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       A certificate of deposit (CD) is a product offered by banks and
credit unions that provides an interest rate premium in exchange for
the customer agreeing to leave a lump-sum deposit untouched for a
predetermined length of time. Almost all consumer financial
institutions offer them. It's up to each individual bank which CD
terms it wants to offer, how much higher the rate will be compared
to the bank’s savings and money market products, and what penalties
it applies for early withdrawal. 
 
    CD's are a special type of savings instrument and like a savings or
money market account, they provide a way to put money away for a
specific savings goal all while earning a certain return on your
balance.
 
     On the contrary, unlike savings and money market accounts
which allow you to vary your balance by making additional deposits,
as well as up to 6 withdrawals per month. CDs require one initial
deposit that stays in the account until it reaches its maturity, giving
up access to your funds, but also accruing higher interest rates.

 



      When considering investing in CD's, shopping around is crucial in
finding the best rates because different financial institutions offer a
surprisingly wide range. Your brick-and-mortar bank might pay a
pittance on even long-term CDs, for example, an online bank or local
credit union might pay 3-5 times the national average. 
 
     Meanwhile, some of the best rates come from special promotions,
occasionally with unusual terms such as 13 or 21 months, rather than
the more common terms based on 3, 6, or 18 months or full-year
increments.
 

 



      How Does a CD Work
 
      Opening a CD is very similar to opening a standard bank account.
The difference is what you’re agreeing to when you sign.  There are 4
components to consider:
 
The interest rate:   locked in rates are a positive in that they provide a
clear and predictable return on your deposit over a specific time period.
The bank cannot decide to later change the rate and therefore reduce
your earnings. On the flip side, a fixed return may hurt you if rates
later rise substantially and you’ve lost your opportunity to take
advantage of higher-paying CD's. 
 
The term:  length of time you agree to leave your funds deposited to
avoid any penalty (e.g., 6-month CD, 1-year CD, 18-month CD, etc.)
The term ends on the “maturity date,” when your CD has fully matured
and you can withdraw your funds penalty-free.
 
The principal: with the exception of some specialty CD's, this is the
amount you agree to deposit when you open the CD.
 
The institution: the bank or credit union where you open your CD will
determine aspects of the agreement, such as early withdrawal penalties
(EWPs) and whether your CD will be automatically reinvested if you
don’t provide other instructions at the time of maturity.
 
     Once established and funded, the bank or credit union will
administer it like most other deposit accounts, either monthly or
quarterly statement periods, paper or electronic statements, and
usually monthly or quarterly interest payments deposited to your CD
balance, where the interest will compound.

 



      Rates are determined by the Federal Reserve. The Federak
Reserve Board’s rate-setting actions loom large in terms of
what savers can earn on their deposits. That’s because the Fed’s
decisions can directly affect a bank’s costs. 
 
      Every six to eight weeks, the Fed’s Federal Open Market
Committee (FOMC) decides whether to raise, lower, or leave
alone the federal funds rate. This rate represents the interest
that banks pay to borrow money through the Fed. When Fed
money is cheap (low), banks have less incentive to court
deposits from consumers. But when the federal funds rate is
moderate or high, banks can do better by paying consumers a
competitive rate for their deposits.
 



Are CDs Safe
 

      CD's are one of the safest savings or investment instruments
available, for two reasons. 
1.their rate is fixed and guaranteed, so there is no risk that your
CD’s return will be reduced or even fluctuate. What you signed
up for is what you’ll get—it’s in your deposit agreement with
the bank or credit union. They are also protected by the same
federal insurance that covers all deposit products, FDIC and
NCUA.  The FDIC provides insurance for banks and
the NCUA provides insurance for credit unions. 
 
     When you open a CD with an FDIC- or NCUA-insured
institution, up to $250,000 of your funds on deposit with that
institution are protected by the U.S. government if that
institution were to fail. If you are holding more than that
amount in deposits, you can maximize your coverage by
spreading your funds across multiple institutions and/or more
than one name (e.g., your spouse).



How Much Do I Need to Open a CD
 
     Each financial establishment will set a minimum deposit required
to open each CD on its menu. Sometimes a bank will set a minimum
deposit policy across all CD terms it offers, while some will instead
offer rate tiers, providing a higher APY to those who meet higher
minimum deposits.
 
      Having more funds available to deposit will earn you a higher
return. But in practice, this doesn’t always hold true. For instance,
having $25,000 ready for deposit will occasionally enable you to
open a CD that is not available to others with lesser amounts. But
many of the Top 10 rates in each CD term can be achieved with
modest investments of just $500 or $1,000. And the vast majority
of top rates are available to anyone with at least $10,000. A $25,000
deposit is only occasionally required for a top rate.
 
CD LADDER: a strategy in which an investor divides a sum of
money into equal amounts and invests them in certificates of
deposit (CDs) with different maturity dates. This strategy
decreases both interest rate and reinvestment risks. This strategy
enables you to access the higher rates offered by 5-year CD terms,
but with the twist that a portion of your money becomes available
every year, rather than every 5 years. 



How to build a CD ladder
 

     Take the amount of money you want to invest and divide it by
five. You then put one-fifth of the funds into a top-earning 1-year
CD, another fifth into a top 2-year CD, another into a 3-year CD,
and so forth through a 5-year CD. 
 
So let’s say you have $25,000 available. That would give you five
CDs of varying length, each with a value of $5,000. Then, when the
first CD matures in a year, you take the resulting funds and open a
top-rate 5-year CD. A year later, your initial 2-year CD will
mature, and you’ll invest those funds into another 5-year CD. You
continue doing this every year with as each CD matures, until you
end up with a portfolio of five CD's all earning 5-year APYs, but
with one of them maturing every 12 months, keeping your money a
bit more accessible than if all of it were locked up for a full five
years.



How Are CD Earnings Taxed
 
 

 
     In short YES. 
 
    When you hold a CD, the bank will apply interest to your account
at regular intervals. This is usually done either monthly or
quarterly, and will show up on your statements as earned interest.
Just like interest paid on a savings or money market account, it will
accumulate and be reported to you in the new year as interest
earned, so that you can report it as income when you file your tax
return. CD earnings are taxed at the time the bank applies them to
your account, regardless of when you withdraw your CD funds.
 



What Happens to My CD at Maturity
 
 
 
       Within 2 months leading up to your CD’s maturity date, the
bank or credit union will notify you of the impending end date. Its
communication will also include instructions on how to tell it what
to do with the maturing funds. Typically, it will offer you three
options:
 
 
Roll over the CD  into a new CD: generally it would be into a CD
that most closely matches the term of your maturing CD. For
example, if you have a 15-month certificate concluding, they would
likely roll your balance into a new 1-year CD.
 
Transfer into another account: includes a savings, checking, or
money market account.
 
Withdrawal:  can be transferred to an external bank account or
mailed to you in a paper check. 
 
 This the communication to you will detail deadline for you to
provide instructions on what to do with proceeds, with an
indication of what the institution will do in lieu of receiving your
guidance. In many cases, its default move will be to roll your
proceeds into a new certificate.



Early Withdrawal
 
 
        Even though opening a CD involves agreeing to keep the funds
on deposit without withdrawals for the duration of the term, that
doesn’t mean you don’t have options if your plans need to change.
Whether you encounter an emergency or a change in your financial
situation—or simply feel you can use the money more usefully or
lucratively elsewhere—all banks and credit unions have stipulated
terms for how to cash your CD out early. Understand that the exit
won’t be free. The most common way institutions accommodate a
early withdrawal is by assessing an  early withdrawal penalty
(EWP) on the proceeds before your funds are distributed, according
to specific terms and calculations that were set out in your deposit
agreement when you first opened the certificate (similar to a 401K).
This means you can know before you agree to the CD if the early
withdrawal penalty is acceptable to you.
 
       Typically, the EWP is charged as a number of months’ interest,
with a greater number of months for longer terms and fewer
months for shorter terms. For instance, a bank’s policy might be to
deduct three months’ interest for all CDs with terms up to 12
months, six months’ interest for those with terms up to 3 years, and
a full year’s worth of interest for its long-term CDs. These are just
examples—every institution sets its own early withdrawal penalty,
so it’s important to compare EWP policies whenever you are
deciding between two similar CDs. It’s especially wise to watch out
for early withdrawal policies that can eat into your principal. The
typical EWP policy described above will only cause you to earn less
than you would have if you’d kept the CD to maturity. 



Specialty CD's: 
Bump-Up, Add-On, No-Penalty, Jumbo, and IRA

 
      Most CD's follow the standard formula of depositing your funds,
letting them sit untouched until the end of the term, and
withdrawing them upon maturity. Some banks and credit unions
also offer a variety of specialty certificates with different
structures and rules.
 
BUMP-UP:  entitles the bearer to take advantage of rising interest
rates with a one time option to "bump up" the interest rate paid.
Typically pays lower rate than that of a similar (CD's) with no
bump-up option. Offers investors a chance to access a higher rate
usually only one time during their term. So say you open a 5-year
certificate and rates rise during that period, you’ll have one
opportunity to lock in at a higher rate currently offered by the
bank, which will then apply for the duration of your term. Bump-
up CDs will allow two rate increases only for long-term CDs.
 
ADD-ONs:  allows you to continue to make deposits after you
initially open the account. Some institutions allow as many add-ons
as you like while others will limit to  a certain number of allowable
per time period (month or quarter), and some will limit the add-ons
to just one or two during the full term.
 
NO-PENALTY:  seem to provide the interest rate, but with less risk
if you need to cash out early. No-penalty CDs can bridge the gap
between a fully accessible savings account and a CD with an early
withdrawal penalty. The, "no penalty" comes with a price tag: a
lower interest rate than you would be able to earn with a
traditional CD. Perform your due diligence and compare the rates of
no-penalty CDs with what you can earn from a savings or money
market account.



 
 JUMBO: requires a higher minimum balance and in return pays a
higher rate of interest. There is no governing body lays out the
rules for calling a CD a “jumbo,” so each institution decides it for
themselves. The most typical threshold is a $50,000 minimum
deposit. Some call $25,000 CDs a jumbo (or at the least “mini
jumbo”), while others reserve the jumbo label accounts of at least
$100,000.
 
IRA:   An Individual Retirement Account (IRA), offers tax
advantages to help you save for retirement. An IRA acts like a
basket to hold different types of investments and assets. You can
hold a IRA CD.
 



 

 Bank vs. Brokered CDs
 



Brokered Specialty CD's
 

Callable:  Can be redeemed (called away) early by the issuing bank
prior to their date of maturity, usually within a given time frame
and at a preset call price. This would result in a loss of interest
earnings, therefore interest rates on callable CDs are usually higher
than those for regular CDs.
 
 
Zero Coupon:  bought at a discounted rate, interest payments are
paid out as a lump sum at the date of maturity, as opposed to being
disbursed on an annual basis. These are minimum-risk tools for
investing and saving. Generally a good fit for conservative, risk-
averse investors for whom generating cash flow or ongoing income
is not a priority. Careful tax planning is highly recommneded as
you will be taxed on the earned interest every year, even though
you will not realize the certificate’s gain until it matures.  
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