The Viability of Thrift Intermediaries
-as Financial Institutions™

Iniroduction

Mutual Savings Banks (MSB’s) and Savings and Loan Associa-
tions (SLA’s) — the thrift intermediaries — have been losing their
share of the savings market. Commercial banks increased their
relative earnings, paid out higher returns on time and savmgs
deposits, and won a larger share of the over-the-counter savings
market. Since the late 1g50’s, time and savings accounts in com-
mercial banks have grown steadily relative to the increase in MSB
deposits and SLA shares.

As interest rates started spiraling upward in 1965, the thrift
intermediaries found themselves increasingly “locked in” with
long-term mortgages: the azerage return on the mortgage portfolio
fell below the current marginal return; the mortgage portfolio was
falling in market value relative to their fixed claim dollar liabilities;
- and disintermediation — the withdrawal of funds secking higher
market returns — created additional liquidity and solvency problems.
_ In this paper we shall first analyze the problems and the policy
- issues that have emerged in the past decade. We then consider the
~Report of the President’'s Commission on Financial Structure and
‘Regulation (the Hunt Commission Report) and the specific proposals
it offers to enable thrift intermediaries to compete effectively and
“achieve viability as financial institutions.!

* Financial support from the National Science Foundation and from Wayne State
University is gratefully acknowledged.

: 1 The Report of the Presidemt’s Commiission on Finoneial Structure and Regulation
(Washington, 1oy1), the Hunt Commission Report, is the most recent assessment offering a
. Series of recommendations for improving the competitive posture of the thrift intermediaries,
: Somewhat eatlier, Professor Inwin Fruznp directed a comprehensive four volume Study of
: he Savings and Loan Industry (Washington, 1970) for the Federal Home Loan Bank
+Board. Leo GmesLen in a volume on The Future of Thrift Instirutions, (Illinois, 1960}
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The thrift intermediary problems that have surfaced in recent
years are reviewed in section I, and highlight some of the issues
taken up in this paper. The relative decline of the thrift inferme-
diaries in the decade ending in 1965 is analyzed in section II; the
conditions generating disintermediation, which reached crisis-like
proportions bordering on a national emergency in 1966, are analyzed
in section III. The question of statutory specialization and of
protected specialization is considered in section IV. The Hunt Com-
mission Report and earlier proposals for improving the competitive
posture of the thrift intermediaries by broadening their powers and
permitting them to divcrsify arc taken up in sections V and VI.
The effects of these proposals on the institutions and on the hous-
ing and mortgage markets are summarized in section VIL; our
conclusions are presented in section VIIL

I. An Overview of Problems Facing Thrift Intermediaries

In the past two decades, thrift intermediaries have been confront-
ing intensified commercial bank competition, and, on several occa-
sions since the mid-1960’s, massive withdrawals of funds secking
higher returns on competitive short term instruments. The thrift
intermediaries are concerned about one-stop ” banking, third party
money transfers, “full-service” and customer convenience, and
whether they can maintain their share in the rapidly growing
financial services industry. The postwar experience, summarized
in this section, suggests that we need to reconsider the role of
specialized intermediaries in the efficient allocation of capital.

A. The Intensified Commercial Bank Competition for Savings
Deposits

The MSB and SLA share of the savings market declined as the
commercial banks initiated their serious competition for savings
deposits, a drive which began gradually in the late 1950s and
accelerated in the 1960’s. The commercial bank share of the savings
flows in the three depository intermediaries rose dramatically from

focuses on the issuc of diversification and specialization, Going back to the early 1960’
there is the Report of the Committee on Financial Institations to the President of the United
States (Washington, 1963), The Heller Report, and the Commission on Money and Credit
repott, Money and Credit (Prentice-Hall, £g61).
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less than 25 percent in the decade ending in 1957, to approximately
5o percent in the latter half of the 1960’s. The September 1966
introduction of interest rate controls slowed the commercial bank
drive, but the thrift institutions’ share of the market has eroded in
the past decade.? ,

The composition of commercial bank deposits changed markedly
as a result of this successful competition for savings. Savings
deposits as a ratio to demand deposits increased from 4 to .6 during
the 1950%s, from 6 to 1.3 in the 1960’s, and the ratio is presently
averaging close to about 1.4, more than three times as large as the
.4 ratio that prevailed in the 1950's?

B. Postwar Yield Curves and the Nonbank T hrift Intermediaries

Thrift intermediaries benefited from the large spread between
short and long rates that prevailed from the beginning of the postwar
period up until the middle fifties. The upward sloping yield-to-
maturity curve favored intermediation income, and long term mort-
gage yiclds were high enough, and rising at a sufficient pace, relative
to short term rates. The thrift intermediaries were able to raise
their dividends and keep them attractive relative to the return on
commercial bank savings deposits and other short term instruments.’

2 See G.K. Karvavens, The Competition for Savings (New York, 196g), and G, Bex-
. ston, “Savings Banks and the Public Interest®, Journal of Moncy, Credit and Banking
. (February 1g72),
' 3 The rapid growth in time deposits may reflect a longer-term shift from an M[
.i'noney stock concept {currency plus demand deposits) to an Ma concept (M: plus commercu?\l
‘bank time deposits) that predates the postwar rise in interest rates. Thus, while the public
has been viewing its money stock holdings in terms of the broader M. concept, the
“manifestation of this modification in preferences was most evident in the postwar period,
“when rising interest rates and higher returns on savings brought about a sharp increase
:in time deposits relative to demand dcposits,
The rapid rise in iime deposits telative to demand deposits may therefore be
“rationalized as a change in monetary habits — as an evolutionary adjustment in prefe.rcntl:es
from M. to a broader monetary aggregate such as M. On the other hand; commercial
bank time deposit growth also came at the expense of thrift intermediary claims, and may
“represent a more fundamental and revolutionary change in preferences and in thelpubiic’i
“desired portfolio of all liquid assets, including monetary assets, intermediary claims and
‘other non-monetary claims, This latter possibility may portend a potentially greater pr9blcm
or the thrift intermediaries, See M. Frizoman and A, ScHwaRrTZ, Monetary Statistics of
‘the United States (New York, 1970). )
"~ 4 For a review and analysis of interest rate movements in the postwar period, see
‘5. Homzr and R.I, Jomawnesew, The Price of Money, 1946 20 1969 (Rutgers Usniv,, 1969);
DL Fanp, “High Interest Rates and Inflation in the United States: Cause or Effect? *, this
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The post World War II yield curve changes significantly
affected the investment income of the three depository intermediaries.
From the end of World War I till 1970 the SLA return on assets
increased by approximately 50 percent; the MSB return, by close to
100 percent; and the commercial bank return, by almost 200 percent.
The commercial banks’” success in lifting their earnings enabled
them to increase their share of the savings market. At first this
was primarily a catching up with the intermediary returns. But the
commercial bank return caught up with the SLA rate in the middle
1960’s and surpassed it towards the end of the 1960’s. The advantage
of a shorter term portfolio emerged most dramatically when short
term rates exceeded the mortgage return in the late 1960,

C. Inflationary Expectations and Disintermediation

While the interest rate escalation since 1965 brought about
substantial withdrawals for all depository institutions, it was espe-
cially severe for the thrift intermediaries. As interest rates started
ciimbing in 1965, the mortgage portfolio return fell below current
rates on new investments, while the dividend rate on intermediary

claims had to rise in order to remain competitive and to avoid with- -

drawals. A severe earnings squeeze therefore inevitably developed.
Regulation “Q7” ccilings were used to thwart commercial bank
competition but did not stop disintermediation — massive with-
drawal of funds from all depository institutions to open market
instruments, '

Nonbank intermediaries specializing in long term assets and
issuing short term liabilities have been grappling with especially
severe carnings, liquidity, and solvency problems since the mid-
1960’s. Indeed, the very intensity of these problems since the post-
1965 inflation accounts for the proposals to shorten the maturity of
their assets so that earnings may adjust more quickly to changing
market rates, and to manage their liabilities in ways that would
lessen deposit withdrawals when interest rates rise” '

Review (March 1992); H. KaurMan and R. 1 Jonawwesew, The 1972z Annual Review of the
Bond Market (Salomon Bros, rgy3); and A M. Womnnowsr, dn Old Story in a New
Setting (First Boston, 1973).

3 For examples of these recommendations, see 1. Frienp, “Summary and Recom-
mendations * and “Changes in the Asset and Liability Structure of the Savings and Loan
Industry ®, in Seudy of the Savings and Loan Industry, op. cit; L. Gresimr, The Future
of Thrift Institutions, op. cit.; and the Hunt Commission Report,
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D. Mowvement in “ Q7 Ceilings in the Past Two Decades

The Banking Act of 1933 authorized the Federal Reserve Board
to establish maximum rates on commercial bank time and savings
deposits. The Federal Reserve Board initially imposed a 3 percent
Regulation “ Q™ ceiling rate on commercial bank time and savings
deposits in November 1933 to limit competition for funds, which
was then viewed as being detrimental to their solvency. The ceiling
rates were lowered to 2.5 percent in 1935 and 1936.

“Q7 ceilings on savings deposits were raised in 1957 from 2.5
percent to 3 percent — the first increase in over twenty years, They
were raised again in 1962 to impose a maximum of 4 percent on
both savings and time deposits with maturities of twelve months or
more. In November of 1964, the “Q7 ceilings on time deposits
were raised, for the first time, above the ceiling on savings deposits.
Subscquent changes in the 1960’s generated “Q” ceiling rates rang-
ing from 4.5 percent on savings deposits up to 7.5 percent on large
certificates of deposit, CI¥s, with maturities of one year or more.

The “ Q7 ceiling increases since 1957 have significantly changed
the savings market from the early postwar years when the com-
mercial bank rate on savings deposits was regulated, while the
MSB’s and the SLA’s were not subject to any rate control. The
successive increases in the “Q” ceilings, the increasing number of
. banks offering the maximum rates, and the higher rates permitted
- on CD’s substantially narrowed the 100-150 basis points rate differ-
cential favoring thrift intermediary claims in the carly postwar

period.®
. The “Q7 ceiling increases initiated in 1957 were designed to
~permit commercial bank competition for savings deposits.  Since
1966, the spread between the “Q” ceiling rates and market rates
. has been kept down at times to influence bank credit and to stop
~withdrawals from the nonbank intermediaries.”

. 6 Commercial banks used the CD as the major instrument to appeal to yield sensitive
.savers by selectively moving up rates on time deposits relative to the retuen on thrift
ftermediary claims, When rate contral was extended to all three depository intermediaries
l;:tf:l‘c fall of 1966, the thrift institutions’ rate advantage was kept at relatively narrow
Margins, and the ayerage differential in recent years has been fairly small,

v 7 'For an analysis of Regulation ®Q”, see L.S. Rrrren, Reguwlation Q: Issues and
- diternatives (Chicago, 1965); G.R. Morrsson and R.T. Seiomw, Time Deposit Growth and
'1:}‘_'6 Employment of Bank Funds (Chicago, 1965); A.H. Cox, Jr., Regulation of Interest
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BE. The Decline of Passbook Saving

Intermediary claims and other fixed claim assets may have lost
considerable appeal to many savers who have a wider range of
options in choosing a savings outlet. The more afffuent households
may prefer equity investments to participate in economic growth
and to minimize the adverse effects of price inflation on their
savings; and the proportion of such households will presumably
increase with the growth in income. While the passbook savings
account served as the backbone of the thrift industry for over a
century, it may no longer attract a sufficient share of savings. The
thrift intermediaries have therefore proposed to offer the public a
more attractive menu, which would include some equity type assets
and a more complete line of financial services in order to maintain
their relative market position.

F. Financial Intermediation and Allocative Efficiency

Finally, and perhaps the most important problem confronting
the specialized intermediaries is their role in the efficient allocation
of capital. Financial intermediation through depository institutions
is unquestionably superior to an alternative which requires surplus
units to transact directly with deficit units. Efficient intermediation
requires that financial resources be allocated in various uses so as
to maximize their returns, and that the resources are supplied at
the lowest cost. We do not know whether intermediaries allocate
capital efficiently under our present system; we do not have satisfac-
tory evidence of either operating or allocative efficiency; and we do
not know whether they can compete successfully in the rapidly
growing financial services industry.®

Rates and Banmk Deposits (Ann Arbor, 1966); C.B, Lurrrery, “Intercst Rate Controls —
Perspective, Purpose and Problems ”, Rewiew, Federal Reserve Bank of St Louis (September
1968); C.E. Rrueive, “The Administration of Regulation Q7, Review, Federal Reserve
Bank of St Louis (February 1g97c); and P.A, Samusison, *An Analytical Evaluation of
Interest Rate Ceilings for Savings and Loan Associations and Competitive Institutions®,
in Study of the Savings and Loan Industry, op. cit, See the Hunt Commission Report,
“The Regulation of Interest Rate Ceilings on Deposits ™, pp. 23-3L

8 See D.I, Fanp, “Financial Regulation and the Allccative Efficiency of our Capital
Markets *, National Banking Review (September 1965); D.P. Jacoss, “Specialization in
Financial Institutions ?, Conference on Savings and Residential Financing, 1966 Proceedings;
and 8. M. Gorpreip, “Savings and Loan Associations and the Market for Savings: A<pect
for Aliocative Efficiency ”, in Study of the Savings and Loan Industry, op. cit,
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Experience in the past decade has focused attention on the
following questions:

1. One-Stop Banking and Additional Financial Services for
Customer Conventence. Thrift institutions believe that one-stop bank-
ing may enhance their ability to attract savings, and they would
accordingly like to offer additional financial services for customer
convenience. Individuals are in the market for consumer loans
before they buy a home and apply for mortgage loans, and their
subsequent savings choices often depend on the financial services
they obtained at an earlier date. As a logical extension of their

resent focus on household savings and home financing, MSB’s
and SLA’s should evolve into more broadly oriented consumer-
household- or family-centered financial institutions.’

2. Third Party Transfers and the Checkless Society. Some
thrift institutions would like to be able to provide checking accounts
(demand deposits), and credit cards to participate more directly in
money transfers and thereby avoid the present cumbersome arrang-
ements for transferring funds to third parties. They have an
understandable interest in the technology of electronic money trans-
fers, which would permit them to engage in money transfers without
issuing checking accounts. Non-check automated payment transfer
systems may be instituted in the near future, posing both a chal-
lenge and an opportunity for the thrift intermediartes.!®

Ii. The Successful Commercial Bank Competition for Savings:
Narrowing Spreads, and Tight Money-Tight Credit

- From their 1946 low of 22 percent, corporate Aaa long rates

climbed stcadily reaching almost 10 percent in 1970, a dramatic
- rise attesting to the remarkable postwar recovery of the U.S. economy
~ from the depressed 1930’s. Until the mid-1960's, the postwar interest
"rate rise was still in the normal range and was presumably reflect-

9 For some discussion of the role of *full service” banking, see L. GREBLER, op. cif;
I Frinp, op. cit; G. Enstry, “The Need for Modernizing our Financial Structure ”
i {March 1gy2); and I Scorr, *The Future of the Payments System and Checking Account
+ for Mutual Savings Banks” (May 1972).
10 The impact of electronic money transfers on the SLA’s is taken up in
D.P, Jacoss and .M. Lernen, The Impact of Electronic Money Transfers on the Savings
and Loan Business (Chicago, 1972), and Governor G. W, Mircresr, “Recent Developments
in Money Transfers” (February rg73).
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ing the commitment to full employment enacted in 1946, the Key-
nesian macrocconomics (and the “new inflation ™) of the 19507,
and the elimination of the gap between potential -and actual output
in the first half of the 1960’s. It was not until the latter half of
the 1960’s that accelerating inflation and inflationary expectations
brought about an extraordinary escalation of interest rates. The
postwar rise in interest rates was associated with a decline in the
spread between short and long rates, with the conscquence that the
specialized thrift intermediaries were less able to compete effectively
for savings deposits.

Monetary actions to stabilize the economy affect the spread
between short and long term interest rates. Thus, when the
authorities restrict monetary growth, all money market rates rise
but short term rates rise relatively most, and when they accelerate
monetary growth, short term rates drop more sharply than long
term rates, Easy money and eary credit conditions in the recession
and zight money and #ight credit conditions in the boom change
short term rates on market instruments not only relative to long
term rates but also relative to the rates offered on savings by the
depository institutions.

Savings inflows to the depository intermediaries are sensitive
to changes between short term market rates and the rates offered
on savings. Commercial banks with earnings that keep abreast of
market rates were therefore relatively successful in the battle for
savings, as we shall show in this section.

A. Factors Shaping the Compeiition for Savings

In this section we shall bricfly summarize several features of
the postwar period: the declining spread between short and long
term rates, the relative earnings of the three depository institutions,
the effective interest rate (or dividend) paid on savings, and the
declining differential in favor of intermediary claims. The analysis
below suggests that the successful commercial bank drive for savings
and the associated decline of the thrift intermediaries was primarily
due to these postwar developments.

1. The Secular Decline in the Spread Since World War II.
The “yield curve” relating the interest return on securities to their
maturities may slope upwards, with yields rising as maturity
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increases, or it may be relatively flat, or slope downwards, with
yields declining as maturity increases. Whether one uses U.S.
government or corporate securities to calculate a yield curve and
to measure the term structure of interest rates, the pattern is likely
to be fairly similar.

The decline in both the govermment and corporate spreads,
using annual data since World War 11, is very similar. In the late
1940’s, the spread on governments never went below 120 basis points
and averaged close to 200 basis points in many years. In the early
1950’s the spread ranged from a 1952 low of g1 basis points to a
1954 high of 160 basis points. In the latter part of the 1950s, the

- spread began to narrow, ranging from 20 basis points in 1957 to
160 basis points in 1958. The spread narrowed steadily in the 1960’
- (except for the two years, 1961 and 1962) and turned negative for
- the first time in the postwar period. Since 1965 the spread varied
- from a positive 91 basis points in 1970 to a negative 56 basis points
- in 1960.

:_ The pattern for the corporate spread is very similar. In the
late 1940%s, the spread averaged approximately 140-150 basis points.
In the early 1g50%s, the spread averaged close to about 8o-go basis
points, but declined to a low of 5 and 8 basis points in 1956 and
1957 respectively. The spreads were almost uniformly low in the
- early 1960’s except for 1961 and 1962. Since 1965 the spread was
negative in two years, and has varied from a positive 41 basis points
-~ spread to a negative 8o basis points spread.

The secular updrift in interest rates and the rise in short term
_rates relative to the long term rate shown in charts 1 and 2
- appareatly did slow down the relative income growth of the
specialized intermediaries; and commercial banks wich shorter term
- maturitics were able to raise their ecarnings proportionately more
‘than the specialized intermediaries, as summarized in the next
section. '

2. The Return on Assets for the Three Depository Institutions,
- 1946-1969."  We shall compare the rate of return (investment

. Il We present our tegression results for the period 1946-1069. We have not utilized
“the data for 1970-1972 because of the distorting effects of the ¥gfip-1g70 recession and
-because of several other changes that have been introduced since the 1968 Housing Act.
The forces operating in the postwar period can be better seen by focussing on the period
Up to 1969
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income) on asscts for the three depository institutions to analyze
the impact of the post World War II interest rate and yield curve
changes on their relative carnings. For every 1oo basis points rise
in the long term (corporate Aaa) rate, the commercial bank asset
return increased by 102 basis points, the MSB return increased by
71 basis points, and the SLA return increased by 51 basis points.
Similarly, comparing the return on assets with the commercial paper
rate, we find that the commercial bank return exceeded the MSE
return and was almost twice as large as the SLA return. For the
entire period 1946-1969, the return (investment income) on SLA
assets increased (in basis points) only about half as much as the
increase on commercial bank assets. See tables 1 and 2.

100

g0

T4

3. The Rate Paid on Savings Deposits, 1946-1969. The com-
petition for savings deposits was affected by the relative income
changes for the three depository institutions. This is evident when
we compare how the rates paid on savings responded to increases
in the corporate Aaa rate. For cvery 100 basis points rise in the
long term rate, the commercial bank payout rate increased by
approximately 109 basis points, the MSB rate, by approximately 86
basis points, and the SLA rate, by approximately 66 basis points.
A similar pattern emerges when we compare the response of the
dividend rate to increases in the commercial paper rate. The interest
elasticity of the SLA dividend (payout) rate, for the postwar period,
was less than that of the MSB clasticity, and considerably below the
commercial bank elasticity. In absolute terms, the increase in the
SLA payout rate was approximately 6o percent of the increase in
the commercial bank payout rate. See tables 1 and 2.

2

4. The Declining Rate Differential in Favor of Intermediary
Claims. Commercial bank investment income since 1946 increased
approximately 30 percent more than the MSB income and about
‘100 percent more than the SLA income. Not surprisingly, the
increase in the commercial bank payout rate on savings since 1946
exceeds the MSB increase by approximately 20 percent, and the SLA
increase by about 40 percent.

- The increasing commercial bank share of the savings market
‘Wwas already beginning to impinge on the intermediarics in the late
1950’s. But it was not until the historically relatively low commercial
bank rate on savings approached the dividends paid by the thrift
intermediaries — in the latter half of the 1960’s — that it reached a
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TABLE I
REGRESSION RESULTS: FOR THE RELATION BETWEEN THE RETURN (INVES'I;
MENT INCOME) ON ASSETS EARNED BY THE DEPOSITORY INTERMEDIARIE

AND THE LONG-TERM RATE; FOR THE EFFECTIVE INTEREST AND DIVIDEND
RATE PAID BY DEPOQSITORY INTERMEDIARIES AND THE LONG-TERM RATE,

1946-1069
: Constant | Regression RZ
Dependent Variables Term Coeffcient
Rate of Return on Adssels at:
Commercial Banks . .054 1.02; .93;7
Mutual Savings Banks . . . . . . . . 1317 0 2831'
Savings and Loan Associations . . . . 3-164 508 .
Effective Interest and Dividend Rates on
Savings Deposits Paid by: )
Commercial Banks . . —£.940 :.1;29 gz
Mutual Savipgs Banks . . . . . . . . — 271 862 .Bgi
Savings and Loan Associations .85y 657 Bg
TapLE 2

RELATION OF THE RATE OF RETURN ON ASSETS AND THE EFFECTI;IE;:
INTEREST AND DIVIDEND RATE PAID BY DEPOSITORY INTERMEDIAR
TO THE LONG TERM RATE, 1g46-1969

. Mutual Savings
Commereial Savings & Loan
Banks Banks Assaciations
A rise in the long rate of 100 basis points
is associated with an increase (in basis
points) in the:
1
Rate of return on assets . . . . . . . 102 71 25
Effective interest and dividend rat 109 36
A rise in the long rate from 25% to 7.09
is associated with an increase (in basis
points) in the:
22
Rate of return on assets . . . . . . . 460 313 zg
Effective interest and dividend rat 490 38 9
The required rise in the long rate needed
for a 100 basis point increase in the: 8
. 1g6.
Rate of return on assets . . . . . . . 978 14;1 I922
Interest and dividend held . 91.8 116.0 52.
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crists stage. From an early postwar 200 basis points, the rate
differential in favor of thrift intermediary claims declined until it
was quite small after 1965; and the commercial bank share in over-
the-counter savings exceeded 50 percent for the first time in the
postwar period.

B. Tight Moncy and the Relative Decline of Thrift Intermediaries

The postwar interest rate and yield curve changes, outlined
above, reflect secular forces, short-term cyclical movements, and
medium to longer term persistent changes in inflationary expecta-
tions, with distinctive effects that need to be examined.

The cyclical episodes of tight money and tight credit in the
decade prior to the mid-1960's posed very difficult problems for
the thrift intermediarics, but they did not threaten their very
existence and viability: the periods of monetary restraint were
typically refatively short; the intercst rate spreads, while declining,
were rarely negative; the dividend rates on intermediary claims
were still quite high relative to the regulated commercial bank rates;
and the potent CD instrument had not yet been developed.2

Inflationary expectations in the middle 1960’s sharply accelerat-
ed the relative decline in the nonbank. intermediary share of the
savings market. Indeed, the specialized intermediaries, with long
term mortgage assets and short term liabilities, are clearly extremely
vulnerable to the disintermediation that we experienced in the U.S.
following the post-1965 interest rate escalation. The (medium or
possibly longer-term) inflationary expectations that emerged in the
mid-1960’s, coupled with the secular updrift of interest rates starting
in 1946, have brought about very substantial changes in credit
market conditions that may take a long time to reverse.

But while the cyclical changes from easy money to fight money
and their yield curve effects may continue to disadvantage thrift
intermediaries in the future, they do not appear to threaten the
very survival of these institutions. In contrast, disintermediation,

12 Profitable outlets for “high cost money induced the commercial banks to develop
the certificates of deposit (CDs) beginning in 1961, first as an instrument to draw on
business funds in large denominations, and later expanding its scope to include consumer
CD’s — the smaller CD’s tailored for individual .savers. Consumer type CIYs represerited
approximately 7o percent of all CD'% issued in 1970,
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" the massive withdrawal of funds that is associated With easy money,
inflationary expectations, and tight credit, and which re.achedfsulclh
crisis proportions in 1966, does threaten the very survival of the

thrift intermediaries.

IIi. Disintermediation: Easy Money-Tight Credit, and Inflationary
Expectations

Commercial banks have relatively short term pc_)rtfolios.. They
can therefore earn and pay higher rates to kccp. the}f deposits and
avoid withdrawals when interest rates risc. Life insurance com-
panies with assets and liabilities that are both long term do _n:i)t
cxperience a withdrawal or cashing—m' of insurance f.unds in pc&m S
of rising interest rates, except for the increase of Pohcy loans. omc‘-l
mercial banks and life insurance companies have relatlvcly.balanc‘c
term structures. In contrast, thrift intermediary port_fohos, Wlt-h
mortgage loans as their principal asset and .passbook savings as t}}e1r
main source of funds are unbalanced, offcr1pg no protection against
deposit withdrawals in periods of escalating interest rates. . -

The unbalanced MSB and SLA term structures led to difficulties
that were dramatically illustrated in _thc mic!—1960’s.. Passbook sa;-
ings are similar to demand deposits (in fact, if not in law), and the
dividend rate must stay in line with market rates to refain existing
accounts and to attract new funds. But the bulk of thrift inter-
mediary income comes from long term mortgages, fixed at rates
that are below -the currently rising marl.get levels; and seycral yca}is
-may elapse before the average portfolio return approximates the
higher market yicld on new investments. o _ .

~ In the decade prior to 1965, tht} thrift mtgrmcdmry shai'e. in
savings declined slowly as the differential between intermediary ¢ an;lls
and savings deposits in commercial banks narrowed. I_n contrast, ¢ 3
disintermediation crises since 1956 had both a more immediate an
dramatic impact in curtailing_ tl.xc_ net inﬂows of jfuﬁlds to .alé
depository institutions; and while 1r%1t1a.11y .assc_Jcmte.d with a mass11{v
movement of funds from all financial institutions into open mar iﬁt
instruments, its impact on the thrift intermediaries was relatively
most severe.

’ The 1966 and 1969 disintermediation crises followed thc e:z
traordinary interest rate escalation starting in 1965 and confronte
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the thrift intermediaries with serious carnings, solvency, and
fiquidity problems. A rise in interest rates flattens the yield curve,
curtailing intermediation income, and also depreciates all dollar
denominated liquid assets. Individuals withdraw funds from the
depository institutions cither to obtain the higher market yields,
or to minimize their capital losses by moving out of fixed claim assets
denominated in nominal units whose real value also falls in inflation.
In addition to the loss of deposits, thrift intermediary income on
their long term mortgages lags behind the rise in market rates, and
the market value of these long term assets falls relative to their
deposit liabilities. Thrift intermediary earnings, liquidity, and sol-
vency were all adversely affected by the interest rate escalation.

Climbing interest rates induce savers to shift funds from thrift
institutions to the commercial banks, whose shorter term portfolio
income does keep up with market rates and who can attract the
yield-sensitive saver by paying higher rates on CIV's (e.g. the 1966
experienec).  But as the interest rate risc continues, savers shift
from depository institutions to market instruments in order to
obtain higher yields (e.g. the 1969 experience).

It is therefore doubtful whether thrift intermediaries can survive
as viable depository institutions in their present form if we do not
succeed in controlling inflationary cxpectations and if we face
another decade of rising, and high, interest rates. Purchasing power
clauses, variable rate mortgages, bond financed mortgage banks,
and other far-reaching institutional changes may be necessary, if we
have to face future bouts with accelerating inflation, inflatiopary
expectations, and escalating interest rates,?

Regulation “Q™ ceilings and the 1966 act controlling interest
rates on all depository institutions were the initial response to the
movement of funds from intermediaries to commercial banks; but
as the interest rate escalation and the massive withdrawal of funds

continued, it led to a variety of measures that we associate with
provected specialization.

13 See Governor A.F. Briumer, “Interest Rate Discrimination, Savings Flows, and
New Priorities in Home Financing (June 1972), and Chairman A.F, Burws Statement before

the Subcommittes on Priorities and Economy in Government of the Joint Economic Com-
mitree (December 1g72).
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IV. Statutory [Regulatory} Specialization, and Protected Specia-
lization

The economic advantage of specialization is most readily
rationalized when it develops naturally and in response to market
forces, and has been recognized since Adam Smith’s The Wealth of
Nations. But one may question whether specialization that dqes not
arise in a natural manner also bestows benefits on the public. In
this section we consider whether specialization that is imposed. on
an institution by the statutes or by regulation is beneficial to society.

A. Statutory Specialization: Pro and Con

Statutory specialization committing the thrift institutions to
mortgage lending developed at a time when passbook accounts
were the only significant source of funds, when the institutions were
investing mainly in local mortgage markets, Wher_l management was
often relatively unsophisticated, when deposit insurance was not
available, and when safety for the public’s savings was necessarily
the main concern. _

The case for statutory specialization may have bf:en. cletarer
when government first began to regulate the thrift institutions.
It was plausible for legislators and regulators to assume that when
financial intermediaries specialize in one class of. assets, it would
simplify management tasks, enhance the institution’s safety, and
provide financial services to the public at lower_ cost.

Whatever merit statutory or regulatory specialization may have
had at this earlier period, it does not carry over to the present day
thrift intermediaries, especially the larger institutions: the com-
petition for savings deposits is intense and mapagement can no
longer rely on saver loyalty; and decisions concerning %1qu1d1ty_ and
mortgage lending and dealings with regulatory agencies require a
professional expertise. And even if statutory specialization. had
potential benefits, it could still be questioned. The non—spcc%allzed
lenders — commercial banks and life insurance companies -
always have the option of realizing similar bencfits by having
mortgage portfolios as large as those of the specialized thrift
institutions. N

While the available evidence may not permit a decisive test
on the long run social benefits of statutory specialization, it suggests
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that small institutions -may operate more efficiently and more
profitably when they are specialized. But we cannot determine the
asset size at which economies due to specialization level off.
Accordingly, the choice between more diversified activities and
perpetuation of the current range of operations must be made on
other grounds. :

One could argue that statutory specialization restricts portfolio
flexibility and it is not likely to satisfy the criteria of allocative
efficiency. On the other hand, restrictions on institutional portfolios
need not necessarily lead to credit misallocation if the public is
sufficiently yield sensitive and will transfer funds to those interme-
diaries that pay the highest return. Thus, if the public’s choice of
a savings outlet is interest clastic, it could correct any potential
misallocation of credit resulting from institutional portfolio inflex-
ibility. But, in order for this corrective to operate it is necessary
that the interest rate, or dividend, paid by the intermediaries,
always reflects the market rate of return that they are currently
earning. And it is doubtful that this condition is satisfied.

B.  Protected Specialization

Following the post-1965 accelerating inflation statutory special-
ization has given way to protected specialization. As market rates
on competitive short term instruments started climbing above the
rates offered on savings deposits, all depository intermediaries were
facing massive withdrawals in 1966. The serious disintermediation
problems gave rise to the system of protected specialization — of
Regulation “Q” deposit ceilings and interest rate controls on
depository institutions and housing subsidies. And the thrift
intermediaries have become more dependent on federal agencies.

The difficulties of continuing with the system of « statutory
cum protected specialization” may be briefly summarized

“ Statutory specialization™ is not likely to satisfy the criteria of

allocative efficiency in the capital markets and in the use of

resources,

“Protected specialization” conflicts with our traditional support

of free, competitive, markets and places the initiative for inno-

vative responses to changing financial needs on to the public
authorities.

Federal advances for housing subsidies would expose thrift inst-

tutions to new risks and rigidities, and dependence on subsidies
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necessarily requires abrupt changes in operations whenever prio-
rities change. o
Thrift institutions cannot continue to count on Regulation “Q

type interest rate ceilings for protection. . ,
Low ceiling rates, mandated for all depository institutions, WOU}II
nevertheless lead to huge withdrawals as savers are drawn to the
higher yields on market instruments.

Regulation “Q” will thus become ever less eﬂgccti'vc in fut‘urc
periods of rising interest rates, as the t).(pm:al thrift mtedrmedu{ry
depositor will learn to seek out hlgher yielding, sma‘ﬂcr Zrmfmn—
ation, money market instruments issued by both private business

he U.S. Treasury.
and Tt‘hc thrift intcrmrgdiaries will have to acquic':scc to a phase-out
of Regulation “Q7”, whether .throulgh economic obsolesceﬁcc or
through legislation. These considerations therefore suggest that }\lvc
need to formulate the institutional and regulatory chax_lges that
would enable the thrift intermediaries to compete effectively and
remain viable institutions.?

V. Broadened Powers to Achieve Competitive Viability in the
Financial Services Industry

The Hunt Commission report follows.pre.viogs s.tudics in if:;wor-
ing proposals that would pcrmi.t the thrift institutions to offer t:
variety of financial services designed to cr}able therr} to gg;npc_
more effectively and thereby, hol?eful.ly, to insure thc1r.dw_11a 11153(; d1111
the rapidly growing financial services mdustr'y. By providing fn:nt hc;
income groups and the non-affluent lpubhc with some o i
necessary financial needs, the thnf_t intermediaries may 1n¥ﬁa
their attractiveness as family institutions for al_l age groups. hcisfe
broadened powers are thus viewed as thf: vehicle which the thr (;
intermediaries will utilize to maintain their market share and retar
the flow of savings to non-mortgage uses.

. . s
14 The Hunt Commission recommends that the rate regulation on Ernc ancli3 os:r‘gngc
accounts of § 1po,000 or more be removed immediately, t‘hat the Federal :Sser;rfe Roard be
i is to stipulate rate maximums on accoun
iven power on a standby basis ; - tan
g 100,000, that the Board have discretionary power to reduce the ﬁt ;T?ﬁoia::tc;i 1;; g;: bﬂ
1
d’s standby power to establis
for the standby power, and that the Boar £t X
abolished at th{: end o% a ro-year period, The Hunt Commission Repors thus recommend
a gradual phasing out of interest rate ceilings on deposits, See pp. 23-27.
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The kinds of new financial services that may improve the
competitive posture of the thrift intermediaries include trust depart-
ment services, service corporations, no-load mutual funds, and equity

participations to facilitate their growth potential. They are brieﬂy
reviewed in this section.

A. “Full-Service” and « One-Stop” Banking

Customer convenience may influence households in dcciding
where to keep their savings, and may be a factor in the competition
between thrift institutions and commercial banks. Thrift institu-
tions often pay rates between 1 and 1 percent above the com-
mercial bank rate on savings, and the “full-service” and “opne-
stop ” banking is said to be a significant reason for the differential®®

B. Third Party Trancfers and Checking Accounts

Limited chcckihg account facilities for savings depositors may
improve customer convenience, since MSB’s and SLA’s do permit
their depositors at the present time to use lawful but cumbersome
substitute arrangements — such as withdrawal through the insti-
tution’s check made out to third persons. Authority to handle check-
ing accounts would replace these unsatisfactory substitutes for third
party payments. The thrift intermediaries would be required to
maintain cash reserves against checking deposits. The Hunt Com-
mission report proposes that thrift institutions be permitted to offer
third party payment services, including checking accounts and
credit cards but limited to houscholds and non-business entities.16

Since we are approaching the automated payment transfer
system, or the “checkless” society, some critics have suggested
that the thrift institutions skip the check stage and proceed directly
to an automated payment syste. The gire system in Germany
and other countries is believed to have contributed to the popularity

15 The Commission recommends that: savings and loan associations and mutual
savings banks he permitted to offer a wider vatiety of tme and savings deposits and
cettificares of deposit, vatying with respect to interest rate, withdrawal power, and maturity »,
and... “engage in a variety of financial fiduciary or insurance services for individuals and
non-business entities of the type, bur not more extensive than those approved for bank
holding companies by the Board of Governors of the Federal Reserve System under the
Bank Holding Company Act”,

6 The Commission recommends that: © under specified conditions, savings and loan
associations and mutuel savirgs banks be permitted to provide third party payment setvices,
including checking accounts and credic catds, to individuals and non-business entities only *,
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of savings banks in the houschold sector; and thc.elcctronic moncy
transfer mechanism extends and simplifies the giro system, using
more advanced technology. The thrift institutions, according to this
view, may be better off concentrating on the d;vclopmcnt of elec-
tronic money transfers in order to participate in a more compre-
hensive scheme for automated transfers.

Provision of electronic money transfer services would offer
customer convenience in the form of a relatively new product instead
of competing with commercial banks for checking scrvi’ccs. The
“bill paying” approach, alrcady adopted by a few {/ISB‘S? would
permit the thrift institutions to pay their depositors’ utility, tax,
mortgage, rent and other recurring bills. Sa%ary transfer programs
or “payroll deduction” plans are another variant offered by savings
banks in some European countries.

C. Mutual Fund Service, Trust Departments, and Service Cor-
porations

Shares in a low-cost no-load mutual fund may serve as another
vehicle to increase customer convenience, and the fca.sib.ﬂity prob-
lems could be eased substantially if the thrift intermediaries cooper-
ated in setting up such an enterprise. The mutual fund has b‘een
among the most rapidly growing outlets for savings. ‘A growing
scgment of the public seeks equity investmenFs to participate in t_hc
growth of the economy and to protect their assets against price
inflation. The common stock investments of mutual funds offer
capital appreciation, long term growth opportunities that are pre-
cluded in the traditional savings account. The number of people
owning common stocks directly has tripled since 1951, suggesting
perhaps an increasing demand for long term 1capltal appreciation
and a preference for professional management.t?

D. Other Financial Services

Another proposal is for the thrift institutions to offer trust
services as a desirable supplement to their investment revenues.

17 The Commission recommends thac: “savings and loan associations al:ld mutual
s.avings banks, and subsidiaries of savings and loan associa-tio'ns and mutu;.ll savings banks
and holding company affiliates of savings and loan asseciations t.>e permitted to manafgle
and sell mutual funds, including commingled agency accounts, subject to regulation by the
Sccurities and Exchange Commission ”,
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Qualified intermediarics would be authorized, under this plan, to
establish separate trust departments and to perform trust admin-
istration operations including investment services for their clientele,
The thrift institutions would concentrate on typically middle-class
customers and offer them low-cost trust services. It is not clear
whether the settlement of estates and other trust activities can be
operated for relatively small accounts without loss; and the thrift
institutions can hardly expect to capture a significant volume of the
large, and presumably profitable, accounts from the commercial
banks. And it is questionable whether the indirect benefits to the
intermediaries would warrant trust departments as “loss leaders,”
as this does raise equity questions for the mutual institutions.!®

The service corporation offers still other possibilities for addi-
tional service income, SLA-owned service corporations do engage,
at the present time, in data processing, credit information, appraisal
and construction inspection services, title abstracts, real estate loan
brokerage and warchousing, market surveys and other research.
They are also used to arrange mortgage loans on large projects on
behalf of the SLA’ owning the corporations. The services could be
broadened to include real estate brokerage, property insurance,
escrow, and could also be offered to other institutions and business
firms. :

E. Mobide Homes, Non-Residential Property, Variable Annusties,
Equrties, and Equiry Participations

The case for including mobile homes and other types of
property in the mortgage loan portfolio is that it would add to
the growth potential of the thrift institutions. Mobile homes have
grown rapidly in the 1960’s and illustrate a rclativcly new activity

18 The Commission recommends thar: savings and loan associations and mutual
savings banks be granted a. widened range of loan and investment powers, including
anthority ta:

make ditect investment in real estate and patticipate directly with other organizations

in the ownership of real estate, including participation through stock ownership...

participate directly in real estate through loan agrecments to receive rental and other
non-interest income, whether or not the institntion holds an equity intetest in the
same propetty
and ..engage in a variety of financial fiduciary or insurance services for individuals and
nen-business entities of the type, but not more extensive than those approved for bank holding

companies by the Board of Governors of the Federal Reserve System under the Bank
Holding Company Act”.
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that could accelerate the income growth of the intermediaries, ’Ijhc
number of units. delivered annually to buildcr,s has been growing
rapidly from 100,000 units in the carly 1960’s to almost 400,00(;
units in 196g. Mobile homes now represent over 25 percent o
single-family housing starts, compared to less than 10 perccxflt A l1ln
the early 1960’s. Technically the deb.t instruments are not of the
mortgage type, but this kind of Igan is likely to continue t? grow,
and lending on mobile homes is closely allied with reai estate
T

lcnd$l§(; financing of large-scale residential apd non—rcs'idg?tliil
property may also offer unusual growth Pot_entlals, fmd similarly
with new town development and the _rcbulldl‘r{g of city core areas
if they gather momentum under the aid provisions of the Housing
and Urban Development Act of 1968. Tl}e proportion of SLJ'{ assni:ti
that may be invested in multifamily residential and nontrcmdcnua
mortgages and in land and other 'rcal_ estate h'cld for investment
is limited by regulation and tax lcglslat}qn. While these litnitations
are not restrictive under present conditions, a case can be made
for revision to encourage change. . '

Broader powers to acquire equity investments is e;nother factgr
that may accelerate thrift intermcdiary. growth. . MSB s are already
allowed in most states to hold equity securities, but they are
generally not permitted to purch_asc liand or other ,rcal fzstzll.te .fo(i
investment, except for large-scale housing; and SLA’s have limite
authority to acquire land and improved real estate but not commor;
stock. There are some questions about the federal insurance o

backed by equity instruments.

accou\grsiablc annu}':ty qplaryls are worthy of considcra.tion whcre‘thc
MSB’s have authority to sell life insurance. rAnnmty-type savmlgs
plans for retirement may be split to provide for fixed payouts plus
variable annuities backed by a scparate portfoho. of equity instru-
ments managed by a central institution — essentially tﬁhc program
pioneered in the early 1950’ l?y T.I.A.{&. .and CREFR. —chc
Teachers Insurance and Annuity Association and the Co ege
Retirement Equity Fund.

19 The Commission rccommends that: “savings and 'Ioan associations anc'l rlmétil;al
savings banks be granted a widened range of loan .an-d investment powets, inc ?nvei
authority to make loans on mobile homes, without restrlc:tllon on s;ze; anddt.yicss;att:s nvest
in equity sccurities..., and that federally chart.ered mutual savings ba;-nf s ci);ate nl{ " o
Savings Bank Life Insurance is now authorized be permitted to offer this se ;
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Some life insurance companics are currently shifting toward

an equity interest by requiring equity participation or a share in
rentals for income property on which they are making mortgage
loans. A growing tendency of corporate bond issues to offer con.
vertibility into common stock or to include warrants may reflect
investors’ preference for an opportunity to share in the expected
increase in corporate earnings. While equity participation in con-
junction with mortgage loans on income propetty is now generally
prohibited, they could remove some imbalance between the position

of owner and that of mortgage lender that develops in a period of
rising prices.?

Vi. Broadened Powers to Improve Income and Cash Flow and to
Manage Liabilities

The Hunt Commission report follows previous studies in propos-
ing that the thrift intermediaries need to shorten their assets and
lengthen their liabilities to improve income and cash flow and
survive as financial institutions. The broadened powers are usuall
constrained to be congruent with the tradition of the thrift inter-
mediaries,

The rationale for broadened powers and diversification derives
from the notion that MSB’s and SLLA’s should provide the modern

ﬁnancing needs of households — their principal clientele. Spo-
kesmen for these institutions suggest :

For well over a decade now, the savings bank industry has sought
to broaden the structure of its assets and liabilities in order to serve
better the financial needs of America’s families and. individuals
over their entire economic life cycle, It has not sought, and it
does not now seek, the homogenization of the financial world,
Savings banks have sought, and continue to seek, only those
broadened powers which are consistent with their mission and a
half century of consumer financial service. They seck, indeed, the

preservation of this distinctiveness as personal and family financial
centers,?!

20 We incline towards the view that the Hunt Co
the intermediaries, As suggested in section VI b
implementation of th

mmission propasals would benefit
¢low we would caution that the injtial
cse proposals should focus on the gotion of cemplementarity and

ervices that are demanded or supplied jointly with those currently
being offered.

2L G. W, Enstey, The Commercial and Financial Chronicle, April 1972,
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Greater freedom to shorten their portfolio via consumer lending
and to lengthen the term structure of their liabilities may benefit
the thrift intermediaries. The effects of such broadened powers on
the thrift intermediaries are examined in this chapter. In section
A we consider the impact of consumer lending on the institutions’
income and cash flow, and in section B we consider the impact of
flexible liability management. While our analysis focuses on the
beneficial effects for the institutions, we do recognize that the public
interest aspects of diversification must be carefully considered before
any firm conclusions can be drawn.

A. Additional Consumer Lending to Improve Income and Cash

Flow

A specialized thrift intermediary may periodically have its
income fall below cash requirements, and diversification may enable
it to improve both income and cash flow. Additional powers to
extend shorter term consumer loans could improve income and
cash flow and thereby minimize the risk of being unable to meet
withdrawals.

Several studies suggest that there is a net yield spread between
consumer loans and mortgages of approximately 1 percent before
taxes and losses and that consurmer lending could still remain attrac-
tive relative to mortgage lending, even if additional consymer lend-
ing by the thrift institutions would tend to reduce this spread. The
effect on income and cash flow will depend on the resources chan-
neled into consumer loans relative to mortgage loans, as we shall
illustrate below.2

1. The Effect on the Rate of Return. Consumer lending will
lift thrift intermediary income, but the extent to which carnings
increase — expressed as an increase in the rate of return on assets —
depends on the yield spread and on the proportion of consumer
loans held in the portfolio. As shown in the table, the installment-
mortgage spread, the spread between installment loans and mort-
gage loans (assumed to vary from 50 to 200 basis points), and the

22 The Commission recommends that: “savings and loan associations and mutual
savings banks be granted a widened range of loan and investment powers, including
authority to: make sccured and unsecured consumer loans in amounts not to aggregate
in excess of 1o percent of total assets™.
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size of the consumer loan portfolio (illustrated for 5 and 10 percent
respectively) together determine the increase in the rate of return
on assets for 2 mortgage specializing thrift intermediary.

TazrLe 3

THE RELATIONSHIP BETWEEN THE INSTALLMENT-MORTGAGE SPREAD, THE

PERCENTAGE OF ASSETS IN CONSUMER LOANS, AND THE INCREASE IN THE
RATE OF RETURN ON ASSETS

Percentage . . .
of assct% The Installment-mortgage spread (basis points)
in consumer
loans 50 75 { 0o ' 150 200
5 o« - .. 2.5 - 375 5.0 75 10.0
Ip . . . . . 5.0 7.5 16.0 15.0 20.0

Fanp: Savings Intermediaries and Consumer Credis Markets,

The installment-mortgage spread appears to have varied in the
past from 7o basis points when interest rates were relatively low to
150 basis points at the higher interest rate levels. Assuming that
%his range of the spread continues in the future, an institution
investing 10 percent of its assets in consumer loans could raise its
average return on assets by as much as 15 basis points. Thrift
institutions are currently earning approximately 6 percent, and the
addition of a consumer loan portfolio could raise these carnings
by 15 basis points. This 214 percent increase in the rate of return

1s not spectacular, but it does evidence a marginal improvement
in earnings.

2. The Effect on Cash Flow. Consumer loans and mortgages
are typically amortized on a monthly basis, and these monthly
repayments are an important part of the internally generated
11qu1d1t'y. We estimate that the cash flow for installment loans is
approximatcly 7o percent of outstandings, compared with a 15
percent ratio for the mortgage cash flow. A small portfolio of
consumer loans can have a substantial cash fow effect for a thrift
institution with a constant stock of assets, as shown in the table.
Thus, a 10 percent consumer loan portfolio will raise the cash flow

.ratio b){ 40 pereent, from 15 to 21 percent, for a mortgage specializ-
ing thrift intermediary. :
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TaBLr, 4

RELATIONSHIP BETWEEN PERCENTAGE OF ASSETS IN CONSUMER LOANS,
GROWTH RATE OF ASSETS, AND THE INCREASE IN CASH FLOW

Rate of growth of assets (percent)
Percentage of assets
in consumer loans
¢ 5 10 15
O v v v e e 15 20 25 30
[ S 8 23 28 23
IO « v e e e a1 26 31 36

Fawn: Savings Intermediaries and Cousumer Credit Markets,

Cash flow for a growing institution includes not only the
amortized monthly payments, but also the inflow of savings deposits.
Our table illustrates the cash flow increase for institutions with (1)
asset growth rates from o to 15 percent, and (2) consumer loan
portfolios of o, 5, and 10 percent. While a 10 percent consumer
loan portfolio will raise the cash flow ratio by 4o percent for an
institution with a constant stock of assets, the cash flow increase
for an institution growing at a 15 percent annual rate is only
20 percent.

This table also illustrates how a consumer loan portfolio may
temper the cash flow effect of a reduction in net savings: F?r
example, for an institution with no consumer loans, a reduction in
the savings inflow from a 1o percent rate to zero lowers the cash
flow from 25 to 15 percent — a 40 percent decline; but the same
reduction in savings would lower the cash flow from 31 to ar
percent —— a 30 percent decline for an institution with a 10 percent
consumer loan portfolio.

A given reduction in the savings inflow will cause less of a
liquidity shrinkage for thrift intermediaries with consumer loan
portfolios. A portfolio of installment loans may therefore serve as
an internal source of quick cash and as a secondary reserve; a rise
in the cash flow ratio increases the thrift institutions’ flexibility to
cope with a liquidity crisis — whether due to withdrawals (disinter-
mediation) or to a decline in the inflow of savings.
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B. Liability Management to Attract Yield Sensitive Invector
Depositors and to Lengthen the Maturity of the Portfolio

While the increased competition for savings that manifested
itsclf in the late 1950’ and in the 1960’s may be viewed as a non-
recurrent phenomenon, the commercial banks are nevertheless likely
to remain far more potent competitors than they were in the carly
postwar years. The market share of the thrift institutions may
therefore continue to decline unless both MSB’s and SLLA’s develop
new techniques to attract sophisticated investor-depositors.  An
increasing number of depositors are sensitive to interest rates,
responsive to yield differentials, and attuned to a greater variety of
investrnent outlets that have become increasingly important. This
trend can safely be projected into the future.

During the 1950's and much of the 1960’s, the passbook account
was still — as it had been for almost a century — the major savings
instrument. Regulatory changes in the carly 1970’s permitted the
thrift intermediaries to vary the maximum interest rate, the maturity,
the minimum balance, to pay either more or less than the posted
passbook account rate, and to issue a go-day notice account with no
required minimum balance, at a higher rate. The institutions may
also issue certificate accounts in fixed amounts, with fixed maturities,
and at a higher rate than is paid on passbook saving.

As shown in table 5, thrift institutions may now offer regular,
variable rate, split rate, daily interest, and go-day notice passbook
accounts; fixed-balance accounts and 48-96 month monthly-payment
bonus accounts; variable rate, fixed rate and fixed term, the deferred
income, the §1o0,000 certificate accounts, and the 6 percent special
housing certificate. ‘These special accounts pay higher rates for
longer term holdings, up to 7% percent for a 1o-year $100,000
certificate, and are designed to meet the preferences of a differen-
tiated saving public. Some have also suggested the inclusion of
retirement savings plans offering annuities.

Flexible lability management seeks to diversify the instruments
offered to the public by issuing a larger proportion of minimum-

23 The Commission recommends that: “savings and loan associations and mutual
savings banks be permitted to offer a wider variety of time and savings deposits and
certificates of deposit, varying with respect to interest rate, withdrawal power, and matutity;
savings and loan associations and mutual savings banks be permitted to issue subordinated
debt instruments of all maturities .




CHARACTERISTICS OF REGULAR AND SPECIAL SAVINGS ACCOUNTS

TasLe 5

Passbook Maximum ecarnings rate Term N{;;l;ﬁ::’
accounts
Regular 5% None None
Variable rate 5% (Combined base rate pius At least $ 1,000
extra) Has appeal for asso- 12 months
ciations paying a regular
passbook rate below maxi-
mutn.
i ia- Norne Specific dollar ba-
Splie race - Mii{)ngsa yrergl::;z ;};:srll:ozioﬁze Planccs, csta.bli_sh—
on specified amounts provid- ed by association
ed that rate does not exceed board, eatn d[fv
5%. Has appeal for asso- ferent rates wi-
ciations paying a rcgula.r thin the account
passbook rate below maxi-
mum,
Daily interest . 5%, (Normally offered at lower None None
rate). .
Notice account . 5.25% At jcast None
go-Day Notice go days
Bonus
accounts
Fixed balance ac- | Total rate not exceeding 3-36 months $ 1,000

counts

48-56 Month
Monthly payment

Certificate
accounts

Variable rate .
Fixed rawe -
Fixed term

Deferred income

$ 100,000 .
Certificate

6% specig.l hous-
ing certificate

5.75%, depending on term.
The bonus not exceeding
3/4 of 1%.

Bonus above passbook rate not
more than 1%, total inte-
rest not exceeding 6%,.

il
575%
6%
5%
5.75%
6%

6.259,
6.75%
7%

7-50%
6%

48-96 months

3-6 months
6 months to
I year

I year or
mote

2-I0 years

. 3-6 months

6 months to
1 year

I year or
more

2-Io years

60-8g days
90-179 dEI.YS
180 days -
less than

I yea:
I-I0 Years

2-5 years

Saver makes mon-
thly payments of
agreed upon sum

None
$ 1,000

$ 1,000

$ 5,000

None
% 1000

% 1,000

$ s.000

$ roo,co0

% 10,000
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amount and fixed-rate special accounts, and ﬁxcd-maturity certifi-
cates of deposit at differential interest rates. Longer term, fixed-
maturity deposits at attractive rates are designed to attract the yield
sensitive and sophisticated savers and, at the same time, to lengthen
the maturity of MSB and SLA liabilitics. Savings banks in many
European countries have traditionally held highly differentiated ac-
counts, and interest rate differentials between © regular ” passhook
savings accounts and ¢ special ” accounts tend to be larger than
they are in this country.

Capital notes and debentures may also perform this dual func-
tion of attracting funds not otherwise available to the institutions
and of lengthcning the maturity structure of their liabilities. One
possible offset is that medium term or long term obligations and
ﬁxcd-maturity certificates do €Xpose savings institutions to the risk
of an interest rate decline. Clearly, the risk of dcclining interest
rates must be weighed against the risk of rising interest rates. But
given our present unbalanced thrift intermediary portfolios, it would
appear that the risk of rising rates needs to be covered first.

Flexible liability management could be very helpful for a thrift
institution facing a sharp run up of market interest rates. Thus,
to the extent that it has longer term Jabilities, less funds are subject
to withdrawal in Tesponse to rising interest rates. And, to the extent
that the special accounts enable it to attract funds even in periods
of rising interest rates, the probability that withdrawals will exceed
inflows — the probability of a net withdrawal — is diminished

VI. The Hunt Commission Proposals: Some Effects

A. The Question of C omplementarity

While there has been a growing consensus that the thrift inter-
mediaries will benefit from the additional powers to offer this wide
array of financial services, we must nevertheless concede that our
empirical knowledge is somewhat scanty. Do commercial banks
offer a variety of financial services because there is a joint demand
for these services, or because they are supplied jointly? And does
a “full-line ” of services characterize a competitive and allocationally

24 See scction VII below,
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cflicient financial services industry? Or is it possible that commercial
banks started offering many of these services because rate competition
was traditionally somewhat limited in some banking markets?

The prohibition of interest payments on demand deposits and
the interest ceilings on savings and time deposits limit the direct
competition for deposits, with the result that “a large part of the
traditional price bargaining in banking has shifted to a bartering
of services.” We cannot therefore infer a natural complementarity
among financial services because a “full-line” of these services
is currently being offered by many commercial banks.

Complementarity cannot be inferred from practices that develop
in markets where ordinary price competition is restricted; and we
must distinguish between genuine complementarity and pseudo-
complementarity that develops as a subtle substitute for price com-
petition. We need additional evidence on this 1ssue and we should
proceed somewhat cautiously in the immediate future, if we wish
to strengthen the competitive posture of the thrift institutions. The
thrift institutions should be permitted to provide new service if it
is supplied or demanded jointly with those they are currently offer-
ing, or if the additional financial service would help improve its
income, cash flow, or growth prospects.

B. The Effect on the Intermediaries

We have suggested in the text above that a shortening of the
portfolio will improve liquidity, and that a 10 percent investment
in consumer loans could raise cash flow by 40 percent. Increased
lending powers will enable the institutions to raise the average yield
on their portfolios and raise dividends to compete for deposits.
Flexible liability management permits a greater variety of deposit
liabilities designed to meet the needs of different savers, and may
thus allow institutions to obtain a greater and more stable
deposit base. '

Extended service functions may also help. Savings institutions
typically pay more for savings deposits than do commercial banks,
and this presumably reflects the notion of “one-stop” banking.
The ability of savings institutions to equalize these service advan-
tages, assuming equal treatment of taxes and reserve requirements,
may help reduce the spread.
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C. The Effect on Mortgage Lending and the Housing Market

' The changes proposed by the Hunt Commission may help
Improve the competitive posture of the institutions, and this is
clearly one very important consideration. For if the institutions
come under increasing pressure, their very existenice is in question.
On the other hand, we must not only consider the impact of these
proposals on the viability of the institutions, but must also assess
their likely effect on housing investment and the mortgage market,
l.f“or if the proposed changes would help the institutions but adversely
impact the mortgage market and housing investment, this must be
considered explicitly.

- One major concern is that the Hunt Commission proposals may
divert funds from the mortgage market, to the detriment of housing
investment. Yet several other factors associated with the Hunt Com-
mission proposals may offsct the diversion effect. The Hunt Com-
mission proposals may lead to an increase in deposits, the portfolio
changes need not all come at the expense of mortgages, and the
removal of “Q7” ceilings may also be helpful to the mortgage
market.

The Hunt Commission proposals may indeed have a positive
effect on both mortgage and housing markets by improving finan-
cial markets. Also, a reduction in mortgage lending does not neces-
sarily imply a reduction in housing, since it may be offset by a
decline in the mortgage-housing ratio. Finally, if we want to
stimulate housing, it may be better to do it directly through a
subsidy scheme, instcad of operating indirectly through the mortgage
market.? %

While the short run effects of the Hunt Commission proposals
on housing are not clear and may be somewhat adverse, the effects
on the institutions and on the mortgage market appear to be
beneficial.  Accordingly, the Hunt Commission proposals are likely

to have a beneficial impact even on the housing market in the
long run. '

25 8ee A H. Mevrzen, ¥ Credit Availability and Economic Decisions: Some Evidence
from the Mortgage and Housing Markets ", forthcoming,

1_36 .See R.C. Fam and D.M. Jarres, “The Implications of the Proposals of the Hunt
Commission for the Mortgage and Housing Markets », forthcoming,
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VIIl. Conclusion

Thrife intermediaries offer returns on savings that move with
short term rates, while thetr mortgage portfolio income varies with
Jong term rates. Their intermediation income thus depends on the
difference between short and long term rates and varies therefore
with the slope of the yield curve. A relatively flat yield curve,
which reduces the differential between the rates on intermediary
claims and the return on the mortgage portfolio, clearly disadvan-
tages the thrift intermediarics.

The upward sloping yield curve in the carly postwar years,
with long term rates approximately 200 basis points above the short
rate, favored the thrift intermediaries; and it may have been taken
as a natural state of affairs. It appears now, in retrospect, that this
sharply sloped interest rate term structure was probably a residue
of the Great Depression and the stagnationist expectations that it
generated. In any event, our financial history clearly illustrates cases
where yield curves do not slope upwards and where the spread
between short and long rates is small or even negative.

The thrift intermediary experience since World War II, includ-
ing the changing composition of intermediary claims, the decline
in passbook saving, the thrift intermediary failures in the compe-
tition for savings, and the disintermediation and reintermediation
phases in recent years, are summarized in section I. Three policy
issues that emerge from this review are taken up in sections II-IV.
We first consider whether the successful commercial bank drive for
savings deposits, a phenomenon that became increasingly evident in
the decade prior to 1965, is likely to continue in the future. Com-
mercial banks, we find, were able to lift earnings, to raise payout
rates on savings deposits, to withstand the cyclical episodes of zight
money and tight credit, and were therefore more successful in the
competition for savings deposits.

Our analysis in section II also suggests that the cyclical zghs
money and #1ght credit problems do not threaten the existence of
the intermediaries. The relative increase of commercial bank sav-
ings deposits in the second postwar decade, from the mid-1950’s
to the mid-1g6o’s, was, in part, an offset to the amazing growth
of thrift intermediary claims in the first postwar decade; indeed,
the second postwar decade may be viewed as the aftermath of the
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Great Depression and the stagnationist expectations that were still
prevalent in the first postwar decade.

In section IIT we focus on disintermediation - massive with-
firawals from depository institutions in response to acceleratin
1nﬂation and escalating interest rates. Disintermediation, the rnanié-’r
festation of casy money and zight credis, is the result of excessive
monetary growth and inﬂationary expectations. It cuts income
Iowei's liquidity, and reduces the solvency of dcpository institution;
oﬁ't_tring claims fixed in nominal units. All such depository insti-
tutions, not only the thrift institutions, will be seriously threatened
I.f we do not succeed in controlling the factors that generate infla-
tionary expectations.

.In .scc.tion IV we consider the case for statutory specialization
which is imposed on a financial institution and which does not
emerge naturally in response to market forces. We find that the
casc.f‘or statutory specialization is weak both on theoretical and
v:empirical grounds. There is, at least in principle, a basis for chang-
ing the specialized character of the thrift institutions. 8
. Our .ﬁndings in sections II-IV suggest that secular, cyclical and
mtcriiicdiatc term factors in our postwar monetary history hel
cxplam_ yvhy the thrift intermediaries have been losing out in thE
competition for savings which started, seriously, in the latter part
qf the 1950’s. The secular factor is the updrift of interest rates
since 1946, which enabled the commercial banks to lift earnings
a.nd raise the payout rate on savings. The cyclical factor is the
tight money effect whiplashing the yield curve and raising short
term rates relative to long term rates; and cpisodes of tight money
and tight credit did hurt the thrift intermediaries in the latter
part of the 1950’s. The intermediate term factor is the problem
oi casy money and tght credit and inflationary expectations. The
dilsmtermediation crisis which first emerged in 1966 was associated
With excessive monetary growth, accelerating inflation, and infla-
tionary expectations, and dramatically manifests this easy money and
t1ght credit problem. Although disintermediation implies an outflow
?f funds from ali depository intermediaries, its impact on the thrift
1nter}nediaries was most severe. The cyclical #ight money and tight
aredzt effects following a slowdown in monctary growth may be
viewed as a much milder version of the easy money and tight credit
effects following the emergence of inﬂationary expectations.
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The Hunt Commission Report offers a comprehensive set of
proposals to cope with these problems, incorporating many of the
recommendations of the Federal Home Loan Bank Board Study
and earlier studies. The thrift intermediaries need additional powers
and need to diversify in order for them to compete successfully and
achieve viability in the financial services industry. Some of the
recommended changes are reviewed in section V.

These proposals would permit the thrift intermediaries to offer
“full-service ” and “ one-stop ” banking to include checking ac-
counts, credit cards, trust department services, and other financial
services; to lend on mobile homes and non-residential property; and
to acquire equities and equity participations, These recommenda-
tions arc controversial and constitute a set of basic changes in
institutional structure. It may be appropriate to experiment with
these proposals, and we favor the notion of complementarity for the
initial implementation (see section VII).

Our analysis in section VI suggests that there is a case for
additional consumer lending to shorten the maturity of assets and
to improve the income and cash flow of the thrift intermediaries,
and for flexible lability management to attract yield-sensitive
investors and to lengthen the maturity of the portfolio.

The case for additional services that have a high degree of
complementarity with those already being offered by the thrift
intermediaries is outlined in section VIL The notion of joint
demand and joint supply may be helpful if one must select among
the Hunt Commission proposals those that are most worthy of
initial implementation. The additional modifications necessary to
improve the thrift intermediary competitive posture could then be
determined by continuing iterative experiments, The Hunt Com-
mission proposals should help the institutions, and may also prove
helpful to the mortgage market and housing investment in the
long run.

Derrost Davip 1. Fanp






