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Help for Housing?

A
l t h o u g h  the housing slump is still far 

from over, a number of recent devel
opments indicate that an upturn is in the 

making. Three years of fairly steady decline 
brought U.S. housing starts last year to a 
level barely three-quarters of that reached 
during the recent high of 1963. During the 
first five months of 1967, however, starts in 
the nation averaged 24 percent above the 
annual rate attained during 1966’s final quar
ter —  and in the West, where the level of 
activity last year was almost 60 percent below 
that of the pre-slump period, the construction 
pace early this year was 28 percent ahead 
of the late-1966 figure. Contract awards, 
building permits, and the flow of savings into 
mortgage-lending institutions also picked up, 
and (a t least temporarily) mortgage rates 
declined and non-price lending terms eased.

Nevertheless, the turnabout has been nei
ther so great, nor so far removed from the 
“crunch” of 1966, as to dispel memories of 
last year’s traumatic experience in the mort

gage market. In fact, the recent improve
ment has been accompanied by a vigorous 
examination of proposals —  some old, some 
new —  designed to give special assistance to 
one sector or another of the housing industry, 
and thereby to reduce the vulnerability of 
housing to a recurrence of the difficulties 
which beset it last year.

These p roposals run  the gam ut from  
entirely new arrangements —  such as direct 
public subsidies to home buyers —  through 
extensions of earlier reforms, to slight modi
fications of existing policies or institutional 
practices. Proposed reforms include the de
velopment of a broadened secondary market 
for mortgages, an administrative “rollback” 
of interest-rate ceilings on time and savings 
deposits, greater flexibility (if not the elimi
na tion ) of ra te  ceilings on governm ent- 
insured mortgages, and diversified lending 
powers for heretofore specialized mortgage 
institutions.Digitized for FRASER 
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Central mortgage bank?
Several of the most widely discussed mea

sures to help housing would achieve this 
objective indirectly, by improving the mort
gage market. One such proposal would trans
form the Federal National Mortgage Asso
ciation into a central mortgage bank, with a 
trading desk whose function it would be to 
buy and sell, continuously , government- 
backed mortgages and possibly conventional 
mortgages as well. A related proposal, orig
inally advanced by the American Bankers 
Association several years ago, would estab
lish Federally chartered private corporations 
to insure conventional mortgages and to buy 
and sell loans in secondary market opera
tions.

By acting as a clearing house of informa
tion with ready bids and quotes, the trading 
desk would bring prospective buyers and 
sellers together and would thus enable mort
gages to be traded more like corporate, mu
nicipal and Treasury obligations. This, in 
turn, should result in lower marketing costs 
and, hence, lower costs to the borrower.

Full guarantees?
Federal Reserve Governor Maisel’s sug

gestion that investors be allowed full recourse 
against FNM A for any mortgages purchased 
from it —  in effect, a government guarantee
—  also should enhance the marketability of 
mortgages, and thereby should contribute to 
a greater supply of available funds and help 
reduce the cost of borrowing. In fact, a guar
antee of this sort, whether made by FNMA 
or even by private firms, might be essential 
to the development of a broad and active 
secondary market for conventional mort
gages, which account for three-quarters of all 
mortgages outstanding. Conventional mort
gages are not characterized by the same de
gree of uniformity as FH A ’s and VA’s but 
vary rather considerably, depending upon 

140 the location and credit rating of the individual

borrower, the description and appraisal of 
the property, and a host of factors influenced 
by individual state laws. (Legislation of this 
type deals with ceilings on rates and fees, 
limits on loan-to-value ratios, maturities, me
chanics liens and even documentation.)

C onsequently , a guaran tee  provision 
should substantially enhance the marketabil
ity of the mortgage, simply by making it un
necessary for the investor to evaluate each 
individual loan in his portfolio. However, 
the provision of such a risk-eliminating guar
antee presumably would have to carry a fee 
if it were not to involve an implicit element 
of subsidy.

Most observers foresee formidable obsta
cles which could hamper FNMA purchases 
and sales of conventional mortgages, because 
of the wide variation in state laws and the 
lack of uniformity in the conventional mort
gage. Overcoming these obstacles would re
quire a considerable expansion of FNMA of
fices and staff to handle the screening and 
processing of the expanded loan volume. Be
sides, more FNMA resources for the pur
chase of conventional loans could mean less 
FNMA resources for the purchase of FHA 
and VA loans, to the detriment of the lower 
income and lower down-payment homebuy- 
ers who rely so heavily upon these types of 
financing. Beyond that, there remains the 
question of whether a government agency 
should properly deal at all in non-government 
backed mortgages.

Compete with private lenders?
A nother p roposal would have housing 

agencies augment the supply of funds avail
able for mortgage financing by issuing their 
own securities, specifically tailored to meet 
the needs of special categories of investors, 
such as individuals and pension funds. (At 
the present time pension funds have only 
about $6 billion of their $160 billion invested 
in mortgages.) In fact, both FNMA and theDigitized for FRASER 
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Upturn begins, but housing 
still has far to go on recovery road

T h o u iQ u d *  o f D v t l l i n g  U n its

Federal Home Loan Bank Board already 
have the authority to market long-term obli
gations. Some observers argue that a greater 
exercise of this authority —  by FNMA to 
raise more money with which to purchase 
FHA mortgages, and by the FHLB to in
crease its advances to member S&L’s for 
expansion purposes— would do more to iron 
out sharp fluctuations in the availability of 
mortgage funds than would the creation of a 
central mortgage bank.

The U.S. Savings and Loan League, for 
example, contends that a central mortgage 
bank could hamper home finance by drawing 
funds away from the thrift institutions which 
are engaged in mortgage lending —  S&L’s, 
mutual savings banks and commercial banks. 
Actually, FNM A’s increased volume of open- 
market offerings last year did help to push 
up interest rates, and to some extent prob
ably diverted savings from thrift institutions.

The mortgage bank, it is argued, apart 
from offering added competition to other 
mortgage institutions in bidding for the sup
ply of loanable funds, might well accumulate 
a substantial volume of funds during periods 
of monetary ease, but might still find it diffi

cult during tight-money periods to attract 
enough money at interest rates that builders 
and borrowers could live with. Even so, a 
properly functioning mortgage bank by defi
nition would not contribute to overbuilding 
during periods of ease because it would be 
careful not to flood the market with low-cost 
loanable funds. If it were to float longer-term 
obligations during such periods it could then 
make the funds available to borrowers on fa
vorable terms during periods of general credit 
restraint and higher interest rates.

Greater flexibility in rates —
But while housing analysts disagree about 

the need for special mortgage facilities to im
prove viability of secondary markets, they 
agree almost unanimously about the need for 
greater flexibility in FHA and VA interest- 
rate ceilings, so as to avoid the heavy dis
counts which characterized last year’s mort
gage market. Three successive increases in 
the FHA ceilings in 1966, from 5 lA  to 6 per
cent, failed to keep pace with rising market 
yields generally, and consequently failed to 
attract the funds of private investors, so that 
discounts around the country averaged close 
to 10 points in some areas last fall.

Discounts— which are the means by which 
the market adjusts to administered rates —  
under some state laws must be computed as 
part of the interest rate subject to rate ceil
ings, even if they are paid by the builder or 
seller. This constraint, of course, further im
pedes the flow of funds into mortgages. Just 
what the reaction of the market would be to 
a “freeing” of administered rates at a time 
when market rates are rising and discounts 
on mortgages are deepening, however, is 
somewhat uncertain.

The supply of housing might increase as 
sellers are relieved of the burden of absorb
ing discounts. If buyers are themselves eager, 
of course, mortgage rates may rise even in 
a situation of relative ease in the housing 
market. At the same time, if buyers are re-Digitized for FRASER 
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luctant and resist a shifting of discounts from 
the seller, rates themselves might even soften. 
As the president of the Mortgage Bankers 
Association has pointed out, if administered 
rates had been free to move higher in 1966, 
borrowers at least would have had a greater 
opportunity to borrow mortgage funds.

—  and flexible rates on outstandings
Another proposal would tie the rates on 

outstanding mortgage loans to some other 
market rate, or index of rates. As interest 
rates rose, the cost of the homebuyer’s pre
viously borrowed funds would rise, and as 
market rates declined, the cost of his mort
gage loan conversely would be reduced. The 
adjustment could be made in the loan matur
ity rather than in the monthly payment.

Supporters of this approach argue that a 
flexible rate would preclude home buyers 
from “holding off” at a time of high yields 
generally, because they would know that they 
could also “benefit” from a future decline in 
rates. Mortgage demand and housing activity 
would then be smoothed out over the cycle, 
and the mortgage lender happily would not 
find himself in an earnings squeeze during 
periods of general credit restraint and rising 
yields.

Mortgage  flows slowed in '66 
despite heavy FN M A  purchases
B il l io n *  of D o l lo r *

However, the evidence suggests that the 
enthusiasm of the home buying public for 
such an arrangement is minimal. Efforts by 
a few S&L’s last year to involve the fine print 
“escalation clause” in their mortgage con
tracts elicited a sufficiently negative response 
on the part of their borrowers to force a 
retreat. This of course was a one-way esca
lation adverse to the borrower; without a 
firm contractual system for downward rate 
adjustments in periods of easier money, the 
desired inducement for sustained mortgage 
borrowing during h igh -in terest periods is 
lacking.

Implicit and explicit subsidies
Closely related to the problem of adminis

tered rates is the issue of whether rates on 
governm ent-insured  mortgages should be 
lower than those which the market would 
provide. The issue essentially boils down to 
the desirab ility , on economic and social 
grounds, of loan programs which involve an 
implicit or explicit element of subsidy. Those 
who argue in the affirmative, with the weight 
of Congressional opinion behind them, point 
out that lower-than-market rates on govern- 
ment-backed mortgages are often needed to 
encourage homebuying by lower-and-middle 
income families, which means that some spe- 
cial-support operation with public  funds 
becomes necessary. Some critics oppose sub
sidies per se, while others maintain that even 
if an element of subsidy is desirable, it might 
better be extended by direct means, such as 
loans or grants directly to the home buyer 
to cover part of the interest cost or purchase 
price of a home, rather than through often
times self-defeating efforts to segment the 
structure of market yields.

Still, explicit subsidies could create new 
problems. The proposal for the Federal Gov
ernment to make direct rental payments to 
low-income families has already run into 
snags. Treasury Secretary Fowler, viewing 
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has concluded that these should only supple
ment, not substitute for, private financing. It 
is conceivable, for example, that direct gov
ernment lending could become so large in 
some areas as to preclude private financing, 
because of such factors as the increase in unit 
overhead costs which private lenders would 
face in administering a smaller volume of 
loans.

Beyond that, there remains the problem of 
establishing eligibility criteria for any such 
subsidies —  size of income, size of family, 
“need,” or whatever. Furthermore, an in
variant application of these criteria conceiv
ably might accentuate economic fluctuations 
at the very time when economic conditions 
call for monetary, fiscal and credit policies 
of a contra-cyclical nature.

Insulate the mortgage market?
Still another proposal would go even fur

ther in an attempt to insulate housing from 
fluctuations in the nation’s capital market. As 
advanced by the Department of Housing and 
Urban Development, this insulation would be 
achieved through massive Federal Reserve 
purchases of FNMA and FHLB debentures, 
the proceeds of which would then be used to 
finance FNMA mortgage acquisitions and 
FHLB advances to member S&L’s. (These 
advances would then be used by the S&L’s 
to expand their mortgage lending over and 
above any increase in their savings flows and 
repayment flows.)

By exerting a downward pressure on yields, 
Federal Reserve open-m arket purchases 
could, it is argued, result in the elimination 
of discounts. But as last year’s experience 
indicated, any such downward pressure on 
mortgage yields could cause a shift of pri
vate funds out of mortgages if other market 
yields were rising at the same time. And since 
overall credit conditions during a tight-money 
period call for open-market sales rather than 
purchases of the instruments in which trans
actions are made, either the Federal Reserve

would sell some FNM A and FHLB obliga
tions along with the usual Treasury securities 
— thus increasing their yields— or the special 
Federal Reserve support of mortgages would 
necessitate still further sales of other instru
ments, generating upward pressures on their 
yields. Under these circumstances, the mar
ket might witness a re-emergence of discounts 
on mortgages, a drying-up of private mort
gage funds, and an accelerating reliance on 
the Federal Reserve to provide the nation’s 
mortgage funds.

Rolling back savings rates
Another possible means of easing the pol

icy impact on the mortgage market would be 
a “rollback” in the interest-rate ceilings which 
thrift institutions may pay on their time-and- 
savings deposits. A  forced reduction in the 
cost of these funds is necessary to the thrift 
institutions (so the argument goes) if the 
price at which these funds are then made 
available to mortgage borrowers is to be re
duced. The problem, of course, is that an 
administered rollback in the rates paid to 
depositors might prove to be self-defeating 
if the yields on the other instruments which 
compete for investors’ funds should rise. The 
funds would roll out of the thrift institutions 
(and fail to roll in) and the ability of these 
institutions to make mortgage loans would 
tend to evaporate.

There remains, too, the problem of just 
what rate ceilings should be applied to the 
various types of thrift institutions. Until re
cently, for example, S&L’s in certain Western 
states were allowed to pay higher rates than 
their counterparts elsewhere, the differential 
being based on the grounds that these states 
are fast-growing capital-deficit areas with a 
relatively greater “need” for long-term funds. 
Yet no such regional or local differential is 
allowed com m ercial banks in these same, 
states, notwithstanding the fact that they have 
traditionally maintained a much higher ratio 
of time-and-savings to total deposits thanDigitized for FRASER 
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banks elsewhere in the nation, as well as a 
much higher ratio of real-estate to total loans.

Building up liquidity —
Yet another proposal, designed to reduce 

the housing industry’s vulnerability to credit 
changes by bolstering institutional liquidity, 
has been advanced by the Home Loan Bank 
Board and endorsed by the Council of Eco
nomic Advisers, the American Bankers Asso
ciation, and the Federal Reserve Board of 
Governors. This proposal would have thrift 
institutions— most notably the S&L’s— build 
up a buffer stock of cash and government 
securities during periods of general monetary 
and credit ease, sufficient to help finance con
tinued mortgage lending during periods of 
credit restraint.

Such a buffer stock of liquidity would not 
only reduce the S&L’s vulnerability to reduc
tions in savings inflows, but would also make 
them less dependent upon FHLB borrowings. 
Also, by its very nature, it would reduce 
lenders’ incentive to make loans of inferior 
quality during periods of general credit ease.

A related proposal would have the S&L’s 
and mutual savings banks supplement their 
normal sources of loanable funds by issuing 
a greater variety of longer-term securities. If 
issued during periods of credit ease and gen
erally low interest rates, the securities not 
only would provide the institutions with a 
greater proportion of funds “locked in” at 
lower rates —  thus improving their earnings
—  but would make them less vulnerable to 
savings outflows during periods of credit re
straint and rising yields.

—  and diversified lending
Finally, there remains a somewhat contro

versial proposal that has been advanced not 
so much to help housing as to help the S&L 
industry. This is the suggestion that nonbank 
depositary institutions specializing in mort
gage lending be allowed to diversify their loan 

144 and investment portfolios— in effect, making

them more like commercial banks.
Savings-and-loan men argue that such di

versification would not only result in greater 
competition, to the advantage of the public 
at large, but would also help to spread the 
impact of m onetary  policy actions more 
evenly throughout the financial system, and 
perhaps lessen the need for a system of struc
tured rate ceilings on the deposits of the vari
ous types of thrift institutions. By increasing 
the flexibility of S&L’s, diversification also 
would improve their earnings, and this in turn 
would make it easier for them to limit savings 
outflows by adjusting rates paid to savers as 
yields rise during periods of heavy credit 
demands.

Those opposed to a broadening of the 
lending powers of heretofore specialized in
stitutions maintain that any such diversifica
tion would, by its very nature, divert funds 
to uses other than the financing of mortgages. 
But there is yet another dimension to the 
problem —  to what extent can nonbank de
positary institutions be made more like com
mercial banks on the lending or asset side 
of the ledger, without corresponding adjust
ments on the capital and liabilities side as 
well?

Some such adjustment may be desirable 
so as to achieve a more equitable incidence of 
taxation, and also to achieve a more effective 
“incidence” of monetary policy. The poten
tial for destabilizing shifts of funds between 
various types of institu tions might be in
creased if lending powers were more nearly 
equalized but reserve and liquidity require
ments were not —  that is, if S&L’s were not 
required (as their competitors are) to im
mobilize a large part of their assets into cash 
and relatively low-yielding assets out of def
erence to reserve and liquidity requirements.

As the foregoing pages indicate, all quar
ters of the financial world have developed 
ideas about what went wrong with the mort
gage market in 1966 and what can properlyDigitized for FRASER 
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M ortgage  market hampered
by last year's slump in savings inflow

B i l l i o n i  o f  D o l l a r s

be done to cushion the impact of such an 
experience if it should re-occur. The Board 
of Governors of the Federal Reserve System, 
in analyzing this subject, came up with sev
eral broad guidelines in a report prepared 
recently for the Senate Banking and Cur
rency C o m m ittee . The guidelines are: 

— A flexible policy should play a greater 
part than it did in 1966 in acting, when 
needed, to restrain aggregate economic 
activity. Timely reductions in income tax 
rates earlier in the 1960’s contributed 
greatly to the sustained economic growth 
that developed after the 1960-61 reces
sion. If, with the added economic stimulus 
provided by escalation of the Vietnamese 
war, an income-tax increase had been en
acted early in 1966, the burden of restrain
ing general economic activity would have 
fallen less heavily on monetary policy 
and hence less severely on the residential 
mortgage market and on housing.
— The residential mortgage market— both 
primary and secondary— should be inte
grated closely with the general capital

market, not insulated from it. But at the 
same time, certain institutional changes 
should be made to enhance the ability of 
the residential mortgage market to com
pete prudently for the limited aggregate 
supply of available credit. It should be 
recognized that the result would involve 
payment of higher rates at certain times 
for savings funds and for mortgage credit. 
— If special public measures appear war
ranted to ease the impact of tightening 
general credit conditions on the availa
bility or price of residential mortgage 
credit, such actions should be taken with
out sacrificing the objectives of monetary 
restraint. Moreover, the extent of the sub
sidy element involved should be revealed 
clearly, and the substitution of public for 
private credit should be minimized.
The Board also suggested (although with

out endorsing) several specific actions de
signed to stabilize the housing market:

(1 ) Improve the liquidity of thrift institu
tions so as to withstand better the pressures 
that develop when general credit condi
tions tighten.
(2) Improve the marketability of residen
tial mortgages so as to make them more 
attractive and to permit lenders to adjust 
their portfolio positions more readily to 
conditions of general credit restraint.
(3 ) Improve the allocation of residential 
mortgage funds so as to assure a more 
efficient distribution of credit during peri
ods of general credit restraint.
(4) Broaden sources of funds available 
for residential mortgage investment, there
by relying less on depository institutions 
that tend to be vulnerable to conditions 
accompanying general credit restraint.

— Verle Johnston
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