London Dollar Certificates of Deposit

The present article is by way of being an interim report about
the latest institutional change in the sphere of international finance.
Its subject, the new market in London dollar certificates of deposit,
came into existence only in May 1966, and its development has been
very slow so far. It is therefore impossible at the time of writing
(October 1g66) to form very definite conclusions about its scope,
techniques and broader implications. Nevertheless it is essential to
examine already at this early stage the new device, and the facilities
available for dealing in it, on the basis of the limited experience that
is at our disposal. For I am convinced that we are witnessing
the carly phases of a major innovation which is likely to affect
cxtensively the Euro-dollar system and the whole system of inter-

national finance.

I doubt if there had ever been any previous ten years' period
in international financial history during which sc many important
institutional changes bad occurred as during the past ten years.
During the late *fifties we saw the evolution and spectacular expan-
sion of the Buro-currency markets which have revolutionised the
foreign exchange markets and money markets (1). Systematic offi-
cial intervention in forward exchanges and close collaboration be-
tween Central Banks for the mutual defence of their currencies have
created a new foreign exchange system during the ’sixties (2). The
operation of the support points mechanism — the present-day equiv-
alent of the gold points mechanism under the gold standard —

(1) Yor a detailed description the reader is referred to Pave Eivzie, The Euro-doliar
System, 2d ed., London, Macmillan & Co., 1965, .

(2) Arteon 1, Broomemep, © Official Interventien in the Forward Exchange Market”,
Banca Nazionale del Lavore Quarterly Review, March, 1964, PauL Emwze, * Some Recent
Developments in Official Forward Exchange Operations *, Economic Journal, June 1963.
There is a wealth of first-hand information and official comments in a series of articles by
Mr, Cuaries Coomss in the Monthly Review, Federal Reserve Bank of New Yeork.
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xgbz, p. 39.
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a result of the official limits imposed in 1965 on credit expansion

in the U.S., American bank branches in London became in 1965-66

the largest borrowers of Euro-dollars. They borrowed for the
purpose of financing foreign trade hitherto financed out of doltars
allotted to them by their head offices, but also for assisting their
head offices to mcet the domestic credit requirements of their local
clients, and even for assisting their banks to improve their liquidity.

in other American cities have access to that market through their

London correspondents, there are obvious advantages in being on
the spot,

American  branches
borrowing of Euro-dollars without bidding up unduly the rates

attract depositors from outside the market and for that purpose
the idea of issuing negotiable certificates of deposit has obvious
advantages. American banks had, therefore, been cxploring the
possibilities of initiating that device, The First National City Bank
of New York, which, as we saw above, was responsible for the
ini for certificates of deposit, was
first in the field also in London. Apart from dealing with legal
problems, technical problems and taxation problems, it had to

~obtain the consent of the British authorities to the introduction of

the new device.

Fortunately for the success of the scheme, the Bank of England
adopted a very liberal attitude towards the proposed innovation,
This was in keeping with its enlightened policy in respect of the
development of the Euro—currency market itself which, so far from
being hampered, was actually encouraged in official Quarters. Al-
though the use of Furo-dollars for international financing was bound
o reduce sterling’s role as an international currency, the Bank took
the line that the advantages of having another important interna-
tional market in London would mose than outweigh the disad-
vantages of a decline in the international use of sterling. Thanks
to this attitude, and to the enterprise and technical knowhow of
London banks, London has succeeded in increasing her. importance
a5 an international banking centre through the expansion of the

i
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Euro-dollar market, in spite of having been handicapped by the
need for defending sterling against frequent attacks.
The Bank of England’s willingness to extend this broad-minded
treatment also to the proposed London dollar certificates arose
logically from its original favourable attitude towards the Euro-
dollar ‘market, Limitations arising from exchange control regula-
tions that are applied to the certificates of deposit are by no means
too severe. They are substantially identical with those applied to
Euro-dollar deposits in general. U.K. residents are under.the same
restriction in respect of acquiring and helding such certificates of
deposit as they are in respect of acquiring and holding Euro-
dollar deposits. Neither deposits nor certificates can be acquired
against sterling on resident account. They can only be acquired by
U.K. residents with the aid of dollars which they are authorised to
-hold for limited periods and for specific approved purposes, or with
the aid of investment dollars. It is evidently not worth their while
to buy investment dollars — whose premium ranged between 15
-and 28 per cent during the last two years — for the purpose of
acquiring dollar certificates of deposit. "But if they want to hold
investment dollars in any case, the certificates offer the highest yield
compatible with Hquidity. As the attractions of the certificates
cannot increase selling pressure on sterling through UK. demand
for dollars, and does not even increase the demand for invest-
ment dollars, the Bank of England felt it could afford to be liberal
in . authorising their issue even during the difficult year of 1966
‘when the trend was towards a tightening of exchange control.
“"The idea of creating yet another international market in London
must have been looked upon with favour in Threadneedle Street.
The fact that London alone was chosen by the First National City
Bank and by the seven other American banks (35) that followed its
lead as the only centre for the issue of their certificates of deposit
implies a recognition of the importance of the role the City still
plays in international finance in spite of the chronic troubles of
sterling.
At the time of writing eight out of the thirteen American bank

branches in London are engaged in issuing certificates of deposit.
One British bank, the Bank of London and South America, which

(5) The Chemical Bank New York ‘Trust Company, Bankers Trust Company, Con-
tinental Illinois Bank and Trust Company, First Naconal Bank of Boston, Morgan Guaranty
Trast Company, First Naticnal Bank of Chicage, and Irving Trust Company.
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may become important in the event of the adoption of new exchange
control measures that would place a ban on the repayment of these
dollar liabilities. ‘The ban would then apply to American branches
‘n London in the same way as to British banks, in spite of the fact
that the head offices of the former would be well in a position to
meet the liabilities of their London branch. However, that contin-
gency is so remote that it may safely be ignored at present. .
That the U.S. Government recognises the special status of
London dollar deposits — or, for that matter, Euro-collar deposits
in general — is shown by the fact that they are not covered by

Federal Deposit Insurance (6), and neither Regulation Q fixing

maximum interest rates for deposits nor the statutory reserve rcquirc—

‘ments apply to them.

The issuing banks fix the interest rate on certificates every
morning before 10 am. They fix their rates independently of one
another. Once fixed, the rate is usuaily left unchanged for the day,
in spite of the Auctuations of Euro-dollar rates in the course of
the day. 'This practice has been adopted to attract non-banking
depositors who are not in sufficiently close touch with the market
to follow its fluctuations. It is not an absolute rule, however. While
it is observed for small transactions, when large amounts are
-nvolved or when Euro-dollar rates decline sharply during the day,
the basic rule that no quotation is binding unless it is accepted
immediately is apt to be observed.

The interest rates are based on the current FEuro-dollar rates
for corresponding ‘maturities. Broadly speaking they are about
i/s per cent lower, which is justified on the ground of the extra
advantage of marketability. Actually the differentials vary between
1/, and s per cent. They tend to be wider for longer matur-
ities than for shorter maturities, but this depends on the issuing
bank’s view on future tendencics of interest rates, on its relative
commitments in Furo-dollars for various maturities, and on the

celative demand for certificates for various maturities. If a bank
has over-lent Furo-dollars it may be anxious to offset its commit-
ments by borrowing more, in which case it may reduce the differen-
tial in order to attract more deposits, Conversely, if it has over-

the maximum covered by Federal Deposit Insurance is §25,000, which

(6) In any case
he minimom amount for certificates of deposit.

‘happens w be the same as t

o
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is that banks buy the certificate for their own account, though large
corporations or Middle East oil millionaires are well in a position to
to deposit $1 million or more. If the demand is for certificates of
small amounts then it is safe to assume that the depositors are non-

banking clients of the intermediary banks. Although the original -

intention behind the scheme was to be able to secure hitherto
untapped non-banking sources of dollar deposits, there is reason to
belicve that a high proportion of the deposits are held by banks.
They find the certificates very useful liquid assets whose yield com-
pares usually favourably with that of Euro-dollars at call, even
though the marketable certificates are just as liquid.

Switzerland is one of the main sources of demand for certi-
ficates, Holders of foreign accounts with Swiss banks may want to
employ their liquid balances in that form, In particular, if they are
awaiting a favourable moment for investing in Wall Street they
naturally prefer to acquire certificates which during 1966 secured

for them yields usually 114 to 134 per cent above those obtainable
through investment in U.S. Treasury bills or bank acceptances.

Having regard to the advantages offered by the certificates,
during the five months’ existence of the new market the increase of
their volume has been remarkably slow. Estimates of the outstanding
total varied, but even the bighest figure did not exceed $150 million
at the beginning of October 1966, compared with the estimated total
of Huro-dollar deposits of $10 billion, The turnover in the secondary
market is not very active, There is a great deal of inquiry because
all issuing banks are anxious to keep in touch with the market, but
actual transactions are few and far between. The main reason for
this, apart from the novelty of the device, is that during most
of the time of its existence Euro-dollar rates have been rising, If
depositors anticipate a further rise in interest rates the marketability
of the certificates offers no attraction for them, since they assume
that, should they wish to recover their deposits before maturity,
they would only be able to do so at a loss. For this reason they may
prefer to employ their funds in Euro-dollars at call. It seems rea-

sonable to assume that the market will expand during a period of
declining interest rates.

In the absence of a large turnover the range of the types of
operations in certificates has been limited. There has been no buy-
ing for forward delivery, nor time arbitrage which plays a very
important part in the New York market for certificates of deposit,-
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“Playing the yield curve ” is a much favoured type of operation Py
dealers in New York wishing to take advantage of discrepancies
between yiclds for long and short maturities and of changes 13
such discrepancies. As and when the London market will .cxparg.
such transactions will become a familiar feature, and so will ar ;
trage transactions with other centres after they too have develope

similar markets. .

I am convinced that the expansion of the market is only a
question of time. For one thing, American depositors are at prescn;
prevented by the existing unofficial ban from taking an active halil]
— though I suspect that some of jchern at any rate circumvent t cl
ban. Although none of the American bank branches are prepared
to issue certificates to American citizens, whether they are resident
in the U.S. or abroad, it is always possible to sccure them through
the intermediary of some non-American bank. But once Fhe present
ban is removed Americans are bound to take a very active interest
in the certificates. And once the dellar has.ccascd to be sub]th to
suspicion, holdings of such certificates are likely to become widely
favoured all over the world, in preference to ordinary time deposits
or Euro-dollar deposits, or any other kinds of market paper, and
even in preference to gold hoarding. Central Banks are llkelyhto
acquire a taste for it, as they did for Euro—dqllar dCPOSLt§. Abnot Er
important permanent source of 4cmand will be cr'catcd Dy t;
banks’ desire to spread their liquid assets over a wide variety o
easily realisable investments. o

Other U.S. banks in addition to those already engaged in issuing
certificates are likely to take a hand, if only to avoid losing deposits
as a result of the acquisition of certificates of other banks by their

depositors. British banks, too, are likely to follow the example,

apart from other reasons, in order to retain their lead in the Euro-
dollar market, a lead which might be threatened by a.spcctacullar
expansion of the market in certificates issued by American pﬁan tcs.
Nor is London likely to remain the only centre in which certihcates
will be issued or dealt in. .

The Bank of England is watching closely the development 1(})1:
this market, not only owing to its possi.blc 1mplxcat1or}s fro;n ttg
point of view of foreign exchange policy, but, also in ?r_ c;in
discourage any tendency towards over-trading by individua 11ss g
banks. All banks engaged in issuing certificates have to dec aretin
amounts issued in their weekly returns to the Bank. Houses operating

the
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in the secondary market, too, have to make weekly returns on
their total turnovers. The Bank intends to publish the total of these
returns in an early issue of its Quarierly Bulletin, The fact that
it pays so much attention to the new device in spite of the smallness
of the amounts involved at present seems to indicate that authori-
tative quarters share my belief that an cxpansion of the issue and
turnover of certificates is only a question of time. ‘

Once the advantages of the new device over alternative facilities
come to be widely realised its use is bound to be increasingly popular.
The extent of its popularity, like that of the Euro-dallars themselves,
will have of course its ups and downs. Conceivably certificates in
other currencies will also appear (8) and, in given circumstances,
they might overshadow the dollar certificates from time to timc.
Once the knowhow and the mechanism exist and the use of the
device is firmly established, it is likely to be used increasingly, subject
to temporary declines followed by further expansions, as in the case

of the markets in Euro-currencies.

Our next step is to examine the broader implications of the
new device, postulating that it has come to stay and that its market
will assume considerable dimensions. How is it likely to affect
banks within and outside the U.S.? Is it liable to affect the dollar
and-other currencies? Will it contribute towards an increase in the:
volume of liquid resources, and if so to what extent? Is it a poten-
tially disturbing influence in the foreign exchange markets and in
the national economies? At the present stage any answer to these
questions must necessarily be tentative and must rest very largely on
sheer conjecture. Nevertheless it is advisable to give some thoughts
to the problems involved, even at this early stage.

Assuming that certificates amounting to billions of dollars come
to be issued, how is it likely to aflect American banks? The effect
on individual banks will depend largely on whether they will parti-
cipate in the issue of certificates. If so, the question is whether the
amount a bank issues attracts more deposits from other banks than
the amount it loses through the issue of certificates by its rivals. This
question has been considered in great detail by American banking-
circles and in American financial literature in connection with the
issues of domiestic certificates of deposit in the U.S. As the amount.

(8) In fact, a small Swiss bank in Basel is actually engaged in issuing certificates of
deposit in Swiss franes. : -
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“of London certificates likely to be issued is bound to remain a small

fraction, of total American bank deposits, or even of domestic certi-
ficates of deposit, the problem is-one of secondary importance,
though not negligible.

Taking the American banking system as a. whole, it stands to
increase its proportion of time deposits. From this point of view,
too, the difference that the issue of London certificates is likely to
make is merely one of minor degree.

Even if British and other non-American banks should éngagc
in the issue of dollar certificates it would not materially affect the
American banking system. The basic fact of the situation that is
often overlooked is that dollar deposits against which certificates
are issued, as Euro-dollar deposits or ordinary foreign-held dollar
deposits, are dollars which musz be held with some American banks
in the U.8, No matter how many times they change hands as a
result of their change of status and change of ownership, they must
remain dollars held with American banks in the U.S. Changes may
result in transfers to other accounts or to other American banks but,
unless they lead to withdrawals of deposits in cash and the hoarding
of the notes thus withdrawn, they must remain within the American
banking system, So the issue of certificates by non-Ametican banks
merely results in transfers of dollars from one account to another,
or from one American bank to another.

An active turnover in the secondary market for certificates is
liable to increase the frequency of transfers of deposits between

American banks. Each time the certificates change hands the buyer’s

bank loses the deposit and the seller’s bank gains the deposit. Under
the law of averages such gains and losses are liable to cancel each
othér out in the long run — assuming that all American banks issue
certificates and all certificates are equally attractive — but banks
have to provide for the possibility of additiona] withdrawals in
the short run.

So long as the issuing of certificates is confined largely to
American banks, the operation of the system is likely to reduce the
amount of Euro-dollar deposits under the control of non-American

holders. For the duration of the deposits obtained by American

banks the dollars come under the full control of American banks,
in the same way as do Euro-dollars borrowed by American banks
in the market. The importance of this point should not be exag-
gerated, however, After all, as we saw above, dollar deposits in 10
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matter what form, whether owned by residents or non-residents
must necessarily be held in the form of dollars with ag Amcrican,
bank. The difference is that so long as the dollars are under the
control of a non-American holder there is always the possibility of
thcn" withdrawal at any time from the individual bank in ucsgon
buLt if an American bank re-borrows them in the form of Eur%—doliar;
or in the form of deposits against which it issucs certificates, it will
gain full control of the dollars for the duration of the deposit, It can
th.crefore make use of them without having to envisage their.suddcn
withdrawal, Since, as I pointed out above, the amount involved
represents a bare trickle into the vast dollar pool of American
banks, the extent of the effect of the issue of London dollar ccrti«
ﬁcat@ by American banks on their own liquidity provisions is purel
marginal. But to that extent it is in a favourable sensc as far as ch
tssuing bank is concerned,

The effect of issues of certificates by other American banks
tends to be of course in the opposite sense. Even if a bank remains
unaflected by the original transaction, there remains the possibilit
that‘-subsequent transactions in the secondary market might Ieag
to .w1thdrawals of deposits. Or dormant deposits might become
active dCP(‘J‘SitS. In other terms, the velocity of circulation of its
deposits might increase. But, it must be re-emphasised, any likel
change would be purely marginal, P ES

An.other question to be cxamined is the extent to which the
dollflr is liable to be affected. It depends on whether the issue of
certificates means the conversion of a foreign currency into dollars
or merely the conversion of one type of dollar into another, I !T.hﬁ‘,,
ccrtlﬁca'tcs are acquired by holders of Furo-dollar deposits  the
transaction merely changes Euro-dollars into London dollars. 1If
forC}gn holders of dollars acquire them it increases the amoun.t of
foreign-owned glollars relent outside the U.S, Since, however, the
borrowers are mostly American bank branches in London whe re-
lend most of the dollars to their own head offices, such transactions
are not likely to increase the supply of dollars in the foreign ex-
change market. In fact, possibly later, when certificates will come
to attract flight-moncy, their issue might cven lead to an increase
of dem.and for dollars. At present it scems probable that the aver-
whelmlng majority of those who acquire certificates pay for them
with dollars they already possess. '
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Since at the time of writing the Euro—dollar- market is many
times larger than the market in London dqllar.ccruﬁcates of dcpos1t.,
it is Euro-dollar rates that largely determine interest rates on certi-
ficates and the price at which certificates change hzfmds in l‘ihc
sccondary market. But this statc of affairs may change if and when.
the volume of such certificates should increase to an extent tha'lt it
comes to bear comparison with that of-Eulro-dc_JHar deposits. In given
circumstances it is conceivable that the tail might then come to wag
the dog from time to time. : ' |

ng is the new device likely to affect Bri.tish bankingr If a
number of British banks should embark on the issue of -do_llar certi~
ficates it would add another profitable line to thclr_ existing inter-
national banking activities. What is muc%l more '1mp.ortanlt; ashar
remote possibility is that British banks might be 1gsp11-cd : g the
example of London dollar certificates to issue sterling ceriﬁ Icgtcsl
of deposit to holders of non-resident ster!mg only, or even to .(13 ers
of resident sterling. It would be a logical development, similar ;oj
the development of the inter-bank sterling market which was largely
inspired by the example of the Euro-dollar market. . |

There is much to be said in favour of issuing sterling certificates
to holders of external account sterling. Tt WOll.ld mop up some of
the supplics of Euro-sterling which are now available for sp€cu11atprs
against sterling. At times of acute attacks on sterling, specu gtuf
is financed largely by borrowing Euro-sterling, ma.mly over \Ecc -
ends, and selling the spot exchange. 01'1 such occasions short : uro-

sterling rates are liable to rise to fanta.stlc figures. Should the ;f ncE
means unlimited supply of Euro-sterling be reduced as a result o

the issue of sterling certificates it would tend to cause an even.

steeper rise in the cost of short-period speculation, and this wouig
discourage speculation in that form. Admittedly the result w%l d
be a widening of the discount on short forward stcrlmgc.i. s
might not be welcome in Briti§h ofﬁc.;al clrclc.s where 1s§our
agement of speculation by raising its cost is unﬁashlonablc nowla aycsl..'
But since official support to forward ster‘h_ng is conﬁn‘i:d 1‘co ong] |
maturities it is possible that the authorities do not fee st;og;gny
against encouraging an increase in the cost of short-term speculation.

i i infini i 3 in the long rum
What is potentially infinitely more important in t o
is the remote possibility that the example of London dollar certt

i . : i erti-
ficates might inspire British clearing banks to issue sterling cer

. . in-
ficates to holders of resident sterling accounts. The arguments
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volved in this question are outside the scope of -the present article,
however.

There remains the question about the effect of the new device
on international liquidity. In dealing with this problem briefly we
have to differentiate between its eflect on official reserves and its
effect on credit facilities available for international trade and finance.

As far as official reserves are concerned, the efect depends on
whether the new depositors had already possessed the dollars or
had to acquire them in the market, and also on Whether the change
in the form in which foreign-owned dollars are kept affects the

_ likelihood of their use for speculative purposes. We' have already

observed that, should the certificate become popular, it would tend
to increase buying pressure on the dollar. But since it is liable to
attract “ hot money ” it would be a blessing of problematic value.

As for the conversion of foreign-held dollars into deposits against
which certificates are issued, it is impossible to form any definite
opinion whether holders of certificates arc less likely to scll their
dollars for speculative purposes or through flight from the dollar
than holders of Euro-dollars or of ordinary dollars. Nevertheless
it scems just possible that, since speculation by them entails first the
sale of the certificates and then the sale of their dollars proceeds,
there is marginally less likelihood for such use of them, though not
less likelihood than for the realisation of, say, U.S. Treasury bills
or bank acceptances for the sake of getting out of dollars,

Having regard to the above considerations, it seems possible te
conclude tentatively that the new device tends to be moderately
beneficial from the point of view of the reserves of the United
States. Its effect on the volume of liquid resources available for
international trade and finance is likely to be much more important,
Since the velocity of circulation of deposits against which certificates
arc issued is higher than that of ordinary dollar deposits or even
that of Euro-dollar deposits of corresponding maturity, the same
amount of dollars is likely to do more work. A time deposit or a

- Euro-dollar deposit has to remain idle till maturity, even though

the American bank with which it is held is in a position to use the
dollars for international financing should it wish to do so. A certi-
ficate, on the other hand, can be turned into liquid cash at two
days’ notice, so that it is more likely to be used actively by the
depositor. It means that the same deposit is apt to be used twice —
by the American banking system with whom the dollars are held
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and by the depositor who, having re-lent them to the American
bank, has recovered its possession through the sale of the certificate
in the secondary market. The original use of the dollars by the
American bank does not preclude the use of the same dollars by
its depositor who does not have to withdraw them from his Amer-
ican bank in order to be able to recover possession of his money.
Even though the buyer of the certificate has to withdraw a deposit
from some. American bank, the American banking system as a
whole will continue to be able to use the dollars in spite of their
being used also by the depnsitor himself. It is only if the buyer of
the certificate had intended to make active use of his dollars before
deciding to buy certificates that the dual effect would.be cancelled out.

This is one of the paradoxes of the modern banking system.
All that happens is that the same amount of dollar deposits is doing
more work than it would have done if the depositor had tied it
down for a definite period in the form of a time deposit. We saw
earlier that such an increase in the velocity of circulation of deposits
may necessitate larger provision for meeting withdrawals. But the
actual extent of such provisions would be infinitesimal unless the
volume of London dollar certificates should increase to an amount
comparable to the volume of deposit certificates issued in the U.S. —
which is most unlikely.

London branches of American banks, by issuing certificates,
increase their resources available for financing foreign trade., If they
lend the dollar proceeds of the certificates to their head offices, the
latter are enabled to expand credits, including credits for foreign
trade. Once the shortage of credit in the U.S, comes to an end, a
much higher proportion of the dollars borrowed by the London
branches will be re-lent to finance foreign trade,

Beyond doubt, the higher degree of flexibility provided by the
new device will tend to place additional resources at the disposal
of international trade and finance as a result of the increase in the
velocity of circulation of the deposits concerned. Once more, while
Treasuries, Central Banks and economists are engaged in endless
discussions about the means of increasing international liquidity,
practical bankers have found a solution which should go some way
towards meeting the growing requirements of international trade
and finance. Tt can achieve that end without increasing the extent to
which the international financial system is vulnerablé. For there
is less likelihood, not more likelihood, for sudden withdrawals of
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the deposits concerned than there would be if foreign owners of
doltars had not acquired certificates.

. There is yet another aspect of the new device. Its use should
tend to encourage the development of long-term deposits. Should it
become possible to extend the maturities of certificates of deposit

~ to, say, five years — the same as for Euro-dollars —— they might

provide very useful mecans for banks to engage in medium-term
lending, because they would be able to secure offsetting deposits
Who:se maturities could be made to coincide with those of their
medium-term loans. Surely this would be a step in the right direction.

.For this consideration alone the new device is to be welcomed and
its dcvclopment encouraged,

Pavr Emnzig
London |
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