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Mr. Chairman, I appreciate your invitation to participate in
these hearings. I would like to make it clear that the views I present
are my own and not necessarily those of the Board of Governors of the
Federal Reserve System.

The requirement of the 1968 Housing Act that the President
transmit an annual report on national housing goals seems to me a very
valuable one. Housing has suffered from a lack of long-term planning,
from wide fluctuations, and from too little sustained attention to its
many critical problems. The preparation and presentation of an annual
report on recent progress and future plans plus hearings such as this
should help fill some of these gaps.

Today, I would like to speak briefly on three issues raised by
the report.

First, I would like to discuss certain technical problems of
setting housing goals.

Second, I would like to discuss the difficulties of insuring
adequate resources--both financial and real--to do the required production
job in this coming fiscal year.

Finally, I want to explore some longer run problems of meeting

our national housing goals.

Clarification of the Ten-Year Goal

The first Annual Report on National Housing Goals for the next
decade represents a milestone in our attempts to meet the ideal initially

proclaimed in the Housing Act of 1949 of a decent home and a suitable

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



Digitized for FRASER

http://fraser.stlouisfed.

-2-

1iving environment for every American family. However, the assignment
of numbers of housing units to that goal raises many problems. Some
problems are purely conceptual. Others involve questions of statistical
fact. These questions arise with respect to the estimates of needs.
Separate and even more difficult issues exist with respect to feasibility
and the general economic conditions within which priorities to meet the
needs will be set.

One major area of uncertainty is how to relate our statistics
on housing starts as reported by the Bureau of the Census to the 26 mil-
lion new and rehabilitated housing units which the Housing Act says should
be produced if our national goal is to be met within the next decade.
A key to this question is how many units will be produced through rehabil-
itation and how many from other production, such as mobile homes, which
are not reported as housing starts in the Census.Bureau.statistics but
do provide shelter. |

As an example, some readers of Tables 1 and 3 of the first
Annual Report on National Housing Goals have assumed that a total of
24,200,000 new Census starts are called for during the 10 years, or an
increase from 1,625,000 starts in the fiscal year 1969 to 2,975,000 units
in fiscal year 1978.

I am not certain whether or not this is a proper interpretation
of the Report. In stark contrast I have seen estimates that our national
housing goal might well be met by a total of less than 19 million Census

starts for the 10-year period. Clearly, the difference between 19 and
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24.2 million units is major. One estimate, in effect, sees a need for
only a moderate expansion in the productive capacity of the house-building
industry. The other estimate would require more than an 80 per cent
expansion by the industry.

These major differences arise in part because of a lack of
clarity in the definitions of "rehabilitation" and "production." These
definitional problems are noted on page 18 of the Report and also on
page 12 where the significance and potential of mobile housing units is
discussed. However, nowhere in the Report are rehabilitation and non-
standard production directly related to the future target levels. Since
these potential problems are so large and so critical, both for projecting
goals and measuring results, they should be carefully considered and
resolved.

Another part of the difficulty--and one which requires major
attention by this Committee--is our current inability to measure actual
year-to-year changes in our housing stock. We have very poor information
on annual levels of production, or rehabilitation, or changes in quality
of the existing stock of housing. It seems obvious to me that if our
nation is to achieve the 10-year housing goal set for it, Congress must
insure that the necessary data are produced upon which to judge progress.
.At the moment, we must rely on uncertain and often conflicting subjective
opinion. We may be planning for much too small or much too large a

program.
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Although the Housing Act of 1968 requires the President to
report to the Congress each year on the number of completions of new or
rehabilitated housing units and on the reduction in occupied substandard
housing, no one has the information needed to make such a report. This
information could be obtained by an annual sample survey which would
permit an estimate of the required data on a comparable basis and in a
manner similar to that provided by the "Componenté of Inventory Change"
in the 1960 decennial housing census. Progress toward our goal and use-
ful surveys require that we improve our measurement of substandard housing.
Various estimates of existing substandard units currently differ by
several millions.

Without annual and timely sample surveys of the components of
inventory change, we can have only a dim view of whether or not we are
making progress toward fulfilling our national housing commi tment. As
I indicated, the current views as to shelter needs in terms of housing
starts differ substantially. Given the social and economic importance
of achieving our housing goals, it seems clear at least to me that pro-
vision of more complete and current information as to where we are and

where we are going is required.

Prospects for Housing in Fiscal 1970

Let me now turn to the prospects for housing production next
year. I wish I could be as hopeful as the Report that 1,900,000 housing

units will be started in the next fiscal year as reflected in the Census
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series. I believe that the basic demand for houses will be at least that
large. However, unless there is a major deceleration in our commitment

in Vietnam and a much larger Federal budget surplus than is now projected,
I think housing construction will fall below that level. The result
could be an intensified housing shortage and inflationary increases in
dwelling prices and rents.

Currently, governmental policy, including that of the Federal
Reserve, aims at limiting growth of aggregate demand. This is obviously
an appropriate posture for a time when widespread inflation has reflected
an excessive demand pressing against a limited supply of goods and
services. Unfortunately, however. given the current make-up of our
financial institutions and credit markets and the fact that housing is
inevitably financed heavily with borrowed funds, the impact of monetary
restraint is again likely to fall more heavily on housing during fiscal
1970 than on most other types of spending.

Inflation is caused by too large a demand pressing against
limited real resources. The Vietnam war, rapid increases in business
investment in plant and equipment, continued growth in State and local
spending, plus the conseguent increase in consumption from higher incomes,
have combined to overtax our economic resources. The shortage of pro-
ductive capacity--including labor--has led to a rapid acceleration of
prices.

National policy has been set with a view toward bringing demand

more in line with available resources so as to ease inflationary pressures.
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As part of this program, fewer monetary reserves are being created. Con-
sequently, less credit is available in relation to demand and its price
is higher. In these circumstances, the ability to raise capital funds
for housing or other purposes in the mortgage market is in danger of
sharp curtailment. This leads to a problem for potential purchasers of
houses and borrowers on mortgages.

The mortgage problem, as has been demonstrated time and again,
is really the opposite side of the resource problem. Housing loans must
draw from the general credit pool, just as housing production must draw
from the natijonal production pool. The amount of expansion in the pool
of credit is in turn related to the amount of the economy's savings.

For mortgage funds to be maintained at an adequate level, either there
must be more savings (unused spending) or a moderation of demands from
other claimants for funds from this pool.

Currently, the demands from the Government sector, and for cap-
ital equipment and consumption, remain exceptionally great in spite of
attempts now under way to reduce them. While savings flows to thrift
institutions have largely been maintained, those to commercial banks--
an important direct and indirect supporter of the mortgage market--
clearly have not been. Moreover, mortgage repayments flows have been
Timited as prepayments have remained moderate and there has been increased
reliance on assumptions of existing mortgages in transactions on used
houses in order to avoid new financing under current high interest cost

conditions.
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This means the greater the surplus the Federal Government can
achieve in fiscal 1970, the greater the potential availability of mort-
gage funds. It also means the greater the success in achieving some
moderation in the present extraordinarily high business plans for plant
and equipment expansion and in consumer expenditures, the greater the
potential for the mortgage market.

In any case, it does appear that financing for residential
construction will be hit more moderately in 1969 than it was in 1966.
Since 1966, we have achieved a number of institutional and other adjust-
ments. The liquidity positions of the thrift institutions have improved,
while the Federal Home Loan Banks can make available a firmer support.

In addition, ceilings on rates paid on deposits maintain rate differen-
tials for savings which make possible a more stable distribution of funds
between commercial banks and the thrift institutions. The development
of savings certificates at higher rates for longer maturities as a sub-
stitute for across-the-board adjustments on regular accounts, and the
elimination of most "hot" money from liability portfolios also have meant
that thrift institutions could weather even such incidents as the recent
withdrawal period, when surtax payments were a special factor, with
relatively less attrition than had been generally expected.

Within the Government-assisted sector, the market has benefited
appreciably from the freeing of the ceiling rates for Government-underwritten
mortgages to levels more consistent with market requirements. Also, the

position and role of FNMA as a "market-maker" has been redefined and
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considerably improved, and the possibility of a new type of mortgage
bond, guaranteed by a new agency--GNMA--appears imminent.

In the market for existing houses, consumers have learned to
economize on new mortgage funds through reliance on assumptions of exist-
ing mortgages. And in the important multi-family area, builders have
increasingly resorted to various types of equity and non-traditional
financing for necessary funds. At the same time, a number of important
builders have considerably broadened their capital base as well as their
ability to tap other sources of funds by mergers with larger, more
diversified materials producers and other types of companies.

Further improvements, including, of course, a better mix of
fiscal and monetary policy as well as implementation of a number of prom-
ising provisions included in the Housing and Development Act of 1968, can
hopefully be anticipated. Altogether, there is no question that, with
the major exception of commercial banks, market participants are in a
far stronger position and mood to compete for necessary funds, than was
the case in 1966.

In its concern about the disproportionate impact of general
credit restraint on the housing sector, the Federal Reserve Board has
recommended on several occasions that consideration be given to ways of
shifting more of the burden to other sectors of the economy. In that
connection, I would like to include as part of my testimony a copy of the
report which was transmitted recently by the Board to the Commission on

Mortgage Interest Rates. This report goes into greater detail about the
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effects of credit restraint on home building, discusses the general sub-
ject of housing goals, and calls attention to some additional reforms
needed in the mortgage market.

I would also like to point out another matter that probably re-
quires legislation. This would be the authorization for inclusion of
variable interest rate clauses in mortgages insured by the FHA, guaran-
teed by the VA, or issued by federally regulated lending institutions.
Variable interest rates should not alter the borrowers' monthly payments
but rather should increase or decrease the amount of repayments on prin-
cipal made each month and, therefore, the ultimate term of the mortgage.
However, it is not clear whether existing statutes 1imiting the maximum
term of a mortgage would allow constant payments to be maintained.

While the recent changes and the proposed ones to improve
mortgage market operations will be useful, I think all of us should
recognize that they will only dampen the impact of monetary restraint on
housing finance and construction. A large share of fluctuations in the
availability of credit will still be felt in the hpusing sphere. Such a
result follows directly from the choices that must be made in establishing
national priorities. If monetary policy is used for restraint purposes,
the attainment of a given housing goal will be more difficult. This means
that the question of priorities must be faced up to directly. Over the
next several years, for example, if military or related expenditures stay
large, Congress may well have to make certain that funds are available

for needed housing by specific legislation. This could be done either by
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voting the necessary funds in the budget; or, if present indirect systems
of mortgage aid are maintained, by increasing the size of the Federal
surplus sufficiently to insure a credit pool adequate to meet the needs

of housing borrowers.

Housing for Moderate- and Low-Income Families .

Finally, I must say that I am even less sanguine that the goals
for Tow- and moderate-income housing will be met than I am about next
year's level of starts. Even though the Housing Act of 1968 made major
and important improvements, I believe that our ability to achieve either
the short- or long-run goals of public policy will depend héavi]y on
further major progress by the Congress and the Administration in this
sphere.

What is the basis for my conclusion? Under present procedures,
Tow- and moderate-income housing is likely to be so costly that too 1lit-
tle may be built. The procedures entail so many delays that production
is likely to grow more slowly than needs. The programs' size and avail-
ability of land and financing are so uncertain that progress can be dif-
ficult.

Moreover, these deficiencies are all closely inter-related.

The uncertainties and delays lead to high costs. What is required is
better technology, better entrepreneurship, and better programming. If

policies are reshaped it is quite possible that needed improvements can

be achieved simultaneously.
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The history of the past 20 years has shown that through Govern-
ment aid to the private market, major improvements in efficiency and
operations have been possible for middle- and upper-income housing. The
question is whether a similar range of programs can be made available to
that part of the housing market left behind by existing programs.

I believe, contrary to many, that our suburban, single-family,
mass market for new homes is relatively efficient. People who can afford
to pay $20,000 or more for a house have had their needs met quite ade-
quately--although in this market, too, rapidly accelerating costs have
been decidedly harmful. In the lower cost area, however, far less progress
seems to have been made. Housing units built in central cities, particu-
larly those of a multi-family type, show fewer improvements in productivity
and efficiency. It is because of this development that I am pessimistic
about meeting the six million "new and rehabilitated" portion of our
national housing goals.

While the achievement of real mass production in multi-family
housing has been a chimera over the years, given the determination of the
Congress to meet our housing goals, perhaps this need no longer be the
case over the next decade. Cities are developing more open land in their
centers. Congressional action ought to be able to guarantee a sufficient
market to make it worthwhile for large firms--whether such as those
entering the national housing partnership or others--to be willing to
make the necessary commitment to large-scale production. These firms
will require sizable contracts, considerably larger than in the past, and

perhaps a different tax or subsidy treatment.
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I also believe that some of the stress on non-profit organiza-
tions in the development of moderate- and low-income housing may be self-
defeating. Just as our housing programs should draw upon the widest
possible variety of financing techniques and institutions to provide funds
for housing, so should they make the greatest possible use of the physical
resources and technical know-how of private developers, operétors, and
builders. A1l aided housing programs should, in my opinion, be open
under proper safeguards to profit-oriented organizations as well as to
nonprofit, cooperative, or limited dividend corporations to which certain
programs are now restricted. Restrictions against normal corporations--
which arbitrarily exclude the majority of all housing producers--shrink
rather than expand our production horizons.

The profit motive, particularly in an activity as localized
as housing, can serve as an incentive to improved efficfency and produc-
tivity as well as to the dynamic instftut{onal changes required for
expanded output. We have recently seen a few large, profit-making indus-
trial organizations drawn into the housing field,backed by established
access to varied sources of credit and with a potential for realizing
economies of larger scale production. This is the kind of structural
change that improves the chances of achieving our annual housing goals.

As I have said frequently in the past, I would also urge your
Committee to re-examine ways of improving our direct, credit, and tax

subsidy programs to housing.
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In striving toward our longer run housing goals, the general
scheme of tax incentives for real estate, housing, and home ownership
seems far from ideal if it is recognized that it is the needs of the lower
income households that presumably merit the most attention. Indeed,
present tax incentives may operate in exactly the contrary fashion.

As the Douglas Commission and others have pointed out, present
tax Taws and regulations give no preferential treétment for investment
in Tower income housing relative to other types of rental housing. More-
over, incentives for home ownership actually work in favor of higher
rather than lower income groups.

It is the higher income homeowner, for instance, who is most
likely to benefit because the imputed rent value of his home is not con-
sidered part of his gross income subject to taxation. Also, higher
income groups undoubtedly benefit more from permissible homeowner deduc-
tions for property taxes and mortgage interest, owing to the progressive
nature of the income tax rate schedule and the wider use of itemized
deductions by higher income groups.

Nor is it clear that lower income groups may obtain even a pro-
portionate--not to mention preferential--share of total housing tax bene-
fits coming from other sources. These include provisions for rapid
depreciation, related capital gains, and other special features affecting
rental properties. They also encompass the special tax treatment of

thrift institutions primarily related to their function as home mortgage

lenders.

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



-14-

While traditionally we have thought of special subsidies as
the way to channel aid toward those most in need of assistance, in actual-
ity, our tax programs may be directing the largest share of Government
revenues spent or foregone toward aiding those least in need of help.
Further clarification-~and where appropriate, resolution--of this issue
along with a clearer distinction between the role of the public in aiding
occupancy in contrast to aiding production could help to focus policy

more effectively on fulfilling our over-all housing goals.

Conclusion

In conclusion, may I congratulate this Committee again on the
fact that a Report on National Housing Goals has now become part of our
programming process. It should Tead to a clearer view of national needs
and priorities. I wish I could be more optimistic about the near-term
future. An increase of one-fifth in Census housing starts next year as
projected in the Report would put us solidly on the road toward meeting
our national housing goals. To reach that level of production would, how-
ever, require a considerable reorientation of our current national pri-
orities. Without such a change, we are likely to see housing production

fall farther behind needs.
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Housing Production and Finance

The Commission on Mortgage Interest Rates
—established by the Congress last year and
composed of four Senators, six Congress-
men, and five public members—submitted
to the Board of Governors of the Federal
Reserve System background questions re-
lating to housing production and finance.
Answers to the questions are contained in
the following Staff Memorandum which the
Board in February 1969 authorized to be
forwarded to the Commission.

1. It has been estimated that the Nation’s housing
needs during the coming years require, on the av-
erage, construction or rehabilitation of 2 million
housing units a year for the general commercial
market plus 600,000 units a year for low-income
families.

a. Do you foresee an adequate supply of mort-
gage funds to finance this volume of homebuilding
(or whatever volume you feel will meet the Na-
tion’s needs)?

b. Do you foresee that these funds will be
available at ‘‘reasonable” cost (i.e., at reasonable
interest rates) to builders and home buyers?

c. Do you favor a combination of sufficient
fiscal restraint and monetary ease to assure that
the needed real and financial resources are avail-
able to support this volume of homebuilding, while
maintaining reasonable price stability?

Any steps to meet our housing goals with-
in the framework of a free market system
obviously will have to be taken in the con-
text of over-all public and private require-
ments for all types of goods and services—
including defense and other priority Govern-
ment programs. If these demands in aggre-
gate continue to press against our growing
but still limited resource capacity—which
we think likely—then it will be necessary to
employ meaningful economic restraint in
public economic policy—through monetary

Federal Reserve Bank of St. Louis

or fiscal measures, or both. It follows, there-
fore, that to the extent social priorities call
for an easier monetary policy than otherwise
would be indicated, fiscal policy must be
commensurately more restrictive.

Stating housing goals in terms of number
alone, however, can be misleading in any
determination of over-all credit require-
ments. First, there is the question of whether
credit flows can be diverted from other uses
into housing through improvements in mar-
kets, subsidies, and other inducements.
Second, there is the question of how much
credit will be needed to finance the housing
goals. What proportion of starts in the regu-
lar market will consist of lower-cost multi-
family units, for example? What allowance
in either the regular or subsidized market is
to be made for lower-priced mobile homes,
which do not count as starts but do provide
shelter? What shifts in the regional distribu-
tion of housing starts are to be expected?
Different assumptions about these and re-
lated compositional factors would obviously
yield significantly different estimates of
financing requirements.

Stating housing goals in terms of funds re-
quired just for new housing may also be
misleading in terms of the total credit
burden implied. An annual starts average
approaching 2.6 million housing units—or
nearly three-fourths above last year’s total
—would, for example, involve a large—
though perhaps less than proportionate—
increase in the number and dollar volume of
supporting transactions to be financed in the
market for existing homes. In addition, it
would require a commensurate increase in
outlays for schools, streets, and other ele-
ments of the necessary infrastructure with
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comparable pressures on funds from both
public and private sources.

So far as residential and other mortgage
funds are concerned, under present institu-
tional arrangements the principal source of
credit will continue to be the four major
financial institutions—commercial banks,
savings banks, savings and loan associations,
and life insurance companies—and Federal
National Mortgage Association—Govern-
ment National Mortgage Association. For
the year 1968, when private housing starts
reached a 4-year high of 1.5 million units,
these groups made gross investments in
mortgages for all types of properties total-
ing about $62 billion. The increase in hous-
ing starts postulated, along with associated
demands, could require gross mortgage

funds: for "all purposes €ach year of over ..

$100 billion from these four lender groups
and FNMA-GNMA alone, assuming no
change in prices and no significant change
in the housing mix. And this would not in-
clude such funds as would also be required
from other private and public sources.

Of course, some allowance may be made
for greater efficiency in the use of mortgage
funds for new as well as existing residential
construction. Examples of changes related
to such efficiency are larger downpayments,
greater assumption of first mortgages (with
private placement of seconds), and lower
costs per unit of housing. And some allow-
ance can be made for (a) further increases
in equity or bond market financing, particu-
larly in the case of multifamily structures
and for (b) increased subsidy allotments
from Federal funds even under the assump-
tion of relatively tight budgetary con-
straints. New lenders, such as pension funds,
may also be attracted increasingly into mort-
gage investments. But it still appears that
ultimate results will continue to depend
mainly on the ability of depositary institu-
tions to compete for the funds necessary to
expand their mortgage lending volume.

Federal Reserve Bank of St. Louis

The future ability of these mortgage lend-
ers to attract more loanable funds through
regular depositary channels may be limited
by the shifting population distribution,
which—unlike the early 1960’s—will in-
volve most rapid growth for adults under 35
years of age. This age group, of course,
tends on the average to incur debt rather
than to provide savings. Ability to attract
more funds will also be limited by the in-
creased saver-sophistication about relative
yields available on instruments other than
savings deposits, as events since 1965 have
proved. Thus, we are not prepared to say
that the principal financial institutions as a
group will be able to provide gross mortgage
flows at an average in excess of $100 billion

. annually over. the years immediately ahead._

"Repayment flows (based on regular amor-
tization or prepayments) from growing
mortgage portfolios held by lenders will be
a growing source of funds supporting sav-
ings flows. But as in the past, a very large
share of mortgage repayment volume will
be needed to support transactions in the
growing stock of existing homes at prices
that will usually be higher than they were
when the mortgages to be replaced were
originated. Nor can it be assumed that all
mortgage repayments will necessarily flow
back into housing.

Under these circumstances and given the
pressure for as rapid an expansion in starts
as possible, mortgage interest rates required
of builders and home buyers will have to re-
main high enough relative to other capital
market yields to attract the funds required.
Elimination of mortgage interest-rate ceil-
ings—or at least a more flexible policy with
respect to them—would obviously remove
this structural barrier to competition for
necessary funds and would alleviate the dis-
count burden that currently must be borne
directly by builders and other home sellers.
Moreover, mortgage interest costs, in the
final analysis, are a function of not only the

229
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contract interest rate but also the price of
the house, the downpayment, and the loan
maturity. Thus, any reduction in construc-
tion and related costs per unit would help
not only to spread the available mortgage
credit more widely but also to moderate or
reduce the burden of interest costs.

d. Do you see any other ways to reduce in-
terest rates in general and mortgage rates in par-
ticular from their present high levels to facilitate
homebuilding in a noninflationary environment?

Any lasting progress that can be made
toward a noninflationary environment
should serve to promote investor interest in
debt instruments as opposed to equity in-
struments. Also, any steps that will help
reduce per-unit constructicn costs and hence
limit capital requirements will help to lower
the general structure of interest rates and
particularly of mortgage rates. Beyond this,
it does seem feasible to develop further
mortgage market features that could narrow
the differential required to encourage invest-
ment in mortgages as against bonds or other
types of investments. These include:

1. Removal of market imperfections that
impede the allocation of available mortgage
funds, including unrealistic statutory limits
on contract interest rates.

2. Improvement of the mortgage instru-
ment by greater standardization of laws on
foreclosure, origination costs, and other
fees.

3. Development of a debt instrument
supported by mortgages—along the lines
authorized by the 1968 Housing Act—that
would appeal to investors not interested in
amortization of principal or the handling of
many relatively small financing units.

These and other possibilities are discussed
in answers to some of the other questions
below.

e. Do you feel that the interest- and rent-sub-
sidy programs provided by the 1968 Housing Act
are adequate to meet the housing problems of low-
income families?

Federal Reserve Bank of St. Louis

At the least, these programs would appear
to point in a fruitful direction. However,
since they are designed to subsidize occu-
pancy—not construction activity—they will
tend to add to the aggregate of private
credit demands. Nor will they obviate the
need for supplementary programs of public
housing and other assistance. Also, these
programs can be of only limited value unless
they are adequately funded.

On the rent-subsidy program, it may be
questioned whether major reliance on non-
profit sponsors will not serve to limit the
potential of the program, as has been typi-
cal in other instances in the past. Moreover,
in the case of both this program and the
homeownership-subsidy program, excessive
reliance on new as opposed to existing units
may also have a limiting effect.

2. A number of structural or institutional re-
forms have already been instituted to improve the
mortgage market since the 1966 housing crunch.
What specific additional reforms do you recom-
mend to assure that mortgage credit is more
readily available and at a more reasonable cost
than indicated in your answers to the preceding
questions?

In a report to the Congress in 1967 on
“Monetary Policy and the Residential Mort-
gage Market” (published in Federal Reserve
BULLETIN for May 1967, pages 728—40),
the Board suggested, without necessarily
endorsing them at the time, a number of
proposals that might be considered for im-
proving the mortgage market. Among the
potential reforms mentioned in the Board’s
1967 report which have yet to be instituted
are the following:

(a) Flexible secondary-reserve require-
ments for nonbank thrift institutions;

(b) Federal chartering of mutual savings
banks;

(c) FNMA trading desk for Govern-
ment-underwritten mortgages; and

(d) Reexamination of geographica! and
other barriers to mortgage investment ‘o
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make them more nearly uniform, or to
eliminate them. This includes a review of
the mortgage investment powers and origi-
nation practices of financial institutions;
mortgage, usury, foreclosure, and related
State statutes; and geographical, type-of-
structure, and nonrate restrictions affecting
different types of mortgage lenders.

On several occasions. the Board has rec-
ommended legislation to the Congress that
would permit member banks of the Federal
Reserve System to borrow from the Federal
Reserve Banks on the security of any sound
assets—including mortgages—without pay-
ing the “penalty” rate of interest required
whenever technically ineligible paper is
presented. This legislation would replace
present provisions of the Federal Reserve
Act that permit borrowings without a pen-
alty interest rate only on the security of Gov-
ernment obligations or of paper meeting
certain outmoded “eligibility” requirements.
As the Board has noted, amendment of these
restrictive provisions would facilitate rather
than penalize efforts by banks to meet the
public’s changing needs for mortgage as
well as other kinds of credit.

3. The following suggestions for institutional re-
forms have been made in previous studies of the
mortgage market. Please comment on the merits
and weaknesses of each, pointing out what adjust-
ments in other policies—particularly with respect
to monetary and fiscal policies—would be neces-
sary to maintain full employment and price sta-
bility if any of these suggestions were adopted.

a. Change the lending policies of the Federal
Home Loan Banks so that savings and loan associa-
tions can borrow with greater certainty, at lower
cost, and/or for a longer time than at present.

The Board's affirmative position along
these iines is set forth in the 1967 report.

b. Require financial institutions to direct a cer-
tain percentage of their new loanable funds into
mortgages.

Present policy, in effect, requires non-
bank thrift institutions to hold a large share
of their total assets in home mortgages in

Federal Reserve Bank of St. Louis

order to qualify for preferential tax treat-
ment. The suggestion outlined above would
obviously broaden such policy beyond the
home mortgage field, but it would also ex-
tend the restriction—apparently without tax
benefit—to other major financial institu-
tions. We are most dubious about the
equity aspects of such a proposal.

It is difficult to evaluate the effects that
the restriction might have in the absence of
precise definitions about the types of institu-
tions, mortgages, and loanable funds con-
templated, or the exact percentage of new
loanable funds that would have to be di-
rected into mortgages by each type of insti-
tution involved within any particular time
period. Moreover, it is not clear whether
the proposed requirement would apply to
the proportion of new funds flows that would
have to be placed in mortgages or to the in-
stitutions’ ultimate portfolio of mortgages,
which is a function of loan repayments and
sales as well as of loan originations and pur-
chases.

These problems aside, there remains the
question of whether the public interest would
best be served over the long run by erect-
ing a new structural barrier to the flow of
credit within the money and capital markets.
It may be argued that even the mortgage
market as a whole might not benefit greatly,
since lenders not so restricted would tend to
withdraw from such investment. An alterna-
tive and more positive approach would be
to encourage steps to further enhance the
competitive appeal of mortgage investment
within general financial markets in which
credit could flow as readily as possible to-
ward sectors where effective credit demands
were most pressing.

¢. Require the Federal Reserve System to pur-
chase securities issued by the Federal Home Loan
Banks and/or the Federal National Mortgage
Association at times of tightness in the mortgage
market, thereby providing these institutions with
funds to funnel to the mortgage market.
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The Board’s response to suggestions along
this line was incorporated in Chairman
Martin’s testimony in June 1968 before the
House Committee on Banking and Cur-
rency (published in the Federal Reserve
BULLETIN for July 1968, pages 609-16).

As Chairman Martin pointed out in his
prepared statement, “Such a directive would
violate a fundamental principle of sound
monetary policy, in that it would attempt to
use the credit-creating powers of the central
bank to subsidize programs benefiting spe-
cial sectors of the economy.” In concluding,
he noted, “As time progressed, the effects
of the Federal Reserve support operation
would adversely affect savings flows to
aided as well as to unaided mortgage lend-
ers. At the same time, the operation would
increase costs of funds to all nonmortgage
borrowers. Ultimately, there would be little
or no net increase in the over-all availability
of residential mortgage credit. There would
be a substantial substitution of public for
private funds. All this would occur at the
expense of possible disruption to other finan-
cial markets if not to the formulation and
implementation of general monetary policy
as well.”

d. Permit savings and loan associations, mutual
savings banks, and other mortgage lenders to issue
long-term securities to raise funds for mortgages.

Both national banks and Federal savings
and loan associations now have the statutory
authority to issue long-term securities,
whether to raise funds for mortgages or
for other types of investments, under appro-
priate supervisory safeguards. The ability of
other mortgage lenders to act in this respect,
of course, varies with the provisions of State
laws and regulations. We favor the maxi-
mum possible latitude in this respect, since
the mortgage instrument itself is not well
suited to the needs of many bond market
participants.

e. Broaden the investment and lending powers
for savings and loan associations so that they have
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a greater liquidity reserve to “dip” into when
needed to sustain their mortgage lending.

The Board suggested in its 1967 report
that this question warranted further study to
determine whether such broadened powers
would in fact enhance the mortgage lending
potential of nonbank thrift institutions at
times when general interest-rate levels are
rising. To the extent that genuinely liquid
investments are acquired when mortgage de-
mands are relatively slack, of course, a po-
tential supplement would be provided to
currently generated funds in times of strong
mortgage demand.

f. Bring into early operation the new authority
provided to the Government National Mortgage
Association (GNMA) to insure mortgage-backed
bonds issued by institutions seeking to raise new
funds for mortgages.

In its 1967 report, the Board suggested
that encouragement be given to such sales
of participation certificates or other instru-
ments against pools of residential mortgages,
subject to appropriate safeguards.

g. Permit FNMA to engage in secondary market
operations in conventional as well as Federally
insured mortgages.

Although FNMA as a Government-spon-
sored corporation has recently shifted from
mixed to wholly private ownership, its oper-
ations would be changed significantly if this
recommendation were adopted. Thus far,
FNMA’s activities have been confined to
dealing in mortgages which conform to pub-
lic policies, as expressed in the underwriting
of mortgages by the Federal Housing Admin-
istration and the Veterans Administration.

While further improvements in the sec-
ondary mortgage market would clearly be
in the public interest, important technical as
well as policy questions arise if FNMA is
permitted to deal in conventional mortgages
—presumably solely on residential proper-
ties. Such conventional mortgages, of course,
lack the marketability of Government-
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underwritten loans based on uniform mini-
mum standards relating to safety of princi-
pal, collateral, loan terms, and origination
practices. There is serious risk, therefore,
that FNMA would gradually accumulate a
portfolio which is relatively illiquid and
which would have to be financed in the
money market at interest levels at times
quite disadvantageous to flows of funds to
the depositary institutions which are also
active mortgage investors.

4. How has the volume of homebuilding activity

been affected by

a. changes in the general level of interest
rates. and/or mortgage rates, and

b. administration of the FHA-VA ceiling on
mortgage rates?

5. The practice of discounting mortgages—i.e.,
deducting “‘points” in order to raise the yield—has
often been found objectionable. What kind of
evidence is there as to who or what is hurt by these
discounts? Should discounts be forbidden?

So far during the 1960’s, the volume of
homebuilding has overwhelmingly reflected
the availability of mortgage credit—depend-
ent partly on relative interest returns on
open market as against depositary claims—
and the strength and composition of under-
lying demands for housing and related credit,
as disposable personal incomes have risen
sharply further and housing costs have ac-
celerated. Homebuilding appears to have
been affected only to a minor degree by
changes in the level of mortgage interest
rates, at least with regard to mortgages bear-
ing rates that can follow the market closely.

Basic demands in the regular market have
continued to be a significant factor. For
example, as overbuilding accumulated be-
tween 1963 and 1965, housing starts tended
downward despite the ample availability of
mortgage credit at stable interest rates. The
downtrend in housing starts accelerated
abruptly in 1966 when the availability of
mortgage credit to accommodate transac-
tion demands was sharply curtailed. The
drop in starts—which far exceeded what a
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normal reduction in vacancy rates would
have required—resulted primarily from
sharply reduced net savings inflows to sav-
ings and loan associations and mutual sav-
ings banks that specialize in lending on real
estate, as outlined in the Board’s 1967 re-
port.

During 1968, when underbuilding was a
factor, contract interest rates on conventional
first mortgages secured by homes rose by 70
basis points—exactly as much as they did
through most of 1966, and from a higher
level, according to data compiled by the
FHA. Yet private housing starts increased
in 1968 by over 210,000 units, in contrast
to a decline of more than 300,000 units in
1966. The improved performance of hous-
ing starts last year in the face of a sharp
increase in mortgage interest rates appeared
to reflect the continued availability of mort-
gage credit—albeit at high cost—to meet a
strong backlog of basic demand. The hous-
ing starts performance was also aided by
greater emphasis on multifamily properties,
since these could be financed more flexibly
than home properties.

An important way in which interest rates
have played a restrictive role since early
1966 in the housing market in general has
been related to the large discounts asso-
ciated from time to time with FHA and VA
loans that bear fixed contract interest rates
which were not adjusted rapidly enough to
keep abreast of going market yields. In this
connection, the Board suggested in its 1967
report that greater flexibility should be pro-
vided in setting ceiling rates on these Gov-
ernment-underwritten loans. This would
lessen uncertainty by all market participants
about the magnitude of expected changes in
such ceiling rates and would avoid sub-
stantial discounts which discourage lenders,
builders, sellers, and buyers alike from re-
liance on the types of mortgages affected.
Especially hard hit are lower-income fam-
ilies who often depend heavily on mortgages
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bearing high loan-to-price and long maturity
terms—typical of FHA and VA loans—in
order to sell existing homes as well as to buy
new ones.

Discounts, of course, are the standard
method by which returns on any type of in-
strument carrying fixed rates of interest are
adjusted to currently prevailing yields in
financial markets generally. The process is
essential to effective clearing of markets,
since it encourages lenders to allocate their
resources toward sectors of the economy
where credit demands are strongest. But
when contract rates on mortgages can be
negotiated freely—as on new conventional
loans—they respond much more flexibly to
general changes in interest-rate levels, pro-
vided usury ceilings are not restrictive.
Hence the magnitude of discounts, if any;
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tends to be fairly small and does not consti-
tute an important impediment to property
buyers, sellers, builders, and lenders.

To forbid discounts on either conven-
tional or federally underwritten residential
mortgages would seriously disrupt normal
market processes and inhibit credit flows to
the types of loans affected in the national
market as a whole. This was the reason why
Congress has twice (in 1954 and 1958)
abandoned unsuccessful efforts to control
discounts on FHA and VA loans. The pref-
erable and much more successful alterna-
tive, of course, is to allow contract interest
rates on mortgages to follow the market
closely, thereby minimizing the magnitude
of the discounts that are likely to develop
when market conditions are in the process
of tightening: O





