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INTEREST RATE REGULATION

I  would l ik e  to  discuss with you today one aspect o f bank supervisory 

powers th at has a ttra c te d  quite a great deal o f a tten tio n  recen tly  — the 

power to  se t maximum in te re s t  ra te s  payable on time dep osits. The subject 

may seem mundane and prim arily  o f concern to  bank regulatory agencies. I t  

i s  a su b jec t, however, th at has broad ram ification s fo r banking as a whole 

because o f i t s  impact on the competitive p osition  of individual banks or 

groups o f banks v is -a -v is  each other or in re la tio n  to  other fin a n c ia l 

in s t itu tio n s . I t  i s  important a lso  because i t  a f fe c ts  the earnings and 

p r o f i ta b i l i ty  o f banks, and the stru ctu re o f bank asse ts  and l i a b i l i t i e s  - -  

and thus the o v e r-a ll strength of the banking system, I  am not planning to  

discuss today the separate question whether regulations governing in te re s t 

ra te  ce ilin g s  should be retain ed  or abolished. Rather, my p rin cip a l concern 

w ill be with the ro le  th a t in te re s t  ra te s  and in te re s t  ra te  regulations have 

played in  recent years in  a llo ca tin g  funds among various fin a n c ia l in s t itu tio n s .

In te re st ra te s  paid by banks fo r  funds have become in creasin g ly  important 

over the past decade fo r both in tern atio n a l and domestic reasons. Since 

1958, the United S ta tes has had to  take much more e x p lic it  recognition  of 

international considerations in  the formulation o f monetary and f i s c a l  

p o licy  - -  because o f the ro le  o f the d o llar as the leading in tern atio n a l 

currency, the p ersisten ce o f d e f ic its  in our balance o f payments accounts,
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and the simultaneous and steady dismantling o f contro ls abroad over in tern atio n a l 

trade and payments. The increased m obility  o f short-term  funds across 

n ation al boundaries in  response to  in te re s t  ra te  d if fe r e n tia ls  has added a 

new dimension to  the s itu a tio n . These movements o f in te re s t-s e n s it iv e  

money were at times disruptive both o f foreign  exchange markets and n ational 

economies.

Within our borders, in te re s t  ra te  consideration also  became more 

important to  commercial banks seeking to  maintain th e ir  share o f the cred it 

markets. The upsurge in  the demand fo r  cred it to  finance higher le v e ls  o f 

consumer and. business spending in  the la te  1950 's  exhausted the previously 

ample lending capacity  of banks. R es tr ic tio n s  on maximum ra te s  o f in te re s t  

payable on loanable funds - -  .that h ith erto  had caused l i t t l e  discomfort 

— soon placed commercial banks a t a decided disadvantage in  competing with 

other fin a n c ia l in s titu tio n s  fo r  the lim ited  supply o f savings. Banks 

found themselves having to  compete fo r  funds both at home and abroad on the 

b a sis  o f p rice  - - o r  in te re s t  ra te s  — as w ell as on the b a sis  o f nonprice 

considerations — such as m ark etab ility . A ll banks in  th is  country faced 

competition from other fin a n c ia l interm ediaries or money market instruments 

created outside the banking system, while the la rg er banks a lso  encountered 

strong competition from the ex istence o f a lte rn a tiv e  investment opportunities 

abroad. Under these circum stances, the c e ilin g s  on in te re s t  ra te s  payable 

on time deposits were ra ised  by the Federal Reserve and the Federal Deposit 

Insurance Corporation on January 1 , 1957 fo r the f i r s t  time since th e ir  

inception 21 years e a r l ie r .

The subsequent g rea tly  expanded inflow of funds in to  banks and the 

greater v a rie ty  o f asset choice th a t became av ailab le  presented new and
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challenging problems to  banks, As an industry., they have met th is  challenge 

su ccessfu lly  and im aginatively. They have been able to  s a t is fy , more 

e f fe c t iv e ly  and e f f ic ie n t ly ,  the short- and medium-term financing needs o f the 

expanding economy.

Some problems have a rise n , nonetheless, as w ill  always be the case in 

an economy and banking system as dynamic and ever-changing as ours, A l i t t l e  

Siater I  would l ik e  to  ou tlin e a proposal th at should help to  meet one of 

the problems th a t has appeared among a small number o f banks. F i r s t ,  I  

would l ik e  to  sketch b r ie f ly  the background of in te re s t  ra te  reg u latio n s.

Federal sta tu to ry  contro ls over in te re s t  ra te s  payable on time and

savings deposits were f i r s t  in s titu te d  in  the Banking Acts of 1933 and 1935«

These controls were part of the b asic  banking reform le g is la t io n  designed

to  protect the banking system against recurrence o f pressures such as those

th at developed during the Great Depression. Many fa c to rs  combined to

p re c ip ita te  the economic collapse o f the early  1 9 3 0 's — only one o f which

Was unhealthy competition fo r funds and th e ir  subsequent placement in

speculative and unsound investments. The inclusion o f regulatory ce ilin g s

on in te re s t ra te s  payable on time and savings deposits was motivated p artly
possib le

by Congress’ expressed desire to  curb/excessive and uneconomic competition 

among banks.' At the same time an upper lim it to  in te re s t ra te  payments 

was f e l t  to  be a contribution to  holding down costs and enhancing needed 

bank p r o f ita b il i ty .

The maximum in te re s t ra te s  o r ig in a lly  estab lished  on January 1 , 1936* 

ranged from 1 percent on time deposits o f 30-89 days to  2% percent for 

deposits maturing in  more than one year and fo r savings d ep osits. They 

remained in e f fe c t  u n til  January 1 , 1957. During th is  period, the ce ilin g s
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



-  k  -

received l i t t l e  notice because ample reserves were availab le  to  the banking 

system and market ra te s  o f in te re s t  were w ell below the posted c e ilin g s .

By 1955-565 however5 the ra te s  paid by banks on time and savings deposits 

were pressing against the c e ilin g , and banks were losing  out in  the 

competition for loanable funds.

By the end of 1961, banks were again pressing against the c e ilin g  in 

seeking funds. As a consequence. Regulation Q and the corresponding FDIC 

regulation  329 were amended on January 1 , 1962,to  permit higher ra te s  on 

deposits of more than 6 months’ m aturity. An additional consideration at 

th is  time was the outflow of short-term  c a p ita l from the United S ta tes in 

search o f higher returns abroad. The heavy flow o f domestic savings, 

unused manpower resources, and id le  plant capacity  a l l  combined to  hold 

domestic in te re s t  ra te s  down, while in te re s t ra te s  abroad were moving up 

because of the s c a rc ity  o f ca p ita l and strong in tern a l demands fo r funds.

The upward rev ision s in  the in te re s t  ra te  regulations in Ju ly  19&3 anJ 

again in  November I 96U th erefore  were designed prim arily to  discourage the 

outflow of funds from the United S ta te s , which would increase our payments 

d e f ic i t .  Thus, a fte r  years o f re la t iv e  obscurity , in te re s t ra te  regulations 

moved in to  a more prominent ro le  in influencing the flow of funds both 

dom estically and in tern a tio n a lly .

The domestic impact of in te re s t  ra te  changes on the l i a b i l i t y  

structure o f banks has been p a rtic u la r ly  sp ectacu lar. The growth of time 

and savings deposits of commercial banks since 1957 can be a ttrib u ted  in 

large part to  the payment o f more competitive ra te s  by banks in re la tio n  

to  the ra te s  offered  by other fin a n c ia l in s titu tio n s  or to  the y ie ld  on 

other money market instruments. The ce ilin g s  have been ra ised  to  bring
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commercial bank ra te s  in to  l in e  with market ra te s  and to  equalize competition 

among fin a n c ia l in term ediaries, rath er than to  influence or se t the le v e l 

o f r a te s . Changes have been made within p a rticu la r m aturity ranges from 

time to  time to  permit banks to  tap various sources of funds, such as 

those at the disposal, o f corporate tre a su re rs , while the banks themselves 

have been innovators in developing new methods of a ttra c tin g  and reta in in g  

funds.

The most notable development in  recent years has been the negotiable 

time c e r t i f ic a te  of deposit, which since 1961 has become a money market 

instrument th at competes e f fe c t iv e ly  with Treasury b i l l s ,  commercial paper, 

and sim ilar money market investment o u tle ts  fo r the short-term  in v e sto r 's  

funds. Negotiable CD's provid_e a f le x ib le  means fo r adjustment o f a bank's 

short-term  requirements fo r  loanable funds. At the same tim e, they provide 

a liq u id , convenient, and r e la t iv e ly  safe investment medium fo r business 

firm s, s ta te  and lo c a l  governments, and others th a t have su b stan tia l sums to  

invest at short term. Wisely used, negotiable CD's can enhance the a b il i ty  

of an individual bank to  ta i lo r  i t s  deposits to  the demands on i t  fo r 

cred it accommodation. They increase the e ff ic ie n c y  with which short-term  

funds can be channeled in to  productive uses.

The use of negotiable CD' s, however, is  not without problems - -  which 

can vary by size  of bank or according to  the prevailing general economic 

s itu a tio n . Large banks have some advantage over smaller banks in a ttra c tin g  

funds because of th e ir  better-known names and the consequently wider market 

fo r th e ir  CD’ s . They also  have somewhat greater ad ap tab ility  in the 

management of th e ir  p o rtfo lio s  in the event o f unforseen contingencies. 

N evertheless, the sm aller bank a lso  has used CD’ s advantageously.
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Unfortunately, however, a few hanks have engaged in undesirable 

p ra c tice s  in s o lic i t in g  funds.— paying money brokers, funders, or other 

persons, including at times the depositors, compensation in excess of th at 

permitted under Federal Reserve and FDIC reg u lation s. These high-cost funds 

have in turn been employed in highly r isk y  and i l l iq u id  loans. Let me 

emphasize, however, i t  is  not the CD's themselves th at create the problem.

I t  is  prim arily the d e lib erate  in ten tion  o f engaging in  undesirable p ractices  

th at has been responsible fo r  the d i f f ic u l t ie s  th at subsequently developed 

fo r the banks involved. I  would l ik e  to  s tre s s  th at the great m ajority  of 

banks have observed fa ith fu lly  and conscientiou sly  the in te re s t ra te  

regulations and have not attempted to  circumvent the s p ir i t  or l e t t e r  of 

the law.

N evertheless, because of the abuses and because o f the c ru c ia l ro le  

th a t in te re s t  ra te  regulation  can and does play in influencing domestic and 

in tern atio n al flows of loanable funds, some means of e f fe c t iv e ly  enforcing 

the in te re s t ra te  c e ilin g s  is  eminently desirab le - -  even ju s t  fo r the 

re c a lc itra n t  few. E xistin g  p en alties or re fu sa l to  extend insurance coverage 

to  the deposits involved on le g a l grounds are in e f f ic ie n t  or tend to  fo s te r  

other problems. Consequently, a fte r  consultation with Federal Reserve and 

Treasury o f f i c i a l s ,  I  submitted to  Congress early  la s t  August a d raft of 

proposed le g is la t io n  to  strengthen the enforcement provisions of the in te re s t 

ra te  regulations of the Corporation and the Federal Reserve.

The proposed b i l l  would amend the Federal Deposit Insurance Act and 

the Federal Reserve Act so as to  provide e f fe c t iv e  p en alties fo r v io la tio n s  

o f fed era l regulations p rescrib ing the maximum ra te  o f in te re s t  which insured
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banks may pay on dep osits. Under the proposed le g is la t io n  no insured bank 

or o f f ic e r ,  d ire c to r , agency, or su b stan tia l stockholder th ereo f would be 

permitted to  pay or agree to  pay a broker, fin d er, or other person 

compensation fo r obtaining a deposit fo r the bank, except as the Board 

o f D irectors of the Corporation or the Board of Governors of the Federal 

Reserve System may by regulation  p rescrib e . Any payment made by any other 

person to  induce the placing o f a deposit in  an insured bank would be 

deemed to  be a payment of compensation by the bank i f  the bank has or 

reasonably should have knowledge of the payment by such person when i t  

accents the deposit. Any v io la tio n  by an insured bank o f the prohibitions 

in  the law or regulations issued pursuant th ereto  would su b ject the bank 

to  a penalty o f not more than 10 percent of the amount of the deposit to  

which the v io la tio n  r e la te s .  The Corporation and the Board of Governors of 

the Federal Reserve System would be empowered to  recover these p e n a ltie s , 

by su it or otherw ise, together with the costs and expenses of recovery.

The Board o f D irectors o f the FDIC and the Board of Governors of the Federal 

Reserve System would define what is  meant by "payment o f in te r e s t ."

Enactment of th is  piece of le g is la t io n  w ill contribute to  a strengthening 

o f our banking system and o f public confidence in our banks.

The commendable performance of bankers to  date — th e ir  imagination, 

resourcefu lness, progressiveness, and ad ap tab ility  — as exem plified by the 

generally  prudent development and use of negotiable c e r t i f ic a te s  of deposit, 

t e s t i f i e s  to  the dynamism o f our banking system. This record should not be 

obscured by the actions o f a small m inority. The adm inistration of Regulation Q 

and 329 by the bank regulatory agencies provides a good il lu s tr a t io n  o f the 

b e n e fits  th at can be derived from the considered use o f adm inistrative
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regulations in response to  the leg itim ate  needs o f banks and the economy 

in  a manner th a t serves the public in te r e s t .

Before I  end, I  should lik e  to  make one f in a l  observation. In the 

period o f time I  have served on the Board of D irectors of the Federal Deposit 

Insurance Corporation, my appreciation o f the depth and v i t a l i t y  o f the 

American system o f banking has continued to  grow. As a supervisor I  have 

had a unique opportunity to  see the great strength o f th is  system. Progressive 

managements, improved techniques o f contro l and operation, increased 

serv ices to  the p u b lic , a l l  s tre s s  the good, sound job the industry is  

doing.

I  pledge to  you th at tha FDIC i s  firm ly  resolved to  continue i t s  

posture o f support and maintainance o f high standards. Through a continued 

dedication to  standards of excellence by banks and supervisors we can be 

assured o f continued stren g th , s t a b i l i t y ,  and freedom in American banking.
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