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Mortgage and housing market activity has been a matter of
national concern for several decades. As early as 1918, Congress
considered proposals Tor 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 divect outgrowth of one
of 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 this legislation came into being in Febuary 1938
as a subsidiary of the Reconstruction Finance Gorporation. Through
a serics 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,
2959, 72nd Congress, 1st Scssion, 1981, p. G139,
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 posstion
of the Federa) National Morvtgage Association.
Mr. Schwartz is Vice President and Economist, 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
arec a residual investment for a number of lenders-—-insurance
companies, commeycial banks, and, to a degree, mutual savings
banks. The sccond characteristic is that the flow of savings to
commercial banks, mutual 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 (ollows traces the
development of these institulions, examines the goals which they
pursuc, 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 general terms
the goals that Congress had in mind.* The languagc of thc House
Committce Report is fairly extensive, but the broad intent 1is
mirrored in the following precis.

Onc can distinguish the desire for a wmechanism Lo equilibrate the
supply of mortgage [unds in relation to demand regionally. The
eradication of geographic bayriers or frictions to 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 morigages are nol everywhere
uniform, is not an indictment. Flows, and rathcr large ones at that,
have bcen generated which otherwise would probably not have

2

“Note should be taken of the fact that policy loans at life insurance companies increasc
substantially when market interest rates risc intvoducing an impact on life insurance com-
panies not unlike that alfecting thyift institutions but 10 a Jesser degree,

4chm‘t No. 1418, Housc of Repsesentatives, 720d Congress, sl 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 maticr as the other goals.

There was also ¢vident a desire to create a credit reservolr to
buttress the lending capabilities of thrift institutions and to provide
them with a shor(-terin cash Mow adjustment mechanism.

Most important, 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 cxcesscs
in residential construction activity. It is this function which would
appear most important 1o maintaining an adequate volume of
moriguge 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 FHI.B’s provided advauces which accounted
for from 5 to 8 percent of the mortgage loans outstanding at member
institutions, but on a marginal basis, supplied as much as 16 percent
of the net increase in mortgage portlolio in given years. Afier an
early postwar pecuk activity in 1950, both ratios declined rather
sharply into the mid-sixties refllecting growth in savings which far
exceeded a strong secular rise in advances outstanding.

How did advances behave in relation to the standards disenssed
catlier of acting as a contra-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 discemible pattern, and to thc exient 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
small positive coefficient ol correlation with an R2 of less than .12.
Similar results are evident for correlation with housing starts. While
no important relationship is supported by the covrelation between
aclvances and the need for mortgage funds, a tendency for advances
to paralle! the availablity from other sources is apparent.

An carlicy study of the FHLB’s described the System as furnishing
accommodation for members, or as i lender ol first resort.> To some
extent, this was unavoidable because the FHLB’s extend credit forx

5. .. f
Emest Block, “The Federal Home Loan Bank System," in Federal Credit Agencies,
CMC, Prentice-Hall, 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 without any significant explicit review by the FHLB's.

Two Attewmpls at Restriction

There werc only (wo attempts ar any restricion. The first was
dwring the Kovean War and amounted to little more than changing
the upper limits for advances to expand mortgage portfolios 1o an
imconsequential degree. A brief period of restriction in 1955, an-
nounced in a style (hat appeared very forceful, induced a great deal
of industry criticism of the Federal Home Loan Bank Board and
many suggestions for reform, but produced only a slight moderation
in the growth in advances. Block discusses this cpisode 10 some
detail® and argucs, but from mnual rather than monthly data, that
the vestriction had no cffect.

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

The events of 1962 alse pointid up the dual sole of the Federal Home Loan Bank
System. On Ihc one hand, advances by the Federal Home Loun Banks are
designed to permit members to meet expanding demand not matched by savings
inflow. Al the same Ume, the Board and the seveml Banks have a responsibility
for the soundness of credit and the argument coutd be made that credit should be
vestricted. The obvious conflict of the two goals in circumsiances such as those in
1962 made the role of e Board difficult. While the Board did (ake steps to
protect the soundsiess of credit, it did not take any direct aclion through the
advance mechianisin to restrain credit Jevels. The needs of (he cconemy appearcd
(o cleasly exceed any imminent threat to credit quality and tipped the scale jit
favor of continuing cxisting practices during 1962.8

6pid

7Fcrmomi4_ Report of the Presidont, January, 1963, p. 49,

8 \nntat Report, Federal Home Loan Baik 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 15.4
Multifamily mortgages 1.7 2.6 2.8 3.2 4,5 3.6
Total 12.1 14.3 16.3 18.9 19.9 19.0
Less FNMA 9 - - -8 =1 .5

FHLB's -2 o 8 1.3 2B 7
Net flow private 11.4 13.6 156.6 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 fur home mortgages alone). In the same interval,
howcver, 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 (hat the bank System from 1961 to 1965 supplicd
resources in amounts not consistent with the relatively casy conditions in
financial markets, with the ample flow of savings into member institutions, and
with (he Funds available from lenders for mortgage investment and housing
construclion.?

9 ~ .
Leo Grebler and Tom Dayel, “'Study of 1966 Experience,” in A Study of the Federal
Home Lown 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 rates. 1f the institutions had a
superior lending record, operated in the housing market with an
average or lower rate of {oreclasures, and had to raise dividends to
maintain ua reasonable {low of [unds, the restriction 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 mayket 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 tong, the entive first half of 1966. But part
of the rcason 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,‘ilmlull Report, 1964, Fedeval [lome Loan Bank Board, pp. 17-19.

M. 50-54,
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cffective for commercial banks in December 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 ac 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
relevant 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 s par-
ticularly so since rcpayment of advances was as prevalent among
borrowing members not affected by the tighter standards as it was
among those of lesser eredit worthiness.

FHLBB's Primary Role o Stabilize Mortgage Markets

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
members 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’ incrcases in mortgage portfolios. A correla_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 ol 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:

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

2 op.cit. pp. 1336-38,

135, 50-52.
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mortgage markel. From 1954 through 1965, there were nummbers of
periods when its performance was clearly contva-cychceal. Two types
of dif liculties arc apparent if one inspects a chart,

First, is a purely avithmetic problem. Once the net inereases in
portfolio reach a particularly low or high level, they tend to change
more slowly than mortgage flows. This veflects, i part, the fact that
FNMA has deadt only with Government-backed wmortgages, thus
limiting its scope to an important degrec. It also rellects a variely of
other frictions which 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 Tederal
budget. Thus, a chart would reveal a {ew cocyclical movements,
reflecting vestraints imposed by the Bureau of the Budget in cfforts
to protect the fiscal program of the Government. This, of course,
mterfered with FNMA's cxplicit vesponsibility to support the
mortgage markel.

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

FNMA’s role in the mortgage warket is clearly consistent with
scctor stahility oy reallocation of open market credit to the morcgage
market. From January 1955 through April 1968, the month before
FNMA adopted its present lorward commitiment process, FNMA'
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 zevo, the cocflicient of correlation was minus as was
the coelficient of regression. An examination ol a chart of monthly
data will show sub-periods in which contru-cyclical activity, in
rcladion to other lenders, was wmuch stronger than the correlation
itsell suggests. This s particularly so for the years from 1961 through
1964 when the FHLB’s were strongly pro-cyclical a large part of the
fime,

Since May 1968 FNMA’s contra-cyclical role has been much
clearer and stalistically morc significant. The cocflicient of cor-
rclation is winus .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, 1hereby gaining cxclusions from Federal budgetary processes.
This meant that the restraints on its boyrowing of funds were its own
net worth, its borrowing vatio, and such limitations as the Secvcilavy
of Housing and Urban Development might find appropriate. As
matters developed, the Sceretary has scen fit fo authorize FNMA to
take a strong position in support of the moy(gage market. At times in
1969, FNMA was committing at an annual rate of over §10 billion a
year. Its net purchases were $3.8 billion and its gross acquisitions
$4.3 billion.

Second, in May (968, FNMA adopted « lorward commitment
program in contra-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 lor periods of 12
months but in relatively minor volume. The new commitment
process, subject 1o un anction procedure, offers commitments {or as
long as 18 months and theve is a weekly or binweekly announcement
of the amount of funds available. A majority of commitments, 60
percent, have been in the six-month category and the one-yew and
over group has averaged about 24 percent. Thus, the uncertainties ol
the over-the-counter program have been chimmated, and with sub-
stantial Torward commitments 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 market has varicd over
the years. From 1955 through 1959 FNMA’s purchascs were nevey
over 11.5 percent of total home mortgages (i.e. one-to-four [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 FIIA-VA home mortgages, imd 18 percent of all
home mortgages. In 1968, as the market for FHA-VA mortgages
came under presswre, FNMA took 42 percent of the vising volume of
such mortgages. [n 1969, FNMA took 60 percent ol this group and
24 percent of all home mortgages, and in the fourth quarter ol the
year the ratio to all home mortgages was 50 percent and held at that
level in (he fivst quarter of 1970.
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The size and importance of FNMA as a stabilizing Jorce is
apparent from these numbers. It is also important to recognize that
origim_llors ol morigages arc reluctant selleys 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 companics 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. It is important to bear in mind that FNMA does 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 Jomdy roised §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 cffecr of monctary and fisca) policy? An oversimplificd
set of assumptions would hold that monetary policy scts the overall
volume of available credit or loanable 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

Aniple evidence is available that loanable funds are (0 a deerce a
function of interest rate levels although the volume of liguidi tvotcn(ls
lo be dominant. Economic units have the option of holding /money
or sccurities and shifts can and do occur between the two. Witness
.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 issucr of securities
could entice loamable funds from the stock of liquidity held by
economic units thereby raising the velocity of money and offscelting
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 sulficient 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 year of really substantial size was 1969.
Does an 8 percent addition to flows constitute a critical margin?
Certainly, il the tolal credit raised bhad 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 swould appear, howevey, that a reduction 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. In effect, a risc in credit demand induces an increase in
intcrest vates which causes a shift by economic units from idle
balances to sccuritics almost equal to the increase in credit demand.

While supply curves lov 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 more 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
enough Lo negatc monctary restraint.

This would be a swvange world, indeed. For no matier what
monciary poliey tamed out to be, increases in eredit demand would
attract sulficient supply until intevest vates were so high and liquudity
so thin that the supply of aedit 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 than when it
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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 [or 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. Alithough
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 alimost 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 sald, 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 io
shortages. These intermediaries may, although quite fortuitously,
prevent misallocation of resources.

Insofar as fiscal policy is concemed, the issuc is one ol 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 impact. 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

T
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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_hlcve 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. 1t argues that these
intermediavics absorb savings that would otherwise be pIAFed 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!(: lLEuds_has
a zero clasticity. Previous comments suggest the elasticity s ot_hc.r
than zevo, and proponents of the hypothesis may arguc 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 theifl 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 .of
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.odcsl re‘laA
tionship between savings [lows and intermediary nct‘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 (lows to thrift
institutions declined about 40 percent. Yet, in 1966, these (lows
dropped 50 percent, cven though the intermediaries were much less
active. Even more important is the fact that in 1969 yesidential
mortgage volume (both home and muli-family) increased over 6
pereent against a decline of 30 percent in 1966.

The hypothesis [ails on several grounds: first, the absence of
signficant correlation between the taking of funds by the FHLB's
and FNMA and savings flows; sccond, these intermedharies supply
morce funds to the mortgage market than they allegedly tuke from
savers ol thufe institutions. The 1969 data shows that households
acquired 85.3 billion in agency issues out ol §9.1 billion issucd by
non-budget agencies. Assiming that the §5.3 bilhon is accurate and
all of it vepresented a drain on dhrift institutions, the investment in
these securities for houscholds accounts for only 58 percent of the
funds raised by the intermediaries. Thivd, agency securities are not
the only vehicle for household mvesument. Houscholds acquived $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 state and local governments and corporations. Thus, agency
sccuritics are not the only competitors of thrift institutions. Finally,
the much greater stability of the mortgage market in 1969 than in
1966 can be attributed divectly to the elforts of these inteymediaries.

The hypothesis can be restated in (erms that hold these mter-
mediavies yesponsible for increasing interest rates just enough to
cause a reduced flow of savings to thrilt institutions. Tt would be
disingenious to arguc that these intermediavies have no cffect on
mterest rates. However, even il once assumes that their withdrawal
fromr the market would not be offset by other issuers, the impact on
mterest rates would probably not be enough to stop drains at thrift
institutions. 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 more sharply brought into focus by the
events since February when savings (lows Lo thrift institutions have
improved very substantially even though the two Govern-
ment-sponsored inteymediaries have vemained active in the credit
markets. What this suggests is that the aggregate of all eredit demand,
the supply of loanable funds, monetary policy, and even cxpecta-
tions have to be taken into account in evalualing intervest rate
changes. Focusing on just these intermediarics can lead to scemingly
logical but exroncous conclusions.
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The hypothesis that these intermediaries are a dominant factor in
causing savings drain may appear to be a purely ad hovunem
argument. [0 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 {ar
been apparent. 1t should not be concluded that, since an 8 percent
share in funds raised has caused little difficulty, there is no upper
Jimit to the amount ol lTunds these intermediaries can take. [t may
not be possible to specify such a limit and (here probably is no fixcd
ihreshold. However, the more these intermediavies attempt to take
from the market the greater the likelihood that they could have some
adverse eflects on their own objectives.

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

The desire to use the mechanisms as tools for gencral ceonomia
stabilization has already been mentioned. There is no necessary
comcidence between a need for gencral cconomic slimulnlun‘l and a
need for supplementing flows to the mortgage markc.l, nor s therc
anv coincidence between the nced to restrain economic achvity and
limit activity in the mortgage mavket. In lact, the proper sirategy
may be the other way around,

In many periods of cconomic slack, the mortgage |'narkmlnmy be
amply supplied with funds. Indeed, there may be periods ol general
cconomic slack in which the housing stock is adequate or in swplus.
General economic congditions and economic conditions by sector
may not be and have not been in phase for all scctors at all times.

Conversely, general restraint may not necessarily indicate that
instrumentalities designed 1o assist the housing market should veduce
or limit their activity. The record demonstrates rather clealy that
gencra) credil vestraint has a more than proportionate tmpact on
housing and a less than proportionate impact on business mvesunent.
Thus, il housing supply is in balance or especially if it is v short
supply, thesc instrumentalitics should act to olfsct that stringency.
Any funds attracted away from business mvestment may :\II'ICIIOI'thC‘
(he chronic tendency for business to overdo capital spending. The
role of these intermediaries has to be judged on an ad hoc basis given
the conjunction ol factors in any given cyclical setting.

Nor is it wisc 1o regard eredit as the sole and indispensable cure tor
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 activity 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 Lo try (o
offset depressed income and expectations.

Finally, it is well to look at these intermediaries and their future
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 mortgage 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 sonrces ather than the two intermediaries lell
by more than 50 percent between the lourth quarter of 1968 and
that of 1969. To maintain a continuing demand for advances by
mcmber institutions, the Federal Home Loan Bank Board had to
imstitute 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 imtermediarics
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
markct 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. avolids l"ear‘of
rapid inflation ov induccs expectations of cver vapidly expanding
demand for capital goods.





