
DEPOSIT FLOWS AND THE 
SUPPLY OF MORTGAGE CREDIT: 
ARE THEY RELATED ANYMORE? 
by B. Frank King 

At the beginning of 1978, most housing 
analysts were forecasting higher interest 
rates and sharply lower housing production 
for 1978. The higher interest rates came, 
but the decline in housing did not. By 
year-end, the prime rate had moved up to 
nearly 12 percent and single-family 
mortgage rates to more than 10 percent. 
Yet housing starts broke two million units 
for the year and finished with a vigorous 
fourth quarter. 

An important part of the standard expla-
nation for what happened involves money 
market certificates. In June 1978, financial 
regulators allowed commercial banks and 
nonbank thrift institutions to sell these 
new liabilities. Many housing analysts have 
regarded that move as the equivalent of a 
coronary by-pass operation on housing 
finance that assured the flow of funds 
through thrift institutions into mortgages. 
Without the surgery, the explanation goes, 
rising interest rates would again have 
slowed that flow and produced another 
housing heart attack.1 

The surgeons have gotten too much credit. 
Money market certificates have merits,2 

but they were not needed to rescue housing. 
That patient was strong and would have 
remained so. Open channels for the flow 
of funds into housing had already been 
assured. They were not assured by any 
dramatic event but by the cumulative 

1 For examples of this argument, see David A. Levine, Jonathan E. Cray, and 
Neal Kaplan, "MMCs Only Postpone the Day of Reckoning," Savings and Loan 
News, Vol. 100 (January 1979), pp. 71-2; Marshall A. Kaplan, "Housing and 
Economic Developments: A Quarterly Review," Federal Home Loan Bank Board 
Journal, Vol. 12 (February 1979), p. 18; and R. Alton Gilbert and Jean M. Lovati, 
"Disintermediation: An Old Disorder with a New Remedy," Review, Federal 
Reserve Bank of St. Louis, Vol. 61 (January 1979), pp. 10-15. 

2 The article by John M. Godfrey and B. Frank King on money market certificates 
later in this Review outlines the background, growth, and implications of money 
market certificates at commercial banks and nonbank thrift institutions. 

effects of a series of treatments designed 
to integrate the market for home mortgages 
with the nation's money and capital market. 
More than twenty years ago, an influential 
group of housing economists began arguing 
that this integration would ease the impact 
of interest rate changes on housing by 
allowing lenders to make gradual rate ad-
justments, to sell existing mortgages for 
liquidity, and to draw mortgage funds from 
the capital market when demand dictated. 
Oliver Jones and Leo Grebler provided a 
classic statement of the prescription: 

"Improved marketability of mortgage 
loans would reduce the tendency of 
some of the primary lenders to make 
abrupt changes in tne amount of new 
lending when portfolio adjustments 
are desired. Adjustments would be 
more fully determined by the 
subtle price mechanism than by 
quantitative restrictions or relaxa-
tions. An efficient price response to 
changes in supply and demand con-
ditions would be quickly translated 
into changes in the cost of borrowing 
and changes in the value of mort-
gages already held. Thus, mortgage 
investment, as well as other long-
term investments, would be responsive 
to changes in the market conditions 
through changes in price rather than 
volume."3 

This integration of the money and capital 
market with the mortgage market has be-
come public policy. Government and private 

3 Oliver Jones and Leo Grebler, The Secondary Mortgage Market (Los Angeles: 
University of California, Los Angeles, 1961), p. 25. 
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institutions have promoted it in many ways: 
through secondary markets for government-
backed and conventional mortgages, 
mortgage-backed bonds and mortgage pass-
throughs (with and without government 
guarantees), stand-by commitment auctions, 
and active borrowing by the Federal Home 
Loan Banks for relending to savings and 
loan associations. Additional methods such 
as savings and loan associations issuing 
commercial paper have continued to 
emerge. 

The details of these arrangements vary, 
but their effect is the same: Mortgage 
lenders have direct access to the money 
and capital market, where they compete for 
funds along with corporations and govern-
ments. If mortgage borrowers are willing 
to pay the rates dictated by this compe-
tition, such funds are available to sup-
plement the traditional deposits of thrift 
institutions. The only question for the 
lender is whether it can relend to home 
buyers at a profitable mortgage rate. In 
1978, the demand for housing (thus, for high 
interest mortgages) was there. Demographic 
shifts and the perception of homes as 
hedges against inflation took care of that. 

The dramatic introduction of money 
market certificates has tended to obscure the 
importance of the availability of funds 
through the other channels that have been 
added one by one over the past 20 years. 
Money market certificates did not them-
selves integrate mortgages into the money 
and capital market. The rapid adjustment 
of the cost of new mortgages to other 
long-term capital costs, demonstrated in 
the chart, indicates that that had already 
happened. Money market certificates merely 
provide confirmation of that integration. 

What, then, is the use of regulations 
establishing ceiling rates limiting terms on 
accounts at nonbank thrift institutions and 
banks—Regulation Q? Are these regulations, 
designed to protect deposit inflows of major 
mortgage lenders, superfluous as far as 
housing is concerned?4 So long as housing 
borrowers can depend on the capital market 
for additional funds, is there any need to 
worry about "availability" of funds to mort-
gage lenders? Since the lenders apparently 

4 Regulation Q can be useful for purposes other than housing, at least in the 
short run. These purposes are beyond the scope of this article. 

follow capital market rates when they 
set their mortgage rates, can ceilings on 
deposit interest nold down mortgage costs? 
Reason says no. Research has provided an-
swers on both sides of the question, but the 
more recent the period analyzed, the more 
likely the research has been to find little 
or no effects of credit supply on housing 
beyond those explained by interest rates. 

Despite the advances in integrating 
mortgage and capital markets and ambiguous 
evidence of the significance of deposit 
flows, public policy has continued to be 
carriea out as if variation in deposit 
flows at thrift institutions has been the 
major source of instability in housing 
output. Public agencies, with the support 
of Congress, have tried to build ana main-
tain a wall between deposits of mortgage 
lenders and the money and capital market 
with fully as much creativity as they have 
shown in tearing down the walls between 
home^ mortgages and this market. At the 
center of this policy thrust has been Reg-
ulation Q. On the periphery have been a 
series of measures designed to make alter-
natives to time and savings deposits less 
attractive to savers. 
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Regulation Q has had three main purposes: 
(1) to achieve a competitive balance between 
commercial banks and nonbank thrift institu-
tions. This received a major push from the 
application of Regulation Q-type ceilings to 
savings and loan associations in 1966. At 
that time, the nonbank thrift institutions 
were given a three-quarter point advantage 
over commercial banks on most deposits. 
The quarter-point rate advantage, now 
standard, was reached in 1970 by agreement 
and later by law. This differential was 
intended to protect the intermediaries that 
have higher proportions of their portfolios 
in home mortgages. (2) to limit the interest 
rates these intermediaries can pay for 
deposits, thus limiting the expense of 
raising funds for home mortgages (but, as 
noted before, not to limit home mortgage 
rates). (3) to allow the intermediaries to bid 
higher rates on longer term deposits, thus 
allowing them to obtain a closer match 
between the maturities of their assets 
and their liabilities. The gradual intro-
duction of long-term certificates has 
probably provided considerable stability 
in deposit levels. At savings and loan 
associations, for example, a maturity 
survey conducted by tne Federal Home Loan 
Bank Board in January 1969 found that only 
5 percent of deposits at savings and loans 
had maturities of one year or more. By 
September 1973, there were 23 percent, con-
centrated in the one- to two-year range, and 
in September 1978, there were 38 percent. 
This percentage has reportedly fallen since 
that time as a result of the six-month money 
market certificates, a decline that disturbs 
some analysts of nonbank thrift institutions.5 

The deposit insulation has been anything 
but complete, however. Holes were left in 
the wall between deposits and the money and 
capital market at the beginning; new holes 
have been made. Other investments such as 
short-term Treasury securities have continued 
to be available to savers. Some savers have 
moved their funds from banks and nonbank 
thrift institutions into these investments 
when market yields rose. Interest rate 
maxima on time and savings deposits have 
induced savers to look around for previ-
ously ignored higher return assets. Private 

5 Abraham Serfaty, "Implications of the Money Market Certificate," Business 
Economics, Vol. 14 (March 1979), pp. 22-26. 

financial advisers and financial columnists 
have aided their quest. Interest ceilings 
have made time and savings deposits attrac-
tive targets for financial innovators, such 
as money market mutual funds, tax-exempt 
bond funds, states and cities issuing tax-
exempt, low-denomination savings bonds, 
large bank holding companies issuing floating-
rate debentures, and credit unions with 
expanded powers, all seeking to gain by 
finding new ways to intermediate. Earlier 
this year, the list was extended when a 
large national retail concern started the 
process that could lead to its issuance of 
low-denomination savings certificates. 

Over the years, such developments have 
induced the Congress and the regulators to 
react to each threat to deposit flows with a 
specific regulation or control on the market. 
They have brought state-insured thrift 
institutions under the savings deposit reg-
ulations, promulgated new regulations on 
interest compounding and premiums, regu-
lated and threatened further regulations of 
subordinate liabilities of banks and bank 
holding companies, raised denomination 
minima and complicated bidding on Treasury 
and Federal agency securities issues, and 
held open the threat of further regulation 
of mortgage-backed securities issued by 
commercial banks. Failure of these con-
trols to avoid disintermediation and the 
inefficiency that they foster has convinced 
the Board of Governors that Regulation Q 
should be phased out over several years.6 

Inevitably, amendments to interest rate 
ceilings themselves have followed market 
developments, permitting costs of deposit 
funds to follow market interest rates and 
further weakening the insulation of deposits 
from the money and capital market. Every 
major Regulation Q liberalization has fol-
lowed several months of rising market 
interest rates. 

It is difficult to tell how much the at-
tempts to insulate deposits from capital mar-
kets have reduced time and savings deposit 
fluctuations.7 However, deposit growth 

6 Statement by J. Charles Partee, member of the Board of Governors of the 
Federal Reserve System, before the Commerce, Consumer and Monetary Affairs 
Subcommittee of the Committee on Government Operations, House of 
Representatives (March 22, 1979). 

7 The impact of money market certificates on deposit flows during their first 
10 months suggests that deposit variation might have been reduced had 
Regulation Q been eliminated. 
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has remained quite variable. Regulation Q 
has become more and more complicated 
and less and less appreciated by tne 
saving public. 

The introduction of money market certifi-
cates last June and the more recent 
proposals for flexible rate certificates with 
longer terms, for lower certificate minima, 
ana for higher returns on savings accounts 
and certificates are all admissions of failure 
to insulate deposits from the capital markets. 
If the capital market is integrated with the 
savings market and the mortgage market 
(as the evidence indicates), these changes 
will have little influence on potential home 
mortgage credit variability. In general, 
what people pay for mortgages will still be 
determined in the capital markets and 
how much the public borrows at that 
price will still depend on its demand for 

housing. The strength of housing over 
the past year was based predominantly on 
very strong demand, even in the face of 
higher mortgage rates, not on the Regula-
tion Q change. 

In summary, if the markets for mortgages 
and deposits at thrift institutions are sub-
stantially integrated into the money and 
capital market, efforts to control the 
volume of housing finance and output with 
Regulation Q are unlikely to succeed. The 
channels through which credit flows to 
housing can be changed, but the total flow 
is unlikely to be influenced. New regula-
tions ana modification of existing ones 
may well influence the portion of housing 
sales that nonbank thrift institutions 
finance, but additions of funds through 
their channel are likely to promote with-
drawal of funds from other channels. • 
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