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53usiness conditions continue to be favora
ble. At mid-summer many business firms in 
both the consumer and capital goods indus
tries reported that 1963 sales and orders had 
exceeded expectations at the start of the year 
—substantially in some cases. Last year at 
this time experience typically had fallen short 
of initial projections.

In mid-August the Chairman of the Presi
dent’s Council of Economic Advisers esti
mated that the gross national product (total 
spending on goods and services) would be at 
least 580 billion dollars for all of 1963. This 
implies a further moderate rise in activity 
through the remainder of the year. After ad
justment for price changes, the 1963 level of 
spending would indicate a rise of somewhat 
more than 3 per cent in production over the 
1962 total or slightly more than the average 
gain for the past 10 years.

Three major developments have played a 
role in buoying business sentiment in recent 
months. First, seasonally adjusted retail sales 
—virtually level between November and May

OF B U S I N E S S

—rose appreciably in June and July. Sec
ond, industrial production increased in June 
and July despite a sharp drop in steel output. 
Third, construction contracts, which were 
somewhat sluggish in the first four months of 
the year, rose substantially in May and June.

Retail sales im prove

Consumer purchases of goods have in
creased in each quarter since the current up
swing began in early 1961. This trend played 
a large role in reversing the slight decline in 
business investment in new plant and equip
ment and inventories that developed late last 
year. While business investment turned up in 
the second quarter of 1963 some observers 
expressed uneasiness over indications that re
tail trade had leveled off. However, gains in 
retail trade in June quieted this concern and 
preliminary data indicate that consumer pur
chases continued at a higher level during 
July and early August than in the spring.

Retail trade in June and July was at a 
record annual rate of 244 billion dollars, al-
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most 6.5 per cent higher than the level of a 
year earlier. This compares with a rise of 4.3 
per cent in personal income. Both hard and 
soft goods shared in the increase. During 
July, deliveries of new cars to customers were 
at an annual rate of well over 7 million, 13 
per cent above July of last year which in turn 
had been the best month since 1955. Sales of 
new cars in August and September will be 
held back to some extent by low inventories 
of certain popular makes until the 1964 mod
els become available in quantity. A similar 
development was noted last year at this time.

Department store sales in July and early 
August were 5 per cent above those of last 
year, both in the nation and the Seventh Fed
eral Reserve District. Of the large metro
politan areas in the Midwest, Chicago and 
Detroit reported the largest gains in depart
ment store sales.

Industrial production rises furth er

Production of steel for ingots and castings 
dropped from a peak annual rate of 138 mil
lion tons in May to 104 million tons in July. 
While the labor-management agreement was 
reached in April, it took somewhat more than 
a month for subsequent reduction in orders 
to be reflected in production figures. The 
June-July decline in production—after allow
ance for usual seasonal changes—was about 
9 per cent. Despite this drop, widespread in
creases in production of other materials, con
sumer goods and business equipment resulted 
in an over-all rise of 1.7 per cent in industrial 
production in June and July. Industrial pro
duction has risen appreciably each month 
since last January after a six month period of 
virtual stability.

Steel output declined sharply further in 
August, but steel producers are looking for
ward to an early reversal of this trend. A 
study by Iron Age indicates that steel in the

Consumer purchases of goods 
have increased each quarter 
since 1961

billion dollars billion dollars

hands of fabricators and warehouses will be 
down to a near “normal” 68-day supply by 
the end of September. Forecasts of steel pro
duction for the year continue to fluctuate 
around 105 million tons, the highest level 
since 1957. This would mean output of about 
46 million tons in the second half of the year 
compared with 59 million tons in the first 
half and 44 million in the second half of last 
year.

Trends in orders and shipments of dura
ble goods producers have been influenced 
substantially by fluctuations in demand for 
steel (see charts). The sharp downtrend in 
steel orders after March 1962 and April 
1963, of course, reflects the conclusion of 
labor management negotiations without work 
stoppages. For durable goods producers other
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than steel firms, new orders were substan
tially above shipments in each month during 
the first half of 1963.

Inventories held by all durable goods man
ufacturers rose by about 1 billion dollars in 
the first half of 1963, accounting for about 
half of the rise in total business inventories. 
Nevertheless, at midyear inventories of dura
ble goods producers amounted to only 1.95 
months safes for June compared with 2.05 
months a year earlier and 2.02 months at the 
start of 1963. This was the lowest midyear 
ratio of inventory to sales for hard goods 
manufacturers since 1959.

Construction still headed up

Total construction reached a record annual

Trends in orders and shipments 
of durable goods producers 
influenced by demand for steel

billion dollars

rate of 64 billion dollars during July. For the 
first seven months of 1963, outlays were 4 
per cent above those of the same period of 
1962. During this period residential outlays 
were up 7 per cent, public construction was 
up about 2 per cent and non-residential pri
vate construction was about even with last 
year.

Recent trends in construction contracts re
ported by F. W. Dodge suggest that activity 
will rise further. For the January-April 
period, construction contracts were about 
even with last year for the nation and only 
2 per cent higher than last year for the Mid
west. After a sharp gain in May and June, 
however, total contracts in the first half of 
1963 were 6 per cent above last year for the 
nation and up about 7 per cent for the Mid
west.

Construction outlays on new industrial 
plants have been only slightly above last year 
thus far in 1963. Contract awards, however, 
have been 12 per cent ahead of last year for 
the nation and in the Midwest the rise has 
been twice as great. A large steel plant con
tract for northern Indiana helped boost the 
total for the Midwest, but sizable contracts 
also have been let recently to construct chem
ical, food processing and rubber goods fac
tories in Illinois.

Early this year new housing starts were 
lagging in most Seventh District centers. For 
the first quarter housing permits issued in the 
District were 11 per cent less than last year 
compared with a 6 per cent rise for the na
tion. Including the April-May figures, how
ever, housing permits in the District were 3 
per cent above last year for the five-month 
period compared with an 8 per cent rise for 
the nation. Large increases were shown for 
Detroit and Milwaukee. The ready availa
bility of mortgage funds—indicated by longer 
maturities, lower down payments and lower
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interest rates on home loans—doubtless has 
aided the recent rise in home construction.

U ne m p loym ent lo w e r in M idw est

As in the case of industrial production, 
nonfarm wage and salary employment was 
stable from July 1962 to last January. Be
tween January and July, 1963, however, 
there was a rise of 1.2 million; manufactur
ing, which accounts for about 30 per cent of 
the total, shared proportionately in the gain.

In June wage and salary employment was 
about 2 per cent higher than last year in the 
five states of the Seventh Federal Reserve 
District, a somewhat greater improvement 
than that reported for the nation. Estimated 
unemployment — those individuals without 
jobs and actively seeking work—as a per
centage of the labor force currently is well be
low the national rate in all District states, as 
shown in the table below.

Clearly, the most dramatic improvement in 
the Midwest labor situation in recent years 
has taken place in Michigan, largely as a 
result of the recent high level of auto output. 
Some of the reduction in unemployment in 
various centers is believed to have resulted 
from out-migration and the tendency of stu

dents to remain in school rather than seek 
scarce summer jobs.

Unem ploym ent rates in June*

1960 1961 1962 1963
(per cent of labor force)

United States 6.1 7.5 6.0 6.4

Illinois 4.3 5.8 4.5 4.0
Indiana 5.1 6.7 4.7 4.0
Iowa N.A. N.A. 2.8 2.9
Michigan 6.5 10.0 6.2 4.9
Wisconsin 3.8 4.8 3.8 3.8

*Not adjusted for seasonal variation.
N.A.—Not available.

In June the Labor Department re-classified 
the major labor markets of Detroit and Terre 
Haute as “moderate labor surplus” rather 
than “substantial labor surplus” centers. (A 
6 per cent unemployment rate is the dividing 
line). After these changes none of the 23 ma
jor labor markets in the District were included 
in the substantial labor surplus group—for 
the first time since the present series was 
started in 1956. Nationally, 38 of 150 labor 
market areas were reported to have substan
tial labor surpluses in July.

Foreign long-term borrowing
in the United States

( ^ ) n  July 18 the President requested Con
gress to impose a temporary tax on the pur
chase by United States residents from foreign
ers of foreign intermediate- and long-term 
securities. The major purpose of the tax is to 
reduce the amount of foreign borrowing in

this country by increasing the cost. The pro
posed tax, part of a broad attack on the con
tinuing deficit in the balance of the interna
tional payments, focuses attention on the 
sharp rise in foreign long-term borrowing in 
the United States which has contributed sub- 5
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stantially to the deficit during the past year 
and a half.

Capital outflows resulting from the sale of 
new foreign securities in the United States 
totaled almost 1 billion dollars in the first half 
of 1963. This compares with 482 million in 
the first six months of 1962 and only 523 
million in all of 1961. More than 600 million 
dollars—nearly two-thirds of the current 
year’s outflow—went to Canada, about 200 
million to West Europe and 100 million to 
Japan. Approximately four-fifths of this total 
represented long-term borrowing by foreign 
governments and business firms, with the rest 
accounted for by the sale of equity issues.

With the exception of funds borrowed by 
foreign governments for the purpose of bol
stering their holdings of dollar exchange, 
foreigners borrow in the United States be
cause funds here are both cheaper and more 
available than in other countries. In recent 
years, long-term interest rates in the United 
States have been below those in many other 
industrial countries. In mid-1963, for exam
ple, long-term rates on government securities 
averaged about 4 per cent in the United 
States, 5 per cent in Canada, France and

United States purchases of new foreign 
securities rise sharply

1961 1962 1963*
(million dollars)

Total new issues................ 523 1,076 1,954
Canada................................ 237 457 1,214
W est Europe...................... 57 195 410
Japan.....................................
International institutions

61 101 184

and rest of world . . . . 168 323 146

*Preliminary; first half of year at annual rate.

Italy, 5 Vi per cent in the United Kingdom 
and 6 per cent in Germany.

In part, the lower domestic rates reflect the 
more highly organized capital market in this 
country. Funds are channeled quickly and 
efficiently from savers to borrowers by insti
tutions which through many years of unin
terrupted service have developed effective 
means of handling and transmitting funds. In 
addition, these institutions have gained the 
confidence of investors, an important pre
requisite for a broad financial market.

Lower interest rates also reflect Federal 
Reserve policies designed to accelerate the 
rate of domestic economic growth through 
monetary ease. On the other hand, most 
European countries have experienced “full 
employment” during most of this period and 
have used monetary policy to maintain in
terest rates at high levels to dampen infla
tionary pressures.

The interest rate is not the only cost of 
borrowing through the sale of securities. 
Borrowers also pay costs of underwriting, 
legal work and taxes. These costs are esti
mated to average somewhat less in the United 
States than in other countries with highly 
developed money markets, such as the United 
Kingdom and Switzerland, and much less 
than in countries such as Germany, France 
and Italy where capital markets are less fully 
developed.

Apart from borrowing costs there is the 
question of availability. The United States 
capital market can accommodate a much 
larger volume of financing and much larger 
individual issues than that of any other coun
try. The more limited availability of funds 
abroad reflects less efficient money market 
mechanisms and institutions as well as lower 
levels of aggregate and per capita income and 
savings. Bouts with domestic inflation and 
currency devaluation in past decades have
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Foreigners pay higher interest 
rates than domestic borrowers 
in United States capital market
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also made many Europeans wary of investing 
savings in long-term fixed-value securities.

Borrow ing restricted abroad

In most foreign countries, borrowers— 
especially nonresidents—are subjected to a 
variety of controls which are often highly re
strictive. Such controls may be imposed offi
cially by the government as in the United 
Kingdom and the Netherlands or may as in 
Switzerland reflect voluntary agreements be
tween the private financial sector and the gov
ernment. In either instance demands on the 
domestic money market are held in check. 
With demand restricted, interest rates are 
lower than would otherwise be the case and 
capital outflows are reduced. These controls 
permit countries to isolate their money mar
kets, more or less, from markets in other 
countries. Through such measures, Switzer

land, for example, is able to maintain rela
tively low long-term interest rates—3J/8 per 
cent—without stimulating either excess do
mestic borrowing or large capital outflows. 
Similarly, the United Kingdom is able to re
strict long-term foreign lending largely to 
Commonwealth countries.

Besides the United States, only Germany 
among the major industrial countries imposes 
no restrictions on its money market. The Ger
man market, however, has only a limited 
capacity to accommodate either domestic or 
foreign borrowing.

Because of controls and the limited ca
pacity of most capital markets, foreign gov
ernments and business firms often are unable 
to find credit accommodation in their own 
countries or in markets other than that of the 
United States. Consequently, these borrowers 
may be faced with the alternative of either 
seeking funds in the United States or fore
going planned expenditure programs. In such 
cases interest rate differentials may not be a 
major deterrent.

United States main supplier of funds

In the three-year period 1960-62, the 
United States supplied one-half of the long
term funds raised by governments and busi
ness firms in eight major western countries 
through the public sale of bonds outside their 
own countries. Switzerland supplied a quar
ter of the total, the United Kingdom 13 per 
cent, the Netherlands 9 per cent and Canada, 
Germany, Italy and Sweden combined only 5 
per cent. In 1962, the United States supplied 
over 60 per cent of the long-term funds raised 
publicly by all borrowers outside their own 
countries. These figures exclude the sale of 
bonds placed directly with large lenders.

Foreigners pay considerably higher rates 
in this country than do major domestic bor
rowers. The accompanying chart shows that 7
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in recent years foreign borrowers paid on the 
average 1 to 2 per cent more in the United 
States market than comparable domestic bor
rowers. On occasion, interest rates paid here 
by foreigners exceeded the posted interest 
rates in their own countries. In 1961, for ex
ample, the government of Australia borrowed 
25 million dollars in the United States at an 
interest rate of 53A per cent. Australia also 
borrowed 15 million dollars in Switzerland 
during the year at \  Vi per cent, 10 million in 
the Netherlands at 5 per cent and about 20 
million in Canada at 5.9 per cent. At the same 
time, interest rates on long-term government 
bonds averaged about 5Va per cent in Aus
tralia.

The limited availability of funds abroad 
and heavy credit demands resulting from 
rapid economic growth overseas account in 
great part for the willingness of foreign bor
rowers to pay higher rates in the United 
States. This suggests that foreign long-term 
borrowers may be relatively insensitive to 
changes in interest rate differentials between 
other capital markets and that of the United 
States. If so, small increases in long-term 
rates relative to foreign rates probably would 
not reduce the volume of foreign borrowing 
materially.

Foreign borrowing in this country for the 
most part has not been closely associated 
either with changes in long-term domestic 
interest rates or the differences between 
United States and foreign rates. The jump 
in the sale of new Canadian securities in re
cent months, for example, occurred mostly 
while rates here held steady and Canadian 
rates declined. Likewise, Canadian borrowing 
declined substantially during 1960 while 
United States interest rates were falling 
sharply relative to Canadian rates, a develop
ment which would appear to favor borrowing 
in this country. The abrupt decline in United

States interest rates in 1958 seems to have 
attracted foreign borrowing, but a large part 
of this rise was attributable to borrowing by 
the World Bank. The sharp rise in rates in 
1959, however, failed to discourage Canadian 
borrowing more than briefly. Since 1957, 
Canadian securities have accounted for about 
half of all new foreign issues purchased by 
United States residents.

Cost of fore ign  borrow ing to rise

Increases in the general level of long-term 
interest rates affect domestic as well as foreign 
borrowers. United States monetary and fiscal 
policies continue to be directed toward stim
ulating domestic investment and consumption 
while guarding against short-term capital out
flows. Any slackening in domestic long-term 
borrowing in consequence of higher interest 
rates would tend to dampen domestic busi-

Canadian borrowing in United States 
not closely related to interest rates

per cent per annum
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One-half of all foreign long-term 
bonds sold publicly in major countries 
are floated in the United States*

1960 1961 1962
Total

1960-62
(million dollars)

Total issues 546 729 737 2,012
United States 306 223 457 986
Switzerland 132 218 140 490
United Kingdom 81 112 62 255
Netherlands — 146 28 174

*M ajor countries include United States, Switzerland, United
Kingdom, Netherlands, Germany, Canada, Italy and Sweden.

SOURCE: International Bank for Reconstruction and Development.

ness investment and slow the rate 
of economic expansion.

The President’s tax proposal is 
estimated to increase the interest 
cost of long-term borrowing by 
foreigners by about 1 per cent.
Costs to domestic borrowers 
would be largely unaffected. Se
curities sold by “underdeveloped” 
countries and international insti
tutions of which the United States 
is a member would be exempt 
from the proposed tax. In addi
tion, the President would be em
powered to exempt selected 
securities sold by industrially ad
vanced countries, primarily Can
ada, when the consequences of the 
tax “threaten to imperil the sta
bility of the international monetary system.”

Because the proposed tax would affect only 
the cost and not the availability of funds, most 
of the nondiscriminatory features of the 
United States capital market would be re
tained. Any foreign borrower willing to pay 
the increased cost would be able to sell securi
ties in the United States. Domestic borrowers 
and some foreign borrowers would be fav
ored, however, through lower costs.

To reduce further the dependence of for
eign borrowers on the New York money 
market, United States officials have urged 
countries with highly developed capital mar
kets to remove their restrictions on foreign 
long-term borrowing. Countries with less de
veloped markets are urged to initiate meas
ures which would broaden and improve their 
money markets thereby reducing both inter
est and other costs and increasing the availa
bility of funds. Domestically, officials have 
asked underwriters to attempt to sell a larger 
proportion of new foreign securities to for
eign purchasers so as to reduce the net out

flow of long-term capital.
Foreign long-term borrowing in the United 

States may be expected to continue at high 
levels as long as profit opportunities abroad 
continue to be favorable and foreign money 
markets remain restricted, either because of 
controls or capacity. Although foreign bor
rowers probably have been attracted to the 
United States more by the availability of 
funds than by lower borrowing costs, an 
“interest equalization” tax may discourage 
some foreign bond issues. This would limit 
the flow of dollars to foreigners and reduce 
the deficit in the balance of payments.

Proposed as a short-run emergency meas
ure, the tax is not expected or intended to 
provide an over-all solution to the payments 
deficit, or to become a permanent part of the 
United States exchange mechanism. In the 
long-run, countries can attain their most effi
cient production and highest incomes only 
when capital, as well as goods, is free to move 
among countries in response to competitive 
forces. 9
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Decline in home mortgage
credit quality?

^ ^ o u n tin g  concern has been expressed 
lately over the quality of credit. Recent trends 
in personal bankruptcy and business failure 
rates, instalment loan delinquencies and 
mortgage foreclosures, and indications that 
easing of lenders’ standards has proceeded 
further have been read as signs of deteriora
tion. Continued rapid growth in the volume of 
debt, of course, underscores any apprehen
sion over its quality. Understandably, the 
huge 170 billion dollar total of outstanding 
loans on 1-4 family residences has attracted 
considerable attention.

Preoccupation with the “soundness” of 
credit is nothing new. Generally, any relaxa
tion of loan standards—as to term or down 
payment, collateral or borrower credit re
quirements or the uses made of borrowed 
funds—is apt to touch off some “viewing with 
alarm.” So also is a sharp or long sustained 
climb in debt, or evidence that borrowers are 
finding it difficult to meet their obligations. 
And understandably so, for credit plays a key 
role in the modern economy. The stability of 
the credit structure merits watchful attention.

The postwar record as a whole may be 
judged reassuring in a number of respects. 
Relatively moderate rates of delinquency and 
loan loss and, even more significant, the 
rapid growth and financial success achieved 
by credit institutions during the period are 
scarcely consistent with basic weakness or un- 

10 soundness. Yet, difficulties on the credit front

may be months or even years in a stage of 
germination.

An elusive characteristic

Quality of credit is not only hard to meas
ure but hard to define in a way to make it a 
usable concept. With hindsight, a credit is 
good if contract terms have been fulfilled 
satisfactorily. This is no help, though, in judg
ing a loan beforehand. Whether the debt will 
be paid off as the borrower has promised is 
for the future to tell.

No lender will make a loan he believes un
likely to be repaid but every lender must be 
satisfied with something less than certainty of 
full repayment. The prospect that loan obli
gations will be honored is crucial to any 
judgment on credit quality. Experience and a 
“feel” for the business are perhaps the best 
guides the lender has.

In a sense, the fact that a loan has been 
made is indication enough that its quality 
passes muster, or that it did so when it was 
granted. Debt contracts are entered into vol
untarily on both sides of the bargain. The 
lender must be satisfied with prospects for 
recovery of his funds—and the inflow of 
finance charges the borrower agreed to pay— 
or the loan would not have been made.

There is the possibility, however, that a 
credit sound enough at its inception may turn 
bad, if only temporarily, because of some un
foreseen occurrence during its term. The bor-
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rower may lose his job or suffer extended 
illness. A general economic decline, more
over, may transform many once prime grade 
loans into questionable ones—at least for a 
time.

Judging the application

In passing upon a loan application, a 
lender seeks answers to two key questions: 
What risk is there of nonpayment by the pro
spective borrower and what recourse exists 
if the loan turns out badly? To answer the 
first, the lender must know something (often 
a great deal) about the applicant’s past per
formance—his credit rating—and as much as 
possible about his prospects.

In judging an applicant’s prospects it may 
be important to know what the proceeds of 
the loan are to be used for, because this may 
have a bearing upon the borrower’s inclina
tion and ability to honor his obligation. 
Knowing what use is to be made of the funds 
also helps to supply an answer to the second 
question.

Will the residence that the borrower pro
poses to buy or build prove to be “good” 
loan collateral? It will prove so if, on default 
of the borrower and foreclosure by the lender, 
it can be resold at a price high enough to 
cover the remaining loan balance and the ex
penses connected with recovery.

The shorter the loan term the greater the 
rate of debt reduction and build-up in equity. 
The greater the equity, the more reluctant the 
borrower is likely to be to surrender his prop
erty and thus the more strongly motivated to 
meet his obligations on schedule. The growth 
in equity, moreover, affords the lender pro
tection against a decline in market value, if 
foreclosure proves necessary.

The relation between the amount of the 
loan and the value of the property securing it 
directly reflects the size of the borrower’s in

terest in the property. Thus, the higher the 
ratio of loan balance to property value, the 
greater the lender’s risk, other things the 
same. Holding back on loan term or on the 
loan-to-value relationship are alternative 
ways for the lender to try to limit his risk 
exposure. In certain instances, on the other 
hand, a substantial down payment or a sched
ule of large instalment repayments may so 
tax the borrower’s budget as to heighten the 
chance of difficulty. Sometimes, therefore, re
payment schedules are more likely to be met 
on small down payment home loans than 
those calling for a larger borrower equity.
The same may hold true for some long 
maturity loans as compared with those of 
shorter term.

Evaluation of any loan application typi
cally amounts to comparison of its features 
with a set of prevailing “standards.” Some of 
these will be statutory or administrative re
quirements setting maximum terms or mini
mum down payments. Thus, a national bank 
is not permitted to make a home loan having 
a term exceeding 20 years or amounting to 
more than 75 per cent of property value.

Other standards may reflect internal policy. 
Examples are definitions of acceptability in 
terms of loan-to-income ratios, the borrow
er’s occupation and seniority on the job and 
the age of the property to be financed as well 
as its location, use and type of construction. 
Frequently, the components of a given set of 
standards are interrelated: a prevailing 75 
per cent ceiling on the loan-to-property-value 
relationship may be available only for terms 
not exceeding 15 years, and a 20-year term 
may be had only when the loan-value ratio is, 
say, two-thirds or less—that is, the down pay
ment is at least one-third. A 75 per cent loan 
is “riskier” than one of 66% per cent and the 
lender may protect himself by insisting on a 
shorter term for the low equity loan than for 11
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one with a greater equity.
At any given time, loan interest rates and 

other charges vary considerably from case to 
case. Much of the reason for this is that dif
ferences in rate serve in large measure to 
compensate for differences in risk. A lender 
willing to make a mortgage loan at 5Va per 
cent, provided the down payment is at least 
one-third, may be equally willing to lend at 
only a quarter down if the rate is 5 V2 per cent. 
Or, if a 15-year loan will be made at 5 Va per 
cent, a 20-year term may be acceptable at 
5 Vi or 53A per cent.

Risk “premiums” of this kind are embod
ied in the nominal yields on virtually all loans 
and investments, including many of excep
tionally high rating. Indeed, any use of credit 
must offer the lender or investor some special 
yield inducement to assume risk, however 
slight it may be. Even a prime real estate 
mortgage will provide an interest return that 
includes an element compensating the lender 
for accepting a somewhat less sure promise of 
repayment than, for example, he might 
ascribe to an obligation of the U. S. Treasury.

The prime objective of a financial institu
tion is to secure the best possible net return 
on its total holdings of loans and other invest
ments. The higher the net yield, the better 
the quality of the “package” of loans held. 
Gross yields on loan holdings must be great 
enough to cover the costs and losses associ
ated with individual instances of default. The 
interest charges on loans of a particular type 
will tend to reflect the risks associated with 
such loans, as well as these may be judged 
beforehand. Differences in rate, in short, con
stitute a means of standardizing loan quality 
in the face of differences in risk.

Easier terms in home loans

During the past two or three years, stand- 
12 ards in residential financing appear to have

Credit terms in Chicago
home mortgage market have eased
since early 1960

Average maturities and loan-value ratios increase as 
rates decline on 1-4 fam ily  mortgage loans

new homes

previously occupied homes

charges.

undergone appreciable relaxation, while the 
volume of outstanding home mortgage debt 
has grown rapidly. Some observers attribute 
this to the continuing influence of the FHA 
and VA programs for mortgage insurance 
and guarantee, under which long-term financ
ing with little or no down payment has been 
made widely available. Practices in conven
tional lending, according to this view, have 
had to resemble those in the Government- 
underwritten end of the market in order to 
remain reasonably competitive. Regulations
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governing this type of mortgage lending, 
largely as a result, have been progressively 
liberalized until there is today no great dif
ference between the loan terms and minimum 
down payments available in conventional 
financing and those available with the Gov
ernment insurance or guarantee feature.

From information made available to this 
Bank on home mortgage loans made in the 
Chicago area—by banks, savings and loan 
associations and others—it appears that the 
past three years have seen an almost unin
terrupted lengthening of loan terms and climb 
in loan-value ratios in the local market. This 
has taken place against the backdrop of de
clining mortgage interest rates. The accom
panying chart shows monthly averages of 
term to maturity, loan-to-value ratio, contract 
interest rate and effective interest rate for non- 
guaranteed and noninsured mortgages on new 
and existing 1-4 family properties. Data cover 
the period since April 1960, when such in
formation first became available.

Shedding further light on changes in the 
Chicago market during the past year and a 
half or so are indications of a considerable 
gain in the relative volume of home mortgage 
financing in the longer maturity ranges. In the 
case of loans on new properties, 72 per cent 
of the transactions reported in the first six 
months of 1963 carried maturities of 22Vi 
years and longer, contrasted with 64 per cent 
in early 1962.

Even more pronounced was the relative in
crease in long-term loans on properties that 
had been previously occupied. Here, maturi
ties of 22 Vi years and more were reported for 
28 per cent of the total in January-June 1963, 
as contrasted with 21 per cent a year earlier. 
Moreover, loan-value ratios of 85 per cent 
and beyond were found in 10 per cent of the 
cases this year—up from 6 per cent in the 
first six months of 1962.

The narrowing of down payments on home 
loans in the Chicago market appears to have 
been in line with developments since 1960 in 
the national market, as reported by the Home 
Loan Bank Board for Federal savings and 
loan associations. The power to make loans 
of up to 90 per cent of value was conferred 
on the federally chartered associations late in 
1958. In the following year, 102 million dol
lars in loans closed had loan-to-value ratios 
exceeding 80 per cent. Reflecting the slight 
decline in total home mortgage financing that 
occurred in 1960, the volume of “over-80 
per cent” lending dipped to 95 million in that 
year. But in 1961, it rose sharply to 248 mil
lion and in 1962 it more than doubled, reach
ing 597 million dollars. Altogether, more 
than a billion dollars in home loans with down 
payments of less than one-fifth of value were 
made by Federal savings and loan associa
tions between 1958 and the end of 1962.

During much of the postwar period, real 
estate prices were rising. This served to ac
celerate the build-up of equities by home 
mortgage borrowers. Even with a 25- or 30- 
year loan maturity and a down payment of 
10 per cent or less, three or four years’ time 
often enabled a buyer to gain a sizable stake 
in his property, with a rising market contrib
uting more to the growth in equity than the 
slow decline in the mortgage loan balance.

In the past three or four years, however, 
real estate prices have advanced little if at 
all. Borrowers have accumulated equities in 
their properties almost entirely by paying 
down their loan balances. No appreciable 
assistance has come from the trend in market 
prices. Because of this, some observers have 
expressed concern over the continued drift 
toward longer terms and smaller down pay
ments in home financing.

Relaxation of loan standards, however, 
need not signify quality deterioration. Longer 13
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terms and smaller down payments may be 
less “safe” than shorter terms and larger 
down payments. The question remains, how
ever, whether in fact they prove to be so. One 
step toward an answer is to review lenders’ 
collection experiences and the frequency with 
which repossession of collateral has been 
necessary.

Slow ing repaym ent rates?

In 1962, more than 86,000 nonfarm real 
estate mortgages were foreclosed. This was 
slightly more than 0.4 per cent of the esti
mated total number of home mortgages in 
force in the United States at the end of the 
year.

The annual volume of home mortgage fore
closures has been climbing since the end of 
World War II and has risen more than eight
fold from the unusually low level of 1947. A 
particularly sharp increase occurred in 1961, 
when the total jumped 42 per cent from the 
year before. The rise last year was 
considerably smaller— 18 per cent 
—and in the first quarter of this 
year the gain over a year earlier 
was 12 per cent.

Although foreclosures last year 
were somewhat more numerous 
than in 1940—and well above any 
year between then and 1962—the 
1962 foreclosure rate (the num
ber as a proportion of the total of 
mortgaged properties) was only 
about half as great as in 1940.
This reflects the substantial 
growth over the period in the 
housing supply and the preva
lence of mortgage financing. In 
the depression years before 1940, 
of course, foreclosures had been 
far greater than in any other 

14 period. In 1933 alone, more than

a quarter of a million nonfarm loans—three 
times as many as last year—were liquidated 
in this fashion. Even in the closing years of 
the prosperity decade of the Twenties, fore
closure activity was considerably above any
thing experienced since World War II.

Before moving to the stage of foreclosure, 
a loan passes through a term of delinquency 
or default as the borrower encounters diffi
culty in making his scheduled payments. De
linquency rates reported by the Mortgage 
Bankers Association of America have shown 
some upward movement in the past year or 
so, but, over-all they have remained within 
the range of recent experience (see table). 
Nevertheless, the rates for the first half of 
1963 were above those for the same periods 
in the two preceding years, particularly for 
FHA and VA loans.

Delinquency ratios are somewhat decep
tive in that they do not directly reflect pre
cautionary action by lenders in order to main-

Delinquency
home loans,

rates on
1961-63*

1-4 family

Quarter All loans VA

(pei

FHA 

• cent)

Conventional

1961 1 2.73 3.31 2.68 1.67
II 2.66 3.19 2.65 1.62

III 3.02 3.61 3.08 1.78
IV 3.10 3.75 3.08 1.85

1962 1 2.68 3.08 2.72 1.73
II 2.67 3.04 2.73 1.75

III 2.88 3.29 3.01 1.72
IV 3.04 3.53 3.17 1.76

1963 1 3.03 3.45 3.21 1.75
II 3.09 3.51 3.26 1.79

*Data are U. S. averages for loans serviced by reporting mort
gage companies. Ratios cover loans one or more instalments overdue.
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tain collections. Thus, the comparatively 
moderate rates reported may have been 
achieved through an intensified effort by 
lenders to forestall default—at the cost of 
added administrative expenses impinging 
upon net earnings. There is no ready way to 
measure the importance of this factor, but 
trade reports indicate that many lenders have 
stepped up their loan servicing activities dur
ing the past year or two in order to ward off 
a rise in delinquency and the consequences 
such a development might have.

Effects on quality uncertain

From the kinds of information that it is 
possible to piece together on the matter of 
home mortgage credit quality, a tentative 
conclusion might be that the forms of credit 
have indeed undergone modification in the 
direction of “deterioration,” and that possi
bilities for collection difficulties in the term 
ahead thereby have been increased. Thus far, 
however, troubles on the collection front have 
been of modest proportions and generally 
confined to a limited number of geographical 
areas. Yet even this is not to be taken as the 
acid test. In the last analysis, it is the finan
cial viability of lenders and borrowers alike 
that mirrors the soundness and quality of the 
credit provided. The record on this score for 
the most part has yet to be written.

One of the leading factors behind recent 
apprehension over the condition of credit 
quality appears to be the course that events 
have taken since the January 1962 relaxation 
of Regulation Q, which sets the maximum 
rates of interest that commercial banks may 
pay on time accounts. The wave of rate in
creases set in motion by the hike from 3 to 
3 Vi and 4 per cent in the ceiling rates un
doubtedly helped to swell an already sizable 
net inflow of savings and other time deposits, 
thus placing the banks in a position to com

pete with increasing vigor in the acquisition 
of mortgage and instalment loans, along with 
other long- and intermediate-term invest
ments.

A  “reach” for risky  credits?

Observing the continuing stretch-out in 
loan maturities and dwindling of loan down 
payments, some have concluded that the rise 
in time account interest rates has prompted 
bankers—and other lenders, partly in re
sponse to commercial bank competition—to 
reach out imprudently to build up holdings of 
high-yield, risky credits in order to cover their 
now higher interest expense. This apparently 
assumes that riskier loans produce more gen
erous net yields than less risky ones. If this is 
so, it might be doubted that such loans are in 
fact of questionable quality. If they are indeed 
higher in yield than less risky loans, it may 
appear odd that such credits were not sought 
before the change in Regulation Q and the 
ensuing rise in deposit interest rates.

Judgments on these matters, however, are 
necessarily tentative at the present time. Only 
with hindsight can loan portfolio yields be 
precisely assessed and only such a determina
tion can provide a definitive evaluation of the 
bearing of recent and contemporary lending 
practices upon the financial well-being of 
lenders and borrowers.

The accelerated rise during i 962 in time 
accounts at commercial banks—following the 
substantial gains in 1960 and 1961 and along
side continuing rapid growth in the share 
capital of savings and loan associations— 
took place at a time when the structure of 
demand in the housing market was undergo
ing fundamental modification. Since 1960, 
the construction of multi-family housing has 
scored sharp gains, while the building of 
single-family detached dwellings has re
mained virtually stable at slightly under 1 15
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million units annually, compared with the 1.2 
million constructed in 1959.

The result has been a change in the pattern 
of single-family home lending. Relatively 
fewer prime loans have been made on new 
construction, while relatively more “risky” 
loans have gone to owners of older dwellings. 
In the Chicago market, for example, used or 
previously occupied 1-4 family dwellings ac
counted for more than 66 per cent of all home 
mortgage lending in the first quarters of both 
1962 and 1963. This compares with 62 per 
cent in the same quarter of 1961.

In the nation as a whole, it also appears 
that a growing proportion of home mortgage 
funds has been going into the refinancing of 
existing properties. Estimated construction 
spending on single-family homes totaled 16.3 
billion dollars in 1959. Recordings of mort
gages under $20,000 (a rough measure of 
residential mortgage financing) amounted to 
slightly less than twice this amount—32.2 
billion dollars. In 1960, expenditure on new 
homes was down 17 V2 per cent, while the 
drop in recordings was only 9 per cent. In 
1961, building was off again—by 2 per cent 
—but mortgage recordings increased 6 per 
cent. Last year’s construction outlays turned 
up by about 5Vi per cent; recordings scored a 
gain of nearly 10 per cent. In 1962, the ratio 
of recordings to single-family construction 
expenditure was 1 V2 to 1, compared with the 
2 to 1 relationship three years before.

Part of the reason for the growth in mort
gage financing in relation to the volume of 
construction outlays lies in the shrinkage of 
down payments and resulting rise in the pro
portion of total construction expenditure 
financed on credit. This, of course, is one of 
the signs widely taken as an indication that 
the quality of home mortgage loans has been 
declining. It also seems clear that existing 

16 properties have absorbed a growing propor

tion of mortgage credit extended and that a 
sizable share has been devoted to uses little 
related to the financing of real estate as such. 
This, too, has been construed as evidence that 
lenders have been moving toward lower 
grade loans.

It is possible, however, that the observed 
increases in loan-value ratios and terms to 
maturity and the liberalization of practice 
mirrored in other characteristics of new mort
gage transactions of the past two or three 
seasons, and the apparent slowing in collec
tions, reflect an attempt by financial institu
tions to adapt to changing patterns of credit 
use and need. Rather than having reached 
out to extend risky (but high-yield) credits in 
order to cover higher interest expense, the 
banks and other lenders have by this inter
pretation essentially accommodated their 
lending practices to the alterations that have 
occurred in the structure of credit demand 
registered in the market.

Since World War II, something on the 
order of 400 billion dollars in mortgage funds 
has gone into the financing of 1-4 family 
dwelling units. This huge volume of credit has 
played an indispensable role in underwriting 
the cost of the 20 million new housing units— 
one-third of the total present supply—that 
have been built during the period.

The nation’s major financial institutions— 
banks, life insurance companies and savings 
and loan associations—held nearly 145 bil
lion dollars in 1-4 family home mortgage 
loans at the end of 1962. This represented 
one-fourth of their total assets. Clearly, the 
soundness of so substantial a holding as this 
is an important matter to these institutions 
and the economy generally. While up to the 
present there has been little indication of 
difficulties on a scale to merit general con
cern, the possibility that future troubles may 
be in the making is not to be lightly dismissed.

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




