
New Investment Powers for S&Ls: 
Diversification or Specialization? 

Fears that S&Ls will overextend themselves 
in offering new services and prices seem 
unfounded. While the new powers may be 
important to S&Ls' long-term viability, basic 
management expertise is likely to be the 

real key for all financial institutions. 

Will the broader powers granted to savings and 
loan associations in 1980 and 1982 be the 
answer to S&Ls' recent earnings problems? Or 
will those new powers entice S&L managers to 
rush into unfamiliar territory too soon? Is diversi-
fication necessarily an advantage for any financial 
institution? Or might there be good reasons to 
remain specialized? As deregulation broadens 
the powers of more and more financial institutions, 
research on how financial institutions behave in 
such situations takes on important implications. 

As far back as the 1971 Hunt Commission 
Report and its successor, the FINE study, financial 
experts have argued persuasively that the long-
run viability of S&Ls hinged on their ability to 
expand their powers. They saw diversification on 
the asset side of the balance sheet as the key to 
unlocking restrictions on deposit rate ceilings 
and to bringing severe imbalances under control. 

Despite this foresight, however, it was not until 
passage of the Depository Institutions Deregula-
tion and Monetary Control Act of 1980 (DI DMCA) 
that a significant break occurred. This act expanded 
the array of services S&Ls could provide to 
consumers and provided for the phase-out of 
deposit rate ceilings by 1986. Unfortunately for 
many S&Ls, however, the damage caused by 
inflation and high interest rates, binding rate 
ceilings and limited asset portfolio flexibility 
already had created a crisis for the industry—a 
crisis that could be resolved at reasonable cost 
only through a drop in interest rates. 

In this atmosphere it was widely recognized 
that even further portfolio diversification permit-
ting S&Ls to provide services to commercial 
entities, while necessary to deal with thrifts long-
run problems, was unlikely to offer much im-
mediate help to those with severely eroded net 
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worth and large earnings losses. Nevertheless, 
significant portfolio diversification proved to be 
a prominent feature of Congress's response to 
the thrift crisis in the compromise Garn-St Germain 
Depository Institutions Act of 1982. 

Interestingly, however, what initially appeared 
to be an inadequate response to the thrift 
problem may take on a different light if interest 
rates remain at the lower levels prevailing recently. 
If interest rates remain low, then the short-run 
earnings pressure on thrifts should abate, enabling 
them once again to show positive earnings. If this 
happens, the strategic question facing S&Ls is 
how to adapt to liberalized asset and liability 
powers, including the newly authorized accounts 
designed to let them compete with money 
market mutual funds. More specifically, the ques-
tion for an S& L is whether to become completely 
diversified like a commercial bank or to remain a 
specialized mortgage lender. 

This article will review the performance of 
state-chartered thrifts with broadened asset and 
liability powers and will discuss recent research 
on the performance of a sample of commercial 
banks that chose to specialize in real estate 
lending The study suggests that fears that S& Ls will 
rush out and overextend themselves in offering 
new services and in their pricing policies seem 
unfounded. More importantly, it implies that 
S&Ls can continue to be profitable without 
becoming indist inguishable from commercial 
banks. As for the real estate-oriented commercial 
banks, the evidence suggests that their profit 
performance is associated with the more favorable 
costs of funds rather than with their ability to 
diversify. The article concludes with some ob-
servations on how S& Ls might take advantage of 
their broader powers. 

Recent Legislative Changes 

Under DIDMCA, federal S& Ls received author-
ity in 1980 to offer transaction accounts to 
individuals in the form of N O W accounts (Table 
1). The 1982 Garn-St Germain Act granted federal 
S&Ls the authority to offer demand deposits not 
only to individuals but also, for the first time, to 
corporations in connection with loan arrange-
ments. S&Ls also were permitted to provide 
N O W accounts to governmental units. 

Under the 1980 act, asset diversification was 
limited both in terms of the range of permissible 
investments and also by the impositions of 

quantitative limits. For example, commercial real 
estate lending was restricted to 20 percent of 
assets, as were the combined aggregate holdings 
of consumer loans, commercial paper and debt 
securities. (Many forms of consumer credit 
authorized by the 1980 act were not subject to 
quantitative limits. These included credit card 
debt and overdraft and line of credit incident to 
N O W accounts. Other forms of consumer credit, 
such as home improvement loans, also were free 
from the 30 percent limitation.)1 

The 1982 act relaxed the quantitative restric-
tions from 20 percent to40 percent and broadened 
the array of permissible investments to include 
t ime and savings deposits of other associations, 
and, most importantly, commercial loans. This 
latter provision, together with the granting of 
commercial demand deposit powers (in con-
nection with loan relationships), permits S&Ls to 
expand for the first t ime into the corporate 
segment of the financial service industry. It thus 
adds a whole new dimension to S& L diversification 
strategy. However, the 1982 act restricts cor-
porate lending to 5 percent of S&L assets unti l 
1983 and to 10 percent thereafter. 

Most importantly, however, neither the 1980 
Dl DMCA nor the 1982 Garn-St Germain legislation 
comes to grips directly with a most important 
disincentive to S&L diversification. That is the 
provision in federal tax laws allowing S& Ls to add 
up to 40 percent of taxable income to bad debt 
reserves tax free if up to82 percentof theirassets 
are held in qualifying form.2 Wi th over two-thirds 
of S& Ls experiencing losses, this feature has been 
unimportant recently. However, should S&Ls 
return to a positive earning position, the net pre-
tax return on non-qualifying assets would have to 
be more than 52 percent greater than on qualifying 
assets before an S&L wou ld be encouraged 
to diversify from real estate lending (i.e maintain-
ing qualifying assets at 82 percent) into other, 
non-qualifying assets.3 Clearly, such differentials 
have been rare (at least for acceptable risks) and 
become even less likely if interest rates should 
continue to fall and then stabilize at lower levels. 

' I am indeb ted to Marsha l l Kaplan for po in t ing out several misinterpre-
ta t ions of the 1980 and 1982 ac ts in an earl ier draft of this paper. Gi l l ian 
Garc ia a lso po in ted out s o m e of t h e s e s a m e p r o b l e m s 

2 T h e 4 0 percent deduc t i on is reduced by 3 / 4 of a pe rcen tage point for each 
percen tage point that qua l i f y ing assets fall be low 82 percent for S&Ls (72 
pe rcen t for MSBs). No deduc t i on is permi t ted be low 6 0 p e r c e n t 

3Treasury Depar tmen t (1980). The repor t notes t h a t d e p e n d i n g u p o n costs 
and market condi t ions, g ross re turns may need to be on ly 5 pe rcen t greater 
to gene ra te a net re turn 52 percent greater. The requi red return, however, 
inc reases for each percen tage point qual i f ied assets fall b e l o w 8 2 pe rcen t 
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Table 1. Changes in S&L Assets and Liability Powers Resulting from Recent Legislative Actions 

Liability Powers 

1. Nationwide NOW Accounts for 
a individuals and not-for-profit organizations 
b. governmental units 

2. Federal S&Ls may offer demand deposits to persons or organizations 
that have established a "business corporate, commercial or agricul-
tural loan relationship with the association" 

3. Authorizes new accounts to compete with money market mutal funds 

Garn-St Germain (11 /15/82) indicated that effective 12/14/82 
one account would have a $2500 minimum balance, no interest 
rate ceiling, an option to guarantee a fixed rate for one month, 
limited check writing facil i t ies and deposit insurance. 

A second account was authorized effective 1 /5 /83 identical to 
the 12/14/82 account but with unlimited transaction facil i t ies 
The account was subject to the reserve requirements on 
transaction accounts 

4. Authorizes establishment of Remote Service Units 

Asset Powers 

1. Expands 20% limit of DIDMCA to 40% of assets that may be invested 
in commercia l real estate loans 

2. Up to 20% limit of assets may be invested in combination of 
commercial paper debt securities, and consumer loans 

3. Expands limit in DIDMCA on consumer loans (including inventory 
and floor plan loans) from 20% to 30% of assets 

4. May issue credit cards 

5. May offer overdraft loans on any transaction account 

6. Permits investment in time and savings deposits of other associations 

7. Limited investment in state and local obligations of any one issuer to 
10% of associations's capital and surplus Total investment in general 
obligations is not limited. 

8. May make commercial loans up to 5% of assets until December 31, 
1983 and up to 10% thereafter. May be direct loans or participations 

9. May invest in tangible personal property up to 10% of assets 

10. May make educational loans up to 5% of assets 

11. May make loans to Small Business Investment Corporations up to 
1 % of assets 

DIDMCA-1980 
Garn-St Germain 1982 

Garn-St Germain 1982 

Garn-St Germain 1982 

DIDMCA-1 980 

Garn-St Germain 1982 

DIDMCA-1980 

Garn-St Germain 1980 

DIDMCA-1980 

Garn-St Germain 1982 

Garn-St Germain 1982 

Garn-St Germain 1982 

Garn-St Germain 1982 

Garn-St Germain 1982 

Garn-St Germain 1982 

Garn-St Germain 1982 

It also should be noted that the 1982 act 
reflects what is undoubtedly Congress's fear 
that, if all restrictions and incentives were 
removed for S&Ls, they would diversify from 
being specialized housing lenders and would 

become essentially indistinguishable from com-
mercial banks. This fear is revealed in DI DMCA's 
provisions that (1) limit interstate branching 
activities by S&Ls that diversify to the point they 
no longer meet the 1RS qualifying test and (2) 
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T a b l e 2 . S h a r e o f C o m m e r c i a l L o a n s 
a t M a i n e C o m m e r c i a l B a n k s a n d 
M u t u a l S a v i n g s B a n k s 

M S B ' s C B ' s 
<r 

Y e a r 
a> 

( M i l l i o n s ) P e r c e n t ( M i l l i o n s ) P e r c e n t 

J u n e 1 9 7 5 3 . 7 .9 4 1 4 . 7 9 9 . 1 
D e c . 1 9 7 5 4 . 7 1 .1 4 0 9 . 5 9 8 . 9 
J u n e 1 9 7 6 5 .1 1 .2 4 2 1 . 5 9 8 . 8 
D e c . 1 9 7 6 5 . 6 1 .3 4 4 0 . 3 9 8 . 7 
J u n e 1 9 7 7 6 . 4 1 .3 5 0 3 . 8 9 8 . 7 
D e c . 1 9 7 7 9 . 6 1 . 9 5 1 0 . 7 9 8 . 1 

Source: McCa l l and Pete rson (1980), Tab le 5 

subject single S&L holding companies to the 
more stringent restrictions applicable to multi-
S&L holding companies if their S&L subsidiaries 
fail to meet that tesL 

Despite the limitations contained in the 1980 
and 1982 acts and Congress's failure to address 
needed tax-law modifications that would allow 
S&Ls to exploit fully the benefits of asset and 
liability diversification, the question remains: will 
S&Ls take advantage of their new powers and, if 
so, how fast?4 More important is the question of 
whether, if the tax obstacle and other disincentives 
to diversification were removed, S&Ls would be 
better off becoming full-service competitors to 
commercial banks or to remain specialized 
mortgage lenders. The next two sections wil l 
explore these issues. 

Use of New Powers 

One argument against granting S&Ls new 
powers is that their lack of expertise, especially 
in the commercial lending area, might lead to too 
rapid an expansion, over-extensions and unduly 
risky loans. Unanticipated increases in costs and 
potentially large losses would only exacerbate 
thrift earnings problem further. Four recent 
studies—by McCall and Peterson (1980), Dunham 
(1982), Baker (1982), and Crockett and King 
(1982)—all suggest these fears may be exag-
gerated. Left to their own devices, thrift managers 
do not seem to have this self-destruct tendency. 
Rather, they appear to have pursued a moderate 
approach in adjusting to newly authorized powers, 
especially on the asset side of the balance sheet 

" O n e of the d i f f icu l t ies is that t h e bank ing commi t t ees in Congress don' t 
have the au thor i t y to ini t iate tax leg is la t ion Thus, the Ways and M e a n s 
C o m m i t t e e in the House, for example, w o u l d have to b e e d u c a t e d to the 
n e e d for th is tax law change. 

McCall and Peterson (1980) attempted to 
assess DIDMCA's likely impact on federally 
chartered thrifts by tracking the experience of 
state-chartered mutual savings banks (MSBs) 
and S&Ls in Maine that had been granted 
extended powers in 1975 when state banking 
statutes were revised significantly. State-chartered 
S&Ls and MSBs were granted a wide array of 
powers, including the authority to offer personal 
checking accounts, credit cards and consumer 
loans. In addition, Maine thrifts were authorized 
to make commercial loans up to 10 percent or 
more of assets if authorized by the state's 
superintendent of banking.5 

It appears that Maine MSBs and S&Ls did not 
overreach themselves or expand too rapidly into 
areas where they lacked expertise. In particular, 
while they sought to take advantage of many of 
their new powers, most did not move into the 
credit card area nor did they offer overdraft lines 
of credit. On the liability side, while they moved 
quickly to offer N O W accounts, most were 
relatively cautious initially in offering either 
telephone transfer services or IRA accounts. This 
was also the case for MSBs making use of their 
commercial loan powers. MSBs made only $3.7 
million in commercial loans in 1975, less than .5 
percent of all MSB loans (Table 2). MSBs 
accounted for less than 1 percent of the 
commercial loans made by MSBs and commercial 
banks combined. By year end 1977, MSBs had 
increased their commercial loans to $9.6 million. 
But this still amounted to less than 2 percent of 
the commercial loans made by MSBs and 
commercial banks combined and less than 3/4 
of 1 percent of all MSB loans. Undoubtedly, the 
inability to offer corporate checking accounts 
probably hindered Maine MSBs in making 
commercial loans. But the fact remains that the 
MSBs did not rush to offer below-market rates 
nor did they increase their portfol ios via 
participation. 

MSBs and S&Ls did move more aggressively 
than commercial banks in pricing and in advertising 
and other nonprice forms of competit ion for the 
new services that they offered. The exception 
was in the area of N O W accounts, where MSBs 
and commercial banks adopted similar pricing 
schedules but S&Ls were more aggressive in their 
pricing. 

5 These powers w e r e broader t han t h o s e g iven to S&Ls under the 1 9 8 0 Ac t 
I n f ac t the powers g ran ted to federa l MSBs by t h e 1 9 8 0 act are more similar 
to t h o s e g r a n t e d federa l S&Ls unde r t h e 1982 a c t 
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T a b l e 3 . A v e r a g e M a r k e t P o r t f o l i o C o m p o s i t i o n fo r M S B ' s a s of D e c e m b e r 1 9 8 0 
% of A s s e t s 

N u m b e r T ime and 
of Demand Savings NOW Total Residential Commercial Commercial Loans To Total 

STATE Markets Deposits Deposits Accounts Deposits Mortgages Mortgages Loans Individuals Loans 
Massachusetts 13 .03 98.02 4.37 98.16 51.8 6.32 .15 4.5 64.6 
Connecticut 6 1.11 96.40 .62 97.72 58.7 7.25 .63 5.7 74.0 
Maine 8 .88 96.19 2.53 97.26 54.7 7.74 .44 7.1 70.9 
New Hampshire 13 .13 96.87 4.64 97.11 55.6 8.69 .84 8.6 76.1 
Vermont 9 1.41 92.98 .73 94.80 47.1 7.25 1.73 6.4 59.4 
Rhode Island 2 .03 97.45 .35 97.75 57.8 7.40 1.50 4.9 73.6 
Aggregate of all .40 96.4 3.2 97.1 54.7 8.2 .6 5.5 70.8 
New England 
MSB's 

Source: D u n h a m (1982) Table 2 Append i x 

McCall and Peterson concluded that thrifts 
would respond to the 1980 legislation rapidly to 
take advantage of many newly authorized asset 
and liability powers, especially to provide services 
to consumers. If their evidence from Maine 
provides a useful guide, there is not likely to be a 
safety and soundness problem or radical shift in 
relative market shares of total deposits. 

A more recent study of New England mutual 
savings banks by Dunham (1982) helps shed 
some light on how likely thrifts might be to 
exploit new powers. Dunham presents relative 
market shares and aggregate asset and liability 
compositions for MSBs in 51 New England 
metropolitan markets as of December 1980, 
several months after DIDMCA went into effect. 
Dunham's findings tended to reaffirm the general 
conclusions of McCall and Peterson. Mutual 
savings banks did take advantage of their new 
liability powers, but demand deposits and N O W 
accounts still accounted for only a small proportion 
of their liabilities (.4 percent and 3.2 percent, 
respectively as shown in Table 3). In only four of 
the 51 markets investigated did demand deposits 
account for more than 2 percent of MSB liabilities, 
and in only one market did N O W accounts 
exceed 7 percent6 In fact, New England com-
mercial banks on average had a higher proportion 
of N O W accounts (5.9 percent) than did MSBs 
(3.2 percent). 

On the asset side, MSB commercial loans 
represented less than 1 percent of assets in 
1980, and loans to individuals still accounted for 

6This was in Massachuse t t s w h e r e M S B s have o f fe red N O W accoun ts for 
several y e a r s Interest ingly, in n o n e of the New Hampsh i re markets, w h e r e 
NOW accoun ts began in 1972, d id they exceed 7 percent of M S B l iab i l i t ies 

only 5.5 percent. In only four of the 51 markets 
did commercial loans exceed 2 percent of 
assets. There were, however, five markets in 
which loans to individuals exceeded 10 percent 
of assets. 

The third and more relevant study of S&Ls' use 
of new powers is that of Baker (1982). Baker 
examines state-chartered S&Ls in Florida that 
have operated since July 1, 1980 under a 
liberalized statute permitt ing them many of the 
powers contained in the Gam-St Germain Ac t 
Most important are provisions enabling state-
chartered S&Ls to offer transaction accounts to 
corporations (non-interest bearing N O W ac-
counts), to make secured and unsecured loans 
for any purpose including commercial loans and 
to invest in obligations of state and local 
government provided at least 60 percent of 
assets (not including l iquid assets) are invested 
in loans related to real estate. Again, the results 
suggest that S&Ls were cautious in taking advan-
tage of their new powers. Baker indicates that 
the portfolio compositions of state and federal 
S&Ls differed only slightly. For example, as of 
June 1981, state S&Ls had 3.15 percent of their 
assets in non-liquid investments, compared with 
1.33 percent for federal institutions. State S&Ls 
also had 2.53 percent of their assets in consumer 
loans, compared with 1.62 percent for federals. 
Lastly state S&Ls had only 0.7 percent of their 
assets in loans to businesses (as compared to 
0.03 percent for federals). On the liability side, 
state S&Ls had only .1 percent of their deposits in 
non-interest bearing NOWs (NINOWs), pre-
sumably to corporations. 

Clearly, high interest rates and poor earnings 
performance in 1980-81, restrictions (in certain 
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states) on making commercial loans and taking 
commercial deposits, and tax disincentives all 
impacted thrift institutions' ability to exploit new 
powers granted by various states. Newly chartered 
S&Ls, however, were not burdened by low-
yielding mortgage portfolios. Hence, they were 
not as l imited by earning difficulties in what they 
might do as were the more established firms. 

Baker, in his Florida study, isolated S&Ls 
chartered since 1979 to examine whether they 
utilized their powers differently than established 
firms. The portfolio comparisons suggest that the 
key differences were in liquidity and in the 
proportion of assets held as loans. New S&Ls had 
only 44.97 percent of their assets in loans 
compared with 83.98 percent for more estab-
lished state-chartered S&Ls. These newer S&Ls 
made a smaller proportion of consumer loans 
than did the older firms and held a slightly higher 
proportion of assets in non-liquid investments. 
They continued, however, to hold loan portfolios 
heavily concentrated in mortgages. Newer S&Ls 
held 95.6 percent of their loans in mortgages, 
compared with 96.2 percent for older S&Ls. The 
principal area of diversification was into liquid 
investments (obviously of shorter maturity than 
mortgages) rather than into other permissible 
types of loans or investments. Liquid assets at 
these new S&Ls were significantly higher at 37.3 
percent of assets, compared with 6.5 percent for 
more mature S&Ls. 

Most interesting is the earnings performance 
of these new Florida S&Ls. In 1981 they actually 
showed a positive net income as a percent of 
assets of .29 percent compared with only .02 
percent for older state-chartered S&Ls and a net 
loss (.09 percent) for federal S&Ls in the state. 

It is unlikely that this earnings performance of 
new S&Ls was due to lower cost of funds 
resulting from their new power to offer non-
interest bearing deposit accounts; the proportions 
of deposits earning more than the passbook rate 
were fairly comparable for both new and estab-
lished S&Ls. New S&Ls had 78.33 percent of their 
deposits earning more than the passbook rate, 
compared with 79.24 percent for federal S&Ls 
and 80.41 for older state-chartered S&Ls. It is 
more likely that the higher proportions of shorter 

7 K o p c k e ( 1 9 8 1 ) Tables 1 and 3. Of course, th is d o e s not a l low for the imp l ied 
capi ta l loss due to deprec ia t ion in the market va lue of mor tgage por t fo l ios 

" K o p c k e (1981) c o m p a r e d the pe r fo rmance of Massachuse t t s M S B s w i th 
tha t of Cal i fornia S&Ls, wh ich he ld 83 percent of thei r asse ts in mor tgage 
loans and only 9 percent in secur i t ies and cash in 1 9 8 0 and 81 percent and 
8 percent dur ing the first half of 1981, respect ively. Cal i forn ia S&Ls 

58 

term, more liquid and interest-sensitive assets in 
the new S&Ls' portfolios contributed to their W 
somewhat better earnings performance. 

This inference is supported by fragmentary 
evidence on the performance of Massachusetts 
MSBs reported by Kopcke (1981). These institu-
tions also held a lower proportion of mortgages 1 
as a proportion of assets (66 percent) and a 
higher proportion of securities and cash (26 
percent) than S&Ls, and these MSBs reported a 
.17 percent return on assets in 1980 and .14 
percent in the first half of 19817P 

Finally, Crockett and King studied the perform- i 
ance of state-chartered stock and mutual S&Ls in % 
Texas that had been permitted broader asset | 
powers. These powers exceed those given ^ 
federal S&Ls in the Garn-St Germain Act and 
include (1) a wide range of consumer lending 
powers such as automobile loans and credit 
cards, (2) commercial lending and (3) real estate 
development. > 

Like thrift institutions studied elsewhere, 
these S&Ls have made very little use of their 
powers to date. Over 77 percent of the assets of 
state-chartered institutions (93 percent of loans) 
and over 80 percent of the assets for mutual S& Ls 
(92 percent of loans) remain in mortgages. Only 
about 3 percent of the state S&Ls' assets and 2.6 
percent of mutuals' assets were in loans to 
consumers and an insignificant amount was in 
commercial loans (less than .25 percent).9 

Unlike the new Florida S&Ls studied by Baker, 
the Texas S&Ls held only a small proportion of 
assets in liquid form; less than 10 percent of the 
assets of state S&Ls and 9 percent for mutuals 
were in cash and investment accounts. 

Because Texas S&Ls have made little use of | 
their broadened powers, Crockett and King J 
(1982) conclude that these new assets have had 
little impact on profitability. Net income to ; 
assets was slightly higher for state institutions 
than for federals over the 1977-81 period 
examined, but all returns were usually within 
one basis point of each other. Moreover, losses 
were reported for all three categories of S&Ls in 
1981, whereas Baker reported slight positive 
earnings for state-chartered Florida S&Ls. 

re tu rned .29 percent on asse ts in 1 9 8 0 but lost .38 percent in the first half of 
1981. 

«Crocket t and King (1982) d o ind icate (see thei r Table 7) that the large 
inst i tu t ions t e n d e d to make greater use of e x p a n d e d asset powers than 
smal ler S & L s Abou t 25 percent of most S&Ls smal ler than $ 5 0 mill ion, for 
example, m a d e bus iness l oans 
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Unlike the other researchers, Crockett and 
King also attempted, using statistical cost regres-
sions, to make inferences about the new assets' 
potential contribution to overall profitability. In 
general, they conclude that the new assets have 
net yields in excess of those on conventional 
mortgages. They estimate that these pretax net 
yields are close to those in mortgage-backed 
securities, ranging between 12 and 16 percent 

Voluntary Specialization 
It is true that the analysis period of these 

studies was limited and that the S&Ls and 
mutuals examined did not, in some cases, have 
fully diversified powers. In Maine, for example, 
MSBs were able to make commercial loans but 
could not accept commercial demand deposits. 
Their inability to offer a package of deposit and 
loan services to business would significantly 
hamper the thrifts' competitiveness. Moreover, 
federal tax laws provided potential penalties for 
asset diversification below levels where they 
would meet IRS qualifying tests.10 Lastly, over 
the period studied, relatively high consumer 
loan and other interest rates and two recessions 
probably dampened demand for credit and thus 
limited diversification opportunities for thrifts in 
non-mortgage areas. All of these factors make it 
difficult to inferences from past thrift experience 
about the benefits of portfolio diversification. 

A1982 study by Eisenbeis and Kwast, however, 
may offer a clearer indication of the possible 
benefits to S&Ls of continuing to specialize in 
mortgage lending as opposed to diversifying into 
full-service competitors to commercial banks. 
They examined the performance of 254 com-
mercial banks that voluntarily chose to specialize 
in mortgage and real estate lending over the 
1970s. These firms held at least 65 percent of 
their loans in real estate loans for at least seven of 
the ten years between 1970 and 1979. These 
real estate banks (REBs) were very similar to the 
population of commercial banks at large with 
respect to size, geographical distribution, and 
urban-rural distribution. Fewer REBs were located 
in unit banking states and fewer were affiliated 
with bank holding companies than were other 
commercial banks. In general, however, except 
for their portfolios, these REBs did not appear to 

' °The ev idence d o e s not sugges t that e i t h e r t h e tax laws o r t h e percen tage of 
asset rest r ic t ions were impor tant cons t ra in ts for most thr i f ts over the 
pe r i od 

Table 4 . Profitability Comparisons 
(Average Percent per Year) 
All sample institutions 

( D ( 2 ) 
Return on Assets1 Return on Equity2 

Year CB REB S&L CB REB S&L 

1971 .8 .9* .6 10.0 10.2 9.8 
1972 .8 .8* .7 9.8 10.0 11.1 
1973 .9+ 1.0* .7 10.9+ 11.7* 12.4 
1974 .9+ 1.0* .6 10.2+ 11.0* 9.4 
1975 .8 .8* .5 9.1 9.5* 7.9 
1976 .8+ .9* .6 10.2+ 11.3 11.2 
1977 .9+ 1.0* .7 10.7+ 11.9* 13.0 
1978 .9+ 1.0* .7 11.1 + 12.2* 13.4 
1979 1.0 1.1* .6 12.5 12.7 12.1 

' N e t i n c o m e de f ined as a f te r taxes, secur i t ies ga ins and losses, 
opera t ing expenses and ex t raord inary items. 

' E q u i t y de f i ned as net wor th . 
REB is real es ta te spec ia l i z ing bank. 
CB is s a m p l e of commer i ca l banks. 

+S ign i f i can t l y d i f fe rent f r om the REB m e a n at the 5 percent level. 

•S ign i f i can t ly d i f ferent f r om the S&L mean at the 5 percent level. 

Source: Tab le 1A f rom E isenbe is a n d Kwast (1982) . 

be atypical. The researchers felt that these 
banks' performance could serve as a reasonable 
proxy for how S&Ls with diversified powers 
might have performed over this same period; the 
authors also could compare the performance of 
these specialized real estate banks with that of 
regular commercial banks and wi th S&Ls as a 
whole. Thus, the comparisons permitted a more 
reliable test of the potential benefits of expanding 
thrift asset and liability powers. 

That study's results are relevant to whether 
thrifts might be better off diversifying broadly or 
sticking to areas where they have developed 
special expertise. For example, as is shown in 
Table 4, in each of the 10 years Eisenbeis and 
Kwast studied, the REBs' net return on assets 
equaled or exceeded the control sample of 
commercial banks,11 and REB returns exceeded 
that of S& Ls by 30 basis points (or by an average 
of 50 percent).12 Thus, it appears that the REBs' 
decision to specialize in real estate lending over 
the period was both rational and profitable. 

" R E B net i ncome to assets equa led that of the s a m p l e of commerc ia l banks 
in 1 9 7 5 and e x c e e d e d the rat io in t h e remain ing n ine y e a r s 

12 Return on equ i ty for the REBs e x c e e d e d tha t for the samp le of commerc ia l 
banks in all t en y e a r s 
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Table 5. Asset Composit ion Comparisons: All Sample Institutions 

Year 
Liquid Assets Other Assets Total Loans Consumer Loans 

Year CB REB S&L CB REB S&L CB REB S&L CB REB S&L 

1971 50.4 50.2* 12.0 2.1 + 1.6* 2.6 47.5 48.2* 85.7 13.8+ 8.3* 0.3 

1972 49.9 50.3* 10.7 2.1 + 1.6* 2.4 48.0 48.1* 87.7 14.0+ 8.2* 0.6 

1973 48.4 47.9* 9.7 2.4+ 1.7* 2.4 49.2 50.4* 88.7 14.5+ 8.3* 0.7 

1974 47.4 47.0* 9.8 2.8+ 1.8* 2.5 49.8 51.2* 88.4 14.2+ 8.0* 0.7 

1975 47.5 47.4* 10.6 3.1 + 1.9* 2.4 49.4 50.6* 87.5 14.4+ 8.0* 0.6 

1976 44.4 46.4* 10.4 3 .0+ 1.9* 2.3 52.6 51.6* 87.7 14.8+ 8.2* 0.6 

1977 42.9 44.4* 9.8 2.9+ 2.0* 2.2 54.2 53.7* 88.7 15.6+ 8.8* 0.6 

1978 40.9 40.8* 9.6 3.1 + 2.1 2.1 56.0 57.1* 88.8 16.4+ 9.7* 0.5 

1979 41.4 40.6* 9.8 3 .2+ 2.3 2.2 57.1 57.1* 88.6 15.6+ 9.9* 0.5 

+S ign i f i can t l y d i f fe rent f r om the R E B mean at t h e 5 percent level. 
'S ign i f i can t l y d i f fe rent f r om the S&L mean at t h e 5 pe rcen t level. 
Source : Tab le 4 A f rom E isenbe is and Kwast (1982) 

Interestingly, as Table 5 illustrates, this earnings 
performance was achieved with a portfolio balance 
of consumer loans, commercial loans and invest-
ments that lay within the limits permitted to 
federal S&Ls in 1982 under Garn-St Germain. For 
example, consumer loans of the REBs were less 
than 10 percent of assets, as were commercial 
and industrial loans, investments in state and 
local municipal securities and commercial real 
estate loans. 

Freed from the tax penalty for diversifying out 
of mortgages and other qualifying assets, the real 
estate banks held a significantly smaller proportion 
of assets in loans than did S&Ls— but not a 
significantly different proportion in either loans 
or l iquid assets than regular commercial banks. 
Real estate banks held an average of 4% times 
the proportion of l iquid assets as S&Ls over the 
study period and 60 percent of the loans. Interest-
ingly, the REBs' asset portfolio composition differed 
little from portfolios of the new state-chartered 
Florida S&Ls studied by Baker (1982). The new 
S&Ls held about the same proportion of l iquid 
assets and real estate loans as the REBs but a 
lower proportion of total loans to assets due to 
smaller relative holdings of consumer and"other" 
loans. 

While differences in asset portfolio composi-
tions probably help explain the REBs' earnings 
performance, S& L gross revenues as a percent of 
assets exceeded that of the REBs by an average 
of 11 percent and exceeded the sample of 
commercial banks by 7 percent This suggests 
that expenses may be more important than 
revenues in explaining relative profitability. 

60 

Examining operating expenses and the com-
ponents of expenses would provide some inter-
esting and useful information to S& Ls if they are 
to take advantage of their new powers fully and 
to operate profitably as either specialized or 
diversified lenders. For example, S&L total operating 
expenses as a proportion of revenues averaged 
about 8.4 percent higher than the REBs even 
though S&L interest expenses to revenues ex-
ceeded the REBs by an average of 39 percent 
S&Ls compensated for their higher interest ex-
penses with lower "other operating expenses" 
relative to revenues—averaging about 55 percent 
below the REBs—and with substantially lower 
provisions for loan losses. The REBs' ratio of total 
operating expenses to revenues also averaged 4 
percent lower than the commercial banks.13 

Given the lower proportion of transactions bal-
ances, REB interest expense averaged about 20 
percent higher than that of regular commercial 
banks. But this was more than offset by REBs' 
lower "other operating expenses," "other interest 
expense" and provisions for loan losses. Presum-
ably the operating cost savings and lower loan 
loss provisions reflect one cost advantage of 
specialization. 

Implications for S&L Diversification 
These studies detailing how thrifts have used 

their new powers and the performance of diversi-
fied versus specialized lenders hold several im-
portant implications for policy and for S& L strategy. 

, 3 Tota l opera t ing expenses as a pe rcen t of revenues for S&Ls also e x c e e d e d 
tha t of c o m m e r c i a l banks by an average of 4.5 p e r c e n t 

I 
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Table 5 . Con t inued 
Total Real 1 - 4 Family Land Other Real 

Other Loans Estate Loans Real Estate Loans Development Loans Estate Loans 

CB REB S&L CB REB S&L CB REB S&L CB REB S&L CB REB S&L 

19.9+ 6.6* 0.8 13 .7+ 33.3* 84.2 7 .9+ 23.4* 71.8 NA NA 0.2 5 .8+ 9.8* 12.2 

19.3+ 6.1* 0.8 14 .7+ 33.8* 85.6 8 . 4 + 23.8* 71.0 NA NA 0.2 6 . 2 + 10.0* 14.4 

19.6+ 5.9* 0.8 15.1 + 36.1* 86.4 8 . 5 + 25.6* 71.2 NA NA 0.3 6 . 6 + 10.6* 15.0 

20.0+ 5.9* 0.9 15 .6+ 37.3* 86.1 9 . 0 + 26.6* 70.6 NA NA 0.3 6 . 6 + 10.7* 15.2 

19.6+ 5.8* 0.9 15.3+ 36.9* 85.4 8 .9+ 26.4* 69.0 NA NA 0.3 6 . 4 + 10.4* 16.1 

20.8+ 6.0* 0.9 17 .0+ 37.5* 85.7 9 .4+ 26.2* 69.2 1.0 1.0* 0.3 6 . 6 + 10.2* 16.1 

20.7+ 6.0* 1.0 17 .9+ 38.8* 86.5 10.1 + 27.5* 70.1 1.2 1.3* 0.3 6 . 5 + 10.0* 16.1 

20.1 + 6.4* 1.0 19 .5+ 41.0* 86.8 11 .2+ 29.4* 70.8 1.5 1.5* 0.3 6 . 8 + 10.1* 15.7 

20.9+ 6.6* 1.5 18 .9+ 40.6* 86.1 11 .0+ 29.6* 70.4 1.5 1.3* 0.3 6 . 5 + 9.7* 15.3 

i 

f | 
1 

r 
t 
2 

| Like most studies, some of their implications are 
» comforting, while others are cause for concern. 

For example, fears that S&Ls wil l rush out and 
I over-extend themselves in offering new services 
I and in their pricing policies seem unfounded. In 

both New England and Florida, thrifts moved 
cautiously in offering new services, especially 
when diversifying outside their traditional areas 

y of expertise or into market segments they had 

1 not traditionally served. Moreover, no evidence 
has been offered to date that too rapid or too 
aggressive expansion has played an important 
role in causing thrift failures or in creating problem 
institutions. In fact, one might even criticize the 

N S&Ls for taking too little advantage of the oppor-
tunities available. 

To be sure, this past experience may not be 
I completely relevant since regulations constrained 
I the thrifts from becoming full-service suppliers 
> of services to commercial customers. In addition, 
I thrifts were in better financial condit ion over the 
' study period than they are presently. These 
* cautions are counterbalanced by the many disin-

centives that continue to impede rapid use of 
/ new thrift powers. For example, the tax disin-
i centives are still in place, and the expanded 

powers in the Garn-St Germain Act are available 
J only to federally chartered thrifts.14 More than 

half of the nation's S& Ls and all but a dozen or so 
3 mutual savings banks are state chartered. Thus, 
• thrifts must go through a conversion process or 

individual states wi l l have to change their 
i '4 Mere convers ion f rom S& L to sav ings bank status, moreover , w o u l d reduce 

the percentage of asse ts that must be he ld in qual i fy ing fo rm f rom 8 2 to 72 
l i percent Indeed many S&Ls are now beg inn ing to exp lo re t h e feasibi l i ty of 

such convers ions Baer (1983) a lso makes th is p o i n t 
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statutes—both of w h i c h take t ime—before most 
thrifts can avail themselves of the new powers. 
(It should be noted, however, that many states 
already have laws granting state institutions 
powers parallel to those of federal institutions, 
and conversion is an inexpensive process.) 
Finally, the S&Ls' lack of expertise plus the costs 
of starting up new financial service activities 
should serve as short-run constraints to thrifts' 
rapid expansion. 

Examining both the expense of the new S&Ls 
in Florida and the specialized real estate banks, it 
is hard to attribute their improved earnings 
performance to the ability to diversify into higher 
yielding assets. I nstead the profit performance of 
the REBs appears to be associated with more 
favorable costs of funds. Unfortunately, diversifi-
cation of S&L liabilities seems unlikely to generate 
the same benefits as has been the case for 
commercial banks and the REBs. Clearly, some 
of the apparent advantages enjoyed by REBs and 
banks over S&Ls in terms of costs of funds are 
offset by higher non-interest operating costs, 
some of which represent substitutes for explicit 
interest payments. The relaxation of deposit rate 
ceilings and increased competit ion for funds will 
tend to raise the cost of funds to banks and REBs 
and limit the earnings benefit S&Ls can achieve 
by offering transaction accounts to individuals 
and corporations. 

In this respect, the recent studies only reinforce 
what many have contended all along. That is, 
while expansion of powers may be necessary to 
ensure the long-term viability of S&Ls, it probably 
does little to deal with short-run earning problems 

61 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

July 1983



resulting from a large negative gap between their 
earnings on long-term assets and their costs of 
short-term funds. Surely, the drop in interest 
rates that began in the summer of 1982 occurred 
at a most opportune time and, if it persists, may 
provide S&Ls the flexibility to adapt to their 
expanded powers. 

Short-Run Strategies 

The results also suggest some short-run strat-
egies for S&Ls to follow in order to make the best 
use of their diversified new powers. To achieve 
even the kind of diversification associated with 
the REBs, which are still specialized housing 
lenders, certain strategies are likely to be more 
effective than others. 

For example, one common characteristic of 
the REBs, commercial banks and new Florida 
S&Ls is their substantial liquidity and low loan-to-
asset ratios. With lower interest rates, the sale of 
assets and creation of mortgage backed securities 
becomes more feasible than before (when large 
capital losses had to be realized) to reduce the 
dependency on mortgage loans. Channeling 
some of the proceeds into seasoned tax-free 
municipal securities with shorter maturities than 
the mortgages sold could help offset the tax 
disincentives to diversification and lower the 
effective maturity of S&L assets relative to 
liabilities. Baer (1983) explores in some detail 
the circumstances under which investments in 
tax-free instruments would facilitate further 
diversification as well. He concludes that the 
importance of the tax disincentives may have 
been somewhat overstated. 

Similarly, rather than incurring the high start-
up costs of creating a commercial financial 
service activity, an S&L could engage in com-
mercial loan participations with commercial 
banks or other S&Ls. 

Indeed, there is already evidence that major 
S&Ls are joining together in syndicates and are 
providing innovative kinds of financing to cor-
porations.15 Savers Capital—a syndicate of several 
large S&Ls, for example, has begun to provide 
long term, secured, variable rate loans to major 
corporations. Not only do these loans provide 
financing on a participated basis, but also the 
lending agreements contain provisions which, 
under certain circumstances, may give the 
lenders equity interests in the form of stock 
warrants.16 Such joint venture activities serve to 
reduce pressure on non-interest operating costs 
while achieving the benefits of asset diversification. 
It may be cost-effective in the short-run to incur a 
large increase in operating costs in order to 
attract lower-cost corporate deposits if increases 
in operating costs are more than offset by the 
benefits of lower costs of funds. 

Conclusions 
This survey indicates that the passage of 

Dl DMCA in 1980 and Garn-St Germain in 1982 
did little to deal with S&Ls' short-run earnings 
problems. On the other hand, the study also 
suggests that if interest rates remain at lower 
levels, then these acts may go a long way to 
restoring full viability of thrifts. Most importantly, 
the results suggest that S&Ls may not have to 
become clones of commercial banks in order to 
operate successfully. In fact, they may even 
continue to exploit their existing expertise as 
specialized mortgage lenders with the expectation 
of being as profitable as more diversified 
lenders. Robert A. Eisenbeis 

, 5 Hi l l (1983) desc r ibes t w o such S&L s y n d i c a t e s 
' 6 S la te r (1983 ) ind ica tes that Savers Capi ta l has a l ready made such a loan to 

A l l egheny Beverage Corp. 
*An earl ier vers ion of th is paper was p resen ted at the e igh th annua l 

c o n f e r e n c e of the Federa l H o m e Loan Bank of San Francisco, D e c e m b e r 9 
and 10, 1982. 

This vers ion was p resen ted at an At lanta Fed Research seminar on June 2, 
1983. 
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