
Commercial Paper Since 1966
Although the tight money episode of 1966 has 

faded into economic history, a number of its effects 
remain as a testimonial to its impact. Many business
men changed or modified their usual practices in re
sponse to the drying up of credit and the resulting 
strain on their own liquid resources. One such 
change was to increase their use of commercial paper 
as a source of short-term funds. From  the start of
1966 through 1968 commercial paper outstanding 
rose $11.4 billion to a total of $20.5 billion, an 
average annual increase of 33% . This compares with 
an average annual increase of 15% for the previous 
three-year period. This article discusses changes in 
the commercial paper market since 1966.

W hat Is Commercial Paper? C om m ercial paper 
is a short-term, unsecured promissory note sold by 
a corporation either to a dealer or directly to an 
investor. Maturities vary from  a few days to nine 
months and may be tailored to the investor’s speci
fications. Paper maturing beyond 270 days must be 
registered with the Securities and Exchange Com
mission and largely because of this requirement only 
$79 million of such paper is outstanding. The SEC 
has ruled that proceeds from the sale of unregistered 
paper may be used only for “ current transactions.” 
Like Treasury bills, commercial paper is sold at a 
discount, the effective interest rate being determined 
by the difference between the price and par. Com 
mercial paper differs from other m ajor money market 
instruments in having no formal secondary market.

Commercial paper is marketed in two ways. The 
larger volume of paper is placed directly with in
vestors by about 20 large finance companies, such 
as General M otors Acceptance Corporation and C IT  
Financial Corporation. These companies must con
tinually raise funds to relend and short-term borrow 
ings are essential between sales of long-term deben
tures. For these large finance companies, bank bor
rowing is a less important source of funds than com 
mercial paper. A  large concern may have over $1 
billion of commercial paper notes outstanding at any 
time, although several hundred million dollars is 
average. However, the maintenance of the large 
separate sales force necessary to place paper directly 
is justified not so much by the total value of the 
notes outstanding as by their almost daily issuance. 
Investors in directly placed paper, primarily in
dustrial corporations and utilities, accept a lower in
terest rate than on dealer paper in return for the

assurance o f a steady supply. W hile directly placed 
paper is still the backbone of the market, its share 
has fallen from almost 80%  in 1965 to 65%  in 1968.

The second type of commercial paper is sold to 
dealers who resell it to investors, often other corpora
tions. The principal issuers of dealer paper are non- 
financial corporations although roughly 100 smaller 
finance companies also use the dealer market. The 
dealer’s commission is ^  of 1 %  per annum on prime 
paper. Generally speaking, these corporations do not 
sell paper on a continuous basis but use it to help 
finance seasonal or special needs, such as inventory 
accumulation. For most of these issuers, the com 
mercial paper market is a less important source of 
funds than bank borrowing. Dealer paper may bear 
any maturity between one and nine months, but most 
maturities fall between three and six months. There 
are currently seven national dealers in commercial 
paper, all leading New Y ork  investment houses. 
There are perhaps another half dozen smaller dealers 
across the country serving regional markets only.

Ratings N o com pan y undertakes the sale o f 
commercial paper in the national market, either 
through dealers or direct placement, without first 
receiving a rating from  the National Credit Office, 
a division of Dun & Bradstreet. The five ratings, 
which range from prime to not recommended, are 
valuable to investors who may not be familiar with 
the details of the issuing firm ’s operations and fi
nances. In deciding upon a rating for a corporation, 
the National Credit O ffice considers such factors as 
the corporation’s net worth, its performance and fi
nancial position compared to that of its industry, its 
record over the previous ten years, its prospects for 
growth and future earnings, and the quality of its 
management. A  corporation’s banking relationships 
are closely scrutinized, and in most cases a firm must 
maintain a bank line of credit equal to its commercial 
paper notes outstanding to receive a top rating. The 
prime rating is generally accorded a firm with a net 
worth of $25 million or more if all other standards 
are met satisfactorily. A  company with a net worth 
of at least $5 million is eligible for the next highest 
rating of desirable, and firms with a net worth of 
$1.2 million or more can qualify for a rating of 
satisfactory. There is no national market for paper 
rated below desirable, and desirable paper is in
creasingly confined to regional markets. A  firm ’s 
rating largely determines the interest rate it has to
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pay and the acceptability of its paper to investors.

Recent Expansion T w o  o f the m ost striking 
aspects of the recent boom  in commercial paper are 
the rise in the relative importance of dealer paper 
and the phasing out of nonprime issuers. In 1966, 
commercial paper outstanding jumped $4.2 billion, 
an increase of almost 50%  from the previous year. 
A s in past years the greater part o f this increase was 
accounted for by directly placed paper. The stringent 
credit conditions which prevailed in 1966, however, 
provided the impetus for the expansion of the dealer 
market. Beginning roughly in the second quarter of 
1966, corporations which were unable to secure 
requisite amounts of funds from banks searched for 
other sources and many qualified companies turned 
to the commercial paper market.

The actual net increase in the number of firms 
selling commercial paper in 1966 was 15, bringing 
the total to 350. However, the number of new firms 
which entered the market was far larger. The bulk 
of the entrants were large, prime-rated corporations. 
Paper sold by these corporations was eagerly sought 
by investors, often in preference to paper sold by 
smaller companies which had been in the market for 
some time. Many large corporations adopted the 
policy of purchasing only prime-rated paper. A lso, 
several state legislatures stipulated that only prime 
name paper could be purchased by state controlled

funds, and in several states this restriction extended 
to state chartered savings banks. In the face o f such 
competition, a number of smaller firms, principally 
regional finance companies, were forced to withdraw 
from the national market.

Despite the easier credit conditions which prevailed 
in 1967, the number of firms issuing paper climbed 
to 391, a net gain of 41. O f the several factors which 
contributed to this increase perhaps the most im
portant was a legacy of the previous year’s credit 
scarcity: a new awareness by corporate treasurers of 
the desirability of having alternative sources of funds. 
Firms were impressed with the dependability o f the 
commercial paper market throughout 1966 and many 
of those eligible to tap it wished to establish contacts 
as insurance against another possible squeeze. Com 
panies which had entered the market on a more or 
less emergency basis remained active in order to 
maintain contacts and to preserve a desirable flexi
bility in their financial programs.

Another factor which attracted issuers in 1967 was 
the widening of the spread between commercial paper 
rates and other sources of credit available to corpora
tions. A s shown in the chart, the cost of borrowing 
through sales of long-term bonds exceeded the cost 
of prime commercial paper for the first time since 
1965. W hile bank rates declined in early 1967 and
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then leveled off, commercial paper rates continued to 
plunge through the first half. The spread between 
the four- to six-month prime commercial paper rate 
and the prime rate climbed to 85 basis points in 
June, compared to a high of 21 basis points in 1966.

W hile dealer paper had constituted an expanding 
share of the total growth in commercial paper since 
1965, not until 1968 did it account for more than 
half o f the total increase in outstandings. The surge 
in dealer paper, which is illustrated in the bar chart, 
reflected the continued high cost of long-term bor
rowing, the maintenance of unusually large yield 
spreads favoring commercial paper over bank loans, 
and the rising tide of publicity concerning the market. 
In addition, the recent expansion of several prominent 
investment houses into the commercial paper field 
spurred competition and resulted in a more active 
solicitation of business. Many companies were first 
induced to issue paper by dealers. By October 1968, 
the number of issuers had jumped to 477, compared 
to 391 in all of 1967.

Changing Composition of Issuers O ver the years, 
the commercial paper market has become progres
sively more exclusive even as the volume outstand
ing has soared. W hile the number of issuers has 
risen steadily in the last three years, there are still 
far fewer than in the past. In 1920, for example, over
4,000 issuers accounted for about $1.3 billion of paper 
outstanding. On the eve of W orld  W ar II, about 
750 firms were selling paper although three large 
finance companies dominated the market. The pie 
chart illustrates the increasing domination of the na

tional market by the nation’s largest corporations.
Since 1966 the number of finance companies issu

ing paper has declined from  134 to 122. The with
drawal from  the national market of smaller nonprime 
finance companies has been partially offset by the 
establishment of captive finance companies by large 
manufacturing and retailing concerns.

O f the approximately 200 manufacturing firms 
selling paper in 1968, around 40 entered the market 
in the last tw o years. Aerospace and electronics firms 
have become much more active while manufacturers 
of grain, flour, fertilizer, and seed, which used to be 
prominent issuers, have largely faded from  the 
market. A fter declining steadily as issuers of com 
mercial paper, the number of wholesalers and re
tailers has increased gradually since 1966 and to
gether totaled about 11% of all issuers in 1968.

The most interesting development has been the 
emergence of utilities as m ajor issuers. Ten years 
ago there were no utilities in the market; two years 
ago, only eight. Today nearly 100 utilities are active 
in the market. Utilities have always depended 
heavily on sales of long-term bonds and flotations 
of stock to finance capital improvement and expan
sion. Bank loans have been the chief source of in
terim funds. A s members of a regulated industry, 
these companies are extremely cost-conscious and 
have been especially sensitive to the escalation of in
terest rates since 1965. Quite naturally, therefore, 
utilities have been attracted by the relatively lower 
cost of commercial paper.

Jane F . Nelson

DISTRIBUTION OF ALL COMMERCIAL PAPER ISSUERS BY NET WORTH

$500,000 to 
$1 Mil. 

1% i

December 1966 October 1968

Source: National Credit Office.

10Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

March 1969


