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Discount rate raised from 0.5% to 0.75%

18 February 2010
B TheFed cited “improvement in financial market conditions’” but cautioned www.ubs.com/economics
that the hike does “ not signal any change” in the economic or policy outlook
At 4:30 pm, the Federal Reserve Board increased the discount rate from %% to
Y%, effective Feb. 19. In testimony released on Feb 10, Fed Chairman Bernanke Maury N. Harris
had warned that a discount rate hike would likely come “before long”; as such, Economist
markets appear to have taken it in stride. (2-year Treasury yields rose about 6 bps maury.harris@ubs.com
to 0.92% after the announcement; 10-year yields rose in the immediate aftermath +1-212-713 2472
but then reversed. The dollar rose somewhat against major currencies.) The Fed Samuel D. Coffin
also shortened the typical maximum maturity for “primary credit” (i.e., discount Economist
window) loans to overnight. samuel.coffin@ubs.com
+1-203-719 1252
The Fed statement cited “continued improvement in financial market conditions” Kevin Cummins
but described the move as “like the closure of a number of extraordinary credit Economist
programs earlier this month”. It emphasized that this was a step toward kevin.cummins@ubs.com
normalization of the Fed's emergency lending facilities and does “not signal any +1-203-719 1676

change in the outlook for the economy or for monetary policy.” Indeed, “the
modifications are not expected to lead to tighter financial conditions for
households and businesses.”

The Fed’'s move emphasizes that the danger to the broad economy from financial
market dysfunction has diminished. “The increase in the spread and reduction in
maximum maturity will encourage depository institutions to rely on private
funding markets for short-term credit and to use the Federa Reserve's primary
credit facility only as a backup source of funds.” In that regard, the Fed's move
should not tighten borrowing conditions.

The Fed statement also repeated Mr. Bernanke's assessment that the outlook
“remains about as it was at the January meeting” of the FOMC, and that “economic
conditions are likely to warrant exceptionally low levels of the federal funds rate
for an extended period”.

However, while the Fed cautions that the moves should not be seen as a change in
policy, they nevertheless are the first step of a sequence toward Fed tightening that
Mr. Bernanke outlined in his speech last week (more below).

The timing of the move may put additional weight on Mr. Bernanke’s semiannual
monetary policy testimony scheduled for Feb 24-25 (which also will allow him to
address any unanticipated market reactions). The timing also may have been
contingent on a stabilizing stock market.
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Although Fed Chairman Bernanke' s testimony last week repeated that he saw no
change in the economic outlook since the January FOMC meeting, he allowed
that “In due course... as the expansion matures the Federal Reserve will need to
begin to tighten” policy. He outlined a possible sequence for policy changes. a
rise in the discount rate “before long”, increased use of reverse repos and term
deposits, followed eventually by rate hikes. Asset sales probably do not occur
until later. And he wrote about the possibility that the Fed may shift to targeting
“the interest rate paid on reserves, in combination with reserve quantities’ rather
than the Fed funds rate.

The Fed statement on Thursday and Mr. Bernanke's testimony specified that a
discount rate rise should not be seen as a policy shift. However, Mr. Bernanke's
testimony also described a framework for policy in which the Fed would
“bracket its target for the Federal funds rate with the discount rate above and
interest rate on excess reserves below.” An increase in the discount rate is
therefore suggestive. It may not suggest that the policy outlook is changing, but
it is consistent with this shift toward use of a policy rate corridor formed by the
discount rate and the rates on reserves. (Currently, the rate on excess reservesis
0.25%.)

In this “corridor system”, banks' ability to borrow at the discount rate would
limit spikes in the effective funds rate; their ability to lend to the Fed at the
excess reserves rate would limit declines. Of course, these bands are not
currently holding the funds rate above the 0.25% rate on excess reserves. The
sheer volume of excess reserves has held the funds rate below this so-called
floor. Technical factors also make some difference: GSEs lend overnight funds
in quantity, but they are ineligible to earn interest on reserves and perhaps prefer
to place funds with the larger, well-known banks that trade in the Fed funds
market. Both factors would tend to depress the overnight funds rate relative to
the rates on reserves.

But as excess reserves shrink (led either by a pickup in bank lending or by the
Fed's increased use of term deposits and reverse repos), the higher rates on
reserves will be more likely to put upward pressure on the funds rate.

Mr. Bernanke did not commit to the corridor system—*other approaches are
aso possible’, but he did emphasize that “the authority to pay interest on
reserves is likely to be an important component of the future operating
framework for monetary policy.” Eventualy, he anticipates that Fed policy will
return to using a funds rate target and a balance sheet with “much lower reserve
balances.”

We continue to expect the first rate hike in June and a 1% funds rate at
year end. Recent Fed communiqués remind us of the uncertainty surrounding
precise timing, but tightening throughout H210 appears likely to us. Of course,
the unwinding of policy accommodation will continue to depend on financia
market and economic conditions. In coming months, economic data—especially
jobs data—have to be fairly unambiguous; speeches by Fed officials have to
become more hawkish, and we would expect increased use of reverse repos and
term deposits. We see tightening sooner rather than later. The fed funds rate and
the balance sheet are till at emergency levels (even if the discount rate now has
been ratcheted up dlightly), yet the emergency has passed.

UBS 2



US Economic Comment 18 February 2010

Fed statement

Federal Reserve Approves Modification to the Terms of its Discount Window Lending programs

The Federal Reserve Board on Thursday announced that in light of continued improvement in financial market
conditions it had unanimously approved several modifications to the terms of its discount window lending
programs.

Like the closure of a number of extraordinary credit programs earlier this month, these changes are intended as a
further normalization of the Federal Reserve's lending facilities. The modifications are not expected to lead to
tighter financial conditions for households and businesses and do not signa any change in the outlook for the
economy or for monetary policy, which remains about as it was at the January meeting of the Federal Open Market
Committee (FOMC). At that meeting, the Committee left its target range for the federal funds rate at 0 to 1/4
percent and said it anticipates that economic conditions are likely to warrant exceptionally low levels of the federal
funds rate for an extended period.

The changes to the discount window facilities include Board approval of requests by the boards of directors of the
12 Federal Reserve Banks to increase the primary credit rate (generally referred to as the discount rate) from 1/2
percent to 3/4 percent. This action is effective on February 19.

In addition, the Board announced that, effective on March 18, the typical maximum maturity for primary credit
loans will be shortened to overnight. Primary credit is provided by Reserve Banks on a fully secured basis to
depository institutions that are in generaly sound condition as a backup source of funds. Finaly, the Board
announced that it had raised the minimum bid rate for the Term Auction Facility (TAF) by 1/4 percentage point to
1/2 percent. Thefinal TAF auction will be on March 8, 2010.

Easing the terms of primary credit was one of the Federal Reserve's first responses to the financia crisis. On
August 17, 2007, the Federal Reserve reduced the spread of the primary credit rate over the FOMC's target for the
federal funds rate to 1/2 percentage point, from 1 percentage point, and lengthened the typical maximum maturity
from overnight to 30 days. On December 12, 2007, the Federal Reserve created the TAF to further improve the
access of depository ingtitutions to term funding. On March 16, 2008, the Federal Reserve lowered the spread of
the primary credit rate over the target federal funds rate to 1/4 percentage point and extended the maximum
maturity of primary credit loansto 90 days.

Subsequently, in response to improving conditions in wholesale funding markets, on June 25, 2009, the Federal
Reserve initiated a gradual reduction in TAF auction sizes. As announced on November 17, 2009, and
implemented on January 14, 2010, the Federa Reserve began the process of normalizing the terms on primary
credit by reducing the typical maximum maturity to 28 days.

The increase in the discount rate announced Thursday widens the spread between the primary credit rate and the
top of the FOMC's 0 to 1/4 percent target range for the federal funds rate to 1/2 percentage point. The increase in
the spread and reduction in maximum maturity will encourage depository institutions to rely on private funding
markets for short-term credit and to use the Federal Reserve's primary credit facility only as a backup source of
funds. The Federal Reserve will assess over time whether further increases in the spread are appropriate in view of
experience with the 1/2 percentage point spread.
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m Analyst Certification

Each research analyst primarily responsible for the content of this research
report, in whole or in part, certifies that with respect to each security or issuer
that the analyst covered in this report: (1) al of the views expressed accurately
reflect his or her personal views about those securities or issuers; and (2) no part
of his or her compensation was, is, or will be, directly or indirectly, related to
the specific recommendations or views expressed by that research anayst in the
research report.
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Required Disclosures

This report has been prepared by UBS Securities LLC, an affiliate of UBS AG. UBS AG, its subsidiaries, branches and
affiliates are referred to herein as UBS.

For information on the ways in which UBS manages conflicts and maintains independence of its research product;
historical performance information; and certain additional disclosures concerning UBS research recommendations,
please visit www.ubs.com/disclosures. The figures contained in performance charts refer to the past; past performance is
not areliable indicator of future results. Additional information will be made available upon request.
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