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The relationship of money and income:
The breakdowns in the 70s and 80s

Diane F. Siegel

The u efulness of the monetary ag regaées the well-known equation developed b}/} the st ff
as iptermediate monﬁtar orcg fargets iat the St. Loyis gera Reserve Bank rl
ends cructa on the telationship Detween ate 196051T e other_[s.a similar mode
one orowt nomina mco e growtn, vel OJ) X omas Grttings of the Federal
go ega scan functron as re |abIe tar gets Res rve]Bn of Chicago
These models cn analg/ze the . perfor-

Itee ects of mong %growt ?n incom

are stabe enough over time" to e orecfaste] mance of the money/income rélationship more
Serious. concern over the stabiljty |? rhgorously than the veIochy ratio can Frrst
money/income _relationshi éawas rarse severa By are more so |st|cate measures of the re-
times 1 the 1970s and 19 Oswhenvelo ity, Jt atronshrg ecause te |ncorporate oth the
ratio ofnomrnal GNP to ap rr]eare 0 (le- contemporaneous an Influence

viate from its trend rate of gro e first money "growth on nomrnaP Income, econg
sucn eorsode occurred [from ?ate 1974 tnroug n gan be used t? tast sta]tratrcaw for Is:hrtt? li
eérlrrsé 6aWs il eencosn omercman\ael osrt;? werreovat srr?c ram%treerso enﬂoeseéetauot‘%recas in '”tt&/ [
Pa/tter ]L.J?YdOS velo rty resumersy grow 3 |ctrve/ a uracy,over time IS an m%ortant
rate_more In line storrca exere Cﬁ ICator 0 ﬁe usefulnesso the monetary ag-
Concern over %mon incom |nst gregateﬁ astpg W taH le
b utjrarn rtoaerer s
episoge, of urusual velocit e avior

nean e ?g eartem thrern%;eaﬁnusua e@% 32.%'0' Bts [)nec]ause t?te enod IS too short However, thg
ftavror to ne -time S In_money trjm H ormanceo t]et 0 models pver that perio
recipitated by re uator changes, frnanc ? 06S rem orce the velocity evi ence that some
Pnno atroH or |nter st rat mover%ens fort 0 re&’t down In e monﬁ/ [ncome re-
Suc Ie uent occurrence of urhex[pectﬁ %trons ecur e n sa Ple errors of

veloci Indicate eater from
mone%)/ %oine re atro ship 15 S bject to peri- mrd 1974 t rou ear 1‘3?6 fian I earljer
stanility. Hoyever, the.ve octt mesre

Frcr ﬁea Furthermore, the models su%stantral%
alone c;a}nnof< rovide. co cusrv eV nce t at éer [

h edi ct nomrnal mcome growth 1n 19
serious preakdowns in the re atrons ave

occurred. As a contemporaneous ratio, \F/)elocrt ﬁgtrstrcal tests of b th mo]dels do ve Jf’y
fannot Cagt“fe the Q oney?mco e [ that the money/j hncome re ﬂtrona has unde
atronshgp ecause It nI]Hores the nflu- 80ne a major c ange in the 198 T e two
ence of money %row on Inco row eclines in” ve ocrty are accom anre yevr
Velocity also canfot be used to fest aﬁ arent dence of a gpl ficant In (ﬁh
chanq in_the money/income relationship for ~ mone lrneome mor? s, In addrtron the Mogels

statis Ical sianificance: consistently ~ overforecast  nominal _income
This pgaper attempts a more formal doc- rowth, } rom 1??1 through 1[985 Separate
umente)non “behavior redictions o fh ation an re ncome growth
mone Income re at rhs %rrn the hree mvl)d dE |tHns el Indicate that
episodes brought to crt s|fts reakdown 0 1te rela tonsh occurs In
nominal income.  How-

¢ SeroLsne s of eac mcrdent sin erred from Oth components 0
thﬁ e '[W(f (educed form mo el Diane F. Siegel is an associate economist at the Federal
f\/\errcctlonex f%lﬂrrgr?{né?]% %%%rgem F]%V)\/It g\?vtﬁ Reserve Bank (g)f Chicago. She thanks Paula Binkley and

Eric Klusman for valuable assistance and Steven Strongin
and several other exogenous variables. One IS and Robert Laurent for helpful comments.
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ever, the shapes and timing of the ranatron and

real growth rediction errors are ve g/ %ent

%gg sting. that the }/}/o components mignt be
king down for difrerent réasons.

Past debate over the money/income
relationship

The 1970s. CONCErN arose over o]ssrble

Hstabr urn the money/income relatio '

the mig-1970s.  From i 1974tr0uﬁ ear

emon eman ations 1 use

t etrme severe over re rct ﬂrowt

and v ocr ore ra than ex

ecte er ecyc ca trough
ostc mmon exep anaﬁro S or

the unex ected s ortfa mon

“missing one were tat rangra O{nno

vations “an uator cangebetW reduced

the cost 0 trg erring asset
rnt rest

een

ar OU fs, tus S ?trn
L b a%;setrdrtg
1%9 Z aulus an

§1976r§l Veaze L
infiovation t fre uentI Cited
were the growing use by usrnes es o repur-

chase agréements and cash 1,%oncentratron (h
B s it
to re ce mone g grf ﬁe auth%
ization of accounts In New ng
share draft acgounts at credit unrons ds %?
accounts usinesses and state an c
ﬁvernments at cgmmer lal banks, and
one_ transfer and third-party pﬁyments ser
Ices for sa(\! ga accounts. " Since these changes
were consr 160 permanen
IS explanation for the low
Pt ghtp at t(he Increase 0 ser% din vetocrty
Was a one-time permanent shift
Others arqued th%t the rPre?rct\on errors

resulted from  misspeci rcatro the mone
emand erﬂuaftrons s well as money deman
shr due ancia

nd requlatory changes.
Irt erm? e] Ptese autEors cgntende)tt thatgt
fal rnﬂs of the mone an equations were
not Indicative 8 ajor c rn t e influ
ence exerted 0y L}/ owt mcome
rowth, Tests T rsruct ral hrftsrnaSt ours
geeoFuatrnan rnte G P equation. of
MIT-University Pen sylvania-
Soc Science Researc Councrlg eco ometric
e concluded that the money/income re-
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permanent, the YOPOHQHIS of

m Hambur er

Iar '(5) hzd remained sthIe Sn the eawaand
glg 632u eHuan rolhr ?d r?gF rr%cr)\ewrct t de sttheignnteﬁg

“—t

el decline and recover
Iar dthat forecasttng proceaures fal tyﬁ]
gnurte often miss cyclical turning points in

anner
19803 After 197? vel?crt rowth
Horma untif 1982 w

fh%a” A N A o i that
n%)ne mcr?nt/e reﬁatr nsp y Pone oaff
track a ar A% efore. much of the discussio
o velo rt avior focuse d on the deman
or moneg he explanations 0 ere at the

rge vaesloclttn mh”tzteg %yecat?sgmof c%tang}edwerree
SpOﬂSJVﬁﬂESS of mon \k;themand otrnterest rates

Inflation, eresté) arn
%heckable accouns rncreased foreJ eman
voaii" money, and Increased” monetary

Judd 198 that te money de-

and euaton eoverte erro and
atm a rncreased ue to the

an McE hattan en claimed tat
economrc condrtrons In 1982 did cause a s rft
In the mone /income rea lon, as measyred
velocjty, even tou[ga e mone emn
function remained stable, Th ey ar ued
real Interest rates sta%/ed farrg q n 198
because the decA % nomrn I rnerest rates
as accompanied by a si rar ec Ine in In-
ation. As'a result, ‘nomina me qre) %a
sqursh ace, whrch when com rned with t
rrt%Pt ?I wth'of money holdings, caused veIoc

Some attrrbuted the 1982 veIocrty decline
to the same Eype of requlatory change ‘that was
used to explain the Velocity increase In tn
mi 1970s Hamburger %198 arqued hatt
mone% emanu functio gwar
1982 Decause of the natronwrde rntro uctron of

W accounts in January 1981 This in-

gr e ner FlQIE?ST st rates In 1982

creased the rate of return’ on M srnce the
NOW accounts wer rnFIu ed in th g
[gr a atatte r%rone deman de uatrt1 nurgr

drcteoe (%arn weﬁl in %82 once It m ed the
NOW acc unt rate of return on neg

Final g}' Tatom (19833, 1983 ntendte

that the 1982 %ocrgy decline WFS normal for
an economy on the verge ofa cyclical recovery.

Economic Perspectives



According to his argument, the 1982 increase The St. Louis and Gittings
In money growth Iéd to a lagged increase in money income models
income growth in_1983,_causing velocity to fall

temporarily in 1982. This theory was tested The St. Louis and Gittin s reduced form
using a Velocity equation which included models eXPreSS nominal lnco growt a a
lagged money growth, interest rates, high em-  function o Toney QYOWT In current and past
ployment govérnment expenditure, inflation  quarte 5, a1 both use polynomial dis-
expectations, and slack productive caPacny 2 %nbute la 3t0 o (nelr coericients. Tie
explanatory variables. . Structural tests of this nW(r)ng‘Or”e mcome MOgels ai EHnn ermsrgwt
equation yielded no significant_evidence of a u emla ?e v O Olﬁ)degenden
shift in vélocity behavior in 1982, This was rmﬂes n strei’cnons

Interpreted as |mplylnﬂ that the money/income ouls equation explains nomina
relationship had ndt ¢ anded significantly. income growtk # (J

unction” of current an
Velocity appeared 1o recover its trend — [agaedt qrowth in M] and t|n high em foyment

rate of growth in the fourth quarter of 1983, % J AE
but it bgegan another dramatlg decline in the ?(ﬁ (?\Ar,na 32}5.%an8?dﬁe“r§% |_0|LT|SIQ'SU |

er we
n cho-
fourth quarter of 1984, falling roughly six per- sen by Batten and Thornton ggzﬁj rom
cent by the fourth quarter of 1985, The rapid amonyqes eC|f|c tions offered by?lslx Ifferent
growth in M1 reflected in the velocng decline odel selec ont n| Ues. Tr]e version whic
Wwas not matched by the growth in M2 or M3, gom|na es t e others In a likelihood, ratjo tes%
the broader aggregates, over this Penod Sev- % g?]o mona rowth and pine fags o
eral anan{sts sugoested that the velogity, decling growtn in"ni
was due o a shift of funds to more liquid assets
as long-term rates fell relaftive to short-term
rates_(Trehan and Walsh (1985), Wenninger = 0+t
and Radecki (1 T 120 "=

Wenninger and Ra ecki (1985) suggested - i -
that measure%ent rob ems alsg contrib (I]ed ¥ = pualized rate of growth of nominal

gh employment expendituress

the 1985 drop in ve oc The% calme that m = annua izeg rate O% rowtn M/I]h

GNP “seriously understated the volume of ¢ — annualized rate o §rowt

transactions for which money was held in 1985 employment goverfiment expen itures
because net imports and salés out_of inventory

were unusually high that year. They showed The pﬂg(nomlal restrictio s found to be
that the in-sample errors of a redyced form 5|rq0n|f cant SIX_deqgrees or te oney

h coefficlents ang %even or EIg IE?I’EES

mone)I/lncome model were lower In both 1982 ? dovernment eXPV r] Ve, or ;

ht985 \n/hen the GNP measure included I(r)lrohr e oA teseven enqﬁs.
such transactigns. -
As mentioned earlier, several researchers gree ﬁynomm 5% XSG fhe ¢ Clcaey
found that the erratic behavior of velacity In dgusde UhQEt 20 en Itureseries which 1
the mid-1970s was not accompanied by “evi- Benc |tu}eesen|es A goyment government ex-
dence of a significant change in the The Cittinos, fodel differs from the St
gnfo?ﬁg’/ %:é)é?evgné)g%lls degl?ngés” htgse ndc;%c%sestlgrn Louis eqyation dSnmarc‘ in that |tsTaﬁ struic-
mined vihether there has been a significant st~ Lurg 1S Seected g econ iic raher i Sl

I the money/income relationship.  The fol- “gg aghOlﬂFPas im Sc'i”SnenS?ﬁ%‘nrgeﬁdcoadem Otrl]fdvt

lowing sections seek to answer this question by 5, In t ruf an ncrease in money 1 fu
testing  the St~ Louis . and " Gittings |ncor orategglnto tP] rice | eve‘n i 1 as i
In-

money/income models for stability in the 1985 stn effect on rea | come. Th
The r¥10dels are also tested forya shift in the “g the number  of lagged vafues 0? MI
mid-1970s to confirm the findings of the earlier 8rowt necessary to satis (I]hls neutrality con-
tests. Ition.  (See box for arf explanation of the

Digitized FaderalRgserve Bank of Chicago 5
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



neufrality restrictions.)  We wil] follow . the
tI m%nc o{arec nt Version o#the (Qarttrn 3
ode USes 2 soJ BeLP{ %r

a thir F gree p Inom rs‘rr e This

mode so rncu es three e va Ues 0

nominal Income growth and t real price 0

energy In the two preceding quarters:

y,= ESW-, + XPjti + HiA-

e = annualized rate of growth of real
Energy prices

hall Trrrt]gorrlﬁgrcjate thndowt)susofVnaéitakrn%snePar
e energy rice varianles are |

0 Improye” the. mod e erformane
urrng the perrro S oF fising ol drrces i e

Structural change in the money/income
relationship

The St. Louis and (Gittings models can
used tﬁ test the moHey inco g reTatronshrap tlr))r

nstability durin 1Spdes qf unusua
oclt havro gEvr en{ ?romt 0 e?s
il i s o Bl

?rrst Hal of the 19/0s, although questions
str remain con ernrn te mo es per or
mance rom md thr ohu gh earl

Si rcate hat the” mone rncome

re atrons rp shi ssr nr cantI after 1

The 1970s s study of the re-
Iatronshr(p p] he 19703 les an F test to a
Version e St Lours atro to see |f the
coe rcrents ch n esr nfr after .1968.4 He
inds na sianific rntecoe icl g e
eent rom 195

ug
e erro jr%m rugqh esecon
quarter of 1 owever enotsthﬁt this

esult ROES not WGCESS&L ([jl%/ fne re-
ationship is stable. Tne’ fende Cd/ (E] F
LOUIS etﬁuatron {0 overestrmat? i ni i

perore  the SGCOH(% rwarer 0
un erestrmate It after tg ISU%HGSIS that t ere

e
rters are combined In the sec su sa
sFtette mrhthaveoset ts

pdt r% pr ters and thys e}ato

In t

Ing of no significant change in the coeffi
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crent To correct for thrs1 possible problem
Ham ur%r performs anot er F test usrng
second sam Ie w rch ends. in the second
quarter o f1 there is HO significant
evr ence ofa shrft ereIatrons

Ham urﬁers test cangot h eplicated
exacthﬁwrt teGrttrng? model and the Batten
% Thornton version ﬁ hourse Hatron
ecayse data [i mréapons and the nu er of
ags In the two_models require that the samp es
ou(IJm after 1953, ort t. Louis eriuat on,

Ftests compare the mo eIscoeffrcents £5-
thmate rom 't R urt guarter

roug 68 wit ose rm] Hw urger’s

sec two subsamples t ro ge the“sec-

rters of % two tests

d values. 0 8and 9, nerthp p
Ich is sgnrfrcant at the frve pﬁrcent e

ee  Tab Th se results_ confirm

amburgrs inding that the St "Louis
ﬁgiaolforh egoes not exr(tlerrence a shrft In the ?rrst

model Eeegfﬁ?‘tﬁhﬁ%%”&@éenéeshegn%yr of G”“B%S

otherwise"the Grttrngs test S mp es match th o%e
usedb Hamb E% n esecon su
sample ends In 1976, the coefficients of the two
subsamples 00 not qiffer srgnrfrcantly from
those of the full sampe But \p] en It ‘ends In
1974, the test IS sr? Icant at t eone percent
IeveI wrth anFstarstrc of47% Th us the re-
sults from th s model._coyld su#port
Ham ur [ sth offsettrn sta s
temon inco ere rons rp eore? ter
rou ent 0 servartlrgn of any shitt in t
Howe er Ha bur ers results are not
conclusrve evidence t e money/income re-
atronsp r]emarns stable in tr]e mid-1970s de-
Rre the s a]rp rncrease In velocity. His tests
Show on ey t1 e re atrons r r sta le over
the entire first hal oft? eZ cinot
Hdrcate whether th(e tr ations rp rs t?r
the narrower perio Lom mid- t} Hg
early 1976 when fears t an the re (atrons Ip
gong off track were actua y [aise
ortunately, hrs ﬁerro h f00 sh it to
al ow an F test’ e stanjlit the
oney/chome models.  Some rnt rtrve [
ence a Ht the per ormance of the relation-
S povert at perlod can be obtained from the
In-sample errors. When the St. Louis equation
IS esti atfed from 1961 troudh the ‘second
quarter of 1976, its mean squared error is 44

Economic Perspectives



Table 1

Tests for structural shifts in the money/income relationship

Sample periods
Tests for shift in the early 1970s

St. Louis equation 61 Q4-68 Q4, 69 Q1-74 Q2
61 Q4-68 Q4, 69 Q1-76 Q2

Gittings model 64 Q2-68 Q4, 69 QL-74 Q2
64 Q2-68 Q4, 69 QL-76 Q2

Tests for shift in the 1980s

St. Louis equation 61 Q4-80 Q4, 81 Q1-85 Q3 6.61 - significant at 1% level
Gittings model 64 Q2-80 Q4, 81 Q1-85 Q4 3.97 - significant at 1% level
Pe cen hrgeher fro the thrrr% uarte]r of 1974 The structural test of the Grtﬂ gs mo eI
h secon rter of 1976 an in the comﬁares { arameters estimated Trom
reﬁ rrt quarters, - The mean Sﬂu ed error second quarter of 1964 throug ? It those
fteGrtran de lis.71 ercent errnte ?trmate rom 1981 through the fourt ﬂuartefrt
1?74 Itan In the 964 eriod. 1%85 Again, the test |[r Jcates, a stro
hou rt m t money/income re- In the morey/income relations H wrth an F
ons omm 4 throu 197% annot statistic 7W IC 1S srgnr icant at the ope
or us esta rshed theeratr% avror er ent Unlike the exPerrence oft
mcom models over that period 3 705 when a Ve ocrt inc ase $ acco
ests t the re atronshrp did experience |e inconcl srve statis rca ten eQ
e type of break ow tn the oney omer atronsrét e two
r 980s. r}] e 198(is the p errﬁd ve ocrtP/ neso el8f re Indicative of
ynusual . ve ocrty benavior Is enou a hignly significant structural change.

the stabilit o the mgneg/rncomg re atrgnshrg
to be statisticall fste oth the St. Loura an
tﬁ e Gittings m

that a shJ In the re atrons beér5 s in ]]
Bnd extends, at_least thro g A clear The
rea én? point rn the re atr nshr IS suggested mo tﬁ nco

nsarétpe errors when th e two Models

afe estimated through 1985. After assumin

arse

req UEHC throu OUt most 0 he sampl

€ Sl
ou

1.28 -
1.59 -

4.78

erre}tercatlo e]rformanl(% J
cant structhpftl shi mnh
e usefulness of the reauce

F value

insignificant at 5% level
insignificant at 5% level

- significant at 1% level
.58 -

insignificant at 5% level

The predictive performance of the

eIS Snow v ?/ Stronﬂ evi enCe money/income models

ositive ang ne trv% values ¥vrth farrlg eqtﬁq Form moaels. as tools to predict nominal income

ning In the second quarter 0
forga structural shrf? which starts in 1

For the St. Louis equatron ourtst looks
for a shift in the parameters etweent err
0ds from the fourth quarter

1? and_from 1? r

1985 This |e san Fsatrstrco 66}w Ich Pomrnal

IS srgenr rcant h fe ercent eve See uture
Thus, the coeffic ents9

uairon from 1981 th ou;;
ears

cantly from those In the prior to 19
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growth T
errors come [r)] de dominantl fylne ative begin- hort-term forecastl

So We est aEnd Gittin s modeps woul

throu
1trou tetrrdutger thetwomoe

the 1970s and 198?3 The
the two models Is

the m] 19 sand the 1

term predrct v% >Performance of

mdrcate the errors of

IS section attempts to reglrcate
g recorﬁ that th

hgve achreve

Ictive ahill
ound to eteriorate In Vot(h

orecasts one uarter in the

he analysis, assumes that
se models estimate

rom that exten

orecasters
5grffers nif- gata We examine t erforrnecghe me(’nsérat‘ér etg]t
Eﬂ estimations of the models? Jatg



throust;[h the, quarter ust before Jte foreca
ourse uatro IS estimate repeate
wrt sam e& that begin in the tourth uarter
end In ever uarter from the
fourth quarter of 1973 ro h the second
quarter of 1985 These estimations Eroduce
one Jtera head {orecasts fﬁom 1974 throu f]
the thira quarter of 1985, T eGrttrngs mode
IS %Smu]grtteer over sama% esene r}nnmge\rlne rt e usec
ter from the ?ourth uarter of 19973 throu/ % the
third uarteJ This ﬁre ds one-
riuarter ahea forecasts or every quarter from

rou
gne uarter ahead forecast errors of
etwo mode(f“a P tted In Frguresland

The genera these errors is Ilustrated

h rap o th ehr cumula Ive values In

Flqures Both. models have a run of
nasitive

orecast errors in ?ate 1975 ang ear
1976 which “Indicates that t\he{v cons tent
underpredrct economrc growt uring the
coverv from the 1974-7 gces?]
ollowing that episode, t eforecast errors
of the Grttrngs model apPear to move more or
Iefss randomley arﬁund 2610 throuohout the rest
the decade. The model’s cumulative forecast
eIrors remain farrIy level after the quard shift
In 1975 and 1976. " This su ?ests that the model
does not consistently overpredict or underpre-
dict economic growth aver that ﬁerod he
errors from the St. Louis e urt]tro 0f uctu
gte around zero In the secon Ifo dt %
ut the positive errors ten 0 excee t e ne
ative errors in absoluée value, . The cumul trve
errorssope upward during this period, reflect-
ing the o]mrnance of the posrtrve errors.
80s, the gre dictive performance
of both models deterror tes dramatrca
inning. n mid-1981, the_forecast errors are
?redo rnantlg negatrve with the exception of
he fourth quarter-of 1983 and the first' quarter
of 1984 The cumulative errors fall steadily,
illustrating the persistence of the models” tend-
ency to overpredict. The St Louls equatron
overpredicts nominal growth by an avera%e of
thre ercenta? gornts from™ 1981 thr uﬂ
1985, whereas | un erforecasts nominal growtn
by an average of onl percentat{re pornts In
the ?rrod before 1981 Similarly, the Gittings
model querpredicts nominal growth by an av-
erage of 3.2 ﬁercentage points'in the yéars_after
1980, though its avérage error from 1974 to
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1980 is an underprediction of only 0.5 percent-
age points.

The components of the 1980s shift

The one-quarter-ahead forecast errors of-
fer fur%her descriptive _evidence about the na-
ture of the 1980s shift jn the money/income
reIatronshrg The models which produce the
orecasts tend to reflect the mone fincome re-
atrons rg prior to the 19803 ecause t e are
estimated. ‘from samples dominated
19605 and 19705 Therefore the forecast errors
|n.the 198 srrc uotecanerﬂetrge re-

ationshi IS section examings § ourse
Iﬂ en by these %rrors over time, Partrcu%
ustrated by the cumu ative erfor %rab
order %o do ument t trmrnrd frgura
tron 0 80s shi her information
a out the strrr]cture of the 19805 breakdown IS
Provr e orecast errorﬁ Farate In-
atron an real income growt 10NS estl-

mated_under th Grttrnsa oacﬂ
He cumu(iatrve ngoman% drowth forecast
errors of hoth models su est hat the 19805
change rn te money/ rn me relationship IS
compose of two separate shifts. The first oc-
cur? from 1981 l“ttll mid-1 83 when the cu]
mulative errors fall very rapr v rom the rng
Iateau maintained in"the later 1
eve off %%arn from mid- 19%3 thf]ou ?8
begin another sharp dec rne
vvhrch rsver stee tﬁ/ the end of the Syear
timin oftese ec nes correspond wrt te
two a rupt rosrn veocrt In 1982 an
This  evidenc h shifts the
money/income relatrons Ip cannot be rigor-
ously ‘examined at gresent because not enough
data IS avarlable for two structural tests over

this

pgfjhe breakdown in the money income re-
|ationshi J) (fan he evaluated f rt er b}r exgmrn
rn the unde Ivrn% aﬁernso rnfaft real
rn ome growt tuller version of the Gittings
moglel estimates separate equations for inflation
and real growth which ave the same. number
of lagge moneg growt enerﬁ rice, and
endogénous variables as the Gitting’s nomrnal
Income equation. The two e%uatrons also 1m-
Fose the monetary neutralrtx onditiop that rn
he Ionq run, maney growth 1s completel X
corf)ora ed Into inf atron and does not ffect
real Income,

Economic Perspectives



Figure 1 Figure 2

One-quarter-ahead nominal growth One-quarter-ahead nominal growth
forecast errors—St. Louis equation forecast errors—Gittings model
percent percent

Figure 3 Figure 4

Cumulative one-quarter-ahead Cumulative one-quarter-ahead
nominal growth forecast errors— nominal growth forecast errors—
St. Louis equation Gittings model

percent percent

The nominal growth forecast errors of cast errors and the inflation forecast errors is
both models appear“to be much more closely much lower, L -
tied to_errors In forecasting real growth than Desphte the _cIOfer hist rl%al association
e i st . B jpue ) e I donpe ot e,

e real growth “forecast errors follow the :
nominal (];r(g)wth, errors very closely throughout ta% thlegéarge n el grout §0f§035t Hrs
the sample, while the inflation forecast errors Irnall € ot 2 O OO PIECICLON Q1.0C
tend to fluctuate around zerg until late 1982 fﬁ %
{

0. afive in-
when they become. predominantly negative, rauon And IEal groth forecast erars ﬂwgs%artee

Table 2 stiows that the nominal growth forecast € SerpUNEss
errors of hoth moels are highly torrelated wit gagts P urBeOtts, n%TVI(%n\?Er, icome . compgnerts

the r?al %mth forecast erfors quer the entire the to bréakaowns are very 4. erent. Tﬁ)e

sample uring the two periods when the
monpe /income relgtionship go%s off track. The %WHW&I?/ belajfnatljr?g ineri%ss,_ eating i

mdmatmg i th
correfation between the nominal growth fore- the Gittings “Intlation equation  consistently
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The current FRB Chicago—Gittings model

Since 1979 the Federal Reserve. Ban uch as the varigus St. Loui tions.
of Chica o as eeg usin a serres 0 %)ur research ?n %tes that th g ects of

Iﬂ?nﬂ%s Gd mﬁ) C;‘ﬂ ese morﬁ ave %H ’_‘? X) I’OV\%I 0UnCﬁ ?necongoera (P;Clﬁ P]/

been Inten thrre the ndamenta grevro een bell e use of
money %owt tﬁ ect on the econor&rg/ %% endogenous  varia Ies allows s 10
The cufrent mo IS a vectﬂr m thrfs rthout using an_ exorbitant
ﬁ anges In real rn gme growth an numbgy of lags o money rowth,
ation are modeled " two separate Third, the rate orchange In real en-
equations: ergY Prrces IS Inc uded as n addrtronft

e 5oc ; mttt“'zhcé “otis. and” e
k= <ot .'_YJAVt'lt Y [frt-j+ Y_JA'k erelects 0 nt entire e spectrum of en-

i= j-9 k= erfggr ‘ces een the omrnanto

) " N %/ r]oc srnce 1973 B (f g
thrs rticula tyr%)e of shock rectgrft

P- < * 0 + +, o provr es” pefter estrm e

b T el Vihout e

ere rste rowt I [ea rncome S

“hm Bl T e ot m?titfs N o e

an ¢15 e rate O C ange In Tea energy Tr}tls TEBUCIIOH In SIZG anad s ee ISt |ca|
of econometric estr atron?v

price
T is model differs in a number o nen a £
Was rom mone? |frrrcome mo&‘e’]‘s Use source 0 error as een left unmode e%

Unfartunately, oil shocks are | are un
N Vt.oeh% grrrsrteaysr%paratea% e“”ﬂ%ﬂ% gre rctanl a)n [% 8|rect 0ains n¥erms
ralher than estimat rga & ﬂn!oe nomina forecastrn are limited.

[ncome e et etween rea % 10 ch%uLtt\ heﬁause our research hafs led

Inco eaﬁa g fPatron can be direct H atalarge number of lags

[HGF'[P], growth afé nec ssar {0 correc ?y

caste Bene Its are also derived ri
‘ons ahtes rtrot forecast(r)nne %e 0aseartl a% i 0? g\t/Ope ttInncornse 5? tronTs lther
dp h yh)rea?«?m?vn may 0CCur in trsq %Iem Wg Use pgf nomranrs
ert erteprrce or real rncome guatron # g force” the . mone
?rre the coe Iclg foIlowasmooth djustme

ving . an estim fw s 1
?/ea ri o Estimate, 0 rhrs effectively reduces the number

termrngm\;\r ést%gurgng tlrtsrln eahlertrtr())u F E? p e z(a]meters Whrch can create artl-
and w en It may e 3 ?fu ?r?r the icial ¥’5 ression results.

r
a want to react to atl in ve- last and most Important rffer
l:ocrt ddrt?eyelt If H IS ﬁue tﬁ ?ess tt]an ence |s tﬁe ap catron of rﬂ@ pripCi (ie
eﬁgecte rea w rather than to less rheutra rtéra super neutra It rect
N expect (Jon the serrcatron and estrm tr R
con a aluces of real growth aures.  Neutrality Is a farrY co cet
and i IP ation ar |nc This giv It states that ar jpcrease e rate o

fng(r)reg %Shgt\tl(lz‘(\)/\ll t glr(I) enn(fsé ligtu\{v% ?trme money %I’OWth W#LF eventu?qﬁ/ Cquse ag
I

e no  equal inCrease in the rate of Inflation an
agged endogenous variahles are rnc[uded tt(tat the rate of real growth will in the long
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Digitized for FRASER

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



be unaffec ed W|th0u ed Responses to changes in the rate
enr(}ogenous varlaEIes this Is eguwa e%? 0 of monetary growth
the “statement that In the  nflation

equation the sum of the OeffJCIeR’[S or]
money must equa one and that in the rea
rowih equal rH ey gtust sum to zerq.
or the case wit a end(ﬁ;en?us varl-
ables  the onsdtram are s r(T] y more
complicated and can be writte

M L m

i=0 4 hgtt=1

er neutrality is a generalization
of r%eutra) |tt from rat%lgtoff trh eWrtr?otOe eve?
| su
P{ sd(Pult)IeJ zwl Iead t0 a doubli g(p)f
gnce level but will not affect the_Igvel
of real Iincome In the Ionlg run.  Super
neutrality comes from the rather stralg%t Coefficients of Gittings model equations

forward “belief tt]at tqe Fed aI Res rve
cannot create real wealth |n the lon

Real GNP Nominal

simpl g grlntln more and more money. oNE defleter ene
Since tq uatio ﬁwe USe are In terms of
{ateslo owth etse concepts rtTt]1USttbe S endent 4012 0243
[ans o res rictions on growth rates rable
ﬁ (?la ram shows the m gact ?f a one ; G6ia 03e iie
ercent mcrease In the rate of mong "3 0102 00M 072
ﬁrowth on real income growth and_In- Money oses 0100 0500
ation. |n the real mcom case, the effect " 0212 0103 0.439
on cumulative re&‘ rowth mUSt g ?TO S0 P2 0.014 0.087 0206
areaAmuste ua rea B. In the Inlatio B 0121 0.068 0051
?e It 15 only shightly more corpp icated. P 0459 00 0001
Inflation must on 4 era £ e ua the ratg b ol 0037 0062
of mone growt Im ”1 hat area C Pe 0162 oo oors
must equa areaD It Tollows after exten- m 0105 000t 006
ﬂ]ve manlptg ation tth t the restrictions on 013 0064 0009 -0.045
e parameters mus 5 dote 0022 gype
6 0.058 -0.027
o o7 0125 0038 0.042
Yj# =Q LYj/\ +E i 'O i) ol 003 0060
“ ;Elnergy 0.029 -0.010 O.m.o
By imposing the neutrallty and super neu- 5 ROV o018
tralltg/ reftrlctlons we guarantee that the Frato Sea  1sma $58
model will not im 'Y that the Federa Re- Newawslegeoe o ooes ose

erve can create unfimited wealth ly Iy sudp Super neutalty
plying greater and greater quantities of oo T

t-ratio 1.536 -1.563 -1.187
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Figure 5
One-quarter-ahead forecast errors—

money, an |mp| CatIO Of ma ne Gittings and St. Louis models
Income models tttat 0 not usey suc?t rye

strictions.

he restrictions can also be us to

he lF éermme how n]an y lag ss

;f n the m As can ?een
romt |a ram, | telasarecuto

500N an ursrlct estimatjon o t
equations VIO ate neutra ItP/ andI S&J

0 Inclu e

ggr nEﬂ[a ty Lhus We, nee

percent

e TSR
as led to longer astan are |c
sed elsewhere: elieve mar] s
at have re ecteF I er ne traI|
ecauset% include ew, lags

Instance, . the cHrrent Louls uatlon
ses 10" lags while “our equations Use 20 er edtcuon of real gron)th Overgredlctlor]
nk tion starts to contribute to the nomin
rhorder tot(? {n ake easy co Rarlson rea own In 1 te real rowt
Wlth other reduce m _models of homjna uatton begms 0 oecast%salr acmira
[ncome, we Hlam ain a prg ”Qrﬂrﬁ se eral Iquar ers. . The apparen stﬁ |t?/o te
Income’ model, which Is esHmate witn. t nom| mopeyt/mco ? relationship .
same constraints as the In atlt%ne quation. ﬁctua y resu ts rom offsettin error |n the |n
Aset 0 eatlmate equations for Hot the ation and real ﬂrowt equatd n% rowth
vector and_ single equation models are 15 con3|stentl underpredicted while |n |ation s
shown in the aI he sa gle was re- consjstentl over?redlct urmg a gear
stricted to b4: %4 In. Qrf avoid But In 1985, g IVe In atlonﬂ rea ﬂr
the, ueﬁtlonsa ut if gefhnltlon mone forecast errors réinforce ea% other, resu mg In
VY]IC ave. undermined tne USGUHESS f per5|stent overpredlctlon of nominal growth:
the money-income teIatlonshlp dnt 80s, The différent patterns and t|m of the
& the a companying 3 article ochents cumulative m?fatlort) e rowtlt orecast
t(r)ergéaseseﬁ %reakd% aﬁISZIﬂ]gtﬁC n'g#g; erors. SUgGest t{a %t de g n?mmalh Inome
anome [atl?ns ﬁsot A ewﬂ] e h components could be deviating from their pas
H % a when these refationships are
userul for policy and when they are not. o
—Thoms Gittings and Steven Strongin forecast errors.ittings model

overpredicts |anat|o from 1983 thr h 195&
T ecumu tlve rea rowtp
1 an a|n air

it
15%3”30?&%% 198% 'a”ncé # Srf%/? aatrtr?nmlg%h%
el 0
money/income re h gb e)ak at]

1985 t Us Jele fs trl Odn%Vr\]’t”SS A (Sfeferent

rqwth and In at|?
EOlntS The steeP all In the cumulative nomi-

growth” errofs i set off I 1981 by the
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Table 2
Correlation between nominal growth forecast errors
and real growth and inflation forecast errors

Gittings Gittings
Real growth errors Inflation errors

1974-1985
St. Louis nominal growth errors 71 .33
Gittings nominal growth errors 83 .45

1974 Q3-1976 Q2
St. Louis nominal growth errors .90 .03
Gittings nominal growth errors .94 .30

1981-1985
St. Louis nominal growth errors .67 .23
Gittings nominal growth errors .87 .22

gehavmr for different reasoi The constant This.change in money definition i |mpr0ves
ecline of the cumulative ml tion OrECﬁSI er- the inflation predictions “from 1983 throu%
Do ol g el bRy e el g

ear 5. From rou e
0 Seer ersmten? actors, T  meapoeny Xmodel con5|stently underpregtcts inflation

e _cumulatl ¢ 162 h Toge
whle the M1 model performs very well. This
EB%ESSS suggrets that e Er;g%ﬁ%‘{v?a (tthrs ﬁor s consistet it the. Keufman and Stongin

e Intermit nt occurrenceo 35N E argument that the interest-bearing accounts
om

e n atlo? f%uatlon Overp eﬁms excluded from MIA prlmarlly contained

steady average of 16 percentage Eomts transactions halances before 1982
1983 throug}? 1985, meanlng t gercent The_real income equation s clearly sub-

Pomts %rowt rahte arent eH ject to episodic breakdowns in both directions.

ﬁco orate mto Infl IS suggests t It is very difficult to speculate about the causes

© Oretgrlgefatgg% ? resﬁ Inrgrt]%OHmle Ue%TSIOHeS of tsrttchtatttertrrt]atmg bad ﬁtnd g(%ﬁd performance
without further research on”the real income

ent o Fe monetary agqregate. Perﬁa S after

982 i conswtert/l 990 eqstates tep e, equation. _However, it generally appears that

Actions baar)ces Whoss. arowth . most the model is unable to inCorporate the influence

monetarists  believe determlnesg the mflaﬂog
rate. This could be because, as Kauf [t

atronﬁm 31984 have ar eE?UEd svms aances

O mov In |are n? One-quar'te.r-ahe.e\d fo.recast .
Interest- loaymggcompon nts of M untt mterest e on eauation
rates fel
rt|aI SurP ort [or this vi v w IS provide percent

nteGlt s Inflation |s est ate
WI'[ MIA, te a regatew % exclude
Interest- beann acco H Its and thys s Moud not
contaln an g ances. A ver-
sion does. v re ct mIIatlon after 1983 but

tas serlous ast I\ﬂ version, (See Figure

fa otentl

us re a svmq al-
i {ove?]te oreca ts, but ¢oes not com-
Pete ny solve the mystery of the breakdown In
he Inflation equation after 1982.
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of real shocks which fundamentally alter the }atlonshlg could be caHsed by & complex set of
pro uchn of the economy actors ome of whic T e recurrent In
|verr9ﬁnce betw en tre sha e nature. ﬁre cur ent

nd t|m|n ation_and real gr ajeh in t ope tif

? ?earr % % ]9 r¥ COnthmP our re-

recast er 7rs suggests that future rese(?c 8 [actors w@m ?ec gver rmance oftﬁe

tEe money/inco %] relationship should” stu mf atlo a\ P vY]th 0 Ponents 0

t two nomma mcom components seeY- one ncomﬁ% r}] Ip an ?gartlcu rtﬁ
(E/ he neutrality-0 mone@ |tfon etermine. w are factors wﬁam

furt er support fo '[ IS I’GCOYTP p%ﬁatlon Caus rPEI’IO IC E)reak(ﬁowns A petter un
OT It contends 5 mone\%lt%rdlfF Intluences Stﬂni of the economic, con HlOnaoeS aneA'

i S L
; %emfn- tary aggregates are to be reﬂable policy targets. 1

? cler ”A ererg t tece(s)sde%m arate

L
eonaII ner .and Jer

%'ee Sl sy SR

1 5ee
o Wy ee W L

i ever3|o she
The behawor fvelom in the mid- 9( OL%S%UE %ag i?%r &j%&m bgscl hﬁé:ws

rf]dthtge]] srlse concer over the st

Iratlons be%ween W .I%os ha n|e

nomlna come rowth.  This art ehas ex- st re C}/ on usonso |s

amined the beh urth V|en eera
ouIs Review vo '66, une/

V|or ftwo mone mcome E 0 P

rﬂoﬁes urmﬁ %c mm? ent of unusu veoc eggj) dn %g
s._The insta ||tey |at|on J)m

trﬂese 970s c?nnggcgusstatls lca S)(J f¥|ecrljglntd 39%9 2TJ1 accompanying box describes the Gittings

duor\ivne%/e i (e)hodm\?vﬁ‘1 635 lCtdu\;/at@/ t ootrhe 3.5qme v ersmns of the St..Louis eé]uatlon.hg}/e In-

clugeq” relalive” eneray irices and a variable re-
Income Telation Hote o F{ﬁgr%”g presating ke acuvty.

wel 5em|d1J 9Ei

overwhemlng evigence of msta |ty in the 4HamRur ersion of he t Louis equation is
one ‘]ncome relationship. ~~ From 8 somewhat Ffserent Promt atten an % W{Hton
through 1985, the tvvo mone fincom gm verS|o re es N mc me

exger ence a sggnl ficant Hara eter SI 8lr”£1 an | igg SeS 0

i tﬁonsmtent overpredict nominal income o, easuresc}fthe |n|t|a st ca{ug

Ta ex
causeJ unre ated changes in"the n nomindl . income. four quiarters earlier
mone [income reﬁtwnsﬁ?m " ent?act %at In- \Sﬁi] es%%/ {t%”ew Ceniltur%se \faurE%%Teq%ngLWe celugé%eq

g cugses ftHe num[oeCeI |n8us ral

e g B a%;eeeaee eecvafeb L

flation is overpredlcte%atafalr consta { rate arn Seven
ik R

failing, eeha the |smea urement of the Hell 8 ﬁefe ines if modescoef
mone %% r%Pe at? The re? growth ComE {)l\(/:leern de Siqn il cant% I erﬁnt WhEn esfimate
nent of the Money/income relat ns on th Samoles are ’éoo\%oasoesFmp?

other hand, a?ter?{ates betwgen gpd g og

i

Over L a juif%re“'f)
%re%gwnTmlsthrea ISr%sonteys rggfsbbrlooytht rgt lFqlcan )r/e SI vQ/eSeﬁO ﬁbut?Nn})g s%rke)sampq(e?s If 1 ae‘rTnsu

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



ofs ared ehﬂis ver the sub Ies IS 3|

glmng OI’S OVG

ormlﬁ]a or % ; IStIC IS.

(ESSO—ESSI(k + 1)
ESSil(nx+ @ —2)

where ESS0= sum ?f squared errors over full
ESSX = sum oef squared errors over the

0 subsamples
k :tenum ero Harameters
X =the nu [) ata paints in
the rstsu sa][n
tenumbro ata

gomts in
the second subsampl

l\ﬁ)r J fther 0 aplgglo MC0 ratlo\}SH} Stlﬁge %977?
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Securitization

Christine Pavel
rimar functl fflnanmal interme- aper describes the major types of
diaries |E ? Xllltate Iow of ca Jtaf from an bac 5 ecurit es and dlscusses th)e/Pr im-
%avers to orrowers thanma mstlt lons eX|st t%lca ons for the nC|aI Services Inustry.
|rst ctlon de cr es the various kinds 0

aus% eg gp ﬁ IS at a | ov¥er costtan
would egsm etrough dlrect mancm? securltlze 8%1 ? The second, discusses
rangement Banhs and other epotsltor nstl §osts an |ts rorp securltlzataon The
tut| ns erform t IS Intermedi (f unction g tlr SeCtI(i Ioo % actors that etermlne
mak mgn loans and accepting. deposits, So hether Panc ?seﬁurltlze and examines
tlmea owever at nangla |nte me |atr ”:He e OSS tlseescurcl)trzaltl%ner %Counr]lrtltzeé}g%n amd
man or logns at a given r els reater than
Its sugE a1‘nde os|tg hn which %ae it ma ust?af oa S ané other ans on the lb0q<
hase’fed funds or other uninsured deposit com erma ba) he inalsection ’]
% securities uncer reﬁurc ase a eemevs sell fUSSGS Ane Im Ilcatlons of securitization for {
ort-term securities stich as C(ﬂn ercla pﬁper [ancial Services |r]dustry, and depository In-
or bankers acceptances, tir 5 a\Nts SUC stitutions In particular
Quernmen e curities or oa? er[ an in- "
titution sells loans, 1t can sell whole loans or Types of loan-backed securities

0al Partlelgatlfns or It can “securitize” a g]Cked ftlgu“ \es are coIIateraItzej

portfolio of similar loans. resmﬁl multifami commercia
Securitization is a recent innovation in n¥or r]oans t{tomoble aans. et

asset sales, It involves the pooling and re- ecelvagFes &

ackaging of loans into securiies, Which are Busingss, Administatipn

i O more e ol log stesoans, %%nrg]ggtearn; ) guc egggsrefglavngb fgr
Partlm ations, securngtlon provides an ut tlh YA, ac ed” securitie

sdditonsl undmg source an ellmlnaktes ashselts o colianedd |zed %gasm amltln sl entla?

rom a bank’s balance sheet. Unlike whole beqan w e

ortgages. Securitl
oan sal es and participatons, securltlzatl nis
often used tom T<et sﬁta | loans that wou?d be ;ﬂlon%ﬁvernm 4 evettl)ona Eortgaﬁme SSOC'

difficult to sell on a. stand alone hasis. Most
|mportant?y securitization can mcrease t E fatter%%uzgedb sin e}% %F E§d89a| ﬁ%%%m
Iﬂmdtt\( and diversification of a loan g%tom Admini traton % nqw ansA mini
8 0.p ackaeg nd selthese tnerwise fation VAS prigage T(oas ere are tbree
LI qul etswan stablished_second t;m 5IC tg 650 afc securities, each of
et Increases their liqul |tz Greater diversifi- W f<h veloped out of the secondary mortgage
cause an jnstitution marke

catlon c n be achieve F
can hold the same doll ar amount of a partjc-
uar tgpe of loan in_tne form of a security Pass-throughs

backe teloanso numerous horrowers, as
omose to hol mg whole loans of refatively The first type of loan-backed securlt Was
orro ers. Securitization can also be used ass-thro A pass- rou re mp resents
as a tool for ga[% management ecaas(e It facili- ret OWners P P ) port0|o o ortga%e
fates the sale ot long-term assets ot depositor oans that are simi ar |n erm t0_ matyrit
|nst|tut|(ins [t ma aIso enable in fstltu |on?] ferest ratea qufa &ortfo!]lo IS eg
attract on%te[) unds more {) ‘ In trust, and certl caeso nersnip are
\(%Oue of t}% e benefi {t ﬁg Vemaonﬁ t%%s oart Christine Pavel is an associate economist at the Federal
us S s, hanks, savings
Reserve Bank of Chi Helpful comments were provi

ssociations, . and  various ' non ep05|t based bt?seHeerbe?t X %aecrag%arf pKl(JthC)%nhasletrS and pD%ugIeeg
Irms engage in securitization, Evanoff,
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Figure 1
Taxable fixed income securities:
Amount outstanding at year-end

billion dollars

aGNMA, FHLMC and FNMA mortgage-backed securities, and publicly
sold conventional pass-throughs.

“Private placements, convertible bonds, foreign issues sold in the U.S.,
and straight domestic public issues.

“Treasury notes and bonds and nonmortgage agency issues.

~As of September 30, 1984.

SOURCE: Salomon Brothers, Mortgage Securities: 1972-84, by
Michael Waldman and Steve Gutterman, (New York, March 1985).

In 1977, Bank of America issued the first pri-
vate sector pass- through The securities were
backed by conventiona mortgages and prrvate
mortgage insurance covered
loans” rather than each individual loan, OnIy
$10 Dillion in private sector 8oass throughs were
outstanding at year-end 1984.1This amounted
to only 3. percent of all federal agency pass-
throu% S outstandmg at that time,

opularity of mortgage pass-throughs_has
been greatest among savings Institutions. This
Fopularrty probabI%/ resultS from S&Ls’ ability
0 substjtute pass-throughs for whole mortgage
|oans, . thus mcreasmg he diversification “and
lig urdrtar of their portfolios. Pass-throughs ac-
counted for about 15 percent of all savings in-
stitution assets, 8 percent of insurance conipany
assets, 7Percent of commercial bank assets, and
5 percent of pension fund assets.2

Mortgage-backed bonds

The second type of mort age -packed se-
curity is the mortgage-backe d (MBB).
Like™ the pass-through, the MBB is collat-
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he entrre pool of

eralized by a Boortfolro of mortgages Some-
times an Is hacked by a “portfolio of
mortgae ass through secuntres such  as
Ginnie a(e %nr e the p ss through, the
MBB s a deht obligation oft e Issuer,” so the
portfolio of mortgages used as collateral remain
on the issuer’s books as assets and the MBBs are
reported as ljabilities. Also, the cash ows from
the collateral are. not dedicated to the é)agment
of principal angl inferest on MBBS. have
a stated maturity (usually between five and 12
ears), and inferest is ‘generally paid on a
emiannual bass.

%ne importa tcharacteirstrc of BBs |s
tha t eY are usual overcollateralizeq.
collateral is evaluated quarterly, and |f|tsvalue
falls below the level stated in the hond
mdenBure more mort aﬁe Io?ns or securities
must e added to the collatera

There are toree reasons for the over-
collateralization of MBBs,3 First, because the
cash flows accrue to the |?]suer rathey than to
the mortgage pool or to the bondholders, the
outstandrng baIance ofan mortgage rErool may
decline faster over time than the principal on
the MBBs, . Second, the excess co atera pro-
vides addrtronal protection fo the bondholder
against default on individual mortgages in the
Bortfolro Third, the excess collatéral protects
ondholders from declines i the market value
of the collateral between valuation qates, Pre-
miums_ for defaylt risk and risk of collateral
degrecratron could be captured n the yield on

MBBs; however, because payment of principal

d_interest accrues to the ‘fssuer and can be

used for reinvestment the issuer may prefer to
use overcollaterization,

Both the private sector and federal agen-
cies issue MBBs, although they are more prev-
alent among private issues. . In the private
sector, they “aré issued by savings and loan_as-
sociations “and mutual “savings banks.  The
number of issues, however has been somewhat
limjted. tthe end o 1984, savings and loans
had 1ssued only $5 bill |on in MBBS.4 One rea-
son for this Irmrted activity is that MBBs may
be more costly to issue ‘than pass- thr?ughs
Because_the mortgages that serve as collateral
from MBBs remain on the issuer’s books, a de-
pository institution . that issues MBBs - must
cover fhese loans with a certain proportion of
capital.

Economic Perspectives



Pay-throughs onlv $22 hillion as ofJune 1985, less than one
tenth of the volume of mortgaﬁ;e pass thro I\ﬂ

.. The third type of ortga_(lge -hacked secu- Issued b)( GNMA, F Freddie

th/ is the p a}r khrough bond; This ond] com- pvrth same time period. Furthermore the
bifes some of the feat s of the Tpasst rough edera agencv pass-throughs serve as collatera
with some fr% for 45 ﬁercer] of CMOs 1Ssued since June 1983,
coIIateraIrzed y mortga e oans and appears Conventional mortgages are collateral for 28
on the |sspers grnanch statements as debt. gercent of CMOs “Issued, and a mixture of

The cash tlows from the mortgages, however, onventional mortgages. and federal agencv
are dedicated to servrcrng the onds i a way pass-throughs accountt for the remaining 2

similar to that of gass -th r(p percent.

InJune 1983, Freddie”Mac issued a pa One reason that nongovernment inter-
thr? dh bond “known fls the é mediaries have been more Successful as |ssuers
collateralized mortgage obligation).  Eac ofCMOﬁ than ofothf mrt%a’\gle reIate%

0 Issue was divided intothree matyrit rities is that nearlg fotall CMOs are bac ed
classes, and each class received semiannual 1rf- by GNMAs_and other federal agency mortgage

terest payments.  Class 1 bonaholders, how- securities.  Thus, by issuing CMOs ‘investment
ever, recéived the first installments ofprrncrpl bank er and other mter ﬁdrarres rimaril
Bamtents and %ny ﬁpregit ments untll 1 provr e Investors with rotect on an
S were ar 55 2 ondho ers in horter-term mortga esecurrtre The valye of
turn rcerve rincipal rp(ﬂvmgnts and garv rotection and” the value to breaking
ments efore assSbo olders recerve y mort oe S(f curitjes Ipto  varipus = maturity
%mcrpa payments. The original Freddie M class s 15 reflected In e rea between the
MO was structured S0 that CIass 1bonds under. 1yrng assets and the yields on CMOs.

Were repar within |v% years of the oﬁerrn% he primay mvestors r M sare in-
date Cass 2 bonds, within 12 years; and Clas surance companrs pension funds, thrift inst-
3, within 20 years, tutions and commercial banks.  As shown_in

The st Ucture of CMOs makes_the ferm - Insu an companies angd _pension
of the 3ecurrtres more certain. Theretore trundls account ortelar st share ot{j R/]Os In

bongdholders, are given a kind o [ t e long-term maturjt casses As expected,
tection.” This caIIg rotection IS one 0? t epprr % S held bv th?l ft and hanks ae?rom
mar reasons for th success ofCMOs Bgcause the ort-term maurrtycass
M ?]mrtr gate the g ayment risk, and pro-
VIge shorter maturlt ?}95 of mortga g Secu- CARS and other loan-backed securities
rities, Investors who” might not have” otherwise
P]vested In mort a es fav been attracted to . Although most loans packaged and sold
the mort%age secUrities market, |n the seoon ar% market are mortg ges other
oans ave een securitize of

Fred |e Ma% developed th? first es of

, many varratrons ave been developed. g{ptem er }5] hl A had rss(pe 3.2
Issues of CMOs now have from three to more billion I pass-t rou? s collateralized by mo-
than six maturity classes.. Most CMO issues, bile home loans.5 Tn addition, auto “loans,

however, have four maturity classes. . com” e]ases credit ¢ grd loans, .and other
In "addition to Freddre Mac rrvate sec- receivanl ave recently been securitized.

tor firms also issue pay troud shown in automobile Joans were first

Table 2 at least srx different t

ges of private Bac aged an sold as securities. . These loan-
firms issue CMOs. Home builders have ac- acked ‘securities, known as certificates of au-
counted for the most issues of CMOs (33) as of tomobile recerv%blﬁs CARs), are pass-through
June 1985, Investment banks, however, have securrtres in_ which the interest and principal
ISsued the dlreatest dollar ~ volume ~ of o the underl m(tir auto loans are passed on o
CMOs— | lon, or 34 percent. the_ security Rolders. CARs generall |re
T e eve of actrvrtjv |n pay-throughs has a higher servrcm% fee than do mortgage- a
been limited compared to mort%a’\g] pass- securities because an auto loan requrres more
throughs. Total doIIar volume of TMOs' was monitoring.  The collateral, a car, Is not sta-
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Figure 2
Turning mortgages into securities

PASS-THROUGHS MORTGAGE-BACKED PAY-THROUGHS
ownership of mortgages « ownership remains « ownership remains
goes to investor with issuer with issuer
repayment goes to « repayment not dedicated « repayment dedicated
investor to investor to investor
debt does not appear *« MBBs show as liability; « appears as debt on
on bank's books mortgages appear as assets banks

bank collects service fee

tionary, and the collateral does not maintain its dealers. The CARs were backed. by a pool of

value as well as a home, o auto loans, each of which carried its'own credit
CARs were developed and first issued by insurance. In addition, the pool of auto loans

Salomon Brothers in January 1985. Salomon was insured by a private insurer,

?rlvately placed $10 million of CARs for a firm . The first public offering of CARSs occurred

hat specializes in financial services for auto in March 1985 when Salomon Brothers offered
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Table 2
CMOs by issuer and by type of collateral:
June 1983 - June 1985
($ billions)

% of Number of

$ millions total issues

Issuer

Investment bankers $7,377
FHLMC 4,869
Home builders 4,459
Mortgage bankers 1,678
S&Ls 1,547
Insurance com panies 1,522
Commercial banks 500

Collateral

GNMASs $8,808
Conventional mortgages 6,231
Mixed collateral 5,833
FHLMC PCs 728
FNMASs 350

34 22
22 7
20 33

NN~
(SN RN

40 38
28 11
27 26
3 4
2 2

SOURCE: Joseph Hu, "Proliferation of Mortgage-Backed Securities," Mortgage Banking 45 (September 1985): 38.

$60 million of pass-through Securities backed
I\X automobr e Ioans originated and serviced b
arrne Midland Bank.  Originally, Marine
Midland Bank was to issue the’ CARS with rts
tlroldrn comp at?r tMarrnte rdIand ’ Ban s|
nc insuring the transaction. ederg
Reserve agrd however, rndrcate(? that It
wo ld 1 rmpose reserve requrrem%nts on the rsstre
nd the auto loans remain on the bank’s books
as assets for comPutrng capital reﬂurrements6
The offering, thereforg, was restructured
prrvate Insurer was secured to insure the pool
fauto |oans, an T trust was established to
teun er \}/ 0ans.
ot been nearly as successful
as mort a%e gass throug| 5. Less"than one-half
of 1 percent of all auto Toans outstanding have
been securrtrzed A major reason for the CARS’
lack of success can be dttributed fo the Federal
Reserve’s — degision concernrntq Marine
Midland’s public offering. Additionally, the
need {0 Secure private Insurance or forego.in-
surance makes many of these deals unprofita-
Dle, However recently the market fo CARs
has shown signs of improving. Genera Motors
Acceptance Corporation (GMAC), the largest
auto ender in_the country based on auto Ioans
outstanding, issued nearly $525 million of
securitized” auto loans, ~ A" spokesman for
GMAC said that subject to Interest rates,

Digitized F§deral fgserve Bank of Chicago
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Gul\grAeCr %:ould issue $500 million of CARs every
1 Cregrt card refervables have also heen
securrtrf In Aprl Ei fomon rot ers
grr atgy placed $50 mrI o(n of pass-throu 3
acke ool of Ban credit car
reriervable T e certr r ateso amortrz Jrg re-
volvin \vere unrate

ave state m tur| ffrve years, For te
first 18 months, only interest Pna%rnenlts are
asse throu h' to r \restors rincipa l}/

bfrme are us

ents
chase a grtrona récelyables After efrr
monts rnvestors recelve principa Rag/merl)s
third- Qret raﬁ]esr Vé%rr? (S)rtreggsatr o
serve Pun to twr e the hrstorrcaq g ?au?t
rate on credit card debt, and E ne re-
taing a30 percent rnterest rn the credit card
Hoohefa n tenCtARDs ature arf ther(eoare
ults withi U
een}rre va ue of qte reserve fuoP ?r r%
serve fund concePt 15 not only applicable tg
RDs. |t coufd be ai)plre to CARS an
other loan- backed securrt es where recourse or
prrvate rnsurance rst Ou% ht to be necessarcrf
Other typ 5 B ritized loans Include
loans guaran ge the Sma Business Ad-
minist atron computer leases, an varrous
r

%pe{ of trade credit.8 ;jthe first SBA. loan-
ed securities were sold in August 1985, and

2



Table 3
Major buyers of CMOs

Thrift Insurance Pension
institutions Banks companies funds Other

Maturity class (weighted average life)

Class 1 (less than 4 years) 26.9% 17.7% 18.1% 33.2% 4.1%
Class 2 (4.1 - 7 years) 7.2 21 57.4 29.1 4.2
Class 3 (7.1 - 10 years) 55 3.4 40.4 48.7 2.0
Class 4 (more than 10 years) 3.3 - 29.3 67.4 -

SOURCE: Salomon Brothers, "Comments Credit,” March 9, 1985, p. 3.

| .Februar 1986 First Nationa] Ban\i of rlsé) 1Eomcreased Iqu|d|tX ef?r orlgg al I?nders

|sc?nsm ? ‘the first bank 1o package and for mvestors, @ more efficientflow of capi-
SBA ns and sell them %?Bec rltles al from Investor 8 borrowers, a?d New anq
esecurléles acke ease recelvables ess. expensive  funding sources for origina
t(ﬁ)e credit are simiar to mortgage lenders.
ace ons Com erﬁ) a]per or corp r J The first two benefits ar partlcularl
ons are. collaterall eae and " fra Ilcable to the mortga emar et. avm
cre I recelv es T e recelva ES remain. on oans assouatmns s t e r|mar
issuer.  Some._comparies, ers of mortga e ce d residential (r% -

books ﬂ
oweve 5 thelr recelvaples. to sub3|d ar 8 WI'[ raestate maturifies of 27.5
Bet 4 for't 6, PUIpse ?'SS%TM bt bacw Kgrs and flxe rbfrest rates. AIthough origh
K nglﬁﬁ]rencosmreaﬁwalsers onsible f gr meev%S ations ofadﬁusta erat? T"”g
mcreasmg, ercent o rtaces
'“Zg eCUHaSZ%eOH gelltln ecrg%:ton %‘“Ictg &ts%\rehstll PIXGI éagtLeL oalmsblt%ﬂ five ely
cent of the typica ’s liabilities, r|mar|
elvath)stoasubﬂ jary. T%%J) erecelv time ancs \Xrﬁ) s eposits, mature mpone a)f

es, the subsjdiary. Issties commerma paper g
msure yaprlvate insurance comp i)r [ess. T IS (ross mlsmachwto maturltles

The securltlzaélon 0 computerﬁegses s Interest rates

eaves S&Ls open to the ris

- will rise.  Savings Institutions have Sseveral
I'r%‘eseg%d by Lomaisco.eatly in 1. The techniqles avaladle 0 Negge MErest et ik
ons agf( com uter leases. chah For example, they can utilize the optjons and
1985, Sperry C oratPonF Fowed ComMscos futur%s markets. ~ These techniques, however
) an |ssue $ million of six-vear notes ¢an be_costlier than securitization, and" thritt
ace com Uter ﬁeass and In September manaqers may be more familiar with
&g ¥ IS tianotﬁer 11i58 mﬁ ion in seclur ization than with other gap management
ools
ebt collateralized by computer leases.9 ) mﬁﬁssa”; - %h o rt%gse gﬁcur'téestﬁ%wel
R ol ss
f Ipans will, of course, on etween their assets and liabilities. Wi

securng e B nefifs *rom oing 5o e}ceeg throughs, an S&L sells a pool of mortg

the costs, and if the n ne its are gregler thus, the long-term assets” are taken f Its
tﬂan tﬁose rf]rom other. un 50 rces % books, shortenln the, average mTturlty of 1fs
rimary costs of ecurltlzatlon re eam assets an decreasm\?l Its re%uned evel ofcalo-
Pratlve cos%s such as Investment hankin fg tal. etrlt ever ontinues to service
the cost 0 mv'de Infor Jnat'on {0 In estors the loans and collects the servicing fees. Pass-
nd the rating agencles, and, In some instances throughs therefore, have the added advantage
Fe cost 0 grl ate, nlsurancelo The ene |ts of allowing the |ssuer to eam mcome on fewer
rom securitization include protection from In- assets and “less capital, thereby %reaty Improv-

terest rate risk (and sometimes prepayment Ing 1ts return on assets and equity
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Figure 3 TabI hows how Sé&Ls are u%m%

Cost vs. benefits from securitization g]?rt age aC e Secu“tles to restru ure t
a(f ce sheets. In 1980, pass-th rouﬁa e
L b e
ngee\{gren o?st r?aurﬂqs an I\ﬂB%s wge over

Q/mort\%%es
Hrltlzatgop a 0 or a more
efﬂment ow of funds frrp mvestors to bor
rowers. Large institutional investors, such as
nsurance (io ﬂanles ﬁnd ensmﬂ funds, hah/
ong-term Ities; owe er, t eneraP/
do “not ha gecentrallze mves e
ations or distributjon systems (5 iaowte
to make residentia mor a0es |rect Thri ts
%Flready IScussed, ever rt term

tles ar\ an ex ertlse Inm E entla
mortgage loans. Securitization. |n S (}e ong-
{er uhds oflnfurance companies,and pension
lﬂa s.with the long-term assets of S&LS, thus
? owm(I; more caF al to flow into the market
or mor g e credit
l1 Itizafion magnselllso prowde f|rm

with a re atlveh{ Inexpensive source of funds.

For example, a thrjit have go Increase the

rate It pays on savings Posns rom 8 per?ent

to 9 gercent to raise” addltional funds Alter

t(Ievmar F ciou t(l)S l|Jsesu BBS e B sr%acem

a d" Ion 10 'SSU'” pss. th[ﬁ“% ss angtnat ofS ralsm osn lFﬂns hec us

S&Ls can mort ae sst rou er ra vmgs eposits W,
|n their Orto |OS mags tﬁe 0 wh Og ﬁave tg a| e 03 |dq new,

mort age n oughs an ecurtlzatlon can provide an Inexpensive
(95 thflfas 861” ¥Ufth9f §| ersl the% assets funding sPurce Wwhen pflrms overallpcredlt
an with CMOs they. ca Brote t i errrlase ve rating L3 Lo than the Creit rating on_ its
zgv'mst prepa ment Tisk.  Pass-inroug ? eelye rlnstance elg orp a fir
also mcrease the |hUIdIt yoT. their thaf eases "trucks, was rate n ar
gort O?IOS ecas passtrou% trage in an ﬁ“ Poors. Iis commerma paper a
Ctive _ secon Ty market.? Tra Ig qua it legses s rated Al he | m%a/
mort aq acked ~ securities mcrease from aved about 80, basis points |n tiorrowm 0SS
2|43 billion jn 1981 10 $L.2 trillion in 19858 securitizing its Feas% recelvab es. S| |Iarls%
0, the ability to “qU'f such assets smort- sgeuritization “can enable_small and new co
ga?e loans, cortsumer loans, credit card receiv- pames {0 offer customer financin
bles, and leases increases an. Institution’s |naﬂy, secur(tization can galso rovide a
ablllt)(Nto manage its liquidity position. deposito stltutlon with an mgxpenswe

[
BBs and ﬁayt rou?h bonds, the sol ce ofy Juns ecause, In. some cases, It can
Eortfollo of loans remains on the Tssuer’s books, ena& osnory institution to gvmd “|Pter

e
erving as collateral for the bonds. The Issuer, mediation t%xg .., feserve an caglta re-
%ref%e mcreases s | everﬁ%e by i |ssumg more q*urements an deFosn Insyrance premiums,
owever |ssumg bonds, the. thrift e1p05|torY msttutlon sel] [nort rr? 8ss-
eng hens the average maturity of its liabilities. througns, it eliminates the underfying nortga %
An"MBB has an avera?e maturity of about five 0ans from Its b gnce sheet and; therefore,
to 12 years, while most deposits fave maturities onger has to ho ca;%na against these Ioans
of ess'than one year. SinCe the proceeds from the sale of pass-
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Table 4
One-to-four family mortgages, pass-throughs
and mortgage-backed bonds at S&Ls

1980 1981 1982 1983 1984
Pass-throughs 27 33 61 93 118
Pass-throughs/1 -4 family 6.4% 7.6% 15.5% 23.7% 27.3%
Mortgage-backed bonds 4 3 3 4 5
MBBs/1 -4 family 0.9% 0.7% 0.9% 0.9% 1.1%

SOURCE: Federal Home Loan Bank Board, Quarterly Financial Report, State of Condition (as of December 1980 to 1984), and Board
of Governors of the Federal Reserve System, Federal Reserve Bulletin, various issues.

ﬁhroudhs 8[8 not degosrts the Issuer does not lower |eIds a dd ber £ss rr than if th% tr)rYere

ave 10 hold reserveS or pay for deposit jnsur- nqt quaranee
ance adarns th roceeds pys rnteFrme diation with ﬁmrnr tering rrs bsed deposYrPsurH
taxs ncrease, this, benefit fro

securjjzation, wou evaur em rect guarantee of t
therefore securrtrza on nsevf wouldzbe Bx- FDIC on Ioan ed securrtreg
pecte to Increase as well.
e extent that Interm?dratr N faxes Can everything be securitized?
are too hi h on ome types of hank assets,
securrtrzatr e a reaction to these t xes Not all loans are easy to securm e |_ an
For exam e 0sit Insurance %ca |t ﬁrms and_structures var sr nr r an”/
qurremensare at taxes; tus al oans the beneﬂts(} n d|v Tl fr
e taxed ?t th same rafe B0 lons, ecurrtrzatron e endy UD€ firm’s Partrc
iw mg low-risk loans a ter tax” ular situation up()? % loan
n]aY r%hert th CO?]tS fgced bg HOWEI% seedrrtrze The costs 0 securrtr ng are not
fie Petrtors or Orrowers tnem- unl orm across dif er nt fypes of Joans:
SelVes. T efore, in reactr nt0I {efEﬂe I th The riskiness 0 aI n-backed_security. is
taxes, banks m ese tnese temarn eterm{nant of its Prrce h rrs%rer
quality assets an sU strthrn | -Tisk assg esecHrrty the owerte\?lef therefare

Indeed, some bapkers hav ehr he yield. Tf the ﬁontesecurt
securrtrzatron wouF dr rg?frequrre- aqrer than %he average redon eune

ments and deposit rns rance were “correctl ool benefit rom
priced accord Pr to risk. s s%cr?rrn? gmag bg P mated In addr on r
nsom ssecurrtztron .could facili- securities dre, rat ewBB o 3 y t 8
t e t e rm Hatron 0 e ost rnsurance rating ag ncies Moo 3/5 and Standar
rrma em with ementrn oorf en requlated. fi ancraL rnstrtutrﬁns
rrs base d |_Posrt rnsur(ance sch e 1S In ea Hsua not Tnvest in t ecause t@/
suring risk. .Howeve ost 0 anksassets ave to Hustr such Investments to the regu

wer secuntres an ngd In & secondar tory a_lt OritIes.

ar et, the market va ue 0 ba ksassets an owever several o trrfns to decrease. the
their correspondhrnrg risk could easured. riskiness of an |3fue a[) a( da le tp a Sec rrtres
Becu rtréatron efore, wguld acr Itate rrqh Issuer.  For loan Qnas suc
asg Pofs insurance K Greasing t mort aqu \<ed bon ?

nform tera il |

aval abIe ation oan rISKINess. Qver- azaéronw Hcreage [he feeta/ F
One verg se[)ou& ?ro em, ?wevgr strJ e honds and decrease %e regurred m.

remains. I each bank that |ssuei oan-packe Another way to mcreasehesa ty O an Issue

securrtres aranteestfeﬁrrnc Dp and rnteres& IS t0 rnere esecuntre? mev

on th e securities, an Lte # e%g When an 1ssuer of loan- ﬁ fd securities

on al 8ontrngent 13 |I|t|es of failed USes rrvaé [rrm to nsure the loans or the

then, . indirectly, the FDIC |3ﬂ rant?ern ortfoli Be rg the sec rrtres terss er

securitjes.  This guarantee wi erelcitdrn assest ?n to the Insu Ir

the price of the Securities; i.e., they will have nsurer then has to evaluate the port ohos
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fault risk.  The premium that the insurer Prrced below the fixed-rate logns. As these
charges 1S ?om ensation for the d?fault rlr]sk and oans are repriced, the rate fluctuates with

the cost of ev Iuatrng th ortfo 0. The cost marketrtes however, there are usually limi-

of eva uatb%%omp H ated portfolios may elim- ations ced on how much the rate on the

Inate the bene |tsci securitization.  Therefore, 0an can fluctuate or how much month gpay
fe easier a Oht 10 1S 10, eV &aluate the more ments_can Increase over the life of the loan

ely that d) be secdntrze Thus, negative amortization 13 LPossrbe

ility to evaluate the pﬁol ?f IoaH AIs the. period for] Interest rate. adjustments

that un erlhes a SECUrty Issue, ang thererore t e 'the index_to which the rate is tied varies

secyriization. Jne credit chara teristcs of the acrosstloanbs |'<A sdabresutofttt%else c?mplrcettdons
securities packed by adjustable-rate mortgages
ynderlying portfolio must be understandzple 1 have not been succ%ssfud and ey trade e
tﬂe aln a%encres and 1o rnvestor? Loans [ike whole loan packages than like %ecurrtres

that are "very large or have complex credit
characterjstics are hetter suited for Er\rﬁole loan NonetnjesteasgleFrl;Itlglﬁ?mt)rats rsseu%dico%er SECBJH.'QS”

SQ|GS or loan participations. Otrrer Important n 8 ade
Credit ¢ aractFrrstrc for securitization Pnclu 3 |zed IJrAeRl\r/Ie bl\élcce(rjecseerg% it |ssue aAﬁtarHr

securltles  themsgfves, Seem 'to be the ?/

d have 2 percent

C'E”tg ong maturity, al Ieast one an annual caps and 5 cert fetime Caps.
Btga%]e Ioans are illustrative of gharac- | ans BeSIEesaSreastrjt nioan mortga GSC arconrsé%g]nerr
ferilcs Wil e & oan a0 rrme cang! ﬁte o les fease recelvanles, ndioans for boats and
securifization,  Mortgages are relatively omo mo e HOmeaTe 15 a% 0 ioans T candr  and
JnROs Prof UCtS ,Qag %g%o,ﬁﬂaa}'vent/a&asy 0 Securitzation. © A didcuseed earlier, aufo
F t 1 h th fdt loans, credit card receivables, and lease recelv-
L g A
down% industrial C&I

loans
yments, broken rlous demo- o relaotmgtemﬁ‘frcult to securitize. Odet
§dBﬁ'C ch actenstrcslSAsd/ ﬁ ﬂ%%“}g?g of commer |aﬂ Ioan however,” has bgg

mortteaneslgarltgora?a ‘fn!?%?s at| ast securrtrzed—smal usingss loans %uar nteed X
fae % he Sma Busrness Admrnrstrat b
most rtgae Ioans are e ard eact a oy of te federal governmen e truc-
avera ersndrrc “ 'Srﬁoﬁ“ e ﬁ%ﬁs have had P?r of these loans & (r]arrly standﬁd Hd thﬁ
excellent e oo strcs SItheUoh T~ eera r%;overnment assumes much of the ris
cently morigage ¢e dd}%u tes have reacﬁed r6- an many of the evaluation problems for a pool
cord e snov rate on of SBA Ians by uaranteernq 8 gercento the
n}OI%ages Was 6 Rercent an} thta number Prrncrpa and inerest il 1y few SBA
of |oang outstanding n the fourt Tardmr of  loans have been Securitized and th num er of

5 only ercent  restlted in Eartrcrpants In_this market is verg small. As of
oreclosures BThe cojlaieral backing mortga ebrudry 1986, only five of 19 approved pool
[oans contributes to tﬁterr excellent Creqn char.  essemolérs have securrtrzed SB s
acteristics.  The value of a single- famrly house Nonguarantee C& loans would be the
does norld reciate as fast as other forms, of most Qifficult_to securitize, and fo date, none
collater Iﬁr?act it o?ten appreciates, Durrn have been. C&I Toans are not homogeneous,
the 9 5, housing prices soa ed 5 the ¢ and the terms and_structures of C&] loans vary
erI many ortg es far exceedeg tﬁ a%ross borrowers.7 F rexlample the maturit
va Ue 0 (? 0an éﬁese mortgages were C&l Joans ranges from less than one year to
not qurck ec use rnteres?rtes rose about eight yearS. The pricing of C&1 loans
urr rro swe also variés, and the stream of payments from a
able-rate mortgages. (ARMs) do C&I foan is not frxed C&l loans are also re-
not aracterrstrcs that nhake them %ood priced fre?uent?/ and the trmrnrg ga ments
?rxe ates or securitization, T egr do not ew Is generally taifored to meet mdividual bor-

payments streams and dre generally rower needs
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Securitization and the regulatory environment

Securitization has rarsed two requla- ffets rhor to othg fasset sales. The Fed

F uestr?ns irst, are t h eeds %owst rocees rom pass throu%hsr
rri sale of securiized assetst at are e exempt from resErve r V\rlrtwre?r% ts In
with an obligation to re Hrchas% order t0 encouraget 9 the sec-
ﬁssets 0 srriered eposits, and does a ondar mort% uge market.2
d reserves a%unst these gﬁ ﬁ? exce Eron was made b

ceeds? . And second, 1f a bank <ells  Board sta lrasset ales wit recourser

ﬁecurrtrz SSets wrt recourse, does It 1980. A phan Rro osed to se IRBs an
aveg nr])rt against the securities, retagra rnsura ce omfféng %rarant
and if so, uch? onds. % 1um
g%rar ntee utt fankaso reed. to
Deposits and reservability Inae 3/ e I"]SU h % sy SeS In
Hrred as a re lf)
uestro of res rva Irth asers of the bonds onI kng at te
E)rm gBa §s rn 983 eera Hsurance compan egua rgnteed the bongs;
o e LVISION N res on they were not awar abgreement or
an ks’ saeso ustrra revenue rel urselrﬂengbet\g/eeﬂ Fan t 8
ause 0 or earnings, rp]surer oar e ?]ta reasoe
ere not& e to g t rom fa exem t lﬂf
rncome onse uent aent r
hi

that “the Insurance bro

ey O ity reaaeég

r%rr cr i o fiE st
osso equiation e sale of

m ntgto rsﬁu ect toe%nuncon rronalg Rl [N OIS e IR, (e proceecs

%gf f()pery gar ered gosrts and were not reservable In

rrowr
e 0 Phedof the view Hiat the %an 3 tel\/%/ case.

Ith. the recent rise in asset sales and

08? Do urc ase Qs nse 10 ne securit zatron o? nonm rtgage. loans, the

creag nofad

here ae een exce tions to this  Fe era Reserve Bpa as increasing

rule, First, Re ulat|on sthatade received requests OI rnterPLetatrons

osrt 063 ot Melide atron aris- Regulatron especiall e ard 1o
Pg from tF retent|0n % eposit or Bhe reservability of asset Sales with recou

d

i

[ngtitution of no mare tha 10 percent zf ositor Ynstrtutrons Onseg
}ntere?t rnI rrT)]ool of con entrona o e-o- X 1986, the Board issyed J {
ﬁ or 1%; Bre sold to ment roposa to amend the definition
third partles. ank rssue ep srt groposed am nament
mortae pass- throuh securrtres a WouI ﬂ dt to Inclyde . “sales
Prom ses to compen ate gurc Sers 0f assets [(e ”Iﬁor rnstrtutron
0cses é)to 10 per ento th market va ISSUes Or undertakes a Liability supporting

time 0
lr Hoass re not consr ere ri whether the li or interest 15 condi-
%sr ere re teg/ are not reservarfe tiona UM t]r al or c?ntrngent or
ercent il owever aPres ether t | Jt,yco ers al oraportrrm
dv dr ortgage pass-t roug B treg of the assEts sold.”4 T grogosal Wou
es not extend to securities backe Preserve e Board’s earli xcePtron t0
yapedge of mortgages or other types of  the definition of “deposit” for sales with

rt
ool o %ag S at tH fhe assets sof% or retains a “reve gronar
aBL { rocee % 3Ie of rnterEst rn t%s rt assets, regar less of
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recmiurs of one- tci -four-family mortgg the “earliest time” the guarantee coul? be
goosw ere the seller ret Ins no. more than exermsed ﬁut the de HIHOH of “ear |est
10 PN[] fnt interest |n e pool, th gs still an unresolve dssue Even If
lle the Board’s rcent ;tJroBosaI Be effective maturlt was determined to

would qot extend this exce (J ther e one day, d; e reserye re ulrements on
types of assets, It oesg }e for a ? ewassetcu mg na mﬁnts )
cePtlons t0 the definit A degosn urchaser in tne first 18 months pri-

0T assets sold. wi m mar COH? Ist of |ﬂ'[6|’6f'[ payments as, Ie-

£S

mveg rotection.  First, i eposl SQI’VGQ/ 0"tne principal
'[0% Inst }JPOHS SE?S an asset e1n a$rees repald In % TQPJ) ¥8 (M princip
f e e for /5 percent or ess% the

eS rom that asse as t ey are rea |Ze Cap|ta| requirements
o ”t”deer A r%Feosawoﬁ e e Federal R ey it

e rederal Reservg's polcy wi

Sl Sl Je el ol B gk
assets % ositary institutio ?] Ulrements on assets s [eC UTSG—I

It
re ore stringent than Ifs p\iv with regar
0 res?rve equirements. Tequegtlo of
capita reglire eNts  arises cralse

uritizatio Tces the assefs 0 %he
bl b e
not e con3|d o eposits  urider t

Boar FS ﬁp | vould Wmder\< ﬁ]gb%a%s |(r)1rtt|r?en e?/];ﬁteopge%aut
Id 'f‘ f%?iatw%“ alﬁog o when f uarantees the paymen
“I leor? 0 eb%g?t nathelareos ereos 0 { t%ml)mﬁ and infterest on the sgcuntleﬁ
faition 0 et e procest urcrﬁase It e b IE Uafaniges e s, 11l

i ﬁﬁg%a%”ﬁty |
ransaction S tO reimou r ar

9uaranto the aSSefs SO 1o eeiy
rom SUC d trans ction WOU nera

AL T ooy insuu Wlé out ere?ore eshr(l)suld A ga#l? ﬁra\)//em% oans
solre Oﬁr ﬁmpate et be QR ot
E{amza on that & de ositor mstltutl h (i e Q“gﬁ aﬁs(s)omgwow %uarantee

Gty a¥| Mflages o Odscggf 5 s rently eneral, fhe FeJ{ra Resene
|ateg 3| %venteoqb| gations are Board and” the _other  bank _regulator
5|tory in tltut on, ,f agencies do re Hure nks to hold” capitg]
a’uon WOU (F] been a. ep 05| against ﬁSSGtSS d wit LGCQUI'SE Accorg-
|t?] (! hee |55ue e |n3‘[|’[u‘[|on g to the revisions or the mstructlons fOf
eqardless of w ether rnogan asset fI|In% the Re ort of gon ition and
sold Wlt recourse eets the ahove ex com trans loans, sec r|t|es
ceptions, the proceeds rom t e assef sale recelvables or ot er assefs 1S 10 e re-
sﬂP might né’ reservable U 5 r te Bortd Fsale of the transferred assets”
fe”t roposal | the maturity 0 the selling Institution and a i)urc ase
aﬁ ty,” th E]ecoure proyision, |s greaéer the purchiasing institution qnly If the
18 mont proposes 0 ¥Illng institution” retains rc]o rsk™ of l?ss
termme the matuntY ﬁccordm t? the re- rom the sale Of assets and has no (i
ainin matur|t¥ the assets so éi unl ss Patlon 0 an partY 0 asy ﬁrmmp?
emauWBefectlve shortened by the ntTrest onteassesso Thus, “If risk
nature of tne assets or { quarantee The 1 108s or ob g flon for pa)[/)ment of prgr]
Fed is considering setting the maturity at C|paI or IntereSt IS retained by, or may fa

Digitized:ﬁﬂ‘fjﬂh%ﬁ?”’e Bank of Chicago
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



ack ugon the seIIer the transaction must ~ $20,000 in reserve 3 arnst Qrs ortfolro of

erert) rted by the seller as a orrowrn? assets since a well-diversified portfol ro has

rom epurchaser an 1ythe burc ase an expe?te defa trateg apout 2 per-

as a loan 10 Le seILer 6 The selling rnsf< cent the Fﬁ B standard were em-

tutron mua %eep goe In Federa Reserecg cylations 0
e. them In the calculation d% Ita re rrem?nts t

£ assets on fs” hoo
and rhcu Z

anks wg
capital requirements. These revisions aeto olt significantly less capital. T
no? appl (io the aﬂe of fe tsunJ Securities e?eral Reserve Boar # fﬁ Pr&rf
subdec 0re ur? ase a re ments or yass ? er of the assets assumes the risk of e-
res tra mort %age aut re ar es f atteex ected de
v nr ese rnstrt fl rom ge seller etarnst
1SS to compensate rburfc asers or ﬁta rrs inherent_in t??e assets sold ar]
1) a certal ortr eassets so tecorre%t proportion 0 aprta to be he
entire amg he asses L a ainst the assets Is equal to the capita
orted aR 00KS.

t case, the se v

g”ﬂaat ercentaeoftetoteﬂ ourt Srthe Fe a?nF(t:gsjenrveer %h }o%o Fems
easse 0 ltS anceseet T us, Ever ) srster%t wit t)r/rat thVe

a bank sold $1 m Oﬂ of auto | oansa enefits t? e safety 0 the ban Ing syf]telg

FomIses tO com ensat urch a?,' th at rfsu rom [ u|r|n hanks t?

OSSSUP \P ercent Oft ortrolio tn caPta ainst the ehtire amount of assets
WOU aeto contine 0re 0‘” sold wit 150041 outwergh the costs as-

(rre on the se ers urr§ entb
If the se rw r]strtutron uarantees a om ankers are o cerned that the
er entage 0 frfe  10Sses ra an a Fe?streatmento aTsset sa? ||t re&ourse
erce tae of the assets, can { ese %r[g wil eIrmrnate a useful too or Ity at
teca it that It rsre rred 0] a_time when manv Instityt ons
Ierw e to re- corgv nI
r

e trre S million as assets n ItS socjated wjth Tosing what many bankers
ee a”{n continue. o rougp ? belleve to be a valuable tool fo¥|rqurdrty
caplital a alnSt hese Oans B t managemen
tﬁltB ossstnacrt?rnred9 on t ?Rrbcr(tpo r% tg
tter from Gilbert T. arz 1o Reserve
ank would fiave Ki e orto a$h1(? hoq E&anﬁ( gener %ounsels arber[} f88§

%% ébbetér &rt]prltasl aaafilrrr]ste thseseee‘ Federal rnagcral ns %%ons Examination
emont [tlﬂ
el TR o
t sales with recourse on_the aIanﬁe

el Sd
rfrom Glbert T Schwartz of March
o e Ft;B DR g ol sne

bgugrcetns grs contr e%ts%?ses%tﬂ tlg Bsearhd t{%&beb ﬁ)ﬁrt% Ferterzi égeserve

Eem\e”f 30 SO 0 bgnreajsrbn%r ¥the%t|recourse Feder | Fi &pagrcraiglnfé trr%rer nquExamrnatron
nd the buyer cannotre |e;t

atl 6?UHCI
e bid
{0 re urchase the receivables assntj J Frna ccoun Sta dard
E b\vrsrp ? jﬁof nancl a,f&cco (ébr?ars
the sa ans eror rans-
rei?uce e

ursuant to the recoyrse
T?tper T P%1 fe sto Rece vab\n }th ECOUrse.

fore, rn the exa g
?tlsjt?roo Il ove toeoans lion A erc Bankers_Association, “Consumer
and, undg be expegted to show reait quency Survey’azﬁﬂ f&?g
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These _characteristics make evaIuatrng Figure 4 _
C&J loans difficult. Mang Jthe difficultjes ar o e papees loans ve.
srmrlar to those encountered when ug ng or
selling a loan (partrcrpatron A bank S ([)
partlcrrpateﬁ Ip0 lons of a loan to a relative

e “ an S Pal'thl(P%tJOHS are USEE
aF 0
qutr ]

or oan[th at are 0] for a hap
ractica IZ 1o hold on rts ook? The

artrcrp tion ,s responsible for the

t eva uatro sua 0 amel rorate the
eva uat on “coinsurance” 8C eme rs
rr inator eeps 1 (p reent

ere
t(he loan et/nrj seI 0 erce ﬁ tron
the origl t\or ma %re tp
pvrcentr pre ae% di rcu es But ev
en the sﬁe IS made” with r?course and the
B” Inator keeps a ortron 0 h Ioan te
uyer strIJe aluates ualrt}/ the Toan.
A similar coinsurance ar aBgement could

be made for ecurrtres backe oa{r
However, wit artrcr ation, a ew
bugers eva|uate 0n| gne |0an ati a “me SOURCE: Federal Reserve Bulletin, various issues.
f rrtrz flon, man uyers evaluate a poo
oans.  Also, if a bank sells loan- ba cked seﬁurr hanks accounted for $15 hillion in domest1
ties with recourse1 the bank usua ){ must arés sold ert?/ severé Hercent of t
reservesa arnstte roceeds he sale an Ioans 50 gthe 60 eg fs were (pans
capita g Inst the | ans sold (see tiox made tom stment gsra orr]owers
An %er comIp Icatjon hn evalua tng C&l percent of the [oans the nine aPa (ft
loans Is t at the|r credit ¢ aracterrftrc var Danks were ob Igations 0 rnvest ent %
greatl ome oans are co ateralized an sorrowe[] This™Is onsrstent with the
thr are ng rlr the (pap S n app are ment that rnterme % top] faxes encour e
co atﬁralrze the co IateraI (J ers across oas nanks to sell loans o g gualrt OrTOWErS
there meﬂ/ a J market for t pecause “Q te é th OITOWers face a
co ateral mteevento fault Furé erm re ower costo than banks d
6? ayments rates are r]ot sta le an pkre orca orrower source for these
Copseqr]rentlgl Iy Ecurrtre ba % chea er nds are found drrecty accessH
rruar H could . be ut t he a |ta ma ets hut an ysIs of the. mar

se%urrtzatro[r? awr fl s]e orate since 197 does not mdrcate
curities WOU eave 3 3 (portfo 10S oft asset ISl ter lation |sr ant.
skrest oans, and epositars, or at leas Tota corporate on S pus commercra aper
thelr uaranto hareho'&eraswel sunrn ure gswell as. bank loans to nonfinancial corporate

enos tors i &> Wuld be pace USINess_increase 3 times over the 1 /5-85

at great ri eriod. B The growth in the ommercial paper
! In addrtron 0 the technrcal drffrcultres |n Pnarket owe% F ﬁar oult acets) Ft)
securifizing C Ioans ter are less costly growt of commercial and”industrial loans heId
tern trves ole loan sa s articipation banks. Since 1975, commercial paper ouA-
1trons an commercial. paper provre standing has mcreased over seven old. In ag-
tethrreraétlves to securitization. Accordrng dition, studres ave found ta(s rn the atg

Fﬁeserves stem February 198 1910s, | ar%e New (prk Crtg experience
r(pr Loan Officer gnron rveX wea and hecadse . large cor orate
Len Ing Practrpes 60 | r%e hanks had aaprox customer? wrth gh cre |t ratings”(typical cus

Imatel ﬁbrl on in gomestic commerp and ﬁmerso monIy enter banks er urnrn
Industrial loan participations_and f out- the commercia paﬁer market,d) o In
standing at year-end 1985.8 The nine largest Figure 4, C&I loans outstanding at all com-
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ercial . banks have falle atically since
rﬂ % mnrnq ?184 TH dfﬂrhas beén most
recl rTP?]ous at the ar e New Yark banks, put

aller nonfrnab frrms b grn to securrtrze
their own, isse

achrn%a elr commerera
e, A T

recervabes

ttec untr maP/

gp}to feel t wo 0T commercia and
ther forms of direct corporate borrowr

Implications for the financial
services industry

Since 1970, when th% GNMA mtroduc%d
the frﬁst mﬂrtgage Passt rou? secyrity, t
owt e “securltization of loans ha beeg
enomena As Investment bankin
thers mvolved  in securrtrzatron ove alon
the ea{nrnlg curv% Ee eve rt)ment an ISSU-
nce of new loan-backed securities nrrl corBe
ess eﬁpensrve l\/Iore issues will like
rou to market, and more. t Bes 0 oans
[ gs even cogamefrcral and jndustrial loans,
| be securitized. I the securitization of Joans
other than mortgages ecomeﬁ as_suceessful as
ortga%e acke ecurrtres e financial ser-
vices Industry wil| be transformed into a system
In. which banks . mcreasrngly have. to co Pefe

wrth nonbanks In aflocating credit, especla
f banks are | ed |n therr brlrty0 0 secu Itze

Irms an

|ofa Also, Ifa a(rt the an ortoros
then 1 'h8°b”h e.h%a.n sty Wﬁt 2 Vely dtt'ettn
than It Is toaay. nksvr}/ erate | dée brokers

Br Investmen ban ers, war housing loans to
e sold to Inyestors.

Securrtrzatrlon erL cause hanks to com-
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