
but it will be no bonanza. It is very likely 
that the low-balance/high-transactions 
customer will be worse off, whereas the 
high-balance/low-transactions customer 
will be pleased. On a conventional bank 
checking account, which earns no interest, 
the bank usually "pays" its depositor by 
absorbing most of the costs of the 
checking services provided. On typical 
accounts, the bank-absorbed costs, over 
and above service charges, are equivalent

to an implicit interest payment of about 
AVi percent.3 But if it turns out that checks 
can be written on an account bearing 
explicit interest, financial institutions will 
have to charge for the services, either 
directly on a per-item basis or implicitly in 
the form of minimum account balances. ■

3Stephen H Axilrod and others. The Impact of the Payment of Interest on De
mand Deposits/' Table 111-1 This studv by the staff of the Board of Governors of 
the Federal Reserve System was released to the public on February 1,1977

DISINTERMEDIATION?
by John M . Godfrey

When analysts begin to foresee strong 
public and private credit demands and 
rising interest rates, their attention quickly 
turns to the prospect of disintermedi
ation—the shift of consumer funds from 
banks and other financial intermediaries to 
higher yielding open market securities that 
results in a net loss of time and savings 
deposits. Commercial banks and other 
thrift institutions experienced bouts of 
disintermediation in 1966, 1969-early 1970, 
and, to a lesser extent, in 1973-74 as in
terest rates rose. Yields obtainable from 
Treasury bills and notes, commercial 
paper, and money market mutual funds 
rose significantly above the maximum 
rates that the regulated banks and thrift 
institutions were allowed to pay for 
deposits subject to interest rate ceilings.

With interest rates higher now than at 
any time since 1974, disintermediation has 
become a growing topic of conversation. 
However, a sustained reduction in interest- 
bearing deposits at District member banks 
is unlikely in the near future, mainly 
because the region's banks have shifted 
the composition of deposits toward those 
accounts which are well insulated from 
withdrawals. Nearly one-half of the time 
deposits are no longer subject to 
Regulation Q interest ceilings, and other 
liberalizations of regulations have allowed 
banks to offer more competitive rates on

other time deposits. Passbook savings 
accounts seem to be less sensitive to the 
level of interest rates than in the past. 
Furthermore, interest rates have not 
reached 1974 levels. Even with a further 
rise in market rates, potential disintermedi
ation problems could be minimized by 
raising the interest rate ceilings.

Recent History. Building a more stable 
deposit base has taken time and a number 
of regulatory changes. In the 1969-70 
period, member banks could offer only 
very limited interest rate incentives to 
attract and retain longer maturity con
sumer deposits. They could pay depositors 
only 4 percent on passbook savings and 
short maturity time deposits and only 5 
percent for time deposits maturing in 90 
days or more. Although some banks did 
establish time deposits that were auto
matically renewable at each maturity date, 
the depositor retained the option of 
withdrawing his deposit each quarter 
without penalty. When interest rates rose, 
member banks lost $300 million (about 7 
percent) in savings deposits from late 1968 
through early 1970. Banks outside the 
District's larger cities, however, were able 
to increase total consumer time deposits.

During that period, the area where 
banks were most vulnerable to com
petition from higher open market rates 
was negotiable CDs in denominations of
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$100,000 or more. Regulations then 
allowed banks to pay 51/2 percent on 
maturities of less than 60 days and 53/4 
percent for those of less than 90 days. 
(Most large CDs are issued for 90 days or 
less.) These rates were not sufficient to 
prevent the loss of over $250 million 
(about 40 percent) of these deposits at the 
larger District banks. Thus, banks lacked 
the flexibility to offer competitive rates on 
money market CDs and could not provide 
adequate incentives for consumers to 
commit savings to longer maturity 
deposits.

In early 1970, the Board of Governors 
recognized this situation and raised the 
maximum interest rates. It also restruc
tured the rates to provide some incentive 
for committing funds to banks for two 
years or more. Later that same year, the 
ceiling rates on shorter maturity money 
market CDs were suspended. These actions 
enabled banks, including District banks, to 
make significant strides in tying down 
consumer time deposits for longer periods 
of time and helped them compete for 
large CDs.

When by mid-1973 rising market rates 
once again threatened disintermediation, 
Regulation Q ceiling rates were raised for 
the short maturity time and savings 
deposits and higher rates were set for even 
longer maturity time deposit categories. 
These ceiling rates, still in effect today, 
have allowed District banks to restructure 
their deposits, sharply reducing the 
likelihood of significant deposit outflows.

THE DEPO SIT BASE TO DAY

Savings Accounts. At year-end 1977, the 
nearly $28-bi 11 ion time and savings deposit 
base was far more stable, or less vulner
able to runoffs, than in 1969-70 or 1973. 
Savings deposits comprise nearly $11 
billion, about 38 percent of the total. 
Nearly all of these deposits are owned by 
individuals and nonprofit organizations. 
Corporations and profit-making organi
zations, which are usually more concerned 
with yields than are individuals, hold only 
about $600 million in such deposits.

Although savings deposits pay only 5 
percent and can be effectively withdrawn 
without notice, the prospect that with
drawals will greatly exceed inflows in the

near future seems unlikely. Higher interest 
rates have been available from other types 
of deposits, other financial institutions, 
and open market instruments for some 
time. Therefore, liquidity, and not the rate 
of return, has probably been the overriding 
reason for placing funds in bank savings 
accounts.

In earlier years, savings deposits 
probably contained some interest-sensitive 
household funds that were subject to being 
shifted out of these accounts. For example, 
during the 1969-70 disintermediation 
period, the 90-day Treasury bill rate 
peaked at 7.87 percent (387 basis points 
above the 4-percent ceiling rate for savings 
accounts) and District member banks 
experienced net savings deposit losses. By 
1974, however, the situation was vastly 
different: Bank savings accounts ap
parently no longer contained interest- 
sensitive funds. The ceiling rate was then 5 
percent (changed in July 1973). The 
Treasury bill rate reached 8.96 percent in 
August 1974 (396 basis points above the 
maximum), but District banks actually had 
net savings deposit inflows of nearly $400 
million. Discounting seasonal influences, 
District member banks, as a whole, had no 
net outflows from savings accounts during 
any single month of 1974, although some 
individual banks did. In light of the 1974 
experience and since short-term interest 
rates are substantially below their previous 
peak, there seems to be little reason to 
expect consumer savings deposit inflows 
(nearly $400 million in the first quarter of 
1978) to deteriorate into sustained out
flows during this year. Since 1974, 
however, business firms and governmental 
units have been allowed to hold passbook 
savings accounts. While these funds may 
be more interest-sensitive than consumer 
deposits, they comprise only a small 
portion of District banks' total savings 
deposits.

Time Deposits. District banks' time 
deposits —other than savings accounts — 
now total about $17.1 billion, and the 
banks have considerable latitude in their 
ability to pay rates sufficient to attract 
and retain these funds. Time deposits in 
denominations of $100,000 and over are 
exempt from maximum interest rate 
ceilings; these account for about $8.2 
billion, or 48 percent of total time
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deposits. In addition, District banks hold 
about $3.8 billion in deposits of state and 
local governments (many are large- 
denomination deposits and are included in 
the $8.2 billion above) on which they are 
permitted to pay up to 8 percent for any 
maturity. Therefore, a large volume of 
District banks' time deposits is effectively 
insulated from high market rates if the 
banks are willing to pay competitive rates. 
This flexibility contrasts sharply with 
previous disintermediation periods when 
no time deposits were exempt (1969) or 
only one-third were exempt (1973) and 
when holdings of public deposits were less 
significant.

Therefore, only about one-half of 
District banks' time deposits —$8.9 
billion —are subject to interest rate ceilings 
and might be withdrawn because banks 
cannot pay competitive rates. However, 
slightly more than $4 billion of these 
deposits are long maturity. Four-year 
deposits may carry 71/\ percent yields and 
six-year maturities, 7Vi percent. Severe 
interest penalties make premature with
drawals from these deposits unlikely. The 
present competitiveness of these rates and 
the advantages of holding funds at banks 
should allow banks to continue to draw 
funds into these long maturity accounts. 
And on June 1, banks' ability to compete 
for even longer maturity funds will be 
further enhanced when they will be able to 
offer an eight-year maturity deposit at 7 V a 
percent. (When the interest is com
pounded, the effective yield will be 
slightly more than 8 percent.)

About one-half of the remaining time 
deposits mature every quarter and 
currently carry rates of 5 V2 percent. 
Depositors are attracted to these 90-day 
accounts because they offer a slightly 
higher yield than passbook savings but are 
only slightly less liquid. That these 
deposits from households have remained

relatively constant in dollar volume since 
the early 1970s indicates that they are not 
very interest-sensitive.

The remaining small-denomination time 
deposits are about evenly split between 
those maturing in one year and paying 6 
percent and those maturing in two and 
one-half years and paying 6 V2 percent. 
Savers who commit their funds to these 
deposits are probably more concerned with 
yields than with immediate availability. 
Since open market rates on investments of 
the same maturities are presently higher, 
inflows may well slow down during coming 
months and some of these deposits might 
not be rolled over at maturity.

Recent Regulation Q changes mean that 
after June 1, banks will be better able to 
compete for "intermediate" size, short 
maturity funds that are currently chan
neled into the commercial paper or 
Treasury bill markets. The new deposit 
should be attractive to investors with 
enough resources to purchase a minimum 
denomination Treasury bill but not enough 
to purchase the $100,000 CDs that are 
issued without Q ceilings. Banks will be 
able to offer the new six-month money 
market time certificate in a minimum 
$10,000 denomination, with the maximum 
rate of interest tied to the average yield 
for the most recent six-month Treasury bill 
auction. Based on mid-May auction yields, 
that rate would be about 7 percent.

Although District banks' adjustments of 
time and savings deposits have made large 
losses unlikely, deposit inflows may not 
remain adequate if market rates rise 
significantly. In that case, further elevation 
of interest rate ceilings may become 
necessary to allow banks to compete for 
funds and to provide equitable returns to 
small depositors who cannot take ad
vantage of higher returns available on 
open market financial instruments. ■
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