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financial assistance to them by increasing credit lines and purchasing

'

assets, but a substantial amount of their outstanding commercial vaper
is stillAnot cévered by bank lines. The banks involved may well have
reached the limit of their ability to provide finencial assistance to
the companies.

e L1

3z bankers involved in the development of the

N

Some leadin

acdditional credit packages for commercial paper issuers h
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expressed comncern, in coanversations with us, as to whether the new
arrangements would prove acdequate for. tae situation since they do not

provide complete back-up coverage for all outstanding comm
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of the issuers.
complete back-up coverage would excead the gomained iegal lending limits
of the issuers' banks. Although we have responded to some cuestions
from these bankers as to the authoritiy of the Federal Reserve Lanks as
lenders of last resort to provide help in these circumstances, our
emphasis in our conversations has been to encourage the member banks

to make credit availablg to credit-worthy Dborrowers to the extaent they
could do so within their
these conversations, we reiteratel our assurances as to the avellability
of the discount window in the case of nzad and the System's preparedncss
to supply resexrves to support shifté fronm the commercial naper market

to the banks.

The possibility of a large company being unabl
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of days, to obtain additiomal ther
financial institutions b;;n" ossible
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action by Federal Reserve Banks as lendexs of last resort, _

We are hopelful that it will prove unnecessary for any issuer

w ™

of commercial pepar to saek direct assistance from the Federzl Reserve.

-
i

Nevertheless, we have deemaed it expedient to do some contingency zlannizn:s.

Qur Credit and Discount Dzpartment, aznd our Legal Depar
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various documgnts that migat be used for such assistance, and they have
been developing information with respect to large issuers of commercisl
paper that hzve experiencea substantial drains.

We have also had inquiries from two major issuers of commercial
paper relating to the workings of the thirc paragraph ci section 13.
The inquiries rafleeted remote contingency plamning. In response, we
have raviewed the provisions of tha paragraph, its enactment iz the
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depression years, and its use then. In those conversatiocas, wa h

da

stressed the dasirability of issuers of comwmercial paper meeting thei

'1

financial needs througn normal financial channels and have commented

on the rigid tesits that z nonmamber institviion must meet to obtzin
Federzl Reserve credit. It appeared to be the clear preference of th
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companies to aveid vecourse to Federal Resgrve credit if at all possible.

In the event that extensions of credit under the third paragraz:

of section 13 should aznear to be called for, it wili be necessary o
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to consider the rate to be charged. To rate has been established by
the Federal Resexve Bank of New York for discounts under the third
paragraph of section 13. 1In the 193('s, the rate was fixed at 5 per

- s

cent, vhile the basic discount rate ranged from 1-1/2 per cent to 3-..2

per cent. At present, our basic discount rata is 6 pe
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on advances to member banks under section 10(b) secured

assets is 6-1/2 per cent; and our rate oa advances

partnerships, and corporations, uander the last paragrapnh of section 13,
securaed by U. S. Goverament and &

Current rates on commercial paper are in the 8 to &-1/% nser
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rate wnicil 18 nov ¢ per caent, ESW aCAd_Lt.LU(l, clic commercial banks recquire

ntain compensating deposit balances; such a reguizz-

o

the borrowars to ma
ment increases the cost of the mouney to the borrower. In the recaant

credit packages that the commercial banks have assembled, -sales oI

r)

assets have been at a cost equivalent to a 10-1/2 per cent rate couplzl

with a 3/4 of 1 per cent comnitment Zfee.

As lender of last resoxrt, we believe that we should not

T2t s

establish a "'barg ain“

rate for emergency lcans to nonmember instituticzs.
We do not want to appear to be inviting such loans. On the other zzzl,

we would not favor

[§\]

n excessive penalty rate. Our purposs in making

tt
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o rezlize income but to aveid a financial c¢risis.

such a loan is not

In addition, the cost of funds is not a factor for us. While any sucz
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loan would contain an element of risk, no loan would be made except to
a "ecredit-worthy" company from which we cduld reasonably exp;ct repay-
ment over time. On the other haznd, we co think that the rate should

be sufficiently hich to be a factor in th
pay down the loan promptly. In all the circumstances, we, in New York,

are thinkinz of a rate in the area of 9 per cent at the present time.

»

I1f the Federal Reserve Zank is asked to make a loan under the

<

third paragraph of section 13, the awmount of the loan could be large.

N

It could easily be $100 million or more. In this connection, we should

bear in mind that at the end of 1969, the paid-in cepital and surnlus
of the 12 Reserve Banks amounted to $1,338 million; the paid-in capital

1.
York

U)

eserva Danks paid to the U. S. Treasury over $3 billiion; tha New
Bank paid over $3/4 billion. If such a loan were to result ia a sub-

stantiel financial loss to the Reserve Benks, presumably the amouat of

the loss would reduce the payments made to the Treasury.
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936 to the TFederal Reserve
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In its memorandum of February 1,

4

Banks with respect to discounts under the third paragraph of section

n

rt

hat "except with the permission of

[P |
caced
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13, the Board of Governors
Board®** no Federal reserve bank shall discount for any one individual,

partnership or coxporation paper amounting in the aggregate to more

than one per cent of the paid-in caspital stock and surplus of such
Federal resexrve bank". Imposition of such a limitation ia today's

circumstances would vitiate any Federal Reserve program of providing

9

financial assistance to credit-woriny issuers ol commercial paper.
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Such a limitation would annear to be inanpronriate at this time
- Y -

: : 2
respect of a central baunk opex tion as lender of last resort whzan, to
achieve &n important monetary objective, nhundreds of millions of colliazrs
may be needed to do the job. 4s in the case of borrowings by member
banks under section 13, the 'thixrd paragreph of section 13 sets no cdollar
or formula limitation on borrowings by individuals, partnerships or

corporations, although it does authorize the Board of Governors to

prescribe '"limitations",
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When a member ten

Reserve Bank. We believe that when & nonmember institution is permittsd,

in order to accomplish an objective of the central bank, to have recourse

1]

to the central bank as lender of last recourse, the limit of thzf reccurs
should likewise be measured by the availability to the borrwer of
adequate <collaterazl or Indorsements.

ince Federal Reserve credit to icsuers of commercial paper,
if initiated, would probably involve large sums, possibly hundreds of

millicns of dollars, it would seem cdeszirable to consider the parcicipa-
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tion of those loans among the twelve Fe

ing such loans would also be consistent with our practice of participat-
ing loans on gold to foreign central banks.

5 -

One of the supplemental guidelines suggested in the memorandum
& o o0 ,

by the Board's staff, dated July 13, 197C, would limit the maturity oI
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loans to 30 days or less. I see no reason to be go specific. Tre

maturities can't exceed 90 days in any event since the borrcwer’

{2

must meet the test of eligibility. Let's not circumscribe flewilzilizy
in the case of an emergency loan,
t the meeting of our directors last Thursday, I reviewed

with them recent developments in the commercial paver mar

cussed the background and provisions of the third para
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13. Although the directors shared our hope that
to make any loans under the third paragrapn, they looked with fzvor oz

the making of such loans
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igent circumstances and thought thet =
rate of about 9 per cent would be appropriate. Our directors &re pra-
pared to meet prompily on short rnotice to comsider such loams aund taliz
such action as may be appropriate in the circumstances.

I understend that the Board of Governors has given cereltl
consideration to the use of the third paragraph of section 13, and ti:z:

the Board is prepared to act promstly on short notice to meke a Iindizng

! ex*st and to authorize ihe

that "unusual and exigent circumstances’
Federal Resexrve Banks to provide credit to individuals, partnersiiss
and corporetions under such »arazraph.

Being prepared to act promptly is an important part of

contingency planning.





