Corcione’s Notes: Commercial Paper & Reverse Repo Financing
Commercial paper is a short term loan.  The buyer of the paper is making a short-term loan that is repaid, with interest, at maturity. Highly rated companies make up about half the commercial paper market. The other half are sold by companies that back the loans with assets, such as car loans and time shares. The problem is a relatively small percentage of the paper in the asset-backed market, worth a few hundred billion dollars, is backed by mortgages. The ability to payoff the loan becomes questionable when the collateral backing the paper experiences a significant decrease in value.  The outcome is that the market backed by mortgages dries up because the paper can not be sold.  Now, borrowers must seek an alternative source of funds, such as banks.  But banks may also be wary of granting loans backed by even high quality mortgages.  The FED to the rescue.  

Some mortgage bankers were using short-term debt to act as funding to make more loans. These borrowed funds are used to make mortgage loans.  Shortly after the mortgage loans are made they are bundled and sold as mortgage backed securities. After the mortgage backed securities are sold the proceeds are used to pay off the commercial paper. What happens if there are no buyers for the mortgage backed securities and what if a company is no longer able to redeem the paper in a timely manner?  Now we have a so-called credit market crises in mortgage backed securities.  How can companies shut out of commercial paper raise money? Companies that issue commercial paper typically have arrangements with banks to provide cash on demand. That's what mortgage lender Countrywide did not to long ago. 

Besides commercial paper, companies often use reverse-repurchase agreements as a source of short-term funds. From the point of view of the lender of funds we have a reverse-repurchase agreement.  With reverse-repurchase agreements, companies typically take out loans ranging from around 30 to 90 days. Some mortgage lenders have run into reverse-repurchase loan problems.   In reverse-repo borrow ring the cash borrower, seller of the repo, takes out a loan by selling securities and agreeing to buy them back on a pre-determined date at a higher price that includes interest on a loan.  The cash lender, buyer of the repo, engages in a reverse repo and buys the securities and agrees to sell them back at a price that returns the loan amount plus interest.
The cash borrower (Repo Seller) may fail to repurchase the securities on the maturity date.  Here, the Repo Seller defaults on his obligation. Consequently, the cash lender (Repo Buyer) may keep the security, and liquidate the security in order to recover the cash that was lent. The security, however, may have lost value since the outset of the transaction.  Remember, security prices are subject to market movements. 
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The secondary market for financing and selling mortgage assets operates through several channels. One channel is the market for securities backed by mortgage loan collateral. The decline in the asset-backed market started with rating agency downgrades in the non-prime segment of this market in 2007. This led first to a decline in the issuance of new MBS and, shortly thereafter, a complete halt in the issuance of securities backed by lower credit quality loan collateral. To sell these MBS the interest rates on these mortgage securities had to be increased. Most traditional buyers, however, were suddenly unwilling to buy at any price regardless of the quality of the underlying loans. Even companies that had regularly issued asset-backed securities backed by high quality mortgage loans were suddenly unable to finance loans in this fashion. 
A second channel for financing mortgage loans and mortgage securities is the commercial paper market which involves rolling short-term borrowing secured by MBS or other mortgage assets. A number of lenders and subprime lenders that had been using the commercial paper market to fund their loans and securities went out of business or declared bankruptcy in 2007. As many of these commercial paper issuers ran into their own financing difficulties, they relied upon extendable maturity features instead of paying off maturing amounts on their commercial paper. As a result, commercial paper investors stopped investing in mortgage-backed commercial paper with extendable maturities. Most issuers of commercial paper with an extendable maturity feature were unable to continue rolling over maturing commercial paper as a result of the general disruption in the commercial paper market. 
With two sources of loan and securities financing unavailable, many companies turned to reverse-repo financing.  Here the amounts of reverse-repo financing being demanded by borrowers were greater than the amount of financing that reverse repo dealers were willing to supply.  This lead dealers to limit the financing they were willing to make available. 
Declining MBS prices compounded the problem.  Many borrowers in the reverse repurchase agreement market did not have enough liquidity to meet their margin requirements
. As a result, they were forced to sell the loans or securities they were using as collateral. As mortgage securities were sold, prices declined further and trading activity in the secondary market for mortgage assets diminished, which triggered more margin calls by reverse repurchase agreement dealers. 
Further, because of the decline in trading activity, many dealers found it increasingly difficult to sell securities in the market. Some dealers began to increase their margin requirements at the same time that prices were falling. This caused a further acceleration of collateral liquidations, leading to further declines in mortgage securities prices. As a result, the reverse repurchase agreement market, while functioning, is no longer functioning as it had prior to the so called credit crises.
FED Activity - The New York Fed, which carries out the central bank’s market operation, announced a three-day repurchase agreement of agency mortgage-backed securities and then two more REPO moves to inject liquidity into the market. The Fed’s maneuvers came after the federal funds rate, the amount banks charge each other for overnight loans, increased above 6 percent, which is well above the Fed’s target of 5.25 percent.  The rise in the federal funds rate indicates that credit is becoming harder to get.  Here the willingness of banks to lend to one another decreased, causing the fed funds rate to increase.  The central bank said it would provide reserves as needed to facilitate the orderly functioning of financial markets.

When the Fed buys securities, the dealers put the money they receive into banks, and when banks have more money on hand, they are more inclined to lend. Wall Street is worried that losses involving subprime mortgages and collateralized debt is making financial institutions unwilling to lend money -- which could crimp the global economy. 
The Federal Reserve also approved a half-percentage point cut in the discount rate, a move aimed at calming markets impacted by a widening credit crisis. The intent is to lower the interest rate charged to depository institution who borrow from Federal Reserve Banks at the so-called discount window.  The idea is to increase the amount of funds in banks so as to encourage lending.  Once again, the idea here is to calm the financial markets.
By Neil Irwin, Washington Post Staff Writer, Neil Irwin reports on Saturday, August 18, 2007, page A01.  See the link, 
http://www.washingtonpost.com/wp-dyn/content/article/2007/08/17/AR2007081700618_pf.html

Among the immediate results: 1) The U.S. stock market had its first positive day in the past week, with the Dow Jones industrial average rising 233 points. Large companies raised $15.1 billion in debt, something they had been unable to do for days. Prices of crude oil and other commodities rose, as speculators concluded that the odds of a U.S. economic slowdown had lessened. Money flooded out of safe assets such as Treasury bills, driving down securities prices. The British stock market rose 3.5 percent, and most other European markets rose similarly.

� In finance, a margin is � HYPERLINK "http://en.wikipedia.org/wiki/Collateral_%28finance%29" \o "Collateral (finance)" �collateral� that the borrower of cash has to maintain to limit the lender of cash exposure to increased credit risk. As the value of the collateral decreases the borrower needs to come up with more collateral.  The ability to do so depends on the borrowers liquidity position.
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