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Administration, is a step 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 ncsw.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 structwre of the member associations .dcternnncd
within broad regulatory limits by the individual association but with
the details of regulation and any Government assistance dependent
on the assctliability structure adopted. However, that time scems far
off. o

Finally, it should bc stressed that while the Scuud-‘y of the ..Savmgs
and Loan Industry does consider the cost-bcpcllt issues wlnc.'h are
basic to any evaluation of the desirability of dilferent changes in 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 a numbt?r gf important quesn‘ons
relating Lo 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-run 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 variability will be widely
adopted unless it is supported and actively promoted by financial
institutions, their trade associztions, 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 current problem of thrift institutions is olten blamed on
“borrowing short and lending long.” However, if thesc institutions
were using predominantly varisble-rate morigages, they would not
nced to match the maturity of their assets with the maturity of their
liabilities.! The principal cwrvent 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
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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 lime 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 altermative system because
no government can allord (o permit large numbcrs.of {'in;n?c.lal
institutions to 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}bsttzmtmlly
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 yields than did
thyift institutions. Furthermore, as roughly half their funds come
from interest-free demand deposits, almost the {ull benelhit of ll_lelr
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 ol
higher ceiling rvates. In this sitnation some depositors at thri [:[ in.s:hlu—
Gions would have shifted 10 commercial banks, and it is quite hikely
that deposit flows of thiift institutions would have deteriorated
rather than improved.

N1 4 thrifc institution has a wmporary deposit run-off, a Federa) Home Loan Bank, the
Savings Bank Trust Company (for mutual savings Lanks in New York State), and thc. ._Sn\'ings
Bank Trusi Company Northwest (10w being set up for mutuals in Oregon and W:u-mng(o‘n_)
can provide emergency credit. Unfortunately, the current solvency problems of lhr]‘:l
institutions cannot be remedicd with doses of emergency credit; such credit, of course, ts
useful for liquidily problems.

2“D(:pusi( Interest Ceddings as a Monetury Controd,” Jowrnal of Muncy, Credit, nnd
Banking, February 1970, pp. 4-14.
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If thrift institutions had attempted to ruise their mterest rates 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 oul that the published figures for reserves and
swrplus of savings wnd loan associations increased steadily from 1966
to 1969. And hec asks: Why wasn’t the surplus used in this emergency
to help depositors?

This rcasaning overlooks the fact that published figures 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 veal veserves are already
minimal. Losses on cwrent operations would force them io 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.

Some cconomists have suggesterd that thraft institutions might speculate on dectines in
mortgage tates in the future. If they conld acquire sdditional savings deposits now, cven at
the expense of operating deficits, they could “lock in™ a block of high-yielding morigage
loans, In addition to the current yicld which is substantially above the cost of deposits,
Mese loans would provide o large capital gain if mortgage yiehds dectine. These twu gaing
would, they claim, more thun offscl the operaling deficit that resnlis from the bigher savings
rates. What is overlooked, however, is that the higher rates on savings apply to 100 percent
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 1ype of speculation cannot possibly be
profitable, with any conceivable interest elasticity of deposits (on an indusiry-wide basis)
and any probable capital gains on only 10 pereent of asscts, Inaddition, there is the obvious
point that current bigh yields on mortgages ¢cannot be "locked in'' since borrowers always
have the option of refinancing with little or no pemalty.
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3. If the earnings position ol a thrilt institution were weakened
sufficiently, deposit rates would have to be reduced, raising the
threat of massive deposit  withdrawals. Then the Federal
Government would be lorced to provide enough linancial aid to
induce a stronger institution to absorh the weakened one. An
example of such a development is the recently well-publicized
savings and loan casc in California; this occurred even with
prescint rate ceilings.,

An Equitable Short-Run Remedy

Although there are clear dangers in vaising depasitory rate ceilings
wnder present conditions, such raising is certainly desirable. Rather
than raising the ceiling and then providing the pecessary Federal
cmergency aid on an ad hoc basis, it would be wuch wiser 1o devisc a
plan that would solve problems before the ceilings were raised. One
such plan would he to have the Federal Govermmeni provide an
annunal subsidy  which would enable thrift ingtitutions to  pay
depositors, say, onc-hall of the interest mcome they lorego because
of intcrest rate ceilings.?

The cost ol this plan would tota) around $10 billion over a 10-year
bransition period asswming that interest rates remain at present levels
and that commercial banks would not requive any aid. The first
year's subsidy would amownt to about §2 billion and would enable
thilt institutions to pay 1% percentage points more on deposits. The
vequired aid would decline each year with the increase in average
yiclds on mortgage portlolios as the low-yiclding mortgage loans
gradually mature and are veplaced with loans at current market rates.
This visc in average morigage yields would probably climinate the
need for any subsidy within 10 years if we make (he assumption (hat
mterest 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 Federal taxpayers?
As will be shown later, the cost of subsidizmg competitively weak
thriflt institutions 1s now borne by middle- and low-imcome savers.
These people canmot invest in most U.S. Government and other
similay securities and ave forced by Regulation Q) to carn a much

4mecsmr Ldward J. Kanc proposed a similar plan in an article, “Short-Changing the
Small Saver: Fedeval Government Discrimination Agains( Small Savers During the Vietnam
War' in the Novemnber 1970 issue of the Jaurnal of Mancy, Credit, and Banking.
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¥owcr retum on savings and time deposits. Thus Regulation Q
tmposes a substantial regressive tax on ouiddle: and low-income
people. 1t would be much more equitable if the tax were distributed
among all taxpayers. The competitive weakness of thrift institations
f'esults from past ineffective cconomic policies which gencrated
mfl‘ati(_m. Why should persons of modest means be Torced to pay the
colre tax?

Allh()llgh our proposal makes ceconomic sense, e realize (hat such
an expensive and radical recommendation is probably not paliticaily
(casible. The plan also has difficult allocation problems, For
example, should commercial banks be excluded? Should profitable
thrift instinations be penalized for (heir goad management by
receiving a smaller subsidy than weak institutions?

A more feasible but longer-iun solution would be to have a change
in policy mix--a tighter fiscal policy and an casicr moncrary policy.
The new mix should bring lower shoyt-term rates and, with a given
cciling rate, a much larger Mow of deposits o tuift institntions, Al
the same time the average yield on the asscts of the (hrift insticutions
would risc (as old morigages were repaid) and the average yield on
assets of commercial banks would fal as the prime rate declined.
Within A few years this policy mix would create an entirely new
competitive environment for thyift institutions.

What none of these policies would do, huwever, would be 1o
prevent a yecurrence of the serious competitive problemy of (hyift
mstitutions m another period of csealating iterest vates in coming
years. Thus, we recommend the variable morigage rate as a device
which will permit the average assct yicld of thrift institutions Lo
move up and down with the market yield on long-term mortgages.
Such a fluctuating yield should enable thyift institutions (o strive in
free compelition during futwie periods of inflation and cscalating
mterest rates.

Transfes of Income

A su-rprisingly widely held opinion even among bankers und
economists is that variable rates are unfair to mortgage loan
.bon.'ow.crs. This attitude implies that it is better for mm‘tgu‘gc lending
mstitutions to suffer a squceze in their operating ma;giAm dm‘iné
periods of rising rates than for home nortgage loan borrowers to
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have to pay higher rates on existing loans. The higher intercst cost
burden on a barrower is readily appreciated but the finanoal squeeze
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 wich their present 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 lixed vates mortgage borrowers are in the pleasant situation of
“Heads 1 win, tails you lose.”

I{ most mortgage loans were on a variable hasis today, the average
yicld on thrift 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 87 billion
annually from existing mortgage borrowers to savings depositors.
This 18 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 is 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
variible rates had bransferved $7 billion of income [rom mortgage
borrowers (o savers, familics below the median would have received
about §2 billion a year in additional savings interest but paid oot
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 - 52,999 15.8 3.4
$3,000 - 4,999 13,0 77
5,000 - 7,499 156.2 21.6
7,600 - 9,999 16.0 26.0
10,000 - 14,999 18.6 22.0
15,000 - 24,999 10.9 11.2
25,000 - 49,999 6.0 5.6
50,000 - 99,999 3.7 1.7
100,000 and over 15 ¥4

Sourca: Projector and Weiss, Survey of Financial Choracteristics of Consumers,
?oard of Governors of the Federal Resarva System, Washington, D.C.,
966,

*Median Income in 1962 was $5,200.

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

Help for Home Building and Other Impacis

What would be the impact of variable rates on home morigage
funds  and  residential construction?  First, let us compare
variable-rate regime with one of fixed rates. And let us assume no
ceiling rates, no FNMA purchases, and no subsidized advances by the
Home Loan Bunk 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 builcling. In 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 [wther 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 home building industry from the effects 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 (o 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 savings. Also, the higher
rates paid on savings and time deposits could conceivably encounage
some people to ncreasc theiv savings rate.

Encouraging Use of Variable Rates

In view of the advantages of rate variability on mortgages,
particiarly for the lenders, why bas it not been uscd more
extensively? Late last year, the Federal 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 cxercised 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

5"Vnri:1blc Rates on Mortgages: Their Impact and tse,” New England Econvwic 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 shich have
virtually eliminated the use of variability. In Massachuscirs a bill was
imtroduced (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 altractive in several ways. Firvst, they
could promote tied-rate mortgages which move automatically down
as well as up with national mortgage 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-rate type. Second, lenders could offer an initial rate, say, i to 2
percentage point lower than on fixed-rate morigages to 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 each mortgage and the basic national mortgage rate. For
example, if the initial rate werc sel 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 years, and so lorih. The procedure would
sarve o 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 IFHA should allow
variable-rate mortgages to be included in their loan guarantce
programs. Furthermore, the Federal Goverment could absorb 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

Se 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 movtgages. We
agree with Mr, Puckett that use of a thoft institulion’s cost of funds or the bill rate would
not be desirable. Nevertheless, it should be noted that some savings and loan associalions arc
presently using their own cost of funds as the basic rate and they apparenlly have
encountered no difficuly.

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

[ most thrift institutions offer varjiable-rate mortgages in the
future, rvate ceilings would be wnnccessary. Without rate ceilings
during periods of rising interest rates, thrift institutions wich
predominantly variablerate loans, and, therefore, vapidly rising
earnings, would be able to attract practically all the deposits away
from thrift institutions with mosuy  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; under 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 same general comments about housing,
monctavy policy and (inancial vegulation before going on to
commaent specifically on both papers,

I thought I would start my comments by taking up hrwin 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 Lhe importance ol the public policy
objectives involved on which, says he, economists have velatively
fitde to conument. It is not cJear to me in the context of the use of
English whether he meant to convey that economists da not know
very imuch about public policy ohjectives or they arc comcerned 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 policics. 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 institntions. And so
the issue veally turns on how does this mixed bag of policies affect

Mr, Shapiro is Sylvari 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 ycesterday
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 [ew people discussed
difficulties in the savings and loan industry in the period prior to
1963, us Irwin vemarked 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 environment 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 topre 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 “climinate all portfolio regulations and
presumably also all ceilings on interest rates,” and provide a stable
level of economic activity, that the credit mavrkets 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 lor ol the other bits
and pieces fit tagether 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 o 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 sratutes. Whatever their stated objective is, they have had
the elfect of impairing the ability of financial institutions to make
mortgage funds avalablc 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 talle 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 Lerms 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 divection. 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 concemed about housing for the middle
mcome 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 Lap the
capital market, and the presumption is thar 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 technelogy in housing, a much
more efficient stock of housing in the United States; it may also turn
out that substaniially fewer intermediavies are nceded for the
provision of this hounsing. ,

For a financial 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 whuat appears 1o be a very substantial interest on the
part ol corporations to go mto the housing business directly. With
theiv access to [ands in the capital market they can avoid the
vegulatory restrictions that e imposed on housing finance (hrough
the regulation of linancial institutions. Thus we may get more, bettey
and cheaper housing i 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 Eisennmienger-Anderson paper which is
really divided into two parts, as I think Irwin Friend’s paper is also.
One is a general discussion about monctary 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 murket unduly. 1 propose
rcally not to discuss those parts of the paper for I am sure they have
been discussed at carlier sessions of this conference. [ would only say
in passing, Irwin, that your 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 reasonable
measwre of uncertainty abaut owr earlier beliefs in the relative
importance of monetary and fiscal policy respectively. His preference
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is [or heavy dependence on fiscal policy as the principal stabilization
too} angd his arguments 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 the Secretary of the Treasuwry, he pointed out the
discrimination aganst middle income taxpayers by the rvevenue 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.

Varniable 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 mterest rates which may impair the effectiveness of
their proposals. 1 would say that if lenders have a reluctance 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 {ixed-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
posttion 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 papor, is conceivably to lengthen the maturity of the morigage
so that, in effect, the households veally have a constant out-puymedt.
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. Fiyst of all,
there 1s the statutory requirement 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 ulways take advantage of falling
rates. It scems to me, the simplest thing to do is Lo have the risk
shared equally by lender and boyrower, which is another thing which
could be done in conmection with a variable mortgage rate. And
public policy, it seems (o me, ought to move in that direction, but
thus far 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 mortgage as being absolutely the greatest thing in the
world, and il probably was a great innovation when it came in the
1930%s. And it supplanted, as you know, the short-term mortgage
with a balloon out at the end of a year, two years oy five ycars. The
lact of the matter is that I do not think that the amortized mortgage
ought to be the sole mechanisim loy 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 believe theye is 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 to interest in amortized
mortgages. In the second place, when interest rates were low, and the
typical maturity on a mortgage was 12 or t5 years, I think that it
probably was true that the borrower vepay a fair amount of his
princapal 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 maturity terms ol 30 years, the
required reduction of principal during the first 5 ycars is only 5
percent and during 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 mnovative lenders to say
in effect, “You want mortgage money? Fine. We'll give it to you on
an old-fashioned kind of imstrument, namely a relutively short-term
mortgage.” And I suspect they are able to protect themscelves against
changes n interest rates, and thercfore preserve their opportunity to
remain in buosiness iy a world where they are in portfolio imbalance.
These and related proposals seein to have more to offer than talk of
the cosimetic elfects of income and balance shect statements of Jim
Tobin. [ find 1t sort ol strange for a man who spends most of his
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professional life working in portfolio thcory and dealing with such
variables as risks, returns, and liquidity, talking about the "“cosmetic
effect” of an unrealized capital loss.

Need to Improve the Mortgage Instruinent

[rwin Friend enumerates the whole list of proposals which is very
directy responsive 1o the title ol his paper, and I must confess I have
absolutely no objections to any of them. I think they are all
desirable. They do not go as far as [ would go, since 1 am a free
portlolio 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 morigage as an instrument
are extremely well taken, and here 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, too, we observe a case of government
regulation impairing 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 [act of
the matler is that the Federal Government has in many ways
protected the thrift institations in the sense that they will not issue
competing instruments in sizes that will drag moncy out of financial
mtermediaries. But what the government will not do, 1 assure you,
A&T will; for one day they will offer 8 percent one hundred doltar
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 earn rates of return on their assecs thut will
be competitive with the alternatives that will be open to even small
SAVCTS.

Impediments to Housing Construction

At onc point Trwin goes (hrough an attempt at a cost-benefit
analysis, which being an honest man, he admits is very imprecise. The
fact is I do not know whether you can talk about the cost-benefit
analysis  with respect to asset changes and liability changes in
[imancial institutions alone, or whether you really have to talk about
altemnative ways of achieving the same purpose. Needless (o 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 impcediments, 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.

Lguity Among Financial Institutions

There is one concern 1 have with Irwin’s paper--he hinted at it, |
would prefer to sce 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 earlicr, a 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 supposc 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 if
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 stitutions on wlich Irwin was, 1
think, quite explcit. 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
cannot answey it.

In conclusion most of my remarks ave not directed at the papes,
but are 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 bemg 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 greut 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 T belicve to be the major housing
requirement in the decade ahead.





