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March 3, 1978

Will the Funds Be There?
The housing industry is heavily depen­
dent on credit - after all, most people
don't have enough spot cash to buy
big-ticket items such as houses - and
so the industry gets into trouble
whenever its suppliers of credit have
fewer funds to lend. This happens
whenever households stop channelling
their savings into mortgage-lending in­
stitutions - the so-called financial
intermediaries. And this dread process
of disintermediation occurs whenever
households find they can earn higher
interest rates in the money market than
at banks and thrift institutions - that is,
whenever rates on Treasury bills and
other money-market instruments rise
substantially above the Congressional­
ly-imposed rate ceilings on various
types of time and savings deposits.

The thrift institutions were badly
burned during the 1974 crunch, when
soaring market rates induced a 15-
percent decline (to $57 billion) in the
flow of consumer savings into banks
and thrift institutions. But these savings
flows practically doubled over the
next two years, to $109 billion in 1976,
as household liquidity improved and
as money-market rates fell below
thrift-institution offering rates. Yet in
late 1977 and early 1978, after the
thrifts had boosted their loan commit­
ments to a record $39 billion to finance
a record home-building boom, they
found the telltale signs of disin­
termediation facing them again. This
raises the questions of what savings al­
ternatives are available to household
savers, what interest-rate levels will
trigger withdrawals of savings from
thrift institutions, and what the thrifts
can do in this situation to finance their
booming mortgage business.

Alternatives
In periods of rising interest rates,
household savers have frequently
been able to get a higher return from
Treasury bills and notes than from sav­
ings deposits. But the Treasury general­
ly sets a minimum purchase amount -
for example, at least $1,000 for the
seven-year notes issued last month,
and a $10,000 minimum for the weekly
sales of short-term bills. These mini­
mums (at least for T -bills) effectively
limit the ability of small savers to im­
prove on what they could earn from
savings deposits.

But the market has provided other al­
ternatives in recent years - in particu­
lar, money-market funds and bond
funds of various descriptions. The
1974 period of higher interest rates set
most such funds into motion and legal
changes since that time have improved
their viability. Money-market' funds -
those investing in securities of under
one-year maturity - increased from
practically zero to about $3.6 billion
outstanding by the end of 1975. They
later decreased in importance as mon­
ey-market rates declined, but in the
meantime, households began to chan­
nel more savings into taxable and tax­
exempt bond funds. Many of these
funds not only pay interest but also of­
fer free checking privileges - some­
thing which the average saver usually
can't obtain at an institution.

Money-market and bond funds have
certain restrictions of their own, such
as minimum initial investments of
$1,000 and up. But many of them are
no-load funds - purchasable without
a sales commission - and many of
them offer the free checking privilege

(continued on page 2)
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and are also more convenient than
thrift-institution passbook accounts.
Because of these features, and be­
cause of their ability to offer open­
market rates during periods of high in­
terest rates, they represent a strong al­
ternative to traditional forms of savings
accounts.

Trigger points
Despite the recent signs of reduced
savings inflows, recent history suggests
that substantial disintermediation
won't occur until the T -bill rate rises at
least 150 to 200 basis points above the
5lh percent rate ceiling on savings-and
loan passbook accounts. (One hun­
dred basis points equal one percent­
age point.) T-bill rates recently have
averaged about 6.45 percent, still
somewhat below the suggested trig­
ger point.

The intensity of disintermediation can
be measured roughly by the percent­
age of noncompetitive tender offers
at Treasury bill and note auctions­
that is, the percentage of offers to buy
such securities at the average auction
price. However, the public was not
very responsive to an October offer­
ing of three-year notes at an effective
yield of 7.24 percent, and not much
more so to last month's offering of
seven-year notes at an 8-percent rate.
Noncompetitive bids actually amount­
ed to 38 percent of accepted bids for
the latter issue - the highest propor­
tion in the last several years - but most
market watchers expected somewhat
greater public interest.

These financing results suggest that
the trigger point for disintermediation
hasn't yet been reached, although the
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rise in market rates has contributed to a
reduced flow of savings to thrift insti­
tutions. These institutions have im­
proved their ability to compete for the
saver's dollar by restructuring their of­
ferings within the framework of rate
ceilings. S&L rates range from 5lh
percent on passbook accounts to 7%
percent on six-year certificates - the
latter providing an effective rate of
more than 8 percent on a daily com­
pounded-basis - and they have per­
suaded consumers to shift an
increasing portion of their savings into
the longer-term certificates in recent
years. Between 1971 and 1977, fixed­
maturity certificates rose· from 48
percent to 62 percent of total S&L de­
posits. Thrift institutions have locked in
these savings not only because of
their attractively high rates, but also be­
cause of the interest penalty attached
to early withdrawal.

Finding funds
Nonetheless, the higher level of market
rates suggests a continuation of the re­
cent slowdown in savings inflows,
which could force many mortgage­
lending institutions to reduce their re­
cent record level of loan commit­
ments. Still, many institutions have
achieved more flexibility in meeting
mortgage demand because'of their
succes's in developing alternative
sources of funds. In addition to the
usual heavy inflow of mortgage re­
payments, they have obtained (since
1975) substantial amounts from sales
of mortgage-backed bonds. Again,
they have recently expanded their
sales of mortgages to the Federal Na­
tional Mortgage Association and to
the Federal Home Loan Mortgage Cor­
poration, which in turn have sold
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them to the secondary-mortgage mar­
ket through "'pass through'" certifi­
cates. And S&L's have relied heavily on
advances from their Home Loan
Banks; these advances rose nearly $4.5
billion in the second half of 1977, re­
versing the $6.1 -billion decline in that
source of funds over the preceding
two and a half years.

Some of these sources of funds may
be less accessible to mortgage-lending
institutions in 1978 than they were last
year. With investors in the secondary
market demanding higher yields, thrift
institutions are already being forced to
discount their mortgages or sell only
those bearing the highest interest rates.
The Home Loan Bank System has al­
ready reduced its investment portfolio
in order to meet the heavy demand
for advances from member S&L's, and
has recently entered the market with
an unexpectedly large $2.6-billion debt
offering to replenish its own funds.
This agency offering adds to the mar­
ket pressures created by the
projected heavy level of Treasury fi­
nancing this year.

Direct Treasury borrowings from the
public, along with the borrowings of
Federal agencies, could approach $100
billion in fiscal 1978 and $110 billion in
fiscal 1979, compared with an already
high $80-billion annual average for the
three preceding fiscal years. To meet
these heavy financing requirements,
the Federal government and its agen­
cies will be offering a wide range of
securities in the market. A substantial
portion of those offerings may have
to be purchased by household sav­
ers - either directly, or indirectly
through money-market funds - and
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they can be attracted only by interest
rates higher than those they can earn
at thrift institutions. Thus, disinter­
mediation could be a direct conse­
quence of large Federal deficits.

Mortgage demand
Yet even if funds are hard to come by,
demand for mortgage credit is likely to
remain quite high in 1978. Housing ac­
tivity reached record or near-record
levels in the final quarter of 1977, as
buyers purchased 4.8 million new and
existing homes, and builders started
1.6 million single-far:i1y homes (both at
annual rates). And demand still re­
mains relatively strong, despite Janu­
ary's severe (but weather-related)
slump in starts.

The nation's difficulty in reducing infla­
tion has encouraged individuals to bid
more aggressively for mortgage funds
than they used to do, because home
ownership - in addition to its tax ad­
vantages - now represents a more sat­
isfactory hedge against inflation than
investments in such financial assets as
stocks, bonds, and savings deposits. In
Henry Kaufman's words, "The cost of
financing consequently is not the de­
terrent it once was in the financing de­
cision. Home buyers, imbued with the
notion of inflation as an inflation
hedge, will probably not retreat as
quickly as demanders of funds as they
did in past economic expansions
when credit demands from other sec­
tors increased sharply. '" Although the
prime mortgage rate has already risen
to 9 V2percent in many parts of the
country, the combination Df heavy de­
mand and a restricted supply of funds
could mean even greater pressure on
rates as the year goes on.

jack Beebe and Ruth Wilson
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BANKING OAT A- TWELfTH FEDERAL RESERVE DlSTRICT
(Dollar amounts in millions)

Selected Assets and liabilities
Large Commercial Banks

Loans (gross, adjusted) and investments*
Loans (gross, adjusted) - total

Security loans
Commercial and industrial
Real estate
Consumer instalment

U.s. Treasury securities
Other securities

Deposits (less cash items) - total*
Demand deposits (adjusted)
U.s. Government deposits
Time deposits - total*

States and political subdivisions
Savings deposits
Other time depositst

Large negotiable CD's

Weekly Averages
of Daily Figures

Member Bank Reserve Position
Excess Reserves(+)/Deficiency (-)
Borrowings
Net free(+)/Net borrowed (-)
Federal Funds-Seven Large Banks
Interbank Federal fund transactions

Net purchases (+ )/Net sales( -)
Transactions with U.s. security dealers

Net loans(+)/Net borrowings (-)

Amount
Outstanding

2115178

105,671
83,656

1,861
25,593
28,075
14,864
7,696

14,319
102,772
28,868

389
71,715
6,467

31,418
31,471
13,099

Week ended
2115178

+ 5
11
6

+ 1,949

+ 1,023

Change
from

2/8178

- 411
- 100
- 204
+ 13'\
+ 132
+ 8
+ 22
- 333
- 651
- 605
+ 157
- 103
- 79
+ 2
+ 60
- 115

Change from
year ago

Dollar Percent

+ 13,309 + 14.41
+ 13,215 + 18.76
+ 412 + 28.43
+ 2,698 + 11.78
+ 6,136 + 27.97
+ 2,522 + 20.43
- 1,135 - 12.85
+ 1,229 + 9.39
+ 10,895 + 11.86
+ 2,887 + 11.11
- 6 - 1.52
+ 7,574 + 11.81
+ 637 + 10.93
+ 427 + 1.38
+ 6,123 + 24.16
+ 4,215 + 47.44

Week ended Comparable
218178 year-ago period

+ 102 23
161 2
59 25

+ 1,852 + 539

+ 291 + 196

*Includes items not shown separately. tlndividuals, partnerships and corporations.

Editorial comments may be addressed to the editor (William Burke) or to the author . ••.
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Section, Federal Reserve Bank of San Francisco, P. O. Box 7702,San Francisco 94120.Phone (415) 544-2184.


