82 MONTHLY REVIEW, JUNE 1963

Certificates of Deposit*

During the past two ycars the financial community has
witnessed the extraordinary growth of a new moncy market
instrument: the negotiable time certificate of deposit. While
certificates of deposit existed for many years prior to 1961,
they were offered only on a relatively small scale. In-
deed, many commercial banks were unwilling to issue
certificates to corporate customers or, in fact, to accept
time deposits in any form from corporations. The carly
certificates did achicve some importance in arcas where
they were aggressively offered, but they failed to acquire
national significance. They were often non-negotiable,
either by written notice on the face of the instrument or
by tacit understanding between the issuing bank and its
customer. Even if thcy were ncgotiable, transfers of these
early certificates were severely limited by the lack of a
secondary market.

In Fcbruary 1961, however, a large New York City
commercial bank announced that it would offer negotiable
certificates of deposit to both its noncorporate and cor-
porate customers. At the same time, a Government securi-
tics dealer indicated that he would maintain a secondary
or trading market for thcse new instruments. Shortly
thereafter, many other commercial banks throughout the
country began to bid for time deposits by offering ne-
gotiable certificates of deposit to corporate and other
customers. At the same time, other Government securi-
ties dealers began to participate in the sccondary market.
The two years since 1961, in which the growth of cor-
porate cash flows outstripped the pace of business expan-
sion, have provided a favorable atmosphere for the
growth of the new instrument. By December of last year
the volume of time certificates of deposit outstanding
totaled more than $6 billion, of which about two thirds
represented corporate deposits (see tables on the follow-
ing pages).” More recently, some estimates have put the
total outstanding at about $8 billion.

* Richard C. Ficldhouse had primary responsibility for the
preparation of this article, Por a further discussion, see Certifi-
cates of Deposit, Bankers Publishing Company, Boston, 1962.

1 Results of a special Federal Reserve survey of 410 member
bank4ss ;vglée reported in the April 1963 Federal Reserve Bulletin,
pp. -68.

THE OFFERING OF CERTIFICATES
AND REGQULATION Q

Certificates were offered primarily in order to enlarge the
issuing bank’s lending power. The availability of reserves
for the banking system as a whole is of course esscntially
detcrmined by Federal Reserve policy. The individual
banker could anticipate, however, that the offering of cer-
tificatcs would enlarge his share of total reserves by attract-
ing a larger share of total deposits.

The offer of certificates also represented an attempt to
increase the stability of deposits. Deposit totals had been
increasingly subject to wide fluctuations as bank cus-
tomers, especially corporate treasurers, became more
adept in the mcthods of “scientific” cash management.
Bankers feclt that the money market character of the new
certificates would enable them to compete for the interest-

sensitive funds that corporations, state and local govern-e

ments, and othcer public bodies were putting into the
short-term securities markets. The time deposit funds
thus acquired would become available for bank use dur-
ing the life of the certificate, thereby providing a relatively
stable pool of funds which would safely permit the exten-
sion of loan and investment maturities. This relative stabil-
ity would be enhanced in cases where maturing certificates
were rolled over into ncw certificatcs.

Such results, however, were by no mcans assured. The

maximum interest rates payable to domestic depositors
under Regulation Q of the Board of Governors of the
Fcderal Reserve System posed the threat that the demand
for new certificates would fade if moncy market rates
approached the “ceilings”. In such circumstances, out-
standing certificates would be redeemed at maturity as
depositors sought more attractive rates elscwhere. During
1961, thercfore, bankers approached the issuance of cer-
tificates cautiously, and often limited thc¢ amount they
were willing to create. Toward the end of that year, three-
month Treasury bill rates edged upward and exceeded the
214 per cent cciling in eflect for three- to six-month time
deposits. As a result, commercial banks could no longer
offer certificates of these maturities at competitive rates.
(The 1 per cent ceiling on 30- to 89-day time deposits
has effectively forestalled the issuance of certiﬁcates‘i



FEDERAL RESERVE BANK OF NEW YORK

Table 1

CERTIFICATES OF DEPOSIT OUTSTANDING ON SELECTED DATES, BY DENOMINATION
In millions of dollars
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Oistritutica by total deposits of ssuing banks D'mih"uuzﬂfn;ﬁzl:ﬂum:,‘; votume o
Tola)
Denomination certificates
out- 1,000 d
standing St | scossoo | ssoos1000 | Diien £y $10.550 alion
miition aillion million and over aillicn million and over
December §, 1962

All denominations 6,181 296 1,400 1,744 2,742 83% 1,336 4,005
D o000 and aveer . 4.606 P 832 1223 2480 326 " 3.438
100,000 to $500,000 978 b o) 321 352 211 240 309 429
Less than $100,000 91 133 47 167 St 2713 183 141

December 30, 1961
All denominations ..........ccccoeinenennn ko] 151 &0 804 1,878 430 710 2,083
100,000 aod ayver .. 2,156 25 134 449 1329 184 400 1.613
;L(‘!.),(m to $500,000... 614 57 203 24 117 151 193 270
than $100,000 ... 330 67 127 121 18 134 113 83

December 31, 1960
All depominations 1,095 139 366 a7 114 306 329 461
8 » i it 3 109 ' o

Y 328

uleo:' °£2.'°s,‘5’&°a?3‘.’;: N 265 61 92 104 [ 11 93 60

Source: Board of Governors of the Federal Reserve Sysiem. For 1960 and 1961, the totals reported for denominational ranges are smaller than over-all

totals, because some banks were unable to provide a breakdown for these years.

of this term at any time in recent years.) Only the six
months’ or longer certificate, on which a 3 per cent maxi-
mum rate applicd, remained competitive. Even in this
maturity category, certificatcs began to lose their invest-
ment appeal as rates on six-month Treasury bills ap-
proached 3 per cent. Banks faced the prospect of losing
the sizable time deposits that they had built up through
the issuance of ncgotiable certificates.

On January 1, 1962, the schedule of maximum rates
under Regulation Q was raised. The ceiling for six-month
time deposits was raised from 3 to 3% per cent, and a 4
per cent ceiling was placed on a new maturity category of
twelve months or longer. Rates for 30- to 89-day and
90-day to six-month deposits were lcft unchanged at 1 and
2% per cent, respectively. These new ceilings have per-
mitted commercial banks to issue six months’ or longer
centificates at competitive rates, but not shorter certificates.
The possibility remains, of course, that ceiling rates under
Regulation Q may at some point again limit the banks’
ability to attract, or retain, interest-sensitive money.

NEW CERTIFICATES

Certificates of deposit are designed to compete for funds

Ghat bave already found, or are seeking, employment in

the short-term securities markets. For this reason, bankers
are rcluctant to issue certificates if there is reason
to belicve that the customer plans to draw down his
demand balances below “normal” levels in order to
purchase a certificate. There is, of course, no desire to
pay interest for funds that ordinarily would be held as
noninterest-bearing demand deposits. Most banks, to
avoid such competition with normal balances, have set
minimum limits to the size of the individual certificates
they will issue.? These limits are frequently related to
bank size. As bankers to national corporations and other
large organizations, the money market banks gencrally
issue certificates in denominations no smaller than $0.5
million or $1.0 million. Smaller banks issue certificates
for $100,000 or less. It is felt that these relatively high
dollar limits discourage large-scale shifts out of demand
balances. Any funds available in these amounts, over and
above the customer’s operating requirements, probably

? Upper limits to individual certificate denominations are a
matter of concern only to relatively small banks. These banks are
often unwilling to issue large certificates, for they believe that by
doing so their deposit totals might become subject to the deci-
sions of a few customers who may not wish to rcnew maturing
certificates. For the large money market banks, in contrast, even
very sizable certificatcs are not likely to cxert an important in-
fluence on depaosit totals.
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havc already found employment in the short-term securi-
ties markets.

The deposit of time funds at commercial banks is
guided both by interest rate considerations and by bank-
customer rclationships. Many corporations prefer to place
funds only with banks at which they maintain working
balances or important credit lines. Within this framework
of bank-customer relationships, these firms put their funds
with the banks offering the highest certificate rates.” Some
corporations, in addition to setting a limit on their over-
all certificate holdings, have set limits to their holdings of
certificates of individual banks. These limits are often
directly related to the importance of each bank within
the pattern of the corporation’s over-all banking relation-
ships. Such corporate guidelines apply not only to ncw
certificates acquired by the placement of time deposits,
but also to the purchase of certificates in the secondary
market. On the other hand, some corporations are guided
almost entirely by interest ratc considerations in their
placement of time funds. They may go rather far afield to
locate banks offering the highest certificate rates.* These
differing approaches to the placement of time funds seem
to be related to the preferences of individual investment
officers rather than to the nature of the corporation itself.

The frequent prefercnce for the certificates of banks
with which “important” account relationships cxist has
tended to create two classes of certificates: “prime” and
“nonprime”. These designations do not necessarily imply
cvaluations of bank soundness, but generally are ap-
praisals of the relative marketability of bank certificates.
Prime certificates are those that many large corporations
purchase for their certificate portfolios; they arc issued by
large, nationally known banks, commonly called prime-
name banks. Since a relatively large number of thc most
active participants in thc certificate market arc authorized
by their investment committees to buy these certificates,
such instruments can be sold and resold in the market
more quickly than those of less well-known or nonprime
name banks. Many observers recognize degrees within
the prime category itsclf, some prime certificates are

3 There is no cvidence that large corporations expect favored
rates from their banks of account when these banks are not actively
secking time deposit funds.

¢ Occasionally, a bank aggressively seeks time deposit funds
outside its normal sphere of customer contacts by offering its cer-
tificates, both directly and through brokers, at particularly
altractive ratcs. The deposits thus gained will in all likelihood be
withdrawn at the maturity of the certificate if issuing rates for new
certificates are lowered or permitted to become less competitive,
compared with other short-term rates. This very aggressive offer-
ing of certificates has been an important source of deposits to the
rci;ativcly few banks that have pursued this technique.

“more prime” than others, i.e., more readily marketabl~

The lesser markctability of nonprime certificates is
reflected both in the interest rates at which they are
originally issued and in the rates at which they trade
in the secondary markct. Smaller commercial banks are
obligcd to offer certificates at rates generally Y8 to % of
1 per cent higher than those offered by prime money mar-
ket banks. In the secondary market, nonprime certificates
are usually traded at rates from § to 25 basis points
(%0 to % of 1 per cent) above rates on prime certificates
of comparable maturity. This spread may bc larger if the
denomination of the certificate is less than $1 million,
since the large corporations active in the secondary mar-
ket usually avoid small denominations unless intcrest
rates provide an incentive for their purchase. The certifi-
cates of many strictly regional banks, though negotiable,
are essentially nonmarketable. Unless they carry un-
usually high coupon rates, they arc not likely to enter the
secondary market, since dealers have no desire to acquirc
instruments for which there is only limited likelihood of
resalc. Normally, therefore, such certificates must be held
until maturity.

Market rates for prime certificates are often about ¥4
of 1 per cent higher than rates for Trcasury bills of com-
parable maturity.® Spreads between prime and nonprime
certificates and, more generally, between certificates an
Treasury bills vary from time to time, chiefly in response
to changing appraisals of the outlook for short-term inter-
est rates. Thesc spreads tend to narrow when a trend
toward lower intcrest rates (higher prices) is anticipated.
At such times, market participants feel morc assured of the
rclative marketability of higher yielding (though less
liquid) instruments—e.g. certificates as compared with
Trcasury bills. Accordingly, thcy bid actively for these
higher yielding instrumcnts in order to maximize income
and with an eye to their grcater potential for future rate
profits. When higher intcrest rates (lower prices) are
expected, instruments providing a Iesser degree of liquidity
become relatively less attractive and spreads tend to widen.

THE SECONDARY MARKET

The secondary market for certificatcs has expanded
as the volume of outstanding certificates has mounted.
Today most Government sccurities dealers makc markets

® Certificates of deposit are issued and traded on a vyield-to-
maturity basis while Treasury bills are issued and traded at a rate
of discount from face amount. The rate-of-discount basis under-
states the actual investment return of Treasury bills. Hence, com-
parisons of markel ralcs overstate the actual yield differential
between Treasory bills and certificates.
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in certificates. While only fragmentary statistical infor-
mation on the sccondary market is available, it is likely
that dealers’ inventories of certificates have ranged be-
tween $100 million and $500 million during the past few
months, with an average level probably between $200 mil-
lion and $250 million. The daily volume of certificate
trading by dealers has varied widely, probably ranging on
most days between $15 million and $75 million, with an
average of perhaps $20 million to $30 million. This com-
pares with inventories of United States Government obliga-
tions maturing within onc year (largely Treasury bills)
which range between $2.7 billion and $4.0 billion, with
daily trading volume typically ranging betwecn $1.1 billion
and $1.8 billion during the fourth quarter of 1962.
Despite its modcrate size, the certificate market is
broad cnough to assure certificates a considerable degrce
of liquidity, especially if thcy are prime or nearly prime,
Most corporations with certificate holdings apparently
view them as a source of sccondary liquidity, and rely
on their holdings of short-term Treasury sccuritics to pro-
vide funds for emcrgency needs. Day-to-day adjustments
between cash and short-term investments are likely to be
conducted in the Treasury securities market, either
through outright purchase or sale or via repurchase ar-

‘ iangcments with United States Government securities

ealers. In thesc circumstances, certificates need not be
sold until it is convenient to do so. In fact, many corpo-
rations hold their certificates until maturity and rarely,
if ever, enter the sccondary market; it is enough to know

that the certificates can be sold if necessary. (Other firms,
for reasons to be described shortly, arc much more active
in the certificate market.) Of course, the liquidity of time
certificates has not been tested in a period of marked
decline in gencral liquidity and rising interest rates, when
perhaps many holders would be sccking to reduce their
certificate commitments.

Dealers’ spreads in certificate trading (the diffcrence
between bid and offcred rates) recently have been about
3 10 5 basis points, which amounts to $75-$125 per million
dollars for a 90-day maturity. By comparison Treasury
bill trading spreads usually range between | and 3 basis
points. Certificate trading spreads have less bearing on
dealer profits if the certificate has been part of the dealer’s
inventory for a number of days or weeks. In these cascs,
trading profits—as for other instruments—are increasingly
related to interest accruals, financing costs, and any move-
ment of short-term interest rates.

Dealers not only maintain a spread in favor of certifi-
cates, compared with Treasury bills, but also take into
account the rates at which banks are currently issuing ncw
certificates. For example, if prime-name banks are offering
six-month certificates at 3'4 per cent (i.e., 3.125 per cent),
a dealcr may not wish to bid lower in rate than 3.20 per
cent for a certificate of this maturity. His bid must be high
cnough above bank-issuing rates to permit him to offer the
certificate at a rate (sale price )—in this example, probably
about 3.15 per cent—that would provide him with a trad-
ing profit.

Table 11

CERTIFICATES OF DRPOSIT OF $100,000 AND OVER OUTSTANDINC
ON DECEMBER 3, 1962, BY CATEGORY OF ORIGINAL PURCHASER

In milllons of dollars and in per cent of total

Yotal Distribution by tetal depesits of issuing banks Dlmibutl:'n!&gt?'ul o?tslt’:::gm"lum o
Purghaser cmu‘ll:lc?m Under $1.000 Under $50
standing 00 $100-$500 $500-$1.000 miltien 10 $10-350 millien
alllion mittion million and over million miltion ard over
Amount | % | Amount | % | Amount | % | Amount | % ( Amount | % | Amount [ % | Amcunt | o, | Amount | ¢
All purchasers ..........cocce.| 5,584 100 183 100 1,153 100 1.577 10| 2,691 100 566 100 | 1,183 100 | 3,864 100
Corporate and other businesses... | 3,851 [69.0| 78 |479| 6% |ses| 963 [614| 2121 |188| 309 |sa6| €95 |6os| 2882 |70
Individuals ... el 143 26 n 6.7 54 4.7 48 30 30 1.1 32 5.7 35 3.0 16 2.0
States and politicsl sublivisions . . 8671 | 155 65 399 303 {263 ase 222 149 5.5 174 307 321 1278 372 9.6
Forcign govesmmenis, central
banks, international financial
institutions ... ... 348 62 —_ — 25 2.2 4?2 2.7 283 | 105 17 30 38 3l 29 1.6
Other foreign ... ... 41 0.7 —_ —_ 7 0.6 s [ R] 29 1.1 3 0.8 9 08 30 0.8
All other ... . . 318 6.0 ' 9 ss 15 6.3 169 10.7 R2 3.0 k1| 5.5 52 45 252 6.5

Gncc: Board of Governors of the Federal Reserve System.
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Tuble M
CERTIFICATES OF DEPOSIT OP $100,000 AND OVER OUTSTANDING
ON DECEMBER §, 1962, BY MATURITY
In millions of dollars
v Distributicn by total deposits of issuing Banks Oistribution by ltwloy testy whme of
certificates
Maturity ey
~ Undes $1.000 Under
standing $500-3$1.000 $10. i
,:,}1(:2., million mittion :,;";:, m llli%.n million ,:,n"”:':,
All maturities ... 5.584 163 1,153 1,57 2,691 566 1,153 3,864
OYEr OO YOAT .....cccoonrnicmurrrriirirnienen 540 r) 86 144 286 56 87 w
One year 1,304 54 mn 47 402 187 341 Té
Nine months to one year _...... 93] 10 63 133 ™ 33 81 818
Six to nine months . ............ 2637 67 S64 169 1.238 258 516 1,804
Less than six months .._.....cc.ccereneen 178 10 67 ss 4 33 n n

Source: Board of Governors of the Federal Reserve System.

The secondary market has performed an important
function in providing certificates of less than six months’
maturity to thos¢ organizations that prefer to hold only
very short-term instruments. Sincc the maximum rates
set under Regulation Q have effectively prevented banks
from issuing short-term certificates, the market has pro-
vided the only means whereby investors can acquire
short-term certificates at attractive rates. Buyers of such
certificates in the secondary market may form the nucleus
of a ready demand for certificates with original maturities
of less than six months, if banks should again be able to
ofter such certificates at rates which are attractive, relative
to other short-term instruments.

Some corporations, in fact, have made a practice of
acquiring certificates maturing in six months or more, in
order to take advantage of profit potentials that may de-
velop when, with the passage of time, the certificates
become duc in less than six months. These corporations
will offer their certificates for sale at lower rates (higher
prices) than those at which they were acquired, thus
establishing a profit over and above the interest earned
during the period the certificates were held. The 2% per
cent maximum issue rate for 90-day to six-month cer-
tificates in effect provides a floor for rates of this maturity
in the sccondary market. Market rates have been suf-
ficiently above this floor to permit considerable leeway for
the establishment of rate profits. Corporations that employ
this technique assume, of course, the risk that market rates
may not move as expected. Those who favor this means
of incrcasing their investment return usually obtain six-
month certificates with attractive maturity dates, such as
a tax or dividend date. Some dealers have purchased cer-

tificates that they originally prompted their customers to
acquire; in this way, the dealer can acquirc certificates in
the volume he desires, in order to establish rate profits as
described above. (Many banks, including the large money
market banks, will not issue certificates to securities deal-

ers.) This technique for increasing the effective return ori' i "

certificate holdings enables banks to tap, at one step re
moved, the short-term funds for which they cannot com-
pete directly, because of the ceiling rates prescribed by
Regulation Q.

CONCLUDING COMMENTS

The successful offering of certificates of dcposit has
demonstrated that commercial banks can effectively com-
pete for interest-sensitive funds, particularly those of
corporations. It has also contributed importantly to the
shift in deposit structure toward a heavier proportion of
time deposits, which has tended to permit the extension
of bank loan and investment maturities. As long as market
interest rates remain below the Regulation Q ceilings, cer-
tificates are likely to experience further growth and to play
an increasingly important role in providing funds for in-
vesting and lending purposes. If the issuance of new cer-
tificates were curtailed for any reason, the volume of cer-
tificates would decline, but only as outstanding certificates
mature and are not replaced. The drain on deposits would
thus be spread over a period of months. Banks cxperienc-
ing this net certificate reduction would, of course, have to
remain alert to the liquidity pressures that might be occa-
sioned by these deposit withdrawals.

Certificates have also had an influence on the cos
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“structurc of the banking industry. Interest expenses have
mounted as a result of both the enlarged volume of time
and savings deposits and the higher rates paid on such
deposits. In their annual reports to stockholders for
1962, many commercial banks pointed to higher deposit-
interest costs as a significant factor contributing to higher
bank expenses during the yecar. Certificatc interest
expenses, per deposit dollar, probably have bcen lower
than those of savings deposits, since certificate rates,
partly reflecting the value of the instrument’s negotiability,
are often lower than the rates paid for savings deposits.
Certificate rates are also more flexible than thosc on
savings deposits, They may be raised or lowered in
response to money market rates and, most importantly,
in response to the individual bank’s desire for time deposit
funds; by contrast, intcrest rates for savings deposits tend
to be rclatively inflexible. While certificate rates may dem-

onstrate upward flexibility during a period of rising money
rates, this trend probably will be resisted if deposit costs
mount more quickly than the return on the bank use of
these funds. Certificates can be offered aggressively when
it is profitable to do so, and less eagerly when profitability
declines. In the latter circumstanccs banks might permit
issuing rates for new certificates to hecome noncompetitive,
relative to othcr moncy market rates.

In addition to their implications for the operations
of commercial banks themselves, certificates have exerted
an influence on interest rates. By absorbing funds that
otherwise would probably have cntered the markets for
other short-term instruments, they have exerted an up-
ward pressure on short-term interest rates, ther¢by con-
tributing to Treasury and Federal Reserve efforts to main-
tain these rates and to reduce incentives for short-term
investments abroad.





