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The p ro ce ss  o f d isin term ediation , w hereby financial institutions 

lose  deposits or  potential deposits to nondeposit investm ents, is again 

a fact o f life  for  m any o f the nation 's financial institutions - -  the fourth 

tim e this has happened in eight y ea rs . F or m any in v esto rs , deposits 

lo se  their attractiveness when sign ificantly  higher rates o f return are 

available on nondeposit investm ents and when this im balance p ersists  

fo r  m ore  than a few months or  even w eeks. O ver the past few m onths, 

unprecedented rates o f in terest have been available on both taxable and 

tax-exem pt instrum ents and on sh ort-te rm  as w ell as lon g -term  ob lig a 

tions. These rates re fle c t  the com bined e ffects  o f the p u b lic 's  exp ecta 

tions about inflation in the future as w ell as the e fforts  o f the F edera l 

R eserve  System  to restra in  those in flationary expectations. F or 

depositary  institutions, the problem s o f high in terest rate periods are 

com pounded by the low er rates o f in terest allow ed to be paid under 

Regulation Q on deposits o f less  than $100, 000 and by the d e fic ien cies  

in earnings pow er which a fflic t  the nation 's thrift institutions and la rge ly  

determ ine the levels  at which ce iling  rates are set for both com m erc ia l 

banks and thrift institutions.

T em p orary , stopgap m easu res are always asked o f the C ongress 

when the e ffects  o f severe  d isinterm ediation , e sp ecia lly  on housing and
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the funds available fo r  home m ortga ges , are felt. But unless the key 

issu e is  tack led , nam ely the earnings pow er o f the nation 's thrift 

institutions, we w ill only have m ore  o f the sam e p eriod ica lly  in the 

future. I know the Subcom m ittee is aware o f this longer term  need 

fo r  re fo rm , even as it grapples with a wide variety  o f suggestions for  

m ore  im m ediate r e lie f  from  som e o f the rep ercu ssion s  o f our present 

d isin term ediation , but the point needs to be driven home and repeated 

as you face the com peting and con flicting  cla im s o f those with evident 

s e lf- in te re s t  in the outcom e.

O ver the y e a rs , the nation 's thrift institutions and sm aller 

com m erc ia l banks have been the principal suppliers o f funds for  

residen tia l home m ortga ges, with savings and loan associa tion s having 

the highest percentage o f the three types o f institutions in total assets 

com m itted  to residen tia l home m ortgages arid mutual savings banks 

the second highest percentage o f a ssets so com m itted. In the case o f 

mutual savings banks (m ost o f  whom  are supervised  and exam ined at 

the F ederal leve l by the FDIC), there can be no doubt that there has 

been a significant slowdown o f incom ing funds available fo r  housing 

investm ent. P re lim in ary  deposit p ro jection s fo r  July indicate re co rd  

net outflows o f funds. A dditionally , these banks suffered  a net outflow
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o f approxim ately  $350 m illion  last month - -  the w orst June figures 

ev er  record ed  - -  and o f $190 m illion  in May and $645 m illion  in 

A p ril. Even taking into account in terest cred ited  in each o f these 

three m onths, the funds available for  housing investm ent have fallen 

o ff sharply com pared  to the same months in past y ea rs . Savings banks 

are keeping their liquidity up and their com m itm ents for future m ortgage 

m oney down as they face continuing deposit drains. In som e states, 

where low usury ceilings m ay be in e ffect with resp ect to residentia l 

m ortgage loans, the funds available for housing investm ent are even 

m ore  lim ited.

As you know, Regulation Q and com parable p rov ision s o f FDIC 

and FHLBB regulations presently  lim it the rates o f in terest which can 

be paid by m ost depositary  institutions to their deposit cu stom ers .

Rates o f in terest on deposits o f $100,000 or m ore are presently 

unregulated, but passbook savings rates below  that amount cannot 

exceed  5% per annum for  com m ercia l banks and 5 1/4% for the nation's 

thrift institutions. C ertifica te  accounts pay m o re , depending on 

m aturity and denom ination, ranging up to 7 1/4% per annum for c o m 

m e rc ia l bank tim e deposits o f $1,000 or m ore held on deposit for four 

years or m ore and up to 7 1/2% per annum for a com parable tnrift
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institution ce rt ifica te . Substantial in terest rate penalties are im posed 

i f  the d epositor seeks ea rly  redem ption . In addition, under the reg u 

lations o f a ll three ra te -settin g  a gen cies , the ce iling  rates apply to 

nondeposit obligations o f insured banks and associa tion s unless they 

fa ll into certa in  sp ecified  ca teg or ie s , such as a subordinated capital 

debenture or note o f $500 or m ore  which has an orig in al m aturity of 

seven years or m o re .

A s o f today, if  the underw riting goes forw ard as planned, 

C iticorp  w ill issue $850 m illion  principal amount o f unsecured notes 

at an in itial in terest rate o f 9. 70% per annum with in terest a fter next 

June 1 set ev ery  six  months at 1% per annum over selected  T reasu ry  

b ill ra tes . T hrift institutions and banks which have a lready found 

th em selves unable to attract funds e ffe ctiv e ly  in the current high 

in terest rate environm ent w ill then face the added com petitive challenge 

o f other s im ila r  issu es  which w ill have undoubted appeal to their tra d i

tional d ep ositors .

C it ico rp 's  note is not a deposit, but it w ill obv iously  com pete 

with deposits along with other nondeposit m arket instrum ents presently 

available to the public. What m akes the C iticorp  note look m ore  like a 

deposit than other m arket instrum ents is (i) its re la tive ly  low  den om i

nation ($1,000 with a m inim um  subscrip tion  of $5, 000), (ii) its
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issuance by a bank holding com pany whose public identification  is 

synonym ous with its p rincipal a ffilia te , the nation 's second largest 

insured bank, and (iii) its optional redem ption  features which are 

available to an in vestor long b e fore  its potential 15-y ea r  m aturity. 

While a ll o f these features have a bearing on the com petitive threat 

w hich som e of the nation 's depositary  institutions see in this type o f 

instrum ent, it is  the ea rly  redem ption feature at the h o ld er 's  option 

w hich m ost d ire ct ly  com petes with the tim e deposits that can presently  

be o ffered  by the nation 's thrift institutions and banks.

To illu stra te , a tim e deposit o f a mutual savings bank or a 

F ed era lly  insured savings and loan a ssocia tion , issued for  the 23 

months betw een now and the ea r lie s t  perm itted redem ption  o f the 

C iticorp  note, could ca rry  a m axim um  interest rate o f 6 1/2% per 

annum for  th irfts and a m axim um  in terest rate o f 6% per annum for 

com m erc ia l banks under Regulation Q. Even if  the ea r lie s t  perm itted 

redem ption  on sim ila r notes w ere to be four years rather than 23 

m onths, the m axim um  perm itted rate under Regulation Q would be 

7 1/2%  fo r  thrifts and 7 1/4% for com m ercia l banks.

Under our present regu lations, it is only where the ea rliest  

p ossib le  redem ption is seven years away that a thrift institution or
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a co m m e rc ia l bank would be able to o ffe r  a subordinated note whose 

other term s w ere identical to those o f the C iticorp  note. This is 

becau se  subordinated notes o f less  than seven y e a rs ' m aturity are 

deem ed to be deposits and are subject to a ll the in terest rate lim ita 

tions o f Regulation Q.

The banking agen cies could, o f cou rse , react to the "C itico rp  

note p rob lem " by am ending their regulations to provide for  a shorter 

acceptable m aturity period  on subordinated notes. But with many tim e 

deposits bearing  m aturities in the fou r - or f iv e -y e a r  range, there is 

only lim ited  room  within which the agencies can m ove if  they seek to 

retain  som e recogn izab le  d ifferen ce  between sh o r te r -te rm  "d ep os its "  

and gen era lly  lo n g e r -te rm  "cap ita l. "

The banking agen cies could a lso  perm it a variab le  rate tim e 

deposit, with ce ilin g  rates set m onthly or quarterly  by the agencies 

in the light o f som e m arket indicator o f available in terest ra tes , such 

as the average yield  on th ree-m on th  T rea su ry  b ills . In May o f this 

y ea r , I re leased  for  com m ent an FDIC staff p roposal along these lines 

which is now under active consideration  by the ra te -settin g  agen cies.

A copy o f that re lea se  is  attached. This p roposal d iffered , how ever, 

in severa l b a s ic  resp ects  from  the term s o f the C iticorp  note issu e .
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F irs t , the proposed  rate o f in terest on the deposit would be pegged, 

fo r  m utuals, to the exact average o f the y ields announced by the 

T rea su ry  each Monday for  noncom petitive bids on three-m onth  T reasu ry  

b ills  and fo r  com m ercia l banks, to a ceilin g  25 or 50 basis  points below  

that (the in terest rate on C it ico rp 's  note, at least a fter the f ir s t  year, 

would be set ev ery  six  months at 1% above a selected  21 -day average 

o f y ie lds on three-m onth  T rea su ry  b ills ) . Second, the FDIC staff 

proposed  a m inim um  term  for  the new deposit o f four y e a rs , with sub

stantial penalties for  ea rly  redem ption (C iticorp 's  note, although it 

ca rr ie s  a 15-year m aturity, can be redeem ed on June 1, 1976, at par 

and th erea fter at six -m onth  in terva ls; in addition, a secondary  m arket 

w ill ex ist through listing o f the notes on the New Y ork  Stock E xchange). 

T h ird , the FDIC staff proposed  a guaranty that the rate o f in terest 

would not fa ll below  som e m inim um  le v e l, such as 4. 5% per annum 

(the C iticorp  note ca rr ie s  no f lo o r , but the in itial rate o f 9. 7% per 

annum is guaranteed until next June 1),

F or  the public, the c r it ica l d ifferen ce  m ay w ell prove to be 

the resp ective  rates at which the proposed  tim e deposit or  a note like 

C it ico rp 's  is in itia lly  issued . The FDIC p roposal re flected  our aw are

ness that the earnings position  and potential o f the nation 's mutual
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savings banks is lim ited . We know that the occa sion a l attractiveness 

o f  T rea su ry  b ills  or  the challenge o f a note issue like C it ico rp 's  cannot 

be re a lis t ica lly  answ ered by som e d ram atic, a cro ss -th e -b o a rd  in crea se  

in deposit rate ce ilin gs under Regulation Q because the earnings o f such 

institutions would not perm it the paym ent, a cro ss  the b oard , o f the m uch 

higher rates that would now be requ ired  to attract deposit funds. Even 

if  a lim ited change under Regulation Q w ere to be authorized to perm it 

the offerin g  o f a variab le  rate tim e d eposit, such as the one FDIC proposed 

in M ay, we know that a lm ost no thrift institution would have the earnings 

pow er to pay a 9. 7% per annum rate for  long on any significant portion 

o f its total d eposits.

So in the end, while am eliora tive  steps can be taken on a 

tem p orary , stopgap basis  to stem  the outflow o f funds from  housing- 

oriented  institutions, we return to the b a s ic  need for  in creased  earnings 

power on the part o f the nation 's thrift institutions. Any b a sic  re form s 

in this area m ust, o f  cou rse , be adopted with an eye to their e ffe ct  

on the funds available fo r  housing and home m ortga ges, and then su f

ficien t tim e m ust be provided th erea fter for  the im plem entation o f such 

new pow ers. But we w ill not escape the repeated c r is e s  o f d is in term ed ia 

tion until such lon g -ran ge steps are taken.
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The proposed  F inancial Institutions A ct represen ts one such 

approach  to long-range re fo rm . It would broaden  the a sset and liab ility  

pow ers o f thrift institutions operating under a F ed era l charter while at 

the sam e tim e making p rov is ion  fo r  a phaseout o f Regulation Q ceilings 

on a gradual basis  r -  the ob jective  being to enable m anagem ent to better 

serve the needs o f its d epositors and other cu stom ers under a wide 

variety  o f e con om ic conditions. The FDIC b e lieves that this ob jective  

is com m endable and hopes that this Subcom m ittee w ill turn its attention 

to the details o f  such lon g -ru n  re fo rm  ea rly  in the next sess ion  o f the

C on gress.
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