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Commercial Paper Demyst if ied

The commercial paper (CP) market has evolved over the last century, originat ing as a 
short-term funding mechanism for large, non-financial corporat ions and developing into a 
systemically important financing segment of the global economy. CP has provided a way for 
issuers to smooth current account cash flows such as operat ing expenses, inventories, and 
receivables. In its early history, CP was a high denominat ion market only accessible to large 
issuers and investors. The CP market?s first  significant growth spurt happened in the 1970s, 
driven by demand with the advent of the money market mutual fund (MMMF). As the MMMF 
industry grew, smaller investors gained a way to access the CP market. MMMFs are both 
large and sophist icated enough to efficient ly trade in the CP market and, in turn, they sell 
shares to retail investors thus increasing CP trading volume.  

The next significant growth spurt in the CP market came in the 1980s, part icularly with the 
creat ion of asset-backed commercial paper (ABCP), a type of commercial paper backed by 
receivables primarily from loans like credit  cards or auto loans. In 2001, the ABCP market 
volume was just over $600 billion, representing 38% of the total CP market. By August of 
2007, the total CP market volume peaked at just under $2.2 trillion, and the ABCP market 
made up an enormous 56% of that market or $1.2 trillion. As a testament to the CP market?s 
growth, by the t ime the global financial crisis escalated in 2007-08, the systemically 
important nature of this market forced the Federal Reserve and the U.S. Treasury to step in 
and take act ion to restore investor confidence and mit igate the risk of a refunding 
disrupt ion.  

Often, CP issuers pay off maturing paper through the issuance of new paper; this is known 
as ?rolling over? the debt. During the 2007-08 crisis, there was a concern that issuers would 
not be able to rollover their commercial paper. By supplying liquidity to the commercial 
paper market, the government ensured that financially solvent CP issuers would not face a 
cash crunch when attempting to rollover debt. Serious disrupt ion or failure of this crit ical 
funding source had the potent ial to exacerbate the economic crisis in a dramatic way. By all 
accounts, America was witnessing the beginning of its worst economic environment since 
the Great Depression. This defensive measure employed by the Treasury and Fed was 
implemented not to remove default  risk but rather to keep the markets funct ioning normally.

Asset-Backed Commercial Paper Market Size 

CP is exempt from Securit ies and Exchange Commission (SEC) registrat ion. To be exempt 
from SEC registrat ion, the proceeds from the sale of CP must be used to fund current 
transact ions. The average maturity on CP is 30 days but can be issued with a maturity of up 
to 270 days. This market has provided a short-term funding mechanism for both financial 
and non-financial companies at a lower cost than bank loans. Generally, CP is classified into 
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three broad categories: non-financial, financial, and asset-backed. The sheer breadth of this 
market illustrates its importance to our economy. Whether the CP is placed through a dealer 
or placed direct ly by the CP issuer, it  provides a lower cost, short-term, unsecured (excluding 
asset-backed) source of credit  for large corporat ions, large industrial firms, public ut ilit ies, 
financial inst itut ions, and consumer finance corporat ions.  

The ABCP market is decidedly smaller than its August 2007 peak, when ABCP represented 
more than half of the $2.2 trillion CP market at large. In the wake of the 2007-08 global 
financial crisis, the CP market is collect ively smaller at approximately $1.06 trillion with 
ABCP outstandings at $246.7 billion as of February 2019 as illustrated in the chart below. 

Commercial Paper 101: History and Characterist ics 
It  has been argued that the evolut ion of the commercial paper market has enabled the U.S. 
economy to funct ion more efficient ly. At its core, tradit ional CP has the following structure 
or characterist ics: 

- CP is essentially an unsecured promissory note issued by a financial or non-financial 
ent ity for a specific dollar amount and maturity date. 

- CP is a low-cost alternat ive to bank loans due to exemption from SEC registrat ion. The 
exemption is based on Sect ion 3(a)3 of the Securit ies Act of 1933 (the Act) that 
requires proceeds derived from CP, with a maximum maturity not to exceed nine 
months, be used to finance current transact ions.  

- The CP structure applies to paper that does not involve a public offering and is 
generally sold only to accredited investors either direct ly or using a dealer.  

April 2019 | Public Trust Advisors, LLC | 2 

Source: Federal Reserve Economic Data (FRED), St. Louis Federal Reserve Bank



- ABCP may also be exempt from registrat ion if it  is fully supported by a bank 
guarantee as provided in Sect ion 3(a)2 of the Act. 

- CP is issued for short maturit ies, typically averaging 30 days to maturity but could 
range up to 270 days. In fact, as previously mentioned, many issuers rollover CP by 
selling new paper to pay off maturing paper. 

- CP is generally issued in large denominat ions of $100,000 or more. The combinat ion 
of large denominat ions and short maturit ies typically limits the CP market to large 
inst itut ional investors and MMMFs. 

- Like T-bills, CP is typically a discounted security where the investor purchases at a 
price less than par and receives face value at maturity. 

- CP provides slight ly higher yields relat ive to T-bills with the same maturit ies because 
of the moderate counterparty risk inherent in CP as T-bills are backed by the full faith 
and credit  of the U.S. government. The average spread between three-month T-bills 
and three-month 'AA' CP between January 2001 and January 2019 is 30 basis points. 
In the aftermath of Lehman Brothers filing for bankruptcy, the spread peaked at 325 
basis points in October of 2008. The average during the crisis years, October 2007 to 
October 2008, was 136 basis points. As illustrated in the chart below, CP spreads have 
been t ight relat ive to T-bills outside of the crisis years. As of January 2019, the 
three-month 'AA' CP spread over three-month T-bills is 22 basis points.  
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Asset-Backed Commercial Paper 101: History and Characterist ics 

Asset-backed commercial paper (ABCP) is commercial paper that is ?backed? by a specific, 
designated flow of funds. The flow of funds backing the paper most often come from 
accounts receivable, whether they be from car or credit  card loans, leases, trade receivables, 
or student loans, etc. If the originator can bundle the receivables into pools and sell the pool, 
then it  has capital to sell more products, generate more receivables, and repeat the process. 

What is the genesis of this market? What need did it  fill? Simply put, it  provides liquidity for 
originators. They move their product off the balance sheet quickly (treated as a sale of 
assets for accounting purposes) thus freeing up capital to generate new product. What is the 
product? On the consumer side, the highest volume of assets backing the paper are 
receivables from credit  cards, auto loans, home mortgages, student loans, etc. ABCP can be 
backed by commercial receivables as well such as trade receivables, leases, equipment 
loans, etc. Loan originators (finance companies, banks, leasing companies, etc.) were not the 
only beneficiaries of the growth of ABCP. Investment and commercial banks also had 
incentive to push this market, as they could replace the tradit ional interest income from 
lending lost to the ABCP market with fee income from structuring these deals. As the 
commercial banks were losing borrowers to the CP market anyway, the asset backed 
structured deals allowed them the opportunity to part icipate as sponsors, administrators, 
and support providers. Banks may also use ABCP programs to generate liquidity via 
repurchase agreements. Historically, this accounts for nearly 30% of underlying exposure in 
the ABCP portfolio for Public Trust Advisors, LLC (Public Trust). 

ABCP is structured as a conduit  vehicle. These structures are full of jargon, so below is a bit  
of a glossary by way of an example. 

Glossary (see the ABCP flow chart on page 6 for a real-life example): 

- A finance company, the originator, generates a high volume of consumer loans, say 
auto loans for this example. The auto finance company would like to sell these loans 
and generate cash so it  can make more loans.  

- Securit izat ion: The originator bundles a group of loans into a pool, packaged to sell. A 
pool represents a part icular asset type from a seller or originator. For example, the 
auto finance company, such as Toyota Motor Credit  Corp., might sell its auto loan 
receivables balance to a special purpose vehicle (SPV). An SPV is a 
bankruptcy-remote ent ity[1] that acquires and finances specific assets, in this case 
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[1] Bankruptcy remote is a term that describes the relat ive posit ion of one company as it  relates to bankruptcy with regard to others 
within a corporate group. Many a t imes, when a company that is part  of a larger corporate group of businesses files for bankruptcy, 
creditors of the company in bankruptcy may attempt to seek debt sat isfact ion from other companies in the group. The concept of 
remote bankruptcy prevents such act ion. No matter the negative financial condit ion of ent ity in bankruptcy, the related holding 
company, subsidiaries or affiliate enterprises will be unaffected. https:/ /www.definit ions.uslegal.com/b/bankruptcy-remote/    

https://definitions.uslegal.com/b/bankruptcy-remote/
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the receivables of the auto lender. The auto loan receivables would collect ively be      
referred to as a pool. The auto finance company may be both the originator and the 
servicer by virtue of being responsible for collect ing the loan balances. As originator 
only, the finance company owns the loan receivables while as servicer, it  does 
everything necessary to collect on the receivables such as monitoring the accounts, 
speaking to obligors, and calling obligors when one is late. In other words, the servicer 
does everything possible to collect from a late, overdue of default ing obligor.

Who buys t he pool? 

- As stated above, a special purpose company or special purpose vehicle (SPV) is      
established for the sole purpose of purchasing the packaged loans from the      
originator and issuing securit ies (ABCP). The receivables from the underlying loans 
service the ABCP debt. However, CP is short paper (less than 270 days), and the 
underlying loans have a longer maturity (years). It  may be necessary to ?rollover? or 
issue new ABCP as the previous issue matures to maintain the cash flows necessary 
for the structure to work. 

- The SPV is sponsored, usually by a large financial inst itut ion. The credit  quality of the      
sponsor plays a major role in the conduit  structure and credit  quality assessment. 

- The SPV also needs an administ rator that selects loans to be packaged and manages 
all necessary funds flows for the conduit  to work as it  is designed.  

ABCP's Role in the Broader Economy: An Example 

Mary works for a ut ility and receives a paycheck that is likely financed from ABCP issuance 
and backed by receivables of the ut ility company. Receivables are bills yet to be paid by the 
ut ility customers and serve as collateral to the ABCP. One of the condit ions of CP issuance is 
that proceeds fund a current transact ion (according to SEC rules) and both the paycheck 
and the receivables backing the ABCP qualify as current accounts. 

Now, Mary?s paycheck can flow through the economy. She is doing Saturday morning 
errands in her car and stops by a gas stat ion whose gas supply is financed through 
receivables from gas stat ion retailers. In this case, the gas stat ion (or retailer) receivables 
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This whole structure can simply be thought of as a way to bring all future loan payments 
forward to the present thereby providing liquidity to the originator and allowing for more loan 
generat ion. The sale of one pool of assets funds the next round of loans for the originator. The 
SPV provides the conduit  for brining market dollars (from investors) to the finance company 
more quickly than if it  had to wait  for the loan payments from the people who bought cars.
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serve as collateral from the refiner (originator in the flow chart) in an ABCP financing.  Mary 
may even pay for the gas with a credit  card, and this creates a new receivable, as well! The 
credit  card receivables are bundled into collateral packages (pool in the flow chart) to pay 
for a maturing ABCP, financing the financial inst itut ion?s (originator) credit  card operat ions 
or act ivit ies. Further, Mary did not pay cash for her car. She makes car payments for her 
balance due, and those payments are also bundled (pool) as security to financing the current 
act ivity of the car manufacturer. 

Each employee, whether at the refinery, the gas stat ion, or the car manufacturer, receives a 
paycheck and purchases something, the linchpin of economic growth. While the 
manufacturer (originator) gets inexpensive financing, the investor gets a short-term, 
collateralized, and safe investment while the consumer gets purchasing power. The flow of 
funds enabled by the ABCP facilitates addit ional economic act ivity. One consumer, Mary, and 
one paycheck flow through mult iple ABCP vehicles simultaneously, creat ing a mult iplier 
effect. 
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Risk = Any of the solid arrow breaks

Protect ion = Back-up liquidity and/or credit  from highly rated source of support (dotted arrows)

ABCP Flow Chart
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ABCP: Performance and Risk Considerat ions 

With any investment, there are risks. For ABCP, the most notable risk is the potent ial 
disrupt ion of cash flows or access to the ABCP markets. For example, the underlying 
package of loans backing the security may not perform as expected or there may be a 
market disrupt ion. This could prevent the ABCP from rolling over or the issuance of new 
securit ies to pay off the old debt. This chain of events is exact ly what was feared by the Fed 
and Treasury during the 2007-08 global financial crisis, forcing them to intervene in the 
market.  

The main risks for ABCP investors are: 

- Asset deteriorat ion in the conduit?s underlying portfolio; 

- Potent ial t iming mismatches between the cash flows of the underlying assets backing 
the CP and the repayment obligat ions of maturing CP; 

- A conduit?s inability to issue new CP; and 

- Risks associated with asset servicers.  

Fortunately, the SPV conduit  structure has features that mit igate these and other risks. To 
cont inue our example, we introduce more terminology to the structure. 

The SPV structure includes mult iple levels of support to mit igate the major risks: 

- Liquidity Support  is designed to bridge potent ial cash flow mismatches. The conduit  
may have many pools of loans at any one t ime. Each pool of loans will have liquidity 
support, as defined in the legal structure of the conduit. Examples of support at this 
level are Liquidity Asset Purchase Agreements (LAPA), Credit  Asset Purchase 
Agreements (CAPA), Liquidity Loan Agreements (LLA), Cash Collateral Agreements 
(CCA), and/or Letters of Credit  (LOC). A specific support provider is named in the 
conduit  structure and quite often is the sponsor of the conduit  or a group of support 
providers led by the sponsor. The strength of the support provider is a significant 
element in the credit  assessment of the program. 

- Program-Wide Enhancement  serves as a final backstop for the program. This      
backstop is a last line of defense that would come into play only if the liquidity 
agreements have not provided sufficient support or there is risk of default. It  is 
designed to support whatever  has not been covered by the other support 
mechanisms.  

- Each pool has an expected delinquency, loss rate, collect ion period, and other      
characterist ics that, when taken collect ively, become the basis of projected loss level. 
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The program administrator determines and establishes an amount it  will lend based on 
these project ions and its variability. The receivables amount in excess of the SPV 
advance to the seller/originator is called overcollateralizat ion; it  effect ively serves as 
a cushion against unanticipated losses.  

SPV maturing debts are paid off in one or a combinat ion of three ways: 

- Collect ion of receivables;  

- Reissuance of new ABCP; and/or 

- Ut ilizat ion of a liquidity facility or program-wide credit  enhancement. 

ABCP Conduit  Structures

ABCP conduit  structures are typically single or mult i-seller conduits or securit ies arbitrage 
conduits. Public Trust has tradit ionally only part icipated in mult i-seller conduits. 

- Single seller conduits are structured to purchase receivables from one seller. This type 
of ABCP conduit  structure usually has one asset type and, as with all ABCP conduits, 
has liquidity enhancement at the pool level and overcollateralizat ion. 

- Mult i-seller conduits have mult iple pools and sellers/originators, invariably 
administered by banks with a broad client base requiring receivables financing. Assets 
are credit  enhanced in an amount sufficient to ensure investment grade rat ings for 
the ABCP. 

- Securit ies arbitrage conduits are usually managed by commercial banks or asset 
managers seeking to benefit  by exploit ing term rates, i.e. differences between 
short-term funding costs and long-term asset returns. Securit ies arbitrage conduits 
have significant reliance on credit  enhancement and/or liquidity enhancement from a 
highly rated bank to protect investors from significant decline of the securit ies rat ing 
or cash flow shortfall. The number of these programs has declined great ly in the wake 
of the global financial crisis, as securit ies proceeds have been collected and not rolled 
over or reinvested. Conduits can either be part ially supported or fully supported by 
the sponsor; this plays an important role in conduct ing the credit  analysis. The 

Due to the various support facilit ies built  into the conduit, ABCP programs are usually highly 
rated by credit  rat ing agencies which is important to attract investors including highly rated 
U.S. based and internat ional money market funds.
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All comments and discussion presented are purely based on opinion and assumptions, not fact. These assumptions may 
or may not be correct based on foreseen and unforeseen events. The information above is not a recommendation to buy, 
sell, implement, or change any securit ies or investment strategy, funct ion, or process. Any financial and/or investment 
decision should be made only after considerable research, considerat ion, and involvement with an experienced 
professional engaged for the specific purpose. Past  performance is not  an indicat ion of future performance. Any 
financial and/or investment  decision may incur losses. Performance comparisons will be affected by changes in 
interest rates. Investment returns fluctuate due to changes in market condit ions. 
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performance of the underlying assets as well as the strength of the support providers 
is crit ical when assessing a part ially-supported program, while a fully-supported 
program is more direct ly connected to the strength of the sponsor and support 
providers.

ABCP's Secret Sauce

ABCP has been a sound addit ion to cash management portfolios for many reasons including 
diversificat ion benefits, yield advantage over other cash investments, and flexible terms. For 
diversificat ion, risk exposure to the investor is primarily to the underlying asset pool or 
pools rather than to the credit  risk of a single issuer. ABCP is typically backed by 
well-diversified assets. Addit ionally, several sellers are behind several dist inct asset classes. 
In contrast, standard CP exposes the investor to a downgrade credit  rat ing or outright 
default  of the issuer. The SPV factor insulates investors from the sponsor?s other balance 
sheet risk, as the SPV is a bankruptcy-remote ent ity (see the footnote on page 4 for 
definit ion). In a bankruptcy scenario, ABCP investors are not in line with other creditors. The 
underlying pools of assets in the conduit  serve as collateral for the investors. 

ABCP is understood and followed by a smaller group of investors as some investment firms 
may not have the requisite staff and/or expert ise to effect ively analyze ABCP programs. The 
smaller buyer or investor base and greater due diligence burden translates into a higher 
yield to attract investors for which money market funds can benefit. As of January 2019, 
ABCP traded at as much as a 12 basis point premium to tradit ional CP of similar durat ion. 
Because ABCP maturit ies range from overnight to 270 days, portfolio managers have the 
opportunity to customize their exposure to fit  or be consistent with their portfolio 
management or construct ion strategy or tact ic. This flexibility is a part icularly attract ive and 
important benefit  to managers of cash portfolios. 

In 2008, the Fed and Treasury clearly saw the incredible importance of the commercial 
paper market when they stepped in to prevent disrupt ion. Ever since, the CP market has 
remained largely beneficial to many part icipants in the markets and the economy as the use 
of this short-term lending fuels economic act ivity, helping both the consumers and providers 
of goods and services. This market is also useful to managers of short-term, liquid assets in 
that it  provides the opportunity for a slight increase in yield and the ability to match fund 
flows by laddering investments as well as providing diversificat ion of holdings. 




