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IN THE WORLD OF CORPORATE FINANCE, UNDERSTANDING THE INTRICACIES OF COMMERCIAL PAPER (CP) IS ESSENTIAL FOR
INVESTORS AND COMPANIES ALIKE. RECENTLY, FAN CORPORATION ISSUED COMMERCIAL PAPER, WHICH IS TYPICALLY SOLD AT A
DISCOUNT, PROVIDING A SHORT-TERM FUNDING SOLUTION FOR CORPORATIONS. THIS ARTICLE DELVES INTO THE CONCEPT OF
COMMERCIAL PAPER, THE REASONS IT IS USUALLY SOLD AT A DISCOUNT, HOW COMPANIES LIKE FAN CORPORATION UTILIZE THIS
FINANCIAL INSTRUMENT, AND THE FACTORS INFLUENCING ITS COST. By THE END, YOU'LL HAVE A COMPREHENSIVE UNDERSTANDING
OF THE COST STRUCTURE AND STRATEGIC IMPORTANCE OF COMMERCIAL PAPER IN CORPORATE FINANCE.

WHAT Is CoMMERCIAL PAPER?

COMMERCIAL PAPER IS AN UNSECURED, SHORT-TERM DEBT INSTRUMENT ISSUED BY CORPORATIONS TO RAISE FUNDS FOR
IMMEDIATE NEEDS SUCH AS INVENTORY PURCHASE, OPERATING EXPENSES, OR DEBT REFINANCING. |T IS CONSIDERED A LOW-RISK
INVESTMENT DUE TO THE CREDITWORTHINESS OF THE ISSUING COMPANY AND ITS SHORT MATURITY PERIOD.

Key FEaTUrES oF COMMERCIAL PAPER:

- UNsSecURED DEBT: NO COLLATERAL BACKING THE INSTRUMENT.

- SHORT-TERM MATURITY: USUALLY RANGES FROM 1 TO 270 DAYS.

- DENOMINATIONS: TYPICALLY ISSUED IN LARGE DENOMINATIONS (E.G., $100,000 OR MORE), TARGETING INSTITUTIONAL
INVESTORS.

- DISCOUNTED SALE: SOLD AT A DISCOUNT TO FACE VALUE RATHER THAN PAYING PERIODIC INTEREST.

WHY |s CoMMERCIAL PAPER USUALLY SoLD AT A DISCOUNT?

THE PRIMARY REASON COMMERCIAL PAPER IS SOLD AT A DISCOUNT STEMS FROM ITS SHORT MATURITY AND THE ABSENCE OF
PERIODIC INTEREST PAYMENTS, MAKING IT SIMILAR TO A ZERO-COUPON BOND. HERE ARE THE MAIN REASONS FOR THIS PRICING
METHOD:

1. SiMPLICITY AND COST-EFFECTIVENESS

SELLING AT A DISCOUNT SIMPLIFIES THE ISSUANCE PROCESS, ELIMINATING THE NEED FOR CALCULATING AND DISTRIBUTING
PERIODIC INTEREST PAYMENTS. THE DIFFERENCE BETWEEN THE DISCOUNTED PRICE AND FACE VALUE AT MATURITY REPRESENTS THE
INVESTOR'S EARNINGS.

2. REFLECTING THE TIME VALUE OF MONEY
THE DISCOUNT REFLECTS THE TIME VALUE OF MONEY, COMPENSATING INVESTORS FOR THE OPPORTUNITY COST OF LENDING
FUNDS FOR A SHORT PERIOD.

3. MARKET PRACTICE AND INVESTOR PREFERENCES
INVESTORS IN COMMERCIAL PAPER, TYPICALLY INSTITUTIONAL ENTITIES LIKE MONEY MARKET FUNDS AND CORPORATIONS, PREFER
DISCOUNTED INSTRUMENTS FOR THEIR LIQUIDITY AND PREDICTABLE RETURNS.

4. Risk AND CREDITWORTHINESS

THE DISCOUNT RATE INCORPORATES THE ISSUER'S CREDIT RISK, WITH HIGHER RISKS LEADING TO DEEPER DISCOUNTS TO ATTRACT
INVESTORS.

How FAN CorPorATION Uses CoMMERCIAL PAPER



FAN CORPORATION/ A PROMINENT MANUFACTURING FIRM, RECENTLY ISSUED COMMERCIAL PAPER TO MEET ITS SHORT-TERM
LIQUIDITY NEEDS. THIS STRATEGIC MOVE UNDERSCORES THE IMPORTANCE OF COMMERCIAL PAPER AS A FLEXIBLE FINANCING TOOL.

Reasons FAN CorPorATION CHOSE COMMERCIAL P APER:

- CosT-ErFecTIVE FINANCING: COMMERCIAL PAPER GENERALLY OFFERS LOWER INTEREST RATES COMPARED TO BANK LOANS.
- Quick Access To FUNDS: ISSUANCE PROCESS IS FASTER, PROVIDING IMMEDIATE LIQUIDITY.

- MAINTAIN CREDIT FLEXIBILITY: ALLOWS THE COMPANY TO MANAGE ITS DEBT PROFILE EFFICIENTLY.

- No COLLATERAL REQUIREMENT: AS AN UNSECURED INSTRUMENT, IT DOES NOT REQUIRE PLEDGING ASSETS.

THe Process oF FAN CorPoRATION’S COMMERCIAL PAPER |SSUANCE:

1. ASSESSMENT OF FUNDING NEEDS: DETERMINING THE AMOUNT AND MATURITY.

2. CREDIT RATING EVALUATION: ENSURING A STRONG CREDIT RATING TO SECURE FAVORABLE TERMS.
3. PRICING THE ISSUE: DECIDING THE DISCOUNT RATE BASED ON MARKET CONDITIONS AND RISK.

4. DISTRIBUTION TO INVESTORS: MARKETING THE PAPER TO INSTITUTIONAL INVESTORS.

5. SETTLEMENT AND MATURITY: FUNDS ARE RAISED AT ISSUANCE AND REPAID AT MATURITY.

THe CosT oF CoMMERCIAL PAPER: FACTORS AND CALCULATION

UNDERSTANDING THE COST OF COMMERCIAL PAPER INVOLVES ANALYZING THE DISCOUNT RATE, YIELD, AND OTHER ASSOCIATED
EXPENSES.

FACTORS INFLUENCING THE COST:

- |ssuUErR’s CREDITWORTHINESS: HIGHER RISK LEADS TO HIGHER DISCOUNTS.

- MARKET INTEREST RATES: PREVAILING SHORT-TERM INTEREST RATES IMPACT THE DISCOUNT RATE.

- MATURITY PERIOD: LONGER TERMS GENERALLY ATTRACT HIGHER DISCOUNTS.

- EconoMic CONDITIONS: TIGHT CREDIT MARKETS MAY INCREASE THE COST.

- LiIQUIDITY PREMIUM: ADDITIONAL COST FOR LESS LIQUID INSTRUMENTS OR DURING UNCERTAIN TIMES.

CALCULATING THE CosT oF CoMMERCIAL PAPER

THE COST FOR THE ISSUER CAN BE CALCULATED USING THE FOLLOWING FORMULA:

\[
\TexT{EFrecTive DiscounT RATE} = \LerT( \rrAac{\TexT{FAace VALUE} - \TexT{Issue Price}}{\TexT{IssuE Price}}
\RIGHT) \TiMes \LerT( \FrAc{3 60} \TexT{DAYS TO MATURITY}} \RIGHT)

\]

\W/ HERE:

- FACE VALUE: THE AMOUNT PAYABLE AT MATURITY.

- |ssUE PRICE: THE DISCOUNTED PRICE AT WHICH THE PAPER IS SOLD.
- DAYS To MATURITY: THE TERM OF THE COMMERCIAL PAPER.

ExXAMPLE:

SupPoSE FAN CORPORATION ISSUES COMMERCIAL PAPER WITH:
- Face vaLue = $1,000,000

- MATURITY = 90 DAYS

- IssuUe PrICE = $990,000

CALCULATING THE DISCOUNT RATE:

\[
\LerT( \FrAc{ 1,000,000 - 990,000}{990,000} \riGHT) \TiMes \LerT( \rrAC{3603}{90} \rIGHT) = \LerT(
\rrAc{10,000}{990,000} \riGHT) \TiMes 4 \apPrOX 0.0101 \TiMes 4 = 0.0404 \TexT{ or } 4.04\%

\]

THUS, THE EFFECTIVE ANNUALIZED COST OF THIS COMMERCIAL PAPER IS APPROXIMATELY 4040/0



ADVANTAGES OF COMMERCIAL PAPER FOR COMPANIES
USING COMMERCIAL PAPER OFFERS SEVERAL BENEFITS TO CORPORATIONS LIKE FAN CORPORATION:

- Lower CosT ofF FUNDS: TYPICALLY CHEAPER THAN BANK LOANS OR OTHER BORROWING OPTIONS.
- FLEXIBILITY: CAN TAILOR MATURITY PERIODS TO MATCH CASH FLOW NEEDS.

- No CoLLATERAL REQUIRED: REDUCES THE NEED FOR PLEDGING ASSETS.

- DIVERSIFIED FUNDING SOURCES: PROVIDES AN ALTERNATIVE TO TRADITIONAL BANK FINANCING.

- MAINTAINS FINANCIAL FLEXIBILITY: KEEPS BORROWING OPTIONS OPEN FOR FUTURE NEEDS.

Risks AND CONSIDERATIONS
\W/HILE COMMERCIAL PAPER IS ADVANTAGEOUS, IT ALSO CARRIES CERTAIN RISKS:

1. CrepIT Risk
IF THE ISSUER’S CREDITWORTHINESS DETERIORATES, THE COUPON OR DISCOUNT RATE MAY INCREASE, OR THE PAPER MAY BE
DOWNGRADED OR DEFAULTED.

2. MARKET Risk
INTEREST RATE FLUCTUATIONS CAN AFFECT THE COST AND ATTRACTIVENESS OF COMMERCIAL PAPER.

3. LiQuibITY Risk
IN TIMES OF MARKET STRESS, IT MAY BECOME DIFFICULT TO SELL COMMERCIAL PAPER OR REFINANCE IT.

4. |SSUER’s FINANCIAL HEALTH
COMPANIES MUST ENSURE THEY MAINTAIN STRONG FINANCIAL HEALTH TO CONTINUE ISSUING COMMERCIAL PAPER AT FAVORABLE
RATES.

THe RoLEe oF CrebIT RATINGS IN COMMERCIAL PAPER

CREDIT RATINGS SIGNIFICANTLY INFLUENCE THE COST AND MARKETABILITY OF COMMERCIAL PAPER. AGENCIES LIKE MOODY)S,
Sﬁ'P, AND FITCH EVALUATE ISSUERS' CREDITWORTHINESS, ASSIGNING RATINGS THAT INVESTORS CONSIDER WHEN ASSESSING
RISK.

- HigH-GrADE RATINGS (£.G., A-1, P-1): LOWER DISCOUNT RATES, EASIER TO SELL.
- LowER RATINGS: HIGHER DISCOUNTS AND INTEREST RATES, INCREASED RISK.

FAN CORPORATION’S RECENT ISSUANCE WAS LIKELY RATED TO SECURE FAVORABLE TERMS, REFLECTING ITS FINANCIAL STABILITY
AND CREDITWORTHINESS.

CONCLUSION

COMMERCIAL PAPER SERVES AS A VITAL FINANCIAL INSTRUMENT FOR CORPORATIONS SEEKING SHORT-TERM FUNDING. TS
TYPICAL SALE AT A DISCOUNT IS DRIVEN BY MARKET CONVENTIONS, THE NEED FOR SIMPLICITY, AND THE DESIRE TO REFLECT THE
TIME VALUE OF MONEY EFFICIENTLY. FAN CORPORATION’S RECENT ISSUANCE EXEMPLIFIES HOW COMPANIES LEVERAGE THIS
INSTRUMENT TO MEET LIQUIDITY NEEDS COST-EFFECTIVELY. UNDERSTANDING THE FACTORS INFLUENCING ITS COST—SUCH AS
CREDIT RISK, MARKET INTEREST RATES, AND MATURITY——ENABLES BOTH ISSUERS AND INVESTORS TO MAKE INFORMED DECISIONS.

AS THE FINANCIAL LANDSCAPE EVOLVES, COMMERCIAL PAPER REMAINS A FLEXIBLE, LOW-COST TOOL FOR CORPORATE
FINANCING, PROVIDED THAT ISSUERS CAREFULLY MANAGE THEIR CREDIT PROFILE AND MARKET CONDITIONS. For INVESTORS,
COMPREHENDING THE DISCOUNT PRICING MECHANISM AND ASSOCIATED RISKS ENSURES PRUDENT INVESTMENT DECISIONS IN THE



SHORT-TERM DEBT MARKET.

FAQs

Q 1: WHY DO COMPANIES PREFER TO ISSUE COMMERCIAL PAPER INSTEAD OF BANK LOANS?
ANSWER: COMMERCIAL PAPER GENERALLY OFFERS LOWER INTEREST RATES, QUICKER ISSUANCE PROCESSES, AND MORE
FLEXIBILITY WITHOUT REQUIRING COLLATERAL, MAKING IT A COST-EFFECTIVE AND EFFICIENT FUNDING SOURCE.

Q2: WHAT IS THE TYPICAL MATURITY PERIOD FOR COMMERCIAL PAPER?
ANSWER: USUALLY BETWEEN 1 AND 270 DAYS, WITH MOST ISSUES FALLING WITHIN 30 To 90 DAYS.

Q32 How DOES A COMPANY’'S CREDIT RATING AFFECT THE COST OF COMMERCIAL PAPER?
ANSWER: HIGHER CREDIT RATINGS TYPICALLY LEAD TO LOWER DISCOUNT RATES AND INTEREST COSTS, AS THEY INDICATE
LOWER RISK FOR INVESTORS.

Q4: CAN RETAIL INVESTORS INVEST IN COMMERCIAL PAPER?
ANSWER: GENERALLY, COMMERCIAL PAPER IS TARGETED AT INSTITUTIONAL INVESTORS DUE TO HIGH DENOMINATIONS, BUT SOME
HIGH-QUALITY ISSUES MAY BE ACCESSIBLE TO QUALIFIED RETAIL INVESTORS.

Q52 \WHAT HAPPENS IF THE ISSUER DEFAULTS ON COMMERCIAL PAPER?
ANSWER: SINCE COMMERCIAL PAPER IS UNSECURED, INVESTORS MAY FACE LOSSES, ESPECIALLY IF THE ISSUER’S
CREDITWORTHINESS DECLINES SIGNIFICANTLY.

BY UNDERSTANDING THE FUNDAMENTAL PRINCIPLES BEHIND COMMERCIAL PAPER, ITS PRICING AT A DISCOUNT, AND STRATEGIC
USES BY COMPANIES LIKE FAN CORPORATION/ INVESTORS AND CORPORATE MANAGERS CAN BETTER NAVIGATE SHORT-TERM
FINANCING OPTIONS AND OPTIMIZE THEIR FINANCIAL STRATEGIES.

FREQUENTLY ASkeD QUESTIONS

\WHAT IS COMMERCIAL PAPER AND HOW IS IT TYPICALLY SOLD?

COMMERCIAL PAPER IS AN UNSECURED, SHORT-TERM DEBT INSTRUMENT ISSUED BY CORPORATIONS TO FINANCE THEIR IMMEDIATE
EXPENSES. IT IS USUALLY SOLD AT A DISCOUNT TO ITS FACE VALUE, MEANING INVESTORS PURCHASE IT BELOW ITS MATURITY
AMOUNT AND EARN THE DIFFERENCE AS INTEREST.

\WHY IS COMMERCIAL PAPER USUALLY ISSUED AT A DISCOUNT?

COMMERCIAL PAPER IS ISSUED AT A DISCOUNT BECAUSE IT IS A SHORT-TERM, UNSECURED DEBT INSTRUMENT, AND DISCOUNTING
REFLECTS THE INTEREST EARNED BY THE INVESTOR OVER THE PERIOD UNTIL MATURITY, SIMPLIFYING THE PRICING AND ISSUANCE
PROCESS.

\WHAT ARE THE ADVANTAGES FOR A COMPANY LIKE FAN CORPORATION IN ISSUING
COMMERCIAL PAPER?

ISSUING COMMERCIAL PAPER ALLOWS FAN CORPORATION TO RAISE SHORT-TERM FUNDS QUICKLY AND AT A LOWER COST
COMPARED TO OTHER BORROWING OPTIONS, WITHOUT NEEDING TO PROVIDE COLLATERAL, THUS MAINTAINING FLEXIBILITY AND
LIQUIDITY.



HO\X/ DOES THE DISCOUNT RATE AFFECT THE COST OF COMMERCIAL PAPER FOR THE
ISSUER?

THE DISCOUNT RATE DETERMINES THE AMOUNT BELOW FACE VALUE AT WHICH THE COMMERCIAL PAPER IS ISSUED. A HIGHER
DISCOUNT RATE INCREASES THE EFFECTIVE COST OF BORROWING FOR THE ISSUER, AS THEY RECEIVE LESS UPFRONT COMPARED
TO THE AMOUNT THEY WILL PAY AT MATURITY.

\WHAT ARE THE TYPICAL MATURITY PERIODS FOR COMMERCIAL PAPER ISSUED BY
COMPANIES LIKE FAN CORPORATION?

COMMERCIAL PAPER GENERALLY HAS A MATURITY PERIOD RANGING FROM A FEW DAYS UP TO 270 DAYS, WITH MOST
ISSUANCES LASTING AROUND 30 To 90 DAYS TO MEET SHORT-TERM FUNDING NEEDS.

How DOES THE ISSUANCE OF COMMERCIAL PAPER IMPACT FAN CORPORATION’S
FINANCIAL STATEMENTS?

W/HEN FAN CORPORATION ISSUES COMMERCIAL PAPER, IT RECORDS A LIABILITY ON ITS BALANCE SHEET AT THE FACE VALUE,
AND THE DISCOUNT IS REFLECTED AS INTEREST EXPENSE OVER THE PERIOD UNTIL MATURITY, AFFECTING THE COMPANY'S NET
INCOME.

WHAT ARE THE RISKS ASSOCIATED WITH INVESTING IN COMMERCIAL PAPER?

RISKkS INCLUDE ISSUER DEFAULT, SHORT-TERM INTEREST RATE FLUCTUATIONS, AND LIQUIDITY RISK IF THE INVESTOR NEEDS TO
SELL THE PAPER BEFORE MATURITY. HO\X/EVER, COMMERCIAL PAPER IS GENERALLY CONSIDERED LOW RISK DUE TO ITS SHORT
MATURITY AND BACKING BY CREDITWORTHY FIRMS.

\W/HAT FACTORS INFLUENCE THE INTEREST RATE OR DISCOUNT RATE ON COMMERCIAL
PAPER?

FACTORS INCLUDE THE CREDIT RATING OF THE ISSUER, PREVAILING INTEREST RATES, MARKET LIQUIDITY CONDITIONS, AND THE
LENGTH OF THE MATURITY PERIOD. HIGHER CREDIT RATINGS TYPICALLY LEAD TO LOWER DISCOUNT RATES.

How DOES THE SALE OF COMMERCIAL PAPER AT A DISCOUNT BENEFIT FAN
CORPORATION?

SELLING COMMERCIAL PAPER AT A DISCOUNT ALLOWS FAN CORPORATION TO OBTAIN FUNDS QUICKLY WITHOUT DILUTING
OWNERSHIP OR INCURRING HIGH BORROWING COSTS, PROVIDING A FLEXIBLE AND EFFICIENT WAY TO MEET SHORT-TERM FINANCIAL
NEEDS.

W/HAT IS THE TYPICAL PROCESS FOR FAN CORPORATION TO ISSUE COMMERCIAL PAPER?

FAN CORPORATION WOULD ASSESS ITS SHORT-TERM FUNDING REQUIREMENTS, SECURE A CREDIT RATING IF NEEDED, PREPARE
OFFERING DOCUMENTS, SELECT INVESTORS OR A DEALER NETWORK, SET THE DISCOUNT RATE, AND THEN ISSUE THE COMMERCIAL
PAPER AT A DISCOUNT, WITH PROCEEDS RECEIVED UPFRONT AND REPAYMENT AT FACE VALUE AT MATURITY.

ADDITIONAL RESOURCES

CoMMEeRCIAL PAPER: AN IN-DEPTH ANALYSIS OF ITS CoST AND STRUCTURE — FEATURING FAN CORPORATION’S RECENT SALE

IN THE DYNAMIC LANDSCAPE OF CORPORATE FINANCE, COMMERCIAL PAPER HAS EMERGED AS A VITAL INSTRUMENT FOR SHORT-



TERM FUNDING NEEDS. |TS POPULARITY STEMS FROM ITS COST-EFFECTIVENESS, FLEXIBILITY, AND EASE OF ISSUANCE. X/ HEN
CORPORATIONS LIKE FAN CORPORATION ENGAGE IN ISSUING COMMERCIAL PAPER, UNDERSTANDING THE NUANCES OF ITS COST
STRUCTURE IS CRUCIAL FOR INVESTORS, FINANCIAL ANALYSTS, AND CORPORATE TREASURERS ALIKE. THIS ARTICLE EXPLORES
THE CONCEPT OF COMMERCIAL PAPER, EMPHASIZING WHY IT IS GENERALLY SOLD AT A DISCOUNT, HOW ITS COST IS DETERMINED,
AND WHAT THIS MEANS FOR BOTH ISSUERS AND INVESTORS.

UNDERSTANDING COMMERCIAL PAPER: AN OVERVIEW

COMMERCIAL PAPER IS A SHORT-TERM DEBT SECURITY ISSUED BY CORPORATIONS, FINANCIAL INSTITUTIONS, AND OTHER LARGE
ENTITIES TO MEET IMMEDIATE FUNDING REQUIREMENTS SUCH AS WORKING CAPITAL, INVENTORY FINANCING, OR BRIDGING SHORT-
TERM LIQUIDITY GAPS. TYPICALLY, COMMERCIAL PAPER IS UNSECURED, MEANING IT IS NOT BACKED BY COLLATERAL, WHICH
UNDERSCORES THE IMPORTANCE OF THE ISSUER'S CREDITWORTHINESS.

Key FEATURES oF COMMERCIAL PAPER

- MATURITY PErIOD: USUALLY RANGING FROM 1 TO 270 DAYS, ALIGNING WITH THE SHORT-TERM NATURE OF THE INSTRUMENT.
- DENOMINATION: OFTEN ISSUED IN LARGE DENOMINATIONS (£.G., $ 100,000 Or MORE), MAKING IT PRIMARILY ACCESSIBLE TO
INSTITUTIONAL INVESTORS.

- UNSECURED NATURE: RELIES ON THE CREDIT REPUTATION OF THE ISSUER RATHER THAN COLLATERAL.

- NEGOTIABILITY: CAN BE TRANSFERRED THROUGH ENDORSEMENT AND DELIVERY, ALLOWING LIQUIDITY IN SECONDARY MARKETS.
- INTEREST RATE: TYPICALLY ISSUED AT A DISCOUNT, RATHER THAN PAYING PERIODIC INTEREST.

WHY |s CoMMERCIAL PAPER USUALLY SoLD AT A DISCOUNT?

ONE OF THE DEFINING CHARACTERISTICS OF COMMERCIAL PAPER IS ITS SALE AT A DISCOUNT, WHICH HAS SIGNIFICANT
IMPLICATIONS FOR ITS PRICING AND COST STRUCTURE.

THe DISCOUNT PRICING METHOD

UNLIKE BONDS THAT PAY PERIODIC INTEREST (COUPONS), COMMERCIAL PAPER IS ISSUED AT A PRICE LOWER THAN ITS FACE
VALUE. UPoON MATURITY, INVESTORS RECEIVE THE FULL FACE VALUE, EARNING THE DIFFERENCE AS INTEREST INCOME. THIS
APPROACH OFFERS SEVERAL ADVANTAGES!

- SIMPLICITY: THE DISCOUNT METHOD SIMPLIFIES CALCULATIONS AND REDUCES ADMINISTRATIVE COSTS.
- MARKET CONVENTION: [T ALIGNS WITH THE TRADITIONAL METHOD OF QUOTING SHORT-TERM DEBT INSTRUMENTS.
- EconoMIC EFFICIENCY: |T REFLECTS THE TIME VALUE OF MONEY AND THE RISK PROFILE OF THE ISSUER.

THE RATIONALE FOR DISCOUNT ISSUANCE
[SSUING COMMERCIAL PAPER AT A DISCOUNT IS ROOTED IN THE FOLLOWING CONSIDERATIONS:

1. CosT-EFFECTIVE FOR ISSUERS: IT AVOIDS THE NEED TO MAKE PERIODIC INTEREST PAYMENTS, STREAMLINING THE PROCESS.
2. INVESTOR PREFERENCE: INVESTORS SEEKING SHORT-TERM, LOW-RISK, HIGH-LIQUID INVESTMENTS OFTEN PREFER DISCOUNT
INSTRUMENTS FOR THEIR SIMPLICITY AND QUICK RETURNS.

3. MARKET PRACTICE: THE DISCOUNT METHOD IS STANDARD PRACTICE IN MONEY MARKETS \WORLDWIDE, MAKING IT EASIER FOR
ISSUERS TO ACCESS BROAD INVESTOR BASES.

How DoEes DIscouNT AFFECT PRICING?

THE PRICE AT WHICH COMMERCIAL PAPER IS SOLD IS DETERMINED BY DISCOUNTING THE FACE VALUE BASED ON THE PREVAILING
MARKET INTEREST RATES AND THE CREDITWORTHINESS OF THE ISSUER.

- DiIscoUNT RATE: THE ANNUALIZED RATE USED TO CALCULATE THE DISCOUNT.
- ISSUE PRICE: THE ACTUAL PRICE PAID BY INVESTORS, WHICH IS LESS THAN THE FACE VALUE.
- MATURITY VALUE: THE FACE VALUE THAT WILL BE PAID AT MATURITY.



CALCULATING THE CosT oF CoMMERCIAL PAPER

UNDERSTANDING THE COST OF COMMERCIAL PAPER IS ESSENTIAL FOR BOTH ISSUERS AND INVESTORS. IT INVOLVES ANALYZING
HOW THE DISCOUNT RATE TRANSLATES INTO ACTUAL COSTS OR RETURNS.

Key Terms IN CosT CALCULATION

- Face VALUE (F): THE AMOUNT PAYABLE AT MATURITY.

- IssUE Price (P): THE AMOUNT PAID BY INVESTORS AT ISSUANCE.

- DiscounT (D): DIFFERENCE BETWEEN FACE VALUE AND ISSUE PRICE (D = F - P).

- TiMe To MATURITY (T): NUMBER OF DAYS/MONTHS UNTIL MATURITY.

- DiscounT RATE (R): THE ANNUALIZED RATE APPLIED TO DETERMINE DISCOUNT.

ForMuULA FOR PrICE AND COST

THe 1ssUE PRICE (P) CAN BE DETERMINED BY:

\[P = \rrAc{F} (1 +r \TiMes T/360)} \]

\¥/HERE:

-\(F\): FACE VALUE

-\(r \): DiscounT RATE (EXPRESSED AS A DECIMAL)

-\CT \): TIME TO MATURITY IN DAYS

- 360: STANDARD DAYS USED IN FINANCIAL CALCULATIONS FOR SHORT-TERM INSTRUMENTS
NoTE: THE DIVISOR 360 IS STANDARD IN MONEY MARKET CALCULATIONS, BUT SOMETIMES 365 IS USED.

CALCULATING THE EFFECTIVE COST FOR THE ISSUER

For THE ISSUER, THE EFFECTIVE COST OF THE COMMERCIAL PAPER IS ESSENTIALLY THE INTEREST EXPENSE INCURRED, WHICH CAN
BE CALCULATED AS:

\[ \TexT{InTEREST COST} =F - P \]
EXPRESSED AS A PERCENTAGE:
\[\TexT{CosT} = \rrac{(F - P)}{P} \TiMes \rRAc{360XT} \TiMes 100\% \]

IN ESSENCE, THE SHORTER THE MATURITY, THE LOWER THE TOTAL INTEREST COST, BUT THE DISCOUNT RATE ADJUSTS
ACCORDINGLY TO REFLECT MARKET CONDITIONS.

CAse STupy: FAN CorPORATION’S RECENT SALE oF COMMERCIAL PAPER

LET’S ILLUSTRATE THESE CONCEPTS WITH A HYPOTHETICAL SCENARIO INVOLVING FAN CORPORATION/ A LARGE
MANUFACTURING FIRM.

THE SCENARIO
- FAN CORPORATION ISSUES COMMERCIAL PAPER WITH A FACE VALUE ofF $1,000,000.
- THE COMMERCIAL PAPER MATURES IN 90 DAYS.

- T IS ISSUED AT A DISCOUNT, WITH AN ANNUALIZED DISCOUNT RATE OF ()O/o.

CALCULATING ISSUE PrICE



USING THE FORMULA:

\[P = \rrAc{F} (1 +r \TiMes T/360)} \]

PLUGGING IN THE VALUES:

\[ P = \rrac{1,000,000}{1 + 0.06 \TiMes 90/360} \]

\[ P = \rrac{1,000,000}{1 + 0.06 \TiMes 0.25} \]

\[ P = \rrac{1,000,000}{1 +0.015}\]

\[ P = \rrac{1,000,0003}{1.0153}\]

\[ P \approx 985,221.89 \]

THus, FAN CORPORATION SELLS THE COMMERCIAL PAPER AT APPROXIMATELY $9865,221.89.
INVESTOR’S RETURN

AT MATURITY, INVESTORS RECEIVE THE FACE VALUE:

- INTeresT eArneD: \( 1,000,000 - 985,221.89 =14,778.11\)

- EFFECTIVE YIELD:

\[ \texT{Yieo} = \rrac{14,778.113}{985,221.89} \1iMes \rrac{360}{ 903} \TiMes 100\% \]
\[ \approx 1.5\% \TiMes 4 \]

\[ \approx 6\% \]

THIS ALIGNS PRECISELY WITH THE DISCOUNT RATE, CONFIRMING THE CONSISTENCY OF THE CALCULATION.

ADVANTAGES AND DISADVANTAGES OF COMMERCIAL PAPER

For IssUErs

ADVANTAGES:

- CoST-EFFECTIVE: GENERALLY LOWER INTEREST RATES COMPARED TO BANK LOANS.

- FLexiBILITY: CAN BE ISSUED QUICKLY TO MEET IMMEDIATE LIQUIDITY NEEDS.

- No CoLLATERAL NEEDED: UNSECURED, REDUCING THE NEED FOR COLLATERAL ARRANGEMENTS.
- MINIMAL DOCUMENTATION: FEWER LEGAL FORMALITIES EXPEDITE ISSUANCE.
DISADVANTAGES:

- CreDIT RATING DEPENDENCY: ONLY HIGH-CREDIT-QUALITY FIRMS CAN ACCESS THE MARKET AT FAVORABLE RATES.
- MARKET CONDITIONS: SUSCEPTIBLE TO FLUCTUATIONS IN SHORT-TERM INTEREST RATES.

- LiMITED MATURITY: NOT SUITABLE FOR LONG-TERM FINANCING NEEDS.

For INVESTORS

ADVANTAGES:

- LiQuibITY: CAN BE TRADED IN SECONDARY MARKETS.

- SAFETY: HIGH-CREDIT ISSUERS REDUCE DEFAULT RISK.

- PREDICTABILITY: DISCOUNT METHOD PROVIDES CLEAR RETURN CALCULATIONS.

DISADVANTAGES:

- Lower RETURNS: COMPARED TO LONGER-TERM OR RISKIER INVESTMENTS.
- REINVESTMENT RISK: SHORT MATURITY PERIODS REQUIRE REINVESTMENT STRATEGIES.



- MARKET Risk: FLUCTUATIONS IN INTEREST RATES CAN AFFECT SECONDARY MARKET PRICES.

REGULATORY AND MARKET CONSIDERATIONS

THE COMMERCIAL PAPER MARKET IS HEAVILY INFLUENCED BY REGULATORY STANDARDS, CREDIT RATINGS, AND MACROECONOMIC
FACTORS.

- REGULATORY FRAMEWORK: IN MANY JURISDICTIONS, ISSUERS MUST COMPLY WITH SECURITIES LAWS AND DISCLOSURE
REQUIREMENTS.

- CREDIT RATINGS: HIGH RATINGS ENABLE ACCESS TO LOWER-COST FUNDS; RATINGS AGENCIES EVALUATE ISSUER
CREDITWORTHINESS.

- MARKET LIQUIDITY: THE EASE OF BUYING AND SELLING COMMERCIAL PAPER DEPENDS ON MARKET DEPTH AND INVESTOR
CONFIDENCE.

ReCeENT TRENDS AND FUTURE OQuUTLOOK

THE COMMERCIAL PAPER MARKET CONTINUES TO EVOLVE WITH TECHNOLOGICAL ADVANCEMENTS, REGULATORY CHANGES, AND
SHIFTING MACROECONOMIC CONDITIONS.

- DIGITAL PLATFORMS: INCREASING USE OF ELECTRONIC ISSUANCE AND TRADING.

- GLOBALIZATION: CROSS-BORDER ISSUANCE EXPANDS ACCESS TO INTERNATIONAL INVESTORS.

- INTEREST RATE ENVIRONMENT: CHANGES IN CENTRAL BANK POLICIES INFLUENCE DISCOUNT RATES AND ISSUANCE VOLUMES.
- SUSTAINABILITY AND GREEN COMMERCIAL PAPER: GROWING DEMAND FOR ENVIRONMENTALLY FOCUSED SHORT-TERM DEBT
INSTRUMENTS.

CoNcLUsIoN: THE SIGNIFICANCE oF CoMMERCIAL Paper CosT DYNAMICS

(UNDERSTANDING THE COST OF COMMERCIAL PAPER IS FUNDAMENTAL FOR EFFECTIVE FINANCIAL MANAGEMENT. ITS
CHARACTERISTIC OF BEING SOLD AT A DISCOUNT SIMPLIFIES VALUATION AND PROVIDES TRANSPARENCY FOR INVESTORS WHILE
ENABLING ISSUERS LIKE FAN CORPORATION TO ACCESS QUICK, COST-EFFECTIVE FUNDS. THE INTERPLAY BETWEEN DISCOUNT
RATES, MATURITY, AND MARKET CONDITIONS DICTATES THE OVERALL EXPENSE FOR THE ISSUER AND THE YIELD FOR INVESTORS.

FAN CORPORATION’S RECENT SALE EXEMPLIFIES THESE PRINCIPLES IN ACTION—A PRACTICAL DEMONSTRATION OF HOW SHORT-
TERM FINANCING INSTRUMENTS FUNCTION WITHIN THE BROADER FINANCIAL ECOSYSTEM. AS MARKETS CONTINUE TO ADAPT, THE
IMPORTANCE OF COMPREHENDING COMMERCIAL PAPER’S COST STRUCTURE BECOMES EVER MORE PERTINENT FOR ALL
STAKEHOLDERS INVOLVED.

IN SUMMARY:

- COMMERCIAL PAPER IS TYPICALLY ISSUED AT A DISCOUNT, SIMPLIFYING PRICING AND PAYMENT.
- |TS COST IS DETERMINED BY THE DISCOUNT RATE, MATURITY
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