The CD in American Banking: Retrospect
and Prospect

The emergence of negotiable time certificates of deposit has
been onec of the most remarkable features of commercial banking
development in the United States since 1061 Comrnercial banks
perform various financial services, but their primary role and major
source of income is financial intermediation — the channelling of
loanable funds from surplus to deficit economic units, The banks’
ability to lend depends on a somewhat different set of factors than
that of other financial institutions as a consequence of the money-
function of their demand deposit liabilities and of the fractional
reserve system. But otherwise their lending capacity depends on
their ability to attract funds in competition with other financial
sntermediarics and direct borrowers. The negotiable time certificate
of deposit (hereafter referred to as the CD) has played an important
role in the competitive struggle of commercial banks —— it has
enabled them to tap sources of funds they had neglected since the
banking reforms of the thirties, The aggressive employment of the
CD has already brought about various changes in banking practices,
and it may lead to even more far reaching modifications in the func-
tions performed by commercial banks and in the banking structure.

This article is devoted to the CD phenomenon as it affects the
role of commercial banks as financial intermediaries and the struc-
ture of the banking industry. We shall also dwell on the effects of
interest rate regulation on the development of the CD as a potential
source of funds. '

1. CD's and the Growth of Time Deposits in Commercial Banks

In order to trace the characteristics and significance of CD
growth, it may be uscful to describe briefly the development of time

deposits in general in commetcial banks since the banking reforms

of the thirties,
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Up to 1929 the ratio of time deposits to total commercial bank
deposits was on the increase and reached 44%, (r). The years 1929
to 1933 saw a sharp contraction in both demand and time deposits,
but the latter shrank even more than the former, amounting to
about 40%, of total deposits (2). The regulation of deposit rates,
enacted as part of the banking reform, bad little practical effect until
the early 50s. “Time deposits were not generally attractive to
commercial banks during the era of low interest rates, ample loan-
able funds and limited private credit demands between 1933 and

1945 " (3).

Time deposits amounted to no more than 235 of total com-
mercial bank deposits at the end of r1945. Their loan-deposit
ratio at excéptionally low levels (4), and being well stocked with
secondary reserves to mect an upswing in loan demand, commercial
banks made no intensive effort to attract time deposits in the early
postwar years. Thus, banks were able to increasc their business
loans between 1945 and rg51 at an annual rate of 219, while their
deposits — both demand and time — were growing at an annual
rate of about 5%. The banks’ investments in U.S. Government
securities were reduced in the same period at a rate of almost 6%
a year (5). From 1951 to 1956 loan expansion slowed down, while
accumulation of time and savings deposits gathered some steam.
By the end of 1956, time deposits, at $52.3 billion, were 31.1 percent
of total deposits, but the loan-deposit ratio departed much more
drastically from its immediate post-war level, reaching about 47 per-
cent (6). The increase in loan demand brought about a shift in
the composition of bank asset portfolios -— the share of loans was

- iEII)I’IIM: ra;io (:f tlime to total deposits went up Jlfrom 18%, in 1899 to 27% in 1909,
o 919 and 44%, in 1929 (All Bank Statistics, United States, r8g6-1955).
Banld (2) Boeen and Kroos, * Savings and Other Time Deposits in Commercial Banks ” (A
U“l ing Research Study by the Graduate School of Business Administration, New York
niversity), ax (Igﬁz), ’
(3) 1hid., 23.
Baz-zfc ((;;) 1\?3;: ;o?gv;;(xlzzntsﬂin 't.-he Commercial Bank Loan-Deposit Ratio ™, Federal Reserve
1t was about 2y y Review, March 1966, 65. At the end of 1946 the loan-deposit

(5) Trends in Conymercia] Banki ;
Revieaw, Angas oot ial Banking, 1g4s-1965, Federal Reserve Bank of S:t. Lows

6 . L

(6) Where no other source is indicated, the figures are derived from the Flow of Funds,

Assets iabiliti
Govun&;r:d %mbﬂmes, 1945-1965, and the Flow of Funds Annual, 1946-65 of the Board of
s of the Federal Reserve System (Mimeagraphed). ‘
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growing gradually while that of Government securities was on the
decline (7).

The relative indifference of commercial banks to time deposits

was not shared by savings institutions, particularly savings and loan

associations. Between the end of 1945 and of 1956, when the banks
accumulated some $21.9 billion of time dcposits, savings institutions
amassed an amount of $46.9 billion. The comparison is even more
striking when rates of growth are taken into account: in commercial i
banks the 1956 level of time deposits was 72 percent above the :

end-1945 Jevel. The corresponding figure for mutual savings banks

was 96 percent and for savings and loan associations — 401 per-
cent (8).

The poor showing of commercial banks is well accounted for
by differences in the average rates paid on savings by the various
types of depositary institutions (Table 1). The banks could not
match the rates paid by competing savings institutions had they
wished to do so: the cciling under Regulation Q of the Federal
Reserve Board, as revised in. January T, 1936 — to remain in effect
for 21 years — was 2.5 percent, a rate which savings and loan. asso-
ciations exceeded as early as 1949.

The revision of Regulation Q on January 1, 1957, Was rather
modest -— the ceiling on rates paid on go-180 days time deposits was
raised from 2.0 to 2.5 percent, whereas the rate ceiling on longer
held time deposits and savings deposits was upped from 2.5 to 3.0
percent. But the year 1957 saw a turning point in the attitude of
commercial banks towards time deposits. The average rate of interest
paid by them advanced 0.5 percent (by almost third), and while it
remained lower than savings institutions™ rates, it has been in lively
competition with them ever since.

Between 1957 and 1960 commercial banks attracted about $21.0
billion of new titne deposits, the ratio of their time to total deposits
reaching approximately 37.5 percent. The average rate paid by them
in 1960 amounted to 2.56 pereent, another 0.5 percent over and above -

onstrated by Wirson, ¢ America’s Changing

(7 'The switch between 1954 and 1956 is dem !
in Monetary Policy

Banking Scene *, reprinted from articles in The Banker (May-July 1957)
and the Development of Money Markets, 132, 148 (1966).

(8) Credit union shares, included in the total for savings institutions, went up from
$o,4 to $2.9 billion, eor by about 6z0 percent.

(g) For Regulation Q ceilings until 1964 see RrrTER, % Regulation Q: Issues and
Alrernatives *, Association of Reserve City Bankers, 10 {1965} )
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TIME DEPOSITS AND INTEREST RATES: 1946-56 Tastz 1

(§ billion, %)

Commercial Banks | Savings & Loan Assns. | Mutual Sayvings Banlks

[ vl i Racal Bl g [l e

946 . . - | 342 3.8 0.84 8.6 1.2 231 | 16,8 1.5 1.56
1947 «+ » - .« | 355 1.3 0.8 9.8 1.2 234 | 17.8 r.o 1,62
g8 . . o ] 362 0.7 0.90 j II.O 1.2 2,43 | 18.4 0.6 1.66
949 . - + - | 366 0.4 09 | 125 1.5 2.52 | 10.3 0.9 1.82
1950 « - . - 36.9 0.3 0.94 14.0 1.5 2.55 | 20.0 0.7 E.GO
s . o« - . | 387 1.8 1.03 | 16.1 2.1 262 | 2009 | 0.9 1.96
82 .« - . | 417 3.0 115 | 19.2 3.3 2.5 | 22.6 .y 2.31
1953 « + - . | 45.1 3.4 1.24 | 228 3.6 287 | 244 1.8 2.40
1954 + « - « | 489 | 3B .32 | 27.3 45 | 205 | 264 | 2.0 | 250
1955 . - - - | 503 1.4 .38 | 2.0 4.8 g.0r § 282 1.8 2.04
w36 . . . . 52.3 2.0 r.sd | 371 5.0 3.13 | 30.0 1.8 2.7

Sotree: Deposits - FRS Flow of Funds (sec note 6),
Interest rates - Bogen and Kroos, 26 (see note 2),

the 1956 average (10). But loan demand outstripped even this rapid
deposit cxpansion, and the loan-deposit ratio at the end of 1960 had
,a‘pproached 6o percent (11}, (Despite the narrowing of rate differen-
tials, savings institutions continued to pay higher interest rates than
commercial banks — the average rate paid in 1960 by MSB’s was
0.'89 percent higher and that paid by SLA’s was 1.44 percent
higher (12). In the 4 years 195760, SLA’s sold $25.0 billion of new

. s . ] - . .
avings shares, whereas savings deposits with MSB’s increased by

$6.3 billion).

The emergence of the negoti I i it i
th gottable time certificate of deposit in
‘;ﬁ;ly 1%61 should be viewed against the background of the gcvélop—
nts described thus far: despite intensified efforts on the part of

——

10) B ails
" Strug(glz -fE: g:iﬁbson tlé‘iesc1{lie*«rf:lcpr‘nﬁnl:s in one Pederal Reserve district see SnuLs,
Bfﬂsin.m Rce;iew, MaE s ;3 Philadelphia Story ®, Federal Reserve Bank of Philadelphia
(21) Easy w2 ;

) Easynuma, Pressing Against the Ceiling? Or How High Can the Loan Deposit

Ritlo Gop».
,» Federal Reserve Ba : . A .
(x2) Boomn and Kﬁoosf op”g:f ;/u!adelpﬁm Business Review, May 1966, 11.
. cit., 26,
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commercial banks to attract additional funds, the loan-deposit ratio
continued to rise, and

“\here was concern in some quarters that unless they somehow in-
creased their lending ability, New York City banks would be unable
to supply the legitimate loan requirements of their customers during
the next cyclical uptrend”. (13)

2. The Functions and Scope of the CD Business

Time certificates of deposit are, essentially, evidence that a
depositor will leave his funds with a bank for a specified length of
time in return for a specific rate of interest. Many of these cer-
tificates, issued on a local and regional scale long before 1961, have
always been legally negotiable (14). They could not, however, be
sold before ¢ maturity ” to the issuing bank without forfeiture of all
or part of the accrued interest, whereas other money market instru-
ments could be sold at any time. '

To overcome this disadvantage, the First National City Bank of

New-York concluded an agreement with the Discount Corporation :;% '

of New-York, which was making a market in Government bonds
and bankers’ acceptances, to guarantee the marketability of the CD’s
issued by the bank since February 1961 (15).

The First National City Bank and other money-market banks,
which immediately followed in its steps, have sought to attract by
the new instrument the liquid balances of large non-financial cor-
porations.

Commercial banks began losing corporate deposits when they
wete prohibited from paying interest on demand deposits (16). The
drain was not serious in the 30’s, when alternative investments yielded

(13) Law and Crum, “ New Trend in Finance: The negotiable C.D.7, 41 Harvard

Bysiness Review, 115, 116 (1963).
(14) ¥ Negotiable Time Certficates of Deposit”, Federal Reserve Budlctin, April

1963, 458.

? dgs) Tor detaiis on the sccondary market in its initial phase see Fieldhouse, « Certifi-
cates of Deposit”, Federal Rescrve Bank of New York Monthly Review, June 1663, 2.
Later on, some of the money market banks themselves entered the market, buying and selling -
for their own account CD’s issued by other banks. See ® American Banking: Each Other’s .

Wash *, vol. 218 The Ecomomist, 739 (Pebruary 19, 1966).
(16)  Billions in Search of a Top Return ", Businéss Week, October 19, 1963, ¥/
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very low returns, but an increased interest in cash management has
been one of the major developments in post-war finance.

“ Corporate treasurers with surplus cash began initially to explore
the Treasury bill market... eventually corporations replaced the banks
as the largest holders of these securities.

As in'terest_rates and cash flows continued to rise... corporations
began to investigate more complicated investment opportunitics —-
municipal obligations, commercial paper, finance company paper.

. 'Moncy market banks have traditionally been the major repo-
sitories of “ reserve’ balances of national companies and were hardest
hit by these developments™. (17)

The amount ake e qui ider
o s at stake were quite considerable, as can be seen
in Table 2.

FINANCIAL ASSETS OF CORPORATE NONFINANCIAL BUSINESS Tane 2
{(EXCLUDING TRADE AND COMSUMER CREDIT)
($ billion)
Demand : .8, Open-

Year end Total ];:%(.::S DE;';L‘;“ Ses‘.?:ittlics r:;[:g%t Municipals gst:';;
1945 . - o« o 51.4 20.4 0.9 21.1 — 0.3 8.7
w8 .. . 52,1 23.8 0.9 14.8 0.4 0.4 1.8
7% S 66.7 28.0 0.9 20.5 0.9 0.6 15.7
1954 .« . - 4.2 1.0 I.I 19.1 1_-3 1.0 20.49
957 . . . B4.1 32.1 1.0 18.4 1.5 1.5 29.2 -
b . . . . g7.8 32.1 2.8 19.5 2.4 2.4 | 381
whr ... 1022 33.4 4.6 18.5 3.0 2.2 40.4
962 . . . 106.8 32.8 8.3 19.6 3.8 1.8 43.4
wh .. . . 118.% 32.0 12.2 20.2 4.5 2.9 47-0
1924 e 123.2 29.3 154 8.8 5.0 2.9 50.9
s ... 129.G 27.4 19.2 16.7 6.y 3.6 56.3

Sonree: FRS Flow of Funds Annual (see footnote &).

tmafl;l;lélcézlnsasgts heldcll_by nonfinancial corporations (excluding
ol dcpdsits ‘;ther credit) were equivalent to 4o-50 percent of the
this port of b cpr{ﬂmermal banks. Changes in the allocation of
signiteance Bet;nma assets were therefore a matter of ntmost
deposit < een 1945 and 1954 corporate holdings of demand
. currency kept abreast with the expansion of financial

_——

© () Law and Cruy, op, cit., 116
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asset holdings generally, But the years 1955 to 1960 saw a setious
sethack : out of an additional $24 billion of financial assets, only $1.1
billion were in the form of demand deposits and carrency, while
$1.7 billion were added to time deposits (18). The introduction of
negotiable CD's has been an attempt to reverse the trend — and
it has been quite effective in achieving this end. Holdings of cur-
rency and deposits (demand and time) did not recapture their
relative position of 1954 among corporate financial assets, but the
smounts held went up substantially: from $34.9 billion in 1960 to
$46.6 billion in 1965 (x9).

Bankers were late to realize that since 1954 nonfinancial cor-
porations had stopped building up their currency and deposit ba-
fances. Besides, they expressed concern. lest by offering to pay interest
on corporate time deposits they would only induce a shift from
demand deposits to time deposits, with no net deposit gain (20).
This concern has proved to be exaggerated — demand deposits and
currency holdings declined by less than $5 billion between 1960 and
1965, whereas additional time deposits amounted to more than $16
billion. (Not all the additional amount was in the form of CD’s).

To minimize the attrition of demand deposits, CDYs were ini-
tially offered only in large denominations — $500,000 or more.
Later smaller denominations were issued, but the Federal Reserve
Board survey of end-1gb2 still indicated that more than 2/3 of
the CD’s outstanding were in denominations exceeding $500,000 (21).

Although the number of banks willing to issue negotiable CD’s
is quite large — almost 1,800 according to a Federal Reserve Board
survey of December 1965 — the bulk of the amount outstanding was
issued by about 250 large banks, as shown in the table below (22).

(18) In the same period holdings of municipals and open-markel paper went Up by .
about §3 billion.

{19} 'The FRS"s flow of funds tables give no breakdown of “ other financial assets ™
It is interesting to note that these assets accounted for 53%, of the increase in financial asset -
holdings between 1945 and 1954, for 43%, of the increase berween 1954 and 1961, and for
56%, of the increase between 1961 and 1905.

(20) There were those who doubted the wisdom of commercial banks competing for
time deposits at all. ParrcHarp, % The Case Against Commercial Banks Savings Accaunts "
vol, 4y The Bunkers Maguzine, Boston, Spring 1964, 73. See also footnote 22 below.

{21} The survey mentionad in footnote 14 above gives the follewing breakdown accord
ing to denomination: lcss than $1o0,000 - $5g7 million; $roo,0c0 - $500,000 - Ho7B mition; =
$500,000 and more - $4,600 million, :

(22) Cacrr, * Time and Savings Deposits, Late 1965, and Early 1966 ", Federal Reserve
Bullotin, April 1905, 466, 482-3.

are logking for » says
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TAnLE 3

NUMBER OF BANKS ISSUING CD's AND THE AMOUNT OQUTSTANDING
ACCORDING TO BANK SIZE, DECEMEER 1665

Size of bank less than
] (Deposits in § mil.) 10 1o-50 50-100 Loo-500 ango:))ver
Numbet of banks . . . . 882 543 107 r7o 75
f : i
Amount of CD's (§ mily . 554 854 409 1,562 11,403

Source: Federal Reserve Bulletin, April 1966, 482-3.

The negotiable CD business is therefore limited mostly to large
banks attempting to attract deposits of large corporate customers.
The slgllnﬁcance of the growth of this particular instrument is, how-
ever, quite far-reaching, and we shall refer to it in the sections below.
Here we shall stress only one aspect of the CD development — its
being part of the commercial banks’ cffort to capture a larger share
of the flow of time and savings deposits. It can be seen in Table 4
below that, with the exception of 1959, the distribution of time and
savings deposits since 1957 has been more favorable to commercial
})al}ks in comparison with the carly postwar period (see Table 1 abave).
This trend has been even more pronounced since 1961, when the
CD began to strengthen the banks’ competitive position, but
negotiable CD’s have been only part (no more than a third) of the
time deposits accumulated with commercial banks. In 1965 a sym-
bolic landmark. was reached on the way towards time-deposit bank-

- ing: the balance of time deposits of individuals, partnerships and

cgporations held byl commercial banks excceded for the first time
‘tw aes bailancc gutstandmj.}g of IPC demand deposits, In 1945 the ratio
was almost 8 to 2 in favor of d d it

s ] s 10 s of demand deposits, and as late as 1961
) dThltl: growing flow of time deposit money was associated with
gradually increasing interest rates. The negotiable CD’s have no

-do :
ubt contributed to the trend - the funds invested in this instru-

ment ; it ‘
t have proved to be highly sensitive to interest rates (23), and

—_—
¥

(23) Rate,.. i
usuagy wing the day... “ We're our for the best rate for the term we
he treasurer of one large cil company, “On CD we'd like about a

over the 90 day bill p » [T
st Week, ]-uI;’ 1o, i;lg:” .SS?uoted in “ How Banks Have Lured More Conporate Cash ™,

A

Busin
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the banks were competing against other money market instruments
when rates were rising generally (24). Over the period 1961 to
1966 Regulation Q was amended four times to permit banks to offer
competitive rates (25), and many of them used the permission (26).
The responsiveness of CD money to changes in interest rates has
enabled commercial banks — particularly the larger among them —
to take more initiative in financial intermediation, But owing to
the continued presence of Regulation Q, they are much more vulner-
able than before to the possibility that competing money market
rates will penetrate the ceiling, without the Federal Reserve Board
coming to their rescue and amending the Regulation. In the suc-
ceeding sections we shall refer to the risks inherent in the growing

importance of the negotiable CD.
TanLE 4

FIME DEPOSITS AND INTEREST RATES: 1957-60
($ billion, %)

Commercial Banks | Savings & Loan Assns, | Motual Savings Banks

Ycar-cndl Annual | Average | Year-end Annual | Average | Year-end| Annual Average

(

balance flow rate balance fHow rate balance flow rate

. w057 .« -« - | 5781 35 | 208 | 419 4.8 | 337 | 3n7 | L7 | 294
| i958 « - .« - 65.8 | 8.0 | 221 | 480 61 | 340 | 240 | 23 | 397
\ G5 . - . o . g5 | 17 | 236 | 546 66 | 354 | 350 | 10 | 319
gho . . - o+ ) 733 5.8 | 256 | 621 7.5 | 400 | 363 1.3 347

~ by . . - . 1 827 | 0.4 ~ 21 | o9 | 88 | 404 | 383 2.0 2.58
wgha . . . o ‘ 083 | 156 | 3.23 80.2 93 | 408 | 413 3.0 3.85
g6y . . . | 13264 143 ) 334 gr.3 | 11 | 417 | 44.6 3.3 3.96
1964 . y2 | 14.6 | 3.47 | P09 10.6 | 49 | 4838 42 | 4.06
1505 . 147.2 | 20.0 | 373§ 1103 8.4 | 422 | 524 3.6 411
1966 . \ 158.8 | 116 | 411 | 113.9 3.6 | 446 | 550 2,6 4.50

i |

Source: Deposits — to 1968, FRS Flow of Funds; 1966 — E.R. Bulletin, Interest rates
— 1g57-61, Bogen and Kroos; 1962-651 Commercial Banks — F.R, Bulletin {member banks
only); SLA’s and MSB's — 19b7 Savings and Loan Fact Book (U.S. Savings and Loan
League), 17.

{24} See Svowe, “ The Changing Structurc of the Money Market ®, Journai of Fitanct)
May 1965, 229

(25) Regulation Q was actually amended six times, but the last two amendments, in
July and September 1966, did not imvolve increases. We shall return below to the details of
the various amendments,

(26) CacLs, op. cit., 4823 When Regulation Q was amended in December 1565, 58
of #5 large banks (those with $s00 million or more in deposits) raised their CD rates,
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3. The Significance of the CD for Bank Management

The role of financial intermediaries is to channel loanable funds
from surplus cconomic units to deficit units (27). Lines of demarca-
tion between types of intermediaries are usually drawn according
to either the characteristics of their sources of funds, or those of
the uses. Occasionally the lines are blurred when intermediaries of
different types are competing in the same markets.

The most distinctive feature of commercial banking is still the
acceptance of demand deposits withdrawable by check, and the cop-
sequent participation in handling the payments mechanism of the
cconomy (28). Banks’ willingness to accept demand deposits has
never been made conditional on the availability of attractive invest-
ment outlets. But when loan demand exceeds their ability to accom-
modate it from regular sources, commercial banks look for additional
sources of funds. The eagerness of commercial banks to compete
for time and savings deposits with specialized thrift institutions has
been a function of changes in their investment opportunities {and in
the views about acceptable investments) (29). A ‘

We have mentioncd above that from the end of World War II
until the mid-50’s commercial banks had no difficulty in meeting
their customers’ loan demand simply by reducing the sizeable port-
folio of Government securitics they had accumulated in the 40’s (30).
A combination of factors led the banks in the late 50’s to change
their attitude towards savings deposits:

= The continued expansion of the demand for business loans,
which pushed their loan-deposit ratios to uncomfortable levels;

liﬂ[,i]itgs?) Fxlasl;iiall intc:r-mediarics plcrfor-m a 'uscful i-fu.nction by “ converting ¥ assets and
defic u;-.it dcmaf;;ls unllt may be interested in acquiring a short-term asset, whereas the
e intermedian s a long-term loan, By pooling the short-term asscts of surplus units
cdiary is able to satisfy part of the long-term loan demands of deficit units.
“ inc(v?ﬁzlb\lﬁc 1g.nore here the |pecullinr conseq‘ucncc‘of the fractional reserve system, It is not
. Sr: part of the comnmercial banks’ functicn as part of the payments mechanism,
Punds ,??)ASEECEEEEISEEN ];:irSEL](J;:‘N, * Time Deposit Growth and the Employment of Bank
Competition for Fund: Bctwc:; C;tf;; Banl'cels 1965; C‘luaps: Jr. and.LA‘I‘KlN, “ Improving the
11, School of Buc vee ¢ mercllal B‘anks and Thrift Institutions ¥, Rescarch Paper
( usiness Administration, University of North Carolina, 1963.
30) At the end of 1945 Government scourities held by commercial banks amounted to

$90.6 bilyj
, lon, or g6 percent i ] .
total asses, ' 5G percent of their total asscts. Loans at $26.1 billion were 16 percent of
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— The “discovery ” of new remunerative credit outlets: con-
sumer loans, mortgage loans, more term joans to business, etc, (31).

— The slowdown in the expansion of demand deposits, which
contrasted with the unprecedented growth of specialized savings
institutions,

The 1957 amendment of Regulation Q signaled the beginning
of a keen struggle for time deposit money among commercial banks
and between them and savings institutions (32). The emergence of
the negotiable CD in 1961 can be viewed as another manifestation
of the competition for deposits, but various characteristics of the new
instrument lend exceptional significance to its rapid growth,

By issuing negotiable CD's commercial banks have started to
compete for funds in the most interest-rate sensitive segment of
the capital market. It can be claimed_ that the banks only try to
recapture the corporate funds they lost when company treasurers
became more rate conscious. The fact is, however, that they did
not actively compete before with Treasury bills and commercial
paper. This invasion info the moncy market territory spells both
oppertunity and danger,

Because of the size of this market and its interest rate respon-
siveness, banks that are large enough to penetrate it acquire unpre-
cedented flexibility in the management of their business (33). The
concept of asset management, which is coupled with a relatively
passive attitude towards deposit liabilities, can be substituted for a
Jiability management concept. Banks know that they can count on
buying liquidity through raising their CD rates whenever loan de-
mand makes such a move worthwhile. The CD market, being
national in its scope, lessens the dependence of a commercial bank
on its local market (34).

{31) As stressed below, there is a two-way relationship between the expansion of invest..
ment outlets and the growth of competition for funds — the one prompts the other.

{32) For early roferences on this development see: ALHADDIF and Avimapsrr, © The
Struggle for Commercial Bank Savings ”, vol. 74 Quarterly Joursal of Economics, 1 {1958}
Carson, * The Competition for Savings Deposits ¥, vol. &7 Journal of Political Ecanomy, 580
{1959). Both expressed doubts as to the profitability of savings deposits to the banks.

(33) “ Buying liquidity is a policy than can generally be followed only by larger instit.’
tions, because money market investors hesitate to place their funds into very smali banks, no
matter how attractive the yield ». Naprme, * Changing Concepts of Liquidity *, Savings and
Loan News, May 1967, 22.

{34) Navrer, “ Liability Management: Banking's Quiet Revolution ™, Banking, March
1967, 35 (140).
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On the other hand, the very manageability of the CD money
(subject to a reservation mentioned below) constitutes a temptation
that many banks may find hard to resist. Banks were warned “to
refrain from trying to buy growth when the price is clearly dispro-
portionately high  (35). When banks raise CD money for the sake
of growth, without any foresceable need for its employment in
meeting credit demands, they are bound to take excessive risks and
abuse the legitimate concept of liability management.

Active commercial bank competition with issuers of money
market instrutnents is a factor contributing to greater perfection of
the market mechanism — funds flowing from one segment of the
market to another in response to minimal interest rate variations.
Being more interest-rate sensitive on the liability side of their ac-
counts, commercial banks must be careful to adjust their earning
assets so as to cover additional interest costs. This can be done
either by raising loan rates, or by shifting from lower to higher
yielding assets.

Although banks could be more flexible in their loan rate policies
than the savings depositary institutions, which are locked into long
term mortgages with their interest rates fixed over the life of the
contract (36), commercial bank loan rates were quite sticky between
1960 and 1965 {Table 5). Only in 1966 did the monctary constraint
push loan rates considerably upwards.

TABLE 5
BANK RATES ON SHORT TERM BUSINESS LOANS - 19 LARGE CITHES: 1955-1966
Year A Year A Year A Month A
1955 347 1959 5:0 1963 5.0 | 1960 Bi | 5.55
1956 4.2 1960 5.2 1964 5.0 vi 5.82
1957 4.6 1961 5.0 1965 5.X ix 6.30
1958 43 1962 5.0 1966 6.0 xl | 63r

Source: Federal Reserve Bulletin {Weighted averages based on new loans and renewals).

{35) Rany, “Behind the Headlines on CD¥s ", Burrough's Clearing Heuse, March
1965, 37.

{36) Mmusky, “ The Evolution of American Banking: The Longer View ”, vol. 202 The
Bunkers' Magasine, Londen, 325, 327 {1966). “ Aggressive rate competition from commmercial
banks l}as brought to the surface the incompatibility of present mortgage practices and monetary
constraint.,. . € Ay long as interest rates are rising the many dimensional commercial banks
hf’!dmg portfolios heavily weighted by short-rerm asscts are in a favorable competitive position
Vis-i-vis the savings intermediaries... ™.

For a proposal 1o correct the incompatibility mentioned by Minsky see Gammson, © A

o . New Plan for Variable Mortgage Rates ¥, Suvings and Loan News, January 1967, 26.
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On the other hand, commercial banks were able to adjust the
composition of their asset portfolios in order to increase the overall
yield of the portfolio.

“Unable to generate a sufficiently rapid rise in business and
consumer loans to cover the rise in interest costs, banks turned to
mortgages and State and local government bonds in their search for
relatively high yielding assets...

The tendency to match time and saving account inflows with
longerterm  investments was accentuated in r1g62, when banks
acquired over $13 billion in long-term investments against a $15.5
billion rise in time and savings deposit liabilities 7. (37)

As a result of this adjustment process, commercial banks have
been able to prevent ecrosion of their profitability despite a large
increase in their interest payments, The ratio of net income to
average total capital accounts of Pederal Rescrve member banks
ranged between 8.7 and 9.6 percent in the years 1961-1965 (average
of 9.0%, for the five year period), as compared with a range of 7.8
to 10.1 percent in the years 1955 to 1960 (average of 8.69, for six
years) (38). From the viewpoint of individual banks, improved
operational results justify the growing reliance on time deposits as
a source of funds (3g), One may wonder, however, to what cxtent
does the banking system perform a useful function when it channels
time deposit money into tax cxempt sccurities. The ability of com-
mercial banks to compete in deposit rates with savings institutions
enjoying tax advantages was based to a considerable extent on their
heavy investments in tax exempt securities. Net income of Federal
Rescrve member banks increased from $1,689 million in rg6o to

{137) B, © Recent Changes in Liquidity », Federal Reserve Bulictin, June 1963, 756,
7623,

(38) Member Bank Income, 1965, Federal Reserve Builetin, Junc 1966, 785, 786. From
1960 to 19635 interest payments on time deposits went up from $1,434 million to $4,214 million
-~ an increase that absorbed about 60%, of the revenue growth in those years.

{39) In trying to refute Carson’s doubt (sec footnote 32 above) concerning profitability of
savings deposits to commercial banks, DEwarp, * Bank Farnings and the Competition for
Savings *, vol, Gy Journal of Political Erewomy, 279 {1961) makes the following remark:
« Rather than bankers' competition for savings heing a paradox that calls for analysis of
special eases, it may be a simple profit maximizing reaction to somecone bidding away the
wherewithal from which earnings arc derived ™ (282).

See alsg Horvirz, * Bank Earnings and The competition for savings: A Further Com-
ment *, vol. 5o Josrnal of Political Feonomy, B6 (19062).

The CD in American Banking: Retrospect amd Prospect 61

$2,103 million in 1965; of this $414 million increase, $361 million
can be accounted for by the reduction of taxes on net income (40).

This observation is not meant to cast doubt on the soundness
of commercial bank investment in tax exempt securities. Our doubts
are related to the extent that active bank participation in competition
for time deposit money has actually contributed to a more efficient
operation of the money markets. The view that financial interme-
diaries ought to limit themselves to a certain segment of the capital
market is not held nowadays in an extreme form, But some spe-
cialization makes sense — and commercial banks are best qualified
to lend to business, although they have expanded their consumer
and mortgage lending in recent years, Commercial bank competi-
tion for savings and time deposits seems to us fully justified when
required to meet those loan demands. But in channelling a sub-
stantial proportion of their additional assets into tax exempt sccurities
the banks perform an unusual and perhaps unnecessary intermedia-
tion function, (The figures in Table 6 illustrate our point). More-
over, investment in municipal bonds may be a risky business, Owing
to the relatively long maturity of municipals, banks that are pressed
to sell the bonds, when confronted with heavy loan demand, may
suffer capital losses (41).

Until 1961 commercial banks acquired a small fraction of the
new issues of State and local securities. From ¥g61 onwards the
banks have acquired every year an amount equivalent to 30-40%
of the new issues (42). The growing demand for municipal secur-
ities had led to a downward trend in the yicld on municipals, when
most other interest rates were inching up. (It can be seen in Table 6
that until 1961, when the banks started their heavy buying, yields
of municipal bonds moved in the same direction as yields of U.S,
Government securitices).

The foregoing account can be restated much more favorably to
the banks’ activity in the CD and municipal securities fields, It can

(40) Member Bank Income, 1g65, footnote (38) above.

. {41) Rorawrir, “ The Move to Municipals ', Federal Reserve Bank of Philadelphin
Business Review, September 1966, 3. More than 50%, of the municipal bond portfolio of
national banks in 1965 had maturities of over 5 years (7).
banks (fll) RUTHV.VELL, op. cit., 5, shows t%mt between December 1960 and June 1965, member
t‘ 1: the various Foderal Reserve districts invested in municipals from 17.5%, (Richmond)
© 33.2%, {Cleveland) of their incremental depasits. Investment in municipals amounted t

)
;RDA lof total assets by the end of both 1965 and 1966 (Durey, * Bank Holdings of Municipals ™,
anking, May 1967, 43).
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T'ABLE 6
ANNUAL CHANGES IN VARIOUS ASSET CATEGORIES

OF FEDERAL RESERVE MEMBER BANKS
(% million)

1959 | rgbo | 1961 | 1962 | 1963 | 1004 1965
Total loans and investments . 3,014 7.740| 13,980| 13,700 17,8741 16,145 21,215
Commercial and industrial
Joans . . . 0. .o v na.d 24620 1,643] 20203 3.642] 4.707] 8,666
Real estate loans . . . o« - 2,173 332| 1,460 2,036] 3,730[ 3,607 3,921
Consumer loans . . . « . 2,849 1746 1,230 1,349 2,505 3.77T 4,273
Municipals . . . . - . . 272) 464 2,5%00 3.344] 4,340 3.549  3:945
U.8. Government secutitics . | —-7,486 2,263| 4,952| 1,927 —1,300 ~3,328] — 2,356
Other loans and secorities . 3,206 4431 2,136] =251 4937, 3,719 2,800
New issues of State and local (- | —— i
securitles . . . . . . . 7,880 w2920 8,366 8,845 10,538 10,847 171,320
Yield oh municipals . . . . 374 | 3.60 | 3.60 | 330 | 3.28 | 3.38 | 334
Yield on U.S. long-lterm , . 4.07 | 401 | 350 | 3.95 | 4.00 | 4.5 | 4.2T

Source: Surveys of Member Banks Income in Federal Reserve Bulletins.
The figures for 1959-61 are changes from year-end to year-end; the figures for 1962-65
are changes from annwal sverage to anaual average.

be claimed that the commercial banks’ activity in the CD field has
improved capital mobility in the money market, and has been
necessary to enable them to perform their traditional lending func-
fions. The banks’ involvement in municipal securities has been a
condition of their ability to pay competitive deposit rates; and since
it is far from being the only imperfection in the capital markets,
it may be a price worth paying for the revitalizing of commercial
banking.

One complaint voiced against the aggressive use of negotiable
CD%s is —

“thar large well-known banks will be able to buy all the money
they can use through the CD, while the smaller institutions...
must sit idly and watch their larger rivals buy away their life
blood...”. {43)

(43) Napren, “ The Use and Mis-Use of CD’s”, Banfung, July 1965, s5I.
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We have not found evidence that this has actually happened,
and it scems to us quite plausible that —

“..if bigger banks are hampered in their fight for CD’s... then
the money now going into larger banks’ CDD’s would go into Treasury
bills, bankers acceptances and other money market instruments rather
then into smaller bank CD’s”. {44)

The problem then is to assure that the money raised through
the issuance of CD’s will be wisely used (45). This requires re-
cognition of the distinctions between CD’s and regular savings
deposits —

“Tailure to recognize that CD’s represent volatile funds is
perhaps the easiest way to run into difficulties with them ”. (46)

Since CD’s are a costly source of funds, making them pay means
investment of the proceeds in relatively long-term andfor risky
investments. Reconciling this requirement with the volatility of the
negotiable CD leads to the conclusion that this source of funds
should not be counted on too heavily,

“1 would agree therefore with the views of the Comptroller of
the Currency that if we find a bank with roughly more than 10%
of its deposits in CD money, we, as bank examiners, ought to take
a good look at what is being done with it”. (47)

The most important source of CD volatility is competition by
other money market instruments. Banks are subject to Regulation Q
ceilings -— they may find themselves in trouble if other money
market rates exceed the Regulation Q ceiling. The implications of
deposit-rate regulation to the future of the CD as a source of bank
funds will be explored in the following section.

{44) Ibid., 52. Sec on this point, GraMrry and Caasn Jr., ® Time Deposits in Monetary
Analysis ™, Federal Reserve Bulletin, October 1y6s, 1380, 1306,
‘ {45) “1 am primarily concerned with the quality of credit , Cross, ® The Role of the
OD in Commercial Banks *, Banking, July 1965, 52.
(46) Banw, op, dit., 37.
.(47) Crosse, op. cit., 53. The Comptroller issued the following directives to bank
cxaminets in 1g6s:

— It is an unscund practice to use 2 money broker to get deposits (whether or not
a commission is paid),

— A Report is required when a CD transaction is disproportionate to the bank's
usual deposit size,

— Report when CD money is accepted from cutside the bank’s normal trading avea,
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4, Regulation of Deposit Rates and the Stability of the CD as a
Source of Funds

"The regulation of the commercial banks’ deposit rates is among
the most important factors affecting their ability to rely on ncgotiable
CD’s as a permanent source of funds. What is the background to
such regulation, and what is its importance under present circum-
stances?

The prohibition of interest payment on demand deposits and
the regulation of time deposit rates were provided for in the Banking
Acts of 1933 and 1935. This legislation was “ predicated on. the

rounds that excessive interest rate competition for deposits had
weakened the internal soundness of the banking system, and thercby
made it valnerable to any shock imposed from without (48).

The most common argument for regulation of interest rates was
chat interest rate competition in the late 20’s caused the collapse
of the banking system in the early 30’s. Excessive rates werc linked
in this argument with speculative stock market financing, and the
crisis atmosphere of the time helped to overcome the congressional
resistance to price controls in commercial banking (49). It should
be remembered that control of deposit rates was accompanied by
legislation providing for price controls in other sectors of the eco-
nomy, but still there are views that —

“I1ad it not been for the complete collapse of the banking
structure early in 1933, it is doubtful whether deposit rate regulation
could have been incorporated in the new legislation and almost
certainly not in such sweeping form as that adopted ”. (50).

An examination conducted by Cox of aggregate statistics for all
member banks indicated relatively little upward pressure on the
rates of interest paid on deposits in the 1920s (51). Moreover, he
found very little significant relationship between the rate of interest
on total deposits and asset quality.

(48) Rrvren, © Regulation Q: Issues and Alwernatives ®, % (1963).

{49) In this section 1 relied heavily on Cox Jr., “ Regulation of Interest Hates on Bank
Deposits ¥, Michigan Business Studies, Vol, XVII, Ne. 4, 1966.

(50) Warkivs, “ Commercial Banking Reform * {89-go) quoted by Cox Jr., op. ¢if., 22

(51) Cox Jr. expresses the view {48) that some observers might have mistakenly
attributed higher burdens of deposit interest to rate competition when in fact it actually
reflected a higher proportion of time to total depesits, ar lower yields cn earnings assels;
or both.
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But even if the arguments for deposit rate regulation were
uestionable, bankers were generally satisfied with it in the early
years (52), and since until the 50’s the maximum permissible rates
were above market rates, Regulation Q was inoperative for all
practical purposes.

Bankers’ atritudes changed in the late 50’s, for reasons men-
tioned above (53). When Regulation Q was amended on January 1,
1957 and the ceiling raised from 2.5 to 3.0 percent, commercial
banks were actively engaged in competition for savings deposits (54).
This ceiling was still in effect when the negotiable CD was offered
to money market investors in February 1961. '

It was soon realized that the 1957 ceiling did not give the banks
wide enough scope for competition, and it was revised on January 1,

1962 to 4.0 percent on long-term savings and time deposits (sec
Table 7).

TABLE ¥
DEPOSIT RATE CEILINGS UNDER REGULATION Q, 1936-1965 *
(percent)
1.1.1636 1.1.1957 1.1ag62 | 17.7.1063 | 24.11,1964 | O.12.1965

Savings: —

up to 12 months . . 2.5 3.0 3.5 3.5 -4.0 o

12 months and ever | 2.5 3.0 4.0 4.0 4.0 jro
Tiner

joto8gdays. .. . . . 1.0 1.0 1.0 1.0 4.0 5.5

go days o 6 months . . 2.0 2.5 2.5 4.9 445 5.5

6 to 12 months , , . . 2.5 3.0 3.5 4.0 4.5 5.5

12 months and over , . 2.5 3.0 4.0 4.0 4:5 5.5

Sowurce: Federal Reserve Bullern, March 1967, g00.
* Two further changes in 1066 will be mentioned helow,

I\I/Icanwhilc,. as competition for funds pushed deposit rates towards
talr::dnevg ccﬁmg, thc;e were various cxpress.ions of opinion in 1962
o 19 3_t at the time had come to modify the legal framework

- deposit rate regulation, The Commission on Money and Credit

(52) According to a rgq1 surv i
3 mentioned b
o et e 94 cy ioned by Cox Jr. (28},
15(154:;) gi'ﬁti?o;nnual flow of savings and time deposits to commercial banks, which was less
1952.56, Simabey {annual .alv.erag.e) between 1946 and 1951 and about $3 billion in the years
to $5.5 billion in 1957 and averaged $5 billion in the years 1g57-60.

than

5
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recommended that the prohibition of interest payments on demand
deposits be continued, but that the regulation of time and savings
deposits rates be converted to a standby authority — ceilings to
be imposed only when further competition was not in the public
interest (53).

The Advisory Committee on Banking to the Comptroller of the
Currency shared this view. A majority believed that commercial
banks should be free to adjust interest rates paid and charged in
response to market conditions, and that the authority to regulate
interest rates be converted to a standby basis (56). The Committee
expressed the opinion that the task of discouraging banks from
taking undue risks could be achieved more directly and efficiently
through supervision and examination.

The President’s Committee on Financial Institutions, which re-
ported in 1963, also cubscribed to the same view in recommending

“that the purpose served by continuous regulation of interest rates
on time and savings deposits could be served equally well by standby
authority to impose maximum rates, and that this regulation should
apply as well to nonbank financial institutions that accept deposits
or shares.. In exercising this authority, the supervisory agencies
should be permitted to establish, at their discretion, different max-
imum rates for different accounts according to type, holder, maturity,
or other characteristics”. (57)

As a consequence of cither these distinguished opinions, or of
the fact that the Federal Reserve Board amended Regulation Q in
July 1963, November 1964 and December 1965, there was consider-
able feeling and hope among bankers that the Federal Reserve would
not keep the cciling so low that the banks would be unable to
compete with other money market instruments (58). Chart 1
below (59) on interest rates on large certificates of deposit shows
clearly that Regulation Q ceilings were revised in 1964 and 1965

(55) Money and Credit: Their Influence on Jobs, Prices and Growth, 167-8 (1g61).
(56) National Banks and the Puture, 115-27 {1962).

{57) Report of the Coramittee on Financial Institutions to the President of the United
States, 1g9-24 (1963}

(58) Narirr, ¢ Changing Concepts of Liquidity *, 24.

(39) This and the following charts are reproduced from GoLDSTE® and Awpursen, * 1998

A Year of Challenge for Monetary Management ”, Federal Reserve Bank of St. Losis Review,

Aptil 1967, 8, 11
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s.hc-)rt._ly aftt?l'_ the CD rate in. the secondary market exceeded the then
existing ceiling. '

The Board decided however to change this flexible policy in
1966. When the magimum rate was raised in December 1965 by
a full percentage point, it was probably felt that enough latitude
was allowed the banks for a long time to come,

_ “ A major reason for setting the new ceiling at this historically
hlgh level was in fact to make crystal clear that the System was not
trying to designate a desirable rate — which had tended to be the in-
terpretation of earlicr more modest increases in the rate ceilings”. (60)

. But the restrictive monectary policy (sce Chart 2 on net reserve
availability) and the bulging lean demand intensified the competi-
tion for funds, and pushed the CD rate up to the new ceiling in a
matter of months. Moreover, while major banks were able to
buy virtually all of the money that they needed as credit got tighter
smaller banks and savings institutions found themselves hard prcssi
ed (61).. The Federal Reserve Board decided not to allow further
sharpening of deposit rate competition, and between July and
September it took various actions, as described in Table 8 below (62).

- When interest rates continued on their way up — see Chart 3
below on key monecy market rates — commercial banks began
losing CD money. The volume of large CD’s outstanding in weekly
reporting member banks climbed from $16.5 billion in January 1966
to $18.3 billion in July, and then declined as follows: August -
$18.2 billion; September - $17.0 billion; October - $15.7 billion;
November - $15.5 billion, Recovery began in December, and iI;
January 1967 CD volurce was back at its August level (63).

- The action of the Federal Reserve was not the only reminder
to the banks that they were not yet free to compete for time deposit

- money. Proposed Bills that were given a hearing in the House of

(60) Flaves, “ Interest Rates and Monetar icy i pecti

s 3 y Policy in Perspective ”, Federal Reserve Bank
of Newﬁ York Monthly Review, February 1966, 2z, 26. i ' W {
insti:ut(i;[z Naprig, * Ch‘?nging Concepts of Liquidity”, 27. On the advantages of larger
The rescn:ﬂ:ﬁe NADlL]IR, Where Next for Regulation QF *, Banking, February 1966, 49, 50.
Bacts of 1o ;nt I.:lgal(rimt such competition was heigltened when on May 16 the Franklin National
of 25 bt asgqu,;::o_ announced tha:t it would pay the maximum permissible rate on deposits

6

{62) Reproduced from Federal Reserve Bank of St. Lowss Review (see footnote 59).

(63) I 5dﬂ'ﬂi Reserv, in - W tll ﬁﬂd OE month
4 e Eulle:m Cﬁkly J L
. I'C]JOI' S Of dates closest 1o e .
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‘ TasLe §
: + g FEDGERAL RESERVE ACTIONS COMPLEMENTING
S 3 OPEN MARKET OPERATIONS IN 1966
5 L. M~
o w = N0
a o

Additional Infor-

zper Rate
I

1 S
. - Date Description of Action mation in the
& © = Federal Reserve
= e Bulletin for:
= ulletin for:
5| i o
=5 i
R 3m w
Nl Qu
L £ al 1<t
— % ] - © Announced June 27 Differential  reserve rcquir_ements July 1966,
_ W " § (Effective July 14 for re- established on time deposits, Re- page g9
@ e serve city banks; July 21 quirements raised from 4 per cent
— & = for all other member to 5 per cent on cach member
g banks). bank’s holdings of timc deposits
.
=

(other than savings deposits) in ex-
cess of $5 million,

- Announced July 15 Maximum rate member banks permitt- July 1966,
{Effective July 20). ed to pay on time deposits having pages g79-980
multiple maturides lowered from
5% per cent to § per <¢ent on
those of go days or more and to
4 per cent on those of less than
9o days.

v Billl

reasury

J A S OND

T
1965

Source: Federal Reserve Bank of St, Lowuis Reviesw, Apdl 1967, 8, I1.

July 15 Board of Governcrs requested broader July 1966,
authority from Congress for itself, pages g79-980
the Federal Deposit Insurance Cor-
poration, and the Federal Home
i Loan Bank Board in sctting rate
: limitations for banks and savings
! and lean associations.

3

KEY MONEY MARKET RATES

Averages of Daily Figures for Bi-weekly Periods

|

‘I August 17 Differential reserve requirements wi- August 1966,
: (Effective Sept. 8 for re- dened on time daposits, Require- page 1172
serve city banks; Sept. ments raised from s wper cent to
15 for all other member 6 per cent on each member bank’s
banks), holdings of time deposits {other
than savings deposits) in excess of
$5 million,

N D JFMAM

September 1 Presidents of the Federal Reserve | September 1966,
Banks sent a lettet to each member pages 1338-1339
bank requesting moderation of bus-
iness loan expansion and disposi-
tion of municipal securities. The
letter also stated, “ It is recognized
that banks adjusting their positions
through lean curtailment may at
times need a longer period of dis-
count accommodation than would
be requited for the disposition of
securities *.

M3 JAS O
1964
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TARLE B continwed

_,"____.._u__._..i‘._.._._e-.__..i,_.*)__ﬁ.._ﬁ”._ S —

‘ Additional Infor-

i mation in the

Federal Reserve
Bulletin for:

Description of Action

Maximum tate member banks permitt.
ed to pay on any time deposit under
$ro0,000 reduced from 54% per cent
to 5 per cent, Similar actions for
institutions under their jurisdiction
taken by Federal Deposit Insurance
Corporation and Federal Home Lean
Bank Board. Increased authority
for establishing ceiling rates on time
deposits and on savings accounts
had been granted by Congress (sce
July 15 request for such legislation),

September 1966,

Announced Scptember 21
page 1338

(Effective September 26).

September 1 letter tescinded because Tanuary T467,
« credit conditions have changed, page 83
the expansion of Husiness loans has
been reduced to a more moderate
rate, and banks no longer are un-
loading securitics in unreceptive
markets », Special discount arran-
gements mentiofied in the original

{ letter were terminated.

December 27

Source: Federal Reserve Bank of St Louis Review, April 1967, 8, 11.

Representatives Banking and Currency Committee went as far as
prohibiting altogether the issuance af CD’s by commercial banks (64).

Whatever the outcome of the proposed legislation, the exper-
ience of 1966 makes it unlikely that commercial banks will be left
alone to decide their deposit rates. Faced with the prospect of com-
peting rates exceeding the Regulation Q ceiling, they must take care
not to rely too heavily on CD money, and to space the maturity of
the issued certificates so as to assure the gradual withdrawal of funds
in case of deposit rate handicap. The concept of liability manage-
ment has proved to be less all-powerful than assumed before
July 1966.

(64) The various legislative proposals are reviewed by BRATTER, “ Ipterest Ceilings: &

Pending Problem in Washington ™, Banking, July 3966, 50.
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In concluding this paper we shall try to summarize the sig-
nificance of the emergence of the negotiable CD, in the light of the
sobering experience of 1966.

Conclusion

The significance of the development of the negotiable CD as a
major source of bank funds can be cxamined on three different
levels: the individual bank, the structure of the banking system and
the banking system among other financial intermediaries.

As far as the individual bank is concerned, the negotiable CD is
hoth an opportunity and a risk. Issuing ncgotiable CD’s, banks could
attract funds that would otherwise have been invested, mostly in
money market instruments, and to some extent in competing finan-
cial institutions. The opportunity represented by the CD is a faster
rate of growth, and a consequent improvement in profitability.

The risks inherent in entering the CD business are more varied.
They derive on the one hand from the volatility of these funds,
which may leave the bank, in pursuit of higher returns, as precipi-
Fatc]y as they arrived. On the other hand, there are risks in invest-
ing CD money, to make it pay its way, Investment in long term
assets — mortgages, term loans, municipal bonds — yields the
highest return, but may cause the bank difficulty if CD money is
suddenly withdrawn in large amounts (65).

_ Most CD money is attracted by large banks, the main reason
being that corporate depositors, interested in the marketability of
ic certificate, are looking for major bank names (66). What
is the probable effect of CD growth on the structure of the banking
sy§tcm? Is there a real danger that CD concentration will under-
1n1nc.thc competitive position of small banks? An answer to this
question requires a careful study, though there has been no deterior-
ation in the standing of small banks in recent years (67). It seems
to us that factors such as automation of the payments system on the

L@ans(ss) 1311 the growl‘h of term loans and it significance see Bupzkika, “ The Maturity of
]anu:lryatl 5ew York City Banks ", Federal Reserve Bank of New York Monthly Review,
oy 56_9 7, 10, and Brarter, “ Term Loans Attract Fed's Attention ™, Banking, May
Egﬁ) zt;: Law and Crum {(footnotc 13 above), 120.
o 7) Changes in Banking Structure, 1953-62, Federal Reserve Bulletin, September 196
91, 1196; Korv, * The Fut : ing 1 e
' e Future of $mal] Banks ?, New York State Banking Departiuent, 1967,
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one hand, and the freedom (or restriction) of entry and branching
on the other hand, will be much more crucial to the structure of
the banking system in the long run than the employment of the
negotiable CD by large banks (68).

The competitive position of the banking system in the capital
markets has certainly been affected by the CD, The more important
aspect of this change seems to us to be the improved mobility of
funds between commercial banks and other segments of the money
market, However, the more intensive competition. between com-
mercial banks and other savings institutions has not been an outcome
of the emergence of the CD, but rather of the greater interest of
commercial banks in other forms of time and savings deposits.

The proposals to limit the ability of commercial banks to com-

ete with savings institutions give tise to a basic policy problem in
the field of financial regulation, To what extent is it worthwhile to
try and attack a single distortion in the competitive functioning of the
capital markets? Will relaxation of Regulation Q be an improve-
ment when other competitive limitations are mot removed? An
effective, and not legally restricted, competition for funds calls for
Jess portfolio limitations on the institutions involved (69), There
are arguments for a segmented capital market, in which each group
of institutions will specialize in attracting certain types of funds and
in investing in certain categories of assets. But if commercial banks
are competing for time deposits with savings institutions, the latter
should be given more latitude in their competition with the banks.

Our conclusion is that there are still many barriers to effective
competition in the financial markets. The emergence of the CD,
while overcoming some of them, has highlighted the continued
existence of others. If this will lead to the removal of some of the
barricrs, the contribution of the CD to an efficient capital market
may be greater than realized at present.

Merr Hern

Jerusalem

(68) Guemvpaw, “ Competition and Efficiency in the Banking System - Empirical
Reseatch and its Policy Implications *, The American Bankers Association, Conference of
University Professors, September 17, 1966,

{69) See on this point Kztrs Jr, and Larxiv, op, cit. (footnote 29).



