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Proposed Revision to the Federal Reserve’s
Discount Window Lending Programs.

Briam F Wadigeo: and William R. Nelsem, of the
Boandlss Divisiam of Manetaayy Affaiiss, prepareeti this
article. The propasad/ discussed! here iicoyporates
contvithutitows ffem mamy other Boand! and Reserve

Barit: steigiftfmembers.

The Board of Governors’ Regulation A currently
authorizes the Federal Reserve Banks to operate three
main discount window programs: adjustment credit,
extended credit, and seasonal credit. On May 17,
2002, the Board published for public comment a
proposed amendment to Regulation A that would
establish two new discount window programs called
primary credit and secendary credit as replacements
for adjustment and extended eredit. The proposed
amendment is intended to improve the functioning of:
the discount window and the money market more
generally. The Board also requested comment on the
continued need for the seasonal program but did not
propose any substantive changes to the program.

According to the proposal, primary credit would be
available for very short terms, ordinarily overnight,
to depository institutions that are in generally sound
financiiall condition. The interest rate on primary credit
would usually be above shori-term market interest
rates, including the federal funds rate, as opposed to
the current situation in which the discount rate (the
interest rate for adjustment eredit) is typieally below
meney market interest rates.

Eliminating the existing incentive for depository
institutions to borrow from the window to exploit the
typically positive spread should substantially reduce
the administration necessary for each discount win-
dow loan. In particular, borrowers of short-term pri-
mary credit would no longer be required to have
exhausted other sources of funds befere turiing te
the windew ner be prehibited from berrowing to fund
sales of federal funds. The reduetien in administra-
tive burden sheuld hielp eneeurage depesiiery instity-
tiens te turd te the diseeynt windew when meney
markets tighten signifisantly and sheuld thereby

1. The proposed amendment to Regulation A and request for
comment can be found at www.federalreserve.gov/boarddocs/press/
bereg/2002/2002051 7defiult htem. The Fedéeak! Registeer notice, 67
Fed. Reg. 36,544, was published on May 24, 2002.[endofnote.]

improve the ability of the window to serve as a
marginal source of reserves for the overall bank-
ing system and a backup source of liquidity for
individual depository institutions. Secondary credit
would be available, subject to Reserve Bank approval
and monitoring, for depository institutions that did
fiet gualify for primary eredit. As required by law, all
types of discount windew loans woeuld have te be
backed by adeguate collateral.

The primary credit program would be broadly simi-
lar to mechanisms adopted by many other major
central banks to provide credit at the margin at an
above-market interest rate. Adoption of the proposal
would not entail a change in the stance of monetary
poliey. It would not require a change in the Federal
Open Market Commiittee’s (FOMC) target for the
federal funds rate and weuld fiet affect the level of
market interest rates mere generally.

BACKGRQUND .
Functionss of the Discounts \Windion:

In implementing monetary policy, the Federal
Reserve employs open market operations as the prin-
cipal source of reserves to the banking system and
currency to the public and as the principal means of
effecting shori-run adjusiments in reserves. In this
context, discount windew credit has twe main roles.
First, it acts as a shert-run safety valve for the everall
banking system by making additienal reserves avail-
able when the aggregate supply ef reserves previded
through open market operatiens falls shert ef
demand, thereBy preventing an exeessive tightening
of meney market eenditions. Seeend, it enables
depesitery institutiens that are finaneially seund but
Rave experieneed an unexpeeied shertage of reserves
8r funding 18 make pavimenis while aveiding over-
drafts on fheir aceounts at Federal Reserve Banks of
sharifalls in meeting tARIF FRSBFVE FEGHIFEMERIS:
ThEsE discount window functions have been per-
formed primarily by the adjustment credit program.
Adjustment credit is extended at the basic discount
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NOTE. The data are momthly and extend through May 2002.

rate, which over the past decade has typically been 25
to 50 basis points below the usual level of overnight
market interest rates, as indexed by the federal funds
rate (chart). Despite the below-market discount rate,
the volume of adjustment credit has usually been
relatively small, in part because the Federal Reserve
has sought to prevent an uncontrolled expansion of
the supply of reserves and a misallocation of credit
by requiring that depository institutions borrow only
to meet short-term needs and first exhaust other rea-
sonably available sources of funds.

Under the proposed revision, the functions cur-
rently performed by adjustment credit would be per-
formed largely by primary credit. Primary credit
would be the principal backup sotirce of reserves
for the system and of liquidity for individual deposi-
tory institutions that are in generally sound fiinancial
condition. Under the propesed arrangements, deposi-
tory Institutions would have the ineentive to seek
out lewer-prieed alternatives en their ewn initia-
tive befere requesting higher-priced primary eredit.
Because the interest rate en primary eredit weuld be
abeve the target federal funds rate and besause the
funds rate usually is lese te its target, the aggregate
velume of primary eredit weuld Be expesied {8 be
|8W. But the volume would be low because of a

2. Over the Federal Reserve’s first fifty years, the discount rate was
generally equal to or higher than short-term market interest rates. The
relationship changed in the mid-1960s, and the pattern established at
that time has continued over most of the nearly four decades since
then. The historical record indicates that the reversal at that time
reflected macroeconomic policy considerations rather than a judgment
that such a rate alignment was most suitable for operation of the
discount window.[endofnote.]

3. The proposal for a primary credit program is unrelated to the
Federal Reserve System’s consideration of alternative assets as substi-

ricing differential not because administration by
E@Qefﬁl Reserve Banks weuld limit the ameunt ef
OrrOWIng:

Besides serving as a marginal source of aggregate
reserves to the market and a backup source of liquid-
ity to sound depository institutions, the discount win-
dow can also, at times, serve as a useful tool for
promoting financial siability by providing temporary
funding te depesitory institutions that are experienc-
ing significant financial difficulties: The provision of
eentral bank eredit can help guard against the sudden
eollapse of depesitory institutiens By addressing
liguidity strains while an institutien is making a tran-
sition te seunder feeting. Diseeunt windew &redit
ean alse Be used te fasilitate an erderly elesure of
a failing institution when eensistent with leasi-eost
reselution of the fallure. AR institutien obtaiRing
eredit in sHeh sityatians must be menitared appropr-
aiely 8 ensure that 1t does not fake exeessive Hsks
1R 4R atempt I8 Fefurn ie profifaBility oF use ceniral
Bank credit In 2 way that would inerease €osis I8 the
depastt nsurance find of reselving the Institutien if 2
fesalution Hltimately Became RECESSANY: Historically,
the need for such loans to troubled banks has been
met by extended credit; under the proposed revision,
it would be met by secondary credit.

[note:
tutes for Treasury securities in its portfolio that was discussed in the
FOMC minutes of January 30-31, 2001. The minutes of the meeting
are available at www.federalreserve.gov/fomc/minutes/20010131.htm.
Because the volume of primary credit outstanding ordinarily would be
small, primary credit could not be a substitute for Treasuries as a
major asset in the System portfolio.[endofnote.]

4. Lending under such circumstances may be subject to the guide-

[hiotes on lending to troubled institutions imposed by the Federdl The proposal for a p
Deposit Insurance Corporation Improvement Act (FDICIA) of 1991.[endofnote.]

2). Over the Federal Rese
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Shortcomingss of Current Lemdlingy Pragrams
Addbesssd], by Proposal.

The below-market interest rate on adjustment credit
causes several significant problems. The incentive for
depository institutions to exploit the below-market
rate means that borrowing requests are subject to
considerable administration. Such administration may
invelve a review of every prospective borrower's
funding situation to establish at least a presumption
that ether reasenably available setirees of funds have
been exhausted, that the purpese of the berrowing Is
appropriate, and that the eredit will net be used for

arbitrage. Because such evaluations necessarily are
subjective, achieving consistency in credit adminis-
tration across the System's twelve Reserve Banks is
difficult. Also, the process of obtaining information
on depository institutions® funding situations can be
somewhat burdensome to the institutions, likely mak-
ing them reluctant to turn to the window. In addition,
the rules for the use of discount windew credit neces-
sitated by the belew-market rate have proved diffieult
te fermulate and explain, and depesitery institutions
have eften eited uneceriainty abeut theif berrewing
privileges as a reasen fer their relustance te BOrrewW.
Depesitery institutiens have been required first te

Padgaarin afbdit:] Rni hapr Geell Bafaty Vapve fod Refeiyilg ISiefifi it MiagkeighréicaneMarket Pressures.

A key function of adjustment credit is to serve as a safety
valve for the bank reserves market. On any given day, the
aggregate volume of: reserves provided through open mar-
ket operations can fall short of the amount demanded as a
result ofifflustuatioss in various factors that affect the supply
of or demand for resefves. Borrowing from the discount
window creates additional reserves, so the willingness of
depesitory institutions to turn te the diseount windew when
sueh shertfalls eceur geverns the extent of the effests of the
sheftfalls en meney market interest rates. IT depesitery
institutions are very relustant te use the windew, they bid
vigerausly fef funds in the market, pushing meney market
rates, especially the evernight federal funds rate, up sharply:
But if: depesitery institutiens are guite willing e use the
Wflﬁa%% the inerease in the funds rate may Be mueh mers
medest.

Average borrowing on days on which the
federal funds rate was high, 19%%-2001

NOTE. Average adjustment credit borrowing by large banks on days on
which the federal funds rate was 25 to 200 basis points above the targeted
federal funds rate at the close. The data are annual.

The willingness of' institutions to use the window and the
associated effects of a shortfall in reserves on money market
interest rates have varied considerably over time. One gauge
of this willingness is the average level of adjustment credit
extended to large banks on days when the funds rate tight-
ens modefately, exceeding the FOMC's target by 25 to
200 basis points at the close (chart).

During the early 1990s, that average was quite low. At its
low point, reached in 1993, adjustment borrowing on mod-
erately tight days averaged just $45 million. In those years,
a number of banking institutions experienced significant
finaneidd! difficulties. As a result, many banks, even healthy
institutions, were concerned that their borrowing would be
viewed by other market participants as a sign of ffinamncial
weakness. Sueh perceptions could result in serious difficul-
tles for the institution (er exaceibate existing preblemis).
Even theugh the Fedeial Reserve helds infermatien abeut
berrewing By individual Banks iR the strietest eanfidence,
market partieipants have at times tried te infer whieh banks
might be Berrewing threugh knewledge of whieh banks
were Bidding for funds in the market laie in the day and
from aggregate data published By Hhe Federal Reserve.

In recent years, institutions have become somewhat more
willing to use the window, with adjustment borrowing on
moderately tight days exceeding $200 million on average in
2000 and 2001. The increased willingness has undoubtedly
been largely due to the improved condition of the industry.
Still, institutions have on oceasion been willing to pay quite
high rates in the market rather than turn to the discount
windew, suggesting that some institutions remain reluetant
te borrow. Even if the prepesed shange in diseount windew
strueture dees net eempletely eliminate that relustanee, it
sheuld still help damp late-day spikes in the federal funds
fate. With ne restristions en the re-lending ef funds ebtained
threugh the pregram, institutiens that are willing ie borrow
at the windew sheuld have an inesntive t6 Berrew pHMAry
eredit and lend in the funds market 8 ather institutions that
might have seme residual reluctance 8 tirn i6 the discount
windew-[endofbox.]



seek funds in the market before seeking discount
window credit. This requirement may make them
reluctant to borrow because turning to the window
after signaling their need for funds to the market
could be seen as a sign of weakness, particularly
during episodes of flinancial stress. The reluctance to
use discount window credit stemming from these
facters has limited the effectiveness of the discount
windew in buffering sheeks te meney markets. (See
bex “Primary Credit: an Impreved Safety Valve fer
Releasing Sighificant Market Pressuires.”)

The establishment of a lending program with an
above-market rate would sharply reduce the need for
the administration of the window. Reduced adminis-
tration would encourage greater uniformity in the
administration of the discount window across Federal
Reserve Districts. 1t should also mitigate institutions’
reluctanee to borrow when money markets tighten
sharply by minimizing Reserve Bank guestiening,
by significantly inereasing the eomprehensibility of
the rules regarding eredit extensien, and by eliminat-
ing the requirement that institutiens first attempt te
seeure funds elsewhere. Furthermere, the propesed
ehanges sheuld appreciably reduee depesitory institi-
tiens® eoneern that Berrewing will Be pereeived as a
sign of weakness, a8 Bﬁlyz_ﬁh’ﬂﬁﬁ{%ial% seund instity-
tions will have aecess t6 primary credit:

The proposal to adopt a primary credit program is
also related to the Federal Reserve's ongoing plan-
ning for contingencies. Having a means of preventing
an undue tightening of money markets during a fiman-
cial market crisis, such as that following the terrorist
attacks on Sepiember 11, 2001, would be useful in
the eveit that depository institutions’ demands for
excess reserves rise sharply; disruptions inhibit the
flew of funds threugh the banking system, partieu-
larly late in the day; er the Federal Reserve's ability
te 6arry et epen Mmarket eperatiens is impaired. 1f, as
is intended, the primary eredit fasility signifisantly
reduees the relustance of depesitery institutiens e
Hse the diseeunt windew, the Federal Reserve should
Be able te cap the federal funds rate near iis target
during 8 eFisie By redueing the primary diseeunt rate
18 & level clase 8 the targst:

SPECYFICATIONS OF THE PROPOSED NEW
TYPES OF CR&DIT.

Primairy Chediit.

As the replacement for adjustment credit, primary

credit would be available only to generally sound
depository institutions, ordinarily with little or no

administrative burden on the borrower. It would typi-
cally be extended for very short terms (usually over-
night) but could be extended for up to a few weeks if
the lending Reserve Bank determines that the institu-
tion is in generally sound condition and cannot obtain
such credit in the market on reasonable terms (those
qualifying for longer-term loans would in most cases
be relatively small institutions that lack access to
national money markets).

Interest Ratie

Under the proposal, the primary discount rate would
be changed through the same discretionary procedure
currently followed for setting the basic discount rate:
The boards of directors of the Federal Reserve Banks
would establish a primary ciscount rate, as well as
other discount rates, every tweo weeks subject to
review and determination by the Board of Geverners,
as required by the Federal Reserve Aet. The primary
diseount rate weuld net be set aceerding t6 a formiula
but weuld presumably meve breadly in line with the
target federal funds rate, mueh as the Basie disssunt
fate dees surrently.

The proposal suggests that when the program
begins, the boards of directors of the Federal Reserve
Banks would initially establish, subject to the statuto-
rily required review and determination by the Board
of Governors, the primary discount rate at a level
100 basis points above the FOMC's then-prevailing
target for the federal funds rate. That level weould
likely plaee the primary diseount rate semewhat
abeve the eest of alternative sheri-term funds for
eligible depesitory institutions, exeept A &irsum=
stanees 6f unusually tight meney markets er funding
feeds arising very late in the day. (Sueh a spread
weuld alse Be similar t8 the spreads empleyed By
giher eentral banks. See bex “Experience of Othsr
Central Banks”)

A substantial spread would encourage depository
institutions to borrow only to meet short-term,
unforeseen needs. Too wide a spread, however, would
mean that the federal funds rate could, at times, rise
to undesirably high levels above the FOMC’s target.
Notably, if the primary discount raie were to fall
clese to or belew the target federal funds rate, the
Reserve Banks would again need te restriet the use
of diseount windew eredit, eliminating the advan-
tages of primary eredit relative to adjustment eredit.
Altheugh the prepesal tentatively resemmends an
initial spread ef 100 basis peints, public somment
will help inferm Beth the Federal Reserve's ehsiee of
that initfal aﬁfeﬁﬁ and the sibsequent sstablishment
of primary diseeunt rates. An aspeet of the propesal



is that the primary discount rate could be lowered in  Eligibility.

an emergency, thereby helping to ensure that the

federal funds rate is capped at a level that would  Only depository institutions judged by the lending
facilitate the continued functioning of fiimancial mar-  Reserve Bank to be generally sound would be eli-
kets during crises. gible for primary credit. At the inception of the new

Exepemiéngefof>OlthereCianomabBatksr Central Banks.

The central banks of: nearly all industrialized countries
have standing lending facilities that make collateralized
loans at an above-market rate. Such facilities are some-
times called “Lombard” facilities after I dwenhbantieadit,
the German term for a collateralized loan and for the
loans made at an above-market rate by the Swiss National
Bank and, before the formation of the European Central
Bank (ECB), by the Bundesbamk (the central bank of:
Germany). In 1999, the ECB was opened with a Lom-
bard facility; in 1996, the Bank of Canada restructured its
facilities to include an overdraft facility that acts as a
Lombard facility; and in 2001, the Bank of: Japan adopted

1. The major exceptions are the Federal Reserve and the Barfkotef
England. If liquidity is needed, the Bank of England instead conducts a
late-afternoon overnight repurchase agreement (repo) operation normally
at 100 basis points above the prevailing official repo rate. It also has the
option of opening a late lending facility for the clearing banks after the
markets have closed. The applicable repo rate for the late lending facility
ranges between the official repo rate and 150 basis points above the repo
rate, depending on market conditions.[endofnote.]

2. The Lombardy region of Northern Italy was an important cenfeotef
finamee in the Middle Ages. The word *Lombard” came to mean banker
or moneylender (also pawnbroker)}—hence such terms as /olahbariiieadit,
Lombard facility, and Lombard Street, the London address that in the
nineteenth century was the center of English banking. In his 1873 book,
Lemihasdd Swestt: A Deseeippoivn of the Ehgliskh Miveyy Markéet (New York:
E.P. Dutton, 1910), Walter Bagehot famously recor ds that in
response to a fiinanciall panic, the central bank lend freely at a penalty rate
(chap. 7, p. 198 if.). The application of the term “‘Lombard facility” to
that practice has to do, howevesr, with the medieval origins of “Lombard”
rather than, as is sometimes thought, with the name of Bagehot’s book or
Lorabatd Street itself.[endofnote.]

European Central Bank benchmark interest rates, 19%%-2002

a Lombard facility. Other central banks that have employed
Lombard facilities include those in Austria, Belgium,
France, Italy, and Sweden. These facilities typically have
extended short-term credit with few restrictions on the
borrowing institution’s funding situation or use ofithe pro-
ceeds. Lombard rates have varied from 25 to 200 basis
peints abeve the eentral bank’s target pelicy rate or related
money market rates. The ECB has generally set the mat-
ginal lending rate (the rate en its Lembard faeility) 100
Basis peints abeve the refinanecing rate (its target pelisy
fate) (ehart).

Discussions with staff members of these central banks
indicate that Lombard facilities that are a part of monetary

policy operations similar to those Oﬁ m@ ﬁ%@?@keﬁﬁ%ﬁf‘é% the Federal Reserve and

have been very effective in setting an upper limit on market
rates. For example, after the Bundesbank removed certain
limits on Lombaid loans and began to actively target the
overnight interest rate, overnight market rates never rose
abeve the ceiling. Similarly, sinee the inception ofithe ECB

iﬂ 1-9995 th@ daﬁy avefﬁg% iﬁtefbﬁﬁk f@tehﬁilﬁiﬁbeuﬁgra{f% Hﬁﬁlorlhern Italy was an importz

Ret risen abeve the ECB's marginal lending rate, while
intraday data indieate that within-the-day highs of eure-area
jnterbank rates have enly farely exceeded the marginal
lending rate and By very litile. The recent experience of the
Bank of Canada indicates that its lending arrangement has
alse Been an effective ceiling for rates. 1t is 188 §oen 18
dstermine whether the Bank of Japan’s Lombard facility
will effectively cap gvernight money market rates.[endofbox ]

NOTE. The data are daily and extend through June 14, 2002.



program, the Reserve Banks would classify each
depository institution with a borrowing agreement
already on file as either eligible or ineligible for
primary credit and would notify the institution of
its status. New applicants for Federal Reserve credit
would be notified of their eligibility once they filed
borrowing documents. Institutions weuld alse be
fietified promptly of any change in their eligibility.
The Federal Reserve weuld treat institutions” eligibil=
ity er ineligibility as esnfidential.

The Reserve Banks would adopt uniform guide-
lines for judging institutions’ degree of fiinancial
sotindness and thus their eligibility for primary credit.
A general principle to be reflected in the guidelines
would be that primary credit should be viewed as an
attractive source of funds mainly when moeney mar=
kets tighten significantly, pushing evernight market
interest rates at least to the level of the primary
diseount rate. That is, all eligible institutiens sheuld
usually faee a eest ef evernight funds in the market-
place semewhat belew the primary diseeunt fate.
Beeause enly generally seund depesiiery instituiions
weuld be eligible te eBiain primary eredit, the estab-
lishment of eligiBility guidelines esuld alse help
feduee the coneerns of depesitery institutiens that
Barrawing at the discount windew wauld be viewed
a3 g sign Of weakness; as Roied previgusly, steh
coneers have at times severely limited the willing-
REsS 8F depestiary IRsHEHORS {8 BAHBW, &ven wheh
fRBRGY Markets were extremely Haht:

The guidelines for determining eligibility would be
based primarily on supervisory ratings, though
supplementary information, including ratings issued
by major rating agencies, market spreads on subordi-
nated debt, information from supervisory exams in
progress, and other news since the last exam, would
also be considered. The Reserve Banks would ini-
tially adept guidelines aleng the follewing lines:
Demestically ehartered depesitory institutions with
CAMELS ratings of L or 2 and branches and ageneies
of foreign banking erganizations with Strength ef
Suppert Assessment (SOSA) ef 1 weuld Be eligible
fer primary eredit unless supplemeniary infermatien
suggesied that the institution's finaneial condition
Rad deteriorated sinee ifs last sxaminaten: Institu-
tions rated CAMELS 3 or SOSA 2 would be eligible
for primary credit if supplementary information sug-
gested that they were generally sound, but the fund-
ing situation of such institutions seeking credit would

5. CAMELS (Capital, Assets, Management, Earnings, Liquidifyote:

and Sensitivity to market risk) ratings are set on a scale of 1 tiwrough 3,
with 5 representing the highest degree of supervisory concern. SOSA
rankings are set on a scale of 1 through 3, with 3 representing the
highest degree of supervisory concetm.[endofnote.]

be reviewed and monitored. Institutions rated
CAMELS 4 or SOSA 3 would not be eligible for
primary credit except in rare circumstances, such as
when an ongoing examination indicated a substantial
improvement in condition. Credit extensions to ineli-
gible CAMELS 4 and SOSA 3 institutions as well as
te CAMELS 5 institutions would be made under the
proposed secendary eredit program, deseribed later.
Based en the propesed guidelines and the eurrent
distribution of supervisery ratings, mest depesitery
Institutiens weuld e judged eligible fer the primary
sredit program.

These criteria are consistent with the intent of the
guidelines for discount window lending contained in
the Federal Deposit Insurance Corporation Improve-
ment Act in that lending to troubled institutions
would be closely monitored. The criteria are also
consistent with the guidelines used by Federal
Reserve Banks to determine institutions’ access to
daylight eredit as set ferth in the Federal Reserve’s
Payments System Risk Policy. In general, depesitory
institutions that qualify fer aseess te daylight eredit
would be eligible fer primary eredit, and these that
de net weuld be restricted te secondary sredit:

No Requirement Regarding Exhaustion of Funuas

The requirement in Regulation A that depository
institutions exhaust reasonably available alternative
sources of funds before obtaining adjustment credit
would be dropped. The removal of this requirement
is consistent with the overall reduction in discount
window administration that the Federal Reserve
would be seeking under this program. As an impor-
tant consequence, depositery institutions would be
free to sell federal funds to others while ebtaining
primary eredit as leng as these astivities were 66nsis-
tent with safe and seund banking praetiees. In addi-
tien, allewing depesitery institutions te resell the
proeeeds of prifmary eredit 1eans weuld eahanee the
ability of the primary eredit raie 18 serve as a &ap o
the federal funds raie when mengy markeis H? ten:
For that reagen, the Federal Reserve wauld welcsme
financialty sound {nstitutions' eﬂga%gmem iR s4eh
transactions if the instityiions judee fhat the transac-
tiens weld Be In telr financial iRterest:

Collateral.

Under the proposal, collateral policies ootk bepital, Assets, Manage

unchanged. As required by the Federal Reserve Act,
all borrowing would be collateralized to the satisfac-
tion of the lending Reserve Bank. Eederal Reserve



Banks would continue to accept a broad range of
financiall assets as collateral for discount window
loans.

Reserve Bank Discretion to Lend or Not [Lemdl

The main purpose of the proposed primary credit
program is to make short-term credit available as a
backup source of liquidity to generally sound institu-
tions. Reserve Banks would retain the discretion not
to lend in circumstances that they apprise are incon-
sistent with that purpose.

Secondiary Credit.

Secondary credit, the proposed replacement for
extended credit, would be designed for depository
institutions that do not qualify for primary credit.
Because some institutions currently eligible for
adjustment credit would not qualify for primary
credit, secondary credit would potentially be used
mere eften than extended credit hias been, particularly
in reeent years, and the program would be designed
i reeegnize the semewhat breader elass ef berrew:
ing situatiens that weuld be eevered under it. Spesifi-
cally, sesendary eredit might Be exiended e meet
iemperary funding needs of an institutien if; in the
judgment of the Reserve Bank, sueh a eredit exien-
sien weuld Be eengisient with the instithtion's timely
FRIUFR 18 relianee on private fHnding saurees. Ak, &
Reserve Bank may exiend sscendary credit if, in
£eoperation with e Federal Bepesit 1nsuranee éBf:
PBEQHBB and consisient with 3 leasi-east resolttion,
hie Reserve Bank defermines that such eredit would
facilitate the orderly resalution 8F serisus dinancial
dlicies oF the BRHAWRd IRSHEHOR: ThE Sﬂéﬂ%s
In e Rame 8f ihs Hi%? 13 1H{898§_8 1R part 18
gl lﬂa’&% {ﬂE &HS GN 13NGLF-1RIM Crealt SXtERSIONS
{mplEd By the feHR ~exiended sredit-

The interest rate on secondary credit would be set
by formula at 50 basis points above the primary
discount rate. The setting of the interest rate at a level
above the rate on primary credit—and therefore even
further above the target federal funds rate—reflects
the less-sound cendition of borrowers of secondary
credit.

Seasomnal/ Chredit.

The proposal recommends no substantive change to
the seasonal credit program. Seasonal credit would
remain available to small and medium-sized institu-
tions that experience significant seasonal swings in
their loans and deposits. The rate on seasonal credit
would continue to be the average of the effective
federal funds rate and the secondary market interest
rate on large ninety-day certificates of depesit for the
previeus reserve malntenanee period. Because sueh a
rate would almest always be less than the primary
diseeunt rate, it weuld Be neeessary te remeve frem
Regulatien A the stipulatien that the seasenal sredit
raie Be at least as high as the basie diseeunt rate.

The seasonal credit program was originally
designed to address the difficulties that relatively
small banks experiencing substantial intra-yearly
swings in funding needs faced because of a lack
of access to the national money markets. However,
funding opportunities for smaller depository institu-
tions have expanded considerably over the past few
decades as a result of depesit deregulation and the
general develepment of fianciall markets. These
ehanges 6all inte guestien the eentinued need for the
seasenal pregram. The prepesal seeks spesifie publis
eomment eA whether small depesitery institutions
still laek reasenable aceess 8 funding markels, en the
centinued need for the seasenal lending program., and
en the apprepriate seting of the seasenal eredit dis-
£8HAt rate, fBﬁﬁll@kﬂ%ﬂyx IR view of the prepesed sstab-
lishment of & primary eredit pregram with an above:-
farket {nierest fate:

WNEXT SYHPS.

The Board is seeking public comments on all aspects
of the proposal. The comment period, extending for
ninety days from date of publication, ends August 22,
2002. Following an analysis of the comments, the
staff will present a revised proposal to the Board. If
the Board votes to revise the Federal Reserve's lend-
ing pregrams, the ehanges will take place enee inter=
fnal preeedures are modified, a proeess that eould take
several months, and depesitery institutiens are made
familiar with the new preeedures.



