Changing the Asset
and Liability Structure

IRWIN FRIEND

The justification for specialized savings institutions which receive
Government financial assistance for restricting their asset and
liability structure rests largely on a balancing of public policy and
economic considerations. This bulancing requires {first an appraisal of
the importance of the public policy objectives imvolved--which
cconomists have relatively little to say about; second, a cost-benefits
analysis which can ravely be precise but should at lcast consider
roughly what the direct and indirect costs are and what is being
achicved; ind thivd, an exanmunation and assessment of the alternative
approaches to attaming the sume policy goals. A Study of the Savings
and Loan Industry which was recently published considers at some
length che costs and benefits of the savings and loan industry with its
present asset-liability structure, the desivability of changing that
structure, and the comparative advantages of these changes to
alternative approaches to achieving the same objectives.’ The present
paper summarizes those parts of the Study which deal with these
1ssues.

Savings and loun associations have thc most specialized asset
stractwre of all the major groups of savings intermediaries and the
grcatest imbalance between the maturity structure of assets and
liabilities. They have been by far the single most important supplier
of mortgage credit for residential housing, especially for owned
homes. Their role in the cconomy has been to accumulate {unds
from individual savers and Lo makc thesec funds available [or
financing housing. Like all financial intermediaries, savings and loan
associations mediate between savers and investors, between the

lSmdy of the Sevings and Loon Industry, Vols -1V, Washington, D.C., G.P.O., 1970; sce
especially Invin Friend, “Summary and Recommendations,” and “Changes in the Asset and
Liabilicy Structure of the Savings and Loan Induswory,”
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ultimate suppliers of funds in our economy and those requiring funds
[or a specific investment purpose. As a consequence of various types
of economies of scale (at least as one goes from a small individual
saver to a large financial intermediary) and the much greater
potential for diversification of risk, the intermediary role played by
savings and loan associations, as well as by other f{inancial
nstitutions, would be expected to lower the cost of and increase the
effective demand for investment in housing and other forms of
durabic goods. The basic economic incentive to individual savers in
these associations is higher return for given risk (including short-term
liquidity as well as long-term insolvency risk) or lower risk for given
return.

The most important veason (or providing Government assistance
to savings and loun associations has been to encourage adequatce
housing and home ownership and, to alesser extent, thyift among the
lower and wmiddle income groups. ft is generally agreed by
commercial banking authoritics that the fact these needs were not
being met by the commercial banks was largely responsible for the
creation, favorvable regulatory treatiment, and growth of both savings
and loan associations and mutual savings banks. Savings and loan
assoclations have rveccived special help from the Govermment but
they have had to pay the price of a loss in flexibility, especially in
their investments but also in their liabilities.

It is not the purpose of this paper to assess either the wisdom of
expending public resources to aid housing and home ownership, or
the desivability of continuing this subsidy to the present array of
beneficiarics, instead of limiting it to disadvantaged groups only.?
The paper is concerned primarily with maximizing the usefulness of
savings and loan associations and of related financial institutional
arrangements for advancing the social objectives that they are
designed to serve. The lcvel of Governmenl assistance o the
associations, which is only a small part of the total subsidy (o
housing, is mainly taken as given, though the velative bencfits of this
type of assistance to housing are compared with other alternatives.
While the performance of the associations in the housing tnarkets
receives  particular attention, consideration is also given o the
industry’s performance in the savings markets.

2Most of the bencfits of cursent formg of direct and indircel housing subsidies flow (o the
lower middie, middle, and opper income classes rather thas to the poer. For an analysis of
tax bencfits, sce Richard Netzer, Mousing Tuxation and flousing Policy, ‘The Brookings
Institution, 1967.



112 HOUSING and MONETARY POLICY

Consequences of Monetfary Stringency

The 1966 crunch and subsequent developments highlighted the
vulnevability of the savings and loan associations and of the housing
markets to protracted periods of tight money. The problem 1is
particularly acute in view of the vast, growing nced for new housing.
A number of different approaches to reducing this valnerability ave
possible,

Onc obvious approach is to institute broad changes in the
fiscul-monctary mix, placing more emphasis on fiscal restraint in
periods of excessive overal) demand. The available evidence strongly
suggests that general monctary or eredit policy, which has
traditionally been considered (o alfect the economy in a reasonably
eventhanded fashion, is o a substantial extent a selective means of
credit control impinging in particular on bousing.

While the available data are not adequate [or assessing the costs of

the disruption in the housing and mortgage markets induced by

rciance on monetary stringency to curb general inflationary
pressures, it is clear that thesc costs to home purchasers and scllers,
to the building industry, and to mortgage lending institutions, are
not ncgligible. The costs to young familics and to disadvantaged
groups looking for homes nay be particularly large. In addition to
very rcal inconveniences to prospective purchasers and sellers, the
shift of idle resources obviously is naot complete or instantaneous,
and the operational efficiency of the construction industry may be
reduced significantly as a resuit of major unplunned [luctuations in
output. Moreover, the profit requirements of the savings and loan
associations as well as of the construction industries may be inflated
by these fluctuations in the volume of their business. For the savings
and loan industry, a prolonged period of mnflationary pressure
contained mainly by monetary policy and rising interest rates could
be disastrous.

Thus, in spite of the unsatisfactory nature of the available data for
appraising these costs of monetary policy, it seems reasonable to
assume that greater veliance should be pluced on fiscal policy for
counteracting cyclical excesses than has been the case in recent years.
This should make possible a more efficient allocation of resources
and a more equitable distribution of the cffects of restrant among
different groups in the population, as well as provide what could be
(apart from policy decision lags) a more certain and speedier overall
impact. Income taxation can be evenhanded in a way that monetary
policy cannot.

[
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Restrictive monetary policy, as presently conducted, is not really a
general, across-the-board deterrent to investment and consumption
demand. Morcover, it is selective in an arbitrary fashion since it is not
designed to dampen a type of demand which for some reason is
considered excessive or unhealthy. In fact, activity in the housing
industry may very well be curtailed by monetary stringency at a time
when that industry, unlike the economy as a whole, has substantial
excess capacity as well as farge unfilled demands. The greater impact
of monetary stringency on housing than on the rest of the cconomy
apparently is due mainly (0 a capital rationing effect, resulting from
deliciencies in curvent institutional arrangements for providing
moytgage credit; and probably also to an interest rate cffect,
reflecting a greater intevest clasticity ol housing demand than of
demand generally.

The most effective use of fiscal policy to avoid cyclical cxcesses
would require that the exccutive branch of the Government be
provided with the power to modify tax rates within limits and under
circumstances previously prescribed by Congress, so that differences
in optnion on thc nature of changes in tax rates and the conditions
under which they are to be mude cflective can be vesolved when the
passage of time is not critical. Even if this power is given--and theve is
no rcason to expect it will be in the near future--it might still be
necessary and would in any case be desivable 1o correct the
deficiencies in the cwrrent institutional arrangements for providing
mortgage credit. Similarly, if the interest rate spival is unested for
any other veasons, and interest rates stabilize or decline, causing the
position of the savings and loan industry and of the housing markets
to improve cven without changes in insticutional arrangements, such
changes would further improve industry performance and overall
economic efficiency.

Correction of Institutional Deficiencres

The different possible approaches for correcting these mstitutional
deficiencies Include (1) the introduction of greater flexibility into
association assct-liability structures (and those of other specialized
savings intevmediaries), and the provision of more adequate credit
facilities, so that the specialized intermediaries can compete
effectively for funds with the commeycial banks; (2) improvement in
the structure of morrgage markets to make home mortgages more
adequate capital market instvuments, permitting them to compete
movre effectively with open market securities, without either the
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payment of excessive interest differentials or the curtailment of
residential construction; and (3) maodiflication of the eurrent intevest
rate ccilings on savings accounts and mortgages. The desivability of
these changes is discussed in detail in various parts ol the Study of
the Savigs and Loun Industry and, to the extent they are relevant to
this puper, are summarized below,

An  analysis ol  economic efficiency and public policy
considerations points to the need for introducing greater [lexibility
into the assct-iability structure of savings and loan associations (and
other specialized savings intermediaries) to the extent that this can
be done without undermining housing policy objectives. However, a
complete  integration  of specialized  and  diversilied  deposit
intermediaries, which would maximize flexibility of what are now
the specialized savings institutions, is probably not desirable at this
time. This conclusion is based on the advantages ol having a
specialized woup of lenders to implement housing policy, the
cconomics of scale in mortgage lending, the diffusion of economic
power, the costs of rapid change, and the absence of significant
cvidence that overall elficiency in the financial system has bzen
mpaired by the dual system. A more promising approach scems to
be a judicious modification of the present asset-liability structure of
specialized intermediaries to alleviate the problems associated with
specialization; but this does not preclude further measures towards
integration of spccialized and diversified deposit intermediaries at
some later time.

The savings and loan associations, at least until the mid-1960%,
were (uite competitive in providing savings deposits as well as
mortgage credit for small- and medium-income groups and added
significantly to the mobility of savings and mortgage funds among
different regional markets. The " encouragement of housing via
incentives to the savings and loan industry does not seem Lo have
resulted in generally excessive investiment in housing even from an
cconomic  (totlally apart from a public policy) viewpoint. A
comparison ol both gross and net morlgage and other interest yields
over the postwar period us a whole does not indicate that the
channclling of funds into housing by specialized  savings
intermediaries had lowered mortgage rates below rates on most other
loans of comparable risk (even after allowance for diffevences in
transactions costs). Apparently the speaial assistance given housing
somply helped to offset the imperfections of the mortgage markets as
compared with the markets for securities or lor business loans.

CHANGING ASSET-LIABILITY STRUCTURE . .. FRIEND 115

Changes to Improve the Leconomic Performance
of Savings and Loan Associntions

From the viewpoint of signilicanily improving the industry’s
overall cconamic performance without risking a scrious impact on
the housing market, the modification of the asset-liability structure
of savings and loan associations which seems most promising includes
additional flexibility in the areas of consumer credit, mortgages on
multilamily residences (including limited use of  equity
participations), Jonger term savings accounts, capital notes or
debentures, and a limited form of checking accounts.” If the level of
consumer (or other non-real estace) loans is limited to the 10 percent
ol assets now permitted wnder Federal tax laws, but not by most of
the supcrvisory authorities, no lurther tax concessions would be
involved. (This 10 percent himitation applics to corporate but not Lo
U.S. Government and agency oy municipal issucs.)

The gains to the savings and loan industry in profitability, in
liquidity, and in the ability to scrvice and attract customers are
belicved to compensate for the possibility ol some diversion of
resources from residential mortgages over the cycle-- cven apart from
competitive lmprovements in consumer credit markets, Additional
flexibility 1 mortgages on multifamily residences is justificd on the
grounds that, apart from allowances lor differences in risk, it is
difficult Lo rationalize any disevimination i favor of single-family
honses at the expense of the typically lower income inhabitants of
multifamily residences.? Still other types of flexibility that may be
desirable include the minimization of geographic restrictions on
mortgage lending. A move drastic change in the assct structure-more
extensive usc of variable rate mortgages-- might be required if
mflationary conditions worsen, but the serious problems associated
with this change suggest that it be reserved for use mainly as a last
resort agamst irvesponsible fiscal and monetavy policies.

On the liabilities side, more flexible powers to issue longer term
savings accounts and capital notes or debentures also seem to have
some potential for 1mproving the industry’s profitability and
liquidity, without any diversion of resources from residential

3 .
Steps to implement some of 1hese proposals have already been taken,

4Though the average income of inhabitants of multilamily residences is clearly lower than
for single-family homcs, a significant portion of new multifamily housing has been direcled
at the middie and upper incorae brackets.
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mortgages, but this potential seems more limited than earlier studies
have suggested. More important, the grant to the associations (and
other specialized savings intermediaries) of lmited powers to issue
demand deposits or checking accounts should, without perceptible
social cost, greatly reduce a substuntial comparative disadvantage
from which thesc institutions now suffer. Such powers would
significantly increase competition [or deposits, to the benefit of the
specialized  savings  intermediaries, the housing markets, and
depositors generally, The issuance of demand deposits by savings and
loan assuciations would, ol course, be limited by their asset
composition and would require a new set of reserve requirements.

Two rvelated objections that might be raised to some of these
proposed changes in the associations’ assct-liability structure arve,
fivst, that they would yase total costs to the Governmient (in view of
the favorable tax treatment of income received by specialized savings
intermediaries) which have been estimated to be already somewhat
over §100 million a year; “and, sccond, from the viewpoint of equity
among competing institutions, these changes would alter the relative
benefits provided by the Government (o the associations and
commaercial banks. However, no additional tax or other subsidies arc
implied by the proposed changes in the associations’ asset-liability
structuve, though higher profitability of the industry would ibvolve
larger tax benefits as well as higher taxes.

Morcover, it is likely that commercial banks have been a greater
beneficiary of Goverament poliey thun savings und loan associations
as a result of their abilty to provide checking accounts for their
customers, the proscriplion of interest payments on such accounts,
the significantly lower cost of time and savings deposits 1o them than
o the associations (perhaps on the order of one-half of one percent)
as a vesult of the convenience of one-stop banking, and the
limitations placed on the entry of competitors. Commercial banks
also reccive other benefits from the Govermment, including a more
favorable tax (reatment than is accorded to nonfinancial
corporations, though not so favorable as the tax treatment exiended

5"I‘hc U.S. Treasury Department arrives ul a substantially larger cstimate of revenue loss

on the assumption that only actual rather than potential estimated bad debts shonld be
allowed as deductions from income. ((LS. Treasury Department, 7ax Reform Studics and
Proposals, Part 3, pp. 458ff., 91st Congress, 1st Scssion, U,S. Government Printing Office,
Washingion, D.C., 1969.) The tax advantage (o (he savings amd loan industry has been
sharply reduced in (he past yew, bul other (orms of Government assistance have been
increased.
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to the associations, Finally, il the proposed asset-liability changes are
put into cffect and substantially increase the profitability and hence
the (ax benefits (o the savings and loan industry, their tax (reatment
might well be rveconsidered if at any time the costs to the
Government of the tax incentives given these instilutions seeins
excessive from the viewpoint of benefits veceived.

Most Efficient Method of Stimulating Housing: Avalubility of Credit

A more fundamental objection that might be raised to these
changes in the asset-liability structure ol savings and loan associations
is that perhaps their most basic objective--the stimulation of
housing-might be achicved more cfficiently by other means. This is
morc an objection Lo any support of savings and loan financing ol
housing than to the specific changes proposed. The essential question
here is what is gained by continuing to give incentives to speciatized
institutions which must devote the bulk of their rcsources to
providing home financing credit as against other policy alternatives.

In view ol the high sensitivity ol housing to the terms and,
especially, to the availability ol external credit, providing borrowers
with mortgage moncy on [favorable (or restrictive) Lerms is Jikely to
be a particularly efficient way of stimulating (or depressing)
residential construction. Both the 1966 expevience and econometric
analysis for thc postwar period point to the importance of the
availability of credit as distingwished from the terms ol cvedit, on the
effective demand for housing, with a major impact on housing of any
substantial shift of savings from the specialized savings intermediaries
to the commercial banks. However, il is at least theoretically possible
that grcater availability of housing credit might be provided more
expeditiously cither by extending favorable tax treatment or other
divect Government assistance to any holder of a mortgage and not
only to a speciabized intermediary, or by changing the mortgage
instrument itsclf so that it is 2 more effective substitute [or sccurities
traded in the capital markets.®

The main justilication for directing any subsidy to a specilic
intermediary rather than to all mortgage Jenders is the belief that this
provides grcater control over the successful Implementation of
housing policy than leaving the investment decision in the hands of a
diversilied lender (though, even with specialized intermediaries, the

6As noted carlier, @ more rational monciary-fiscal mix would also help, but this mix will

be determined in large part by consideratians outside the field of housing,
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past effectiveness of housing policy leaves much to be desired).
Another argument that might be adduced in favor «?f concentrating
on a particular intermediary would be the economic advantages of
specialization and economies of scale. A final argument against
extending tax or other direct subsidies to all mortgage l.€)1del'5 1s that
we arc not starting from scratch, and with the uncertain benefits of
this change it is probably undesirable to extend further the ares of
housing subsidies, except for speoalized programs con fined to low
income families.

Changes in the Mortgage Market

Changes in the mortgage instrument and related changes in the
mortgage market appear 1o offer more promise as a mechanism for
improving the availability of housing credit. To the extent that
{ransactions costs on mortgages, including the costs of risk appraisal,
can be reduced and marketability increased, pension [unds, insurance
companics and commercial banks would be morc.wi]li_ng to deal in
residential mortgages without requiving cxcessive Interest rate
differentials, and the need for special reatment of savings and loan
associations (or other specialized savings intermediaries) would be
lessened. However, while methods for improving the mortgage
market are examined in the Study of the Savings and Loan Industry
and several promising proposals ave discussed there, it appears l%mt,
at least for the foresceable future, the specialized savings
intermediaries will continue to perform a useful function in
implementing housing policy.

The existence of such intermediaries may provide better control
over the implementation of housing policy than leaving t‘he
investment decision in the hands of diversified lenders even ywth
improved mortgage markets. Moreover, it would probably require a
100 percent guarantee by the Government ol morigage payments as
they become duc to climinate a large part of tl_)e ztclAv‘anlagc
specialized savings intermcdiavies now have mn their ability ta
appraise motigage sk cconomically; and it is doubtfu} that _such a
guarantee would or should be extended Lo all groups in the
population regardless of risk and cost.” Tinally, the viability of the

7Howc:ven the plan for a 100 percent guarantee of morigage payynents developed by Jack
M. Guitentag in onc of The papers in the Study of the Savings and Loan Industry scems like
a relatively attractive form of Government subsidy to housing, especially for disadvantaged
groups in the population.
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specialized savings intermediaries is important not only in view of
their potential for (acilitating housing policy but also 1o make
optimum use of available facilities for providing desived services to
depositors. Thus, it appears that the proposed additional flexibility
in the assct-liability mix of savings and loan associations s desivable
totally apart from any other likely changes in mortgage markets.

Sonme Further Observations

[t may be helpful 1o make three further comments on the subjects
covered by this paper. Fust, many economists would consider that
the simplest solution to the financing problems of the savings and
loan and housing industries--and  of specialized  intermediaries
generally--would be to climinate interest rate ceilings both on savings
accounts and on mortgages and to make iortgages morc marketable.
Eliminating the ceilings on savings accounts would allow the
associutions to compete lor funds at all times at che market vates,
while climinating ceilings on mortgage rates would permit the
associations to obtain sulficient income from mortgages to usc
profitably the funds they raise. Making mortgages more marketable
would protecl the associations against liquidity crises.

While these arguments have merit, it 1s easy to overstate the extent
to which this prescription of climinating ceilings and improving
mortgage markets would help the savings and loan and housing
industrics. Thus, higher interest rates on savings accounts have to be
puid on many of the old accounts as well as on the new accounts so
that under the present structure of assets and liabilities it may be
unprofitable for the associations to raise mterest rates signiflicantly in
periods of grecat money tightness. Morcover, making mortgages
substantially more marketable seems to be cxtvemely difftcult
without the use of (and problems associated with) Government
guarantces. Changes in interest rvate vestrictions and in mortgage
market arrangements ave desirable and are recommended i the
Study of the Savings and Loan Industry, but they do not secm (o
affect seriously the desivability of changes mn the asset-liability mix.

Second, it might be noted that mutual savings banks have much
more in common with savings and loan associations than either have
with commercial banks. Thercfore the arguments against the
integration of all deposit intermediaries o a single system do not
necessarily apply to the integration ol savings and loan associations
and mutual savings banks. The bill to establish a new system of
Federul wutual  savings associations, proposecd by the last
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Administration, is a step toward such integration, at least in the long
run. But the bill also represents an attempt to enhance competition
among savings intermediaries by extending the present ncsw.o.rk of
mutual savings banks countrywide, and' to cnbzmce the flexibility of
savings intermediaries by expanding their lending powers. ‘

Ultimately. it may be desivable to have an mtcgmtgd system of
deposit intermediaries under a single regulatory .au_tlwrlty, with the
asset-liability structwre of the member associations .dcternnncd
within broad regulatory limits by the individual association but with
the details of regulation and any Government assistance dependent
on the assctliability structure adopted. However, that time scems far
off. o

Finally, it should bc stressed that while the Scuud-‘y of the ..Savmgs
and Loan Industry does consider the cost-bcpcllt issues wlnc.'h are
basic to any evaluation of the desirability of dilferent changes in our
financial structure, the analysis is limited by the state of arts. Neither
the analysis carvied out by the Study uor o}thcr available wfork
provides definitive answers to a numbt?r gf important quesn‘ons
relating Lo the effects of various msntu'ngnul and max ket_
arrangements on economic cfficiency or of different Govexnment
subsidies on housing and other demands. Much more work 1s
required and should be carried out in these arcas.

Structural Reform
with the
Variable Rate Mortgage

PAUL S. ANDERSON and ROBERT W, EISENMENGER

The disadvantages of interest rate ceilings on savings and small
time deposits have already been outlined at this conference. In this
paper we discuss a long-run plan and several shorter-run plans lor
eliminating these ceilings.

We conclude that the shorter-rum plans arc cither unworkable or
politically impossible. Even our longer-run plan, introducing vari-
ability in mortgage rates, entails many practical problems. These are
so difficult that it is unlikely that rate variability will be widely
adopted unless it is supported and actively promoted by financial
institutions, their trade associztions, and the Federal Government.
We favor such support. Variable-rate mortgages would help
low-income savers, bolster dhrift insticutions, and permit the climina-
tton ol Regulation Q as it applics (o savings and small (ime deposits,

The Present Sttuation

The current problem of thrift institutions is olten blamed on
“borrowing short and lending long.” However, if thesc institutions
were using predominantly varisble-rate morigages, they would not
nced to match the maturity of their assets with the maturity of their
liabilities.! The principal cwrvent problem of thyilt institutions is
their low yield on assets and consequently their inability to compete
with commercial banks in [ree and open competition. In our
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