
Brokered Deposits: Issues and Alternatives 

New networks, act ing through "deposi t 
brokers" skirt restrictions built into the deposit 
insurance system by dividing large deposits into 
smaller, insured lots. Controversy over how to deal with 
these innovations is growing; a solution could affect not only 
the f low of funds through depository institutions but the safety and 
structure of the f inancial system itself. 

Brokers of banks' and thrift institutions' certifi-
cates of deposits (CDs) have been providing 
their services for over a decade. The merits of 
funding banks and thrifts with brokered CDs 
have been debated for about as long. Initially, 
the largest depository institutions used money 
brokers to secure large dollar amounts of unin-
sured CDs from institutional investors in a national 
marketplace. In those days, debate centered 
around whether big money center banks should 
be restricted to funding their lending needs from 
within the geographic locales of their existing 
branches and offices. It was not until the mid-
1970s that the brokered funding practice began 
to catch hold in regional depository institutions. 
The small and middle-size institutions used this 
funding method infrequently until the late 1970s. 

Not until the July 1982 failure of Penn Square 
Bank, N.A. in Oklahoma City and subsequent 
bank and thrift failures was national attention 
focused on the extent to which brokered funds 
were being used by problem institutions, and the 
exposure this presented to the federal insurance 
funds. Since the Penn Square failure, the develop-
ment of practices that might abuse the present 
insurance system has further heightened concern 
about brokered deposits. The innovations that 
give the insuring agencies particular problems 
allow brokers to divide large deposits among 
insured institutions in insured lots of $100,000 or 
less. These systems, which depend on computers 
for recordkeeping and quick response, allow 

investors to remain fully insured whatever the 
size of their total C D investments. 

Such systems call into question the purpose of 
deposit insurance and the methods used to 
discipline risk-taking by insured depository insti-
tutions. Attempts to regulate these systems also 
bring into question the benefits of C D brokerage 
to those who use it and to the public. Battle lines 
have formed among regulators, members of 
Congress, bankers and their trade organizations, 
and C D brokers, members of the securities 
brokerage industry and their trade groups. The 
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What is a Brokered CD? 

The term "brokered CD" generally means any negotia-
ble or nonnegotiable certif icate of deposit of a financial 
institution ("the deposit-seeking institution") purchased 
by an investor (which may be another financial institution 
for its own account, a money market fund, a pension 
fund, an insurance fund, a bank trust department acting 
as custodian, a corporation or an individual) through an 
intermediary third party. This third-party intermediary 
receives a fee or commission from the issuing financial 
institution and may act strictly as a "broker" (selling CDs 
as agent for the issuing financial institution), asa"dealer" 
(by purchasing CDs as principal), or as both (a "broker-
dealer"). 

alternatives being considered affect not only the 
risk to investors and the way funds flow in and 
out of depository institutions and their markets, 
but also the safety, structure, participants and 
services provided by the financial services in-
dustries. 

In order to get a grasp of the issues these 
systems create for deposit insurers and regulatory 
agencies, this article will describe the brokered 
C D market, its participants and their motivations. 
We will also focus on recent developments and 
regulatory viewpoints and will conclude with an 
analysis of the regulatory proposals. 

The Brokered CD Market 
The brokered C D market consists of two parts: 

the institutional market where CDs are issued in 
denominations of $100,000 or greater, and indi-
vidual or "retail" markets where CDs are issued 
in denominations not exceeding $100,000. In 
the latter market, a broker-dealer may purchase a 
C D issued by an insured financial institution and 
sell participations or interests in it to customers 
(See "What is a Brokered CD?") 

As long as certain record-keeping requirements 
are observed, each investor's deposit, whether 
invested directly with the issuing depository 
institution or indirectly through a C D broker 
(including investment interest in a C D through a 
broker-dealeKs participation program), is insured 
by either the Federal Deposit Insurance Cor-
poration (FDIC) or the Federal Savings and Loan 

'"FDIC, F H L B B Request for Comments on Brokered Deposits," Washing-
ton Financial Reports, The Bureau of National Aftairs, Inc., Vol. 41, No. 17 
(October 31, 1983) p. 670. 

Insurance Corporation (FSLIC) up to the maxi-
mum allowable $100,000 per depositor. (To 
receive full insurance coverage, the aggregate 
deposits of an investor in any one insured de-
pository institution cannot exceed $100,000.)1 

The CD Money Brokers 
Most industry experts estimate that some 

$120 billion in CDs (insured and uninsured) out-
standing at U. S. financial institutions have been 
placed by money brokers. Merrill Lynch, an 
active broker, estimates that $100 billion of this 
amount is institutional funds while $20 billion is 
brokered retail deposits.2 

The C D brokerage industry, vaguely definable 
at best, includes a wide variety of players ranging 
in size from the sole proprietor with a desk and 
telephone to the largest national securities broker-
age firms. Most of these major brokerage firms 
are now selling and making a market (primary 
and secondary) in CDs for both individuals 
(retail) and institutional investors. For the most 
part, only thetop40 or so commercial banks and 
some of the largest savings and loan associations 
are able to place their CDs in the institutional C D 
market. Most institutional CDs are negotiable 
and are traded in blocks significantly larger than 
the federal insurance maximum. Generally, insti-
tutional CDs are sold only by the largest national 
brokerage and regional brokerage firms. 

Other large national brokers of CDs serve 
primarily regional, middle-size and small deposit-
seeking financial institutions. Their primary ac-
tivity is C D brokerage. Two of these firms—FAIC 
Securities Inc and Professional Assets Manage-
ment Inc.—-have placed over $12 billion and $7 
billion, respectively, in deposits of commercial 
banks and thrift institutions in 1983.3 Most of the 
CDs sold through the brokers, which serve region-
al, medium and small institutions, are in $100,000 
increments, the maximum amount covered by 
federal insurance. Regional securities brokers 
also act as C D broker-dealers for select groups of 
regional financial institutions. 

The list of C D brokers also includes trust 
departments of commercial banks, mutual funds, 
and diversified financial conglomerates. Even K 
Mart Corp. recently began offering applications 

2Laura Gross, 'Will Federal Broker Limits Cut Deposits?" American 
Banker, Vol. CXLIX, No. 10 (January 16, 1984) p. 1. 

Advert isements in various issues of The Wall Street Journal and 
American Banker 
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T a b l e 1 . C o m m e r c i a l B a n k s R e p o r t i n g B r o k e r e d D e p o s i t s 
(As of S e p t e m b e r 3 0 , 1 9 8 3 ) 
( in 0 0 0 ' s ) 

Percen tage of B rokered Depos i ts 
to Tota l Deposi ts Dollar Vo lume of B rokered Depos i ts Assets Depos i ts 

Range Mean Med ian Range 

All b rokered 
depos i t repor ters 
(536 banks) 

Less than 0 .01% 
to 90 .99% 

7.16% 2,90% 

M e a n s Med ian M e a n Med ian M e a n Med ian 

Top 25% in te rms 8.51 % to 90 .99% 21.59% 17.15% $ 4 0 0 t o 
of the ratio $1 ,215 ,100 
b rokered depos i ts 
to tota l depos i ts 

Top 25% of te rms 0 .17% to 90 .99% 14.69% 8.93% $ 8 5 8 0 to 
of the dol lar $1 ,215 ,100 
vo lume of 
b rokered depos i ts 

$1 to 
$1 ,215 ,100 

$ 8 1 , 0 3 0 $9 ,300 $ 7 6 5 , 4 6 3 $45 ,707 $ 4 9 6 , 2 0 8 $39,877' ' 

$ 1 3 8 , 5 4 4 $ 4 1 , 2 7 8 $4 ,065 ,686 $1 ,546 ,848 $2 ,684 ,697 $1 ,212 ,640 

$35 ,759 $ 1 , 5 0 0 $1 ,177 ,176 $58 ,029 $ 7 8 7 , 4 9 4 $ 5 0 , 8 4 4 

for retail CDs and money market deposits for a 
Michigan thrift through three of its stores in 
Florida4 A one-bank holding company in Miami 
recently applied to the Federal Reserve System 
for approval to establish a subsidiary that will 
broker CDs primarily to foreign investors. 

All C D money brokers charge a fee or com-
mission for providing their service. Deposit-
seeking institutions pay the fee, which generally 
ranges from 2 5 to 100 basis points (annualized) 
per CD. Some firms have pre-established fees; 
others negotiate based on maturity dates and 
volume of the CDs being sold and on characte-
ristics of the issuing institution. 

The Investors 
Most investors in brokered CDs are financial 

institutions such as commercial and mutual savings 
banks, savings and loan associations, credit unions, 
money market funds, pension and profit sharing 
plans and insurance companies. Large corporations 
looking for liquidity and high yields and indi-
viduals also purchase CDs from brokers. An 
executive of a leading C D broker estimates that 40 
percent of the CDs brokered by his firm are sold 

"The Florida Comptroller's Office charged K Mart and the Michigan thrift 
with illegally conducting savings association business in Florida A Florida 
court has declined to continue a temporary restraining order on this 
activity, saying that it did not constitute banking. K Mart agreed to remove 
the name of the Michigan thrift and the F S L I C logo from its advertise-
ments. "K Mart Can Resume Selling S&L Services in Florida Judge 
Rules," The Wall Street Journal, (February 21, 1984) p. 38. 

'Telephone interview with William A Goldsmith, Executive Vice President, 
Professional Asset Management Inc., DelMar, California 

6Gross, op. cit, p. 1. 

to S&Ls, 20 percent to commercial banks, and 
the rest primarily to credit unions and pension 
funds.5 With respect to individual investors, 
Merrill Lynch figures it has placed over $10 
billion in brokered retail deposits since it initiated 
this program in June 1982.6 

The Deposit Seekers 
The deposit-seeking institutions are primarily 

commercial and mutual savings banks and savings 
and loan associations. Credit unions seldom 
raise funds in this manner, though there are 
scattered reports of brokers marketing their ser-
vices to these institutions.7 

The growth of brokered deposits outstanding 
has recently been phenomenal. Accordingtothe 
Federal Home Loan Bank Board (FHLBB), brokers 
"had brought in $26 billion to thrifts as of 
October 1983, up from $4.6 billion in June 
1982."8 The $26 billion in brokered deposits 
would represent about 4.9 percent of total de-
posits insured by the FSLIC.9 Indicating concern 
about future growth, Edwin J. Gray, chairman of 
the FHLBB, recently stated that at the current 
rate of growth, brokered deposits could account 

'Edgar F. Callahan, chairman of the National Credit Union Association 
(NCUA) in testimony before the Housing Banking Committee's Sub-
committee on Financial Institutions, Supervision, Regulation and Insurance 
in October 1983, stated that "the use of brokers to raise funds is quite 
isolated with respect to credit unions." 

8Tim Carrington, "Stiff Restrictions on Deposit Brokerage For Banks and 
Thrifts Are Proposed," The Wall Street Journal, ( January 1 7, 1 984). 

9The Public Information Office of the Federal Home Loan Bank Board, 
Washington, D. C. reported total F S L I C insured deposits were $534.1 
billion at year-end 1982. 
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Table 2. Distribution of Commercial Banks Using Brokered Deposits 
(As of September 30, 1983) 

Asset Size 
Brokered Deposit Reporters Universe of Commercial Banks 

Number* Percent of Reporters Number* Percent of Total 

Less Than $50MM 241 44.96% 9725 67.02% 

S50MM - S100MM 100 18.66% 2593 17.87% 

$100MM - $300MM 62 11.57% 1504 10.37% 

S300MM - S50MM 24 4.48% 254 1.75% 

$500MM - $1B 11 2.05% 185 1.27% 

$1B - $5B 68 12.69% 203 1.40% 

Greater Than $5B 30 5.60% 46 0.32% 

Total 536 100.00% 14510 100.00% 

•Number that filed September 30, 1983 F leport of Condition. 

for more than one-third of all deposits in insured 
S&Ls.10 

According to unedited call report data as of 
September 30, 1983, 536 commercial banks (3.7 
percent of 14,510 reporting banks) indicated the 
use of brokered deposits. In the aggregate, these 
deposits amounted to $19.2 billion, roughly 1.3 
percent of total deposits outstanding in commercial 
banks.11 The average ratio of brokered deposits 
to total deposits for banks reporting this source of 
funding was 7.16 percent (Table 1). Deposit com-
positions ranged from less than one percent to 
91 percent brokered funds, while the absolute 
dollar levels ranged from one thousand to $1.2 
billion. With respect to the heaviest commercial 
bank users of this funding source (the top 25 
percent in terms of the ratio of brokered deposits 
to total deposits), the average ratio was 21.6 
percent or roughly three times the average for all 
brokered deposit reporters. Overall, 64 percent 
of commercial banks reporting brokered deposits 
had less than $100 million in assets as of Septem-
ber 30 (Table 2). Brokered deposit data for 
commercial and mutual savings banks are unavail-
able prior to that date. 

, 0 L i sa J . McCue,"Agencies Propose Broker Limits," American Banker, Vol. 
CXL IX No. 11 (January 17, 1984), p. 17. 

" I n conducting additional research, it was noted that almost 20 percent of 
those commercial banks reporting brokered deposits at September 30, 
1983 also reported an earnings loss for the nine month period. 

Thirteen of the 296 mutual savings banks 
reporting on September 30 reported brokered 
deposits. In the aggregate, these funds amounted 
to $271.4 million, an insignificant portion of the 
total deposits of mutual savings banks at that 
date (Table 3). The average ratio of brokered 
deposits to total deposits for mutual savings 
banks reporting brokered deposits was 4.4 per-
cent (somewhat less than the average for com-
mercial bank users). Deposit compositions for 
mutual savings bank users of brokered funds 
ranged from less than one percent to 27.5 
percent of total deposits (not nearly as broad a 
range as that for commercial bank users; dollar 
levels ranged from $24000 to $178.9 million). 
Most of the mutual savings banks reporting 
brokered deposits were less than $500 million in 
asset size (Table 4). Based on the September 30 
commercial bank and mutual savings bank data, 
brokered deposits account for as much as $19.4 
billion, approximately 1.6 percent of all deposits 
insured by the FDIC.12 Details on the proportions of 
brokered retail deposits and brokered institutional 
deposits are not currently available; however, 
revisions proposed by the regulatory agencies 

l 2The Public Information Office of the Federal Deposit Insurance Corpo-
ration, Washington, D.C. reported total FDICinsureddepositsof $1,197.7 
billion (June 1983 survey). 
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Table 3 . Mutual Savings Banks Reporting Brokered Deposits 
(As of September 30, 1983) 
(in 000's) 

Percentage of Brokered Deposits 
to Total Deposits Dollar Volume of Brokered Deposits 

Range Median Range 

Top 25% in terms 
of the ratio 
brokered deposits 
to total deposits 

Top 25% in terms 
of the dollar 
volume of 
brokered deposits 

All brokered 
deposit reporters 
(294 banks) 

4.68% to 27.49% 16.71 % 17.$ $2,600 to $32,059 

Median 

$14,372 $139,001 

Median 

$195,789 

Mean 

$122,901 

Median 

$178,685 

0.52%to 17.94% 6.78% 1.89% $32,059 to $178,901 $84,145 $41,475 $6,998,325 $9,366,182 $5,889,948 $8,044,282 

0.0045% to 
27.49% 

$24 to $178,901 $20 ,880 S 1,355 $2,057,028 $456,760 $1,755,124 $407,379 

Table 4. Distribution of Mutual Savings Banks Using Brokered Deposits 
(As of September 30, 1983) 

Brokered Deposit Reporters Universe of Mutual Savings Banks 
- Asset Size _ _ Number* Percent of Reporters Number* Percent of Total 

Less Than $50MM 2 15.38% 13 4.39% 
$50MM - $100MM 1 7.69% 67 22.64% 
S100MM - $300MM 3 23.08% 109 36.82% 
$300MM - $50MM 1 7.69% 37 12.50% 
$500MM - $1B 2 15.38% 32 10.81% 
$1B — $5B 2 15.38% 33 11.15% 
Greater than $5B 2 15.38% 5 1.69% 
Total 13 100.00% 296 100.00% 

•Number that filed September 30, 1983 Report of Condition. 

beginning with the March, 1984 Report of Con-
dition would allow both the public and the 
regulators to make this distinction. 

What are the Functions 
of the Brokered CD Markets? 

Why did these Markets Develop? 

By most accounts, the institutional C D market 
originated in 1961 when the major money center 

1 8 

banks began issuing negotiable CDs. The negotia-
bility feature provided liquidity—the crucial 
element needed to attract funds in a national 
marketplace. Initially, only the largest banks 
sought deposits. The CDs were issued in large, 
uninsured amounts, primarily to serve a whole-
sale market of large institutional investors. Only 
the largest financial institutions could solicit funds in 
this market because institutional depositors be-
lieved that the federal government would not let 
any of the largest institutions fail. Even today, 
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many of the regional banks and thrifts find it 
difficult to sell their long-term CDs in this market13 

In time, larger regional depository institutions, 
looking outside their traditional markets for 
funding, began to participate in the national C D 
market. Geographic limitations had kept many 
from soliciting the funding necessary to finance 
their growth. During the 1970s and early 1980s, 
inflation, high interest rates and deposit disinter-
mediation to the money market funds (which 
offered the small investor market interest rates) 
drove some financial institutions to satisfy funding 
needs through issuing large uninsured C D s not 
subject to regulatory interest rate restrictions. 
Many larger regional financial institutions were 
able to establish contact with and buy funds 
directly from institutional investors. For others, 
the broker provided a valuable service in soliciting 
these funds. 

Four events aided development of a brokered 
retai l market : (1) Congress i n c reased the 
level of depos i t insurance from $ 4 0 , 0 0 0 to 
$100,000 in 1980. (2) The Depository Institutions 
Deregulation Committee ("DIDC") removed the 
requirement that fees paid to third-party brokers 
be included in interest rate calculations for the 
purposes of Regulation Q in 1981.14 (3) In 1982, 
the D I D C deregulated interest rates on CDs of 
less than $100,000 with maturities of 3 1/2 years 
or more and authorized these CDs to be issued 
in negotiable form. The negotiability feature 
permitted an active secondary market to develop 
for retail CDs, allowing individuals the benefits of 
liquidity and market rates enjoyed by institutional 
investors for 20 years.15 (4) The potential of 
brokered funds increased dramatically again in 
October 1983, when the D I D C removed all 
remaining interest rate ceilings on retail deposits 
other than passbook and N O W accounts. These 
changes enabled financial institutions, as well as 
brokerage firms, to offer their customers federally 
insured CDs at various lengths of maturity down 
to seven days, without interest rate restrictions. 

What Services are Provided and Who Benefits? 

C D brokers act as conduits among financial 
institutions; they have played and continue to 

"November 2 8 , 1 9 8 3 letter from Roger M. Vasey, Chairman and President 
ot Merrill Lynch Money Markets, Inc., to Hoyle L. Robinson, Executive 
Secretary ot FDIC and the Director ot the Information Services Section of 
the FHLBB , setting forth Merrill l ynch ' s response to the questions posed 

play an important role in our economy. Their 
services have benefited not only the banking 
system but the individual consumer as well. This 
brokered-deposit mechanism has: 

1. Provided national sources of funding, an 
alternative for many sound and stable small, 
medium-sized and regional deposit-seeking 
institutions. Previously, market bias toward 
the largest banks and thrifts confined smaller 
institutions, regardless of financial condition, 
to their local regions for funding. 
2. Facilitated the transfer of excess savings 
from savings-rich areas to areas short of funds 
to meet credit needs of individuals and busi-
nesses. For example, a bank with greater loan 
demand than it can meet through local deposits 
may sell one of its own certificates to another 
bank in an area with slack loan demand, 
allowing each institution to satisfy its customers' 
needs profitably. Without the use of a third 
party, the investor and the deposit-seeking 
institution probably would not know of each 
others need. The C D broker allows small 
creditworthy and medium-size depository insti-
tutions to solicit funds in a national capital 
market from institutional investors as well as 
individuals. 

3. Provided the deposit-seeking and the in-
vesting institutions greater flexibility in managing 
funds by allowing them to match more closely 
the maturities of assets with those of liabilities. 
The brokerage process allows smaller and 
medium-size banks and thrifts to raise funds 
with maturities longer than "overnight" This 
allows them to hedge more effectively against 
margin squeezes when overall interest rates 
and the cost of funding rise quickly. 
4. Provided a quicker, more efficient, and 
often cheaper source of funding for deposit-
seeking institutions than they can obtain within 
the local market Many C D brokers have an 
elaborate distribution system or an exchange 
service that enables the transaction to occur 
almost immediately. The deposit-seeking insti-
tution often pays a higher rate for CDs placed 
through a broker than it would pay in its local 
market, but brokered deposits do not require 
additional investment in "bricks and mortar" 

by the November 1, 1983, Advance Notice of Proposed Rulemaking by 
the FDIC and the F H L B B 

'"Dennis Jacobe, "Advice to Regulators: If It's Brokered, Fix It," Savings 
Institutions (December 1983) p. 33. 

, 5Robert M. Vasey, op. cit. 
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for branch facilities, or increased expenditures 
for additional personnel or advertising. Addition-
ally, for a small and middle-size bank or thrift, 
soliciting funds needed for a specific lending 
purpose in a national rather than a local 
market avoids possible competitive repercus-
sions from bidding up the local cost of funding. 
(In certain cases, these funds also have proven 
to be more stable than funds derived locally.) 
5. Increased the investment alternatives avail-
able for the institutional investor and for the 
small investor. Higher competitive rates and 
liquidity provided by an active secondary 
market are now available forthe small investor 
through various broker retail deposit programs. 
The disparity between what institutional inves-
tors are able to command and what the 
individual investor can demand has been 
narrowed. 
6. In conjunction with deregulation, C D broker-
age has helped to reverse the flow of funds to 
the money market funds and other competitive 
investments. Merrill Lynch estimates that 30 
percent of the deposits it has placed for banks 
and thrifts were transferred from money market 
funds that it sponsors.16 

7. Increased the ability of regional banks and 
thrifts to compete with the largest financial 
institutions as they expand their efforts in 
soliciting individual deposits in a national 
marketplace. The improved competitive posi-
tion of the regional banks lessensthe possibility 
of deposit concentration in a few large money 
center banks. 

Broker Practices and Market Innovation 

Three basic types of C D brokerage services are 
being offered today: simple brokering, deposit-
listing services, and C D participation programs. 
All types allow investors the opportunity to 
disburse millions among insured institutions with 
no more than $100,000 in any one institution. 
(Institutions have not fully taken advantage of 
this opportunity.) 

Simple brokering can be accomplished in 
several ways, differing usually in the way funds 
flow: In the simplest method, the investor sends 
funds directly to the deposit-seeking institution, 
which has been notified by the broker of the 
impending transaction. The investor may, however, 

, 6Vasey. 

send his funds to the C D broker who in turn 
transfers the funds to the deposit-seeking insti-
tution. The CDs are registered in the name of the 
brokerage firm as nominee or agent for the 
investor. A third variation on this theme is broker-
arranged custodial programs. These programs 
allow the investor to send funds to a bank which, 
for a fee, acts as custodian for the investor. The 
custodian bank disburses the funds to the deposit-
seeking institution and retains the safekeeping 
receipts issued by these institutions. The CDs are 
registered in the name of the custodian bank as 
custodian for the investor. 

Of the deposit-listing services, the most advanced 
plan allows a deposit-seeking institution to call 
the broker's voice-response computer and state 
the quantities, rates and maturities (six maturities 
ranging from 30 to 360 days) it is offering to sell. 
Listings are automatically meshed with other 
current listings, sorted by rates and maturities, 
and made available to investors on a first-in, first-
out basis. The broker's computer automatically 
eliminates institutions where the investor has 
already purchased a CD, buys no more than one 
$100,000 C D from any of the listed deposit 
seeking institutions and selects those listed CDs 
paying the highest interest rate for the investors 
maturity selection. Upon execution of the order, 
the broker transmits issuing instructions to a 
bank, which delivers the purchased CDs to the 
investors designated custodian. The custodian 
transfers the investors funds to the bank, which 
wires the proceeds to the deposit-seeking insti-
tutions.17 

The third type of brokerage arrangement is the 
C D participation program offered by broker-
dealers. In such a program, a broker-dealer 
purchases a CD from a deposit-seeking institution 
and sells interest in it to investors, generally 
individuals. The C D purchased is registered in 
the name of the broker as nominee for others. 
The broker's records, in turn, reflect the true 
ownership interest of the participants. Full in-
surance coverage flows through to each partici-
pant, provided all of the participants accounts in 
that specific institution do not exceed $100,000. 

Other examples of market innovation include 
broker-arranged discount $100,000 CDs and 
federally insured money market accounts that 
are available on demand. Discounted CDs provide 

"Promotional material provided by Karen Fawcett, Vice President, Harvey 
Baskins & Co. 
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an investor with federal insurance for both princi-
pal and interest. The insured money market 
accounts, which use a mutual fund in conjunction 
with a custodian bank arrangement, allow an 
investor the highest possible interest rate, federal 
insurance and the ability to choose maturities as 
short as overnight (In some programs the interest 
rate is determined by the broker. Fund withdrawals 
are restricted, but the investor is not subjected to 
interest rate penalties, which would be the case 
had the investor redeemed a C D investment 
prior to maturity.) 

What Are The Issues? 
Individual institutions' use of funds obtained 

through nontraditional means from nontraditional 
sources has long concerned regulatory authorities. 
The presence of these volatile funds in a bank 
often is linked to out-of-territory lending, loans of 
questionable value, or liquidity pressures. In the 
last year, the insurance funds in particular have 
grown increasingly concerned about the use of 
brokered funds and the rate of growth of this 
practice at problem institutions. FDIC Chairman 
William M. Isaac recently explained this concern, 
stating that "16 percent of total deposits of the 
72 commercial banks that failed between February 
1982 and October 1983 originated from money 
brokers."18 At least 60 percent of the deposits in 
one of these failures had been placed by brokers. 
Similarly, brokered funds were a factor in 35 
mergers of problem savings and loan associations in 
1981-82.19 

Increased regulatory concern today is based 
on the d e v e l o p m e n t of sys tems for d iv id ing 
large deposits into insured lots. This concern 
springs from responsibilities for the safety of the 
financial system as a whole, as well as for individual 
institutions, and forassets of the unsophisticated 
depositor. Through C D brokers, insured insti-
tutions—even those with serious p rob lems-
have been able to attract large amounts from 
outside their traditional market areas. By parceling 
out funds in $100,000 increments, brokers are 
able to offer investors full insurance protection. 
Some of these concerns are that this practice: 

1. Erodes Market Discipline 
Dividing deposits into insured lots reduces 

market discipline of banks' and thrifts' risk-
taking by allowing depositors to make insured 

, 8McCue, op, cit., p. 17. 

deposits without regard to an institution's 
financial condition. Investors, without assessing 
the financial health of the deposit-seeking 
institution, can maximize the return on invest-
ment knowing that their deposits are com-
pletely underwritten by federal insurance. Little, 
if any, incentive exists for investors to avoid 
risky institutions. In certain cases, brokers 
have been accused of steering funds to problem 
banks deliberately in order to offer interest 
rates significantly above the market and to 
receive excessive brokerage fees. 

The problem posed by multiple coverage 
also is related to the market discipline issue. 
The insurance funds are concerned that cover-
age provided to pension and other custodial 
deposits also "fails to encourage market and 
institutions' analysis in the placement of these 
deposits." Under current rules, multiple in-
surance coverage is provided for pension 
funds and other custodial deposits in which 
more than one individual has a beneficial 
interest. As a matter of practice, trustees and 
custodians normally limit deposits in insured 
institutions much the same way that C D 
brokers do in order to stay within the bounds 
of insurance coverage. This practice undermines 
market discipline, relieving fiduciaries of their 
obligation to analyze the financial condition of 
institutions in which they place deposits. 
2. Protects Sophisticated Depositors 

These brokered arrangement systems pro-
tect sophisticated depositors whom the system 
was not designed to protect. As seen by the 
deposit insurors, protecting unsophisticated 
depositors is a primary goal of insurance. But 
this goal is difficult to achieve unless sophisti-
cated liability holders require insured insti-
tutions to temper their risk-taking. Setting a 
maximum insurance ceiling has been the 
principal method of distinguishing between 
sophisticated and unsophisticated depositors. 
Dividing large deposits among banks clearly 
makes the insurance maximum ineffective for 
this purpose. FDIC chairman William M. Isaac 
has charged that brokered deposits represent 
"an outright misuse of the federal deposit 
insurance system, which was designed to 
protect 'unsophisticated individuals' rather 
than customers of large intermediaries."20 

, 9"The Hot Money," Forbes, ( January 2, 1984), p. 61. 
2°Carrington, op. cit. 
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Other 

Other problems caused by broker deposit funding 
relate to traditional depository institutions' funding meth-
ods the relationship between the depository institutions 
and the customers, and the unregulated nature of the 
CD broker industry. 

Recently, FHLBB's Chairman Gray expressed con-
cern that some newly chartered thrifts, instead of 
seeking deposits in their local markets, may become 
"sixth-floor type" operations using only brokered de-
posits to meet their funding needs. Some regulators 
have misgivings about securities industry competi t ion 
with banks and savings and loan associations They 
argue that the securities industry benefits from deposit 
insurance without having to pay the price of extensive 
regulation. They fear that, if the depositors can earn 
higher rates by buying an insured CD through a broker, 
the money brokers will erode the traditional relation-
ships between depository institutions and depositors. If 
this occurs depository institutions could become hostages 
of the national brokerage firms, dependent upon them 
for funds or subject to their requirements to make 
certain types of loans The diverse, largely unregulated 
nature of the CD brokerage industry and the unclear 
relationship between broker and investor are other 
major concerns. What's more, implementation of the 
"DIC/FHLBB proposal might confuse customers who 

would not necessarily know which CDs are protected 
by federal insurance. Representatives of the SEC have 
voiced concern about the CD money brokers. They 
have indicated that, if a reduction in deposit insurance 
for brokered CDs were contemplated, the SEC, because of 
its experience in dealing with similar matters would be the 
logical regulator to assure that depositors were alerted 
to applicable insurance levels. 

Federal Reserve Governor J. Charles Partee addressed 
the issue of SEC regulation in his October test imony by 
suggesting that thought be given to requiring registration 
and regulation of the brokerage f i rms "perhaps along 
the line of the Investment Advisers Act of 1940 already 
being administered by the SEC."* 

Opponents of broker regulation argued that regis-
tration of CD brokerage firms with the FDIC/FHLBB or 
SEC is not necessary and would only serve to increase 
the cost of providing these services raising the cost to 
the deposit-seeking institution. They contended that 
SEC regulation would only add another regulatorto the 
picture and would delay the flow of needed information 
to deposit insurance agencies Others argued for the 
formulation of a self-regulating body that would impose 
a code of ethics and method for disciplining CD brokera 

•Federal Regulators . . . " op cit. 

3. Encourages Undue Growth and Risk-Taking 
Broker arrangement programs allow depository 

institutions to grow rapidly whether or not their 
managers have the expertise to handle larger, 
more complex institutions. The availability of this 
funding method tests the asset/liability manage-
ment skills of small and middle-size institutions 
and may encourage some speculative lending 
that could not be easily funded through traditional 
sources. Consequently, with excessive growth, 
the underlying net worth or capital position of 
these institutions can be diminished. 
4. Postpones Demise of Failing Institutions 

Brokered C D money has afforded some failing 
banks quick access to liquidity that was no longer 
available in the local market or through traditional 
funding means. In these cases, the broker, rather 
than the Federal Reserve System, becomes "the 
lender of last resort" A weak bank's accumulation 
of a large level of insured deposits derived 
through brokers not only postpones failure; it 
also influences the timing of closing by the 
chartering authority and the insurance funds' 
choice between merging institutions or paying 
off depositors when they close the institution. A 
significant volume of insured deposits can make 
the cost of a deposit pay-off prohibitive to the 

insurance fund. L ikewise , a d e p e n d e n c y on 
brokered funds generally reduces a failing bank's 
attractiveness to prospective merger candidate. 
Thus, riskand exposure to the insurance fund are 
increased. 
5. Increases Overall Exposure 
of the Insurance Funds 

Pressures on the insurance funds created by a 
rise in insured deposits are a side effect of 
brokered deposit systems. These systems have 
the potential for converting a large volume of 
uninsured time deposits into insured deposits. 
Thus, they increase the ratio of insured deposits 
to the size of the insurance funds. Chairman Gray 
of the FHLBB emphasized recently that "insurance 
is finite" and that the insurance funds cannot 
serve as guarantor for the whole financial system 
(See "Other Problems"). 

Regulator Positions and Proposals 
The brokered deposits issue has arisen at a 

time of ferment in financial regulation. America's 
banking and savings institutions, as well as their 
regulatory bodies, have become the subject of 
considerable public and legislative scrutiny. In-
vestigations and hearings following the demise 
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of Penn Square (the first time uninsured depositors 
stood to lose substantial sums in a deposit pay-
off) and subsequent failures, focused on the 
need to identify causes and to reduce the chances 
of recurrence. Rightly or wrongly, attention has 
come to rest on the practices of C D brokers and 
brokered deposits, a common element in many 
of the failures. 

Initially, the agencies reacted by changing the 
quarterly call report to allow themselves and the 
public to monitor this funding practice more 
frequently than they can through the examination 
process. This did not satisfy some critics. Last 
September, Rep. St Germain, chairman of the 
House Banking Committee, asked the five federal 
agencies to recommend a plan to control and 
monitor C D money brokers. Since that time, he 
has prodded the regulatory bodies to impose 
controls on these brokers rather than waiting for 
the "often times leisurely pace of rulemaking to 
run its course."21 

Last October, chairman Isaac of the FDIC, in 
testimony before the House Banking Committee's 
Subcommittee on Financial Institutions' Super-
vision, Regulation and Insurance, stated that the 
FDIC and FHLBB were considering two avenues 
for limiting the abuse of brokered deposits: 
increased monitoring and supervision of brokerage 
activities and reduced insurance coverage for 
brokered deposits. He elaborated that either the 
brokers could be required to register with the 
insurance authorities (an approach that would 
require legislative approval) or the insurance 
authorities could increase their monitoring of 
banks and thrifts that use brokered funds. He 
indicated that his agency was considering several 
insurance coverage options: (1) removing in-
surance coverage from broker-arranged deposits; 
(2) treating brokers as a principal and limiting 
total insurance coverage to $100,000 per broker; 
and (3) giving brokered deposits different insur-
ance coverage, perhaps 75 percent coinsurance 
up to $100,000. 

Subsequent actions by the FDIC and FHLBB 
follow these options given by chairman Isaac. 
Until recently, regulatory agencies set explicit 
limits on the amount of brokered funds or other 
forms of "hot money" a financial institution 
could solicit consistent with "safety and sound-
ness." In November, however, the FHLBB issued 

" "Federa l Regulators Testify on Brokered Deposits Issue," American 
Banker, (October 28, 1983), p. 4-9. 

new supervisory procedures restricting the use 
of brokered funds (to 5 percent of total deposits, 
including custodial deposits) by institutions sub-
ject to its regulation that do not meet net worth 
requirements. The FDIC also is enforcing its 
authority to limit the acceptance of brokered 
deposits by certain problem institutions. 

On January 16, the FHLBB and the FDIC set in 
motion changes in insurance coverage for brokered 
deposits. They jointly requested comment on a 
proposed regulation that would limit insurance 
coverage to "a maximum of $100,000 per insured 
bank or savings association for the total deposits 
placed by or through a single deposit broker." 
The agencies stated that deposit brokerage that 
parcels out deposits to gain insurance coverage 
is a misuse of the federal deposit insurance 
system and that: 

deposit insurance was originally intended to 
establish stability and to promote confidence 
in the monetary and banking systems by 
protecting primarily small, relatively unso-
phisticated depositors in their relationships 
with banks and savings associations. It was 
never intended to protect investors seeking 
the highest yields available in money markets. 

If the proposed rule is adopted, it "would 
become effective October 1 and would apply to 
basic brokering programs, certificate-of-deposit 
participation programs, deposit listing services 
and other brokerage-type transactions." According 
to the proposal, a "deposit brokei" is: 

any person or entity who is engaged in the 
business of placing deposits for others and an 
agent or trustee who establishes a deposit or 
member account in connection with an agree-
ment with the institution to use the proceeds 
in the accounts to fund a prearranged loan. 

The deposit broker definition would not, how-
ever, include salaried employees of depository 
institutions and "normal activities of trust depart-
ments of insured institutions," unless such activities 
were established to circumvent the proposed 
amendments. Insurance coverage available to 
pension funds, other employee benefit plans 
and irrevocable trusts would not be affected 
unless the deposits were placed by or through a 
deposit broker.22 

" Jo in t News Re lease—FHLBB and FDIC dated January 16, 1984. Re-
quest for comment on proposed regulation that would limit insurance ot 
brokered deposits. 
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The agencies concluded that "deposit brokerage 
has a sufficiently adverse effect upon the depo-
sitory institutions industry to warrant remedial 
regulatory action." They opted against "alternative 
regulatory action through increased monitoring 
and regulation of brokerage activity" at federally 
insured institutions and determined that absolute 
prohibition on the use of this funding method 
would be "unduly restrictive" and would eliminate 
the benefits to insured institutions of brokered 
funds. As an indication of the complexity of their 
problem, the agencies requested: (1) comments 
as to whether subsidiaries or networks or deposi-
tory institutions should be included within the 
proposed definition of "deposit broker;" (2) 
comments on the treatmentthatshould be given 
to institutions owned either directly or indirectly 
by entities that would fall within the proposed 
definition; (3) comments with respect to what 
other types of activities of agents should or 
should not be deemed to constitute deposit 
brokerage; and (4) comments on what regulatory 
steps should be taken to prevent misuses or 
circumvention of the proposed amendments 
through bearer-form CDs.2 3 

An Analysis of Insurers' Actions 
and Proposals 

Quarterly brokered deposit information that 
insured depository institutions have begun to 
provide will greatly enhance the regulators' early 
detection systems. Rapid growth funded through 
brokered deposits will cause the supervising 
agency to investigate and, if necessary, to pursue 
corrective action. Although this may reduce use 
of brokered funding in some potentially troubled 
institutions, it alone does nothing to resolve the 
market discipline problem. Forthe most part, the 
regulatory response is after-the-fact not preventive 

The deposit insurors' effort to limit weak insti-
tutions' use of brokered funding would also 
prove ineffective in restoring market discipline. 
Institutions may become dependent upon this 
funding method long before they become troubled 
or are recognized as weak. Attempting to control 
a funding method already in use by a troubled 
bank could further weaken its position. This 
alternative is unlikely to restore market discipline to 
most institutions because, overall, few depository 
institutions are classified as weak (and thus 

" J o i n t News Release, op. cit. 

subject to regulatory constraint) and few would 
expect to be. 

It follows from the inadequacies of dealing 
only with troubled institutions that the FDIC and 
FSLIC would be compelled to search for a more 
general alternative. Their broader proposals of 
this January, however, are not without problems. 
If successful, they threaten to impose burdens 
on a market that developed to serve legitimate 
needs of deposit seekers, investors and the 
public. Moreover, these proposals seem likely to 
induce further innovations that will allow market 
participants to avoid regulatory and market dis-
cipline. The federal regulators have foreseen 
many of these problems and have received many 
industry comments upon the issues and alterna-
tives. In testimony before the House Banking 
Committee's Subcommittee in October, all five 
representatives of the federal regulatory bodies 
pointed out the benefits and economic value of 
brokers and expressed concern for the issues 
and problems that the deposit brokerage activities 
have raised. All emphasized that solutions were 
just as complex as the issues. 

The January 16 proposal to restrict insurance 
coverage to $100,000 per broker, per insured 
institution would limit brokers' ability to place 
insured deposits. If the burden is severe, as 
seems likely, smaller institutions would be the 
most disadvantaged in their search for both 
liquidity and long-term funding. Indeed, the 
Securities Industry Association contends that the 
proposal would "virtually eliminate this smoothly 
functioning and economically useful market" 
and"without broker participation, only a handful 
of the largest banks and money-center thrifts, 
with massive branch systems and the capability, 
will be able to reach a national customer base."24 

Tables 1 -4 suggest that this could be a significant 
problem. Small and middle-size commercial and 
mutual savings banks are substantial users of this 
funding method. Except for the very smallest com-
mercial banks (those with less than $50 million in 
deposits), the proportion of all banks reporting 
that they use brokered deposits in each size 
category exceeds their respective population 
proportion. Furthermore, among commercial bank 
users, 50 percent have more than 2.9 percent of 
their total deposits in brokered funds. Some 
commercial banks are much more dependent on 
this method; the median proportion of total 
deposits taken from brokers in the top 25 percent 
of banks by dependence on brokered deposits is 

"Advertisement in The Wall Street Journal, January 20, 1984. 
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17.1 5 percent. Of these most dependent com-
mercial banks, more than half have deposits of 
less than $51 million. The incidence of brokered 
deposits among mutual savings banks is much 
smaller; less than 5 percent of mutual savings 
banks reported using brokered deposits to meet 
funding needs. 

Burdensome regulation on a market that de-
veloped to provide services buyers and sellers 
value tends to induce innovation to avoid the 
regulation. The brokered C D market is particularly 
complex; many potential arrangements are avail-
able for moving deposits in this market Some of 
these were recognized by the insuring authorities in 
requesting comments on the regulations they 
proposed in January. Their list of avoidance 
measures included multiple broker subsidiaries 
designed to avoid the $100,000 insurance per 
bank per broker rule, information (as distinct 
from brokerage) services, and use of bearer CDs. 
The potential list is probably considerably longer 
and the potential burden of regulation to meet 
innovations is considerable. 

Direct regulation, with all of its problems, may 
not be the appropriate approach to brokered 
deposits. The problem that brokered CDs cause 
for the financial system—that of vitiated market 
discipline—arises from other features of our 
deposit insurance system. The flat-rate insurance 
premium, de facto insurance of all deposits through 
mergers of failing banks, and limited uninsured 
liabilities at many institutions all erode potential 
market discipline of insured institutions' risk-taking. 
Risk-related insurance premiums and coinsurance 
of uninsured deposits suggested by the FDIC in 
its review of the insurance system in 1983 or 
required levels of uninsured liabilities (see the 
article by Larry Wall in this Review) are among 
more inclusive proposals that would address 
discipline problems without attacking the C D 
market itself. 

Summary and Concluding Thoughts 
Quick and easy solutions to issues raised by 

current brokered C D problems are not apparent. 
Dealing with brokered funding abuses by troubled 
banks on a case-by-case basis does not resolve 

the systemic problem of market discipline. On 
the other hand, limiting the amount of insured 
funds that a depository institution can solicit 
through brokers penalizes the smaller depository 
institutions that are well run and financially 
sound but dependent upon the national market-
place to supply their funding needs. Broader 
regulations that limit federal insurance coverage 
on brokered CDs with respect to either the 
principal or his agent could damage a well 
established and useful national C D market Again, 
the smaller depository institutions, many of them 
significant users of this funding method, would 
be disadvantaged. Funds may well run to the 
largest financial institutions. Limiting insurance 
coverage per broker per issuing institution adds a 
definitional problem, does not address other 
methods of soliciting"hot money" that also have 
played a role in failing bank scenarios, could 
cause investor confusion, and will encourage 
market innovators to find new ways to circum-
vent the new rules. More comprehensive methods 
of dealing with a broader market discipline 
problem may be more useful. 

Until more comprehensive steps are taken, a 
more limited, but carefully targeted approach 
would be to: 

1. Limit insurance coverage to individual 
depositors only. Deposit insurance was never 
designed to benefit sophisticated institutional 
investors, who have the capacity to exercise 
market discipline. 

2. On a case-by-case basis, restrict weak insti-
tutions from gaining access to all forms of "hot 
money," including brokered deposits and 
funds solicited directly in the national market-
place. 
3. Impose higherinsurance premiumson insti-
tutions engaged in riskier lending or invest-
ment. 
4. Require firms that broker CDs to register 
with the Securities and Exchange Commission. 
The SEC already has an effective registration 
mechanism. Besides, many of the C D brokers 
already are regulated by the SEC. 

—Caroline T. Harless* 

'Department ot Supervision and Regulation, Federal Reserve Hank of Atlanta. 
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