Bankers on Pricing
Consumer Deposits

As part of a study of the evolving market for consumer
deposits in a deregulated environment, the Federal
Reserve Bank of New York undertook a series of inter-
views with senior commercial and savings bankers on
pricing these deposits. The interviews took place
between November 1986 and January 1987. The
bankers were asked to discuss their views of pricing
practices in the market generally as well as their own
approach to pricing the interest rate and non-rate
dimensions of these deposit products. In no sense
should these interviews be regarded as a “scientific”
sample of nationwide banking practices. The interviews
were relatively few in number, were confined to New
York State institutions, and were mainly with larger
banks. From the general consistency of the responses,
however, 1t seems reasonable to believe that these
responses were at least representative of the views at
larger institutions in the New York market

Our primary interest in these interviews was to gain
better insight into the ways in which pricing practices
for the various types of consumer deposits might be
influencing the way deposit rates respond to changes
in market rates. These deposit-rate responses, n turn,
clearly influence the volume of funds moving into and
out of the various types of deposits. Thus they influence
the behavior of the monetary measures targeted by the
Federal Reserve.

The statistical record of the past two and one-half
years, in which market interest rates have fallen some
500 basis points, suggests some interesting differences
In the response of Iinterest rates on the various kinds
of accounts, and thus of deposit flows, to changes In
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money market rates.” Rates on consumer CDs have
tended to respond relatively rapidly and relatively com-
pletely to movements in market rates. Rates on MMDAs
have responded somewhat less rapidly and less com-
pletely, while the response of Super NOW rates has
been even slower and less complete than the MMDA
response Savings deposit rates, subject to a 5'/2 per-
cent ceiling until April of last year, remained generally
at that ceiling until recently when there have been
declines in some markets.

The overall result of this divergent response to the
decline in market rates has been a substantial
compression of yields on the various kinds of accounts.
As the rate advantage of consumer CDs relative to the
other kinds of deposits has contracted, these CDs have
gone from rapid growth to outright declines. Similarly,
the narrowing rate advantage of MMDAs relative to
NOWSs and savings deposits seems to have slowed their
growth too, though less dramatically. In the meanwhile,
inflows to relatively sticky-rate accounts, the savings and
NOW accounts, have accelerated as the rate advantage
of other kinds of instruments has narrowed. {ndeed the
sharply declining opportunity cost of holding NOW ac-
counts (included in M1) appears to be a major factor in the
recently very rapid growth in that monetary aggregate.

Our interviews suggest that the falling opportunity
costs of holding NOWs, in turn, reflect the significant
differences in the market’s approach to pricing the var-
ious deposit products, differences that seem to stem

1See John Wenninger, “Responsiveness of Interest Rate Spreads and
Deposit Flows to Changes in Market Rates,” this Quarterly Review
(Autumn 1986), pages 1-10



rather naturally from the differences in the nature of the
products themselves. The interviews also touched on
the question of how the various deposit rates might
evolve if market rates were to continue at current levels
or decline, as well as on how deposit rates might
respond if market rates were once again to move sub-
stantially higher. Before reviewing the considerations
that enter into the pricing of the various individual
deposit products, we turn first to the major components
of the general pricing decision.

Major Components of the Pricing Decision

With some variations in emphasis and in ways of col-
lecting the relevant data, the institutions we talked to
tend to focus on similar factors in setting interest rates
on consumer deposit products. Rate decisions are
apparently reviewed frequently—several mentioned
weekly reviews—though of course actual rate changes
may be less frequent.

Most banks indicated that their rate decisions begin
with estimates of the relevant wholesale cost of funds
as a measure of the aiternative cost of money. Rates
on large CDs were mentioned by several bankers as the
measure of wholesale funding costs. These wholesale
rates have to be measured In terms of the relevant term
to maturity. This 1s a relatively straightforward matter in
the case of consumer time deposits, but i1s much less
clear-cut in the case of MMDAs, NOWSs, and savings
deposits since they are cashable on demand and
therefore have no definite ““maturity.” In comparing
wholesale and retail costs of funds, adjustments also
have to be made for any differences in the relevant
reserve requirements and for the higher costs of ser-
vicing retail accounts

Some institutions begin the pricing decision with a
desired spread under the wholesale cost of money they
would like to achieve in setting rates on consumer
accounts. However, all institutions mentioned a number
of factors that would influence the spread they would
actually set, and one or two said explicitly that they
often failed to meet their objective because of compet-
itive conditions or other factors.

All institutions indicated that they had to take explicit
account of what their competitors were doing In the
various markets. With varying degrees of explicitness,
they also try to take into account the interest rate
elasticity (responsiveness) of their customers’ demand
for the various kinds of instruments they offer—though
this is obviously hard to estimate in quantitative terms.
Most bankers also mentioned as decision inputs their
own deposit flow data for the various kinds of consumer
accounts (sometimes differentiated by maturity category
for consumer CDs) and the schedule of maturing de-
posits they faced over the coming period. Some banks

indicated that the rates they offered at different
branches or regions might differ depending upon local
competitive conditions. With one partial exception, the
banks indicated that they did not take variations in the
bank’s short-term funding needs into account in setting
consumer deposit rates, preferring to make such
adjustments in the wholesale market.

Most of the Institutions we talked to obviously go to
considerable lengths to collect and organize the relevant
input data—the cost of money, deposit flows, rates
offered by competitors, etc.—needed to make rate
decisions But this input seems much more directly rel-
evant in pricing some kinds of products, notably con-
sumer CDs, than it does for others such as savings and
NOW accounts where additional considerations, dis-
cussed further below, are also very important Most
bankers emphasized, moreover, that no matter how
sophisticated the mechanism for collecting and orga-
nizing information may be, actual rate decisions cannot
be reduced to formula. Instead they must rely heavily
on experience and judgment.

Setting Rates on Consumer CDs

As noted earlier, the national data indicate that con-
sumer CD rates have responded most consistently and
fully to changes in money market rates. Several com-
ments by the bankers we interviewed suggested rea-
sons why this should be so. One banker argued that the
quick adjustment of CD rates to market rates, relative
to the slower adjustment of other consumer deposit
products, reflected differences in interest rate elasticity,
with CD demand highly responsive to rates and other
products less so This seems highly plausible since
rates would seem to be by far the most important
determinant of consumer CD demand In contrast to
other deposit products where non-rate considerations
may also be important. And If customers are in fact
highly rate-sensitive with respect to CDs, banks would
stand to lose (or gain) market share relatively rapidly if
the rates they offer fail to adjust quickly to changing
market conditions.

Some bankers confirmed that they did try to respond
relatively quickly to changes in the wholesale cost of
money In pricing consumer CDs. One banker argued
that wholesale banks, especially, tend to price these
CDs in relation to wholesale funding costs. He also
argued, however, that thnfts and regional banks tend to price
more in relation to relatively slower changing asset yields
and therefore tend to adjust their CD rates more slowly.

The savings bankers we talked to did say that the CD
offering rates of thrifts tend to be somewhat higher than
those of their commercial bank competitors.2 While no

2The available data supports this contention See “Responses to
Deregulation Retall Depostt Pricing from 1983 Through 1985,"
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full explanation was given for this phenomenon, one
savings banker commented that the thrifts “may be a
little paranoid” about the risks of losing deposits. One
commercial banker, also noting a tendency for thrift CD
rates to exceed rates paid by commercial banks, said
he thought this spread had remained about constant as
the overall level of rates has come down, but that the
spread has become more important to consumers at the
lower absolute level of rates. Another commercial
banker argued that some thrifts were “pricing well above
the market and can’t sustain this over time.”

Money Market Deposit Accounts
Bankers offered a number of explanations for the fact
that MMDA rates have tended to respond somewhat
more slowly and less fully than CD rates to changes in
money market interest rates. Several bankers suggested
that MMDA demand was less interest-sensitive than CD
demand, arguing that MMDA accounts were often used
simply as ‘“‘parking lots” for excess funds awaiting
decisions to reinvest the funds in other instruments. The
fact that spreads of money market rates over MMDA
rates were larger than the spreads of money rates over
consumer CD rates was also cited as a reason for
feeling ‘'less urgency” to move MMDA rates when
market rates changed. One banker noted that when a
bank changes its offering rates on CDs, only new money
and rollovers are affected in the short run. When a
change in MMDA rates is made, however, it affects the
entire outstanding volume of deposits at once, making
banks more cautious about changing MMDA rates.
These various considerations would clearly help
explain why bankers might be relatively slow in adjusting
MMDA rates upward in response to rises in market
rates. However they are less clearly relevant in
explaining why MMDA rates might be slower than CD
rates to decline in the face of reductions in money
market rates. One banker offered the explanation that
as market rates have declined, banks have been
reluctant to breach successive single digit “floors” (such
as an even 6.00 percent) and have been particularly
slow to cut MMDA rates below the old ceiling rate on
regular savings deposits even though such cuts might
be justified on cost of money grounds. Such a line of
argument would suggest that the bankers believe that
at least at some critical points, the rate elasticity of
demand for MMDAs may be fairly high, so that they fear
losing market share by cutting rates at such points. In
any event, at the time of these interviews, MMDA rates
at the banks we talked to—mostly at 5 percent or
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somewhat higher—were at or below statement savings
account rates at the same institutions.

MMDAs were originally conceived largely as a
response to the rapid growth of the money market
mutual funds. Through late 1982, when the new MMDAs
first became available, these money market funds had
grown to some $185 billion. Certainly a significant part
of this money had come out of consumer deposits at
banks—though much of it may have been ultimately
recycled in the form of purchases by the money funds
of wholesale CDs and bank-related commercial paper.
In any case, only two bankers in our recent interview
program mentioned competition from the money funds
in connection with MMDA rate decisions. One banker
acknowledged that rates offered by the money funds
were inttially “very important” in pricing, but he argued
that they were much less important currently. Another
banker said that the MMDA could not compete fully with
money fund accounts, especially ‘‘central asset
accounts,” because of the Imitation imposed on the
number of third-party checks that can be written on
MMDAs. But he went on to say that for most smaller
savers, the presence of FDIC insurance on MMDAs
made it possible to market them competitively at 50 basis
points below rates being offered by the money funds.

Savings Deposits
Savings deposits come in two forms, the traditional
passbook account and the statement account. At the
time of the interviews, most banks we talked to offered
both kinds of accounts, but a minority no longer offered
passbook accounts. Moreover, one banker expressed a
desire ultimately to eliminate his bank’s passbook
account, which, he said, entailled significantly higher
maintenance costs than do statement accounts. Most of
the banks we talked to were continuing to offer state-
ment savings accounts at the old ceiling rate of 5'/2
percent (deregulated at the end of March 1986) while
a minority offered somewhat lower rates. Of those banks
we talked to that continued to offer both kinds of sav-
ings accounts, a majority were offering passbook rates
below the rate offered on the statement savings account.
In one way or another, all the bankers we talked to
expressed the view that the time had come to cut sav-
ings account rates because of declines in the cost of
money. Nevertheless, they all expressed great caution
about taking such a step. Most noted that depositors
had continued to hold funds in these accounts during
periods when other rates were far above the old 5/2
percent ceiling. In various ways, the bankers conveyed
the feeling that this had imposed on them an implicit
obligation not to cut the savings rate when market rates
had fallen. Bankers used terms like “moral commitment”
and “implicit contract” to express their reluctance to cut



rates on depositors who had held savings accounts in
earlier years when other rates were far above the 5/2
percent ceiling. Thus some bankers expressed the fear
that these account holders would feel “cheated” If the
rate were cut now. Moreover, they were reluctant to
“sensitize” such account holders to rate considerations
since these depositors might then very well expect
savings deposit rates to move up if market rates were
to cimb once again. In effect, the bankers seemed to
prefer the rate-sensitive savings customers to stay in the
MMDA accounts rather than in savings accounts—
although with MMDA rates below regular savings rates
at a majonty of the institutions we talked to, some
thought there was evidence that the rate-sensitive
money was In fact moving Into savings accounts from
the MMDAs

Some of the bankers we talked to referred to savings
accounts as being, along with NOW accounts, “core”
accounts—that 1s, accounts that tend to tie the holder's
overall banking business with the bank at which the core
account 1s maintained. This consideration would mean
that the customer’s entire banking business, and not just
his savings account business, might be at stake if the
savings account rate were to be cut.

Despite all these considerations, many bankers
argued, as noted, that the savings deposit rates pre-
vailing at the time of the interviews were “too high”
given the current money market rates, even while
expressing considerable reluctance to be the first to
move to a lower rate themselves. Some bankers men-
tioned that they had recently sent written notice to their
savings account customers that in the future they might
need to adjust their savings account rate If market
conditions warranted. However, they had not actually
lowered the rate as of the time of the interviews.
Moreover, several bankers suggested that any future
changes In savings accounts rates would be made only
infrequently and only in response to significant and
sustained changes in interest rates generally.

NOW Accounts

Until January 1986, Federal regulation distinguished
between two types of NOW accounts, ‘regular” NOWs
subject to no balance requirements but subject to a
maximum interest rate of 5'/4 percent, and “Super
NOWSs," subject to a minimum balance requirement but
with no interest rate limitation. Currently, depository
institutions may offer interest rates without restriction on
any NOW account, regardless of balance. Even after the
rate restriction on “regular’ NOWs was removed, many
banks continued to offer two types of accounts, one
paying a rate fixed at or close to the old 5'/s percent
celling and another paying a higher rate adjusted from
time to time in light of changing market conditions.

By the time we conducted our interviews, however, the
decline in market rates had compressed NOW rates so
that most of the banks we talked to either no longer
offered a “Super NOW” product or offered one with a
rate equal to or only shghtly above the old regular NOW
ceiling rate of 5'/s percent. As one banker put it to us,
the Super NOW had become “‘a product without much
meaning” in current market conditions. Thus in his view,
the pricing of Super NOWSs as such had become a “non-
iIssue” In the market.

Nevertheless, it was clear from our conversations that
the pricing of NOW accounts, however distinguished,
presented some difficult issues. There are clearly
problems in measuring both the costs and the net rev-
enues arising from such accounts, making rational
prnicing a complex problem. Some bankers, for example,
mentioned the difficuity of estimating accurately the
costs of account maintenance, both the “brick and
mortar” fixed costs and the variable costs. Some also
cited the difficulty of getting a realistic handle on the
appropriate opportunity cost of funds for deposits that
have no fixed maturnty. As one banker put it, it I1s very
hard to know what “notional” term to maturity to put on
these funds in measuring opportumity costs, “not the
Federal funds rate, but not 10-year money either.”
Another intangible cited by one banker was the relative
stability of NOW account deposits, a feature that is
attractive to banks but for which it 1s hard to establish
a precise numerical value.

For all these reasons, it appears to be difficult for the
banks to measure the profitability of NOW accounts,
even on a “stand-alone” basis. Most who discussed the
subject did believe that at interest rates above 5 per-
cent, NOW accounts were not in fact currently profitable
on such a basis But the most important complication
in pricing these accounts anses from the fact that most
bankers do not look at them on a stand-alone basis.
Instead, they view them as a ‘“‘core’ product, the cen-
terpiece of a complete banking relationship where the
value of the NOW account as such cannot be mean-
ingfully separated from the total value of the customer's
dealings with the bank.

Several of the institutions we talked to seek to rein-
force the ‘“relationship” aspect of NOW accounts by
permitting balances in other accounts to be used to
satisfy the minimum balances in NOW accounts required
to avoid fees and/or by offering reduced loan rates to
NOW account customers. One banker noted with some
irony that at the very time that the corporate banking
business 1s moving toward unbundled pricing, consumer
banking seems to be moving In the opposite direction.
As some bankers pointed out, the “relationship” aspect
of NOW accounts makes 1t doubly difficult to assess
their profitability. It i1s difficult not only because their
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current profitability has to take into account the coliateral
banking business they are currently attracting, but also
because accepting current losses on NOW accounts
may retain a customer whose total business over the
fong run may make the account profitable when viewed
over that longer time honzon. Given all these problems,
one banker said quite frankly that you could make such
accounts look profitable or unprofitable depending upon
just what alternative plausible cost and revenue
assumptions were used in the calculation.

In expressing reluctance to lower NOW account rates
even at a time when they seemed “too high” in terms
of current money costs, some bankers voiced the same
kinds of reservations they had mentioned in connection
with possible cuts in savings deposit rates. Thus they
noted that regular NOW customers had maintained
balances at times when market rates were far above the
old 5'/a percent ceiling Moreover, they feared that
‘'sensitizing’”’ such account holders to interest rate
movements could lead to significant reductions iIn NOW
balances in response to any subsequent increases In
other rates. One banker argued that customers’ deci-
sions In choosing NOW accounts were determined more
by convenience and service considerations and thus
were in fact rather insensitive to small or moderate
interest rate differences. But, he added, if the NOW
rate were to become so far off the market that the
customer were induced to move his account to another
institution, the original bank would lose not only the
deposit, but all the customer’'s other banking business
as well.

The savings bankers we talked to suggested that
NOW accounts play a somewhat different, and lesser
role for thrifts than they do for commercial banks. One
savings banker said that NOW accounts at thrifts are
often secondary checking accounts and are viewed like
savings accounts by their holders Another savings
banker noted that NOW accounts constitute only a small
fraction of his institution’s total deposits so that the
concept of “relationship pricing” of such accounts as a
means of attracting other business is of httle or no
consequence to them.

The Non-Rate Dimensions of Pricing

In addition to setting interest rates, banks must set
terms on a wide array of non-rate dimensions of the
total deposit package These include minimum balances
to earn interest and/or avoid monthly fees, fee sched-
ules covering per-account fees, per-check fees and
other types of fees, as well as methods of computing
balances and of computing and crediting interest and
other matters. In the following article, we report the
results of a survey of commercial bank practices as of
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late 1985 regarding these non-rate dimensions of con-
sumer deposit pricing.® Our conversations with bankers
yielded a few additional insights on the issue of setting
non-rate terms on such deposit products.

Several bankers said that the balances in most of
their NOW accounts were above the minimum levels
needed to avoid monthly account fees. For this reason,
one banker said that these mimmum balance levels
were “a small 1ssue” for hm. He noted, however, as did
others, that they serve the purpose of making below-
minimum-balance accounts at least cover account
maintenance costs through the fees charged. One
banker made the point that while fees enable low bal-
ance accounts to pay their way, and while high balance
accounts are also profitable even without such fees,
accounts with balances only a little above the minimum
needed to avoid fees may not be profitable. However,
he said that the alternative pricing approach of charging
fees on all accounts regardless of balance to ensure
that all accounts at least cover cost would “irritate” the
higher balance customers, the value of whose deposits
are alone sufficient to cover costs

Another banker said that establishing different min-
imum balance levels to avoid fees was a way of estab-
lishing “product distinction,” with the different accounts
also differentiated with respect to fees, interest rates
paid, and collateral benefits offered One banker sug-
gested that crediting balances in all the customer’s
accounts toward the minimum balance requirement for
his transactions account did cost the bank some fee
income But he thought the approach was nevertheless
worthwhile as a means of building a total banking
“relationship” with the customer In general, decisions
about the non-rate terms offered on accounts appear to
be made relatively infrequently—several banks men-
tioned once a year—in contrast to rate decisions, which,
as noted earlier, appear to be reviewed at least weekly
at most institutions.

Future Prospects in Pricing Consumer Deposits
We asked the bankers whether they thought the price-
setting process in the industry had had time to settle
down following the completion of the deregulation
process or whether some further evolution was likely
The answers we got varied considerably, in part
because the various bankers tended to focus on dif-
ferent aspects of the problem.

There seemed to be general agreement that the market
had not yet reached an “equiibrium” with respect to the
relatively fixed rate accounts, the NOWs and savings

3See “The Pricing of Consumer Deposit Products—The Non-rate
Dimensions,” this Quarterly Review, pages 14-18



accounts. As noted earlier, most felt that these rates were
too high relative to money rates and would be under
downward pressure. Indeed, there were some rate
reductions on these products in the New York City market
after our round of interviews was completed. But with all
the potential, hard-to-quantify nsks of cutting rates on
these accounts, few bankers were prepared to suggest
where the market would ultimately settle, even in the
absence of significant further changes in interest rates
generally. One banker, saying that the whole area of
consumer deposit pricing 1s “still evolving,” emphasized
that banks were still trying to get a good feel for the fixed
and variable costs of the various kinds of accounts—
implying that absent such a feel, they would remain
uncertain as to just what an appropriate “equiibrium”
price might be at any particular level of money rates.

Apart from the obvious continuing uncertainties sur-
rounding NOW and savings deposit rates, there was a
fairly general feeling that pricing practices had settled
down, at least to some extent. One banker noted, for
example, that the rates set by his competitors seemed
to be responding to changes in money market rates “in
a pretty predictable way,” suggesting to him that their
decision-making processes, at least on consumer CD
and MMDA rates, had stabilized. At the same time,
some bankers suggested that there would always be a
tendency for “rate wars” to break out from time to time
as some banks sought to increase their market share
at the expense of competitors.

There was some disagreement as to whether deposit
rates would respond more slowly to a sustained rise in
money market rates than they had to the declines of the
past two and one-half years. One banker thought that
deposit rates would respond relatively more slowly to
the nise in market rates, with thnfts moving up even
more slowly than the commercial banks. Several
bankers, however, suggested that while banks might try
to lag more on the upside, competitive forces would
undermine any such effort. Thus if banks did lag, some
institution would see an opportunity to gain market share
by raising deposit rates and the others would then be
forced to follow.

A few bankers noted that the relative speed of
response of the various kinds of accounts on the upside
would be similar to the pattern observed when rates had
fallen. Thus consumer CD rates could be expected to
move relatively rapidly, with hittle or no increase n the
gap between money market rates and CD rates. On the
other hand, rates on the relatively fixed rate types of
accounts, NOWs and savings deposits, would respond
only slowly. Hence the rate gap on these accounts rel-
ative to market rates would widen once again as market
rates rose, much as this gap had narrowed when market
rates were falling.

Some Tentative Conclusions and
Unresolved Questions

Obviously no firm inferences can be drawn from a
small-scale survey of bankers in a geographically limited
portion of the consumer deposit market. But some ten-
tative conclusions about this market are at least sug-
gested by the survey resuits.

For one thing, the evidence suggests that consumer
CD rates are likely to continue to respond reasonably
promptly and fully to changes in money market interest
rates. To banks, consumer CDs are an alternative to
funding through wholesale deposits. And since con-
sumers’ demand for these CDs appears to be quite rate-
sensitive, the volume of funds a bank can raise from
this source will be responsive to changes in offering
rates Thus whenever wholesale funding costs rise
above currently prevailing consumer CD rates (allowing
for differences in reserve requirements and other costs),
banks will have a strong motive to push up offering
rates to Increase their takings from this source. Con-
versely, should wholesale rates decline, banks have a
strong motive to bring consumer CD rates down into line
with the wholesale rates. It was not completely clear
whether this adjustment process would move as rapidly
when market rates are rising as it does when they are
faling—our interviewees differed on this point. In any
case, the actual speed of adjustment in any given local
market will depend on the extent of competition In
that market.

With respect to money market deposit accounts, their
nature makes it likely that they will continue to respond
less rapidly than CD rates to changes in market rates.
On the downside, there is the apparent reluctance of
bankers to break visible psychological barriers posed by
even-numbered Interest rate levels and by rates offered
on slow-adjusting accounts such as savings and NOW
accounts. On the upside, the likelihood that MMDA
money s less rate-sensitive than CD money, coupled
with the fact that a change in the MMDA rate applies
immediately to the entire outstanding stock of MMDA
deposits, suggests that bankers will tend to delay in
raising MMDA rates at least until they feel reasonably
sure the rise in market rates is likely to stick.

Given the variations that have occurred in the spread
between MMDA rates and money market rates generally
(including money fund rates), the question arises as to
what the long-run “equilibrium” rate on MMDAs for given
levels of market rates may be. Econometric work sug-
gests that over periods of up to three months, the
MMDA rate makes only a partial adjustment (about 60
percent) to movements in money market rates.® But over
a somewhat longer period, the response of MMDA rates

4See Wenninger, op cit, page 7

FRBNY Quarterly Review/Winter 1987 11



to market rates may well be fairly complete, and indeed
that is what one banker we talked to asserted. More-
over, since money fund rates, by their very nature, must
also respond fully to changes in market rates over a
period long enough for their portfolios to turn over, it
seems likely that over time MMDA rates and money fund
rates should tend to move more or less in tandem even
though bankers may not regard them as closely com-
petitive Iin the short run.

The savings deposit product Is clearly designed to be
marketed to relatively rate-insensitive customers. The
banks’ approach to pricing this product suggests that
they seek to preserve this role for the savings deposit
account by responding only slowly and reluctantly to the
recent sharp declines in money market rates in setting
rates on saving deposits. As a result, the profitability of
these deposits to the banks has been much reduced in
the recent period. To the extent that the savings account
can be preserved as a repository for rate-insensitive
funds, however, 1t could once again become quite
valuable to the banks should market rates rise.

From the point of view of monetary policy, perhaps the
most interesting—and most perplexing—question raised
by our interviews is the hkely course of NOW account
rates over time. Alone among the types of interest-bearing
accounts discussed In this article, NOWs represent a
component, and an important component, of M1. This
narrow money measure was, for a period, the monetary
aggregate most closely watched by the markets and the
policymakers. More recently, its importance has been
substantially downgraded because of its highly aberrant
behavior relative to earlier experience—a change n
behavior that i1s clearly related in part to the pricing
approach banks have adopted to consumer deposits.

When 1t first became apparent that deregulation would
make possible a transactions deposit whose rate could
fluctuate In line with market rates, many analysts sug-
gested that the responsiveness of M1 to market rates
would decline sharply. Their reasoning was that the
opportunity cost of holding these deposits need no
longer be affected by changes in market rates. Expe-
rience suggests, however, that deregulation has had just
the opposite effect on the responsiveness of M1 to
changes in market interest rates. On the one hand, the
creation of market-rate-sensitive alternatives to M1
accounts has made it much easier for the average
depositor to adjust his transactions balance levels in line
with changes in the opportunity costs of holding them.
All he needs to do is to shift money between different
deposit accounts—accounts that are more often than not
held in the same institution.

At the same time, 1t has turned out in practice that the
rates paid on NOW accounts respond only slowly and
incompletely (except perhaps in the very long run)
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to changes in market rates. So the ability of depositors
to respond to changing rate spreads has increased. And
because NOW rates adjust slowly, these spreads have
continued to fluctuate substantially with fluctuations in the
general level of interest rates. Moreover, everything we
have learned in the course of our talks with bankers
suggests that the sluggish response of NOW rates is likely
to be a persisting feature of these accounts. So on bal-
ance, it appears that even though these transactions
deposit rates are now theoretically free to move in line
with market rates, the overall interest-rate sensitivity of
NOW accounts, and hence of M1, has probably been
significantly increased as a result of deregulation.

One perplexing and potentially important question is
where the long-run “equilibrium” spread between money
market rates and NOW rates may turn out to settle. In
the last half of 1983 and most of 1984, when market
rates were much higher than they are now, market rates
(as measured by the six-month bill rate, for example)
tended to run from 2 to 3 percentage points above the
then-prevailing rates on Super NOWSs. In recent months,
this spread has been much smaller, ranging between
roughly zero and one-half percent.

Clearly the bankers we talked to do not think the current
level of NOW rates represents a long-run “equilibrium.”
They obviously think there is downward pressure on the
NOW rate at current levels of money market rates. But
how far below current levels would NOW rates have to
fall to reach such an equilibrium? If the 1983-84 range
of spreads in fact did represent an equilibrium position,
NOW rates would ultimately have to fall to within a 2.5
to 3.5 percent range, far below their current levels. On
the other hand, the high spreads prevailing in the 1983-
84 period may also have been abnormal—abnormally
high. Thus they may not be a reliable guide to where
market rate/NOW rate spreads may ultimately settle given
today's lower level of market rates.

Most likely, the “true” long-run equilibrium spread
between money rates and NOW rates lies somewhere
between the very high 1983-84 levels and the very low
to neglgible levels prevailing recently. But just exactly
where it may lie within this range is far from clear—
especially in view of all the uncertainties, even for the
bankers themselves, about both the costs and the rev-
enues associated with NOW accounts.

In any case, If there i1s currently pressure for the NOW
account rate to fall, even absent further declines in
money market rates, this pressure poses a new problem
for the use of M1 as an indicator of monetary stimulus.
By itself, a downward drnft in the NOW rate would
clearly reduce the demand for NOWs and thus for total
M1. If M1 growth were left unchanged under such cir-
cumstances, the downward drift In money demand wouid
tend to put downward pressure on market rates and



would thus provide additional stimulus to the economy.
If the additional stimulus were undesired from a policy
perspective, it would be necessary to reduce the target
rate of M1 growth by a sufficient amount to offset the
impact on market rates of the reduction in the demand
for M1.5 The problem is that it is very hard to say how
rapidly any downward movement in NOW rates might
occur, If it happens at all, and how far it might go.

5To the extent that the slower growth of NOW accounts refiects a shift
of funds from NOW accounts into consumer CDs, M2's growth would
not be affected since NOW accounts and consumer CDs are both
M2 components

Consequently, the needed allowance for this factor in
setting monetary targets i1s equally hard to determine.
Consideration of such questions makes it clear that the
behavior of the narrow money supply has become much
harder to analyze under deregulation than it was in the
old days when it consisted only of non-interest-bearing
demand deposits and currency.

Richard G. Davis
Leon Korobow
John Wenninger

FRBNY Quarterly Review/Winter 1987 13





