Requiem for Regulation O: What It
Did and Why It Passed Away

R. Alton Gilbert

. ARCH 1986 marked the end of the phase-out of
interest rate ceilings on deposits, otherwise known as
Regulation (0. The handwriting on the wall became
evident for Regulation O when the Monetary Control
Act (MCA} of 1980 established the Depository Institu-
tions Deregulation Committee (DHIC), whose main
duty was to phase out the regulation over a period of
Six years.

The purpaose of this article is to review federal policy
on deposit interest rale ceilings over the 53 years since
they first were imposed. The article describes the
objectives ot Congress in establishing ceiling rates on
deposits, examines their effects on the financial sys-
tem and economic activity, and, finally, assesses the
effect that phasing them out has had on the composi-
tion of deposit liabilities.

This analysis focuses on three distinct periods dur-
ing which Regulation () was administered under dif-
ferent objectives. Inthe first period, 1933 through 1965,
the ceilings constrained the interest rates paid by
mosl commercial banks for only a few short intervals.
During most of the second period, 1966 through 1979,
ceiling rates effectively constrained the rates paid by
commercial banks and thrifts on at least some catego-
ries of their deposit liabilities. During the third period,
1980 through 1986, the DIDC gradually phased out
Regulation O, once again allowing market forces to
determine deposit interest rates,
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The Banking Acts of 1933 and 1935 prohibited the
payvment of interest on demand deposits and autho-
rized the Federal Reserve to set inferest rate ceilings
on time and savings deposils paid by commercial
banks. One important congressional objective was to
encourage country banks to lend more in their local
communities rather than hold balances with larger
banks in financial centers. Critics of banking practices
charged that the large banks in financial centers used
these funds lor speculative purposes, thus depriving
businesses and individuals in smaller communities of
credit that could have been used productively”’

Supporters of the prohibition of interest on demand
deposits also expressed concern that interbank bal-

"The Banking Act of 1933 established controls over deposit interest
rates for commercial banks that were members of the Federal
Reserve System. Nonmember commercial banks became subject
to the same controis in the Banking Act of 1935, Mutual savings
banks and savings and loan associations were exempt from the
ceiling interest rates on deposits until the fall of 1966. Reasons for
congressionally established interest rate ceilings in the 1930s are
discussed in Cox {1866), pp. 130, House Committee on Banking
and Currency (1966a), pp. 851-53, Linke (1968), and Haywood and
Linke {1968).
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ances were adversely affecting the liquidity of the
banking system. When smaller banks had an outflow
of reserves, because of seasonal patterns in deposits
and lovan demand or occasional financial panics, they
withdrew their deposits from their large correspon-
dent banks in the financial centers. These withdrawals
macde it more difficult for the large correspondents to
meet the cash demands of their nonbank customers.
In its role as lender of last resort, the Federal Beserve
had been established in 1914 to deal with these liquid-
ity problems. In the 1930s, however, Congress still
believed that interbank balances created liquidity
probiems for the banking system.

Another objective of ceiling interest rates on de-
posits was to Increase bank profits by limiting the
cornperition for deposits. Congress felt that competi-
tion for deposits not only reduced bank profits by
raising interest expenses, but also might cause banks
to acquire riskier assets with higher expected returns
in attempts to limit the erosion of their profits ?

*Benston (1964) and Cox {1968) develop evidence from bank data
for the 19205 and 1930s that is not consistent with the view that
competition for deposits contributed to bank failures.

Bank protests about the cost of federal depaosit in-
surance premiums provided a final justification for
interest rate ceilings. Some members of Congress be-
lieved that the savings in interest expense resulting
from interest rate ceilings on deposits would exceed
the deposit insurance premiums,

Some of the objectives mentioned above are based
on the belief that banks' profits could be increased by
imposing ceiling rates on depuosits. The effects of these
ceilings on bank profits are not as obvious as their
effects on incentives to hold demand deposits.

Figure 1, which is used to illustrate the effects of
ceiling rates on bank profits, depicts the supply and
demand for loans and deposits in the banking system.
To simplify the presentation, the dollar amount of
loans is assumed to egual the amount of deposits at
each level of deposits® The solid line is the demand
curve for loans from the banking system. The dashed
line labeled D, is the demand curve for deposits. The
demand for deposits is based on the demand for
loans. For each dollar amount of loans demanded, the
interest rate that banks are willing to pay on deposits
is somewhat less than the interest rate they can re-
ceive on loans; the difference determines bank profits.
The banking system is assumed to be competitive. The
profits are just large encugh to vield a rate of return on
the capital of the banking system comparable to re-
turns on equity in other industries with similar risk.
‘The other dashed line, fabeled §,, is the supply curve
of deposits to banks; it indicates the interest rates that
banks must pay to attract various dollar amounts of
deposits.

With no interest rate controls, banks will pay the
interest rate OA on deposits and charge OD on loans.

3The capital of the banking system is assumed to equal the non-
interest-bearing reserves of banks pius the value of their physical
investment in banking offices. Banks are assumed to maintain a
constant ratio of capital to deposits. When deposis change, banks
change their reserves and the value of their offices by the same
percentage as the percentage change in their deposits. if deposits
decline, banks reduce their loans by the same dollar amount and
reduce capital by making a special dividend payment to their share-
holders. If deposits rise, the shareholders make additional invest-
ments in the bank to raise capital.

“The spread between the demand curve for loans and the demand
curve for deposits is wider at higher levels of interest rales. This
feature of the curves in figure 1 reflecis the fact that the return on
capital of the bank necessary to attract the investment of the bank’s
shareholders is higher when interest rates are higher.
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The level of deposits and leans will equal I3, The
profits of the banking system equal ABCL). Suppose
the government considers these profits to be too small
for a safe and sound banking systern and sets a ceiling
interest rate on the deposits of OE that is below the
rate OA that banks would pay with no ceiling rate in
effect. With that ceiling rate, the quantity of deposits
that banks can attract falls to D, With a lower level of
deposits to lend, the interest rate on loans rises to OHL
The profits ol the banking system shift from ABCD to
EFGH,

Imposing the ceiling interest rate on deposits does
not necessarily increase the profits of the banking
system, The difference between profits with the ceil-
ing rate in effect and profits with no ceiling rate de-
pends on the shapes of the demand curve for loans
(D) and the supply curve of deposits (8,). Congress
assumed implicitly that the slopes of these two curves
were sufficiently steep that the banking system's
profits would be higher with a ceiling rate on deposits

below the rate banks would pay with no ceiling in
effect

One major reason for inlerest ceilings on demand
deposits was to reduce the incentives for relatively
small banks to hold deposits with larger banks in the
major financial centers. Small commercial banks,
however, did not reduce the share of their assets held
as deposits with other banks, but instead increased
that share from about 5 percent in 1932 to about 17
percert by 1941 (chart 1). As another indicator of this

sA more thorough examination of the effects of deposit rate ceilings

on bank profits would incorporate the effects of non-interest compe-
tition. Profits would be reduced if banks respond to ceilings that
restrain the interest rates they pay on depasits through non-interest
expendifures. The implications of non-interest competition for de-
posits are considered in the section below that examines the effecls
of Regudation Q policy in the period 1968 through 1979,
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trend, the ratio of interbank deposits to total deposit
liabilities rose at central reserve city banks from about
17 percent in 1932 to about 24 percent by 1841. The
increase in each ratio reflected the desire of banks to
keep a larger proportion of their assets in liquid form
after the banking crises of the early 1830s. What's
more, the opportunity cost of holding interbank de-
mand deposits was relatively low in 1833, as it was
throughout the rest of the 1930s. In the years 1933

through 1939, the yield on newly issued Treasury bills
averaged only 22 basis points.

imposed. In 1934, the first full year for member banks
under Regulation 4, the average interest rate paid by
member banks on time deposits was 2.4 pereent.
Thus, most member bank deposits did not vield the
ceiling rate of 3 percent that year. The vield on short-
term Treasury securities was below 1 percent, while
the vield on 4-t0-6 month commercial paper was 1.25
percent in November 1933. Thus, this inilial ceiling
rate on time and savings deposits was above both the
rates being paid by member banks and short-term
market rates.
On November 1, 1933, the Federal Reserve set the
ceiling interest rate on all time and savings deposits at

3 percent (chart 2). The average interest rate that
member banks paid on time deposits was 2.8 percent
in 1932 and 2.6 percent in 1933. The ceiling rate of 3
percent, therefore, was above the rate that banks had
been paying on time deposits shorily before it was

The ceiling rate on all time and savings deposits was
lowered to 2.5 percent on February 1, 1935. The aver-
age interest rate paid by member banks on time de-

posits in 1935 was 1.9 percent, while most short-term
market interest rates were under 1 percent.

These early observations indicate that the Federal



Reserve interpreted its mandate for administering
Regulation O to restrain the especially aggressive
banks from offering such high interest rates on de-
posits that they would get into financial trouble® It
does not appear that the Federal Reserve pursued the
policy, analyzed above, of attempting to increase the
profits of the banking system by setting deposit ceiling
rates below the rates that most banks would have paid
with no ceilings in effect.

From the mid-1930s to the mid-1960s, the ceiling
rates on time and savings deposils generally were
above market interest rates and above the average
interest rates paid on time and savings deposits by
member banks. In 1857 and 1962, when market inter-
est rates rose near or above the ceiling rates on savings
deposits, these ceilings were raised (see chart 3 on
page 291. Thus, for the first 30 or so years of their
existence, ceiling interest rates on time and savings
deposits were above interest rates on Treasury securi-
ties in all but a few months, and the average interest
rates paid by member banks on all time and savings
deposits were below the lowest ceiling rate in effect,
the rate on savings deposiis.

Regulation O policy was changed in 1966, when
interest rate ceilings were imposed on thrift institu-
tions (mutual savings banks and savings and loan
associations). In contrast to the earlier period exam-
ined above, 1966 began a period of ceiling rates on at
least some categories of time and savings deposits at
commeercial banks that were kept below Treasury bill
rates.

The change in Regulation Q policy in 1966 reflected
the dissatisfaction of policymakers with the perfor-
mance of the financial system. Interest rates had risen
sharply in 1965 and 1966. The three-month Treasury
bill rate had risen from 3.84 percent in September 1965
to 5.37 percent in September 1966. Over that period,
interest rates on residential mortgage loans had risen
from 5.80 percent to 6.65 percent.

Policymakers became more and more concerned
about the allocation of credit. In 1966 the volume of
funds raised by business firms in the financial markets

SRuebling {1970).

rose sharply relative to the funds raised by households
in the form of residential mortgages. The slowing in
the rate of increase in residential mortgage credit was
especially pronounced at thrift institutions .’

The changes in Regulation Q ceiling rates reflected
policymakers’ interpretation of these events. Sup-
porters of legislation that changed Regulation Q policy
considered the competition for deposits between
commercial banks and thrifts one of the primary
causes of the general rise in interest rates. They ar-
gued that deposit interest rate ceilings must be ex-
tended to thrifts to limit this rise.

Supporters of the legislation also thought that the
diversion of credit from residential morigages to credit
for business firms could be reversed by limiting the
interest rates that commercial banks could pay on
deposits. S5ince commercial banks were considered
the thrifts’ primary competitors in attracting deposits,
thrifts could make more mortgage credit available at
lower interest rates if they were shielded from such
competition.

In the fall of 1966, interest rate ceilings on deposits
were set slightly higher at thrifts than at commercial
banks. Higher ceiling rates at thrifts were intended to
induce depositors at commercial banks to shift their
deposit accounts to thrift institutions. Policymakers
assumed that thrifts then would increase the amount

of martgage credit available to homebuyers and lower
their mortgage interest rates.* This policy initially was
described as a temporary one to deal with unusual
circumstances. Over time, however, many in the thrift
institution industry came to view the new Regulation
Q) policy as essential for them to attract deposits and
make mortgage loans.”

Figure 2 illustrates the supply and demand for de-
posits at commercial banks and thrift institutions.
This analysis has two purposes: first, to model the
effects of Regulation Q policy anticipated by policyma-
kers, and second, to illustrate why this policy did not
vield the anticipated resuits.

‘See testimony in House Commitiee on Banking and Currency
{1986b) and Senate Committee on Banking and Currency (1966).

&Savings and loan associations and mutual savings banks, which
speciaiize in residential mortgage lending, are identified as thrift
institutions.

*For a statermnent by a government policymaker that defends Regula-
tion Q as a means of promoting the flow of credit o residentiat
morigages, see Martin (1970).
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Eifects of Ceiling Interest Rates on the Deposifs of Commercial Banks and Thrifi Institefions
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Some of the assumptions underlying figure 1 are
also employed in constructing figure 2: For commer-
cial banks and thrifts, deposits are assumed to equal
loans. The spread between the demand curve for
loans and that for deposits represents the competitive
return on capital. To depositors, commercial banks
and thrifts are close, but not perfect, substitutes. If, for
instance, commercial banks increase the interest rate
they offer on deposits relative to the rate offered by
thrifts, some, but not all, depositors will shift their
accounts from thrifts to comimercial banks. This inter-
action is modeled in figure 2 by making the position of
the supply curve for one kind of institution depend on
the interest rate paid by the other kind. For instance, if
commercial banks increase the interest rate they offer
on deposits (r,), the supply curve of deposits to thrifts
will shift to the left.

Thrift institutions are assumed 1o specialize in
mortgage lending, while commercial banks specialize
in business and consuiner lending. Given this speciali-
zation, the demand curve of loans from each tvpe of
institution is assumed to be independent of the inter-
est rate that the other type of institution charges for
loans.

Suppose, initially, that thrifts pay a slightly higher
interest rate on deposits than commercial banks, ie,

that r{ exceeds Y, and the rate rj equals the ceiling rate
on deposits at commercial banks.” In the initial equi-
librium, the demand for loans at each type of institu-
tion is labeled D! and the demand for deposits is
labeled DY; the initial level of deposits and loans is B, at
commercial banks and T, at thrifts; and the initial rates
charged on loans are ¢, (banks) and m, (thrifts},

Now, suppeose that the demand for loans af both
commercial banks and thrifts increases, represented
by shifts in the demand curves from 1} te D|. The
demand curves for deposits shift up to D), mraintaining
the same spreads between the demand curves for
loans and those for deposils at each level of interest
rates.

Policymakers must either raise the ceiling rate on
deposits at commercial banks in response to the rise
in the demand for credit or keep the ceiling rate at r}.
Given the nature of Regulation Q policy prior to 1966,
the ceiling rate on bank deposits would have been
raised enough to avoid constraining the ability of
commercial banks to compete for deposits. In 1966, in

©This supposition describes what actually occurred before late 1966;
thrifts, did, in fact, pay higher interest rates on deposits than com-
merciai banks before the fall of 1966. See Clements (1966).



contrast, policymakers decided to keep the ceiling
rates at levels that would limit the rates that banks
could pay on deposits and impose similar ones on
thrifts. The objectives of the new policy can be illus-
trated by comparing the effects of the increase in
credit demand with and without the binding ceiling
rates on deposits.

First, consider the case in which the ceiling rate is
raised enough to place no constraint on the rates paid
by commercial banks and no ceiling rate is imposed
on thrifts. The effect of the increase in the demand for
credit on the rates paid on deposits can be analyzed as
a series of interactions between the rates paid by
cormnercial banks and those paid by thrifts. With
thrifts initially paying the rate rj on deposits, the rate
paid by commercial banks rises to rj. With commercial
banks paying the rate r}, the supply curve of deposits
at thrifts shifts to the left {to S{r}))}. The rise in the
demand for loans at thrifts and the rise in the interest
rate paid on deposits by commercial banks create an
excess demand for deposits at thrifts. In response, the
rate they offer to pay on deposits rises to r}. The next
step in the adjustment of deposit rates to the rise in
the demand for credit involves a shift in the supply
curve of deposits at commercial banks to the left
(S(r4} ), causing the rate paid by comunercial banks to
rise to ri.

Statements by the pelicymakers who advocated the
change in Regulation Q policy in 1966 indicate that,
after observing such interactions between the rates
paid by commercial banks and thrifts, they concluded
that interest rates were being driven higher by the
competition. The increases in interest rates paid on
deposits, in fact, represented the response by deposi-
tory institutions to increases in the demand for credit.

The schution to the escalation of interest rates
adopted by Congress was to impose ceilings on the
deposit rates paid by thrifts and to set the ceiling rates
for commercial banks and thrifts below the rates they
would pay in the absence of ceilings. The ceiling rates
were set slightly higher at thrifts to induce an inflow of
deposits from commercial banks to thrifts, which
would be used to make residential mortgage loans.

To illustrate how policymakers assumed this policy
would work, suppose the ceiling rate for commercial
banks is r} and for thrifts is rf. Preventing an increase
in deposit interest rates at banks and thrifts is sup-
posed to keep the supply curves for deposits in their
initial positions before the rise in the demand for
credit (8{r%) for comimercial banks and S(r%} for thrifts).
Imposing the ceiling rates rj and r§ does prevent a rise

in the interest expense of depository institutions after
the rise in the demand for credit.

Figure 2 also illustrates, however, why the ceiling
interest rates on deposits would not prevent increases
in interest rates on loans charged by banks and thrifts.
Suppose that after the rise in the demand for credit,
the deposits and loans of banks are still B, (vielding the
ceiling rate ry) and the deposits and loans of thrifts are
T, {yielding rj). The interest rate charged by commer-
cial banks on their commercial and consumer loans
rises from ¢, to ¢, due to the rise in the demand for
credit; the interest rate charged by thrifts on mortgage
loans rises from m, to m,.

It is not possible to draw a general conclusion about
whether the mortgage interest rate would have been
higher with no controls on the interest rates paid on
deposits or with the ceiling rates r} and ¥ in effect. The
difference in the mortgage interest rate under these
conditions depends on how responsive the supply of
deposits at each type of institution is to the interest
rate paid on deposits by the other type of institution.”
Additional influences on the supply of mortgage
credit by thrift institutions analyzed in the following
section, which policymakers seem 1o have ignored,
would strengthen the argument that the Regulation Q
policy adopted in 1966 reduced the supply of mort-
gage credit by thrifts and raised mortgage interest
rates,

The change in Regulation Q) policy in 1966 had the
dual purpose of halting the escalation of interest rates
paid on deposits and stimulating the expansion of
mortgage credit. The fact that these objectives were
inconsistent can be illustrated by referring again to
figure 2. If the primary objective was to stimulate
thrifts 1o make more morigage loans, policymakers
should have set the ceiling rate on bank deposits low
enough to constrain the rate paid by banks, but should
not have put cellings on the interest rates paid by
thrifts. With the ceiling rate on bank deposits of r§, the
deposits and loans of thrifts would have been higher
{T,) and the interest rate on mortgage loans lower if
thrifts had not been constrained by the ceiling rates
on their deposits.

"To iltlustrate the basis for this conclusion, suppose that the supply
curve of deposits at thrifts does not shift when there is a change in
the interest rate paid on deposits by commercial banks; instead, that
supply curve remains in the initial position of 8(ry). Under that
assumption, the mortgage interest rate would be below m, with no
celling interest rates on deposits after the rise in the demand for
credit. In contrast, the farther the supply curve of deposits at thrifts
shifts to the left for a given rise in the interest rate paid on deposits by
commercial banks, the more likely # is that the morigage rate would
be higher under the condition of no interest rate controis on de-
posits.
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Ceiling rates on some categories of deposits were
kept below the markel rates on Treasury securities for
most of the period from the fall of 1966 through March
1986 tchart 3). This policy did not isolate thrift institu-
tions and the market for residential mortgages from
the effects of fluctuations in market interest rates.
When market interest rates rose relative to the ceiling
rates, the growth of deposits at thrifts slowed.” Fluctu-
ations in the growth of deposits at thrifts may have
coniributed to the abrupt changes in the pace of
residential construction activity; some studies, how-
ever, do not support the hypothesis that disinterme-
diation at thrifts adversely affected residential con-

MocKelvey (1878).

struction.” Thus, the policy of imposing binding
ceilings on deposit interest rates produced results
that were inconsistent with the policy's stated goals.

There was another effect. Regulation Q policy al-
tered the distribution of wealth in the economy. De-
posit interest rate ceilings discriminated against the
relatively less wealthy savers." When market interest
rates were above the ceiling rates, the wealthier inves-

“jaffee and Rosen (1979) and Berkman (1979). The results of some

studies, however, do not support the view that changes in the
avaiigbility of mortgage credit through thri#t institutions influence
residential construction. See Arcelus and Meitzer (1973), Meltzer
(1974), and De Rosa (1978).

“Kane {1976, 1980), Cloffelter and Lieberman {1978), and Lawrence
and Eliehausen (1981).




tors shifted their deposits to money market securities,
Moreover, deposits in denominations of $100,000 or
more were made exempt from Regulation () in June
1970. Investors without enough funds 1o buy money
markel instruments continued to hold their funds at
commercial banks and thrifts in accounts subject to
Regulation O ceiling rates. According lo some studies,
small savers lost several billion dollars in interest
earnings as a result of Regulation Q ceilings.”

The reasons for the failure of Regulation Q policy to
achieve the objectives eslablished in 1966 can be ana-
lyzed by examining figure 2. Setting the ceiling rate
that banks could pay on deposits at ) did not guaran-
tee that thrifts could attract deposits of T, by paying
the rate rj. Banks could attract additional deposits
through various forms of non-interest expenditures.
When interest rate ceilings on deposits were below the
rates that banks would have offered with no ceilings in
effect, banks competed {or deposits by offering deposi-
tors a variety of gifts, "free” services, and new offices
that were more conveniently located." These forms of
non-interest competition shifted the supply curve of
deposiis at thrifts to the left of the line labeled S(rY).
With the ceiling on thrift deposit rates at rf, a shift in
the supply curve of deposits to the left reduces the
level of deposits and loans at thrifts and drives up the
interest rate on mortgages. The various forms of non-
interest competition for deposits by thrifts would also
cause the supply curve of deposits for banks to shift to
the left.

Thus far, we have not indicated how interest rates
other than those paid on the deposits of banks and
thrifts influence the supply of deposits. When interest
rales on securifies such as Treasury bills rose above
the ceiling rates on deposits at banks and thrifts, the
growth of time and savings deposits declined at both
types of institutions.” This effect can be illustrated by
referring to figure 2. Suppose the market interest rate
on Treasury bills rises when the demand for credit
rises at banks and thrifts. The rige in the Treasury hill
rate shifts the supply curves of deposits to the left at
both types of institutions. With ceiling rates rf and 1§ in
effect, banks and thrifts can not respond directly by
raising the interest rates they pay on deposits. As a

“Morgan {1979), Pyle (1974, 1978}, and Taggart {1978).

“White {1976), Taggart (1978}, Speliman (1980), Kilcoliin and
Hanweck {1981}, Peterson (1981), and Startz (1983).

7See Gilbert and Lovati {1979).

result, deposits at both banks and thrifts fall and cause
the interest rates on their loans to rise more than if
they had been free to raise the interest rates they pay
on deposits.

The precblems caused by interest rate ceilings be-
came more serious in the late 1970s when market
interest rates rose sharply (chart 3). In response, the
regulators of depository institutions took limited steps
to lift ceilings on some categories of time and savings
deposits in denominations of $100,000 or less.

‘The relaxation of ceiling interest rates on deposits in
the late 1970s is shown in table 1. Money market
certificates (MMCs!, authorized in June 1978, had in-
terest rate ceilings that floated with the yield on 6-
month Treasury bills. Terms on MMCs incorporated
two features of Regulation O policy in effect before
June 1978: the ceiling rate for thrifts each week was 25
basis points higher than that at comrercial banks,
and, with a minimum denomination of $10.000, the
authorization of MMCs benefited only wealthy
investors.

Another change in 1978 was the authorization of
automatic transfer service accounis at commercial
banks, the first move at the national level toward the
authorization of interest-bearing checkable deposits.
Finally, small saver certificates (85Cs} were authorized
in July 1979, with ceiling rates that floated with market
interest rates; there was no minimum denomination
on 55Cs but a minimum initial maturity of 30 months.

Sharp increases in interest rates in late 1979 and
early 1980, combined with Regulation ( ceiling rates
{chart 3}, induced large outflows of small-
denomination deposits from banks and thrifts. Money
market mutual funds had become major competitors
with depository imsfitutions for small-denomination
investment accounts, and investments in money mar-
ket mutual funds grew rapidly during 1979 and early
1980 (chart 4). Realizing that Regulation (Q was not
vielding the desired results of restraining competition
for deposits or increasing the supply of mortgage
credit, Congress responded by passing the MCA in
March 1980, which established a procedure for phas-
ing out Regulation Q.

One of the most significant sections of the MCA calls
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" August 1, 1981 CapsonSSCsof 11.76 perceet at CBs and 12 percent et S&Ls and MSBS ehm:naied Ceximg rates f[eat wnh the
e SR -_.-_'y:eld on 2 1/2~yeer Treasury secwmes

- : -'Adopied rulas for: the All Savers Cemf cates specmed iy t?se E‘cnnumnc Recovery Act of iQﬁT

o becehébék':_sf; 1980

October 1, 1981

" November 1,1 98'_.1- '; : o Fioai’mg Ceiling rates on MMCS each week ehanged to the i’ugher of the e«menth Treaswy bzli raie in ihe previous
EREA R S week or the average over the preweus four weeks .

‘December 1, 1981 .. New category of IRA/Keogh accounts created. w;th msnumum matunty of 1 1!2 years no ;'egulaied interest rate
S : e  celling and no minimun denommation T .

‘May 1, 1982 s " Newtime deposat_created wnih no mteresz rate ce:lsng, e manm’aum denommatmn and an mmaE m;nzmum maturzty

“of 3-1/2 years,

" New shart-term deposat mstrument created wuth $7, 5{30 m:mmum denominaiéen and 91 -day mattmty The floating
: ceahng rate is equai fo the dasc.owtt yieid ori 91- day Treasury bifls for S&Ls and MS8Bs, 25 basis points less for
CBs."'

_Maiursty fange of SSCs ad;usted fo 30 42 menths

September 1, 1982 New deposit account created with a minimum denomination of $20,000 and maturity of 7 to 31 days. The floating
ceiling rate is equal to the discount yield on 91-day Treasury bills for S&Ls and MSBs, 25 basis points less for
CBs. These ceiling rates are suspended if the 91-day Treasury bill rate falls below 9 percent for four consecutive
Treasury bill auctions,

Dacember 14, 1882 MMDAs authorized with minimum balance of not less than $2,500, no interest ceiling, no minimum maturity, up to
5iX tu_'ans_fers per month {no maore than three by draft}, and unlimited withdrawals by mail, messenger or in person.

January 5, 1983 . Supér NOW accounts authorized with same features as the MMDAs, except that unlimited transfers are
permitted.-

Interest rate ceiling sliminated and minimum denomination reduced to $2,500 on 7- to 31-day accounts.
M:mmum denomination reduced to $2,500 on 91-day accounts and MMCs of less than $100,000.
April 1, 1983 : thmum matxzraty on S8Cs reduced to 18 months:

October 1,1883 -~ All interest rate ceifings eliminated except those on passbook savings and regular NOW accounts. Minimum
o . denomination of $2,500 established for time deposﬁs wﬁh matunt;es of 31 days or iess {beiow this minimum,
o passbeok savmgs rates apply}.

_ :Jer';'ea'ry 1, 1984 " Bate differontial between commercial banks and fhifts on passbooic sevangs accounts and. 7- Eo 31mday time
: TR 'depeszts of less than $2 500 elimiriated. All deposatory ;nsntuizons may pay a maximuny of 5.50 pencen!

: _January 1 1985 S f'Mlmmum denomtnetlons on MMDAS; Super NOWS and T-to 31 day celilng»free tlme deposnts reduced to 351 é{)(}
_-:Januery 1, 1986' R anm&m demmmauons o MMDAS; Super NOWSs amf 7= fo 31 dey cexzmg-free tame ciepostts ehmmated '
o Marcts 31 1986 nters > ngs i"mmateé except for the reqmrement that 0o mterest be paxd Oi’i demarzd deposnts
-.”E”erms o : I . BRI ;

: i ___SSCs-m smali saver cerkrﬁcete : :
MSBS = mutua savmgs bauks RTS8 accounts - attomatic transfer serwce acoounts

CBg— commerc;ak bar;ks Gl NOW account_e - negotiabie orderof wzthdrewa! acceunts

_-MMCS == money: market cer&fucaies R ?V?MEBAS - moﬂey mayl kef dC'E}OSFt 3080%*3 :




Chart £
Small Time and Savings Deposits at all Depository Institutions
and Investments in MMMFs
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for the elimination of ceilings on deposit interest rates
over a six-year period. The statement of findings and

purpose in that section of the act reads as follows:

The Congress hereby finds that —

{1} lirnitations on the interest rates which are pavable
on deposits and accounts discourage persons from
saving money, create inequities for depositors, im-
pede the ability of depository institutions Lo com-
pete for funds, and have not achieved their pur-
pose of providing an even flow of funds for home
mortgage lending; and

all depositors, and particularly those with modest
savings, are entitled to receive a markel rate of

=

refurn on their savings as soon as it is economically
feasible for depository institutions to pay such
rate."

The act did not establish a specific timetable for
eliminating deposit interest rate ceilings, but dele-
galed those decisions to a newly created committee:
the DIDC. Voting members of the DIDC included the
secretary of the Treasury and chairpersons of the
Federal Reserve Board, Federal Deposit Insurance

“Depository Institutions Deregulation and Monetary Control Act
{1980), title 11, sec. 202 {a}.



Corporation, Federal Home Loan Bank Board, and
National Credit Union Administration. The Comptrol-
ler of the Currency was a non-voting member of the
DIPC.

The act directed the DIDC to provide for the orderly
phase-out of maximum interest rates that may be paid
on fime and savings deposits as rapidly as economic
conditions warranted. A primary consideration in de-
termining when conditions warranted raising or elim-
inating these ceilings was the effect of such changes
on the safely and soundness of depository institu-
tions. The act gave the DIDC broad discretion in
choosing a method for phasing out the ceiling rates.
One limitation was that the DIDC could not raise
interest rate ceilings on all deposit categories above
market interest rates before March 1986.

Some of the early actions of the DIDC were explicitly
dictated by Congress. These were the establishment of
nationwide NOW accounts, available in January 1981,
and All Savers Certificates, available in OQctober 1981.%
Of the early changes made at the discretion of the
DIDC, the most significant involved raising or elimi-
nating ceiling rates on categories of deposit liabilities
with rather long maturities * For instance, the DIDC’s
first action was to increase by 50 basis points the
floating ceiling rates on time deposits with maturities
of at least 30 months, effective in June 1980. Actions
effective in August 1981, December 1981 and May 1982
involved raising or eliminating ceiling rates on small
time deposit accounts with initial maturities of 18
months or longer,

In contrast. there were relatively minor changes in
the ceiling rates on short-term deposits. The only
changes in the ceiling rates on MMCs, for instance,
were the minor adjustments in June 1980 and Novem-
ber 1981 (table 1). The new categories of short-term

Al Savers Certificates were a new category of deposits available at
commercial banks and thrifts with a floating ceiling rate equal 10 70
percent of the yield on one-year Treasury bills. Interest on these
one-year cerlificates was exempt from federat income tax, up to
$1,000 of interest per taxpayer.

aThe DIDC took other types of actions that are not listed in fabie 1.
Those other actions include restricting gifts by depository instifu-
tions to depositors and adjusting the penalties for early withdrawal of
deposits.

deposits authorized in May and September of 1982
had relatively high minimumnr denominations.

Depository institutions complained to Congress
that the DIDC was not moving fast enough to allow
them to meet the competition from money market
mutual funds (MMMFs}. The categories of short-term
time deposits on which depository institutions could
pay rates close 1o market interest rates had minimum
denominations that were substantiaily higher than
the minimum investments required by MMMPFPs. In-
vestments in MMMFs continued growing much faster
than small time and savings deposits after the passage
of the MCA in March 1980, a pattern that continued
until late 1982 {chart 4).

The Garn-51 Germain Act of 1982 directed the DIDC
to create a category of deposits with terms that would
be “directly equivalent to and competitive with money
market mutual funds.”* The DIDC responded by au-
thorizing money market deposit accounts (MMDAS),
available as of December 14, 1982, and Super NOW
accounts, available as of January 5, 1983. The DIDC
also specified a timetable for eliminating the remain-
ing ceiling rates, as indicated in table 1. MMDAs and
Super NOW accounts were subject to minimum bal-
ance requirements until January 1, 1986. The only
remaining restriction on the interesi rates paid on
deposits is the prohibition of interest payments on
demand deposits, which was not altered by the MCA.

Depositors responded to the steps taken in phasing
out Regulation () by shifting their funds to accounts on
which they could receive higher returns. This is illus-
trated by the decline over time in the ratio of savings to
small time deposits at all depository institutions, since
the ceiling rates on small time deposits were raised
and eliminated, while the ceilings on savings deposits
changed little. In the three vears prior to the introduc-
tion of MMCs, 197577, savings deposils were about
115 percent of small time deposits. That ratio has
declined steadily since then, until, in 1985, savings
deposits were only about 33 percent of small time
depuosits.

Other checkable deposits (the interest-bearing

2Garcia {1983).



checkable deposits that institutions may offer to indi-
viduals and nonprofit institutions} began growing rap-
idly after all depository institutions were permitted to
offer these accounts in January 1981 (table 2). The
interest rate ceilings on other checkable deposits have
been the same for commercial banks, savings and loan
associations, and mutual savings banks since 1981.
Commercial banks accounted for over 81 percent of
other checkable deposits in 1981, but their share has
declined by about 10 percentage points since then.

Commercial banks have increased their share of
small time deposits since 1980 (table 3). The rising
share of small time deposils at commercial banks
reflects the effect of several DIDC actions that removed
the advantages that the ceiling rates had given to thrift
institutions in competing for small time deposits. For
instance, thrifts lost their rate advantage on MMCs on
June 35, 1980. Several other DIDC actions put thrifts
and commercial banks on an equal footing in compet-
ing for various categories of small time deposits.

The ceilling rate on savings deposits was 25 basis
points higher at thrift institutions than at commercial
banks throughout the period covered in table 3 until
January 1, 1984, when the cetling al commercial banks
was increased by 25 basis points. Despite the rate
disadvantage, the share of savings deposits at com-
mercial banks rose slightly in 1979 and 1980. The
relatively large drop in the share of savings deposits at
cormmercial banks after 1982 appears to be related to
the success of commercial banks in attracting
MMDAs. Since MMDAs were authorized in December
1982, the share at eommercial banks has been around
60 percent or higher. Some of the funds that went into
MMDAs at commercial banks came out of their own
savings deposit liabilities.

Celumn 4 of table 3 nets out the trends in the first
three columns. The share of small time and savings
deposits plus MMDASs at commercial banks has risen
steadily since 1979, the year before the DIDC began
removing the rate ceiling advantages of thrift institu-
tions. Half of these deposits were at comnmercial banks
in 1985, up from about 40 percent in 1979,

Thrift institutions accounted for about 8 percent of
the time deposits in denominations of $160,000 or
maore in 1978. As their share of deposits in the smaller-
denominalion categories declined, thrifts turned to
the market for large-denomination deposits to replace
the small accounts they lost to commercial banks. By
1985, thrifts accounted for 36.5 percent of the large-
denomination deposits.

Changes in the share of tofal time and savings de-

posiis at commercial banks have been smaller than
the changes in the specific categories. The share of
total time and savings deposits at commercial banks
rose about 4 percentage points from 1978 through
1982 and has been approximately unchanged since
then. Since 1982, the funds that thrifts have raised by
increasing their large-denomination deposits have
been sufficient to offset their declining share of small-
denomination deposiis. The reasons for these
changes are explained in the appendix.

The policy of setting interest rate ceilings on de-
posits did not achieve its intended objectives. The
original objectives in the 1930s, when ceiling rates
were first imposed on commercial banks, were to
induce relatively smail banks to reduce their balances
due from other banks and to increase the profits of the
banking system by limiting the interest expense of
banks. Relatively small banks instead increased the
share of their assets held at other banks during the
1930s. During the first 30 years under Regulation O,
ceiling rates on time and savings deposits were suf-
ficiently high to put no effective constraint on the
interest rates paid by most commercial banks. The
ceiling rates, however, may have constrained the
growth of the most aggressive banks.

Regulation Q policy adopted in 1966 failed to
achieve its objectives of constraining increases in in-
terest rates and promoting a stable supply of mortgage
credit. As a side effect, the policy adopted in 1966 also
altered the allocation of wealth in the economy, caus-
ing those with relatively small savings to forego bil-



lions of dollars in interest income they might other-
wise have sarned.

Congress acted in 1980 to establish a process for
phasing out Regulation Q because it observed that the
regulation was not producing the intended effects.
Congress conciuded that interest rate ceilings created
problems for depository institutions, discriminated
against small savers, and did not increase the supply
of residential mortgage credit. The committee estab-
lished by Congress accelerated the process of phasing
out Regulation (O in 1982 after Congress directed it to
authorize deposit accounts that were "directly equiva-
fent to and competitive with money market mutual
funds.”

The steps taken to phase out Regulation { have
altered the distribution of deposits between commer-
cial banks and thrift instifutions. Before 1980, ceiling
interest rates were higher at thrift institutions on de-
posits in denominations less than $100,000. Thrifts
lost this interest rate advantage as the ceiling rates
were lifted. The share of small time and savings de-
posiis at commercial banks rose from about 40 per-
cent in 1979 to over 50 percent in 1985, as commercial
banks were allowed to compete with thrift institutions
for these deposits on equal terms. Thrift institutions
have responded by increasing their share of large-
denomination time deposits. The distribution of total
time and savings depaosits between commercial banks
and thrift institutions has been essentially unchanged
since 1982,
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The Effect of Phasing Out Regulation Q on the
Distribution of Deposits between Banks and Thrifts

This appendix presents an analysis of the supply
and demand for deposits to illustrate the influence of
Regulation 's phase-out on the distribution of de-
posits between commercial banks and thrifts. It ana-
lyzes the reasons for the rise in the share of small-
denomination accounts at banks and the reasons why
the phase-out of the ceiling rates had such limited
effects on the distribution of total deposits between
banks and thrifts.

The major difference between figure 3, used for the
analysis in this appendix, and figure 2 is the influence
of large-denomination deposits on the supply curves
for deposits. At least some categories of deposits in
denominations of $100,000 or more have been exempt
from Regulation Q ceiling rates since June 1970; all
deposits in denominations of $100,000 or more have
been exempt since May 1873, To investors, large-de-
nomination deposits are alternatives to commercial

paper, Freasury securities, and other money market
instruments. Banks and thrifts are assumed to be price
takers in the market for large-denomination deposits.
The interest rate they must pay fo attract these de-
posits is independent of the quantity they demand,
and banks and thrifts must pay the market rate to
attract any large-denomination deposits.

Until the steps taken to phase out Regulation Q
(table 1), deposits in denominations of less than
$100,000 were subject to ceiling rates. The supply
curves of deposits at banks and thrifis are designed to
reflect the differences in ceiling rates based on de-
nominations of deposits. As in figure 2, the supply of
small-denomination deposits al thrifts depends on
the interest rates that banks pay on them, while the
supply curve for banks depends on the rate paid by
thrifts.

Banks and thrifts are assumed to be competitive. If



Figure 3
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the ceiling rates on small-denomination deposits are
above the markel interest rate on large-denomination
deposits, banks and thrifts are assumed to pay small
depositors the market inlerest rate on large-denomi-
nation deposits {r ). i the levels of deposils they
demand, given the market interest rate on large-de-
nomination deposits, exceeds the levels of small-de-
nomination deposits supplied at that market interest
rate, hanks and thrifts obtain the additional deposits
in the market for large-denomination deposits. In
terms of the symbols in figure 3, the total quantity of
deposits demanded by banks is B,; they obtain B, as
small-denomination deposits and the rest from the
market for large-denomination deposits. The small-
denomination depeosits of thrifts are T, and their large-
denomination deposits are T, minus T,

Suppose. in contrast, that the ceiling rates on small-
denomination deposits are r} at thrifts and r}, at banks.
Imposing the ceiling rates causes the supply curves of
small-denomination deposits to shift to the right
Banks can attract a given level of small-denomination
deposits al a lower inlerest rate with these ceiling
rates in effect, since the ceiling rates limit the interest
rate on the closest substitutes for deposit accounts at
banks, which are deposit accounts at thrifis. These
shifts in the supply curves 1o the right of 5ir,} for banks

and thrifts are assumed (o be proportional to the

decline in the rates paid by the competing institutions
when the ceiling rates are imposed. Imposing the
ceiling rates is assumed 1o shift the supply curve
further to the right at thrifts, since banks are subject 10
the lower ceiling rates.

Given the nature of the supply curves in figure 3,
imposing the ceiling rates rj and rf causes the smalj-
denomination deposits of thrifts to rise from T, 10 T,
and small-denomination deposits of banks to fall from
B, to B,. The outcomes could be different, of course, if
the supply cuwives had different slopes than those
used in figure 3. These ceiling rates do not affect the
fotal guantity of deposits demanded by banks and
thrifts, since B, and T, are determined by the demand
curves for total deposits and the market interest rate
on large-denomination deposits.

Given the assumptions underlving figure 3, the
elimination of ceiling rates on small-denomination
deposits would cause the share of small-denomina-
tion deposits at commercial banks to rise from B,
divided by B, plus 1. to B, divided by B, plus T,). This
change would not affect the distribution of total de-
posits between banks and thrifts, but would cause the
proportion of large-denomination deposis at thrifts
to rise. Thus, the nature of the results derived from
fisure 3 are consistent with the actual outcomes re-
corded in table 3.




