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PREFACE

This report is one of a continuing series of reports on housing issued
by the Gongressional Budget Gfice. It describes and analyzes current prob-
lems related to m)rtga?e credit and the financing of housing investment, de-
scribes current federal housing finance prograns and the way the?/1 are reflec-
ted in the budget context together wth policy options wth which Gongress
mght deal wth these concerns.

In keeping wth the mandate of the (ongressional Budget Gfice (CBO) to
provi de nonpartisan analysis, this paper contains no reconmendati ons. |t
was prepared by Neil Mayer and Carl McCarden of the (ongressional Budget -
fice, Hiunan Resources and Conmunity Devel opnent Ovision wth the assistance
of Roger Faxon, Budget Analysis Dvision, and Joel Bergsman, fornerly of (BQ
Kat hari ne Bateman provided editorial assistance. Jill Bury provided secre-
tarial assistance for this project. It is intended primarily for Menbers of
(ongress and (ongressional staff who are not experts in housing finance, but
who want to knowwhat the federal governnment is doi ngg, what the budget im
pacts are, and how and why that mght be changeda. [t is responsive in part
to sone of the questions raised by nenbers of the Task Force on Gapital Needs
and Mnetary Poll%)f the Senate Coormttee on the Budget at a housing brief-
ing presented by staff menbers on My 27, 1976.

Alice M Rivlin
Drector
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SUMMARY
Probl ens

During recent years, the availability and cost of mortgage credit have
fluctuated wdely. Interest rates have changed by as much as 50 percent in
a single economc cycle and have risen in nomnal terns over the |onger
term—from under 5 percent for single-famly hones two decades ago to 9 per-
cent at present. Availability of nortgage noney for housing of certain types
and in certain locations has changed substantially.

Snce housing is a najor purchase which nay be deferred when interest
rates appear to be unusuall'y high or loans difficult to obtain, denmand for
housing 1S particulary Sensitive to variations in credit availability and
costs. As a result, changes in nortgage credit supply have caused probl ens
for housing consuners and producers, as well as |enders.

Gyelical declines in credit supply (increased interest rates, decreased
| oan availability, nore restrictive down paynent and maturity terns) have
been the prine cause of recurrent sharp drops in residentia construction.l.
These drops have produced serious unenpl oynent and business |osses in housing
and related sectors, and very probably have led to reduced efficiency in
housi ng production and resulting higher costs to consuners. Qedit downturns
also result in high housing costs to those who nust nove to newor existing
hones while interest costs are high (provided they can obtain loans at all).

long-run increases in the average |level of nom nal m)rtﬁage I nterest
rates in the past decade have contributed substantially to the total increase
in housing costs, although other cost elenents have al'so risen and interest
rates have not risen faster for housing than for other investnents. Husing
cost increases, particularly costs of homeownership, have outstripped rises
intotal consuner costs and incone in recent years, and interest rate in-
creases mght well have forced housing costs even higher were it not for
federal assistance to the rmrt?age sector. Mrtgage rates for rental prop-
erty have clinbed faster than for owner-occupied housing, making provision

of housing for low and noderate-incone tenants difficult. Furthernore in a
grow ng nunmber of urban nei ghborhoods and sone rural areas, unavailability

of housing finance at any reasonabl e price has discouraged hone buying and
repair.

1. Noncredit factors affecting housing denand are prinarily denographic
changes, cost trends, and |ong-run househol d incones, not given to
cyclical changes. Overbuilding in certain periods has hel ped produce
later downturns, but nost analysts agree this effect is not as inportant
as credit changes.

(IX)
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Federal Prograns

The nost inportant federal influences on housing credit cycles have
been the recurring periods of nonetary restraint; in inflationary periods,
the noney supply IS restrained, interest rates rise, and housing construc-
tion drops. Qher federal policies have been ained at softening this effect.
An inportant exanpl e during the recent housing construciton downturn has been
the use of "TandemHans,” n which the Governnent National Mrtgage Associ~
ation (GNMA) agrees in advance to purchase at full face val ue nortgages nade
by private lenders at bel ownarket interest rates. But in the clash between
macroeconomic POl i ?/ goal s and short-run housing credit costs the forner have
general |y prevail ed.

Federal influences on Ion?-term availability of credit for housing have
been nore diffuse and their net effects are less clear. Probably the nost

i nportant prograns have been nortgage insurance and guarantees nade prinarily
b?/ the Federal Housing Administration and \Veterans Admnistration, which have
alnost certainly reduced costs and increased the supply of housing for the
nation in the aggregate and over the long run by naki ng nortgages |ess risky
and nore liquid as investnents. Qher substantial but nore limted prograns
have included interest subsidies to homebuyers through HUD's Section 235 pro-
gramand direct |oans to rural honebuyers fromthe Farmers® Hone Admnistration
(FmHA) Section 502 Loan Fund. Benefits of activities such as these, however,
have not been distributed equal Iy over the popul ation.

Qot i ons

The large nunber and wi de variety of policies actually proposed or im
plemented attest to the ingenuity of those concerned wth housing finance.
Sx najor types of housing finanCe instruments—interest subsidies, direct
| oans, insurance and guarantees, secondary lending, tax expenditures, and
regul ation of lending institutions have all been used in the past, and
changes in al of themare being discussed for the future. eir likely
inpacts on the various aspects of housing finance problens differ widely.2/

Interest rate subsidies such as those available in HUD's Section 235
programordinarily involve the federal governnent in paying to private len
ders the difference between housing paynents at the market rate of interest
and a lower rate paid by the borrower. Ganerallg they do increase the
supply of lower-cost credit and wden its availability to peopl e who perhaps

2. The summary of finance options and their likely inpacts described be-
| ow necessarily n%gl ects substantial differences anongst particul ar pro-
gramoptions. Individual evaluations of each option's effects are pro-
vided in Chapter Il of the report.
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otherw se could not afford to borronw Mst have little effect on cyclical
variations, although the GNMA Tandem M an was designed to provide the equiva--
lent of an interest subsidy as a countercyclical neasure and mght be re-
designed for greater cyclical inpact. ograns of direct |oans of federal
funds such as FmHA's Section 502, HUD's Section 202 loans for construction
of housing for the elderly, and Section 312 housing rehabilitation loans,
serve nainly to broaden the availability of nortgage credit and, dependi ng
on design, can aso have positive effects on cyclical and |ong-run credit
supply. Qurrent insurance and guarantee prograns work prinarily to increase
| ong-Tun supply and broaden credit availabilrty, but sone proposed options—
such as that to insure savings and |oans against |osses due to increased
short-terminterest rates——are directed prinarily toward assisting nortgage
lending institutions and noderating cyclical variations in credit supply.

Secondary narket activities in support of housing credit involve the
governnent in borrowing funds to be used to purchase nortgages fromnortgage
l'enders in hopes of increasing their total lending. Tax expenditures direc-
ted to lending institutions benefit mainly those institutions and have sone
favorabl e effect in lowering long-run credit costs. Tax expenditures direc-
ted to honeowners (nanely deductability of nortgage interest in the housing
finance context) lower their long-run financing costs and thereby broaden
access to credit, but various proposed changes increase these benefits for
sone and decrease themfor others. The broad array of proposed changes in
regul ation of nortgage |endi ng institutions woul d, in general, have positive
effects for the institutions but very uncertain inpacts on housing finance
problems.

A table summarizing the inpacts of housing finance options is presented
bel ow, w th page references to nore conpl ete discussion of each later in the
pa iar. _ [\bltFS explaining terns and concepts used in the table follow the
table itself.

X
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TABLE 1: SUMMARY CF PRCBABLE | MPACTS CF HOUSI NG FI NANCE GPTI ON\S
_ . _ VDTt gage

Fousi ng H nance (otions Gyclical Long-Run Lendi ng Broad
(Page of discussion referenced) Variations Suppl y Institutions Avail ability
A | NTEREST RATE SUBS D ES

1. Target countercylical  Positive (rela
tandempl an activities nore tive to present o o o
closely on marginal borrowers t anden) Posi tive Posi tive Posi tive
(p.27)

2. Expand tandempl an o o
activities to focus on | ong- Neutral Posi tive Neutral Posi tive
run credit assistance (p.28)

3. Expand Section 235 and o Neutral (snall o
Section 236 interest subsidy Neutral Posi tive earnings 1 ncrease) Positive
(p.29)

4 Provide interest sub-

sidies on taxabl e state and o Neutral or

| ocal bonds to finance resi- Neut ral Posi tive negat i ve Neut r al
dential housing investnent

(p.30)

B. O RECT LOANS

1. Provide direct |oans o _ o .
through FHA, FmHA, and VA, Positive (if Positive or Negati ve or o
perhaps at the FHA/VA rate so desi gned) neutral neut ral Posi tive
(p.31§]

2. Provide nonfederal Neutral or posi-- o
direct loans through Iocal Neut ral tive (depend ng Neut r al Posi tive
governnents (p.32) on fund source)

3. Oontinue the Section : -
312 programof direct |oans Neut r al Neut r al Neut r al Positive

for substantial rehabili-
tation (p.33)
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" TABLE i (Qonti nued)

Mor t gage
Housi ng H nance (ptions Cyclical Long-Run Lendi ng Broad
(Page of discussion referenced) Variations Suppl y I nstitutions Avail abi lity
C | NSURANCES & GUARANTEES
1. Provide federal coinsur- Positive relative Positive relative to
ance of long-term single- and Neut ral to no insurance; Posi tive no insurance; nega-
miltifamly nortgage loans (p.33) negative relative tive relative to full
to full insurance I nsur ance
2. Provide federal insur-
ance to cover potential incone o o o
| osses to |enders whenever Posi ti ve Posi tive Posi ti ve Neut ral
shorter terminterest rates
increase above nortgage rates
(p.34)
3. Provide federsl insur- o o o
ance coverage for -:condary Posi tive Posi tive Posi tive Neut r al
market investors i:-.34)
D SECONDARY MAE ET SUPPCRT
ACTM TTES
1. Provide long-termFHIBB ~ Neutral or o Posi tive or
loans in tight noney periods Posi tive Neut r al Posi tive neutral
(p.35)
2. Increase secondary- Posi tive or neutral o o
mar ket countercyclical opera- Posi tive (depending on port- Posi tive Posi tive
tions by FNMA, FHLMC, & GNMA folio behavi or)
(p.36)
3. Increase secondary- o
market operations by FNMA, Neut r al Posi tive Neut r al Neut ral

FH.MC, & GNVA over the full
credit cycle (p.37)




AIX

" TABLE 1 (Qonti nued)

VOt gage
Housi ng F nance (ptions Gyclical Long-Run Lendi ng Broad
(Page of discussion referenced) Vari ations Suppl y I nstitutions Availability
E  TAX EXPEND TURES
1. Adopt atax credit o
against a portion of interest Positive, neutral Positive Posi tive Neut ral
earned on residential nort- or negative
gages (p.38)
2. Arend the honeowners
deduction of nortgage interest
fromtaxabl e i ncone (p.39) .
limt _ NA NA NA Negat i ve
b) change to tax credit NA NA NA Posi tive
F.  REGLATI ON OF MORTGAGE
LEND NG | NS TUTNT O\B
1. BEnd regulation of maxi- Positive, neutral, Positive, neu- o
mum Savings deposit interest or negative tral Of nega- Posi tive . Neutral
rates paid (p.40) tive
2. Expand lending povers  Positive, neutral Positive, neu- o
of thrift institutions (p.41) or negative tral or nega- Positive Neut ral
tive
3. Expand services thrifts Approximately* o .
are allowed to provide (p.42) neutral Posi ti ve Posi tive Neut ral
4, Alowvariable paynent Positive,** but at Positive in o Posi tive, neutral
nortgages (p.43) cost to borrower avail ability. Posi tive or negative
invariability Lhcertain in
cost

*Excepting asset side effects of consuner |oans.

**Particularly assumng elimnation of deposit interest regulation.
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TABLE 1 (Qonti nued)

_ Nor T gage
Housi ng F nance (ptions Gycl i cal Long-Run Lendi ng Broad
(Page of discussion referenced) Variations Suppl y I nstitutions Avail ability
5 Himnate interest-
rate ceilings on FHA-insured Neut r al Neut r al Neut r al Positive
(p. 46)
6. Mdify state usury Positive (wthin Neutral or
laws (p.47) affected states) posi tive Posi tive Posi tive
7. Regul ate geogr aphi c
distribution of nortgage |end-
ing by thrift institutions Neut r al Neut r al Neutral or Positive
and conmerci al banks and positive

strongly enforce antidiscrim-
ination regul ati ons (p.48)




EXPLANATORY NOTES FOR TABLE 1: Summary of Probable Inpacts of Hbousing
H nance Qotions

Actual federal credit policy directed towards the housing sector is
SO complex, and the options SO numerous, that we inevitably cover only
sone of the possibilities here. The reader wll also be anare that in
many cases, the actual net effects of certain policies and prograns are
only poor| C?/_understood, and thus that evaluation is necessarily only ten-
|

tative and inconplete. Subsequently, the inpacts identified in the sum
mary table are defined as:

1. Positive: i.e., the option provides sone benefit in ameliorat-
Ting The probl ens represented by the criteria;

2. Negative: i.e., the option exacerbates the probl ens represented
“pbyThe criteria; and

Neutral: i.e, the option has |ittle, if any inpact, either
“fromlack of effect or fromapproxinately offsetting effect.

~ (ptions are evaluated according to their inpacts on cyclica vari-
ations in housing credit, long-run credit supply, the difficulties of
nmortgage lending institutions inproviding credit, and the availability
of credit to people and places short of credit in the past.

As exanpl es, an option wth positive inpact on cyclical variations
nmeans a reduction in the severity of cyclica swngs in the availability
and cost of nortgage credit (and resultingly a reduction in severity of
variations in housing construction |levels and other housing market activ-
ity and costs).* An option wth positive inpact on long-run credit
supply lowers the long-run trend in nortgage interest rates (increasing
funds availabl e at any given interest rate). An option wth positive
Inmpact on nortgage lending institutions increases the flowof savings to
them reduces the cyclicality of those flows, and/or increases their net
revenues.** An option wth positive inpact on the broad availability of
credit obviously extends credit to a greater nunber of borrowers in
underfunded areas. Extensions to neutral and negative inpacts are
straightforward.

The options are nunbered and grouped into Six categories—Aa through
F. Budget inpacts for options Athrough E depend on specific progr amm ng
and financing provisions as discussed 1n the text. Regulatory options
in Section F have no direct budget cost to the governnent except for
admni strative costs of F.9.

*It is, of course, the case that the existence of housing cycles has
in the past had val ue in noderating cycles in overal| economc activity.

**|t Is inportant to note that an option whi ch assists nortgage | ending
institutions may or nmay not have any positive effect on nortgage credit.
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CHAPTER |

ACTUAL AND POTENTI AL PRCBLEVS | N HOUE NG FI NANCE

The three problens discussed in this section are:
Gycles in the supply of nortgage credit and their costs.
The long-run trend in nortgage interest rates.

Lhavai [ ability of nortgage credit at any reasonable cost in sone
central city and rural areas.

Gycles In Mrtgage Oedit

Mortgage |ending has declined sharply and nortgage interest costs have
risen sharply in three different periods since 1965. The frequency and nag-
nitude of these cycles has not been decreasing despite active intervention
by the federal government (see Fgure 1).

These cyclical declines in nortgage credit flows were the results of
tightening of overall monetary policy by the Federal Reserve in pursuit of
aggregate economc stabilization goals.l/ But the effects on housing have
been nore severe than in other sectors.” Qnstruction of new housing and pur-
chases of housing react strongly to variations in interest rates and credit
availability. The reasons are that nost housing purchases are financed by
| ow dom-paYmnt long-termborrowng at fixed interest rates, interest is a
relatively large part of total housing costs, housing costs in turn are a
large part of nost families' budgets, and therefore housing purchases tend
to be postponed when credit terns are unfavorable——i.e., wWhen interest rates
or required down-paynents are high, length of loan is short.

The strong reaction of buyers of housing to credit cycles is accentuated
by the effects of the cycles on thrift institutions (savings and |oans and
mitual savings banks) and conmercial banks. These internediaries collect
(borrow funds fromsavers and Iend themto buyers of housing. Savings and
| oan associations (ssLs) are the chief internedi aries through which private

1. G course, previous rapid expansion of nmoney supply has in sone cases
been a contributor to the inflation which nonetary tightening then attenpts
to control. And "easy" noney coupled wth inflation nay have encouraged
specul ative investnent in housing, which then intensifies the decline in
housing activity when credit tightens.

(1)
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Fgure 1. NEW MORTGAGE LENDING
(NET OF REPAYMENTS) --1965-1975
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savings flowto nortgage borrowers, hol ding 454 percent of outstanding resi-
dential nortgages in 1975, and holding 76.3 percent of their total assets in
the formof residential mortgages.2/ ~Snce 1966, the pattern of net savings
flows into ssLs has been highly cyClical. The reason is that the deposits
whi ch are their prine source of funds are largely short-term savings whi ch
can be wthdrawn at any tine. In tight noney and/or high inflation periods,
interest rates on savers' alternative short-terminvestnents, such as three-
nonth Treasury bills, rise steeply.3/ To keep savers fromnoving their de-
posits to other investnents, S8Ls would have to pay greatly increased deposit
interest rates. But earnings out of which such higher interest would have to
be paid are limted because él) nortgage (and other) long-terminterest rates
do not fluctuate as nmuch as do short-termrates and (2 rmrt?ages nade in
previous years remain in effect at the original, and generally |ower, fixed
Interest rates. Thus S8Ls cannot conpete for savings in periods of high
interest rates, and their newinflows of potentially |oanable funds becone
smal | or even negative (called disintermediation).

Gormer ci al _banks, which held 15.9 percent of outstanding residential
nortgages in 1975, but have only 9.5 percent of their total iInvestnents in
rrprtg%ej, substantial |y reduce their housing lending in tight noney periods.4/
Li ke , their deposit inflows also fall as savers seek higher yield invest=
ments; however, since commercial banks are far less restricted in their own
I nvestnents, they lend what funds are available prinarily to preferred busi-
ness custoners at the higher short-terminterest rates, rather than to nort-
gage borrowers.

Regul ations that put legal limts on allowable deposit interest rates
for thrift institutions (thrifts) and cormercial banks and limt thrifts’
choice of lending activities contribute to the intermediaries' difficulties

in conpeting for savings in tight noney periods. whether the regul ations

| nCTease or %lecrease fﬁe supply of nortgage credit is however uncertain.
Snce 1966, there has been a ceiling on the interest rates that thrifts

can pay on deposits, regulated by the Federal Hone Loan Bank Board; cormer-

cial banks have been simlarly restricted over a |longer period, wth their

rate established by the Federal Reserve Board. Regulation Q of the Federal

Reserve Board regul ations naintains a differential between the rates allowed
thrifts and the rates it allows commerical banks—with thrift institutions

2. Source: Quide to FNVA, Federal National Mortgage Associ ation, Departnent
of Economcs Anaysis, nay 1975, p. 9.

3. Snce inflation nakes noney worth less in the future, savers denand

hi gher returns on bonds in exchange for waiting to use their funds, particu-
larly if alternative investnents In assets whose value rises wth inflation
are avail abl e.

4, Source:  FNVA Departrnent of Economics Analysis, in Quide to FNVA




receiving the higher limt. The differential is now one—quarter percent on
bot h passbook accounts and certificates of deposit, conpared to a differen-
tial of three-quarters percent on passbooks and one—quarter percent on cer-
tificates in 1966. In addition, thrift institutions are restricted in in-
vestnents they nay nmake essentially to nortgage loans and to certain govern-
ment - backed obligations. Qonstruction |oans, consuner |oans, comercial
paper, and other corporate debt are anong naj or investnent categories
excluded.

dear evidence exists that deposit interest rate regulation has been a
substantial factor in producing wde cyclical fluctuations in flows of sav-
ings to thrift institutions and conmercial banks. GCeilings on rates com
merclial banks and savings and loans can pa?/ Tor deposits are infrequentl
adjusted,5/ and deposit rates are thus well belowyields on other short-term
investnents in tight noney periods.6/ Enpirical evidence shows that net in-
flows of savings into nortgage lending institutions are heavily dﬁgendent on
the differentials between deposit and other short-term rates.7/ re re-
cently, the increase in deposits in the formof nediumtermcertificates of
deposit (also with interest rate ceilings) has nade savings flows sensitive
to other nediumtermrates as well.

~The net inpact of deposit interest rate ceilings on flows of nortgage
credit fromthrifts and connercial banks is far less cleal, however. Savings
and loans, Which put a very hrghpercentage of their funds into mortgages, nay
not have gross earnings |arge enough to pay deposit rates nuch above current
ceilings——thus earnings fromtheir preferred investnent, not ceilings, are
the nore inportant constraint.8/ The ceilings on deposit rates may increase
the level of nortgage |endi ng Decause they prevent conmercial banks, which
freely invest in short-termassets rather than nortgages, frombidding anay
deposits fromthe thrift institutions. Thus, ceilings nay nean less total
savings deposits but either nore or |ess nortgage |ending.

Regul atory restrictions on thrifts® use of their funds clearly limts
their ability (in the %tential_absence of deposit interest rate ceilings) to
conpete for savings. e restrictions prevent them fromnaking investnents

5. Limts on passbook accounts at thrift institutions were 4.75 percent in
1966-69, 5 percent 1970-June 1973, and 5.25 percent 1973 to date.

6. US Treasury three-month bills rose to 819 percent in the third quar-
ter of 1974

7.  Asinple regression of net savings inflowon the interest rate differ-
ential and a linear tinme trend explans 86 percent of the variance in savings
inflow fromthird quarter 1966 through second quarter 1975

8.  Indeed, Ss&Ls are active proponents of deposit rate regul ation, apparent-

ly to protect thensel ves fromconpetition fromcommercial banks and new snal |
SsLs.



in the short-termassets which offer high yields in periods of tight money—
i nvestnents which would increase their earnings and allow themto pay hi gher
deposit interest rates. Wether elimnating the restrictions woul d noderate
decreases in nortgage lending in tight noney periods is agai n problematical,
dependi ng on how I ncreased savings deposits at thrifts would conpare wth
the nagni tude of new nonmortgage investnent they mght make.

Potential nortgage |enders other than thrifts and commercial banks--
particularly life insurance companies—have done little' residential nortgage
lending in recent years except for large-scale projects and thus do not help
offset nortgage credit cycles.

Restrictions on maxi muminterest rates allowabl e on mortgages--particu-
larly those inposed by state usury laws and by FHA/VA |oan rate ceilings--
al so discourage the flowof savings into nortgage lending as interest rates
rise.

A nunber of historical changes have intensified the fluctuations in
flows of deposits to thrifts and conmercial banks which contribute to nort-
gage credit cycles. Increased variations in nonetary policy and inflation
rates have caused | arger changes in short-terminterest rates. Average
short-terminterest rates have risen relative to long-termrates (including
nortgage rates), so that thrift institutions have greater difficulty nain-
taining earnings adequate to conpete for savings when short-termrates nove
cgclically upward. Deposit rate ceilings, first introduced for thrifts in
1966, have limted the conpetitive ability of even the nore profitable insti-
tutions. Savers seemto have grown nore sophisticated in noving their funds
out of deposits into higher yield opportunities such as investnent retirenent
accounts and mutual funds as they arise. Furthernore, conmercial banks,
which lend a far snaller proportion of their deposits for nortgages than do
thrifts particularly as interest rates rise, have increased their share of
total savings deposits (aided by a reduction in the difference between thrift
and commercial bank deposit rate ceilings as set by federal reserve Regul a-
tion Q).

The result is that when overall credit tightens, nortgage |enders sup-
ply of loanable funds falls substantially, nortgage interest rates are bid
up until nmany interest-rate sensitive consuner/Investor borrowers decide not
to borrow (and thus not purchase housing). Many other potential borrowers
cannot obtain loans at all or find the down payments too high or terns
(length of loan) too short to afford. Both the nature of housing as |ong-
terminvestnent and the structure of the lending industry greatly affect
this pattern.

Long—Run Trend In Mrtgage Interest Rates

~ Interest rates on conventional nortgages for single-famly hones have
risen from4 percent to 5 percent levels in the 1950s, to 6 percent, 7 per-
cent, and 8 percent levels in the 1960s, and to 7 1/2 percent to 10 percent



levels in the 1970s. Wile the rise has not been steady, cyclical trough
and peak rates have been higher in each new cycle than in previous ones,
producing a clear upward trend (see Fgure 2). Interest rates on multi-
famly housing mortgages followed simlar trends in the 1950s and 1960s,

but noved relatively higher in the 1970s to 8 /2 percent to 10 34 percent.

Recent nortgage interest rate increases have been attributed to infla
tion, uncertainty about future inflation, increased borrow ng by gover nment
and business, and decreased confidence in nortgages as safe investments; and
concern has been raised about the continued effects of these situations.

The uncertain outl ook about future inflation rates could cause nortgage
interest rates to rise relative to rates for short-termborrow ng, since
nmortgage |enders mght be wary of nmaking long-term fixed return cormtnents
except at premuminterest rates. However, the data do not seemto reflect
more concern than has been expressed in previous periods. Fromfirst quar-
ter 1973 to third quarter 1974, the difference between nortgage rates 9/ and
short-termrates 10/ was at or near 20-year lows. The higher differentials
during 1975 and 1976 are little greater than those prevailing in previous
periods of cyclical downturn in short-termrates throughout the last two
decades, 11/ al though the period of high differentials s continuing sone-
what longer than in the past. It appears that while recent inflationary
patterns have contributed to high nomnal interest rates, little unusual
di sadvant age has been suffered by housing credit relative to short-term
credit. Indeed, the decline (inthe last ten years conpared to the previous
decade) in nortgage rates relative to average and peak short-termrates has
al ready been seen as a contributor to nortgage credit cycles.

Mrtgage credit rates do not appear to be rising relative to risk-free
long-termrates, such as mght be expected if investors had grow ng concern
about the quality of nortgages as investnents. The difference in yields be-
tween nortgages and long-termUS treasury bonds in nost recent quarters is
just barely above the nedian difference for the decade. Nor do nortgage
credit rates seemto have suffered relative to other private |ong-term rates,
whi ch mght be expected if housing |ending were an inferior |ong-run conpe-
titor for long-termfunds. Mrtgage rates have fallen relative to corporate
bond rates over the past decade and renained essentially even in the past
fewyears. n the other hand, |enders appear unwilling to finance new nulti -
famly housing at prevailing interest rates-—which nay reflect |owered con-—
‘Tidence in the miltifamly housing market that overall credit costs fail to

measure. Wether the credit availability problemfor nmultifamly housing
w Il becone | ong-run, renains to be seen.

9. Measured by rates on conventional, single-famly |ending.
10. Measured by US Treasury three-month bills.

11. This conparison and those in the followng paragraph are based on cBo
computations.



Figure 2. INTEREST RATES ON CONVENTIONAL MORTGAGES
FOR SINGLE-FAMILY HOMES --1955-1975

(new and existing combined to 1963; new thereafter)
Interest Rate

10

. 4+ 4+ ¢ e ey b

1955 1960 1965 1970 1975

Source: 1955-64, Jack Guttentag and Morris Beck, New Series on Home Mortgage Yields Since 7957,
NBER, 1970; 1964, Mortgage Bankers Association of America; 1965-1975, Data Resources,
Inc., Data Bank.



Wil e nortgage interest rate increases may not have outstripped other
interest rate rises, the substantial upward secul ar novenent has certainly
contributed to increases in housing costs. The nost current analysis 12/
avai | abl e eval uates changes in homeownership costs from 1967 to 1973,
the end of 1973, conventional nortgage interest rates on single-famly hones
had risen to 8.56 percent for existing and 8.39 percent for new hones (as
conpared to 6.64 percent and 6.53 percent at the end of 1967 and 9.11 percent
and 891 percent in third quarter 1975). In the six-year period between 1967
and 1973, honeownership costs increased 47 percent, faster than the consuner
price index as a whole (33 percent). The chief source of this increase was
the rise in purchase price, accounting for 41.3 percent of the overall cost
increase. Mintenance and repairs were the second |argest source at 23 per-
cent. Mrtgage credit costs followed as the third cost increase factor as
the source of 20 percent of the total increase. Property taxes (117 per-
cent? and insurance (4.4 percent) were the other contributors. Thus the
secular rise in interest rates contributed significantly but by no neans
overwhel mngly to honeownership cost increases. (Conparabl e cost conponent
figures are not available for multifamily housing. The rise in multifamily
interest rates relative to single-famly rates in the 1970s probabIK neans
financing was a substantial contributor to cost increases despite sharp rises
in operating and construction costs as well.

Long-run increases in nortgage interest rates have probably then been
the result of the sane forces as the general rise in long-terminterest
rates and have been no greater in nagnitude. However, they have signifi-
cantly affected the cost of housing.

Lhavai lability O Mrtgage Oedit In Certain Areas

Communi ty organizations in cities and in extrenely poor rural areas
have docunented nortgage lenders' practice of systenatically denying |oans
In certain geographic areas, commonly terned "redlining."™ The early stages
of this practice are subtle. Hgher down paynents are required, nortgage
| oans have higher interest rates, the terns are shorter than the national
average, and ol der houses are excluded altogether. In nore advanced stages,
| oans are openly denied throughout areas considered too risky for |ong-term
investment.

The shift of thrift institutions and conmercial banks away from/ ocal
lending in inner-city housing narkets in areas of \éshington, b.c., Cakland,
S. Louis, Philadelphia and rural areas in the south and mdwest |eaves rela-
tively fewsources of nortgage credit. In Wshington, D.C., for exanple,
studies indicate that of all real estate loans closed by SsLs wth city-based

12.  See, John C W¢icker and John C simonson, "Recent Trends in Housing
Qosts," Journal of Economcs and Business, Vol. 27 (Wnter 1975), pp. 177-183.




of fices between 1972 and 1974, only 7.4 percent went to people in the city
buying single-famly hones. In fact, only 11.6 percent of all real estate
|oans were originated on inner—city properties.

(e of the principal provisions that indirectly permts redini n(I:J I'S
the Federal Hone Loan Bank Board (FHLBB) regul ation allowng S&s to lend
anywhere wthin the state where they are located, and up to 15 percent of
their assets outside their resident state. In the Dstrict of Gol unbia,
for exanple, S&Ls nay lend to borrowers wthin a 100 mle radius from
their central office.

Prospective buyers or repairers of hones in redined areas either are
are unable to finance their desired actions, or nust use FHA, VA and Farm
ers' Hone insured or guaranteed financing. UWndfortunately, federally under-
witten nortgages in central city areas have been subject to abuse, often
resulting in overpaynent for poor quality housing and |ater abandonnent
(see Chapter IIl, F, below). Lack of conventional financing thus produces
substantial |osses for potential buyers and sellers in affected areas, and
for their neighbors as nei ghborhood decline is hastened. Society as a whol e
also suffers froma waste of capital assets when usable housing falls into
di suse or avoi dabl e disrepair.

The Hone Mortgage D sclosure Act of 1975, which required public disclo-
sure of the geographic distribution of |ending institutions' |oans but not
deposits, was designed to discourage discrimnation and to gi ve gover nnent
and community organi zations information which presunably would allow themto
press for nore favorable lending practices. Nunerous other actions by pri-
vate groups and all levels of governnent have been proposed and in sone areas
I npl enent ed.

The rural nortgage credit systemis characterized by frequent and severe
shortages of |oanable funds, narginally efficient secondary nmarkets, conser-
vative loan terns, higher interest rates and fewer government-insured Or
guar ant eed nortgages than the urban credit system (Qly 24 percent of rural
nortgages were guaranteed in 1971 vs. 42 percent for urban areas.) Median
census data (1971) on existing nortgages conparing rural to urban nortgage
credit borrowers illustrate that rural homebuyers paid higher interest rates
on conventional nortgages (6.7 percent vs. 6.0 percent), received shorter
repaynent periods (20.4 vs. 24.6 years), snaller nortgages, and had access
to fewer lending sources.13/

The relation of rural credit shortages to the preval ence of substandard
and rural housing is not proven. Nonetheless, housing observers frequently
point to inadequate rural credit as a prinary reason for |ower housing

13. For a detailed analysis of rural credit conditions see, "Offerences in
Housing Oedit Terns and Usage Between Metro and Non-Metro Areas in the
Lhited Sates,” Agricultural Economc Report No. 305, Economc Research Ser-
vice, US Departnent of Agriculture.
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quality inrural areas. Wile some evidence seens to indicate that |ess
credit is available inrural areas, it iS important to recognize that ob-
served differences between the volune of rural and urban loans nay be due to
differences in the denand for housing interacting with credit supply. MNany
rural famlies have Tncones too lowto qualify for substantial private nort-
gages. As an example, the nedi an househol d incone of honeowners outside
metropolitan areas in 1974 anounted to $11,700 conpared to $15,900 for hone-
owiers wthin netropolitan areas. In addition, 22 percent of the nonmetro-
politan honeowners had incones bel ow $7,000 conpared to only 12 percent of
the netropol i tan homeowners.14/ Wen they own homes, poorer families, |ike
rural residents generally, also have lowratios of nortgage debt to incone
because their earnings tend to be erratic and depend largely on crop
product i on.

Goncei vably, insufficient incone nay partially explain why rural resi-
dents carry proportional Iy less housing (as a percent of their inconge) than
their urban counterparts. The lower price of land in rural areas also con-
tributes to the apparent difference.

h balance, rural credit conditions inproved during the 1960s through
federal direct loans through the Farmers® Hone Administration and expanded
private lending by ssis. By 1971, ssis held 35 percent of the first nort-
gages in rural areas conpared to 23 percent in 1960. Nonethel ess, severe
credit shortages arose during the tight noney periods of 1974 and early 1975
Gorrespondi ngly, the decline in nortgage investnent simlar to that in cer-
tain urban communities has increased particularly in snall southern rural
cormunities. Lower valued properties, |ower household incomes, and high
unenpl oynent contributed to increased |ending caution anong rural financing
institutions during the past credit shortages.

Qverall, the lack of credit incertain areas is the result of a mx-
ture of economc conditions and discrimnation. In either case the effect
IS a negative inpact on the development, transfer, and nai ntenance and
rehabilitation of housing in those areas.

14, See Part A (Advance) Annual Housing Survey, 1974, US Departnent of
Commerce, and US Departnent of Fousing and Urban Development.




CHAPTER | |

QURRENT FEDERAL GREOT ACTTM T ES

This chapter describes the current array of federal residential credit
programs, identifies their chief objectives, and classifies themboth by
type of activity and by the agency that admnisters the program

Federal Residential Gedit Policies

Federal residential housing finance prograns can be classified broadly
under six credit policies. The major policy categories, the nethod of cred-
it assistance, the initia benefici qrg, and the way in which the prograns
affect the budget are briefly described bel ow

1. Interest Rate Subsidies

Qvernnent National Mortgage Association (GNW TandemHans, the Farm
ers' Hone Admnistration (FmHA) Interest Oredit, and HUD's Section 235 Hone-
owner shi p Prograns provi de below-market-interest rate loans. Basically three
methods aEpI y: the governnent either pays part of the interest on private
| oans, nakes the direct |oans bearing interest rate subsidies, or (under the
so—called "Tandem Plan") commts to purchase private lenders' bel ow mar ket
interest nortgages at prices providing a slightly higher than narket return.
Wen the governnent buys them it ultimately intends to sell at a price that
usual |y represents a | oss, because the selling price on the nortgages pur-
chased at bel ow market interest rates nust reffect the current narket rate of
interest. Interest rate subsidies on GNMA prograns are typically 1 1/2 per-
centage points (belownarket rates) for single-famly units, and are expected
t0 average 2 percentage points for multifamily housing. FnHA interest credit
loans typically carry a subsidy of 6 percentage points. Section 235 subsi-
dies vary wth the narket interest rate, currently subsidizing the difference
between narket rates and an income-related rate as lowas 5 percent on single--
famly hone nortgages.

The naj or objective of the GNVA prograns is to mtigate cycles in hous-
ing construction. Wen interest rates are cyclically high and housing con-
struction i S declining, GNVA nakes coormtnents to provide funds at bel ow
nmarket-interest rates in order to induce additional construction. According
to cyclical patterns in the housing industry, GNMA-financed construction
shoul d have sone effect on housing during tight noney periods. However, it
ggpears that nost GNMA-financed construction woul d have taken place in the

sence of the program Mny Tandem|oans went to hi gh-i ncone borrowers, who

(11)
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mght wel|l have bought new hormes w thout assistance; other Tandemnoney was
used to fulfill lending coomtnents already previously agreed to by private
lenders. Treasury borrowng to finance the GNVA programattracted sone funds
that woul d otherw se have gone into nortgages through private lending.l/

However, it is inportant to distinguish between conventional nortgages
and nortgages on properties that are al so receiving |ower-incone subsidies
(under Sections 235 and 236 in the past, and Section 8 in the future). QWA
B(r%ograns may be much nore necessary in the latter cases than in the forner,

cause prinary |enders have not been wlling to nake |oans on subsidized
housing if they nust then hold them

The budget inpact of these prograns is conplex. The inpact on outlays
over the long run is roughly equal to the value of the interest rate sub-
sidy——i.e., the difference between the face val ue of the m)rt?ages that GNVA
buys and the narket val ue of the same nortgages when GNVA sells them In any
particular fiscal year, however, the najor determnants of outlays are GNVA
portfolio nanagenent decisions: outlays wll be high if GNVA nortgage pur-
chases exceed nortgage sales; wll be lowor even highly negative if sales
equal or exceed purchases. Qitlays also include, of course, operating ex-
penses of various types. In terns of budget authority, new pernanent author-
ity plus revolving authority carried over fromprevious years are required
inamunts equal to the total portfolio of nortgages and cormtnents carried
by G\MA, plus operating expenses. Sales of nortgages fromthe portfolio thus
restore budget authority which is then available for additional purchases.
G\MA currently has cumul ative nortgage purchase authority of $20.5 billion,
of which about $12.2 hillion is unused (i.e., neither used for nortgages
owned nor conmitted to future purchases, and includes $2 billion appropri-
ated but not released by the Secretary, HuD), as of May 31, 1976.

The Section 235 program as reconstituted in January 1976, differs from
G\MA and FmHA interest subsidies. Under Section 235 HUD subsidizes nortgage
interest paynents by honeowners. H.D paynents of part of |ower-incone hone-
owner's nortgage interest are such that the effective interest rate to the
honeowner is as lowas 5 percent, and his total paynents do not exceed 20
Fercent of his (adjusted) incone. Thus the subsidy nay continue over the
ife of the nortgage.

The objectives of the 235 programare to assist |ower-incone famlies
to becone honeowners, and to increase construction of new housing for such
famlies. Under the original 235 program abandonnents of properties and
defaults were high, in part due to programabuses and very | ow down paynent
requi renent s. e reconstituted programains at reducing these problens, in

1. See George M von Furstenberg, "The Economics of the $16 Bl lion Tandem
Mortgages Committed in the Qurrent Housing S unp,” unpublished paper, and
Fonald t, "A Sudy of the Inpact of the Governnent National Mrtgage Asso-
ciation's Tandem M an on Husing Productions,” Decenber 11, 1974 (revised
Decenber 1975).
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part by increased down-paynent requirenents and in part by increased mni-
nmuminterest rates and incone standards—both aimng the programat higher-
I ncone peopl e.

For fiscal year 1976, $42.5 nmllion was reserved,2/ to subsidize an
estinated 50,000 units, at an average maxi mumsubsidy of $350 per year. The
incone range of participating fanmilies is expected to be $9,000 to $11,000
per year, and the average nortgage anount is expected to be $23,000. Nnety
percent of the units are to be newy constructed, and 10 percent substan-
tially rehabilitated.

The FmHA prograns, in contrast to Gwa and the 235 program are basi -
cally ained at providing adequate housing in rural areas——not in countering
construction cycles. The programdoes appear to expand rural credit provi-
sion al though the number of beneficiaries is limted.

2. Drect Loans

The federal governnent nakes loans directly to those specific kinds of
borrowers who are unable to find nortgage credit el sewhere. DOrect |ending
was a preferred approach during the 1950s, a period of frequent‘budget Sur-
pluses. The shift away fromdirect loans to "tandem plans® (di scussed
earlier) occurred prinarily to avoid increases in the budget deficit. Ex-
isting direct loan prograns include:

(8 Section 502 Homeownership | oans nade fromthe Rural Housing Insur-
ance Fund under the Farmers' Home Admnistration to low-and-moder-
ate homebuyers in rural areas. Loans are financed by the sales of
guaranteed FntHA notes (e.g., Certificates of Beneficial QOwnership)
to the public or to the Federal F nancing Bank (FFB), an of f - budget
agency. Recently the FFB has been the only purchaser. The FFB
charges one-eighth to one-half percent higher than the interest

rate charged by FnHA on the direct |oans, depending on FFB costs of
borrow ng from Treasury.

Budget outlays vary considerably fromyear to year, because of
variations in defaults and foreclosures and the timng of |oans and
financing. Qutlays also represent net interest expense (difference
between interest rate charged by FnHA and the interest paid by FntHA
to its public and private creditors) and operating expenses. In
fiscal year 1975 operating losses in this programwere $175 nil -
lion, on $9.5 billion of loans outstanding. Nearly $167 mllion of

2. Total amount available and obligated is $264 m!lion pursuant to court
order. Cficial accounting books carry this amount; however only $42.5 ml -
lion is reserved for units approved within fiscal year 1976. As of MaK 3
fiscal year 1976, HUD had approved 12,017 hone |oans representing slightly
over $10.2 mllion. _
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total operating |osses occurred frominterest credit and defaul t
expenses W thin the 502 Homeownership program For example, the
1975 bi -annual revi ewof interest creoﬁt orrowers shows that each
502 borrower receives an interest subsidy of approximately $84 per
year on an average | oan anount of $18,800. Median famly incones
of 502 loan recipients are around $7,300 to $8,740.

VA Drect Loans are nade to veterans fromthe Drect Loan Revol ving
Fund Tor new pur chases, construction and i nprovenent and for farm
purchases.3/ As of fiscal year 1975 the net cumul ative val ue of
direct loans outstanding totalled nearly $68 billion. Proportion-
ately, the nunber and val ue of annually approved | oans have de-
creased substantially in the last decade; only 2,665 | oans were
closed in fiscal year 19/5. The average |oan was $18 344, bearing
a 9 percent interest rate on a 25-year 1life. Generally, net incone
Is realized by vaA, since their borrowng costs fromTreasury are
lower than their direct |oan interest rates.

Section 312 Rehabilitation Loans are availabl e through HD for sub-
stantially rehabili1tated properties in areas speciMically defined
"uninsurable, high-risk, and in serious decline.” The maxi mumloan
is $12,000 per dwelling unit for residential structures. Loan pri-
ority is givento low and noderate-incone famlies subject to dis-
cretionary approval by HUID field offices. Private lending institu-
tions service the |oans for which HD pays the fees. The interest
rate is aso subsidized, HUID paying the difference between the nar-
ket rate and 3 percent. The net val ue of cunul ative rehabilitation
loans outstanding totalled $15.6 mllion in fisca year 1975

Sone ot her snal [ er | oan prograns directly provide subsidized nort--
gages: e.g., elderly and handi capped citizens ($508.5 million);
an |ohy5| cal disaster loans ($L3 billion), admnistered by the
Sval | Business Administration.4/

I nsurance and QGuar ant ees

Qurrently, the governnment provi des nunerous insurance and guarant ee

prograns. The prinary objective is to increase the availability of nort--
gage credit, possibly on nore liberal terns. An insurance or guarantee

3.

Far m pur chases incl ude residences on farns. No separate budget ac--

counting di stingui shes hone types wthin Subfunction 704, Orect Loan
Revol vi ng Fund.

4.

These represent cumul ative |oans nade as of fiscal year 1975
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elimnates alnost all risk of default, generally covering up to 90 percent
of any losses. The insurance or guarantee nay cone at two different points
in the lending process: nortgage paynents by the honeowner to the |ender
may be insured or guaranteed by a federal agency (as is done by FHA), or the
agency nmay guarantee privately-issued securities backed by hone nortgages
(as in the WA nort gage- backed securities program). Federally insure
l'endi ng has declined as a share of all nortgage | ending, giving way to pri-
vate insurance, but remains inportant in at least three specific submarkets:
() a portion of the conventional market not privately insured, including
| ower-incone famlies; (2) the multifamily narket in which FHA remains the
ngj or insurance force; and (3 prinary narket |enders that originate |oans
for their own portfolios and require insurance in order to market or inprove
the "sal es-val ue" of nortgage backed securities issued by themand guaranteed
rincipal ly by the Governnent National Mrtgage Association or the Federal
me Loan Mortgage Qorporation. Federal insurance prograns are nunerous and
only the maj or ones are descri bed here.5/

(8) The Federal Housing Administration (FH) has 40 naj or insurance
prograns admnistered through four subaccounts under the Federal
Housi ng Insurance Fund. Pard-in premumfees are the princi pal
I ncone source and until recently, FHA insurance operations yiel ded
net incone.

S zeabl e budget outlays ($L1 billion in fiscal year 1975)
have resulted fromincreasing defaults. In general, the tradi-
tional FHA insurance prograns (203 and 207) still yield net in-
cones. But the high default rates, particularly in subsidized
Section 235 236, and 221(d) (3) prograns, have caused net |osses
in General and Special Rsk Funds. As of fiscal year 1975, the
cumul ative nunber of FHA insurance contracts outstanding total -
led 6.1 mllion wth $7 billion of insured nortgage bal ances.

(b) The Veterans Admnistration (VA) guarantees nortgage |oans taken
out by eligible veterans. No charge is nade to the borrower for
the guarantee. Premuns paid by | enders provi de revenues to cover
the operat i nF?_Aexpenses of the VA Loan Quaranty Revol ving Fund.

Lhl i ke the fund, no appropriations have been required. A the
end of fiscal year 1975 VA loans guaranteed nunbered 3.8 mllion
w th nortgage bal ances of $27.9 billion, based on a 50 percent
nort gage guaranty.

5. Detailed descriptions are contained in the President's Annual Hbusi ng
als Report to the (ongress.
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(c) Under the GNVA mortgage-backed securities program GNVA guarant ees
securities issued by private lending institutions and backed by
nortgages insured or guaranteed by FHA, VA or FmHA. $.9 hillion
worth of such securities were sold in fiscal year 1975 and a total
of $17.7 billion worth was outstanding at the end of that year.
G\MA estinmates that alnost $10 billion nore wll be sold in 1976.
However, the long-run future of the programis limted by the de-
cline in the nunber of new nortgages now being insured or guaran-
teed by FHA wva, or FnHA  The programhas been sonewhat successf ul
in attracting additional funds into the nortgage market-—for exam
ple, roughly one-third of the securities are purchased by pension
funds, which woul d probably not otherw se invest as much in nort-
gages. However, a |large nunber of securities are held by primary
nortgage | enders thensel ves; to this extent the programdoes not
Increase funds available for housing but nerely adds the G\NVA
guarantee to the FHA, VA, or FHA insurance or guarantee on nort-
gages held by nortgage lending institutions.

FMHA Certificates of Beneficial Oanership performa simlar
function, except that here the underlying r_mrtga?es are originated
and hel d by FnHA itself, rather than by private lenders.

(d The Federal Hone Loan Mrtgage Gorporation (FHIMC; called "Freddy
Mac") guarantees securities issued by ssLs that are nenbers of the
Federal Hone Loan Bank System The securities are backed princi-
pal |y by governnent insured or guaranteed nortgages (i.e., FHA/VA).

4.  Secondary Market Support

Purchases of nortgages fromprinary | enders and subsequent resal e or
other refinancing of |arge blocks of these nortgages by federal and federally
sponsored credit agencies have expanded greatly in the last ten years. The
original purpose of this kind of activity, as perforned by the old FNVA dur-
ing the 1930s, was to induce lenders to wite the then revol utionary low-down
paynent, long-term federally insured nortgages. FNMA's wlingness to pur-
chase these nortgages nade themnore easily converted into cash (i.e., |'1quid)
and thus nore attractive. Mre recently, the expanded |evel of activities by
FNVA (now a private federal |y sponsored corporation), GNVA, and FH.MC and
FHLBB, have two nain objectives: The first, simlar to the original concept
of FNMA, is to induce prinary nortgage | enders to continue naki ng nortgage
| oans, especially on higher risk housing designed for federally subsidized
| ower-i ncone occupants. The other purpose is to offset cyclical declines in
private nortgage credit supplied to residential borrowers.

O the evidence, federal secondary narket operations do channel [|oan-
abl e funds into residential nortgages, prinarily through thrift institutions,
and do provide countercyclical assistance. However, sone or all of these
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funds nay have found their way to residential nortgages even wthout the
federal activity, whether the net effect of floating federal securities to
raise loanable funds that are redirected into thrifts significantly in-
creases the supply of nortgage credit is sinply not known.

Anal yses of one-shot FNMA nortgage purchases and FHLBB advances to
SaLs, using conputer-based simlation models, do show sone of the hoped-for
effects: short-termdecreases in hone nortgage interest rates and then in-
creases to slightly belowthe rates in effect prior to the simulated credit
assistance. Overall, however, the effects of secondary |ending by federal
and federally sponsored credit agencies are still questions. Analysis of
the agencies' performance is generally confined to FNMA's traditional coun-
terc?/clical support of governnent-underwitten nortgage lending and the
equal |y traditional functions of the FH.BB systemin supplying advances to
suppl enent savings inflonws and |oan repaynents to 8Ls to nmeet FH.BB regu-
lated liquidity requirenents. GNMA, FmHA, and FHIMC activities are gener-
ally ignored because their operations are relatively new or insufficient
data exists. (n bal ance, secondary |ending has been countercyclical since
1965 and a mxed pattern of procyclical and countercyclical perfornance by
federal and federally sponsored credit agencies in the pre-1965 period.6/

Snce the early seventies, federal and federally sponsored credit agen-
cies residential nortgage purchases have increased dranatically. A the end
of calendar year 1974, federal and federally sponsored credit agencies hel d
$65 billion worth of residential nortgages or nearly 13 percent of total
residential nortgage debt outstanding in conparison to $4 billion held in
cal endar year 1955, or less than 4 percent of the total. @Goss acquisitions
by federal and federally sponsored credit aencies have fluctuated annually
from$7.9 billion in calendar year 1970 to $14.9 billion in cal endar year
1974, while net acquisitions ranged from$6.2 billion to $12.0 billion dur-
ing the sane period.7/ These nunbers can be conpared to total net acqui-
sitions of $8L6 bilTion worth of residential nortgages in cal endar year
1974.

6. For detailed analysis of federal and federally sponsored credit agencies
perfornance see Leo G ebler, "Broadening the Sources of Funds for Residential
Mortgages," Federal Reserve Saff Sudy, Vdys to Mderate Huctuations in
Housing Construction," published Decenber 1972, and George M. von Furstenberg,
"The Economcs of the $16 B |lion Tandem Mrtgages Gonmitted in the Qurrent
Housi ng Slump."

7. Net acquisitions equal gross acquisitions less sales. In essence, it
nmeasures the net effect of transactions in both prinmary and secondary nort -
gage markets. For detailed technical definitions and statistics for nortgage
lending see, Arnold H Danond "The Supply of Mrtgage Oredit, 1970-1974,"
US Departnent of Housing and Wban Devel opnent, Cctober 1975, pp. 311-315.
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5. Tax Expenditures -

Tax expenditures are, particularly interns of dollar value, a very im
portant part of federal housing policy. Sone of these expenditures are di-
rected specifically toward nortgage credit.

Federal incone tax deductions of nortgage interest on owner—occupied
hones | owers homeowners' actual borrow ng cost significantly, at an expected
cost to the Treasury of $4.7 billion in 1976.8/ Qher housing—credit-direc-
ted tax expenditures include deductions for construction-period interest paid
by builders and excess bad debt reserve deductions (larger than expected
actual losses) for mutual savings banks and SsLs.

These tax subsidies represent relatively uncontrollable federal expen-
ditures, determned by the level of activity of private individuals and in-
stitutions eligible for the deductions.

As an exanple, in 1969 the tax allowance for excess bad debt reserves
al lowed deductions of up to 60 percent of taxable incone as additions to re-
serves. The allowable percentage of incone is being reduced by law and w | |
be reduced to 40 percent by 1979.9/ Estinmated revenue |osses are $570 ml -
lion in fiscal year 1977. The taX expenditure may have little effect on the
amount of investnent thrifts hold in residential nortgages, since their
choi ce of investments is already restricted by regulation. toother aspect
of the provision is its cyclical nature: the savings to SsLs are | owest
when noney is tightest.

6. Regulation of Mrtgage Lending Institutions

A nunber of regul ations regarding the behavior of nmajor nortgage | end-
ing institutions have significant inpacts on housing finance. As indicated
in the previous chapter the inportant regul ations are:

e (rilings on deposit interest rates. The Federal Hone Loan Bank
Board and the Federal Reserve Board respectively |imt the
interest thrift institutions and commercial banks can pay on

8. See Tax Expenditures, Cormttee on the Budget, Lhited Sates Senate,
March 1976.

9. To use the maxinum S8s are required to keep 82 percent and mut ual
savings banks 72 percent of their assets in residentia nortgages and cer-
tain liquid assets. Alowabl e bad debt asset percent |ess than the maxi num
82 percent and 72 percent of assets, down to 60 percenf after which they
special reserve provision no |onger applies.
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tine and savings deposits and certificates of deposits, nain-
taining a higher rate for thrifts than for commercial banks.10/
These |imts affect the ability of the lenders to conpete for
savi ngs w th which to make |oans particularly in tight noney
periods as described in Chapter I.

e Limitations on investnents by thrift institutions. Thrift in-
Stitutrons are pronibited 1rommnaking nany Kinds of |oans (such
as consumer, construction, conmercial paper, and corporate bond
investnents) and are limted to nortgage | ending and certain
liquid assets.11/ The effects on nortgage credit of these |im-
tations, by concentrating investnents in nortgages in the |ong-
run but limting institution earnings during cycles, were dis-
cussed in Chapter 1.

 Limtations on services by thrifts. Thrift institutions are pro-
hibited fromoffering checking accounts or other forns of paynent
on denand to potential depositors, as well as frommnaki ng nany
types of loans custoners mght desire.12/ These prohibitions
limt the ability of thrifts to compete with commercial banks
for deposits wth which to invest in nortgages (athough thrifts
clearly enjoy other conpensating advantages) and thus nay reduce
long-termnortgage credit supply.

e (eilings on FHA i nsured and VA—guaranteed | o0an interest rates.
Th_ge HOD SECTElary establ1Snes naxi num 1T erest rales lenders
can charge for FHAinsured and VA-guaranteed |oans and adjusts
themperiodically. Charges of points (essentially prepaynent
of additional interest) are not regul ated, however, and |enders
typically use themto conpensate for difference between conven-
tional nortgage rates and federal ceilings.

« Sate usury laws. Maxinumpermtted interest rates are regu-
Tated Dy Sone states for nortgage (and other) 1lending, and sone
of the states also limt maxi mumcharges of points. In high
interest periods such as the nost recent credit cycle, these
limtations have becone operative in a nunber of states where
ceilings stood at 8 percent, 9 percent, and 10 percent |evels.
Sates do legislate increases in ceiling rates, often after
market rates have risen significantly above the ceiling and
caused serious declines in lending.

10. Qurrent naxi numpassbook rates are 5 percent for commercial banks and
5 14 for thrifts.

11. Tax provisions, explained in Chapter |, give thrifts incentive to
select to put nost of their funds in nortgage lending rather than the
other permtted assets.

12 Sone states presently have tenporary permission fromthe FHLBB to
of fer NON accounts.
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« Dscrimnation in lending. Dscrimnation against individuals
in erTga%e Tending 1s prohibited by federal lam The Hone
Mrtgage Dsclosure Act of 1975 requires lending institutions
to indicate the breakdown of nortgage |oans they make by census
tract, which wll provide infornation on whether discrimnatory
lending policies are being practiced against whole areas. A
suit has been filed against federal agencies regulating |ending
for nonenforcement Of antidiscrimnation provisions, but has not
yet cone to trial.

These activities have no najor direct inpact on the federal budget.

Federal Qredit Institutions

The purpose of this section is to regroup the activities just described
according to the agencies that admnister them This is show in Table 2
The agencies responsible for the major activities described above are: the
Federal Hone Loan Bank Board (FHLBB) and Federal MNational Mrtgage Association
(FNMA) , in existence since the 1930s; the Governnent National Mrtgage Asso-
ciation (GNMA) and Federal Hone Loan Mortgage Gorporation (FHIMC), created in
1968 and 1970 respectively; the Federal Housing Admnistration (FHA), and the
DOrect Loan and VA Loan Guaranty Funds created in the early 1940s, and the
Rural Housing Insurance Fund established in 1965 under the Farmers' Hone
Admnistration. (Regulatory activities are not dealt wth in this section.)

The FHLBB, FNVA, G\VA and FHLMC channel savi ngis_ fromcapital narkets
into the residential nortgage market largely by selling bonds and ot her debt
instrunents to obtain funds which are then used either to purchase nortgages
fromprinary lenders or to provide loans to them FHA VA and the Rural
Housi ng I nsurance Fund operate primarily by insuring or guaranteeing nort-
gages 1n order to encourage lending to types of borrowers or under terns

whi ch mght otherwse be considered too risky by |enders.



TABLE 2:

Agency and Budget
(Jassification

MAJCR RESIDENTTAL MORIGAGE MARKET ACTIVITIES G- THE FEDERAL AND FEDERALLY SPONSORED (RED T AGENCIES

jor Residential
edit Prograns

Mar ket Qperation

FARMERS HOME
ADM N STRATI ON

Rural Housi ng
I nsurance Fund
(rRaIF) (400

(1) Section 502 Honeowner -

ship Loans (non
interest credit
pr ogr am)

(2 Section 502 Honeowner--

ship Loans (interest
credit progran)

Lends to specific residen-
tial credit borrowers in
rural areas of 10,000 max-
i mumpopul ation, 1f pri-
vate credit is unavailable

Subsidizes interest rate
toas lowas 1 percent on
FiHA homeownership | 0ans
to lower-incone rural area
bor r over s

(FSCAs) *
Progr amLevel FY 1975 FY1976  FY1977
(Dollars in Millions) (Actual) Estinate FEstimate
e Val ue of FnHA 502 | oans
made during the year for
singl e-famly purchases $1,927 $2, 343 $2,292
* Value of FnHA 504 | oans
made during the year for
single-famly hone repair 50 20.0 20.0
* Total value of FnHA single-
famly loans nade during year 1,932 2,363 2,312
* Value of single-famly
loans sold during the” year -3,547 -2,870 -4,010
o Total value of portfolio,
end of year 9,400
* Val ue represented by
single-fanly |oans 8 898
* Nunber of borrowers
(in thousands) 648,269
BUDGET | MPACT
Drect loan authorization 2,252 3,220 2,720
Bjdget Authority .13 v .18
Total Qutlays for RHF -.9 -.3 -.5
Amount of fota outlays
represented by 502
single-famly
operations -.8 -.2 -.4

*Only the ngj or prograns and financing activities are identified here and therefore the table does not include all the prograns wthin an agency.
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TABLE 2: NAJCR RESIDENTIAL MORTGAGCE MARKET ACTIM TIES F THE FEDERAL AND FEDERALLY SPONSCRED CGREDIT ACEHNO ES  (FSCAs) (@onti nued)

A%ency_ and Budget Myj or Resi denti al ) Program Level FY 1975 FY 1976  FY 1977
assification Cedit Programs Mar ket Qperation (Dollars in MIlions) (Actual) Estinate Estinate

FEDERAL HOME LOAN
BANK BOARD (FHLBB)

Federal Hone Loan Advances to eligible lend  Supplies |oans to menber e Value of advances out-
Bank System Advances ing institutions thrifts via advances through  standing $16, 800 $18, 300 $22, 000
(off-budget) 12 FHL Banks To neet |ig-

uidity &credit expansion
requi rements especi al l'y dur-
ing tight credit periods of
net savings outflows (dis-

intermediation) BUDGET | MPACT:  Nbne
Federal Hone Loan Secial Forvard Coomitnent  Nornally, no loans are ad- e« Programlevel: the out-
Bank Board Revol vi ng Program vanced to the FHLB System standing principal bal ance
Fund (400) through the revaolving fund on the Toan to FHMC total | ed
Begi nning in FY 1975, the $1.5 billion, with a 30-year
fund loaned nearly $1.6 repaynent term

billion to the FHB System
which in turn loaned it to BUDGET | MPACT
FHIMC prinarily for counter-:

cyclical purchases of con- BA (Secia Forward Commit-
ventional nmortgages. The nent  Progran) $2, 000 — -—
tenporary budget authority
expired in Mrch 1976 Qrl ays $1, 237 303 -52
Federal Honme Loan Speci al Market Support, Buys and sells FHA/VA and e Total nortgage commitnents* $3, 400 — -_—
Mort gage Qor por a- principal ly for conven- conventional  nort gages
tion (off-budget) tional nortgages hel d by originated in the FHLB S/s- e Total nortgage purchases** 2,455 2, 646 3,751
nenber thrifts in FHB tem Prinary legislative
System intent istoprovide a e Participation Certificates
secondary narket for con- sal es (i.e, nortgage- backed
ventional nortgages. securities)**+* 527.0

e Borrowngs to finance in-
crease in portfolio of
$2,156 million 2,229
« Qitlays 2,048 2,346 3,156

BUDGET | MPACT: None

*Excludes $2,380 nillion of GMA Mrtgage Cormitnents held by FHLMC for GNMA nort gages.
**Excludes $936 nillion of GNVA Mrtgage Purchases under GNMA/FHIMC Tandem H an.
***Excludes $287.1 nillion worth of QG\VA nortgages repurchased by prinary originators.
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TABLE 2 MAJCR RESIDENTIAL MORTGAGE MARKET ACTIVITIES OF THE FEDERALLY- SPONSCRED CGRED T AGENO ES  (FSCAs) (Qonti nued)
Agency and Budget My or Residential ] Program Level FY 1975 FY 1976 Fy 1977
Qassification (Oedit Programs Mar ket Qper ati on (Dollars in MIlions) (Actual ) Estinate Estinate
FEDERAL HOB NG S ngl e-Famly Mortgage and Loan |nsurance Program Sngle-Fanmly Insurance Activity (Lhits)
ADM N STRATI ON ]
(401 e Section 203(b), basic hone e Qonstitutes the bulk of all <« Nunber of nortgage insurance
nort gage i nsurance FHA-insured | 0ans through appl i cati ons ) 478, 261 560, 000 654, 000
private lenders on one-to- * Nunber of insured units 241, 120 249, 477 165, 245
four famly units.
o Section 235 homeownership e Value of insurance in force $65,681
assi stance Insures federally-subsi-
dized single-famly |oans
e Section 221(d) (2) hone nort - nmade to | ower-incone bor-
gage insurance rowers through private
| enders.
Multifamily Mortgage and Loan |nsurance Program Miltifamly Insurance Activity (Lhits)
& Section 221(d) (3), non- * Nunber of nortgage insurance
profit rental housing appl i cations 65, 319 84, 500 170, 000
# Insures federally-subsi-
e Section 221(d) (4), profit- di zed multifamily |oans * Value of insurance witten $51, 141 $46, 029 $32, 976

oriented rental housi ng

e Section 236 rental housing

assi st ance

» Sections 213 and 234 co-

operative and condonmi ni um

housi ng

nmade to sponsors/develop-
ers through private
| enders.

o Snlar to Section 203 (b)

programexcept Section 213
applies insurance to an
entire property that is
col l ectively owned.

Qunul ati ve Nunber of Mortgage |nsurance Contracts in Force

o Hones 5, 026, 494

« Mitifamly 1072
TOTAL 5,040,566

BUDGET | MPACT

» Budget Authority $1, 24

o Qutlays 1,088

4,878,367 4,567,390

13,729 12, 962
$1, 272 $975
1,161 830

[\
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TABLE 2:

MAJCR RESIDENTIAL MORTGAGE MARKET ACTIM TIES OF THE FEDERAL AND FEDERALLY SPONSCRED RO T ACENO ES  (FSCAs) (Continued)

Agency and Budget Myj or Resi denti al Program Level FY 1975 FY 1976 FY 1977
[ assi fication Credit Prograns Mar ket Qperation (Dollars in MI1ions) (Actual) Estimate FEstimate
FEDERAL NATI ONAL 1. FHA-Insured, VA-Guaranteed
MORTGAGE ASS(J - & Gonvent i onal__Mort gages
ATION ({FNMA) and Loans
e "Fanni e Mae™ provides naj or Overwhel mngly FHA/VA Val ue of nortgage purchases*
secondary market support by rmrt%a([;es constitute and | oans nade during year $5, 024 $4, 190 $6, 170
buyi ng nortgages frompri - the bul'k of FNMA's
vate lenders—supplying a purchases anounting Val ue of nortgages sold
degree of liquidity for to 93%of total port- during the year 3.0 - —
nmortgage investnents, and folio, at the end of
i nproving the Fgeogr aphi cal cy 1974. Val ue of net nortgage and**
distribution of residential | oan portfolio, nid-year
nortgage credit. FY 1975 28,645
2. Federal | y- Qubsi di zed Provides a secondary Total assets 29,671
Mr t gages market for nortgages
on subsidized housing
for lover-incone fam  Sumnary of Qutstandi ng Debt—mid year, FY 1975
ilies at the discre-
tionary authority of O scount Notes 3,470
HD Secretary. NVA
does not incur a Debent ur es 23,971
hi gher degree of risk
since the nortgages Mbr t gage- backed bonds 727
are federally-
i nsur ed/ guar ant eed . Bank credit used none
3. onstruction Loan Treasury borrow ng authority
Participation used none
+ Mikes loans jointly with Total Debt $28, 168
other lenders to finance
FHA-insured multifamily
housi ng, nursing hones
and hospital s.
*Data Source: Appendix, US Budget Fiscal Year 1977, p.

**Data Sour Ce:

"A Qide to Fannie Mae," Annual Publication by Federal National Mortgage Association, pp. 14 and 20.
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TABLE 2:  NMAJCR RES DENT AL MORTGAGE MARKET ACTI M TI ES OF THE FEDERAL AND FEDERALLY SPONSCRED CREDI T AGENO ES (FSCs) (@onti nued)
Agency and Budget Myj or Resi denti al ] Program Level * FY 1975 FY 1976 FY 1977
Qassification Qedit Prograns Mar ket Cperation (Dol lars in Millions) (Actual) Estimate Estimate
GOVERNVENT NATI CNAL
MORTGAGE ASSO -
ATION  (GNMA)
cial Assistance 1. Traditional SAF Prograns
nctions Fund
(S (40D . ial purpose prograns Provide direct purchase « Value of SAF conmitnents
#16-20, for FHA/VA nort- of tandemsupport of FHA/  outstanding 5,840 $10.0 —_
gages on single- and VA nort gages whenever
multifamily units. private m)rtagage funds * Value of nortgage purchases
are unavail abl e. made during the year 3,100 2,234 467.0
¢ Special purpose prograns Provi de mar ket support
#21 and 22, FHA multi- and sinmlar to the above » Value of nortgages sold 1,300 3,900 467.0
single-family Units except used prinarily for
countercyclical prograns. e« Value of SAF portfolio, with-
out energency purchase 4 50
r ogr ans \ 2,700 ,
2. Energency SAF Prograns Prog 2,500
+ Program#23 FHA mul ti- Provides tandemplans for e Total value of SAF portfolio,
famly (initiated January FHA~insured bel ow mar ket i ncl udi ng energency purchase
FY 1976). nortgages. Interest rate  programs 5,151 4,946 4,749
of 7-1/2% on commitnents
and purchases is statu-
torily established. BUDGET | MPACT
e Program #24 FHA singl e- Provi des tandem pl ans Qumul ati ve nortgage pur-
famly (initiated June, sinmlar toal the pro- chase authority $20, 500 $20, 500 -
FY 1975). grams except the nort- ]
giag;a interest rate of Budget authority 6, 000 4,750 S
-3 4%is statutorily
est abl i shed. SAF outl ays 2,180 512 186
¢ onventional hone nortgage Provi des the najor tandem
progr ans plans that attenpt to vary
—GNMA /FNMA new housing production for
—GNMA,/FHLMC countercyclical  purposes.
—Repurchase 0ption .
Quarantees of 1. Bond-type securities G\VA guarantees securities « Securities guaranteed
Mor t gage Backed issued by private insti- outstanding, end of year 17,723 27, 000 37, 500
Securities 2. Pass-through type tutions which originate and
securities service nortgages. The .
securities are long-term BLDGET | MPACT
bonds or pass-through Qitlays ($ in thousands) -9, 700 -11,600 -16, 810
type that are backed by
pool s of FHA/VA/FmHA NnOrt-
gages sold at a favorable
effective return since the
issuer retains the serv-
icing contracts.
*Data Source:  Summary docunent "Justification for 1977 Estimates,” Departnent of Hbousing and U ban Devel opnent, pp. T-1 through T-4; v-1 through \-3.
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TABLE 2. MAJCR RES DENT AL MORTGAGE MARKET ACTIVITIES GF THE FEDERAL AND FEDERALLY SPONSCRED CGREDI T AGENO ES  (FSCAs) (Qonti nued)
A%ency_ and Budget Myj or Resi denti al _ Program Level * Fy 1975 Fy1976  FY1977
assification Qedit Prograns Mar ket Qperation (Dollars in MIIions) (Actual) Estinate Estinate
VETERANS ADM N STRATI ON
D rect Loan Revol ving Drect loans to eligible Lends to eligible veterans « Value of |oans nade during
Fund (704) vet erans inrural areas, small cities the year $50 $49 $51
and towns where private _
credit for guaranteed loans < Value of loans sold during
is generally unavailable. the year -.3 -.4 -1
The maxi num loan is $25,000
wth a 30-year termat the « Total value of portfolio,
current FHA interest rate end of year 703 615 383
for single-fanly hones.
BUDGET | MPACT
Budget authority** _— J— _—
Outlays*** 4.4 -101 -210
Loan Guaranty Revolv- Loan guarantees to Substitutes the federal + Value of guarantees nade
ing Fund (704) eligible veterans government's guaranty to during year $8, 254 - ——
private |enders against o
financial loss on loans to « Value of property acquisi-
veterans for the investnent tions during the year 257 300 305
protection provided by sub-
stantial down paynents and ¢ Value of loans and property
relatively shorter, conven- sold -192 -352 -538
tional loan terns.
» Total value of portfolio,
*including vendee |oans,
end of year 1,252
BUDGET | MPACT
Budget authority 2.0 — —_
Qutl'ays 71 5 -161
*Data obtai ned fromRoger Faxon, Budget Analysis Division, ngressional Budget Gfice. ) ) ) ] ]
**Uhder existing legislation, direct lending authority and veterans eligibility are open-ended until their entitlement is used. Thus, there is no

termnal date on the authority to make direct |oans.

***Negative outlays result fromgreater |oan repaynents than direct |oans made during the year.
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CHAPTER 1|11

CPT1I ONS

A variety of options currently under discussion are described and eval -
uated in this section. The issues outlined in Chapter | suggest the fol | ow
ing criteria or objectives agai nst which to eval uate options:

1. Reduction of cyclical variations in nortgage credit, or reduc-
tion of the social cost of such variations.

2. Assurance or inprovenent of the [ong-run supply of funds for
housi ng i nvest nent.

3. Assistance to thrift and other nortgage lending institutions to
operate effectively and efficiently.

4. Broadening of the availability of housing finance to cover
| ocations and househol ds where it is currently not available at
reasonabl e costs.

~In addition,the budget inpact of the options are identified qualitatively.
Preci se budget inpacts cannot be stated because they vary according to exact
program specifications and scal es of operation.

Actual federal credit policy is so conplex, and the options so nunerous,
that only sone of the possibilities can be covered here. The reader shoul d
also be aware that in many cases the actual net effects of certain policies
and prograns are poorly understood, and thus that eval uation is necessarily
only tentative and incomplete. Expected inpacts of options are summarized in
Table 3 at the end of this chapter (a repeat of Table 1 in the sumary for
convenience). |f an option's expected inpact on a given criterion is negli-
gible, there is no narrative inpact description and the inpact is listed as
neutral in the table.

Interest Rate Subsidies

1. Target countercyclical tandemplan activities more closely on nar-
gi nal borrowers. As noied above I n Chapter II, studieS suggest thal much
tandem plan activity does not bring net additional nortgage credit to bor-
rowers unable to obtain nortgage noney el sewhere, but nerely substitutes for
funds available through nornal channels. To increase the effectiveness of
the program sone or all tandemplan nortgages could be restricted to low-
and moderate-income borrowers, and/or to nei ghborhoods in danger of decay.
Such loans would be less likely to occur wthout the tandemplan subsidy.

(29
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clical effect; This change would probably inprove the counter-
9/—‘cycl i cal eFfects of thge progr arﬁ by e>3</t errlgi) ng loans to peopl e who

who woul d not be able to purchase housing otherwse. The extent

of that inprovenent depends on the inpacts of federal borrowng (to
finance the G\VA program on the supply of funds available for pri-
vate nortgage lending activities.

Long-run effect; Such loans are probably narginal in all periods, and
Theretore the change woul d probably increase housing finance
availability in the long run.

(perations of thrift institutions, Extended tandem purchase conmtnents
and actual nortgage purchases may be of substantia benefit to |en
ders during periods of reduced savings inflows and other incone.
Lenders nmay feel that their |oan coomtnents exceed expected cash
flow and thus tandemcormtnents insure their ability to neet fu-
ture loan obligations at cheaper costs than borrow n% fromthe
Federal Hone Loan Bank Systemor selling nortgages through the FNMA
auction system For exanple, during fiscal year 1975 average FHLBB
advances and average yields on accepted offers to sell conventional
nmortgages to FNVA were frequently higher than the costs of obtain-
ing tandemcommtnents from GNVA

Broaden availability of credit; This option could significantly in-
greﬁsedcreont avaTabiTity for the targeted househol ds and nei gh-
or hoods.

Budget inpact; The mni numbudget inpact would be simlar to present
tandemprograns as to cost per unit subsidized-—on the order of
$3,000 per housing unit. Larger subsidies per unit mght be nec-
essary to get funds to the marginal borrowers. Mreover, since
these nortgages would be nore risky than those currently subsi-
dized, the cost to the Treasury could be considerably higher,
either through reduced resal e val ue when G\VA resells the nort-
gages or through defaults on nortgages in GMA's portfolio.

Qher _effects; Past experience wth federal subsidies for hone pur-
chasing for |ower-incone househol ds has not always been good—in
sone instances program abuses have led to high cost to the govern-
ment and little or no benefit to intended recipients. This option
woul d face the sane potentia dangers.

2. Expand tandempl an activities to focus on long-run credit assist-
ance, pernaps only 1O SpPeCiTIC subsectors (e.g., Single-Tamly Of multi-
family; government financed, governnent insured, or conventional). This
option woul d put the federal governnent in a long-run effort to assist
sel ected owners of housing by reducing interest costs.

Gyclical effect; snmall or zero.
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Long-run effect: Tandem-type activity wll drawnore borrowers and
more savings into the nortgage narket to the extent that it goes
to borrowers who woul d not have borrowed wthout the interest rate
subsidy. Qherwse, if the subsidized nortgages are available to
t hose who woul d have borrowed at the market rate, sone borrowers
receive a subsidy but the total anount of hone purchasing is essen
tially unchanged. The effect al so depends on the responsiveness of
investors (persons or institutions), especially their receptiveness
to whatever financial instrunents are used to finance the tandem
pl an purchases. Added nortgage funds again flowonly to the ex-
tent that the purchasers of these instrunents would not otherw se
have directly or indirectly been investors in nortgages.

Broaden availability of credit; Again, tothe extent that the subsi-
dies are targeted on marginal borrowers, the programw !l bring
net additional homebuyers into the narket. The targeting coul d
be ainmed at specific disadvantaged groups or nei ghborhoods.

Budget inpact: Wbuld depend on timng of purchases and resale or re-
financing of nortgages. (st per unit could be either nore, |ess,
or about the sane as current prograns. |If the ﬂrograqure oper -
ated so as to have a neutral cyclical effect, the unit cost woul d
be sonewhat higher than for the present (countercyclical) prograns.

3. Expand Section 235 Homeownersip and Section 236 Rental Housing Pro-
grams. These prograns provide Interest supsidies on FHA and VA mortgages
for Tower-incone fanilies and for single- and multifamily dwellings. Qher
than the incone restrictions on eligibility, their inpacts on the availability
and costs of nortgage credit are simlar to those of tandemplan activities.
Moreover, the funding of prograns 235 and 236, |ike tandem nust be rationed,
since subsidies cannot be given to all who are eligible.

Long-run effect; S nce the programprovides subsidized nortgage credit
ditectly to |lower-incone borrowers and builders of |ower-incone
rental housing who probably would not be in the residential nort-
gage narket wthout a subsidy,1/ a net increase in honme purchasing
as well as in lower-incone rental housing will result if the pro-
gramis inplenented successfully. However, to the extent that the
recipients are borrowers who woul d not have received conventional
loans, then funds nay be drawn away fromnarket-rate nortgages.

Broaden availability of credit; The option is specifically designed
to nake Iower—cost credit available to |ower-incone honebuyers.

1. The builders mght, of course, operate in the non-low-income part of
the narket .
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Budget inpact; The cost per unit nay be higher than tandemprograms,
for two reasons. HFrst, the subsidy i S deeper—the differences
between narket and subsidized interest rates are greater for
235 and 236 prograns than for tandemplans (origina 235 and 236
subsi di zed rates were as lowas 1 percent, revised 235 rates nay
be as lowas 5 percent, while tandemrates have been no |ess than
7 12 percent). Second, interest paynents are provided over the
life of the 23523 loans and thus the terns nay be |onger than
the anticipated average life of tandemplan nortgages (12 years).
In fisca year 1975 the average subsidy on 235 nortgages anount-
ed to $630 annual ly; the current average is $903 per year. In
addition, for those 235 | oan recipients whose shares of nortgage
paynents are cal culated on 20 percent of adjusted gross incones
there is no incentive to avoid higher priced housing, and therefore
the hi gher nortgage anount, since they do not pay the additional
costs thenselves. Existing limtations on maxi num|oan val ues
restrict this effect, however.

4. Provide interest subsidies on taxable state and |ocal bonds to fi-
nance residential housing 1 nvestnent (as under Section 802 of the Hbusing
ACt of 1974). There are now 30 staies W th housing finance and/or develop-
ment agencies; only 15 have actually initiated housing devdlopment and of
the 15, approxinately 11 have issued bonds or notes. These have all been
tax-exempt; the interest rates have been 2 to 2 1/2 gercenta e points | ower
than the rates on conventional nortgages. Section 802 provides authority
for the federal governnent to subsidize interest rates, should these agen-
cies choose to issue taxable bonds. The subsidy can be up to one-third of
the interest costs, which woul d approxi mately equate the net interest cost
to the state agencies and allowthemto tap the |arger taxabl e-bond narket.
HD is only nowpreparing to inplenent this authority, and the Admnistra-
tion has requested a recission Whi ch has not been approved.

Long-run effect: This option would tend to increase the |ong-run
avaiTabiTrty of funds to state housing finance agencies, provided
that the one-third subsidy proves adequate to conpensate state
agencies for the higher taxable rates. However, even this option
may be insufficient in light of current narket reluctance to ac-
quire a large anount of state and local obligations regard ess of
the yields. Federal insurance or guarantees of the state agency
obligations, aso authorized under Section 802, woul d probably
sol ve the agencies' financing problens but woul d invol ve additional
risks to the federal governnent. HUDis currently working on a co-
insurance formula for nortgages held in housing finance agencies'
portfolios, under existing authority.
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Broaden availability of credit: This option woul d have no affect on
avallability of credit Tor disadvantaged groups if the funds are
used in traditional ways. However, the availability of |ower-
incone rental housing could increase significantly (under the
Section 8 program).

Budget inpact; The existing appropriations of $15 million, for one
year's subsi dy paynents on 40-year bonds, woul d support 15,000 to
20,000, of the total nunber of 125000 new units proposed in the
President's 1977 budget, under the Section 8 program The Presi-

dent's budget anticipated that 20,000 units woul d be constructed
by state housing finance agencies in fiscal year 1977.

~ If the guarantee provisions of Secton 802 were inpl enent ed,
addi tional budget costs due to defaults mght be expected. (o-
insurance is favored by HXD precisely because it is expected to
reduce this risk.

Drect Loans

1. Provide direct |oans through FHA, FmHA and VA, perhaps at the rHA/
VA rate. “AIT (Nree agencres coulrd provide direct roans ertner at subsiai zed
or at narket interest rates, for single-famly hones. The funds coul d be
borrowed fromTreasury or the Federal H nancing Bank.

Gyclical effect: The programcoul d be designed to operate counter-
cyclicalTy. To be effective, it woul d have to bring net addi-
tional borrowers into the narket. Treasury borrowng to finance
such a programwoul d tend to raise interest rates, resulting in
reduci ng funds available to ssLs, and hence negating part or all
of the countercyclical effect. The extent of this negative ef-
fect (co_ngarable to that of GNMA tandempr o?r ans) depends on the
scale of borrowng and the responsiveness of investors in the
various securities markets. The negative effect would be reduced
| onger-termborrow ng by the Treasury.

Long-run effect: As nentioned earlier, the programmght divert sav-
rngs fromthrifts and cormercial banks into the governnent secur-
ities that are narketed to finance direct loans. Hence, the total
supply of nortgage funds nmay not increase very much.

(perations of thrift institutions: The loans provided in this option
woul'd conpete wih Toans provided by these institutions unless
tightly targeted on borrowers who are unable to obtain |oans
through nornal channel s.

Broaden availability of credit; Drect |oans could allevi ate_shortage
of nortgage credit 1n specific "redlined" and other credit scarce
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areas. Loans can be given to specific incone classes of borrow
ers, and thus elimnate the effects of higher nortgage interest
rates and other forns of credit rationing on certa n borrowers.

Budget inpact; [DOrect loans, unless nade off-budget, have nuch hi gher
I'nmedi at e budget inpacts than interest-rate subsidies since the
the entire anount of direct |oans are recorded as budget expendi -
tures. Later repaynents woul d reduce the long-run inpact. O
course, this option woul d nake the governnment the only screener of
nort gage applications, and expose the Treasury to risk of default
based on governnent |ending practices, in contrast to the joint
private/public approval process under FHA insurance.

Gher effects; Treasury borrow ngs to provide direct |oans may in-
crease the government's borrow ng costs to finance the public
debt, by raising all governnment rates because of the additional
governnent dermand for funds to finance direct |oans.

2. Nonfederal direct |oans through local governnents. This optionis
di scussed here as an alternaiive to optlion 1 above, and because federal
funds (community devel opnent bl ock grants and tax expenditures on tax-exempt
bonds) are used to finance the | endi ng.

These loans, to purchase and/or rehabilitate substantially housing in
red ined areas, can be designed to attenpt to induce further investment from
private lenders for the preservation and upgradi ng of housi n% i n declining
areas. Qurrently, a nunber of direct |oan experinents have been undertaken
by sone city governnents and |ocal |enders.

Broaden availability of credit: These prograns are designed to pro-
vi de housing financing TOr specific classes of borrowers in red-
lined areas. Local governnents are in the best position to iden-
tify nei ghborhoods where such a programmght be nost effective.
Thus, nonfederal direct |oans or sone conbi nation of federal and/
or state insurances or guarantees of locally-financed direct loans
could alleviate prolonged credit shortages in redlined or other
credit-short areas.

Budget impact: To the extent that federal funds used for such programs
are used to leverage other funds, the inpact on the federal budget
per housing unit assisted will be less than for direct unleveraged
lending. Mreover, any defaults wll not increase federal outlays..

To the extent that nunicipal bonds are used to finance the
prograns, a federal tax expenditure is invol ved.
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3. Continue or discontinue the Section 312 programof direct federal
loans for subStantial rehabiTitaiion. Under Section 3IZ of the Fbusing ACt
of 1964, the governnent makes rehabilitation |oans at subsidized interest
rates to owers and tenants in specially designated nei ghborhoods. Presi-
dent N xon inpounded the appropriation for this program, and President Ford
has proposed that it be discontinued on the ground that local governnents
may use cormmunity devel opnent block grant funds for this program

Broaden availability of credit; The programhas resulted in rehabili-
farron that otherw Se nay well have not occurred, in nei ghborhoods
where nornal credit channels are not readily available.

| nsurances and Quar ant ees

1. Provides federal coinsurance of |long-termloans for singl e- and
multifamily dwellings. (bnsiderable attention has been given to [imted
experinental ~design of coi nsurance prograns in which the public or private
lender shares the risk of loss fromserious defaults and foreclosures wth
the federal governnent. The concept underlyi .ngl this approach is that the
basi ¢ processing and underwiting decisions wll be delegated to the |ender
who also assunes a smal| percentage share of the potential costs. The fed-
eral governnent and the |ender would share (say in 8020 proportions) net
losses fromdefault in contrast to nore traditional private and public nort-
?age i nsurance prograns in which the insurer takes full responsibility for

0sses up to a set percentage of the nortgage anount.

Long-run effect; The coinsurance option would clearly be |ess attrac-
Trve 10 Tenders than full federal assunption of risk, and thus
mght di scourage sone nortgage lending relative to the present
FHA i nsurance appr oach. SecondarY nort gage narket purchases,
traditionally largely of more ful K federal |y insured nortgages,
mght aso be hindered. on the other hand, if recent |arge Ioss-
es in the special assistance type FHA operations produced unw |-
Ilngness to fund such programs, coinsurance woul d be expected to
produce sonewhat greater [ending than no insurance at all. Fur-

thernore, transferring underwiting responsibilities fromFHA to

private | enders nay overcone sone of the tine delays which have

di scouraged insured |ending.

Broaden availability of credit; Availability of credit to |ower-incone
Reoplle and buyers or residents in sone ol der nei ghborhoods is
eavi |y dependent on FHA insurance. Thus the long-run supply ef-
fects described above wll have by far their major effect on these
gr oups.

Budget inpact; S nce coinsurance involves a shared risk, the federal
govermment 's Cost for a given anount of insured lending wll be
snaller than with full insurance. This saving would be partly
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offset by a sharin% of insurance premuns. Additional savings
should cone from the govermment's reduced administrative activity,
and particularly fromnore careful underwiting by private |end-
ers who share the default risk.

Qher effects; Full federal insurance has hel ped to create abuses in
SO redlined areas, Wth lenders wlling to finance hone pur-
chases at prices far above the value of poorly repaired hones
since they bear no risk. @insurance coul d serve to di scourage
such abuses, but, of course, wth sone cost (possibly great) iIn
the availability of any credit in such areas.

2. Provide federal insurance to cover potential incone |osses to lend-

ers whenever shorter-terminterest rates INCrease above norigage rates.

The gover nnent woul d protect Tenders when shori-terminterest rates rise
above nortgage rates, either by insuring paynent of the difference in ex-
change for a premum or by offering lenders, at the tine they nade nort-
gages, the option of exchanging themfor obligations of the sane principal
but paying current short-termrates. In the latter case, the governnent
woul d pay or receive the difference between short-termrates and long-term

rates. In both cases |enders would retain responsibility for servicing and
def aul t s.

Gyclical effects; This option would inprove availability of nortgage
credit in tirght noney periods by gIVII’_II% thrifts higher earnings
wthout raising rates to borrowers. e earnings woul d enabl e
thrifts to conpete for savings deposits if deposit rate ceilings
were lifted, or to pay for other fund sources.

Long-run effects: Longf-_run supply should be inproved somewhat by |end
ers' increased wllingness to nake nortgage |oans because of the
protection frominterest rate risk.

Qperations of thrift institutions; Wuld be eased by reducing risk of
Tosses and 1nproving abil1ty to retain |oanable funds.

Budget inpact; The federal governnent woul d bear sone budget costs or
earn sone net return. The net inpact is difficult to eval uate.
Estinates show that the government woul d have earned a profit on
the obligations exchange programfor the period 1950-1973 because
long-termrates usual |y exceeded the average of short-term and
only in 1974 would the cost becone positive. Estinated 1950-1974
total cost would have been $3 billion, assuning all m)rt%ages made
by thrifts were entered into the program Gsts under the insur-
ance prem um plan woul d obviously depend on premum | evel s.

3. Provide federal insurance coverage for secondary narket investors.
Traditionally, federal insurance prograns have concentrated entirely on the
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primary nortgage narket. However, given the declining vol une of FHA activ-
ity inthis market and the continuing concern of secondary nortgage investors
about purchasi ng conventional mortgages, the federal government coul d provide
speci fic secondary market insurance, insuring loans initially made wth pri-
vate or no insurance when they are sold in the secondary narket. There are
a nunber of alternative concepts the federal governnent can enploy to support
the secondary narket. Federal reinsurance of privately insured nortgages is
one possible approach. Additionally, the coinsurance concept already intro-
duced by FHA in the primary narket can be extended to uninsured or privately
insured nortgages or to the entire portfolio of a secondary narket investor.

Gyclical effects: This option would help to noderate credit cycles
by 1ncreasing the ability of prinary lenders to obtain funds by
selling nortgages in secondary nmarkets when tight noney con-
ditions restricted their ability to attract deposits.

Long-run effects; The option woul d al so increase the |ong-run supply
and decrease the cost of nortgages to the extent that it hel ped
to expand the secondary market to investors previously unwlling
to purchase conventional nortgages.

perations of thrift institutions: Thrift operations woul d be nmade

more efficient by the added ability to sell conventional nort-
gages to obtain funds as desired.

Budget inpacts; The inplied expansion of governnent (co)insurance
WO have budget costs to the extent that |osses on defaul ts
exceeded premuns. The cost |evel obviously depends on the
prem umcharged and riskiness of the insured |oans.

4. Qiarantee of state housing finance agency bonds. This option
was di scussed above 1n the context of Section 802 interest subsidies.

Secondary Market Support Activities

1. Provide long-termFederal Hone Loan Bank loans in tight noney peri --
ods. Thé Hnancial ReformACT of 19/6, as propoSed In the FbuSe of Repre-
sentatives, provided for loans of up to 30 years fromthe FHLBB to savi ngs
and |oans, mutual savings banks, credit unions, and commercial banks in
periods when credit is not readily available for residential nortgage |oans..
This differs fromcurrent prograns limted to five-year naturity "advances"
to savings and loans. The loans are to be financed by borrowng fromthe
Tteasury or through the Federal F nancing Bank (FFB). The |oans woul d be
nmade to prinary lenders at the cost of borrowng plus operations costs.
Lenders would be allowed to |oan the funds only for hones wth sales price
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| ess than 150 percent of the nedian price in its geographic area or rental
buildings wth unit rents less than 150 percent of nedian area rental, and
lending rates would be |imted to the borrowng cost plus a reasonabl e prof-
it. (The programis, of course, not a secondary narket programin the tra-
di ti onal nortgage- purchase sense.)

Gyclical effect; This option may hel p noderate cyclical shortages in
nmortgage credit sonewhat, by providing a source of |ong-termfund
funds to lenders in tight noney periods. |f Treasury %or FFB)
borrowng for this purpose is Te at|ve|¥) long termas is appar-
ently intended but not required in the bill, there wll be less
pressure on short-termrates than under the current advances pro-
gramand thus |less likelihood of the programbeing partially
self-defeating by causing further deposit withd.awals. The |ong-
termnature of the funds mght limt the current practice of rapid
repaynent of FHLBB advances when deposits begin to flow back into
savings and | oans, which tends to |engthen periods of nortgage
credit shortgage. n the other hand, long-termborrowng In tight
nmoney periods, though initially cheaper than short-term borrowing,
may not greatly appeal to nortgage-lending institutions if they
expect interest rates to return to lover levels. It does not sol ve
the basic long-termloan, short-termdeposit problemof |enders
locked into lowyield nortgages when interest rates rise.

Long-run effect: To the extent that the option i s f£inanced through
fundS fromsuch institutions as pension funds and insurance com
pani es beyond their usual participation in m_)rtgaé:]e fi nanci ng,
It should add to the long-run supply of credit (despite its In
tended primary countercyclical focus).

Broaden availability of credit; Because the option [imts lending to
non-Tuxury housrng, 1t nay result in sone increase in credit
availability to rel ativeI?/ | ower -i ncone peopl e who are |ess
attractive custoners for [enders in periods of credit shortage.

Budget inpact; The long-run direct cost to the governnent should be
zero, since funds are to be loaned at interest adequate to cover
borrow ng and operatin% cost. Snce the initia borrowng op-
tions are on-budget, the short-run budget inpact could be sub-
stantial. There could be an inpact on federal borrow ng cost
(interest) generally due to the increased borrow ng.

2. Increase secondary-market countercyclical operations by FNMA,
FHIMC, and GNMA. These government s’po"“_nsoré% agenci es courd operate counter-
cxcncally on a larger scale than at present particularly by Increasing pur-
chases of conventional nortgages and limting resales in tight noney periods.
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Gyclical effect; Sudies showthese operations to have had sone
countercyclical inpact 2/ in the past, which presunably woul d be
increased by expanded operations. However, even nore than in the
tandempl ans there is the likelihood of secondary narket funds
bei ng substitutes for rather than additions to total nortgage
funds (since there is no interest subsidy to attract additional
borrowers). The a?enu es do encourage nortgage | ending by bring-
ing in sone funds fromnentraditional nortgage | enders and by de-
creasing the risk o7 illiquidity for prinary |enders.

Long-run effect; Net long-run effects depend on whether the agencies
resel T the nortgages in easy noney periods (little long-run ef-
fect) or continually increase portfolios (greater effect).

Qperations of thrift institutions; Secondary narket purchases provide

a nedge agarnst rITrqurdity Tor thrifts, which can sell nortgages
they hold to neet deposit w thdrawal s or advance nortgage
conm t nent s.

Broaden availability of credit; untercyclical activity inproves
avalTabr Tty Tor thepoorer risks and snaller scal e borrowers
who cannot obtain credit in severe shortages.

Budget inpact; Among the secondary narket operations, only GNMA's
are on-budget. GMA's budget inpacts have been discussed above.

3. Increase secondary narket operations by FNMA, FHLMC, and GNMA over
the full CTreqit CyC[€, Dy greater purChases of norigages W tnout resale

(greater net purchasing).

Long-run effect; Expanded secondary operations over the |ong-run
WouTd increase the total supply and |ower the cost of nortgage
credit to the extent that the saver-investors in obligations
sold to finance these activities spent funds whi ch woul d not
ot herw se have gone into nortgages.

2.  See, for exanpl e, Barry Bosworth and Janes Duesenberry, "Policy |npli-
cations of a Howof Funds Model," Journal of H nance Papers and Proceedi ngs,
1974.
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Tax Expendi t ur es

1. Atax credit against a portion of interest earned on residential

m)rtgages was Included 1n Hnanclral Institutions Act-related legisiation in

e enate FHnance Cormittee (but not in the House F nancial ReformAct
legislation). The Senate bill provided for a tax credit of 3 56 percent
of earned interest on qualifyi ng loans for institutions wth at |east 80
percent of their assets in residential mortgages, Wth the percentage cred-
it reduced one-thirtieth of 1 percent for each percent of assets bel ow 80
percent down to 1 1/2 percent of credit for 10 percent of assets. The
credit would be available to lending institutions of all types except FNMA
(and to individuals at the 1 1/2 percent level), but in the case of thrift
institutions woul d substitute for presently allowed bad debt reserve deduc-
tions in excess of actual experience.

Cyclical effect: %clically, the tax credit has effects which of f set
each other. e credit is nore valuabl e in periods of higher
interest rates (since it is a percentage of yield), increasing
the incentive it provides to invest in nortgages rather than
other taxable assets. n the other hand, the increase in thrifts’
marginal tax rates fromsubstitution for the excess bad debt re-
serve nakes increases in interest rates on tax-exempt bonds of
nmore val ue relative to nortgage rate increases than before, in-
ducing greater shifting fromnortgages to bonds in tight noney
pfe;i ods. There is no enpirical study to eval uate the net
ef fects.

Long-run effect; The tax credit should be expected to |ower nortgage
interest rates over the long run, by increasing the flow of funds
into nortgages fromall lenders conbined. Thrifts could be ex-
pected in general to continue to keep nearly 80 percent of their
assets in nortgages, because the sliding scale of the tax credit
gives marginal additions to residential |ending very high after-
tax yields up to the 80 percent of assets level.3/ Commercial
banks and other discretionary investors wth [es§ but not much
less than 10 percent of assets in nortgages would have a very

3. For exanple, if athrift currently had 79 percent of assets in nort-
gages, the current nortgage interest rate is 9 percent, and average yield
on nortgages held is 8 percent, the after-tax yield on putting the next

1 percent of assets in residential nortgages is as high as that for invest-
ment in other assets yielding 10.38 percent. The 1.38 percent gross yield
differential cones as 0.59 percent fromthe tax credit directly on the
addi tional nortgages and another 0.79 percent fromthe increase in tax
credit on nortgages already held as a result of increasing percent of assets;
hel d in nort gages.
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strong incentive to nove to 10 percent holdings, Since that mni-
mumallows a junp fromO to 1 1/2 percent tax credit on interest
on eligible loans.4/ An off-setting factor is that savings and
loans with greater than 80 percent of assets in residential nort-
gages woul d have substantial incentive to swtch sone assets to
tax-exempt bonds, since their narginal tax rates woul d be signifi-
cantly increased by loss of the excess bad debt provision. An
enpirical study of the inpact of the nortgage tax credit 5/ assuned
portfolio swtches of the types described and finds a nodest |ower-
ing of nortgage interest rates, varying from5 to 15 basis points
(hundredths of a percentage point), depending on other assunptions
about institutions' behavior under additional FIA provisions.6/

Budget inpact; The nortgage interest tax credit does involve substan-
tial fax expenditure costs to the federal governnent, even after
netting out the gains due to substituting It for the excess bad
debt reserve provisions for thrifts. The increase in cost goes
partly to thrift institutions, whose tax savings are greater
under the tax credit than under excess bad debt reserve pro-
visions, and partly to commercial banks and other institutions
and individual s who qualify for the credit but not the reserve.
The Treasury has estinmated this cost at $264 nmillion in fiscal
year 1977, rising to $824 mllion in fiscal year 1980.

2. Proposed changes in the tax treatnent of mortgage interest on
owner—occupied NONES have (aken a nunber of 10rns, "ge_gjal'l_f_ner y TOCUSINg on
equi Ty considerations. The current unlimted deduction is nore val uabl e
to hi gher-income peopl e, because their higher tax rate neans a greater

saving for each dollar of deduction. They own nore expensive houses W th
| arger nortgages and interest costs, and they are nore likely to itemze

4. For example, banks that already have 8 percent of their assets in
nort gages woul d increase after-tax earnings by raising their investnent
to 10 percent even if alternative assets yield a full Percenta e poi nt
nore than nortgages. See Patric H Hendershott, "The Inpact of the H nan--

cial Institutions Act of 1975," Appendi x A (typewitten paper, August
1975).

5  See Patric H Hendershott, "The Inpact of the Fnancial Institutions
Act of 1975" (typewitten paper, August 1975).

6. Those estinates should be expected to understate the reduction,
since they are based on an earlier FIAprovision of a maximum3 1/2 per-
cent tax credit wth 70 percent of assets in residential nortgages which

suggested reduction in SsLs share of assets in nortgages.
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deductions.7/ Renters, nore often | ower-incone people, of course gain no
benefit at @l fromthe deduction.

(he proposal, to convert the deduction to a tax credit, woul d nake each
dol lar of interest paid produce the sane tax saving regardl ess of taxpayer
incone. The tax saving woul d then be approxinately proportional or perhaps
sonewhat progressi ve anong those who are homeowners,8/ and woul d be avail -
abl e even if deductions were not |arge enough to be itemzed. Another, to
limt the maxi numsize of the deduction or credit, would renove the | arge
benefits to high-incone peopl e which are really not useful in w dening hone-
owner shi p.

Broaden availability of credit; Such changes would spread the tax ex-
penditure benefit nore evenly to |ower-incone honeowners wth re-
sultant broadening of |ower net interest costs.

Budget impact: The net cost or saving to the Treasury obviously de-
pends 0N the size and structure of tax benefits provided.

Regul ati on Of Mortgage Lending Institutions

1. Proposals to end regul ation of nmaxi mumsavings deposit interest
rates paid by conmercial banks and Thrift instifufrons (after Tive and one-
alT years and subject to further eval uation) have received recent consider--
ation in the Congress.9/

Cyclical effect: The effect of elimnation of the ceiling on deposit
Interest rates on cyclical fluctuations in nortgage credit sup-
ply is uncertain. Afactor that woul d reduce the severity of
cycles is that loss of savings to thrifts and comrmercial banks
toget her when short-terminterest rates rise should be reduced
b}/ the expanded freedomto conpete for them But elimnation
of ceilings could cause nmore severe cycles by encouraging a

7. According to the Treasury an estimated 27 percent of all tax returns
wll clamthese deductions in fiscal year 1976, wth an average tax sav-
ings of $325. However, of taxpayers claimng incone over $100,000, 87
percent cl ai mhomeowners' deductions wth an average $2,289 saving.

8. Depending on the ratio of nortgage debt to incone.

9. The Senate Fnancial Institutions Act (FIA) of 1975 (S 1267) passed
the Senate with this provision; and the Fnancial Institutions Subcormttee
of the Huse Banking, Qurrency and Housing Cormittee considered the H nan-
cial ReformAct of 1976 contai ning a conparabl e neasure.
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flowof savings fromthrifts to banks which nake far nore non-
nortgage investnents, resulting in greater reductions in nort-
gage lending. The reason is that thrifts are investors mainly
I'n Ipn%-termrmrtgage assets and mght be unable to pay rates

as high as those of commercial banks in tight money, high short-
terminterest periods. Even if cyclical credit availability were
increased, credit costs maght still rise because of the higher
rates institutions were paying for deposits. Unhfortunately, no
enpirical or simulation analysis is available on the cyclical
quest i ons.

Long-run effect: The results of such a change for |ong-run nortgage
credit supplies are also uncertain. Tending to increase |ong-run
supply is the fact that increases in deposit rates should raise
total deposits in banks and thrifts. Working to discourage nort-
(f:]age lending is the likelihood that the existing regulated dif-
erential between thrift and commercial bank rates woul d disap—
pear, again resulting in shifts fromthrifts to conmercial banks.
Avai |l abl e anal yses suggest that inpacts on both nortgage flows
and interest rates could be either positive or negative but woul d
be small in either direction. A possibility neglected by the
anal yses but viewed as reasonably likely by sone economsts and
thrift institution officials is that conmercial banks mght be
able to significantly outbid thrifts for savings, especially in
high interest rate periods, given the shorter-termnaturity and
greater flexibility in their asset portfolios. The outcone in
that case could be substantial increases in nortgage credit costs
and decreases in flow

Qperations of thrift institutions: The substantial effects for thrifts
are discussed above under cyclical and long-run effects.

2. The Senate and House (early version) financial acts provide for
expansion of thrift institution |ending powers to allowinvestment in con-
sumer construction (wthout pernanent take-out financing), nonresidential
real estate, education, and conmunity devel opnent |oans, and commerci al
paper and (Senate only) other corporate debt.10/

The effect of expanded powers on mortgage credit supply both cycli-
cally and in the long run would be the result of two factors acting in
opposite directions. It is uncertain whether the net outcones woul d be
nmore or less nortgage lending at |ower or higher interest rates.

10. The Senate limts these to a total of 30 percent of assets. The pro-
posed Hbuse bill required that savings and |oans retain 80 percent of assets
inresidential nortgage loans and related investnents to be allowed the ex-
panded powers.
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Cyclical effect; Helping to noderate cycles would be the fact that,
I'n tight noney periods of credit cycles wth high short-term
interest rates, the new investnent powers would allowthrifts
to earn higher yields and thus better retain | oanabl e savings
(assumng deposit rate ceilings were raised or eliminated). n
the other hand, thrifts woul d acconplish this by investing what
new savings inflows and repaynents on existing nortgages they
received 1n the hi her-?;i el d nonmort?age | nvest nent s rat her
t han nort gages. us the severity of cyclical declines in nort-
gage credit availability could increase or decrease. Even if
avai labi lity increased, nortgage credit cost mght still rise
since deposits were being attracted at higher cost, and high
aternative yields were available. Unfortunately, no enpirical
evi dence exists to indicate the likely outcone.

Long-run effect; Inthe long run, ability to put money in higher
yrel'd 1nvestnents woul d presunably rai se deposit rates thrifts
coul d pay (again assumng ceilings were lifted), thus drawng in
mor e savings and maki ng possi bl e more nortgage | ending. But sone
part of these funds, and perhaps nore than the total addition,
would be put into the newy allowed nonnortgage investnents, so
that nortgage credit supply could decline. S mulation analyses
indicate that the net effect on the long-run cost of nortgage
credit could be positive, negative, or neutral, depending on as-
sunptions about the response of |enders to new investnent choices
and of savers to increased deposit rates. Uhder nost assunptions,
the predi cted nagnitude of net effect on interest rates is again
not great. (Wthin the range of 20 basis points, but assunption
of greater shifting tested at Senate Banking Cormittee request
yiel'ds estimates of long-run nortgage rate increases of 50 basis
points.)

(perations of thrift institutions; The expanded powers, while either
helpful or harmiul Tor nortgage lending, are definitely advan-
tageous to thrifts since they expand available options for in-
creasi ng earnings.

3. Provision of expanded services by thrift institutions, in the form
of dermand deposits (checking accounts) and consuner Toans, was al so proposed
by Senate F1a and House FRA.

Cyclical effect; Denmand deposit services should have little effect on

on cyclrcal credit flows and interest rates. Sone reduced cycli-
cality mght result fromdenmand deposits being |ess subject than
savings deposits to interest rate-connected outflow

Long-run effect; The added checking account services should attract a
greater supply of funds into thrifts and thus increase the flow
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of funds into nortgages. Magnitudes are difficult to estinate
since there is little directly relevant evidence on either how
much additional business the Services would attract or what share
of denmand deposits thrifts would put into nortgages. (S mla-
tions using alternative assunptions indicate eventual |ong-run
decline inthe nortgage interest rate of 5 to 50 basis points,
which is further estinated to produce a maxi numof 2 percent
additional nortgage stocks and 1 percent additional increase in
the housing stock over ten years.)

Qperations of thrift institutions; Alowng thrifts to attract ad-
ditional TUNAS ObviousIy may inprove their profitability though
not necessarily their efficiency.

The uncertain effects of allowng |enders to nmake consuner
| oans have been discussed in option 2 above.

4, Alowng lenders to use housing finance | ending instrunents that
differ substantially from the current standard mortgage has been suggested
‘as a solution to several housing finance problems: high initial costs to
homebuyers | owering |ong-run demand, uneven savings flows to |ending insti-
tutions wth resulting cycles in nortgage credit supply, and high risks to
nortgage lenders. A nunber of alternative instrunents have been proposed,
varying in their ability to deal wth each of the problens.

The standard nortgage is characterized by its long-term fixed-interest
rate and equal nonthly paynents. As has been discussed in previous chap-
ters, the first two characteristics help create difficulties for Ienders
vhi ch are then reflected in the suPpIy of nortgage credit: wth earnings on
outstanding nortgages fixed, thrift institutions cannot afford to pay the
interest rates necessary to conpete for savings in high-interest periods
(even if rate ceilings were lifted) .

_ Further, these nortgage characteristics conbined with fluctuations in
interest rates may make institutions wary of lending funds for ong-term
nortgages except at rates including a substantial risk premum since they
may otherw se l[ater be caught paying high rates for their funds relative to
their earnings.l1l/

n the credit demand side, equal nonthly paynents under the standard
nortgage nay nean high initia housing costs relative to incone for many
borrowers, especially in inflationary periods. The reason is that nortgage
interest rates, reflecting expected inflation, determne nonthly paynents

11. Even with deposit-rate ceilings in operation the risk prem umnay
still be sought, because deposit outflows can force thrifts to obtain other
funds at high cost (e.g., FHLBB advances, or sales of nortgages at discounts).
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I rmedi atel y while higher noney incones which inflation mght be expected to
bring are not earned until future years. In addition, fixed long-termin-
terest rates on nortgages may wel | encourage borrowers to defer home pur-
chases in periods of high interest rates, exacerbating cyclical swngs in the
housi ng mar ket .

However, the standard nortgage has proved an attractive way for nany
people to invest in their own hones, building equity as inflation increased
val ues w thout raising debt, and gr aduaIIK decreasing the real cost of fixed
nonthly paynents. It remains to be seen how popul ar alternative nortgage
forms wll be wth homebuyers.

(e proposed new instrunent is the variable rate nortgage (VRM), a | ong-
termnortgage carrying periodically adjusted interest rates. Adjustnment is
based on sone neasure of current short, medium or long-termrates (a "refer-
ence” rate agreed to in advance). Mrtgage paynents are reconputed each time
the interest rate is adjusted, to cover principal and interest if the new
interest rate were to apply for the full terns of the mortgage.12/

Cyclical effect; Gyclical decreases in nortgage credit supply woul d
clearTy be noderated by introduction of VRMs, if deposit rate ceil-
I ngs were eliminated, because of thrift institutions' added ability
to conpete for deposits to then loan out. And potentia housing
pur chasers woul d have |ess incentive to defer borrowng in high
interest rate periods, because their nortgage rates woul d not be
fixed at tenporarily high levels. Borrowers, however, are nade to
suffer uncertain and possibly very substantial cyclical variations;
in their paynents over the lives of their loans. GCyclical varia-
tions in nortgage borrow ng/lending and housi ng purchasi ng m ght
thus be noderated but at a cost to borrowers that has raised great
opposition to VRM fromconsuner and |abor groups.

Long-run effect; Long-run credit supply inpacts of VRV are nuch |ess
certain. The risk reduction for |enders mght be expected to re-
sult in lower average interest charged on nortgages. But nany
factors affect the relative future Interest rates on short- and
long-term|ending which are the actual determnants of relative
VRM and standard nortgage borrow ng costs.

perations of thrift institutions: The advantages of VRMs to nortgage
credit Tending rnstitutions are substantial, particularly if short-
terminterest rates are used for reference. Institutions are pro-
tected fromthe risk of being locked-in at earnings bel ow costs

12.  In another variant, the termof the nortgage is adjusted on the sane
basis with nonthly paynents kept constant. However, this alternative is of
limted feasibility because the termbecones infinite for quite noderate
rate fluctuations.
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because interest received rises as interest paid does. |f de-
?OSH rate ceilings are retained, they are protected fromhaving
0 offset savi n?s out-flows at costs above their earnings. |If
ceilings are lifted, they can conpete effectively for savings
wthout threat to net earnings.

Budget inpact; VRMs have no direct costs to the governnment, but in-
direct costs mght result if VRW were insured by rFua and paynent
variations resulted in defaults. :

Qher effects: Another disadvantage to the %over nnent is the politi-
cal pressure honeowners mght place on the authorities whose none-
tary and fiscal actions determne interest rates.

Rel at ed approaches; Another alternative lending instrunent is the gra-
duat € paynent nortgage (GP), nmade at a fixed interest rate |ike
fhe standard norfgage but wth paynents set at sone snaller |evel
inearlier years and growng largér later. The & has none of the
VRW cyclical effects for borrowers or |enders because of the fixed
interest rate. |t nay encourage homeownership in the |ong-run by
lowering initial paynents and allowng themto rise as borrowers'
noney incones rise, but this effect could be offset,by higher down
Baylngnts needed to conpensate for the risk of lowearly equity
ui | d-up.

More conpl ex instrunents, constant-payment-factor-variable—

rate NOrtgages and price-|evel -adj USTed mortgages, attenpt t0 COM
Ime tNe advant ages 0 an . ynents are conputed based

on a fixed real Interest rate (agreed to by borrower and lender),
outstanding principal and remaining loan life; but principal owed
Is adjusted according to interest owed at short-termrates or real
interest plus inflation rate respectively, so that paynents rise
gradual |y approxinmately in line wth inflation :

Lenders receive interest which follows short-terminterest
rates (interest rates, of course, need not nove exactly wth in-
flati og? , Wth the advant a?es to themexpl ai ned above under VR\&.

clical credit S'UPP'Iy probl ens would be reduced as wth vRMs

again assumng lifting deposit rate ceilings), and borrowers’
incentive to defer purchases in high interest periods is renoved
w thout subjecting themto veMs' wde fluctuations in(g%ynents.
Long-run hone investnent mght be encouraged, as wth &%, by the
lower initial payment level. But there are the serious di sadvan-
tages in that individuals' incones nay not rise inline wth infla-
tion so that the large later paynents becone highly burdensone, or
that sone hone values nmay not rise wth inflation so that little
or no equity is developed in early years. And borrowers, who have
general |y benefited frominflation in hone val ues greater than
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that anticipated by long-terminterest rates, would lose that ad--
vantage as nortgage bal ances were adjusted upward. Qosts to the
gover ngent mght arise as defaults on such loans if they were

I nsur ed.

5 The Senate Fnancial Institutions Act proposes elinmnation of inter-
est rate ceilings on FHA-insured and VA—quaranteed loans, along W th prohibr -
fIon on the charging of points.13/

The proposal is intended to increase the flowof such loans, on the
assunption that this flowis hanpered by ceiling rates bel ownarket rates
particularly in tight noney periods of credit cycles. Proponents of ceil-
ings argue that they result in lower effective interest costs to borrowers
and thus both assist homebuyers and thereby stimulate the housing industry.

Cyclical effect; Available evidence suggests that ceiling rates have
fttle effect on cyclical nortgage flows and homebuying, and that
therefore removing ceilings would al so make little difference.l4/
Apparent |y housing buyers and sellers absorb points charged by
lenders in some conbination, wth little effect excgr)t to encour age
sone swtching fromfederally insured to conve‘ntion bor row ng.

Long-run effect: Long-run inpacts are simlarly negligible.

Broaden availability of credit: Particular borrowers--those with |im
Ited resources Tor downpayments and/or living in areas in which
conventional nmortgage lending is not available--may Suffer nega-
tive results fromceilings. To the extent points charged to com
pensate for lowceiling rates are paid by buyers, they amount to
an addition to the cash (unborrowed) paynent” buyers nust nake at
the time of purchase. This hurts people wth |ow savings and nay

13. Apoint is one percent of the face value of a nortgage, paid by the
seller of a hone to the lender as a fee for naking a loan to the buyer.
Wen ceilings are |ower than narket rates, charging of points is used by

| enders to nmake effective yields on the governnent-backed |oans the sane

as for conventional nortgages. Snce the points are paid inmediately, the
lender in effect loans out |ess than the full value of the nortgage but col -
lects the below-market ceiling rate of interest on the full value. FRully
offsetting charges are typically two discount points for each quarter per-
cent the interest ceiling is belowthe conventional nmarket interest rate.

14.  See, for exanple, Eiugene A Brady, "An Econonetric Analysis of the US
Residential Housing Market," and John Kalchbrenner, "A Summary of the Qur-
rent Hnancial Internediary, Mrtgage, and Housing Sectors of the FRB-MIT-
PENN Econonetric Model," in National Housing Mbdel s, Bruce R R cks, editor,
Lexi ngt on Books, 1973.
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put hone purchase beyond their reach. Those living in red ined
nei ghbor hoods do not have the option of swtching to conventional
lending. In addition, the conbi nation of paynment of points and
regul ated lower interest rates seens to have encouraged hurried
foreclosures by lenders in such areas (to reap the profits of the
poi nts paynent and then collect the insurance, rather than hold or
resell the loan).15/ Thus the availability of nortgage credit on
reasonabl e terns might be broadened by elinination of ceilings.

6. (onsideration has been given by (ongress to federal override of
state usury |aws, which limt maxi numinterest rates charged Dy lenders,
often Tncluding nort gage lenders.16/

Gyclical effect; Wile the presuned purpose of usury statutes is to
mantan Tower interest rates than would prevail in the narket,
and particularly to protect unsophisticated borrowers from sub—
stantial overcharges, the nain result seens to be to intensify
credit and housing cycles in affected states. Wien market inter-
est rates rise above usury limts, total nortgage |ending decreases
in affected states as lenders seek higher yields elsewhere.17/
Lenders buy nore rmrtga?es and nake nore other investnents out of
state;18/ out-of-state | enders reduce activity in affected states;
and in-State lenders lose deposits to out-of-state institutions
whi ch, unregul ated on their |oan yields, can better conpete for
savings. The resulting credit shortage has serious effects on new
housi ng construction, as well as on financing of sales of existing
hones. A study of 77 netropolitan areas indi cates that, other
conditions being equal, areas in states wth ceilings bel ow narket
rates had on average a 28 percent |ower rate of building than those
w thout effective ceilings.19/ The greater the differential, the

15, Brian D Boyer, (ties Destroyed for Cash, (Follett, 1973), pp. %4112

16. For exanple, S 3817 which pertained to corporate borrowng but gave
rise to discussion of nmortgage credit as well.

17. In states where points are not also limted or prohibited, they are
used as conpensation by sone |enders. But |enders are reluctant to nake
loans inflated to higher percentages of |oan val ue by points wthout accom
panyi ng nortgage i nsurance.

18. Nornan N Bowsher, "Wsury Laws: Harnful Wen BEfective," Federal
Reserve Bank of §. Louis Review, August 1974, pp. 1922

19. Philip K Robins, "The BEfects of Sate Wsury Geilings on Sngle-Famly
Homebuilding," Journal of Finance, March 1974, pp. 232-234.
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the greater was the constructi on decrease — a 1 percent increase in
ceiling corresponding to a 16 percent increase in starts.20/

Broaden availability of credit; Relatively uninformed, poor-risk bor-
rowers, rather than being protected frompayi ng exhorbitant inter-
est rates, nore likely are made unable to obtain credit at all in
tight noney periods. The reason is that when interest rates are
limted and funds are flowng el sewhere, credit tends to be ration-
ed to borrowers of lowrisk and on more restrictive down paynent
and short-termbases .21/

Nonet hel ess, rather than elimnating ceilings Gongress coul d
continue to leave usury regulation to states, on the substantial
basis that nost disbenefits accrue wthin the regulating state.
Sates do in fact adjust their ceilings quite often when harniul
effects occur. Another option is limted federal override, by
creating autonatically adjustable ceilings tied to regional narket
interest rates plus sone nargin (for poor risk borrowers) . This
last possibility has the advantage of avoiding nost negative ef-
fects while still affording sone protection against |oans at ex-
trene interest rates to unwary borrowers.

7. Drect regulation of the geographic distribution of nortgage
| ending by Thrifts and conmercral banks and siricter enforcenent of anti-
discrimnation regul ati ons have been advocated as neans to overcone [ack
of conventional nortgage credit availability in sone urban nei ghborhoods.

Broaden availability of credit: The approach is nost appropriate in
areas Where lenders have nade decisions to deny |oans based on
race or other criteria other than actual economc risk of de-
fault and resale loss (actua risk would suggest risk-reducing
approaches rather than requirenents to face real future losses).
There is substantial evidence of such discrimnation in sone
casesﬁgg/

Probl ens exi st, however, in determning which individual
| oans invol ve discrimnation and which genuinely high risk, and
how nuch | endi ng shoul d be required, to whom and at what price.
Sone nei ghbor hood citizen groups have expressed concern that reg--
ul atory nechani sns woul d never provide nore than limted credit

2. lbid

21. Maurice Goudzwaard, "Price Geilings and Oedit Rationing,” Journal of
H nance, March 1968, pp. 179-183.

2. See, for exanple, Hnancial Institutions and Nei ghbor hood Decli ne,
Joint Center for Uban Sudies Tor FHLBB, Novenber 1974.
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intheir areas and suggest instead a "greenlining™ approach—-
"regulation" by |ocal depositors agreeing to w thdraw savi ngs
frominstitutions practicing redlining. This would attach a cost
toredining for lenders and mght discourage it where the basis
was discrimnation rather than well-defined expected financial

| oss.
Budget inpact; Drect regulation or nortgage distribution and stricter
enforcenent of antidiscrimnation regul ations have admnistrative

costs for the governnent which are difficult to estinate.



EXPLANATORY NOTES FCR TABLE 3 .
Summary of Probable Inpacts of Housing Hnance (ptions

Actual federal credit policy directed towards the housing sector is so
complex, and the options SO numerous, that inevitably only sone of the possi-
bilities are covered here. The reader wll aso be aware that in nany cases,
the actual net effects of certain policies and prograns are only poorly
understood, and thus that eval uation is necessarily only tentative and in
gofrrpl eEj e. Subsequently, the inpacts identified inthe summary table are
ef i ned as:

1. Positive: i.e., the option provides sone benefit in aneliorating
The probl ens represented by the criteria;

2. Negative: 1i.e., the option exacerbates the probl ens represented by
%ﬁe criteria, and

3. Neutral: i.e., the option has little if any inpact, either from
lack of effect or fromapproxinately offsetting effect.

_ (otions are eval uated according to their inpacts on cyclical variations
i n housing credit, long-run credit supply, the difficulties of nortgage | end-
ing institutions inproviding credit, and the availability of credit to

peopl e and pl aces short of credit in the past.

As examples, an option wth positive inpact on cyclical variations neans
a reduction in the severity of cyclical swngs in the availability and cost
of nortgage credit (and resultingly a reduction in severity of variations in
housi ng construction |evels and other housing market activity and costs).23/
An optron wth positive inpact on |ong-run credit suppl_?/ | owers the |ong-run
trend in nortgage interest rates (increasing funds available at any given
interest rate). An option wth positive inpact on nortgage |ending 1nstitu-
tions increases the flowof savings to them reduces the cyclicality of those
flows, and/or increases their net revenues.24/ An option wth positive im
pact on the broad availability of credit obviously extends credit to a greater
nunber of borrowers in underfunded areas. Extensions to neutral and negative
I npacts are straightforward.

The options are nunbered and grouped into SiX categories—A through F.
Budget inpacts for options A through E depend on specific progranmng and fi-
nancing provisions as discussed in the text. Regulatory options in Section F
have nof direct budget cost to the governnent except for the admnistrative
costs of F.9.

23. It is, of course, the case that the existence of housing cycles has in
the past had val ue in noderating cycles in overal|l economc activity.

24 It is inportant to note that an option which assists nortgage |ending
institutions nay or nay not have any positive effect on nortgage credit.

()



TABLE 3: SUMMARY CF PROBABLE | MPACTS GF HOUSI NG FI NANCE CPTI ONS
_ _ Mor t gage

Housi ng A nance Qotions Cyclical Long- Run Lendi ng Broad
(Page of discussion referenced) Vari ations Suppl y I nstitutrons Availability
A INTEREST RATE 9B O ES

1. Target countercylical  Positive (rela
tandempl an activities more tive to present o o o
closely on narginal borrowers t anden) Posi tive Posi tive Posi tive
(p.27)

2. Expand tandempl an o o
activities to focus on | ong- Neutral Posi tive Neut r al Posi tive
run credit assistance (p.28)

3. 2E§<ga_nd Section 235 and o Neutral (snall o
Section i nterest subsidy Neutr al Posi ti ve earni ngs i ncrease) Posi tive
(p.29)

4 Provide interest sub-

sidies on taxable state and o Neutral or

local bonds to finance resi- Neutral Posi tive negative Neutral
dential housing i nvestnent

(p-30)

B D RECT LOMN\S

1. Provide direct |oans o 5 o _
through FHA, FmHA, and VA, Positive (if Posi tive or Negat i ve or o
perhaps at the rHA/VA rate so desi gned) neutral neut r al Posi ti ve
(p-31§)
~ 2. Provide nonf ederal Neutral or posi-- o
direct loans through |ocal Neut r al tive (depend ng Neut ral Posi tive
governnents (p.32) on fund source)

3. (Qontinue the Section o
312 programof direct |oans Neut r al Neut r al Neut r al Posi ti ve

for substantial rehabili-
tation (p.33)

I¢



TABLE 3 (Qonti nued)

Nor T gage
Housi ng F nance (ptions cycl i cal Long- Run Lendi ng Broad
(Page of discussion referenced) Variations Suppl y Institutions Availability
C | NSLRANCES & GUARANTEES
1. Provide federal coinsur- Positive relative Positive relative to
ance of long-term, Single- and Neut r al to no insurance; Posi ti ve no insurance; nega-
multifamily nortgage |oans (p.33) negative relative tive relative to full
to full insurance i nsurance
2. Provide federal insur-
ance to cover potential incone o
losses to |enders whenever Positive Posi tive Posi tive Neut r al
shorter terminterest rates
i ncrease above nortgage rates
(p-3)
3. Provide federal insur- o o o
ance coverage for secondary Posi tive Posi tive Posi tive Neut ral
nmarket investors (p.34)
D SECONDARY MARKET SUPPORT
ACNTM T ES
1. Provide |ong-term FHLBB Neutral or Posi tive or
loans in tight noney periods Positive Neut ral Posi tive neutral
(p.35)
2. Increase secondary- Positive or neutral
mar ket countercyclical opera- Posi tive (depending on port- Posi tive Posi tive
tions by FmmMA, FHMC & folio behavior)
(p.36)
3. Increase secondary-
mar ket operations by FNVA Neut r al Posi tive Neut r al Neut ral

FHLMC, & GNVA over the full
credit cycle (p.37)
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TABLE 3 (Qonti nued)

Mor T gage
Housi ng H nance (ptions Gyclical Long-Run Lendi ng Broad
(Page of discussion referenced) Variations uppl y Institutions Availability
E TAX EXPENO TURES
1. Adopt atax credit o o o :
against a portion of interest Positive, neutral Positive Posi tive Neut ral
earned on residential mort- or negative
gages (p.38)
2. Arend the honeowners
deduction of nortgage interest
fromtaxabl e incone (p.39) :
limt _ NA NA NA Negat i ve
(b) change to tax credit NA NA NA Positive
F. REGLATI ON OF MORTGAGE
LEND NG | NSTI TUIT ONS
1. End regulation of maxi~ Positive, neutral, Positive, neu-
mum Savi ngs deposit interest or negative tral or nega- Positive Neut ral
rates paid (p.40) tive
2. Expand | ending powers Positive, neutral Positive, neu- o
of thrift institutions (p.41) oOr negative tral O nega- Positive Neut r al
tive
3. Expand services thrifts Approximatel y* o
are allowed to provide (p.42) neutral Positive - Positive Neut ral
4. Alowvariable paynent Positive,** but at Positive in o Positive, neutral
nor t gages (p.43) cost to borrower  availability. Posi ti ve or negative
invariability Lhcertain in
cost

*Excepting asset side effects of consuner |oans.

**Particularlyassumng el i mnation of deposit interest regul ation.



TABLE 3 (Gontinued)

_ Mo T gage

Housi ng H nance Qotions Gycli cal Long—Run Lendi ng Broad
(Page of di'scussion referenced) Variations Suppl y Institutlons Avail ability

5 Himnate interest- o
rate ceilings on FHA-insured Neut r al Neut ral Neut r al Posi tive
(p.46) '

6. Mdify state usury Positive (wthin Neutral or o o
[aws (p.47) affected states) posi tive Positive Posi tive
~ 7. Regul ate geogr aphi c
distribution of nortgage | end-
ing by thrift institutions Neut ral Neut ral Neutral or Posi tive
and conmerci al banks and positive

strongly enforce antidiscrim
ination regul ations (p.48)
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