Full-blown crisis,
half-measure cure

Elijah Brewer Il

The shortfall in the savings
and loan (S&L.) deposit insur-
ance fund has been estimated
to be in the $100-120 biltion
range, and possibly more.!
Regulators are concerned about the adequacy
of the $50 billion provided in the S&L rescue
bill to resolve current insolvencies over the
next three years.

The rapid deterioration in the financial
condition of the S&L industry over the last
decade has raised concern about the causes of
the problems and the appropriate policy re-
sponscs to those problems. Unfavorable cco-
nomic conditions in certain sectors of the
country can partially explain the weakened
health of the S&I. industry, but many analysts
argue that other factors are also responsiblc.
Interest-rate risk and deregulation; the broad-
ened investment powers granted S&Ls in 1982
by the passage of the Garn—St Germain Act;
inadequate supervision; mispriced deposit
insurance; and the government’s failure to deal
with the undercapitalization in the industry
have all been cited as contributing to the in-
dustry’s dismal performance during the 1980s.
There is a growing concern that the S&1. res-
cue package offers little promise of providing
a pcrmanent solution to the problem.

This article discusses the S&L crisis,
reviews some past research, and presents new
evidence on the causes of the problems. The
findings should aid legislators and regulators
in further restructuring the S&IL. industry. The
first section discusses the nature and magni-

The new rescue bill provides some relief
for S&Ls. Still needed to cure the ailing
industry: Market-value accounting,
risk-based deposit insurance, and
market discipline on S&L management

tude of the S&L crisis. The second section
discusses the-consequences for the S&L indus-
try of holding specialized portfolios that are
cxposed to interest-rate risk. The third section
examines the effect of deregulation on the cost
of deposits. The fourth section analyzes for-
bearance as a public policy response toward
failing institutions. The fifth section examines
the risk implications of nonmortgage invest-
ments. New evidence, as well as previous
research, regarding the riskiness of mortgage
and nonmortgage activilies arc presented in
this section. A discussion of the reform legis-
lation is contained in the final section.

The S&L crisis

Savings and loan associations have his-
torically specialized in home mortgages, and
their initial problems arose from this tradition.
Until 1978 the S&L industry was (generally)
profitable. Except for relatively short periods
of tight money around 1966, 1969, and 1974,
the average rate paid by S&Ls on short-term
deposits was significantly below the average
yield on their longer-term assets. Thosc were
prosperous years for S&Ls, and their share of
deposits rose steadily between 1946 and 1978.

The period after 1978 marked the begin-
ning of an era of higher interest rates that
greatly increased the cost of funds without
increasing revenues from mortgage loans com-
mensurately. The result was a period of pro-
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tracted losscs for large numbers of S&Ls dur-
ing the early 1980s.

The extent of these losses was demon-
strated by the events of 1982. Using regula-
tory accounting principles (RAP), recorded
after-tax industry losses were about $4 billion
in that year. This was the first time the S&L
industry suffered two consecutive years of
annual accounting losses since the Federal
Savings and Loan Insurance Corporation
(FSLIC) was established in the early 1930s.
Book net worth, as calculated by RAP, fell by
over 8 percent. However, this fall in book net
worth understates the true decline in S&L
capital.

Book net worth can be misleading when
current market values of assets and liabilities
differ from their historical values. Such differ-
ences can result from, for example, changes in
interest rates.” Figure | depicts estimates of
three book-value measures and one market-
value measure of capital. The book-value
measures are RAP, generally accepted ac-
counting principles (GAAP). and tangible
accounting principles (TAP), and the market-
value measure is labeled MVA.

The measured decline in net worth is the
least when capital is measured according to
RAP. Rcgulatory accounting principles allow
S&Ls to count as part of capital net worth
certificates (paper issued by the Federal Home
l.oan Bank Board to increase recorded, though
not economic, net worth), appraised equity
capital, and qualifying subordinated dcben-
tures, and to defer losses on the sale of asscts
that bear below-market interest rates. At year-
end 1982, regulatory net worth of the industry
was $25.3 billion compared with $27.8 billion
at the end of 1981. Net worth computed ac-
cording 1o generally accepted accounting prin-
ciples, however, declined from $27.1 billion in
December 1981 to $20.2 billion in December
1982. When nct worth is calculated by TAP
standards, goodwill and other intangible assets
are excluded to arrive at the tangible net
worth.® By this capital measure, net worth
declined from $25.5 billion in December 1981
to $3.7 billion at the end of 1982. Further, net
worth measured in MVA terms and adjusted
for goodwill shows that the industry was insol-
vent throughout the 1980s, reaching a deficit
of $101 billion at the end of 1982 (see Box on
calculation).?
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Some measures of S&L worth

I7allllon dollars
Book net worth: FSLIC-insured institutions
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TAP net worth: Net of estimated cumulative
FSLIC resolution cost since 1980
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During the early 1980s, Congress and
regulators responded to these problems by
deregulating and allowing insolvent S&Ls to
remain open—a practice known as forbear-
ance. Congress phased out the deposit-rate
ceilings for S&Ls and other depository institu-
tions, and allowed S&Ls to expand their fi-



Market value of net worth is calculated using
the concept reported by Kopcke (1981). On the
asset side, only fixed-ratc mortgages were
marked to market. Adjustable-rate mortgages
were valued at book. Securities, the next largest
category of assets, were not revalued becausce a
large portion of S&L investments were eligible to
satisty liquidity requirements, suggesting that
they have maturities of one ycar or less. The
“other assct’™ category was valued at book. For
fixed-rate mortgage loans, the average portfolio
yield is used to calculated an annual payment for
the fixed-rate portion of the mortgage loan portfo-
lio (C) using a 30-year amortization formula.
Then the following formula is used to mark these
loans to market:

30 il i
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where CV'A denotes current value, x the rate
of prepayment of loans (5. 10, or 15 percent), RM
is the current mortgage rate, and P is the out-
standing principal 7 years hence according to the
amortization formula’s schedulc. The current

‘alcula

value of the loan portfolio is the discounted value
of interest payments. scheduled principal pay-
ments, and prepayments of principal.

Liabilities were not revalued because most
were either subject to immediate withdrawal, e.g.,
savings deposits, or paid interest rates close to
market rates.  Although mortgage loans com-
monly are written for 5 to 30 years, many loans
are paid much sooner when borrowers sell their
houses, refinance their loans, or prepay the loan
principal. During the 1970s, many assumed that
the effective maturity of an average mortgage
loan ranged from 7 to 12 years. The 15 percent
turnover ratio refers to a mortgage portfolio that
has a 4 [/2-year half-life. The 10 percent tum-
over refers to a 6 1/2-year half-life and 5 percent
represents a |3-year half-life. For mortgage
loans, we used a 10 percent turnover ratio for
cach year. See Richard W. Kopcke, “The Condi-
tion of Massachusetts Savings Banks and Califor-
nia Savings and Loan Associations,” in The
Futwre of The Thrift Industry, Federal Reserve
Bank of Boston Conlerence Scries No. 24,
October 1981.

nance activities beyond home mortgages. The
intent was to assure adequate deposits and
allow S&Ls to diversily so they could protect
themselves against losses caused by volatile
interest rates and housing market downturns.
Beginning in 1982, congressionally mandated
capital forbearance programs allowed weak
(high-risk) S&Ls to continue to operate uncon-
strained by capital requirements applied to
healthy S&Ls. This policy was initiated in the
hope that these S&Ls, given time, would initi-
ate strategies that would return them to capital
adequacy. With little capital at risk, however,
such S&L.s had strong incentives to engage in
riskier activities funded by their insured depos-
its, especially with a flat-rate insurance pre-
mium and a rclatively risk-insensitive capital
requirement.

Since December 1982, adjusted MVA net
worth has significantly improved due to lower
interest rates, but still remained negative at the
end of 1988. By December 1988, regulatory
net worth rose to $64.5 billion, GAAP net

worth rose to $53.6 billion, and TAP net
worth, though showing a similar improvement,
had not yet reached its 1980 level. However,
capital forbearance policies were not an essen-
tial element in this improvement in capital
levels. The decline in interest rates since the
end of 1982 has, at least temporarily, lessened
the interest rate exposure.

The deterioration in MVA net worth since
the end of 1986 has come over a period of
substantially greater exposure to credit risk.
Unlike the larger aggregate deficit and greater
number of economic S&L insolvencies of the
early 1980s, the deficit and insolvencies of the
late 1980s arc almost entirely a reflection of
poor credit quality and are unlikely, under
almost any reasonable scenario, to be reversed
in the near future.

The book-value mcasures of net worth
have masked the current magnitude of the
problem in the S&L industry. Market-value
net worth provides a better picture of the fi-
nancial difficulties and risk exposure of the de-
posit insurance fund.



Legislation signed by the President in
August 1989 is designed (o deal with these
{inancial difficulties (see Box on the law).
The Financial Institutions Reform, Recovery
and Enforcement Act ot 1989 (FIRREA) will
substantially overhaul the regulatory mecha-
nism to enable repulators to more effectively
limit risk-taking by authorizing the Federal
Deposit Insurance Corporation (FDIC) to be-
come the administrative agency for two sepa-
rate deposit insurance funds: dismantling the
Federal Home Loan Bank Board (FHLBB):
transferring all S&L. regulatory functions to a
new Treasury Department agency; separating
the deposit insurer from the chartering agency;
and creating a new federal government agency
to oversce the Federal Home Loan Bank
(FHLB) system. ‘The act requires S&Ls to
increase their emphasis on residential mort-
gage lending and imposes restrictions on the
assets that are cligible to be purchased by
S&Ls. In addition, the act greatly strengthens
the civil and criminal enforcement powers of
regulators. FIRREA deals with the lack of
tangible capital in the industry by requiring all
S&Ls to satisfy a tougher capital standard by
the end of 1994. The failure in the past to
close decapitalized S&Ls contributed to the
magnitude of the current problems.

The rest of this article will take a look at
FIRREA in light of what actually went wrong.
The first step is to discuss interest-rate risk and
the progress that S&I.s have made in reducing
this risk exposure. Balance sheet and income/
expense data will be examined for S&Ls na-
tionwide and in six states (California, Florida,
[tlinois. Louisiana, Oklahoma, and Texas) that
have accounted for the largest share of the
total cost of all resolutions from 1980 through
1988.5 It will be seen that portfolio specializa-
tion and high and volatile interest rates were
the causes of the S&L crisis in the early 1980s.
Next, by discussing implicit deposit interest
rates, it will be scen that the impact of interest-
rate deregulation has been overstated. S&Ls
could have paid substantially higher explicit
rates without an additional squeeze on profits,
because some of the increased interest cxpense
would have been offset by lower operating
expenses. And finally, in discussing capital
forbearance policies and portfolio investment
deregulation, it will be seen that insolvent
S&Ls, lacking the proper incentives to control
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their risk-taking, should be closed as soon as
possible because they tend to run up substan-
tial losses when left open.

Interest-rate risk

In a world where depository institutions
fund long-term fixed-rate assets with short-
term floating rate liabilities, unanticipated
increases in interest rates raise costs and put
pressure on profits. This pressure is particu-
larly acute for institutions that have made
long-term loans at fixed rates, the traditional
form of the mortgage contract in the U.S. since
the 1930s. This predicament—interest-rate
risk—is particularly characteristic of the S&L
industry. In periods when short-term interest
rates are expected to rise, S&Ls generate their
greatest interest-rate spreads at the beginning
of life of the mortgage when long-term interest
rates are above short-term interest rates. As
short-term interest rates proceed to rise as
expected, interest-rate spreads decline and
eventually turn negative when short-term
interest rates climb above long-term interest
rales. Likewise, in periods when short-term
interest rates are expected to decline and cur-
rent short-term interest rates exceed current
long-term interest rates, S&Ls experience their
greatest losses. As short-term interest rates
decline, losses are reduced and turned into
gains when short-term interest rates dip below
long-term interest rates.* During periods of
losses, S&Ls may be said to be experiencing
technical liquidity problems—cash outflows
exceed Inflows. Nevertheless, in either case if
their forecasts are correct, the liquidity prob-
lem ts only temporary and will not adversely
affect long-term earnings and solvency.

Figure 2 shows that as interest rates
peaked in the early 1980s, the nct operating
income of S&Ls plummeted. As interest rates
declined, net operating income improved.
With liabilities repricing more quickly than
assets, sharp and prolonged increases in inter-
est rates can induce long-term losses and en-
danger the solvency of the association. Thus,
a cause of the current S&L. crisis is unantici-
pated increases in interest rates.

Judging exposure to interest-rate risk is
difficult because the FHLBB does not release
the data that would allow cstimates of the
differences in the durations of assets and lia-
bilities. Given this limitation, exposure must
be inferred from one of two characteristics of



FIRREA rescues S&L industry

The Financial Institutions Reform. Recovery
and Enforcement Act of 1989 was signed into
law by President Bush on August 9. It has been
described as landmark legislation that will initiate
wide-ranging changes in the nation’s savings
industry, improve supervisory controls,
strengthen the federal deposit insurance funds,
and bolster public confidence in the savings and
loan S&L. industry. Among ils major provisions,
the Act:

mDismantles the Federal Home Loan Bank
Board, transferring all regulatory functions
1o the Office of Thrift Supervision, a new
Treasury Department agency.

®BEstablishes a five-member Federal Housing
Finance Board—composed of the secretary
of the Department of Housing and Urban De-
velopment and four others appointed by the
President with the advice and consent of the
Senate—to oversee the 12 district Federal
Home Loan Banks. These banks can lend 10
S&Ls as before and now also 1o banks and

credit unions that hold at least 10 percent of

their assets in residential mortgages.

Bnjects some $50 billion in a new corporation
(Resolution Trust Corporation) to liquidate
or otherwise dispose of institutions that were
once insured by Federal Savings and Loan In-
surance Corporation and which are placed in
conservatorship or receivership in the three-
year period beginning January 1, 1989.

®Amends the Bank Holding Company Act to
permit the acquisition of a healthy S&L by a
commercial bank holding company.

BExpands the FDIC Board from three to five
members, including the Comptroller of the
Currency, the Director of the Office of Thrift
Supervision, and three members appointed
by the President, one of whom serves as
chairman.

® Gives the FDIC the responsiblity of manag-
ing a new Savings Association Insurance
Fund (SAIF)and a new Bank Insurance Fund
(BIF).

MRcquires each deposit insurance fund to main-
Lain reserves of 1.25 percent of estimated in-
sured deposits, or such higher percentage of
cstimated insured deposits, not to ¢xceed 1.5
percent, if the FDIC finds that there are sig-
nificant risks of futurc losses that would
justify a higher ratio.

EProvides the FDIC with greater flexibility to
increase annual deposit insurance premiums
to a maximum of 32.5 basis points.

®Requires banks to pay annual deposit insur-
ance premiums of 12 basis points in 1990 and
15 basis points in 1991. Savings and loan as-
sociations must pay premiums of 23 basis
pointsin 1991, 18 basis pointsin 1994, and 15
basis points in 1998. The rise in banks’
annual deposit insurance premiums is ex-
pected to generate about $20 billion in addi-
tional premium income over the next 10

S&Ls. The first is the division of the mort-
gage portfolio between fixed- and adjustable-
rate instruments. And the second is the inter-
est-rate sensitivity of S&L stock returns.
Table | presents data on the composition
of mortgage loan portfolios. This table exam-
ines the portfolio composition of S&Ls nation-
wide and in six states (California, Florida,
Illinois, Louisiana, Oklahoma, and Texas). In
general, both in the nation and in the states
examined, a greater percentage of S&Ls mort-
gages were adjustable-rate instruments at the
end of 1988 than at the end of 1984. In De-

cember 1988, adjustable-rate mortgages
(ARMSs) accounted for 30 percent or more of
the total mortgages held by about 78 percent
of all FSLIC-insured institutions. In Decem-
ber 1988, the percentage of S&L.s with 30
percent or more of their mortgage portfolio in
ARMs was greater in California, Florida, and

Texas than in the nation as a whole, while in

[llinois, Louisiana, and Oklahoma it was
smaller. From these limited data, S&Ls ap-
peared to be less exposed 1o interest-rate risk
at the end of 1988 than at the end of 1984.
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years. Premium income from the S&Ls over
the next 10 years has been estimated to be in
the $25-32 billion range (see Ely [1989]).

W Requires all S&Ls to maintain tangible capi-
tal of 3 percent on their total assets by the end
of 1994. Purchased mortgage servicing rights—
valued at 90 percent of fair market value—
may be included in capital with the maximum
percentage determined by the FDIC on terms
no less stringent than the FDIC prescribes for
state nonmember banks. Generally the FDIC
allows these rights to account for up to 25
percent of capital.

mRequires S&Ls to raise by July 1. 1991 the
level of housing and housing-related assets in
their portfolio to 70 percent {rom the current
60 percent. Housing and housing-related as-
sets include core and noncore components.
Core assets must be at least 55 percent of to-
tal assets (and may account for the full 70
percent) They must consist of loans held by
S&Ls to purchase, refinance, construct, re-
pair, or improve domestic residential or manu-
fuctured housing; home equity loans; mort-
sage-backed securities; and FSLIC, FDIC, or
RTC notes for a limited time (10 years for
current holdings and 5 years for future invest-
ments). Noncore assets are limited to 15 per-
cent of total assets. These assets include 50
pereent of residential mortgage loans origi-
nated and sold within 90 days; investments in
service corporations if they derive at least 80
percent of annual gross revenues from activi-
ties dircctly related to purchasing, refinancing.

improving, or repairing domestic residential
real estate or manufactured housing; 200 per
cent of the dollar amount of low-income
foans and investments made to acquire |-
4 family affordable housing, e.g., 60 per
cent of the median value of such housing in a
given geographic arca: 200) percent of the
dollar amount of loans lor the acquisition or
improvement of residential property, churches,
schools, nursing homes, and small businesses
located in an area servicing the needs of low-
and moderate-income families; loans for the
purchase or construction of churches, schools,
nursing homes, and hospitals other than those
listed above: and loans for personal and edu-
cational purposes (up to 5 percent of portfo-
lio assets).

®Restricts the amount of commercial real es-
tate loans to be no more than 400 percent of
the S&L’s capital. In the past, a federal S&L
could devote up 1o 40 percent of its assets to
such loans, regardless of whether the institu-
tion had any capital.

BProhibits S&Ls from acquiring or retaining
any corporate debt security that. at the time of
acquisttion, is not rated in one of the four
highest rating categories by at least one na-
tionally recognized statistical rating organi-
zation.

HProhibits state-chartered S&Ls from acquir-
ing or retaining any equity investment of a
type or in an amount that is not permissible
for federally-chartered S&l.s.

The sensitivity of S&L interest margins to
changes in interest rates can be judged by
examining the returns required by the market
for S&L equities. S&L. equity returns are
sensitive to all the factors that affect the over-
all stock market as well as to factors specific
to the S&L industry. For example, S&Ls are
sensitive to ““earnings risk’™ through possible
defaults on their loans and investments,
changes in mortgage loan demand, changes in
the value of mortgage loan collateral, and
potential variability in growth and profitability
of their non-portfolio operations. S&L equity
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returns are also sensitive to movements in
interest rates because S&Ls typically fail to
match the intcrest sensitivity of their assets
and their liabilities. As a result, movements in
interest rates affect the market value for each
side of the S&L’s balance sheet, its net worth,
and stock returns.

Brewer (1989) used common stock returns
data to examine the interest-rate sensitivity of
64 S&Ls. The results of this study indicate
that the sampled S&Ls significantly decreased
their interest sensitivity. S&Ls that were mis-
matched in 1984 experienced at least a 70
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percent decrease in their interest-rate sensitiv-
ity over the sample period. Table 2 groups the
sampled S&Ls by the composition of their
mortgage portfolio. In December 1988, a
greater number of S&l.s had more than 30
percent of their mortgage portfolio in adjust-
able-rate mortgages than in December 1984,
The correlation between the change in the
ratio of adjustable-rate mortgages to fixed-rate
mortgages (FRMs) and the change in interest-
rate sensitivity over the sample period is —0.24
and is significantly different from zero. This
indicates that interest-rate exposure declines as
the proportion of adjustable-rate mortgages
rises.

The findings in this section suggest thal
the causcs of the initial S&L crists in the carly
1980s were 1) overexposure to interest-rate
risk and 2) high and volatile interest rates.

The evidence shows considerable progress in
reducing S&L dependence on FRMs. How-
ever, considering the low level of equity capi-
tal in the industry to absorb losses from unan-
ticipated changes in interest rates, S&Ls con-
tinue to hold tvo many FRMs.

interest-rate deregulation

The Monetary Control Act of 1980 man-
dated the removal of all rate ceilings (these
were specitied in the Federal Rescerve Board's
Regulation Q) on consumer-type deposits no
later than 1986. The Gamn—St Germain Act of
1982, which authorized the creation of moncy
market deposit accounts (MMDAS) with lim-
ited transactions features, accelerated progress
toward the final deregulation required by the
Monetary Control Act. Regulation Q was
climinated for all consumer-type deposits in
March 1986.

Deposit rate ceilings, imposed on com-
mercial banks® deposits by the Banking Act of
1933, had been extended to the S&L industry
by the Interest Rate Adjustment Act of 1966.
Conventional wisdom had it that deposit-ratc
ceilings kept down S&L deposit costs and
were a source of profits to S&Ls. The corol-
lary—that the removal of deposit-rate ceilings
would involve a loss of monopoly profits—
suggests that the rccent widespread losses
experienced by the S&L industry are partly
due to the removal of deposit-rate ceilings. It
is argued that the removal of the ceiling has
destroyed the viability of S&Ls in the increas-
ingly competitive market for financial serv-
ices. However, this conventional wisdom
ignores the incentive for S&Ls to compete for
artificially cheap deposits by providing non-
monetary compensation to their depositors.

Total

industry  California
Change in ARMs
(1988-1984) 211 27.8
The proportion of
institutions at year-end
1988 with ARMs over
30 percent 77.9 93.4

Adjustable-rate mortgages (ARMS): FSLIC-insured institutions

(Percent of total mortgages)

Florida Ilinois Louisiana Oklahoma Texas
28.0 17.2 8.7 5.4 12.4
91.7 59.9 68.8 68.4 80.0
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TABLE 2

Adjustable-rate mortgages:
Sampled stock S&Ls
Number of institutions

Percent December 1988 June 1984

0-10 2 14
10-20 6 6
20-30 8 16
30-40 10 1
40-50 10 5
50-60 6 7
Over 60 22 5
Overall 64 64

This compensation constitutes “implicit
interest”-—payments to depositors in some
form other than cash. One form of implicit
interest is the provision of deposit services-—
deposit taking, money orders, statement main-
tenance, and other services—at fees substan-
tially below marginal and average costs. To
attract profitable deposit balances without
paying higher explicit rates, S&Ls also under-
take a range of costly promotional activities,
including advertising, offering gifts to custom-
ers opening new deposit accounts, and provid-
ing increased customer convenience. Fstab-
lishing additional branch offices, installing
automated teller machines, and lengthening
operating hours raise S&L expenses, but they
also increase convenicnce for existing and
potential depositors. Other things the same,
convenience attracts mew S&L depositors.

The true cost of deposits includes the
implicit component as well as the explicit
component. Brewer (1988) used a statistical
cost-accounting technique to estimate the full
cost of S&L regular passbook savings deposits
inclusive of explicit and implicit interest. This
study, using a sample of S&Ls from lllinois
and Wisconsin, shows that under binding inter-
est-rate ceilings, S&Ls have paid implicit rates
of return on savings deposits that move with
the rate on money market mutual funds and 3-
month T-bills, in periods of both rising and
falling interest rates (sec Figure 3). The im-
plicit component of interest rates was highest
in periods when Regulation Q was most bind-
ing. With the removal of binding interest-rate
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Some measures of interest rates
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ceilings, institutions no longer had an incen-
tive to substitute implicit interest payments, in
the form of increased convenience, service,
and other means of nonprice competition, for
explicit interest. The implications are that
interest-rate deregulation has provided S&Ls
with increased flexibility to compete for funds
using explicit deposit interest rates.

Forbearance policies

Supporters of forbearance policies claim
that S&Ls weakened by technical liquidity
problems should be allowed the chance to
recover. As the temporary problems go away
with declines in interest rates, these S&Ls can
use their new profits to build equity and re-
serves against future losses. But, in recent
years, forbearance has been given to S&Ls
experiencing credit quality problems.

Forbearance programs exempted some
S&Ls from regulatory capital requirements for
extended periods of time. Other S&Ls in
forbearance programs were allowed to invent
assets that artificially inflated their regulatory
net worth. These include nonstandard appratis-
als of equity capital, income capital certifi-
cates, net worth certificates, and deferred
losses. The forbearance program was made
possible in part by advances from Federal
Home Loan Banks. FHLB advances were



designed in 1932 to promote industry growth
and to replace lost deposits. Of late, they have
been increasingly used to provide lender-of-
last-resort assistance to failing S&L.s that were
losing deposits, particularly uninsured depos-
its. Advances have sometimes been provided
to S&Ls that lacked the necessary collateral in
exchange for a guaranty of repayment pro-
vided by FSLIC.

The lack of reserves in the FSLIC fund
has prevented S&L regulators from closing
those institutions commonly known to be be-
yond hope of recovery. The Compeltitive
Equality Banking Act of 1987, among other
things, required the Federal Home Loan Bank
Board to give troubled S&L.s time to initiate
strategies that would return them to capital
adequacy. As can be seen in Figure 4, 134 (or
37 percent) of the GAAP-insolvent S&Ls in
December 1988 first reported having ncgative
TAP capital more than 5 ycars ago. Similarly,
GAAP reveals that many of the currently in-
solvent S&Ls have been insolvent for quite
some time. In contrast, RAP suggests that the
problem is more recent.’

Analysis of S&L capital in MVA terms, as
shown in Table 3, paints an even grimmer
picture. In December 1988, 674 (or 85 per-
cent) of the 797 market-value-insolvent S&Ls
were also market-value-insolvent in December
1982. The market-value-to-asset ratio for
these institutions at ycar-end 1982 was —17
percent compared to —13 percent for other
S&Ls that were insolvent in 1982. Therefore,
the least healthy institutions at the end of 1982
proved to be the least healthy at the end of
1988. Accounting measures of net worth also
reveal that these 674 associations had lower
book capital-to-asset ratios than the other
insolvent S&Ls at year-end 1982.

The essence of this analysis is that most of
today’s insolvencies are among those 1982
S&Ls that had the least amount of capital
relative to assets. The conclusion is that for-
bearance was a gamble for the FSLIC, and its
cost has turned out to be significant. The risk
inherent in this gamble comes from the incen-
tive it gave managers to “gamble for resurrec-
tion”” by making large volumes of high-risk,
potentially high-profit loans. If the loans
made good, the institutions would have reaped
the profits, but if the loans soured and the
lender went broke, the federal deposit insurer
was liable for the losses, not the institutions’
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I'hree measures of S&L insolvency®

number of institutions
100

RAP

GAAP

80L

100
TAP

years

“Length of Insolvency of GAAP- Insolvent FSLIC-insured
Institutions a8 of December 31, 1868.

owners. Arising from the combination of
deregulation, inadequate regulatory supervi-
sion, and deposit insurance premiums that are
not based on risk, this incentive to take exces-
sive risks is strongest when there is little eq-
uity left. Thus, it is likely that the magnitude
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(Capital/total asset

797 institutions MVA

~6.0

Market-value-insolvent S&Ls at the end of both 1988 and 1982

€ \|1IL‘\m'i| as a percent)

Insolvent S&Ls’ net worth on December 31, 1988
TAP GAAP RAP

-1.3 I 1.5 2.3

S&Ls insolvent on December 31, 1988 and December 31, 1982

674 institutions MVA TAP GAAP RAP
1988 1982 1982 | 1988 1982 1988 1982
-6.0 -17.0 -1.5 I 1.3 -2.4 2.1 3.2
Other insolvent S&Ls at year-end 1982
2,457 institutions MVA : TAP GAAP RAP
-13.1 : 2.1 3.3 4.0

|

of the current S&L crisis was made larger by
forbearance policies. The delays in closing
insolvent S&Ls increased the value of access
to deposit insurance and atlowed S&Ls to shift
more risk to the deposit insurer.

Credit risk and expanded asset powers

Whereas problems in the early 1980s were
mainly interest-rate risk related, the problems
in more recent years have been mainly con-
cerned with asset quality. Figure 5 shows a
sharp decline since 1985 in net nonoperating
income, reflecting asset write-downs and addi-
tions to loan-loss reserves. Plunging oil prices
and real cstate values in certain regions of the
country have contributed to the sharp deterio-
ration in asset quality of S&Ls nationwidc.

Over the 1980 88 period, 488 FSLIC-
insured S&L.s failed.* Roughly 160 ( or 30
percent) of failures occurred between 1980 and
1085, which mipht reasonably be referred to as
the interest-rate risk period. The larger num-
ber of failures over the 1985-88 period is a
consequence, in part, of credit quality prob-
lems. The sharp declines in asset quality
caught some S&Ls at a time when they had
been weakened by interest ratc swings.

A major element of risk in holding mort-
gage loans 1s that the borrower will default or
be delinquent in making mortgage payments.
When a borrower is delinquent on payments,
the S&L incurs a reduction in the return on the
investment. Mortgage actuarics have identi-
fied two major reasons why borrowers default

FEDERAL RESERVE BANK OF CHICAGO

on fixed-rate mortgages (IFRMs): insufficient
equity in the property and a burdensome
monthly payment in relation to income. Pay-
ment burden is often the immediate cause of
delinquency. However, if there is substantial
equity in a property, the borrower is more
likely to sell the property and repay the mort-
gage than go to foreclosure. With level-pay-
ment FRMs, changes in borrower payment
burden have been principally due to changes in
income. The experience with FRMs over the
last decade indicates that mortgage balances
declined due to amortization while property
values appreciated, resulting in a growing
equity cushion for the average borrower.
While adjustable-rate mortgages reduce
interest-rate risk for the S&L.s, they may in-
crease credit risk, which can offset part or all
of the reduction in interest-rate risk. Because
ARM periodic payments can increase, a bor-
rower may be unable to sustain the new level
of payments (payment shock). Many ARMs
also include provisions for rising mortgage
balances (negative amortization). When prop-
erty values are appreciating slowly, this provi-
sion may reduce or eliminate the equity cush-
ion. In addition, many lenders have bheen
using initial rate discounts to encourage bor-
rower acceptance of ARMs. Initial-period
discounts may induce payment shock, particu-
larly if the discount is large and the foan pay-
ment is uncapped. If the discounted loan has a
payment cap, there may be more default risk
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due to the buildup of negative amortization
that occurs early in the life of the loan.

Deregulation has also expanded the menu
of risky assets available to S&Ls. The Mone-
tary Control Act of 1980 allows S&Ls to en-
page in, among other things, business and
consumer lending. Commercial real estate
lending was restricted to 20 percent of assets,
as were the combined aggregate holdings of
consumer loans, commercial paper. and debt
securitics. Additional product lines were de-
regulated by the Garn—-St Germain Act of
1982. In particular, the 1982 act relaxed the
quantitative restrictions on commercial real
estate from 20 percent to 40 percent and
broadened the array of permissible investments
to include time and savings deposits of other
S&Ls and, most importantly, business loans.
In May 1983, the FHLBB permitted federal
S&Ls 1o invest up to 11 percent of assets in
junk bonds. During the same period, many
state governments enacted statutes that broad-
ened assct powers of state-chartered S&Ls
even more. State-chartered S&Ls were per-
mitted by several states to invest considerable
amounts directly in rcal estate, corporate equi-
ties, and subsidiary scervice corporations.
These direct investments have been blamed by
the FHLBB for the losscs incurred by the
FSLIC.

Table 4 examines the portfolio composi-
tion of S&Ls nationwide and in cach of six
states (California, Florida, Illinois, Louisiana,
Oklahoma, and Texas). In the table, S&Ls are
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divided into three groups: 1) GAAP insolvent;
2) low capital (that is, positive net worth be-
low 6 percent of assets): and 3) well-capital-
ized S&L.s (with net worth above 6 percent

of assets).

The table shows that there is a substantial
variation among states in the percentage of
assets devoted to direct investments. More-
over, it tends to be the insolvent firms that
engage most prominently in these activities.
Both nationwide and in all six states, insolvent
S&Ls held more direct investments than sol-
vent institutions. At the same time, insolvent
S&Ls held a smaller proportion of their assets
in mortgages (Oklahoma is an exception).

The FHI.BB belicved that these activities
were increasing S&L risk. In response to the
perceived increase in S&L risk, the FHI.BB
took action to restrict S&L investments. On
January 31, 1985, the FHLBB implemented a
regulation, eftective March 21, 1985, which
restricted holdings of direct investments (eq-
uity investments in service corporations and
real estate direct investments) by FSLIC-in-
sured S&Ls to the greater of 10 percent of
assets or twice the S&L’s net worth.

Besides nonmortgage investments, capital
forbearance policies may play an important
role in affecting S&L risk. There is evidence
that riskiness varies with the use of financial
leverage.” How riskiness changes with finan-
cial leverage depends on the regulators’ clo-
sure rule. If equity holders” position is closed
out when the S&L is found to be insolvent,
then, other things held constant, increases in
{inancial leverage would be expected to in-
crease risk. This situation raises the probabil-
ity that temporary losses will reduce the
S&L’s net worth below the level needed to
prevent the deposit insurer from closing the
S&L.. If the equity holders™ position is not
closed out when the S&L is found to be insol-
vent, then financial leverage increases do not
necessarily imply an increase in risk to equity
holders. In particular, when increases in finan-
cial leverage increase the risk borne by the
deposit insurer, an increase in leverage and
delays in closing insolvent S&L.s may raise the
value of access to deposit insurance and so
lower risk to equity holders. The longer the
delay the greater the effects on risk.

The question is whether these new activi-
ties were in fact riskier. The riskiness of a
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TABLE 4

Asset composition for all FSLIC-insured institutions
{December 31, 1988)
Net worth Net Commercial Consumer Liguid Equity Direct Deferred Intangible
category mortgages' loans loans assets? securities  investments losses® assets
(Percent of total assets)
Total Less than or = to 0% 61.2 5.7 12.0 0.2 8.9 1.3 25
industry  Gouween Oand 6% 688 47 132 03 3.4 02 18
Greater than 6% 74.8 4.0 12.7 05 1.8 0.1 1.5
Total industry 69.7 25 4.6 13.0 0.3 2.8 0.2 1.8
CA Less than or = 10 0% 63.2 0.6 0.9 21.3 0.1 6.4 0.2 0.4
Between 0 and 6% 748 4.2 2.7 10.0 0.1 31 0.0 1.1
Greater than 6% H2.1 0.0 1.2 85 02 1.9 0.0 27
Total state 75.4 36 25 10.0 0.1 3.0 0.0 1.3
FL Less than or < t0 0%  65.3 2.4 8.3 1.2 0.1 6.2 0.6 0.3
Between 0 and 6% 67.2 27 6.6 13.7 0.6 2.4 0.2 2.0
Greater than 6% 742 11 4.0 121 0.7 LU 0.0 3.0
Total state 68.3 2.4 6.4 13.2 0.6 2.6 0.2 2.1
IL Less than or = 10 0% 69.4 0.4 5.0 143 0.0 2.0 3.0 2.1
Between 0 and 6% 70.2 0.4 4.0 15.6 0.2 1.4 0.5 3.6
Groater than 6% 731 0.4 3.9 13.6 0.3 1.1 0.0 05
Total state 721 0.4 4.1 14.9 0.2 1.4 0.6 2.3
LA Less than or =« to 0% 61.4 1.8 6.7 9.9 0.2 6.5 1.6 0.7
Between 0 and 6% 676 0.3 4.1 12.8 1.4 3.9 04 6.1
Greater than 8% 68.1 0.2 59 8.5 0.2 11.6 (8] 3.1
Total state 66.1 0.7 5.4 10.7 0.7 7.0 0.7 3.7
0K Lessthanor <10 0%  67.3 0.5 93 7.6 0.4 10.7 0.3 0.0
Between 0 and 6% 61.9 1.3 4.3 20.6 0.2 6.9 0.0 1.4
Greater than 6% 457 0.7 26 238 18 a9 -0.0 8.4
Total state 69.2 1.1 4.4 20.1 0.6 7.8 0.0 2.6
X Less thanor = to 0%  51.0 3.3 3.4 1.3 01 19.4 0.2 4.4
Between D and 6% 46.5 2.1 25 241 0.1 15.6 0.2 1.6
Greater than 6% 6535 1.3 LY 21.6 0.7 5.2 0.1 2.8
Total state 48.2 2.4 3.0 20.0 0.1 16.4 0.2 25
'Morigage loang, contracts, and pass-through securnties net of contra-assets
‘Cash and investment securities {excluding equity securities),
‘Megativa amount indicator deferred gains.

portfolio—that is, the variance in the return on
the entire set of assets held by an S&lL—can
decrease when relatively risky assets arc
added. Portfolio riskiness depends on the
covariance among assets. For example, if the
returns on a relatively risky asset tend to be
high when the returns on other asscts are low,
i.e., negative covariance, adding the relatively
risky asset will reduce the overall riskiness of
a portfolio.

FEDERAL RESERVE BANK OF CHICAGO

One method of assessing the effect of
nonmortgage investments on S&L risk is to
examine the results of diversification efforts
by S&L.s since the Monctary Control Act of
1980. Benston (1985) used accounting data to
measure the relationship between risk (dcfined
as the standard deviation of accounting re-
turns) and S&Ls” direct investments. Data
were analyzed for the three vears ended June
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30, 1984 for all S&Ls in the nation and in
states with liberal direct investment regula-
tions. Direct investments as a percentage of
assets were found to be slightly negatively
rclated to risk. But, a study by the FHIL.BB in
1984 reported that many S&I1.s had diversified
into direct investment in ways that increased,
rather than diminished, their exposurce to risk.
Among other things, the FHLBB reported that
S&Ls with significant direct investments in
service corporations or rcal estate hold asset
portfolios with signiticantly more credit risk."
A more recent study by Benston and Koehn
(1989) used stock market data for the July
1978-December 1985 period to discern the
impact of nonmortgage investments on S&l.
risk. Using the standard deviation of equity
returns as a measure of risk, they found that
direct investments tend to reduce risk, except
at S&L.s with low capital. Direct investments
at low capital S&Ls are significantly posi-
tively related to risk. Nontraditional loans do
not appear 1o be significantly associated

with risk.

Recent work by Brewer (1989) supports
the findings of Benston and Kochn. He re-
gressed the standard deviation of equity re-
turns for a sample of 64 S&l.s on the rauos (o
market value of cquity of total deposits; of
traditional fixed-rate mortgage loans; of ad-
justable-rate mortgage loans; of dircct invest-
ments; of nonmortgage loans; and of FHLB
advances. Dummy variables on financial lev-
erage arc included in the model to capture the
impact of delay in closing insolvent S&l.s on
risk."" The differential behavior of high-risk
S&Ls compared 10 low-risk S&Ls was ana-
lyzed. For high-risk S&L.s the findings indi-
cate that direct investments and nonmortgage
loans have a strong and consistent positive cor-
relation with risk. Adjustable-rate mortgages
at high-risk S&Ls are significantly positively
related to risk, supporting concerns of many
that the credit risk of these instruments is sig-
nificant. Traditional fixed-rate mortgages do
not appear to be statistically correlated with
risk. The findings for the low-risk category
indicate little evidence of a statistically signifi-
cant association between nonmortgage activi-
tics and S&L risk. In addition, the results
suggest that for insolvent S&Ls operating
under capital forbearance, financial leverage
has Iess of an impact on risk than for solvent
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firms. This occurs because risk-taking 1s being,
subsidized more for insolvent S&Ls than tor
solvent associations.

While these findings raise concern about
asset deregulation, they are also consistent
with the view that high-risk S&Ls are using
both mortgage and nonmortgage assets to take
even greater risks because they lack the proper
incentives to control their risk-taking. Reregu-
fation of investments made by high-risk S&Ls
would not affect their risk preterences. The
preceding discussion suggests, however, that
more timely closure and meaningfully cn-
forced capital requirements can be cffective in
providing the proper incentives for S&Ls to
control their risk-taking.

Reform legislation

The S&L crisis suggests that piccemeal
efforts to introduce financial reforms. coupled
with policy efforts that focus on the symptoms
of the f{inancial problems rather than on their
underlying causes, have contributed to, rather
than diminished. unstable financial conditions
in this country. In particular, legislative
changes that have weakened constraints on
risk-taking by federally insured S&Ls, without
introducing changes to the nation’s system of
financial safety ncts, have contributed 1o cur-
rent financial difficulties.

The Financial Institutions Reform, Recov-
ery and Enforcement Act of 1989 addresses
some but not all of the problems faced by the
S&L industry. The act is designed to restruc-
turc the way the S&L industry is regulated and
insurcd, improve supervisory control, and
dispose of all currently insolvent S&Ls. The
Jack of reserves in the FSLIC fund has pre-
vented S&L regulators from closing those
institutions commonly known to be beyond
hope of recovery. FIRREA injects funds into a
new corporation designed 1o resolve currently
insolvent S&Ls in an orderly fashion. At best,
the total cash outlays authorized by FIRREA
will allow regulators to close currently insol-
vent S&Ls that are running up losses and dis-
torting the deposit-taking and lending markets.
However, the new legislation, like the Com-
petitive Equality Banking Act of 1987, does
not provide for sufficient funds to handle po-
tentially large future insolvencies.

The act deals with the lack of tangible
capital in the industry by requiring all S&Ls to



satisfy a tougher capital standard by the end of
1994, Additional capital can reduce the expo-
sure of the federal deposit insurance fund to
S&I. losses. In addition, increased capital
requircments probably reduce an S&L.’s incen-
tive to expand assct risk and thereby increase
the risk of loss to the deposit insurance fund.
The empirical results of this article support
this point.

But, although the act requires S&I.s 1o
maintain minimum capital standards. it does
not provide for early closure and mark-to-
market accounting for cvaluating S&L capital
positions. The importance of measuring capi-
tal in market-value terms rather than in book-
value terms is demonstrated by the results of
this article.”? The evidence reported here indi-
cates that, while book value of capital was
positive throughout the 1980s, the market
value of capital was negative, reaching a low
of about =$100 billion in 1982. There are
difficulties in implementing a mark-to-market
accounting approach to capital, particularly the
problem of providing an accurate assessment
of the values of assets that do not have
broadly-based markets in which they are
traded. Ncvertheless, mark-to-market account-
ing has the singular advantage of making the
managers of S&Ls morc immediately account-
able for their portfolio decisions. It will also
eliminate the elements of forbearance implicit
in current accounting standards that allow
some institutions to carry assets at book value
until those asscts are removed from their bal-
ance sheet.

Another. cqually important, change from
current regulatory practices that should have
been included in FIRREA was omitted. This
is a requirement that all S&Ls, regardless of
region of the country or size, that are deter-
mined to have insufficient capital must be
closed, recapitalized, or otherwise restructured
aJong the lines suggested by Benston and
Kauffman (1988).

FIRREA places excessive reliance on the
regulatory mechanism to prevent a recurrence
of the S&L crisis. However, the federal gov-
ernment simply cannot substitute for market
oversight in controlling risk. The federal regu-
latory agencies will never have the personnel
or the financial resources to effectively regu-
late a financial systemn as large and diverse as
ours. Adequate oversight requires not only
having interested partics who arc in a position
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to monitor managerial behavior on a regular
basis, but also an environment in which the
attention of depository managers is focused on
making decisions that emphasize financial
stability and health first.

FIRRIZA restricts the ability of S&Ls to
make and hold nonmortgage assets and re-
quires S&Ls to raise the level of housing and
housing-related loans in their portfolio to 70
percent from the current 60 percent level. The
events of the early 1980s provide evidence that
such portfolio restrictions expose depository
institutions to both interest-rate and credit
risks. The evidence presented in this article
suggests that high-risk S&Ls tend to take ex-
cessive risks of all types (both in mortgage and
nonmortgage investments). Therefore, deregu-
lation may have made it casier for high-risk
S&Ls to take excessive risks, but it also re-
duced the risk at well-managed S&Ls. The
portfolio restrictions included in FIRREA will
reduce the ability of S&I.s to engage in risk-
reducing diversification. In addition, this
rescarch indicates that reregulation of invest-
ments made by S&Ls would not affect their
risk preferences. Risky portfolios can also be
assembled with housing and housing-related
Joans.

What remains to be done

The existing regulatory structure creates
incentives for S&Ls to hold risky portfolios.
Under the current structure, depositors do not
have any incentive to impose market discipline
on the use of their funds because the deposits
are insured. The current system allows S&Ls
to use depositors” funds to ¢ngage in riskier
activities than would otherwisc be possible.
This distortion in the existing regulatory struc-
ture can be climinated by creating a class of
creditors that is specifically available to moni-
tor S&J. risk and bear the risk of loss. An
essential clement in the recent Federal Reserve
Bank of Chicago proposal (see Keehn | 1989])
for restructuring the financial services industry
is the requirement that depository institutions
maintain a specified level of subordinated debt
relative to their risk-adjusted assets. Like
equity, the debt would serve as a cushion 1o
depositors and the deposit insurance fund.
However, the debt. properly structured, would
also facilitate the imposition of market disci-
pline on management of depository institu-

15



tions, prevent debtholders from “running”
when the institution encountered financial
difficulties, eliminate pressures for systemic
bank runs, and provide for orderly closure,

recapitalization, or other types of restructuring.

Policies that reduce this type of market
discipline will certainly create incentives for
S&Ls to take risks. The S&L crisis has re-
vealed a fundamental problem in our system
for supervising depository institutions. De-

spite its strengths, the Financial Institutions
Reform, Recovery and Enforcement Act of
1989 does not address all of the problems of
the S&L. industry. It is important to remember
that politically sponsored forbearance and lax
supervision by themselves would probably not
have created a crisis of the current magnitude.
By distorting the market for depositors, the
existing system of deposit insurance aided.
abetted, and augmented the disaster.

FOOTNOTES
'Sc¢e Bert O. Ely (1989).

2Current market values of assets and liabilities can also
differ from their historical values because of changes in the
value of loan collateral, or in the riskiness of unsecured
loans.

*Goodwill consists principally of the amount over book
value paid by an S&L. to acquire other S&Ls.

4By comparison, this amount is similar (o that reported by
Kane in his 1985 monograph.

SSee Barth, Bartholomew. and Labich (1989).

®Howcver, the presence of prepayment options tends Lo
hamper the ability of S&Ls to adjust their mortgage yields
during periods of declining interest rates. Homeowners
have the option (o pay the balance of their mortgages at any
time. Other than predetermined schedules of prepayment
penalties, S&Ls have no control over homeowners' prepay-
ment decisions. When new mortgage rates decline relative
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