
The Forgotten Liabilities . . .

CAPITAL NOTES AND DEBENTURES
Introduction Prior to the 1960’s, capital deben
ture or long-term debt financing by commercial 
banks carried the stigma of distress financing, an 
image that grew out of its use during depression 
days. In the period from 1940 to 1960, banks that 
had been forced to issue capital debentures in the 
1930’s made every effort to retire them as soon as 
possible. Moreover, supervisory authorities, as well 
as bankers, were opposed to the issuance of capital 
debentures or preferred stock. In the early 1960’s, 
however, attitudes slowly began to change. Memory 
of the depression period had faded, and as banks 
began to feel the profit squeeze, an increasing num
ber of bankers turned to capital notes and debentures 
as a source of funds.

Change in method of reserve adjustment Not 
only was there a change in attitude toward capital 
debt in the 1960’s, but commercial banks also altered 
their method of adjusting reserve positions. Banks 
previously had concentrated their reserve manage
ment efforts in increasing or decreasing their 
secondary reserves, primarily short-term Government 
securities. For example, a shortfall in needed re
serves would be met by a sale of Treasury bills, or 
unneeded reserves would be used to purchase these 
money market instruments. Yet, because banks had 
become more aggressive in their loan policies, Treas
ury securities not pledged to Government deposits 
were reduced to a minimum. As a result, banks 
searched for an alternative method of obtaining re
serves during periods of tight monetary policy.

With the innovation of negotiable certificates of 
deposit (C D ’s) in 1961, banks designed liability 
management as a complement to and, in part, a sub
stitute for asset management. Liability management 
has focused primarily on short-term liabilities such 
as CD ’s, bank related commercial paper, Eurodollar 
liabilities, Federal funds, and promissory notes. In 
this case, instead of adjusting its reserve position by 
selling or purchasing secondary reserves, a com
mercial bank increases or decreases its managed 
liabilities.

However, long-term liabilities in the form of 
capital notes and debentures were not utilized to any 
great extent, especially in the latter half of the de
cade. The outstanding volume of such notes and 
debentures actually leveled off after a brief period 
of sharp increase from 1963 to 1966. This article

examines the advantages and disadvantages of debt 
capital as an alternative to equity capital and short
term debt in the financial structure of commercial 
banks. It also looks into the question of why banks 
have made only limited use of debt capital financing 
in recent years.

Capital Notes and Debentures Defined Bank 
capital, in contrast to capital of a nonfinancial 
corporation, usually is defined to include not only 
equity but also long-term debt in the form of 
capital notes or debentures. These long-term 
liabilities are subordinate to depositor claims against 
the assets of the issuing bank in the event of bank 
liquidation. Before June 1970, the Federal Reserve 
Board allowed capital debt to include instruments 
with original maturity as short as two years and in 
denominations as small as $100. Banks had been 
issuing these shorter-term capital instruments as an 
alternative to CD’s and promissory notes1 that were 
subject to Regulation O ceiling interest rate con
straints and reserve requirements. To clarify the 
distinction between savings-type debt instruments 
and capital debt, the Board of Governors of the Fed
eral Reserve System ruled in June 1970 that capital 
debt must have an original maturity of at least seven 
years and be in denominations of at least $500.

Generally, these debt issues have original ma
turities ranging from ten to thirty years with heavy 
concentration in the twenty- to twenty-five-year 
category. Capital debt is usually issued by large 
banks with deposits over $200 million. It may be 
convertible into common stock and can be placed 
either publicly or privately. The size of issues has 
varied widely from as low as $50,000 to as high as 
$250 million.

An Alternative to Equity Capital The primary 
function of bank capital, both equity and long-term 
debt, is to protect depositors against loss and to sup
port bank growth. However, there are distinct ad
vantages to issuing debt capital as an alternative to 
equity capital. At times, debt capital may be a 
cheaper source of funds. Another advantage is that 
the return to stockholders may be increased via the 
leverage effect2 by avoiding dilution of stockholder

1 Promissory notes issued after June 26, 1966 were subject to Reg
ulations Q and D, effective September 1, 1966.

2 Profits may be increased by increasing revenues more than the 
fixed costs of debt financing.
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interest. Also, interest payments on debt issues are 
tax deductible, whereas dividends to stockholders are 
not. On the other hand, one of the disadvantages of 
using debt instead of equity financing is that fixed 
payments of interest and repayment of principal are 
required. During business downturns, the required 
payments might become burdensome, if not damag
ing, to the financial position of the bank, particularly 
if the average rate of return earned on loans and in
vestments falls below the rate paid on debt issues, 
thus reversing the leverage effect on earnings. By 
comparison, equity capital requires no repayment and 
dividends may be reduced or postponed.

Supervisory regulations When choosing a source 
of funds, banks must consider applicable supervisory 
rulings and regulations. The Comptroller of the 
Currency allows national banks to include capital 
notes as part of unimpaired surplus3 for purposes of 
calculating lending limits on unsecured loans to any 
one borrower. The Board of Governors, however, 
has ruled that state member banks may not include 
capital notes and debentures as a part of capital, 
capital stock, or surplus for purposes of calculating 
limits on various lending, borrowing, and investment 
programs. A  ruling by the Comptroller of the Cur
rency also limits certain liabilities, including capital 
debt, of a national bank to 100% of the capital stock 
plus 50% of the unimpaired surplus.

Approval by the Federal Deposit Insurance Cor
poration must be obtained before an insured bank 
may repay its note or debenture issue. Finally, the

3 Unimpaired capital includes all capital accounts that are derived 
from either paid-in capital or retained earnings and are not subject 
to known charges, such as reserves for declared dividends or re
serves for taxes and interest.

Table  I

COMPARISON OF AVERAGE RATES 
AND AVERAGE COSTS

A v g .  Rate of A v g .  Rate of A v g . Rate on A v g . C o st
Return on Return on 6-mo. C'D 's- Debentur

Y e ar Loans Investm ents Secon d ary  M kt.1 Issues

1963 5.87 3.16 3.69 4.582
1964 5.88 3.32 4.25 4.60
1965 5.85 3.40 4.66 4.48
1966 6.24 3.66 5.97 5.39
1967 6.39 3.99 5.53 5.59
1968 6.81 4.23 6.30 5.13
1969 7.43 5.30 8.30 6.073
1970 7.91 5.68 8.22 N .A .

1 A ll C D  figu re s adjusted  fo r  reserve requirem ents.

2 Last 6 m onths.

3 First 6 m onths.

Sources: Federal Reserve Bulletin; Sa lo m o n  Brothers; Ban k  Stock  
Q uarterly .

authority to issue capital notes and bonds varies 
widely among state jurisdictions. Most states per
mit the issuance of capital debt, but less than half of 
them allow capital debt to be included as part of 
capital for purposes of determining lending limita
tions.

Short-term vs. Long-term  Financing The liquidity 
of a bank may be enhanced by the extension of the 
maturity of its liabilities or by an increase in equity 
outstanding. However, it is important to note that 
capital debt financing is not suitably used as a means 
of short-term reserve adjustment. Specifically, ad
justment of reserves has been conducted through 
short-term asset and short-term liability management. 
Even so, long-term financing is not without ad
vantages and disadvantages when compared to short
term financing.

An advantage of obtaining needed funds through 
short-term liabilities is that these borrowed funds 
can be invested or loaned at current or near current 
rates; whereas, if these funds were obtained through 
the issuance of capital notes, the rate of return during 
the lifetime of the debt would be less certain. In 
periods of high interest rates, banks are understand
ably reluctant to issue capital debt, thereby com
mitting themselves to high fixed charges over a long 
period. Also, financing by short-term liabilities 
makes it much easier to cut back borrowing if loan 
demand diminishes in the future.

Alternatively, there are definite advantages to is
suing capital debt rather than short-term debt. If 
funds obtained through the issuance of short-term 
liabilities are invested in longer-term assets, the bank 
cannot know what the cost of these funds will be 
over the life of the assets acquired. Hence, if banks 
can take advantage of low debt costs in a period when 
it is likely that interest rates will increase, they can 
improve both profits and liquidity. Furthermore, 
when short-term liabilities mature, the funds may 
be difficult to roll over. Therefore, banks risk a 
future shortage of funds or risk having to obtain 
these funds only at high interest rates when using 
short-term financing.

To some degree, the choice of method of financing 
may be determined by supervisory regulations. Re
serve requirements are applied to all of the managed, 
short-term liabilities mentioned previously, except 
Federal funds. Regulation Q limits the maximum 
interest that can be paid on CD ’s and promissory 
notes, and CD ’s are subject to FDIC assessment. 
Capital debt is not subject to the above regulations, 
however, the level of such borrowing by a national 
bank is limited by the amount of the bank’s equity.
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Chart 1

COMPARISON OF SELECTED INTEREST RATES
Percent

Sources: Federal Reserve Bulletin; Salom on Brothers.

Chart 2

VOLUME OF CAPITAL 
FOR ALL MEMBER BANKS AND CD VOLUME 

FOR WEEKLY REPORTING BANKS
Billions Billions

Source: Board of Governors, Federal Reserve System.

Ch art 3

CAPITAL RATIOS FOR ALL MEMBER BANKS
Percent

Source: Board  of Governors, Federal Reserve System, 
Sum m ary of C a ll Reports.

Developm ents in the 1960’s In Decem ber 1962, 
the Comptroller of the Currency ruled that national 
banks could issue subordinate capital notes and 
debentures. By the middle of 1963, banks began to 
do so, and $1.5 billion in capital notes and deben
tures were issued by 135 national banks and 87 state 
banks between 1963 and 1966. The popularity of 
capital debentures temporarily increased, but then 
the rate of increase in the use of long-term financing 
tapered off after 1965.

This swing in bankers’ sentiment regarding the use 
of capital debentures is related to movements in in
terest rates. As interest rates began to rise sharply 
toward the end of 1965, the growth rate of capital 
debt slowed significantly. Thereafter, the volume of 
notes and debentures issued continued to move in
versely with interest rates (Chart 1), and the higher 
level of interest rates during the last half of the 
decade apparently stifled the issuance of long-term 
debt. During this period, banks obtained the ma
jority of additional capital through increasing their 
equity capital.

Capital debt not substituted for short-term debt 
Prior to 1966 when Regulation Q ceilings were not 
restrictive and rates on capital notes and debentures 
were attractive, both capital debt and CD ’s were 
used extensively to obtain funds. However, when 
the average cost of capital debt was less than that 
of CD’s, banks did not substitute, to a significant 
extent, capital debt for CD’s. During 1966 and 1969 
when CD runoffs were especially large, commercial 
banks moved to other short-term liabilities and not 
to capital debt as sources of funds. In the last half 
of 1966, increasing Federal funds purchases and the 
Eurodollar market provided needed funds. During
1969 Federal funds, Eurodollar liabilities, and bank 
related commercial paper were tapped to substitute 
for the declining CD ’s.

Conclusion The ruling by the Comptroller of the 
Currency in 1962, in combination with relatively 
favorable interest rates, led to a sharp growth in 
capital notes and debentures from 1963 to 1966. 
Thereafter, as interest rates moved to historically 
high levels, banks preferred to borrow in the short
term market rather than issue long-term debt. Regu
lations affecting borrowing and lending limits do not 
appear to have been a major factor affecting this 
decision. The steady growth of equity capital, 
throughout the 1960’s, however, suggests a continu
ing preference for equity financing as a source of 
long-term funds.

B. Gayle Burgess and James McCabe
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