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Introduction®

Commercial paper is a type of fixed-maturity unsecured short-term nego-
tiable debt issued generally in bearer form and primarily by non-banks. At
the beginning of the 1980s issuance of commercial paper was confined to
the United States, Canada and Australia. The years which followed saw the
opening of commercial paper markets in several countries and the estab-
lishment of a market for Euro-commercial paper. Although the US market
has been the model for several of these new markets, there are many
significant differences in the way in which each is organised, the character-
istics of the instruments traded, the type of issuer and the nature of the
regulations applicable.

This study has three objectives. The first is to consider the role of
commercial paper as a source of funding and form of investment relative
to other financial instruments. The second is to provide a better under-
standing of the features common to the various markets and the major
differences between them. The third is to examine their pattern of
development.

! This work could not have been produced without the invaluable cooperation of national
authorities, particularly the central banks of the countries covered, mariket participants and legai
firms. We are very grateful to all of them. The private entities contacted include, inter alia, ABN
Amro Bank NV, the Asociacién de intermediarios de activos financieros (AIAF), Banque Nationale
de Paris, Barclays de Zoote Wedd, Banco de Urquijo, Carnegie A ., Clifford Chance (London and
other offices), Daiwa, DNB Fonds, Dominion Bond Rating Service, Generale Bank, General
Motors Acceptance Corporation (Canada), Goldman Sachs & Co., Lehmann Brothers interna-
tiomal, Linidaters & Paines, Moody's investors service, NatWest Capital Markets, Nordisk Rating,
RBC Dominion Securities, Skandinaviska Elskiida Banken, Standard & Poor's Corporation, Svensla
Handelsbanken and Westpac Banking Corporation. We would also like to thank joseph Bisignano,
Horst Bockeimann, Lucy Helier, John Kneeshaw and Nortyulki Tomioka for comments, Robert von
Werra, Denis Pétre, Thomas Jans and Gerhard Randecker for much-appreciated help with the
statistics, and Stephan Arthur for graphical assistance. Any remaining errors are our sele respon-
sibility.



This survey is divided into six sections.2 The first describes the growth
of the major commercial paper markets and compares their size to that
of markets for closely substitutable instruments and other sources of
financing. The second section provides a broad overview of the main
characteristics of the instrument and the organisation of the markets while
the third concentrates on the market participants, i.e. issuers, intermedi-
aries and investors. The fourth section focuses on the restrictions imposed
by the legislative and regufatory frameworks, including taxation. The fifth
discusses the pricing of commercial paper and default experience. The
sixth section examines the development of the markets, focusing on the
factors underlying their growth, the common features of their evolution
and the process of convergence.

L.
The growth and structure of the markets: an overview

Cross-country comparison

The US commercial paper market is by far the largest in the world. It has a
long history, being already well developed by the late 19th century and
quite sizabte by the 1920s.2 At end-1922, the first date for which compre-
hensive statistics are available, there were as many as 2,200 issuers of
commercial paper and the amount outstanding was about $700 million
(Selden (1963)). The 1920s saw a gradual decline in the size of the market,
whether judged in terms of the size of the issues outstanding, the number
of dealers or the number of borrowers. The Depression brought its
growth to a temporary halt. However, in the 1930s the market developed
one of the features it was to retain, namely it became a vehicle for the
financing of consumer credit.

Issuance expanded again in the 1950s to meet the burgeoning demand
for consumer credit from finance companies and still further in the 1960s

2 Not ail the marfcets could be covered in this survey, which is inevitably selective. In Europe, for
instance, a commerciaf paper market exists also in Denmark and, since 1992, in Portugal. Several
markets also exist in Latin America and the Far East and one in New Zeatand, For brief descriptions,
see Corporate finance (1993), Euromoney {1991) and Emery {1991 ).

# On the origins of the US market and for some interesting general comparisons with Europe,
see Myers (1931).
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in the wake of the tightening of bank credit. After the default by Penn
Central in 1970, which led to a restructuring of the market particularly in
respect of the assessment of the credit standing of issuers, there was a
sharp upswing in issuance, which accelerated in the 1980s. The growth of
the market, which was associated with the expansion of money market
mutual funds and the disintermediation of banking activity, was accompa-
nied by several major changes, notably a shift away from directly placed to
dealer-intermediated offerings and a much greater presence of issuers
with a non-US domicile. Since the mid-1970s the share of directly placed
paper in total issues outstanding has contracted from 65 to around 30%
and that of non-resident issuers has increased from just over 1 to 14%.

At the beginning of the 1980s the issuance of commercial paper
remained almost entirely a North American, if not US, phenemenon
(Table 1). Only Canada and to a much lesser extent Australia had
developed commercial paper markets. In Canada as in the United States
financial companies were the major issuers up to the mid-1980s; since
then, however, issuance by industrial companies has expanded rapidly. The
growth of the Australian market for “promissory notes” dates from the
mid-1980s.

The 1980s saw the gradual emergence of a Euro-commercial paper
market and the opening and rapid growth of domestic commercial paper
markets in several major countries. As a result, although the domestic US
market remains by far the largest, its relative importance has declined in
recent years. At the end of 1986 the US market accounted for close to
90% of total commercial paper outstanding whereas six years later the
corresponding figure was only around 60%.

The expansion of the new markets has been very uneven. After its
opening in November 1987 issuance in the Japanese market, which is
currently the second-largest domestic market after that of the United
States, was boosted by the gradual enlarging of the pool of eligible issuers.
However, the volume of outstanding paper peaked in 1990 and, since
then, redemptions have exceeded new issues.

The rapid growth of the French and Swedish markets since their
opening in the mid-1980s has been closely associated with financial deregu-
lation in these countries. In Spain, where the market initially developed
outside a formalised regulatory framewaork, commercial paper issuance
surged in 1989 and 1990 following the imposition of ceilings on the
expansion of bank credit. In Germany commercial paper, which until very

1
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recently was the only short-term instrument actively traded outside the
interbank marlet, has also expanded rapidly since its inception. Elsewhere
the growth of commercial paper has typically been less prenounced.

While the opening of markets has generally been driven by domestic
considerations, it has also partly been a response to the rapid increase in
issuance of short-term paper in the international arena. A fledgling Euro-
commercial paper market for US issuers existed briefly in the early 1970s.
However, it was not until the mid-1980s that a Euro segment emerged
on a firmer footing as a further development of Note Issuance Facili-
ties (NIFs}, medium-term arrangements under which borrowers could
issue short-term paper typically through tender panels and with an
underwriting commitment.* By December 1992 Euro-commercial paper
accounted for around 10% of commercial paper outstanding worldwide;
other short-term paper issued in the international markets under facifities
carrying an explicit underwriting commitment by banks or under certifi-
cate of deposit programmes totalled a further $37 billion, or roughly half
the amount of Euro-commercial paper outstanding.

Structure and currency composition of issuance

Commercial paper markets differ widely in terms of the number of issuers,
the average size of placements under individual facilities and the degree of
utifisation of borrowing programmes (Table 2). Not unexpectedly, the US
market is also the largest in terms of the number of issuers. Some 1,700
borrowers, of which i the region of 10% are domiciled outside the
United States, had commercial paper programmes at mid-1992. The
number of issuers in the Euro-market exceeded that of all domestic
markets outside the United States. Several major borrowers, notably the
finance vehicles of large multinational companies, have programmes in
more than one market.

Commercial paper markets remain very concentrated. In nearly all
countries less than 15% of issuers account for over 50% of total issues
outstanding. In some cases, such as Japan and Spain, the top five issuers
-account for at least 50% of paper outstanding. Even in the United States,
where the top five issuers account for only 16% of commercial paper
outstanding, one-half of the market is accounted for by 5% of issuers.

The average amount outstanding per issuer varies from some

* For a discussion of the evolution of the Eurc-commercial paper market, see BIS (1986).
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Table 3
Currency composition of the commercial paper markets
In billions of US dollars at end-of-year exchange rates

Currency 1989 1992
Doemestic Euro- Domestic Euro-
markets market? markets market?

amounts outstanding at end-year

USdollar . ... .. .. 521.9 50.7 544.9 65.3
Japanese yen . .. . .. 91.1 0.2 98.1 0.4
French franc . . . . .. 22.3 - 313 0.3
Spanish peseta . . . . . 4.2 - 29.3 -
Canadian dollar . . . . 25.5 — 24.5 0.1
Swedish krona . . . . 15.9 - 16.6 —
Austrafian dollar . . . 11.12 5.0 13.8 4.2
Pound sterfing . . . . . 57 0.4 6.9 1.7
Finnish maricka . . . . 6.9 - 3.8 -
Deutsche Mark . . . . - - 10.2 3.6
Norwegian krone . . 2.0 - 2.2 -
Durtch guitder . . . .. 0.8 - 2.6 0.4
Belgian franc . . . . . - - 1.33 -
ltalian lira . . . ..., .. — - - -
New Zealand dollar . - 0.2 - 01
ECU ... - 2.0 - 2.6
Total .. ........ 707.4 58.6 7855 78.7

! May include some paper issued in domestic markets. 2 End-June data converted at end-june
y p
exchange rates. 7 Estimated.

Sources: National authorities and Euroclear.

$ 30 million in Belgium and the Netherlands to some $350 million in Japan
and France. The overall size, depth and maturity of markets, the charac-
teristics of issuers and the degree of concentration of issuance appear to
be among the major factors influencing average size.

In domestic markets issuance has been almost completely limited to
domestic currency (Table 3}. The main exception is Canada, where about
10-15% of issues is in US dollars. In some other countries, such as Frances
and the United Kingdom, issuance in foreign currencies has been allowed
relatively recently and has yet to attain any significant size.

% In France, however, in the wake of turbulence in the Exchange Rate Mechanism in September
1992, issuance in foreign currencies appears to have increased significantly.
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In the Euro-commercial paper market the US dollar remains by far the
main currency of denomination, although other currencies have gained
ground in recent years. At end-September 1992 the US dollar still
accounted for some 80% of the amount outstanding. Issuance in
Australian dollars, which represented around 5% of the market, was
no less than one-third of the respective domestic market. There has also
been significant issuance denominated in ECUs, sterling and recently in
Deutsche Mark.

With the few exceptions mentioned above, currency diversification has
so far been limited in domestic markets. However, a growing volume of
paper is reported to have been the object of currency swaps. The use of
currency swaps appears to be particularly widespread in the Euro-market.

Relative size of the market

The share of commercial paper in total negotiable money market instru-
ments {excluding interbank transactions) varies widely from country to
country and falls generally within the 15-40% range (Table 4). Itis as fow as
4% in the United Kingdom, where commercial paper is overshadowed by
certificates of deposit and bankers’ acceptances; it is virtually 100% in
Germany, where the only other negotiable short-term instruments are

Table 5
Commercial paper compared with bond financing!
End-1991
Market Amount Market Amount
outstanding as a outstanding as a
percentage of bonds percentage of bonds
outstanding outstanding

United States . . . 12.8 Germany . ... .. 5.4
fapan ... 11.5 United Kingdom . . 26.1
France . ...... 12.9 Finland . . . ... .. 23.0
Spain .. ... ... 66.8 Norway . . ... .. 10.9
Canada . . ... .. 13.0 Netherfands . . .. 17.3
Sweden . . ... .. 16.7 Belgium . . ... .. 0.3
Australia . .. ... 17.9 Euro-markets? . . . 8.0

! Excluding issues by central government and banks. 2 Longer-term securities include Euro-
bonds plus foreign bonds issued in Germany and Switzerland.

Sources: National authorities, Euroclear and BIS.
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Table 6
Commercial paper compared with bank credit

Country Domestic markets! Euro-markets?

end-1986 end-1991 end-March 1987 end-1991

amounts outstanding as a amounts outstanding as a
percentage of bank credit to percentage of cross-border
domestic non-financial claims on non-banks?
companies

United States . . 1.4 17.1 3.3 1.6
Japan . ... ... 0.74 4.2 0.4 0.4
France . ..... 1.0 3.3 4.1 18.3
Spain . ... ... 7.0% 12,35 4.7 5.8
Canada . ... .. 41 11.5 0.7 0.5
Sweden . . .. .. 8.6 8.6 12.4 15.0
Australia . . . .. . 6.7¢ 5.1 31.3
Germany . . . .. - 0.7 0.4 1.4
United Kingdom? 0.7 2.1 2.6 1.5
Fintand . ... .. .. 6.3 5.4 10.8
Norway ..... 8.5 8.5 38 1.5
Netherlands . . . 0.1 1.4 135 9.4
Belgium . . . . . . - 0.4 - 7.48

1 ssues by non-financial companies only. 2 issues by non-banlks enly. ¥ Issues by non-financial
companies resident in a particular country as a percentage of cross-border bank claims
or norvbanies located in that country. 41987, 3 Excluding direct placements, which are
thought to have been sizable during the periods covered. # September 1992. 7 November,
8 Belgium-Luxembourg.

Sources: Mational authorities, Euroclear and BIS.

almost exclusively traded in the interbank market. As shown in the table,
this wide range of values clearly reflects to a large extent differencesin the
depth, breadth and maturity of the money markets in the countries
concerned.

fn no country does the stock of commercial paper outstanding issued by
non-bank non-governmental entities exceed that of bonds (Table 5). The
ratio is highest in Spain, where it is around two-thirds, and not surprisingly
still negligible in the newly opened markets, notably Belgium (0.3%) and
Germany {some 5%). In more established markets the ratio varies gener-
ally between around 10 and 20%. In the United Kingdom, where private
bond markets are very small, the ratio is comparatively high and exceeds
25%.

18



In recent years commercial paper has partly displaced bank borrowing as
a source of funds for non-financial companies in virtually all countries
(Table 6). The inroads have been particularly significant in the United
States, Spain and Canada, where in the five years to end-1991 the ratio of
commercial paper to bank credit outstanding rose by between 5 and 7
percentage points, to reach around 17, 12 and 11% respectively. The
experience has been similar in the Euro-markets: the paper outstanding as
a proportion of cross-border loans to non-banks has increased for most
countries in spite of the rapid growth in international bank lending over
much of the period.

1.
Characteristics of the markets

Basic features of the instrument

It is not possible to provide a precise definition of "commercial paper”.
The dividing line between commercial paper and other instruments is
generally country-specific, reflecting primarily differences in the legislative
and/or regufatory framework and in the organisation of the markets. It
also often involves an inevitable arbitrary element. In Norway, for
instance, all short-term instruments are known as “certificates” and differ
litte except in terms of the type of issuing institution. By contrast, in
several other countries specific laws and/or regulations define the instru-
ment. And even a definition enshrined in the faw is not always sufficient to
avoid ambiguities. In Belgium, for example, two market segments exist: an
“official” one, consisting of “Billets de trésorerie” (“treasury notes”)
based on the law of July 1991, and an unofficial one, predating the former
and consisting of “Billets & ordre” (“promissory notes"). Both instruments
are locally considered forms of commercial paper.

The approach taken here is to follow local practice as closely as possible
but to exclude from the analysis issues by banks where it is felt appropriate
in the light of the focus (e.g. Section VI, first sub-section). This approach is
not free of problems. For instance, it is unclear for practical purposes what
the difference is between a Canadian bank bill and US commercial paper
backed by a bank letter of credit. At the same time, it avoids making
equally arbitrary decisions, which would moreover run counter to national
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practices. Country-specific differences and similarities between commer-
cial paper and other instruments should become clearer as the analysis
progresses.

In alt markets commercial paper is a form of fixed-maturity short-term
unsecured single-name negotiable debt. Traditionally, commercial paper
has been issued in bearer form, with ownership of the security being
evidenced by the mere possession of the relevant paper document or
certificate. However, commercial paper in registered form, whereby
ownership is recorded in the books of the issuer or issuer's agent
("registrar™), is available, albeit rare, in some markets {e.g. in the United
States and Canada) (Table 7).

Commercial paper is generally issued on a discount basis, with the
implicit interest payment being equal to the difference between the issue
price and face value of the instrument. In Norway, however, it is issued at
par and yields explicit interest. In some markets, including the United
States and Canada, coupon payments are possible but uncemmaon,

The smallest denominations are typically high, reflecting the wholesale
nature of the instrument. The main exception is Spain, where at
Pts. 250,000 (around US$2,200) commercial paper is easily within the
reach of individual investors. The smallest denomination is highest in Japan
(Yen 100 mittion, or some US$800,000).

Even abstracting from cyclical factars, the typical maturity of the paper
tends to be shorter in the United States than elsewhere, particularly
continental Europe. While in the United States it is less than forty-five
days, in other countries it commonly extends up to three months and
often beyond. Some estimates indicate that in the Euro and European
markets the bulk of the paper matures fifty to eighty days after issuance
and in some cases after a year (see Grodzki et al. (1991)). in France, for
example, official statistics show that as much as one-quarter of new issues
in November 1992 had an original maturity of between forty days and one
year.

Characteristics of the programmes

The issuance of commercial paper generally takes place under a pre-
announced programme (Table 8). Once a programme has been announced
the issuer is free to raise funds from the market as and when required, with
considerable gains in terms of flexibility. This procedure may be dispensed
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Table 8
Characteristics of the programmes

Market Ceiling Multi- MOF! Term {months)
currency

facility range typical
ECP . ... ... .. most some some indefinite  indefinite
United States . . . most some indefinite  indefinite
Japan ... most indefinite  indefinite
France . ...... al some 12-indefinite indefinite
Spain .. ..., .. all 12 12
Canada . ...... most all indefinite  indefinite
Sweden . ... ... all rare 122 122
Australia . .. ... most some some  24.indefinice 36
Germany . . . ... all some indefinite  indefinite
United Kingdom . most some indefinite  indefinite
Finland . ... ... all indefinite  indefinite
Norway ... ... all =12 24-36
Netherlands . . . . virtually all® some > 24 indefinite
Belgium . . ... .. all some most indefinite  indefinite

TAs part of a Multi Option Facility (MOF). ? Automatically renewed unless either party
terminates it three months in advance. 3 Only one campany has no ceiling (Unilever).

Sources: National authorities and dealers.

with, however, when programme terms are restrictive and the issuer
wishes to retain full discretion over characteristics such as denomination
and maturity so as to taitor the floatation to the changing needs of specific
investors (e.g. until recently targeted (“a medida”) wholesale issues in the
unofficial market segment in Spain). In Norway a majority of issuers do not
issue commercial paper under a programme. In Japan programmes are still
rare.

Most programmes have a specified ceiling, although in several markets
outside continental Europe this is not always the case. In many instances
ceilings are set well above actual needs in order to avoid the potential costs
of subsequent changes, including obtaining the approval of the governing
board of the issuer.

The maturity of the programmes is typically indefinite, giving the issuer
and dealer the right to terminate the arrangement unilaterally subject to
some notification period; when maturity is definite, it is either one year or
longer. In several markets the programmes may have multi-currency
options attached, whereby the issuer can freely choose the currency of
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denomination. These options, however, are not actually utilised very
often. The main exceptions to this pattern are Canada, where US dollar
issues are common, and the Euro-market. The programmes may also be
part of more complex facilities allowing for issuance of different instru-
ments (“Multi Option Facilities”, or MOFs). Such programmes are still
common in Belgium and used to be quite popular, for instance, in the
Euro-markets.

Liquidity support and credit enhancement

A common type of third-party support for commercial paper issues takes
the form of backup liquidity lines (Young et al. (1989a)) (Table 9). In
principle liquidity lines are designed to allow issuers to meet their maturing
obligations in the context of a lack of synchronisation between payments
and receipts or, possibly, widespread disruption in the market when their
underlying financial condition remains sound.¢ They are not, therefore,
intended to insulate investors from a serious deterioration in the credit-
worthiness of the issuer. Backup liquidity lines are particularly important
for commercial paper given the short maturity of the instrument. Even
under normal market conditions companies may find it difficult to meet
payments on maturing paper solely out of internal cash-flow or the sale of
liguid assets.

The forms of third-party liquidity support range widely. They may be as
informal as unused borrowing capacity based on strong bank refationships,
internal bank guidance limits communicated verbally or non-remunerated
lines of credit. They may consist of more formal remunerated lines of
credit, either on a discretionary basis or in the form of long-term
committed lines. The strength of the backup will depend on the contract
terms and the refiability of the customer relationship with the bank, if any.

There tends to be a close association between refiance on liquidity
backups and the existence of ratings, since in the light of past experience
rating agencies nowadays typically regard alternative liquidity support as an
important factor in determining a rating. In the North American markets
virtually all commercial paper issues are backed by bank credit lines
(Table 9). In the United States 100% coverage of the amount outstanding
at any given time is the rule, although borrowers of high quality or with

¢ The reliability of most forms of liquidity support in the event of major marketwide shocks,
however, has been questioned in the light of recent experience. See Standard & Poor’s (1999).
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alternative sources of liquidity may negotiate less stringent conditions.
In Canada almost all issuers have some form of backup credit line, although
reportedly less firm than in the United States, and coverage is high. In the
Euro-markets backup lines have recently become relatively common as
investors have grown more conscious of credit risk. In Japan, despite the
fact that ratings are now mandatory, formal bank liquidity support is
relatively rare. Elsewhere, particularly in Europe, formal liquidity support
is either limited or the exception, but its use has been growing with the
spread of ratings.

Commercial paper issues may also be backed by credit enhancement
arrangements. These are intended to protect investors even in the event
of a serious deterioration in the underlying creditworthiness of the issuer.
The precise mechanisms vary across markets depending on local practices
and legal frameworks (Young et al. (1989b)). They range from formal
unconditional guarantees to informal verbal promises or implicit support.
Subsidiaries often obtain third-party credit support from their parent
companies in the form of guarantees and, less formally, maintenance
agreements. Banks are another important source of credit enhancement.
In this case a typical arrangement employed in some markets is the letter
of credit,” a contract which guarantees payment to the investor in the
event of the issuer being unable to settle its obligation.

Although in theory the distinction between liquidity backup and credit
enhancement is clear-cut, the dividing line may be a thin one in practice,
depending on the specific terms of the contracts, their legal enforceability
and local practices. For example, irrevocable revolving credit agreements
without escape clauses may provide significant protection to the extent
that they allow investors to be repaid before the bankruptcy of the issuer.
Similarly, while informal credit arrangements may not be refiabfe, in the
presence of strong relationships they may de facto provide considerable
support. Formal types of credit enhancement have their own limitations,
as they may be subject to legal uncertainty. The tendency of credit rating
agencies in the light of recent default experience has been to scrutinise
terms more closely and to be sceptical about less formal types of liguidity
and credit support, particularly in the United States and internationaf
markets.

7 Letters of credit fall into at least two categories, With a “direct pay” letter the first source of
payment for the maturing paper is the draw againsz itself, With a “standby” letter draws are made
only to the extent that funds from the issuer of commercial paper are not avaiable.
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The available information suggests that formal credit enhancement is
particularly significant in the United States, in the Euro-markets and
Australia (Table 9). It is far less common or very limited in most European
markets. Qut of the nearly 2,000 issuers rated by Moody's in 1989 in the
US and Euro-markets (the bulk in the former), about one-third were
backed by parent company guarantees or maintenance agreements and an
additional one-quarter by a bank letter of credit or third-party guarantee.®
By contrast, in European markets formal credit guarantees are largely
limited to subsidiaries of non-resident issuers.® Otherwise, support has
tended to be granted ex post in cases of distress on an informal basis,
relying on reputational mechanisms and customer relationships between
the dealer banks and the issuers (see belowy).

Asset-backed paper

Although commercial paper is unsecured, a salient recent financial innova-
tion has been the introduction of an “asset-backed” variety.' In this case,
companies individually or jointly sell assets to an “arm’s length” Special
Purpose Vehicle (SPV), which acquires them with the proceeds of the sale
of the paper. Alternatively, the SPV may lend exclusively against those
assets as collateral. The assets used are mainly various cfasses of corpo-
rate, consumer (e.g. credit card) and trade receivables. They may also
include short-term money market instruments and longer-term debt, such
as mortgage loans, public sector or corporate bonds and sovereign debt.
The programmes are designed to be insulated from the bankruptcy of
the participating companies and of the financial institution which often sets
up and administers the arrangements, typically a bank. The value of the
underlying assets generally exceeds the purchase price (over-ccllateralisa-
tion or “hair-cut”). In addition, the programmes often rely on at least
partial third-party credit enhancements and liquidity backups.
Asset-backed commercial paper originated in 1983 in the United States,
where it has enjoyed spectacular growth. At the end of 1992 one hundred

8 The proportions would be lower if measured as a percentage of amounts outstanding since the
larger issuers typically need less backup. For example, as of mid-1990 in the US market the
percentage of commercial paper outstanding supported by a letter of credit or other guarantees
was 15%.

9 In Finland, however, banic-guaranteed commercial paper has recently been introduced and is
estimated to account for some 1% of the total market.

10 For details, see Young et al. (198%b), Kavanagh et al. (1992) and Post (1992).
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and twenty programmes had been set up with the total outstanding in the
region of $58 billion, or over 10% of the total commercial paper market
(Table 9). These programmes had accounted for vireually all the increase in
the number of new US issuers since December 1989 (Post (1992)). The
majority of programmes, over seventy, had been set up and managed by
banks (“bank-advised”). Since banks tend to target the farger, investment-
grade companies, these programmes accounted for over 80% of the total
amount outstanding, Non-bank-advised programmes, by contrast, were
typically specialised in one type of receivables, possibly issued by individual
firms (“dedicated programmes”) such as department stores. '

Outside the United States, asset-backed commercial paper has been
quite successful in Canada, where in August 1992 the amount outstanding
exceeded Can.$ 3 billion, or over 10% of the commercial paper market,
Inroads into other markets have been relatively modest so far. Some
asset-backed paper has been issued in the Euro-market and Australia, 12 one
programme has recently been launched in France but none elsewhere. It is
expected thatin 1993 asset-backed paper will also be issued in the German
market.

Ratings and disclosure

Commercial paper may be rated. Because of the short maturity of the
instrument, rating gradations are not as fine as with longer-term debt.
They typically involve four to seven grades, compared with around nine-
teen or more for longer-term securities. Although short-term ratings give
more weight to purely liquidity and cash-flow considerations than to
underlying solvency as such, there is generally a close correspondence
between short and fong-term ratings of the same issuer (Table 10).
Credit ratings have a long tradition in the North American markets.!?
Elsewhere, credit assessments have traditionally been based more on the
company’s reputation and “name recognition”. The use of ratings,
however, has become increasingly common (Table 9). Nowadays, ratings
cover all or virtually all commercial paper issues in the United States,

" The barkruptcy-remote structure of several dedicazed programmes has successfully passed
the test of the failure of the selling company,

12 At the end of 1991 the amount outstanding was around A3$0.4 billior, less than 1% of the
market.

¥ 1n the United States the first rating agency was founded as early as in 1841 (the Mercantile
Agency in New York).
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Table 10
Two examples of rating scales for short and long-term debt’

Category Moody’s Standard & Poor's

Short-term?  Long-term  Short-term?  Long-term

Investment grade P1 Aaa Al AAA
Aal AAT
Aal AA
Aal AA-
At
Al Al At
A2 A
A-
P2 A2 A2 A
Al A
Baal BBB+
BBB
P3 Baa2 A3 BBB
Baa3 BBB-
Speculative grade NP Ba1 B/C BB+
or less or less

Key to symbols: P Prime; NP: Non-prime.

t Although the rating scales of the varicus agencies have a similar structure, they are not
equivalent, 2 Less than one year original maturity.  * Not exceeding one year original maturity.

Sources: Moody's and Standard & Poor’s.

Canada, Australia and Japan and are very widespread in the Euro-markets
and the United Kingdom. In continental Europe coverage is significant in
France, Germany and Sweden but more limited or non-existent else-
where. Three rating companies have been set up in Spain since 1992, but
they have not yet begun to rate commercial paper.

The increased use of ratings is due in part to the internationalisation of
markets: companies wishing to broaden their investor base find them
particutarty useful. It is, in fact, the larger companies that tend to obtain
ratings first. Increased usage is also partly the result of regulation, as in
France and, particularly, Japan {see below). However, the most important
influence seems to have been default experience (see Section V). Indeed,
even in the United States the main boost to commercial paper ratings was
provided by the bankruptcy of Penn Central in 1970.
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The disclosure of information about issuance terms and the issuer takes
a variety of complementary forms. Part of it is general, and simply derives
from the fact that many issuers are already listed on the stock exchange
and have to meet exchange disclosure requirements. Part of it is specific,
and takes the form of an information memorandum or prospectus at
issuance, with possible subsequent updates, containing information about
the programme and the issuer. The fact that listed companies in the United
States comply with detailed disclosure standards partly explains why infor-
mation memoranda accompanying issuance are relatively brief.

Traditionally, countries differ greatly in terms of the type and quality of
information provided. Mowever, the prevailing approach is to let dis-
closure be determined by market forces, provided that retail investors are
not directly involved in the market (see below). The main exceptions are
France and Belgium, where specific requirements are more detailed. As a
result, the different attitudes of investors towards risk assessment have
been a key factor in determining actual disclosure. Disclosure is therefore
typically less important in markets where criteria such as name recognition
still play a significant role or where government entities are involved. In
Finland, for example, neither information memoranda nor prospectuses
accompany issuance. The same is true for the bulk of issues in Norway.

At the margin, the need for information also depends in part on the
extent to which investors rely on third-party screening. The need is less,
for instance, in the presence of independent ratings or where dealers are
perceived to bear substantial responsibility for the fortunes of the issue.
This may be the result of comparatively close ties with the issuers, as is
often the case in Japan. Alternatively, it may reflect legal constraints. In the
United States, for example, a dealer runs a very high risk of being found
liable for the default of a commercial paper issue (see Section V). Under
these circumstances, credit evaluations by dealers are particularly exhaus-
tive and information memoranda at issuance less informative. 14

Issuing procedures

Commercial paper may be sold to investors either directly or indirectly via
intermediaries (Table 11). Direct placement is common only in the United
States and, to a lesser extent, in Canada and Australia. It plays a marginal

M In other markets such risks are not significant or can easily be managed {e.g. through
disclaimers, zs in the United Kingdom and the Eurc-market).
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role in France, Norway, Spain, the United Kingdom and Belgium and is
non-existent elsewhere. In Spain, however, it was common before the
regulatory reorganisation of the market in 1992. Direct placement is only
cost-effective for very large, well-established issuers, which can spread the
fixed costs of the necessary sales network. In the United States, for
example, the 110 issuers that dispense with intermediaries are almost
exclusively either bank-related or finance companies,’s with large and
regular funding requirements. Reliance on direct placement also depends
on the cost of the intermediated alternative: as dealership margins have
fallen over time in the US market, issuance through dealers has risen from
well below half to around 70% of the total volume sold. 16 Indeed, issuers
that have traditionally placed paper directly have increasingly relied on
dealer services for part of their issuance.

Issuance through intermediaries, the dominant procedure inter-
nationally, typically takes place through “dealers”, i.e. companies that
purchase the paper from the issuer and place it in the market with
investors. Several distinctions can, however, be made according to the
precise issuing mechanism, the number of dealers involved as well as their
willingness to guarantee issuance and a secondary market in the paper.

Ina few markets issuance is still done through tender panels (Table 11).
At more or less regular intervals the borrower announces its intention to
issue a certain amount of paper and invites bids from a panel of dealers.
Exceptionally, these panels may also include ultimate investors (e.g. in
Australia, albeit rarely). The main advantage of this mechanism is that it
introduces a strong competitive element into the process. The possible
disadvantages are a refative lack of flexibility!” and the fact that the pro-
cedure may not be most conducive to developing a firm investor base: the
dealers are always uncertain about the amount of paper they will have
available for investors and there is a greacer risk that they may be tempted
to sellitin the “professional” traders’ market, a prospect disliked by many
issuers, who do not wish to see their paper traded. Tender panels are the

* Some of these finance companies, including the largest, are owned by non-financial enter-
prises (“captive” finance companies), including General Motors Acceprance Corperation (GMAC),
Ford Motor Credit (FMC) and Sears Roebuck Acceptance Corporation. They borrow mainly to
finance the sales on credit of the parent industrial concerns.

¢ For a very large issuer the all-in cost may be as low as 1 basis point, compared with typical
dealer spreads of the order of 10 basis poines (Stigum (1990)}.

7 The procedure may take anywhere from one or two weeks (e.g. in Spain) to two days (e.g. in
the United Kingdom), in either case longer than the same-day dealing possibility afforded by other
methods.
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rain issuing mechanism in Spain and Norway'® and are common in
Australia. Some paper is still placed through them in the Euro-market and
the United Kingdom.1?

The more usual issuing procedure is through appointed dealers on a
flexible basis, permitting a closer adjustment of the timing, amounts and
maturity of the issues to the changing needs of both issuers and investors. 2
Over time, this procedure has gained ground at the expense of tender
panel arrangements, notably in the Euro-markets, the United Kingdom and
Australia. In Australia and, to some extent, in Spain, it is common for
placement under a programme to be partly through tap issues and partly
through tender panels.

In most countries programmes are assigned to more than one dealer,
with one intermediary usually also arranging the issue while others jointly
place the paper. This procedure is best suited to relatively large and active
issuers and to those wishing to appeal to diverse investor bases, hence its
poputarity in the Euro-market.2! Single dealerships are still the rule in some
countries, such as the Netherlands and Belgium. Given the broad issuer
base, they are still commen in the United States, although their significance
has declined in recent years.

Generally, commercial paper issues are not sold with underwriting
commitments from dealers. The exception is Australia, where this pro-
cedure was in fact much more widespread in the past. These underwriting
arrangements have tended to be used as backup facilities for tender panels,
as was also typical of NIFs in the Euro-market.22 In Japan underwriting
commitments from some designated dealers are now available for a fee.
Elsewhere, designated dealers purchase and place the paper without 2
formal commitment to guarantee the absorption of the issue.

The extent to which dealers inventory temporarily unplaced paper
varies considerably among markets. Generally, their willingness and need
to inventory paper is likely to be greater where markets are in the early
stages of development, without a well-established investor base, and when

8 tn Norway dealers bid for the whole issue.

¥in the Euro-market commercial paper issues through tender panels are referred to as
Euronotes.

20 for example, under this arrangement it is possible to issve paper maturing on odd dates.

¥ it also has the merit of retaining a competitive element, albeit perhaps at the cost of reduced
commitment to the issue on the part of cach dealer. See Oricoli and Farrow (1987).

22 The question is in part purely one of definition: the underwriting commitment is one of the
characteristic that distinguishes NiFs from Euro-commercial paper.
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the issuer gives dealers greater freedom as regards the choice of terms. In
the United States, for instance, dealers are not keen to inventory clients’
paper, but would usually do so, if only briefly, when the issuer follows their
advice on pricing and amounts (Stigum (1990)). On the other hand, where
the institutions acting as dealers are themselves traditional investors in the
paper and have long-established relationships with the issuer, their commit-
ment to absorb residual amounts is likely to be greater. This appears to be
the case, for example, in countries such as Japan, Spain and Sweden.

Settlement and secondary market

The function of issuing the notes as well as receiving and making payments
at issuance and maturity is not allocated uniformly across markets
(Table 12). In some markets, a single institution separate from the dealers
(generally a bank) is formally entrusted with these functions and may also
have the role of monitoring the total amount outstanding of the issuer (the
“issuing and paying agent”). The United States, mainly because of the
separation between commercial and investment banking, offers the
clearest example of this practice, which is also followed elsewhere,
including Canada, Gerrnany, the United Kingdom and the Euro-markets. In
other markets the function may sometimes be carried out by the lead
manager or the principal bank of the issuer (e.g. in Australia), but is more
often split among the various dealer banks, each being responsible for the
amount it places.??

The settlement fag varies between zero and two days. In most countries
same-day settlement is available, The settlement lag is two days in the
Euro-market so as to coincide with that of the foreign exchange markets,
thereby facilitating the linkage of transactions in commercial paper with
foreign exchange operations. US firms actively tapping the market as an
alternative to the domestic one often arrange for very short-term funding
from banlks to bridge the gap (“swing lines™).

When the instrument is in bearer paper form, change of ownership
takes place through the exchange of possession of the instrument
between ultimate owners or, as is generally the case, the appointed custo-
dians of the paper. In decentralised arrangements these are typically the
banks acting as dealers. At the same time, commercial paper has not

13 The issuing and paying functions may themselves be split among different institutions.

34



URI[DCINT PUR [PIT) "SIIRAP 'SBIIOUINE [BUCHIEN 1$3D4N0S

"3 01 123{qNs 8q SSIMIBYIC PINCM TYm

SIFNSS! BSOYL 0 XE1 FUPIOYYIM WO 1dWEXS DUE SININIFS PISILLISIBWSP AU0 Ingq 'Djqissod 2Ue SWIOL IO 5 ABP-OWES A|2I3U9D) ¢ "ISIMIILNI0
yanioys Agissod pue ‘porencSou ‘1oydew pasiuelio oy w Aep-axau |y, wniSeg pue spueralian eyl uf staeap 28uis ySnoayy s) sduensst
Hle Ajendiip, sesen digssafeap-a(3uis ul 1dadxa siejeap Sucwe paaNGUISIp SUCHIDUNS ;  'SUCHNINSUL Slededas AQ pawlo)ied aq saAsWaYl AzUl UCRING
Buided ayy pue uonouny Buinssi ey ,  uafEap SB U YURq 2yl YSNOJYI PaURR|D B4R PUR WG Jaded SARY SP10U AJOSSRUOLS 2118105911 9P S19jid,, 4

‘pauue|d jd tAioasodeg sannoeg (AU [euOELIRIY (ST (Alosode(] sanmnas eaIussy (ST Buked pue Bumnss: 14 g |

* . * * T RPaD
* * * * * * * * * * * *® T T dBepodang
{s)asD1 yum N
" IR 1 [o Tk b1 2}
. T
9x - d yd d |1d " % a.ed Anzua-xooq sang
% " " % Tt UGB
* * I |
* *® * * *® * * .......AWvQMU
* * * * * ® * ® * * * * T wdoj Jadeg
-0 T0 T -0 10 T 0 T 50 #1=0 0 0 0 [4 Tt (shep)
Bepjuswisgrsg
£x ogx BRI N " % £x 0 auede sjdnjnpy
* * * * a4ed " auos * % ©r ot audde 9Bulg

suoRduUNy d 3 §

38 N ON M g9 3Ia nv IS vD  s4 W4 df s dd3

Juswales pue Suliea|d
Tl 3iqe]

35



escaped the global trend towards the immobilisation and dematerialisation
of securities, which can provide gains in terms of greater ease of transfer-
ability, security and reduced settlement risk,2* without necessarily sacri-
ficing anonymity. Central Securities Depositories (CSDs), where the paper
certificates are immobilised, now exist in most markets, domestic and
international (Cedel and Euroclear). This permits the transfer of owner-
ship electronically in book-entry form despite the physical nature of the
underlying instrument. In some cases the process has been taken a step
further, with the complete demateriafisation of at jeast part of the paper.
In the United States this service, introduced in September 1990 by the
Depository Trust Co., has enjoyed considerable success: by May 1992
over 40% of the paper was issued in pure book-entry form. A similar
scheme covering all commercial paper is operating in France (since January
1993), Belgium {for “treasury notes”) and Norway, while several other
countries are planning to introduce it in the future.

With the internationalisation of financial markets, various arrangements
have been developed in order to facilitate the execution of cross-border
securities transactions, including those involving commercial paper. These
comprise cross-border services by global custodians, direct links between
national CSDs, and various forms of linkage between one or both of the
international CSDs and domestic markets.

Secondary market activity in commercial paper is typically modest in
comparison with that in other securities, mainly as a reflection of the short
maturity of the instrument. The bulk of the turnover tends to be the result
of the unforeseen liquidity needs of investors rather than a desire to profit
from changing market conditions. The liquidity of the instrument is there-
fore primarily ensured by the dealers, who, as part of the services
provided to issuers, typically stand ready to purchase their clients’ paper,
at least in normal circumstances. The provision of liquidity services may be
formalised in the dealer agreement or be done on a less formal basis. In
Spain, for example, where part of the paper is now traded in an organised
(AIAF)® market, dealers have to meet minimum commitments to provide
liquidity. Secondary market trading for directly placed paper does not exist

 The settlement risks incurred by issuing and paying agents, usually banks, and by dealers were
an important motivation for the intreduction of a book-entry system in the United States. See
Sorenson (1989).

25 AIAF stands for “Asociacion de Intermediarios de Activos Financieros”.
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as such. However, in order to meet the liquidity needs of investors, direct
issuers are generally prepared to repurchase their own issues prior to
maturity.

The main exception to this broad pattern is Japan, where there is an
extremely active secondary market owing to the extensive use of
commercial paper in connection with repurchase agreements (repos),
mainly by banks.2® As a result, turnover in the primary and secondary
market was over thirty times the volume of gross issuance in 1990; by
comparison, secondary market turnover in Australia was a mere 5% of
total issues. Similarly, in markets where dealers are also investors in the
paper, it is sometimes difficult to draw the line between a placement and a
secondary market transaction (e.g. in Spain, see Chulid {1992)). More
generally, in no small measure because of the relatively longer maturity of
the paper, secondary market activity appears to be significantly greater
outside the United States, notably in several European countries.
According to some estimates, in certain cases it may account for 20% of
total transactions (Grodzli et al. (1991)).27 The volume of secondary
market trading is also comparatively sizable in the Euro-markets, where
some “professional trading” takes place. This type of trading was more
significant in the past, however, when aggressive bidding for issues out of
fine with the demand by ultimate investors tended to favour the subse-
quent placement with specialised active traders (e.g. Mitchell (1988)).28

1.
Participants: issuing intermediaries, issuers and investors

Issuing intermediaries

Commercial banks, investment banks and a variety of firms specialising in
securities business act as intermediaries in the issuance of commercial
paper. The range of activities and organisational structure of the institu-
tions primarily reflect the history of the legal and regulatory framework

¥ At some Yen 2.3 rrillion in 1990, or 15% of the outstanding stock, trading volume in
commercial paper far exceeded that in other open (i.e. non-interbank) secondary markets.

¥ la Sweden and Finland, for instance, dealer agreements may require them to promote an
active secondary market.

2 There is a fierce and inconclusive debate on the merits of this type of trading. See MHeller
{1988) and Mitchell {1988).
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governing the financial industry in the various countries. The worldwide
deregulatory process which has gathered momentum in the 1980s has
allowed greater scope for business judgement and market forces to deter-
mine which type of institution would come to dominate issuance.

Particularly significant has been the restriction preventing US bank
organisations from acting as principals in the issuance of commercial paper
as part of the broader restrictions enforcing the separation between
commercial and investment banking (“Glass-Steagall Act”}). As a result, in
their domestic market US banks have tended to act as agents, purchasing
the paper for the account of their clients, and have primarily been involved
as issuing and paying agents in the settlement process or as trustees for
commercial paper investors. Bank organisations were allowed to act as
principals, admittedly within limits, through special non-bank subsidiaries
only in September 1986. Since then, they have made significant inroads
into the market.?” In addition, through their subsidiaries abroad, they have
been quite active dealers in the Euro-market since its inception.

Eisewhere, commercial banks have generally been much more active as
dealers, either in-house or through wholly-owned subsidiaries. They tend
to dominate the market in those countries with a long tradition of
universal banking, particularly in continental Europe. But they play a major
role even where a distinction between commercial and investment banking
stilf exists. In Canada, for example, they were given clear authority to act
as principals in 1987, after which they purchased the main dealers.?% In
Japan commercial paper was legally considered since its inception to be a
“bilt" rather than a “security”, thereby alfowing both commercial banks
and securities firms to compete in the market. Japanese commercial banks
now handle some 80% of issuance,

In most domestic markets the degree of concentration seems to be
quite high. Available evidence indicates that the four top dealers typically
account for around 80-90% of all placements (Grodzki et al. {1991)).
Concentration is somewhat lower in the Euro-market, partly as a reflec-
tion of the international investor and issuer base as well as of intense
competition for mandates (Table 13).

2% Az the end of 1991 the authorised subsidiaries of banle holding companies accounted for 14%
of dealer-placed paper (Post (1992)). See Section IV for details.

3 Some Canadian banks were acting as principals in the market before then but there was some
question regarding their legal authority to do so.

38



Table 13
Indicators of the concentration of dealerships:
the top ten dealers in the Euro, UK and Swedish markets!

Ranking of Euro-market! United Kingdom? Sweden?
dealer individual cumulative individual cumulative individual cumulative
1 15.1 15.1 25.6 25.6 24.6 24.6
2 i5.0 30.1 24.1 497 19.7 443
3 11.2 41.3 14.9 64.6 17.8 62.1
4 10.8 52.1 12.2 76.8 17.8 79.9
5 9.6 61,7 10.4 87.2 6.8 86.7
6 9.1 70.8 5.0 92.2 5.1 91.8
7 8.4 79.2 2.3 94.5 2.8 94.6
8 7.2 86.4 2.1 96.6 2.1 946.7
9 7.2 33.6 2.1 98.7 1.9 98.6
10 6.4 100.0 1.3 100.0 i.3 100.0

Memorandum jtem:

Number of

dealerships 2,122 606 471

TEnd-1992.  Autumn 1992, Note that the degree of concentration of dealerships typicaily
underestimates the degree of concentration of placements because large dealers generally take
the lion’s share of placements under a programme, I The total numbers of dealers and
dealerships were, respectively, 18 and 494. The share of the bottom eight dealers was fess than
5%.

Sources: Euromoney and market participants.

Issuers

The types of issuer of commercial paper vary considerably across coun-
tries, reflecting both overall institutional differences as well as specific
regulatory limitations on issuance (Table 14).3' One major institutional
difference is the role played by various types of public sector or publicly
owned entities. For example, in France, nationalised companies and other
companies in which the state is a majority shareholder account for a large
share of paper outstanding; in Sweden the commercial paper market is
used by many public utilities wholly or partly owned by local authorities;
in Germany, the Treuhandanstalt (a government-sponsored holding
company) and the Bundespost (the federal postal service} have the largest
commercial paper borrowing programmes. Central governments are not

H Specific regulatory constraints on issuance are described in detail in Section V.
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Tabie 14
Sectoral distribution of issuers
Mid to end-1992

Market Non- State-owned Non-bank Banks and Local
financial non-financial  financial  bank-related authorities
private caompanies  companies! and other
sector public sector

companies entities

percentage shares of amounts outstanding

United States 253 - 58.72 16.03 —
Japan . . ... 100.04 - - - -
France . ... 60.G 15.3 24.7 - —
Spain® . . . .. 248 29.0 4572 . 1
Camada . . .. 51.1 - 46.1¢ - 2.8
Sweden . . . . 19.4 — 70.17 — 10.5
Australia . . . 19.2 - 13.9 0.2 66.78
Germany? . . 62.7 34.410 2.9 - -
United

Kingdom . . 75.0 - 25.0 - -
Finland . . .. 46.3 53.71 -
Norway . .. 30.3 0.8 60.27 - 8.712
Netherlands . 93.9 - s 6.1 -
Belgium . . . . 88.0 2.0 10.0 - -
Euro-mariet 22.0 10.0 25.0 28.0 14.0%3

1 Includes companies active in sales financing, housing credit, leasing and business financing,
insurance, etc. 2 Mainly finance companies and including broker/dealer firms. 3 Including
mainly paper issued by branches or subsidiaries of foreign-owned banks or banl holding
companies and a small amount of paper issued by US bank holding companies and related
subsidiaries  and  affiliates. * Approximately 70% of issuers are twrading companies.
*Registered only. ¢Mainly finance companies and including asset-backed programmes.
7 Mainly mortgage institutions. In Norway it also includes state-owned specialised long-term
credit institutions (“State banks"). 2 Includes nationalised companies and financing vehicles.
? In terms of programme size.  *® Includes the Treuhandanstalt and the Bundespost (federal post
office). ! Banlc subsidiaries, mainly finance companies. Some independent financial issuers may
be included under non-financial companies or not be included at all.  *2 Including munieipat
enterprises. 12 Including sovereign issuers.

Sources: Mational authorities, dealers, Dominion Bend Rating Service (Canada}, Euroclear and
own estimates,

active in any domestic commercial paper market, but in the Euro-market
a number of commercial paper programmes have been arranged for
sovereign issuers.

Another important institutional difference concerns issuance by non-
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Table 15
Composition of issuers in the US domestic market

Issuer 1975 1980 1985 1990 1992

percentage shares of amounts outstanding

Non-financial corporations . . . 21.4 28.7 27.3 24.6 253
Domestic . .. ............ .. .. 24.6 20.9 19.9
Non-US domiciled . ... .. ... .- .. 2.7 3.7 5.5

Financial companies

{dealer placed} . .. ... ... .. 13.0 16.2 271 39.7 431
US-owned domestic .. ... ... . .. 8.8 19.2 22.8
Foreign-owned US subsidiaries . . 8.8 10.6 11.5
Non-US domiciled . .. ... ... 9.4 3.8 8.8

Financial companies

{directly placed) . ... ..... . 65.6 551 45.6 357 31.6

Totab . ... 100.0 1000 100.0 100.0 100.0

Memorandum items:

Foreign-owned bank

organisations® (%) . ........ .. - . 11.2 12.6
Domestic bank-related? (%) . . . 18.2 21.3 15.8 5.4 3.7
Total non-US domiciled (%} . . . . 1.3 5.8 11.5 13.5 14.2
Total amount outstanding {US$ b) 47.7 1231 2939 557.8 5449

' Dealer-placed paper issued by branches or subsidiaries of foreign-owned banks or bank-holding
companies. ! Paper issued by bank-holding companies, non-bank subsidiaries of the holding
company and non-bank affiliates of the bank.

Sources: Federal Reserve Bank of New York and Board of Governors of the Federal Reserve
System, Flow of Funds.

bank financial intermediaries. Finance companies play a major role in the
United States (see below) and in the Canadian market, which partly
mirrors the US experience. They are also active issuers in Finland, where
they are mainly bank subsidiaries. Mortgage institutions are important
issuers in Sweden and Norway.32 By contrast, in several countries regula-
tory constraints limit issuance. In France short-term negotiable paper
issued by finance companies (“bons des institutions et sociétés finan-
ciéres”) is subject to somewhat different legal and regulatory provisions.

Many issuers of commercial paper have established programmes in
various markets. Most notably, the financing vehicles of US motor

32 These institutions are largely state-owned or bank-controiled in Sweden. Banis also own
some mortgage institutions in Norway.
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Table 16
Composition of assets of US finance companies’

ftem 1965 1970 1975 1980 1985 1990 1992

percentage shares of total assets

Consumer credit . . . .. . 553 501 418 325 301 180 151
Mortgages . . .. ... ... 10,0 118 13.0 213 235 293 29.4
Businessioans . ... .. .. 303 340 413 365 361 380 367
Other? . ... ... ... .. 4.4 4.2 3.9 9.7 103 147 188
Total .. ........... 100.0 100.0 100.C 100.0 100.0 100.0 100.0

Memorandum items:
Commercial paper issued . 19.0 36.8 283 248 320 434 418
Total assets (US§ b} . . . . 447 641 99.1 2428 4402 7721 808.3

! Including mortgage companies, securities firms and asset-backed paper. ! Deposits plus other
miscellaneous assets.

Source: Board of Governors of the Federal Reserve System, Flow of Funds.

companies, which have been major issuers of paper in the US domestic
marlets since the 1920s, are present in several national markets and in the
Euro segment. This pattern appears to be increasingly followed by many
major Eurcpean companies.

More detailed information on issuers is available for the US market.
Issuance in the United States is dominated by financial, mainly finance,
companies. Non-bank financial companies account for around 60% of
total issuance. A major development in recent years has been the
pronounced expansion in commercial paper issued by foreign-owned enti-
ties (Table 15). Many of them have issued through special funding vehicles
incorporated in the United States so as to overcome restrictions on
investments by institutional investors in paper issued by non-residents. 3 At
the end of 1992 foreign-owned companies probably accounted for as
much as one-third of the paper placed in the US market.

The importance of commercial paper for finance companies appears
to have increased markedly since the mid-1970s and to have accompanied
a pronounced change in the composition of their balance sheets. At

33 Many US investors, particularly money market mutual funds, are limited to acquiring securities
issued by US chartered corporations, The proceeds of issues by the US subsidiaries of foreign
companies are channelled off-shore (banks) or used to finance iocal operations (Japanese leasing
companies). See Post (1992).
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end-1975 commercial paper accounted for only 28% of finance compa-
nies’ total Kabilities and consumer credit represented the single largest
counterpart to its issuance (Table 16).3* By end-1990 business loans,
particularly in the form of equipment leasing, had by far outstripped
consumer credit in finance companies’ balance sheets and commercial
paper had become the single most important source of finance, accounting
for 43% of total liabilities.35

At end-1975 commercial paper represented a marginal source of
finance for US non-financial corporations, accounting for less than 2% of
their liabilities (Table 17). By end-1992 its share had more than doubled,
partly at the expense of bank loans and tax-exempt debt.

The breakdown of issuers in the Euro-market by nationality indicates
that Australian residents are the most active, accounting for almost 20%
of paper outstanding at the end of 1992 (Figure 1). Issuers from the United
States, the United Kingdom and France represented individually around
10% of the market.

Investors

Information on investors is not as detailed as that on issuers. For many
markets the main source of statistics are surveys of the major dealers,
focusing on the purchasers of the instruments at issuance. In a few cases,
this can be complemented by flow-of-funds data. Survey information has
the merit of throwing light on the direct participants in the market.
Flow-of-funds data are more comprehensive and normally focus on the
ultimate owners of the securities, but they do not normally disaggregate
commercial paper entirely from other short-term instruments.

Table 18, mainly based on survey evidence, confirms the wholesale
nature of the investor base, dominated by financial institutions and corpo-
rations. The only country where direct holdings by individuals are sizable is
Spain, owing to the very low minimum denomination of the instrument.
Individuals” holdings through trust business are also significant in the United
States, Canada and the Euro-market.

# The finance companies sector in the flow-of-funds statistics includes also securities firms and
asset-backed paper.

3% See Remolona and Waulleicuhler (1992) for a further discussion of the growth of finance
companies in recent years. It should also be noted that at the end of 1991 45% of paper placed by
dealers on behail of purely domestic non-bank financial firms was asset-backed.
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Figure 1
Breakdown by nationality of issuers of Euro-commetrcial paper?
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! Amounts outstanding at end-19%2. 2 Mainly Spain, Denmarl, Austria, Finland, ltaly and
Belgium, ? The Bahamas, Bermuda and the Cayman Islands.

Source: Euroclear.

Non-financial companies are major investors in several markets. In the
Euro-market, Germany, the United Kingdom, Belgium and in the Nordic
countries their investments account for at least one-quarter of the total,
tn Spain they exceed 60%, which suggests that the market is at present
largely a substitute for inter-enterprise credit. They also probably exceed
50% in Japan.

With the exception of Spain and, possibly, Japan, financial intermediaries
account for the lion's share of investments. Banks appear te be the main
investors in the Netherlands, suggesting that in this case disintermediation
of the banking sector as a whote has not been significant. Their holdings are
also sizable in Finland, Norway?¢ and Australia. The apparently large bank

¥ Holdings by Norwegian banks consist mainly of “state bank” certificates which, being govern-
ment guaranteed, are eligible for their compulsory liquidity ratios.
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Figure 2
Breakdown by nationality of investors in
Euro-commercial paper?
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t Tentative estimates. ? Including Japan and Pacific rim countries.
Sources: Market dealers.

investments in France actually represent amounts purchased “firm"” by
banks but then resold to collective investment institutions (OPCVMs).
Generally, institutional investors are by far the main holders among finan-
cial intermediaries, including coflective investment institutions, insurance
companies and pension funds. Collective investment institutions are
predominant in France, the United States, Germany and Belgium. By
contrast, insurance companies and pension funds are more important in
the Nordic countries.

Information on investments by non-residents in domestic markets is
very patchy. The evidence suggests, however, that their share is usually less
than 10% of the market and often of only marginal significance. The main
exception appears to be Belgium, where investments through Luxem-
bourg-based funds are important. Such investments are also important in
the German market. In both of these cases, however, they probably
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Table 19
The structure of investors in commercial paper, United States!

Sector 1975 1980 1985 1990 1992

percentage shares of amounts outstanding

Households . ... ....... ... 12.8 26.0 341 30.9 18.9
Non-financial corporations . . . . . 29.5 11.8 12.6 8.8 9.1
Life insurance companies . . . . . . 7.2 5.1 5.6 4.5 5.5
Pension funds® . . ... ... ... . 13.¢ 11.9 5.6 8.4 21.4
Money market funds . ., ... ... 0.8 19.3 27.7 33.9 30.4
Mutual funds . . . ... ... .. ... 3.1 2.3 7.1 4.3 18
Credit institutions? . . . . .. ..., 18.0 13.9 7.0 4.5 5.8
Others .. ... .. ... . .... 151 9.7 6.3 4.7 5.2
Total ... ... 100.0  100.0 100.0 100.0 100.0
Memorandum items: in billions of US dollars

Amount outstanding . . .. ... .. 66.6 1638 3585 6099 578.8
of which commercial paper . , . . . 47.7 1216 2939 5578 5449

! Approximated by investments in open market paper, which includes also bankers’ acceptances
net of holdings of own acceptances. 2 Private as well as state and local government retirement
funds. 3 Commercial banks, sponsored credit institutions, savings and loan associations and
mutual savings banlks,

Source: Board of Governors of the Federal Reserve Systam, Flow of Funds.

fargely reflect indirect holdings by residents motivated by tax or other
restrictions at home (see befow). In Sweden foreigners are reported to
have sizable investments in paper issued by housing intermediaries, which
accounts for around one-third of the total.

The investor base in the Euro-commercial paper market is international
by definition. Tentative estimates of its breakdown by nationality?7 indicate
that investors are predominantly European, accounting for close to 70%
of the market (Figure 2). Investors based in France, the United Kingdom
and Luxembourg are particularly active. By contrast, US investors are
largely absent. This partly reflects the complexity of US securities and, to
a lesser extent, tax laws and regufations, in view of which dealer agree-
ments and information memoranda incorporate standard restrictions on
sales of paper within the United States and to “US persons” (see below).

37 Reliable estimates are difficult to obtain because the basic statistics are only available to
dealers, who are often reluctant to disclose the information. The investor base of individual dealers
Is not necessarily an accurate estimate of the market in general.
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Table 20
The structure of investors in commercial paper, France

Sector 1986 1987 1988  198% 1990 1991

petcentage shares of amounts outstanding

Non-financiali companies . 34.0 232 19.5 12.4 5.0 3.5
Collective investment

institutions® . . . .. .., 50.9 55.7 63.0 77.5 847 85.5
fnsurance companies . . . . 9.0 16.1 15.3 9.0 9.4 6.2
Banks ... .......... 4.5 21 2.0 1.1 0.7 4.7
Other financial

nstitutions . . ... . ... 1.7 2.9 0.3 0.3 0.2 0.1
Total ............. 100.0  100.0 100.0 100.0 100.0 100.0
Memorandum item: in biflions of French francs
Amount outstanding . . .. 24.0 9.8 60.5 1229 1522 1513
* QPCVMs.,

Source: National flow-of-funds statistics.

Flow-of-funds statistics which throw light on the structure of investors
are available for the United States, France and Spain. For the United States
they indicate that the share accounted for by the household sector is as
high as around one-fifth, suggesting that the bank holdings identified by
survey evidence are essentially trust business (Table 19).38 The evolution of
the structure of investors exhibits certain common characteristics. In all
three countries the share of holdings of collective investment institutions,
notably money market funds, has tended to rise. The figures for Spain
hardly capture the trend, which has accelerated after the market reorgan-
isation in 1992.3% Survey evidence from other markets, including the
United Kingdom and the Euro-market, confirms the growing importance
of colflective investment institutions. In the United States and, especially,
France (Table 20) there has been a decline in the share of holdings by
non-financial companies and, until recently in France, in that of banks. in
Spain, the share of banks has fluctuated considerably, reflecting the

3 However, US banks had been active investors in commercial paper in the past, partly because
of its eligibility for rediscounting at the central bank. See Selden {1963).

3 Between the end of 1991 and September 1992 the collective investment institutions’ holdings
of commercial paper issued by non-financial companies doubled to reach Ptas. 350 billion, or areund
12% of the outstanding stock.
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Table 21
The structure of investors in commercial paper, Spain *

1982 1985 1987 1989 1990 1991

percentage shares of amounts outstanding

Households .., ... ... 88.7 51.3 30.0 2.8 18.3 4.7
Non-financial companies . 9.9 17.1 343 34.1 64.8 67.1
Collective investment

institutions . . ... .. .. - - 6.6 13.1 6.4 6.1
Insurance companies . . . . 0.0 3.0 4.7 6.3 38 4.2
Credit institugions . . , . . 1.5 28.6 24.4 24.7 6.6 7.9
Total, . ... ......... 106.0  100.0 100.0 100.0 100.0 100.0

* Approximated by the holdings of short-term securitias issued by non-financial companies. The
bullk consists of commercial paper, but the figures also include some asset transfers and “letras de
empresa’.

Source: Banik of‘Spain.

“buffer” function of bank holdings and the imposition of temporary credit
controls in 1989~90 (Table 21). In contrast to the other two markets,
holdings by non-financial companies have risen over time.,

Iv.
Legisiative and regulatory framework

Commercial paper markets are underpinned by a mixture of laws and
regulations. While general laws define the rights and obligations of issuers
and holders of the securities, in some cases more specific faws and/or
regulations impose restrictions on the characteristics of the instrument,
the structure and operation of the market as well as potential participants.
These restrictions reflect a multiplicity of concerns, ranging from market
transparency and investor protection to the conduct of monetary policy.

ln 2 first group of countries, including japan, France, the United
Kingdom, Norway and Belgium, commercial paper is the object of specific
laws and/or regulations, which define the instrument and fay down its key
characteristics. In a second group the basic features are largely determined
by the need to comply with criteria for the exemption from costly regis-
tration. This is clearly the case in the United States, in the Euro-market
and, to a lesser extent, in Spain. Disclosure (“prospectus”) requirements
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exist in Germany and Canada and the Netherlands, but the thresholds for
exernption from them are so low as not to be binding.* Finally, in the
remaining countries there are no laws and/or regulations impinging directly
on the instrument. In this final group, as well as in those countries with
non-binding disclosure requirements, the impact of official restrictions on
the market s typically far less significant (e.g. in Sweden and Australia) or it
may be indirect, possibly operating through constraints on institutions
which would otherwise be natural issuers of, or investors in, the paper
(e.g. in Germany). In Belgium, two different market segments coexist, viz.
the “treasury note"” (“billet de trésorerie”} segment, subject to a specific
law passed in June 1991, and the “promissory note” segment, predating
the former and structured so as to avoid registration and disclosure
requirements as well as withholding tax.

Restrictions on basic characteristics of the instrument

All the countries with specific laws and/or regulations stipulate the
minimum denomination of the instrument, generally as a way of excluding
retail investors from the group of potential investors (Table 22). Thisis the
only specific restriction in the Netherlands, while elsewhere it is comple-
mented by limits on the maximum and, sometimes, minimum maturity. The
authorities may also rule out issuance of foreign currency denominated
paper in the domestic market, as was the case until recently in France and
the United Kingdom.*! |n the Euro-market certain currencies of denomi-
nation have not been used owing to the opposition of the centraf banks of
issue.?2 In particular, this has been true of the peseta and until recently, and

40 In Germany any securities issues with a denomination not exceeding DM 80,000 and offered
to the public {or listed) are subject to disclosure requirements. The standard denomination of
commercial paper, at DM 500,000, is welf above that minimum. In Canada disclosure requirements
are set by Provincial Securities Laws. In general, a prospectus is mandatory for securities sold to
individuals with a denomination of less than Can.$50,000 or an original maturity exceeding one
year. in the Netherlands commercial paper is subject to prospectus requirements if it has a
denomiration of less than FI, 100,000 {or its foreign currency equivalent), or if it is sold to
“professionals only". Central bank regulation sets the minimum denomination of guiider paper at
Fi. 1 miflion and professional investors typically deal in denominations which are higher thar the
minimurn for exemption from disclosure.

“ Issuance was allowed in February 1992 and January 1990 respectively. Between August 1989
and February 1992 in France issuance was allowed only in ECUs and US doliars.

4% Yen-denominated paper issuance is subject to certain restrictions regarding denomination,
maturicy, disclosure requirements and minimum acceptable ratings in many ways similar to those
governing domestic issuance. In addition, the proceeds should not be channelled to financiat
institutions in fapan.
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still to some extent,*? the Deutsche Mark. In Norway regulations require
all commercial paper to be in interest-bearing form so as to make it subject
to taxation.* The Japanese regulations specify that all commercial paper
must be uncollateralised. In France and Norway the provision of third-
party credit guarantees is restricted,

Restrictions on credit quality, registration and mandatory disclosure

In Japan issuance is limited to companies which are either listed or have met
for at least three years disclosure requirements fixed by the Securities
Exchange law (Table 23}. Rating is now mandatory and only companies
with the highest and second-highest rating are eligible 4> Backup liquidity
lines are in principle necessary but may be waived by the rating agency. A
memorandum accompanying issuance should contain information on the
rating, the ceiling on the issuing amount and any backup lines. The present
arrangements have replaced a set of eligibility requirements partly based
on balance-sheet ratios.

In France only companies which have been in existence for at least two
years and which satisfy certain legal forms*é are eligible for issuance. Until
February 1992 all issuers had to be authorised by the Commission des
Opérations de Bourse {COB) and the Banque de France upon presentation
and filing one month prior to first issuance of a “dossier de présentation
financiére”, renewable each year, containing detailed information about
the programme and the company {Table 24).%7 The information was made
available to potential investors and a sub-set updated quarterly and semi-
annually.®® Since February 1992 rated issuers need only notify the Banque

3 As of August 1992 the Bundesbanic has permitted issues of Deutsche Marlc paper by non-
banles while maintaining the prohibition on banle issues. According to German law, the definition of
a bank is very broad and includes, for instance, finance subsidiaries of non-financial companies.

4 Until recently, the return on discount commercial paper would have been tax-exempt since
capital gains not earned threugh the taxpayer’s ordinary line of business were not taxable. Since
these gains are now taxed, it is expected that discount certificates will be permitted in the future.

4> Companies must obtain ratings from at least three agencies and the highest or second-highest
from at least one of them,

* These inciude public companies (“Sociétés par actions” or the equivalent for foreign com-
panies), various forms of cooperatives {subject to a minimum paid-up capital of Fr.fr. 1.5 miilion},
public sector companies and certain international institutions.

7 The authorisation is revocable at any time.

8 Quarterly disclosure consists of the short-term liquidity pesition of the company (assets minus
fiabilities with less than one year of residual maturity, “position de trésorerie™) for three quarters.
Semi-annual disclosure relates to basic profit and loss statistics (e.g. total revenue and profits) for
three half-year periods.
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Table 23
Eligibility for issuance!

Country Sets of alternative criteria

United States? |

Good rating; use of proceeds; minimum denomination and
maximum maturity.

[l- Third-party guarantees.

lll- Private placement.

Japan I-  Good rating; listing or three years of disclosure.
France Il- Company's legal form and at least twa years of audited
accounts.3
lll- Company’s fegal form and third-party guarantees by efigible
company.
United Kingdom |- Company’s size and listing/disclosure requirements.

Il- Third-party guarantee by eligible company.
lll- Local authorities subject to restrictions.

Belgium? I+ Company’s legal form and size; balance-sheet ratios.
ll- Backup liquidity by eligible company.
HI- Local authorities.

" The table is only approximate and excludes certain restrictions based on the residence and
institutional category of the issuer, which are described in Table 25. For a detailed description, see
the text. The countries not included do not have specific restrictions on issuance other than
those described elsewhere.  * Criteria for the exemption from registration. 2 Backup liquidity
mandatory as part of | until May 1989, % “Billets de trésorerie”. No special conditions for
premissory notes.

Source! National data.

de France two weeks prior to issuance and are exempt from the quarterly
and semi-annual disclosure requirements. A specific form of backup
liquidity line (“crédit de substitution™) was compulsory until May 198949

Issuance regulations are particularly detailed in the “treasury note"”
segment in Belgium. The law specifies a set of criteria based on minimum
size, balance-sheet ratios or, as an alternative, backup liquidity lines from
financial institutions, calls for mandatory authorisation of programmes and
sets minimum disclosure requirements that depend on whether or not the
company is quoted on the stock exchange. 50

In Norway prior authorisation is mandatory for issues of “loan certifi-
cates”, i.e. for paper issued by state-owned specialised long-term credit
institutions {"state banks"). The central bank must check compliance with
basic regulations as regards the terms of issuance. The publication of a
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prospectus, supervised by the Oslo Stock Exchange, applies only to public
issues, which account for a small fraction of the total.

Under UK regulations the range of qualifying issuers includes, amongst
others, companies with net assets of at least £25 million and which have
met certain disclosure requirements either because they have existing
debt or equity listed on the London Stock Exchange (LSE) or because they
have listed debt or equity on an overseas exchange and have provided
additional information to the LSE which is broadly equivalent to that
provided for a Euro-currency security debt listing (commonly known as
Schedule 3 requirements). lssues may also be made under the guarantee of
a company satisfying the net asset/LSE listing requirement referred to
above or by an institution authorised under the Banking Act 1987.5 Issues
are arranged so that no prospectus is required under English law.

Spanish legistation introduced in April 199252 exempts from registration
and disclosure requirements commercial paper that meets any of the
following criteria: {(a) “singular issuance” (“librados singularmente”);
(b) issuance by credit institutions and placement with institutional investors
or own clients of notes with maturity not exceeding one year; (¢) issuance
by the state and local authorities (" Comunidades Auténomas™). Because
the definition of “singular issuance” is unclear, the risk of viclation of the
faw has dealt a blow to the informal direct placement market which had
thrived until then.33 For issues that do not meet any of the above condi-
tions there are registration and authorisation requirements applying to the
associated programmes. The requirements vary depending on the nature

* The line had the function of insufating the issuer from marketwide disturbances. The coverage
was initially set at 959% but subsequently lowered and then left unspecified.

56 Isswers must be local authorities or corporations which have been in existence for at least two
years and which have (a) own funds at least equal to B.fr. 1 billion or (b) own funds of at least
B.fr. 100 million and assets with a maturity shorter than one year exceeding debt with a maturity
longer than one year. Issuers failing the balance-sheet criteria need a backup liguidity line from a
financial institution covering at least 25% of the commercial paper issued. Documentation attesting
compliance with the above issuance requirements and including the terms of the issue and annual
financial accounts {semi-annual if the issuer is quoted) should be sent for approval at least 15 days
prior to issuance to the Commission Bancaire et Financiére. The prospectus should be available to
investors on request. The information shouid be updated regularly.

1 In addition, since April 1990 local authorities may issue commercial paper denominated in
sterfing and provided certain other restrictions are met. For detalls, see British Bankers Association
(1992).

52 See Chuiia (1992a} for the previous legislative and regulatory provisions,

33 In addition, compulsory reserve requirements reduce the attraction of issuance by banks
while state and focal authorities register their programmes in order to access the organised (AIAF}
market, 5o as to be able to place the paper with mutual funds (see below).
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of the issuer and investors targeted. In particular, they are less onerous for
public sector companies and for issues targeted at the non-retail segment
of the market. 54

On the basis of the Securities Act of 1933 the US Securities and
Exchange Commission (SEC) exempts from registration and hence dis-
closure requirements all commercial paper with an original maturity not
exceeding nine months and which meets a number of additional criteria.
Under the SEC interpretation of Section 3(a)3 of the Act,’ the paper
should be (1} of prime quality and negotiable, (2) of a type not ordinarily
purchased by the public, and (3) issued to facilitate recognised types of
current operational business transactions.*® [n practice, this means that the
paper should receive a high rating from a US rating agency, that the
minimum denomination should be no lower than $100,000 (exceptionally
$25,000) and that as a general rule an issuer’s aggregate outstanding
amount should not exceed its current transactions {Darrow and Gruson
(1985)). Commercial paper is also exempt if issued by a bank-related
company or under a bank guarantee (Section 3(a)2) as, for instance, when
backed by a bank letter of credit. Finally, it may also be placed privately
(Section 4(2)}, but then only to sophisticated investors and subject to
resale restrictions.’” Since registration of individual issues is costly and
would make flexible issuance impossible, all commercial paper is designed
to be exempt.

Euro-commercial paper issues are generally subject to English faw and
the business takes place primarily in London.®8 The issues are structured so
as not contravene the deposit-taking provisions of Banking Act of 19875¢

* Prior communication and registration of the detalls of the programmes are the only require-
ments if (a) the minimum denomination of the notes is Prs. 25 miflion; or {b) the number of investors
is less than fifty or the size of the issue does not exceed Pts. 500 miflion and the paper is soid without
advertising; or (c) if institutional investors purchase the paper. Otherwise, the issuer has to file and
stbject to verification audited annual accounts and a prospectus. The authorisation is valid for one
year. For more details, see the law.

5% Section 3(a)3 “exempts from registration any note which arises out of a current transaction
or the proceeds of which have been, or are to be used for, current transactions, and which has a
maturity at the time of issuance not exceeding six months” (see Darrow and Gruson (1985)).

% In 1980 the SEC dropped a fourth requirement stating that the paper should be eligible for
rediscounting by a Federal Reserve Bank.

57 Resale restrictions, however, were significantly relaxed in 1990 with the adoption of rufe
144A, which broadened the range of investors to which privately placed notes could be resold.

5% For a detailed treatment of the fegal issues, see Counihan (1988).

5% According to the Act no person can accept deposits (broadly defined) in the United Kingdom
in the course of deposit-taking business, whether carried on in the United Kingdom or elsewhere,
unless it is an authorised institution or an exempted person or complies with certain detailed
exemption requirements. Note that all sterling issues must comply with UK regulatory provisions.

58



and to dispense with registration requirements (Financial Services Act
(FSA) of 1986).¢0 The former is typically achieved by ensuring that the
proceeds from issuance are first received by the issuer or his agent over-
seas.®! Exemption under the FSA is achieved mainly by limiting sales to
professional investors.

In the remaining countries there are no laws or regulations specifying
directly the characteristics of the paper or stipulating restrictive registra-
tion and disclosure requirements. The terms of issuance and the informa-
tion disclosed are thus left to market forces. 62 63

Orther restrictions on issuers

In most countries the legal and regulatory framework either prevents or
discourages banks from issuing commercial paper (Table 25). In Japan,
France, Norway and Belgium banks can only issue certificates of deposit,
which are subject to somewhat different restrictions, if sometimes only as
regards minimum maturity. In Spain and Germany banks may issue
commercial paper but have been discouraged, at least until very recently,
by costly compulsory reserve requirements.®* By contrast, in the United
States banks issue “deposit notes”, an instrument which is in effect
commercial paper but insured by the Federal Deposit Insurance Corpora-
tion; uninsured paper is only issued at the level of the bank holding
company.®> In the United Kingdom banks have been allowed to issue
commercial paper since March 198%; this instrument differs from certifi-
cates of deposit in terms of minimum denomination (£100,000 rather than
£50,000) and permissible maturity (0 to 5 years for CDs). In Canada the

80 Any primary or secondary offering of unlisted securites is subject to registration of a detailed
prospectus unless certain criteria are met. Issues are also structured so as to be exempt from
withholding tax {see below).

1 Other, less useful, possibilities are purchases and subsequent sales by institutions authorised
under the Act (i.e. with a bank licence) or especially exempt (such as central banks and other
governmental or supranational institutions),

82 in Germany listing on the exchange is restricted to programme tranches with 2 maturity in
excess of three months. Listing is rare on account of the fees involved. It is used primarity by
companies in search of greater visibility or as a way of overcoming the restriction on German-based
mutual funds’ investments in unlisted securities (see below).

83 in the Netherlands tap issues must be reported to the central bank at jeast one day before the
announcement in the market.

54 In Spain, however, state-owned banks are still active issuers: banks were in fact the first issuers
of commercial paper. Certificates of deposit have somewhat different characteristics from
commercial paper, including issuance “to the order” and Jonger maturity.

“* Before December 1990 issuance of those notes was unprofitable as they were subject to
compulsory reserve requirements.
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distinction arises purely from the nature of the issuer: a short-term debt
instrument is referred to as a certificate of deposit or deposit note if it is
issued by a bank and any evidence of deposit issued by a Canadian banl is
exempt from the requirements of the securities laws (e.g. as regards
disclosure). Finally, in Sweden, Australia, the Netherlands, Finland and the
Euro-markets, where no specific laws or regulations exist, the difference
between commercial paper and certificates of deposit is legally unclear - if
it exists at alf - and derives primarily from market practices,® notably
issuing arrangements.

Countries with specific laws or regulations governing commercial paper
sometimes also exclude from issuance other financial institutions. This is
the case for all non-bank credit intermediaries in France, for all such
intermediaries (except for securities firms and securities finance com-
panies®®) and insurance companies in Japan and Norway. it was also true of
insurance companies and building societies in the United Kingdom (until
March 1989).¢% In other countries any restrictions arise from the nature of
the instrument rather than from a specific prohibition on the issuer.

Most domestic commercial paper markets are now open to issuance by
non-residents. In some cases permission was granted relatively recently, as
in Japan (“Samurai” commercial paper, January 1988), France {January
1991), Spain {February 1992) and Germany (August 1992).70 In Germany
permission to issue notes and securities denominated in Deutsche Mark
with a maturity of less than two years was given only to non-banks. Since
under German law the definition of a “bank™ is very broad, foreign finance
subsidiaries of non-financial companies are still not allowed to issue
commercial paper in Deutsche Mark.

Restrictions on placement and issuing intermediaries

The only countries where direct placement by issuers is not permitted are
Japan and Norway (Table 25). In Norway, however, the limitation does not
apply to private placements of financial institutions.

% |n contrast to commercial paper, for instance, most certificates of deposit in the Eurc-
markets are interest-bearing.

7 "Sociétés financidres” and “institutions financidres spécialisées” issue ad hoc “bons des
institutions et sociétés financiéres™ {BISFs).

&8 Since February 1990,

¢ Uncil August 1991 finance companies in Sweden were not allowed to issue commercial paper.
Instead they issued special certificates (“Marknadsbevis”), which were treated in the market just like
commercial paper.
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Restrictions on the type of institutions allowed to deal and place
commercial paper derive primarily from the national legisfative and regula-
tory frameworls governing financial activity. Hence, banks and a variety of
securities firms - whose precise denomination and range of activities are
country-specific - can generally act as both principals (i.e. as counter-
parties in purchases and sales) and agents (i.e. as brokers) in dealership and
placement.’? In some cases, they may act only as agents {e.g. money
market brokerage firms in France and Spain). The main restriction applies
to banking organisations incorporated in the United States, which can
operate as principals onfy within narrow limits and were confined to an
agency function until September 1986.73

Several countries set limits on the issuing intermediary role that can be
played by non-resident institutions. Such institutions are not authorised to
intermediate issues in locally denominated paper in Norway, can only place
paper with non-residents in France and Spain, and cannot deal in or arrange
paper denominated in Deutsche Mark in Germany. In the Netherfands the
arranger of paper denominated in local currency must be a credit institu-
tion with a fully-fledged securities department in the country.

Restrictions on investors

Some of the countries with specific laws and/or regulations applying to
commercial paper impose particular restrictions on investors (Table 25). in
Japan, for instance, only institutional investors, including financial institu-
tions and corporations, are permitted to hold such paper. Individuals are
excluded in Belgium. In the remaining countries the restrictions derive
from prudential regulation or the institutions’ own statutes. In the United
States, for example, several potential investors are allowed to hold only

70 Until then foreign-owned companies were active issuers through domesticatly incorporated
vehicles or branchas.

" Certain countries may also have restrictions on services such as custody and clearing. For
instance, in France all paper must be kept in the custody of a domestic bank, while in Norway the
instruments must be registered wich the Norwegian Registry of Securities {"Verdipapir-sentralen™).

2 1n France, for example, authorised institutions are banks, “maisons de titres”, "sociétés de
bourse™ and the “Caisse des Dépdts et Consignations™.

73 Since then, the Federal Reserve Board has authorised certain bank holding company
subsidiaries to underwrite commercial paper. In order to qualify as exempt under Section 20 of the
Glass-Steagall Act, these subsidiarfes cannot be “principally engaged™ in the underwriting of, or
dealing in, proscribed securities. The Board has set the qualification limit at 10% of gross revenues
from such securfties activities, See Board of Governors of the Federal Reserve System (1987a) and
(1987b) for details.
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paper issued by US resident companies, which has encouraged the setting-
up of Delaware subsidiaries by foreign companies, particularly banks. Simi-
larly, a recent amendment to SEC Rude 2a-7 severely limits the holdings of
second-highest rated paper by mutual funds, the main investors in
commercial paper.”* Analogous restrictions apply to certain institutional
investors in Australia. German mutual funds can only invest to a limited
extent in unlisted commercial paper, which represents the bullk of issuance,
and only recently have German insurance companies been allowed to hold
Deutsche Mark paper.”® Spanish mutual funds can only hold registered
paper traded in an organised marker.’#

Restrictions on investors in the Eure-market fall under two broad
categories. The first comprises controls on capital flows and foreign
exchange transactions. These have largely been dismantled during the
1980s and early 1990s, so that at present no major potential group of
investors seems to be excluded from the market. The second reflects
constraints deriving from the general securities laws and regulations of
individual countries. For example, in order to avoid registration in the
United States Euro-commercial paper would either have to be exempted
on the same criteria as domestic notes or fall outside the ambit of US
securities laws by qualifying as offers and sales that occur outside the
United States.?? As a result, potential sales to US investors are limited.

Supervisory bodies and central bank rediscounting and lending

In countries without specific laws and/or regulations governing commer-
cial paper or registration and disclosure requirements for securities issues
there is no specific body in charge of supervising the market (Table 26). In
the rest, this function is typically performed by the institution responsible
for the supervision of securities markets in general. In France responsibility
is shared with the central bank. In Norway the central bank verifies
compliance with the regulations governing issuance while the Oslo Stock

7 The restriction limits the heldings to 5% of total assets. It applies unless the paper is given the
highest rating by at least twe other rating agencies. For an assessment of the impact of the
amerdment, see Crabbe and Post (1992a).

75 The regulation is somewhat more restrictive for Deutsche Mark commercial paper issued by
foreign issuers.

76 1n addition, for money mariet funds (FIAMM) investing in instruments with an origina
maturity of up to 18 months the paper has to be "highly liquid™. This has led to the introduction of
a number of market-making obligations in the organised market (AIAF) (see above).

7 Since Aprit 1990 on the basis of Regufation 5 of the US Securities Act of 1933,
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Exchange supervises the information contained in the prospectus accom-
panying public issues. In the United Kingdom it is the responsibility of the
issuers and/or their appointed agents to ensure compliance. Finally, in
several European countries the central bank is in charge of collecting and
publishing information on the market.

The only country where commercial paper is eligible for rediscounting
at the central bank is the United States; even then, however, the paper is
not rediscounted in practice. By contrast, its eligibility as collateral for
central bank lending is considerably more widespread, albeit typically
subject to restrictions on minimum quality (France and Japan) or issuers
(Germany and Sweden). Generally, similarly restrictive terms apply to
market operations.

Taxation

Taxation typically has a stronger bearing on commercial paper markets
than on other forms of finance. Transactions taxes such as stamp duties
affect short-term instruments to a far greater extent than longer-term
securities such as bonds: being levied on the face value of the instrument,
their effective rate rises as maturities shorten.?® In addition, in the case of
commercial paper the scope for the avoidance of other taxes on securities
is particularly limited. For example, coupon washing is 2 common way of
avoiding the incidence of withholding taxes on interest,

It is, therefore, not surprising to find that the actual existence of
commercial paper markets, the type of active borrowers and investors,
some of the characteristics of the instrument and even dealers’ fee struc-
tures may be markedly influenced by tax considerations. These can pertain
to the tax treatment of commercial paper itseif, of substitutable instru-
ments such as short-term government debt, of financial intermediaries
such as banks and institutional investors, or of complementary financial
transactions such as foreign exchange swap and forward operations,

The opening or growth of commercial paper markets in several coun-
tries, including Australia, Germany and Spain, has coincided with the lifting
of stamp duties or the clarification of legislation regarding the tax

78 The liquidity of longer-term issues is also affected by transactions taxes. However, secondary
market trading need not be limited to the same jurisdiction where a security has been issued. In
additien, liquidity is always limited to a narrow set of securities and tends to decline as they approach
maturity.
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Table 27
Taxation of income from commercial paper and
registration duties

Country Withholding tax Income tax Stamp duty

Residents Non-residents Companies Personal
(rates in percentages)

*

United States

fapan ...

France . . ...... 17

Spain ... ... ... 25 253
Camada . ....... 254
Sweden . . .. ... .

Australia . . ... .. 10
Germany® . . ..., 30

United Kingdom® . .

Finland . . ... ...

Norway . ......

Netherlands . . . . .

Belgium . .. . . ... 10

#*1

I

E B I R S S A -
* X X K ¥ X Ok Ok ¥ R

' A flat rate of Yen 5,000 regardless of face value.  ? Individuals have a choice between a flat final
payment of 17% or being subject to income tax at progressive rates. * Not applied if the
investor is from the European Community.  * May be lower if there is a tax treaty with Canada
{usually 15%). 5 Since January 1993, The withholding tax “Zinsabschlagsteuer” can be offset
against income tax. ¢ Commercial paper issued at a discount is exempt from withholding tax.

Sources: National autherities and fegal firms.

treatment of short-term instruments.”® The only market where the stamp
duty still applies s Japan (Table 27). This, however, is levied at a small flat
rate per note {Yen 5,000, or some 0.0001% of the typical size). Indeed,
the flat rate replaced a proportional rate in order to stimufate the
market.®® By contrast, in Finland the expansion of the market has been
favoured by the fact that, while negotiable instruments are exempt, stamp
duty is levied on banl loans (1.6% of the amount granted).

The Belgian market provides a clear example of how the withholding
tax may induce segmentation among borrowers. The criteria for exemp-
tion imply that only coordination centres, financial and foreign companies

7% In Australia and Spain stamp duty was abolished in 1984 and 1988 respectively. In Germany the
exchange turnover tax was abolished as of 1991.

22 The tax rate ranged from Yen 20,000 {on denominations of between Yen 160 and 200 million)
to Yen 200,000 (on denorninations in excess of Yen 1 billion).
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are present in the promissory note compartment of the market. The
impact of the withholding tax on investors is clearest in the Australian
mariket. Its imposition on holdings by non-residents has meant that foreign
investors have concentrated in the Euro-segment. The tax also conditions
the type of commercial paper issued in Canada. Non-resident investorsare
typically subject to a 15% withholding tax unless the investor is a recog-
nised tax-exempt institution under a double taxation treaty.

Taxation has until recently been the reasen for ruling out issuance of
commercial paper on a discount basis in Norway. As the difference
between redemption and issuance price would have been subject to capital
gains tax rules, in order to enforce a higher tax rate the legislation has
required all commercial paper to be interest-bearing.8? According to
English taw, interest-bearing paper may be subject to withholding tax, so
that ail paper is normally issued on a discount basis.?? In order to avoid
withholding tax, interest-bearing Euro-commercial paper would need to
be issued through a sub-paying agent based abroad (typically in Luxem-
bourg) or be lodged with Euroclear and Cedel. In Belgium all “treasury
notes” are in book-entry form so as to be exempt from withholding tax.

The form of remuneration of issuing intermediaries may be affected by
value added tax (VAT), although in most countries dealership and agency
services are exempt.®® In Japan, for example, VAT may be avoided if
implicit commissions are taken in the spread between purchase and resale
price rather than charged separately. Similarly, in France placement
commissions appear to be structured so as to achieve the desired tax
status (exemption from, or refunding of, VAT).

V.
Pricing, risk and default experience

Pricing

The pricing of commercial paper can be divided into two parts, viz. the
all-in rate paid by the borrower and the rate received by the ultimate
investor. The wedge between these two rates is made up of the issuance
costs (plus any taxes).

Issuance costs are incurred on several possible counts: legal advice; the
production of the necessary documentation, including compliance with
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Table 28
Example of issuance costs in the US market!

Programme size

US$ 100 million US$ 500 miffion
amount  basis points?  amount  basis points?
{in US$) {in US$)
Issuing and paying agent® . . . | 7,200 0.7 36,000 0.7
Legalfeest . . .. . .. ... ... 2,000 0.2 2,000 0.0
Rating agency fees® . ... ... 48,500 4.9 56,000 A
(Fixed) . ............ (24,500) (2.5 (26,000) 0.5)
(Variable) ... ... ... (24,000)  (2.4) (30,000)  (0.6)
Total ... oL 57,700 5.8 94,000 1.8

! Excluding dealer fees and the cost of backup liquidity lines and third-party credit guaran-
tees. 2 Amount as a percentage of the programme size times 100, ? Typically $12 to 18 per
note (plus annual fee and computer fees). Assumptions: a cost of $15 per note, 30-day maturity,
$25,000 denominations, programme size equal to monthly amount outstanding,  * Average
legal costs are around $10,000 for domestic programmes, but are higher for non-residents.
Assumption: amortisation over five years, °Standard & Poor's annual fees are equal to
$14,50C on programmes not exceeding $ 100 m and $ 16,000 otherwise. Moody's charges a flat
annuat fee equal to 510,000 plus a usage fee of 0.6 basis points based on average daily amounts
outstanding per quarter with a $7,500 maximum quarterly ceiling. Assumption: rating by both
agencies.

Source: Dawson {1990).

any registration and disclosure requirements; the arrangement of the
issue; issuing, paying and custodian services; the placement of the paper;
ratings; backup liquidity lines and third-party guarantees. The types of
costs incurred as well as their level vary greatly, not only across markets
but also between issuers in the sarne market. They depend on the charac-
teristics of the issuer and the programme as well as the mode of placement
and local conditions.

Despite these differences, certain characteristics are quite general. In
particular, the all-in annual costs translated into basis points typically
decline with the size and maturity of the programme. Certain set-up costs

¥ At the time of writing, authorisation to issue paper on a discount basis had not yet been given
even though tax provisions had already been changed to make issuance possible.

#2 Interest-bearing paper with a maturity shorter of 365 days is exempt uniess rolled over to the
same holders, in which case it would be regarded as having effectively a longer maturity.

83 We are gratefut to Linklaters and Paines; Price Waterhouse; Blake, Cassels and Graydon; and
Clifford Chance for providing the relevant information.
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Table 29
Example of issuance costs in the Australian market

Type of cost/fee Farm of cost/fee Amount  Basis points equivalent

{in A%}

rate of utilisation
20% 56% 100%

Documentation® . . . . . mainly once-for-ali 15,500 0.9 0.3 02
Arrangement . .. .. .. once-for-al 40,000 22 09 04
Agency
programme . ... ... per annum 5,000 0.8 0.3 0.2
tender . . ... ... ... per tender 300 0.9 09 09
| & P functions . . . . . . per note 5 1.2 1.2 1.2
Placementz ... ... .. % amount 3.0 3.0 3.0
placed
Rating . . .......... per annum 12,0003
Standby line . .. ... .. % standby 750 300 15.0
amount
Total ... ......... 86.0 375 213

Memorandum item:
Costs net of rating and
standby line . ... ... 9.0 66 5.9

| & P: issuing and paying.

Assumptions:

Alissuer; AS 300 million, 3-year maturity programme; 30-day maturity, A$ 500,000 denomina-
tion notes; 50% issued through a tender panel in A% 20 million tranches without an underwriting
commitment; 50% issued through designated dealers; standby line equal to 50% of programme
size at a cost of 0.30%.

' Inciuding legal, printing and marketing costs. 2 Placement fees vary with the percentage of
the issue absorbed by each dealer; an average fee has been assumed. 3 Estimate.

Source: Westpac Banking Corporation.

are incurred only once (e.g. legal, documentation and arrangement fees)
and are either independent of, or do not rise in proportion to, the amount
issued (e.g. legal, documentation and rating fees).® As a result, regardless
of bargaining power or considerations of information, large issuers have a
cost advantage. Table 28 illustrates this point with the help of an example
drawn from the US domestic market. Issuance costs, expressed in annual
basis points and net of dealer fees and backup liquidity or credit support,

B4 The main exception are the fees associated with committed backup lines or guarantees,
typicaily set as a percentage of programme size.
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Table 30
Typical fee structure!

Arrange- Deater-  Placement  Issuing  Underwriting
ment ship2  commission®  and commitment
(basis points)  Paying?

ECP........ * 2-5

United States . . seldom® 7-15 *

Japan ... .. .. 1-3 *6
France ... ... seldom 4-67 *

Spain . ... ...

Canada . . .. .. 9—12.5 *

Sweden . ... .. *(p.a.) 10 rare

Australia . . . .. * 2-4 * *6
Germany . .. .. * *(p.a.) 5

United Kingdom * 4-58 *

Finland . ... .. *9

Norway ... .. rare !¢ rare 10-15 *

Netherlands . . . rare 2-6

Belgium . . .. .. * *p.a) 4-8 *

p.a. = per annum.

¥ Excluding fees for backup liquidity lines and credit enhancements. 2 Dealer fee unrelated to
actual amount placed. ! The commission may be taken in the spread or charged separazely.
These figures should be interpreted with caution and are only breadly indicative of typical ranges
as perceived by dealers. Blanls indicate that the remuneration from placement takes the form of
a variable margin between the purchase and resale price of the paper. *Including custody,
where applicable. > Only when certain documentation is necessary (e.g. advisory fee on
ratings), which applies te around 10—15% of the programmes, ¢In some cases. 7 [Dealers
impute a placement commission of 4—6 basis points in the price quoted to issuers. 8 High-
quality paper. ®Fixed fee for gach issue of commercial paper backed by bank guarantees;
related to the size of the programme but rare for unbacked paper. 1% Oniy when certain
documentation is necessary (e.g. prospectus), which applies to few programmes.

Sources: Dealers and national authorities.

fall from 5.8 to 1.8 basis points as the programme size rises from US$ 100
to 500 million. A more complete example based on the Australian market
Hlustrates how total issuing costs fall with the rate of utilisation of the
programme, from 86 to 21 basis points in the specific case assumed
(Table 29).

As regards the dealers’ fee structure (Table 30), explicit once-and-
for-all arrangement fees exist in several markets. Issuing and payment fees
are commonly paid in most markets, the exceptions being Japan, Sweden
and Finland. For those dealers not involved as arrangers or in an issuing and
paying agent capacity, the only source of income is often the provision of
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placement services. In almost all markets this now takes the form of a
commission on the amount placed. The commission, either taken in the
spread or separately, has tended to replace remuneration in the form of a
variable, uncertain margin between the purchase and eventual resale price
of the paper.®> Variable margins were more typical in the early stages of
development of the markets and at the peak of competition for mandates.
They appear to be still common in Spain and Finfand.# The new form of
remuneration is more transparent and ensures a minimum income from
placement. It has, for instance, gained acceptance in the Euro-market in
the wake of the consolidation of issuing intermediaries after the cut-throat
competition which characterised the initial years of rapid market growth.
In some markets, the desire to achieve a minimum remuneration regard-
less of placement has also led to the introduction of per annum “dealership
fees”,® either in the form of a fixed charge or as a fee in relation to the
size of the programme. Sweden, Germany, Belgium and Finland are cases
in point.# The available information seems to indicate that placement
commissions vary considerably across markets; they appear to be com-
paratively high in some of the longest-established markets, such as the
United States and Canada, and to be lowest in Japan, where for many
dealers they can be the only source of income.5?

Market quotes are the rates posted to investors. Commercial paper
rates are generally expressed in absolute terms, with the precise formula
sometimes depending on local market practices (Table 31). However, in
Australia and, to a lesser extent, in Canada they are quoted as a spread on
bankers’ acceptances (bills), given the depth of the market and close
substitutability between the two instruments (see below). Similarly, in
the Euro-marlket and Beigium rates are sometimes posted in relation to
the interbank bid and offer rates. The adoption of the interbank rate in
the Euro-market {LIBID/LIBOR) as the reference rase was particularly

8 Clearly, to the exzent that dealers inventory paper for any significant length of time, the
commission is only part of the total remuneration from placement, which remains yncertain,

% In France the situation is similar. Since expficit commissions on issues by residents are subject
to VAT, only some non-resident issuers pay them. Otherwise, dealers include a commission of 4—6
basis points in the price quoted to the issuer. The actual remuneration, however, depends on the
eventual resale price, while the issuer daes not normally know the rate paid to investors.

& The actual term used for such fees differs from market to market.

88 In Finland, in fact, this type of fee was more widespread in the past, since banls succeeded in
applying it only to fess well-known companies. Many of these companties have now left the market
because of a tightening of credit standards in the wake of a number of defauts,

8 Untess they also provide backup liquidity lines or, rarely, underwriting commitments.

74



widespread in the past because of the popularity of tender panel place-
ments through banks; it is less useful in the context of tap placements
through dealers, as non-bank uitimate investors are less reliant on these
rates for their portfolio decisions (Bullock {1987)).

Commercial paper indices, aggregating rates for relatively homoge-
neous categories of issuers, are available in only a few markets, including
the United States, the Euro-market and Sweden.?0 The New York Federal
Reserve Bank calculates indices for paper at various maturities, covering
separately high-quality financial and non-financial issuers.?! The indices,
published daily, are often used by participants to gauge the relative pricing
and performance of different issues. An analogous index calculated by the
Bank of England for the Eurc-market has so far been less widely
employed.?? In Sweden, an index based on the reference rates of six
leading banks for their high-quality paper is regutarly used as a benchmark.
These indices are the only source of information on longer-term move-
ments in prices, partly adjusted for changes due to the different risk
characteristics of issuers.

As can be seen from Graph 1, for much of the 1970s and 1980s the rate
paid to investors on the commercial paper of high-quality US industrial
corporations was below the rate paid by prime banks in the Euro-dollar
time deposit interbank market (LIBID). Even disregarding deposit
insurance premiums and the reserve requirement “tax”, the commercial
paper rate has alsoc been lower than that paid on certificates of deposit.??
The negative spread clearly points to the borrowing cost advantage of
high-quality issuers in refation to banks and hence to a major force behind
the growth of the market.?® The picture is not dissimilar as regards finance
companies (Graph 1).

Contrary to what might be expected on the basis of the trend towards
disintermediation, however, the spread between the US high-quality

%0 One such index is planned in Canada.

¥t The US indices are averages of representative offer rates on AA (bond) rated non-financial
issuers (obtained from five dealers) and A or better rated financial issuers (which place their paper
directly).

92 Tf)m index is the median of a number of prices collected from a selection of dealers for A1/P1
corporate paper issued that day.

73 See Estrella (1986) and Tolbert (1987) for these adjustments. On the fikely incidence of the
tax, see alse Garber and Waeisbrod (1990).

%4 To obtain the cost of funding te the corperation a margin of 10 basis points is conventionally
added to the commercial paper offer rate. LIBOR, increasingly used as the benchmark for pricing
bank loans, is normally fixed at 12.5 basis points above LIBID.
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Graph 1
High-quality US commercial paper rates and LIBID *
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Source: Data Resources Inc.
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commercial paper rate and bank rates has evolved to the disadvantage of
commercial paper issuers since 1981. By 1985 investors in such paper
were receiving rates roughly on a par with LIBID and, by 1989, often
higher. In 1992 the commercial paper rate index rose above LIBCR.

In contrast to the US commercial paper rate, that on highly-rated
Euro-commercial paper has tracked LIBID very closely {except for
seasonal spikes), confirming the use of LIBID as a benchmark (Graph 2). As
a result, the rate on Eurc-commercial paper, which was some 20 basis
points above that on US paper in 1987, is now roughly on a par with it.
Admittedly, comparisons between the two indices are not straightforward
given their different composition. Nevertheless these movements suggest
that, ceteris paribus, the Euro-market has become increasingly competi-
tive vis-a-vis its US counterpart.

Price information on individual issuers is relatively scarce in most
markets. What is available, however, tends to suggest that markets differ
greatly in this respect. At one end of the spectrum, the range of rates
appears widest in the United States, the Euro-market and some Nordic
countries. At the other end, rate differentials are not very significant in
Japan (Table 31).

Rate differentials can in principle reflect several factors, including the
liquidity of an issue and various regulatory constraints (e.g. restrictions on
portfolios of potential investors). The most important element, however,
appears te be perceptions of credit risk. Market observers and participants
generally consider that, where present, ratings are the best indicator of
pricing differences, although variations may alsc depend on reputation and
sector. In Japan, however, where ratings are mandatory, it is reportedly
often possible to find A2/P2 paper trading at fower yields than A1/P1
paper. In those markets where ratings are less widespread or non-existent,
name recognition remains the critical criterion.?s Public sector borrowers
are often unrated and typically command the lowest rates. Indications
suggest that differentiation tends to be less significant in markets with
limited default experience.

Rate differentials may also be a sign of market segmentation induced by
regulation. Restrictions on portfolios of potential investors are important
in this context. A recent study, for instance, has concluded that the
introduction of limits on US mutual fund holdings of second-tier rated

> See Appendix | for some econometric evidence comparing the factors affecting pricing
differentials in the Australian and UK markets.
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Graph 2
US and Euro-commercial paper rates and LIBID *
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Graph 3
Quality spreads and investor restrictions in the US market
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Note:  The vertical dotted lines indicate the SEC restriction’s proposal (17th july 1990), adoption
(13th February 1991) and implementation (st jJune 1991) respectively.

Sources: Data Resources Inc. and Crabbe and Post (1992a).

paper (A2/P2} may have permanently raised the average spread between
first-tier (A1/P1) and second-tier quality US paper by over 15 basis points,
or half the actual spread observed in January 1992 (Crabbe and Post
(1992a) and also Graph 3).%

% Money marker mutual funds, which account for around one-third of total commercial paper
hoidings, reduced their investment in second-tier quality paper from around 8% in the second half
of 1989 to practically zero by the end of 1991, well below the 5% regulatory ceiling. Crabbe and
Past attribute the strong reaction to the heightened publicity about the risks of holding commerciat
paper resulting from the new restrictions and to the issuers’ unwillingness to pay the higher risk
premium demanded by investors.
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The impact on rate differentials of the conjunction of restrictions on
investors and risk perceptions is also discernible in the decline of the
premium traditionally paid by foreign borrowers in the US market
(McCauley and Hargraves (1987)). The premium feff from around 50 basis
points in the mid-1970s to some 8-10 basis points by 1986 and is now
reportedly down to as little as 0-5 basis points. Stepped-up research by
securities firms and the broadened relationships of US banks have
remedied the initial relative lack of name recognition of, and information
about, foreignissuers. At the same time, sizable investments by the rapidly
growing money market mutual funds have compensated for the reluctance
to purchase the paper of traditional institutional investors, including
insurance companies.

Other things being equal, the size of price differentials at any given point
in time also appears to depend, positively, on the tightness of kquidity
conditions and the general economic climate. For example, Stigum (1990)
reports that at the height of the monetary squeeze in 1982 in the United
States the spread between first-tier and second-tier paper reached 200
basis points. Similarly, at least part of the recent rise in the spread may be
attributed to the weakening in economic activity against a background of
relatively high debt levels and greater reluctance to support backup lines by
banks. Under these conditions, the probability of financial distress rises, so
that differences in the risk characteristics and kquidity of individual issues
become more significant for investors. The generally fragile condition of
financial systems in Nordic countries is a major factor behind the relatively
large price differentials identified in Table 31.

Credit risk and default experience

Comparing markets in terms of the default risk is difficult given differences
in their stage of development and in participants’ risk assessment practices.
An evaluation of default risk is more transparent in the presence of ratings,
but even then rating coverage is often incomplete. Moreover, it is difficult
to achieve consistent standards within the rated sector across markets
because of differences in local conditions and, often, in the identity of the
raters.

With these caveats in mind, within the rated sector the share of paper
rated A3/P3 or less is either very small or zero in all countries. Moreover,
the bulk of the paper outstanding is rated high quality (A1/P1). The
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Table 32
The rating structure of commercial paper issuers
in the US market*

1972 1975 198G 1985 1990 1992

as a percentage of total issuers

o 63.1 64.0 74.3 80.9 78.1 78.8
P2 . 33.3 338 23.7 16.9 15.5 15.3
e 3.6 2.2 2.0 1.2 3.0 2.6
Non-prime . . . . ... - - - 1.0 3.5 3.3
Total . ......... 160.0  100.0  100.0 100.C 100.0 100.0
Memorandum item:

Number of issuers . . 336 408 768 1,076 1,288 1,299

* Based on ratings by Moody's. Note that because high-rated issuers tend to have larger
placements, the brealdown in terms of issuers understates the quality of the paper outstanding.

Source: Moody's,

relatively high credit standard is partly the result of regulations, as in Japan
and the United States. However, it primarily reflects investors’ attitudes
towards risk, particularly a tightening of standards in the wake of default
experience in the late 1980s and earty 1990s (see below).

In the US market almost 95% of all issues were rated in the highest two
categories at the end of 1992, and close to 80% were high (P1} quality
(Table 32). Around 3% was rated non-prime, corresponding roughly to
speculative grade for long-term bonds. The share accounted for by first-
tier (P1) paper has risen over time, from over 60% in the early to
mid-1970s to around 80% since the mid-1980s, largely mirroring the
decline in second-tier (P2) paper. At the same time, the rise during the
1980s of low-investment-grade (P3} and non-prime (“junk”") paper reflects
a certain relaxation of credit standards at the lower end of the rating
spectrum as riskier borrowers were allowed to enter the market and their
exit was delayed once credit problems emerged. Similar trends have been
visible in the other markets, notably in Canada.

The Euro-market has traditionally been compared with the US market
on account of the predominance of US dollar funding. Comparisons have
been complicated, however, by the considerably lower coverage of ratings
in the Euro segment. Among the companies rated, clear differences could
be observed as far back as the mid-1980s (Tables 33 and 34). The average
rating was superior in the Euro-market: although US issuers had inferior
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Table 33
Breakdown of ratings in the US and Euro-commercial
paper markets*

US market Euro-market
non-LJS nen-US
USissuers  issuers  USissuers  issuers
P1 77.3 99.1 66.3 97.9
P2 19.0 0.9 27.5 2.1
1986 P3 1.9 - 6.3 -
Non-prime 1.7 - - -
Total 100.0 100.0 100.0 100.0
P1 77.4 91.8 75.0 86.5
P2 16.1 7.4 21.9 1.5
1992 P3 2.9 — 3.1 2.0
Non-prime 3.6 0.8 - -
Total 100.0 100.0 100.0 100.0
Memorandum item:
Number of facilities 1986 931 109 80 50
1992 1,177 122 64 200

* Based on ratings by Moody's.
Source: Moody's.

ratings to their counterparts in the US market,?” those non-US issuers
prepared to pay for ratings in order to access a wider investor base were
among the best-quality companies (McCauley and Hargraves (1987)).9
The average quality of the large unrated sector relying primarily on name
recognition or investor niches is more difficult to gauge,® but subsequent
default experience is a possible indication of its inferior creditworthiness
(see below). With the spread of ratings in the Euro-market, structural
differences between the two marlets have narrowed considerably. As
Tables 33 and 34 indicate, the credit rating of non-US issuers in the United
States has deteriorated somewhat and that of US issuers in the Euro-
market has improved.

Generally speaking, defaults in the commercial paper markets are

97 This contrasted with the ratings of bond issuers, which were significantly higher in the
Euro-market.

8 Many of these issuers had presumably already obtained a rating to issue securities in the United
States so that the marginal cest for a Euro issue rating was low.

2 |n principle, many of these issuers may have been companies of good quality which shied away
from the domestic US market because of the foreign premium.
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Table 34
Two-way comparisons between credit ratings
of issuers in the US and Euro-commercial paper markets!

1986 1992

Statistical significance of independence

US market:

USand non-USissuers . ... ... .., rejected? rejected?
Euro-market:

US and non-US issuers . ., . .. .. ... rejected? not rejected?
US issurers:

US and Euro-market . . . .. ... ... . rejected? not rejected?

Non-US issuers:
US and Euro-markets . . ... ... ..., not rejected? not rejected3

! Tests of the null hypothesis that the ratings in a particular category (e.g. the US market) are
statistically independent of a specific characteristic of the issuers (e.g. whether they are US or
foreign). The test statistic has a Chi-square distribution with three degrees of freedom
(n-1 ratings times n-1 characteristics). (See Kenney and Keeping (1954)). 2 Rejections at 1%
level of significance. % Not rejected at 1 and 5% level of significance.

comparatively less common than in longer-term debt markets. The
markedly shorter maturity of the paper gives participants considerable
room for manceuvre to cut their exposure in good time. Dealers would
typically be the first to react to incipient signs of problems on the basis of
their internal credit assessment procedures. Provided sufficient informa-
tion about the issuer is available and monitoring is effective, defaults can be
avoided. The market adjusts primarily through quantities rather than
prices, especially in periods of potential distress.'? This also explains, for
instance, the very low percentage of non-prime paper outstanding.

Table 35 confirms the relatively low incidence of defaults. In several
markets, including fapan, Australia, Germany, the Netherlands and
Belgium, no defaults have as yet been experienced. Even in a long-estab-
lished market such as the United States, only one issuer defaulted between
1971 and 1988, and then as a result of litigation. The bulk of the defaults
occurred in the late 1980s and early 1990s. The weakening in economic
activity exposed the general relaxation of credit standards during the bufl
market of the 1980s and the failure to put in place adequate safeguards in

190 A significant quantity response also occurs in the wale of downgradings. {See Crabbe and
Post {1992b) and Fons and Kimball (1993)).

83



QURENIT] WA $20159AU|
Apred $10153AU| PYRRNERERIT] Apued — ¢ SdoIsaaul Aurews e $BYE0| JO USHNGIISI
L L £ 4 0 6 9 oot JeQUINN fBIC ]
_ _ _ w7y e oWy
- - - L - ooy J3qUInN 7861
W Qg 4543 — e uncwy
; e PqQUNN 7861
............. unowy
L e QNN 8861
Wwoegr  Wogky T noWwy
£ oo T JequInN - 6861
s9 91 hEg WSg b W 6TE weoe ooty wnouy
99 l ¥ Lo e AQUINN - 0661
91 g woger e Wnowy
} L e JequInnNg - 1e6l
Wyl
Q9 'S § wED 99 'sid wg T unouly
4 l } T JQUINN 761
ER £V 53 U df SN dD3

66 1— 7861 SIjJew soded jeiaawuwios ay) vl sxualiadxa jjnejaq
S RqeL

84



'$./2{Eap PUE SIILIOYINE {RUOIEL 'S APOOC| [58241108
TH6E Ul SHNEIIP OMd BUI Ul DRIRIDOSSE S3SS0| BYL §IOSGR

01 2ATY AJQRQOId [|1M SICISSAU] "SIOISIAUL PANS SBU ING SSCf 3UIUS 3L q10sqe 01 pey swwesSoud oy oy Jeansidal se Funde yURg U3 Lgg ] Yl ¢

Ui S103ISAY PUE SBLEPIWIIIY 1Ieq A|qeqoad ggg | W SPBIPRWIRIGL Bunss] ||
TSIINOD AUI LIS SI 4G UL ANSS] UL JO DANIR; JUIINPIEIY BYI | LEG ] PUB BRE | Ul SLIBIDOWIRIN o,
S} PUB OJNJ 2Yl 430Q Ui PIINEJAP 18NS SUQO) ,
Jenssl auQ "sawwe3o.sd sy Jo azig .
au3 Yrog u uipuelsino taded pey senssi auQ ,
Yalm oD uoneniodsue [BAIURD UUBd) 046 L W ajneap auedyuBis 3UQ ¢

uswdas | siwaqspewsaegy ) saou Lossiwoad syl ),
UOHIG §° | B N PUNOJE SBA 19MJEW 3SIWCP U3 W BUIPURISING JUNOWe 24 "$393sew ueifamioN pue oung
{6961 PUB 694 1) SHNBIAD safjews Jauyio omd {Bupurisino uoyw 78 $sn

5961 UL ANBIAP BUG ¢

FIRWNSY g

661

IBNJBW PRSIERIO BYT Ul PIAINDIO SBY SHNEAP BYI JO BUON
saspeap Ag Ay pse
BUIpUEISING UGN 3 WS punode pey

“siavjeut

‘aewixoaddy "(Pa1eIs BSIMIBLIO SSBJUN} SUE|jOP My Ul 24 SIUNOWE iy |

WAL wR)
- - Ajraed Apsaed SAOISDALY - - © §3S50| jO UGHNGLIASI]
0 0 4 £ L Q 0 i Jequny  EI0]
- - - - - - T aunowy
- - - - - - ’ JequinnN 7861
wogt
- PN - T unowny
- L - ’ J3qQURN /861
- - : T unouny
- - T JequinN 86l
W 0L
- g - T IunGuY
- 4 - T JeqUINN - 6861
- W f$F - Tt aunowy
- L - ToJRquIny - 066l
w99l
DN Ct o unowy
b ABQUINN - L661L
: - * nowry
+C 3 U ARquuinN T6s1L
3d N ON BE| 99 34 v

12661 - 7861 S39jseW faded [elDaauiwod 33 Ul dualsadxa 3|nejaqg

(panunued) G¢ 3jqey

85



some of the newer markets. In addition, the difficulties faced by some
banks and the reaction to past excesses made banks less willing to provide
liquidity backup in times of stress {Fons and Kimball (1993)).

Although comparatively rare, defaults have typically had a significant
impact on the market. In the short term, the default of an important
participant can have broader ramifications for other issuers as part of a
more general flight to quality. It may also lead to a lasting tightening of
credit standards, greater price differentiation and the forced exit of
marginal issuers, In the longer term, defaults tend to encourage formal
credit screening arrangements, notably ratings, as well as liquidity or credit
enhancement backups. Clear cases in point are the Penn Central default in
the US market (1970),% the more recent defaults in the Euro-market
(1989-90) and the crises of finance companies (1990) as well as of some
issuers (September 1992) in Sweden. Table 36, for example, illustrates the
pronounced impact on the level and tiering of interest rates, as well as on
market access by categories of borrowers, of the two crises in the
Swedish market.™? In the Euro-market prior to the defaults the spread
between A1/P1 and A3/P3 paper was reportedly as low as 10 basis points;
at present there is practically no market for A3/P3 paper (Joe (1992)).

Information on the distribution of the losses associated with the defaults
is very limited. The available evidence, however, seems to suggest that
their incidence has so far varied considerably across markets (Table 35).
The losses appear to have been absorbed primarily by the ujtimate
investors in relatively mature markets and where arm’s length relation-
ships predominate, viz. in the United Kingdom, Canada and the Euro-
market. By contrast, investors have been at least partly insulated by the
issuing intermediaries in markets where informal customer relationships
are more significant, that is in much of continental Europe, particularly
where markets arc in the early stages of development and if the default
was comparatively small. As markets mature and more formal safeguards
are put in place, investors are likely to have to absorb a greater share of
the default costs.

10* The default of Penn Central, for instance, led to widespread short-term liquidity problems
for companies unable to rofl-over their paper (see Brimmer (1989)). The default also gave a major
boost to price differentiation and the demand for ratings (see Stigum {1990)).

192 On Sweden, see also Berggqwist et al. {1991) and Biljer (1991). The defaults in the market also
iiustrated the drawbacks of not having an institution in charge of monitoring compliance with the
programme ceilings (e.g. the issuing and paying agent). In response, in late 1992 the Swedish Bankers
Association (“Svenska Bankféreiningen™) began to provide this service.
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Table 36
Impact of market turbulence on pricing in Sweden

199G crisis 1992 crisis

before after? before after

spreads over Treasury bill rate, in basis points?

Muricipalities . . .. ... ... ... 10-20  15--25 20--30 80--90
Mortgage institutions . . . .. ... 10-20  10-20 20 50--70
Corporations
Kirating ... ............ 10-20  15-25 20-25 60-70
K2rating ... ... ... ... .. 20-30  40-80 40-80  not priced
Unrated {pon-prime) . . . . .. . .. 20-30 80100 35-150 200-25¢
Finance companies . . ... ... .. 25-35 notpriced not priced not priced

11991. 2 One to three-month maturity.
Source: Silander (19972).

As aresult of its legal frameworlk, the US market does not appear to fit
this general pattern. A dealer is highly likely to be found #able for the
default of the commercial paper which it places and hence will be required
to absorb at least part of the losses. The reason is that the courts take a
tough stance on the “due diligence” expected of dealers. Because of the
short maturity of the paper, it is generally argued that a proper credit
evaluation should be able to foresee the paper’s imminent failure, barring
catastrophic events. The courts would normally conclude either that the
paper was not of prime quality {and should therefore have been registered
in the first place} or that the information in the issuance memorandurn was
misleading. Either way, the dealer would be held liable for damages (e.g.
Johnson (1987)).

VL.
The development of the markets

Factors explaining growth

The emergence and growth of commercial paper markets around the
world is to a large extent a reflection of the broader forces favouring the
securitisation of finance. Several factors have underpinned this trend,
ranging from a favourable legislative and regulatory environment to the
establishment of a receptive potential investor base.
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Legislation, regufation and taxation

The emergence of commercial paper markets during the past decade
almost invariably called for ad hoc changes in national regulatory, legislative
and/or tax frameworks, |t should, therefore, be seen as an integral part of
the process of financial liberalisation.’®? In the United Kingdom, for
instance, commercial paper was established as an exemption under the
1979 Banking Act, which regulated deposit-taking activity. In Japan,
France, the Nordic countries, the Netherlands and Belgium (“treasury
notes”) new laws or regulations defining the instrument’s characteristics
and authorising issuance were required. In Germany the opening of the
market followed the abolition of the exchange turnover tax and of the
requirement to obtain prior authorisation for offerings of Deutsche Mark
paper from the Ministry for Economic Affairs. In general, the creation of
the markets has been aimed at broadening borrowing and investment
opportunities and at increasing competition within financial systems.
In some cases, notably Norway and Japan, it has also been intended to
facilitate a more market-oriented conduct of manetary policy.

By the same token, legal, regulatory or tax factors are an important
reason why a commercial paper market has not yet emerged in a number
of countries.'® For example, the stamp duty in Switzerland and Austria
and the conjunction of the stamp duty with an unreceptive legal frame-
worl in Italy have so far precluded issuance. The development in Italy and
Switzerland of instruments strongly resembling commercial paper points
to an underlying demand for this form of finance (Appendix Ii}.

In only a few cases has a market recently emerged without specific
official action, such as in Spain. Even in this country, however, the legisla-
tive and regulatory framework was subsequently clarified and adapted so
as to codify the market.

The generally supportive attitude of national authorities has also been
reflected in a progressively more liberal approach as regards the markets’
structure and organisation. In several countries, including Japan, France,
the United Kingdom and Sweden, restrictions on issuers, issuance proce-
dures and disclosure, and, in some cases, investors have been relaxed.

103 See 8IS (1992) for a broad overview of the process.

'8 By contrast, the imposition of the interest eqoafisation tax and other restrictions on capital
movements in the United States were at the origin of the first brief incarnation of Euro-commercial
paper between the mid-1960s and early 1970s.
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Similarly, tax provisions penalising the instrument have been modified, as in
Japan and Australia (see above}. The main exceptions to this general
pattern have been due either to prudential considerations (e.g. the recent
restrictions on US money market mutual fund holdings) or to the desire to
close tax or regulatory loopholes, as in Spain and some instances in the
United States.105

Historically, regulation has also had a major impact on the expansion of
commercial paper markets through restrictions on alternative channels of
finance and forms of investment. A key alternative has been represented
by bank loans and deposits. In general, securitised finance has been
encouraged by those forms of regulation that reduce the availability of
bank loans and/or raise the relative cost of holding assets on banks’ balance
sheets. These have partly resulted in attempts to transform on-balance-
sheet into off-balance-sheet claims, possibly with limited or no impact on
underlying exposures. The issuance of credit guarantees and of loan
commitments backing commercial paper represent different gradations of
this process. They have also encouraged banks to decouple the costly
“warehousing” function from the origination and distribution of assets, as
with the arrangement and placement of paper. In the extreme case, they
have led to banks being bypassed altogether, as with direct placement.
Several forms of regulation can be highlighted.

As regards (direct or indirect) restrictions on the availability of bank
loans, as far back as fast century geographical limitations on the operation
of commercial banks favoured the initial development of the US domestic
market. More recently, direct quantity and price controls have at times
been a major force driving the markets; such was the effect, for instance,
of ceilings on bank deposit rates in the United States {in 1960-66 and more
rharkedly during the 1970s) or ceilings on bank loans and analogous restric-
tions in other countries, notably Spain (1989-90) and Sweden (1986-87).
Even where controls have been temporary, re-intermediation has been
only partial after their abolition.

One form of regulation which has raised the relative cost of on-balance-
sheet finance comprises (generally non-interest-bearing) compulsory

%5 In August 1970 the Federal Reserve applied reserve reguirements to the channelling of funds
to a member bank raised with proceeds from the sale of commerciaf paper at bank holding company
level. In 1985 the Spanish authorities passed a law making commercial paper subject to withhoiding
tax, placing it on the same footing as other financial instruments, The fact that the Treasury bills
introduced in 1987 are exempt has acted as a restraining factor on the commercial paper mariet.
The delay in claiming the tax back is at least one year.
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reserve requirements, in some countries together with other investment
requirements. This implicit tax has been particularly significant in Spain,
Awustralia, some Nordic countries and, to a lesser extent, Germany,
France and the United States; at the other extreme, it has been absent or
virtually so in the Euro-market, the United Kingdom, the Netherlands and
Belgium. The potential significance of this factor has declined considerably
recently as most countries have taken steps to lift or lower the require-
ments.

By contrast, one factor which has attracted increasing attention as
other constraints on bank portfolios have been relaxed is the set of
restrictions and costs associated with prudential regulation and super-
vision. As far back as the early 1980s in the United States, and later on in
the Euro-market, capital standards then applicable mainly to on-balance-
sheet exposures were partly responsible for the shift towards securities
issuance, often backed by credit commitments or guarantees. Similarly,
the phasing-in in the mid-1980s by some regulatory authorities of risk
weights against underwriting commitments for banks operating under
their jurisdiction may have encouraged the shift away from underwriting
commitments associated with NIFs and hence the birth of the Euro-
commercial paper market.'% The phasing-in since 1988 of the Basle capital
standards should in theory have had two contrasting effects: a higher
rminimum level of capital raises the overall cost of intermediation, but the
extension of coverage to off-balance-sheet items adds to the cost of those
backup forms that support the commercial paper market. The net impact
depends on the precise configuration of banks’ balance sheets, the actual
change in regulatory practices implied by the adoption of the standards in
individual countries and the reliance on backup facilities by issuers.

Market structure and behaviour

Although the impact of legislation and regulation on the expansion of
commercial paper markets has been important, other factors have no
doubt contributed. During much of the 1980s the overall climate of
financial euphoria has been a significant force behind the growth of the
markets. On the one hand, fierce competition among financial intermedi-

1% The Bank of England was the first 1o do so in April 1985, It was then followed by the
Netherlands Bank.
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aries, eager to gain market share especially in new business areas, some-
times drove issuing costs below fong-term sustainable levels. Experience in
the Euro-market, where consolidation is already well under way, is the
clearest example. On the other hand, investors displayed considerable
appetite for risk-taking and, particularly in the emerging markets, may
have underestimated the credit risks to which they were exposed. The
partial retrenchment observed in some marlets in the wake of the spate
of defaults in the late 1980s and early 1990s indicates that a certain degree
of overexpansion has taken place.

Sirnilarly, regulation is but one factor affecting the relative cost of
funding for banks. The quality of their overalf portfolios vis-a-vis those of
potential issuers is crucial. A major longer-term development contributing
to the expansion of the US and, to a lesser extent, Eura-market in the
1980s has been the decline in the creditworthiness of the major banks in
comparison with that of large segments of well-established corporations,
finance companies and certain sovereign issuers. Similar conditions have
appeared more recently in other markets too, notably in Japan, the United
Kingdom, Australia and some Nordic countries, as banls have been faced
with a substantial deterioration in asset quality (BIS (1991) and (1992)).

For any given funding costs, monopclistic rents in lending and deposit-
taking business also generate pressure for disintermediation which may be
channelled through commercial paper. This factor has been at work in
Spain, for instance, where margins are comparatively high and direct
placement has been common. Similarly, in France the market was opened
after intense lobbying by corporations. By contrast, the very competitive
nature of banking in the Nethertands has limited the potential for expan-
sion of the market.

The opportunities provided by the existence of differences in under-
lying ereditworthiness or monopolistic rents may not be fully exploited
unfess other supportive conditions hold. These ultimately relate to entry
barriers to the provision of three types of service integral to securitised
finance: credit evaluation, placernent and risk diversification.

The existence of afternative institutions active in the evaluation of
credit risk can help alert participants to credit risk differentials, undercut
banlks” comparative advantage in the screening of applicants for funds and
broaden the range of issuers. Rating agencies represent one such example.
Experience does suggest that rating agencies are not necessary in the early
stages of development of the market, when name recognition may be the
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main basis for credit evaluation. However, they are an important mecha-
nism for its consolidation and establishment on a firmer footing. In part, a
similar function is performed by securities firms acting as dealers, and not
merely brokers, for the paper. As mentioned above, for instance, in the
United States the legal liability to which dealers are exposed underscores
the need for careful credit assessment of candidates, reinforcing the
incentive provided by purely reputational mechanisms and short-term
underwriting risks. In general, technological advances in the processing
and dissemination of information have made credit evaluation cheaper and
more accessible, undermining the role of financial intermediaries.

Obstacles to the creation of distribution networks may act as a factor
retarding the growth of the market, particularly in those countries where
banlks have an entrenched dominant position in the provision of financial
services. This may, for instance, limit the possibilities for effective compe-
tition in the German market. By contrast, the long-standing presence of
securities houses in Japan, well versed in this type of business, has facilitated
the rapid expansion of the Japanese market, as there has been fierce
competition between them and commercial banks. Indeed, the very low
rates paid for commercial paper have allowed companies to make profits
at the expense of banks by acquiring certificates of deposit with the
proceeds of issuance. '’ This form of arbitrage was a major factor driving
the market until early 1991,

The lasting expansion of the commercial paper market ultimately
requires the existence of a receptive investor base. This essentially means
potential investors capable of diversifying risk. For much of the 1980s in
many countries this condition was in part fulfilled by corporate investors,
not least as a result of their comfortable cash-flow position during those
years. A key longer-term factor has been the growth of institutional
investors. Money market mutual funds, specialising in short-term paper,
have been especially important, above all in the United States and France.
Through these institutions the natural investor base has been extended to
the retail investor, thereby bringing commercial paper into direct competi-
tion with bank deposits.

Y7 For much of 1988, as the interbank rate was kept artificially low by the authorities,

commercial paper served to channel funds from city banks (with excess funds) to regional banks
{which were short of funds). City banks would asi companies to issue paper and purchase
certificates of deposit (at a premium). The paper was then sold by city banks to their regional
counterparts at a rate above the interbank one.
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The use of derivative instruments has supported the growth of the
markets. Currency swaps have played a particularly significant role,
notably in the United States and the Euro segment. By permitting the
unbundling of the currency of denomination, they have allowed greater
flexibility for both issuers and investors, thereby broadening arbitrage
opportunities and the natural investor and issuer base. For instance, as
much as 40% of the US dollar commercial paper sold to non-US investors
by the major dealers in the Euro-market is reportedily swapped into other
currencies (Joe (1992)). Currency swaps are also actively used by foreign
issuers in the US market.

In some cases the development of commercial paper has been
constrained by the existence of successful close substitutes. In the United
Kingdom, Australia and Canada a serious obstacle has been the breadth and
depth of long-established markets for short-term transferable instruments
endorsed by banks, such as bankers’ acceptances or bills (Table 4). Several
of their characteristics have made these instruments very competitive:
central banl support in the form of rediscounting and hence immediate
fiquidity (United Kingdom and Canada); the practice of endorsing bills
unsecured by, and untied to, underlying transactions {“accommodation
bills™) {Canada and Australia); ease of transferability: 18 and, so far, attrac-
tive fees for the provision of the service.

Development patterns

The development pattern of individual commercial paper markets has
varied considerably, reflecting differences in the evolution of the regula-
tory and legislative frameworks and in other country-specific features of
the micre and macroeconomic environment. Nevertheless, abstracting
from these important factors, it is possible to discern some similarities.
The initial phase of development has typically been characterised by a
broadening of the issuer base, comparatively unsophisticated mechanisms
for credit assessment (“name recognition”) and hence limited price differ-
entiation and informal forms of credit and liquidity support. In this phase,
the expansion of the market is often driven mainly by supply, competition
for business is relatively high and there is a greater willingness on the part

%8 In Canada and Australia {in the central securities depository, Austrociear} the instruments are
transferred as if they were issued in bearer form.
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of issuing intermediaries to incur underwriting risks in order to broaden
the investor base and gain market share. Fees and pricing structures tend
to be opaque. In national markets the investor and, to a lesser extent,
issuer base, are almost exclusively domestic. Institutional investors need
not play a major role. Typically, this phase is accompanied sooner or later
by rapid growth, particularly in the presence of a supportive regulatory
and legislative framework and of favourable macroeconomic conditions,
as was true for much of the 1980s.

In the older markets at least, this phase has typically been followed by
a period of consolidation among issuing intermediaries, issuers and
investors, This is in part a consequence of the characteristics of the initial
period of expansion. The fight for market shares following the opening of
new business opportunities, even if guided purely by long-term profit
considerations, tends to generate excess capacity among intermediaries
which needs to be reabsorbed. Marginal issuers, of inferior credit standing,
are eventually forced out of the market as credit standards are tightened.
Marginal investors, less capable of assessing or diversifying risk, follow a
similar pattern. During this phase, growth slows down and may even
become negative.

The comparatively seasoned markets, which have experienced at least
one phase of consolidation, tend to be characterised by a broad but
relatively homogeneous issuer base, typically less fierce competition for
business by a handful of dominant issuing intermediaries, institutionalised
credit assessment mechanisms (ratings), greater sensitivity of prices to
credit risk differentials, more formal types of credit and liquidity backups
and predominance of institutional investors. Their day-to-day operations
tend to be more demand (investor) driven and issuing intermediaries de
facto operate more like brokers, incurring less underwriting risk. Where
previousty present, issuance through tender panels has largely been
displaced by tap issuance, better suited to a flexible response to investor
needs. Fees and pricing structures tend to be more transparent, with, for
instance, fees being more common than variable margins between
purchase and sale price as the main form of remuneration for dealers.
Foreign issuers and investors generally play a greater role. The rate of
growth of outstandings has typically settled down to a more sustainable
long-term level.

The more recently established markets appear to be evolving along
similar lines. The process has been encouraged by the internationalisation
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of activity, as issuers and investors from the longer-established markets
have entered the game. Thisis most clearly illustrated by the experience of
the Euro-market until the late 1980s (Joe (1992)), but also to some extent
by that of several other markets. In some cases it has also been promoted
by regulation, not only as a mechanism for opening up the market but as a
way of fostering the adoption of formalised arrangements for credit
screening, as exemplified by the introduction of ratings in France.

Nevertheless, the process has typically involved the default of one or
more significant participants. As described above, the default acts as a
catalyst for change. This is largely the natural result of the form of expan-
sion that precedes the default, viz. competition for business in a context of
limited credit risk and pricing differentiation. Such a pattern contains
certain elements of inertia. As long as domestic investors are reluctant to
diversify internationally and are content with the terms obtained on their
placements, there is little incentive, except perhaps for the fargest and
best known corporations, to seek alternative sources of funding. Espe-
cially during the initial phase, domestic markets can be particularly compet-
itive in terms of funding costs, even though they may fail to provide
significant diversification of an issuer’s investor base.19? Part of the growth
of domestic markets in recent years, for instance, has been at the expense
of the Euro segment. Under these conditions, there is little incentive for
foreign investors to enter the market, while foreign issuers may be
hampered by the lack of name recognition. In addition, regulation may be
a relatively blunt instrument to change ingrained behaviour, as is suggested,
for instance, by the comparatively limited impact on pricing that compul-
sory ratings appear to have had so far in Japan.

Convergence and integration

As long as markets are at different stages of development considerable
differences among them are bound to exist, in terms of both their struc-
ture and operations. As they develop further, there is a tendency for
markets to converge. Sections | to V have clearly illustrated both the
degree of variation across markets and the process of convergence. The
comparison of the US and Euro-markets since the mid-1980s is perhaps
the best example: the gradual introduction of tap issuance and more

109 In some markess coflective investment institutions controlled by the dealers may represent a
source of comparatively cheaper funding.
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sustainable fee structuresin the Euro-market; a tendency towards greater
homogeneity in the credit standing of issuers accompanied by the
spreading of ratings and more formal credit and liquidity support in the
Euro segment; a narrowing of the differential between the rates quoted to
investors on issuers within the same rating category and a sustained decline
in the “foreign premium” paid by non-US issuers in the US market; and the
growing importance of institutional investors at the expense of banks in
the Euro segment, which has gone hand in hand with a tightening of credit
standards.

Barriers to the integration of the markets, however, still exist. They
hinder convergence by imposing different “rules of the game”, both
formal and informal, on the various markets and encouraging the segmen-
tation of participants, i.e. issuers, issuing intermediaries and, above all,
investors. Many of these obstacles to integration are by no means specific
to commercial paper.

A first broad set of barriers relates to differences in the legal and
regulatory frameworks. The obstacles to convergence may be as general
as broad differences in contract, company and securities laws in the
various jurisdictions. These can affect the degree of formality of the
relationships between market participants (e.g. issuers, dealers, providers
of third-party support, agents involved in the issuing and paying functions,
investors) and the transparency of the markets (e.g. insider dealing legisla-
tion). One such example is the stringent legal fiability to which deaters
in the LS market are exposed, with its significant impact on the degree
of formal protection given to investors, on the incentive to carry out
thorough credit screening by issuing intermediaries and on disclosure
practices (Sections Il and V). They may also take the form of regulatory
restrictions on issuers, investors and issuing intermediaries, either specific
to the commercial paper market (e.g. required issuance through domestic
intermediaries) or more general (e.g. compulsory reserve requirements)
(Section IV). These differences among jurisdictions may in some cases have
a pronaunced effect on cross-border investments 110

A second set of barriers results from tax arrangements. Withholding
taxes are particularly important in this context, as illustrated by the
concentration of foreign investors in Australian dollar paper issued by

12 A Swedish dealer emphasised this point with reference to the Swedish market.
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resident issuers in the Euro-market segment (Section 1V). More generally,
the impact may operate indirectly, for example, through the favourable
tax treatment for certain institutional investors, who may be largely
confined to domestic investments possibly for regulatory reasons.

A third set of obstacles is associated with natural entry barriers. Of
some significance are those which hinder the participation of foreign
issuing intermediaries in the domestic markets (e.g. established placement
networks and corporate governance linkages between banks and corpora-
tions). Particularly important are those which discourage the involvement
of foreign investors, typically reflecting the costs of acquiring information
about the specificities of individual markets or inefficiencies in cross-
border clearing and settlement arrangements. Segmentation may also
result from the behaviour of issuers who run only decentralised treasury
management across countries, often for historical reasons.

Looking ahead, the process of convergence is likely to continue. Legal,
regulatory and tax barriers are set to come down further, partly in
response to competitive pressures. The completion of the single European
market in financial services is the clearest such example. Just as in the past,
financial innovation will continue to undermine existing barriers. The use
of currency swaps may have been particularly important in this context.
The institutionalisation of savings coupled with advances in the processing
and dissemination of information should facilitate the internationalisation
of the investor base. Improvements in cross-border clearing and settie-
ment systems, particularly important for instruments with such a short
maturity as commercial paper, should encourage cross-border issuance
and investments. Internal market dynamics should help to narrow the
organisational and structural differences between the younger and more
seasoned markets.

Conclusion

At the beginning of the 1980s commercial paper markets existed only in
the United States, Canada and Australia. Nowadays, issuance of commer-
cial paper takes place in a large number of domestic markets and in the
Eure segment. All markets have expanded rapidly during much of the
intervening period, often outstripping other sources of funding such as
bank lending. The rate of growth of several markets has slowed down or
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even become negative since the late 1980s. This reflects a mixture of
cyclical and structural factors, some related to the general retrenchment
in the financial industry and others specific to the pattern of development
of the commercial paper markets themselves.

The forces underpinning the emergence and subsequent growth of
commercial paper markets around the world are largely a reflection of the
broader factors favouring the securitisation of finance. Firstly, a receptive
legislative and regulatory environment has promoted the liberalisation of
financial markets and, at the same time, has often gone hand in hand with
more stringent constraints on banks’ on-balance-sheet activities than on
capital market funding. Secondly, other factors have increased the relative
cost of financing for banks vis-a-vis potential issuers. One such prominent
example has been a fairly generalised tendency for the quality of banks’
portfolios to deteriorate in relation to those of non-financial companies.
Thirdly, in some countries significant monopolistic rents in lending and
deposit-taking business have favoured disintermediation. Fourthly, the
development of alternative institutions and mechanisms for the evaluation
of credit risk has undercut banks’ comparative advantage in the screening
of borrowers. This broad trend has been favoured by the reduction in the
costs of processing and disseminating information and is perhaps best
exemplified by the increasing influence of credit rating agencies. Fifthly,
the growth in the pool of large and sophisticated investors capable of
diversifying risk has provided a receptive investor base. Institutional
investors in general, and money market mutual funds in particular, have
played a key role. Finally, the development of new financial instruments,
notably swaps, has allowed greater flexibility for both issuers and
investors, broadening arbitrage opportunities and the natural investor and
issuer base. The combination of these factors has varied greatly across
markets.

There are undoubted differences in the individual pattern of develop-
ment of the various markets, reflecting differences in the evolution of
fegislative frameworks and in other country-specific features of the micro
and macroeconomic environment. Nonetheless, on the basis of experi-
ence so far, certain characteristics appear to have been fairly common.
The development of the markets typically appears to involve several
transformations: a reduction in competition for business among issuing
intermediaries, who become less willing to accept underwriting risks and
introduce more transparent fee and pricing structures; the adoption of
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more sophisticated methods of credit risk evaluation, including the
displacement of assessments based on “name recognition” by those based
on ratings, more formal relationships between participants, notably as
regards the types of credit and liquidity suppore; greater internationalisa-
tion of the markets; a more important role played by institutional
investors; slower but more sustainable growth,

This process calls for a phase of consolidation among all market partici-
pants, issuers, issuing intermediaries and investors alike. The process can
be gradual and smooth, but, largely reflecting internal market dynamics,
most often involves the default of one or more significant issuers. The
defaults act as a catalyst for change.

This paper has documented in some detail the considerable differences
that exist among markets in terms of their structure and operations. It has
also shown, however, how some of these differences have narrowed over
time. This process of convergence forms part of the broader forces
leading to the greater integration of financial systems but also reflects
dynamics specific to the development of the individual markets.
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Appendix |
Econometric evidence on the pricing of commercial paper:
the UK and Australian markets

This annex examines in greater detail the pricing of commercial paper
making use of data on individual issues in the Australian and UK markets.
lts purpose is to provide some statistical evidence on the significance of
ratings and other factors for the pricing of issues.

The data utilised in the statistical tests covers 67 and 117 borrowers
in the Australian and UK markets respectively. The independent variables
are the spreads received by investors relative to the reference rates in
each country (the bank bills swap rate (BBSW) in Australia and LIBID in the
United Kingdom).

The distributions of short-term ratings in the two markets are shown in
Table A1. The Australian marlet is dominated by issuers with an AT+
rating in terms of the number of issuers and especially in terms of paper
outstanding. The range of potential issuers in the UK market appears
somewhat wider, with over 20% of borrowers with active programmes
not being rated on their short-term paper by any agency. However, from
conversations with various dealers it appears that in terms of actual place-
ments issuance is concentrated on top-rated issuers. Table A2 shows the
sectoral breakdown in the sample.

Three types of information were utilised to capture other factors which
might affect the pricing of commercial paper:

(i} The credit ratings on longer-term borrowings by individual issuers
{where applicable);

(i} the sector to which the issuer or guarantor belongs (supranational
institution, government or government-sponsored entity, bank, finan-
cial institution, non-financial corporation);

(iii) the size of the programme, the amount of paper outstanding and the
market capitalisation of the issuer (where applicable},
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Table A1
Distribution of short-term ratings of
issuers in Australia and the United Kingdom

Australia* United Kingdom

as a percentage of total issuers

AT+ 49 (70) 32
Al 27 (20) 39
A e 19 (N 7
Al e T () -
Norating .. ... . ... ... ... 4 (3) 22
Total .. ... ... 100  (100) 100
Memeorandum item:

Total number of issuers . . . . ... ... ... 67 117

* As a share of amounts outstanding in brackets.

Table A2
Sectoral breakdown of issuers in Australia and
the United Kingdom

Australia* United Kingdom

as a percentage of total issuers

Corporate . . ..o v e 49 (19) 69
Publicsector . ... .. ... ... ... ... 22 (56) 3
Financial .. ... ... ... ... ... .. ... 16 (14) 17
Sovereign .. ... ... ... .. 0.y 12 (11 -
Banks . . ....... .. - (-) 11
Total ... 100 {100) 100

* As a share of amounts outstanding in brackets.

Long-term credit ratings were used to identify the potential differentia-
tion in the credit standing of borrowers not fully captured by short-term
ratings. The sectoral breakdown as well as the stock market capitalisation
of issuers (available only for the United Kingdom) are other factors which
investors may use to differentiate amongst borrowers of varying credit
standing.
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Table A3

Determinants of spreads on commercial paper

t-statistics in brackets

Austratia United Kingdom
Assetsize .. ... ... ... ... . - -0.28 (-1.10)
Ranik of market capitalisation . . . - 0.02+ (2.48)
Size of facility . .. ...... ... . .20  (1.31) -
Commercial paper outstanding . . -1.23 {-1.51) -
Usage . . ... ............. 1.40  (1.54) -
Rating agency dummy . . ... ., . - 5.38+ (2.60)
Corporate . . ... .......... 170 (1.28)
Government . . . ... ... .... 115 {0.85) —3%9.01+ (-7.68)
Finance . . ...... ... ... .. . 2.56+ {1.84) -2.76 (—1.42)
Bank .. .......... ... ... .23 (0.08)
Short-term ratings:
Al oo —2.25+ (—1.70) -1.08 {-0.55}
Al L 1.30 (1.01) 0.97  (0.52}
AL 4.99+ (3.79) 6.54+ (1.95)
N 47.18+ (21.45) -
Long-term ratings:
AAA L 149 (1.18) -1.80 (-0.32)
AAT Lo 0.88 (0.64) —4.01 (-0.89)
AAZ 1.85+ (1.70) 9.27+ (2.29)
Al 259+ (1.98) 0.21  (0.06)
AL 0.71  {0.66) -1.22 (-0.51)
Ad . 497+ {2.42) 2.24  (0.56)
2 - 1.51  (0.34)
No short-term rating . .. ... .. 13.33+ (6.28)
No long-termrating . . . ... ... 1.03  (1.32)
Number of observations . . . ... 67 117
Standard error . .. .. ... L, 1.84 7.01
RZ . 0.94 0.67

*: significant at the 5% level.

In the case of Australia, information on the size of facilities was used to
proxy “name recognition” and the importance of the issuer, the assump-
tion being that the larger the programme size, the smaller the spread. The
amount of commercial paper actually outstanding was used to proxy the

liquidity of the issue.

The results of the econometric tests were somewhat different for the
two countries (Table A3). In the case of Australia four broad sets of
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conclusions can be drawn. Firstly, the short-term ratings are an important
variable in discriminating between different types of borrower: ceteris
paribus the difference between an AT+ and A2 rating is over 7 basis
points. The coefficient on the dummy varizble for the A1 credit rating was
not statistically different from zero, which may indicate that the BBSW
rate reflects borrowers with such a credit standing. Secondly, borrowers
with long-term credit ratings of A1 or less must pay an additional premium,
which can be as high as 5 basis points for borrowers with an A3 rating.
Thirdly, as far as the sectoral breakdown is concerned, only the dummy
for finance companies was statistically significant. Finally, information
concerning the size of the individual commercial paper programmes and
the amount of paper outstanding did not provide additional explanatory
power to the equation.

In the case of UK issuers it was not possible to find a statistically
significant cost of issuance over LIBID for borrowers with an AT+ or A1
rating. Only lower rated A2 borrowers paid a premium in relation to
LIBID, equal to over 6 basis points. The absence of a short-term rating was
also heavily penalised. As far as long-term ratings are concerned, only the
coefficient on the AA2 dummy was statistically significant. In marked
contrast to the Australian results, the sectoral dummies were highly signi-
ficant. The 39 basis point discount relative to LIBID for issues by govern-
ment entities is due to the presence of major foreign and supranational
borrowers in the UK market. Finance sector issuers can also place
commercial paper at prices below LIBID. Finally, it should be noted that a
high ranlcin terms of market capitalisation in the UK stock market appears
to lower borrowing costs: a company with a rank of 100 pays 2 basis
points more than the top UK company.

In conclusion, it appears that the Australian commercial paper market is
quite sensitive to credit risk differentials as measured by short and long-
term ratings, whereas in the United Kingdom other information plays a
comparatively greater role in the pricing of different issues.
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Appendix I|
Selected quasi-commercial paper markets

The dividing line between commercial paper and other instruments may
be very fine and is partly a matter of convention. This appendix briefly
describes instruments which, depending on the set of defining character-
istics assumed, may or may not be considered to be commercial paper.
These are certain short-term instruments in Switzerland, ltaly and Hong
Kong.

Switzeriand

The development of a fully-fledged commercial paper market in Switzer-
land was prevented until recently by the existence of a stamp duty on
all primary and secondary market activity (0.3% for securities with an
original maturity at least equal to three months and 0.2% for securities
with a shorter maturity). The planned abolition of the tax, with effect
from 1st April 1993, brightens the prospects for the emergence of the
market.

The closest equivalent to commercial paper are money market payment
rights (“Geldmarktforderungen”), instruments designed to resemble as
closely as possible commercial paper while at the same time avoiding the
stamp duty. Payment rights are pure book-entry claims (and hence not
“securities” under Swiss law} which, although in theory not tradable, have
in practice been transferred within the SEGA clearing system since 1990,
They have a maturity not exceeding three months and are issued through
a tender system. The programmes are run by the three major banks,
which have sub-agency agreements with smaller Swiss banks in order to tap
their investor base,

At the end of 1992 there were around forty programmes for a total
outstanding estimated at some Sw.fr. 5.5 billion. Issuers were Swiss local
authorities, supranational organisations and large multinational companies,
the vast majority possessing a top credit rating.
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ftaly

Just as in Switzerland, the existence of stamp duty (levied at 1.2% of the
nominal amount of the bill of exchange} on primary and secondary market
securities transactions has been a major obstacle to the development of
the commercial paper market in ltaly. A second obstacle has been the
requirement to obtain prior authorisation for issuance of securities from
the Banl of {taly.

The closest equivalent to commercial paper in ltaly is the “polizza di
credito commerciale”. This is a letter of acknowledgment of a freely
transferable inter-corporate loan, documenting the existence of the
underlying debt and specifying the procedures for its redemption and
transfer. The instrument is exempt from stamp duty. Although there have
been some attempts at standardisation, the “polizza” is not homogeneous
asitis not formally marketed. The instrument is generally backed by a banlk
guarantee {“fidejussione™).

The “polizza” market emerged in 1981 and peaked between around
September 1987 and March 1988, partly as a mechanism for avoiding
credit ceilings on banks. It is estimated that some 250 issuers regularly
tapped the market at its peak. Issuers included mainly large industrial and
financial companies in the public and private sectors. Since then interest
has waned somewhat. The establishment of a fully-fledged commercial
paper market on a firm footing awaits legislative changes. In its absence,
large companies have been able to tap the Euro-market.

Hong Kong

in Hong Kong there is a market for single-name debt which has all the
characteristics of commercial paper except one, viz, the paper is issued
through tender panels with an underwriting commitment. In this sense, the
notes are more akin to the precursors of commercial paper in the Eurc-
markets. In the local market, however, the instrument is routinely
referred to as commercial paper.

The instrument is generally in bearer form and is either issued on a
discount basis or bears explicit interest. Its original maturity ranges from
one week to one year and is typically three months. The smallest denomi-
nation is HK$ 500,000 (approximately US$$65,000) but the most common
is HK$1 million (some US$130,000). The instrument is issued in both
domestic and foreign currency. Programmes generally have a ceiling and
their maturity is at least three years, the most common being five years.
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Table A4
Commercial paper facilities in Hong Kong, 19917

Number of issuers Facility amount
(in billions of HK$)

Domestic Foreign Total Domestic Foreign Total

currency currency currency currency
Commercial and
industrial ... ... ... 10 3 13 9.3 3.0 12.3
Public utilities . ., .. .. 5 - 5 2.9 - 2.9
Propercy development . 3 1 4 2.5 0.8 33
Banks? . ... ....... - 7 7 -~ 3.4 13.4
Total .. .......... 18 11 29 14.7 17.2 31.8

! There is no information on paper actually outstanding. The figures exclude privately placed
paper. 2 Not domiciled in Hong Kong.

Source: National authorities.

Following a relaxation of the regulation in 1989, disclosure requirements
and prior approval by the Securities and Futures Commission apply only to
public issues with a denomination of less than HK$1 million; virtualty all
issues are designed to be exempt. Issues are generally backed by a bank
fetter of credit. Non-residents have been allowed to issue in the domestic
market since 1988,

The first issue of the paper reportedly occurred in 1977. However, it
was not until the mid-1980s that the market began to expand vigorously.
This followed a ruling by the authorities that the instrument was not to be
assimilated to a deposit, so that issues did not contravene the Deposit-
Taking Companies Ordinance. At the end of 1991 there were some thirty
facilities in place, amounting to over HK$ 30 billion, of which more than
half were in foreign currency (Table A4). The main issuers were commer-
cial and industrial companies. Banks not domiciled in Hong Kong issued in
foreign currency. Only two issuers had sought ratings. There have as yet
been no defaults in the market. Secondary market activity is negligible.
There is very little information available on investors, but a considerable
proportion of the paper is believed to be held by banks and deposit-taking
companies.
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