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August 21, 1358

™o ir. Coolidge SUBJECT: OSale by banks of
participeting certificetes
FROM M. 3. Eceles in mortguges insured Wy FUA.

Since I mey not have the opportunity, before I go om
Ay vacation, to discuss fully with you snd ¥r. Grimm your semoran-
dum 2nd his on the proposed ssle of participuting certificates by
banks, I sm giving you my comments in this zemorsndum. The sube
ject is one in which I am nafurally wery much intersated, both
from the point of view of the Federal Reserwe IJystem end the point
of view of %he Federel Housing Administration.

I think that the proposal is insdviseble sund impracticable
frem both these polnts of view. Apart from this fact, however, I
think that the dreswing of smell lnwvestors into the mortgage market
would be a fector of relative unimportance in desling »ith the re-
finuncing of exlsting mortzuges end the finaneing of new construc-
tion. In other words, I do not think that partiecipsting certificstes
sre the remedy for smy of the problems stated im the first part of
Mr, Grimm’s memorandusm.

Prenkly, it seems to me that Mr. Orimm has misconceived
the purpose of Title II of the Nationsl Housing ict and «lso that
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he has misconcelved the present situstion of the banks with regard
to resleestate loans. According to the secount recently published
in the AMFRICAN BANKIR--under the heading "U. 5. Treasury Studles
Plan to Sell FiA Hortgages to Individuals®—-"Hr. Crimm stated that
he thought it would be advantageous for banke to sell some of their
insured FHA mortgsges to the publie, thereby relieving benks of some
of their mortguge loed and meking additional funds available for
mortgages through drawing the public directly into this field.®

This is the view thut seems to be reflected in his com-
ments on "The Becles Hemorandum,® It is « view which implies (1)
thet benks can derive an advantayge from disposing of their insurable
mortgages rather then holding them, (£) thet benks are overloaded
with mortgeges end in need of being relieved of a2t least part of
their loed, (3) that mortgage insurance was provided under Title II
to faeilitate the ligquidation of mortgages by banks rether then to
induce banks to incresse their mortgage holdings, and (4) that the
current volume of residentlisl construction snd the volume of funds
evailsble for mortgage finencing can be incressed by the device of
selling participating certificstes to individusl investors.

These are &ll, &8 you sre yourself well aware, erronecus
sgsumptions. I have no doubt that ¥r. Grimm has heard them voiced
by some bankers, but nevertheless, as soneone hes put it, the first

thing to be said sbout an ervor is that it is erroneous.
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YTou express in your memorandum, comusenting onm Mr, Grimm's,
the opinion that any pooling of mortgazes by hunksi?ntirely impracticable.
Tou then go on to say, however, that Fvhether benks should be per-
aitted to allocate the participations in a single mortgsge is
somewhet different question.® I sgree mith you that the guestions
are different, but I would point out that the sale of participations
in & small mortgage (the FHA aversge ig 74,150 sand the maximum
§16,000), smortized by equel monthly peyments of interest and prin-
c¢ipael combined, is also entirely impracticable.

You will readily szee that the plecemeal payment of interest
end prineipsl on participating certificates sgsinst such & mortgage
would be cumbersome and costly to the bank in its dual role of mort-
gages und morigage dealer, cnd altogether unsatisfsctory to the in-
vestor. The latter's interest and prineipsl would come baek to him
in monthly driblets, his sctual iuvestment return would thus be sube
gtantislly less than the return of intersst borne by the mortgsgze,
and elther his monthly receipts from his certificate would be spent
in driblets or he would be put to the necessity of depositing for
glow aceumulation the small sums received from month to smonth as his
mortgage investment diminished. In short, this would be & "thrift
plan® in reverss.

For an sgency of the Pederal Govermment to encoursge per-

sons of limited mesns and limited experience to engage in such an
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impracticable pursuit would be, therefore, &n unwarrantable im-
position; and especislly so vhen governmental protection is svail-
able in a variety of other investments which have none of the dis-
advantages that would be inherent in perticipeting certificates
issued sgainst & single monthly-peyment-plan mortgage.

The srticle in the AMERICAN BANKER that I have rsferred
to above says thet, ¥in reply to Hr. OCrimmts sugzestion for the
asale of FHA morigsges to the public,” the disadvantages of partici-
pating certificates issued egeinst & mortgage that is paid off in
monthly installments were pointed out to him, and thzt there follow-
ed the suggestion thet ®one solution of the problem might lie in
pooling groups of mortgages and selling debentures ageinst them."
This I take to be the plan thet Mr. Grimm is advocsting, and this

is the plan thet I had teken into consideration in writing =y

~ previous memorandum.

How that the Banking Aet has been adopted, and with Congress
on the eve of adjournment, it seems to me like flogging & desd
horse to press at this time a proposal for the adoption of which
there i8 no clear legsl suthority, but on the contrary & consider-
able legal doubt. It iz true that, s ¥Mr. Grimm states et the cut-
set of his comments on "The Eccles Memorsndum,® Section 305 (&) of
the new Banking Act mey be amended if in its present form it does
not remove the doubt respecting the power of benks to issue partici-

pating certificates., This suggestion, however, is for obvious reasons
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one that eannot be avalled of until the next sesaion of Congress.
Hor could it have been avalled of while the Bunking dct wes in
gonference, since Section 308 (o) had pessed the House and the
Hensute in idenbticel terms snd hence was not subject to zmendwment
in conference.

What Seectlon 308 (u) does inm practical effect is %o
suthorize bsnks to deal in morigsges--to seguire mortgages with
2 view to thelr ressle "wilthout recourse or agreement Yo repurchase.®
It mey therefore be held by inference, and hes been so held in the
past, thet the right of a bank to deal in whole moritguges carries
with 1t the right to deal in spiit morigeges. AL any rate, with
Section 308 (2) on the statute books, such trenssctions are mo
longer prohibited even though they sre nol expressly &utharﬁodd.

The sttitude of the bapking conferees towsrd the aplit
wortgege was plainly indicated, however, in the provision which they
incorporated in Section 208 for the specifie purpose of preventing
national bunks from purchasing split morigages in aeny fora. Under
Section 208 o mationel bank mey perticipate with others in the
making of & resl-estate loenm in the first instence, but hoving
aoguired part of & mortgage in this meoner it ceumnoi, sz I under-
stand the new provision,; dispose of that participetion to another
national bank. The conferees were plainly aiming at keeping the
aplit mortguge out of national bonks except in the kind of trens-

setions thet Mr. Jones haed proposed as & means of two or more banks
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Joining iz the making of resl-estate losns that were too lerge for
one bank to hendle.

Vhat legal suthorlzstion, then, could the Federal Housing
Administrator rely on if he undertook to authorise banks, &s ap-
proved mortgagees snd scting es their own trustees, to issve partici-
pating certificates against pools of mortgages? 4s 1 see it, he
would have only the implicetion that such certificates ere not ine
vestaent securities bubt sre wmortgeges within the meaning of Seetion
508 (a). If this logel sanction does so exist, hovever, it is general
in respect of all classes of mortgsges, and sction by the Federsl
Housing Administrator sredicated thereon in respect of insured mort~
guges would ss & matter of course tend to encoursge slaso the resort
by banks to the pooling of uninsured wmortgeges end the sale of partici-
pating certificetes ageinst these pools,

¥hat the competitive result of this might be on the FHA
program is of course & moot guestion, but my own view is that the
FPedersl Housing Administrator would be opening & Pandora's box, that
the PHA program would suffer, and thet his sction would rightfully
be protested by the Comptroller of the Currency and the Federal Re-
serve Bosrd, The banks engsying in the sale of pe ticipsting certifi-
cates ageinst pools of mortgeges would be proceeding without clearly
defined authority of law &z to elther insured or uninsured mortgsges,
while at the szme time nelther the Comptrollier of the Curreney nor
the Pederal Reserve Board would have the adminlstrative suthority
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either to asuthorize the sele of ome and rrohibit the sele of the
other or %o prohibit the ssle zltogether,

I think I have said enough to meke it evident tat the
Paderal licvsing Administretor would be under the necessity of ob-
taining the express authorization of Congress before he could as
e practical sdministretive metter promulgste a regulation designed
to bring ebout the sule by banks of participsting certificutes
against pools of wortgeges. Furtheraore, I think it is obvious that
the benks themselves, even if any considersble number of them adght
be willing to engege in the sale of such certificates, would insist
upon imowing beyond all ressonsble doubt that they were not subject~
ing themselves to the penalties of the Securities dct. Only Congress
or the courts csn give them that definite sssurance.

It is pointless for mse, then, to discuss further than I have
done in my previous memorandum the meliers referred to In the pera-
graphs nusbered from £ to &b, inclusive, in Mr. Grias's acmorandum.
If Congress itself suthorizes the sale of participating certificateas
ageinst pools of morigages in the msnner proposed by Hr. Grimm, the
guestions of law and policy thet I reised in wy previous semorsendum
in regard to these several metters (& to 8b) would be sufficiently
answered. ’

vith regard to Mr, Grimm's comment (psragraph 4) on Title III
of the Housing Act, however, I may say it is quite plaln that he has
been misinformed s to the purposes which the suthors of this title
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had in aind., They did intend it to supplant or dlscourage the old
type of perticipsting certificate end they did not design it to
"drametize the need for getting the funds of private investors into
this field.® I do not wish to zo into 2 detailed discussion of
Title III here, but I would suggzest that, if Er. Grimm is interested
in learning the beckground of this title, he discuss it with ¥r. Charles
A, ¥iller, Mr., Winfileld ¥. Riefler, and ¥r. J. ¥. Daiger, who were its
chief proponents. I myself have never been altogether in aecord with
their views on Title III, but I nevertheless recognize that 1t cannot
be put to the test of practical operstion until operations under Title II
heve rrogressed much farther than they have up to the present time.

ks to ¥r, Grimm's statement (persgraph 8) that the volume of
certificste sales by banks would produce & greater profit than the
banks could earn on the mortgeses themselves, I would say thet he is
simply mistaken both in his srithmetic end in his estimete of the
marketing probabilities. What he argues is theoretically possible in
the cese of banks individually, spd zebuelly stteineble for & certain
nusber of them, but it is not posaible for the benking system as a
vhole end could not in the situstion now exlsting elter the total
result. The error here is the same &s thst mentioned in my previous
memorandun with reference to the matters now referred to sysin in
parazrephs 7 and 8 of Mr, Griamm's memorandum,

In regerd to these matters, and zlso in regerd+to the mat-
ters referred to in paragraphs 10s and 10b, I can only reiterste whet
I said befors, with the further suggestion, however, that if Mr. Grimm

org/
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desires additionsl informstion on these several poinis—or, for thst
natler, on any aspect of this whole guestion froz the bankers! point
of view—-he obtain the considered judgment of the Administrative Come
mittee of the American Bankers Associsztion,

It need not be supposed, however, thut the inability of
banks to sell certificates sgainst pools of mortgeges--mhich ecould
at best resch only = fringe of the totsl wmertgage market—will impede
the progress of residentisl cosstruction or errest the izmpetus that
the Federsl Housing Adaministration is giving to home-mortgsge financing
generally. In the present investment position of 1life insurance
companics, bullding and loan sssociations, commerciesl bspks, savings
banks, trust companies and other trustees, and slso of individual
buyers of whole mortgages, there is sn unprecedented volume of funds
available for morigage investment, and there 1is incressingly evident
& pressure of these funds for investaent.

Purthermore, the volume of funds potentially ewailable for
mortguge investment hes heen sugmented to the extent of £1,100,000,000
by the adoption of the Banking Act of 1838, Prior to the sdoption of
this fct, the effwciive limit of wmortgege lending by national banks
wes £5,600,000,000; it is now £4,700,000,000. Since the present volume
of mortgages held by nationsl benks is §1,300,000,000, there is thus
potentially available from this source alome $35,400,000,000, Incidentslly,
it should be noted that the Benking hct containg seversal smenduents
designed to facllitate the finsncing of low-cost housing, under the

provision of Section 207 of the Bational Housing Act, by mesns of bond
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lssues. These bonds would of course be available to individuels
a8 well as to institutions, snd would provide an even more con-
venlent form of security for investors then would the proposed
participating certificates.

From Hr. OQrims's mesorsndum, it would appesr that he
is of the impression thet the demand for new housing is week st
present becsuse of *assumption thet credit facllities are not
svaileble,® and beceuse of %lack of immediate economic pressure
for additiconal spuce.* The latter factor is evident emough and
the explanstion of it is readily to be fournd in the depleted state
of the nationsl income (which is of course decisive in itself) and
in the continuing disperity between rents and construction costs.
These factors must of necessity be further remedied before a
materially greater effective demsnd for additional spece ean sssert
itself. ‘

But it is difficult to sccount for Mr. Grima's evident
impression thet there is & widespresd assumption on the pert of
prospective builéerg of new housing that credit facilities are not
now svallable, Virtually every issue of the daily newspapers besrs
evidence in the advertising columns thet mortgege money is being
offered to home owners and home builders on more liberal terms than
it has ever previcusly been aveiluble, During the past six months,
and more particulsrly during the second guarter of the year, com-
mereisl and savinge benks heve been lending more freely, insurance
comparies have been lendinmg more freely, building snd loan associa-
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tions heve been lending more freely, the clients of mortgage
brokers have been lending more freely; and there has been @
gnivnrul complaint among these seversl clagses of lenders thet
vhey cannot find enmough borrowers. It is true that the more
speculative types of real-estute losns which characterized the
last boom period are not being mede, and thet facilities for
meking them are lacking; but there is certainly no impressive
evidence or complaint in the lending community that scceptsble
borrowers ere holding beck new housing because of an sssumption
on their pert that credit facilities are not to be had.

There is of course no questioning the essential con-
clusion of lr. Grimm's observations, which is that & housing
shortege impends if the industrial upswing continues end that &
boom with sll its mischiievous potentislities is therefore inciplent.
It should slso be observed, however, that there is & reciprocal
zetion between the industrisl upswing and residential construction,
ond thet an incressing proportion of the industrisl upswing hes
become attributeble in recent months to the upswing in new housing.
Both these phenomens sre evidences of the opening up of credit
facilities.

Among these facilities are to be included those of Title II
of the ¥ationsl Housing Act. They sre facilities that have been
availsble in really workable form, however, only over a period of
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some 60 or 80 dsys. In the light of this leatter fect the volume

of mortgezes being currently offered to the Federal Housing Ad-
ministretion for inswrance may ressonably be regurded ss both
notable and encoursging, and any conecern over lis rate of incresse
in relation to the limited period of practieal operation of Title II
would therefore seem 10 be prematurs.

The real effectivensss of Title II to dete is not in
the present volume of insurance applications, but in the ispetus
snd direction that the FHA hes given to residentisl construction
end to the mortgage merket a«s & whole in the way of cssler monay,
lover interest rates, long-terw losnsz, and the widespresd trend
toward smortization. The test of FHA's efforts in the insurance
of mortgeges will come »ith the evidence of whether or not the

rate of progress atteined in the past 80 or 90 Juys csn be sub-
stantially sccelersted.
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