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RESIDENTIAL FINANCING AND CONSTRUCTION CYCLES

Detailed analyses of post-World War II housing production cycles have

been presented elsewhere. There is little need to repeat the detailed

record of those cycles, except for some aspects of the 1969-70 experience

which involved new magnitudes and types of government intervention.

The 1969-70 experience will be examined with a view toward evaluating

the potential of the government-sponsored mechanisms for tapping the gen-

eral capital market to dampen future cyclical fluctuations in residential

mortgage financing and construction.

Impact of Cycles Upon the Housing Supply

Before proceeding to the specific dynamics of the t69-?7O housing down-

turn and recovery, however, there are broader questions which need to be

considered. One concerns the impact of the cyclical downturns upon the

availability and cost of housing. Whether the effects of the downturns are

serious enough to warrant additional countermeasures is a matter of judgment.

As a basis for such judgment,- however, the factual record is necessary.

l/ See Warren L. Smith, "The Impact of Monetary Policy on Residential Con-

struction, 1948-58" and James J. O'Leary, "The Effects of Monetary Poli-

cies on the Residential Mortgage Market" in "Study of Mortgage Credit",

Committee Print, Committee on Banking and Currency, Subcommittee on Hous-

ing, United States Senate, December 22, 1958; Leo Grebler, "Housing Issues

in Economic Stabilization Policy", Occasional Paper 72, National Bureau of

Economic Research, 1960; Jack M. Guttentag, "The Short Cycle in Residential

Construction", American Economic Review, June 1961, p. 292; Leo Grebler

and Tom Doyel, "Effect of Industry Structure and Government Policies and

Cyclical Stability, Study of 1966 Experience", in"Study of the Savings

and Loan Industry",v. III, Federal Home Loan Bank Board, July 1969; and

Henry B. Schechter, "The ResidentialMortgage Financing Problem",Committee

Print, Subcommittee on Housing, Committee on Banking and Currency, House

of Representatives, September 1971.
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For this purpose, the immediate post-World War II years of 1946-50

when the war-cumulated housing shortage was being relieved with the aid of

financing from war-cumulated savings, and the period influenced by Korean

War credit controls will both be ignored. That leaves four major housing

cycles that were not subject to influences of preceding extended economic

or credit controls. Using the Bureau of Census six month moving averages

of seasonally-adjusted annual starts rates, the peaks and troughs of the

cyclical declines and the percentages of decline were as follows:-

Starts rates
No. of in thousands

Peak Trough Months At Peak At Trough % Decline

(1) Mar. 1955 - Feb. 1958 35 1,725 1,141 34

(2) Feb. 1959 Dec. 1960 22 1,567 1,167 26

(3) Dec. 1965 Oct. 1966 10 1,444 977 32

(4) Dec. 1968 Apr. 1970 16 1,661 1,266 24

The percentage declines in the new starts rate ranged from 24 to 34 in

the four cyclical declines which took place during a 15-year period. This

pattern probably makes for less efficient, higher cost housing production

than could be achieved under a more stable growth pattern.

Furthermore, when the credit-related housing downturns occur at short

intervals, as in 1966 and 1969, total housing starts over the entire period

may be well below current requirements, giving rise to inflationary pressures.

Thus, between March 1966 and 1970, the number of households in the country

/ U. S. Bureau of Census data on six-month moving average of starts rate.

f
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increased by 4.8 million. Adding to that figure 2.5 million for units

lost from the housing supply, and a conservative estimate of 200,000 second

home acquisitions, gives a total four-year requirement of 7.5 million units.

Only 5,560,000 new housing units were started during the four years 1966-69

inclusive. Thus, there was a close to 2 million unit production deficit

relative .to current requirements.

The national rental vacancy rate declined from 7.5 percent in the first

half of 1966 to below 5 percent in the first haJlf of 1971 and the homeowner

vacancy rate from 1.4 to 0.9 percent. The rent component of the Consumer

Price Index which had moved up at a rate of about 1 - 41 per year accelerated,

reaching a 4.9 percent rate of increase from mid-1970 to mid-1971.2 The

average square foot price of an existing home purchased with an FHA-insured

Section 203 mortgage also rose at an accelerating rate after 1966, with an

average increase of over 4 percent per year between 1966 and 1970A1 The

tight housing supply conditions contributed to the rise in price and rents

of existing properties and were no doubt reflected in higher new housing

values, which invite demands for increased construction wages and material prices.

/ Bureau of the Census, Current Population Series, p. 20.
2/ Losses from the supply averaged about 600,000 units annually over the

decade of the sixties, as derived from Decennial Census of Housing data,
housing starts and mobile home shipments, and the long-term trend in the
annual loss rate is upward as the inventory ages. A 1969 Census-Department
of Agriculture report entitled "Second Homes" estimated an increase of
50,000 second homes a year.

3/ Bureau of Labor Statistics--Consumer Price Index.
/ FHA annual data on Section 203 existing homes, published or tabulated

for publication in HUD Statistical Yearbook.
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Higher housing costs for .consumers also create pressures for higher wage

rates throughout the economy. General monetary policies designed to com-

bat inflation, thus can have an inherent self-opposing element, if the

housing supply is unduly restricted to create inflationary pressures via

increased housing prices and rents.

A safety valve for tight housing supply conditions was provided through

the increased output and sale of mobile homes. The mobile homes were meet-

ing housing needs, but their widespread use raises a broad policy question

with respect to the standard of living in our society.

One other point relating to the degree of concern about cyclical hous-

ing fluctuations is the quality condition of the occupied housing inventory.

There is no gainsaying the fact that there has been an improvement in the

housing occupied by the American people despite cyclical fluctuations in

the past. The number of occupied units lacking some or all plumbing declined

from 6.2 million in 1960 to 3.8 million in 1970. Other conditions of sub-

standard quality probably would raise the number of occupied units considered

unsatisfactory to above 4 million. There were another 4.5 million occupied

units in 1970 with sound plumbing but with more than 1 person per room. That

suggests that some expansion of the housing supply is needed to facilitate

a better matching of household requirements with accomodations.

Does the elimination of such housing conditions justify a priority for

housing in the allocation of long-term credit and the resources which they

command? There is an implication for such a priority in the National

Housing Goals that were adopted in Title XVI of the Housing and Urban De-

velopment Act of 1968.
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Pattern and Economic Impact of Housing Cycles V

At any rate, there has been a continuing search for additional methods

to reduce the credit-related cyclical fluctuations in housing prouction.

The most recent effort in this vein was a comprehensive study of housing

and mortgage financing by the staff of the Federal Reserve Board. In one

of the papers, Gramley presents an overview of credit-related short-term cycles

in housing activity, and examines possible policies and courses of action to

moderate the fluctuations, drawing heavily on the other staff studies, and

thus, in effect summarizing the main findings and proposals in the entire

study.- Gramley's work indicates a great deal of agreement between the

"Fed" studies and an analysis of the housing cycles and of a number of

possible remedial courses of action that was developed independently by this

2/
author at the same time.7 Differences of emphasis and substance will be

pointed out.

The significant repetitive economic aspects in the pattern of the last

four major cyclical downturns in housing production are as follows:

(1) major contraction in housing construction occurred during

an extended period of restrictive monetary policy;

(2) the residential mortgage share of total credit raised in

credit markets declined after there had been a rise in the

business borrowing share which made it difficult to obtain

new mortgage commitments;

l/ Lyle E. Gramley, "Short-Term Cycles in Housing Production. An Overview

of the Problem and Possible Solutions", (mimeographed, undated, received

October 1971.)
2/ Schechter, "The Residential Mortgage Financing Problem", op. cit.
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(3) interest rates on new issue corporate bonds rose more

rapidly than interest rates on FHA-insured and conventional

mortgages;

(4) the volume of plant and equipment investment (i.e. expenditures

in constant dollars) rose while housing starts declined;

(5) the percent of manufacturing capacityutilized declined; and

(6) a period of economic adjustment and increased unemployment

followed.

Two of the above interrelated points may be worth dwelling on for a

moment: the acceleration of business capital investment expenditures and

business borrowers outbidding housing borrowers, as corporate bond rates

rise more rapidly than mortgage interest rates. This phenomenon has been

recognized and described in previous studies of the housing cycle. The

proximate causes are the institutional channels through which savings flow,

and the shift in such flows away from specialized mortgage lending insti-

tutions to other institutions with greater flexibility to invest in higher-

yielding securities and to pay higher interest rates on savings. An increas-

ingly important rerouting of investment flows during high interest rate

periods has become the direct investment by households, causing disinter-

mediation, as well as reduced savings inflows to intermediaries.

In this connection, it should be noted that large corporations can use

equity as well as debt instruments to raise funds directly from the public.

A good example was the sale of $1-3/8billion of 8 percent preferred stock

by A.T. and T. in July 1971 without even going into any securities markets.

The securities were sold to common stock shareholders.
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There is increasing evidence that the financial mArket structures and

flows are only the surface mechanism which responds to a more fundamental

economic force. As Gramely observes:

The importance of these institutional features of financial

markets in generating the short-term cycle in residential con-

struction in the U.S. has long been recognized. It seems

likely, however, that credit-related fluctuations in housing

activity stem.in part from a relatively high interest elasticity

of demand for houses. Convincing evidence of this possibility is

lacking, but it does seem significant that short-term fluctuations

in housing production are widespread among industrialized countries--

despite substantial differences in the mechanisms used to finance

housing.-'

In anearlier part of his paper, Gramely describes the findings of the staff

study of foreign experience:

Declines in the rate of private house production during

periods of financial restraint are by no means confined to

the U.S. economy. The staff study of Canadian and West European

experience (by Fisher and Siegman) uncovered the existence of

short-term variations in private residential construction in

response to changing credit conditions in all the industrial

countries for which adequate quarterly data were available--

Belgium, Canada, West Germany, Great Britain, Italy and

1/ Gramely, op. cit., pp. 35-36.
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Switzerland.L This commonality of exerience occurs despite

inter-country differences in the mechanisms by which housing

is financed and in the economic, financial, and social

characteristics of the various countries. Furthermore, the

observed swings in the rate of private house construction in

foreign countries studied occurred despite the adoption by many

of these countries of fiscal, monetary and other governmental

measures that contributed directly or indirectly to moderating

fluctuations in private residential building.

Increasing recognition of the interest rate elasticity of housing de-

mand has also appeared in recent econometric analyses of the residential

market. Thus, Brady found "in all of our regressions in which the dependent

variable is the number of housing starts, it appears that the elasticity of

housing starts with respect to both interest rates and loan-to-value 
ratios

is quite high.")J (One of Brady's equations indicated that the interest

rate elasticity of housing starts is -2.0 and that the elasticity of the

loan-to-value ratio is +4.6)# Studies of the mortgage market have estab-

lished that loan-to-value ratios and maturities are inversely correlated

with the interest rate over time,l- so that they need not be dealt with

separately in a discussion of credited-related housing cycles.

1_ Robert M. Fisher and Charles J. Siegman, "Housing and Financial Restraint:

Observations on Foreign Experience. "

Gramley, op. cit., p. 6.

Eugene A. Brady, "An Econometric Analysis of the U.S. Residential Housing

Market", November 30, 1970, Federal Home Loan Bank Board, Washington, D.C.

p. 25.
4/ Ibid., p. 26.

/ Jack Guttentag and Morris Beck, "New Series on Home Mortgages Since 1951",

National Bureau of Economic ResearchColumbia U. Press, New York 1970, p.

10 and pp. 22-25. Also see James Gillies and Clayton Curtis, "Mortgage

Lending in Local Markets, a Case Study of Lending Institutions in the Los

Angeles County Residential Research Mortgage Market, 1946-51"T,UCLA Bureau

of Business and Economic Research, 1953.
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The better-known econometric models of the residential construction

sectors, which are designed for prediction of housing 
starts use one or

more interest rates as exogenous variables. Of course, they also employ

many other variables to reflect the influence 
of business expenditures, hous-

ing market conditions, such as vacancies, input prices, and taxes, and long-

run demand factors, such as population and household 
growth. The variables

employed in various models were systematically 
presented and reviewed by

Fromm in a March 1971 paper. One of his observations was "It might also

be noted that in the FRB-OBE cost of capital, or elsewhere in these or the

other models, no account is taken, except perhaps indirectly and very im-

plicitly, of any of the housing subsidies provided by the 
Federal government,

for example the FHA 235 and 236 programs."

This observation is most significant for use of housing starts data in

relation to interest rates in 1969-70. The demand for the subsidized housing

is practically insensitive to higher interest rates 
which are absorbed by

increased subsidies. If the subsidized private housing starts were simply

treated as other private starts, the effect of interest rates upon market

demand for housing would be understated in the models 
which are used to

predict future starts. That may be part of the explanation for 1972 
fore-

casts by some model builders in October 1971 of 2 to 2.2 million 
housing

unit starts in 1972, along with assumptions of substantial 
economic growth.

The housing forecasts were qualified by recognition 
of the potential need

for government activity to support the housing 
market, including (in one

12 Gary Fromm, "Econometric Models of the Residential Construction 
Sector:

A Comparison", Housing Model Conference, Federal Home Loan Bank Board,

Washington D. C., March 1971.
2/ Ibid., p. .
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instance) support from the Federal Home Loan Bank Board, FTJMA and other

agencies.-/ Such assistance may prove to be of limited value in sustain-

ing a 2 million plus starts rate, as a result of reactions in different

parts of the capital market and the effects upon interest rates, if the

interest rate elasticity of demand has been underestimated.

There is no intention here to claim that interest rates and other mort-

gage terms are the sole determinants of effective demand for housing. De-

clines in housing starts can certainly result from an imbalance of produc-

tion costs and household incomes or from overbuilding in segments of the market.

Indeed, a contributing factor to the 1966 decline was overbuilding in some

of the local markets in the Far West during 1964 and 1965. The history of

the last two decades indicates, however, that a high level of effective de-

mand and production in housing cannot be maintained during tight money

periods. And if the critical element is the mortgage interest rate, rather

than the availability of funds--even at high mortgage interest rates--then

policy designed to reduce cyclical declines must be concerned at least as

much with the mortgage interest rate levels, as with mechanisms to bring

more funds into the residential mortgage financing sector of the capital

market.

Role of the Government-sponsored Mortgage Market Intermediaries

The ability of established government-sponsored mortgage market inter-

mediaries to channel large amounts of funds from the general capital market

into the mortgage market was well-demonstrated in 1969-70. During 1969,

l/ Two forecasts which were along these lines were by Donald Ratajczak and
Gary Fromm at the Federal Home Loan -ank Eoard Housing Forecasting Con-
ference at the Mayflower Hotel in Washington, D.C., October 4, 1971.
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the Federal Home Loan Banks and FNMA raised $7.8 billion net through the

issuance of marketable securities, equal to about 9 percent of net credit

demands met in the capital market. In the first half of 1970, those two organ-

izations and the Farmers Home Administration raised a net amount of $4.2

billion, equal to almost 17 percent of net credit raised in the market.

It has been estimated that Federal (and Federally-sponsored) credit agen-

cies were supplying directly, or indirectly through Federal Home Loan

Bank advances, over 40 percent of the net funds borrowed to finance housing

in 1969 and 35 percent in 1970.2/ Nevertheless, the total net amount of

residential mortgage lending still declined significantly, by almost 30

percent between the second quarter of 1969 and the first quarter of 1970.2

Using another 'proxy" of the debt securities market (consisting of

direct U.S. obligations, those of U.S. budget agencies and all Federally-

sponsored credit agencies, state and local government obligations, corporate

bonds and bonds of finance companies), Grebler calculates that the share

of FNMA and FHLB obligations, accounted for 10.5 percent and 27.5 percent

of the total in 1966 and 1969, respectively.'

Whichever credit measure is used, the share of the FNMA and Federal

Home Loan Bank issues in 1966 and 1969 was significant and high in compari-

sons with previous years. The housing finance intermediaries competed in

1/ Percentages computed from data compiled by Salomon Brothers, published
by Bruce Ricks in "The Role of Federal Credit Agencies in the Capital
Markets" in Federal Home Loan Bank Eoard Journal, September 1971, p. 12.

2/ Gramely, op. cit., p. 24.
3/ Ibid.
4/ Leo Grebler, "Eroadening the Sources of Funds for Residential Financing"

one of the papers prepared as part of the 1971 comprehensive Federal
Reserve Board staff study of housing, p. 17 and appendix F.
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the market for their increased share of funds, paying higher interest rates

as the tight money period progressed. Thus, in the last quarter of 1968,

obligations sold by FNMA and the FHLB System were at interst rates of be-

tween 5-3/4 and 6 percent. By March 1969, their issues were sold at interest

rates of between 6-3/4 and 7 percent. In the last quarter of 1969 and first

quarter of 1970, their new issues were sold bearing interest rates of be-

tween S and 8-3/4 percent.A1

In 1969-70, the government-sponsored mortgage financing intermediaries,

thus were able to outbid other prospective capital fund borrowers. In the

process of bidding for a substantial proportion of the available supply of -

funds they added to the upward pressure on interest rates. Effective mort-

gage interest rates also had to rise to levels of 8, 81 and 9 percent during

the latter half of 1969 and the first half of 1970. It is conceivable

that the mortgage interest rates would have risen to levels that would have

been perhaps only L2percentage point less if FNMA and the Federal Home Loan

Banks had not competed as aggressively to obtain such large amounts of funds

to channel into mortgage financing. The question is:, to what extent did

the availability of the funds for mortgage loans at high interest rates

sustain the effectivedemand for housing at a higher rate than would have been

achieved in the absInce of the massive FNMA and FHLB System borrowing?

One analyst looking at the seasonally adjusted annual rate of private

housing starts during 1969-70 concluded, "that housing starts, seasonally

adjusted, maintained a considerably higher trough

j Interest rates on obligations published in issues of the Federal Reserve
Bulletin.
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and much more stability than in previous periods of credit restriction.

Anothermaking a comparison between 1965-66 and 1969-70, wrote that, "that

the annual rate of housing starts declined far less in 1969-1970 than in

1965-1966, by 392,000, or 23.6 percent of the December 1968 peak of

1,661,000 units, as against 482,000, or 32.6 percent of the much lower

October 1965 peak of 1,480,000 units."V An econometric analyst, who in-

cluded the 1969 experience in his analysis of six post-World War II cyclical

fluctuations in housing, found that "net FHLB advances appear to be asso-

ciated with positive variations in the level of total housing starts."/

.Each of the foregoing analyses relied upon the seasonally adjusted

annual rate of private housing starts series to support the conclusion that

mortgage finance intermediaries (including the less active Farmers Home

Administration and GNMA, as well as FNMA and the FHL Eanks) had proved to

be an effective means of greatly dampening a credit-related cyclical down-

turn in housing production. The analysts failed to take account of a most

significant change in the composition of the private starts series during

the years 1968 through 1970. This was the very rapid growth of the subsi-

dized housing proportion of the private starts.

Since some of the conclusions about the effectiveness of the inter-

mediary mortgage financing agency operations in 1969-70 rest in part upon

a comparison with 1965-66, it should be noted, first, that in those years,

subsidized housing accounted for between 3 and 5 percent of total housing

_/ Ricks, 0 Cit., p. 9.
2/ Grebler, (Federal Reserve staff study) 2p. cit., p. 26.

3/ Brady, op. cit., pp. 16-22.

r,- I
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starts. Furthermore, more than one-half of the subsidized unit starts

then were conventionally built public housing; turnkey construction was

negligible. The private subsidized programs: the 221(d)(3) below market

interest rate program, rent supplements, Section 202 elderly housing and

Farmers Home Administration were relatively small. They accounted for

2 to 3 percent of total private starts. Therefore, the movement of the

total private starts series in 1966 quite clearly reflected the restricted

availability of mortgage funds and the impact of higher interest rates and

down payment requirements upon effective demand for housing.

Between 1966 and 1968, the aforementioned private subsidized housing

programs gained momentum. As can be deduced from the attached table, in

1968, subsidized housing starts were accounting for 8 percent of total

private housing starts. 1968 was also the year of enactment of the Sec-

tion 235 and 236 programswhich were to grow rapidly in 1969 and 1970, when

turnkey construction of public housing and the Farmers Home Administration

subsidized housing programs also expanded significantly. All the new hous-

ing starts under these programs are included in the private housing starts

series. During the second half of 1969 about 15 percent of all private

starts were subsidized, and during 1970 the proportion was about 27 per-

cent, and over 30 percent in the fourth quarter.

It was the growth of the subsidized housing programs which prevented

a more serious decline in the rate of private housing starts during 1969-70.

1/ See "Housing and Urban Development Legislation of 1968". Hearings before
the Subcommittee on Housing and Urban Affairs of the Committee on Bank-
ing and Currency, U.S. Senate, Part 2, March 21--22, 1968, p. 1321, Table 1
in statement submitted for the record by Secretary of HUD Weaver.
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The reallocation of capital funds by the intermediaries, particularly FNMA

and GNMA, to support the subsidized housing programs contributed to support

of the residential construction activity level. As one review of 1970 hous-

ing developments noted, "Of critical importance in the overall performance

of both single-family and multifamily starts last year, however, was the

greatly increased momentum attained by subsidized interest rate programs

for low- and moderate-income families. .. This occurred because the

effective demand of eligible buyers and renters of subsidized housing is

interest rate inelastic. As interest rates rise thesubsidy is increased,

rather than the payment required of the prospective owner-occupant or renter.

On the other hand, the effective demand for non-subsidized housing

proved to be at least as sensitive to high interest rates in 1969-70 as

in 1965-66, if not more so. The seasonally adjusted annual rate of non-

subsidized private housing starts, as shown in the attached table, declined

by 583,000 from a quarterly peak of 1,506,000 in the first quarter of 1969

to a level of 923,000 in the second quarter of 1970, or by 38.7 percent.

This was relatively greater than the 32.6 percent decline that has been

cited for 1965-66. The more recent decline took place, furthermore, under

much more favorable housing market conditions. The national rental and

homeowner vacancy rates in the first quarter of 1969 were 5.0 percent and

0.9 percent, respectively, compared with 7.7 percent and 1.4 percent in

the last quarter of 1965./Increased access to the capital markets for resi-

dential mortgage financing through the intermediary agencies does not

l/ "Mortgage, Construction and Real Estate Markets". Federal Reserve Bulletin,
March 1971, p. 177.

2/ U.S. Department of Commerce, Bureau of the Census, "Housing Vacancies",
Current Housing Reports Series H-111, No. 66, November, 1971.
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overcome the critical factor of a high elasticity of housing demand related

to interest rates and mortgage terms.

This analysis suggests that if credit conditions tighten and mortgage

interest rates move toward 1969-70 levels during the next year or two, a

sharp decline in non-subsidized housing starts can b expected. Assuming

that there would not be any new subsidized programs to grow dramatically

and compensate for the decline in non-subsidized construction--which is

the present outlook--there would be a sharp decline in total starts. A

one-third decline from a 1.5 million rate of non-subsidized starts could

reduce total starts from a 2 million toa 1.5 million level.

In other recent analyses of the role of the Federal Home Loan Eanks,

FNMA, etc., a good deal of the discussion has centered on the degree to

which the funds borrowed in the capital market by the intermediaries has

resulted in a net gain in mortgage loan funds, and how much has been offset

through savings disintermediation at mortgage lending institutions. There

are differences of opinion. One analyst extrapolated on the basis of a

simulation of capital market reactions that "FNMA action will at least be

nearly fully offset by the reactions of the private intermediaries even in

the long-run equilibrium." Others estimated that there was a substantial

net gain of funds for housing, as some other borrowers--corporations, local

governments--deferred or withdrew planned security offerings in the market;

_/ Dwight M. Jaffee, "An Econometric Model of the Mortgage Market: Estimation

and Simulation", April 1, 1970, p. 57.

I



- 17 -

and that if FNMA and the FHL Eanks had not borrowed the funds, others would

have borrowed them.- The implication is that interest rates would have

risen to the same levels whether or not the Federally-sponsored mortgage

intermediaries had borrowed heavily in the market.

The latter point is the important one in analyzing the 1969-70 down-

turn in the non-subsidized component of housing activity. The post-World

War II history of previous housing cycles in the U.S., the parallel foreign

country experience and the opposite directional movement of non-subsidized

and subsidized housingstarts in 1969-70 lend emphasis to the importance of

changes in the interest rate and other mortgage credit terms upon the ef-

fective demand for housing. Greater availability of funds secured

by the Federally sponsored intermediaries for mortgage loans at necessarily

high interest rates really did not sustain unsubsidized housing demand to

any greater extent than it was sustained in 1966.

Non-housing competitors for funds are able and willing to pay nwre,

and the funds will flow to them as long as we have free capital markets.

The basic competition for the funds is not between commercial banks and

mortgage lending thrift institutions, nor between home builders and businesses

which produce other goods and services. It is between those seeking to

purchase or rent housing they will occupy and the purchasers of other goods

and-services. The composition of the unrestricted aggregate end-product and

service demand will be reflected in the unrestricted distribution of capital

l/ See Grebler (Federal Reserve staff studies) op. cit., pp. 21-22, and
Harry S. Schwartz, "The Role of Government-Sponsored Intermediaries in
the Mortgage Market", paper at Federal Reserve Bank of Boston Conference
on Housing and Monetary Policy, Melvin Village, New Hampshire, October
14-16, 1970.
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funds for facilities to produce goods and services. This is accomplished

by willingness to pay a high enough price for such goods and services (e.g.

power boats, airplane transportation, long-distance telephone calls, football

game tickets), so that a higher interest can be paid on funds to finance

the necessary capital facilities than housing occupants can or will pay as

part of monthly housing expenses.

One way to mitigate the effects of higher interest rates upon housing

construction would be to provide interest rate subsidies for higher-income

households than are eligible under specifically authorized subsidized

housing programs. That alternative has been followed since August 1971 when

the GNMA-FNMA tandem plan was adopted for non-subsidized FHA-insured and

VA-guaranteed mortgages of up to $22,000, or $24.500 where the home has

more than 3 bedrooms. Certain types of non-subsidized multifamily FHA-

insured mortgages are also eligible. The tandem plan was adopted after

secondary market discounts on 7 percent insured and guaranteed loans had

risen to 8 points or more, making for an effective interest rate of over 8

percent. Under the tandem plan GNMA issues commitments for the purchase of

FHA-insured and VA-guaranteed home loans at 96 for new housing loans and

95 for existing home loans. If the FNMA private secondary market price

is less when the mortgage is delivered to GNMA it can sell to FNMA at the

lower price, absorbing the loss./

l/ There are other refinements of the tandem plan, including commitment fees,
and options for the mortgage seller to buy back the commitment from GNMA
at a lower Interim Selling Price, but these are not too relevant for
purposes of this discussion.

I
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The use of the tandem plan in an economy with about a 6 percent unem-

ployment rate in the third quarter 
of 1971 presented only minor problems.

It tended to keep mortgage interest rates sticky 
while the rest of the

interest rate structure moved downward. The budgetary impact was relatively

moderate because the interest rate structure was not causing a measurable

rise in mortgage interest rates which would require greater subsidy.

Problems of a much greater magnitude would accompany an 
expanded use

of the tandem plan if' the economy returns to a practical full employment

level in 1972. Increased business and consumer credit demands 
would

probably reverse the downward movement 
of interest rates. Use of the

tandem plan would accelerate the leapfrogging of mortgage and other interest

rates. Judging from past experience, higher mortgage interest rates probably

would have serious adverse effects upon non-subsidized housing demand. They

would also increase the budgetary impact of interest 
rate subsidies via the

tandem plan to significant levels.

The essence of all the foregoing discussion is that 
the cyclical

housing downturn related to tight money conditions 
cannot be alleviated

significantly either by Federally-sponsored 
mortgage intermediaries which

compete for funds that become available for 
mortgage loans at relatively

high interest rates (and other restrictive terms), or by subsidies 
which

offset part of the high interest rates for 25, 30 or 35 percent of the

housing market. Market interactions in other parts of the capital markets

produce an escalation of interest rates. 
Furthermore, the high interest

rates have a restrictive effect upon State and local government 
borrowing

I
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1/
and capital expenditures, particularly for school construction, and they

do not have a sufficiently restrictive effect upon business capital expendi-

tures to prevent general economic inflation and recession cycles.

In the recently released Federal Reserve staff study of housing

finance, institutional reforms and a number of other possible measures to

reduce cyclical fluctuations in housing activity were considered. The pro-

posed institutional reforms and other measures deserve a great deal of study,

but in this limited,paper only brief comments will be made about some se-

lected proposals that are considered to be most relevant to the problems of

housing cycles.

One set of institutional reforms would be the elimination of FHA and

VA mortgage interest rate ceilings, and the removal or raising of State

usury ceilings.A Although these reforms would remove impediments to the

availability of funds for mortgage loans at higher interest rates, they

would not avert the cyclical declines in homebuilding, insofar as

such declines occur in response to the high interest rates and accompanying

other restrictive loan terms.

The need for reforms of lending institutions "transcends the problems

of the housing industry" as Gramely observes in his overview paper. Such

measures as permitting greater asset diversification by savings and loan as-

sociations, or greater flexibility in offering higher rates for longer term

deposits, could strengthen the individual institutions. It is questionable,

however, whether the institutions could pay high enough rates on savings to

l/ See John E. Petersen, "Response of State and Local Governments to Varying

Credit Conditions", Federal Reserve Eulletin, March 1971, pp. 209-232,

particularly p. 217.
2/ Gramely, p pp. 43-44.
./ 1bid., p. 45.
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avoid drastic reductions of inflows or disintermediation during 
high

interest rate periods, unless they channel more of their funds into

higher yield loans than residential mortgages. 
The same comment would

be applicable to a later proposal for removal of the "Reg 
Q" ceilings

on interest rates that may be paid on savings deposits.

Other measures than institutional reforms that were considered 
in the

Federal Reserve staff study have been categorized in two 
broad classes.

The first, designed to insulate housing from changing credit conditions,

consists primarily of activity by the Federally sponsored 
mortgage financ-

ing intermediaries, which has already been discussed. The second class of

measures is designed to reduce reliance on changes in credit 
conditions--

1/
including wide fluctuations in interest rates--to stabilize the economy.

Along these lines, a general approach would be to make 
greater use of

fiscal policy to restrain non-housing sectors in periods of excessive ag-

gregate demand and to stimulate greater economic activity 
when resources

are being utilized below desired levels. The Federal Reserve staff study

of such measures concludes that varying Federal program expenditure 
levels

for contracyclical puproses involves a considerable time lag and tax

changes would seem to be preferable. However, past experience indicates

that temporary changes in income tax rates have limited effects upon private

spending and there is much delay in having such changes recommended 
by the

Executive Branch and enacted by the Congress.

_/ Ibid., p. 40.
2./ Gramely makes reference to "The Contribution of Fiscal Policy 

to the

Housing Problem", by W. Beeman, F. Skupp and H. Wendel.

3/ Gramely, op. cit., p. 91.
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At a later point in his overview paper, Gramely considers subsidies to

homebuyers or builders to offset the impact of high interest rates. He

points out that during periods of economic expansion "such subsidies would

increase Federal expenditures and add to the pressures on capital markets."

He suggests that a better approach would be to apply temporary excise taxes

and subsidies to other kinds of expenditures.21

The latter suggestion would provide a direct means of dampening demand

for non-housing goods and services, although certain modifications probably

should be introduced to make it more acceptable. First, there should be

no need for subsidies. The imposition of taxes during periods of economic

overheating should tend to restrain demands and the subsequent removal of

such taxes should serve to revive demands. Second, in order to avoid an

undue burden upon low-income households, the excise taxes might be imposed

on a graduated basis, for those goods and services which are selected for

imposition of excise taxes. On large price ticket durable consumer goods,

a minimum price amount, such as the first $100, might be exempt from

taxation.

Adoption and implementation of an excise tax proposal would not be an

easy task (which can be said of any of the proposals discussed here).

Achieving the proper timing for imposition and withdrawal of the taxes would

pose a problem. The selection of goods and services considered to be non-

essential would require hard decisions. The graduation aspect would com-

plicate collection of the tax, but the development of useable tables could

simplify matters. On the other hand, there would be advantages. Excise

i/ Ibid.
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taxes could restrain demands for goods and services considered to have

a relatively low social priority and could provide revenues at the same

time to reinforce other anti-inflationary policies.

Another more direct approach toward contracyclical influence on in-

vestment expenditures is a Federal Reserve staff study proposal for a

business investment fund. Business firms would be required to deposit

an amount equal to a stipulated percentage of investment expenditures

during periods of excessive aggregate demand and would be permitted to

withdraw an amount equal to a stipulated percentage of investment expendi-

tures during periods when stimulation'of aggregate demand was desired.

There would, of course be serious problems of timing, rates of de-

posit or withdrawal, and vesting authority for administration of the fund in

an appropriate body. There would also be questions of exemptions, such as

for housing producers, small business in general and public and private

bodies which provide essential services. Questions of retroactivity for

equipment ordered prior to effective dates of fund deposit requirements

would have to be dealt with.

On the positive side, there is some evidence based on experience

with the 1966-67 suspension of the investment tax credit that a temporary

tax (or required fund deposit) can be an effective dampener of investment

expenditures. Operation of an investment fund plan in Sweden also suggests

that it is feasible.

l/ Ibid., pp. 94-107. Gramely refers to the paper "A Proposal for a Policy
Instrument to Affect Business Investment" by James L. Pierce and Peter A.
Tensley as the source from which his discussion of the proposal is developed.

r~i
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This thumbnail sketch of the business investment fund proposal cannot

begin to do it justice. It has been mentioned because it is believed to

hold promise for an effective selective contracyclical mechanism which

deserves serious consideration.

Another means of regulating investment expenditures in a contracyclical

manner might be through a credit allocation mechanism. Under the Credit

Control Act of 1969, the President may, for the purpose of preventing or

controlling inflation authorize the Federal Reserve Board to regulate and

control any or all extension of credit. This authority presumably could

be exercised with some selectivity to implement national priorities. As

with other proposals, hard decisions would have to be made as to the timing

1/
and the types of capital credit which should be restricted.~ It might also

be necessary to consider whether regulatory authority might not have to be

extended to equity financed capital expenditures during periods of excessive

aggregate demand. Otherwise there would be difficulties in distinguishing

between uses of credit and equity funds. Business might borrow to finance

inventories and use internally generated funds for capital expansion.

The last three policy proposals that have been mentioned would, of course,

be designed to combat inflation in the economy with much less reliance upon

monetary policy and the accompanying fluctuations in interest rates. Unless

such policies are developed and ready for implementation when the economy

again approaches full employment, past experience would indicate that another

significant downward phase of a housing cycle could be expected.

1/ For a full discussion, see Schechter, op. cit., pp. 52-53.
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New Private Housing Units Started, Total, Subsidized

and Non-Subsidized Quarterly, 1968-70

( in thousands of units )

* Total private

housing units started Subsidized Non-subsidized -Ratio of Seasonally a

Quarter : Seasonally ad- : private private non-subsidized: justed anni

jsednal Unadjusted:housing housing . to total pri- . rate of nor

rate n starts starts . vate starts . subsidized
private ste

(2) (3) (2-3) (4) (42-2) (5) (1 x 5) (6)

1963: I
II

III
IV

1970:

IIV

1,433
1,436
1,530
1,629

1,644
1,515
1,429
1,357

1,252

1,512
1,777

291.7
440.
410.7

364.3

323.5

461.3
379.4+
301.7

255.*4333.

40094
339o2

23.6

36.6
30.38

30.4

27.2
40.4
43.2
59.0

56.1
109.7
105.3
123.1

268.1

404.
379.9

333.9

296.3

421.4336.2

242.7

199.3

278.9
294.6
261 *

.919

.917
o925.917

o916
*913
o886

.804

o780
o718

o738
.671

id-.ial

1-

arts

1,3171,415

1,499
1,506

1,331,266

1,091

977
923

1,116
1,192

Sources: Columns 1 and 2: Bureau of the Census

Column 3: HUD and Farmers Home Administration. The latter has monthly data for 1970, but only annual

for 196: and 1969w which were distributed in a quarterly pattern roughly proportional to 1

The Farmers Home Administration accounted for 1/4 to less 
than 1/6 of quarterly subsidized

private housing starts.

Columns 4, 5 and 6: Derived as indicated.

totals
970.
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