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What Next for the S&L's?
“The Housing A c t o f 1964 in our opinion is a hallmark . . . (which) will, in 
the long run, be an opening wedge for your participation in the consumer credit 
field and in other m edium  and long-term credit fie ld s .. . .  I t will offer you, when  
fully realized, an opportunity to  diversify your lending and to adjust your allo
cation o f funds with the changing needs of the economy. It will place you nearer 
the center o f financial activity and bring you closer to that multi-faceted range 
of needs that constitute the public interest.”

T
i h e  speaker was the form er chairm an of 
the Federal H om e L oan Bank Board, and 
the audience was a very attentive group of 

savings and loan executives. The subject was 
the wider m arket open to this burgeoning in
dustry under the term s of the new Housing 
A ct —  for example, through investment in 
the general obligations of states and political 
subdivisions, o r through lending up to five 
percent of assets for college-education loans. 
The implications, both for the nation’s sav
ings and loan men and for their competitors 
throughout the financial world, are interesting 
indeed.

The “opening wedge” thesis was advanced 
against a background of phenom enal industry 
growth throughout the postw ar period. It was 
put forward, too, in realization of the recent 
softness in the one m ajor field —  residential 
mortgage financing —  to which S&L lending 
activity has heretofore been restricted.

Postwar prodigy
The statistics give something of the flavor 

of the industry’s prodigious postwar growth. 
Assets of the nation’s savings and loan asso
ciations increased thirteen-fold, from  $9 to 
$119 billion, between the end of 1945 and 
the end of 1964. (By way of contrast, assets 
of the commercial banking system doubled 
during the same period, rising from  $ 160 to 
$340 billion.) A nd the S&L boom  was essen
tially a W estern —  and particularly a Cali
fo rn ia —  phenom enon. Assets of California 
associations grew from  less than  $ 1 billion to

$4 billion in the first postw ar decade, and 
then jum ped to  $24 billion by the end of 
1964.

During the 1945-64 period, the S&L’s have 
played an increasingly im portant role in the 
expanding world of residential m ortgage 
finance. Nationally, these associations in
creased their share of mortgages held by de
positary institutions —  S&L’s, commercial 
banks, and m utual savings banks —  from  52 
to 61 percent during this period. The com- 
m ercial-bank share meanwhile declined from  
29 to 19 percent, while the savings bank share 
held steady at 19 percent. In  California, sav
ings and loan associations over the postwar 
period increased their share of mortgage 
funds advanced by institutional lenders from 
20 to 75 percent, while commercial banks 
suffered a decline from  70 to 25 percent. (The
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data refer to mortgage recordings of $2 0 , 0 0 0  

and less.)
Needless to say, D istrict commercial banks 

have continued to  play a m ajor role in this 
expanding m arket. Holding a comparatively 
large proportion of their total deposits in  the 
time and savings categories, these banks have 
been able to conduct a great deal of real-estate 
financing with their expanded resources. The 
District proportion  of real estate to total 
loans currently is about 35 percent —  the 
same proportion  as in  the 1920’s although 
somewhat less than the 40-percent average 
m aintained earlier in the postw ar period.

The rapid growth of the W est obviously 
has perm itted both a strong upsurge in S&L 
financing and an expanded mortgage com
m itment (albeit a declining share) by com 
mercial banks. Since the end of W orld War 
II, D istrict population has grown 3.5 percent 
annually —  double the rate of increase re
corded elsewhere. M oreover, since m ost of 
the increase has been due to  migration, the 
D istrict has consistently accounted for well 
over one-fourth of the nation’s housing starts. 
A nd, needless to say, construction on that 
large a scale generates a large supply of m ort
gages.

Burgeoning expansion
W hat of the trends during the current busi

ness expansion? D uring this period, each type 
of depositary institution assumed a larger role 
in the nation’s financial markets. Over the 
four-year period—-a period in which the total 
volume of funds supplied to the credit m ar
kets increased m ore than in the preceding six- 
year span— depositary institutions accounted 
for 57 percent of total funds supplied, o r con
siderably m ore than  in the two business cycles 
of the late 1950’s.

The expanded role of these institutions re
flected the expanded role of m ortgage financ
ing in  the credit m arkets— and reflected the 

1 1 2  fact tha t a record proportion of a record vol

um e of savings took the form  of claims on 
depositary institutions. Their interest-bearing 
claims accounted for 44 percent of total 
sources of credit during the 1961-64 period, 
in large part because of the rising ra te  of 
return  on depositary institutions’ claims rela
tive to those available on m arket instrum ents.

The frenetic activity of W estern S&L activ
ity during the 1961-64 business expansion has 
somewhat overshadowed the growth of the 
region’s commercial banks. A lthough District 
banks accounted for one-sixth of the national 
gain in time and savings deposits during this 
period, D istrict S&L’s accounted for fully one- 
third of the national gain in S&L share ac
counts.

The rapid savings-and-loan pace was due 
partly to the rapid  pace of activity in  their 
m ajor financing field —  residential construc
tion —  and partly to the “loaned-up” condi
tion of their m ajor com petitors in tha t field. 
B ut yet, perhaps the m ajor factor in  this 
upsurge was the high level of rates paid  by 
District (especially California) associations 
— rates tha t were high in relation to  those 
paid by other S&L’s, high in relation to those 
paid by the banks, and certainly high in  rela
tion to yields on alternative investments such 
as stocks and bonds.

By the same token, the savings inflow into 
the various types of savings institutions could 
be expected to  respond to  a narrow ing of the 
rate differential, and this is precisely w hat 
happened in the early m onths of 1965. Fol
lowing last Novem ber’s revision in Federal 
Reserve Regulation Q, m any banks through
out the nation increased the rates payable on 
their time and savings deposits, and prom ptly 
increased their share of the total savings in
flow. District commercial banks, for example, 
accounted for 65 percent of the W est’s savings 
inflow in the first quarter of the year —  up 
from  45 percent in the year-ago period. D is
trict S&L’s meanwhile recorded a savings
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S&L shares, bank time deposits 
provide major sources of credit

inflow that (even in dollar term s) was sub
stantially below the first-quarter inflow of the 
last several years.

Measuring the impact
Does the current slackening represent only 

a tem porary breather or rather a reversal of 
the long-term uptrend? W hatever the answer, 
there is no doubt that the nationwide upsurge 
of the S&L’s has already exerted a strong im
pact on financial m arkets.

Some of this im pact can be discerned in 
recent changes in the level and structure of 
interest rates. F o r example, the intensified 
com petition among financial institutions for 
short-term  funds and for longer-term  assets 
has tended to compress the yield spread 
throughout the m aturity range. (T he average 
spread between the rate on S&L savings shares 
and the rate on FH A  mortgages narrowed 
from  2.34 percentage points in 1960 to  about 
1.15 percentage points in 1964.) M oreover, 
the rapid growth of lending by nonbank insti
tutions has been consistent with the condition 
of ample credit availability characteristic of 
the current expansion. In  this connection, a 
leading industry journal recently editorialized 
(apropos the large volume of relatively low-

cost borrowings by m em ber associations from  
the Federal H om e L oan B an k s), “The exten
sion of credit through advances becam e the 
avenue employed by the FH LB  System in 
helping to reach the established m onetary 
goal” of ample credit at stable long-term 
interest rates.

Deteriorating quality?
In  their field of greatest activity, S&L’s 

have becom e involved in a disproportionate 
growth of mortgage financing in relation to 
the level of housing starts —  a situation at
tributable not only to the rise in hom e and 
land values, but also to the growing use of 
mortgages as a vehicle for financing nonhous
ing expenditures. In  any event, over one-third 
of the nation’s outstanding residential m ort
gage debt has been accum ulated during the 
past four years, in the face of a gradual de
cline in m ortgage-loan yields and gradually 
rising trends in vacancies and foreclosures.

As a consequence, growing fears have been 
expressed about the vulnerability of the m ort
gage m arket— because, in  the words of econ
omist Saul Klam an, “pressure to  lend funds 
and to m aintain yields are so great that the 
quality of mortgage credit is deteriorating.”
This situation thus has impelled the Federal 
H om e Loan Bank System to shift toward a 
m ore restrictive policy over the past year.

Last August, the B ank B oard admonished 
Federal H om e Loan Banks to  consider “re
stricting the borrowing privileges” of high- 
risk associations, tha t is, associations with 
m ore than four percent of their assets in fore
closed property or delinquent loans. (N or
mally, an association m ay borrow  up to  17.5 
percent of its outstanding savings in order to 
acquire mortgages, in addition to borrowings 
to m eet savings w ithdraw als.) The Bank 
B oard also introduced several reserve changes 
during 1964, in order to  relate reserves more 
to assets than to savings. ] 1 3
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S&L problem : narrowing spread 
between mortgage yield, savings rate
P«rc«nt

Source: Federal Reserve Board

Aw ay from specialization
P erhaps the m ost significant development 

of the past year, however, has been the S&L’s 
achievem ent of broadened lending powers 
under the term s of the Housing A ct of 1964. 
This is the “opening wedge” m entioned at the 
beginning of this article. W ith the Housing 
A ct now on the books, the industry (in  the 
words of form er FH LB  Chairm an M cM ur- 
ray) “will strive for its fair share in other 
types of lending and will seek m ore diversified 
lending pow ers.”

B roadened lending powers are m ost clear
ly apparent in the provision authorizing S&L’s 
to invest in  Federal agency issues and the 
general obligations of states and political sub
divisions, and also in the provision authoriz
ing associations to  place up to five percent of 
assets in unsecured personal loans for college 
educational purposes. O ther provisions of the 
A ct, although im portant, may have less long
term  significance. Am ong other things, they

extend the geographical limits of an associa
tion’s lending authority from  50 to  100 miles 
(and up to five percent of assets in  any m et
ropolitan area, regardless of d istance), p ro 
vide for higher loan limits in several m ort
gage-financing categories, increase the limits 
on unsecured property loans, and perm it as
sociations to  act as depositaries for public 
trust funds up to  the $ 1 0 , 0 0 0  insurance limit.

This shift away from  specialized lending, 
understandably enough, has taken place with
in a context of a relatively restrained housing 
m arket and a still-generally exuberant savings 
atmosphere. A nd a num ber of related factors 
are also at work. Some savings and loan exec
utives, after examining the dem ographic and 
financial portents, conclude that the m ortgage 
credit requirem ents of the next decade will 
not m atch the heavy financing needs of the 
past decade. O ther industry spokesm en argue 
that the industry should extend its financing 
to all articles that are related to  the hom e, such 
as furniture and household equipm ent. Still 
other com m entators have suggested that 
broadened lending powers may be a prefer
able alternative to an otherwise-likely decline 
in interest rates on savings.

W hile this trend  is developing, the question 
of m ost immediate interest, especially in  the 
West, is likely to  be whether the headlong 
pace of recent S&L activity can be sustained. 
W estern associations, which have doubled 
their savings inflow and their mortgage lend
ing within a four-year span, may encounter 
some difficulty in repeating that perform ance. 
Yet, whatever their success, there is no doubt 
that they have now carved out an im portant 
niche in the financial structure of the West.

— Verle Johnston
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