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FOREWORD

We arc pleased to make available the proceedings
of the fourth in aseries of conferences leonsorcd by the
Federal Reserve Bank of Boston.

The papers and comments included in this volume were
presented in October, 1970. The conlerence participants

were chosen because of their recognized expertise

in the financial aspects of housing policy. We believe that their
insights and views descrve wide circulation and discussion.

The previous conferences in this series have cxplored other
hmportant topics in the monetary ficld. The proceedings
of those mectings, listed on the facing page, have been
widely distributed.

We hope the current volume will Frovc to be valuable
to those concerned with the impact of public policy upon
this sector of the economy.

M [’:’ /)&’4 ;-ALJ

Frank E. Morris
President

Boston, Massachusetis

Ocwober, 1970
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Fiscal Policy
and Housing

GARDNER ACKILEY

My purposes in this paper are essentially cxpository, rather than to
present the results of any research. However, it is my personal
conviction that therc s sufficient confusion about some aspects of
housing policy to make an expository paper appropriate, especially
by way of introduction to the program of this Conference.

I was asked to talk about how fiscal policy can help us to achieve
our housing goals, but I can obviously not deal with that subject in
isolation. T shall thercfore discuss the following topics, in this order:

1. The nature of our national housing goals, and the importance of
policies other than general fiscal, monetary, and financial
policies in achieving them,

2. The contributions of general fiscal and monetary policies, and
the relationships between them.

3. The relationship of fiscal and monetary policies to the problem
of housing finance.

4. Some crude quantification of the magnitude of the [iscal policy
requirement for meeting the housing goals.

Our Housing Goals

I am surce that all ol you recall the nature and magnitude ol our
national housing goals, so I will review them only very brielly. Those
goals, W fact, are two: between fiscal years 1968 and 1978, the
production of six million subsidized new or rchabilitated units,

Mr. Ackley is Henry Carter Adams Professor of Political Economy, University of
Michigan, Ann Arbor, Michigan.



10 HOUSING and MONETARY POLICY

which will provide better housing for low income families than they
could otherwise afford; and, over the same period, the production of
a total of 26 million units, including the six million subsidized units.
Let me say at once that 1 will not address myself to the question
whether we should have national housing goals as specific as these, or
whether these particular goals are appropriate ones. Rather, [ am
asked to discuss what would be nccessary to achieve them.

The first part of the housing goal is obviously ol a quite different
character from the second, and so are the policics necessary 1o
achieve it. These policies are largely independent of gencral fiscal,
monetary, and (inaucial policies. Needed, rather, are effective legal
and administrative mechanisms for supplementing the resources of
low income families, and budgetary appropriations adequate o carry
them out. It is my impression that this part of the goal by itsell
presents little problem. According to Charles Schultze,! the levels of
subsidized construction provided (or in the fiscal 1971 budget are
alrcady at or close 1o those needed to achieve by 1978 the six million
units required. Provisions in previous budgets have alrcady started a
great many of thesc subsidized units through the exceedingly long
administrative pipeline. Now that the Adninistration has reduced
from two wmillion to one million the goal for subsidized
rehabilitabons~which 1 gather offer the greater administrative and
other difficulties--and substituted another million of subsidized new
units, it is apparently primarily a wnatier of maintaining an adequate
level ol subsidy appropriations. This is not to say that the particular
means ol subsidization that we are using are necessarily the best.
Indeed, T seriously question whether they are. But we can produce
six million subsidized uni(s.?

The more difficult questions relate to the overall goal of 26
million wnits during the decade. To be sure, this goal seems
somewhut less ambitious, now that ic has been scaled back by the
present Administration’s reinterpretation of it to include mobilc
homes, of which four million are expected to be shipped during the
decade. However, one of our most able and perceptive housing

1 . . L.
Setting National Prioritics: The 1971 Budget. The Brookings Institution, 1970, pp.
86-91.

We could, of course, provide subsidies to six million families without building six

million—or even 600-ncw units for them to live in. But for a number of reasons, we feel that
we must provide new or rehabilitated units specifically for the purpose of housing sub-
sidized [amilics, That is, the subsidy is tied to a dwelling unit, not to a family.
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analysts--Anthony Downs--two years ago flatly predicted that the
original goul would not be met, and this was before the depression of
housing starts of 1969-70.3 The arithmetic alone is rather staggering.
Two of the 10 liscal years ure now completed. During those two
years we have produced abont 2,900,000 conventional wnits, and
800,000 mobile homes. That leaves about 19,000,000 conventional
wiits for the remaining eight years, or about 2,400,000 a year, and
3,200,000 mobile units. So far as conventional houses are concerned,
this is 70 percent higher than our average rate of homebuilding
during the 1960’s.

Downs presents a formidable list of obstacles to the construction
of this many homes. They relate to the industriat organization of the
construction industry, 1o the supply of trained canstruction workers,
to the design of Federal subsidy and financing programs, to the
procedures for compensation and relocation of persons displaced
when urban Land is cleared for new housing, 1o the policies to open
up the suburbs (where land must be found for most of the new
housing), to building codes. to technical and economic
rescarch--among a great many other things. Downs does not say that
the housing goal cannot be mct, merely that it would require giving
the  housing  problem a  highcr priovity--among other urgent
problems--than the American people are likely to give it once they
sce what is involved, and a higher priority than Downs thinks they
probably should give to housing.

For our purpose, we do not need to examine Downs’ list of
obstacles nor the policies which he or we might suggest 1o avercome
them.  Rather, I refer to it merely (o remind us all that the
availability of genevalized resources on the scale which we might
calculate was neceded to build 26 million houses, and {inancial
mechanisms [or assuring that adequate savings are available m the
form needed to finance housing, do not themselves get houses built.
[t would be folly to free the generalized rvesources that we calculate
are necded until we arc sure that the incentives and the indispensable
specialized resouwrces of raw materials, labor, land, technology, puhlic
achministration, and private cntreprencurship ave available in the
magnitudes necessary to build that many houses.

2;“P\vi(‘sving Toward Realistic Housing Goals," in Agenda for the Netion, K. Gordon, c¢d,
The Brookings Institution, 19G8.
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Fiscal and Monetary Policy and Housing

[ come now to the contribution of fiscal policy to meeting our
housing goals.

In recent years, quite a bit has been said and written on the impact
of fiscal policy on residential construction, some of it relevant and
correct, and much of it-in my view--less so. For example, it is
someltimes held that an (inappropriately) expansionary fiscal policy
during 1966-68 somehow inevitably and automatically squeezed
housing construction. I prcfer to say not that it was an overly
expansionary fiscal policy which squeczed housing; rather, that it
was a highly restrictive general monetary policy (in‘mpinging :)n some
parnf:ulm‘ institutional aspects of our financial system) that affected
housing so advs-:rscly. You may consider my reservations on this score
purely semantic. Given the fiscal policy, you may say, monelary
policy had no choice but to be highly restrictive.

[. happen, on balance, to be glad that our monetiry managers did
decide 1o do something to make up for the clear deficiencies of our
fiscal policy. But they didn’t have to. It wasn’t inevitable. They
could have done something clse, which might have let inflation run
its cowrse. In that case, it is not clear to me that housing would
necessarily have been adversely affected--certainly not to the extent
that it was. Or the Fed could have pursued a higbly selective
monetary policy designed primarily to affect other forms of
cn.'cd_lt-fm(.qnced expenditure.? Or the Congress might have adopted
dircet price and wage controls, with or without some form of
LLUOCZ!(IODS‘ or rationing, applied either to the use of credit or of other
resources in varions industries or to the purchase of various kinds of
output. Unpalatable as some or even all of these alternatives may
seem, the word policy has no meaning if it doesn’t imply choice
among altematives. The Fed did choose (with or without the consent
or the urging of the Administration) a highly restrictive gencral
monetary policy, and I say that this is what “clobbered” housing.

Let us take the reverse case. Supposc that fiscal policy at some
stage becomes “inappropriately” restrictive--judged by your or my
_stan@urd of what is “appropriate”. Would you hold that this makes
inevitable an extremely easy general monetary policy, which

L i
T.‘hu might have required some legal authority which the Fed does not have. But the Fact
that it has not sought such authority is itself a policy decision.
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(especially given our institutions) would also tend to be highly
stimulative of private housing? And should we say, therefore, that, if
this happened, it was the restrictive fiscal policy that stimulated
housing? [ am tempted to believe that, at least in this case, you
would respect my preference (o distinguish among the separate
impacts of separate policics.

What is a Neutzol Monetary Policy?

The rea) source, [ rather think, of much of our semantic confusion
in these matters is (hat we have never agreed (so far as 1 know) on
what is a “no policy” or a “peutral policy™ at least so far as
monetary policy is concemed. This, 1 think, is unfortunate. If liscal
policy is shifted toward tightness or toward ease, this fact has
impacts on the variables which monetary managers must consider. [f
we could agree to define (however arbitrarily) what would be a “no
response’” (o these new clrcumstances, wWe could then define what is a
policy response. Without 2 defition of neutrality, we cannot deline
non-neutrality--i.c., a policy.

Now one familiar line of thought would, | believe, deline a neutral
monetary policy as one which would promote a steady change in the
money supply (or in reserve assets) at a vate of X percent pey
annum.6 1 the Central Bank were to maintain neutrality on this
definition--by achieving a steady, unchanged advance of My or
Mpy--then, when fiscal policy became more or less restrictive, fiscal
policy wouwld indced have predictable impacts on (he general level of
mterest rates, and, given (he particular mstitutional structure,
predictable impacts on mortgage rates, the availability ol mortgage
funds, and the volume of vesidential construction.

We could then, in principle at least, figure out what fiscal policy
would be necessary in order to achieve any given rate of residential
consiruction, assuming monetary policy werce neutral. Unlortunately,

*This expresgion implics that we have a standard of neutrality in so (ar as fiscal policy is
concerned. Many of us would express il as no change in the full-employment surplus.

6Samc of iose who support this dcfinition of neutrality would also advocate e
adoption of the neutral “po-policy’” as a pcrmancnt monctary policy —cwied out, if
possible, by the programmed yesponses of a computer.
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if our gos ere a I . . .
gTO\vlhgr::levr)tflfninlg%l)‘ mt‘e .nf residential construction, and if X (the
the fliscal policy nccg W-CIC . mo‘dcrately low mumber, J suspecr that
at all--would then bCSSalY l? ?‘Chlcve our goal--i[ it could be achieved
stagnation  of Oven“onc wnci} z-eglured heavy unemployment and
monetary policy - Pmduct{on. It would be much ecasier if
Known for q“ize weu_,] t(l) cont]-ll‘)utc actively to the result, We have
housing and full e;l while that il we have two goals-in this case.
X mployment--we really need to have at least
pollcy 1ools. e at least two

However ) .
conceivab‘;lc’dacéltg?'dy g‘fo'wth of the money supply is not the only
one [ .think 1 woulﬁ>n ?f«l.l\eutml moneta'xy policy, nor is it cven the
would run in terms opfle Cl.}fnomer possible definition of neutrality
monetary policy rem no change in some particular interest vate 8 1
e ‘\(fegt : mained neutral on this definition, fiscal policy
blame for ;nﬂatioy:e O‘VCraJl economy--and have to take most of the
rates would be quit . !l)llnemploymm?t' But because most interest
impacts on the 30111?115; aof c];oilxss(izlgplih?y colulct have relutively minot
were ite _ C - Unless the “neutral’”’ mterest rate
im)osgg;tc !ol_\]v, _aclne\»n}g an ambitious housing goal would be

I e without an actively stimulating monetary policy.

I or. defini ;
mo:l:;r;evm, cf_cfmmg monctary neutrality and having a “no-policy”
~tary policy are two quite different things
ponctaly oty M : rent things. I am very much in
, discretionary monetar 11 i

javor o an ac . _ y policy. But in order to

s monetary policy that is at wi it
: ork and when it is fiscal
nov 1t is fisca
It)hcmy, {\)‘r_t.}both, we do need definitions of neutrality for each of
Comlﬁuniéaz:ut 'ttl:ut, I do not seec how we can intelligently
with cach other. For imsiance, we find ourselves

7
We coun y

policy andk:cxsicc:ﬁ:ri:'u('and it do) definc a steady growth of M as a neutral monetary
monetary and fiscal poli lnST;'m (}lals once and for all at the neutral positions for both
Abeers? Anmml. = p :c;/‘ is vu:w', traces of which appear in the Council of Economic
g et i morc_anﬁor. :.)r }970, ‘rcjccts nearly everything economists have leamed for a
private spending and thﬂ:bl-?: aﬂ? in the past 35 years~about the sources of instability in
Dbty v u". .1 i 5‘(11 of prices, }\ngcs, and interest rates to counter these forces of
piriamsss s ; , his is only tangential 1o the subject of my paper, so I shall | o

r another time. i cave its

8. .
'rl 5 - a] F £ H i2] o
siabi.l.i:: :;\c ;?l:res'r:oy-!;::lllcy DOI’LZ] that could be programmed into a computer, It would
icld on some Government ity i : i
Freely ot ke prieds nt security-by buying and selling that scourity
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assuming--or
Further, without suc
blame or credil to the makers of fiscal
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denying--that fiscal policy determines interest rates.
h definitions, we cannot wnambiguously assign
and monetary policy. All this
might be unnecessary if onc agency were vesponsible both lor
monetary and fiscal policy decistons. But when, as is presently the
casc, the responsibility is divided. the absence of such definitions can
lead not only to confusion, but perhaps also to significant policy
failuyes. 1, as now, both authoritics operate wndey a single mandate
(presumably that of the Employment Act, as presently
reinterpreted), is it neither thal is responsible when that mandate is

not fulfilled? Or is it both?

Can Fiscal Policy Contribute To Housing Gouls?

{ contribute to meeting owr
it can contribute very lite. I
one form of statement
ficiently restrictive--can

How, thcn, can fiscal policy bes
housing goals? By itself, it scems to me,
would thus disagree rather profoundly with
which claims that fiscal policy--by being sufl
do a great deal for housing. [t runs this way:

to the achievement ol our housing goals by
This surplus is needed not to
funds accruing from &
can be

Fiscal policy can contribute
providing & sizeable full-employment surplus.
prevent inflation, but becausc it generales saving. The
Federal surplus will be poured back into the capital markets, where they
used 10 finance housing. As residval claimant in the capital markets, housing
stands at the far cnd of the wough. But if enough savings are poured in, there will

be cnough left over for housing.9

One thing we know, howevey, is that savings docs not create
investment. You don’t get houses built simply by dcpressing
aggregale demand. 1f some other force docs nol stimwate housing,

be built, the economy will slump, and the

the houses won’t
hypothetical full-employment budget surplus will tum into 4

low-employment actual budget deficit.

On the other hand, if the ambitious housing goal is mc
without a sizeable full-employment surplus, aggregate demand might
well be excessive, and inflation would resuit. 1t is precisely to avoid

t, then,

n a little Groe, 1 could find almost precisely these words in slalements

91 am sure that, give
embers of the financial commulity.

of some policy makers and some leading m
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zz:cﬁl:e demand--assuming the houses are built and
= Stugg;egate demand are at “normal” levels--that
fiscal policy fs o rplus woul@ be needed. The contribution of

ot fo get houses built but to reduce sufficiently other

demands on r
é our resources r
e ¢ when a
policies stimulat hous: nd to the extent that another set of

inflation from
that other sour
the full-employ

Sometimes I tel] myself that ey

$0 excited when people i
eng:
understands, But othle)r o am met s northand LE iany 9,

um‘els I am not SO sure. On last February 9,
the o0 commj“c:n((:)l ol}aEco.nomlc Advisers appeared before
feconoms aspects of e n ank'mg and  Currency 1o discuss
sentenee of ToE lousing sitvation.” I quote the concluding
princinal thems “'IE])repared statement, which is also one of its
hake o poemes: 1c most 1?331c contribution that Government can
using is a substantial budget surplus, on an on-going basis

« »

that will assure ad
E ¢quate financing 2 inter
cconomy’s total iy needs.g” t reasonable interest rates for the

What Policies Are Needed?

disc ici

Withus;: ir:adri;/toif; til(;:n?t%cr policies that are needed.) A second trouble

monctary o €0 nl_u_tes to cpnt’usgon about the relative rolcs of

Qoo d fisca l{)o[ tcies, by_ 1mplyx‘ng that it is fiscal policy that

death gy interest ates, a point which 1 have already beaten 1o
a third trouble with it is that it can lead to what I think js

bi'ld po]lcy advice 1t1 of ss-th
undﬁl‘ COI‘)dJ[‘lODS -
Lot U)‘th . tl .‘ . lC s-t an-full cmployment. I

-+« The Administration's goal [for 1970]
Rq]mrl, 15 Lo "permit residential constructio
il iy i
,?,:d),.;:;i::.:“SLbu»m:mg required by our growing number of families needing homes
and 1ents,” A critical part of a combination of polici I
: . 2 policics to achieve that

modcmtr:' budget surplus projected for fiscal 1970 and 1971 It s
of anything that would so certainly block tl ;
budget deficits, forcing the Federal G
a4 net borrower, Indeed, the outlook
much brighter today if a larger surplus

as stated in the President’s Economic
1 (0 revive and begin a rise toward the

is hard to conceive
1€ revival of housing as the return of
overnment into the capital markets again as
for housing in 1970 and 1971 would be
were in prospect. The tax reductions going
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into  cffect  this year, which substantially excecd the Administration’s
recommendations, have now made that impossible, Indeed, only with Herculean
cfforts 1o hold down expenditures was it possible to project the small surplus for
fiscal 1971.

We believe that the budget surplus, combined with the moderation of monctary
restraint which should become possible, and a continued high rate of support for
the mortgage market by FNMA and FHLBB projected in the budget, should
provide the financial conditions for a revival of housing starts during fiscal 1971,

Now a Luger prospective budget surplus in 1970 and 1971 may
possibly have secmed desirable to the Council in order to depress
economic activity [larther below potential, thereby (probably)
reducing wmore rupidly the rate of inflation. But did it really want a
diffeyent level of agarcgate activity, or a different mix ol housing and
other outputs? Was a larger surplus really needed in order to provide
saving to finance housing? If there had been to Tax Reform Act and
it had been possible to program a larger surplus, would the prospects
for housing really have been brighter? Did the Counal really want a
larger surplus, or a larger swrplus coupled with an appropriately casier
monctary policy? When, m [act, the progranuned sorplus turned into
a deficit because the economy was much weaker than expected, did
this depress housing starts? If so, was it by reducing the pool of
available savings, or {or some other reason? Would housing have been
helped if, when demand slumped, tax rates had been incrcased or
Federal expenditures reduced in an effort to restore the surplus?

I ask these questions that seem Lo me to be raised by this
Statement of the Council not because J am critical of the degree of
sophistication of its public pronouncements--which on the average
contain probably no more and passibly Jess pablum than is found in
those of earlier Councils--but rather to help us here to clarity owr
own thoughts and expression. Let me state how [ think the
relationship of fiscal policy to housing should be put.

Relationship of Fiseal Policy (o Housing

One deteyminant of housing demand and thus of housing
production is aggregate disposable income. Ceteris paribus, housing
will be larger, the higher the level of disposable income. Disposable
income is a determinant which fiscal policy can clearly affect. Other,
doubtless more imporiant, determinants arc the level of mortgage
imterest rates and the supply of wmortgage credit. These are
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[cif;fn:‘{;:;:tzt;’:ch monetary policy can primavily affect. I realize

onetins (o ﬁslclf:l;l)ts T_rc :menguous_' until one defines a neutral

moneta | : po.lcy. But, ambiguous as they are, I think that
you would understand and perhaps even accept them

OnlIl: o]ur goal were to maximize housing construction and we had
Y these two tools--general monetary and fiscal policy--I would
P(TYCanbc their use as follows. Fiys: determine Fivhat) lcv‘zlouof
gzjgzzgztcbcilecut lupc]l employment seems to provide the desired
Sy, Detwe r::m:legt'l‘emplc_)ymcnt and price stability objectives.
Dotontiag ke mi alyJ policy as easy as possible (I have in mind
R, others)‘ '(I)‘I];{?-dlie ating to international capital flows, and
P jm:esu. t11 : figure out how much housing (and other
o Poncyne:t )“::ang)sehzzp]ectcld t(‘O be forthcoming with that
neta y a €d level of output. Fourth: set fiscal
L):(lllcoyui;usttxch.vt;:htﬁn ]is to produge tl}e desired level of employment
renath Of, g;“ N € housing Projection and the expected inherent
st demgnéer(;l:;:jnts off private and state and local
' ( mg, of cowrse, the impa
projected monetary policy on other forms of investmentr)). ]Cot of the

The ] i i
snrp]u:c lcfajsc:latt}llc;ns may t;_nplyha sizeable full-employment budget
: 1s. , reason for this surplus is to avoid undesi
( _ esirable
:;fg;sréoni not because a higher level of aggregate demand would
anly reduce housing. If we should want to avoid the “finc

v to the extent that an casy
as housing, this means that we
say, plant and equipment, To
1ding by enough to make room
added production of plant and
spending. The combination of

g@l‘mk.)l‘f.' houses only by also gettdng more investment j
avoid inflation, fiscal policy must then reduce consumer m'
at f(uﬂ employment both for the added housing <;!;d for :IPL ;
lc\c:x;lpmlc.nbr. But we may not want more plant and c:quipmcll::l
olicies-- stary i
- El e :z;);;::rzﬁn&glu?s.caé-\forks to permit achicvement of two goals (more housing
primarily-though not cxc[usi:rglyclen)c:f:::;:gd = :::L ‘f’*'w"t e g 013“3‘0‘5
e o . ' lon rather than housing, while moner:
}mvc : [ ]lird s l:fzt:cxg“t::cl}oism_g :u)d- secondarily (if at all) on consumption. But L\,:‘: :1‘2;
i 5(1-0’{ i S —business mvcsu‘ncm—which our monetary policy will probabl|
A cgf y t}an our fiscal policy will restrain. To achieve a desired ba]ancz
o i ol : ou p!.ll(. we ncc:d at least one more policy tool. Or perhaps we shou)
general monetary and fiscal policies are simply instruments too bluntsmo:::

to determine both the it
composition as well as the feve]
more specific tools to do the former, QEEEEA e ot
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tuning” of either fiscal or monctary policy, these calculations should
be made on the basis of expected averages over a three to five year
penod. Or, fiscal policy could be set on that basis and monetary
palicy varicd for stabilization pwposes. But the principles are still
essentially the same.

The Role of Finance

As I have described the role of fiscal policy, it is essentialty that of
freeing sufficient generalized resowrces of labor, materials, and
enterprise to build the houscs that other policies--including monetary
policy--can stimulate and facilitate, This way of putting it says
nothing about “finance.” Has the pool of savings argument no

relevance?

In my view, essentially nonc. We all know that gross saving and
investment are always and inevitably identically equal, and that,
morcover, in “equilibrivin”-- whatever that precisely means--the total
of the “desived” or “willing” or “‘planned” saving of the nation must
equal the total of its *‘desived” or “planned” investments. The
problem of housing finance is not basically one of providing an
adequate volume of total saving. Rather, it is onc of the allocation of
that saving. Although owr financial intermediaries do an exceilent job
of shifting saving flows among various uses through relatively minor
changes in relative interest vates, our insticutions are such
that--particularly when money is tight--housing faces cither a sharp
rise in the relative as well as absolute interest rate it pays, or the
rationing of credit supplies. Some of these institutional obstacles
operate less scverely when general monetary policy is easier. Still, the
sharp incrcase in the volume of residential mortgages which seems to
be implicd by the housing goals could cause problems. New or
altered financial institutions can permit the necessary shift of funds
to housing with a minimum relative deteriovation of the terms on
which housing is {inanced. This means that other policies--including,
particularly, the easing of gencral monetary policy--will not have to
be pushed so far as otherwise in order to ecncourage the desived
volume of housing production. The task of fiscal policy, however, is
best thought of as that of frecing resowrces from other uses, not that

ol providing saving.
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The Magnitude of the Ficeal Requirement

Ofl\}?gwﬁ;;l:l:la?lsf n tlh's Paper s to provide some rough estimates
restrain in?hlion inen:ll-:)> oyment surplus would be needed in order to
housing goais are Ml ]C years ahead--on the assumption that our
policies s n(:(ccs "( y achieved, th.rough whatever combination of
Full-cmn] saty to accomplnsh this. Would it require a

cmployment surplus well outside our range of past expevience?

\ I l:‘;::\;c hml'tecl my c.a]culations to fiscal years 1975 through 1978.
Cr‘:plo '}:‘Z'}:t 'S .”tl})at 'L seems to me highly unlikely that full
percen)t, mmu:}ﬂ ¢ restored prior to then. Even assuming that a 4
the Fivst half of rate of real GNP expansion can be achieved during

y gst half of calendar 1971 (which seems to me highly optimistic)
anc o percent in the second half, a rate of real GNP expansion)
averaging just over 6 percent a year would be needed over the

subsequent 2% vears ;
calenc(ilm‘ 1974_2 years to reach potential output by the second half of

c]i];geltlgl'ea:gaaj)coulclldemonstrate that, during this period of rapid
starts and a reaso e;;;p Oymelnt.’ bo{h the targets levels of housing
order 1o achicve t]r:a Y permissive fiscal policy would be needed in
another way durine YIE‘T‘CSSM}' veal growth of aggregate demand. Put
fixed hWestn;ent : 8 d_ls period, the pr'obe‘lble weakness of business
spending ol lcaVCP}en ]qrj)]g’ and the continuing decline in real defense
levels of houe.. 'r?e all the resources nc.eded to produce the target
from consum ’ e Wltd}ouc requirmg any diversion of resources away
Federal urc}f':sszs)c? f)g’ state,ang .locz}] purchases, and non-defensc
compl -Ph ases. In any case, projections for this period are more

plex than for the period after full employment is regained, when

e CCOH()my can b \Y ()()'llly ong a l) t]l Ol

VO)[ have fmﬁd‘to prepare mutually consistent estimates of the
volumes o 'al] ttems of gross saving and of all categories of gros
mvestment--including residential construction at target levelsg’los-S
ft)]l-.employment economy in 1975-78 (all as defined in thc.ll[}S‘1
(I:\Oa{::g::;:ldlnconﬁ and .I(’irocliuct Accounts). The Federal surplus“is:
( ¢d as the residual needed to €quate gross savin

comy _ : - : 2 and
o“hzrzstr;;a’g): following tabulation summarizes the basis fo% cach
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Potential real GNP--estimated by extrapolating the projcctions
now available through calendar 1975 at en annual rate of growth of

4.3 percent.

GNP deflator and GNP in current prices--the rale of increase in
deflator assumed to slow gradually to 2.3 percent by second half of

1978 and to remain at that ratc.

Residential construction expenditure in currenl prices--construc-
tion cost estimates (less land costs and mobile homes) taken from
President’s Second Annual Report on Housing Goals, revised 1o a
deflator in line with (but increasing more rapidly than) my assumed
gencral deflator, and adjusted to consistency with GNP residential
construction account for fiscal 1969.

Business fixed iwvestment--two altemalive estimates (and, corre-
spondingly, two estimates of the necessary Federal full-employment
surplus): the livst takes real business fixcd investment at 11.3 percent
of real GNP--the highest annual percentage tor any year since 1948;
the second uscs 10.0 pevcent--the lowest in any bigh-employment
year since 1953; estimates inflated to cwrent prices by a deflator
related to und vising slightly less vapidly than the assumed GNP

deflator.

Change i mventories-taken at 0.75 percent of current dollar
GNP, ubout average for the period 1953-69.

Net foreign imvestment--assumed at 0.6 percent of GNP, close to
its record high.

Capital consumption allowance--projected as a percentage of
current-price net dollar stock of private structures plus producers’
durables, extended through 1978 on perpetual inventory basis; de-
preciation percentage extrapolates the steady upward wend (since
the 1962 depreciation reforms) of the percentage which CCA is of
the current-price stock.,

Undistributed profits and IVA--corporate profits before taxes
taken as 10.5 percent of current-price GNP, corparate profits taxes
at present ratc, and dividends at 45 percent of after-tax profits.
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State and local government surplus--taken as zero, above its
average value in recent non-recession years,

Personal saving--taken as 8.3 percent of personal disposable in-
come, less projected consumer interest (consumer spending has
averaged 91.7 percent of disposable income since 1947; a bit less
than that during the 1960’s); disposable income projected [rom cur-
rent-price full-employment GNP, projected capital consumption al-
lowances, projected corporate undistributed profits, and projected
Federal and state and local government surpluses and purchases
(which between them imply aggregate taxes, social insurance contri-
butions, transfers, government interest, and subsidies less current
surplus).

Statistical discrepancy--projected at 1970 level.

Federal government surplus--two residuals, consistent with the two
levels of business fixed investment; estimated simultaneously with
personal saving which depends (inter alia) on the size of the surplus.

My projections and assumptions are summarized in Tables 1, 2,
and 3. So far as I can see, they show no need for any great diversions
of resources to be accomplished through a restrictive fiscal policy.
Given the high projections of business fixed investment, a Federa
full-employment surplus averaging $8.2 billion is needed in fiscal
years 1975 through 1978; given the low projections of business fixed
investment, a Federal full-employment deficit averaging §12.9 billion
is appropriate. The best estimate presumably lies somewhere within
this range. The two figures are respectively 0.6 percent and -0.8
percent of GNP. According to Okun and Teeters,!! we have had
full-employment surpluses of 0.5 percent or more of potential GNP
in 11 of the past 14 years. Thus the finding is hardly very startling.

The really significant fact is that--as tremendous an effort as seems
to be implied by housing starts averaging 2.4 million over the next
eight years, it is not a significantly large effort in a rapidly growing
cconomy. To be sure, housing starts have been shrinking relative to
the size of the economy for two decades. But even at the target

11"Tht: Full Employment Surplus Revisited," in Brookings Papers on Economic
Activity: 1, The Brookings Institution, 1970,
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levels, residential construction would average only 4.1 percent ol
GNP in 1975-8. It was a higher percentage in cvery post-war year
until about 1964.

I have no great confidence in my particular project}iqns of th_c
needed Federal full-cmployment surplus. But [ have sufficient confi-
dence in their general orders of magnitude to conclude that there hag
probably been a certain amount of wa§tcd vhetoric dlSanSCd. opf Lhc‘
subject of how much fiscal discipline is going to be neccssary 1f we
are cver to meet our housing goals.

My impression is that somc of the other contributions Lo meceting
our housing goals are going Lo prove far wore vital and far more
difficult than the contribution that fiscal policy may be called upon

to make.



TABLE 1

GROSS NATIONAL PRODUCT, GGROSS SAVING, AND GROSS INVESTMENT
1966-69, AND PROJECTIONS FOR 1975-78
(ALL DOLLAR FIGURES IN BILLIONS AT CURRENT PRICES)

CALENDAR YEARS PROJECTIONS—FISCAL YEARS
1966 1967 1968 1969 1975 1976 [ 1977 1978
H L H H L H L

GNP in Current Prices 749.9 793.9 865.0 931.4 1413.3 1510.9 1615.3 1726.8
Business Fixed Investment 81.6 83.3 88.7 943.3 151.7 134.2 162.2 143.6 173.4 153.4 185.3 1G4.1
Residential Construction 25.0 25.1 30.3 322.0 61.2 63.5 65.4 66.4
Net Foreign Investment 2.4 2.2 -3 =9 8.5 9.1 9.7 10.4
Change in Inventories 14.8 8.2 7.6 2.5 10.6 113 121 12.0
Total Gross Investment 122.8 118.2 126.2 138.2 232.0 2145 246.1 227.5 260.6 240.6 27541 253.9
Capital Consumpt. Allow. 63.9 68.9 74.0 76.9 117.7 128.1 139.0 151.0
Undistributed Profits + IVA 27.4 24.1 21.6 18.5 45.7 49.0 52.5 56.1
State & Local Gov't Surplus 1.3 -1.6 -1.1 =6 o] o] o
fersonal Saving 32.5 40.4 40.4 37.6 57.9 59.5 62.3 63.2 67.5 69.3 72.8 74.7
Federal Gov't Surplus -2 -12.4 -6.2 9.3 15.3 -3.8 11.4 -8.9 6.3 -15.5 -0.2 -23.3
Statistical discrepancy -1.0 -7 -2.4 -i3.7 4.6 -4.6 -4.6 -4.6
Tozal Gross Saving &

Statistical Discrepancy 123.8 118.8 126.2 138.9 231.9 2145 246.1 227.5 260.6 240.6 275.1 263.9

NOTE: Columns headed “H" are based on a high projection of business fixed investment; those headed "L* on a lower projection (see text).

TABLE 2

GROSS SAVING AND GROSS INVESTMENT

1966-69 AND PROJECTIONS FOR 1975-78

AS PERCENTAGES OF GROSS NATIONAL PRODUCT

CALENDAR YEARS:

PROJECTIONS—FISCAL YEARS

6 1977 1978 Average
1966 | 1967 1968 | 1969 ?;;'56.(9;‘; 1975 197 et
H L H L H L H - H L
i 10.7 9.5 (10.7 9.5
Business Fixed Investment 10.9 10.5 10.3 10.7 10.6 10.6 39.5 10.';‘4 29.5 1{}.74 09 £ = 3
Residential Construction 3.3 3.2 35 3.4 3.4 4.60 .60 £ . o
Net Foreign Investment 32 .28 -.03 -.‘h‘:ll 1.;2 .75 .75 = e B
i 8 .91 G . s -
Change in Inventories 1.97 1.03 8 : ARl i
TotalgGross lnvestment 16.5 15.0 14.6 14.9 15.3 16.4 15.2 |16.3 15.1 | 16.1 14.9 |1 5.9
.5 8.6 8.7 8.5
Capital Consumpt. Allow. 8.5 8.7 8.6 8.5 8.6 E;:; g : = 5 5
Undistributed Profits + IVA 3.7 3.0 2.5 2.0 2.25 .D .0 2 2 2
’ =, - ~.013 - . . .
te & Local Gov't Surplus 17 .20 .13 i s
?::sonai Saving 4.3 5.1 4.7 4.0 4.5 4.1 42 4.1 4.’;’ 4.24 :1(3:l 4.(2’ S i e
Federal Gov't Surplus -.0 -1.6 -7 1.0 -4 1.1 -3 - E .
. "d 14, 16.2 15.0
Tcgta;ﬂ(::it: %ai:::‘g:ancv 16.5 15.0 14.6 14.9 15.3 16.4 15.2 | 16.3 15.1 16.1 14.9 | 15.9 T

NOTE: Based on data from Table 1.




TABLE 3

SUPPLEMENTARY SERIES: DEFLATORS, PROFITS, DIVIDENDS,

GOVERNMENT PURCHASES, CONSUMER INTEREST
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DISCUSSION

JAMLES §. DUESENBERRY

As Gardner said, I was his student, and I have found that I’ve been
able to lecam things from Gardner all along, and still am able 1o lcarn
something this morning. In [act, T am m a little bit of a dilficulty
because I've always found that the ideal paper to discuss is one that
is wrong in some interesting way, but unfortunately, as far as I can
see, Gardner’s paper is basically right, and that doesn’t leave mc a lot
to say. All I can do is to rcinforce a couple of points that Gardner
made, add a couple of quibbles, and then raise with you one problem
which has come to my mind after having read this paper.

[ think there is no question about the basic logic that Gardner has
put before you. Our problem in trying to achieve a housing goal
makes sense as a problem only when we say that we are nrying to
achieve a housing goal, while at the same Lime Lrying to achieve some
goal in terms of the levels of aggregate owput and employment,
Presumably the latter goal is to be chosen with a view to finding an
appropriate balance between unemployment and inflation. So that
what we arve discussing here is the problem of the kind of fiscal
policy required to achieve some limited total GNP in any particular
yecar, and at the same time to reserve some piece out of that total for
a particular type of product. To do that you need at least 1wo policy
nstruments, and those instruments are not used separately. You
don’t have onc instrument which you use to control the total GNP,
and another instrument that you usc to control a volume of housing;
that is obviously impossible since the housing expenditures are a part
of the total GNP, That means, as Gardner said, that what we must do
is select a total GNP target at any point in time and then try o find a
combination of fiscal and monetary policy which will reach that
total while also making it possible to have the required amount of
housing.

Another way of putting this, [ suppose, is that the negative ol that
approach consists of two kinds of wrong approaches. One is the
assumption that if you do something which will in itself tend to
increase the sum of public and private saving---e.g., raise taxes, lower

Mr. Duesenberry is Professor of Economics, Harvard Umiversity, Cambridge, Massachu-

Sctis.
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government expenditures-—--a compensating amount ol some other
kind of expenditurc automatically occurs. That is equivalent to
saying that potential saving antomatically flows into investment. It
obviously doesn’t. We had full employment swpluses, some of them
very large, in 8 out of the last 14 years. We could not oy did not find
a monetary policy which made all that full employment potential
saving become actual saving and actval investment. So that onc
fallacy is to assume that all you have to do is to provide the potential
saving at full cmployment and that will take carc of the problem. 1t
won’t. One has to have a monetary and financial mgchanism to bring
those potential savings into reality in the form of somc particular
type of investment.

The opposite approach, which is also a mistake and is one Gardner
didn’t mention, is to asswmne that if you invent some new flinancial
devices which will stimulate a particular kind of investiment, housing
in this case, that thereby you are solving the housing problem. Now,
if you have a given fiscal policy, it appears to many people that easier
money or more {inancial gadgets which help to chunnel money into
housing, will solve the housing problem. 1 think our experience
suggests that what comes out of that may be more inflation than you
want; or higher interest rates than you want; or that it will turn out
that your financial program doesn’t succeed in directing the
resources into housing. 1 think it is important to deal simutancously
with the fiscal policy and with monetary policy.

IF we want to seleet our GNP total with a view to considerations
ol inflation and uncmployment, and then use monetary policy as one
instrument to direct resources into a particular area as a part of that
GNP total, we must at the same time select owr fiscal policy in such a
way as to lcave room for the amount of housing which the monctary
policy can stimulate. We have great expositional difficulty here, 1
think, trying to make simple statements about these matters, and
almost anything anybody can say can be faulted unless he says
something at great length oy writes it out in a tabular form. So much
for general principles.

The second part of Gardner’s paper, which he dealt with very
brielly, was his calculation of the amount of surplus that might be
needed in order to meet the specified housing goals. 1 can’t quibble
with that calculation. I've been through thal same exercise, and what
one finds is that one always comes out in the same hallpark. Pushing
the assumption so as to favor one side may lead you to the
conclusion that what’s required is a full employment surplus of a one
to onc-and-a-half percent order of magnitude. If you push the
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assumptions all in the other divection, a little more perhaps than
Gardner did in his calculations, I think you could reach the
conclusion that you need a full employment deficit of a percent or
so. The fact of the matter s that none of our calculations about
expenditure  functions, consumption functions, business fixed
investment functions, inventory functions, state and local
governmenti behavior, has the degree of precision which can produce
an answer right down to the last tenth of a percent. [ think it’s
remarkable, probably suspicious, that we all managed to agree about
the answers 1o within a percent or two, because (he fundameniat
accuracy of our knowledge is perhaps somewhat lower than that.
None the less, [ think that everyone who has played this game arrives
at somewhat the same conclusion.

I think the important conclusion is not that the answer under
certain assumptions is that a surplus of 1.2 percent is required, and
that under some other assumptions a deficit of .2 percent is required.
What is important is that the range that we are tulking about here is
surpluses or deficits of the order of magnitude of 1 percent or so of
the GNP, and also that theve is 4 good deal of uncertainty about
which side of the zero point we will come out on. This does mean
that therc is no busis for saying that on account of the housing
program we ought to go gung-ho for big, long-term full employment
swrpluses. I do bave one qualification (o that, and it’s one whose
significance [ can’t really judge. T mentioned earliey that there are
people who (ry to solve problems by financial gimmicks. The fact is,
of course, that in these days when any congressman has a group of
people who want a little service from him, he finds that the cheapest
and casiest (hing he can do for them is to invent a new loan program,

We have been talking about the problems of housing {inance, and
subsidized housing programs. There has been a great proliferation of
new types of loan programs which show up someplace in the
accounts, and the proliferation of loan programs may turn out to
place a greater burden on our resources than we allowed for in these
calculations. We don’t have too much experience with them so that it
is a little bit hard to judge their impact. My only qualification to
Gardner’s calculations is that our programs for rail transportation,
local transportation, water and scwer finance, and other forms of
pollution removal, and for neighborhonsd health centers, and other
things of that sort financed through loan programs may really turn
out to be very large. Then indeed a larger federal swrplus may be
required at full employment than these calculations aliowed for. As 1
say, I can’t give you any kind of numerical judgment on that point.
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Now lct me follow up then finally with what [ regard as the
painful implication of our inability to reach a precise conclusion on
this point about whether and how much of a surplus would be
requived at {ull employment in order to achieve these housing goals,
asstming that the financial mechanisms and monetary policy are
there to make good on the surplus if we have it. If we don’t know
with any precision how much of a surplus will be required, then we
can't plan in advance a long term fiscal policy. And I think that we
have to admit that we don’t know. What’s more, Gardner has a little
trouble defmmg a neutral monetary policy--that docsn't WOITY me s
much, I can’t define any monetary policy. [ think Gardner did not
address himself at all to the question of what specific monetary
actions would be requived to get the intevest rates, and the
availability of funds for all those houses. I don’t intend to turn the
discussion in that direction, except to note that I don’t think we
know the answer to that question. That means that in fact we are
going to have to make a sequence of decisions as events unfold to try
to see a little ahead and (hen move owr policies to achieve our
objectives as best we can.

Now, il we look at the past history in the case of housing I think
what we [ind is that the only time that we got favorable conditions
for housing is when we goofed up cvuythmg else, and managed to
get into a situation where we were in a recession, Then we had plenty
of room within the GNP constraint and turned on an easy monctary
policy. Later we said that housing made 2 great contribution to the
recovery and sort of used it like a fivst-stage vocket. It helped us to
get off the ground and then we threw it away. Our problem now
seems to be a similar one. Gardner suggested that he wasn’t even
going to bother doing this arithmetic about full-employment
surpluses for the next couple of years because full employment is not
what we are going (o have. He suggested, if I vead him rightly, and I
agree that there ought to be plenty of room in the economy for all
the housing that is likely to be cffectively demanded in the next
couple of years. Well, that’s back where we were some years ago, and
one hopes that we will get a substancial buildup in the vohune of
housing in the next couple of years. That will be good in itself, and
also help in the recovery process.

Owr problem then is what happens next. What Gardner said is that
he can’t tell us what kind of a fiscal policy to have as of 1975;
probubly nobody can. What we would likc to have is some fanly
flexible mechanism by which we could make that choice when we
move a little bit closer to it, but since we can see ahead only a short
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distance we have to he able to act fairly fast when we find out how
much of a swplus is required, in order to take action to bring it
about. We need a much more flexible kind of fiscal policy than we
now have. So I do have some concern that we will bc unable to
predict a long-term policy in a solid way, and on the other hand
unable to [ind the flexibility that is required in order 1o move the
policy a little bit at a time as events unfold. So I leave you then with
emphasis not on the conclusion that Gardner rcached as to the
magnilude of the surplus, but on the fact that there is a considerable
slippage in anybody’s conclusion and wce bave no effective
mcchanisim as of now, I think, for making decisions which allow us
to adapt to what we learn about what kind of surplus is required.



DISCUSSION

DAVID ]. OTT

As I finished Professor Ackley's paper, I tried to imagine how the
argument might have been laid out if he had been discussing it with
his students. Reconstructing this outline of his hypothetical lecture is
fruitful in commenting on his paper. .

1. We have Jeamed that equilibrivm GNP is determined by the
intersection of the S and LM curves.

2. We know one goal of public policy is to stabilize GNP ar a
level most consistent with our full-employment and price stability
objectives. This can obviously be thcorctically done with an infinjte
number of combinations of the IS curve (reflecting [iscal policy) and
the LM curve (which reflects monetary policy), ur, to put it another
way, the target GNP is consistent with any level of interest rates, il
the proper mix of monctary and f{iscal policy is used.

3. Wec also know (hat interest rates are the dominant factor
determining the volume of residential construction.

4. Now the Boston Fed wan(s me to discuss how fiscal policy can
contribute to meeting the 1968 housing goats.

5. Since the number of housing starts implied by these goals for
fiscal yeavs 1970-78 is substantially higher than starts in recent years,
this means, essentially, that we must have lower interest rates than in
the near past.

6. Thus the IS and LM curves arc constrained Lo intersect
opposite the “housing goals interest rate,” and the larvget level of
GNP.

7. Unless the LM curve is vertical, which means fiscal policy only
affects intevest rates, both monctary and fiscal policy actions are

Mr, Ott is Professor of Economics, Clark University, Weorcester, Massachuselts.
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required (and we all know that the LM curve is not vertical!). T'he
contribution of fiscal policy, then, i1s to be more restrictive by
enough 1o free vesources to tet the monectary authovities case up so
that we achieve our two goals--the specified number of housing starts
and the target GNP--with the two instruments of monetary and fliscal
policy. Most important, we should nol lose sight of the fact that we
have two instruments--fiscal policy and monetary policy and the
fiscal policy contribution to the achievement of the housing goals
can only be met in combination with the appropriate monctary
policy.

To put it another way, Ackley quite properly warns us that the
problems posed should be treated as but another variant ol the
Mundell internal-external stability policy problem, a variant which in
fact produces more clear-cut conclusions as to the appropriate
changes v the direction of policy than are possible i the Mandell
case. Barring the case where the demand for money is completely
imterest-inelastic, the course of monctary policy is cvery bit as
important as the course of fiscal policy in meeting the housing goals,
and the clear prescription would be for a tighter budgetl policy
coupled with an easier monetary policy. Yet when Ackley is done
with his calculations, it is not at all clear that a movre restrictive fiscal
policy is nccessary to mect full employment surplus a bit. What
happencd in between the theory and his empirical results?

It is possible to indicate where some of Ackley’s assumptions
might have led him astray. His equution [or the required [ull
employment surplus may be written as follows (in terms of requive-
ment for Net Taxes):

Ty, = [CCA + UCP| + {BFL + RES + (EX—IM) + INV + G —«GNP]

1l —a

where
T,, = Requived Net Federal taxes (NIA)

CCA = Capital Consumption allowances

UCP = Undistributed Corporate Profits

BT] = Business Fixed Investment

RES = Residential Construction required to meet 1968 goats
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(EX—IM) = Net Exports
INV = Inventory Investment
G = Government purchases, Federal and state-local
GNP = Cmrent dollar potential GNP
a = Personal savings rate

U

11

Now clearly the Sy estimates will be very sensitive to the
assumption about the personal savings ralc. For example, using
Ackley’s “high” estimates for BET, RES, (EX-IM), INV, G, and GNP,
a change in the asswmicd savings rate from Ackley's 7.5 percent (o the
CEA assumption of 6.5 percent (1970 Annual Report, p. 81)
inereases the requived (ull employment surplus (Net Taxes) by about
$11 billion in FY 1975. Judging from the recent past, Ackley has
picked a relatively high savings rate; from 1960-G9 the savings rate
ran from 4.9 1o 7.4 percent of disposable personal mcome and only
reached 7.5 pereent in 1970 1 and 1970 111,

More fundamentally, 1 suspect that the crux of the apparent
discrepancy between Ackley's theory and empirical vesults lies in his
failure (o attempt to quantily the effect of the low interest rate
policy required for RES Lo mcet the housing goals on BFI and
perhups INV. If we have learned anything lvom recent years, it is that
monetary policy is potent, and he makes no effort to quantily the
ctfect of the required monetary policy on private spending other
than RES. 1 RES must be raised by 70 percent over the average of
the 60’s, then interest rates might have to fall by some 40 percent
rom cheir present levels, if as some works suggest, the clasticity of
RES with respect to interest rates is in the neighborhood of -1.5.

Furthermore it seems to me that the veally meaningful question to
ask, which Ackley did not ask, would be: Given Federal purchases
during FY 1975-78, how much will net taxes bave to be to produce
the required full employment swrplus? The CEA projections of
Federal purchases for calendar 1975 translate (using Ackley’s
deflator) into roughly $137 billion in cwrent dollars, some §/7
billion more than Ackley’s fiscal 1976 cstimate. | am led to believe
he has sadly underestimated the built-in growth likely to occur in
government spending, especially since the CEA estimate of Federal G
was a conservative one to begin with, Furthermore given present (ax
law und projections of wansfers, will taxes have to be vaised or
lowerved to obtuin the desircd {ull employment surplus (or will G
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have to be cut oy increased)? Even if the “correct” answer is §13
hillion dollzr full employment surplus, while this may be in line with
past experience, the critical question revolves around whether it is
obtainable with given budget and tax projections or whether tough
decisions have to be made about priorities in spending or tax law
changes because of the housing goals.

Finally, 1t occurs to wmce too that we might really pause and ask
whether achieving the housing goals is made more diflicult by
present tax Jaws. [n some work my wife and [ are currently doing, we
estimate that, in 1970, we gave over $10 billion anually in subsidy
to owner-occupicd homes, which typically have a higher cost per unit
than multifanily wnits. Eliminating this tax preference might make
possible achieving the goals of 2.4 million housing units per year with
less of a resource dvain and lewer complications for stabilization
policy.

In summary, the logic of Ackley’s cxposition supports that we
need a tightey fiscal policy and ecasier monetary policy to simulta-
neously mcet our housing and slabilization goals. Yct this is not
borne out by his calculations because, I have argued, he takes no
account of the impact of monetary policy on other types of
spending, assumes an unrcalistically low savings rate, and under-
estimates Federal spending. Finally what we most need to know is
not how “reasonable” the implied full employment swrplus require-
ment s, but how this compares with projected outlays and taxes.
This, I think, is the critical question for the President’s advisers, and
as for now, we do not have an answer.,



DISCUSSION

ARNOLD C. HARBERGER

As T read through Professor Ackley’s paper and listened to his
presentation, 1 wondered whethey you had picked the right Chicago
economist. There is very litde, in fact practically nothing, that T can
put my finger on with which I seriously disagree. And yet, it also is
true that as I independently focus on the problem, the picture that
emerges is somewhat diffevent. What one sces varies with the point of
vicw from which one looks and though Gardner Ackley and I are
observing essentially the same phenomena, we sce them differently. 1
begin fron a rather fundamentalist point of view, which 1 imaginc is
characteristic of Chicago people. Let me start out with a proposition:
I dont believe that fiscal palicy is designed for the fine tuning of the
cconomy. I think that our experience with the temporary surcharge
shows that if pcople know that an extra tax is temporary and that it
is soon going off, it doesn’t much affect their behavior. Nor docs a
temporary reduction in taxes much affect their behavior.

The permanent income hypothesis and a number of ather
explanations of consumption behavior all Jean in the direction of
saying that the reaction of people 10 unexpected or short-run
changes in their income position is much weaker than their reaction
to Jonger-run changes in fiscal policy. Reactions to price changes, on
the other hand, are quite different. The reaction of a housewife to a
permanent reduction in the price of white shects will be smaller than
the reaction of the same housewife to the January white sale. Since
sheets are cheaper only so long as you buy cthem in January, the
response 1o a short-term price reduction will be larger (han that
stemming from a permanent reduction of the same magnitude in the
price of sheets,

Monctary policy is like that. When intercst rates go down in a
fashion which is not regarded to be permanent, you getl people to
enter the market as borrowers in order to take advantage of the
bargain price ol credit. When interest rates go up in a way chat is not
regarded to be permanent, people hold off the market in a way that

Mr. Harberger 1s Proles<ar of Eeonomics, University of Chicago. Chicaga, Iinois
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they would not do if those higher nterest rates were to prevail
forever. So, you get a lot of bang out of [ine tuning the cconomy by
wity of monctary policy--an amount of bang that I do not think can
be duplicated rcadily by temporary movements in fiscal policy. As a
consequence I think that the proper way of operating the
economy--not just proper, but even almost necessary--is to set liscal
policy with regard o relatively longer term considerations, and to
leave to the monetary authority the job of helping us attain our
particular policy goals in the shorter vun. This is my first major
point.

If one accepts that position, there is a consequence that almost
mevitably follows. That is that historically the construction industry
has Deen what [ call the handmaiden of monctary policy. When
monectary policy 1s tight, the construction industry is squeczed. The
purpose of tight monetary policy is to free vesources some--to reduce
the total demand for rvesources, if you like--and that squeeze takes
place largely by pushing resources out of the construction industry.
And, when monetary policy is casy, somchow the resources crawl
out of the woodwork to allow housing stirts to go vp by three or
four hundred thousand, as between a tight and an easy period.

Now, because the housing industry bhas acted as a sponge,
absorbing resources when money is easy and releasing them when it
is tight, [ have always been very skeptical of the idea, very worried
about the idea, that our government should have a set of housing
gouals which would try to get a given number ol housing starts per
year and keep housing on a certain preset track. That is, in my view,
the easiest conceivable way of emasculating monetary policy.

Now, I don’t want to say that having a set of housing goals of 26
million over a decade requires that one must try to keep housing on a
particular track through time, but I am disturbed that so much of the
discussion that I’'ve heard over the last couple of ycars on this
question reflects a preoccupation that our tight monetary policy has
hurt housing. I'm not worricd by this. Quite to the contrary, I think
that I'd be wonied if housing were not being squeczed, because then
the tight monetary policy would not be having its clesired effect. 1
think that in the other areus in which monetary policy can affect real
spending it is much less powerful that it is in housing, and we have
got to continue to allow tight monctary policy to squeeze housing,
and easy mounetary policy to stimulate housing, if we arc going to
have an effective fine-tuning or short-run stabilizing policy tool in
our kit.
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In this sort of framework I think thal you can see that ceteris
paribus, if monctary policy is going to attempt to veach full
employment, the tighter is fiscal policy, the casier will monetary
policy have to be. Likewise the casier is fiscal policy, the tighter will
monetary policy have (o be in order to prevent unwanted inflation.
And broadly speaking, here I am sort of restating the quotation that
Gardner Ackley cited and proceeded to disagree with. Well, ['m
putting the same idea in a {ramework wheve I think it is not so easy
to disagrce. Profcssor Ackley’s sumimary position was that one
should make monetary policy as easy as one can, and then find out
what fiscal policy meshes in with that to produce full employment,
etc. I have no thcoretical quarrel with that; I have a practical guarvel
in the sense that [ cannolt sce fiscal policy in the residual vole--i.c. the
fine tuning role. In my opinion it’s a question ol priorities or
possibilities rather than any question of fundamental theoretical
disagreemenl--and [ sce fiscal policy as the primary sct of tools for
long-teym policy, and monetary policy as the vesidual regulator of
the economy against short-term [Juctuations.

Now let me turn to the current problem. 1 think that Professor
Ackley made an interesting point in saying that really between here
and the next couple of years, full employment isn’t in the cards
anyway, and therefore there should be ample resources available to
mect our housing goals and others as well. Again, while in a sense
agreeing with the statcment I look at the problem from a dilferent
viewpoint. The way I sec it is as {ollows. Our {ederal policy aims at a
targeted reduction in the rare of inflation. The policy is to gradually
squecze out the expectations of continued flation that have been
built mto the economy. But in order to reduce the rate of inflation
you can’t give people what they expect. You have to give them less
inflation than they cxpect, or clse they will keep on expecting
inflation as before. In order to give people less inflation than they
expect the economy must operatc with some abnormal slack. You
can’t push down the rate of inflation and keep full-tilt full
employment.

So, as I interpret our policy, as [ read the report of the Council, as
[ listen to policymakers talk, I think that the aim is to have a
targeted rate of unemployment which is slightly above the normal
level--perhaps on the order of 5 pereent or so imstead of a “normal”
4. But a targeted rate of unemployment which is somewhat above 4
percent for a time (until the inflationary expectations get wrung out)
implies a largeted path of GNP that is lower than the
full-employment path. f things were all rosy, the targeted path of
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GNP would be the full employment path. But when we are trying to
defuse inflationary expectations, the targeted path of GNP has to be
somewhat below, e¢ven though perhaps not much below, the
full-employment path. Once this is granted, it once again becomes
true that if an easier fiscal policy must be accompanied by a tighter
monetary policy in order to stay on that targeted path, and a tight
fiscal policy must be accompanicd by an casier monetary policy to
keep the economy on that path. So, taking Professor Ackley’s
quotation as my point of departure, I come back to something like
the traditional trade-off between monetary und fiscal policics.

Finally, the question arises as to what our aims should be. Here let
me put on my public finance hat and say that I am extremely
disturbed and distressed by the 26-million-unit housing goal. To me
the tax treatment of housing is une of the greatest scandals of our
fcderal revenue system, By failing to tax impuied rent on
owner-occupicd housing, we provide implicitly a 70 pevcent subsidy
to Governor Rockefeller’s several dwellings. We provide a 20 percent
rent subsidy to the average assistant professor, and we provide zcro
rent subsidy to all of the people who arc living at poverty levels, and
are subject to zeve marginal rates of income tax. There may be some
people who don’t think that this is scandalous, but I do. Morcover, it
is well known that, us far as its incidence across income brackets is
concerned, housing is a luxury good, in the sense that over a
substantial range at least the [raction of income spent on housing,
and particularly on owncr-occupied housing, rises with income level.

So, 1 am much in favor of housing policies aimed at trying either
to cqualize the incentive to housing, or perhaps to give special
housing incentives to thosc at the poorest end of the scale--but i
certainly see no veason o provide any special incentive  to
owner-occupied housing for people who have adequatc levels of
Jiving, let alone an incentive that gives proportionately more benefit
to the rich than to the poor. So, I'suspect that if we were to adopt a
housing policy which was at all rational in economic tennus, which
tried to get away from the mess that we are currently in as far as tax
laws are concerned, we would end up with far less than 26 million
housing starts over the next decade. And T think that such a policy
would also be consistent with substantial growth in our housing
stock, cven though not as much as is now projected. Certainly
subsidized housing can be provided for the very poor. I certainly
suspect that if 1 were to start writing the laws or advising on the
matter, this is a direction in which 1 would go.

Perhaps this is in the idealistic tradition of Chicago. Henry Simons
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usgd to writc and make speeches about all the ways in which our
society was messing itself up, and how it could all be improved, and
m his case the things that he talked about were fairly obvious and
straightforward, and his conclusions were equally--what shall wc
say--visionary and utopian as mine, 1 don’t want any of you Lo think
that I really believe that it is politically likely that we are going to
twrn about 180 degrees in our tax treatment of housing, but I do feel
that an honest and clear economic appraisal of the system that we
have would reveal tremendous deficiencies, which have the effect of
having far too much housing--particularly in the middle and higher
income brackets. In my own view there is no sound cconomic or
other justilication for this kind of treatment.

Regulation Q:
The Money Markets
and Housing—I

ALLAN H. MELTZER

The critic of controls who is persuaded that one control begets
another certainly finds supporting evidence in the history of regula-
tion of deposit rates. Although many years passcd before increased
market rates and the prohibition of interest payment on demand
deposits induced a sufficiently large substitution of time for demand
deposits to makc the original Regulation Q rates into a binding
constraint, not many additional years later we find a new and very
complex sct of controls on both the assets and liabilities of banks
and non-bank financial institutions. Supplementing the direct control
of commercial bank demand and time deposit intercst rates, there is
now a regulated spectrum of rates for liabilities classificd by age,
maturity, and type of institution and a companion set of reserve
requirement ratios and borrowing arrangements that would take
more than my allotted time to describe fully. That the present
regulations are not regarded as satisfactory to those who believe
regulations are useful quickly becomes clear to any reader of the
financial press. Proposals for selective controls on assets compete {or
space with expressions of concern about the unregulated Euro-dollar
markct and explanations of new or substitutc regulations.

There is not much that needs to be said about the subject of this
session, Regulation Q ceilings on interest rates paid to small savers. It
is casy to point out that the regulations cannot be defended on
grounds of equity, bat doing so comes close to tilting with a
windimill, since I don’t know anyone who argues the contrary case.
The usual argument for ceilings is that because small savers are less
responsive to changes in interest rates, the government can “protect”

Mr. Mcltzer is Maurice Falk Professor of Economics and Social Science, Carnegie-Mellon
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the institutions holding their savings deposits and, at the same time,
encowrage home building. This is an attempt to justify inequity by
pointing to somc alleged improvement in welfare that more than
compensates for the welfare loss lrom a reduction in the interest paid
to small savers.

Putting the argument for Regulation Q on this basis makes any
resolution of the issues hopeless. More importantly, treading the issue
as a problem of competing cquity claims covers up the economic
issues where analysis and evidence can be brought to bear.

Arguments for Selective Controls on Deposit Rates

There ave two main cconomic arguments for sclective controls on
Flcposit rates. First, the controls are said to protect one or another
institution or group of institutions from failing and/or protect the
depositors in the institution from losses. Second, the controls are
defended as a means of increasing the supply of mortgages and,
therefore, the supply and stock of houscs.

There is an obvious flaw in the (irst argument. The cffect of the
controls is to force the more knowledgeable, more skilled, or better
informed to rearrange their assets and/or liabilities so as to avoid the
controls whencver jt is profitable to do so. The holders of small
savings accounts do not adjust their balances as much in percentage
terms as the holders of large CD’s. Regulation Q ceilings produced
quarterly average annualized vates of change ranging from +100
percent io -100 percent for holders of large CD’s and +18 percent to
-6 percent for holders of small savings accounts. But the finuncial
structure is not strengthened and the savings institutions are not
“protected” by regulations that encourage borrowers or lenders to
transact their business in newly formed markets using unfamiliar or
less familiar instruments. Yet, few would deny that this has been not
only a principal result of control policies for both large and sinalt
borrowers but also a main reason for the spread of controls.

Cost of Recent Policies

Recent events suggest some of the costs of recent policics. The
financial position of various borrowers and lenders was strained to a
point where some went bankyupt. Others incurred relatively large
costs ol developing new instruments in new credit markets or
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l[eaming about unfamiliar but previously existing arrangements. Since
these adjustments involve the scrvices of highly skilled professionals,
much of the cost is social as well as private. The resources used to
civcumvent conirols are, from the standpoint of society, wasted
resources. There are only a few benefits Lo offset against the social
costs of organizing markets and spreading information about the
products that are produced und sold in various markets. The recent
expansion and subsequent shrinking of the Euro-dollar market was
not costless to the societies involved. The same can be satd of the
expansion of the commercial paper market. Nor is it socially desir-
able to lorce these changes, even il some owners of small and large
savings ot time deposits found it privately profitable to pay these
costs so as Lo avoid Regulation Q. Few would now deny that the
expansion and contraction of alternative markets, and other similar
shifls in the ullocation of financial assets, were the main results
achieved by Regulation Q in recent yeans.

Since [ regard the net social cost of controls as a main issue, [ want
to (levote most of my time to what [ believe is the main argument for
ceilings--ceilings help to produce more housing. I will argue that the
alleged social benefits are, for the most part, illusory and that the
illusion itself is a consequence of using incorrect economic arguiments
to delend inappropriate economic policies. These questions are some-
what broader than the narrower question about Regulation Q that [
was asked to discuss, but evidence that the controls do not accom-
plish their purposc may contribute more to the discussion than
concentration on the natrow topic.

Selective Controls and Housing

The main defensc of Regulation Q and other setective controls is
that they assist the housing industry by increasing the supply of
mortgages. In the words of two knowledgeable observers,! “No
matter how housing problems are defined, credit has almost invari-
ably been singled oul as the key to the solution.” I believe that this
statement is wrong, that our housing policy rests on this miscon-
ception, and i1 is the misconception and not the failures ol lenders to
offer mortgages that explains the [ailure of the housing stock (o
expand ar a rate similar to the rate of expansion ol other real
durables or other consumer goods.

)Lco Grebler and Sherman Maise), "'Detcrminants of Residential Construction: A Review

of Present Knowledge," Impact of AMfonctary Policy, Prentice-Hall, 1963,
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Even at the fivst glance the assertion that credit is the majn
resource required to increase the stock of housing is peculiar
ccoqonﬁ(‘.ﬁ. How or why does an increase in the amount of mortgage
credit, offered at a given morlgage rate, increase the number of
houses built? The former is a nominal amount-the number of dollars
that lenders ave willing to pay to acquire picees of financial paper
called home mortgages. The latter is a real quantity denominated in
units and vepresenting square feet of space enclosed by brick and
mortar with plastered walls, dishwashers and garbage disposals. One
depends upon the portlolio decisions of lenders; the, other results
from the allocation of real resources. It is by no means clear that
fin:mcia! decisions change the use of veal resources. Most often
cconomists do not regard money or credit as a lactor of production,
much less the principal factor of production, in the sense required by
many discussions of housing. There must be something very speciul
about housing that makes the binding constraint a financial resource,
rather than the veal resowrees vequived to produce other products.

To structure the problems, let me introduce a simple framework
that captures some essential features of the housing industry. T usc
the framework to generate some predictions about the cffects of
subsidies and sclective controls that encourage lenders Lo increase the
supply of mortgages and buyers to increase expenditure on housing.
Then T compare the predictions to the events that have occured.

The Real Factors of Production for Housing

. The l_lousing industry uses thrce factors of production. One, labor,
1S pro.w(lcd by a monopolist, or more correctly, a group ol co-
operating monopolists who restrict both the number of union
members and the number of licensed journecymen so as to raise the
rcal wages of the members of the monopoly unions. The principal
1h|"cat to the monopoly power of the unions comes from the
existence F>f substitutes in the form of (1) items produced away from
the bl.ul(lmg site using more capital-intensive processes and (2)
honunion laborers--many of whom would be willing to join the union
if vestrictions on entry were lifted. Nonunion laborers produce yoany
of the single-family homes built in suburban areas.

The unions Jong ugo recognized the threat posed by substitution
of the sccond factor of production, capital, for labor and were able
to get state and local governments to pass laws making it illegal to
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use many of the substitutes. Since many of the restrictions on sub-
stitution arc now part ol the building codes, the vestrictions acquire
the force of law. Where this is the case, the union is able Lo limit the
substitution of capital for labor in the nonunion scctor as well as in
the union sector. In this way the wnions reduce builders’ opportu-
nities to substitute capital for labor in construction.

The third factor of production is land, a relatively poor substitute
for labor in production. By building in suburban aveas, however,
builders are able (o recuce the per acre cost of land--the per acre cost
of ruw land--and the unit cost of labor. The reduction in the unit cost
ol labor is obtained by using nonunion labor, thereby avoiding those
union restrictions that do not have the force of law.

Congress became convinced that increased housing production and
ownership were desivable socially and encouraged various adminis-
trations to develop programs to expand the housing stock. The
experts vesponsible for developing these programs appear to have
reasoned as follows: Many potential buycers of houses are deterred by
their inability to finance costly durable purchases. The way to
encourage production is to develop an industry with the principal
purpose of making mortgage loans. The housing industry will expand
to provide for the increased demand and, in this way, the housing
stock will increase in amount and perhaps in quality.

Throughout, this argument ignoves the effect of the monopoly
unions. In the presence ol the movopoly unions one expected effect
of the numerous government programns to encourage home building is
an increase in the wage ol the workers in the building trades. 1f the
government programs increasce the power of the unions sufficiently,
the main effect of subsidizing expenditure on housing is to raisc the
rclative price of housing and the relative wage of workers in the
building trades.

Both of thesc results are confirmed by the data for the postwar
years. From 1950 to 1969, the defllator for nonresidential structuves
increased by 90 percent and the deflator for residential structures
increased by G7 percent, both substantially greater increcascs than the
52 percent increasc in the price dellator for total private
expenditures--that is, for GNP minus the compensation of total
government employees--or the deflator for uny of the components of
private expenditure. During the same period 1950-1969 hourly wages
i contract construction rose Lo 260 percent of their 1950 base, that
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is, by 2.6 times, while wages in manufacturing rose by 220 percent.
During the same period the mumber of houses built {ell, as the price
of houses rose relative to other prices.

These results are, as I said, partly to be expected if the government
encourages cxpenditures and doces little or nothing to limit the
monopoly power of the bwlding trades unions or eliminate the laws
restricting the substitution of capital for labor. Encouragement of
the savings and loan industry, restrictions on their portfolios, on the
rates ol interest that they pay depositors-restrictions including but
vot limited to Regulation Q-schemes to supplement mortgage
payments, and tax benefits to homcowners are only a {ew of the
betier known subsidies, prohibitions, and restrictions designed to
increase expenditures on housing. They have succeeded. Expenditure
has increased both relatively and absolutely. But housing starts and
houses built have both declined,

Monopoly power is not sufficient to explain both the decline in
housing starts and the risc in price. Incrcased degree ol monopoly or
some other factor shifting the supply curve to the left must be
invoked to explain the combination of declining real output and the
1ising relative and money prices of housing.

Nor is the decline in output small. New housing starts in 1969 are
only 76 percent of new housing starts in 950, One may argue that
1950 and 1969 arve exceptional years, since housing starts im 1950
were at an all-time high of nearly 1.9 million units and housing starts
mm 1969 were depressed by the particular policies being pursued in
that year. But no other industry has received so much attention and
so much encouragement to expansion yct produces less veal output
alter two decades of “encouragement” und subsidy. Moreover, we
can ignore the peak year, 1950, and compare the most recent four
years, 1966-69, to the four years 1951-54. The qualitative result is
the same; output (or the latter years is 15 percent smaller in real
terms than output 15 years carlier,

Other data give similar results. The nominal amount of
housing--the market value of new houses privately built--has in-
creased by 50 percent during a period in which the price of vesi-
dential structures rose 67 percent. During two decades in which
production of conswmer durables doubled and production of other
nondurables more than doubled, the production of housing declined.
Doubtless some allowance must be made for change in the quality,
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size and mix of housing, but these qualifications seem insufficient to
me Lo cxplain the 15 to 25 percent reduction in the number of uniis
produced. Table 1 presents these data,

TABLE 1

NUMBER AND VALUE OF HOUSING UNITS PRODUCED
AND WAGES IN CONSTRUCTION AND MANUFACTURING
(1969 AS A PERCENTAGE OF 1950)

Mumber of Value of Wages in Wages in
YEARS Housing Naw Units Contract Total
Units Privataly Construction Manufacturing
Produced
1969/1960 76% 162% 257% 221%
1966-69 i
A= T 196% 175%
1951-54 B6% 160% 8

Source: Economic Raport of the President, January 1970,

Reasons for the Failure

A very basic misconception is responsible for the failure of the
housing program--selective controls and subsidies--to produce more
fiouscs. The misconception is that permanent increascs in output can
be pulled out by increasing expenditures--that an increase in the
dollars of credit made available to finance expenditure on housing
produces a proportional increase in real output, i.e. in the numiber of
houses built. The base of this reasoning is the familiar argument that
increased nominal expenditure stimulates production of real goods
and services, The result of the policies based on this conception, as
the data 1 cited suggest, has been an increase in the relative price of
housing and a reduction in the number of houses built.

When we look at the time serics more closely, in Table 2, we [ind
that, dwring the period 1950-1969, expenditures for residential
structures rosc 11 percent more than total conswmption expendi-
tures. In the 1950’s and early 1960’s expenditurcs for residential
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stractures increascd al about the same rate as total consurmption
expenditurcs. After 1962, expenditures for residential structures
increased much more than total consumption expenditures, while the
number of housing units built remaincd below the average for the
1950’s. One reason, and 1 believe it is a main reason, is thc com-
bination of government policy and monopoly union power. The
government’s program, aimed at increasing housing output by
increasing housing expenditures, increased the value of the union
monopoly and the power of the building trades unions. The building
unions were able to use their market power to increase relative
wages; wages ol construction workers rose relative to the wages of
other unionized workers. The data show that the ratio of wages in
construction to wages in total manufacturing, after remaining rela-
tively unchanged from 1953 to 1959, rose by more than 12 percent
in the 1960°’s.

TABLE 2

HOUSING STARTS, RELATIVE HOUSING EXPENDITURES
AND CONSTRUCTION COSTS

Ratio of expenditures New Privata Ratio of wages

for residential structures Housing Starts in contract

YEAR fo total consumer {thousands of construction

expenditure units) to wages in

manufacturing

1950 996 1908 1.291
1961 1.000 1420 1,296
1952 1.002 1445 1.290
1953 1.001 1402 1.310
1264 978 1632 1.340
1965 1.000 1627 1.320
1966 1.026 13256 1.318
1957 1.020 1175 1.320
1968 1.000 1314 1.336
1969 1.018 1496 1.338
1960 1.014 1230 1.360
1961 1.011 1285 1.379
1962 1.017 1439 1.382
1963 1.0256 1683 1.386
1964 1.044 1602 1.402
1965 1.052 1451 1.418
1966 1.053 1142 1.430
1967 1.077 1268 1.450
1968 1.095 1484 1.459
1969 1111 1446 1.491
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Policymakers and some economists apparently believe that there
are some very special and peculiar features about housing. In most
industries the recommended way to increase rcal output is to shift
the supply curve by increasing the quantity und quality of labor and
capital inputs, reducing monopoly restrictions and improving
techniques of production. In housing most of the programs seek to
reduce the cost of mortgage loans or the cost to the purchaser of
buying a house.

Increases in the relative wage of the unionized construction
workers and in the relative price of housing do not by themselves
explain the sizable shift in the supply curve ol housing that produced
the 15 to 25 percent decline in the number of houses built. Most of
the single-lamily houses are, I belicve, built by nonunion laborers
who receive less than the monopoly wage and possess much less
market power than the unionized workers. Increased wages for the
unionized workers arc expected to induce a substitution of nonunion
workers for union workers in home construction. This has occurred.
The problem is now to cxplain why an incrcased supply, or at least
an unchanged quantity of houses, is not built nsing more nonunion
and less unionized labor. To explain the dechine in housing, we must
look at some indirect consequences of union power and government
policy.

The main sources ol the unions’ strength in housing are the
building codes and regulations. These limit the ability of builders
using nonunion Jabor to substitute capital for laboy when wagces
increase.  Consequently, when faced with an increase in total
expenditure and in the aggregate demand for labor, builders in the
nonunion sector must, to a much greater extent than other pro-
ducers, either increasc wages or losc labor to other mdusuries. In
industries other than housing, the effect on profits of incrcased labor
costs resulting from inflationary policies and increased demand foy
labor can be offset to a much grcater extent by substituting capital
for labor.

Two main implications [ollow from this argnment, One is that the
price of housing rises more than other prices in periods of cconomic
expansion. There is soine evidence that this occurs, although I do not
want to rely entively on evidence of this kind becausce it is dilficult to
separale the effect of economic expansion on the relative price of
housing from the cffect of expenditure subsidies and controls that 1
discussed earlier. The confounding is particularly serious because the
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combination of usury laws and controls like Regulation Q do not
have a uniform effect. The difference between market clearing rates
and the rates paid by thosc who are able to borrow at savings and
loan associations changes as market rates of interest change. Since
market rates rise in periods of economic expansion and fall in penods
of recession, the effect of fixed ceiling vates and usury laws increases
in periods of rising output and prices.

The second implication is that the number of houses built in-
creases following declines in economic activity and declines during
periods of rising economic activity, or wore simply put, the most
expansive periods for housing construction arc periods in which
other industries reduce the demand for skilled and semi-skilled labor.
There ave five relative peaks in the housing-start data: 1950, 1955,
1959, 1962-63, and possibly 1968. Each of these years follows a year
of recession. In each of the years, the economy was expanding but
had not reached full employment,

Conclustion

Let me summarize my argument in a few sentences. Housing like
any other product is produced by using inputs of labor and capiral.
Housing policy is bascd on the notion that loans and mortgages arc
the principal scarce factors of production. Acting on this belief, the
government attempts to increase expenditure on housing. Lx-
penditure has increased, but the increase has not been accompanied
or followed by an increase in the number of houses built. In the past
15 to 20 years, housing starts and completions fcll.

Housing is a cyclical industry. [t is an expected consequence of the
use of policies Lo slow inflation oy to expand output that post-
ponable expenditures for durables are affected more than nondurable
consumption. This point is often overlooked. Discussions of housing
seem to confluse the postponement of housing that results from
increases in market interest rates with the permanent reduction in
the stock of housing that would occur if real rates of interest
remained permanently higher. The restrictive monetary policies that
at first raise market rates of interest ultimately bring about reduction
in prices, outpul and employment and thus lower market interest
rates. Temporary reductions in market and mortgage rates of interest
encourage expenditure on housing; the temporary increases in
mecasuwred unemployment add to the supply of labor available to
build houscs.
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To repeal what I suid on a sumilar occasion several years ago, the
lousing industry is velatively labor-intensive and has a relatively low
rate of productivity incrcase. Given the very large adjustments that
mistaken public policies--fiscal and monetary--force on the private
sector from time to time, it is hard to think of another industry that
can release so many skilled workers at such low social cost. To the
extent that regulations like Regulation Q prevent a decline in
housing, they transfer the effect of restrictive policies to other, more
capital-intensive industries. The social cost of the decline in output is
therelore increased by these policies.

The message in this analysis is that the proponents of housing
ought to reimember that production depends on the use of real
resources. Few T think would argue that increased production of
autos or butter requires an incyease in the amount of credhit offered
to buyers of cars or cubes at the current market intevest rates. The
same reasoning applies to housing. If policymakers decide to increase
the production of houscs, the most useful methods of expanding
output are: increase the use of available technology by the industry;
expand the input of trained, productive factors; and weaken the
monopolies that vestrict output. Indecd social policy ought (o find
some merit in breaking down the monopoly restrictions, whether or
not the public desires a higher rate of production of housing.

Policies of keeping rcal rales of interest low do, of cowrse,
encourage purchases of durable assets. To the extent that monetary
and fiscal policies keep the real rate of interest lower than it would
be in the absence of such policies, monetary and (iscal policies make
it less costly for the public to achieve a particular long-tevm housing
goal. This method of encouraging the accumulation of real capital in
general, and housing in particular, should not be confused with
policies of marker interest vate manipulation and regulation or
selective controls on particular lenders.



Regulation Q:
The Money Markets
and Housing—I1

ROBERT LINDSAY

¢ is hard to stand this close to Allan Meltzer and not feel singed
by the lightning ol the Lord. I would like to talk, however, about
Regulation Q. And I find it hard to cover the Regulation Q ground
and not see some [lowers ol evil growing therc.

My chicf concem about rate ceilings on consumer-type deposits
starts with the consumers in question. I think we have put them at a
considerable disadvantage, particulirly those of moderate means. In a
time of sharply and continuously rising prices, we force them, as a
consequence of public policy, to make a bad choice. They must
either accept interest yields well below the going rate, or clse they
must venture into the open market where their inexperience and
small size expose them Lo capital risk and high transaction costs. In
effect, rate ceilings raise the cost of institational intermediation for
small savers without reducing the cost of self-intermediation. Indeed,
as Allan Mellzer has pointed out, ceilings may raise the costs of
self-intermediation, as savers venture into ncw markets that are not
yet fully devcloped.

Public policy, however, is often faced with the necessity of
favoring some groups at the expense ol others. The question before
us js whether the benefits flowing to morigage borrowers in some
way justify the burdens placed on the small lenders.

Onc imimediate possibility is that mortgage borrowers are not
essentially different in economic status from consumer-type savings
dcpositors. The deposits might even be the secds of future down
payments against such loans. Rate ceilings, in that context, would
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still force one group to subsidize another, but at least the general
economic standing ol the saver would give him a possibility of
getting over on the other side. In {act, this does not seem to be the
case. The figures are somewhat limited, but mortgage horrowers, at
the time the loan is made, scem to have higher incomes than (he
avevage depositor at the savings mstitution making the loan. It would
also appear that the nced for a downpayment requires an accumu-
lation of [unds beyond that of the average depositor at an S & Lor a
mu tual savings bank.

Perhaps this should be cxpected. Another quite separate defense
of the Q type ceilings assumes that institutions will charge the
bighest moregage rate they can get. The low cost of input money is
not designed, that is, to provide mortgage funds for low income
borrowers, but rather to help kecp the insticutions from perishing.
And, in fact, concern lor the health of these institutions as mortgage
lenders often generates a plea for abolishing cetlings on lending rates
while reinforcing them on deposit rates.

A sccond possible henefit of Q type ceilings might be, however,
that they kecp all interest rates lower than otherwisc. I have in mind
here the possible contribution to the elficiency of monetary policy.
This touches on an area that Frank has enjoined us to stay away
from, having to do with the large corporate CD's. But the argument
has pertinence for the large individually owned claims too. The
structure of ceilings we currently have breaks off at deposits of §100
thousand. Thus there might be a lot of people below that $100
thousand level who respond in the way that the large holders of
CD’s, the corporate holders, respond. In any case, I think you are
familiar with the argament. The idea runs somcthing like this: the
most vigorous force for credit expansion takes the {orm of business
toan demand. With the emergence of hability management as a bank
strategy in the caly 60’s, rate ceilings offered a direct means of
containing these expansive forces. Banks were financing business
loans by selling CD’s. QED: hold down the ceiling and choke back
excessive lending. Tighten where tighiness was most needed, and
thereby avoid restricting the entire economy to get at onc part of it.
The mortgage market would benefit accordingly.

The (Taws, or what I view as flaws, in this reasoning have now been
well ventilated. If CD ceilings are kept oo low, the large depositors
will take their [unds to the open markct. They will lend them
directly, and only rarely will the recipients be vesidential mortgage
boyrowers. The 1969 Amual Report of the Federal Reserve Bank of
New York puts it this way. Using Regulation Q “to hold down bank
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credit growth . .. did not fully take into account the ability of many
borrowers--particularly the Jarger corporations--to by-pass the
banking system and obtain f{unds divectly in the open
market . ... Indeed the distortion and supervisory problems that
developed during 1969 as a resut of noncompetitive rate ceilings
suggest that more spaving use ol this type of nitation is prohably
desirable.”

To which I would add that the cciling structure we have now
seems to acknowledge this strong market competition for the lavge
corporate depositors, The carlier rcasoning does scen to linger on,
however, in the much lower ccilings for all deposits under $100
thousand.

In passing, one might also note that the various efforts of banks to
escape through the Eurodollir markets and the commercial paper
markets nced not be associated peculiarly with Regulation Q. They
could be expected to flow {rom any sharp tightening that
encompasscd banks of national and international scope. 1l the
System has decided to meet the expansion of these banks by raising
their reserve requirements, or yationing them move sharply at the
Discount Window, the same kind of search for escape routes would
probably have been stimaulated.

We come [(inally to the viability of the principal morigage
lenders--that is, to Regulation Q type ceilings as a contribution to the
viability of these lenders. There arc, as I understand it, two healthy
correctives that rale controls are said to supply. One is to prevent
excessive rate competition among the non-bank intermediaries, as
well as between them and the banks. This sort of competition serves
cveryone poarly, it is said, because it leads to rash lending decisions.
In the end it threatens a rise in bankruptey. Individual depositors will
then, at best, be inconvenienced, and they may lose somecthing
important, as will we all, if conlidence in the financial sector in
general is undermined.

Widespread failure of financial institutions would certainly ercate
genuwine dangers. What is less clear is whether rate ceilings will
prevent these failures and, il so, whether they are the most desirable
means 1o that end. I have been unable to judge from the two papers
in the Irwin Friend study whether higher deposit rates played a
major role in the Ilinois and Chicago S & L’s which closed in such
large numbecrs. Obviously, it is not enough Lo establish that fail
institutions were paying high dividends. It must be shown that their
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rates were higher than those offered by continuing institutions and
that high rates contributed significantly to their faitures,

The other strand of the viability issue stems not from misman-
agement, but from what is judged to be a fundamental weakness of
non-bank intermediavics. Their ability to compete for savings,
particularly the S & L’s, is almost entirely devived from the mortgage
market., Much of the bank demand for these savings deposits, on the
other hand, is derived from the market f{or business loans and
consumer credit. If these demands are much less interest-clastic than
the mortgage demand, or il the net yield on them tends generally o
be higher than mortgages, then banks can outbid the non-banks in
the savings markel. In addition, if the savers get some psychic return
[rom doing business with banks, the non-banks must bid still higher.

Thus, on this logic, a set of ceilings is needed that neutralizes the
inherent advantage of banks over non-banks. And this, I would take
it, is the underlying aim of the ceiling structure we have now.
Ceilings on bank rates should keep the banks from climbing over into
the savings markets on which the non-banks depend. Ceilings on the
non-banks protect them from each other, and perhaps from their
own foolishness, but also make the banks more willing to accept
theiv own ceilings. The mortgage lenders are thus free to keep
mortgage money flowing to borrowers.

Quite obviously, the effort at neutralization has not maintaned
the flow ol mortgages from thesc private intermediaries. With wires
and pullies strung all around the banks and non-banks, the call of the
open market has grown stronger and stronger. To be sure, funds have
continned ro flow, at varying speeds, into time and savings deposits
and not on balance out of them. But obviously many savers have
ventured into the open market, braving the capital risk and the
search costs that may cat up their gain in gross yield, particularly for
the smaller savers. The consequence, as we all know, has been a very
thin {fow of mortgagc moncy [rom private savings going through
private morigage lending institutions.

The flow would be even nearer to disaster, were it not for the
Federal intermediation that we will hear about tomorrow morning.
But that solution also discriminates against the small savers. For the
market instruments by which Federal intermediation is financed, as 1
understand it, are deliberately placed beyond the reach of the small
depositor by making the minimum unit quite large.
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Thus an important source of funds for housing in the last couple
of years has come from outside the neutralized sector of finance.
Still another accommodation was made by shifting the use of funds
as well as the sources. T have in mind here the mobilc home
phenomenon. These homes accounted in 1969 for a third of all
one-to-lowr-family housing starts. They are financed chielly,
however, by consumer credit from commercial banks. Thus neutral-
ization through rate ceilings on time and savings accounts did not
keep the banks out of this market. Indeed, the particular channels of
savings scem to have little at all to do with the matter. One can guess
that the success ol mobile homes represents, among other things, the
coincidence of checap housing and expensive credit. The
borrower-buyer cun pay the high cost for credit because it goes with
A low cost house. The lender is pleased to supply the high cost credit
on what is a repossessable and marketable consumer durable. The
point is that on (his, a sccond count, the neutralizing cffect of
deposit rate ceilings has done little to help the flow of housing
finance. Of the flow that did occur, an important fraction came from
Federal agency morlgage money, and another huportant [raction
came from commercial bank installment credit.

A different set of deposit rate ceilings might have bcen more
successful. [t seems to me very unlikely, however, that we can ever
find a structure that will just fit. We are looking, remember, for
appropriate rclationships between mnon-bank deposit rates and
mortgage vates, between non-bank deposit rates and open-market
security rates, between non-bank deposit rates and bank time and
savings deposit rates, between demand deposit rates set at zero and
bank savings deposit rates and non-bank rates. Then there is the
subdivision in cach case by maturity, by size of deposit, by negotia-
bility of the claim, by timing of intercst payment, and by timing of
notification of withdrawal. The path we are hcaded down is the ane
Allan mentioned, 1t secms to me.

Add o this the division of authority among the Federal Reserve,
the FDIC, and the Federal Home Loan Bank Board, and the flexi-
bility of the arrangement is still further reduced. The weaker rival for
savings deposits will always be fearful of raising the ceiling. [t may be
losing deposits 1o the open market, but higher ceilings will seem to
threaten new losses to the rival institutions as well. It scems to me
that no amount of wisdom and goodwill is Lkely to allay this
anxiety. And while the negotiations go on, the rise of market rates
toward and through the ceilings will crcate market conlusion and
market disturbances.
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So my view iy that ceiling rates on consumer-type deposits have
not served us well. They have denied many small savers the chance to
shave the high rcturns on their capital during a capital shortage. Al
the sime time they have not headed off the sirong rival demand from
business horrowers. Where the private flow of mortgage money has
shown a fresh vigor, i.e., in mobile homes, only in a perverse way has
the ceiling been the cause. In addition, the flow itself has been
expensive as credit and doubtlul as a feature of national housing
policy. Mostly, of course, the flow has been public money--again, not
a success for the rate ceiling policy.

Yet I do not think that the basic problem has gone away or will go
away. Continuing prosperity does secem to militate against the
residential mortgage market. Morcover, in this particular time,
population growth and relocation suggest an ecnormous need for new
housing. We, of course, need appropriate monetary and fiscal policies
and subsidy programs--whatever “appropriatc” means herve. Within
this context, however, my own conviction, that is (o make more
eflective use of the private finance sector, our public policy must
continue to encourage spccialization in mortgage lending. Scparatc
investigations by George Benston, and by Brigham and Pettit--both
done for the big savings and loan study--have found considerable
economies of scale in residential mortgage financing. As a result, and
as [rwin notes in his summary of the study:

Mortgage lending can ordinarily be handled more efficiently by a specialized
rather than by a diversified intermediary in view of the relatively small size of the
great majority of savings and loan associations and commercial banks in this
country.

He adds that, at present, the median asset size of S & L’s is lavger
than that of commercial banks, and this is cven more true of the
comparative size of their mortgage portfolios. I think one can say the
same for mutual savings banks. As for life insurance companics, they
might be able to realize their own economics, but they have been
moving out of the one-to-four family market, which makes it all the
more important to decpen the specialization of non-bank inter-
mediaries of the deposit type.

The problem is Aow to promote this specialization and how, at the
same time, to protect the flanks of these specialized institutions that
are left exposed by the specialization itself. Ceilings on deposit rates
are an effort to protect by neutralization, by freezing the rate
structure. But this takes the competitive decision out of the hands of



58 HOUSING and MONETARY POLICY

individual thrift institutions, and rigidifics it into a detailed code for
the entire nation. Individual associutions that might meet the
open-market competition by different combinations of rates,
marurities, notice periods, and other terms of the trade, find the way
made hard. They have to wait for the lowest common denominator
to be found by the regulatory anthorities.

This scems the wrong direction to me. But what might be the
better way ol protecting mortgage specialization? 'fhe hopper is full
of idcas, and we are going to be talking about them lor quite a while.
There are two possible yeforms, however, on which I would like to
comment bricfly.

One of them, in my view, would also take us in a wrong direction.
This is the proposal 10 allow checking accounts at savings and loan
associations and mutual savings bunks. This, it scems Lo me, would
protect the specialized mstitution but would do so by undermining
the specialization. It is bard to sec how checking accounts would be
much help to the S & 1. unless depositors make sizable use of the
service. But il they do, the S & L is taking on an expensive special-
ization of another sort. It is no accident that commercial hanks, with
their checking accounts, have a very different structure of assets than
S & L’s do. And it is no accident that checking account proponcnts
within the S & L industry link this proposal to a petition for
consumer credit authority as well. S & L’s would have to grow very
much larger to realize both the economies of scale in the mortgage
market and the quite distinct economies of scale in demand deposit
management. In the meantime, they will be much tempted to make
consumer loans mstead of mortgage loans. And we will not have
atded our causc.

[ would like to urge that we continue to nurtwre the non-bank
lenders but that we do so by taking the opposite tack. Instead of
throwing up walls to keep bankers out of the savings market, we
should move to draw bankers’ energics more deeply into their own
specialization.

[t is not clear that we know just how to do this, but one
possibility might be to reward the banks more handsomely for what
is now their special expertise--the management of the payments
mechanism.  For cxample, supposc we were to reduce rescrve
requirements behind demand deposits down to the same level as
those behind time deposits. This would take away an important
incentive that banks now have for encouraging customers to shift
from demand deposits to time deposits. Indeed, under the cwrvent
arrangement, we keep the rate ceiling on time and savings deposits
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bclow marke( to discourage the expansion of these deposits, but we
offer a reserve vatio differential that encourages this ex 'msio;)

If we abolished this differcntial by reducing thL‘ 1:e}s)érvc m.lio for
dcm:n_lc[ deposits, we would increase the relative value of ('Iemar?(]l
deposits to beu:)ks. IT we also rveduced total reserves accordingly, we
\Votlif‘l give this new relative appeal to demand deposits 5“}’];(“”
creating excess reserves in the system. If we then contim;c to hav
zl.m zero rate ceiling on demand deposits, which is a ver differ;ni
kind of institutional animal anyway, bunks would have 'ui) mcentive
to offer non-price inducements to depositors, Amon (:lhel‘ thi .
banks would have a new incentive 1o develop servie 'g clate m'g'S)
the payments mechanism. ’ s ssoctted with

Onc. can look at this from several sides. Some people feel that
there 15 2 great deal of urgent work io be done if the pa lmenlts
mechnn@m 18 not 1o ship away from the banks jn any casc "lfhzls ne
could think of a reduction in the reserve requircment dif‘fcrcnti’;l) as
smm!t;mcgus!y 4 means of (a) encouraging this urgent develo )mlénll
(b)\fmancmg the development, and (c) getting the banks outl f the
savings deposit business or making them Jess l")c)'ce‘~ ors in
that business. . sompetiiors in
fTht-: notion is still a bit raw. One obvious risk is that a bigger shelf
tc>Ul SFN.IC(?S attached to. demund deposits would make banks even

igher campeuton for the non-banks. I¢ might greatly expand the
appeal of one-stop Abanking. To head off this danger mnyb‘e ’il( would
be necessary to raise the time deposit reserve l'?lti(;, persuading the

bank : is in ex 2
$ 1o accept this in exchange for sharp and permanent reduction
There is also a question whether

in demand deposit requiremens.

this intr i i 1t

j ;dlnrllc.)ducrmn of non-price competition would lead to any higher

)acrr lon ]sn}all Savers on their non-bank claims. This would be a

Fh- teularly amportant question if the pew bank services take forms
at small savers cannot use. Fven then, however, we would frce the

savings rate to greater flexibility ; arket v
savin g ) ty in market response than we have

‘ Whntcv'c.r the mechanism, it seems 1o me that we must search for
SOME posttive way 1o retain the specialization of our chicfmorl‘ age
lenders and, l'I‘ we possibly can, do a better Job by our smaii swel‘% g[‘l:
we can do this by enriching the Payments mechanism s ccia‘liﬂt-i.o

of our banks, so much the better, [t does scem o e t]npt ccilh“ 0
deposit rates arc not taking us down any rouds we wany l"o travcllgS o
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A, MARSHALL PUCKETT

As 1 understand it, my assignment today is to present the case (or
continuation--over the near term only--of the existing authority to
sct maximum rales payable on small-denomination savings and time
deposits of commercial banks, mutual savings banks, and savings and
loan associations. Even with the time horizon limited to the short
run, I must confess to mixed emotions about undertaking thus task. I
share the general aversion to these controls, fully subscribing to the
usual arguments that, when effective, interest-rate ceilings, among
other things, discriminate against small savers, distort the allocation
of financial and real resources, and serve to perpetuate the under-
lying inadequacies in the financial structure. [ am, moreover, fully
aware that arguments for inaction over the short run can be mounted
over the long run.

Yet 1 do feel that there is, in fact, a compelling case to be made
for deferring to a later date the suspension or abolition of our
authority to set the maximum dcposit rates in question. The
particular changes which | happen to view as appropriate cures for
the competitive ailments of the thrift institutions and the mortgage
markets would involve considcrable time to bring to fruition, and
during the transition period the power to set maximum deposit rates
would continue to be necded for whatever protection such com-
petitive regulation can afford against renewed disruption in the
markets [or thrilt deposits and mortgage money. Indeed, a premature
abolition of the deposit ceilings would run the risk of causing the
creation of other devices to protect the thnvift institutions and the
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mortgage market that might be even more detrimental to the free
functioning of the financial markets. [n this connection, x4 good case
can be made for the view that had we not had the deposit rate setting
authority as a means of protccting the thrift industry and mortgage
market in recent years, other means of direct control for achieving
that end would have been invented. Thus, one certainly cannot
overlook the possibility that the Regulation Q ceilings now and for
some time to come may be the best insurance we have against worse
alternatives being devised for directing the allocation of credit.

Some Observation on the Thyift Institutions” “Problems”

The source of the cyclical difficultics of the savings und loan
associations, and to a lesser extent the mutual savings banks, is well
recognized and bardly needs repeating in detail here. Among the
major financial mstitutions, the thrift institutions by all odds have
the greatest disparity betwecen the average maturity of their
liabilities, largely deposits, and the average maturity of the invest-
ments, primarily mortgages. Thus, the responsiveness to interest rate
movements of their cost of funds is much faster than is their rate of
retuyn on investments. Consequently, swhen interest rates move
sharply higher, as they did almost continuously over the last half of
the 1960’s, the thrifl institutions are hard pressed to pay competitive
rates on deposits out of camings on investinents that reflect past
average mortgage rates rather thun the current rate.

The “problems” of the thrift institutions are cwrently almost
always described, as I bavc done, in the context of increasing interest
rates--perhaps because the current period of inflation and high rates
has been so long that it exceeds the rccall of most observers, and
particularly those who write for the financial press. I feel, thevefore,
compelled to point out thut there is an opposite side of the cycle in
which interest rates do in fact (all, resulting in “problems” for the
thrift nstitutions and the mortgage market of an entirely different
nature than those of the past five years.

The first half of the past decade provides a good case in point.
During thosc vyears of comparatively low intecrest rates, thrift
institutions enjoyed a clear competitive advantage over thase
institutions with shorter average portfolio maturity. The problem
with the thrift institutions and mortgage warket then was certainly
not lack of ability to compete for funds. They were, in fact, on
average paying deposit rates equal to or greater than those available
in the market on high grade corporate bonds. And, you may recall
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that in those days writers for the financial press, not to mention
move than a few economists, were competing for attention with cries
of alarm about the deteriorating quality of mortgage credit, the great
overbuilding in the housing industry, and the growing availability and
use of mortgage credit for nonhousing purposes. It is certamly true
that at the time, the deposit rates thrift institutions were ablc to
pay--and were paying--far exceeded that which they needed to pay in
order to mobilize the financial resources necded for adequate home
building.

The past decade, thevefore, divides about equatly between periods
of good and bad years for the thrilt institutions as far as relative
earnings power is concerned. Now, the point I would like to make is
that because ol this the boom and subsequent bust that occurred in
the mortgage market need not have been anything like as severe as it
was. The hcart of the problem was (and still is) not the cyclical
natute of the thrift institutions per se, but rather the failure of these
intermediarics and the relevant regulatory bodies 1o manage
themselves and the industry in an appropriately counter-cyclical
fashion. All that would have been necessary to achieve reasonable
stability in the thuft industry and the mortgage market over the past
decade was a policy of dividend stabilization somewhat along the
lines of that practiced by cyclical industrial corporations. Very
simmply, had the thrilt institutions paid out less than their earnings in
the 1960-65 period, and thereby accumulated substantial earned
reserves, they would have been able to consistently and quite legally
pay dividends well in excess of their portfolio canings during the
mtermittent tight money episodes of the succeeding half decade.
Such a procedure would have not only improved the thrift institu-
tions’ reative finuncial position in those more recent years, but also
would bave avoided the earlier excesses that contributed as much as
anything else to the mortgage market crunch and home building
collapse of 1966.

[ believe, therefore, that it s quite fair to argue that the problems
of the thrift institutions ultimately derive more from management
and regulatory shortcomings than from basic flaws in their concept.
And, while changing the concept to fit the way thrift institutions are
managed and regulated is one way to solve thenr difficultics, it does
seem to me that it ought to be more widely recognized that this is
precisely what most proposals in this area largely involve. At the
least, the fact that we do have the alternative of trying to do a better
job with the thrift institutions as they are presently constituted
justifies careful scrutiny of the structural reforms that are being
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proposed. Those reforms are by no means as essential as seems to be
commonly accepted.

Gewing Thrift nstitutions
Greater Balance Sheet Flexibility

As stressed at the outset, my case for keeping the authority to set
mterest rate ceilings on thrift deposits rests on the belief that the
institutional framework that has created the need for the ceilings is
likely to remain littlc changed over the [oresecable future. This is
cspecially trae in the case of the various proposals to increase the
balance sheet flexibility of the thrift insticutions—-proposals which I
largely support provided they are applied cautiously and with a view
to their effects in the mortgage market and elsewhere.

The speed of transition to a more diversified and hence financially
flexible thrift industry would, of cowrse, be limited by the
managerial resowrces in that industry. I have no idea how long it
would (ake those institutions to develop the nccessary expertise and
compclitive strength to carve out a significant share of, say, the
consumer credit market, but certainly the time frame would be
measured in terms of years-not months--even in the best of
circumstances. Moreover, in the financial cnvironment that now
scems to be emerging, the incentives to diversify are limited and the
speed of response to new borrowing and investment oppoytunities is
therefore likely to be lessened. Indeed, the structure of interest ratcs
in recent months has become increasingly favorable (o the process of
borrowing very short and Jending very long--a fact that would tend to
encourage thrift institutions to maintain the status quo rather than
taking advantage of new powers to diversify. It is not altogether
unlikely that we may now be moving into a period much like
1960-65 in which mortgage rates, because of their inherent
stickiness, offer a superior rate of return over almost all alternatives
of comparable risk. Moreover, because of the steeply increasing term
structure that appears to be emerging, the movement of thyift
mstitutions mto fonger-term sources of funds would increase their
average cost. Thus, at the moment at least, diversification on either
the asset or the liability side of the thrift institutions’ balance sheets
would involve heavy costs in the form of yeduced average rates of
return on the one hand, and higher total intevest payment obligations
on the other. The incentive for balance sheel diversification is
strongest when interest rates are under upward pressure and the term
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structure of interest rates is relatively flat, yet we seem to be moving
rapidly away from that situation.

Moreover, any move to achieve a more flexible balance sheet
position would need 1o be paralleled by other changes in the
financial system to avoid any severe dislocation in the flows of funds,
especially in the flow of home mortgage credit. Certainly, permitling
and encouraging the savings hanks and savings and loan associations
to diversify out of mortgages should be tied in with steps to improve
the flow of mortgage credit from other sources. That would,
however, involve making the mortgage a “better capital market
instrument,” and it is difficult to envision that being achieved on any
large scale in the foresceable future. The problems involved with
gaining simplified and uniform stare laws in this arca are sufficient
alone to guaruntee that progress on this front will be agonizingly
stow. Too, I suspect that public acceptance of a less divect relation-
ship between mortgage borrower and lender--an almost inevitable
outcome of creating an impersonal national mortgage market--will be
difficult to achieve.

Finally, while [ believe that changing the institutional framework
of the thnft industry and the mortgage market will in any event be a
slow process--requiring continued Regulation Q authority to protect
that segment of the financial markets if necessary against further
stress--it is also legitimate to raisc the question at this time as to
whether this is the appropriate moment to begin the change. The
nation’s housing problem has now reached near-crisis proportions,
and we might well be abandoning our existing private mortgage
finance system at the very time when finuncial conditions arc
emerging that make thart system capable of producing a massive shift
of funds mto the mortgage market. Certainly, the magnitude of the
housing problem makes it imperative that it be given lemporary
priority over the considerably less pressing consideration of the
“efficiency of the capital markets.”

The Variable Rate Mortgage

Since my defense of continued Regulation Q authority in the area
of small time and savings deposits rests on the argument that there is
no quick way out of the tight money problems of the thrift institu-
tions, I am compelled to address some comments to the variable rate
mortgage scheme. This means of injecting greater cyclical (exibility
into the portfolio carnings and, hence, the deposit-paying capabilities
of the thrift institutions has captured considerable interest. Un-
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deniably, its widespread application would quickly give the nonbank
savings institutions the effective equivalent of a very short average
portlolio maturity, thereby eliminating the lag between investment
earnings and deposit costs.

However, the development of this new type of mortgage instru-
ment has been slow, and I think for very good reasons indced.
Certainly, public acceptance has hardly been enthusiastic--though
there does not appear to have been any repetition recently of the
ncar-viots that greeted the ecarliest attempts to apply this
technique--and 1 suspect that the mortgage borrowing public will
continue to resist attempts by financial institutions to place the risk
of interest-ratc changes on their shoulders. I must also confless to
considerable sympathy with that resistance, since it secms to mc that
the risk-absorbing function should continue to rest with the financial
intermediary as a matter of economic principle.

Of coursc, many proponents of the variable rate mortgage argue
that the risk burden on borrowers could be cused by varying the
maturily of the mortgage to hold monthly payments constant.
However, that would lcave the cash flows to thrift institutions
unchanged, and in a world of symmetrical interestrate fluctuations
such a procedurc would, {from the standpoint of the mortgage lender,
average out to nothing more than a device For cyclically varying the
accounting allocation of cash flows between interest income and
repayment of principal. While I am somewhat sympathetic with such
a device for escaping the tyranny of accounting procedures, 1 would
prefer that it not involve such heavy potential costs to individual
mortgage borrowers. And, of course, my enthusiasim for this arrange-
ment is further fimjted by the {act that the carlier comments on the
cyclical problems of the thrift institutions could be crudcly
summarized with the statement: thrift institutions don’t need
variable rate mortgages; they only need to determine carnings
availablc to pay deposit interest as though they had then.

Morcover, | suspect that the thrift institutions themselves ave
about to discover that the variable-rate mortgage is no panacea for
their cyclical carnings problem. Their ability (o scll such debt
instruments is likely to be limited primarily to periods of tight credit
(and high interest rates) when mortgage borrowers arc in a weak
bargaining position. At times of ample mortgage credit availability
and stvong borrower bargaining powers, they may find it virtually
impossible to lend on variable-rate contracts if the typical home
buyer is as rational as I suspect he is. Therefore, the thrift institu-
tions that have been most aggressive in this type of lending are apt to
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find that they have indeed inereased the eyclical flexibility of their
earnings, but mostly on the downside.

Finally, T might note that management ol the variable-race
mortgage scheme involves some problems. The variable rate would
have to be adjusted in accordance with changes in short-term interest
rates, since as far as we know those are the most important rates
against which the thrilt institutions must compete in order to attract
funds. Two proposals that [ am aware of would in one casc gear the
mortgage rale to the Treasury bill rate and in the other to a measure
of the cost of funds in the deposit markets.! Such procedures, while
satisfactory on other grounds, would of course anchor the financial
fortunes ol a good scgment of (he public to changes in money
market conditions arising in part out of Tederal Reseyve and
Treasury debt management policies, with a fair potential Tor mischicl
as a result.

Finally, given the politics of home ownership in this country, [
would like Lo express my scvere doubts that a system of variable-rate
wortgages, if it ever affected a significant proportion of mortgage
borrowers, could survive a period of cxtvaordinarily high interest
rates in wnegulated form. For instance, bad the variable-rate
mortgage come mto widespread use during the 1960-65 period,
massive political pressures would no doubt have been generated in
later yecars to impose Jimits on the extent Lo which mortgage rates
could be raised. Indecd, I have the suspicion that any vanable-rate
mortgage scheme, once given widespread application, would
altimately become swrrounded by controls of a more severc nature
than Regulation Q. In that connection, 1 understand that a [ew states
have already imposed, or are considering imposing, severe consiraints
on the use of variable-rate mortgages.

Concluding Comments

In arguing for continuing authority to set maximum rates on the
small time and savings deposits ol commercial banks, savings
associations, and mutual savings banks, I have stressed that sve should

lMcssrs. Anderson and Eisenmenger, in another papes presented at tus conference, arguc
for the use of current market yields on fixed-interest mortgages as the proper guide for
sctting variable mortgage rates. Howcever, that approach seems clearly inappropriate since
the term srructure of interest rates does vary, and quite sharply. There is no {ixed relation-
ship between the going mortgage rate and the deposit rate nceded to atiract short-term
funds.
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approach financial change with great caution. I think this conser-
vative approach is fully warranted. The past years are full of
instances where scemingly minor tinkering with the financial system
gavce yise (o totally unforeseen developments of grecat magnitude. One
need only reflect on the cvents set in motion by the 1962 incrcase in
commercial bank time deposit rate cejlings or the later imposition of
the interest cqualization tax--actions taken largely out of narrow
balance-of-payments considerations-to refresh his memory on that
score. Another point that should be kept in mind is that the severe
problems of the thrift institutions in recent yeas veflected the
extreme financial situation that developed during the period. Perhaps
our (ime and energy would be better spent in improving our
cconontic policies to avord such financial storms than i trying to
make the thrift institutions more able to weather them.



The Role of

Government-Sponsored
Intermediaries

HARRY S. SCHWARTZ

Mortgage and housing market activity has been a matter of
national concern for several decades. As early as 1918, Congress
considered proposals for a credit facility to support the residential
mortgage market.! The creation, in 1932, of the Federal Home Loan
Bank System, consisting of 12 banks, was a direct outgrowth of one
ol the 1918 proposals. This sct ol institutions can be regwrded as the
tirst permanent Government-sponsored intermediary in the resi-
dential mortgage market,

The history of the other major intermediary, the Federal National
Mortgage Association, dates from 1934. Title 111 of the National
Housing Act, June 1934, provided for the establishment of national
mortgage associations to support the market for FHA-insured
mortgages. The fist, and so far (he only mortgage association,
created pursnant to (his legislation came into being in Febuary 1938
as a subsidiary of the Reconstruction Finance Gorporation. Thyough
a sarics of legislulive changes, the Federal National Mortgage Associ-
ation evolved into a privately-owned, Govermment-regulated, second-
ary market flacility for Government insured or guaranteed mori-
gages.?

Sce testimony in Hearings before Senate Subcommilree on Ranking und Currency ye S,
2059, 72nd Congress, Ist Session, 1981, p. 613.

2 . . e
Onc may also call attention to the Government National Mortgage Association and the

Farmers Home Administration which make contributions to residential morigage market
activity. The ensuing discussion, however, deals with the first two entities.

“This puper represents the persona) views of (he writer and docs not reflect the position
of the Federal National Mortgage Association.

Mr. Schwartz is Vice President and Economisi, Federal National Mortgage Association,
Washington, D.C.
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The function of thesc intermediarics reflects two Important
chavacteristics of the mortgage market. To a large cxtent morigages
are a residual investment for a number of lenders-—-insurance
companies, commeycial banks, and, to a degree, mutual savings
banks. The sccond charvacteristic is that the llow of savings to
commercial banks, nutual savings banks, and savings and loan
associations has proven quite sensitive to fluctuations in market
interest rates, the savings flows rising when market interest rates are
declining and falling when market interest rates ave vising.3 The net
cffect on the availability of mortgage moncy of changing credit
conditions, consequently, is greatly amplificd in comparison with the
economy as a whole. The discussion which f(ollows traces the
development of these institulions, examines the goals which they
pursue, and reviews some ol the issues that they have raised.

The Federal Home Loan Bank System

The legistative history of the Federal Home Loan Bank System,
while Jacking specific standards, does outline in rather gencral terms
the goals that Congress had in mind.* The languagc of the House
Committce Report is fairly extensive, but the broad intent 1is
mirrored in the following precis.

Onc can distinguish the desire for a mechanism Lo equilibrate the
supply of mortgage lunds in rclation to demand regionally. The
eradication of geographic bayriers or frictions 1o flows of funds is an
end long honored in cconomics, and the foundevs of the System
deserve high marks for their adherence to this cardinal principle. In
fact, the Federal Home Loan Bank Board, as the governing hody of
the System and other regulatory mechanisms has performed admi-
rably in trying to achicve this goal. Thal it may not have succeeded
completely, that is intevest rates on mortgages are nol everywhere
uniform, is not an indictment. Flows, and rathcr large ones at that,
have been gencrated which otherwise would probably not have

2

“Note should be taken of the fact that policy loans at life insurance companies increase
substantially when market interest rates rise introducing an impact on life insurance com-
panies nol unlike that affecting thyift institutions but 10 a Jesser degree,

4chor[ No. 1418, Housc of Repsesentatives, 720d Congress, Ist Session, May 1932, pp.
10 et seq.
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occurred. Beyond these brief observations, this goal need not detain
us further, except to note that more work could be done in this area
and, although desivable, an improved inter-regional flow may not be
as urgent a matter as the other goals.

There was also evident a desire to create a credit rescrvoir to
buttress the lending capabilities of thrift institutions and to provide
them with a short-term cash fTow adjustment mechanism.

Most immportant, however, was the explicit statement that supply
of mortgage credit should be vegulated so as to avoid building booms
and to support normal construction overtime, This is the buffer or
contra-cyclical device reinforced by an injunction to prevent cxcesses
in residential construction activity. It is this function which would
appear most important to maintaining an adequate volume of
morigage credit, and it is this phase of the FHLB’s activity that has
been at the center of many episodes of criticism and debate.

‘ During the 1930’ the FHLB’s provided advances which accounted
‘ior _fl'on.] 5 to 8 percent of the mortgage loans outstanding at member
msututions, but on a marginal basis, supplied as much as 16 percent
of the net increase in mortgage portlolio in given years. After an
early postwar pecuk activity in 1950, both ratios declined rather
sharply into the mid-sixties reflecting growth in savings which [ar
exceeded a strong secular rise in advances outstanding,

How did advances behave in relation (o the standards discussed
carlier of acting as a contri-cyclical force to purely private sources of
mortgages and as a device for protecting the soundness of credit in
the mortgage market? Prior (o 1966, advances moved with no
strongly discernible pattern, and to the extent any pattern existed it
tended to be procyclical and scemingly perversely so at times. A
correlation of changes in advances and mortgages flows reveals a
sx_mll positive coefficient of correlation with an R2 of less than .12.
Slm_ilar results are evident {or correlation with housing starts. While
no 1mportant relationship is supported by the correlation between
advances and the need for mortgage funds, a tendency for advances
to parallel the availablity from other sources is apparent.

An earlier study of the FHLB’s described the System as furnishing
accommodation for members, or as a lender of first resort.? To some
extent, this was unavoidable because the FHLB's extend credit for

5. w
Emest Block, “The Federal Home Yoan Bank System," in Federal Credit Agencies,
GMC, Prentice-Haly, 1963, pp, 160-1,
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balancing day to day as well as more fundamental disequilibria. But
the absence of any clearly wrticulated policy other than to protect
the creditor position of the FHLB’s, a practice of keeping advance
rates as low as possible, and liberal repayment and renewal provisions
placed the decision-making process in the hands of the borrowing
members withourt any significant explicit review by the FHILB's.

Two Attempts at Reslriction

There were only (wo attempts ar any restriction. The {irst was
during the Korcan War and amounted to little more than changing
the upper Ihnits for advances to expand mortgage portfolios 1o an
imconsequential degree. A brief period of restriction in 1955, an-
nounced in a style that appeared very {orceful. induced a great deal
ol industry criticism of the Federal Home Loan Bank Board and
many suggestions for reform, bur produced only a slight moderation
in the growth W advances. Block discusses this cpisode in some
detail® and argues, but from annual rather than monthly data, that
the restriction had no effect.

On the whole Block’s description ol the operation ol credit policy
of this Govemment-sponsored intermediary is well taken. Morve
importwnt than the general accommodative posture was the cocylical
variation in advances, particularly in the carly 1960%s. To an impor-
tant extent this accommodative posture was reinforced by a desire to
stimulate the economy and to use housing for that purpose.’
Appropos of the 1962 experience the Board wrote:

The evenis of 1962 also pointid up the dval role of the Federal Home Loan Bank
System. On Ihc one hang, advances by the Federal Home Loan Banks are
designed to permit members to mect expanding damand not matched by savings
inflow. At the same Umne, the Board and the severnl Banks have a responsibility
for the soundness of credit and the argument coutd be rade that credit should be
restricted. The obvious conflict of the lwo goals in circumstances such as those in
1962 made the role of the Board difficult. While (lic Board did (ake steps to
protect the soundsiess of credit, it did not take any direct action through (he
advance mcchanisin o restrasn credit levels. The needs of (he cconomy appeared
to cleasly exceed any ymminent threat to credil quality and tipped the scale jn
favor of continuing existing practices during 1962.8

GI brd

7Fcr>nmm'4_ Report of the President, January, 1963, p. 49,

B/Inmml Repore, Federal Home Loan Bank Board, 1962, p. 6.
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[t would appear that somc recognition of the contra-cyclical role
of the System in relation to the mortgage market had developed.
But, unlike Saturday’s child, the Board and others still had much
wisdom to acquire. The following table illustrates the point.

FLOWS OF RESIDENTIAL MORTGAGE FUNDS
1960 — 1965
(FIGURES IN BILLIONS OF DOLLARS)

1860 1961 1962 1963 1964 1985

Home mortgages 10,4 11.7 13,5 15.7 15.4 16.4
Multifamily mortgages 1.7 2.6 2.8 3.2 4,6 3.6
Total 12.1 14.3 16.3 18.9 19.9 19.0
Less FNMA 9 . - -8 =1 i

FHLB's -2 7 8 1.3 B 7
Net flow private 11.4 13,6 15.5 18.4 19,6 17.8

Between 1960 and 1963 flows of mortgage funds to the residential
market from wnon-Government intermediaries increased over G0
percent (55 percent for home mortgages alone). In the same interval,
howecver, advances from the FHLB's rose from minus $.2 billion to
$1.3 billion. This increase reflected not only the factors already
mentioned but also the use of advances by somc associations to
accelerate the growth of book carnings so they could compete more
vigorously for savings. The resulting growth, however, created
problems for some of these associations because of the high risk
accepted, in order to convert funds into earning asscts. This occurred
in the face of rising vacancies and sharply increased forcclosure rates.
Grebley and Doyel have observed that:

On (he whole, then, it appears that the bank System from 1961 to 1965 supplied
resources in amounts not consistent with the relatively casy conditions in
financial markets, with the ample flow of savings into member institutions, and
with the Funds available from lenders for mortgage investment and housing
construction.?

9 - .
Leo Grebler and Tom Dayel, “'Study of 1966 Expericnce,” in A Study of the Fediral
Home Louwn Bank System, G.P.0O, 1970, p. 1853.
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The Grebler-Doyel conclusion, while valid in the main, is some-
what too sweeping. It does not allow for the restrictive steps taken
by the Board beginning in Jate 1963, on an informal basis, and put
into cffect in formal terms in late 1964.10 The restrictions were
based largely on the quality of credit vecords ot individual institu-
tions but did have the effect of reducing the increase in advances
substantially from the 1963 level and did impart some contra-cyclical
aspect to track advances followed, although it did not [ully respond
to the type of criticism made by Grebler-Doyel.

Morc controversial than the 1963-64 action was a program insti-
tuted in April 1965 which restricted the borrowing rights of those
institutions increasing dividend vrates. 1f the institutions had a
superior lending record, operated in the housing market with an
average or lower rate of {oreclosurces, and had to raise dividends to
maintain ua reasonable {low of [unds, the rvestriction was climinated.
The procedurc was quite complex and is discussed in the Board’s
Annual Report for 1965.'1 The essence of this program was to
protect the quality of credit which had deteriorated sharply al some
institutions which were large users of advances md aggressive in their
competition for savings. At the same time, the policy recognized the
need to limit injections of funds by the FHLB’s because of the flows
of funds from other sources.

Controversy raged about this program because the entry point for
restriction was dividend-rate policy and becausc its adoption was
aimed al institutions with aggressive dividend rate practices. Critics
focused on the dividend rate charges as a trigger and argued that it
constituted an interference with marvket forces. They discounted the
intent to protect the soundness of credit or to achieve a
contra-cyclical effect.

The one clement of this program which could be criticized is that
it was kept in effect too long, the entire first half of 1966. But part
of the reason for keeping it in ctfect beyond the opening months of
1966 was that some of its more adamant critics in 1965 argued in the
second quarter of 1966 that its elimination could result in a savings
rate war!

From the 1965 restriction program, the Board was plunged into
the debacle of 1966 occasioned by the higher rate ceilings made

lo/lnmm! Report, 1964, Fedeval [lome Loan Bank Board, pp. 17-19.

M b, 50-54,
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cffective for commercial banks in Decemiber 1965. The consequent
competition from banks for savings grew apace and became par-
ticularly severe beginning in March. As [or advances, they incrcased
at an anual rate exceeding 84 billion in the fivst quarter.

Forces Hampering Expunsion

Had this pace been maintained throughout 1966, or at least
through September, the Systern would have cstablished an enviable
rcecord in support of the mortgage market. Three forces, however,
hampercd continuance of this policy. First, the liquidity reserves of
the FHLB’s, which had been clearly ample for any previous emer-
gency and had cven been criticized as being too large, appeared
imadequate for the drain which seemed in prospecet; second, the
massive uncertainty and the need to have a strong liquidity pool (o
meet advances for savings withdrawal induced caution; third, the
FHLB's had a debt maturity structurve so short and so crowded that
it impeded raising as much new money as would have been desirable.

The restriction imposed in April 1966 resulted in somc slowing in
advances, but from March through July advances continued to rise at
a §3 billion amual rate, but then proceeded to decline slowly, at
abour $800 million annual ratc, through October, and fell shavply in
the closing months of the year, at about a $3 billion annual rate. The
latter development was not a choice by the Board and was in con-
tradiction to its intent. 1t rveflected, instead, a pattern that associ-
ations had followed beforc--a sharp reduction in commitments when
savings flows decline so that a savings flow recovery results in a
repayment ol advances [or a time. The same phenomenon appeared
m April 1970 when advances dropped at an annual rate of over $7
billion and only a subsidy program to induce members to rctain
advances avoided massive repayments.

The decline in advances into 1967 has also been a question
rclevant to the development of this intermediary. The decline was
contra-cyclical in relation to (lows of funds [rom other lenders,
housing starts did risc very rapidly, mortgage money availability was
ample enough to quench the thirst of the most vocal lobbyist for
ampile housing credit, and FNMA’s mortgage purchase pattern
paralleled the course of FHLB advances quite closely. Given the
massive Intcrruption (o the mortgage commitment level and
vesidential construction in process during 1966, the decline in FITLB
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advances and FNMA purchases seems to have been inevitable. The
Grebler-Doyel argument that the System faited Lo prime the pump in
1967 and that the repayments of advances reflected only the tighter
quality of credit policy!2 seems to be off the mark. This 1s par-
ticularly so since repayment of advances was as prevalent among
borrowing members not affected by the tighter standards as it was
among those of lesser credit worthiness.

FHLBB's Primary Role to Stabilize Mortgage Markels

What emerged from the experience of the 1960’s was a strong
recognition by the Board that its primary role was sector stubility,
with mortgage credit soundness a very closc sccond. This passage
from an accommodative, procyclical lender, with occasional dabbling
in general stabilization, to a lorce [or stabilizing the mortgage m-ar.lcet
is clearly stated in the Board’s Annual Report for 1967.13 Similar
statements were made iy a number of speeches by Board members,
particularly former Chairmay Jobn Horne,

That the lessons had found their mark is evident from the lavge
liquidity poal accumulated at the end of 1968; the advice to
memhbers to count upon prospective advances in making com-
mitments; and the events of 1969, In hat year, the FHLB's extended
84 billion in credit to the mortgage market and supported over 40
percent of members’ increases in mortgage portfolios. A corrcla_tipn
test for January 1966 through April 1970 shows a still positive
correlation coellicient, bul onc closc to zero for which the R2 value
is .06. In effect, the cocyclical pattern had almost been climinated.
Examination of a monthly chart reveals substantial contra-cyclical
movement in critical periods. The statements of the new Board, since
carly 1969, veveal a continuing contra-cyclical propensity. Itis from
the posture of recent years that this mechanism needs to be con-
sidered.

The Development of FNM:i

The development of FNMA [followed a less [ortuitous and more
consistent role in terms of the objectives of acting as a buffer for the

! zo/).cil. pp. 133G-38,

1350 50-52.
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mortgage market. From 1954 through 1965, there were numbers of
periods when its performance was clearly contra-cyclical. Two types
of difficulties arc apparent if one inspects a chart,

First, is a purely arithmetic problemn. Once the net inercases in
portfolio reach a particularly low or high level, they tend to change
more slowly than mortgage flows. This veflects, in part, the fact that
FNMA has deadt only with Government-backed mortgages, thus
limiting its scope Lo an important degree. It also vellects a varicly of
other Irictions whijch are also part of the next problem.

Second, for most of its history so far, that is prior to October
1968, FNMA had either an indirect or a direct effect on the Federal
budget. Thus, a chart would revea a few cocyclical movements,
veflecting restraints imposed by the Bureau of the Budget in cfforts
to protect the fiscal program of the Government. This, of course,
interfered with FNMA's explicit vesponsibility to support the
mortgage market.

However, in contra-distinction to the FHLR’s, there has becn
much less uncertainty about FNMA’s role within the organizalion
isell.

FNMA’s role in the mortgage market is clearly consistent with
scctox stability oy veallocation of open market credit to the mortgage
market. From Janvary 1955 through April 1968, the month before
FN_M‘A adopled its present lorward commitment process, FNMA’s
activity produced a small negative coefficient of correlation in
relation to flows of mortgage funds from other lenders, reflecting, in
large part, constraints imposed by the Federal budgctary process.
Although near zero, the coeflicient of correlation was minus as was
the coelficient of regression. An examination of a charl of monthly
data will show sub-periods in which conlru-cyclical activity, in
relation to other lenders, was much stronger than the correlation
itsell suggests. This is particularly so for the years from 1961 through
1964 when the FHLB’s were strongly pro-cyclical a large part of the
thne,

Since May 1968 FNMA’s contra-cyclical rolc has been much
clearer and statistically more significant. The cocfficient of cor-
relation is minus .87 and the coefficeint of regression with mortgage
flows, as the independent variable, is minus .36. The markedly
improved cvidence of contra-cyclical activity between the two time
periods reflects two developments.
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First, FNMA became a private corporation on September 30,
1968, thereby gaiming cxclusions from Federal budgetary processes.
This meant that the restraints on its borrowing of funds were its own
net worth, its borrowing vatio, and such limitations as the Scerciary
of Housing and Urban Development might find appropriate. As
matters developed, the Sceretary has seen Jit fo authorize FNMA to
take a strong position in support of the morgage market, At limes in
1969, TNMA was committing at an amual rate of over §10 billion a
year. Its net purchases were $3.8 billion and its gross acquisitions
$4+.3 billion.

Sccond, in May 1968, FNMA adopted « [orward commitment
program in contria-distinction to its prior over-the-countey program.
Even the over-the-counter program had a mild forward component
since the contract allowed 45 days (or delivery and occasionally 90
days. In addition, standby commitments were made [or periods of 12
months but i relatively minor volume. The new commitment
process, subject 1o an auction procedure, offers commitments {or as
long as 18 manths and there is a weekly o1 bisweekly announcement
of the amount of lunds available. A majority of commitments, 60
percent, have been in the six-month category and the one-year and
over group has averaged about 24 pevcent. Thus, the uncertainties ol
the over-the-counter program have been chmmated, and with sub-
stantial Torward commitiments in hand, loan originators have not
tended to cut back on lending as they often did prior to 1968.

importance of FNMA Lo Mortgage Market

The importance of FNMA to the mortgage mayket has varied over
the years. From 1955 through 1959 FNMA’s purchases were nevey
over 11.5 percent of total home mortgages (i.e. one-to-fowr [amily)
and 30 percent of the FHA volume. In 1958, FNMA actually sup-
plied mortgages rather than funds and did so again from 1961
through 1964. In 1966, FNMA accounted for more than 60 percent
of the volume of FITA-VA home mortgages, ind 18 percent of all
home mortgages. In 1968, as the mavket for FHA-VA morigages
came under pressure, FNMA took 42 percent of the rising volume of
such mortgages. [n 1969, FNMA took 60 percent ol this group and
24 pereent of all home mortgages, and in the fourth quarter ol the
year the vatio to all home mortgages was 50 percent and held at that
level in (be livst quarter of 1970.
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The size and importance of FNMA as a stabilizing force is
apparent from these numbers. It is also important to recognize that
origim_llors ol morigages arc reluctant sellers to FNMA. Tt cLl)m'qcs for
f:omnntmcnts, requives stock purchases and stock rctcnlio;\, and
imposes .olher costs that lead mortgage bankers in particular Lo prcley
deposil mstitutions or inswrance companies as outlets, Thus, FNMA
received offers to scll only as other lenders reduced forward com-
mitments, and currently receives offers for commianents in similar
environments. 1t is important to bear in mind that FNMA docs not
play an important role until others depart ov indicate thedr intention
to depart from the mortgage market. '

Some Issues

Can these two intermediaries, which Joindy raised §7.2 billion in
ceredic markets or about 8 percent of total funds raised or about 2.5
percent of capital market and commercial paper [lows i 1969,
negate the cffect of monctary and fisca policy? An oversimplificd
set of assumptions would hold that monetary policy scts the overall
volume of available credit or loanuable funds and various competing
entitics determine its distribution among sectors. With a prca-
deternuncd, fixed supply of loanable funds these institutions merely
act as reallocative mechanisms and have no cffect in ncqntin;
monetary policy. This answer somchow scems 1oo pat. T

Anple evidence is available that loanable funds are (0 a deerce a
function of interest rate levels although the volume of liquidi tvotcn(ls
o be dominant. Economic wnits have the option of holding /money
or sceurities and shifts can and do occur between the t\-vo.o\-\’imcss
.thc fact that the income velocity of money has risen [rom about two
1946 to almost five currently. The path has not been entirvely
smooth, with significantly sizeable fuctuations from year to year
positively correlated in direction with interest race changes. The
argument could be made, thercfore, that an avid issuer of securities
could entice loanable funds from the stock of liquidity held by
economic units thereby raising the velocity of money and offsclting
monetayy policy.

IT the two intermediarics under discussion here are (o have such a
conscquence then three other conditions must pertain, First, they
nced to be of suflficient size to have a substantial impact. Sceond, the
clasticity of the supply of loanable funds must be such that increascs
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in credit demand induce increases in the supply of loanable funds
which are significant. Third, we nced to be certain that the absence
of the FHLB’s and FNMA from the fray would not result in other
security issuers replacing them.

Importance of Intermediaries

As for the size of these intermediaries in relation to the total
credit and equity volume, they bave not been important, except in
two critical years. Their only ycar of really substantial size was 1969.
Does an 8 percent addition to flows constitute a critical margin?
Certainly, il the tolal credit raised bad been 8 percent less, then
spending would have been lower, all other forces remaining un-
changed. How much lower is an open and perhaps unanswerable
question, [t would appear, howevey, that a veduction v spending of
$8.2 Dbillion expunded by some investment multiplier could have
been recorded.

Second, the interest clasticity of loanable funds, with mterest rates
rising as credit demand increases, iust be greater than zevo and close
to wnity through the entire range of the supply curve for loanable
funds., Jn effect, a risc in credit demand induces an increase in
interest vates which causes a shift by economic units from idle
balances to sccurities almost equal to the increase in credit demand.

While supply curves lor lomnable funds may have substantial
clasticity at low intercst rates, the elasticity declines as interest rates
rise. The supply curve approaches a ncar zero clasticity as interest
vates reach incrcasingly higher levels. The maore inelastic the supply
curve, the less will be the effect of an nerease in the quantity of
credit demanded on the guantity supplied. Yet, the proposition
under discussion argues that elasticity of credit supply is large
enongh Lo negate monctary restraint.

This would be a sivange world, indeed. For no matier what
monctary policy turned out to be, increases in credit demand would
attract sulficient supply until interest rates were so bigh and liquidity
so thin that the supply of wedit and, thercfore, investment would
shrink sharply.

[n fact, the evidence denics this kind of a world. Funds raised in
credit markets tend (o be greater, under the circumstances of recent
decades. when monctary policy is relatively casy rather (han when it



30 HOUSING and MONETARY POLICY

is tight. The years 1966 and 1969 arc characterized by reduced
rather than increased credit availability; that is, restriction in the
growth of money can offset any observable interest clasticity in the
supply ol loanable funds. The assumption that thesc institutions

negatc monetary policy seems unsustainable, although they may
complicate the process.

As for the third point, the refreat of these institutions from the
market may not solve the problem, Other borrowers may appear to
take their place. One of the veasons given for the [ailure of bond
yields to decline substantially so far this year is the entry of bor-
rowers who had been waiting for a better market, If others do enter
to take the place of these intermecdiaries, the reduction in credit
demand could be zero or some number not importantly greater than
zevo. For example, in 1966, these intermediaries took less than 5
percent of the funds raised in credit and equity markets. Alihough
interest rates were lower than in 1969, many of the characteristics of
1969 were evident that year. But the decline in total funds raised was
less than 3 percent in 1966 compared with alinost 8 percent in 1969.

There are those who argue that these intermediaries may indeed
not have an important effect on the total amount of eredit raised,
but that their realiocation of funds tends to hurt the economy. This,
1t 15 said, results from a restraint on business capital spending as
credit is diverted to the housing market. To the extent that such a
diversion takes place, it may be destvable rather than damaging.
Business overspending on capital in boom periods is endemic. At the
same thme, the restriction of housing in such periods often Icads o
shortages. These intermediaries may, although quite fortuitously,
prevent misallocation of resources.

Insofar as fiscal policy is concemed, the issuc is one of delinition
and relevance. The Federal budget can be delined to include or
exclude a significant variety of activities. In addition, the financing
by sponsorcd agencies or Government agencies will, if Jarge, always
have a market mmpact. The issue of where to draw the line around
Government expenditures is beyond the scope of this paper. What is
significant is how one views the budgetary position of the Govern-
ment. If the view is taken that fiscal policy should bring balance to
the overall demuand and supply for goods and services or to the
overall demand lor invesiment in velation to savings, then the budget
is to be used as a counterweight to the private scctor, however de-
fined. The need for a deficit or swiplus would be based on what the

|
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analysis of the relevant demand-supply relationship revealcé..'[.‘hc
degree of surplus or deficit would be related to }hcl budget definition
employed, and the more that one includes within l.hc budget li?c
smaller might be the needed deficit or surplus 1o ac_hxcve balance in
the appropriate demand-supply relzuionship._ Selecting onc or more
agencies, hecause of Government sponsorship, as -ihc critical focus
can be misleading. Any imbalance may be in dirccl Governmem
expenditures and related revenue oy in the private sector. 1f the vole
of the agencies is emphasized to the exclusion of other sectory of the
economy, then the real problem can be hidden from view.

Another hypothesis which has been put forward recently appcars
to be the converse of the Jirst line of reasoning. Tt argues that these
intermediavics absorb savings that would otherwise be plz\FEd with
thrift institutions. By so doing, the argument holds, there 1s no net
gain for the morigage market. .

The key assumption here is that the supply of loanable fm:1ds i
inclastic, Furthermore, it assumes that only the issues of these nter-
mediaries atiract savings away [rom thyift institutions. It also holds
that thrilt institutions have a propensity for mortgage investments
approaching unity in relation to savings Nows.

We can pass the assumption that the supply of lozm-.\.b!(: hfuds_has
a zero clasticity. Previous comments suggest the elasticity s ot_hc.r
than zevo, and proponents of the hypothesis may argue that this 1s
not part of their position.

The second assumption can be rebutted on l.hc i_)nsi§ of‘cxpe.ricncc
in other tight money episodes. Flows to theift institutions in the
1956-57 period averaged slightly less than in 1955 in contrast (o
substantial increases in earlier years. The amount of funds rmsqd l.)y
the two mtermediaries averaged less than 2 percent of a_ll funds
yaised, and residential mortgage flows declined substantially. In
1959, these intermediaries took about 3.25 percent of all funds
raised; savings flows declined 10 percent; rcsiden.t\al mortgage cr<_:chl
actually incrcased. The 1966 cxpcrienc.c is morc revealing.
Federally-sponsorcd intermediarics absorbed just under 5 percent f’f
toral funds raised; savings [(lows declined 50 percent; residential
mortgage flows declined 30 pereent.

What these figures demonstrate is that flows to t.hrill institut.ions
are adversely affected even when the intermediaries ave relatively
minor forces in the market. There scems to be only o m.o(lcsl re‘laA
tionship between savings [lows and intermediary ncl’l\-’i'lyA For
example, in 1969, the Government-sponsorcd intermediarics 1ook
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about 8 percent of all funds raised and savings flows to thrift
institutions declined about 40 percent. Yet, in 1966, these [ows
dropped 50 percent, cven though the intermediarics were much less
active. Even more important is the fact that in 1969 residential
mortgage volume (both home and multi-family) increased over 6
peveent against a decline of 30 percent in 1966.

The hypothesis (ails on several grounds: fivst, the absence of
signficant correlation between the taking of funds by the FHLB's
and FNMA and savings flows; sccond, these intermediaries supply
morc funds to the mortgage market than they altegedly tuke from
savers of thuift institutions. The 1969 data shows that households
acquired 35.3 billion in agency issues out ol §9.1 billion issued by
non-budget agencies. Assuming that the $5.3 billion is accurate and
all of it vepresented a dyain on dhrift institutions, the investment in
these securities {or houscholds accounts for only 58 percent of the
funds raised by the intermediarics. Third, agency sccurities are not
the only vehicle for household investment. Houscholds acquired $8.5
billion in divect Government obligations in 1969. This is reinforced
by the fact that houscholds also acquived $8.7 billion in debt obliga-
tions of stute and local governments and corporations. Thus, agency
sccuritics are not the only competitors of thrift institutions. Finally,
the much greater scability of the mortgage market in 1969 than in
1966 can be attvibuted divectly to the elforts of these intermediavies,

The hypothesis can be restated in (erms (hat hold these inter-
mediavies yesponsible for increasing interest rates Just enough to
cause a reduced (low of savings o thuift institutions. It would be
disingenious to arguc that these intermediavies have no cffect on
interest rates. However, even il onc asswmes that their withdrawal
fmm the market would not be offset by other issuers, the impact on
mterest rates would probably not be enough to stop drains at thrift
mstitutions. As evidence, one can hark back to 1966 or even to the
massive purchases by households of other sccurities in 1969.

The principle, perhaps, is move sharply brought into focus by the
events since February when savings (lows (o thrift inscitutions have
improved very substantially even though the two Govern-
ment-sponsored intexmediaries have remained active in the credit
markets. What this suggests is that the aggregate of all eredit demand,
the supply of loanable funds, wmonetary policy, and even expecta-
tions have to be taken into account in evaluating intervest rate
changes. Focusing on just these intermediavies can lead to sccimingly
logical but exroncous conclusions.

|
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The hypothesis that these intermediaries are 2 dominant factor in
causing savings drain may appear to be a purcly «d hominem
argament. o mitigation, bowever, it should be recognized that
continued expansion of the relative size of these intermediarics could
have a greater impact on credit and savings markets than has so far
been apparent. 1t should not be concluded that, since an 8 percent
sharc in funds raised has caused little difficully, there is no upper
limit to the atnount ol lunds these intermediaries can (ake. [t may
not be possible to specify such a imit and there probubly is no fixcd
threshold, However, the more these intermediavies attempt to take
from the market the greater the likelihood that they could have some
adverse eflects on thehr own objectives.,

This last observation brings us to the crux of the question about
the function these micrmediaries seyve and what we should expect of
them.

The desire to use the mechanisms as tools for general cconomic
stabilization has alveady been wmentioned. There is no necessary
coincidence between a need lor gencral economic stimulation and a
need for supplementing flows to the mortgage marke(, nor is therc
any coincidence between the nced Lo restrain economic activity and
limi( activity in the mortgage market. In Tact, the proper strategy
may be the other way around.

In many periods of cconomic slack, the mortgage market may be
amply supplicd with funds. Indeed, there may bhe periods ol gencral
economic slack in which the housing stock is adequate or in surplus.
General economic conditions and economic conditions by sector
may not be and have not been in phase lor all scctors at all times.

Conversely, general restraint wmay not necessarily indicate that
instrumentalities designed 1o assist the housing market should reduce
or limit their activity. The record demonsivates rather cleavly that
gencral credit vestraint has a more than proportionate impact on
housing and a less than proportionate impact on business invesunent.
Thus, il housing supply 1s in balance or especially if it is in short
supply, these instrumentalitics should act to offsct that stringency.
Any [unds attracted away from business investiment may amcliorate
the chronie tendency for business to overdo capital spending. The
role of these mtermediaries has to be judged on an ad hoc hasis given
the conjunction ol fuctors m any given cyclical setting.

Nor is it wise to regard credit as the sole and mdispensable cure for
cach and cvery malaise. One of the purticipants in Federal Home
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Loan Bank System policy formation in the late 1930°s retated the
efforts of that instrumentality to stimulate housing activily by urging
member institutions to take advances and pursuc mortgage loans
more aggressively. This presumed an underlying demand for housing
which could not be expressed solely because of the lack of credit.
Yet, that was a period when income and cxpectations about income
were the major restraints on housing activity. Iixpanding an ulready
adequate credit supply in order 1o reduce mortgage interest rates
slightly more seems a vather remote and ineffective way (o try Lo
offset depressed income and expectations.

Finally, it is well to look at these intermediaries and their futuve
potential il the notion that they are designed to provide stability to
the mortgage market is accepted and the record of 1969 is examined,
the conclusion may be that the magic wand is now in hand wnd no
{further thought needs to be given to the subject.

Fundamentally, these two entities provide tactical tools for
dealing with wmortgage market problems. ‘They are wmeans for
reallocating the volume of savings and such liquidity in being that
can bc attracted to securities, These entities do not creatc money or
even savings. As the London Economist pointed out in its January
31, 1970 issue, “It is the shortage of money which pushes out
(mortgage) borrowers.” There is the crux of the issue-moncy, used
in the sense of total credit availability.

The mortgage market needs the assistance of these intermediaries
when the demand for credit is outrunning supply. Obviously, they
can‘provide some corection for Lhis imbalance, but one should not
conclude that this process can be maintained indelinitely. If the
savings-investment equation tends to be overbalanced on the invest-
ment side, then interest rates must risc with all (hc apparent conse-
quences for the mortgage market, What is more, general economic
policy which permits this tendency toward imbalance to become
cumulative could defeat the efforts of these intermediaries.

While mortgage activity was well maintained i 1969, the volume
of funds supplicd by sources other than the two intermediaries [ell
by more than 50 percent between the lourth quarter of 1968 and
that of 1969. To maintain a continuing demand for advances by
mcmber nstitutions, the Federal Home Loan Bank Board had to
mstitute a subsidy. Had savings flows continued to fall, the ability of
the intermediaries to further expand their assistance would have been
scvercly tested, particularly since the market for agency sccurivies
would have been less and less favorable.
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As a swmmary obscrvation, the potential of these imtcrmediarics
has to be kept in perspective. The flow of mortgage funds through
certain private lenders being a residual moving inverscly ta gcncral
credit conditions, the Government-sponsored intermediarics are
necded most in tight money periods. That they can make u sub-
stantial contribution to mortgage market stability is evident from the
1969 experience. It is important to avoid the conclusion that they
can deal successfully with all degrees of stringency no matter h{)W
long or short their duration. These instrumentalities provide us with
tactical tools for combating relatively brief episodces of severe credit
market imbalance, or the need for a continuing moderate supplement
to move traditional sources of funds. Continuing imbalance of in-
creasing scverity could offset their effectiveness. Economi§ policy-
makers should not assume that a tactical tool can subslitute for
appropriate strategic decisions. The crux ol the .problem is restoring
or mainlaining a savings-investment balance at interest levcls which
avoid massive diversion of funds from the mortgage market. This
requires above all an appropriate fiscal policy wl)ich. avolds l"ear‘of
rapid inflation ov induccs expectations of cver vapidly expanding
demand for capital goods.



The Role of

Government Intermediaries

WARREN L. SMITH

~ The most striking development in the residential moytgage market
in recent years has been the massive support provided divectly or
indivectly by governmental or quasi-governmental agencies. Table I
shows the net increases in vesidential mortgage debt and the portion
accountcd for by (a) net acquisitions of residential mortgages by the
Federal Government (largely GNMA and its predecessor, the special
assistance and management and liquidating functions of old FNMA)
and by FNMA, and (b) the change in advances by (he Federal Home
Loan Banks (o savings and loan associations. Over the four and one
hall year period from the beginning of 1966 1o mid-1970, Federal
support, defined as the increase in mortgage holdings of the Federal
Government and FNMA plus the increase in FHIB advances,
amounted to 26.1 percent of the total increase in resicdential
mortgage debt. In the latest year and a half--from the beginning of
1969 through the fivst hall of 1970--Federal support amounted to
47.1 percent of the increase in mortgage debt. The recent volume of
Federal support is much greater than was forthcoming in carlier
years; {rom 1954 (hrough 1965, Federal support averaged only 5.5
percent of the tolal increase in residential mortgage debl and in only
Lwo years did it exceed 10 percent.!

There can he no doubt that a portion of this exeptionally high
level of Federal support for the mortgage market in the last few years
can be attribuled 1o a desive to offsel a part of the disproportionate
inpact of restrictive monctary policy on the housing scctor, At the
sime Lime, however, [ believe a substantial part of it can be attri-
buted to a change in the importance attached to housing among our
national gouls and to changes in the structare and functioning of the
morlgage market, the full implications of which we have not yet
scen. In this paper, 1 shall fivst attempt to skctch the structural
changes in the mortgage market as they relate to the establishinent of
a greater role for governmental or quasi-governmental intermediaries,

1
These two years were 1957 (13.2 percent) and 1959 (18.0 pereent).
Mr. Smith js Professor of Economics, University of Michigan, Ann Arbor, Michigan.

86

GOVERNMENT INTERMEDIARIES . . . 1] SMiiH 87

and, sccond, to speculate on the [unctioning of the new system of
housing linance toward which these developiments are vapidly leading
us.

Structural Changes in the Mortgage Market

Perhaps the most basic change in our attitudes toward housing und
the mortgage markel can be attributed to the establishment of a
quantitative 10-year housing goal, calling for the production ol 26
million new or substantially rehabilitated housing units in the
Housing and Urban Development Act of 19G68. Since 1949, the
United States has had a statutory national goal of “a decent home
and a suitable living enviromment for cvery Amervican family.”
However, it was not until the passage ol the 1968 Act that this
objective svas translated into a definite quantitative target. While the
1968 Act did not estublish a sct of policy instruwments to be used to
achieve the target, it did vequire the preparation by the Secretary of
Housing and Urban Development of annuwal reports on national
housing goals, and two such veports have thus [ar been prepared. The
existence of a statutory quantitative nmational goal and the reguire-
ment of anmiual reports indicating the actions being taken to achieve
that goal have, I believe, served to cnergize the activities ol the
Federal Government relating 1o housing and have led to innovations
that would probably not otherwise have taken place. Whether it is
desirable to have a specific national target for homebuilding alonc
among the many desirable activities that compete for owr limited
national resources is an issuc on which I shall not comment.

In the wake of the Housing Act of 1968, a munber of institutional
and behavioral changes rclating to (he TFederal Government’s role in
the morigage market have alveady occwrred, and a number of further
mnovations are in prospect.

First, thec 1968 Act itself provided for an important reorganization
of FNMA. FNMA was divided into two parts: A reorganized FNMA,
which was constituted as a Government-sponsored private corpo-
ration to take over the responsibility for secondary market oper-
ations; and GNMA, which was cstablished as an nstitution to be
operated and f{inanced by the Federal Government o continue the
special assistance and management and liquidating {functions of old
FNMA. In May 1968, prior to the reorganization and in anticipation
of it, FNMA changed its method of conducting sccondary market
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No doubt as a result in large part of the commitment to a
numertcal national housing goal contained in the Housing and Urban
Development Act of 1968, the Federal Home Loan Bank System has
recently come to be much less dominated by its regulatory responsi-
bilitics and more concerned about supporting homebuilding through
the medium of expanding its advances to member savings and loan
associates. During the 10 months from March 1969 through January
1970, when restrictive monetary policy was imposing a severe
conslraint on net inflows of deposits (o suvings and loan associations,
the Home Loan Bank System increased its outstanding advances by
$4.5 bitlion. This expansion of advances, togecther with a reduction
of $2.4 billion in holdings of liquid asscts in part permitied by
bberalization of FIILB requirements, enabled savings and loan associ-
ations (o increase their holdings of mortgages by $7.3 billion despite
an increase of only $0.6 billion in their deposit liabilities. When
deposit inflows to associations began to pick up in the spring of
1970, the Federal Home Loan Bank System undertook a new
program involving preferentially low interest vates on advances
designed to encourage associations o postpone repayment of
advances and instead to use the renewed inllows ol deposits to
expand mortgage Joans. This program was undertaken in anticipation
of the passage of the Emergency Home Tinance Act of 1970, Title 1
of which authorized the appropriation of (unds to subsidize a
program of low-cost advances by the Home Loan Bank System. The
Act was signed into law by President Nixon on July 24 of this year.

New System of Housing Finance

The Emcrgency Home Finance Act of 1970 contains two addi-
tional provisions, either or both of which may prove to be of major
importance in the future development of the mortgage market. First,
Title 1T authorizes FNMA [or the first time to conduct secondary
market operations in conventional mortgages. Second, Title 111 estab-
lishes a Federal Home Loan Mortgage Corporation (FHLMC), which
is, in cffect, a subsidiary of the Federal Home Loan Bank System:
this new Corporation is also authorized to conduct secondary market
operations In conventional mortgages, financing its operations by the
sale ol its own securities. The Corporation is also empowered to buy
and sell FHA-insured and VA-guaranteed mortgages.

The developments T have been describing constitute the building
blocks ol a new--and, I believe, substantially improved--system of
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housing finance in the United States which can be expected to come
to maturity in the next decade or so. The essence of the new system
lics in the development of a number of bridges connecting the
mortgage market with the open securities markets. It is possible to
sort out eight hinks of this kind which already exist or may develop
under the new system.

1. The Home Loan Banks may make advances to savings and loan
associations, enabling these institutions to expand their holdings of
mortgages in excess of their inflows of deposits. These advances are
financed by sales of securities in the open market by the Federal
Home T.oan Bank System. This link has existed and has been used to
a limited extent for many years; its use has been expanded sub-
stantially in the Jast two or three years as a result of the aggressive
attitude of the Federal Home Loan Bank Board. Howcver, it seems
likely that its usc in the future as in the past will be largely confined
to the offsetting of the cffects of declines in inflows of deposits
during periods of restrictive monetary policy. Any effort to expand
the volume of advances secularly as a means of channeling additional
funds into housing is likely to be unsuccessful, because of the
traditional tendency of many savings and loan associations to eschew
continuous indebtedness to the Home Loan Banks.

2. TNMA has the power to purchase FHA-insured and
VA-guarantced mortgages, financing these purchases by selling its
own securities in the open market. As indicated above, it currently
chooses to exercise this power largely through the “free-market”
system ol auctioning mortgage commitments, although it also pur-
chases a much smaller quantity of morigages to finance federally
assisted housing, either directly or through GNMA. This link between
the bond and mortgage markets has also existed for many years, but
the scale on which it can be uscd has been vastly expanded since the
Rousing and Urban Development Act of 1968 changed the status of
FNMA to a private corporation, thereby freeing it from a severe
Federal budget constraint.

3. Instcad of sclling its own sccurities to [inance its acquisitions
of FHA-insured and VA-guaranteed mortgages, FNMA may issuc
mortgage-backed securities against pools of these mortgages, obtain-
ing from GNMA guarantees of puyment of principal and interest on
the sceurities. This method of financing has already been used by
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FNMA, which currently has $1 billion of such mortgage-backed
bonds outstanding. As yet, it is oo early to tell whether it will prove
to be less expensive for FNMA to [inance its operations by issuing its
own debt or by issuing mortgage-backed securities. FNMA securities
arc nol guarantecd by the United States but are general obligations
of, and are guaranteed only by, FNMA. However, FNMA has a high
financial vating and bas the power, in emergencies, to borrow directly
from the U.S. Treaswy to the extent of $2.25 billion. Thus, it is not
clear that thc GNMA guarantce is capable of making
mortgage-backed securities more attractive to investors than FNMA’s
own sccurities. Under some circuumstances, however, there may be an
advantage in the use of morlgage-backed securities, since these se-
curitics do not count against the debt limit of FNMA, which has
currently been set by the Secrctary of Housing and Urban Develop-
ment at 20 times the sum of FNMA’s capital and surplus.

4. GNMA may acquire mortgages in pursuance of its special assis-
tance function, financing these purchases by selling its own notes to
the U.S. Treasury, which obtains the necessary funds by borrowing
from the public through the issuance of direct Treasury debt.

5. GNMA is prepared to guarantee mortgage-backed securities of
the “pass-through” type-i.e., on which principal and interest are
transmitted to the investor as collected--to be issued by mortgage
lenders on the basis of pools of FHA-nsured and VA-guarantced
morigages. Indeed, an amount somewhat in excess of $50 million of
these securities has alrcady been issued. The securities are sold on a
negotiated basis to private investors in a manner somewhat similar to
the private placement of corporate securitics. Pass-through sceurities
can be issued by, for example, mortgage companices on the basis of
relatively small pools of mortgages (minimum $2 million) and are
intended to tap new sources of mortgage funds, such as private
pension and trust funds and state-and-local government pension
funds.

6. Under Title It of the Emergency Home Finance Act of 1970,
FNMA may purchase conventional mortgages [rom private holders,
[inancing its purchases by sale of its own securitics in the mavket.
The legislation includes safeguards designed to insure the main-
tenance of the quality of conventional mortgages mcluded in
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FNMA’s portfolio and to assure that the funds disbursed by FNMA
in purchasing conventional mortgages will go to lenders who arc
currently participating in mortgage lending activitics.

7. The FHLMC created under Title III of the Emergency Home
Finance Act of 1970 is specifically authorized to purchase, or make
commitments {o purchasc, conventional mortgages from savings and
loan associations or from other financial institutions (e.g., com-
mercial banks) whosc deposits or accounts are insured by un agency
of the United States. It seems clear that the main activity envisaged
for the Corporation is the purchase of conventional mortgages from
savings and loan associations with these purchases being financed by
issucs of the Corparation’s own debt. The Corporation provides, in
effect, an alternative channel, in addition to the traditional advances
mechanism, by which the Federal Home Loan Bank System cun
provide additional funds to savings and loan associations [or
mortgage lending, tapping the open securities markets (o finance the
operation. This new channel has an imporvtant advantage over ad-
vances by the Home Loan Banks as a means of adding permancently
to the [unds available for mortgage lending, because advances add to
the liabilities of the savings and loan associations, which must, in
principle at least, ultimatcly be repaid, whercas sales of morigages to
FHLMC do not increasc such liabilities. The distinction herve is
somewhat akin Lo that between “owned reserves” and “borrowed
rescrves” in intemational finance.

8. FHLMC is also authorized to purchase FHA-insured and
VA-guaranteed mortgages and to use these mortgages as a basis for
issues of mortgage-backed securities with a GNMA guarantee. This
provides an additional channel by which FHLMC can tap the bond
market to obtain funds Lo be injected into the mortgage market,
presumably in the main through savings and loan associations.

There are other possible channels through which the bond market
might be tapped (o obtain funds for mortgage lending. For example,
under the provisions of the Housing and Urban Development Act of
1968 which established the mortgage-backed securities program, it
would be possible, say, for a group of savings and loan associations to
establish a pool of FHA-insured and VA-guarantecd imortgages,
against which it would issue mortgage-backed bonds (as distinct from
the pass-through type of mortgage-backed sccurities) with a GNMA



94 BOUSING and MONETARY POLICY

guarantce. However, all issues of mortgage-backed ;ccuri[ics must
have the approval of the Treasury, and it seems likely Fille the
Treasury will want to avoid a great proliferation of small issues ol
these sceurities which would not be conducive to the development of
an ceffective market for them. Thus, for the moment, it appears that
the issuance of mortgage-bucked bonds is likely to be c:n‘ricgl out
lavgely by FNMA as one means of [inancing its portfolio of
mortgages. Whether it will even be important here.dcpends upon
whether experience demonstrates that FNMA can raise func!s more
cheaply by issuing mortgage-backed bonds than by issuing ils own
securitics. FHLMC may also issue mortgage-backed bonds with a
GNMA guarantec; indecd, as this is being written the Corporation is
in the process of accwmulating a pool of Fl—l;—\jmsurcd and
VA-guaranteed mortgages in preparation for its [ist tssue 9f such
bonds. However, it scems likely that the Corporation will ultimately
(ocus mainly on what appears to be its primary l‘unction,“namc‘ly,
providing support for the conventional mortgage market, hnaneing
itsell chiefly by issuing its own sccurities.

Although thus far its extent has been quite limited, it. is po§siblc
that the pass-through type of mortgage-backed security wi th a
GNMA guarantee has the greatest promise for attracting new sources
of funds, such as pension and trust funds, into the mortgage market
on a significant scale. The rcason is hat it permits sccurities Lo be
designed individually on a negotiated basis to meet to the maximum
possible extent the preferences of thesc mstitutions.

Assuming that the secondary market facility for conventional
morigages under the auspices of FHLMC proves workable and
develops on a substantial scale, T would expect the use O.f Federal
Home Loan Bank advances to vecede to its old function ol mceeting
temporary liquidity nceds of savings and loan ;1s§oc:inti0)1s 1:esu]ting
primarily from deposit withdrawals. Indeed, it might be desivable to
“fund” a portion of the advances now outstanding through purchases
of mortgages by FHLMC with the associations using the proceeds to
repay advances. This approach scems preferable to the cuml)c'rsomc
procedure provided for in Title I of the Emergency Home Finance
Act of 1970 of giving a Federal subsidy to the Federal Home Loan
Bank Board to enable the Home Loan Banks to lower the interest
rates on (hese advances as a mcans ol persuading the savings and loan
associations not to repay them,
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Implications of the Emerging System of Mortgage Fraance

By exploiting the linkages between the bond warket and the
mortgage market that are described above, I believe the financing of
housing in the United States can be improved in some very important
ways. The most far-reaching changes ave likely to occur in the re-
sponse of housing and the mortgage market to changes in credit
conditions brought about by monetary policy.

There can be little doubt that restrictive monetary policy has a
disproportionate--indeed, discriminatory--effect on  homebuilding
under the present mmstitutional set-up. In part, the yesponse of resi-
dential construction to changes in monetary conditions rellects the
fact that the desived stock of housing depends upon morigage
interest vutes. To the extent that housing demand vesponds dispro-
portionately to changes in monectary policy on this account, there is
nothing about the result (hat can be described as “discriminatory”
toward housing. But it seems quite cear that during the postwar
peviod, only a part—-and at times probably a velatively small pave--of
the yesponse of homebuilding to restrictive monctary policy can be
attributed to the demand-restraining effects of high mortgage interest
rates. Two other major sets of forces appear (o be involved.

1. When credit tightens and market intevest rates rise, commercial
banks bave an incentive {o raise interest rates on savings deposits to
attract or hold funds which they need to meet the burgeoning credit
demands of their customers. [f banks are permitted to raise savings
deposit rates, they will pull funds away (rom savings and loan associ-
ations. Lven if Regulation Q ceilings are used to hold down rates on
bank savings deposits, as has recently been the case, the rise in
open-market interest rates may imduce savers to channel their savings
flows away from savings and loan associations and toward direct
imvestment n securitics. Since savings and loan associations are
beavily specialized in morigage [inancing, such a process of
“disintermediation” may drastically reduce the availability of
mortgage funds. And since savings and loan associations cngage
heavily in the practice of “borrowing short and lending long,” they
often have such a large portfolio of old mortgages made at an earlier
time when interest rates were lower, that they are slow to benefit
from rising intevest vates, making it difficult for them to raise rates
on their deposits to keep them in line with market rates, even if the
regulatory authoritics will permit them to do so.
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2. The existence of ccilings on mortgage interest rates under state
usury laws--and, on occasion, of unrealistically low ceiling interest
rates applicable to FHA-insured and VA-guarantced mortgages--has at
times kept mortgage interest rates from rising (ully in pace with
yields on competitive investments, such as corporate bonds, thereby
causing investors who hold diversified portfolios, such as life in-
surance companics and mutual savings banks, to shift the divection of
their investments away from mortgages and toward the bond wmarket.

It seems clear that as a result of these forces, mortgage interest
rates have not served to clear the mortgage market during periods of
monctary restraint. Credit rationing has played an important part in
matching demand and supply, with the result (hat some potential
home buyers who would have been willing to pay the curent interest
rate for mortgages have been unable to obtain credit.

A great improvement in the functioning of our financial system
would be accomplished il we could find a way to move from the
present combersome and inefficient system of mortgage fimance to a
system in which mortgage interest rates moved in such a way as to
clear the market. Under such a system all potential mortgage
borrowers who were willing to pay the going interest rate would be
able to find accommodation, and the clements of arbitrary rationing
of mortgage hunds that now exist would be eliminated.

A Market Clearing Arrangement for the Mortgage Market

The development of links between the bond market and the
mortgage market of the kind described carlier in this paper provides,
I believe, a mechanism which will make it possibie to move toward a
market clearing arrangement in the mortgage mavket. However, so
wmany new institutional devices have been introduced into the
mortgage market that it scems necessary to develop some kind of
plan according to which they can be combined into a coherent
system. Let me suggest onc way of fitting together the pieces of the
Jigsaw puzzle.

First, every effort should be made to move toward a sysiem n
which mortgage interest rates are fully flexible. Title VI of the
Eincergency Home Finance Act extends through Januarvy 1, 1972, the
provisions enacted in May 1968, which give the Secrctary of Housing
and Urban Development the power to set the maximum interest rates
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on government-supported mortgages at any level he deems necessary
to meet markei conditions. As T understand i1, the intention is Lo use
the authority provided under this legislation to put into effect on a
trial basis the dual market system for FHA and VA mortgages thal
was recommended by the Commission on Mortgage Interest Rates.?
This system shonld provide sufficient Mexibility to enable the market
to work cffectively, and hopelully it may prove (o be a transitory
arrangement in the process of moving toward complete climination
of the rate ceilings. T is alzo necessary (o continue the efforts to
achieve liberalization of the usury laws applicable to mortgage
Interest rates in many states.

Second, 1 would fike to sce a vigorous development of secondary
markel operations in conventional morigages by the new FIILMC.
Therve are many problems involved n getting such a program under
way--problems that arise mainly because conventional mortgages are
not homogeneous with respect (o visk and other imvestment prop-
erties. Asstiming Lhese problems can be solved, I would like 1o see the
operations of the Corporation develop along the following lincs.
FHLMC would establish a schedule of purchase prices for mortgages
having dilferent maturitics and bearing diffcrent interest yates. The
yiclds corresponding to these purchase prices would bear a stable and
consistent relationship to the current borrowing costs of the
Corporation. The schedule of purchase prices would be changed
frequently--pcyhaps once a month--as borrowing cosis changed. The
Corporation would stand ready to buy such morigages as were
offered (o it by savings and loan associations ar this schedule of
prices.

Under such a system, potential mortgage borrowers should always
be able to obtam accomodation, provided they were willing to pay
the prevailing interest rate. Suppose restrictive monctary policy
caused “disintermediation” with the result that inflows of funds (o
savings and loan associations weve curtailed. In such civeumstances,
savings and loan associations could set interest rites on new morigage
loans which were above the interest rates at which FHLMC would
buy existing mortgages by an amount suflficient to cover the costs
associated with sales of sach morigages (o FHLMC. The associations
could then make new loans at these rates, selling mortgages out of

3R=.‘;.=rm' of the Commission on Mortgage Interest Rates to the President of the United
States and to the Congress (Washington: U.S, Government Printing Office, August 1969),
pp. 63-73.
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their existing portfolios to obtain the funds.? If therc was excess
demand at the existing schedule of rates, FHLMC would experience
an increase i its holdings of mortgages which it would have to
finance by selling morc of its own secwities. As the volume ol its
outstanding debt increased, its cost ol borrowing would rise, pushing
up intercst ratcs on mortgages until the excess demand lor mortgages
was eliminated and the market was in equilibrium. The adjustments
to a marked increase in the demand for living space and an associated
increasc in the demand for mortgage credit with no change in the
underlying credit sittation would bring a similar set of adjustments
into operation. '

It would be possible 1o make the operations ol the system
symmectrical by having FHLMC sell mortgages out of its portfalio
when mirket conditions warranted, using the procceds to vepay a
portion of its debt. This could be accomplished by having it post a
schedule of selling prices for mortgages that was somecwhat higher
than its schedule of buying prices. The yields corresponding to ic
selling prices might be somewhat lower than the current !)01'1'0\-\'31'@
costs of the Corporation. Under such an aryangement, jf housing
demand should slacken at a time when inllows of deposits to savings
and loan associations were large, instead of morigage intevest rates
Falling enough to insure that the entive inflow of funds to savings
mstitutions found lodgment in the morigage market, a different
sequence of events would occur. As soon as mortgage interest rates
fell enough relative to other capital market rates to be slightly below
(he yields corvesponding to the posted selling prices of the Corpo-
yation, savings and loan associations would begin to buy old
mortgages from thc Corporation rather than new oncs m the mavket.
This would put FHLMC in possession of [unds which i} coul.d use to
retire a portion of its debt. This would serve to inject lun(ls\ into the
capital market generally, bringing down the gencral Jevel of ntevest
rates, rather than concentrating the downward pressure entively on
the mortgage market.

4[: might appear that a problem could arise duc to the reluctance of savings and loan
associations to take capital losses on sales of old mortgages. However, this could casily be
avoided by sclling only recent originated mortgages to FHLMC, Indeed, the Emecrgency
Home Finance Act of 1970 imposes strict limitations on the authority of FHLMC to
purchase conventional mortgages which were originated more than one year prior to the
date of purchase.
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It should be recognized, however, that there are asymmetries in
the system that make it less important to have FHLMC sell
mortgages wlhen interest rates decline than to buy them when
interest vates rise, During periods of relatively low intevest rates, the
morigage market clears under the present system. Moreover, if
mortgage demand dedines and interest rates fall, there is presumably
some mcentive for savings and loan associations Lo Jower the interest
rates on their deposits. Such a decline in deposit rates might divert
funds away from savings and loan associations and help to cause a
general decline in interest rates throughout the capital market.
However, interest rates on deposits are notoriousty sticky in a
downward direction; consequently, there might be some benefit to
housing over a [ull cycle of vising and falling interest rates if FHILMC
operated asymmetrically, buying mortgages during periods of rising
intercst rates but not selling them during periods of falling races.
Under such a method of operation, the portfotio of FHILMC wauld
(a) grow during periods when the privale market experienced excess
demand [or mortgage funds because housing demand was strong
relative to the volume of funds becoming available through private
channels, and (b) remain constant under conditions in which the
private markel would clear without assistance.

Third, T would lavor a continuation of the present FNMA system
of weekly auctions of commitments to buy FIA and VA mortgages.
This program has proved 1o be helplut not only in providing builders
with a dependable basis for forward planning but also as a means of
pumping a grecat deal of moncy into the mortgage market. I would
expect, howevey, that the TNMA auctions would become a less
important sowrce of mortgage funds under a system in which interest
rates moved consistently to clear cthe market. Under the FNMA
auctions up to now, a very high proportion of the commitments have
actually been taken up before the commitment period expired. To a
considerable extent this is undoubtedly related to the fact that in
periods when market interest rates are relatively high--as has been the
case throughout the period since the auction technigue was put into
operation--the mortgage market has not cleaved. That is, mortgage
credit has not been available to many borrowers cven i they were
willing to pay the going interest vate. Under such conditions, many
of the participants have undoubtedly used the auctions as a way of
protecting themselves against lack of availability of mortgage funds,
and auctions have helped to fill the credit availability gap.
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Under a market clearing system in which borrowers could be
asswred of being able to obtain mortgage credit at a price, [ would
expect participation in the auctions to decline because borrowers
would need (o protect themselves only against the possibility of
adverse movements of interest rates and not against the prospect of
lack of availability of funds. Moreover, I would not expect as high a
proportion of the commitments to be taken up as has been Lhe. case
up to now. In some cases, interest rates would prove to be higher
than the bowrower anticipated and he would take up the com-
mitment, but quite frequently rates should prove (o be lowey than he
expected and it would be advantageous [or him to borrow clsewhere.

I must confess that the FNMA auctions have some rather arbitrary
aspects that do not veally appeal to me. FNMA must decide each
week the quantity of funds it is to makc available. This involves an
essentially subjective judgment about the amount of funds the
market “needs.” Second, not infrequently FNMA apparently finds
that if it were to allot the full amount of commitments it initially
announced as being available, it would be forced to accept offers it
judges 1o involve “unreasonably” high prices. In such cases, the
amount of funds actually allotted is cut back below that imtially
announced as being available. 1 would be happier il some way of
conducting FNMA operations could be devised that was determined
to a grcaler extent by objective market criteria and involved fewer
subjective and, to my mind, cssentially arbitrary decisions. It may be
that in an environment in which interest rates moved to clear the
mortgage market a different mode of operation involving_ less
emphasis on quantities of funds supplied and more emphasis on
mortgage interst rates as a guide to FNMA operations would be
desirable.

Fourth, 1 believe it would be desirable to try to extend the use of
the “pass-through™ type of mortgage-backed securities with a GNMA
guarantee. This program has nol amounted to much yet in terms of
volume, but it strikes me as the one element among the new instru-
ments of mortgage finance that might be capable of attracting a
significant amount of pension and trust fund money.

I view the arrangements J am suggesting primarily as a means of
enabling housing to compete more elfectively for its lair share of the
funds available [or investment in the face of the changing vicissitudes
of the capital markct. I do not think of these arrangements as a way
of contributing-except possibly (o a minor cxtent--to the process of
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mobilizing the vast increase in mortgage credit that will be needed
over the next decade to meet the housing goals set Torth in the
Housing and Urban Development Act of 1968, The necessary funds
to mect these goals will only be forthcoming if we vearrange owr
fiscal and monctary policies in such a way as to achieve the necessary
flows of funds through the capital murket. The establishment of un
arrangement under which intevest rates would move to clear the
mortgage market would merely mean that homebuilding would be
able to obtain the shave of 1otal credit Mows to which it was entitled.
To rhe extent that it might be nccessary to use restrictive monetary
policy from time to time to curtail aggregate demand, the impact on
homebuilding would reflect, as it should, the responsc of home
buycrs to high costs of financing. 1t would no longer be either
appropriate oy desirable to engage in frantic actions designed to
cushion the impact of credit conditions on housing.

It should be noted, however, that it would be quite proper for the
Federa) Government to act to oflset the effects of restrictive credit
conditions on subsidized housing programs designed to assist low-
and moderate-income families. The way (o accomplish (his would be
to increase the subsidy payments to the extent necessary to offsct
the higher interest costs involved in financing such programs.

Finally, it should be recognized that the establishment of an
arrangement under which interest rates moved to clear the morigage
market would almost certainly reduce the potency of monetary
policy as an instrument of economic stabilization. Under the present
system, the largest and fastest impact of monetary policy is on
residential construction, and this mmpact is to a considerable cxtent
attributable to changes in nmortgage credit availability. If the avail-
ability cffects on housing were climinated, monetary policy would, 1
am convinced, be significantly weakened. {t would take larger
monetary policy actions and larger swings in intercst rates to produce
a given cffect, and the lags of vesponse would become longer.



DISCUSSION

HENRY KAUFMAN

1 have read the drafts of Prolessor Smith’s and Mr. Schwartz’
papers with great interest. Federal agency financing deserves wide
attention not only because of its increasing role in the capital market
to date but also because it is tine to ask whether or not this form of
financing is the wave of the [uture and, if so, what ave its implica-
tions for economic participants ranging from official policymakers to
businessmen. Both papers are well-prepared statements, befitting the
reputations of their authors. They arguc their vicwpoints excep-
tionally well. 1 find myself in accord with some of their vicws and 1
differ with others. However, it is perhaps largely the omissions in
thesc papers which should be pondered seriously by those asscssing
the merits of this method of financing, 1 thercfore want to cast in
perspective the growth of Federal agency [inancing and thereafter
call to your attention scveral basic issues which are dclinitely
involved here.,

The Growth in Agency Iinancing

Both Messrs. Smith and Schwartz emphasized the growth of the
agencies involved in housing [inancing. This is understandable
because FNMA, the Federal Flome Loan Banks, and the newly
organized GNMA account for a large part of the totu volume of
agency fin,mcim;, There are, however, other agencices, some with
aggressive expmmondry objectives for the future. In addition to the
housing agencies, there are the Banks for Cooperatives, the Federal
Land Banks, the Federal Intermediatc Credit Banks, the
Export-Import Bank, the Famn Home Administrabion and TVA.
These agencies have all issued their own obligations and most are
“privatized” or “de-budgeted.” In addition, other agencies have been
proposed, including environmental authorities. T also want to
mention the many guarantees which have been granted by the U.S.
Government on various loan programs which 1 will omit from my
calculations to avoid the problem of double counting.

Mr. KauTman is Partier and Eeonomist, Salomon Brothers. New York, New York.
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The net vohume of new Federal agencey [inancing has increased
spectacuJarly in the past ten years. Their net new market demands
averaged $1.5 billion from 1961 through 1965 or 3.7 percent of the
total net credit demands. They totalled §4.8 billion or 8.6 percent in
1966, $3.7 billion or 5.2 pereent in 1967, $5.4 billion or 6.3 percent
in 1968, $8.1 billion or 9.6 percent in 1969 and an cstimated $9
billion or 1! percent this year,

Flow does the net volume of new agency financing comparc with
other credit demanders? In 1969, it was nearly 60 percent of the nel
new corporate bond offerings, and it matched the et new offerings
of municipals. Morcover, the net demands of the agencies have
exceeded the new market demands of the U.S, Treasury in five of the
last six years. Therelore, agency financing can hardly be considered a
marginal panicipant in our eredit wmavkets.

At this juncture, let me turn to the issucs which you should also
consider m appraising agency financing, I shall name [ive. No doubt
there are others worth evaluating.

The Problem of Enlarging Credit Demands

The Federal agencies transfer a regional or local demander of
credit into a national demander of credit with cflicient financing
altcrnatives in the money market and natonal capital market. There
is nothing wrong with this objective by itsclf. However, our problems
in the credit markets during the past five years and perhaps in the
1970’s is not really how to make demands more effective. 1sn’t ihe
heart of the problem how to generate a larger supply of genuine
savings in order (o [nance future requivements in a non-inflationary
way?

Federal agency financing docs not do anything divectly to enlarge
the supply of savings. Its main thrust is on the demand side. In
contrast, as agency [inancing bids [or the limited supply of savimgs
with other credit demanders it helps to bid up the price of money. I
suspect this is a rather costly way to redistribute savings flows. It
causes considerable distortions and hampers monctary policy
implementation as I shall explain later.
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Who Will Be Rationcd Out?

With the continued proliferation in Federal agency (inancing,
there should bc no doubt that agency demands will be large in
absolute and relative terms. This is so cven naw, as I indicated carlier.
Therefore, if the agencies will be accommodated in the credit
market, you must ask, “Who will do without funds?” Who will be
vationed out? Who will be the new disadvantaged in the credit
market? How will they fare in their individual sectors as they are
denicd funds? It is unlikely to be the large well-known corporations
or the U.S. Government. It is likely to be some state and lacal
governments, medinm-sized and smaller businesscs, some private
mortgage borrowers not under the Federalized umbrella, and some
consumey scclors.

Impact of Federal Agency Programs on
Economic and Financial Concentration

With the inercase in agency financing, [ feel that business will
increasingly rccognize that Govermment is  harnessing financial
resources to finance govermmental objectives without adopting
encompassing and meaningful national budgets. The faihuwe o adopt
meaningful national budgets will surely trigger another credit clash.
This next clash, perbaps a few years off, will be a [erocious batlle
between the demands of Government and its powerful agencies on
the one hand and those ol private credit demandeys on the other. In
this confrontation, the credit demands of consumers, small business
and lower-rated corporations, privately financed mortgages and local
governments will be guick casualtics. There will be no room lor them
in the capital markers as the Government and large well-rated
businesses struggle for the limited volume of available funds. This is
bhound to contribute to additional economic and financial concen-
tration in the United States.

The Problems for Monetary Policy

Professor Smith bricfly touched on the impact of changing the
procedure of housing financing on monetary policy. He stated in his
concluding remarks:

Finally, it should be recognized that the establishment of an arrangement under
whichy interest rates move to clear the mortgage markel would almost certainly
reducc 1he potency of monetary policy as an instrument of cconemic stabiliza-
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tion. Under the present system, the largest and fastest impact of monetary policy
is on residential construction, and this impact is Lo considerable extent attrib-
utable to changes in morigage credit availability, If the availability effects on
housing were climinated, monetary policy would, I am convinced, be signilicautly
weakened, It would take larger monetary policy actions and larger swings in
interest rates to produce a given cffect, and the lags of response wonld become
longer.

This problem should not be dismissed quickly. [¢ deserves some
additional claboration. There are two conflicting objectives as the
moneltary authoritics move to restraint under thelr current
techniques. The seemingly laudable objective of the ageney financing
is to sustain the housing market and other programs. The objective of
both fiscal and monclary cestraine is to slow dawn or decrease overall
economic activity. The result is a very costly delay in the cconamy'’s
response Lo monetary restramt. Indeed, the aedit demands of the
agencies contribute importuntly to a sharp escalation in interest vates
and to the rising costs of housing.

This is quite evident by looking at the scquence of events as
restraint wifolds. [n (he early stages of restraing, thrilt institutions
arc cncowayged {o continue making a large volume ol mortgage
commitments by the Federal agencies even though the ner inflow of
savings is stavting to slow down. At this stage, the net result is {o
ntensify the competition for scarce real resources, to lift costs, Lo
sustain  inflationary  expectations and to tempovarily immobilize
monetary restraint. Indeed, the high level of construction encourages
additional business spending, thus complicating the task of the
authorities. As monctary restraint persists, Jiquidity standards are
lowered by the private secior. The decline in savings flows to thrift
institutions accelerates. As the agencies provide [unds to offset the
savings outflow the situation is further aggravated by the atiractive
market rates on the issues of the Iederal agencies, which further
disintermediates the deposit stitutions. In essence, the Pederal
agencies do not increase the total supply of funds in our [inancial
system. They do, however, inflate the demand.

The Problems for Federal Budgeting

The de-budgeting oy privatizing of Federal agencies brings thesc
operations outside of the disapline of the Federal budget. To date,
our leaders take credit in a political sense for the operations of thesc
agencics. They disclaim them, however, in terms of the high interest
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rates created by their credit demands. They fail to integrate them in
official fiscal plans or in budgeting the wide-ranging demands of
Government on cconomic and financial yesources.

{t would be highly beneficial if the Government adopted
encompassing budgets including the Federally sponsored programs
which are now cxcluded but still make demands on the cconomy and
the credit markets. This is not to say that the programs outside the
budget are not deserving, but by including them the prioritics of the
Federal Government will he well defined and ranked. It will also
improve the alignment ol the Jimited supply of hew savings with the
demand for funds, and thereby avoid much of the tension created by
the current approach.

The current de-budgeting trend is suvely decreasing the importance
of the Federal budget as both an economic and financial document.
“Privatizing” is a convenient political expediency for dressing ap a
faltering budget picture. As you know, it has continued even after
the unificd budget concept was officially adopted. Indeed, some time
in the future, we may even de-budget the Defense Department. What
a glovious moment--the achievement of a swrplus in owr Federal
budget, even us defense expenditutres are heading sharply higher and
actually making greater demands on our resources. And then as you
sec displayed the new supersonic bomber of our Aiy Force you wall
be gratified o read on a highly polished c¢quipment trust plate
affixed to the flight deck, “Property of the Tirst National-
Chasc-Hanover Chom Bank,” and in smalller print, “Guaranteed by
the Full Faith and Credit of the U.S. Government.”

DISCUSSION

SAMULI, B. CHASE

I amn always somewhat surprised when people avpue, as Harry
Schwariz docs, that Federal credit programs aimcd at reducing the
impact of Gight money on the mortgage market and the housing
industry clid a reasonubly good job in 1969. Viewed {rom Missoula,
Montana--a lumber mill town--things haven't looked that good.

Part ol the probiem is that although the aggregate figures for 1969
whjch both Harry and Warren Smith cite make these policies look
quite cffective, quarterly figures tell a somewhat different story.
Between the [irvst quarter of 1969 and the [inal quarter, home
mortgage lending fell from a secasonally adjusted annual rate of $17
billion to only §13.5 billion; it dropped further, to only $10.1 billion
in the lirst quarter of 1970. Spending on one- to four-family houses
dropped from an annual rate of §23.6 billion in the sccond quarter
of 1969 to only $17.3 billion in the third quarter of 1970.

Nonethcless, T agree that these credit programs transferved real
resources mtlo housing--resources that would have been used in other
industries in their absence. Harry contends that this reallocation was
socially desirable--that “busincss overspending on capital in boom
periods is endemic. At the same time, restriction on housing in such
periods often leads to shortages.” Thus, governinent intermediation,
by pulling money [rom what would have becn other uses and putting
it into the mortgage market, prevented some or all of the mis-
allocation. 1 don’t doubt (and this gets to Warren Smith’s paper too)
that there are imperfections in the mortgage market, nor that there is
excess demand that somehow gets arbitrarily rationed out during
periods of tight money; T am sure that this happens any time a
markel is put through a scvere wrench. But I’'m not convinced that
arbrtrary vationing of mortgage credit is terribly pervasive on the
basis of cvidence that 1 have seen. Simply pointing to what most
people would agree is a fact--that there was some credil rationing in
the housing market during years like 1966 or 1969--docs not reveal
the significance of (his rationing, nor the degree to which it is
necessary (o take steps 1o overcome it,

Mr, Chasc is Professor of Economics, Universily of Montana, Missoula, Montana.
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Another question that bothers me more than it does Harry is: to
what extent did the government-sponsored intermediaries (FNMA
and FHLBB) actually divert funds from other uses into the mortgage
market, and to what extent did they simply capture Tunds that
would have gone imto the mortgage market anyway? The answer is
not casily found. The fact that houscholds acquired only §5.3 hillion
of the agency issues in 1969 while they were acquiving $8.5 billion of
direet Treasury debt is not, by itself, cvidence that the entive $§8
billion of Famic Mac and FHLBB borvowing was not diverted [rom,
say, savings deposits.

[ do not seriously guestion that there was same rechanncling of
moncy o the mortgage market, but I do question our ability to say
much more than that. We simply aren’t equipped to say anything
definitive. Since we don’t know how great a “‘gap® theye was to fill,
pevhaps we ought not be upset by not knowing how much ctfect the
programs had.

From Warren Smith’s paper [ lcarned a great deal about the
numerous Jinks between Federal programs, the mortgage market, and
the sceuritics markets. One of the things that interested me most was
his discussion of the potential role of GNMA-guaranteed,
mortgage-backed, pass- 1lnough sccurities, which may (urn out 1o
play a very important role w the portfolios ol pensions and trust
funds. The new programs, along with some other veforms (hat
Warren has in mind would, as he sces it, provide « means of enabling
housing to compete more effectively lor its “fair share” of Funds,
especially in periods of tight money.

But Warren scems to discount the possibity that these goverment
programs will add substantially o the stock of housing in the long
run. While that may be correct, | am doubtful. A key question that
neither paper addresses is 1the extent to which interposing
Federally-sponsored aredit agencies or Federal guarantees between
lenders and bormrowers provides o subsidy to housing. I suspect that
the subsidy could be very substantial. For example, pension fund
investment in GNMA-backed pools ol mortgages might in par
represent simply  a breakthrvough  in the techniques ol inter-
maediation. But it may also represent the effect of o diveet Federal
guarantee or an implied or expected Federal guarantee, which gocs
beyond perfecting the mortgage markets. Such Federal sopport may
be consistent with national priorities, but 1 suspect that 5t it works
we will ohserve an enormous proliferation of Federal eredit programs
i other arcas by the time we reach our housing goal. As more and
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more programs are st up, still more will be needed to help borrowers
whose potential sources of ftunds are being diveried into
Federally-backed securitics. Perhaps someday we'll all be borrowing
[rom, or through, Uncle Sam.

Finally, I would like (o raise a point that neither Harry nor Warren
deals with, but that should not be ignored. That is the relation
between the Federal housing finance programs and interest rate
restrictions on time and savings accounts.

Without deposit rate ceilings the need for government credit
programs to protect the housing industry in periods of tight money
would be greatly diminished. The Federul credit programs mobilize
funds to bec invested in mortgages. Savings and loan associations,
mutual savings banks, and conimercial banks are also in the business
ol mobilizing funds. We restrict the ability of (hese private inter-
mediaries to compete for funds in order to protect the “soundness”
of the savings and loan industry. This causes disintermediation and a
severe decline in the supply ol mortgage credit. The greater is the
resulling private disintermecliation, the greater is the need for govern-
ment intermediation. That is, the government programs ave designed
largely to raise money (hat could otherwise be raised by inter-
mediarics. Under this system, as Bob Lindsay pointed out earlicr,
sophisticated investors are able to get out from under the ceiling
deposit rates, althongh not without cost. So along comc the
government-sponsored agencies to recapture these funds and funnel
them back into the mortgage market.

This procedure meets a lot of the political eviticisin of interest rate
ceilings that would otherwisc come from the housmg interests. The
small saver, who doesn’t have an effective lobby in Washmqton to
speak for bim, takes the major beating. In effect, the savings deposit
market gets segregated into two markets--one for big moncy and one
for small money. Interest rate ceilings enforce monopoly pricing in
the market for small money; the resulting profits enhance the net
carnings of intermediaries, which is the object of the ceiling rates.

Given the rate ccilings, the Federal credit progrinms make a lot of
sense. It is the rate ceilings that don’t make sense. We should not, in
our admiration for the way thesc programs helped housing in 1969,
lose sight of the fact that what gave rise to most or all of the need for
increased government intermediation was enforced disintermediation
n the private sector. 1 fear that those who lose most from these rate
controls arc the ones who arc least able to communicate with those
who make the decisions.



Changing the Asset
and Liability Structure

IRWIN FRIEND

The justification for specialized savings institutions which receive
Government financial assistance for restricting their asset and
liability structure rests largely on a balancing of public policy and
economic considerations. This bulancing requires {first an appraisal of
the importance of the public policy objectives imvolved--which
cconomists have relatively little to say about; second, a cost-benefits
analysis which can ravely be precise but should at lcast consider
roughly what the direct and indirect costs are and what is being
achicved; and third, an examination and assessment of the alternative
approaches to attaining the sume policy goals. A Study of the Savings
and Loan Industry which was recently published considers at some
length che costs and benefits of the savings and loan industry with its
present asset-liability structuve, the desivability of changing that
structure, and the comparative advantages of these changes to
alternative approaches to achieving the same objectives.! The present
paper swmmarizes those parts of the Study which deal with these
1ssues.

Savings and loun associations have thc most specialized assct
structure of all the major groups of savings intermediaries and the
grcatest imbalance between the maturity structure of assets and
liabilities. They have been by far the single most important supplier
of mortgage credit for residential housing, especially for owned
homes. Their vole in the cconomy has been to accumulate funds
from individual savers and Lo makc these funds available for
financing housing. Like all financial intermediaries, savings and loan
associations mediate between savers and investors, betwecn the

IStme of the Savings and Loon Industry, Vols. -1V, Washington, D.C., G.P.O., 1370; sce
especially Invin Friend, “Summary and Recommendations,' and “Changes in the Asset and
Liabilicy Structure of the Savings and Loan Industry,”

Mr, Friend is Richard K. McHon Professor of Finance, University of Pennsylvania,
Philadeiphia, Pennsylvania,
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ultimate suppliers of funds in our economy and those requiring funds
[or a specific investment purpose. As a consequence of various types
of economies of scale (at least as one goes from a small individual
saver to a large financial intermediary) and the much greater
potential for diversification of risk, the intermediary role played by
savings and loan associations, as well as by other f{inancial
institutions, would be expected to lower the cost of and increase the
effective demand for investment in housing and other forms of
durable goods. The basic economic incentive to individual savers m
these associations is higher return for given risk (including short-term
liquidity as well as long-term insolvency risk) or lower risk for given
return.

The most important veason {or providing Government assistance
to savings and loun associations has been to encourage adequate
housing and home ownership and, to a lesser extent, thyift among the
lower and wmiddle income groups. ft is generally agreed by
commercial banking authoritics that (he fact these needs were not
being met by the commercial banks was largely responsible for the
creation, favorvable regulatory treatment, and growth of both savings
and loan associations and mutual savings banks. Savings and loan
assoclations have reecived special help from the Government but
they have had to pay the price of a loss in flexibility, cspecially in
their investments but also in their liabilities.

It is not the purpose of this paper to assess either the wisdom of
cxpending public resources to aid housing and home ownership, or
the desirability of continuing this subsidy to the present arvay of
beneficiarics, instead of limiting it to disadvantaged groups only.?
The paper is concermned primarily with maximizing the uscfulness of
savings and loan associations and of related financial institutional
arrangements for advancing the social objectives that they are
designed to serve. The lcvel of Government assistance ito the
associations, which is only a small part of the total subsidy (o
housing, is mainly taken as given, though the relative benefits of this
type of assistance to housing are compared with other alternatives.
While the performance of the associations in the housing markets
receives  particular attention, consideration is also given to the
industry’s performance in the savings markets.

Most of the benefits of cursent forms of direct and indircel housing subsidies flow (o the
lower middie, middle, and upper income classes rather than to the poor. For an analysis of
tax bencfits, sce Richard Netzer, Mowusing Taxation and lousing Policy, The Brookings
Institution, 1967.
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Consequences of Monetary Stringency

The 1966 crunch and subsequent developments highlighted the
vulnevability of the savings and loan associations and of the housing
markets to protracted periods of tight money. The problem 1is
particularly acute in view of the vast, growing nced for new housing.
A wumber of different approaches to reducing this valnerability ave
possible,

Onc obvious approach is to institute broad changes in the
fiscul-monctary mix, placing more emphasis on fiscal restraint in
periods of excessive overal) demand. The available evidence strongly
suggests that general monctary or eredit policy, which has
traditionally been considered (o alfect the economy in a reasonably
eventhanded Fashion, is o a substantial extent a selective means of
credit control impinging in particular on bousing.

While the available data are not adequate [or assessing the costs of

the disruption in the housing and mortgage markets induced by

rciance on monetary stringency to curb general inflationary
pressures, it is clear that thesc costs to home purchasers and scllers,
to the building industry, and to mortgage lending institutions, are
not ncgligible. The costs to young familics and to disadvantaged
groups looking for homes nay be particularly large. In addition to
very rcal inconveniences to prospective purchasers and sellers, the
shift of idle resources obviously is not complete or instantaneous,
and the operational efficiency of the construction industry may be
reduced significantly as a resuit of major unplunned [luctuations in
output. Moreover, the profit requirements of the savings and loan
associations as well as of the construction industries may be inflated
by these fluctuations in the volume of their business. For the savings
and loan industry, a prolonged period of mnflationary pressure
contained mainly by monetary policy and rising interest rates could
be disastrous.

Thus, in spite of the unsatisfactory nature of the available data for
appraising these costs of monetury policy, it seems reasonable to
assume that greater veliance should be pluced on fiscal policy for
counteracting cyclical excesses than has been the case in recent years.
This should make possible a more efficient allocation of resources
and a more equitable distribution of the cffects of restrant among
different groups in the population, as well as provide what could be
(apart from policy decision lags) a more certain and speedier overall
impact. Income taxation can be evenbanded in a way that monetary
policy cannot.
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Restrictive monetary policy, as presently conducted, is not really a
general, across-the-board deterrent to investment and consumption
demand. Moreover, it is selective in an arbitrary fashion sincce it is not
designed to dampen a type of demand which for some reason is
considered excessive or unhealthy. In fact, activity in the housing
industry may very well be curtailed by monetary stringency at a time
when that industry, unlike the economy as a whole, has substantial
excess capacity as well as farge unfilled demands. The greater impact
of monetary stringency on housing than on the rest of the cconomy
apparently is due mainly (0 a capital rationing cffect, resulting from
deliciencies in curvent institutional arrangements for providing
moytgage credit; and probably also to an interest rate cffect,
reflecting a greater intevest clasticity ol housing demand than of
demand generally.

The most effective use of fiscal policy to avoid cyclical cxcesses
would require that the exccutive branch of the Government be
provided with the power to modify tax rates within limits and under
circumstances previously prescribed by Congress, so that differences
in opinion on thc nature of changes in tax rates and the conditions
under which they are to be mude cflective can be vesolved when the
passage of time is not critical. Even if this power is given--and there is
no rcason to expect it will be in the near future--it might still be
necessary and would in any case be desivable to correct the
deficiencies in the cwrrent institutional arrangements for providing
mortgage credit. Similarly, if the interest rate spiral is arrested for
any other veasons, and interest rates stabilize or decline, causing the
position of the savings and loan industry and of the housing markets
to improve cven without changes in insticutional arrangements, such
changes would further improve industry performance and overall
economic efficiency.

Correction of Institutional Deficiencres

The different possible approaches for correcting these mstitutional
deficiencies include (1) the introduction of greater flexibility into
association assct-liability structures (and those of other specialized
savings intevmediaries), and the provision of more adequate credit
facilities, so that the specialized intermediaries can compete
effectively for funds with the commeycial banks; (2) improvement in
the structure of morrgage markets to make home mortgages more
adequate capital market instruments, permitting them to compete
movre effectively with open market securities, without either the
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payment of excessive interest differentials or the curtailment of
residential construction; and (3) madiflication of the eurrent intevest
rate ccilings on savings accounts and mortgages. The desivability of
these changes is discussed in detail in various paris ol the Study of
the Savigs and Loun Industry and, to the extent they are relevant to
this puper, arc summarized below,

An analysis ol  economic efficiency and public policy
considerations points to the need for introducing greater [lexibility
into the assct-iability structure of savings and loan associations (and
other specialized savings intermediaries) to the extent that this can
be done without undermining housing policy objectives. However, a
complete  integration  of specialized  and  diversilied  deposit
intermediaries, which would maximize flexibility of what are now
the specialized savings institutions, is probably not desivable at this
time. This conclusion is based on the advantages ol having a
specialized group of lenders to implement housing policy, the
cconomics of scale in mortgage lending, the diffusion of economic
power, the costs of rapid change, and the absence of significant
cvidence that overall elficiency in the financial system has been
mpaired by the dual system. A more promising approach scems to
be a judicious modification of the present asset-liability structure of
specialized intermediaries to alleviate the problems associated with
specialization; but this does not preclude further measures towards
integration of spccialized and diversified deposit intermediaries at
some later time.

The savings and loan associations, at least until the mid-1960'%,
were (uite competitive in providing savings deposits as well as
mortgage credit for small- and medium-income groups and added
significantly to the mobility of savings and mortgage funds among
different regional markets. The " encouragement of housing via
incentives to the savings and loan industry does not seem Lo have
resulted in generally excessive investiment in housing even from an
cconomic  (totlally apart from a public policy) viewpoint. A
comparison ol both gross and net mortgage and other interest yields
over the postwar period as a whole does not indicate that the
channclling  of funds into housing by specialized  savings
intermediaries had lowered mortgage rates below rates on most other
loans of comparable risk (even after allowance for diffevences in
transactions costs). Apparently the special assistance given housing
simply helped to offset the imperfections of the mortgage markets as
compared with the markets for securities or lor business loans.
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Changes to Improve the Lconomic Performance
of Savings and Loan Associntions

From the viewpoint of signilicanily improving the industry’s
overall cconamic performance without risking a scrious impact on
the housing market, the modification of the asset-liability structure
of savings and loan associations which seems most promising includes
additional flexibility in the areas of consumer credit, mortgages on
multilamily  residences (including  limited use of  equity
participations), Jonger term savings accounts, capital notes or
debentures, and a limited form of checking accounts.” If the level of
consumer (or other non-real estate) loans is limited to the 10 percent
ol assets now permitted wnder Federal tax laws, but not by most of
the supcrvisory authorities, no lurther tax concessions would be
involved. (This 10 percent himitation applics to corporate but not Lo
U.S. Government and agency oy municipal issucs.)

The gains to the savings and loan industry in profitability, in
liquidity, and in the ability to scrvice and attract customers are
belicved to compensate for the possibility ol some diversion of
resources from residential mortgages over the cycle-- even apart from
competitive lmprovements in consumer credit markets, Additional
flexibility 1 mortgages on muliifamily residences is justificd on the
grounds that, apart from allowances lor differences in risk, it is
difficult Lo rationalize any discvimination i favor of single-family
houses at the expense of the typically lower income inhabitants of
multifamily residences.? Still other types of flexibility that may be
desirable include the minimization of geographic restrictions on
mortgage lending. A move drastic change in the asset structure--more
extensive usc of variable rate mortgages-- might be required if
mflationary conditions worsen, but the serious problems associated
with this change suggest that it be reserved for use mainly as a last
resort agamnst irvesponsible fiscal and monetavy policies.

On the liabilities side, more flexible powers to issue longer term
savings accounts and capital notes or debentures also seem to have
some potential for 1mproving the indusiry’s profitability and
liquidity, swithout any diversion of resources from residential

3 .
Steps to implement some of 1hese proposals have already been taken,

4Though the average income of inhabitants of multilamily residences is clearly lower than
for single-family homcs, a significant portion of new multifamily housing has been direcled
at the middie and upper incorae brackets.
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mortgages, but this potential seems more limited than earlier studies
have suggested. More important, the grant to the associations (and
other specialized savings intermediaries) of himited powers to issue
demand deposits or checking accounts should, without perceptible
social cost, greatly reduce a substuntial comparative disadvantage
from which thesc institutions now suffer. Such powers would
significantly increase competition [or deposits, to the benefit of the
specialized  savings  intermediaries, the housing markets, and
depositors generally. The issuance of demand deposits by savings and
loan assuciations would, ol course, be limited by their asset
composition and would require a new set of reserve requirements.

Two rvelated objections that might be raised to some of these
proposed changes in the associations’ assct-liability structure arve,
Gvst, that they would raise total costs to the Government (in view of
the favorable tax treatment of income received by specialized savings
intermediaries) which have been estimated to be already somewhat
over §100 mitlion a year; “and, sccond, from the viewpoint of equity
among competing institutions, these changes would alter the relative
benefits provided by the Government Lo the associations and
commercial banks. However, no additional tux or other subsidies arc
implied by the proposed changes in the associations’ asset-liability
structuve, though higher profitability of the industry would ibvolve
larger tax benefits as well as higher taxes.

Morcover, it is likely that commercial banks have been a greater
beneliciary of Govermment policy than savings and loan associations
as a result of their abilty to provide checking accounts for their
customers, the proscriplion of interest payments on such accounts,
the significantly lower cost of time and savings deposits 1o them than
o the associations (perhaps on the order of one-half of one percent)
as a result of the convenience of one-stop banking, and the
limitations placed on the entry of competitors. Commercial banks
also reccive other benefits from the Govermment, including a morce
favorable tax (reatment than is accorded to nonfinancial
corporations, though not so favorable as the tax treatment extended

5"l‘hc U.S. Treasury Department arrives al a subsiantially larger cstimate of revenue loss

on the assumption thay only actual rather than potential estimated bad debts should be
allowed as deductions from income, ({18, Treasury Department, 7ax Reform Studies and
Proposals, Part 3, pp. 458ff., 91st Congress, 1st Session, U,S. Government Printing Office,
Washingion, D.C., 1969.) The tax advantage (o the savings amd loan industry has been
sharply reduced in the past yew, bul other (orms of Government assistance have been
increcased.
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to the associations, Finally, il the proposed asset-liability changes are
put into cffect and substantially increase the profitability and hence
the tax benefits (o the savings and loan industry, their tax (reatment
might well be veconsidered f at any time the costs to the
Government of the tax incentives given these instilutions seeins
excessive from the viewpoint of benefits vecetved.

Most Lfficient Method of Stimulating Housing: Avadubility of Credit

A more fundamental objection that might be raised to these
changes in the asset-liability structure ol savings and loan associations
is that perhaps their most basic objective--the stimulation of
housing-might be achicved morve cfficiently by other means. This is
morc an objection Lo any support of savings and loan financing ol
housing than to the specific changes proposed. The essential question
here is what is gained by continuing to give incentives to speciatized
institutions  which must devote the bulk of their resources to
providing home financing credit as against other policy alternatives.

In view ol the high sensitivity ol housing to the terms and,
especially, to the availability ol external credit, providing borrowenrs
with mortgage moncy on [avorable (or restrictive) terms is Jikely to
be a particularly efficient way of stimulating (or depressing)
residential construction. Both the 1966 expevience and econometric
analysis for thc postwar period point to the importance of the
availability of credit as distinguished from the terms ol eredit, on the
effective demand for housing, with a major impact on housing of any
substantial shift of savings from the specialized savings intermediaries
to the commercial banks. However, il is at least theoretically possible
that grecater availability of housing credit might be provided more
expeditiously cither by cxtending favorable tax treatment or other
divect Government assistance to any holder of a mortgage and not
only to a specciabized intermediary, or by changing the mortgage
instrument itsclf so that it is 2 more effective substitute [or sccurities
traded in the capital markets.®

The main justification for directing any subsidy to a specific
intermediary rather than to all mortgage Jenders is the belief that this
provides grcater control over the successful Implementation of
housing policy than leaving the investment decision in the hands of a
diversilied lender (though, even with specialized intermediaries, the

6As noted earlier, @ more rational monctiary-fiscal mix would also help, but this mix will
be determined in large part by considerations outside the field of housing,
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past effectiveness of housing policy leaves much to be desired).
Another argument that might be adduced in favor «?f concentrating
on a particular intermediary would be the economic a(lvamzlge§ of
specialization and economies of scale. A final argument against
extending tax or other direct subsidies to all mortgage l.€)1del'5 1s that
we arc pot starting from scratch, and with the uncertan benefits of
this change it is probably undesirable to extend further the area of
housing subsidies, except for spcoalized programs con fined to low
income families.

Changes in the Mortgage Market

Changes in the mortgage instrument and related changes in the
morlgage market appear to offer more promise as a mechanism (or
improving the availability of housing credit. To the extent that
{ransactions costs on mortgages, including the costs of risk appraisal,
can be reduced and marketability increased, pension [unds, insurance
companics and commercial banks would be morc.wi]li_ng to deal in
residential mortgages without requiring cxcessive Interest rate
differentials, and the need for special treatment of savings and loan
associations (or other specialized savings intermediaries) would be
lessened. However, while mecthods [or improving the mortgage
market are examined in the Study of the Savings and Loan Industry
and several promising proposals ave discussed there, it appears l!wt,
at least for the foresceable futwre, the specialized savings
intermediaries will continue to perform a useful function in
implementing housing policy.

The existence of such intermediaries may provide better control
over the implementation of housing policy than leaving t‘he
investment decision in the hands of diversified lenders even 'w1th
improved mortgage markets. Moreover, it would probably require a
100 percent guarantee by the Government ol morigage payments as
they become duc to climinate a large part of tl_)e ztclAv‘anlagc
specialized savings intermcdiavies now have mn their ability ta
appraise morigage risk cconomically; and it is doubtfu} that _such a
guarantee would or should be extended Lo all groups in the
population regardless of risk and cost.” Tinally, the viability of the

7Howc:ven the plan for a 100 percent guarantee of morigage payynents devcloped by Jack
M. Guitentag in onc of The papers in the Study of the Savings and Loaw Industry scems like
a relatively attractive form of Government subsidy to housing, especially for disadvantaged
groups in the population.
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specialized savings intermediaries is important not only in view of
their potential for (acilitating housing policy but also 1o make
optimum use of available facilities for providing desived services to
depositors. Thus, it appears that the proposed additional flexibility
in the assct-liability mix of savings and loan associations is desivable
totally apart from any other likely changes in mortgage markets.

Sonme Further Observations

[t may be helpful 1o make three further comments on the subjects
covered by this paper. Fust, many economists would consider that
the simplest solution to the financing problems of the savings and
loan and housing industries--and  of specialized  intermediaries
generally--would be to climinate interest rate ceilings both on savings
accounts and on mortgages and to make iortgages more marketable.
Eliminating the ceilings on savings accounts would allow the
associutions to compete lor funds at all times at che market vates,
while climinating ceilings on mortgage rates would permit the
associations to obtain sulficient income from mortgages to usc
profitably the funds they raise. Making mortgages more marketable
would protecl the associations against liquidity crises.

While these arguments have merit, it 1s easy to overstate the extent
to which this prescription of climinating ceilings and improving
mortgage markets would help the savings and loan and housing
industries. Thus, higher interest rates on savings accounts have to be
puid on many of the old accounts as well as on the new accounts so
that under the present structure of assets and liabilities it may be
unprofitable for the associations to raise mterest rates signiflicantly in
periods of grecat money tightness. Morcover, making mortgages
substantially more marketable seems to be cxtvemely difftcult
without the use of (and problems associated with) Government
guarantces. Changes in interest rate vestrictions and in mortgage
marker arrangements ave desirable and are recommended i the
Study of the Savings and Loan Industry, but they do not secm (o
affect seriously the desivability of changes mn the asset-lability mix.

Second, it might be noted that mutual savings banks have much
more in common with savings and loan associations than either have
with commercial banks. Thercfore the arguments against the
integration of all deposit intermediaries o a single system do not
necessarily apply to the integration ol savings and loan associations
and mutual savings banks. The bill to establish a new system of
Federal wutual savings associations, proposecd by the last
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Administration, is a stcp toward such integration, at least in the long
run. But the bill also represents an attempt to enhance competition
among savings intermediaries by extending the present ncfw.o.rk of
mutual savings banks countrywide, and' to cnbzmce the flexibility of
savings intermediaries by expanding their lending powers. ‘

Ultimately, it may be desivable to have an mtcgmtgd system of
deposit intermediaries under a single regulatory .au_tlwrlty, with the
asset-liability structuwre of the member associations .dcter)chd
within broad regulatory limits by the individual association but with
the details of regulation and any Government assistance dependent
on the assct-liability structure adopted. However, that time scems far
off. o

Finally, it should bc stressed that while the Scuud-‘y of the Savings
and Loan Industry does consider the cost-bcpcht issues wlnc.'h are
basic to any evaluation of the desirability of dilferent changes i our
financial structure, the analysis is limited by the state of arts. Neither
the analysis carvied out by the Study uor o}thcr available wfork
provides definitive answers to 4 number gf important questl‘ons
relating o the effects of various msntu'ngnul and max ket_
arrangements on economic cfficiency or of different Govexnment
subsidies on housing and other demands. Much more work 1s
required and should be carried out in these arcas.

Structural Reform
with the
Variable Rate Mortgage

PAUL S. ANDERSON and ROBERT W, EISENMENGER

The disadvantages of interest rate ceilings on savings and small
time deposits have already been outlined at this conference. In this
paper we discuss a long-run plan and several shorter-nn plans lor
eliminating these ceilings.

We conclude that the shorter-rum plans arc cither unworkable or
politically impossible. Even our longer-run plan, introducing vari-
ability in mortgage rates, entails many practical problems. These are
so difficult that it is unlikely that rate vaviability will be widely
adopted unless it is supported and actively promoted by financial
institutions, their trade associagions, and the Federal Government.
We favor such support. Variable-rate mortgages would  help
low-income savers, bolster dhrift insticutions, and permit the climina-
tton ol Regulation Q as it applics (o savings and small (ime deposits.

The Present Sttuation

The cuwrrent problem of thrift institutions is olten blamed on
“borrowing short and lending long.” However, if thesc institutions
were using predominantly variable-rate mortgages, they would not
nced Lo match the maturity of their assets with the maturity of their
liabilities.! The principal cwrrene problem of thyilt institutions is
their low yield on assets and consequently their inability to compete
with commercial banks in [ree and open competition. In our

Mr Anderson is Assistant Vice President and Financial Economisi, Fedeval Reserve Bank
of Boston, Boston, Massachusetts.

Mr. Eisenmenger is Sentor Vice President and Director of Rescarch, Federa) Reserve Bank
of Boston, Roston, Massachuset(s.
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judgment, thrift institutions are only able to survive l?ccalusc tl1F3' arce
shored up by Regulation Q ceilings on savings and time deposits, by
subsidized advances by the Federal Home Loan Bank fSystem, and by
mortgage purchase operations of the Tedeval Nationa!l Mortgage
Association.

Many cconomists have criticized this “jcn_y—b_uil_t" protective
system, particularly Regulation Q, because it discriminates against
the low-income saver and it misallocates resources. However, thosc
who criticize should also vecommend an alterative system because
no government can allord (o permit large numbcrs.of {'in;n?c.lal
institutions o go into bankruptey in any one year. .Ijl competitive
forces had been given free rein in 1966, many chrilt institutions
would have gone under. And many which would have survived that
year, would not have made it through 1969.

The Tobin Soluiion

In a recent article,2 Prof. James Tobin suggests that ceilings on
savings and small time deposits should have been raised 1 percentage
point in 196G6. He claims this would have brought a m}b.ﬁtzmtmlly
increascd volume ol deposits to savings and loan associations rm(!
presumably to mutuals. We believe this is highly un!ik(:l)’. From 1966
on commercial banks had a much faster vise in assct yiclds than did
thyift institutions. Furthermore, as roughly half their funds come
from interest-free demand deposits, almost the {ull benelhit of ll_len'
increased yields on assets could have been applied to interest on time
deposits. Thus in 1966 commercial banks rather than thrift institu-
tions could and would have taken the most aggyessive advantage of
higher ceiling rates. In this sitnation some depositors at thri [:[ in.s:hlu-
Gions would have shifted 10 commercial banks, and it is quite likely
that deposit flows of thrift institutions would have deteriorvated
rather than improved.

N1 4 thrifc snstitution has a wmporary deposit run-uoff, a Federa) Home Loan Bank, the
Savings Bank Trust Company (for mutual savings banks in New York State), and the ._Sn\'ings
Bank Trusi Company Northwest (1ow being set up for mutuals in Oregon and W;;slungto‘n)
can provide emergency credit. Unfortunately, the current solvency problems of lhnljl
instimtions cannot be remedicd with doses of emergency credit: such credit, of course, is
useful for Bquidily problems.

2“D(:pusi( Interest Ceddings as a Monetury Control,” Jowrnal of Muncy, Credit, and
Banking, February 1970, pp. 4-14.
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If thrift institutions had attempted to ruise their meerest vates by a
full percentage point, many, if not most, would have paid out more
than they eamed, thereby reducing their book reserves. Prof. Tobin
admits chis but argues that the regulatory authorities should not be
concerned about the “cosmetics” of balance sheets and income
statements, He points out that the published figures [or reserves and
swrplus of savings wnd loan associations increased steadily from 1966
to 1969. And he asks: Why wasn’t the surplus used in this emergency
to help depositors?

This rcasaning overlooks the fact that published Tigures on reserves
and surplus of thrift institutions mean little because the market value
of their mortgage portfolios is around 8 to 10 percent, or about §16
to 820 hillion, below book value. Thus their real reserves arve already
minimal. Losses on cwrent operations would force them to scll off
asscts and, over a period of years, their real veserves could be pushed
far below zevo.

Thus, substantially higher inferest rate ceilings and the vesulting
losses on current operations would have the following impact:

L. [t would reduce the ratio of carning assets to deposits, thercby
impairing  the ability of these institutions Lo pay competitive
interest rates.3

2. By prolonging the period of carnings weakness, it would
postpone the time when Regulation Q ceilings can be lifted. In
other words, excessive interest payments Loday are made at the
expense of fulure payments,

Somc cconomists have suggesterd that thrft institutions might speculate on dectines in
mortgige rates in the future. If they could acquire sdditional savings deposits now, cven at
the expense of operating deficits, they could “lock in™ a block of high-yielding mortgage
loans, In addition to the current yicld which is substantially above the cost of deposits,
these loans would provide a large capital gain if mortgage yiekds decline. These (wo gains
would, they chaim, more thun offsel the operaling deficit that resulis from the bigher savings
rates. What is overlooked, however, is that the higher rates on savings apply o 100 pexcent
of deposits while only an additional, say, 10 pereent of assels can be acquired with the new
deposits, With this 10 to | adverse ratio, this type of speculation cannot possibly be
prolitable, with any conceivable intcrest elasticity of deposits (on an industiry-wide basis)
and any probable capital gains on only 10 percent of asscts, In addition, there is the obvious
point that eurrent bigh yields on mortgages ¢cannot be "locked in'' since borrewers always
have the option of refinancing with little or no pemalty.
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3. 1f the earnings position of a thrift institution were w_cz_\kcncd
sufficiently, deposit rates would have to be reduced, raising the
threat of massive deposit  withdrawals. Then the Fedeval
Government would be loreed to provide enough (inancial aid to
induce a stronger institution to absorh the weakened one. An
example of such a development is the recently \,\'cll-pul)hcw:ed
savings and loan casc in California; this occurred even with
present rate ceilings.

An Equitable Short-Run Resedy

Although there arc clear dangers inraising (If:posil.or_y rate ceilings
under present conditions, such raising is certainly desivable. I.{:u.hcr
(han raising the ceiling and then providing the pecessary I‘cc!cral
emergency aid on an ad hoc basis, it would be .u.mch wiser 10 devisc a
plan that would solve problems before the ceilings were ranC(}. One
such plan would he to have the Federal Govcrn\'nen.l provide an
amual subsidy which would enable  thiift institutions to - pay
dcposilors, say, onc-hall of the intercst income they lorego because
of interest rate ceilings.?

The cost ol this plan would tota) around $10 billion over a 10-year
transicion period assuming that interest rates remain at present lev.cls
and that commercial banks would not requive any aid. The fivst
year's subsidy would amount to aboul $2 billion and would_ en;lll\)le
{hiilt institutions to pay LV pereentage points more on deposits. [he
vequired aid would decline each year with (he increase in average
yiclds on mortgage portlolios as the low-yielding mortgage loans
év,ru(lually mature and are veplaced with loans at current m_ar?«:l rales.
This visc jn averige mortgage yiclds would probably clnmqatc the
need for any subsidy within 10 years if we make the assumption (hat
interest vates do not change. If interest rates decline, the required
amount and duration of the subsidy would be much less.

How could we justify this massive payment by Fe(lcra.l _taxpaycrs?
As will be shown later, the cost of subsidizing competitively weak
(il institutions is now borne by middle- and low-imcome savers.
These people cannot invest in most U.S. (_.}ovemn_lcnl and other
similay sccurities and ave foreed by Regulation Q to carn a much

4Prof€ssor Fdward J. Kane proposcd a similar plan in an acticie, “Short-Changing the
Souall Saver: Federal Government Discrimination Against Small Savers During the Vietnzm
War' in the November 1970 issue of the Jaurnal of Moncy, Credit, and Banking.
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lower return on savings and time deposits. Thus Regolation Q
imposcs a substantial regressive tax on nuddle- and low-income
people, 1t would be much morve equitable if the tax were distributed
among all taxpayers. The competitive weakness of thriflt institutions
results from past ineffeetive cconomic policies which generated
inflation. Why should persons of modest means be lorced to pay the
cntire tax?

Although our proposal makes cconomic sense, we realize (hat such
an expensive and radical recommendation is probably not pohtically
(casible. The plan also has difficult allocation problems. For
example, should commercial banks he cxcluded? Should profitable
thrift institutions be  penalized for their good management by
receiving a smaller subsidy than weak institutions?

A morc feasible but longer-run solution would be to have a change
in policy mix--a tighter fiscal policy and an casier monctary policy.
The new mix should bring lower shoyt-term vates and, with a given
cciling rate, a much larger flow of deposits o thrift institutions. Al
the same tme the average yield on the asscts of the thyift institutions
would nsc (as old mortgages were vepaid) and the average yield on
assets of commercial banks would fal as the prime rate dechined.
Within a few ycavs this policy mix would create an entirely new
competitive environment for thrift institutions,

What none of these policies would do, however, would be to
prevent a recurrence of the serious compelitive problem of thrift
mstitutions in another period of cscalating mterest vates i coming
years. Thus, we recommend the variable morigage rate as a device
which will permit the average assct yicld of thriflt insttutions o
move up and down with the market yield on long-term mortgages.
Such a flucinating yicld should enable thyrilt institutions to survive in
free compelition during {utwre periods ol inflation and cscalating
interest rates.

Transfer of Income

A surpnsingly  widely held opinion cven among bankers und
economists is that variable rates are wnfair to wmortgage loan
borrowers. This attitude implies that it is better for morigage lending
mstitutions to suffer a squeeze in their operating margins during
periods of rising rates than for home mortgage loan borrowers to
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have to pay higher rates on existing loans, The higher intercst cost
burden on a borrower is readily appreciated but the finanoal squeese
on a thrift institution scems to alfect an impersonal organization,
arousing no symparhy. As our previous analysis of ceiling rates has
indicated, however, thrift institutions with their presem level of real
reserves o not have the capacity to absorb massive losses. As a
result, Regulation Q ceilings bave been imposed which keep thyilt
institutions viable but force depositors to bear the costs.

Under a regime of variable ratcs, these costs would not be borne
by depositors but would be shifted (o existing mortgage borrowers.
The opposite income transfer would occur during periods of [alling
rates but the magmtude of this opposite transfer is likely to be much
smaller because rates arve, in effect, alveady variable on the downside
since borrowers have the right to velinance when they wish. Thus,
under fixed rates mortgage borrowers arc in the pleasant sitnation of
“Heads 1 win, tails you lose.”

I{ most mortgage loans were on a variable hasis today, the average
yicld on thrilt institution assels would be around 8 peveent vather
than the actual 6 percent. Accordingly, thyilt institutions could pay
7 percent rather than 5 percent on regular savings. Since total savings
at depositary savings institttions amount Lo about 8350 billion, «a rise
of 2 percentage points in savings rates would transfer 7 billion
annually from existing mortgage borrowers to savings depositors.
This is a substantial amount and would help savers considerably
more, for example, than the elimination this year of the 10 percem
Federal surtax.

How would this affect various income groups? The lollowing Lable
shows a percentage breakdown by income group of savings deposits
owned by houscholds and ol mortgage loans owed by houscholds.
The mteresting featurc of this table 1s that families with below
median incomes in 1962 held 28.8 percent of all savings deposits and
owed only 11.1 percent of total mortgage debt ol households. If
variable rates had transferved $7 billion of income from mortgage
borrowers (o savers, familics below the median would have received
about §2 billion a year in additional savings interest but paid out
only §0.8 billion in higher mortgage rates. Unlortunately the data in
the table are for 1962. [t is probable that in recent years many
hgh-income houscholds have pulled their savings out of thrift
institutions, Consequently more recent data would undoubtedly
show low-income families holding a substantiolly larger share of

1962 INCOME SAVINGS DEPOSITS MORTGAGE DEBT

(Percentages of Household Totals
Accountad for by Income Class)

0-$2,999 15.8 3.4
$3,000 - 4,999 13,0 77,
5,000 - 7,499 15.2 21.6
7,500 - 9,999 16.0 26.0
10,000 - 14,999 18.6 22,0
15,000 - 24,999 10.9 11.2
26,000 - 49,999 6.0 5.6
50,000 - 99,999 3.7 1.7
100,000 and ovar .8 i

Source: Projector and Weiss, Survey of Financial Choracteristics of Consumers,

Board of Governars of the Federal Reserva System, Washington, D.C.,
1966.

*Median Income in 1962 was $5,200.

savings deposits but owing a somewhat smaller share of mortgage
debt.

Help for Home Building and Other Impacis

What would be the impact of variable rates on home morigage
funds  and vesidential construction?  First, let us comparc a
variable-rate regime with one of fixed rates. And let us assume no
ceiling rates, no FNMA purchases, and no subsidized advances by the
[Mome Loan Bank System. In such a frec market, commercial banks
would attract most of the savings of thrift institutions in periods of
f:scaluting nterest vates. This would be disastrous for thrift
mstitutions, the flow of mortgage funds, and home building. [n this
companison, thercfore, variable rates show up very well.
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Sccond, let us compare a variabte-rate regime with the existing
fixed-rate system which includes massive governmental intervention
to sustaim tlwift institutions during periods ol resiraint. As we
pointed out in an articde in ouwr Bank publication last spring,®
Regulation Q and other protective devices have kept mortgage rates
(in comparison {o corporatc bond rates) at very low levels in 1969
and 1970. Any [wither relative reduction in the level of mortgage
rates would cause mortgage lenders other than thrift institutions to
descrt that market even more than they did in 1969-1970. Thus the
imfroduction of variable rates in our cxisting institutional framcwork
would not provide much additional insulation for the mortgage
market and the liome building industry from the cffcets of monctary
restraint.

The variable-rate mortgage, however, would permit thrift institu-
tions to weather periods of restraint and provide 4 more equitable
rate to small savers. It would also accomplish these ends without our
present jerry-built system of controls and subsidies. Thus,
variable-rate mortigages would permit thrift institutions to create
their own “free enterprisc” mechanism (ov stabilizing home building.

Variable rates might have other beneficial social effects doring
peviods of restraint. Most of the $7 billion transfer would be
channcled to a population group with a high savings propensity.
Therefore, it might serve to increase national suvings. Also, the higher
rates paid on savings and time deposits could conceivably encourage
some people to increasc theiv savings rate.

Encouraging Use of Variable Rates

In view of the advantages of rate variability on mortgages,
particlarly for the lenders, why bas it not been uscd morc
extensively? Late last year, the TFederal Reserve Bank of Boston
surveyed mortgage lending institutions in New England. We found
that about half of the lenders did make some loans with provisions
for varying rates, but most banks included these provisions only in a
minority of their loans. Furthermore, even in these cases, the right to
raisc rates was exercised only half the time. Inertia and fear of bad
publicity were the chicf reasons for lender reluctance to vary rates.
In several cases wherc lenders began to cxercise their rights to raise

Suyariable Rates on Mortgages: Their Impact and Use,” New England Econowmic Revicw,

March/April 1970.
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vates across the board, 2 public outery ensued. The mosi drastic
repercussion was in Vermont where laws were passed which have
virtually eliminated the use of variability. In Massachuscits a bill was
introduced (although not passed) in the legislature which would limit
mcreases in variable-rate mortgages to 50 basis points over 5 years.

All this New England cxperience shows that vate variability is
unlikely to be adopted unless {inancial institutions, their trade
associations, and the Federal Government provide strong leadership
and encouragement.

Financial institutions and theiy trade associations could make
variable-ratc mortgages more attractive in several ways. Fivst, they
could promote tied-rate mortgages which move automatically down
as well as up with national morigage rates.% Too often in the past the
power to change rales has vested solely with the lenders. A new state
law in California requives all variable-rate mortgages to be of the
ticd-rute type. Second, lenders could offer an initial rate, say, i to 2
percentage point lower than on fixed-ratc morigages o the borrower
who chooscs a variable-rate mortgage. A third inducement would be
to mcorporate a schedule of small reductions in the tie between the
rate on ecach mortgage and the basic national mortgage rate. For
example, if the initial rate werc set equal to the national rate, the
schedule could specify that in 5 years or so the rate would be
reduced one-quarter of a point below the national rate with a similar
reduction at the end of 10 yeurs, and so lorih. The procedure would
sarve 1o emphasize the concept of variability and should prove to be
quite attractive.

The Federal Government could, of course, he mosi influential in
promoting rate variability, Obviously, the VA and [FHA should allow
variablc-rate mortgages to be included in ther loan guaranice
programs. Furthermore, the Federal Goverment could absorh the
losses on these variable FHA and VA mortgages without requiring
premium payments.” Regulatory agencies could also allow lower
liquidity and capital veserve ratios if the mortgage portlohio of a

Swe belicve it would be hest 1o have a tied-rate mortgage linked to a basic national series
such as that of the Federal Home Loan Bank Board on conventional home mortgages. We
agree with Mr. Puckett that use of a thoft institulion’s cost of funds or the bill rate would
not be desivable. Nevertheless, it should be noted that some savings and loan associations arc
presently using their own cost of funds as the basic rate and they apparently have
encountered no difficuly.

Femi - . .
This is Lhe current practice on VA fixed-rate mortgages.
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thrift instituiton consists centirely or largely of variable-rate loans.
Such actions (ollow the spint of the Federal Rescrve System’s capital
adequacy formula which allows lower capital requirements against
assers with less potential of decline in capital value.

[ most thrift institutions offer variable-rate mortgages in the
future, rvate ceilings would be wnnccessary. Without rate ceilings
during periods of rising intevest vates, thrift institutions with
predominantly variablerate loans, and, therefore, vapidly rising
earnings, would be able to attract practically all the deposits away
from thrift institutions with mosdy  fixed-rate loans. Thus, il «
significant number of lenders began 1o use variable yates, others
would be forced o follow suit in self protection.

Of course, many borrowers may continue to insist on [ixed-rate
mortgages. We believe they should be requived to pay a higher rate
[or the right to escape the risk of higher interest rates in the luture,
Under owr plan lenders who extend fixed-rate mortgages would be
requived to transfer this yield preminm o veserves rather than paying
it out to depositors. In this way higher reserves [or (ixed-rate
mortgages would substitute for the protection provided by variable
ralcs,

DISCUSSION

LLTUSHAPIRO

The role ol a discussant is, under the best of circumstances, an
awkward one. This 1s also oo apparent to me since there is much in
the papers that I agrec with; ander the chreumstances it is difhcult
for me to nic-pick. My ecarlier remarks are not intended 1o be
aviticisms of the Friend or Anderson-Eisenmenger papers. As proper
authoys they have addressed themselves to the topics assigned to
them. T merely wish to make some general comments about housing,
monctavy policy and (inancial vegulation before going on to
commaent specilically on both papers,

I (hought I would start my comments by taking up Irwin Friend
on the stalement made in the fivst page of his paper. He talks about
the justification [or specialized savings institutions which get
government assistance, and suggested that the restricions on their
asset and lability structures rest lavgely on a balameing of public
policy and cconomic consideration. This balancing, says Irwin,
requires [irst an appratsal of the importance ol the public policy
objectives involved on which, says he, economists have velatively
fitde to conmument. It is not cJear to me in the context of the use of
English whether he meant to convey that economists do not know
very much about public policy ohjectives or they are concerned with
mcans for any given ends and therefore do not tatk very much about
these policies. 1, however, shall disubuse him on both counts very
bricfly.

Public Policies

In the fivst place we have a large number of public policies. We
have a public policy in the sensc that we have inflation which
presumably was induced by the Congress of the United States and
the Executive branch of the Government. We have a set of housing
goals which werc also enunciated by the government, both federa)
and state and local governments. We also have a sevies of public
policies which deals with regulation of financial institutions. And so
the issue veally rurns on how does this mixed bag of policies affect

Mr, Shapiro is Sylvan C. Coleman Professor of Financial Management, Harvard Oniversity,
Cambridge, Massachusents.
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the outcome of onc or the other of the ends that are desired. Ut
scems reasonably clear from what 1 have heard transpired ycsterday
and certainly what has transpired today, that one of the major
problems adversely affecting the housing field has been, in fact, the
inflation that we have had since 1865. Very few people discussed
difficulties in the savings and loan industry in the period prior to
1963, us Irwin remarked earlier. And it would scem to me that one
ol the major problems that we ought to address ourselves to, is thal
maybe 1t would be wnnccessary (o talk, as the two papers did
vesterday, about the problems of housing, if we could achieve a
public policy which provides a stable price level. T'suspect it is not a
silly hypothesis to suggest that in an envirvonment characterized by a
stable price level, howsing would be supplicd in quantities sufficient
to meet the needs of the public.

I find it difficult to discuss the topic of changes in financial
mstitutional structure because I am convinced that if we had gone
further than Irwin did, as had the Conmmission on Money and Credit
in 1961, and say in effect “eliminate all portfolio regulations and
presumably also all ceilings on interest vates,” and provide a stable
level of economic activity, that the crecdit mavkets would have
supplicd a better end product velative to social aims. 1 happen to
believe that, and [ am concerned that somewherc in this conference a
paper was not addressed to that subject. ITad such a paper been
discussed at this conference it might have made a lot ol the other bits
and pieces fit together in a better way.

Another topic I think should be discussed is the whole character
of regulation of the housing industry in the United States. This
regulation obtains not only with respect to the behavior of financial
institutions but it is also a consequence of the variety of regulations
that exist on the state and local government level. One such
regulation is legislation designed to do great things for man, namely
the usury statutes. Whatever their stated objective is, they have had
the eflfect of impainng the ability of financial institutions to make
mortgage funds avalable on terms competitive with other
alvermatives open to them. In effect, ceilings on interest rates on
monrtgages create serious problems to prospecitve home purchasers by
rationing them out of the market for finance. The presence of usury
statutes would crcate a serious if not fatal impediment to introducing
variable mortgage rates as proposed in the FEisenmenger-Anderson

paper.
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The third thing that I would like to comment on before I ralk
specifically about the {wo papers is the rationale behind the
widespread talk on the quantity of housing which is desired, i.e., 26
million housing wnits in the decade ending in 1978. I really do not
know how much housing the American economy ought to have, and
the {act that the Congress of the United States says in its wisdom
that we ought to have 26 million housing starts in ten years is not
really very specific from the point of view of any cost-benefit
analysis in terms of what other expenditures have to be foregone if
this level of housing starts is to be attained.

1, like most of us, can sce a problem in connection with the desire
Lo provide housing for the poor. You may on equity grounds desive
to do something in this direction. It may take the form of rent
subsidies; it may take the form of interest subsidies. 1 suspect it
would be better handled by a guaranteed income, then let the
consumer decide how much of his money he wants to spend for
housing as opposed to other things. And I think that throughout the
discussion of housing needs and goals there is a lack of clarity on
whether you want to be concerned about housing for the middle
imcome and the rich. My own particular view is that you may make a
case for subsidizing the poor, but T sce absolulely no veason why the
middle income should have low cost or subsidized housing in order
to rctain four cars oy any other combination of choices that they
wish to make.

Mlocating Real Resources

There is another sort of problem which I regard as rveally very
important, which is not covered in the papers--and I do not wish to
be interpreted by these remarks as criticizing the authors. We ought
to worry about the whole question not only of allocational
cfliciency of financial resources, but also of the allocational
efficiency of reul resources. Let me state my proposition to you in
the form of a hypothesis. In the long run it may be that the Congress
of the United States and the public of the United States will really
get adequarc housing. And the reason they will get adequate housing
is a consequence of the credit crunch, as a consequence of the
growth of profitability of housing due to the fact that not much of it
is being built by traditional builders and financed by the traditional
mortgage lending institutions, i.e. savings and loan associations and
mutual savings banks. There has arisen a disequilibrium in returns in
housing, and this disequilibrivin has led many corporations to go into
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the housing ficld divectly. Now, they have a great capacily to tap the
capital market, and the presomption is that they also have a great
capacity Lo cxpend money on research and development to develop
optimum sized units for the production of housing in the United
States. And I should not be surprised il when we look back ai the
sn-called credit cnmch period, it may be a turning point in the
mtroduction ol a much more modern technology in housing, a much
more efficient stock of housing in the United States; it may also turn
out that substantially fewer intermediarvies ave nceded for the
provision of this hounsing. ,

For a flinancial intermediary serves a particular purpose under
cercain scts ol civeumstances. [L may be that we just have too many
savings and loan associations, and too many mutual savings banks, or
will have them in the latter part of the decade of the 70’ as a
consequence of whut appears 1o be a very substantial interest on the
part ol corporations to go mto the housing business directly. With
theiv access to [unds in the capital market they can avoid the
regulatory restvictions that wre linposed on housing finance (hrough
the regulation of linancial institutions. Thus we may get more, bettey
and cheaper housing in the United Stutes in the futwe by reducing
the scope of activity of the small builder-contractor and his
dependence on traditional sources of mortgage finance.

The Need for Price Stabilization

Let me tuen briefly to the Eisenmienger-Anderson paper which is
really divided into two parts, as I think Irwin Friend’s paper is also.
One is a general discussion about monclary and fiscal policy, the
presumption being that we want a combination of monctary and
fiseal policy which in the first instance produces no inflation. Then
there are some other clements to the advocacy of [iscal policy, in a
combination of fiscal and moneltary policy such that our stabilization
policy mix will not affect the housing muarket unduly. 1 propose
rcally not to discuss those parts of the paper for I am sure they have
been discussed at eavlier sessions of this conference. [ would only say
in passing, Irwin, that yowr comments on monetary and fiscal policy
read as though they were written in 1960 or 19G) and that there had
not been anything elsc written, about both monetary and fiscal
policy, since that particular period which introduced a yeasonable
measwre of uncertainty abaut ow earlier beliefs in the relative
importance of monetary and fiscal policy respectively. THis preference

DISCUSSION SHAPIRO 135

is (or heavy dependence on fiscal policy as the principal stabilization
100} and his argwments yead as though it were a proven instrument,
and very cvenhanded. I remind you of the evenhandedness of fiscal
policy. In the last speech before the Congress of the United States by
Joe Barr, then he Secretary of the Treaswry, he pointed out the
discrimination against middle income taxpayers by the vevenue acts
that we had passed. Thus I am not as sure as Friend abount the
evenhandedness of fiscal policy. Moreover, 1 never thought that
advocates of monerary policy denied that monetary policy might not
have some sectoral cffcets. The sectoral effects were the consequence
of the sectoral effccts of the market mechanism. That was the
argument which was used to show the virtue of general controls
rather than specific or divect controls.

Vurniable Interest Rates

I share the Anderson-Eisenmenger view with respect to the use of
the variable rates on mortgages. I would simply repeat my earlier
comment that onc problem which arises is the effcct of statutory
limitations on terest rates which may impair the effectiveness of
their proposals. 1 would say that if lenders have a veluctance to use
variable mortgage vates then I do not see why they (the lenders)
ought to be protected in their own best incerests. [f in fact they want
to make fixed-rate mortgages and suffer portfolio imbalances and
fail, then they deserve theiv fate. I would not protect them at all;if
they wish to underprice their product, grand. The conscquence is
that they will probably not stay in business very long.

Now, on a purely technical level, it has been argued that a
household has a certain amount of money which it allocates for
housing. And in effect you would put them into a variable budget
position by varying the rate, since they do not know whether they
are going to have to pay ten bucks or forty bucks, depending upon
the public policy which gives oy docs not give inflation. Well, 1 would
say one way to get around that problem, which was not mentioned
m the paper, is conceivably to lengthen the maturity of the morigage
so that, in effect, the households veally have a constant out-payment.
All you are doing in cffect is to rclax the terms to maturity to
achicve that particular objective.

There are a number of alternaltives, it seems to me, to the variable
interest rate which J think might also be mentioned. Fivst of all,
there is the statutory requivement that lenders be able to prepay
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their mortgages. Note what this does in effect. It is a one-way option
which says that the borrower can always take advantage ol falling
vates. It scems to me, the simplest thing to do is Lo have the risk
shared equally by lender and bovrower, which is another thing which
could be donc in connection with a variable mortgage rate. And
public policy, it seems o me, ought to move in that direction, but
thus [ar it has not.

Another thing that T would suggest to deal with the problem of
portfolio imbalance is that we ave creatures of habit. We think of an
amortized morigage as being absolutely the greatest thing in the
world, and it probably was a great inmovation when it came in the
1930’. And it supplanted, as vou know, the short-term mortgage
with a balloon out at the end of a year, two years or five years. The
lact of the matter is that I do not think that the amortized mortgage
ought to be the sole mechanisim for borrowing against real property.
For the nouon behind the amortized mortgage was that the lender’s
risk would be reduced by the amortization, and the borrower would
be required to repay serially on the mortgage that he had taken.

I belicve theve s a lot of atlractivencss (o a non-amortized
short-term mortgage. In the first place we seem to be generally
convinced that major depressions are a thing of the past, and [ think
it was the fear of major depressions that led Lo interest in amortized
mortgages. In the second place, when intercst rates were low, and the
typical maturity on a mortgage was 12 or 15 yeays, [ think that it
probably was true that the borrower vepay a fair amount of his
princpal over a relatively carly period of time. For example, a
borrower under a 5 percent, 15-year mortgage would, under the
terms specified, reduce his indebtedness by 25 percent during the
first 5 years, and by 58 percent during the f{irst 10 ycars. But today
with interest rates at 8 percent and matwrity terms ol 30 years, the
required reduction of principal during the first 5 yecars is only 5
percent and dwring the first 10 years only 12 percent. So that in fac,
the amortized mortgage is not really reducing the principal amount
by very much, and there ought to be some innovative lenders to say
in effect, “You want mortgage money? Fine. We'll give it to you on
an old-fashioned kind of instrument, namely a relutively short-term
morigage.” And I suspect they are able to protect themsclves against
changes n intevest rates, and thercfore preserve their opportunity to
remain in business in a world where they are in portfolio imbalance.
These and related proposals seein to have more to offer than talk of
the cosinetic elfcets of income and balance sheet statements of Jim
Tobin. I find 1t sort ol strange for a man who spends most of his
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professional life working in portfolio theory and dealing with such
variables as risks, returns, and liquidity, talking about the *‘cosmetic
effect” of an unvealized capital loss.

Need lo Improve the Mortgege Instrument

Irwin Friend enumerates the whole list of proposals which is very
directly responsive 1o the title ol his paper, and I must confess I have
absolutely no objections to any of them. 1 think they we all
desirable. They do not go as far as T would go, since 1 am a free
portfolio man, and my only objection is, why not go a little hit
further, Irwin? And I think also his comments about the necessity
for the improvement of the nature of a mortgage as an instrument
are extremely well taken, and herce I think you are again subject to
state regulation which really wakes these mortgages infirm in the
sense that forcclosure procedures and various other procedures differ
from state to state. And here, 100, we observe a case of government
regulation hmpairing the quality of a mortgage in competing with
other capital market instruments in tapping the savings of the public.

Now, whether we have ceilings on interest rates or not, the lact of
the matter is that the Federal Government has in many ways
protected the thyift institations in the sense that they will not issue
competing instruments in sizes that will drag moncy out of financial
intermediaries. But what the government will not co, 1 assure you,
A&T will; for one day they will offer 8 percent one hundred dollar
bonds, easily available at cvery office of the telephone company.
You are still going to have problems in the mortgage field, unless you
permit the traditional mortgage lending institutions both to bid for
funds, and to be able to carn rates of return on their assers thut will
be competitive with the alternatives that will be open to even small
savers.

Impedineents to Housing Construction

At onc point Trwin goes through an attempt at a cost-benefit
analysis, which being an honest man, he admits is very imprecise. The
fact is T do not know whether you can talk about the cost-benefit
analysis  with vespect to asset changes and liability changes in
[inancial institutions alone, or whether you really have to talk about
alternative ways of achieving the same purpose. Necdless Lo say
opening the choices gets to be even more imprecise. For 1 would
submit to you, as an assertion not as a fact, that we would do
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substantially more in the way of improvement of housing production
in the United States, not by alterations in the credit machmery, but
by alterations m the amount and extent of regulation on the federal
level, state and local government level, including the labox unjon
Jevel, building codes, ete. These are veally impediments, it scems to
me, to the construction of an efficient housing industry in the
United States. And while I do not mcan to imply that cither of the
papers ignored this or would dilfer with me, I simply think we would
get more mileage from my suggestions than would be the case il we
only unbundled the asset and lability sides of financial
intermediaries.

Lquity Among Financial Institutions

There is one concern 1 have with Irwin’s paper--he hinted at it, |
would prefer to see it made very much more explicit. The argument
about changing the domain in which savings and loan associations
can operate would be, as I said earlier, & movement in the right
direction in wmy estimation. The problem becomes one of
interistitutional equity, {or I would hope that he would argue that
the same sorts ol treatment would be given to other financial
institutions  that have to compete with the savings and loan
associations for the savers” dollars. 1 think this is a rather important
problem in the implementation of any of these proposals for,
ultimately 1 suppose, it boils down to which of the two groups of the
financial institutions has the largest power bloc in the Congress of
the United States, which is not always necessarily in the public’s best
interest. I suppose we would want to argue that il you are going to
elimimare rate ceilings on S & J.s, you rcally ought to permit
commeraal banks 1o compete more effectively for demand deposits
as well as for time deposits,

Now, agam [ do not personally have any major concern about
giving checking rights to the thrift insticutions, und Irwin’s argument
)s that there is an advantage that you have in competing for savings il
you have a full line of financial services which inay be oflered to the
public. My only concern about the granting of that power to the
savings and loan associations is that they should then be subject to all
of the restraints of competing nstitutions on wlich Irwin was, 1
think, quite explicit. The problem, however, is if you arc talking
about the optimum number of checkeries in the United States, it is
not clear to me that by giving all these institutions checkery rights
that we will have the appropnate scale and mumber of check issuing
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firms in the cconomy. Though I can raisc the question, [ certainly
camnot answey it.

In conclusion most of my remarks ave not directed at the papes,
but arve directed at issues that veally should be raised in this
conference for I think they are at least as critical as the issues which
ave being addressed o the financial machinery. 1 might say in closing
that if it is true that our housing needs for the 70’ are very largely
conditioned by the need for multiple-family housing for the young
and as 1 expect also for the poor, I am not at all sure that the savings
and loan industry in its historic operations is really the one to worry
al_oouL Somehow or other there is a vast body of lenders that has
historically done a great deal in the multiple-family business, and 1
suspect that what we ought to do is to give access to savings pools Lo
all those institutions that are efficient in the financing of
multiple-family bousing--which I belicve to be the major housing
requirement in the decade ahead.
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