day and analyzes the major

changes which have taken place.



In the Beginningl

The primitive nature of the American financisl system in the
Colonial Period is well-known to students of economic history. Domestic
commercial banks as we know them today did not exist and industry
remained rudimentary. As a result, neither the supply of negotiable -
paper nor the demand for it as an investment was very lérge. A few
large colonial merchents, however, did sell domestic bills of exchange
to other merchants who had payments to meke in distant cities. These
instruments resembled the Present~day bankers! acceptance which is
commonly used to finance internationsal transactions, but differed insofar
&s there was no bank "accepting” and thereby putting its credit behind that
of the issuers. V

To illustrate the nature of this open-market baper, assume s
New Yofk merchant ;(A) had purchased goods from a Boston merchant (B).
B received a note bayable iniNQW York, ahd found another BoSton firﬁ (c)
who was Willing to purchasé this note bécause if had payments to make in

New York.2 Such a bill of exchange served two burposes in colonial times.

lThis section and the following two rely heavily on A. 0. Greef ~ The
Commerciagl Paper House in the United States (Cambridge, Mass.: Harvard
University Press, 1938) and on Roy A. Foulke - The Commercial Paper
Market (New York: The Bankers Publishing Company, 1931).




First, it was a safe, cheap, and convenient way tc "transfer" funds from
New York tovBoston in an era without banks and in which physical transfer
of money was, at beét, precarious. Second, the bill of exchange was in
actuality, if not in intent, a loan. Firm ¢ was lending B money for
the length of time between the purchase of the bill in Boston and its
payment in New York. This latter aspect, of course, ig the main purpose
of present-day open-market paper.

After the American Revolution, commergial banks began to be
organized in the United States and they discounted bills of exchange
and promissory notes. At this point, the concept of an open-market loan
was beginning to emerge. Even in the 1790's commercial-paper brokers
began to appear, their function being to bring togeﬁher buyers and sellers
of negdtiable‘paper., By and large, however, in thé%;eriod before 1800,
such dealings were limited to the most impbrtaht trading-and finanéial
centers and the volume of paper bought and sold remaiﬁed small, due
to the nature of the economy. Nevertheless, the paper brokers did
succeed in placing the supply of negotiable paper, either with one of

the banks or with private entrepreneurs who had surplus funds to invest.3

3The intermediaries were generally brokers as opposed to dealers, that
is, they generally did not buy paper for their own account and sell
out of inventory, but instead brought buyer and seller together for

a commission. Throughout this work, unless otherwise specified, the
two terms will be used interchangeably to describe the intermediary
function.



The growth of open-market financing continued through the first
half of the nineteenth century. A large group of "note shavers" prospered.
Their business involved discounting notes of merchants who could not obtain
sufficient funds at banks, and attempting to resell such paper to banks or
other investors or alternatively holding it to maturity. The risks of such
a business were of course Very high, as were the‘discount ra,tes.lL

By 1840, interest rates on commercial paper were already being
bublished, a fact which seems to indicate that by this time a fairly
broad market had developed. Banks were the chief burchasers of the notes
despite the general preference to lend to local industry rather than to
make "foreign" loans through the purchase of Open-market paper. Also,
by this time New York had achieved Prominence as the money-market center
of the nation. Although activity continued in other centers such as
Boston, Philadelphia and New Orleans, New York served as the fulcrum of
the commercial-paper business. Moreover, high-quality commercial paper
became more common ag many prime borrowers began to use the open-market

as a supplementary source of short-term funds.

issued by a different class of borrowers than those using the open
market currently. At bresent, commercial Paper is a source of funds

for the best credit risks, all of whom are able to borrow from banks,

and the commercial-paper rate is generally below the bank brime rate.

The main reason for resorting to the Open-market is thus to obtain an
interest-cost saving. In the early nineteenth-century, however, commer-
cial paper was often a source of funds for inferior credit risks, who
could not obtain funds from banks and who thus had to resort to the open-
market at onerous rates. :




In the pre-Civil War period, open-market paper, whether in the
form of bills of exchange or of unsecured promissory notes, was issﬁed"
mdinly,by:wholesale Jjobbers, railroads and tobacco companies. Maturities
generally ranged from 60 days to 6 or 8 m.onths#5 While commercial-paper
houses grew in number and in the volume of papér handled, they generally
continued to serve as brokers rather than ds'dealers. Primarily, they
accepted paper from local firms with whom they were familiar. Extensive
credit investigations were unknoWn, and Were'mofe or less precluded by
the primitive nature of accounting and auditing. Largely becaﬁse of this,
DPaper remained two-named throughout the preriod before the Civil War, at
least one co-signer being required for direct loans from banks as well as
for open-market loané.

The steady growth of commercial peper outstandings was, of course,
interrupted by the outbreak of the Civil War. Wartime brought very high
money rates, numerous business failures espeéially among trading firms,
suspension of specie payments, and rapid price inflation. Under such
conditions both the supply of open-market paper and the demand‘forvit
as an investment declined substantially and dealers’ operations were |
temporarily curtaiied. In addition, the newly chartered national banks
were forbidden to invest in commercial Paper with a yield above 7 percent

and this factor tended to restrict sales of commercial paper.

5The current maturities of commercial Paper issued by such industrial
companies is much the same today. Finance bPaper, which dominates today's
market, is generally of a shorter maturity, very often under 90 days.



From Appomattox to Versailles

In the period Just after the Civil War, uncertainty surrounded
the national Currency. The scarcity of merchandise, the rapid growth of
the West and the railroads, and g Precarious financial structure led to
‘growth in very short-term‘financing. One-name direct-borrowing from banks
for periods of 30 days became very common. Banks knew their local customers
and sought after so-called."self—liquidating" loans,6 either through face-
to~face transactions or through the purchase of open-market paper. Banks
burchased commercigl baper through brokers and directly from the industrial
firms issuing the notes. Extensive bank credit departments did not exist,
80 that the Paper was burchased largely with the recommendation of the
particular bank director who happened to be ap "expert” on the industry
in question.

The difficulties of the Reconstruction beriod and the Crisis of
1873 hampered the e€xpansion of 1] credit. After the depression, rapid

increase in Production of beacetime consumption goods, and the redemption

harvest or g manufacturer borrowing against work in brocess. When the
final goods are brought to market, the loan becomes "self-liquidating".
Though this theory has since come into disrepute, it had a brofound effect
on commercial and central banking in thig country and was embodied in the
eligible-paper DProvisions of the Federal Reserve Act. The difficulty with




substantially increased. The number of banks and the lending capacity

of the banking system grew rapidly. In addition, borrowers in all sections
of the country began to use the open market as a source of short-term funds.
Prime credit risks often discovered that they could obtain money in this
manner more cheaply than from their banks. Banks became the chief pur-
chasers of commercial paper and brokersvtraveled from bank to bank with
notes ready for delivery. They bargained with the bankers as to rate

and sold notes on the spot, often in odd-dollar-and-cents amounts which
corresponded to the exact amount of the accounts payable of the issuing
client.

One of the real advantages of open-market financing in the last
quarter of the nineteenth century was that it often led to flows of funds
iﬁ response to interést rate differentials among various sections of the
country. In the 1890's interest rates of 8 to 10 percent were common in
the South and West whereas 4 to 6 percent were the going rates in the
Boston-New York-Philadelphia area. A large number of good credit risks
in the South and West were thus able to take advantage of lower rates in
the open market than those charged by their local banks. In this way
funds flowed to areas where presumably they were more in need. Both in
large cities and in the country, commercial banks carried open-market
baper as a secondary reserve. These single-named, unsecured notes were
carefully selected and generally rated high in terms of safety and
liquidity.

At the turn of the century, open-market finance occupied a firm

position in the American financial system. Indeed, it was "a steady,



stabilizing force, ever ready to supplement banking and business needs'.'"7
At this time, however, a substantial number of bankers still viewed the
open market with suspicion. The behavior of commercial paper during the
Panic of 1907 confirmed the faith of the investing institutions in the
safety and liquidity of thig instrument, if carefully selected. At a
time when highest grade stocks and bonds could be sold only at & heavy
sacrifice, and when call loans were virtually impossible to liguidate,
the bulk of coﬁmercial-paper notes was paid Promptly at maturity, without
loss to holders and without any pressure for renewal. Banks which held
such notes at this time were in a very fortunate position.8

The impressivé record of commercigl baper during the panic
Spurred a rapid increase in these notes in the years following. By 1913
some 2500 to 3000 borrowers were utilizing the open market. Since the
average maturity of Paper then outstanding was hato-6 months and:
since average outstandings appear to have been in the neighborhood of
$1 billion, borrowers must have been coming to the market for some $2 or
$3 billion per year.9

Banks remained overwhelmingly the chief investors. Moreover,

since at least occasionally they sold notes of their customers to

7Foulke - Op. cit., p. 249,

The good performance of commercial baper during the 1907 banic helped
investing banks meet cash drains that they might not have been able to
cope with had their Secondary reserve been in other types of securities.
Likely, some bank failures were brevented by the good record of commercial
paper.

9Outstandings thus represented about 3 percent of the 1912 GNP; Present

1964 outstandings amount to about 1-1/2 percent of gNP whereas outstandings
in 1950 were about 1/3 percent of GNP.

8




correspondents, city banks sometimes assumed the broker's role. ‘Dealer
organizations became layger and performed more careful credit investiga-
tions. The large numbe£§éf smaller dealers still bﬁying and selling bpen-
market paper generally carried on their business in a limited geographicalv
area. Paper was by this time almost exclusively one-namé'unseéured pfom;ssory
notes. }Such losses as occurred were in large part the result of careless-
ness on the part of the purchasing banks and were confined in the main td.
?aper handled by émall, if not irresponsible, dealers. |

Despite the generally outstanding performance of commercial‘paper
with regard to prompt payment atvmaturity4in times of financial crisis, it
should bé notéd that duriﬁg such periods the demand fof such paper %as
lgé;érely festficted. As a result, many borrowers considered commercial-
paper brokers as fair-weather friends who could not sell baper when méney"‘
was actually needed most; The fine performance of paper in recent yvears
coupled with the groﬁing importance of non-bank ihvestors in open-market
paper, hasg someﬁhat alleviated the probiém of lack of demand in tight-
mpney'periods.lo |

After tbe outbreak of World War I in 1914, commercial-pabérvéales

fell off considerably. ,Fortunately, this drop proved to be very short-lived

10 . . . . )
Of course,  tight money has not recently been associated with financial

panic, and substantial corporate liquidity has existed even in periods

of monetary restraint. The question of whether the commercial-paper market
is a reliable source of funds in tight-money periods will be explored in :
detail in Chapter VII. : .



and dealer sales began to increase;again in the following year. At thig

Supply of and demand for oben-market paper. On balance, it appears that

the Federal Reserve authorities bromoted the growth of Open-market

financing in the Period 1914-21. This was accomplished largely as the
indirect result of the inciease in the demand for outside baper by
commercial banks. The Fe&eral Reserve Act made commercial-paper noteg

with a maturity of not more than 90 days eligible for rediscount and thereby
enhanced their liguidity. Mbreover, the bank-examination Procedures
instituted by the Federal Reserve led to the development of more carefyl
credit investigation by both banks ang dealers. This, in turn, improveqd

the quality of baper offered for sale, ultimately enhancing the desirability
of open-market Paper as a Secondary reserve. Finally, the Act founding the
Reserve System also reduced legal reserve requirementg then in effect,

thereby freeing potential investment funds, some of which flowed into

. 11
commercial paper. ™ .

lThe réserve requirements under the National Banking Act were 25 percent
for banks in reéserve and central reserve citieg ang 15 percent for country
banks. After Some adjustments, the legal reserve ratio effective June 1917
became 13 bercent for central reserve city banks, 10 bercent for reserve
city banks, 7 bercent for country banks ang 3 percent on time deposits for
all banks. See M. Friedman and A. J. Schwartz - A Monetary History of the
United States, 1867-1960 (National Bureay of Economic Research, 19637,
P. 59n, 208,

10




2
The Commercial-Paper Market in 1920l

Commercial-paper outstanding continued to increase consistently
until early in 1920. At that time the volume reached & peak of almost
$l.3 billion, the highest figure to be attained until 1950. Unquestionably,
commercial paper had become g major money-market instrument.

The year 1920 is a good point to interrupt the history and
examine the commercial-paper institutions of that era. That year is a
natural point of demarcation because it represents a beak in outstandings
and because at that time General Motors Acceptance Corporation (GMAC) began
to sell its notes directly to investors without the aid of a commercisl-
Ppaper dealer; The advent of direct placement would prove to be a major
step in extending the market for commercial paper, though its effects have
been most substantial only in the last 10 years.13 Furthermore, the eariy
1920's represent the period from which reliable data became available on
commercial-paper outstandings and on the type of issuers.lu Thus, meaning-

ful quantitative comparisons can be made only from this time.

12This section and the next rely in part on R. T. Selden - "Trends and Cycles
in the Commercial-Paper Market," National Bureau of Economic Research
Occasional Paper 85 (New York, 1963). '

13In addition to GMAC, a number of other finance companies was borrowing
directly in the open market through collateral-trust notes which were a
very similar instrument except that they were secured by receivables
assigned to a trustee. GMAC notes, -in fact, were secured until 1926.

luThe former comes from a monthly release of the Federal Reserve Bank of
New York, which was begun in 1918. The latter comes from the National
Credit Office, a subdivision of Dun and Bradstreet, which began its annual
release in 1922. The National Credit Office rates all issuers of paper and
provides financial information sbout them, thus providing a valuable service
to investors. Its present-day functions will be discussed more fully in
Chapter II. '
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In 1920, there were some 4400 firmg borrowing on commercial

trust notes. These were generally the liabilities of finance Companies,
grain and cotton dealers, ang cattle loan compgnies. The dominance of
single-name baper reflected the feeling that fwo—name baper was a symbol
of weak financial condition, and that g firm‘selling commercial paper
should be g Prime credit rigk whose noteg were, in the senge discussed

above, self—liquidating.l7

15GMAC outstandings were only $9 million at the end of 1920, or legs than
1 percent of dealer paper. .

This situation was 80 characteristic that g contemporary account described
the situation as follows: ‘ :
"The seller of commercial paper is the business enterprise
desiring short-term credit. The buyer of commercial paper
is the bank or trust company with surplus funds to invest.
The intermediary is the commercial-paper broker." (Foulke -
- Op. cit., p. 6).
;17The theory concluded that industrial Paper is selffliquidating, whereag
finance baper is not. In fact, by the Same reasoning, the collateral-trust
notes were not eligible for rediscount at the Federal Reserve. See
footnote 6, above.
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Commercial and industrial firms used commercial paper almost
exclusively to meet predictable demands which were seasonal or periodic
in nature. In 1920, firms from a wide variety of industries were using
the market Of the issuers, almost one-third were in textiles or dry-

- good§ ,‘ while é#‘addltlonal Qdﬁei‘ﬁen:c were in foodstuffs. Also important
Ty were metals aad hardwarej leather and shoes, lumber and furniture, and
drugs and chemicalsul8

As might be expected, commercial-paper»issuers were concentrated

- .in the most highly-industrialized areas. The first (Boston), second

. (NeW‘York) and seventh (Chicago) Federal Reserve districts were the most
comﬁoﬁ locations of the issuers. Nevertheless, a substantial number of
firms in virtually all sections of the country did some open-market
borrowing.

The bulk of the firmg utilizing the open market in the early
twenties had net worth between $500 thousand and $2-1/2 million with
the average size being about $lml/h millicn. There were comparatively

Toa few issuers with net worth under $2~l/2 million, but even fewer in excess

of $25 million. At the time it was generally felt that ”any business

enterprise which keeps its affairs in a healthy, balance financial condition
is entitled to the advantages incident +o using the open mgrket" , and that

commercial-paper borrowing should not be rgSEfﬁcféd*ﬁb'fibms above a

certain size. 2 The only restriction on size was the practical one;

l8F1rst available breakdowns by the National Credit Office are actually for

1922,

l9Foulke - Op. cit., p. 50.
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depository banks, g business could sell noteg to a commercial—paper broker
in one transaction. The broker could then do the work of marketing the
notes among banks, in various parts of the country, which had excess funds

for investment Purposes.

within the United States. Since open-market financing could mobiligze
funds in aress where they were in surplus ang channel then to where they
Were needed, the borrower could reap an interest-rate saving which would

more than compensate for the broker's fee. A collateral advantage of

OThis philosophy is in directvcontrast to the Present-day ides that open-
market financing should, by ang large, pe limited to large well-known
names. See Chapter TI.

ElNational banks are covered by the National Banking Act of 1863 which

makes thisg stipulation; state-chartereq banks are covered by similar
legislation though in Some states the legal Percentage is Somewhat higher.
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selling notes in the open market was that this practice provided valuable
advertising for the borrowing firm. Since bank officers and directors had
to ﬁass on each note purchased, borrowers tended to become well-known in
financial cireles. Firms well-known in the open market, with good earnings
records and high financial standing were in an especially favorable position
when arranging for permanent financing.

Additional advantages arose out of the broker relationship.
Brokers often provided valusble financial advice and assisted in obtaining
bénk lines and in improving bank relations. And, the commercial-paper
broker, with his intimate knowledge of the firm, was often the logiecal
underwriter of a long-term issue, at mutually advantageous terms.gg

Only in very rare cases was commercial paper the exclusive source
of short—termfunds.23 The general Philosophy was that the open market was
a supplement to and nét & substitute for direct borrowings from banks.
Firms almost always maintained unused lines of credit at least equal to
commercial-paper outstandingh SO that in fhe event of a tightening in the

open market, banks would feel obliged to extend the necessary credit.

gThe broker~issuer relationship was thus extended to the benefit of both
parties. Goldman, Sachs and Co. is an outstanding example of a firm which
built a major underwriting business largely from commercial-paper connec-
tions. The other advantages discussed are still cited today as reasons
why some paper issuers continue broker relationships even when outstandings
grow large enough to make direct placement economical.

2 s . . . . .
3Th:Ls 1s still true for industrial firms. However, large finance companies,

in particular the direct Placers, are able to minimize the use of bank debt.
See Chapter IIT.
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Moreover, the open market enabled issuers to "clean up" borrowings with
eaoh bank, g bractice which ig often considered indicative of sound.
Tinancial management, even today.

On the other side of the ledger, several disadvantages of open-
market financing, as compared to direct borrowing from banks, must be
mentioneqd. First, the issuer of Paper was Sometimesg badgered by credit-

investigation requests. Tn 1920, this factor wag less important thap in

the market. he well—developed commercial-paper house of 1920 undertook:

Pbotentigl investors, at minimal burden to the issuer.el+ A second alleged
disadvantage of open-market.financing concerned the Dbossibility of over-

borrowing. This factor assumed negligible importance by 1920, however,

Still somewhat relevant.today. The open market is an impersongl Source
of funds as Compared with bank loans. A firm which ig temporarily in
financigl difficulty can expect little consideration from the holders or

its notes. On the other hand, a local banker who Hag intimate knowledge

trouble is of a temporary nature.




Just as open-market papér held many advantages for its lssuers
in 1920, it also had benefits for the holders. For one thing, it served
as a major secondary reserve for the banking system. A1l but a small
Ppercentage of the commercial pépér issved at this time wound up in the
Portfolios of commercial and mutusal savings banks. Mercantile concerns
or individual investors bought paper on rare occasions. Most potential
investors were neither well-acquainted with the opportunities of open-
market paper nor willing to appraise the credit-soundness of the various
notes being offered by brokers. PFirms bPreferred to hold demand deposits,
which at that time baid a nominal rate of interest, or to enter the call-
money market with surplus funds. Those firms that did invest in commercial
baper generally restricted themselves to industries which were related to
their own line of business and in which they were bresumably competent
to judge the credit sﬁanding of the issuers.25

By 1920, banks which were investing in commercial Paper had
already developed fairly elaborate credit departments which kept posted
on the credit worthiness of those firms selling open-market paper. Smaller
banks which did not maintain their own credit departments either obtained
such information from their correspondents, or in certain cases actually

left the purchasing decision to the big-city bank. The correspondent bank,

2-5For example, Arbuckle Bros., the roasters of Yuban Coffee, often Purchased
the commercial Ppaper of wholesale’grocery chaing. Their competence in thig
regard is attested to by the fact that they were often called upon by the
credit investigators of the New York banks to appraise wholesale grocery
concerns who were selling open-market paper.
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of course, assumed no risk. It received information a8 to the amount of
baper desired, the denominations, and the maturity, and it berformed g
valuable service of credit investigation. Paper was solg Subject to g
7-or 10-day credit option. During thig time the Tinancial standing of
the issuer was checked. If found unsatisfactory because of inadequate
available lineg of credit 0r other reasons, the baper could be returned.26
The reasong Why commercigl baper was go attractive an investment
for surplus funds of commercial banks in the early 1920's are several.
First and Perhaps foremost, even in times of financial upheaval such ag
1920, +the logses on commercial paper were virtually hegligible. Such losses
Compare very favorably to thoge on direct loans ang other investmentg
(exclusive of U.S. Government seCurities). The statement would remain
true even if all commercial-paper nemes had been chosen randomly, but
is especially striking since credit investigations were usually performed
and options were judiciously eXercised. TIn choosing baper, the banker
did not have t0 consider balances, Personal friendships Or other elementg
of the direct lending relationship, and was able to decide on the basis of
Credit risk alone. Commercial baper was also highly liquiqg. Paper wag
always paid at par at maturity with no obligation to renew. This was in
contrast to both direct loans, which involved g bersonal customer relation-

ship and to investment in high-grade long-term Securities, which if sold in

p=

6Much to the chagrin of brokers, thege options were often abused ang
exercised when the investing bank decideq that it qig not want to commit
itself to invest to maturity, despite satisfactory credit findings.
Nowadays, Such options are still formally bresent but are almost never
invoked.




times of‘monetary restraint inevitably invoived the bank in substantial
capital losses. Though no secondary market existed in Paper, the eligi-
bility of this instrument (excluding finance-company paper) for rediscount
at the Federal Reserve certainly enhanced its liquidity. A third factor
concerned net yield; after accounting for transactions costs, the commercigl-
paper rate averaged substantiaiiy better‘invthe early twenties than digd
other temporary uses of bank funds such as "Wall_Street" call loans.
Finally investment in commercial baper was advantageous to banks in an
intangible manner; buying paper kept bankers informed about businees
conditions in a wide variety of indusﬁries and in every area of the
country. Moreover, the correspondent banklng system.was strengthened by
the credit investigation services which' the big-city banks provided for
their conntry correspondents.

| Although investment of surplus funds by banks was very widespread
in 1920, individual bankers were governed by different philosophies
regarding the_type of paper they purchased. Some banks tried to confine
themselves to the notes of relatively large nationally-known enterprises,
(s&y, with net worth of over $l million) because complete credit knowledge
of such firms was easier to obtain. Others preferred notes of small enter-
prises, going on the theory that in times of business stress, such firms
could more easily liquidate their merchandise inventories and current
liabilities and thereby maintain solvency. Some bankers scrupulously
stayed away from finance-oompany baper as it was not, at that time,
rediscountable, whereas others”happiiy'invested in such notes because of

the collateral security and generally higher yield. Finally, some banks
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considered the great advantage of commerCial paper to be that it allowed
diversification of thelr lodn portfolios by industry and geographical
area, but still others Preferred open-market notes issued by local con-
cerns whom they kneW'personally.

In_Summary, the‘commercial-paper market in 1920 wag characterizeg

© by a large number of relatively small borrowers who used the open market ag

- & seasonal supplement- to bank credit. Commercial banks, large and small,

were the main 1nvestors and considered Paper as g relatively safe and
ligquid way to put excess funds to work. The‘COmmercial—paper instrument
was generally 2-t0-9 months in maturity end wag ”Self-liquidating" in the

commercial-loan-theory sense. Most paper was in $2500, $5000 or $10, 000

denominations, and the notes were usually in bearer form. Brokers (acting.MW,

inventories by'borrow1ng at commercial banks. The brokers berformed the
marketing fﬂnctions, finding investors through g system of salesmen who
called on banks. They alsovkept in cohstant touch with customers in order
to ascertain when.funds were needed and what the status of the issuers!?
Ccredit was at gli times. Commercial DPaper was an important money-nmarket

instrument for a large number of borrowers and lenders.

The Decline Before the Boom (1921-1951)

The most fundamental change in the commerc1al—paper market which
occurred in the 1920%s .was the growth of finance ~Company paper. Spurred

on largely by the progress of the automobile 1ndustry, sales finance,
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business finance and small- loan companies expanded rapidly during th:Ls
Period. The number of flnance companies obtaining short-term credit in
the open market increased from 9 in 1922 to almost 100 at the end of the
decade. These firms issued almost $2 bjillion of commercial baper in 1926,
The "Big Three" [General Motors Acceptance Corporation (GMAC), Commercial
Investment Trust (CIT) and Commercial Credit Corporation (CCC)] accounted
for about half of thesge borrowings.

At first, most investors in the money and capital markets did
not VieW'the‘finance industry with favor, because it was a relatively
new line of business. The bulk of short-term borrowing by finance companies
was done through collateralized bank léans; and where these companies did
utilize the open market, the instrument was generally, as noted above, a
collateral-trust note. Most banks investing in commercial Paper did not
Pbrefer flnance company liabilities, Partly because such baper was not
rediscountable at the Federal Reserve and partly because the Prevailing
attitude at that time in the banking community was not favorable toward
consumer credit. The growth and good performance of the finance companies
led to a gradual lessening of resistance to their paper.

In 1920, GMAC, the largest sales-finance company, began to place
its paper directly with investors, thereby bypassing the commercial-paper
broker. This innovation involved the issuer in maintaining its own
marketing force to seek out botential paper investors. The need for funds
by GMAC was substantigl and reasonably steady the year round. Due to

apparent economies of scale it was therefore cheaper to sell baper directly
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than fo'payia comﬁiééioh to brokefs.w Moreo&er; there were difficulties
‘in interesting investors in finance Paper in the 1920%s, and s firm of
the size and stature of GMAC could éoncentrate its resources on enhancing
the market for itg own notes. The direct geller, therefore, might be

" more effective than g broker with responsibilities for selling notes of

2
several firms. 7

in the number of firms using the market, and in the number of dealers
operating;' These trends Were_écceierated by the Great Depression.
Table I-1 pfesents relevant data,.

Several explanations can be offered for the decline in the
commercial-paper market from its 1920 Peak. First, the 1920 figures were
Probably abnormally high. In that "high credit-pressure year immediately
following the inflation, interest fates were high, but cregit was vitally
needed by many concerns in order to carry larger inventories and slow
accounts”.28 The sﬁbstantiél decline in the volume Of commercial paper

' outstanding in 1921 reflecteq 8 sharp recession in business activity which

wa.s accompaniéd by a definitéweasing of credit. In addition, the large

27Despite these advantages, GMAC remained the only directvplacer in the
twenties. Barly in the thirties, CIT ang CCC began to issue directly.
These three finance companies were the only direct Placers until after 1950.

28 .
Foulke - Op. cit., p. 35f3
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Table I-1

Trends in Commercial Paper: 1920-1933

Commercial Paper Number of Number of Number of
Outstanding Commercial Paper Commercial Paper Defaults on
($ millions) Issuers Dealers Commercial Paper
1920 957 | 4,395 30 31
1921 671 3,767 30 . BT
1922 739 2,259 26 o 7.
1923 787 | 2,171 26 7
1924 830 2,705 26 16
1925 645 2,75k 26 11
1926 569 2,743 26 | ' }4
1927 610 ‘ 2,490 | 26 - 5
1928 - I58 - 2,35L | 23 | 2
| 1929 420 1,653 22 7
1930 Leo 1,674 20 7
'1931 167 1,239 20 16
1932 9k | 651 | 15 2
1933 a9 548 13 | 8

Source: Commercial Dbaper outstanding and number of dealers are reported
to the Federal Reserve Bank of New York; number of issuers from
National Credit Office. Dates shown are end of year. Data from
R. T. Selden, op. cit., Tables 2, 4, 8, a-1, a-2.
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number of commercial-paper defaults in 1920 and 1921 led the dealers to
apply higher credit standards to issuers and led to g substantial decline
in the number of issuers and in thé amount ofvoﬁtstaﬁdings. (See Table
I-1.) The moderate increase in the volﬁme of commercial baper in 1922-2k
was indicative of the desire of issuers to obtain bart of their credit in
the open market and to keep part of their bank loans in reserve.

| The fall in commercigl pa@er outstanding after 1924 can be
- explained in part bynfactors‘relafing"tbnfhé;stoék;maiket'bodm. In the |
late l920fs,.many businesses took advantage of high ¢ommon-stock Prices
to add to theip capital by issuing equities. This, taken with the increase
in funded debt in thisg Period, lowered the requirements for seasonai
borrowings in ﬂhe Open markét. On the investors' side, many outlying
‘banks ceased to buy'paper due torthe relatively attractive Yields offered
_in the call-moneyvmarkets. One BrokefIWhé waé'active'in the market‘in.
the twenties hag suggested that quantitatively, the decline in the supply
of commercigl baper was Probably more important than the iack of demand.

Total commercial Paper declined sharply with tﬁe Great Depression

and ‘outstandings remained low throughout the 1930's. Needsg for funds were

borrowing requiréments by commercial-paper issuers were no_exception.
>Banks had excess reserygs_and enéquraged 5usiness to borrow directly thoge
funds that were needed; loan rates at banks.were 50 low that the saving
obtained by selling paper wag hardly meaningful.

The Great Depression also accelerated the decline in the number

of paper issuers. Many firms that previously”had been prime credit rigks
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. found themselves in much boorer financial positions. 1In addition some
dealers and investors adopted more selective credit standards in the
face of business uncertainty and widespread failures. Both of these
factors worked to decrease the volume of baper outstanding as well gg
the number of issuers.. Finally, the advent of the term loan in the mid-
thirties gave borrowers an alternative to short-term finance which un-
ddubtedly had some éffect toward reducing the demand for open-market funds.

During the Depression, commercial baper performed quite well,
from the standpoint of defaults. The decline in outstandings was a
factor in keeping the dollar volume of failures down. Still, even as a
pércentage of paper outstanding, defaults were moderate given the cir-
cumstances. The worst year, 1931, saw defaults at about 6/lO.percent
~of paper outstanding; this was about 5 times as great as the other yvears
of the period.29

The good record of commercial paper during the Depression was
an important factor in attracting nonbank funds into paper. Many firms
had substantial excess cash balances which;‘since the Banking Act of
1933, could earn no interest when kept in demand accounts. Corporations
thus sought a safe medium through which to obtain some yield on their
temporarily idle balances.,

During this same Period, CIT and CCC joined GMAC in selling

Paper directly. ZFrom the start, the direct placers were willing to sell

298ee Selden, op. cit., p. 2k,
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notes of any maturity specified by the investor. This feature appealed
eéspecially to business Corporations. As can be seen in Table 1-2,

directly-placed baper expanded rapidly during the middle ang late thirties,

The decline in- the dealer segmentlof the market inp the thirtieg
brought with it some institutional changes; First, the drop in the number
of borrowers—per-dealer was accompanied by & closer watch on the financial
condition of each borrower. By and large, it was the smaller issuers who
left the open market. Thoge firms continuing to sell paper generally had
& national reputation. Largely becauge of this,:from 1936 until very

recently, there were no. logses Sustained on Paper, Second, interest rateg

total borrowing costs. (on a 90-day note, 1/4 percent on-the-face amountg

to 1 percent ber annum. ) Substantial competition for customers among
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Table I-2

Directly-Placed and Dealer Paper: 1933-1939
(§ millions)

Direct Dealer Direct Paper
Paper Paper as Percent
Outstanding Outstanding of Total

1933 30 109 : 21.6
1934 135 166 hh.9
1935 166 | 171 | k9.3
1936 199 215 48.1
1937 273 279 , k9.5
1938 151 187 Lh,7
1939 228 210 52.1

Source: Selden, Op. cit., Tables A-1, A-2. End-of-year figures
are shown,

commission at all was charged. In these latter cases, the dealer's profit
was obtained by purchasing the baper outright and trying to sell it at a
higher price (lower yield), in the manner in which dealers in Government
securities operate. The actual Spreads were often‘very small indeed. A
third development occurred in October of 1937, whén-finance—company Daper
within 90 days of maturity became eligible for rediscount at the Federal
Reserve for the first time. This factor added some liquidity to the

instrument as a bank secondary reserve.
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up to the bost~-World War IT peak. With the entrance of the Uniteg Stateg
into the War, however, the situation changed rapidly. Thé supply of
directly-placed baper . contracteg rapidly since the businesgs Oof the three
direct sellers was largely financing the sale of consumer durables, the
production of which virtually ceased. By the end of 1942, the volume of
direct baper had declined to $lll million, and in 1943—45 virtually no
such paper wag issued. The bulk of consumer goods that was produced wag

paid for in cash, given the high wartime liguidity of the consumer sector,

consumer durables, declined +to about the level of the thirtiesg and main-
tained this throughout the War. Funds which hag breviously flowed into
commercial Paper were used instead to burchase the vagt volume of Treasury

liabilities which were 1ssued to finance the War.
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the need for funds by sales-finance companies.3l Interest rates remained
begged at unrelistically low levels and, to stem inflationary Pressures,
reliance was placed on selective controls. In the first two years following
the War, finance companies increased their bank lines and utilized them for
the great part of their short-term needs. Bank credit was so cheap

relative to interest rates on receivables that most finance companies did
not consider the rate saving obtained by using the open market very

32

important. Bank loans were considered to be much more flexible than
open-market paper and could have been contracted more rapidly if the |
monetary authoritiesvhad seen fit to tighten selective controls on consumer
credit in response to inflationary bressures, or if the expected post-war
recession had materialized. Moreover, finance companies went to the capital
markets to issue medium-term debt. This action, based on the éxpectation
that interest rates_would rise, proved very Drofitable in the long run.
These factors, together with the need of the direct placers to rebuild
their sales organizations to concentrate on nonbank investors, prevented
commercial paper from rising rapidly in the immediate post-war period.
By thé end of 1947, hOWever, finance companies were already

using their bank lines hesavily. 1In fact, the large direct Placers were

31The following discussion relies heavily on Donald P. Jacobs - "Sources
and Costs of Funds of Large Sales Finance Companies,” Consumer Installment
Credit Conference on Regulation, Part II, vol. 1, pp. 324123,

32The prime rate was 1-1/2 percent in 1946 ang 1947 as compared to an
average rate of 3/4 bercent on GMAC paper in this beriod. The rates for
dealer finance companies were, of course, slightly higher.
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and smaller institutions, the commercial-paper market posed as g good
alternative source of short-tern funds. Direct paper outstanding Virtually

doubled in 1948, 11 addition, finance companies increagsed their fundeg

rates began to drift upward, though remaining historically very low. The

interest-rate saving to issuers of commercial Paper, coupled with g desire
to keep an "agdeq string to the bow", (i.e., to have an additiong] source

of short-term funds to Supplement bank loans) leq to an increase in Open-

market borrowings.

By March 1951, the dato of the Treasury-Federal Reserve Accord,
total commercial paper hagd Pbassed $l billion, almost itg 1920 peak. at
the latter date, however, two-thirds of the paper wag directly Placed by
three large Sales-finance Companies, and Served as g Dermanent soyrce of
finance. The number of borrowers hag dropped sharply ang the dealerg!
role in the money market had much diminisheq. Investors Were no longer
limited to commercial banks; nonfinancigl Corporations with €Xcess funds
also resorteg to the market. Maturities were flexibly arranged by the

direct Placers. Commercigl baper had become most important not as a




The Boom in Commercial Paper (1951-1963)

- The perlod since thé“Accord haé Seen maﬁy major money-market

: éhanges. The rapid growth of the commer01al -paper market and the role
which cpmmerc;al baper has assumed must be viewed in the pefspective of
thesévoVer—all developments. The present section discusses some of these
changes.' Present-day commercial-paper institutions will be examined in
Chapter II.

Two major. developments since the Accord have been instrumental
‘in'expanding thevéommercial—paper mérket. First is the rapid growth of
conéumer crédit; total consumer debt increased over threefold. Since
consumer-credit receivables are held in substantial part by finance
companies who obtain short-term funds in the commercial-paper market, the
supply éf Paper was likely to increasge markedly. Second, the period saw
an increasing desire on the bart of nonfinancial corporations to conserve
on non—interest-bearing demand deposits in order to puﬁ their excéss funds
to work in the money market to earn some return. In part, thig development
can be explained by the "educated” attitude of the "mew generation” of
corporate treasurers. Very important are the increased corporate
liquidity and the relatively attractive yields Prevailing on short-term
_seéuritieé dUring the period which made investment worthwhile. At first
most cbrporations limited themselves to Treasury bills, but gradually
they extended themselves to other high quality short-term assets. A great
volume of funds that had prev1ously been kept idle or in Governments was
‘thus made available to the commercial-paper market. Significant supply-
and-demand factors thus combined to promote the growth of open-market

financing.
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‘Table I-3 shows the extent of the growth of commercial paper
outstandiné from 1951 to 1963 both for the direct Placers and for the
dealer issuers. Directly-placeq baper has remained gt about two-thirds
of total outstandiﬁgs thrtughout the periog. This percentaée, however,
appears to be higher in Periods of businegs eXpansion. This phenomenon
is related to the close tie between the need for funds by the direct
Placers and the sale of consumer durables. The demand for funds by dealer
issuers appears to be more sensitive tq the interest-rate saving obtaineqd
by substituting open-market financing for bank debt. This saving is
relativély large in beriods of monetary ease.33

In addition to the increase in Open~market borrowings, bank-lineg
were extended throughout the Period under discussion. For both sales-

finance Companies and consumer-finance Companies, however, bank debt has

Played a decreastng role relative both to commercial paper and to long-term

finance companies, and which &re summarized in Table I-4.  The taple

also indicateg that the increase in the role orf open—market borrowings

market has been especially large. Issuers note that the steady increase

in the long-tern debt bage reflects their exXpectation of g higher minimum

level of Operations.

33See Chapter ITT.

32




1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963

Table I-3

Directly-Placed and Dealer Paper: 1951-1963

($ millions)

Direct Paper
Outstanding

*

884
1197
1409
1200
1525
1677
2121
1821%
2437
3039
2925
3791
aR

Break in series

Source:

Federal Reserve Bank of New York releage.

figures are shown ;
under 270 days.

Dealer Paper
Outstanding

4h9
552
564
733
510
506
551
840

677"

1358
1711
2088
1928

Direct Paper as
Percent of Total

66.3
68.4
71.4
62.1
7.9
76.8
79. 4
68. 4
78.3
69.1
63.1
6L.5

71.0

End-of-year

figures are for original maturity
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Table

I-k

Borrowing Ratios for Finance Companies
(Percentages)

Sales Finance

Constmer Finance

Bank Open-Market Long-tern Bank Open-Market Long-term
Borrowings Borrowings Borrowings Borrowings Borrowings Borrowings
to Debt - to Debt to Debt*  to Dept to_Debt to Debt¥

1951 73.L 11.4 15.2 66.3 6.3 27. 4
1952 71.6 14k 14.0 6Lh.6 7.6 27.8
1953 65.8 k.1 20.1 62.0 6.0 32.0
1954 59.0 17.3 23.7 61.9 9.1 29.0
1955 67.7 10.1 22.2 65.3 5.3 29.)4
1956  61.5 11.1 27.4 60.5 L.h 35.1
1957 60.2 11.2 28.6 5k.5 4.8 ho.7
1958 52.5 17.5 30.0 53.6 8.0 38.4
1959  56.3 17.1 26.6 56.1 7.0 36.9
1960 49.1 21.2 29.7 L&, 7 9.1 . Ly, 2
1961 I5.3 20.6 3h.1 h7.1 9.8 43.1
1962 4.6 23.6 31.8 hs. 4 11.2 43,4
1963 hh 7 26.2 29.1 Le.7 13.4 39.9
¥
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The greater predominance of nonfinancial corporations as the
investors of the fifties led to a demand for commercial-paper notes of
much shorter maturities than had Previously prevailed. Unlike commercial
banks, corporations often do not want to commit their idle funds for a
6-month Period; indeed corporations often have idle funds for a few weeks
Or even a few days. Large direct placers, which grew from 3 in number
in 1951 to 18 in 1963, have been more than willing to oblige their
investors by issuing very short notes, often under lh-days maturity and
sometimes for asrshort ag 3 days. The direct issuers have thus been able
to attract large blocks of money; often at relatively low rates of interest.
At the same time, the direct issuers maintained added flexibility which they
breviously had obtained almost exclusively through bank lines.

‘Another manifeétation of the gfowth of nonfinancigl corporations
‘as investors has been the accentuation of the year-end runcff in commercial
baper. For a large variety of reasons; to be explored in Chapter VII,
such corporations have been reluctant to hold baper over the year-end.
The most important factor has probably been the desire to show cash on
the balance sheet. The fall in direct paper outstanding in December has
bresented somewhat of g Problem to issuers, and hag led them to maintain
large open lines of cfedit as well as to offer higher yields for January-
2nd money.34

Despite the rapid growth of commercisl Paper ocutstanding in recent

years, the number of firms issuing paper has shown no definite trend. Only

340ther innovations which have been developed in recent years to alleviate
this problem will be discussed in Chapter VII.
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it appears that only one of thege will actually result in losses, fo the
extent of abouyt 50 percent.35 The credit Standing of the big Names in the
market remaing impeccable, and in terms of safety, Commercig] baper might

be considered close behing Treasury bills.
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CHAPTER IT

PRESENT-DAY COMMERCIAL-PAPER INSTITUTIONS

In light of the historical background of the last chapter, this
section discusses the pgésent-day structure of the commercial-paper
market. The nature of the commercial-paper instrument and the roles of
the issuers, investors, dealers, and banks operating in this market will
be considefedf In addition, an attémpt will be made to analyze the ex-
bected béhavior of the various férticipaﬁfs in the market.

The present chapter relies heavily on information gathered during
bersonal interviews which were designed to include g comprehensive crosg-
section of DParticipants in the market.l The interview technique was
chosen because of the desire to obtain an understanding of the workings
of the commercial-paper market through developing a "feel" for the
institutions. The bresent chapter attempts to give the reader such an
understanding in order to Place the analysis which follows in its proper
Perspective.

Another possible advantagé of the interview technique rests in
the fact that much of the information about the workings of a financial
market is qualitative rather than quantitative. Since the date necessary
to permit exact statistical testing are so often not available, a consensus
of opinion among experts ig often the best way to learn about the

functioning of a market.

lA discussion of the interviewing Procedures employed and of the method
used in selecting those firms to be interviewed, as well as a list of
individuals who were visited, appears in Appendix. A.
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When testing hypotheses by means of interviews, Special care wag
taken to examine both sides of a given relationship. For €xample, when
transactiong involving a dealer and an issuer of baper gre discussed;
both dealers and sellers were interviewed. When assessing the'quality
of commercigl baper, the opinions of issuers, investors ang intermediaries
Proved relevant;

Where POssible of course, quantitative.information was .obtaineg.
Exact figures, however, were generally not available, Many dats, are
either not collected or are not comparable from firm to firm. In addition
actual Percentages, even if obtainable; often prove uniﬁteresting because

of very wide month-to-month variance. Finally, many financigl data are

impression of several interviews, and figureg cited can often be no more
than approximations ang educated guesses which represent some average of
the opiniong of informed Participants. Hence such terms ag "large
pProportion", "pot very comﬁon”, "increasingly important”, "almost ex-

clusively”, etec. are +o be interpreted gg qualitative concepts, designed




some of the data limitations in the bPresent section. In these later
chapters, however, quantitative information derived from Questionnaires

will be presented.

The Commercial-Paper Instrument

A commercial-paper note is ‘an unsecured, negotiable promissory
note made payabie to the bearer on a stated maturity date. Such notes |
-7 are generally sold on a discount basis, but occasionally at the request
of the buyer they are sold at bar, with interest to be paid at maturity,
: Paper may be purchased from & direct placer or g commercial-paper
dealer. Many investors, however, prefer to have their banks buyleither
type of paper in an agent's capacity.2 In either event, delivery is
usually made to the 1nvestor s bank against payment. Occasionally at
the request of the 1nvestor, notes are held until maturity in custody of
the dealer from whom they were purchased Almost invariably, the paper
is payable at a New York or Chicago bank. The investor's bank then makes
collection for him and credits his account.

Commercial-paper notes can be found in dencminations of anywhere
from $500 to. $5 million or more. The very small and very large notes
are most often confined to the direct Placers, who stand ready to offer
paper at the g01ng rate in any denomlnatlons which the buyer spec1f1es

In actual practice, notes under $20,000 are not very common and notes

The services offered by commercial banks to Participants in the commercial-
baper market will be discussed in some detail below.
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desired maturities, the philosophies of dealers differ. Some dealers

prefer to market hotes of small denomination, These generally handle

Companies, have accounteqd for an'increasihgly important'part of total

commercial-paper volume in recent years.3 Participants in the market

Not all or the direct Placers will issﬁe notes. for 3 or L days, but g
few finance Companiesg actively solicit.such very short funds, €Specially
over g weekend. A71] direct Placers do accept funds for 5 to 270 days
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estimate that gbout half the total dollar volume of direct Paper is under
30-days maturity, while Perhaps 90 percent is under 90-days maturity at
time of issue. Despite the large volume of short paper, some direct
placers are wary of exploiting the under-30-day market and do not make
their offering rates in this range attractive. They feel that drumming
up "weekend money" may be poor bank relations and, although turnover costs
of short maturities do not Present a significant Problem, they try to meet
daily fluctuations in needs fbrrfunds at their “banks.LL

Notes with maturities beyondv27O days cannot be sold without SEC
registration unless they are negotigted as private placements. In practice,
however, a one-year note can be obtained by Purchasing a 270-day note
with an informal agreement that a 90-day note will be issued at maturity
with ﬁhe same interest rate. Quantitatively, such arrangements are not
very important.

Yield on commercial-paper notes is quoted in intervals of 1/8
bercent and different rates are quoted for different maturities. Although
it might be argued that the commercial-paper market would operate more
efficiently if notes were traded in basis points (as are Treasury bills)
rather than in eighths; the present situation has one basic advantage.
Paper is sold by a large number of salesmen in different areas of the
country; thus minute-to-minute changes in the rate would bresent difficult
technical problems. Also, in the case of dealer Paper, the added complica-

tion of constantly repricing inventory should not be overlooked. To adapt

uQuantitative information on maturities appears in Chapter III.
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to the practical advantages of finite interest rate movements, "deglg"
between buyers ang sellers are sometimes made; these are most common
with directly-placed Paper. Thege concessions, for example, might
involve issuing a note of h-l/8 bercent to g buyer of an equal amount

of ‘paper at 4 percent ir the quoted rate ig L Percent. Also, direct

The majority of commercial-paper transactiong are made in Federgl
funds although clearing-house funds are often used when "immediately—
available funds" are not specified.- Actual praétices vary from dealer
to dealer, and the employment of Federal funds ig actually more common
in New York than in Chicago. When the notes are originally issued, the
dealer generally pays the borrower in Federal funds if so0 requested. 1In
turn, dealers usually insist that investors Purchase the Paper in thig
manner. Likewise, when the notes mature, the bank Pays in Federal funds
only if the investor so Specifies,

At the present time, there is no real Secondary market for

commercial paper. The basgic Philosophy of most issuers and particularly

in the event of unforeseen needg for cash on the part of the investors,

they Will repurchase the paper; although they will not do thig habitually
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for any single investor. Likewisé deaiers usually try to resell the‘
. Paper for investors on a "best-efforts" basis and will on occasion re-
inventory the paper for a .good customer. In addition, certain "gimmicks"
have been devised in order to increase the appeal of commercial paper

to investors in the absence of a secondary ma.rket..5

Issuers -and Credit Rating

Having discussed the basic characteristics of.the commercial-paper
instrument, we now proceed to consgider the classes of issuers of commercial
paper. We shall also describe the assessment of credif risk in this
market.

‘There are, at Present, over MOO‘issuers of commercial Ppaper, in-
cluding 18 direct placers. These direct placers, which are exclﬁsively
finance companies, account for about 70 percent of total outstandinés.6
All industrial issuers use the services of dealers,'aithough a few of the
largest of these occasionally place some of their baper, particularly
short-maturity notes, directly.

| Of the firms placing baper through dealers, about one-third are

finance companies, and two-thirds are industrial companies. In the

2 These "gimmicks" and present repurchase practices will be discussed in
Chapter VI which considers the Possibility of the development of a’
secondary market for paper.

6Data on directly-placed paper and dealer baper outstanding appear in
Table I-3.
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former group, auto, small,loan,-commercial'and_factor finance companies
are all represented,>with automobile finance companies quantitatively the
me st important. . Among the nonfinancial firms selling baper, commonly
 known as the "industrial" issuers, a large variety of businesses is

represented. Textiles, traditionally very important, are still significant,

addition, g sizeable_numberwof_Wholésalers and retailers resort to the
commercial-paﬁerAmérkeé:as & source of funds. Table II-1 presents datg
“6h the number of commercigl-paper borrowers in 1963, by line of business.
A basic differencé between finance companies ang industrial

issuers of commercial paper is that the former are in the business of

borrowing and lending money. They usually have baper outstanding at all

. times ang roll;brérfﬁﬁéirlnéfesvéi méfuriﬁy. in this sense, commercial
paper ig a_ﬁpermanent" source of finance. Industrigl issuers, on the
other hand, generally use the Commercial-paper market to meet seasonal-
borrowing needs. A canner, for example, purchasesg fruits ang vegetables
during a few monthg of the year, at harvest time. His sales, however,
occur rather unformly throughout the year. This pattern of receipts and
expenditures meang that, unless the firm maintaing very high working

capital, it will be a net borrower in those months when and just after

péyments,arefmade, and may bé;aﬂnét investor at other timesg of the year.




Table.II-l

Number of Commer01al -Paper Borrowers
by Lines of Bu51ness, 1963

Finance:
Autos A 74
- Small Loans 43
. Home Mortgage 3
" Commercial | i .12
.Factors, B v U 5 . o
 Total - 137
Manufacturers:
'fiks}}_. - | Textiles | 35
e Metal Products 2
T s, e |
Fertilizers and Seed’ 18
Meat Packers, Canners . ‘
and Sugar Reflners' ' o 15-
Leather and Leather Products 7
Lumber, Wood, Paper-and Rope 13
Cigars and Cigarettes 11
Chemicals, Drugs and Paints 8
Food and Dairy Products ‘ 3
Other ' . 36
~Total | o : 170
Wholesalérs o S . - i S 33
Retailers . v ,- ‘ ; » ‘é' S 35
Other o 3 | W
Total Commercial- -Paper Borrowers
in 1963 : : L16

Source: National Credit Office - "Current Industry Comment," 1963.
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Only those industrial firms whoge seasonal borrowing needs are Predictable
enough for them to sacrifice the added flexibility of bank loans, and are
large enough to make the savings over bank loans worthwhile, fing it
bractical to resort to the open market.

Of the finance companies issuing commercial baper, a special type
of firm known as the "captive" is extremely important. A captive ig g
wholly-ownegd Subsidiary of g corporation. General Motors Acceptance
Corporation, General Electric Credit Corporation, and Sears Roebuck
Acceptance Corporation, to cité'just a few examples, are finance sub-

sidiaries of their Trespective parent companies. The capital stock of

monéy from.nénké, in the commercial-paper market, and ip the capital
markets, in order to holg its receivables. Often these receivables consist
almost exclusively of ‘paper used to finance the sale of the parent company’g
broducts, while other oaptiveslare authorizeg to~finance.a wide variety of
broducts, often those of direct competitors.7

The nature of the relaﬁionship between captives ang barent

Companies varies widely from situation to situation. When the Parent
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In such a situation, directors feel that it is better publiC‘(and anti-
trust) relations for the captives not to appeer te'reap'the benefits of
‘the parents’ relationships with!banks, deelers,‘etc. The captive is
independently managed, is‘dften in itself s profiteblel§enture and at?
the same time serves its primary purpose of taking the debt out of the
parent company's balance sheet. In other cases, especially common when
the captive is small relative to its combetitors, the subsidiayy is
encouraged to reap all the benefits which the‘prestige and. bank relations
of the parent company can offer.. In fect, in certain cases it has been
alleged that the parent might apply pressure to its banks and suppliers
to give favorable‘treatment to its captive, specifically fostering the
purchase of the captive's paper. And it is common for the parent's
normal deposit balances to be used to satisfy thevcompensating-balanée
requirement applied to the subsidiary.8 ;

At the present time, typically only very large firms borrow on
co@mercial baper. Table II-2 presents data‘on the number of commercial-
peﬁer issuers in 1963 by net-worth groups. Of the 416 issuers only 2
héd net worth under $l million and but 77 under $5 million; whereas 121
hgd net worth in excess of $50 million. As has been discussed in

Chapter I, this situation is in sharp contrast to that of the 1920'g

when a large number of relatively small firms were borroWing in the

Even where the parent-captive relationship is de facto independent, there
are certain legal ties which affect their behavior. . For -example, national
banks must split their legal lending limit between both barent and captive,
even though the captive may maintain full compensating balances independent
of the parent's normal deposits. - . ‘ g

by



Table II-2

Number of Commercial- -Paper Borrowers
by Net-Worth Group, 1963

$ 500,000 - 1,000,000 2

$ 1,000,000 - 5,000,000 75

$ 5,000,000 - 25,000,000 166

$25,000, 000 - 50,000, 000 52

$ Over 50,000,000 121
Total b6

Source: National Credit Office - "Current Industry

Comment," February, 196k.

open market. Explanations for this change can be found from factors
influencing.both the supply of Ppaper and the demand for this asset.
Nowadays, many firms which were formerly issuers of Paper have sub-
stantially smaller short-term borrowing needs. Diversification has
decreased the.seasonality of business Operations. Often the internally-
generated cash flow is sufficient to meet seasonal swings. And mergers
and consolidations, which have decreased the number of operating firms
and increased the average size of firm, are Probably an additional factor
in reducing the number of commercial-paper issuers. This trend is

espe01ally apparent in the textile industry, which traditionally has used

the open market heavily.
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‘»1notes of very large, well-known flrms.

Turnlng to the demand for commer01al paper as an asset the

market has become much more selective in recent years.' Much of thls

. change_isvrelated to the replacement of commercial banks by large

business corpeorations as the chief investors in commercial paper.

Given the nature of their bus1ness, corporate treasurers usually cannot

devote the same attention to analy51s of credit position as can commerolal

. bankers., Therefore corporatlons very often confine their 1nvestments to

9 This attitude on the part-of B

1nvestors has led commer01al -paper brokers to become 1ncreas1ngly selectlve'
and to dlscourage all but the best credlt rlsks from 1ssu1ng paper

| of" 1nvaluable ass1stance to all buyers of commer01al paper in
assessing the credlt worthlness of the varlous notes, is the National

Credlt Offlce (NCO) which is a%vub51d1ary of Dun . and Bradstreet .The

NCO collects flnan01al data on v1rtually all flrms 1ssu1ng commer01al
._:paper.b_Espec1ally careful checks are made of the bank relations of the

_individual firmS.'_The.NCO.then publishes a separate confidential release

concerning each commercral paper borrower whlch it makes avallable, ‘upon. .

subscrlptlon, to actual and potentlal investors. The release provides

1nformatlon concernlng the names of pr1n01pal banks and amounts of credlt
‘lines open to the flrm in questlon, current and hlstorlcal balance sheet

'data and 1nformatlon‘regard1ng management,‘llnes of_business and'Sub-'*

sidiaries. After careful analysis, the NCO-rates‘theppaper of the-company

]

L

9Ev1dence for thls argument is the preference for directly- placed to’ dealer

' baper by corporations, most often because the direct placers are large well-

known finance compsanies. Banks are: much more favorable to dealer paper than
are corporate investors. See Chapter V. -
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in question as "prime", "desirable", or satlsfactory " Somewhat over
half of the firms are rated prime W1th the majority of the remainder

rated desirable. The ratings are based on consideration of the financial
Position of the firm and are arrived at after consultation with the firm® S
lendlng bahkers. A net worth in excess of . $25 mllllon and no loss years
for a specified period are necessary but by no means sufficient conditions
for & prime ratlng The NCO ratlngs and reports are important guides to
1nvestors and save the 1nd1v1dual commer01al—paper buyer much credit- R

investigation work.

Dealer vs. Direct

Throughout this study commercial-paper issuers are divided, for
analytic burposes, into three groups: those finance companies that gell
baper directly; those finance companles that issue baper through dealers,

and industrial borrowers, all of whom use dealers.

baper outstanding of at least $lOOrmillion at all times, it might be

Profitable to begin direct Placement.

expense of selllng dlrectly Due to competltlve pressures, the direct
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blacers must quote an interest rate at which they will accept all the
funds supplied by investors. Also, they must leave the maturity dates of
their notes up to the discretion of'the buyers. If the direct sellers
are "in funds", they might.be able to discourage potential investors

by dropping temporarily their quoted rate in certain maturity ranges
below that of their competitors. Rates below market cannot be maintained,
hoWever, without endangering the investor.relationship.lo Because of
this factor the direct placers occasionally borrow funds which they do

not need and are forced to invest these moneys in short-term securities

at no net gain. For industrial issuers,jwhose needs for funds vary widely

from month to month such a situation is undesirable. Direct placement
is confined therefore to finance companieSYWith steady borrow1ng require-‘
ments. Very_large 1ndustrial issuers may have‘peak outstandings well in
excess of-$lOO million, but by utilizing dealers they can restrict their
borrowings to those Periods when funds are actuslly needed.

| A positive advantage'to direct placement 18 that these issﬁers
can rely more heaVily on notes of ghort” maturities than can firms. selling
paper through dealers. . As mentioned‘abovegvcommission-to a_deaier to _

market a’ very short note Would prove prohibitive to the issuer. Therefore,

O
One important reason for this is that many investing corporations have
a limited list of approved names, which their direé¢tors have authorized

- for commercial-paper purchases. If one direct issuer is habitually under
~the market, the investor may well want to seek a replacement, where he
. can be assured of plac1ng his funds so ‘that they will con51stently earn

the market rate,



borrowers,who;use'dealers meet their day-to-day needs from banks. The
direct placers, however, can solicit;short‘money by quoting an attractive
rate, the marginal cost of marketing. these notes belng very small. Short
maturity notes provide these borrowers with added flex1b111ty and allow
them to obtain a larger proportion of their debt in the open market than
can other issuers. 1 This ability is relnforced by the large size and.
strong pos1tlon 1n.barga1n1ng Wlth banks ‘enjoyed by the dlrect placers.

These factors are considered in detall in Chapter III.

Investors in Commercial Paper

Having presented a brief glimpse of the nature of commercial Pbaper
as a source of funds, we now turn our attentlon to the 1nvestors side.
Agaln, our treatment here will be only cursory, detalled dlscu831on will

be presented in Chapters IV and V.
Commerc1al Paper is purchased by a wide variety of" 1nst1tutlons

As has been noted 1n Chapter I commerc1al banks were the chlef 1nvestors

.1‘before Wbrld War II. In recent ‘years;’ although nonflnanc1al corporatlons

Another p0831ble advantage of plac1ng dlrectly is the freedom from certain
restrictions which brokers have imposed, to assist their marketing of paper.
These restrictions, such as those requiring wnused credit lines to be main-
tained to cover commercial Daper outstandlng, may be unrealistic for large-
finance companies.. This factor was Perhaps more important in the thirties,

- but nowadays dealers are sufficiently flexible to adapt their requirements
to the situation of each individual issuer. Also, it was argued in the
twenties and thirties that direct Pplacement ‘would increase the acceptability

the excellent-réputatlon of the large finance companies with today's
corporate 1nVestor, this reasonlng is no longer relevant




have supplied the bulk of funde'to the commercial;paper market, tommercial
banks have remained important, especially in the dealer market;

Large banks generally do not purchase paper for their own' accounts,
but many of them are very active in the market on behalf of their corres-
pondents and nonbank customers.‘12 Small country banks are significant
investors in paper, especially those located in areas where loan demand is
of a seasonal nature. When demand for direct loans slackens, these institu-
tions buy paper to build up their loan portfolios. Their purchases of
open-market paper generally consist of notes of small denominations
($50,0QO=tQ,$lOQ,OOO).and’their preference leans toward the dealer market.
Here, With one contact, they can purchase several notes, each within their
legal lending limit, representing firms from a wide variety of industries.

Participants in the market estimate that bank purchases of commercial
paper-~for their own investment accounts, for their correspondents, or for
their nonbank customers--amount to about half of the transactions in the
dealer market. Half of this total is estimated to remain in bank port-
folios. 1In dollar volume, the bank share is somewhat smaller than the
above figures would indicate. Banks are less important in the market for

direct paper. Although they Pburchase about ohe-third of directly-placed
. 13

paper, all but a small portion of this is on behalf of nenbank customers.

12 The nature of services performed by banks relating to commer01al paper

will be discussed below.

13The above estimates have been derived from conversations with dealers
and direct placers. The Flow-of-Funds accounts base their ownership
figures of commercial paper on the assumption that banks:and insurance
companies together hold 10 percent of directly-placed paper outstanding.
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Nonfinaneial corporatlons are respon31ble for substantially over
‘half of the dollar volume of commercis]- ~paper notes purchased. These
1nvestors are  somewhat more 1mportant a. factor Jin the direct than in the
dealer market : Commer01al paper competes w1th other short- term,lnstruments
such as Treasury bills, bankers' acceptances, and time certlflcates of deposit
in the short- term.lnvestment portfollos of these 1nst1tutlons Although
there iS'novsecondary market, the factithat‘direct'papermcan be'htailormade"
with respect to amount and maturity makes commercial paper an'attractive

investment for many corporations. The'gr0wth'of corporate liquidity,

paper market.

| Insurance companles account for some 5 percent of commerc1al -paper
purchases. These 1nst1tutlons are essentlally long term.lnvestors but do
have g substantlal cash p031t10n from tlme to tlme This may serve as a
contingency for large predlctable payments, such as for taxes, and also
may be the result of the thlng of longer~term commltments awaiting
attractive opportunltles. Commerc1al baper is an 1deal 1nstrument
especially for the former purpose, as’ 1t can be made payable on the ddy .

the money is needed. Insurance companies generally buy thelr paper in

large lots and from the dlrect placers

u”he various money market 1nstruments whlch compete w1th commercial paper
will be described brlefly below. The corporate dec1s1on to buy .commercigl
baper as compared with other short -term 1nvestment alternatlves W1ll be
dlscussed 1n Chapter V. v




Pension and trust funds, which have experienced extremely rapid
growth in recent years, also invest short-term funds in the commercial-
paper market. They are becoming an increasingly important factor,
especially in the market for directly-placed paper. Because these
institutions. often are unwilling to commit their short-term funds to a
nonmarketable instrument (such as commercial paper) while they are seeking
more permanent investment media, an interesting arrangement has evolved.
Several of the direct placers have sought trust-fund money which is
handled by large commercial banks. They have accepted this money, up
to a prescribed limit, on a regular basis. The notes are technically one-
day demand liabilities, but they are issued with the tacit understanding
that the amount of the notes held b& any individual bank will not vary
greatly from day to day. Interest is computed on a daily basis on the
indebtedness for each day, and is geherally at the 90-day rate. The
large dollar amount of individual transactions makes this a profitable
and steady source of funds for the direct placers. In addition, since .
the trust fundé can vary daily the amount of paper which they hold, they
are more liquid than 1f they invest in a 90-day nonmarketable instrument
for the average amount of their paper holdings. Alternatively, the trust
funds are receivingah.highervyield on the difference between their average
and minimum paper hofdings than they could obtain without this arrangement.

Other commercial-paper purchasers include colleges and universities
who invest tuition and building-fund money and arrange for paper to mature
on dates coinciding with expectéd out-payments. Foreign investors

occasionally purchase paper when interest rates are relatively more
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attractive in the U.S. than abroad. Indivuduals seldom buy commercial
baper, preferring marketable securities or convenient savings-and-loan

shares at comparable yields.

Money-Market Instruments

The decision to invest funds in commercial paper is affected by
the characteristics of various substitute assets. Yield, default risk,
marketability, and availability of the alternafive instruments are compared
with the corresponding aspects of éommercial baper. The choice among thege
asseté by an individual investor will depend on his preferences, that is,‘_
on his willingness to sacrifice some liquidity and berhaps assume greater

risk in exchange for a higher return. To brovide background for the

investors to whom they are expected to appeal. Investors? evaluation of

paper relative to these substitutes ig considered in Chapters IV ang V.15

is objectively negligible not only in Government securities but also in

obligations of large commercial banks and Prime commercial -paper issuers.

5For more detailed descriptions of the various money-market instruments
see Morgan Guaranty Trust Company of New York - "Money Market Memorandum,"
(mimeographed, 1963); J. E. Lineberger - "The Applicability of Selecteq
Money Market Instruments to Corporate Portfolios," (unpublished M.B.A.
thesis, New York University, 1963); and Federal Reserve Bank of Cleveland -
"Money Market Instruments,” 1962.
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Therefore, even though most investors would prefer direct Treasury
obligations were other things equal, the more interesting criteris for
determining what securities an investor will choose are yield and some
measure of liquidity. For those investments in which there is a
secondary market, liquidity is measured by the typical dealer spreads
between "bid" and "ask", i.e., by the transactions cost of disposing of
these securities before maturity. The spread necessary to induce dealers
to assume a position in a given instrument will be smaller the greater
the "depth, breadth and resiliency” of the market.l6 Lower spreads, of
course, imply greater liquidity for the investor.

Short-term U.S. Government securities are the most liquid of money-
market instruments. The secondary market ig so deep that very large blocks
of 3-month bills (even in excess of $20 million) can be sold at & spread
of 1 or 2 basis points. For short maturities of about 30 days, Treasury
bills are especiélly liquid relative to competitive assets, the prevailing

spread being 5 or 6 basis points.17 At the end of 1963, some $65 billion

6Depth implies the existence of a large number of buy-and-sell orders

at prices slightly below and above the market; breadth indicates a heavy
volume of orders from widely divergent investor groups and resiliency
signifies that they will quickly take advantage of, and thereby reverse,
any sharp changes in price. Other things equal, dealers generally demand
greater spreads when interest rates are high and rising than when they
are low and falling due to the greater risk of assuming a position in
the former case. See B. G. Malkiel - "Problems in the Structure of
Financial Markets," (unpublished doctoral dissertation, Princeton Univer-
sity, 1964), Chapter VI, passim.

l7Since the basis-point spreads are per annum, they would always be expected
to be higher for very short maturities. The expansion is that the dealer's
profit, which is necessary to induce the transaction, depends on his buying
and selling price. Spreads are derived from conversations with dealers and
reflect typical operating conditions. In periods of high and rising interest
rates, spreads are usually larger.
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of short-term Governments- were held by the public, including $l7 billion
owned by commercial banks and about $9 billion held by nonfinancial
corporations and insurance companies.l8 Because of their high degree
of marketability, Governments are an ideal secondary reserve for commercial
banks and g Protection against unforeseen contingencies for -corporate in-
vestors. In addition, their,superior marketability makes short-term
Treasury securities well suited for adventurous corporate treasurers. who
desire to "play rate" and attempt to second-guess the market!s expectations.
Governments, however,‘do.offer the lowest yields of +the money-market

instruments. And, most nonbank investors do not require liduidity to the

institutions are willing to sacrifice some liquidity and assume some slight
risk in exchange for a.higher yield. Even commercial banks, faced with the

increasing.importance of interest-bearing time deposits, have become

18Data based on "Treasury Survey of Ownership". Actual corporate ownership
is substantially larger as these data reflect merely the 469 corporations
surveyed.

19

For a detaileg discussion of the Government-securities'market, see A. H.
Meltzer and G. Yvon der Linde - "a Study of the Dealer Market for Federal
GOVernment.Securities,ﬁjprepared for Joint Economic Committee (Washington,

1960).
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A very conservative way for investors to reap a slightly higher
yield than that which is available on Treasury bills is to purchase
obligations of the wvarious U. S. Government agencies.go These issues
are widely held by commercial banks, nonfinancial corporations and various
savings institutions. The volume of Agency securities maturing within one
year is about' the same as commercial paper outstanding. In terms of
liquidity and yield, Agencies represent an investment alternative which
is intermediate Between Treasury bills and commercial paper.

There is a fairly good secondary market for Agency seéurities,
although this market is not nearly as deep as that for Treasury bills
and transactions costs are substantially higher. Typically dealers'’
spreads are 8 basis points for securities with 6 months to maturity, 10
or 12 basis points on 3-month issues and 20 basis points and up on
obligations with less than 30 days to maturity. This decreased market-
ability is compensated by a yield which is generally 10 to 15 basis points
above that on direct Treasury obligations.

Still higher yields can be obtained on short-term tax-exempt
securities, of which somewhat over $3 billion are presently outstanding.

Of special importance to short-term investors are notes of local United

The Federal agencies were established to provide direct financing or
facilitate private financing in specific areas of the economy. They
include the Federal Intermediate Credit Banks, the Federal National
Mortgage Association and the Federal Home Loan Bank Board. These Federal
agencies finance their lending and other activities in large part by the
issuance of debt.
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States Public Housing agencies (PHA'S) which account for about two-thirds
of .the municipals with less than one year to maturity. These latter notes
are the most marketable of the téx—exempts and are of the highest gquality
since they are backed by the "full faith and credit of the United States”.21
InHocks of g few million dollars, PHA's are -about’ gs liquid as Agencies.
Typically spreads of about 5 tax-free basis points prevail for 90-day
notes, with Spreads of 10 to 15 tax—free,basiS:points common on 30-day
securities. The market is too thin;, however, to absorb sales in excess
of $5 million, and it may be brohibitive for investors to dispdse of these
securities without g substantial capital loss. Because of this, PHA's
have been issued to mature on quarterly tax and dividend dates and are
of'ten purchased with 8 specific need in mind, as is commercial Ppaper.
For an investor in the Sinercent~tax-bracket, the yield on -PHA's is
comparable to that on directly-placed Paper, of 25 to 30 basis points
above the Treasury-bill rate.

Bankers? acceptances are time bills of exchange (drafts) drawn
on and accepted by a bank, or bearing the credit of the accepting
1nst1tutlpgi Like commercial baper, acceptances were g very important
source of finance in the twenties, declined in volume during thé Depression
aq#thrld’Wgt_II, and have risen sharply in recent years. A% bresent, there
are some $3 billion,of,bankers' acceptanées outstanding. Almost half of
the outstanding accepténcés,‘however, are held by accepting banks and

another 10 percent by Federal Reserve Banks for their own accounts or

21Citation from.the Housing Act of 1961.
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for foreign correspondents. The bulk'of the remainder is held by foreign
banks, who have traditionally regarded acceptances as a good investment
for dollar balances because of their tax-exempt status.22 The partici-
pation of nonbank investors ih the acceptance market is limited, despite
the fact that yields are comparable to those on directly-placed commercial
paper. The main explanation for this is that it is very difficult to
obtain large blocks of acceptances with the maturity desired,. since the
initial investors usually hold acceptances to maturity. Although a
secondary market does exist, the market is rather thin and dealer spreads
are about 1/8 percent per annum. Acceptancesishould be considered less
liquid than other marketable money-market instruments.23
Investors can presently obtain greater ligquidity and somewhat
higher yields by purchasing negotiable time certificates of deposit (CD's).
This instrument Was establishea early in 1961 by commercial banks as‘a-
competitive reaction to the sgéular flow of corporate funds from demand
deposits to earning assets. CD's have experienced a spectacular rise and
at present total over $12 billion. About 75 percent of these outstandings
represent the liabilities of major banks and are traded actively on the

secondary markedb.

2Unlike Treasury bills, bankers' acceptances are exempt from Federal
income tax when held by foreign investors. '

23por more detailed discussion of bankers' acceptances, see "Bankers'
Acceptance Financing in the United States," Federal Reserve Bulletin,
May 1955, and "Bankers Acceptances," Monthly Review of the Federal Reserve
Bank of New York, June 1961.
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Because CDis are time deposits, legal interest-rate ceilings
are established by Regnlation Q. At the bresent time, banks are pPermitted
to pay 1 percent on under- 90- day money and 4 percent on funds committed
90 days or longer. Therefore, because of present interest-rate levels,
vmaturities under 90 days: must be obtained on the secondary market. This
market makes a strong distinction between 'prime" ¢D'g lssued by the

money-market banks in New York and Chicago, and the certificates of lesser-

o known banks with more regional business. The marketability of the former

certificates is second only to that for Treasury bills, ‘although CD
transactions are limited largely to denominations of $l million. For
maturities of 90 days, dealer spreads are usually under 5 basis points
and may be ag low as 2 or 3 basis points when the_dealer is able to match
buyer and seller on g specific transaction. Spreads are generally about
lO basis points for certificates with 30 days to maturity. Under normal
conditions, the CD market is-deep enough to handle transactions of $5
million_easily. |

At the present time, in spite of their‘greater liquidity, prime
certificates are yielding 5 to lO basis'points more than direetlyeplaced
commercial paper of correspondiné maturities; with CD's of outlying banks
offering a slight premium; The discrepancy is Partially explained by
the fact that CD's are readily marketable only in million-dollar lots,‘
and that smaller certificates are really ne more liquid than commercial

2
paper. 4 In addition, since small 1nvestors can obtain commercigl paper

24The liquidity of commercial paper is discussed in. detail in Chapter VI.
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in the exact amount amd maturity desired but can only approximate this
situation with primary CD's over 90 days, paper is a more convenient
medium for many investors. Finally, large.numbers of investors intend
to hold their assets to maturity and therefore are almosﬁ indifferent

to the added liquidity afforded by certificates. In spite of all these
reasons, however, it appears that a situation in which CD's bear s higher
yield than commercial paﬁer is not an equilibrium one. To stimulate the
CD market to grow as rapidly as it has, it seems that banks have boosted
the CD rate to provide investors with a "sweetenmer.' At present CD's

do appear to be more attractive than substitute investments, but as the
rate of growth of the instrument subsides, yields will probably decline

25

relative to those on other assets. Table II-3 summarizes bid-and-ask
spreads, and yield differentials over Treasury bills for the various
marketable short-term investments and for commercial paper.

In addition to the marketable securities discussed above and
summarized in the table, high-quality foreign investments compete with
vcommercial paper in periods when short-term interest rates are relatively
higher abroad than at home. To protect against the risk of the alteration
of exchange rates, investors usually sell future fofeign currency, effec-
tive on the maturity daté of thevsecurity. The transactions cost of such

a foreign-exchange hedge is generally 1/4 percent per annum, plus or minus

the difference between the future and spot quotes on the foreign currency

25For more detailed discussion of the CD market, see R. Fieldhouse -
Certificates of Deposit, (Boston, 1962) and T. C. Gaines - "Certificates
of Deposit Reappraised, The Bankers Magazine, Winter 196k.
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Table II-3

Money-Market Instruments: Dealer Spreads and Relative Yields
(Basis Points per Annum)

Bid-Ask Spreadl Differential Yield
30 days to 90 days to over o
Instrument maturity maturity Treasury-bill Rate
Treasury Billg 5-6 1-2 -
Federal Agency Noteg 20 10-12 10-15
PHA' 3 | 20-30 10 25-30
Bankers! Ac:ceptamces.LL 12.5 12.5 25
Certificates of DepositS 10 45 35
(prime banks) :
Direct-Placedq . No secondary market, 25-30
Commercigl Paper Direct placers will buy
C back paper in emergency. ‘
Prime Dealer Paper. No secondary market. Lo

Dealers will try to resell
paper. on "best-efforts basis"
in emergency.

__..———,-——_-—_.......__—_..._.-..——-—.-—.____..._-

lBid-ask Spreads are designed to be illustrative. In Practice, they vary
from transaction to transaction depending on volume, availability of

buyers, ete. In addition, these Spreads are usually somewhat higher in
Periods of tight money. '

2Differentials over Treasury-bill rate reflect ‘conditions brevailing in
September 196k,

3Tax-exempt spreads are adjusted on the assumption that the effective tax
rate is 50 percent.

In Practice, short maturitieg of acceptances are seldom traded on the
secondary market. ‘

5Secondary market geﬁerally limited to denominations of $l million.

SourCe:i'ConVersations with several dealers and Federal Regerve Bulletin.
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in question. Firms which have foreign subsidiaries and which héve scheduled
Payments to meet abroad, however, may find foreign investments ideally
suited to their needs. For them, a foreign—éxchange hedge is unnecessary
and foreign investment eiiminates the need to sell future U.S. dollars to
protect against, domestic devaluation. Such businesses account for the
bulk of short-ferm foreign investment by U.S8. corporations.

Canadian commercial paper, which is a very similar instrument
to American paper, is a common investment for corporations with Canadian
subsidiaries. At the present time, it is estimated that there is about
$650 million of finance and $600 million of industrial paper outstanding
in Canada. Currently, about 10 percent of these outstandings are held
by Americaﬂs, but this figure has been as high as 25 percent in the
past.26 As in the United States, a large bulk of finance paper is placed
directly and most industrial Paper is sold through dealers. Industrial
paper: in Canada has become important only since about 1957 largely due
to the relatively substantial spread which has existed between open-market
rates and bank-borrowing rates.

In terms of liquidity, Canadian commercial baper 1s comparable to
that in the United States. The large finance companies, many of which
are subsidiaries of American corporations, will buy back their notes

before maturity if the investor is faced with unforeseen needs for funds.

6Lettei‘ from Wood, Gundy and Company Ltd., a leading Canadian dealer,
dated May 1964. For additional information about the Canadian market
see their booklet, "Discount Paper in Canada,” (Toronto, 1958).
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Other Canadian baper can be sold on the open market, in-a fashion similar
to the best-efforts System which is common in the United States. Speciri-
cally, a. new buyer must be found before the nbtes can be disposed of;

some delay may result before the investor can realize the proceeds.

Interest rates,-however, often have been higher than in the United States.

Wlthout suffering a substantial loss of liquidity or accepting additionsal
default risk. 21

Another medium for short—term.investment is the Eurodollar market,
which describes the bractice of borrowing and lending U.S. dollar balances
abroad.28 .Foreign banks and foreign branches of U.S. banks accept U.S.
dollar deposits for stated beriods of time. THéy}then relend thege
deposits,. either to banks in other foreign countries Or  to businesses
desiring dollars, perhaps to pay for imports from America. The Profit-
ability for the Participating banks depends on the Spread between
~borrowing and lending rgtes.

Eurodollars are. generally quoted for call, one week, one month
and longer maturities, and aré nonmarketable. The yield depends on

interest rates in the country'of the depository bank. As would be expected,

27As one 1nVestor put 1t "Since much of the (Canadlan) Paper is issued by
subsidiaries of Amerlcan corporatlons, it is possible to get Amerlcan h
credit at more attractive interest rates."

28The term Eurodollars is used to include. U.S. dollars traded in Canada
and élsewhere outside Europe. Since the dep051ts are in U.S. dollars,

no forelgn-exchange hedge is hecessary for Anmerican invegtors..
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ﬁighest returns can often be obtained in semi-developed countries,

though some amount of default risk is no doubt involved in these circum~’
stances. Prime 3-month Eurodollar deposits, however, (e.g. on British
or American banks in London) bear little credit risk and often yield a
full percentage point above the Treasury-bill rate. This interest-rate
differential is explained by the lack of marketability and unfamiliarity
of investors with the relatively new international instrument. As
acquaintance with this market increoses, it is likely that the presently
small volume of Eurodollars held by U.S. corporations will grow.

In summary, short-term investors for whom marketability is very
important should limit themselves to Treasury obligations, and to
certificates of deposit if they'are large énough to deal in million-dollar

»lots.. On the other hand, firms whose cash flows are fairly predictable,
and who need to obtain securities at all times and in the.exact amount
and maturity desired, will find commercial paper attractive. More
adventurous corporations to whom liquidity is not paramount, may find

that short-term foreign securities and Eurodollars offer higher returns

without bearing any substantial default risk.

‘The Role of the Commercial-Paper Dealer

HavingbdiscuSSed briefly theAtypes of issuers and investors which
.are active in the commercial-paper market and having outlined some of
the assets which competeiwith baper as a short-term investment, attention

is now turned to the activities of the paper dealer. The dealer is an
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intermediary who brings borrower and lender together. Despite the
dominahce of the direct Placers in terms Qf volume of ‘funds ralised in
the open market, some 95 bercent of the issuers of paper still utilize
the services of g dealer.

At the present time there are under ten active Paper dealers.
Although figures on business handlegd are not available, it ig widely
known that Goldman, Sachs and Cdmpany is much the largest dealer whosge
market share ig Probably over 75 percent.. Goldman handleg most of the
large_industrial accounts and has utilized itg Pogition as a Paper dealer
to develop relationships which in turn foster its underwrifing business.
A, G.‘Becker, Solomon Brothers Hutéler,and Lehman Brothers are other
diversified‘investment houses which handle commercial paper, the latter
beiné & new entry into the baper business. Al] of these firms are based
in New York ang maintain sales offices throughout the country. Weil
Pearson ang Company, Probably the largest firm dealing exclusively in
commercigl baper, maintains an affiliation with Piper, Jaffray angd
Hopwood, g Minneapolis-baged inVestment-banking firm. Weil Pearson handleg
the joint business of the two firms in the East and Piper Jaffray does
' the marketing in the Midwest.. Ashwell and Company is g Chicago-baseqd
dealer?WhichIhas rebentlyJexpandedvits operations into the East. Thig v
firm handles only commeréial paper and specializes in small accounts.

Presently, all active commercial~paper houses operate as both
"dealers" and as "brokers." on Some transactions, they buy the paper

outright from issuers and sell it from their own portfolios; on others
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they act merely as intermediaries, receiving an order from an investor
and asking a firm in need of funds to write»such a note. Although no
general rules can be drawn and practices vary from dealer to dealer, the
following distinction isvinteresting. In general, larger industrial
issuers sell their notes outright té the dealer, in denominations which
the dealer feels will be most convenient to market. The dealer quotes
the rate of interest prevailing on the market and generally assumes the
risk of an interest-rate rise while he is holding the paper. Should
interést rates fall, the dealer of course, has a profit which is seldom
rebated to the issuers. In the case of smaller industrial issuers,
deglers try very hard to sell ahead, that is to find buyers before they
actually accept the paper. Finance company paper is very seldom
inventoried and is usually "tailormade" tovinvestors' specifications. The
finance company tells the broker the amount of funds it will need and the
broker sets out to seek buyers. After a sale has been consummated, ‘the
broker orders the paper from the issuer.

The typical method of financing the-dealers‘ commercial-paper

inventory is by direct loans from large money-market banks, the commercial

29The above observations as well as other generalizations in this section
are meant to describe usual procedures rather than hard-and-fast rules.
Because of competition, commercial-paper dealers must be willing to
accommodate both issuers and investors and it is the nature of their
business to be as flexible as possible. Thus it will sometimes be
possible for an investor to obtain an industrial note tailormade to his
specifications, and, by the same token, a finance company in need of
extra funds for an unforeseen reason might well coerce its broker into
inventorying paper until it could be resold.
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paper servingras collateral. Such loans are made below the prlme rate
(usually at 1/k percent over the rate for Government bond dealers) and

are always available at depos1tory banks. In addltlon, some dealers are
.maklng 1ncreas1ng use of-repurchase agreements (”repos”) which have long
been a papular method by Wthh Government securltles dealers flnance thelr
inventories.. The repo involves the dealers in lending out paper for short .
perlods while shopplng around for a permanent buyer. This method has the
advantage of expandlng dealer relatlonshlps and 1s often cheaper than
bank,flnan01ng.

The actual marketlng operatlon of the dealer involveg less emphas1s
on face to- face sales—campalgn work than in preV1ous years and more mall
and telephone contacts. - Dealers send offerlng (" throw—away ) sheets to
potentlal 1nvestors and banks, who often actas- agents for correspondents VV

and nonbank customers.» The - offerlng sheets contaln the hames -and -

Accompanylng these sheets, if so requested: are f1nanc1al data and llstlngs
of line banks for those flrms whose paper is belng offered. Investors.
then contact the dealer concernlng those securltles in Wthh they are . ..
interested or w1th Special requests for notes to match spe01f1c needs.uy
- The issuing firms seldom know who has burchased their baper and are so
informed only by an 1nfrequent endorsement of the note. 30

The most 1mportant functlon of the dealers, as they see 1t, is

“to create a rellable market through whlch to obtaln funds for borrow1ng

0 ' oo ‘ '
Brokers generally do not reveal information about the firms to whom they
sell Paper as this knowledge is their stock 1n trade.




clients. Their basic allegiance is to the paper issuer because it is
the issuer that chooses a dealer and pays the commission. Since the
competition between deslers. is basically to obtain borrowing clients,
the dealer tries to set the lowest rate of interest possible to sell the
paper. At the same time, in order to serve issuers well, the broker must
develop contacts with a large number of investors and must set interest
rates high enough to allow commercial paper to compete effectively with
the other money-market instruments. Since there is no secondary market
for commercial paper and dealers are reluctant to buy back paper into
inventory, the dealers must also try to place paper where it can be held
to maturity with reasonable certainty.

When the paper is sold, dealers generally offer a 7- or 10-day
credit-option period to allow investors to investigate the quality of
the paper. Usually the options are given to bank buyers automatically,
and to corporate investors on special request. Normally such options
are not granted when the paper is specially-ordered and tailormade for
the investor. The option specifies that its purpose is "for credit
investigation only", and not to allow investors to speculate at the
dealers' expense. Today such options are seldom exercised. When they
are, the reasons are almost always legitimate, but such has not historically
been the case. In the twenties, this privilege was widely abused and
Presented a real problem to the paper dealers.

Traditionally, some large industrial firms have used more than

one dealer to market their paper. The dealers in turn, agreed informally

71



to divide up the market, usually on a geographic basis, with each dealer
handling one market area exclusively. Occasionally mérketing'arrangements
involved one dealer selling to banks and another to'cérporate investors.
Although regional affiliates Still exist, exclusive national distribution
of each issuer's paper is bééoming more the rulé. The méjor explanation
for this change lies in the attitude of dealers who‘argue that it is in
the best interest of an issuer to use only one dealer. They claim that

& situation where two brokers offer the same baper at different quoted
rates is likely to antagonize investors. Dealers also argue that it is
more difficult for two brokers to control the volume of outstanding paper
than for one to do so. Finally, they claim that in the long run an

issuer will not get a better rate by using more than one dealer; an
efficient broker will market paper so as ‘to get a good price on fhe average,
and it is on this'criterioh that a broker should be chosen.

‘Although‘all of these étatements are possible, they are not con-
Vincing. It might just aSleaSily be argued, for example, that two
brokers, each operating with a target for .outstandihgs, would be more
likely to achieve the desiréd volume than would one broker: If one
broker ﬁndersellé the target, it is possible that the other wiil'compéﬁéate
by exceédiﬁg'the target. At worst, both deélers will err in the same
direction, a Situation which will yield a result identical to that ih the

one-broker case.3l

tion of target outstandings with g Possible error of +10 percent. Assume
also that the actual outstandings are rectangularly distributed, that ig...
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In any event, the dealers generally like to maintain exclusive
distribution of the notes of an individual issuer and have succeeded in
making this practice more and more the rule. Since most issuers nowadays
have a nationwide reputation, dealers prefer national marketing organiza-
tions. Dealers appear to be unwilling to compete with each other in
selling the paper of a specific issuer. Rather, they limit their competition
to establishing a reputation for ability to place paper and thereby attempt
to win over clients from each other.

There is also very little competition between dealers in the
commission which is charged issuers. Traditionally, the commission charget
had been 1/4 percent "on the face" of the note, which on a 6-month note
amounts to l/2.percent per annum and on a 90-day note to 1 percent per
annun.. . Under these terms issuers prefer to extend their maturities, other:
things being equal. . Recently, incfeased competition and #he desire for
shorter maturities have led to the computation of commission on an annual

basis rather than on the face. Commission typically range from l/h percent

per annum on the large companies to 1/2 percent per annum on the smaller
comapnies. Under this arrangement it is the dealers who want to extend

maturities because it is more effort to market two 90-day notes than one

31...that any value arocund the mean is equiprobable. If two brokers are
employed, each to sell half of the paper, the expected value will remain
the same but the variance will be reduced. If one broker undersells the
mark by 10 percent, and the success of the other is completely independent,
the expectation is that both brokers together will undersell the target

by 5 percent. Only if the success of the two is completely dependent, will
the expected result be the same as if there were .only one broker employed.
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180-day note for the same commission. The lower charges to larger firms
can be explained by several factors.

First, better-known firms’ Paper will, on the average, prove
easier to market, especially'in a falling market, and hence the dealer
assumes less rigk. Second, larger firms often issue bigger notes and
dealer costs do -not rise Proportionally with the dollar size of the note
- issued. Third, 1arger‘names are in a better bargaining position, are
good publicity for the dealer, and are often sources of other business
such as underwriting of long-term issues. In fact, in some exceptional
cases, prime industrial firms have used this bargaining position to bid
the commission rate to 1/8 percent per annum. |

In addition to the Primary function of marketing a firm's paper,
& commercial-paper dealer is occasionally called upon by its smaller
customers for financiagl advice, which ig provided as a service. Dealers
insist that as a generel rule all but the largest commercigl-paper issuers
maintain unused bank lines of credit to cover at least all paper out-
standing. This is an important selling point for the dealer; in' the event
that the open market should dry up, the issuer could resort to bank
borrowings to bay off his paper at maturityﬁ2

Since the reputation of the commercigl- paper broker depends on
the - good financial record of 1ts customers, the dealer must be concerned
with their performance as long as he continues to handle the baper. In

accordance w1th this, dealers often help their customers obtain lines of

32Line-of-credit policy is discussed in detail in Chapter IIT.
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credit at banks, for which they receive a commission for the first year

of the line. The service appeals mainly to smaller customers.

The Intermediary Role. of Commercial Banks

As mentioned above, commercial banks invest in commercial paper
as principals and alsc enter the market as intermediaries.M The latter
function, done mostly by big-city institutions, will be discussed in
this section.

The most widely performed intermediary function is that of puréhasing
paper for the éccount of smaller correspondents and nonbank customers.
Well over half of the banks sampled in "major financial cities" indicated
that they purchése paper for correspondent banks, and a similar percentage
indicated that they perform.this service for nonbank in'vestors.33 The
corresponding percentages of banks in "other urban areas" are Qery much
smaller, and banks in rural districts are seldom requested to act in this
capacity. The intermediary ?articipation of banks is similar in all areas
of the cbuntry and, as would be expected, increases markedly with deposit
size of bank. These results are presented in Table II-k.

The big-city banks which are active in the commercial—paper market
generally mainfain a staff in the Investment or Credit Department to act

as agent for customers in purchasing paper from the direct placers and

33the classifications "major financial cities", "other urban areas" and
"rural districts" are defined in Appendix B, where the sampling procedure
and response patterns are also discussed.
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Table TI-4

Banks Purchasing Paper for the Account of Customers
(percent of total respondents)

Location Category

Deposit Size of Bank (§ Millions)

Major
i finan- - Other Rural | A1l
Under 21~ 51- 101- 201- 501~ Over|cial urban Dig~ Respon-

20 50 100 200 200 1000 1000{centers areas tricts| dents
Purchase for
account of
Correspondent - S ,
banks 2 7 15 29 Lo 60" 74| 61 8 L 21
Purchase for ’
account of
nonbank c A
customers 3 8 27 29 I5 51 91| 56 22 5 2k
Don't pur-
chase directly
but arrange
through 5 8 L 6 Y 0 0 1 7 6 5
correspondents
Generally not.
asked to peram
form services -
of this - : . f
nature 89 77 61 L6 36 23 Li 2L 65 85 ¢ 62

Source: Response to questionnaire on "Role of the Banks in the

Commercigl Paper

Marke

t", Appendix ¢
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brokers. These institutions provide interest-rate and credit information
on the different commercial-paper notes available at any moment, and also
make inveSting customers aware of opportunifies for alternative uses of
short-term funds, such .as -Treasury bills or certificates of deposit. Many
banks make specific recommendations concerning the paper to be purchased.
The advice}giveﬁ; héﬁéVer,~is-usuallyuquite conservative and reflects the
feeling that safety of principal is the chief consideration. Often banks
will restrict their_recommendation to notes of those firms for whom they
service credit lines, arguing that they are best acquainted with the
financial structure of these companies.3u When the customer purchases a
note through his bank, his account is charged, and when the note is paid
off, his account is credited.

Buying paper through a bank has‘the distinct advantage of saving
the investor much of the paperwork involved. In addition, up-to-date
information on the VariouS.opportunities'open'to him is made available
,frombone source. PFinally, the investing firm'has the choice of remaining

‘anonymous when it deals through its bank, thus avoiding future solicitations

from dealers and direct placers.

3)'LThe real explanation for this practice is probably bank loyalty to their

own credit-line customers. It should be noted that this practice does not
imply that the paper of all firms to whom a bank extends credit lines is
deemed & fit medium for all investor customers. Different types of investors
should assume different types of risks; money-market banks often feel that
correspondent banks, as opposed to corporations, are in a position to move
away from the prime names in order to earn a higher yield. They reason

that, after all, lending money is the "business" of commercial banks.
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In addition to acting as agent, some of ‘the larger commercial banks
will buy commercial peper notes for their own portfolios and parcel out
Pieces of the note to éorrespondents-as Participants.  This must be done
on. an informal basis because commercial banks are not permitted to be
underwriters or to take a dealer!? 'S position in corporate securities. In
addition, big-city banks,arewusually willing.to<buy commercial paper from
small correspondents in need of funds. This w1lllngness is not an obliga-
tion, but rather & correspondent’ service which enhances the liquidity of
commercial paper for small investors.

A few of the very large money-market banks berform two additional
intermediary functions, that of issuing agent ahd that of paying-and-
receiving agent. . The issuing agent performs a service for the direct
placer (or occasionally for an issuer who uses a dealer). - The issuer
sends presigned and Prenumbered notes to the bank acting as agent. Whén
the note is sold, the seller or dealer notifies the bank to "issue" the
note. . The note ig usually payable at the issuing bank but this can be
altered to suit the investor. The'issuing agenﬁ either holds the note
in safe-keeping or delivers it, on instruction, to the investor or his
bank:: - -

The paying;and—rece1V1ng service 1nVOlves crediting the account
of the paper 1ssuer when paper is sold and debiting this account when it
is redeemed. The bank thus serves as a clearing house. It chargés'daily'
1nterest on the computed deblt balances, or wires out any éredit-balance

on instructions of the issuer. The paying-and—receiving agent must algo
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make corresponding adjustments with the dealers and investors who are
buying or redeeming their notes. This function is largely confined to
New York and Chicago banks.

The bank services outlined above are generally performed not for
direct service charges, but instead for compensating balances. There are
some exceptions to this general rule, but most banks and customers seem

to prefer this method of compensation.
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CHAPIER III

COMMERCTAL PAPER AS A SOURCE OF FUNDS

The present chapter corisiders the role Played by commercial
paper in the‘over-all financing picture of issuing firms. Commercial
beper competes directly with bank loans as a source of short-term funds.
The méjor reason why borrowers use the open market is that the cost of
funds obtained in this manner is less than that on bank loans. Commercial-
baper issuers, however, are dependent on their banks for the lines of credit
necessary to provide insurance against fluctuations in papef outstanding.
Bank relations are thus important to open-market borrowers and are dis-
cussed below.

Special attention is paid to the Sensitivity of issuers in
shifting from bank loans to commercial Paper when the interest saving
increases. We conclude that borrowers rely more heavily on open-markef
finance when the interest savings is larger, but that bart of this shift

is to be explained by money-and-credit conditions and only part by

s . . 1
sensitivity to interest rates.

Quantitative Tmportance of Commercial Paper

The direct placers generally rely much more heavily on commercial

paper than do issuers who sell their paper through dealers. Typically,

l'I'hls chapter relies heavily on the results of the questionnaire on
"Commercial Paper as a Source of Funds" » Appendix C.
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ccmmercial paper outstanding‘accouﬁts fdr ovef three-quarters of the
short-term debt of the direct placers, and gften for over half of their
total debt. In contrast, the dealer issuers coﬁmonly‘maintain commercial
paper at a level under 50 percent of their short-term debt, and under 30
pefcent of tdtal debt. There appears to be little difference in the
dependenée on commerciél paper between the,dealer finance and dealer
industrial issuers, altﬁough a few industrial issuers do rely very heavily
on paper. Table II-1 presents these résults.

When interpreting the table, it should be borne in mind that
the percentages are not constant at all times, and in many cases vary
substantially seascnally and cycliéally. And, notably in the case of
industriéi borrowers, the figures represent the proportion of commercial
paper to debt at times when the firm is borrowing, which may be only a
feW'monthskout of the year. |

The very high ratio of commefcial Paper to debt maintained by
the direct piacers is the result of the exploitation of their top credit
ratings and strong borrowing positions with banks{ These issuers are
therefore able to obtain the interest saving from open-market borrowing

for a larger proportion of their total financing needs.2

open market, any reduction in compensating balances allowed by switching
from bank loans to open-market paper (see below), and any discrepancy in
transactions costs between the two borrowing methods. In the questionnaire
results and the statistical analysis that follow, the spread between the
prime rate and the commercial-paper rate is used as a proxy for the gross
interest savings, but it is the latter concept that is theoretically
relevant. . :
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Table TTT-1

Perceritage of Commercial Psper to Debt "
(Percent ‘of total respondents in category)

Dealer- Deagler- Direct-

- Finance - .Industrial . Placers thal*

To Short-Term Debt - ' ' o

Under 15% , 19 . 1k 0 13
16-30 - L8 o 2L : o 26
31-50 © 29 on 8 32
51-75 s g . 31 10

Over 76% o 0 1L 1 62 18

To Total Debt

Under 10% 38 33 | 0 29
11-20 . 38 . 18 . .0 . 20
21-30 19 8 23 13
31-50 0 12 31 12
51-75 0 o 8 1

Over 764 . - 0 Sy 23 6

Source: Response to questionnaire,'"Cbmmercial Paper as a Source
- of Funds", Appendix C.

% :
o -May:not- add to 100% due to rounding or due to some respondents
. omitting the. question.. N : :
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Another facﬁor.which enables the direct plécers to maintain
high commercial-paper-to-debt ratios is their ability to sell paper
of short maturities. Very short notes (30 days and under) give the
paper issuer substantial flexibility. Outstandings can be expanded and
contracted rapidly in response to changes in - the need for funds. Because
bfirms iSsuing;paper through dealers cannot sell short maturities economi-
cally, they must rely on bank loans for a substantial portion of their
borrowings. The superior flexibility of bank loans is thus an important
limiting factor to the reliance of the dealer issuers on open-market
paper.

- For both direct placers and borrowers using dealers, the fear of
straining bank relations is the most important constraint on commercial
Paper outstandings. This factor appears to be especially important for
the direct placers; better than three-quarters of this group indicated
its’impértance as compared with ove;ﬁhalf of dealer issuers. Since the
direct sellers are using paper for a very high percentage of their short-
term debt, they often feel that any increase wouldrbe denying banks
proper line usage.

Very few commercial-paper issuers (only 5 percent of respondents)
feel that they would have trouble selling additional paper if they so
desired. Most of these»are'smaller‘and less well-known finance company
issuers. A ﬁore important consideration limiting open-market paper is
the existence of long-term debt agreements subjecting many issuers to

meximum stipulated percentages of commercial paper to total debt. Finally,
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inertia in senior management no doubt keeps the commercial-paper liabilities
of some borrowers within specified limits, with bank debt being used for
the remaining needs. Reasons for not increasing reliance on commercial

baper are tabulated in Table IIT-2.

Table III-2

Reasons for Not Increasing Percentage of Commercial Paper
(Percent of Total Respondents in Category)

Dealer- Dealer- Direct-~ %
Finance Industrial Placers Total
Higher commercial-paper
borrowings would strain .
bank relations 52 59 77 60
Demand for paper not
sufficiently strong to
increase outstandings at
the going interest rate 1h 2 0 5
Don't desire to increase
outstandings®¥ 48 39 38 by

*

Columns need not add to 100% because more than one alternative
may be checked by each respondent, and some respondents may
omit the question.

K
Reasons offered explained in text.

Source: Response to Questionnaire, ”Commercial Paper as a Source
of Funds", Appendix C.
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The Function of Commercial Paper

Issuers of paper were asked to describe the position of
commercial paﬁer in their over-all debt picture. The vast majority of
finance companies, including all of the direct placers responding, indi-
cated that paper is a "permanent" soufce of finance. Industrial companies,
cn the other hand, indicated that the main function of open-market
financing is to meet well-defined seasonal needs.

Although many firms emphasized that paper is a good replacement
for a portion of bank borrowings, very few issuers noted that commercial
Paper is a perfect substitute for virtually all borrowing from
commercial banks. A few firms indicated that commercial paper is used
as only an occasional adjunct to bank borrowings. These results are
summafized-in Table III-3.

The seasonal aspect of commercial paper financing emphasized
by the industrial issuers (and discussed in Chapter II), is more important
for finance companies than the table indicates. Open-market borrowing is
used at all times since these‘companies are always in debt. Where demand
for funds is seasonal, however, these firms use paper along with bank
loané to expand and contract their indebtedness. Such seasonals are
especially prdminent, for examplé,“in the consumer-finance business, where
loans increase rapidly before Christmas and then decline in the first

quarter of the year.
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Table III-3

Position of Commercial Paper in the Debt Picture of Issuers
(Percent of total respondents in category)

Dealer- Dealer- Direct-
Finance Industrial Placers Total
Commercial paper outstanding
is continually rolled over and
is a permanent source of finance 86 8 100 L2
Commercial paper is an instrument
to meet well-defined seasonal
needs for funds : 1h4 82 | 23 55
Commercial paper is an almost
perfect substitute for virtually
all.borrowings from commercial
banks 0 L . 15 5

Source: Response to questionnaire, "Commercial Paper as a Source of
Funds", Appendix C.

Advantages ang Disadvantages of Commercial—Papér Borrowing

portion of their borrowings from commercial banks. As noted above, the
chief advantage of the open market is that interest costs are generally
lower than borrowing rates at banks, even when allowance is made for broker

commissions. Over the last ten years this interest-rate spread has ranged
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between l/2 percent and 2 pencent per annum on direct paper and between
0 and 1-1/2 percent for most dealer paper.3

In:addition.to a lower quoted rate, the true interest saving
obtained by nsing the open market is augmented for some issuers by a
lower compensating-balance requirement. Banks typically require compen-
sating balances against direct loans and.againot line-of—credit commitnénts,
especially_with finance-company oustomers. ~Sometimes the requirement is a
flat percentage against both lines and loans, but often it is higher ”
against loans{ A common arrangement is a compensating balance of 20
percent of direct loans and 10 percent of open lines. In this situation,
a borrower which uses the open market and keeps an unused credit line
against this borrowing must put up only half. the balance required of a
firm which obtains all its funds from the bank. Moreover, if the open-
mérket borrower needs no additional credit line against a manginal
commercial-paper issuo, the saving is even larger.

In addition to the interest-cost saving, several other factors
venter‘into the decision of whether or not to engage in open-market
financing. To dotermine'the.importanoe of.the wvarious considerations,

commefoial-paper issuers were asked whether they would continue to sell

3For data on the spread between the prime rate and the commercial-paper
rate, 'see Appendix D.

For a fuller discu831on of compensating-balance policy, see N. D. Baxter
and H. T. Shapiro - Compensating—Balance Requirements: The Results of a
Survey," Journal of Finance, September, 196k. ‘ '

o7



commercial paper if the costs of borrowing at banks and in the open

market were tﬂe same. The response pattern is summarized in Table III-4.
The dealer issuers, both finance and industrial companies, were

about equally divided on whether or not they would issue baper if there

were no interest-rate savings. The fact that comnercial paper is a

supplementary source of finance, g so-called "added string to the bow',

was the most important argument to these issuers. Some of them, especially

industrial éompanies, also found the idea of g national distribution of

baper appealingr This national distribution would allow them to obtain

Table IIT-4

Attitudes toward Selling Commercial Paper in Absence
of Interest Rate Advantage

(Percent of total respondents in category)

Dealer- = Dealer- Direct-

Finance Industrial Placers Total
Paper would be sold
Desire to keep a Supplementary
source of finance available 43 e} 85 53
Desire for a nationwide '
distribution of paper 14 27 62 29
Paper would not be sold
Fear of. straining bank
relations 10 12 0 10
Bank loans preferred because

of greater flexibility L3 37 8 3k

Souréet Response %o questionnaire, "Commercial Paper as a Source
of Funds", Appendix C.
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funds from different areas of the country if there is geographic tightness
at dany time and would alsc provide good advertisement in the financial
community.5
The major argument against using commercial paper in the

absence of an interest-cost saving is that bank loans have more flexibility,
given the ability to prepay. Over one-third of dealer issuers cited thisg
factor. As would be expected, however, the direct placers virtually ignored
this alternative because of their ability to provide for flexibility by
selling a substantial volume of very short-term paper. In fact, the
direct placers overwhelmingly stated that they could continue to sell
paper in the absence of an interest-cost savings. The majority of these
issuers cited both the "supplementary source" argumenf and the idea of
national distribution as being important. Many of the direct placers
have borrowing needs which are so large that they would tax the combined
lendlng limits of several banks. Although the correspondent system could
concelvably be‘expanded to facilitate the meeting of these needs, under
the present system it is certainly more convenient for the direct placers
to obtain large amounts of funds in the open market, independent of any
interest-cost savings.

o .l'Of.péramount importance, however, is the necessity for the
diréct placers to be constantly in touch with potential investors. In

fact, this rule is germane to their whole marketing effort. Since

2 The "advertisement” argument is certainly less important today than it
was in the twenties when a large number of smaller firms was issuing
commercial paper.
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commercial paper ig 3 cheaper source of funds, on the average, than

bank loans, the direct sellers must maintain’ their investor contacts

by always accepting funds at the going rate. The direct placers thus
remain in the market even if the 1nterest savings should vanish temporarlly
This argument leads one to suspect that dlrect placers are somewhat less
sensitive to interest- ~rate differentials than are dealer issuers. This

is precisely the finding discussed below. -

Line-of-Credit Policy

'All.iseuers of comﬁercial baper maintainvsubstantial lines of
credit with commercial banks. Should funds suddenly become scarce 1n
the open market, the 1ssuers are then in a position o obtain bank loans
at once to make up the deficiency. The lines assure commercigl-paper
binvestors of the issuersf'liquidity in the event of g drying up of the
open market. Also, the commitment to lend by large well-known banks
gives credence to the credit stature of the 1ssuer.

Traditionally, bpen-market borrowers have followed Prevailing
Trules of thumb and ma1nta1ned unused credit llnes, dollar for dollar,
against commer01al baper outstanding. In the last decade, however, as
the issuers have become larger and better- -knowvm, and as the.commercial-
baper market has become more reliable, the dollar-for—dollar fule has
not been.stricfly adhered to. The change has been especially pronounced

among “the ‘largest 1ssuers, notably the direct Placers. Thisg result is

not surprising because_the open market is mest reliable for the more
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widely-known issuers. A drying up of the commercial-paper market would
affect smaller industrial and dealer finance issuers most harshly. And,
the vast majority of these issuers still do maintain open lines in excess
of their commercial-paper borrowings. Data on unused lines of credit as

a percentage of paper outstanding appear in Table III-5.

Table III-5

Unused Lines of Credit as a Percentage
of Commercial -Paper Outstanding

(Percent of total respondents in category)

Dealer- Dealer~ Direct

Finance Industrial Placers Total
100% or greater | 95 65 L6 70
Greater than 75%
but under 100% : 0 8 23 8
Greater than 50%
but under 75% 0 2 15 L
50% or under 5 18 23 16

Source: Response to questionnaire, ''Commercial Paper as a Source
of Funds", Appendix C.

It is doubtful whether the two fundamental burposes served by
open credit lines, i.e., a hedge against an open-market dry-up, and an
assurance to investors of the issuer's liquidity and credit strength,

are a sufficient justification for maintaining lines as large as exist
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at preseht. In fact; oniy about oné-qﬁarter of issuers feel that they
genuinely need all their lines because of the unreliabilityvofvthe
commercial-paper market. Most issuers admit that they maintain lines

in excess of their actual needs in order to satisfy banks, brokers and
the c0nstra1nts of long-term debt agreements. Banks, of course, desire
these lines because they can earn compensating balances; brokers because
the lines are an aid in marketing paper. Brokers have a responsibility
in the credit worthiness of the issuer and generally insist that finance
companies- have t-'estaﬁblislm%d Tines" and industrial companies "assured
credit" for a specified percentage of commercial paper outstanding. The
bercentage will vary from case to.case but only the largest firms will’
be‘fermitted to carry less: than full coverage.

About half of the issuers sampled indicated that their desire
to malntaln favorable bank relations was the main reason for malntalnlng
lines to the extent that they do. This consideration ig ~about equally
important for direct placers angd dealer issuers.  About g third of dealer
finance companies, and dealer industrial firms to a lesser extent, indi-
cated that brokers insist on the lines before they_will market the paper.
These résults are summarized in Table ITT-6.

A relatively new immovation ig the "swingline" account. Such
accounts are offered, mogt comonly by banks in money-market centers, to
large finance companies such. ag the direct placers. Usage,'howeVer, has

spread to banks in other large cities and to smaller customers.
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Table III-6

Factors Determining the Extent of Unused Lines of Credit

(Percent of total respondents in category)

Dealer- Dealer- Direct

Finance Industrial Placers ‘Total
Dealers insist on lines before v
they are willing to sell paper 33 16 0 18
Lines kept to maintain favorable
bank relations 43 57 5k 53
All lines genuinely needed be-
cause commercial paper felt to
be unreliable source of funds 29 22 31 25
Other 19 20 31 22

' Source: Response to questionnaire, "Commercial Paper as a Source
of Funds", Appendix C.

The idea of a swingline is to allow the finance company to
borrow to offsét day-to-day and ﬁour-to-hour fluctuations in its cash
position. As commercial paper 1s sold, the proceeds are deposited in
this swingline account; as paper matures, payments are made from this
account.  The finance company pays interest dailyvon the average debit
in the account and can quickly wire out any credit balance to where the
funds are needed. The bulk of Eank borrowings by the direct plaéers is
overnight and the swingline procedure thus helps increase line usage.
These accounts have become essential to the flexible operations of large

finance companies and constitute, in essence, an overdraft system.
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Bank-Finance Company Relations

The nature of finance-company business often-necessitates that
these institutions consider peculiar Bank—relations broblems. Finance
companies maintain lines of credit which are very large relative to their
normal deposit balances. Direct interest payments by finance . companles
and worklng deposits generated by their business are generally insufficient
to compensate banks for the costs of meintaining credit lines.

This basic difficulty is compounded by the fact that finance
companies generally-need bank loans most at the height of a cyclical
expaﬁsion when credit ig uavally tightest. 1In g recession, when banks
;afe anxiously seeking loans, finance companies can more than satisfy their
needs in the open market, in the face of declining receivables.

An additional consideration is the fact that banks and finance
companies are natural competitors in their lending activities. This
campetition has been intensified in recent yea?s as banks have‘moved
more heevily into personal and automobile loans and as many finance
companies have paid more attention to commercigl lendlng Another aspect
to this competltlon is the fact that finance- -conmpany paper and bank
certlflcates of dep051t are good substitutes in many investment port-
folios. Flnally, as flnance companies have increased their-reliance
on open-market paper as opposed po bank loans, the competitive espect

with banks has been intensified.6

6Many bankers will argue that their relatlonshlp with finance companies is
further strained by the fact that these ' profess1onal borrowers" deal with
large numbers of banks and therefore the finance- -company relationship is
"cold, impersonal and sterilel" By sterile, they mean mostly that finance
companies do not generate as great- a volume of deposits as industrial firms
with equal credit lines.
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Because of the factors discussed, and especially because the
'voluﬁe of finance-companyvdeposits and direct loans are often insufficient
to make the relationship profitable for the banks, most banks apply com-
pensatihg-balance requirements to these customers. The requirements are
more widely applied and more rigidly enforced with finance companies than

7

with other borrowers. In addition, most bankers insist on minimum line
usage from finance companies. Smali firms are generally requested to aim
fork50 Percent usage, but recently the direct placers have been borrowing
for only ébout 30 days during the year. Size of compensating balances
and amount of usage will vary from case to case. Some large finance
compaﬁies prefer to treat all their banks uniformly in this regard while
others like to treat each situation individually;8

Banks are often successful in persuading large national finance
companies to fit their line usage into the seasonal needs of the banks.
The finance companies can usually rotate their bérrowings to be indebted
to banks in those areas where credit is seasonaily easy. Moreover, due
to the tightness of the open market over the year-end line usage is

generally high at this time. Banks encourage this because they then will

show high loan figures on their balance sheets.

7Averaging a compensating balance, for example, is less common with finance
companies than with other borrowers. See N. D. Baxter and H. T. Shapiro,
op. cit.

8The foregoing remarks might be altered somewhat in the case of captive
finance companies. Here, the relationship with the parent company is
often dominant in the treatment of the capitve. See Chapter II.
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Finally, the need to naintain good bank_relations, because of
the importance of credit lines, acts as a constraint on the issuance of
commercial paper. As was seen in Table IIT-2 above; 52 percent of dealer
flnance companies and 77 percent of dlrect placers cited bank relatlons

as a reason why the percentage of open- market debt is not hlgher.

Borrower Sensitivity to Relative IntereSt Costs

In raising funds, 1ssuers of conmer01al paper mast make.two
choices: first, what proportlon of debt is to be short term and what
:proportion is to be long; second, of the short term debt how much is to
be bank loans and how much is to be commerc1al paper The present section
considers the’ responsiveness to relative 1nterest costs of the proportlon
of commercial Pbaper to short-term debt, assuming the ratio of short-term
to total debt is fixed. The dlscuss1onbconcludes with some comments about”
the utlllzatlon of long- ~term financing by commerc1al—paper issuers.

If issuers are respon51vevto relatlve 1nterest rates in shlftlng'
betWeen bank loans and commercial paper, assuming that bank loans against
unused credlt lines are always available,‘the ratio of commercial Ppaper
to paper—plus—bank loans should be hlghest when the spread between the
cost’ of funds at banks and in the open market is: greatest : In other
words, the greater the saving on commercial baper the larger the expected

reliance on paper relative to bank debt. Correlation analysis was per-

: paper market and relative interest costs.
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Quarterly data were collected on total commercial-paper out-
standing, directly-placed paper outstanding, bank loans to finance
companies and the spread between the prime rate and the commercial-paper
rate. These data and their sources appear in Appendix D.. Eleven years
(1953-1963, b observations) were included. By necessity the series on
bank borrowings includes finance companies who do not issue commercial
paper and excludes industrial issuers, but major movements should not
be disguised by this treatment. And, despite difficulties mentioned
above, the spread between the prime rate and the commercialépaper rate
was taken to represent the true interest saving obtainéd by using the
open market.

The ratio of totai paper to total-paper-plus bank debt was
correlated With the interest-rate spread, as was the ratio of direct
paper to direct-paper-plus-bank debt. The correlations Wére performed
five»times--first with all observations, then with all first-quarter
observations, all second-quarter observations, etc. In this manner
the seasonal influences, especially the sharp drop in commercial paper
in the fourth quarter of each year, could not affect the quarterly
results. The correlation coefficients (r) are presented in Teble III-T7.

Analysis of Table III-7 indicates that commercial papervig
relatively more important when the interest-rate saving on paper“is
relatively large. The correiation coefficients are not very high but
are significant;> All bofrowers taken as é group seem to be slightly

more responsive than are the direct placers, taken alone. The seasonal
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Table III-7

Correlations Concerning the Sensitivity of<Commefcial-Paper Borrowers

to Relative Interest Costs

S ‘ (Values of r)
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All 1st Qtr. 2nd Qtr. 3rd Qtr. hth Qtr.
Observa- Observa- Observa- Observa- Observa-
tions tions tilons tions tions
0 yith per L7105 UL .8366 .6328 -.1393
TCO+BBF
DDP .
TPErEEy With por .6313 | 6772 L7960 -5139 LLo71
FRS with p-r .9286 .9184 .9ks57 . 9347 . 9046
TCO = total commercial paper outstanding .
BBF = bank borrowings of finance companies
DPP = directly-placed baper outstanding
P = prime rate
r = commercial-paper rate (direct)
FRS = free reserves
Source: Appendix D.



the widely-recognized difficulties with this soit of question,.the responses
cannot be accepted as conclusive. They are, ﬁevertheless, interesting and
are summarized in Table III-8. |

Over one-third of all issuers, and nearly half of the direct
placers indicated that fluctuations in relative costs are not important.
This evidence is consistent with the correlation results and also with
the theory. Both had indicafed that while reiative‘costs*are & factor

influéncing the degree of réliance dn commercial paper, they are by no

Table III-8

The Sensitivity to Relative Interest Costs of fhe Ratio of Commercial
Paper to Short-Term'Debt'

(Percent of total respondents in category)

Dealer- Dealer-. . Direct

Finance Industrial Placers Total
Yes, the proportion of 19 39 23 3ll
commercial paper is
responsive to changes
in cost -
Yes, but constraint of - - 52 33 23 36
maximum ratio of '
‘commercial paper to
short-term debt
No, fluctuations in relative 38 33 L6 36
cost not generally
important

Source: Response to questionnaire, "Commercial Paper as a Source
of Funds", Appendix C.
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means the only consideration. -And, bothbindicated that the direct
placers should be expected to be somewhat less responsive to interest
costs than are the dealer-issuers.

The lack of sensitivity on the part of many open-market borrowers
is not very surprising given that historically, though the spread has
varied, there has almost always been an interest-rate saving associated
with using- the open ma,rket-.'9 Thus, it may be wise to utilize the open
market as much as possible, given the constraints already diséussed, and‘
not. to shift in and out of banks with changes in the spread. This latter
practice, in fact, is often actively discouraged by banks and dealers.

As has been discussed above, the lack of.sensitivify by the direct placers
is also due to their desire to offer paper at all times to maintain
investor relations. Also, the overhead costs of their marketing establish-
ments lead them‘to try to use banké as little as possible and they do not
,mafkedly shift to bank loans as long as the interest spread remains
positive. |

More than half those issuers who indicated that they are
responsive to changes in relative costs, also noted that they are con-
"strained by a maximum ratio of commercial paper to short-term debt. The
main reasons for such a constraint, which have been discussed above, are
bank relations, superior flexibility of bank loans and fear that at times

open market will prove unreliable.

9The commercial-paper rate, including dealers' commissions, has exceeded-
the prime rate only for very brief periods of time during the last decade.
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Those issuers whq expressed -sensitivity are influenced by two
main factors. The direct placers, and othér.larger borrowers. who are
constantly in the market, find that the time when the interest saving
is smallest is often the occasion to give banks necessary line usage.
Other issuers, notably industrial firms, who borrow on commercial paper
only from time to time, may find that there is a minimum spread of per-
haps 1/4 bercent, which is ‘necessary to induce them to use the open -
market. For smaller spreads they may feel that the added trouble of
commerciél paper outweighs‘the saving and.they'prefer more flexible bank
loans. | |

While commercial paper and short-term bank loans are good sub-
stitutes, and the volume of Paper outstanding depends somewhat on their

- relative costs, commerciagl-paper issuers generally do not shift between
DPaper and long-term debt. In fact, 1ssuers claim that the volume of
commercial paper. outstanding is v1rtually 1ndependent of the volume of
long-term liabilities' of 1ssu1ng firms, and of the relative cost of Ppaper
and funded debt..

~Long-term finanecing is or varying importance'tO«different

- commercial-paper issuers. Industrial firms usually borrow long for 3

is free from the necessity of constant roll-over. As financedcompany
recelvables ‘have become more stable, these borrowers have increased their
rellance on ‘funded debt. This is true despite the fact that long-term

debt has been more expensive thar short.
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Although commercial paper and funded liabilities are not,cen¥>”:l o

sidered as good substitutes, most issuers indicate that they try to
-time their long- term.issues to get the most attractiVe rates poss1ble
The expectation of rising’ interest rates will generally speed up the
long—termffinancing‘decision and that of falling'rates will lead to
‘ its postpdnement; Borrowers utilize.short—term debt, both bank loans

and commercial Paper, to provide funds until the long-term flotation.
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CHAPTER IV

COMMERCTIAL PAPER AS A USE OF BANK FUNDS

" Having considered commercial paper as a source of funds, attention
is now turned to baper as a short-term investment. It will be recalled that
commercial 5anks, historically the most important commercial-paper burchasers,
have given way to nonfinancial corporations as the chief investors in the
market. For many banks, however, commercial baper is still an important
use of funds. The present chapter, which relies heavily on the "Questionnaire
on the Role of Banks in the Commer01al -Paper Market" (Appendlx c), tells
which banks are buyers of baper for their own portfolios, and analyzes
the types of baper preferred, reasons for favorlng or opposing this type
of bank investment, and how banks evaluate commercial paper relative to

alternative investments.,

Who Buys Commercial Paper?

About 30 percent of the banks sampled indicated that they are
Presently buyers of commercial paper. Many of these banks, however, are
- not in the market at all times,\and Some may purchase paper only on
occasion. Of those banks not presently buying commercigl baper, slightly
more»than half have never invested in this instrument, while the remainder

bought paper at one time but have discontinued doing so. See Table Iv-1.
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Table IV-1

Percentage of Banks Investing in Commercial Paper

(Percent of total respondents)

Major Financial Other Urban Rural All
Centers Areas Districts Banks
BUY paper at the.
present time 2h 37 29 30
NEVER have bought
paper 37 33 L5 39
HAVE DISCONTINUED
purchase of paper:
Before 1945 11 9 6 8
Between 1946 and 1951 3 6 7
Between 1952 and 1960 18 9 9 11
‘Since 1961 . 7 9 6 7

Source: Response to questionnaire, "Role of Banks in the Commercial
Paper Market", Appendix C.

Paper is found in the portfolios of banks of all sizes, although
banks with deposits in the $20-lOO million range appear to be the most
frequent investors, and banks with deposits over $l billion, the least
common participants. There seems to be no difference among banks in
different areas of the country, but banks in "other urban areas" appear
to invest in commercial paper more regularly than their counterparts in

gither major financial centers or rural districts. These results are
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.summarized in Table IV-2. These data will be aﬁalyied in the discussion A
of the reasons influencing banks® decisions to bﬁy commercial paper.

| The banks who burchase paper were asked +o indicate the Percentage
of commercial paper to total assets which they have held, on the average, in
the last two years. Some L0 percent_noted that this figure has been under
1 percent and some three-quarters of the banks stated that it hag been
under 3 percent. Only a handful of banks have held over 5 bercent of their

total assets in commercial paper.

Table IV-2

Percentage of Banks Investing in Commercial Paper
- by Deposit Size and Location

(Percent of total respondents)

Deposit Size of Bank
($ millions)

Under Over
20 21-50 51-100 101-200 201-500 501-1000 . 1000
26 b1 L5 ' 27 21 26 9

Area of Country

North- Mid- - Great .
west Atlantic South Midwest Plains Texas Mountain Pacific
26 25 33 38 31 26 29 ok

Source: Response to questionnaire, "Role of Banks in the
Commercial Paper Market", Appendix c.
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The larger banks who invest in commercial paper generally
reported lower.percentages ef papervﬁoetotal aesets. And banks in.
cities maiﬁtained lower percentages than banks in rural dietricts.

No clear pattern distinguishes paper. holdings of banks in different
areas of the country. About 5_percenﬁ of the respondents did not give
figures, usually commenting that they purchased paper only occesionally
and therefofe aVerege percentages would be meaningless. .Furthermore,
many of the banks furnishing the data indicated that their purchases of
commercial paper are subject to wide seasonal swings; commercial paper
might be 25 percent of loans for 3 months and zero the rest\of the year.
The figures”cited, therefore,should be treated as annual averages.

Banksvwere also asked if the percentage of commercial paper
to total assets'is'pfesenﬁly higher, iower or about the same as the
'average percentage maintained during the last decade. Less than 10 per-
cent of the banks who still buy paper suggested that it is lower and
the remaihder were about equally divided'between the other two alter-
natives.b No significant difference seemed to exist by deposit size of
bank, but banks in the southern states appeared to be purchasing more

paper than they had previeusly;l Results are summarized in Table IV-3.

lIn the South, 71 percent of the banks buying commercial paper indicated
that the percentage of paper to total assets has increased; this is
against 37 percent of all banks in the nation who checked this alternative.
The apparent decreased participation (50% lower, 50% the same) of banks
with deposits over $l billion is not significant because there is only

one bank in each category.
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Types of Paper Purchased

It will be recalled from Chapter IT that commercial paper is
rates as "prime", "desirable" or "satisfactory" and that much the largest
part of dollar outstandings are prime.2 Banks were asked what percéntages
of their paper falls into each of the categories. Two-thirds of those
banks purchasing paper indicated that more than 95 percent of their paper
is prime, and ohly 10 percent of banks have more than half of their port-
folios in non—pfime paper. About 15 percent of the banks purchasing
paper did not answer the question. Many of these suggested that ratings
are not really a factor and each note is evaluated on the basis of the
bank's own credit files or those of their correspondents. Although the
difference is not striking, rural banks seem to buy more desirable and
satisfactory paper than do city banks. No interesting discrepancies
appear among practices of banks of different deposit size or in different
areas of the country. Table IV-L4 presents data on the reliance on prime
paper by different groups of banks.

Banks purchasing commercial paper were further questioned about
the percentage of their paper portfolios which consists of finance-company
notes. The response is summarized in Table Iv-5. B8lightly less than

half of the banks generally keep 25 percent of their Ppaper holdings in

2
The gquantitative dominance of directly-placed paper makes this statement
obvious. The majority of dealer paper is also rated Prime.
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Table IV-4

Percentage of "Prime" Notes in Commercial-Paper Portfolios
(Percent of Banks Purchasing Paper)

Major Financial Other Urban Rural All
Centers Areas Districts Respondents
0-25% 0 2 5 3
26«50% 4 11 7
51-75% : 2 5
76-95% 10 i 5 6
96-100% 62 77 58 65
No answer 18 11 1k 1k

to question

Source: Response to questionnaire, "Role of Banks in the
Commercial Paper Market", Appendix Q.

Table IV-5

Finance—Company Paper as a Percent of Commercial-Paper Portfolios

(Percent of Banksg Purchasing Paper)

Percent of Commercial

Portfolio
0_25% L6
26-50% 1k
51-75% 10
76-1009, - : 20

' Percent varies widely
from month to month 28
Percent does not vary
widely lip
Source: Response to questionnaire, "Role of Banks in the
Commercial Paper Market", Appendix C.
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finance notes and only one-fifth of the banks maintain over three-quarters
invfiﬁance n§tes, Since more than 80 percent of total commercial paper
outstanding is a liability of finance companies, commercial banks appear
to rely less heavily on finance paper than do other investors.3 No
significant differenges are ‘apparent among banks of different sizes, in
different areas of the country, or in cities versus rural areas.

Two major considerations help explain the interest shown by
commercial banks in industrial paper, and in dealer names in general.
First, prime dealer paper often can be obtained with a yield of 1/8 to
1/4 percent above that available on directly-placed paper. Since, as
a rule, bank investors neither purchase very large blocks of paper, nor
consider gxact maturity dates as being very important, banks are often
anxious to take advantage of the higher yieldl.LF Second, several banks
indicated that they prefer dealer industrial paper because this form

of investment enables them to diversify their loan portfolio among

several industries.

3Becauseof some confusion in the terminclogy commonly used in the market,
some respondents no doubt interpreted finance-company paper as synonymous
with directly-placed paper and not including notes of finance companies
issued through dealers. The figures presented may therefore understate
the reliance of the banks on finance paper. In any event, the figures
indicate that banks buy a much greater percentage of their commercial
paper through dealers than do other investors.

Business corporations often prefer direct paper because of their desire
to obtain large blocks and to tailor maturities. See Chapter V.
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Reasons for Investing in Commercial Paper

Commercial Paper is generally purchased by banks because it
provides s temporary outlet for funds at a rate more attractive than
that on Treasury‘ﬁiiis; Paper is treated as a loan on thelbalénce sheet
and is thus an instrument to supplément insufficient local loan demand--
seasonal, cyclical or chronic.

Banks were asked to indicate which factors are most important
in influencing the decision to purchase commercial paper. Of thosge banks
who buy paper, 81 Percent noted that baper "provides a temporary outlet"
for funds. 1In agricultural communities, for exémple, loans are lowest
and deposits are highest at harvest time. Banks in these areas are thus
heavy buyers of commercial paper in the autumn; By the same feasoning,
Florida banks purchase baper in the winter, a %ime when th=lr diposits
are inflated and their loans are being paid off.

Some L0 percent of the banks indicated that an attractive
‘commeréialfpaper rate is important in influencing their decision to
invest in-this-asset. The fact that thig figure is not Ligher can be
1nterpreted as eV1dence supportlng the hypothesis that banks treat paper
more as a loan than as an investment. Since no secondary market eXists.
in paper, the interest-rate spread over Treasury bills ig often not a
sufficient consideration in deciding whether to purchase commercial Paper,

Rather, the availability of ample lending opportunltles appears to be the

prime factor influencing this decision.
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About 30 percent of the banks buying paper believe that the
ability to obtain paper in the exact amount and maturity deéired is
important. This feature, of course, adds to the flexibility of paper
and maturities can be timed to meet expected large deposit outflows.

Yet, as mentioned above, this factor is not an important for banks as

for business corporations who very often purchase Paper expressly because
of the desire to obtain a maturity date to correspond with specific out-
payments.5

Less than 10 pércent of the banks buying paper indicated that
the desire to diversify loans by industry and geographical area was
important. This implies that such diversification would not overcome
the cut in interest income and the impairment of borrower relationships
that a bank would suffer if it refused a direct loan in favor of open-
market paper. When ample direct loans are not available, however,
diversification may well prove an added incentive to purchase paper.

The various reasons inducing banks to buy commercial paper
are summarized in Table IV-6. No significant discrepancies appear among
banks of different deposit sizes or in different areas of the country.
Nor are attitudes of big-city banks substantially different from those
of other banks, except that the former seem to be somewhat more concerned

with interest-rate considerations.

5In fact, some 81 percent of corporate buyers indicated that the ability
to tailor maturities was an important factor in the decision to purchase
commercial paper. See Chapter V.
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Table IV-6

Factors Influencing Banks' Decisions to Buy Commercial Paper

(Percent of Banks Purchasing Paper)

Major - Other
Financial Urban Rural
Centers Areas Districts Total
The commercial-paper rate L8 Lo 35 Lo
is attractive '
Paper allows diversification 7. 9 11 9
of loans by industry or
geographical ares
Paper can be obtained in exact 31 26 32 29
amount and with exact maturity
desired
Paper provides a temporary 76 - 81 8L 81

outlet for funds

Source: Response to questionnaire, "Role of Banks in the Commercial
Paper Market", Appendix C.

In addition to the factors discussed, banks sometimes buy
commercial paper over the year-end so as to build up their loss reserves
by adding to their loan totals. Thig Practice involves a tax savings

and is examined in Chapter VII.

Why Don't More Banks Buy Paper?

Since over two-thirds of commercial banks do not purchase paper
for their own portfolios, it is interesting to investigate the considera-

tions which prevent them from doing so. Thig will make possible an
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appraisal of whether banks have been fully exploited by dealers and direct
placers as a source of funds for the commercial-paper market.

‘The overwhelming majority (86 percent) of banks not purchasing
paper indicated that there are "sufficient direct lending opportunities
at more attractive interest rates.” These include participations as well
as local loans. Many small banks have been relying on participations in
prime-rate loans which are granted by their big-city correspondents. The
small bank sometimes receives the full interest rate and sometimes 1/4
percent less, which represents, in effect, the,correspondent's commigsion.
Since thé larger bank does éll the credit-investigation work, such
participations are really no more trouble than investing in commercial
paper, and the interest rate is more attractive.

Less than one-fifth of baﬁks not buying paper seemvconcerned
with the lack of a secondary market in commercial paper. The main
explanation for this has been mentioned above. Banks generally compare
“the liquidity of commercial paper not with that of other secondary
reserves (such as Treasury bills) but rather with other lending alterna-
tives. In fact, some banks who indicated that the illiquidity of
commercial paper 1s a negative consideration specifically mentioned that
for this reason they prefer call loans to brokers at comparable interest
rates.

A third alternative, which 11 percent of the banks checked, is

that commercial-paper issuers are unusually large credit-line customers
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end that legal lending limits Prevent buying their paper. ' It has already
been noted that national banks are prevented from lending more than 10
percent of capital to any individual borrower and that state banks are
‘subject to similar limitations, though the percentage and definition of
capital varies from state to state. Large commercisl Paper-issuers
(notably the direct placers) maintain credit lines at many banks for
amounts equal to their lending limits. Should these line banks purchase
paper for their own portfolios, it counts against the legal limit ag

does any other line.

For example, assume that a bank with a legal lendlng limit of
$1 million has granted a line of credit to GMAC for this amount. If
this bank holds $SOO thousand of GMAC baper, it can honor only half of
the credit line should GMAC want to borrow. Issuers often notify their
banks when they will not be.using their lines s0 as to allow banks to
purchase their Paper, but legal lending limits still remain a deterring
factor. This applies especially to the larger banks which provide the
bulk of credit lines to 1ssuers,of commercial paper.

Table IV-7 presents dats on the percentage of banks not buying
paper for the various reasons discussed. Once again, no major dis-

crepancies appear to exist among banks of different deposit sizes and

locations.
The above factors‘aside, it is undoubtedly true that some
' banks, especially very small ones, do not purchase commercial paper

because they are either uneducated in the bossibilities of thig market,
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Table IV-7

Reasons for Banks' Decisions Not to Invest in Commercial Paper

(Percent of Banks Not Purchasing Paper)

Major Other

Financial Urban Rural

Centers Areas Districts Total
There are sufficient direct 90 90 81 . 86
lending opportunities at
more attractive interest
rates
Commercial paper is relatively = 22 14 16 17

illiquid, because there is

no well-established secondary

market
Commercial-pagper issuers are 17 10 . 8 11
usuvally large credit-line

customers and legal lending

limits prevent buying their

Pbaper

Source: Response to questionnaire, "Role of Banks in the
Commercial Paper Market", Appendix C.

or feel that it is not worth the trouble to set up credit files, check
with line banks and think about a new investment medium. These very
banks may still indicate that they have "sufficient" direct lending
opportunities, though sufficient may be below the profit-maximizing
optimum.

The major piece of evidence supporting the hypothesis that
some banks avoid commercial paper because they are uneducated or feel

it is not worth the trouble is derived from Table IV-2. Only 26 percent
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of banks with deposits under $20 million Ppurchase paper, a percentage
similar to that for baﬁks»with deposits over $100 million. On the other
hand, over MO.percent of the banks in the $20 million to $lOO million
range purchase paper. It can be argued that the big banks do not buy
baper because of sufficient direct-lending opportunities.

The-fact that the smallest banks are less active -in the
commercial-paper market than are banks which are slightly largef; howéver,
gives support to the hypothesis that some of the former institutions aré
either unaware of the opportunities of paper or are overcome by the
inertia of their present investment policies. This hypothesis is further
substantiated when we consider that 44 percent of banks in the smallest
group‘locatedvin urban areas buy baper, but only 25 percent of those in
rural areas do so. There is_no reason to suspect that differences in
loan demand account for this discrepancy.

The fact that many banks may avoid commercial paper because
they feel it is not worth the trouble does not imply that these institu-
tions are necessarily irrational. The psychic costs of buying paper
(obtaining directors% appro&al, checking credit files with correspondents,
keeping posted on interest rates, ete.) may well exceed the added yield
over Tréasury bills which is thereby obtained. If Psychic costs are
assumed to be fixed; the average costs of investing in paper decline

6
with the amount of baper purchased. It follows that very small banks are

This implies that monetary costs do not rise more than proporticnally
with the amount of baper purchased, an assumption which certainly appears
to be reasonable.
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likely to avoid commercial paper more than do larger institutiqps with
similar loan-demand problems.

As long as psychic costs remain high among bank investors,
dealers and direct placers have a fertile field toward which to direct
their selling efforts. Their major task is to convince banks of the
high gquality of commercial baper and of the facility with which it can
be obtained. Such marketing techniques cannot be expected to be success-
ful, however, among banks who already have very high lcoan to asset ratios.

e

Bankers® Evaluation of Commercial Paper and Substitute Investments

As has been pointed out, in addition to Treasury bills, several
instruments compete with commercial paper in the portfolios of banks.
These include Federal Agency securities, time certificates of deposit
(CD's) at other banks, tax-exempt notes, and bankers' acceptances.7 The
Present section discusses how bankers rate commercial baper relative to
these various substitute assets. The evaluations are derived from bankers®
indications of the spreads necessary to induce a shift from Treasury bills
to the various alternatives.

Table IV-8 shows the spreads required to induce a shift from
TIreasury bills to commercial paper. Slightly over half of the banks who
buy paper need a spread no greater than 1/4 percent to shift to paper.
Less than one-fifth of banks who do not buy baper, on the other hand,

could be induced to make this shift for 1/4 percent.

7

These instruments are described briefly in Chapter IT.
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Table IV-8

Spread Required to.Induce Shift from Treasury Bills to
Commercial Paper - Both of 90 Days Maturity

' *
(Percent of Banks in Category Responding to Question)

SPREAD

(Commercial—paper rate
less Treasury-bill rate) - over  1/h or  over

in percent per annum _ 1/16 1/8 1/4% 3/8 /2 1/ less ~  1/k

Banks who buy paper 7T 28 20 12 8 25 55 - 45

Banks who do not EEX _
paper 3 10 5 19 26 37 18 82

*or those banks buying baper, 123 of 133 (92 percent) provided informa-
tion for this question; of non~buyers, 146 of 312 (47 percent)
Provided this information.' Percentages in body of table are based
only on the banks answering this question and therefore add to 100
percent. : v

Source: Response to questionnaire, "Role of Banks in the Commercial
Paper Market", Appendix c.

The actual yield differential between Tregsury bills and
commercial baper has averaged about 1/4 bercent over the last few years.
‘Therefore, it seemé reasonable to conclude that an unattractive rate ig
a sufficient condition to exclude four-fifths of banks not buying papér
from the market. Since the brevailing market Spreads are deemed adequate

by the other one-fifth of non-buyers, these banks Probably interpreted
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the SPTéad.as that>which would indﬁce'them to.buy ﬁéper were other con-
ditions chahged, e.g., were loan.demand insufficient. Other conditions
unchanged, this latter group probably wéuld not venture into commercial
paper were. the rate raised.

Of the banks presently buying paper, 45 percent indicated they

’WOuldvrequire'a spread greater than l/u DPercent to shift into commercial

paper. This group would likely consider»ihcreasing their holdings of
paper were the:spread increased. The buying banks who noted smaller
spreads woﬁld Probably increase their holdings ifbfunds became available,
but cannot be induced to shift into baper by an increase in the_interest-
rate differential alone.

| In short, it appears that’ there is a large number of banks,
bdﬁh buyers and non-buyers, who might be induced to increase their
holdings of commercial Paper were the spread over Treasury bills widened.

If issuers are willing to boost the rate in tight-money periods, the

supply of funds to the commercial-paper market might well be more elastice

8 B

than_dealers and direct placers generally believe to be the case." In

‘fact,'only 37 percent of non-buyers and 25 perceht of buyers who ventured

an opinion indicated that they need a spread of more. than 1/2 percent to

consider a shift from Treasury bills to commercial paper.9

 B5ee Chapter VII.

9There appears to be no interesting difference in spreads required among
banks of different deposit sizes or in different locations. It is
important to note that, as expected, non-buyers in each group consistently
demanded higher spreads than buyers. This speaks well for the accuracy of
the information derived from the questionnaires.
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To determine their relative Preferences, banks were asked to
indicate the spread over Treasury bills which might induce them to shift
into Federal Agency securities, certificates of deposit, tax-exempt noteg
and bankers? acceptances. Whére the Spread checked is smaller than that
indicated for commercial paper, the other instrument is said to be pre-
ferréd to baper; where the spread is the same, the respondent ig said to
be indifferent; where the spread is greater than that for commercial paper,
Paper is-said to be breferred. .Many>banks did not check any spread for
some assets; these are tabulated under "no answer" . 10 These data appear
in Table IV-9.

An examination of the table indicates that, at the same yield,
banks generally prefer all of the other listed assets to baper. This
Pbreference seems strong however, only in the case.of bankers"acceptances,
both for banks who buy andAwho do not buy commercial baper; in both groups
of banks at least fi&e'times &s many respondents prefer acceptances ag
Prefer paperdllw' One interesting 6bservation is that banks not investing

in commercial baper do not seem to rate this asset any lower relative to

its substitutes than do banks who buy paper. .An explanation may be that

lOIt seems to be a good assumption that banks who do not indicate g spread

for a given instrument do not purchase this instrument. Tt ig not safe to
conclude, however, that those banks who do purchase paper actually prefer
baper to the other instruments. This ig 80 because paper yields are some-
times higher than those on competing assets.

lOne DPossible explanation for this is the developed secondary market in
bankers® acceptances. See Chapter VI.
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Table IV-9

Bankers' Evaluation of Prime Commercial Paper
and Substitute Investments

(Percent of total respondents in éategory)

Banks who do not

Banks who buy paper buy papg;
Federal Agency Securities: :
Agencies preferred . 22 10
Indifferent 6 1

‘Paper preferred ’ 3 -9

No answer 59 80
Certificates of Deposit: .

* CD's preferred : 17 11

“xIndifferent _ 5 3

. Paper preferred 12 » 8
No -answer o 66 : 78

Tax-exempt Notes:

- Tax-exenpts preferred 17 ' ' 11
Indifferent v 13 -5
Paper preferred 11 8
No answer , 59 76

Bankers' Acceptances : : :

- Acceptances preferred - - 20 ' 10

 Indifferent 5 2
‘Paper preferred 3 2
No answer 72 , 86

Source: Response to questionnaire, "Role of Banks in the Commercial
Paper Market', Appendix C. :

123



non-buying banks have no excess funds available for investment in any of
these securities, or prefer to keep their secondary reserves in Treasury

bills.12

In conclusion, bank investment in commercial paper is undertaken
largely by those institutions who have an insufficient loan demand. Many
banks are reluctant to use commercial paper as a sﬁbstitute investment
for Treasury bills, at current interest differentialsg. Although greatér
familiarity might lead to more banks buying Paper, it does not appear that

the increase in bank Purchases will be very large as long as ample direct-

lending opportunities exist.

EThe higher "no answer" bercentages for the non-buyers should not be
interpreted as a difference in Preferences but instead as an interpre-
tation by those respondents that thisg question does not apply to them.
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CHAPTER V .

COMMERCIAL PAPER AS A SHORT-TERM INVESTMENT FOR CORPORATIONS

Having discussed the position of commercial paper in the port-
folios of commerciél banks, we now turn our attention toward its role ag
a use of'short-term funds for business corporations. It has been noted
at several points that the bulk of paper is purchaéed by sﬁchgcorpofations.
The Present chapter, which draws on the results of the questionnaire,
"Commercial Paper asba Short-term Investment", treats the investment
practicesrof‘manufacturihg concerns, merchandising and transportation
firms and utilities.l

Coiporate investment in commercial paper must be considered in
light of the growing liquidity of these institutions and the increasing
"sophistication" of their financial officers. The desire of corporations
to put idle cash to work in the money market at an  attractive return has
been instrumental in the growth of the commercial-paper market. It is
important therefore to examine some of the recent changes in corporate-

cash-management policy.

Corporate-Cash-Management Policy -

It is often alleged that the last several years have witnessed

a change of attitude on the part of business corporations toWard the -

lThe manufacturing firms are classified into three groups (I the largest,
and IIT the smallest) according to their ranking in the "Fortune 500."
See Appendix B for discussion of the sample design and response summary.
The questionnaire appears in Appendix C.
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management of their short-term investment portfolios. 1In fact, interview
and questionnaire evidence indicates that the influence of the so-called
"new generation" of corporate treasurers has become especially pronounced
in the period since 1959 or 1960. Whereas liquid funds previously had
been largely confined to demand deposits and Treasury bills, many corpor-
ations have recently sought higher yields in commercial baper, time
cerfificates of deposits (CD‘s), bankers? acceptances, and even Eurodollars
and other foreign investments.

Table V-1 illustrates this shift in corporate investment practices.
In the period from 1956 +o 1963, nonfinancial corporations increased their
holdings of cash and U.S. Government securities actually declined by $4.4
billion. Net trade credit and "other financial assets", which is in
large part foreign investment, increased steadily. Especially interesting
is the growth of holdings of commercial baper and time deposits since
1959, which is especially striking given their absolute levels at that
time. Estimated holdings of commercisl baper and time deposits in 1959

and 1963 are summarized below:

1959 1963

*
Commercial paper 2.3 hoy
Time deposits 1.5 10. 4

The explanation for this shift in corporate-cash management policy

rests on several factors. The large internally-generated cash flow throughout

*
Figures in billions of dollars, source same as Table v-1.
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Table V-1

Net Acquisition.of Financial Assets by Corporate Nonfinancial Business

Demand deposits
and currency

U.S. Government
securities

Cash and
Governments

Time Deposits

Commercial paperl

Net trade credit2 1.8

Other financial
assets3

Total financial

assets

Source:

(in billions of dollars)

Cumulative

1956-1963

1957 1958 1959 1960 1961 1962 1963
- 1.5 -1.0 == 1.3 -2.1 -1.0
- b - 3.8 2.7 -4 .3 6

-1.1

-3.3

- 1.5 2.8 -2.7 .9 -1.8 - .4

— 9 - .4 .8 1.3 2.6 4.2
.3 -- .5 .6 .1 .8 .7
2.5 3.4 ko 3.8 5.5 5.0 2.5

2.7 2.0 2.7 2.b 2.1 3.0 2.7

~boh

9.4
3.1
28.5

20.2

5.1 7.8 9.6 49 9.9 9.6 9.7

56.8

Board of Governors of the Federal Reserve System, Flow of
Funds Account, 1963 Supplement and Federal

April 1964 -~ Table L.

Reserve Bulletin,

lTotal bPaper less estimate of holdings of banks and insurance companies.
This item is listed in the Flow of Funds as "finance" paper but
actually includes both finance and industrial commercial paper.

2Trade credit minus trade debt (line 59 less line 68).

3
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the period, due to the high level of retained earnings and the increasing
depreciation allowances, is of major importance. This cash flow is
summarized in Table V-2. The increased corporate liquidity, and the
relatively high level of short-term interest rates which have brevailed
since 1959, made it worthwhile for corporate treasurers to seek alterna-
tives to cash‘balances and Treasury bills. When interest-rate levels
were low, corporations were not as concerned about employing their short-
term funds as efficiently as possible. The "psychic" costs of adopting
a general investment program, and the monetary costs of maintaining a
portfolio manager, outweighed the possible gains of short-term investment.
Thus many firms maintained large demand-deposit balances and invested
surplus funds in Government securities which were well-known and readily

marketable.

Table V-2

Cash Flow of Business Corporations

(in billions of dollars)

1956 1957 1958 1959 1960 1961 1962 1963

Profits after Taxes 23.5 22.3 18.8 245 22.0 21.8 246 27.1

Cash Dividends l2.1  12.6 12.4 13.7 1.5 15.3  16.6 17.8
Undistributed
Profits 11.3 9.7 6.4 10.8 7.5 6.5 8.1 9.3

Capital Consumption ‘
Allowances 20.0  21.8 22.7 24.3 25,6 26.8 30.8 32.%4

Source: Department of Commerce estimates, from Federal Reserve
Bulletin, April 196k.
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The very tight-money period of late 1959 and early 1960, however,
heightened by the much-publicized "magic 5’s",2 increased the awareness of
how great the opportunity cost of holding idle cash balances had become.
Since the cash flow of many corporations now warranted a portfolio manager
‘and otner fixed costs involved, more and more firms began te enter the
investment arena.

For many corporatidns the transition has been slow and beardsvof
directors have authorized only a few of the most conservative investments.
For example, commercial paper'investment in many cases has been limited to
llabllltles of the direct placers »Interview‘evidence indicates, however;
that as knowledge about alternat1Ve instruments has spread, individual
treasurers have been given more and more freedom. 'Practices,'of cburse, K
vary widely from firm to firm, but a large number of corporatertreasnrers
nave been very successful in ”riding the yield curve", in moving their
portfolios from short (long) maturities to long (short) when interest
v retes are expeeted to fall (rise), and in shifting between alternative
, assets in feponse to changes in the interest-rate spreads. These men
are able to keep funds working at all times by such methods as participatiné
inwrepurchase agreements with security dealers, ovefnight or over the neekend.n
They are known as careful "shoppers”, in that they quickly assess all

':alternatives_before‘committing short-term funds. Such "pencil sharpening”

2 . - v

The magic 5's were L4- -year-10-month Treasury notes yielding 5 percent;
this issue was quickly purchased by the investing community and attracted
much attention in the financial press.
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has been aided by more accurate cash forecasting, which has been made
possible by the increasingly widespread employment of electronic computers
in industry.

The "sophisticated" cash-management policies have deprived the
commercial banks of the non-interest-bearing demand deposits which they
so long enjoyed. Bankers have reluctantly accepted this phenomenon and
many of them have taken to competing for balances by providing corporate
customers with investment advisory services. In addition, these banks
act as agent in buying and selling various moneyémarket:instruments on
behalf of their customers. As was noted in Chapter II, over half of the
banks in major financial centers buy commercial paper for the account on
nonbank customers.3 |

Of major importance is the introduction of time certificates of
deposit by large banks as a response to declining corporate demand
deposits. The advent of the CD helps explain the very rapid increase
in corporate-held time deposits and has enabled commercial banks to
maintain their competitive position. CD's are marketable instruments,
and compete directly with Governments and commercial baper in corporate

investment portfolios.4

3See Table II-3.

For an elaboration of the discussion in this section, see N. D. Baxter,
"The New Generation of Corporate Treasurers and Their Impact on the
Commercial Banking System' - The Bankers Magazine, forthcoming.
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Who Buys Commercial Paper?

In line with their desire to earn a relatively good yield'on
otherwise idie funds, over 60 percent of corporations responding to the
survey indicated that they are buyers of commercial paper. This is about
double the frequency reported by banks. Like banks, however, many corporate
investors do not own commercial paper at ail times. In'fact, many firms
have sharp seasonal swings in their cash balances and use paper as 5 |
vehicle for their excess Tunds.

The largest group of manufacturing firms, insurance companies,
and merchandising businesses, appear to purchase paper most frequently;
over three-quarters of these respéndents buy paper as. compared. with less
than half of the respondents in the other  groups. The large majorigy éf.
companies who do. not presently invest in commercial paper have never dbne
bso. In fact,’lessvthan lOlpercént of the firms has discontinued
purchasing pépér over the last 20 years. ;Many of the respondents in this
latter group explained that comﬁerciai Paper investment was discontinued
because they no longer have funds available for investment. These observa-
tions confirm the géhéral trend of an increased number of corporations
buying paper, a trend which is cpnsistent with the changes in corporate-
cash managément discussed above. Table V-3 preseﬁtsrréleVant data.

\‘FVFCorpofations were asked the percentage of total short-term debt
which is typically held in commercial paper. The number of respondents
holding under 20 percentvis about_the same as ﬁhe number holding over

60 percent; a somewhat larger proportion maintain between 20 and 60 percent
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Table V-3

Percentage of Corporations Investing in Commercial Paper

(Percentage of Total Respondents)

Manufacturing Insur- Merchan- Transpor- Util-
I IT IIT ance dising tation = ities Total

Buy paper at the
present time 82 L9 by 81 75 53 Lo 61

Never have bought

paper 9 3 38 13 25 40 53 30

Have discontinued
purchase of paper:

Before 1945 o} 0 0 0 0 0 0 0
Between 1946 and :

1954 2 2 0 0 0 0 0 1
Between 1955 and

1960 2 5 7 0 0 7 0 L
Since 1961 2 3 5 0 0 0 7 3

Source: Response to questionnaire, "Commercial Paper as a Short-Term
Investment", Appendix C.

of their short-term assets in Dbaper. In short, the relative importance of
commercial paper to other short-term assets varies widely from firm to
firm. Manufacturing firms in the smallest group seem to rely more heavily
on paper than do their larger counterparts.. About one-half of the
respondents in the former category who buy Paper do so for over 60 percent

of short-term investment; the comparable figure for the larger manufacturing
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companies is under 20 percent. No interesting differences appear among
the practices of the other investor groups. About one-fifth of corporate
paper-buyers did not supply information about bercentage holdings, often
noting that these figures vary too widelyvfrom month-to-month, often in
response to changes in intérest—rate differentials, to be interesting.
Half of the firms buying paper indicated that their holdings
of paper relative to other short-term assets have increased over the
last decade; and only 8 percent indicated a decrease. The large manu-
facturing firms and utilities were especially prominent in noting
increased usage of paper. This result is again in stpport of the preceding
discussion of the "new generation of corporate treasurérs" and indicates
a stronger tendency for corporations to increase their holdings of paper
than was indicated for commercial banks.5 These fesults appear in

Table V-L4.

Types of Paper Purchased

Corporate commercial -paper- buyers appear to depend much more
heavily on finance paper than do commefcial banks, an observation which
is indicative of the competition for corporate funds between banks and
finance companies. 1In fact, over half of the corporations buying paper
indicated that more than 75 percent of their holdings consist, on the
average, of finahceéc§mpany paper; this coﬁpares with only 20 percent of

banks who rely this heavily on finance baper. And, only 15 percent of

5See Table IV-3.
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Percentage of Commercial Paper to Short-Term Investments

Table V-4

Held by Corporations

(Percent of Corporations Purchasing Paper)

Source: Response to questionnaire,
Investment", Appendix C.

134

Manufacturing Insur- Merchan- Transpor- TUtil-
I II TITT ance dising tation ities Total
Under 10% 21 27 16 0 50 0 0 15
11 to 20% 18 7 5 0 o) 0 0 7
21 to Log 27 13 11 22 0 25 33 17
41 to 60% 12 27 11 33 25 25 0 15
61 to 80% 6 13 32 22 0 38 0 1k
81 to 100% 9 7 16 22 25 0 33 10
Comparison of per-
centage with average
for last decade:
Higher 76 67 Ly Ly 0 38 100 50
Lower 6 7 16 22 25 0 0 8
About the same 12 20 11 33 75 25 0 16

"Commercial Paper as a Short-Term



corporations hold less than one-quarter finance paper; the corresponding

figure for banks is L6 percent.6

The dominance of finance paper is quite uniform except for

merchandising and- transportation firms.

In most groups, about two-~thirds

of the respondents indicated that the percentage of finance paper is

fairly stable and the other third that it varieg widely from month to

month. See Table V-5.

Table V-5

Finance Company Paper as a Percent of Corporate
Commercial-Paper Portfolios

(Percent of Corporations Purchasing Paper)

Manufacturing Insur- Merchan- Transpor- Util- ~
I II III ance dising tation ities Total
0-25% 1L 11 16 0 50 25 17 15
26-50% i1 21 16 23 33 38 33 19
51-75% 3 5 21 0 0 17 0 6
75-100% 62 63 7 69 17 25 50 55
Percentage varies
widely from month
to month 26 320 37 31 33 13 67 31
Percentage does not
vary widely 68 63 58 69 33 75 33 62

Source: Response to questionnaire,
Investment", Appendix C.

6Insofar as many corporate respondents (as well as banks) interpreted

"finance paper’ to include only direct-placed paper, the high percentage

is even more striking.

See Chapter IV, footnote 3.
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As is the case for commercial banks, "prime" notes dominate

the investment portfolios of coporations. This, of course? is not

surprising, given the quantitative importapce of such notes in total

.b;péf outstanding. Two—thirds.of corporatipns hold mofe than 95‘perCent

of their commercial paper in the "prime" category. .This situation is

fairly uniform for all categories of corporate investors and no 1nterest1ngva
' dlfferences appear to ex1st among‘the various" categérles.

Corporations were also asked about the maturity distribution of
their commercial paper»héldings at the initial date of burchase. Short
maturities (under 30 days) and long maturities (over 91 days) are each
relied on heavily by a small proportion of investors. Intermediate
maturities (31—90>days) appear to be somewhat more important in that they
are v1rtually absent from,feWEr portfollos Precise stateﬁents about
maturltles, however, are mlsleadlng because many'fespondents'notéd that
maturities vary widely depending on chﬁnges in cash-flow projections.

The major conclusion that remaing is that maturities under 90.days are

very important in thebcérporate ihvéétment.picture. It is only in the postwar
period that these short notes, which give:the corporate treasurer greater
r flexibiiity} havé Becgﬁe”ﬁidely'évailéble. Data on percentages. of prime

notes and maturity»distributionvof:paper purchases appear in. Table V-6._

A substantial propértion'of corporate inmvestors purchase
commercial paper. both from the direct placers and from dealers. These
investors were given a listing of several factors and were asked to check

those which are important in influencing the choice between direct and
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Table V-6

Percentage of Prime Notes in Commercial- -Paper Portfolio
and Maturity Distribution of Paper at Time of Purchase

Prime Notes Maturity of Date of Purchase

Percent (Percent of under . 31 to 90 91 days
Breakdown corporations 30 days days or over
of purchasing paper) (Percent of Corporations
Portfolios purchasing paper)

0-25% 6 58 o ke 5L
26-50% 3 17 22 18'
51-75% -_7» ' . p) 6 13 9
L 76-95% 19

'\-1&"“~- BRT: : 12

96-100% B

Source: Resgponse to questionnaire, "Commercial Paper as a
Short-Term Investment" 5 Appendix C

g dealer.paper. .The tﬁo most important features favoring direct paper, both
of which_were chosen by over half the commercial-paper buyers, are that
directly—placed‘paperﬂéan be more easily "tailormade" with respect to
maturity and amount, and that the direct‘placers are "large well-known
finance companies." The first reason seems especially important to the
largest group of manufacturing corperations, insurance coﬂpaniestandt
utilities. These giant investors often cannot obtain, in large eneﬁgh
volume, dealer paper whiéh,meetS‘their specifications. By the same token,
the related alternative that direct paper is always in ample supply was

01ted particularly by 1nsurance companies which have enormous cash flow.
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;"Over oneé-third of the inreetors indicated & preference for direct
peper because direct placers will generally repurchase paper whereas
'dealer paper is harder to liquidate, .and a Similar number noted that direct
paper is available in very short maturities. Tne fact that both of theee
faotore‘proueiimportant in the decision to purchase directly—placed paper
bas interesting implications for the need for g secondary market in
commercial Paper. Thie Will be discussed in.Chapter VI.

Some 30 percent of firms who burchase paper indicated that they
often buy dealer paper because 1t offers a higher yield. And, about 20
percent indicated that the fact that baper of many different issuers can
be obtained by .one contact with a dealer is an:imnortant consideration.
- Many inveetors choosing neither of'these alternatives indicated that some
of the'reasons favoring direct paper uere overriding, and they seldom |
purchaeed commercial paper‘through dealers. These results appear in

Table V-7.

Reasons for Investing in Commercial Paper

Over 90 percent of corporations purcha51ng commerc1al paper
indicated that an ‘attractive rate of 1nterest is an important factor
in influencing the decision +o do so. This figure is uniformly high
for all categories of corporate investors, and is interesting in light
‘Aof the fact that only Lo percent of commerc1al banks buying Paper indicated

the_importance of an attractive rate.7 This result implies that most

7See Table IV-6.
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Table V-7

Factors Influencing the Choice Between Directly-Placed Finance-Company
: Paper and Commercial Paper Issued Through Dealers

(Percent of corporations purchasing paper)

Manufacturing Insur- Merchan- Transpor- Util-
I IT ITT ance dising tation ities Total

Directly-placed paper
preferred because:

Direct paper more

easily tailormade

with respect to

maturity and

amount 78 kv 32 69 33 50 100 60

Direct placers will
generally repurchase

paper 38 47 26 TS 33 13 67 38

Direct paper avail-
able in very short
maturities 9 37 11 38 17 38 67 37

Direct placers are
large, well-known : ' :
finance companies 68 58 53 54 17 63 50 57

Direct paper of

specific issuer

always in ample

supply 30 32 5 54 0 25 33 26

Dealer paper preferred
because: '

Dealer paper generally :
offers higher yield 30 21 37 38 33 13 33 30

Paper of many

different issuers

can be obtained by _

one contact 4 11 L2 31 33 - 25 0 21

Source: Response to Questionnaire, "Commercial Paper as a Short-Term
Investment", Appendix C.
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corporate investors are fairly sensitive to Persistent rate differentials

between various assets and that a boost of the commercial-paper rate
relative to that on Treasury bills in a tight~money peribd could lead %o
an inflow of funds to the commercial4peper market.8

The feature that commercial papef (specifically directly—placed
paper) can be obtained in the exact amount and maturity required appealed
to over 80 percent of corporate investors. Thig compares with less than
30 percent of commercial banks. This result helps support the theory
that commercial baper serves a very different burpose for business corpora-
tions than for bank investors. For eorporations,‘paper is an ideal
instrument for funds needea to ﬁeet_large andiforeseen outpayments such
as dividends or taxes. 'it is tﬁus esﬁecially important Tor these
1nVestors to obtain paper in the exact amount and w1th the exact maturity
date to match the date and amount of the Planned expenditure. Commercial
banks, on the other hand, generally use paper to bolster inadequete loan
demand, and hence to them the ability to tailor-make paper is less
importaﬁt. The greater reliance on finance paper by corporations than
by banks is consistent with these observations.

Almost half of corporate buyers suggest that the availability
of short maturities is important to them, These respondents often have
large blocks of money for a few days or for an uncertain period, and fing
commercial paper more profitable y1eldw1se than, for example, repurchase

‘agreements on, Government securities. Moreover, buying very short paper is

8This will be discussed further in Chapter VII.
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often considered superior to iﬁvesting in a»marketable security with the
intent of quick sale, because of the aosence of "market risk" from the
commercial-paper investment. Short maturities thus enhance the desirability
of commercial paper to the ' new generatlon of corporate treasurers.

Date on the major reasons for corporations buying paper: appear
in Table V-8.
Table V-8

Factors Influencing the Corporate Decision to Buy Commercial Paper

(Percent of corporations purchasing paper)

Manufacturingr Insur- Merchan- iTranspor— Utll—- SRR
I -IT IIT ance dising ‘tation vltles Total ‘

The commerc1al-paper o R o :
rate is attractive 95 95 89 9. . 67 100 83 92

Commercial paper can

be obtained in the

exact amount and e oL _ : SR : e
maturity required‘ 8k 79 68 8 . 67 88 100 81

',urCommerc1al paper can

.~ be obtained in very , ,
short maturities b9 ke o by TS 33 38 50 L5

Source: Response to questlonnalre, "Commercial Paper as a Short-Term

Investment s Appendix C.
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Why Don't More Corporations Buy Paper?

Many corporations who do not buy commercial paper explained that
they do not have funds availabie for short-term investment. Very often
these companies are net short-term borrowers and internally-generated funds
are ploﬁed back into inventories or fixed investment. Almost half of the
nonbuyers, including respondents frbm_eVery category but insurance comapnies,
specified this reason.9

More than one-third of the corporations not buying commercial
paper indicated that directors p;efer to confine short-term' investment
to Treasury bills. Several of these firms noted, however,that this policy -
is presently in process of being re-examined. On¢ respondent stated that
"investment philosophy is in procesé of change, new authorization will
give the treasurér authority” to purchase commercial paper. This comment
is in line with the discussion of the "new generation of corporate
treasurers” earlier in this chapter. Within a few more years, the number
of firms who do not purchase commercial Paper because of lack of authoriza-
tion by the directors should decline sﬁbstantially.

Only 10 percent of nonbuyers indicated that they find the
commercial-paper rate unattractive and & similar percentage feel that
commercial paper is relatively illiquid because there is no secondary

market. These results appear in Table V-9.

9No specific choice was provided in the questionnaire (Appendix C) to
indicate the absence of funds for short-term,investment, but 50 percent
Of the respondents checked "other" and virtually all of them indicateq
lack of investment funds as the reason. The fact that no insurance-
company respondents checked "other" is consistent with this, since all
insurance companies have short-term investment funds.
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Table. V-9

Reasons for Corporate Decision Not to Invest in Commercial Paper

(Percent of corporations NOT buying paper)

Menufacturing Insur- Merchan- Transpor- Util-
I II ITI  ance dising tation ities Total

Commercial paper is
relatively illiquid
(no secondary market) 25 5 5 0 0 29 0 9

Commercial-paper rate

is relatively un-

attractive as compared

to that on other short-

term investments 0 20 10 0 0 1k 0 10

Investment in commercial
Paper is more trouble
than it is worth 0 0 0 0 0 14 0 1

Directors prefer to
confine short-term
investments to

Treasury bills 38 30 43 33 0 43 Ll 37

Other 38 55 50 0 100 29 66 50

Mbst respondents specified that no short term 1nVestment funds are
available. : -

Source: Response to questionnaire, "Commercial Paper as a Short-Term
Investment", Appendix C.
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Corpofate Evaluation of Commercial Paper ‘and Substitute Investments

- Corporations were asked to indicate the interest-rate spread that
would induce them to shift from 90-day Tréasﬁry bills into.commercial Ppaper
of the same maturity. 88 Percent of those firms buying Paper who ventured
an opinion indidated that a spread of'l/h bercent is sufficient, and half
of these indicated that a spread of 1/8 bercent over Treasury bills would
suffice.lo Only 3 percent of the corporate buyers indicated they needed
a spread of 1/2 bercent or greater. This is in striking contrast to the
'position of commercial-banks; nearly half of bank buyers wanted.a spread

~over 1/4 percent and one-third a spread of 1/2 percent or m.ore.ll These
- ‘figqrés again-point up the different role of paper for corporations and
for Eénks. For.cdrporate buyers,_paper is a much befter substitute for
Treasury bills.than for banks. Because of this, although Present market
differentials (about 1/4 pe;cént) are sufficient to induce corporate
iﬁvéStors to hold paper, it is poésible that enlarging the spread would
expand the corporate market, at least in the short-run. Relevant data
appear in Table V-10.

Corporationsg were also asked to rank their Pbreferences for
various aésets by indicating the spreads over Treasury bills sufficient

to induce g shift. 1In this matter, it is Possible to determine whether

1

their opinions.

Hsee Table IV-8.
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Table V-10

Spread Required to Induce Shift from Treasury Bills to Commercial Paper—-
Both of 90-Days Maturity . '

(Percent of corporatlons purch331ng paper responding to questlon)

Manufacturing Insur- Merchan- Transpor- Utili-
I II III ance diging tation ties Total

Spread:
(Commercial-paper
rate less Treasury
bill rate)

Percent per annum

1/16 9 13 0 0 0 0 20 T
1/8- 25 25 62 ko 80 57 o 37 .
e Ly 38 38 50 20 L3 80 L3
38 19 13 0 0 10 0 0 0 10
1/2 0 13 0 0 0 0 0 2
greater thanbl/2v 3 0 o o o 0 0 1
1/b or less ® 75 100 90 100 100 100 88
over 1/k 22 25 0 10 | o o 0 | 12.'”

« , , ,
Of corporations purchasing paper, 85 percent responded to question.

Source: Response to questlonnalre, 'Commercial Paper as a Short-
Term Investment" B Appendlx c.
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an investor prefers a given asset to commercisgl Paper, is indifferent
between the two, or prefers paper.12

Almost three-quarters of“the corporations who burchase paper provided
information about certificates of deposit. The majority of these are
indifferent between the two instruments, but of the remainder twice the
number prefer paper as brefer CD's. Because most baper-buyers indicated
spreads for CD's (the "no answer" figure being relatively low), it is
likely that a majority of baper-buyers are also active in the CD market.
This is in contrast to the case of tax-exempt securities where fewer than
half of the Paper-buyers answeied. Paper is again breferred by more
respondents than are tax-exempts, and the "indifferent" total is sub-
stantially smaller. About half of the commercial-paper buyers indicated
vspreads for bankers? acceptancés; half of these are indifferent between
acceptances and paper, but the majority of the remainder brefer paper.

Only one-fifth of Dbaper-buyers evaluated Eurodollars, indicating
the inactivify of most'corporations in this market. As would be expected,

virtually al1l respondents prefer baper since paper is more casily liquidated

and the credit risks are more familiar, if not superior. The preference of
baper over Canadian commercial DPaper is' unanimous even after accounting

for the cost of g foreign-exchange hedge. ‘Many large investors mentioned

lgAs was explained in the discussion of bankerg' evaluations of the various
assets, a smaller spread than that for Paper indicates a Preference over
DPaper, the same spread denotes indifference, and a higher spread implies
that paper is preferred.
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that they av01d short term forelgn investments unless they have specific
'payments to make abroad They expressed. the feellng that such 1nvestment
':mlght constltute bad publlc relatlons in llght of the balance of -payments
'problem, and only very large yield dlfferentlals would make it worthwhile.
- No interesting discrepancies in the evaluation of assets appear
among the various categories of corporete investors. The results for all
corporations buying paper appear in»Table V-11. » |
The fact that commercial paper is ranked so highly b& corporete
investors is interestihg’in light of the discussion-to follow. . Substitutesv“
such as certlflcates of depos1t and bankers' acceptances have default rlsks
equally as low as those. on paper, and can .also be sold on a secondary
market. If the majority of corporate_lnvestors Prefer paper to these
alternatIVes, so@e'doubt'exists about how much a secondary market in
Vpape‘f"ié“i;eélly needed. The next chapter investigates the possibility of

the development of such a secondary market in commercial paper.



Table V-11

Corporate Evaluation of Prime Commercial Paper
and Substitute Short-Term Investments

(Percent or corporations purchasing paper)

Certificates of Deposit:

CD"s preferred _ 9
Indifferent 46
Paper preferred ' 18
No answer ' 27

Tax-exempt Notes:

Tax~exempts preferred 10
Indifferent 7 16
Paper preferred ' 16
No answer 58
Eurodollars:

Eurodollars preferred

Indifferent

Paper preferred 18
No answer 80

Canadian Commercial Paper:

Canadian paper preferred

Indifferent
Paper preferreda 31
No answer 65

Bankers® Acceptances:

Acceptances preferred 6
Indifferent 2k
Paper preferred 17
No answer 53
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CHAPTER VI

THE POSSIBILITY OF THE DEVELOPMENT OF A SECONDARY MARKET
IN COMMERCIAL PAPER

It has been pointed out that, in‘contrast to the situation
with»cqmpetinglinvestments, there is no secondary market where investors
'cannéell commercial paper before maturity. The Present section analyzes
~the liquidity of the cdmmercial-paper instrument in the absence of a
secondary market. Drawing heavily on the attitudes of participants
(issuers; investoré, and dealers), the need for a secondary market and

the likelihood of obtaining it are discussed.

The Liquidity of Commercial Paper

. Because of the lack of a sécondéry market, commercial paper is
purchased with the intent of being held to maturity. Paper cannot be a
vehicle for "playing rates" but does serve as an instrument to put idle
funds to work at a relatively attractive yield. In fact, commercial
Paper is an ideal instrument for investors with specifig/iéyments to make
on a known future date becausg directly-placed paper cé£ be tailormade
with respect to amount and maturity date, and dealer paper can usually be
obtained with specifications very close to the desired ones. And, should
urgent unforeseen needs for funds by holders of commercial paper arise,

arrangements often exist whereby they can recoup their money.
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The direct placers abide by a "gentlemen's agreement” to buy
back their notes from investors who are faced with a "valid emergency."
There is no contractual obligation to brepay, however, and the direct
Placers may refuse to sell pPaper in the future to individual investors
who habitually ask. for buybacks. In short, the buyback is offered not
to encourage rate speculation, but rather to Provide commercial Pbaper
with additional liquidity in the event of unforeseen needs.

When the direct placers repurchase baper, they often do 50 with
an interest-rate "cutback. " For example, if a 120-day note is held 30
days, the direct placers repurchase this note at g Price which yields
the investor the 30-day rate that prevailedvaﬁ the time of eriginal
purchase. The cutback policy is flexible, however. Many direct placers
will pay the full rate on paper held within a few weeks of maturity and,
in the case of very good customers who obV10usly are not speculating on
interest rates, a cutback will sometlmes not be  invoked.

As. would be expected, investors feel that the wil;ingness to

" buy back paper enhances the liquidity of this instrument. In fact,

38 percent or corporations buying paper indicated that they prefer notes
of the dlrect placers for this reason.l Many firms, however, report
that they feel reluctant to ask the direct sellers to repurchase paper.
Instead, although some additional cost is involved, they prefer to
discount the baper at their banks, usually at the prime rate. This is

not irrational given the attitude of the direct blacers tqward the buyback.

lSee'Table v-7.
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In the case of dealer paper,'repurchaSe features such as those‘
described above are generally absent, ' However, some arrangement can
often be made whereby a firm which has unexpected needs for funds can
recoup its money invested in commercial paper. .The fraditionai method
of redeeming dealer paper before maturity has been referred to in Chapter
II, and is known as the "best-efforts basis.” By this method, the in-
vestor asks his dealer to try to find another home for the paper,’and the
dealer then proceeds to seek g suitable buyer. The best-efforts system -
brovides no assurance that the investorbcan sell his paper, but, in
Practice, dealers estimate that this remarketing effert 1s successful
about 7O percent of the time. This Percentage is somewhat lower‘in
tight-money periods. Dealers generally perform the remarketiﬁg servicéf~ie
without requiring 2 spread betweeﬁ bﬁying and sellihg rates.

Recently, some dealers have begun to promise to buy back paper
>into inventory with appropriate rate cutbacks, an arrangement similar
to that offered by the direct placers. - Dealers w1ll generally do thlS,’
| however, only when a good cuqtémer relationship is involved, and when
they are positive that the investor is not playing rates. Some dealers
will re-inventory baper only in cases where the repurchase agreement is
stipulated at the time.ofleyiginalbeale of the peper. In such sitﬁations,
the dealer often gets a preﬁgse from the issuer, usually in this case a
finance company, to buy back the paper from the dealer in the event that
it is turned in before maturity. Dealers, like direct sellers, continue

to emphasize, however, that habitual repurchases will not be allowed.
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Investors with uncertain needs are encouraged to buy very. short paper or
marketable securities.

In addition to buyback arrangements, certain gimmicks have
evolved to increase the desirability of commercial paper in the absence
of a secondary market. These devices are offered by the direct Placers
and negotiated with the individusl investor.

One such arrangement, known as a "hole—in—the—middle" note,
allows the 1nvestor to get hlS money back. for. a specified few days during
the holding period of the note,. and to‘receiVe the rate of return for the
full number of days he is lending the money. For example, an investor
may get a 90-day rate on a note which he holds for 30 days, is repaid
for 5 days, and then holds for an additional 60 days. This device, which
is desirable because of the generally upward sloping yield curve and
which is especlally attractive when invesfors expect interest rates to
fall, gllows firms who . -anticipate heaVy cash needs for a few days to
spec1fy these days in advance and commit their investment funds for a
longer perlod,e The use of thls brocedure isg espec1ally common among
firms who must Prepare a balance sheet on a partlcular day w1th1n an
1nVest1ng beriod and want to show a good cash position, and also among
firms who have large specific Payments to meet ang expect to be short of

cash for just a few days.3

»2Generally direct Placers will offer a "hole" up to 5 days on a 9C-day
note and one up to 10 days on a 180- ~day note.

3n Holes~»are<espe01ally common around December 31 because of the reluc-
tance of many firms to hold Paper over the year-end. See Chapter VII.
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A second gimmick, termed "accumulating days," is also of value
to investors when_there is an upward-sloping Yield curve. Assume an
investor ds sure that he can hold paper for only 20 days and purchases
a note of that maturlty. If he pleS up the paper on the day of maturlty.e
and goes into a hO—day note, he then gets credit for the orlglnal 20 days
and will earn the 60—day rate on his investment. In any event, the
41nvestor is assured of his ablllty to disinvest after 20 days. In effect
the llquldlty of the 6O day note 1s .enhanced and the yleld remains un-.

changed.

Attitudes of Issuers and Dealers

Direct placers and commercial -paper dealers are generally ojposed
to the development of a secondary market in commercial baper. Issuers
using dealers, on the other hand, appear to be lelded into three roughly
. equal groups. One group opposes a secondary market because these issuers
Prefer not to have their paper traded. A second group favors the idea of
a secondary market because these firms feel that such a development would
increase the saleability of paper. The third group is indifferent‘toWard
a secondary narket'and feels it would have little Effect.on,their'operations.
These results appear in Table VI-1.

Part of the opposition of the dealers and direct placers to a
secondary-market in paper rests on the fact that such a development would
necessitate cons1derable technical changes in their marketing operations.

For example, the prlmary issuers would haVe to check secondary-market
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Table VI-1

Attitudes of Commercial-Paper Issuers Toward the Development
of a Secondary Market in Commercial Paper

(Percent of total respondents in category)

Dealer- Dealer Direct
Finance - Industrial Placers Total
Favor the development
of a secondary market
as it would increase
saleability of our baper 33 - 31 23 30
Oppose the development
of a secondary market
as prefer not to have
our paper traded 33 33 77 Lo
Indifferent or express ‘
no opinion 34 36 ’ 0 30

Source: Response to questionnaire, "Commercial Paper as a Source
of Funds", Appendix C.

rates constantly before quoting offering rates. The present system of
quoting a rate structure and relying somewhat on field representatives

to peddle paper would thﬁs brove impractical since rates would constantly
be in a state of flux. Of more substantive importance, however, is the
argument that a secondary market would make it harder for the Primary
issuers to ascertain, at any time, who is holding their paper. Since

it wouid then be more difficult to gauge where funds are available,

selling efforts would be complicated. The sum of both these arguments
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is that the direét blacers and dealers feél that a secondary market would
make it more expensive to gsell primary issues.

Additional opposition to a secondary market rests on the opinion
that‘such a development would reducevthe-importance of a "personal relation-
ship" between the primary issuers and investors. Dealers argue thatvthis,
in turn, would introduce the possibility of fraud. Since commercial paper
iéAnot registered»with the SEC, and since there is a large number of
issuers, it might be very‘difficult fo'tell if notes traded on the secondary
market are valid, in the absence of a personél relationship betweén buyer
and sel].er.LL Dealers emphasize that when they sell primary notes they
can assume responsibility for the authenticity of the paper which they
issue... They state, however, that they could not assume similar responsi-
bility for papef traded on the secondary market. Dealers fear that‘an&
slight scandal which might develop in the secondary market would seriously
hurt the entire commercial-paﬁer bﬁsiness.5.

Still athher argument against a secondary market offered by

the direct placers is that such a development might alter the yield curve

hThe fact that there is a secondary market in certificates of deposit,
which are also not registered, is not sufficient evidence to convince
dealers that fraud would not develop in a secondary market for commercial
baper. Dealers argue that CD's are bank instruments which are specifically
exempt from registration, and that there are many fewer banks large enough
to have their notes traded, than there are issuers of commercial paper.

5Direct placers also emphasize the importance of a personal relationship
.between borrower and investor which facilitates mutually advaﬁtageous
extensions to other phases of business operations. For example, a finance
company could develop contacts through the sale of baper to a corporate
investor which would give it an inside track to. lend to the corporation

to finance equipment, inventories or receivables.

v
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for paper, forcing short rates higher and long rates lower. This could
occur if more investors decided to buyklong-term issues directly and
dispose of them in the secondary‘market before maturity. The supply

of short notes in the secondary market could be large and offering

" rates in this maturity range wbuld have to be increased. Since the

direct placers have been relying increasingly on short-term paper be-

cause of its added flexibility and generally lower cost, such a development
might prove disadvantageous.

Despite all the objections raised--increased difficulty of
marketing baper, possibility of fraud, etec., it appears that the main
reason why both direct placers and dealers are Opposing a secondary
market is that such a: development would endanger the primary-placement
spread which they are now able to earn. Dealer commissions, which have
been discussed in Chapter II, are substantially higher than spreads
between bid and ask in secondary marketgs Ffor competing instruments.6
If direct placers have similar marketing costs to those of dealers,
and the interest-rate differential between direct and dealer paper is
determined by investors!? evaluation of the two assets, it follows that
Vthe direct placers are earning a similar "imputed" spréad. Keen compe-

tition in g well-functioning secondary market might seriously reduce

this earning power.

Dealer commissions in commercial paper are usually l/h percent per annum;
the spread in the bankers® acceptance market averages about 1/8 percent per
annum, and in the CD market the spread is generally 10 basis peints for
certificates under 30 days andunder 5 basis points over 30 days.

156



Attitudes of Investors

The evidence gathered from attitudes of both banks and corporate
investors indicates that there is not very widespread demand for gz
Secondary market in commercial paper. The 1ntroduct10n of a. secondary
market could therefore be expected to’ have only marglnal 1n1t1al 1mpact

in expanding the size of the market There are. 1nd10atlons, however,

. that the ex1stence of such a market could change the attitude of many

‘investors toward the commerc1al—paper instrument, which could, in time;
substantlally broaden the sources of funds flowing into paper. This,
in turn, could lower the commercigl- -baper rate relat1Ve to the rates of
'other money-market 1nstruments.r:' |

| Only 9 percent of oorporations not presently purchasing commer—
cial paper indicated that a primary reason for-this decision,is that
paper is considered illiquid because of the lack of a secondary market
This group, however, included one-fourth of the firms in the largest
manufacturlng category Who are potential suppliers of vast sums of money
to the paper market. 7 In addition, although the majority of corporate
investors prefer commer01al paper to substltute assets such as CD's’ and dfd"
bankers?®. aCCeptances, the added flex1b111ty prov1ded in a secondary market
is an 1mportant consideration for those investors favoring the substitutes.
In fact, several firms noted that they bresently limit their Paper purchases

to funds earmarked’for,speCific outpayments. If there were a secondary

7See Table V-9.

157




market, however, they would increase the portion of their portfolios
held in commercial paper.

There is additional evidence to support the hypothesis that
flexibility is important to many corporate investors. Almost two-fifths
of firms buying commercial baper prefer directly-placed notes because of
the willingness of the direct issuers to prepay.8 And- the recent growth
in short maturities indicates the desire of investors to remain liguid.
In sum, several factors poiﬁt to éﬁ increased corporate demand for
commercial paper, if it could be sold before maturity on a secondafy market.

The same conclusion appears to hold true in the case of bank
demand féf‘commercial paper. It ﬁill be recalled that the great majority
of banks buying commercial Paper treat it not as a secondary reserve, but
instead as a bolster to inadequate»loan demand. In this light, the lack
of a seqondary market is hardly relevant.. Hence, it is not surprising
that only 17 percent of banks not buying Paper indicated that illiquidity
(absence of a secondary market). is a major consideration.9 'Many baﬁks
noted,‘however, that.were.a secondary market in cémmercial Paper to
develop, they would consider buying paper as a secondary reserve. These
included some larger instiﬁutibns'who are especially conscious of main-
taining flexibility in their portfolios. A Secondary market could therefore

expand bank demand. for commercial Paper.

8See Table V-7.

9See Table IV-7.-
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Is a Secondary Market Needed?

The possible attributes of a‘secondary market are 1) wideniﬁg
the range of available securities for potential investors, 2) enhancing
-‘the_liquidity of an instrument for investors who wish to dispose of their
holdings before maturity. In securities such as Treasury bills and CD's,
the eecondary.market serves‘both purpoees. Since Treasury bills are
issued only in.bhree.maturities (90 days, 180 days and occasionally one
year), an investor desiring to obtain a bill with some other maturity
must resort to the secondary market. Similarly, since primary issues of
_CDfsvunder‘90'days are effectively precluded by Regulation Q, an investor
desiriﬁg a very short maturity must again go to the secondary market.lo v
Commercigl‘paper, on the other hand, is issued for any specified maturity
under 270 days and thus there is no incentive to purchase paper in the
secondary market. A secondary market in paper would therefore serve
only . one function, that of providing a way for bolders‘of paper to dis-
invest before maturity.

In light of this discussion, if a secondary market were to
develop in commercial paper, all traﬁsactions costs should fall on in-
vestors who are dlSpOSlng of paper, since the buying firms are presumably,
indifferent between ‘purchasing a prlmary or secondary- market offering of
the same maturlty Por a secondary market to be profitable, therefore,
it would have to be worthwhile for potential disinvestors to pay the entire
dealer's spread, Wthh mlght be expected to be similar to the 1/8 percent

per’ annum generally prevalllng on bankers acceptances. Since this

lOSee Chapter ITI.
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spread is usually smaller than the added cost of a bank loan, even at the
Prime rate, it might be expected that investors in need of funds wonld
often prefer selling'commercial paper in the secondary market to borrowing .
from banks. This is tﬁevmein rationale for a seeondary market in paper.
Insofar as the best4efforts.system operates well and direct
placers continue to repurchase paper, there is no real "need" for a
secondary market to enable commercial baper to maintain its present
Position among money-market instruments. Such a development would increase
the attractiveness of baper to investors, however. 1In fact, some firms
who now hold T:easury bills in the volatile section of their bortfolios,
might find it practical to switch in‘part to commercial paper.'-This
could lower the spread between the commercial-paper rate and the Treasury-
bill rate and, in turn, benefit the baper-issuers. This Possibility is
generally diecounted by dealers and direct placers in stating their
opposition to a secondary market. Tt appears likely that they are under-
estlmatlng the long -run effect of such g development on investorg?
Preferences since there appears-to be sufficient eV1dence that a secon&ary
-market would broaden the demand for commercial Dbaper. Dealers and dlrect
. placers mnst weigh this agalnst the dlfflcultles that would have to be
overcome--new marketlng broblems, the possibility of fraud and the loss
of the Primary-placement Spread. Whether a secondary market will actually

result in the near future will depend in large part on their decision;
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CHAPTER VII

THE RELIABILITY.OF THE COMMERCIAL-PAPER MARKET:
TIGHT-MONEY PERIODS AND THE YEAR-END

Participants in the commércial—paper‘market often suggest that
although paper is a generally-reliable source of funds, this market
appears to "dry up" in periods of monetary restraint and at the end
of each calendar year. The bresent chapter attempts to exnlain the
behavior of commercial baper outstanding by analyzing considerations
which ‘affect thé decisions of both issuers and investors. It concludes
with a discussion of whether or not s boost in the rate of interest
offered on comnercial paper can be expecfed to increase the flow of
funds to fhia market, especially in periods of monetary restraint and at -

the year-end.

Examination of the Data

Quarterly data on totsl commefnial_paper outstanding and‘on
free reserves appear in Appendix D and are charted on the following
Ppage. The chart reveals a sharp upward trend in paper outstanding
which seems to have accelerated since 1960. There is also an apparent’
seasonal pattern, featuring a sharp rise in the first quarter of the
year and a sharp decline in the fourth quarter. In fact, outStandingsv
have fallen in the last quarter of each of the last ten years but 1957,

’and drops in excess of 10 bercent have not been uncommon. This so-called
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"year-end runoff" has occurred in both directly-placed paper and paper
issued through dealers, and will be discussed in detail below.

The cyclical behavior of commercial paper is harder to discern
from the chart. The change in Paper outstanding was correlated with
the change in free reserves. A slight positive relationship (r = .26)
was revealed,indicating that outstandings tend to rise most rapidly in
periods when credit is being eased, but this relationship is not
statistically,significant.l Total outstandings were correlatéd with
the level of free reserves and here, however, a high positive correlation
(r = .85) exists and is statistically significant. This factor indicates
that outstandings are highest when credit is easiest, though no causality
is implied. The discussion which follows will attempt to uncover any
relatiohships which may exist which might lead paper to expand more

slowly in periods of monetary restraint.2

lThis is not to say that free reserves are synonymous with the degree of
‘monetary restraint. - On the contrary, serious difficulties exist with
using a free-reserves target to determine monetary policy. (See, for
example, A. J. Meigs, Free Reserves and the Money Supply, Chicago, 1962.)
Because,‘however, the Federal Reserve has in the past relied so heavily
on the free-reserveg concept, its use in this study as an index of credit
conditions is defended.

2Relying on National Bureau of Economic Research business~-cycle turning
points, Selden arrived at the conclusion that total outstandings rise

in recession (Selden, op. cit., Chapter 6). This observation is con-
sistent with the above correlation result. Selden advanced several
hypotheses to explain this behavior but has not supplied satisfactory
evidence to uncover their relative importance. Since the timing of
business-cycle turning points is rather dubious, the present study focuses
on the behavior of commercial Paper in changing money and credit con-
ditions, rather than over the business eycle.
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Commercial Paper in Tight Money

In Chapter iII the sensitivity of issvers in shifting between
commercial paper and bank loans in response %o changes in relative interest
rates was discussed. Tt was concluded that commercial bPaper is relatively
more important when the inferesturate saving is highest. Only part of
this shift, however, could be gttributed to interest-rate sensitivity.

The interest-rate saving is generally highest when credit is easy, and
Tactors associated with business and credit conditions may well affect

the usage of comrercial paper. In particular, the demand for commercial
papef a5 an asset may well decline in DPeriods of monetary restraint and
with it the ability to market baper. The present section addresses itself
to thishypo‘chesis.3

More than two-thirds of commercial-paper issuers indicated that
the bercentage of commercigl paper to débt does not change significantly
in péfibds 6f monetary restraint. Many of thege noted, however, that
they try to lirﬁit their outstandings so that Paper is a source of funds

which is reliable and steady over the cycle, and some expresged fears

3The result that the absolute importance of paper (as Opprosed to itg
importance relative to bank loans) declines in periods of menetary
restraint is a much stronger statement, which, of course, cannot be
explained by differentials. - Tight money is usually associated with
good business conditions when it would be expected that the total short-
term borrowing needs of raper issuers would expand. ' The direct Placers,
whose receivables have relatively sharp cyclical movements, do increage
their share of the commercial-paper market in tight money. But, the
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that if they were to increase their reliance on Paper, they might find
the open market "drying up" for them in periods of monetary restraint.
All but one of the issﬁers who indicated that their baper outstandings
are affected by mohetary restraint reported that Ppercentages decreased.
Some of these firms explained this phenbmenon by sensitivity to the
interest-rate spread, but most of them noted that demand for their paper
drops and at the usual differential above the Treasury-bill rate, they
cannot obtain all the funds they want in the open market in such periods.
About one-quarter of the issuers indicated that the supply 6f
funds in the commercial-paperrmarket seems to dry up in periods of mone-
tary restraint, Hbﬁever, more than half of the finance companies using
dealers indicated this dlternative, indicating that.smaller finance names
are the first to feel the effects of tight money. This is not surprising
1f we assume that the paper of these issuers is the "riskiest." 1In
periods when commercial paper ié relatively hard to sell, the cost of
open-markeﬁ funds to dealer finance companies may approach their bank-
borrowing costs, thus excluding them from the commercial -paper market.

Very few industrial issuers, on the other hand, believe that the open

uThe cost of borrowing from banks Serves as a natural . ceiling to the cost
at which most issuers will sell commercial paper. As was mentioned in
Chapter III, the true cost differential considers transactions costs and
differences in compensating balances, as well as the spread between the
Prime rate and the commercial-paper rate. In the statistical analysis

of this study, however, the interest-rate Spread is used to represent

the cost differential. The extent to which issuers expect a boost in

the interest rate will increase the demand for their paper will be dig-
cussed below.
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market seems to dry up in tight money. This fact is consistent with the
low percentage of these firms who show a drop in commercial Daper usage
r>in.§uch periods{:_Industrial borrowers generally stressed that commercial
papér.is a:purely seasonal phenomenon and cyclical fluctuations are hardly
noticeable. These results .appear in Table VIT-1.

In light of the comments of some issuers about the unreliability
“of"the'comﬁércial-paper market in times of monetary restraint, investors
were questioned gbout what happens to their Paper holdings in such periods.
The majority (56 percent) of commercial banks who normally purchase paper
indicated that their portfolios decline in tight money, and many noted
that their baper holdings disappear entirely in such periods. Only a
handful of banks (5 percent) said that their Paper holdings increase gnd
some 30 percent stated that their holdings remainAthe same. ' The general
deélihé in bank purchases of paper in tight money is apparent for banks
of all deposit sizes and in all areas of the céuntry. This phenomenon
is explained by the fact that most banks purchase baper when the demand
for direét loans is insufficient. In tight-money Periods, local loan
‘demand in most areas is brisk and the desire for commercial paper
declihesf Since banks are relatively important in the dealer sector
of the markét, a drop in demand fdr baper by commercial banks is felt
.especiaily-by issueré who utilize deglers.

The.withdramal of corporate investors from the commercial-paper
- market in peribds of monetary restraint is not nearly as marked as that

of the banks.~ About half of corporate buyers indicated that their holdings
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Table VII-1

Issuers' Appraisal of the Commercial-Paper Market
in Tight-Money Periods

(Percent of total respondents in category)

Dealer- ' Dealer- Direct
Finance Industrial Placers Total
Percentage of Paper to
Debt in Tight Money:
Generally increases o . .0 8 1
Generally decreases 33 12 38 22
Generally remains the same 67 71 54 67

Ability to Obtain Funds in
Open Market in Tight Money:

Can obtain all funds needed
at the going interest rate 29 69 62 58

Can'Not obtain needed funds;

open market appears to dry .
up - 57 8 23 23

Source: Response to questionnaire, "Commercial Paper as a Source
of Funds", Appendix C.

do not change in tight money; many of these firms noted that their cash
flow is not breceptibly affected by credit conditions and their invest-', .
ment policy with respect to paper is not influenced. About twice as many
- firms indicated a decrease in Paper holdings in tight money as indicated

an increase. The chief reason advanced by those investors reporting a
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decrease is that in Periods of monetary restraint, cash flow is used to
finance increases in inventories and receivablés. The most important
factor for those firms reporting an increase in papef holdings is that
the commercial-paper rate is high in such periods making paper invest-
ment attractive. No interesting differences in behavior aré apparent
among corporations in the different categories. Data appear in Table
VII-2. |

Because monetary restréint appears to curtail the ability to
market paper of some issuers, if only a minority of them, it is interesting
to investigate whether issuers feel that they can get all the funds they
need from their banks in such periods. The vast majority of firms indi-
cated that they can, provided that they are carefyl to maintain good
bank relations. About a quarter of the igsuers qualified their answers
by stating that they can obtain bank funds only up to their open credit
lines; this group is in large part composed of finance companies. Only
5 percent of issuens indicated that their banks encouraée them to seek
funds in the open market in tight-money periods, and strikingly enough,
no respondents said that they are directly rationed by their banks. This
result is not as surprising as it would at first appear to be. Since all
issuefs maintain substantial unused credit lines, the fact that they
have never experienced rationing‘implies little more than that their
lines have never been "pulled" in tight-money periods. Moreover, indus-
trial commercial-paper issuers are Prime bank customers angd these would
be among the last borrowers to be rationed under any circumstances.

These responses are summarized in Table VII-3.
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Table VII-2

Corporate Hoidings of Commercial Paper in Tight-Money Periods

(Percent of corporations purchasing paper)

In a period of monetary restraint,
commercial-paper holdings generally:
- “Increase

Decrease

Remain the same

If holdings DECREASE,
important explanation is:
Ample commercial paper not available for investment

Cash flow used to.finance increase in inventories and
receivables

Larger cash balances needed for day-to-day business
Compensating-balance requirements increased by banks

Yield on Treasury bills makes them relatively more
attractive

If holdings . INCREASE,
important explanation is:

Larger investable cash flow exists

Commercial-paper rate is high

Source: Response to questionnaire, "Commercial Paper as' g
Short-Term Investment', Appendix C.
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Table VII-3
-Ability to Borrow from Banks in Tight Money

(Percent of total respondents in category)

Dealer- Dealer- Direct- ‘
Finance - Industrial "~ Placers Total
- Can Obtain_at Banks
All funds needed at
going interest rate 62 86 54 75
All funds up to open |
credit lines : 38 16 38 25
All funds, but are
encouraged to obtain
funds in commercial- _
Daper market if possible 10 | 2 8 5
Cannot Obtain Bank Funds o 0 0 0

Source: Response to questionnaire;,"Commercial'Paper as a Source
of Funds", Appendix C. .

restraint. = No banks responded affirmatiVel&. The most important reason
cited is that banks "try to satisfy the needs of their cusﬁomers at all
‘times t# maintsin the rzlationship." Some banks indicateq that they do
not want.tQ encourage commercial-paper fihancing, especially in g
tembéfarf'sifﬁaﬁion;fbecauseugp‘ighaygqurce 6f funds competitive to bank

loans. Only a féW“respondentg,-hoWeVer,’refraih frbmeending customers

"fi_17off,.,‘




into the open market because they feel‘it is difficult to obtain commer-
cial funds in tight money. All these explanations appear more iﬁportant
for the larger banks than for the smaller ones bécause the latter institu-
tions often do not have any customers capable of borrowing on commercial
baper. These results for banks in major financial centers, other urban

areas and rural districts appear in Table VII-k.

Table: VII-L

Bankers' Attitudes Toward Encouraging Customers to Issue
Commercial Paper in Tight Money

(Percent of respondents in category)

Major Other
Financial Urban Rural All
Centers Areas Districts Respondents
We ENCOURAGE issuers to
sell paper in tight money O 0 o) 0
We DON'T ENCOURAGE issuers
to sell paper in tight money
because:
It is difficult for them to
sell paper in such periods 6 ‘ 2 2 3
We try to satisfy needs of
our customers at all timeg 68 30 12 33
We don't want to encourage
commercial paper financing
in this temporary situation 17 8 2 8

Source: Response to questionnaire,'”The Role of the Banks in the
Commercial-Paper Market", Appendix C.
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In summary, falling investors' demgnd is a factor, which :

aloﬁg Withvissﬁéplseﬁsitivif&Lto relative interest rates, helps exﬁlain
the weaknesé of commercial paper outstanding in times of tight money.

To say that the commercial-paper market "dries up", however, appears

té Ee an oVerstatement.. Sméll finanée companiesg, in.particular, may

find it somewhat more difficult to market their paper, but‘if they have
maintéinedvédééuafe'iinés of'crédit, they‘generallyiwill find their banks -
ﬁﬁiling to take up any ﬁemporary slack they may e#perience in the open
market. Ability to extendjtheir‘lineé in such periods'may, however,

be severely restrictedf

The Year-FEnd Problem

paper outstanding is the decline in the willingness of corporate investors
to‘hold paéer at these_times. "This ﬁhenomenon is parﬁially bffset by

the iﬁcrease in bank demang for baper at the'year—end, but, on balance,
the supply of funds to the'commercial-paper market declines rapidly.

This occurs despite g higher brevailing yield Qn baper maturing on

January 2ng comparedrtovDecemberv3lsf,‘and Presents a sizeable Problem

to many commercial-paper issuers and dealers.

172




Table VII-5

Corporate Willingness to Hold Paper over the Year-End

(Percent of corporations in category Pburchasing paper)

RELUCTANT NOT RELUCTANT

to hold paper over to hold paper over No

year-end year-end Opinion
Manufacturing T 11 73 16
II 11 58 31
III 5 79 16
Insurance 15 5k 31
Merchandising 33 33 33
Transportation 13 75 12
Utilities _ 0 33 _67
Total 11 65 2k

Source: Response to questionnaire, "Commercial Paper as a Short-Term

Investment", Appendix C.

a tax on intangible assets levied on broperty held on December 3lst.5

Since

Treasury bills are always exempt from such taxes, and usually bank deposits

are similarly excluded, investors in these states find it more profitable

to hold bills or CD's rather than paper.

p)
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and a desire to Please banks who are anxious to increase their deposit

figures for the December 31st call report. As stockholders ang suppliers

Commercial bankg take up the year-end slack ih the commercia]-
baper market in two ways: first, they prévide direct loans to paper-
issuers; second, they purchase commercial paper for their own accounts.
Banks are interested in buying paper over the year-end because it ig
shown on their balanceé as loans. ‘Since the tax-deductible additions to
loss feserves which banks are allowed to make are a percentage of ldans
outstanding at the year-end, there is gn incentiverfor many banks to
build up their loan totals through purchase of commercigl paper.7i This
increased bank demand, however, only Partially offsets the decline in

Corporate paper investment, and hence the December fall in outstandings.

6Since certificates of deposit are grouped under "cash and due from banks"
they are an ideal substitute for commercial paper at the year-end.

7Additions to loss reserve are computed ag follows: 1) the average loss
rates on loans is computed for the Worst consecutive 20-year period since
1928; 2) this figure ig tripled; 3) the result ig miltiplieqg by loans
outstanding at the end of the year.
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Interest Elasticity of Demand for Commercial Paper

Given the seasonal and cyclical drops in commercial paper out-
standing which this chapter has discussed, it is interesting to question
how much a boost 1n the 1nterest rate relatlve to that on substitute
1nVestments would succeed in increasing the flow of funds into commercial
paper. Ecqnomlc theory tells us that the demand for the paper of any
given issuer will be much more interest-elastic than that for commercial
baper as a whole. This makes good sense; if GMAC raises its rate relative
to CIT, the former issuer will be able to increase its outstandings
rapidly, whereas few firms will be willing to buydCIT baper. In short,
the commercial paper of the two_firms are very good substitutes. Ir,
however, the commercial-paper rate is raised'relative to the Treasury-bill
rate, it cannot be concluded that few flrms will buy bills. ,On balance
'there will be some shifts to commercigl paper, the shifts willvbe larger,
the better the substitutes are paper and bills.

Consistent with this analysis, dealers and direct placers both
exXpress fhe feeling that the flow of funds To any given paper-issuer will v
. increase in response to a rate boost, prOV1d1ng that competltors do not
follow. This device can be used only for temporary situations, however.
It is generally belleved that once all issuers boost their offering rates,
the supply‘of:fuuds to the comuercial-paper market as a whole will not
increase substautially.

The average spread between the commercial-paper rate and the.

Treasury-bill rate doesrnot appear to vae in any systematic way with
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changing money-and-credit conditions.8 In other words, although some

issuers claim that the open market appears to "dry up" for them in

of issuers! willingness to gel] Paper.

There is some evidence, however, that participants in the market

Treasufy bills in the eyes of inVestors. First, the direct placers have
experimented with higher offering rates for paper maturing on January 2n4g.
This has been DPartially Successful in reducing year-end maturities. A71-

though, for g Short-range movement such as to the year-end, the elasticity

.8The correlation coefficient between free reserves and the SPread between
the Treasury-bill rate and commercial~paper rate is -.08, whiecnh is not
significant. Data appear in Appendix D.
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.About nine-tenths of corporate investors consider an attractive
interest rate as a most important factor in the decision to buy commercial
Paper. In addition, almost half of the corporations consider a spread
over bills of 1/8 Dbercent per annum sufficient to induce them to buy paper.9
This very low spread is evidence to support the hypothesis that paper and
bills.are relatively good substitufes. Increasing the spread over bills
might induce corporations who are rate-conscious and who consider paper a
good substitute for GoVernments, to shift into paper. Bank investors are
also likely to expand their paper holdings in respénse to an increased
spread.lo

In short, although the evidence is by no means conclusive, issuers
who find it difficult to sell their paper in tight money should consider
raising their spreads over Treasury bills. Such a move need not indicate
any weakneés of crediﬁ standing.- Rather it is a recognition that in such
periods, invesfors may demand a higher premium to accept some degree of
illiquidity; and that a greater spread over Treasury bills would induce

them to purchase commercisgl paper.

9See Tables V-8 and V-9.

lOSee Table IV-8 and accompanying discussion.
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CHAPTER VIII

CONCLUSTION

The previous chapters have raised many 1nterest1ng questlons
about the workings of the commercial- -paper market._ Some of these have
been answered satlsfactorlly, but for others the analys1s could only lead
to tentative conclusions. ‘The present chapter summarizes the major findings
of the study and indicates some of the areas where future research might
be directed.

: Beforevthe Great Depression, commerc1al paper was issued by a

- large number of industrial firms whlch had seasonal needs for funds.
Virtually all Paper was sold through brokers, and the lion's share found

its way into the portfolios of commercial banks. Banks found commercial
Paper to be an attractlve 1nvestment on which expected losses were
hegligible. Paper allowed bank investors to diversify their loan port-
folios by 1ndustry and geographlcal area. The functlonlng of the commercigl-
paper market apparently Tacilitated the flow of funds to areas of the -
country where money was temporarlly_tight, in response to interest-rate
differentials.

In the twentles and thlrtles the volume of baper outstanding
decllned sharply This phenomenon.ls associated With_the stock-market
boom and later with the Great Depression. During this period, however,
finance companies became much more important as issuers, and, for the

first time, nonbank investors prov1ded a substantlal volume of funds to
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the commercial-paper market. These developments were sharply accelerated
during the nineteen fifties and help explain the almost spectacular rise
in the importance of commercial paper in the last decade. Spurred on by
the rapid expansion of consumer credit, large finance companies, who place
their paper directly, now account for almost three-quarters of commercial
baper outstanding. Business corporations, who have become increasingly
conscious of opportunities to put idle cash to work at attractive yields,
presently supply the bulk of funds to the commercial-paper market.

At the present time, because of the selectivity of investors,
only large well-known firms borrow in the open market. There is an
interesting distinction between the use made of this form of financing
by industrial issuers and by finance companies. For the former group,
commercial paper ié an instrument to meet well-defined and anticipated
seasonal needs for funds. On the other hand, finance companies, who are
always in debt, continually roll-over their paper outstanding as a
permanent source of finance.

The major reason why firms sell commercial paper is that the
cogt of funds obtained in this manner is typically less than thaf of bank
loans. The degree of reliance on paper, however, is limited by two
important factors. First, banks grant Paper-issuers lines of credit to
brovide insurance against fluctuations in paper outstanding. Banks, in
turn, expect line usage, and if an issuer were to rely completely on
commercial paper, he would be straining bank relations. Second, bank

locans are more flexible than commercial baper because they can be expanded
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and prepaid rapidly. Sincehmueh short-term borrowing is unforeseen, most
issuersvmust use bank ioans'for a substantial Portion of their needs. The
direct Pplacers arerahle to rely on commercial paper for g muoh greater
proportion of their borrowings than are issuers who sell paper through
dealers. This is to be explained'by the powerful bargainingtPOSition
with banks whlch the dlrect placers engoy, and also by their ability to
sell paper of.- short maturltles economlcally, and obtain'necessary flexé
1b111ty thereby.

| In periods when the interest savings is highest, commercial-
paper 1ssuers raise. a hlgher percentage of their short term funds in
 the open market. This suggests that these 1ssuers are somewhat sensitive
to cost differentials in shifting from bank loans to commercial paper.
Additional evidence, however, implies that 1nterest cost sensitivity
explains only part of this shlft The 1nterest savings obtalned by using
commerc1al Paper is smallest during perlods of tlght money. Therefore,
what appears to be cost sensitivity may be in part the result of monetary
restraint. In fact, the demand for commercial psper ag an asset,

especially by bank investors, does decline somewhat in tight money. Thus,

of some issuers to sell their notes, in addltlon to their: -sensitivity to
relative costs. There is eV1dence, however, that increasing the spread
between the commerc1al-paper rate and the Treasury-bill rate would

alleviate the'difficulty_of“seiling baper-in tight money. .
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Turning to the consideration of commercial paper as a short-term
investment, the study reveals that less than one-third of commercial banks
purchase paper for their own portfolios, even occasionally. Banks who dd
buy paper generally>consider it a temporary outlet for funds to bolster
inadequate local loan demand, be it seasonal, cyclical or chronic. Where
loén demand is sufficient, banks usually prefer to confine their secondary
reserves to Treasury bills and other marketable securities.

It is interesting that banks with deposits between $20 million
and $lOO million are more frequently commercial-paper investors than are
either larger or smaller banking institutions. Big banks may aﬁoid paper
because of sufficient direct lending opportunities, but the smallest banks
are more likely either unaware of the opportunities of paper of overcome
by the inertia of their present investment policies. As long as such
attitudes persist, dealers and direct placers have a fertile field toward
which to intensify their selling efforts.

Well over half of the corporations sampled are presently in-
vestors in commercial paper. This fraction has increased substantially
in recent years reflecting expanded corporate cash flow and more "sophis-
ticated" éash—management policies. 1In fact, there is strong evidence that
directors are giving treasurers increasingly more authority to manage
their investment portfolios.

For most corporations, commercial paper is an ideal instrument
for funds needed to meet large and foreseen outpayments such as for

dividends or taxes.  The direct placers will tailor-mske notes in the
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exact amount and w1th the exact maturity date to match investors! specifi-
‘cation. Corporations can thus set aside funds for a Planned expenditure
and be free from the market risk which investing in Treasury bills might
subject them to.

Because there is no secondary‘maiket-for commercial paper, this
asset is ‘bought with the intention of being held to maturity. The avail-
iability of notes of. short maturities from the direct 1ssuers is thus
important to many corporate investors. In addition, some firms prefer
directly-placed Paper because these issuers abide by a gentlemen 8 agree-
ment" to buy back their notes before maturity from investors who are faced
with a "valid emergency.» Since dealers usually take back ~baper only when
they are Successful at reselling it, direct paper is deemed somewhat more
liquid.

The question why no secondary market has developed in commercigl
paper is interesting. Dealers and direct placers oppose such g Pbossibility
because they fear it would make it more difficult for the Primary issuers
to market Paper and it might lead to fraud And, largely beeause commercial
baper is always available with the specifications desired, many investors
éppear to compare baper favorably with substitute assets despite the fact
that it is non-marketable. However, there is evidence to support the
contention that the development of a secondary market would increase the
demand for commer01al baper, both from firms which are presently buyers
and from those who are nonbuyers. In addition, commercial banks might

consider buying baper as a secondary reserve if it were a marketable

182




instrument. In the long-run, this could lead to a fall in the commercial-
paper rate relative to other money-market rates. The possibility that a
secondary market for commercial paper will develop in the near future and
the ultimate consequences of such a development remains an important
broblem for participants in this market.

In retrospect, the present study has attempted to provide an
understanding of the workings of the commercial-paper market. The emphasis
has been on analyzing the behavior of participants in this market, with an
idea toward explaining their everyday business decisions. Granted some
degree of success in this task, this work could well serve as a basis for
an econometric analysis of the money markets. Such a project would involve
specifying formal supply-and-demand relationships in order to explain the
level of commercial paper outstanding and the commercial-paper rate at any
given time. The choice of explanétory variables for these relationships
would be largely influenced by the knowledge of the market obtained in
the present study. In turn, the degree of success in estimating such a
model would offer evidence about the reliability of the assumptions and
conclusions herein. If an econometric model could be formulated with a
reasonable degree of explanatory powér, it would be an important step in

providing quantitative information about the financial system.
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APPENDIX A

DESCRIPTION OF INTERVIEW PROCEDURES AND LIST OF INTERVIEWS

Because the present study relies heavily on bersonal interviews,
the procedure used in this regard is quite important. Firms and individuals
visited were carefully selected. The sessions 6ften lasted several hours
and some of the firms were interviewed on two or more occasions.

The early interviews centered around a set of thirty or forty
Preliminary topics which had been prepared in advance. It soon became
gpparent that some.of the questions were véry'interesting and were worthy
of further investigation, whereas others had "easy” answers, on which
there was little disagreement. The interviews were thus helpful in pin-
pointing what information,could be fruitfully derived from questionnaires.
In fact, the later interviews were used in part to pretest the questionnaires
by ascertaining that qﬁestions were not ambiguous and that responses would
be neither trivial nor uninteresting. |

The individuals interviewed were selected 80 as to include a
comprehensive cross-section of the participants in the commercial-paper
market. Since market transactions involve two or more participants, it
is necessary to obtain the views of both sides in order to paint a com-
Prehensive picture. For example, questioning banks alone would give an
‘unbalanced account of the bank—finance,éompany relationship. By asking

the same questions of several banks and several finance companies, the
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interviewer is in a much better Position to form his own assessment of
actual practices and to de&elop his theory of market behavior.

Four commercial-paper dealers were visited. Though no exact
figures are public, together they probably account for well over three-
quarters of the total dealer business. Goldman-Sachs, reputed to be much
the largest commercial~paper dealer, and Lehman Brothers are both invest-
ment-banking firms ‘which malntaln speclal commer01al-paper departments;
Weil-Pearson and Ashwell on the other hand, are both exclusively commercial-
- baper houses. CALL these brokers were 1nterV1ewed 80 as to assess where
differences in Practices might occur between the larger and smaller dealers
whose operations and customers differ in several ways.

The sixteen commercial banks which were interviewed can be
divided into three groups. The first group includes the major money-
market institutions in New York and Chicago. ' These banks. are important
interMediaries in_commercial paper. They maintain‘large investment-
advisory services, Pperform important credit-checking functions, extend
.large lines of credit to finance-company borrowers, and actually purchase
a large volume of commerc1al paper for corporate customers and correspondent
_ banks. The second group includes medium-size banks in such cities as
Philadelphla, Boston, Winston-Salem, Wilmington, and Trenton. Such
institutions are involved in +the commercial-paper market mainly as
‘purchasers of Paper for their correspondents and corporate customers,
though their views of the market often: may. be differently-oriented from
those of New York and Chicago banks. The third group of banks interviewed
' con31sted of small banks in basically rural areaS'whlch areistill major

commercial-paper purchasers for the1r own accounts.
1
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There are basically three types of commercial-paper issuers,
all of whom were interviewed. First, five direct placers were visited;
these include the three largest such institutions. Three of the five
are capitve finance companies and two are independent. These five companies
‘also cover the scope of the type Qf transactions which are financed by
the direct placers--automobiles, heavy equipment, and retail goods.
Together, they account for oﬁer half of the directly-placed paper out-
standing.

The second type of issuers = 1is finance companies who sell their
paper through dealers. Here three firms were vigited: a large personal-
loan company, a smaller personal-loan company, and a capfive which deals
in insurance credit. Finally, three industrial issuers were interviewed.
These included one of the largest industrial borrowers, a medium-size
firm, and a smaller borrower which has resorted to the market for many
years to finance its seasonal needs.

The fourth group of individuals interviewed are commercial-paper
investors,kbothbaetual and potential. The investment-portfolio managers
of three large industrial corporations were visited. These firms have
substantial cash flow which they invest in various liquid instruments to
derive some return over what they could earn on Treasury bills. The
benefits of commercial paper, as well as alternate investments, were
discussed at length with these investors. In addition, a life insurance
company and a small college were also visited because these types of -

investors are also involved in the commercial-paper market.

186



Finally, some of the ideas contained in thié'study were dis-
cussed at the Federal Reserve Bank of New York and at the Board of
Governors in Washington and very valuable suggestions were obtained from
Mr. Allen Rogers of the National Credit Office, an institution which
rates commercial-paper borrowers.

Virtually without exception; the individuals interviewed were
extremely cooperatlve and spoke openly and frankly about their operations.
A full llstlng of the interviews held follows. My sincere thanks to all

the individuals involved.

LIST OF INTERVIEWS

' COMMERCIAL-PAPER STUDY

I. Commercial—Paper Dealers

Mr. Lewis Glucksman
Lehman Brothers
New York, New York

Mr. Ralph Hill

Mr. Roger Morton

Weil, Pearson and Company
New York, New York

Mr. Donald G. Reid
Mr. Fred Trier
Ashwell and Company
Chicago, Illinois

Mr. John Rhodes

Mr. Richard Verdy
Goldman Sachs and Co.
New York, New York
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IT. Commercial Banks

Mr. Richard Cornwall
The Fhiladelphia National Bank
Philadelphia, Pennsylvania

Mr. John J. Corrigan
Bank of Delaware
Wilmington, Delaware

Mr. L. Warren Elwell

Mr. James Stewart III

Mr. Andrew Hunter

Girard Trust Corn Exchange Bank
Philadelphia, Pennsylvanias

Mr. Jack Garman

Mr. Caren Reed

Mr. David Taylor

Continental Illinois National Bank
and Trust Company.

Chicago, Illinois

Mr. John Gray .-

Mr. Robert P. Kelsey, Jr.

The First National Bank of Boston
Boston, Massachusetts

Mr. Martin Griffin

Mr. Jack Sowarby

Morgan Guaranty Trust Company
New York, New York

Miss Katherine Herzog
Bankers Trust Company
New York, New York

Mr. Richard G. Macgill
First Trenton National Bank
Trenton, New Jersey

Mr. Ray H. Matson

Mr. Tilford C. Gaines

Mr. Ed Thurn

First National Bank of Chicago
Chicago, Illinois
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IIT.

Mr. Earl K. Mueller

- @entral-Penn National Bank

Philadelphia, Pennsylvania

Mr. Howard J. Podusks
The Bank of New York
New York, New York

Mr. John Poplos ' ‘
Farmers Bank of the State of Delaware
Wilmington, Delaware

Mr. Robert Smith o
First National City Bank
New York, New York

Mr. James H. Styers

Mr. Claude Higginbotham
Wachovia Bank and Trust Company
Winston-Salem, North Caroline

Mr. Charles T. Treadway, Jr.
Mr. Robert Ballantine

Bristol Bank and Trust Company
Bristol, Connecticut

- Mr. 8. B. Whiteley

The Lambertville National Bank
Lambertville,-NeW_Jersey

Commercial Paper Issuers

Mr. Norman Cameron
Commercial Credit Corporation.
New York, New York .

Mr.'Cﬁrry : R

Libby, McNeil and Libby
Chicago, Illinois
Mr. George Faunce, IIT

Afco Credit Corporation.
New York, New York
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Iv.

Mr. Donald Freudenheim

Mr. A. DeSalvo

C.I.T. Financial Corporation
New York, New York

Mr. Benjamin P. Frye

Mr. Charles Bower
Beneficial Finance Company
Wilmington, Delaware

Mr. Leon Ridgway
Asgrow Seed Company
New Haven, Connecticut

Mr. Harry Shuttleworth
General Electric Credit Corporation
New York, New York

Mr. Zachary Smith

Mr. Charles Benbow

R. J. Reynolds Tobacco Company
Winston-Salem, North Carolina

Mr. Paul Wallen
Montgomery Ward Credit Corporation
New York, New York

Mr. Karl E. Wenk, Jr.
Ritter Finance Company, Inc.
Wyncote, Pennsylvania

Mr. Dann Westcott

Mr. James Van Wagner

Mr. G. Thomas Patton, Jr.

General Motors Acceptance Corporation
New York, New York

Commercial Paper Investors, Actual and Potential

Mr. Edgar Bunce

Mr. Hugh Devine

E. I. DuPont de Nemours
Wilmington, Delaware

Mr. Richard Crowl
American Metal Climax Corporation
New York, New York '
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Mr. Carl E. Glans
Upsala College
Easgt Orange, New Jersey

Mr. Jay R. Olson
Continental Can Company
New York, New York

Mr. Jack Saylor

Prudential Insurance Company of America
Newark, New Jersey

Miscellaneous

Mr. James B. Eckert
Board of Governors of the
Federal Reserve System

'Washington_ES, D. C.

Mr. John Griffin _
Federal Reserve Bank of New York
New York, New York

Mr. Allen Rogers A
National Credit Office
New York, New York
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APPENDIX B

DESIGN OF THE SAMPLES, SURVEY PROCEDURES AND PERCENTAGE RESPONSE

In érdér,to gather infofmatioﬁ coﬁcerning actual practices from
participanté in'the.commeréial-paper mérket,vthree groups were sampled:
1) commercial;paper issuers; 2) corporate investors; 3) commercial
banks. After extensive_pretesting by mgans §f'personal interviews, separate
mulﬁiplé choicevquestionnaires were designed for each group. The
.questionnaires were méiled out and six Wéeks afterward, follow-ups were
sent to those firms which had not'aé yeﬁ féspohded. The results of the
questionnaires wére transferred tO'data‘ca¥ds aﬁd were compiled by IBM

7094 computer. Copies of the three quesfionnairés appear in Appendix C.

The Sample of Commercial-Paper Issuers

At present thére are somé Loo firﬁs’sélling commercial paper as
a source of short-term funds. 'Someﬁhétrundéf haif‘of these are finance
companiés--sales finance,»small loan and'commeréiai factors. The remainder
are industrial firﬁs who borrow invthe open markét largely for seasonal
burposes. The sample was designed to édvef the:éntire spectrum of firms

using the market.

*The design of the samples and questionnaires was performed in collaboration
with Harold T. Shapiro as part of our Banking Research Project. We Jjointly
assume credit and take responsibility for this aspect of the present study. .
The exposition herein, however, is my own. We dre indebted for resgearch
assistance to Charles. Bloom and John Neely, and are especially grateful to
Peter A. Tinsley, who wrote the cbmputer.program-necessary to compile the
results of the gquestionnaires. ‘ '



A list of all firmé issuing commercial paper was Provided by
Mr. Allen Rogers of the National Credit Office. In addition, a list of
" the elghteen direct placers was obtained from the Federal Reserve Bank
of New York. Because of the predominance of the dlrect Placers in terms
of total commercial paper outstandlngs, and because of the desire to -
draw statistically valid distinctions between them and issuers utilizing
dealers, it was decided to include all eighteen direct issuers in the
sample. |
The remaindérbofrthe samble Was chosen to give approximately
eVen weight to finance companies and. industrial firms.  Included are
sales-finance, busineés—finance and small-loan companies and industriél
-issuers representing»virtﬁally evéry industry using the market. Large,
medium and small borrowers and firms with head offlces in dlfferent
areas of the country were chosen.

- The. total sample 51ze is 102 Of'ﬁhese) 51 resfonded-to the
1n1£1alkma111ng, and an additional 32 to the follow-up, giving a total
response of 83 percent. The breakdown of bercentage responée shows 72
Percent of direCt issuers, 100 percent of flnance companles using dealers,

and 78 percent of 1ndustr1al borrowers.‘

The Sampléfof'Corporate Investors

S0 as to gather information about the Position of commercial
Paper in corporate short-term'investment portfolios, a sample was

selected from the Fortune 500 listing._ The sample includes 140 manufacturing
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flI‘mS , 16 insurarice companles, 12 merchvandlsmg businesses, 16 transporta-
tion firms and 16 utilities, g1v1ng a total sample size of 200. For
analytlcal purposes, the manufacturlng firms are d1v1ded, on the baS1s of
31ze, 1nto three roughly equal groups. Group I 1ncludes those companles
ranked between 1 and 100 on the Fortune list, group II between lOl and 250
and group IIT between 25l and 500. The choice of the firms was essentlally‘
random, although when most had been selected, addltlonal companies were
added 1n ‘order that all major industries would be represented. No account
'was taken of the internal cash flow of those companles Selected Firms
-Were asked about their short- term 1nvestment practices, spec1f1cally those
involv1ng commercial paper, W1thout, in most cases, any prior knowledge

| whether they had ever purchased paper

| The 1n1t1al malllng yielded 128 responses and the follow-up an
addltlonal 50, g1V1ng a total response of 89 percent The breakdown of

percentage response is shown below.‘

o v Con ’ ‘ Percent

- Category L s : : Response
c Manufacturing I ) s - 92%
Manufacturing IT = o -89

- Manufacturing III - _ ' 8 -

“Total Manufacturing o 89%
~Insurance ' _f- R . 100%
-Merchandising o . . 67
Transportation” _»f . .. 9k
Utllltles = 9

Total InVestor Sample S : ’ 8%
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The Sample of Commercial Banks

The sample of commercial banks employed in this study_was
originally designed for a DPrevious survey, involving compensating-balance
requirements. The sample was updated to replace most of those banks which
did not respond to the Previous questionnaire. v

The samplé.takes account of the fact that there is little correlag-
tion between the volume of deposits and the number of bankg (independént
decision units) from state to state. A target sample size of 500 was
allocated among the states on the following basis. The bercentage of
the total banks in the nation located in g given state was averaged with
the total bercentage of deposits in that state. The resulting figure
- was multiplied by 500, thus giving the preliminary "quota" sample size
in each state. The "quotas" were modified in two respects. First, in
general, a minimum of five banks was chosen from each state. Second,
the quotas were oftén slightly altered when it seemed appropriate to do
S0 in view of the actual banking structure of the state. Care was taken
to insure adequate representation of both rural and urban areas, and of
large, medium and small banks. The fifty largest banks in the country
and the largest bank in‘each state were automatically included. The
sample covers approximately U4 percent of the banks in the country, but
includes well over half of all deposits in the natiqn.

Each bank is classified according to deposit size, geographic
location, and character of urban area, so as to distinguish whether

differences in barctices exist in various areas of the country, among
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banks of different sizes, and between urban and rural districts. Banks
are placed into one of eight geographic areas and seven deposit groups,
and are also differentiated on the basis of whether their head office is
located in a major financial center, in other urban areas, or in rural
districts;*

The total sample size is 521 banks. Of these, 303 responded
to the initial mailing and an additional 142 to the follow-up, giving
a total response of 85 percent. The breakdown of percentage response is

shown below. :
Deposit Size

Percent of Bank Percent

Geographic Area v Requnse ($ millions) Response
Northeast 88% ‘ Under 20 ‘ 80%
Middle Atlantic- 96 21-50 86
South 71 51-100 83
Midwest » 89 101-200 | 8l
Great Plains 82 | 201-500 95 .
Texas | 78 501-1000 97
Mountain 85 Over 1000 96
Pacific 88
Major Financial Centers 87
Other Urban Areas 88
Rural Districts 83

Total Bank Sample 859,

Major financial centers include reserve cities and cities containing at
least one bank with deposits in excess of $400 million. Urban areas are
those cities with over 50,000 population which do not qualify as major
financial centers. '



APPENDIX C

QUESTIONNAIRES

Commerciagl Paper'as a Source of Funds
Commercial Paper as a Shcrt—Term.InVestment

The Role of Banks in the Commercial-Paper Market




Instructions

1.

2.

QUESTIONNAIRE ON COMMERCIAL PAPER AS A SOURCE OF FUNDS

Questions are to be answered by checking as many choices as
are appropriate. In the event that any elaboration would
seem desirable, you are invited to do so.

Which of the following best describes the bosition of commercial paper

in your over-all debt picture?

commercial paper outstanding is continually rolled over and

is a permanent source or finance

commercial paper is an instrument to meet well—defined
seasonal demands for funds

_commercial paper is an almost berfect substitute for

virtually all our borrowing from commercial banks

other, please specify

(a) Roughly what Pbercentage, on the'aVerage, is commercial paper of

your

short-term debt %

total debt = - %

(b) How do

these percentages vary in times of monetary -restraint?
bercentages generally increase
percentages genérally decrease

bercentages generally remain the same

(c) Wnhat factors explain why thesge percentages are not higher?

higher commercial-paper borrowings would. strain our bank
relations

demand for our paper is not sufficientLyJStrdng to increase
our outstandings at the going interest rate

we do not desire to increase our outstandings. Please
specify reasons. o :

197



(d) Does the ratio of commercial baper to short-term debt rige when
the cost of commercial-paper funds falls relative to that of bank
loans?

yes, the proportion of commercial paper ig responsive to
————— .
changes in cost

yes, but we are constrained by a maximm ratio of commercial
baper to short-term debt - '

no, fluctuations in relative costs ‘are not generally important

If the costs of borrowing directly from banks and of obtaining funds in
the commercial ~paper market were the same, woyld you sell any commercial
paper?

yes, we would want to keep a Supplementary source of finance
available ’

yes, a nationwide distribution of Our paper is desirable

no, borrowing on commercial paper in these circumstances woulg
strain our bank relations

no, we would prefer bank loans because of fheir greater
flexibility '

other, pleasge Specify

(a) For what Percentage of your commercial Paper outstanding do you
maintain unused lineg of credit at your banks?

100% or greater

S greater than 75% but under 100%

greater than 50% but under 75%

50% or under

(v) wWhat considerations are mosgt important in determining the extent
of your unused credit lines relative to your commercial Ppaper
outstanding?

our dealers insist that we have these lines before they are
willing to sell our Ppaper
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we keep these lines to maintain favorable bank relations

we feel we genuinely need these lines because commercial
Paper is an unreliable source of funds

other, please specify
(a) In times of monetary restraint, can you obbain all the funds you
need from your banks, at the going interest rate?

yes

yes, up to our open credit lines

yes, but we are encouraged to obtain funds in the commercial-
paper market, if possible

no, we are rationed

(b) In times of monetary restraint, can you obtain all the funds you -
need from the commercial-paper market, at the going interest rate?

yes

no, the supply of funds in the open market seems to dry up
in such periods

Do you favor the development of a secondary market in commercial paper?
- yes, this would increase the saleability of our paper
no, we prefer not to have our paper traded

other, please specify
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QUESTIONNATRE ON COMMERCIAL PAPER AS A SHORT-TERM INVESTMENT

Instructions: Questions are to be answered by checking as many choices ag

are appropriate. In the event that any elaboration would
seem desirable, you are invited %o do so.

Do you buy commercial baper as a short-term investment?

yes

no, we have never bought commercial paper
—_—

no, we have not bought commercial paper since

QUESTION 2 IS TO BE ANSWERED BY ONLY THOSE FIRMS WHO DO NOT AT PRESENT

INVEST IN COMMERCIAT, PAPER.

Investment in commercial baper has been discontinued or rejected because
commercial paper is relatively illiquid (no secondary market)

the commercial-paper rate is relatively unattractive ag
compared to that on other short-term investments

other, please specify

What factors are most important in influencing the decision to buy
commercial paper?

the commercial-paper rate ig attractive

commercial paper can be obtained in the exact amount ang
maturity required

commercial paper can be obtained in very short maturitieg

other, please specify
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(a) What percentage of your commercial-paper portfolio, on the average,
consists of finance company paper? .

pércent

(b) Does this percentage vary widely from month to month?

yes

no

(¢) What percentage of your commercial~paper portfolioc can be
classified under each of the following headings?

"prime" (best-known companies, lowest yield)

l

'"deSirable" (good qﬁality, slightly higher yield)

- "satisfactory" (lesser-known companies, highest yield)

(d) ‘What percentage of the commercial Paper which you bﬁyzis'initially ‘

_ under 30 days maturity.

31 to 90 days

91 days or over
Which of the'following factors are important in'influencing your choice
between purchasing directly-placed finance company paper and commercial

Pbaper issued through dealers?

(a) DIRECTLY-PLACED Paper is preferred because

directly-placed paper can be more easily "tailormade" with
respect to maturity and amount

direct placers will generally repurchase paper if requested
to do so, whereas dealer paper is harder to liquidate

direct paper is avallable in very short maturities
the direct placers are large well-known finance companies

direct paper of any specific issuer is always in ample supply
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(b) DEALER paper is preferred because
it-generally offers a higher yield

baper of many different issuers can be obtained by one contact

the same maturity.
Percent per annum :
1/16 [ 1/8T /% 3/8 [1/2 Jereater than 1/2

Prime Commercial Paper

Certificates of Deposit

Tax-exempt noteg
(effective yield)

Eurodollar balances

Canadian Commercial Paper
(net of hedge)

Bankers' acceptances

baper generally

increase
—_—

decrease
—_—

remain the same

(v) IF YOUR HOLDINGS.GENERALLY-DECREASE, check thoseyexplahations'which
are most important ‘

' ample commercial Daper is not available for investment

in tight money, cash flow is used to finance increase in
——— . . N ~
inventories and receivables

in such periods larger cash balances are needed for day-to-day
business
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compensating-balance reguirements are increased by the banks

high yield on Treasury bills makes them relatively more
attractive

other, please specify

(c) IF YOUR HOLDINGS GENERATLY INCREASE, check those explanations which
are most important

in times of monetary restraint, larger investible cash flow
exists

the commercial-paper rate is high

other, please specify

8. Do you feel reluctant to hold commercial paper over the year-end?

yes

no

9. (a) Roughly what percentage of commercial baper to total short-term
investments have you held in the last two years?

(b) How does this percentage compare with your average holdings over
the last decade?

higher
lower

about the same
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QUESTIONNAIRE ON THE ROLE OF BANKS IN THE COMMERCIAL-PAPER MARKET

Instructions: Questions are to be answered by checking as many choices as

are appropriate. In the event that any elaboration would
seem desirable, you are invited +to do so.

Do you buy commercial Pbaper for your own portfolio?

yes

no, we have never bought commercial paper
—— .

no, we have not bought commercial paper since 19

QUESTION 2 IS TO BE ANSWERED BY ONLY THOSE BANKS WHO DO NOT AT PRESENT
INVEST IN COMMERCIAL PAPER.

Investment in'commercial baper has been discontinued or rejected
because (check those reasons which are most important)

there are sufficient direct-lending opportunities at more
attractive interest rates

as compared with other secondary reserves, commercigl Ppaper
is relatively illiquid, because there is no Well-established
Secondary market

commercial-paper issuers are usually large credit-line
customers angd legal lending limits Drevent buying their paper

other, please Specify

Do you buy commercial baper for the account of your ‘customers?

yes; for the account of correspondent banks
—_——

yes, for the account of nonbank customers
—_—

no, but we arrange such purchaseg through our correspondents
—_—

no, we generally are not asked to pefform services of thig
—

nature
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b, What factors are most important in influencing the decision to buy
commercial paper?

the commercial-paper rate is attractive

allows diversification of loans by industry or geographiéal
area ' o

can be obtained in exact amount and with exact maturity desired
provides a teﬁpOrary outlet for funds
other, please specify

5. (a) 1If you buy commercial paper for your own portfolio, what percentage

of your total purchases, on the average, consists of finance
company paper? . %

(b) Does this Pbercentage vary widely from month to month?_

B

yes

no

(e) . What. percentages of your commercial-paper portfolio can be
classified under each of the following headings?

_prime" (best—knownfcompanies, lowest yield)
"desirable" (good quality, slightly higher yield)
"satisfactory" (lesser-known companies, most attractive yield)
6. Check the yield differential necessary to induce you, as of today, to
substitute each of the following 90-day assets for Treasury bills of the
same maturity.

Percent per annﬁm
_1/16 11/8 11/ 3/8] 1/2] greater %han 1/9

Prime Commercial Paper

Federal Agency Securities

" Certificates of Deposit

Tax-exempt Noteg
(effective yield)

Bankers' acceptances
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If you have any customers who borrow or are capable of borrowing in
the open market, do you encourage them to issue commercial paper in
times of monetary restraint?

——————e
e ———
———ee .
D —— U
e s

yes, because we cannot adequately meet their demsnd for
funds in these times

no, because it is very difficult for them to sell
commercial paper in such a Period at rates which are
comparable to the prime rate

no, because we try to satisy the needs of our customers
at all times to maintain the relationship

no, we don't want to encourage commercial-paper Tinancing
in this temporary situation

we have no such customers

other, please specify

(a) Roughly what percentage of commercial paper to total assets have

you held in the last two years? %

(b) How does this percentage compare with your average holdings over
the last decade?

e

higher

lower

about the same

(c) If we were to experience another Period of severe monetary restraint

2

what effect would you expect this to have on your commercial-paper
holdings? '

holdings would Probably increase

holdings would Probably decrease

holdings would Probably remain the same
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APPENDIX D

DATA FOR CORRELATIONS

1. Total commercial paper outstanding

2. Bank borrowings of finance companies
3. Directly-placed paper outstanding
L. Prime rate less commercial-paper rate

5. Free reserves

6. Commercial-paper rate less Treasury-bill rate

*
Series 1, 2, 3, 5 are in millions of dollars.

Series 4, 6 are interest rates.
Series 1, 2, 3 are end-of-quarter observations.

Series 4, 5, 6 are mid-quarter observations.

Source: Series 1,3: - Federal Reserve Bank of New York release.

Series 2: Unpublished data, éourtesy of Board of
Governors of the Federal Regerve System.

Series h,5,6: Federal Reserve Bulletin; the commercial-
paper rate is that on directly-placed finance
paper, 3 to 6 months.
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1953

1954

1955

1956

1957

1958

1959

1960

1961

1962

1963

I
11
11T

1T

IIT

It
I1x
v

1T
ITT

IT
ITY
v

IT
II1

IT
11T

1T
IIT

11
IIT

1T
11T

1T
ITT

Series Number
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1 2 3 b 5 6
191k 2932 1396 0.88 -682 0.15
1762 29L8 1345 0.87 -125 0.22
1993 2895 1506 0.87 -7 0.3%4
1973 2810 1409 1.12 198 0.69
2301 2591 1566 1.47 339 0.81
2159 2636 1480 1.62 561 0.62
2201 249l 1398 1.75 72l 0.33
1933 2667 1200 1.75 650 0.32
2202 2773 1521 1.50 271 0.33
2311 3256 1739 l.12 212 0.43
2269 3368 1705 1.23 -188 0.12
2035 3960 1525 0.97 -491 0.28
258) 3640 2024 0.62 -266 0.58
2465 3639 1989 0.75 -504 0.39
2515 3465 1966 0.99 -339 0.41
2183 3737 1677 0.62 -154 0.39
2696 3872 2207 0.62 -126 0.27
2463 4103 2009 0.62 -4y 0.32
2568 Loio 2067 0.87 b7 0.26
P72 3994 2121 0.71 -293 0.50
3496 3485 2634 1.82 324 0.64
3384 31k 219 2.12 5k 0.47
3158 2988 2200 1.98 383 -.17
2739 3435 - 1821 1.25 20 0.08
3279 3311 2339 1.00 - L7 0.30
3418 3756 2635 1.06 -318 0.60
3448 Loos 2536 0.63 -535 0.49
3202 kho7 2437 0.62 -433 0.23
Lhos hiz3 3466 0.50 -361 0.54
L6o7 4631 3402 1.12 - 33 0.59
L728 by72 3243 1.56. 247 0.64
kg7 - k299 3039 1.59 614 0.54
5078 3414 " 3450 1.85 517 0.23
4936 3366 3395 2.00 453 0.21
4875 3493 3080 1.86 537 0.25
L4686 3802 2925 1.76 517 0.26
5715 3391 3761 1.50 “ 43k 0.27
5865 3589 387k 1.55 L3h 0.27
6577 3570 4225 1.38 436 0.30
6000 ho77 3791 1.4k2 473 0.25
7076 4050 4693 1.37 300 0.21
7239 k218 5091 1.35 248 0.23
7161 Loys 4958 0.93 137 0.25
6747 4901 W71l 0.75 39 0.23
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