
Housing: Will It Happen Again?

F E D E R A L  R E S E R V E  B A N K  O F  S A N  F R A N C I S C O

S u p p o r t e d  by an increased availability of 
credit and an appreciable reduction in 

vacancy rates, the Western housing industry 
posted a fairly steady succession of monthly 
gains through October of this year. In the 
third quarter, housing starts in the West aver
aged 262,000 units (seasonally adjusted an
nual ra te )— a 55-percent gain over last year’s 
depressed third-quarter level and more than 
double the year-to-year gain recorded else
where. In October, starts were at an annual 
rate of 280,000 units— exactly double last 
year’s October low.

Western housing starts are of course far 
below the unsustainable rate of 431,000 starts 
attained in 1963, at the crest of the last 
boom, and are therefore not endangering the 
construction outlook by such overbuilding as 
occurred that year. Indeed, despite the 
strength of the recent upturn, considerable 
ground remains to be covered before the rate 
of housing starts reaches the average level 
of the last building cycle.

The present outlook for the Western hous
ing industry is clouded by developments in 
the credit markets, including a fairly sharp 
rise in interest rates and yields. Because of 
its potential impact upon the pattern of sav
ings flows, the recent interest-rate trend has 
led to fears of a recurrence of the severe 
“crunch” which developed in the mortgage 
market in 1966. But a backward look at the 
golden days of the early ’60’s and the trau
matic period of the mid-decade may suggest 
some answers to the question: “Will it happen 
again?”

Housing’s boom . . .
From the beginning of 1961 to the mid- 

1963 peak, Western housing activity strongly 
outpaced the national industry with a 40- 
percent overall gain, until eventually the 

232 West accounted for over a quarter of total

starts nationally. However, all of this District 
increase occurred in multiple units; permits 
for single-family structures remained virtual
ly unchanged over the entire period. As a 
result, the District by 1963 accounted for 
about a third of the national total of new 
multiple starts.

Housing starts, especially of multiple units, 
increased faster in virtually every District 
state than in the rest of the nation. Within 
the District, however, the increase centered 
largely in the (six-county) Southern Califor
nia area. On the strength of a 65-percent gain 
in total housing starts, Southern California’s 
share of the District total jumped from less 
than a third in 1960 to one half in 1963. In 
fact, that region’s share of multiple starts 
reached almost 60 percent in 1963.

,. . and housing's decline
The author of the dictum “What goes up 

must come down” must have been inspired 
by the post-1963 collapse of the Southern 
California housing market. For just as the 
area led in the strong expansion of the two 
preceding years, so it led what turned out to 
be the sharpest decline in housing activity 
in the history of the West.

Paced by an 84-percent reduction in new 
multiple units, total housing starts in Southern 
California registered a sustained decline of 
75 percent from 1963 through 1966, and 
thereby accounted for three-fifths of the de
cline in the entire District. Southern Cali
fornia, moreover, accounted for a third of 
the net decline in housing starts nationally. 
Nevada and Arizona suffered even sharper 
percentage declines. On the other hand, Ha
waii, Oregon and Washington, which had ex
hibited fairly steady but less spectacular gains 
in 1961-63, continued to grow during the 
downturn elsewhere.

But even these statistics fail to put the
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Western housing slump in adequate per
spective. For one thing, the decline in hous
ing activity outside of the District did not 
begin until the end of 1965— a good two- 
and-a-half years later. In fact, housing starts 
in the rest of the nation continued to rise 
in both 1964 and 1965, and only declined 
last year, when the supply of mortgage credit 
tightened nationwide.

In 1966, when the heavy credit demands 
of businesses, consumers and governments 
assumed particularly formidable dimensions 
and pushed yields up to record levels, the flow 
of funds into mortgage-lending institutions 
dropped sharply, as did the outflow into 
mortgage loans. District member-bank real- 
estate loans rose by $244 million, only one- 
fourth of the 1963 volume, while the mort
gage portfolios of District S&L’s rose by 
$470 million, only one-tenth of the abnormal 
1963 volume.

In the District, the reduced availability of 
mortgage credit contributed to a further de
cline in housing starts, and in the rest of the 
nation it contributed to the first decline in 
activity since the beginning of the decade. 
However, it seems fairly clear that the over
supply of housing created by the exception
ally strong boom in 1961-63, rather than 
the increased cost and reduced availability of 
credit, was responsible for the earlier and 
much sharper decline in the District.

. ., related to basic demand factors
Financing, indeed, was not a major prob

lem until the mortgage market tightened 
everywhere late in 1965. The rate of growth 
in both savings and real-estate loans at Dis
trict banks and S&L’s was still greater than 
in most preceding years, and the flow of 
funds was sufficient to keep the level of mort
gage rates quite stable— lower, even, than 
during 1960-63. If anything, terms of lend
ing (including appraisals and loan-to-price 
ratios) may have been excessively generous

throughout the first part of the decade.
Easy financing and overbuilding eventually 

took their toll in the form of a sharp rise of 
mortgage delinquencies and foreclosures. The 
foreclosure rate of 1-4 family homes, as re
ported by mortgage bankers and commercial 
and mutual-savings banks in Western states, 
rose from about .20 percent in 1961 to .59 
percent in 1966— a rate almost double that 
for the nation as a whole. And in 1966 the 
foreclosure rate for S&L’s reached 1.48 per
cent in California, Nevada and Arizona— well 
over double the S&L rate nationally. In fact, 
District S&L’s by the end of last year ac
counted for two-fifths of all S&L foreclosures 
in the entire nation.

During 1961-63, Western housing activity 
clearly outpaced basic demand as measured 
by net household formations. In Los An
geles County, for example, permits for new 
homes (including a p a r t m e n t s )  averaged 
about 100,000 annually over that period —  
substantially in excess of the rate of house
hold formation, which had averaged about 
64,000 annually in the 1950-60 decade and 
then dropped even lower, to roughly 56,000 
annually, in the 1960-66 period. Even after 
allowance for demolitions, the increase in the 
housing supply far exceeded the incremental

Despite '67 recovery, housing 
activity remains below earlier peak

T h o u s a n d !  o f D v o l l i n g  U n it t
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demand and thus contributed to a marked 
rise in vacancy rates.

These conditions were by no means unique 
to Southern California, however. Rising va
cancy rates were evident in a number of 
areas throughout the District, including Salt 
Lake City, Phoenix, Las Vegas and the 
metropolitan centers of Northern California. 
By late 1965, in fact, the rental vacancy rate 
for the West as a whole reached 12.2 percent 
(seasonally adjusted), well above the na
tional rate of 7.7 percent.

Housing's rebound__
Supported by an increased availability of 

credit, a rise in home sales, and a further 
reduction in the inventory of vacant units, 
housing starts in the West registered a suc
cession of strong monthly gains this year, 
averaging a 262,000 unit annual rate in the 
third quarter. This was not only 55 percent 
above last year’s depressed third-quarter 
level, but it also far outpaced the 25-percent 
year-to-year gain recorded elsewhere.

The recovery in the Western housing in
dustry was somewhat stronger for multiple 
units than for single-family structures, al
though multiples still account for only about 
40 per cent of total starts. During the third 
quarter of 1967, permits issued for the con
struction of multiple units were double last 
year’s depressed third-quarter figure, in con
trast to a 50-percent year-to-year gain in 
single-family units. (Outside of the District, 
multiples increased by about 45 percent over 
this period.) By mid-year, housing activity 
topped its year-ago level in every District 
state except Hawaii and Nevada.

. . . due to less surplus, more credit
In part, the strong recovery reflected a sub

stantial reduction in the housing surplus, 
especially in Southern California. According 

234 to one recent survey involving 700 tracts in

that area, the number of unsold homes at 
mid-year amounted to 27 percent of the total 
stock, down almost one-fifth from December 
and down by a third from June 1966. (In  
m id-1964 the unsold inventory had amounted 
to 42 percent of the units surveyed.) Apart
ment vacancies also have shown a sizable 
decline; the rental vacancy rate in the West 
declined from 11.4 to 7.8 percent between 
late 1966 and m id-1967 —  a significantly 
greater reduction than the national decline 
from 7.0 to 6.3 percent.

The other major contributor to the hous
ing recovery was, of course, the greatly en
larged flow of savings into mortgage-lending 
institutions. Aided by a combination of over
all credit ease, a fairly sharp (albeit tempo
rary) drop in yields on competitive instru
ments, and a high rate of personal saving, 
the flow of funds into District commercial 
banks and S&L’s expanded sharply in the 
first half of the year, and the inflow continued 
at a healthy pace in succeeding months de
spite the increased attractiveness of yields 
available elsewhere. Time-and-savings de
posits at District banks rose by over $2 billion 
(almost 9 percent) over the January-Septem- 
ber period, while savings and certificate ac
counts at District S&L’s rose by somewhat 
more, for a gain some six times greater than 
the total 1966 inflow.

On the other side of the ledger, real-estate 
loans at District banks increased by $312 
million between March and September (after 
an early-year decline), and almost all of that 
gain took place in the summer quarter. Mort
gage portfolios of District S&L’s expanded 
by over $900 million through September—  
well over double last year’s increase.

District S&L’s have increased their mort
gages less rapidly than other associations, 
however, partly because of their attempt to 
rebuild liquidity and to make repayments 
of previous heavy borrowings from the Fed-
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eral Home Loan Bank. Since December, 
these repayments have amounted to $1.3 
billion— 40 percent of the total borrowings 
outstanding in the District at the time of the 
1966 “crunch,” and half of all repayments 
made by S&L’s nationally. Moreover, they 
have lowered their ratio of loan portfolios to 
savings from a 1966 peak of 108 percent to 
less than 100 percent, the lowest level of the 
past several years.

Disintermediation II?
In spite of the obvious improvement in the 

savings and mortgage picture, however, some 
signs of a possible slowdown appeared during 
the third quarter. For one thing, the flow of 
savings into Western S&L’s moderated from 
its exceptionally vigorous early ’67 pace, as 
gross inflows declined slightly and withdraw
als increased appreciably. As a result, the 
withdrawal ratio at District associations— 
that is, withdrawals as a percentage of gross 
inflows— rose to 79 percent from a first-half 
figure of 71 percent, but it still remained 
well below the 96-percent ratio reached in 
last year’s traumatic third quarter.

This trend reflects the conjunction of two 
factors— the recent rise in yields on com
peting market instruments, and the July 1 
rollback in the maximum rate payable on 
S&L passbook accounts in the states of Cali
fornia, Nevada, Hawaii and Alaska. The roll
back was from 5.25 percent to 5.00 percent, 
compounded daily to yield 5.13 percent. Else
where, S&L’s generally are subject to a 4.75- 
percent ceiling, but they may pay up to 5.25 
percent on certificates of only six-months’ 
maturity, whereas S&L’s in the aforemen
tioned District states may pay this rate only 
on certificates of three-year’s maturity.

Yields on competitive market instruments 
meanwhile have risen sharply. The three- 
month Treasury bill rate, after declining from 
5.36 to 3.48 percent between last September

Housing rebounds as more savings 
flow into mortgage-lending institutions
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and this June, rose by about 96 basis points 
in the third quarter to 4.54 percent in Sep
tember, while the yield on six-month finance 
paper rose by 50 basis points during the 
quarter to 5.00 percent. Following the de
valuation of the British pound and the hike 
in the Federal Reserve discount rate in mid- 
November, the 90-day bill rate jumped fur
ther to just under 5 percent.

As a result of these changes, the yield 
spread between Western S&L passbook ac
counts and market instruments has narrowed 
considerably —  in the case of the S&L rate 
and the 90-day bill rate, from 191 basis 
points in June to 59 basis points in Septem
ber, and to only 14 basis points in late 
N ovem ber. A t the w orst of last y ear’s 
“crunch,” the spread slightly favored bills.

The gradual slowdown in the savings in
flow has been accompanied by a fairly sus
tained firming in mortgage yields and by a 
rise in discounts on government-insured mort
gages. Consequently, yields on FHA 6-per- 
cent 30-year mortgages in the West rose by 
42 basis points, to 6.65 percent, between 
early May and early November. (Govem- 
ment-backed mortgages account for 30 per
cent of District banks’ real-estate loan port
folios, as against 18 percent elsewhere.) In 235

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

December 1967



F E D E R A L  R E S E R V E  B A N K  O F  S A N  F R A N C I S C O

S&L's worry about rate rollback and 
rise in yields of other instruments

P«rc«nt
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the same timespan, contract rates of interest 
on conventional (new home) mortgages rose 
by 20 basis points in the West, and by 15 
basis points nationally, to 6.90 percent and 
6.55 percent, respectively. In all cases, the 
changes brought mortgage yields to levels 
substantially above the lows of last spring 
and only slightly below the highs which pre
vailed in late 1966.

With the economy gaining steam, with 
heavy credit demands continuing from both 
the business and public sectors, with market 
yields rising and with tax-increase prospects 
still uncertain, the recent trends have created 
distinct uneasiness in the mortgage market. 
Federal R e s e r v e  C h a i r m a n  M a r t i n  has 
warned that reliance by the Government on 
monetary restraint alone to cope with infla
tionary pressures might drive interest rates 
to “unprecedented levels,” while FNMA 
Chairman Lapin has warned that efforts by 
the Treasury to cover its prospective huge 
deficit through borrowing in the market 
would make “the 1966 rate structure look 
like ‘cheap money.’ ” Builders and mortgage 
lenders also have expressed their concern 
over the implications of rising interest rates 

236 for home-building.

Home costs rising
But another factor —  the continuing up

ward pressure on construction costs and 
home prices —  may also create problems in 
the future. Cost pressures pose a particularly 
difficult problem for the growing ranks of 
younger couples who, because of the high 
costs of home ownership, decide to move into 
apartments instead. In fact, this helps explain 
why multiple starts account for 40 percent 
of the Western housing market.

Rising costs also help explain the growing 
District market for mobile homes. Last year, 
for example, sales of mobile homes (which 
are not included in the housing-start figures) 
were almost one-fifth as large as total housing 
starts. In some District states, most notably 
Idaho, Alaska and Nevada, sales of mobile 
homes exceeded the construction of new 
homes.

Average hourly earnings of construction 
workers in California rose by over 16 percent 
during the 1960-63 boom, by an additional 
16 percent during the 1963-66 slump— and 
by 6 percent more over the last year, reflect
ing what one trade journal called “the cost
liest labor contracts in history.” The rise in 
construction wage rates has far outpaced 
the gains in other industry sectors, as well as 
the rise in the cost of living generally. Ma
terials costs have risen less rapidly, by rough
ly 6 percent over the past four years, but 
land prices and taxes have soared.

As a result, the median price of a new 
home in the West has risen by a third in just 
the last four years— in spite of the conditions 
of oversupply which prevailed during most of 
the period— compared with a one-fifth in
crease in the rest of the nation. During the 
second quarter of 1967 alone, half of all the 
new homes built in Los Angeles county were 
in the $35,000-and-over bracket. The higher 
prices mean, of course, that financing require
ments per unit increase proportionally— both 
for builder and buyer.
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Continued gains?
Most observers have based their estimates 

for 1968 housing activity upon adoption of 
the A d m i n i s t r a t i o n ’s 10-percent tax-sur- 
charge proposal, although assessments of its 
likely impact upon housing vary considerably. 
Some commentators argue that the tax in
crease should reduce reliance upon monetary 
policy to cope with general inflationary pres
sures and thus should help check a further 
rise in interest rates generally and in mortgage 
rates in particular. Other observers argue, 
however, that would-be home buyers are 
more likely to be discouraged by a reduction 
in after-tax incomes, which would reduce 
their ability to meet down-payment require
ments, than by an increase in the cost of 
money.

On balance, however, most observers en
vision an increase of about 10-15 percent in 
housing starts nationally, from an estimated 
1.25 million units in 1967 to about 1.4 mil
lion units in 1968. For the West, a National 
Association of Home Builders study projects 
roughly a 15-percent gain to about 250,000 
units. In fact, the national industry in the

third quarter of 1967 already matched the 
rate of activity expected for 1968, and the 
regional industry exceeded the average ’68 
pace cited in the NAHB projections. Unless 
financing problems interfere, then, the hous
ing industry should encounter little difficulty 
in meeting the production goals it has set for 
itself in 1968.

Over the longer-term, the industry foresees 
a sharp upsurge in basic demand nationally. 
In a recent study prepared for the Congres
sional Joint Economic C o m m i t t e e ,  the 
NAHB projected an annual demand for the 
1966-70 period of 1.8-2.0 million housing 
units, and an annual demand for the 1971-75 
period of 2.0-2.2 million units. (The 1961- 
65 average was 1.6 million units.) Translated 
into dollar volume, residential construction 
nationally by 1975 would be on the order of 
$66-73 billion, or more than double the 1965 
volume. Clearly the demand is there, both in 
the West and in the rest of the country. The 
more interesting question in the light of recent 
history is whether the requirements for mort
gage funds can be met.

Verle Johnston
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