FEDERAL RESERVE BANK
OF NEW YORK

rCircular N'o. 3 737"
L September 12, 1951 J

BULLETIN NO. 4 (REVISED) OF NATIONAL
VOLUNTARY CREDIT RESTRAINT COMMITTEE

LOANS ON REAL ESTATE

To all Financing Institutions in the
Second Federal Reserve District:

The National Voluntary Credit Restraint Committee at its meeting on September 5, 1951
evaluated the experience to date with Bulletin No. 4 covering loans on real estate, and adopted
the following statement for publication September 13, 1951:

The permanent financing of most new construction will continue 1o be governed by Regulation X
as revised on September 1, 1951 to conform with the provisions of the recently enacted Defense Hous-
ing and Community Fecilities and Services Act of 1961.

Section 1 of Bulletin Xo. 4 s revised to recommend, in the ease of loans on residantaal properties
of 1 to 4 family wits, it loans on existing properties should not exceed the limitatians imposed by
Regulation X or 6673 per cent of the fair value of the property, whichever is greater. This means
that on properties the fair value of which B $16,700 or ks, the recommended limitatios are those
imposed by Regulation X @l of which are above 667" per catt) ; ou properties the fair value of
which s greater than $16,700, the limitatdon on borrowing s 667 per cait.  In all other respects
Bulletin No. 4 remains unchanged.

Bqperience indicates that two points in Bulletin No. 4 are deserving of goecial emphesis. Arst, in
determining whether proposed financing conforms 1o the bulletin, all mortgage indebtedness 1o be out-
standing on the property, including secondary firancing, should ke taken into acoount. Secod, loas
ou residntial property of more than 4 wniits and loans on comercial property should be screened as
o purpose and laans should not be made wnlless they are iIn harmony with the principles of the Program.
A sale with aedit involved not exceeding that recommended in this bullletin s aufficiat evidence of
proper purpose.

Mortgage laders, who do not have a regional comittee from which to dotain opinions in doubt-
ful asss, may refer guestions to the regical Insurance Voluntary Credit Restraint Committee senv-
ing their area.

For the guidance of finacing irstitutias in granting raal estate aadit encompassed by the vol-
urtary Program, Bulletin No. 4, as amended, s reprinted below.

LOANS ON REAL ESTATE

Real estate cradit transactians govermed by Regulation X, which covers the permanent finencing
of most new construction and major additions or improvements 1o existing structures, are not within
the area of influence of this wolutary Program. Neither does the Program apply o FHA or VA loas
or to other loans guaranteed or insured or authorized as 1o purpose by an agency of the United States
Govermment. The Program does goply, honever, to al other real estate aradit transectias.  Financing
irstitutios extending such aedit are urged to doserve the principles and the spirit of the Program.

L Loans o1 residntial property (L © 4 family wnits)— The Committee has been informed thet
most financing institutias are folloving consenvative lending policies on existing residential properties
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( 4 family winits). The Commirttee urges all finencing institutios to follow such policies and in no
cae to make a loan on existing property in an amount which would cause the total amount of credit
outstanding (primary and all ather aredit corbined) with respect to the property or with respect to the
transaction o exceed the limit whiich Regulation X imposes as to new construction or a limit of 6673
per cent of the fair value: of the property, whichever of such limits isthe greater2

2. Loans on agricultural property.— Whille the Coomittee recognizes that insome instanoss a loan
on agriaultural property may be in effect a loen on resicatial property, the Comittee feels that
normally such a loan falks in the category of a loan o1 commerciial property (Sse section 3 below), and
the lender should be guided by the recoormendations of that section as to oer-all aedit limits and
PUIPOses.

3. Loans o1 residential property (more than 4 familly inits) and on commercial property.— Loans
on residntal property (more than 4 family units) and loans o11 commercial property, such as dffie
buildings, stores, hotels, motels, motor courts, restaurants, etc., should be screened as to purpose and
the loan should not be made unless it is in harmony with the principles of the Program. Ifthe loan B
10 be made In comection with a sale of camercial or residaitial property a determination by the
financing irstitution that the sale and the sale priice are bona fice may costitute a aufficient screening
of the loen. The Committee conceives that it ks not the function of the Voluntary Credit Restraint
Program tomake the transfer of real estate inpossible or inpracticable, but rather © reduce inflatio+-
ary pressures by limiting the amount of additional aredit created in the process of real estate transfer.

Financing irstitutias are urged to limit a lcen, on any type of property described in this ssctio,
whether or not a sale s inolved, to an amount which would not cause the total amount of credit out-
standing with respect 1o the property or with respect to the transactios 1o exoceed 66% per cent of the
fair value of the property. Also, the Committee urges that financing institutias recuire an appro-
priate and susstantial arortization of principal.

The Committee recognizes that hardship cases may arise where a 6673 per cent loen limitation
would not be sound or equitable. Such cases would include a loan © finance the salle of property ©
cloee an estate or to pay estate taxes, the refinancing of a maturing mortgage, or the sale of property of
a bankrupt company. The Committee makes no recommendation in such Gaees.

4. Loans on industrial property— Loans o industriial property should be screened as 1o purpose
whether or not the loan is 10 be made In comectiion with a sale of real property.  In this instance, how-
ewr, there appears 1o be no need for a percentage limitatian on the amount of the leen, since in the
indstrial field mortgage seaurity usually smerely one of the factors considered by the lender in deter—
mining whether to make the loan and often bears comparatively little relation to the amount of the loen.

5. Sale-leese back arrangements.— The Comittee also urges financing irstitutios t recognize
that In most instanoss a ““ sale-lesse back’™ arrangement, whereby real property s purchased by a
finencing institution and leased to the vendor or his nominee, isa substitute for a form of finencing and
therefore comes wirthin the Program and should be screened as to purpose.

1 Wherever used in this bulletin, * fair value” means:

1. If the loan is to be made to finance the purchase of real property: The bona fide sale price, or the appraised
value of the property securing the loan, whichever is lower;

2. In all other cases: The appraised value of the property securing the loan.

The appraised value should be determined in accordance with sound and established practice in the community. A good
definition of “ bona fide sale price” is given in section 2(j) of Regulation X.

2 As a working rule, the above statement may be interpreted as meaning that where the fair value of the property
is $16,700 or less the limits of Regulation X would apply and where such fair value is more than $16,700 the limit of
6653 per cent would apply.

3 If the facts are not already known, the financing institution presumably will want to request the borrower to
furnish information as to any other indebtedness or credit existing or contemplated in connection with the transaction.

Additional copies of this circular will be furnished upon request.

Allan Sproul,

President.
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