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THE BOSTON HOME MORTGAGE MARKET

Sutmitted in partial fulfillment of the requirements for the
degree of Doctor of Philosophy, July 31, 1952. :

This study represents an attempt at analyzing the economic
forces underlying home mortgage lending in the Boston market.. In
contrast to a great meny related studies conducted on a nationwide
basis, the present analysis is largely confined to a restricted
geographic area.  Relevant data have-been gathered from a wide
variety of sources, but an inherent lack of comparability limits
the validity of any conclusions drawn from these data alone. To
supplement these sources, valusble insights into market behavior
have been acquired through a series of fifty interviews with the
managements of local mortgage lending institutions and other in-
formed parties. S ' SR

" The earlier chapters of the study consider some of the primary
factors underlying the demand for and the supply of home mortgage
credit. In each case, specific reference to the Boston situation
are preceded by a brief theoretical analysis. The role of the vari-
ous thrift institutions in the local savings market is summarized,
followed by an analysis of dividend returns on different types of
savings accounts.

Home financing has frequently been the focus of extensive
interventionary efforts on the part of state and federal govern-
ments. Part IV considers the salient features of some of these
programs as well as the underlying institutional background.
Primary emphasis is placed upon the activities of the Home Loan
Bank System and the Federal Housing Administration.

Home mortgage lending in the Boston area is analyzed in some
detail in Part V, concentrated primarily on the postwar situation
but with brief reference to the interwar period as well. Among
the most striking features of local market behavior are the. rapid
rise of federal savings and loan associations during the prewar
recovery years and a resurgence of mutual savings banks into domi-
nance after 1946. The methods employed in realizing these signifi-
cant gains are analyzed, considering both price and non-price com-
petitive tactics. Some insights have been gained in regard to the
lending areas of various mortgage types, as well as the reascns ac-
counting for the continuing co-existence of adjacent institutions
with vastly differing interest rate schedules. The growth patterns
and mortgage lending policies of the five largest savings banks and
cooperative banks are compared with those of all such thrift insti-
tutions in the Boston area.

In Part VI attention is directed to the utilization of the home
loan programs of the Federal Housing Administration and Veterans Ad-
ministration. Whereas both programs have enjoyed wide acceptance
throughout the nation, only the latter has played a prominent role
in the local postwar mortgage expansion. Several reasons are advanced
to account for this striking difference, chief among which concerns
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the inherent capital surplus characteristics of the Boston market.

Part VII considers the development of an effective secondary
mortgage market and the strategic role assumed by the federal gov-
ernment up to this point. Local life insurance companies, savings
banks, and commercial banks have invested vast amounts of long-term
capital in insured and guaranteed mortgages throughout the nation.

The concluding Part VIII deals first with the adequacy of the
existing mortgage interest rate structure to properly compensate for
the various implicit cost components. In most cases, local lending
institutions have been able- to accumulate generous surplus reserves
and appear to be well fortified against a possible downturn in eco-
nomic activity and an attendant rise in mortgage foreclosure. The
final section analyzes the favorzble influence of federal interven-
tionary efforts upon the competitive structure of the Boston mort-
gage market, particularly with reference to the activities of the
Federal Housing Administration and Home Loan Bank System.



_ ACKNOWLEDGMEN TS

In preparing this study, the author has benefited
- greatly from a series of fifty interviews with the man-
agements of lending institutions of various types and
sizes, and with other informed parties. Many of the
data presented in the text have been made available
through the generous efforts of Miss Ruth Gordon of the
Metropolitan Mortgage Bureau, Mr. Parker Willis of the
Federal Reserve Bank of Boston, Mr. Paul Heywood of the
Federal Home Loan Bank of Boston, and Mr. Kenneth
McDougall of the Mntual Savings Banks Association of
Massachusetts.

The author is most appreciative of the efforts of
Professor John Lintner of Harvard University, under
whose encouragement and guidance this study has been
conducted. Specisl thanks should also be extended to
the Bemis Foundation of M.I.T. and its sble director,
Professor Burnham Kelly, not only for the offering of
a generous fellowship but also for assistance in sug-
gesting the contents of this study. The author is also
indebted to Mrs. Dorothy Calkins for her skillful steno-
graphic efforts. Finally, he wishes to express his sin-
cere appreciation to his wife for her stimulation and
limitless assistance in the preparation of this thesis.



vi

TABLE OF CONTENTS

PART I. CHAPTER I. INTRODUCTION
PART II. DEMAND FORCES: THE MORTGAGOR

CHAPTER 2. SOME THEORETICAL CONSIDERATIONS
THE HOUSING MARKET
- The Rate of Utilization of Housing Facilities
Anticipating Price Changes
- Rental-~ vs. Owner-Occupancy
MORTGAGE DEMANDS OF OWNER-OCCUPANTS
PRICE OF MORTGAGE CREDIT
- Monthly Debt Service
INTERNAL RATE OF DISCOUNT

CHAPTER 3. HOME MCRTGAGE DEMAND IN METROPOLITAN BOSTON
ECONOMIC CHARACTERISTICS OF THE BOSTON AREA
THE BOSTON HOUSING MARKET _ ‘
Characteristics of Housing Stock in Metropolitan Boston
Mortgage Indebtedness
Prices -of Homes in Metropolitan Boston

PART III. SUPPLY FORCES: THE MORTGAGEE

CHAPTER L. SOME INSTITUTIONAL AND THEORETICAL CONSIDERATIONS
DECLINE OF INDIVIDUALS AS MCRTGAGEES
CIRCULAR FLOW ANALYSIS
Straight-term and Fully Amortized Loans
MORTGAGES AS AN INVESTMENT FOR THRIFT INSTITUTIONS
MORTGAGE RISK AND PROBABILITY THEORY
ADVANTAGES OF INSTITUTIONS AS MORTGAGE LENDERS

CHAPTER 5. MAJOR SOURCES- OF MORTGAGE CREDIT IN METROPOLITAN BOSTON

THRIFT INSTITUTIONS
COOPERATIVE BANKS
Sources of Capital
Investment Opportunities
- Cooperative Banks in the Boston Area
FEDERAL SAVINGS AND LOAN ASSOCIATIONS
Savings Capital ‘
Investments » '
Federal Savings and Loan Associations in the Boston Area
MUTUAL SAVINGS BANKS
Historical Development
Decline in Prominence
‘Investment Opportunities
COMMERCTIAL BANKS
Savings Department in FLocal Trust Companies
DIVIDEND RETURNS ON SAVINGS ACCOUNTS
Interest Elasticity
MISCELIANEOUS MORTGAGE LENDING INSTITUTIONS
Life Insurance Companies
Credit Unions
Other Mortgage Lending Institutions

92

10C
107
110
112
11
116
124
125
127
135
143
151
152
157
162
162
164
167



PART IV. THE METROPOLITAN BOSTON HOME MORTGAGE MARKET: A PREWAR SETTING

CHAPTFR 6. WEAKNESSES IN PRE-DEPRESSION MARKET

CHAPTER 7. GOVERNMENT INTERVENTION
INTERVENTION BY STATE GOVERNMENTS
FEDERAL HOME LOAN BANK SYSTEM
Services Rendered
Sources of Funds
HOME OWNERS LOAN CORFPORATION
FEDERAL SAVINGS AND LOAN ASSOCIATIONS
FEDERAL SAVINGS AND LOAN INSURANCE CORPORATION

CHAPTER 8. FEDERAL HOUSING ADMINISTRATION
MUTUAL MORTGAGE INSURANCE SYSTEM
The Mutual Mortgage Insurance Fund
Guaranteed Mortgages and Mortgage Bonds
FHA Insurance System.
Adequacy of FHA Insurance Premiums
Risk Analysis Prescribed By The FHA
Mortgage Contract Required or Recommended
Interest Rates v
Length of Loan Ternm
- Amount of Loan
, Method of Repayment
EMERGENCY ASPECTS OF THE FHA PROGRAM
FEDERAL NATIQONAL MORTGAGE ASSOCIATION
VETERANS ADMINISTRATION HOME LOAN PROGRAM .

PART V. HOME MORTGAGE LENDING IN THE BOSTON MARKET

CHAPTER 9. MORTGAGE LENDING IN THE BOSTON MARKET UP TO 19L6
- COOPERATIVE BANKS AND FEDERALS

Recovery Period
Reasons for Relative Gain

COMMERCIAL BANKS

SAVINGS BANKS
Reasons for Decline in Mortgage Portfolios
Loan-value Ratios -

OTHER MORTGAGE LENDING INSTITUTIONS

CHAPTER 10. POSTWAR HOME MORTGAGE LENDING IN THE BOSTON MARKET
DISTRIBUTION OF THE OUTSTANDING MORTGAGE DEBT
Types of Mortgaged Properties
NEW MORTGAGE LENDING SINCE 1946
COOPERATIVE BANKS
FEDERAL SAVINGS AND LOAN ASSOCIATIONS
SAVINGS ‘BANKS
COMMERCTIAL BANKS
INDIVIDUALS AND OTHERS

vii

170
171

181
183
185
187
189
190
192
9L

199
201
201
20k
205

210

282



viii

CHAPTER 11. PRICE OF HCME MORTGAGE CREDIT
INTEREST RATES
OTHER FEES
TOAN-VALUE RATIOS
"LOAN TERM '
VARIAELE VS. FIXED INTEREST RATES

CHAPTER 12. OTHER LENDING PRACTICES
METHODS OF OBTAINING MORTGAGE BUSINESS
Construction Loans
Brokers ,
Price Cutting
Advertising and Nonprice Competition
TOAN AMOUNTS AND PROPERTIES MORTGAGED
LENDING AREA
INDIVIDUALS AS LENDERS IN CERTAIN COMMUNITIES
ADDED COMMENTS ON LARGEST MORTGAGE LENDERS
Savings Banks
Cooperative Banks
Federal Savings and Loan Associations

PART VI. CHAPTER 13. UTILIZATION OF FHA AND VA HOME LOAN PROGRAMS IN
THE BOSTON AREA

NATIONWIDE DATA
VA Program
Lending Institutions
FHA OPERATIONS IN THE BOSTON AREA
Title I Activity in the Boston Area
Local Thrift Institutions in Insured Home Mortgage Lending
FHA as As Aid .in New Construction
VA Home Loan Program in Boston Airea
Reasons for Low Level of FHA Operations in Boston Area
Opposition of Savings and Loan Interests
Adnministrative Detail
FHA Foregone in Favor of VA
Capital Surplus Area
The Interest Rate Paradox
Local FHA Loss Experience

PART VII. CHAPTER 1L. SECONDARY MORTGAGE MARKET

NEED FOR SECONDARY MARKET
TECHNOLOGICAL IMPEDIMENTS
Remedial Action ’
STATUTORY IMPEDIMENTS
SECONDARY MARKET PURCHASES OF LOCAL INSTITUTIONS
FNMA EFFORTS IN THE NATIONWIDE SECONDARY MARKET
Nationwide Activity
Local FNMA Activity
SUMMARY AND PROSPECTS

PART VIII. CHAPTER 15. SUMMARY AND CONCLUSIONS

28L
28L
291
29
299
301

307
308
308
315
319
325
329
33k
346

" 3k9

350
355
361

363
363

367
31
37h
375
380
385
390
391



SOUNDNESS OF MORTGAGE PORTFOLIOS
Cost Components '
Favorable Risk Factors
. Loss Reserves
IMPACT OF FEDERAL INTERVENTION UPON COMPETITIVE STRUC'IURE
' Prewar Competitive Structure
- Postwar Structure ; _ S
- Emergence of Specialized Mortgage Lenders

ix

L52
455 -
L59
L63
Lé7
k70

Lk

L83



II.

III.

VI.
VII.

VIII.

X.

XI.

XII.

XIII.

I.
II.

I1I.

TABLES

PART II
COST com'msons ON 20-YEAR AMORTIZED LOANS OF $1000 AT VARIOUS
RATES OF INTEREST o , 3k

MONTHLY PAYMENT REQUIRED TO AMORTIZE A $1000 MORTGAGE AT VARIOUS
RATES OF INTEREST AND FOR VARIOUS TERMS - 37

LOAN AMOUNT AMORTIZED BY CONSTANT MONTHLY PAYMENTS OF 850 AT
VARIOUS RATES CF INTEREST AND FOR VARIOUS TERMS 38

DITEREST COMPONENT AS A PER CENT OF TOTAL TEBT PAYMENT FOR CONSTANT

"MONTHLY PAYMENT MORTGAGES, AT VARIOUS RATES OF INTEREST AND FOR

VARIOUS TERMS L1
PRESENT VALUE OF A SERIES OF n MONTHLY PAYMENTS OF R DOLLARS, DIS-

COUNTED AT A YEARLY NOMINAL RATE OF d PER CENT, CONVERTED MONTHLY LS
POPULPTION TRENDS CITY VS. SUBURBS, 192C - 1950 S 50

BUILDING PERMIT APPLICATIONS FOR RESIDENTIAL PURPOSES TN SELECTED
MUNICIPALITIES IN MASSACHUSETTS, SELECTED YEARS, 1925-1950 55

RELATION BETWEEN NEW HOME CONSTRUCTION AND TOTAL MORIGAGE RECORDINGS
ON 1- TO 3-FAMILY PROPERTIES IN FIVE METROPOLITAN BOSTON COMMUNITIES,
1946-1950 | 56
DWELLING UNITS IN METROPOLITAN BOSTON BY TPE OF STRUCTURE, 1940, 1950 57

TENURE STATUS OF DNELLING UNITS IN THE BOSTON STANDARD METROPOLITAN

ARFA, 1940, 1950 _‘ o 59
MORTGAGE STATUS OF OWNER-OCCUPIED NONFARM IWEELING UNITS, BY LOCATION

OR FROPERTY, EARLY 1951 61
AVERAGE SALES PRICE OF ALL HOMES PURCHASED IN TEN MUNICIPALITIES IN
METROPOLITAN BOSTON, 1948-1951 63
RESALE ACTIVITY IN MIUDLESEX AND NORFOLK COUNTIES, MASSACHUSETTS, »
1946-1951 63

PART III. |

COMPARATIVE PORTFOLIO COMPOSITION UNDER STRATGHT-TERM AND FULLY '
AMORTIZED MORTGAGE LENDING o . ‘ 13

AMORTIZATION OF PRINCIPAL ON A LOAN OF $10, Ccoo FOR 25-YEAR TERM AT

5 PER CENT INTEREST RATE. N 77

NET LOSSES CHARGED OFF om FORECLOSED REAL ESTATE AT TIME OF SALE,
IN DOLLAR ¥CLUME, AND AS A PERCENTAGE OF THE TOTAL BOOK VALUE OF
ESTATES SOLD BY ALL MASSACHUSETTS SAVINGS BANKS, SELECTED YEARS,
1926-1945 8k



VI.

VII.®

VIII.

X.

XI.

XII.
XIIT.

XIv.

XI.

I.

II.

AVERAGE EXPENSE RATES PER $1,C00 FOR ALL MASSACHUSETTS SAVINGS
BANKS AND COOFERATIVE BANKS IN MASSACHUSETTS, BY SIZE GROUFS, 1950

PRINCIPAL SOURCES OF CAPITAL FUNDS IN MASSACHUSETTS COOPERATIVE

88

BANKS, AS A PER CENT OF TOTAL LIABILITIES, SELECTED YEARS, 1920-1951 99

NUMBER, TOTAL ASSETS, AND AVERAGE ASSETS OF COOFERATIVE BANKS IN
THE BOSTON AREA, SELECTED YEARS, 1927-1951

SIZE ‘DISTRIBUTION OF COOPERATIVE BANKS IN THE BOSTON AREA,
APRIL 1951

COOPERATIVE BANKS IN THE BOSTON AREA CONVERTING INTO FEDERAL
SAVINGS AND LOAN ASSOCTATIONS 1935—1937

TOTAL AND AVERAGE ASSETS HELD BY FEDERAL SAVINGS AND LOAN

‘ ASSOCIATIONS IN THE BOSTON AREA, SELECTEL YEARS, 1936-1951

SIZE DISTRIBUTION OF FEDERAL SAVINGS AND LOAN ASSOCIATIONS IN
THE BOSTON AREA, DECEMBER 31, 1951

PERCENTAGE DISTRIBUTION OF SAVINGS DEPOSITS IN MASSACHUSETTS
AMONG MUTUAL SAVINGS BANKS, SAVINGS DEPARTMENTS OF COMMERCIAL
BANKS, AND SAVINGS AND EOAN ASSOCIATIONS SELECTBD YEARS,
1910-1950

PERCENTAGE DISTRIBUTICN OF ASSETS IN MASSACHUSETTS SAVINGS RANKS,
SELECTED YEARS, 192C-1951

NUMBER , TOTAL ’ASSL'TS AND AVERAGE ASSETS OF SAVINGS BANKS IN THE

EOSTON AREA, SELECTED YEARS, 1927-1951

ASSET SIZE DISTRIBU’I‘ION OF SAVD\IGS BANKS IN THE BOSTON AREA, 1951

TOTAL AND AVERAGE ASSETS OF SAVINGS DEPARTMENTS IN TRUST COMPANIES
IN THE POSTON AREA, SELECTED YEARS, 1927-1950

PART v

NOMINAL ANNUAL YIELD, CONVERTED SEMI-ANNUAILY, OF 5 PER CENT
FHA-INSURED LOANS PURCHA.SED AT PAR AND EXCHANGED FOR 2 3/h PER
CENT DEBENTURES '

PART \
'IOTAL MORTGAC‘E PORTFOLIOS OF COOPERATIVE BANKS, FEDERAL SAVINGS

AND IOAN ASSOCTATIONS, SAVINGS DEPARTMENTS OF TRUST COMFANIES,
AND SAVINGS BANKS IN THE BOSTON AREA, SELECTED YEARS, 1927-1951

TOTAL DOLLAR VOLUME AND PERCENTAGE DISTRIBUTION AMONG VARICUS
INSTITUTIONS OF MORTGAGE RECORDINGS OF $20,000 OR LESS ON NONFARM
PROPERTIES IN MASSACHUSETTS, 1939-19)46 :

108

109

119

121

123

139

2.

142

151

210

236

251



III.

VI.
VII.

VIII.

XII.

XIII.

XIV.

TOTAL AND PERCENTAGE DISTRIBUTION AMONG MORTGAGEE TYFES OF
FIRST MORTGAGES ON 1~ TO L-FAMILY OWNER-CCCUPIED NONFARM -
PROPERTIES, BOSTON METROPOLITAN DISTRICT, 19LO

NUMBER OF REGISTRANTS, PRINCIPAL TCPES OF ORTGAGES HELD,
AND VOLUME OF MORTGAGES SERVICED BY EACH LENDER GROUP IN
FOUR MASSACHUSETTS COUNTIES, MAY 31, 1551

PERCENTAGE DISTRIBUTION OF THE PRINCIPAL TYPES OF MORTGAGES
HELD BY THE MAJOR LENDING GROUPS, IN FOUR MASSACHUSETTS COUN-

' TIES, MAY 31, 1951

TOTAL VOLUME AMONG VARIOUS INSTITUTIONS OF MORTGAGE RECORD-
INGS OF $20,000 OR LESS ON NONFARM PROPERTIES IN FOUR MASSA-
CHUSETTS coumms, MIDYEAR 19L6-EARLY 1952

AVERAGE LCAN AMOUNTS ON MORTGAGES OF-$20,C00 OR LESS RECORDED
BY VARIOUS LENDERS IN FOUR MASSACHUSETTS COUNTIES, MIDYEAR
1946-EARLY 1952

POSTWAR NORTGAGE LENDING ACTIVITY OF 'SAVINGS BANKS IN THE
BOS'ION AREA, 15461951 . celtie Iy

AVERAGE CONTRACT RATES OF II\ITEBEST ON REAL ESTATE I.CANS HELD
BY COOPERATIVE BANKS IN THE BOSTON AREA, SELECTED YEARS,
1927-1951 .

AVERAGE TONTRACT RATES OF INTEREST ON REAL ESTATE LOANS HELD

- BY SAVINGS BANKS IN THE BOSTON AREA, SELECTED YEARS, 1926-1951

LOAN-VALUE RATIOS FOR SMALL RESIDENTIAL PROPERTIES PURCHASED.

AND MORTGAGED IN THREE TYPES OF COMMUNITIES IN THE BOSTON AREA,

LATE 19L5-EARLY 1946

NEW SINGLE-FAMILY HOUSES COMPLETED IN THE FOURTH QUARTER OF
1950, BY TYPE OF MORTGAGE TRANSACTION, AND BY AVERAGE PURCHASE
PRICE, LOAN-VALUE RATIO, AVERAGE MONTHLY PAYMENT, DURATION,
AND INTEREST RATE, BOSTON METROPOLITAN AREA

NUMBER OF MORTGAGES RECORDED BY SAVINGS BANKS, COOPERATIVE BANKS,

AND FEDERAL ASSOCIATIONS ON PROPERTIES WITHIN CERTAIN COMMUNI=-

TIES OF METROPOLITAN BOSTON, CLASSIFIED ACCORDING TO LCCATION OF

LENDER AND LOCATION OF PROPERTY, 1946-1951

NUMBER OF MORTGAGES RECORDED BY VARIOUS TYPES OF LENDING INSTI-

TUTIONS ON PROPERTIES -LOCATED WITHIN CERTAIN LOCAL COMMUNITIES,
1946-1951

PROPORTION OF TOTAL MORTGAGE RECORDINGS MADE BY INDIVIDUAL LENTERS

IN FOUR COMMUNITIES AS REPORTED TURING THE FIRST WEEK OF EACH -
QUARTER IN SELECTED YEARS, 1927-1951

256
263
266
269

273

215

285

286

295

297

338
3k0

3L8



XvVI.

IVII.

I

II.

IIT.

II.

xiii

COMPARISON OF MORTGAGE ACTIVITY OF THE FIVE LARGEST SAVINGS

BANKS WITH THAT OF ALL SAVINGS BANKS.IN THE BCSTON AREA, 1927-1951

COMPARISON OF‘ MORTGAGE PORTFOLIOS OF THE FIVE LARGEST WITH THOSE
OF ALL COOPERATIVE BANKS IN THE BOSTON AREA, 1927-1951

PART VI.

PROPORTION OF MORTGAGE LCANS ON 1- O L FAMILY DWELLINGS AND
OF IG’RIVQTE NONFARM STARTS UTILIZING FHA AND VA PROGRAIS,
193 -19 1 , o :

PARTICTIPATION OF VARIOUS LENDING INSTITUTIONS IN THE OVERALL
HOME MORTGAGE MARKET FHA AND VA HOME IOAN PROGRAMS IN THE
UNITED STATES, 1950 o

"YEARLY VOLUME OF FHA~INSURED HOME MORTGAGES MATE ON 1- TO L

FAOLY DVELLINGS LCCATED IN THE BOSTON METROPOLITAN DISTRICT
SEIECTED YEARS, 1935-1950

RESIDENHAL MORTGAGE HOLDINGS OF MAJOR LENDER TYPES IN ESSEX,

. MIDDLESEX, NORFOLK, AND SUFFOLK COUNTIES, MAY 31, 1951

TYPE OF INSTITUTION ORIGINATING FHA-INSURED HOME MORTGAGES IN
BOSTON METROPOLITAN DISTRICT, 1940

PART VII

mggo OF CONSTRUCTION TO SAVINGS IN FEDERAL RESERVE DISTRIC'IS,
19

PURCHASES OF FHA-INSURED AND VA-GUARANTEED MORTGAGES FROM FNMA
BY LENDING INSTITUTIONS IN THE BOSTON AREA, AUGUST 5, 1949 -
JUNE 30, 1951

350

356

36L

370

213

376

- 380

k13

Lk3



I.

I.

IT.

I.

I.

II.

I.

CHARTS

PART I
BOSTON HOUSING AREA
PART II

NUMBER OF PRIVATE NEW PERMANENT NONFARM DWELLING UNITS STARTED
ANNUALIY IN THE UNITED STATES, 1920-1951

LEVEL MONTHLY PAYMENT REQUIRED TO AMORTIZE A $1,000 MORTGAGE AT
VARIOUS INTEREST RATES AND LOAN TERMS

PART III
AVERAGE RATES OF RETURN PAID BY COOPERATIVE BANKS, FEDERAL SAVINGS
AND LOAN ASSOCIATION, MUTUAL SAVINGS BANKS, AND SAVINGS DEPARTMENTS
OF TRUST COMPANTIES.IN MASSACHUSETTS, 1926-1951
PART IV

PERCENTAGE DISTRIEUTION OF THE AGGREGATE MORTGAGE PORTFOLIO HELD BY
SAVINGS BANKS, COOPERATIVE BANKS, FEDERAL SAVINGS AND IOAN ASSOCIA-
TIONS AND TRUST COMPANIES IN THE BOSTON AREA, 1927-1950
PERCENTAGE DISTRIBUTION AMONG MAJOR LENDING GROUPS CF MORTGAGE RE-
CORDINGS OF $20,000 OR LESS ON NONFARM PROPFRTIES IN FOUR MASSA-
CHUSETIS COUNTIES, MID-YEAR 1946 - EARLY 1952

PART VI

AVERAGE PRICE PAID FOR HOMES PURCHASED IN FIVE COMMUNITIES IN LATE .
1945 AND EARLY 19L6 -

xiv

39

153

239
271

390



PART I.' CHAPTER 1. INTRODUCTION

The home mortgage market performs a vital functlon in any economy
where 1nd1v1dual home ownership predomlnates. By prOV1d1ng long-term
financing; mortgage lenders haﬁe facilitated.home purchase amongtfami-
lies 1ackihg the financial resources to pay cash in full, Inasmuch as
the various contract prov151ons offered by mortgage lenders affect
overall opportunities for home ownership, the mortgage network is
intlmately connected with the s001o—economic welfare of the community
and‘nation. Largely because of this close inter—relationship, home
fipancing has frequently been the focus of extehsive intervention on
the part of state and federal governments.

Not-only:has the mortgage network made home ownership possible
for‘millions‘of families otherwise destined to be tenants, but it has
also provided institutionai investors a highly desirable investment
outlet, For many thrift institutiohs saVings capital has always been
directed primarily into mortgage channels, regardless of minor develop-
ments in other financial markets. By making such investments, local
Sarings anstitutions not only discharge an essential community obliga-
tion but realize net yields which on the average ‘compare quite favorably
with those on alternative investments. Unlike mortgage operations in
Europe, howeﬁer, a specialized type of mortgage'lending institction‘has
not emerged as such in this country, with the result that a wide variety
of lending agencies supply home financing needs.

”f The home mortage market as .the largest sector in urban real estate

financlng, represents a maaor factor in the aggregate long-term capital



'market,l Ibsplte 1ts contlnulng 51gn1flcance, however, home mortgage
'lendlng has displayed a wide varlation through the years, following to
some extent the v1olent fluctuatlons in new home construction as well
as general real estate activity. Largely because of the essentially
1ong-term nature of home flnanclng as well as the low level of repaya
ment durlng depress1on perlods, the outstandlng debt has been somewhat
more stable. Nevertheless, from a peak of $l9 6 bllllon in 1930, the
nat10nw1de mortgage debt on 1- to h—famlly dwelllngs fell to $16.7
billlon by 1933, thereafter rose but slightly through the subsequent
war years..-During the‘poStwar expansionary period, the home mortgage
network‘has been calleo upon to.finance a houslng boom of unprecedented
proportions, w1th the outstandlng debt rismng abruptly from $19 2
billion in 19h5 to $h3 3 billion by 1951. ,

| The structural comp031tlon of the urban mortgage debt is heavily
1nf1uenced by the type of dwelling unit domlnatlng new construction..
Since the mld—19205, there has been a pronounced shift away from large
rental unlts in favor of small 1- to h—famlly'homes. As a result,
the home mortgage segment of the aggregate urban mortgage debt has
steadily mounted in 1mportance, rising from a low of 5C.3 per cent in
1932 to 63. 9 per cent by‘l9h8.3 Thls pronounced shift is not wholly

the result of free market act1v1ty3 however, for especially 31nce the

1n 1949, the $111:3 billion private long-term debt was distributed
into these broad categories: corporate debt, $5h.L billion; farm
mortgages, $5.4 billion; nonfarm mortgages, $51.5 billion. Economic
Almanac, 1951-2, National Industrial Conference Board, p. 216.

2Survey of Current Business, Department of Commerce. For years up to
1919, see issue for October 1950._

3Ibid.




" depression years the rise in ownér-occupancy has been heavily influenced
by fedefai int;aﬁeﬁtionary measures.:L

| Uh&c}aﬁbi‘:é&iy'thé ‘uvu‘)s:t wideiy known \instmment used'in urban real
estate flnanceis the tnioz‘*t.gage contradt. The populai"conception of
the'k'xhézitg‘a'ge‘ 'as":a‘ debir is’"‘misle'adibrig ‘a:md téchnicaliy incofredt, asy it
is s:.mply a\: plédée bf‘ckzollétéryal to sevcure-‘ "the écéompa.nying note. | Since
both are esséﬁtiai in any mortgéée tféziéaction, however, the term mort-
gage v;vi]l;i‘req:uently‘ be used Atﬁi-dughou‘b tﬁe study as a convenient ab-
breviation .for the téchnicé.lly cdrrécﬁ "ﬁortgage loah." |

Thé 1egai and institutional framework surroundihg:mortgage fi-

nancing ‘has b'undergolné subs.fant}iéivmddifiéatiéns through the years,
genéraliy benefiting the rights “and ﬁriviléges of the debtor. This
deveiopment hés been far ffom unifofm ac;'oss 'bhe‘ country, however,
with‘theA reéult th»l’at.foreclosﬁfe and title laws vary widely amohg the
states. Furthermore, 12and contracts and trust deeds are common in some
regions, while in 6ther§ conveﬁtion’al' mortgage. 1ending constitutes the
primary method of financing feai estate transfers.> In the latter A'case,
'the; morﬁgage ééntraét_s written may be classified according to the_ pri-
ority attaéhed‘to ’:chéir claims v. Whére f'l:he 'borrowervis abie to sécure
the necessary Mds from a single sourcé, dnly a first mortgage loan
is involved.‘ Fx"equently\,.‘how:ever, the: proéeeds of a single loan‘akre
inadequate to suppiémehf \the'li’mited savings of the mortgagor, with

the result that second and even third mortgage loans are sought for

1 -
See M. L. Colean, The Impact of Government On Real Estate Finance in
the United States, National Bureau of Economic Research, New York, 1950.

2See E. M. Fisher, Urban Real Estate Markets and Their Financirig Needs,
National Bureau of Economic Research, New York, 1951, Chapter I1l.
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1add1tlonal funds.1 a

| Most home mortgage contracts written in recent years have been

of two ba51c varleties in regard to prlncipal repayment. A stralght~
term mortgage prov1des for full repayment only after a flxed term has
:elapsed, whlle 1nterest 1s payable on a monthly or quarterly ba51s.‘
Although such contracts are seldom wrltten for terms exceedlng 3 to S
years, the essentlally long-term character of home flnanc1no has neces-
s1tated success1ve 1oan renewals if foreclosure is to be averted. The
1obv§ous dangers 1nvolved in maklng straight—term mortgages have prompted
a universal preference among borrower and 1ender allke for fully amor-
‘ tized loans. As a popular varlant of this second loan tjpe, dlrect—
‘reduction mortgages speclfy level monthly payments for a stated number
of years, by Wthh time the debt is fully retlred. By maklng small
lmonthly'payments, the home buyer accumulates an 1ncrea31ng equity in
the property w1thout belng liable for large lump-sum payments. At the
same tlme, the lender 1s able to base his lending operatlons upon 2
more predlctable rate of repayment 1nflows, and is effectively spared
from extensive holdlngs of frozen assets on whlch 1arge due payments
vcannot be collected, When level monthly mortgage payments are made
over the entlre loan term, the 1nterest component generally absorbs
most of the earller payments but the pr1n01pal component becomes in-

cre351ng1y s1gn1flcant as repayment proceeds. For example, on a ki per

cent, 20-year mortgage, a level monthly payment of $6.06 per $1, 000

elJunior financing was especially widespread before the recent depres-
sion, when lenders restricted loan-value ratios to 50 or 60 per cent,



of original loan amount is required. The interest component on the
first such payment is $3.33, but declines continuously with succeeding
payments.

An examination of the various contraét provisions included in
direct-reduction loans demonstrates the degree of complexity as well as
flexibility in the mortgage price structure. ‘-Although contract inter-
est rates are generally regarded as the basic cost element in mortgage
lending, ofher elements are equally determining at least so far as
demand functions are concerned. With debt repayment arranged on a -
convenient monthly basis, home buyers arevfrequently more concerned
with the amount of this monthly payment than with the specific interest
rate or loan term. In many cases the maximum loan amount granted on
a given property'is the all-determining factor in a prospective home
purchase, especially where secondary financing is unavailable or un-
wanted. In view of their widespread acceptance in recent years,
direct~reduction mortgages have been tabbed as the innovation which has
made ﬁome building the,“biggest new industry since World War II."l

The rapid growth in mortgage operations during the postwar period,
as well as increasing evidence_of major structural changes in the mort-
gagé network itself, renders an analysis of home financing particularly
relevant at this time. ' The outstanding mortgage debt is:at an unpre-’
cedented peak level, and portfolios of institutional lenders are filled
with unseasoned, high-percentage loans based on highly inflated market

valuations. At the same time, however, mortgage investors are increas-

lAddress of P. I. Prentice, editor and publisher of Magazine of Building,
at 1951 Convention of Mortgage Bankers Association of America, re-
printed in Boston Sunday Herald, September 23, 1951,




ingly interested in the development of an effective secondary market,
whereby long-term home credit may flow freely from areas of surplus
to those of want. | |

Inasmuch as the home mortgage market constitutes a principal sector
in the economy, considerable attention has been focused upon these
developments‘fhreughout the nation. So that all parties concerned may
acqﬁire a more thorough undefstanding of morﬁgage lending, its methods,
achievemehts,yand shortcomings,‘varioﬁs private and public groups have
conducted'exteﬁsive reéearch studies'dufing recent years. In addition
to‘regular‘staff analyses By effiliated“housing agencies, the central
Housing and Home Finance Agency has sponsored a series of local and
natidnei’étﬁdies to be conducted by numerous colleges and universities.t
Various private foundatiqns have also undertakeh éerious'analyses of
home mortgage lending, frequently with an eye toward a better under-
standing of the fundamentel causes of the disasterous loss experience
of the 1930s. Through a realizat:on of past errors in mortgage policy,
1end1ng 1nst1tutions as well as. governmental planners may become better
fortlfled agalnst a repetltlon of thls experlence. |

As might be expected, many such studles have been natlonw1de in
scope, analyzing the overall impact of various private and public
institutional forces upon the structure and behavior of the mortgage
market. - At the present time the National Burean of Economic Research

is conducting a series of individual studies under a special Urban

1 ‘ s , _
Two such mortgage studles have been reviewed in Housing Research,
HHFA, Fall, 1951, dealing with both a small (Hagerstown, Md.) and
a metropolitan mortgage market (San Francisco.)




Real Estate Finance Project."Some of these studies consider the overall
nature of the mortgage market, while others consist of statistical sur-
veys of lending,Operations of certain institutions since 1920. At least
three of these investigations have already been published, while several
others are still in preparation,l In the prewar period, two studies of
a more regional nature were published, one dea;ing with cooperative
banking in Massachusetts and the other, savings banking in New York
State.? During the early postwar years, Professor Lintner conducted
a thorough study of the savings and mortgage activities of mutual savings
banks, concentrating on the Massachusetts situation but having direct
application to the nationwide market.3

While aggregative’analysesfare admittedly'essential in acquiring
an understanding of overall mortgage lepding activity,'the meribs

of a restricted market study should not be overlooked. In the former,

1Those completed include Colean, The Impact of Government on Real Estate
Finance in the United States; Saulnier, Urban Mortgage Lending by Life
‘Insurance Companies; Fisher, Urban Real Fstate Markets and Their . Finan-
cing Needs. oStudies yet to be published include analyses of Economic
Fluctuations and Urban Real Estate Finance, Commercial Bank Activities
in this field, HOLC operations, and Comparative Markets and Risk Exper-
ience of Mortgage Lenders., ) :

2D, H. Davenport, The Cooperative Banks of Massachusetts, Business
Research Studies No. 20, Graduate School of Business Administration,
Harvard University, Boston, 1938; W. Welfling, Savings Banking in New
York State, Duke University Press, Durham, Nerth Carolina, 1939.

3JOhn Lintner, Mutual Sav1ngs Banks in the Savings and Mortgage Markets,
Graduate School of Business Administration, Harvard University, Boston,
- 1948, This study was flnanced by the Savings Banks Association of
Massachusetts. ; , . , ,
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man#‘signifieent differentials enong the.areas inclﬁded are concealed
erklargelyveffset By counterbalancing forces elsewhere. When a small
area is'ceneerned;wprevailing relationships‘are heavily influenced by
| institntienel andnlegel faetors‘peeuliar te that area; and henee aref
ﬁét readilf‘applicable to all markets alike; Nevertheleés,due allow-
ance eenHeften‘be'made for sueh factors, and some significent behavior
patterns may be revealed from a local analysis of this nature.

| The present study represents an attempt at shedding some light on
mortgage lending activity within the Boston area.' In contrast to the
statistical nature of the various National Bureau surveys, this study
has depended upon personal 1nterv1ews as a primary source of material.'
Relevant data have been gathered from a'Wide variety of sources, but
\their lack of comparability severely limits the validity of any con-
clu51ons drawn therefrom. Such difficulties undoubtedly arise in most
empiricalVStudies of this'nature, but, by a careful and discriminating
examination of the available data, reasonably valid insights into
market behavior can often be gained, Where relevant data are completely
lacking, however, heavy reliance must be placed upon the informed
judgment of interviewed parties.

Since the sources cited in the text have compiled their data

for widely different‘purposes,'the bases for inclusion‘and classifi-
cation are far from ﬁﬁiférm.‘ Some desl onlj*with'institutional holdings
of‘the outstanding mortgage debt as a whole, while others are concerned
solely with mortgages on Small 1- to L-family properties. The Bureau

of thekCensus generally provides separate treatment for single-family



homes, but in 1940 its home mortgage surveys were restricted to owner-
occupied dwellings. .

.- Perhaps an even more limiting factor concerns the non-uniformity
‘iﬁ geographic coverage among the various sources. Although most data
refer to mortgage lending activity in the Boston area alone, some are
available only for Massachusetts or'evehvfor all of New England. Within
the more restricted area, the Federal Reserve Board breaks down their
findings only on a county-wide basis, whereas the Bureau of the Census
and the Bureau of Labor Statistics use the standard Boston Metropolitan
Area as the covered territory. The Metropolitan Area as defined by the
Census is almost wholly included within four counties surrounding Boston
proper, and constitutés slightly over four-fifths of the combined popu-
" lation of these counties. Even when dealing in Census data alone,
however, full comparability is lacking because the "Metropolitan Area'
as defined in 1950 was slightly less éxtensive than the "Metropolitan
District" of 1940, largely because of the elevation of the Brockton

vicinity‘to the status of metropolitan area in.the most recent survey.1

lDuring the decade of the 1940s, population increased roughly 9 per: cent
(presumably for the same coverage), with the 1950 figure for the Boston
Standard Metropolitan Area being 2.37 million. At the present time
there are 65 cities and towns included in this Area, distributed in 5
counties thus (1950 figures in thousands): : L
County Population within Met. Boston % of County Pop. within
| | T 7 TMet. Boston

Suffolk - 896.6 * - : 100.0

Middlesex 852.3 80.0
Norfolk - 339.0 ‘ 86.5
Essex 268.2 51.L
" Plymouth 1L.0 : 7.4

Since such a small proportion of the Metropolitan Area is within
Plymouth County, only the first L counties are included in this study.
The total population of the L counties was 2.88 million in 1950, with
2.3l million being within the Metropolitan Area. 1950 Census of
Housing, Preliminary Reports. ) _
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In view of the limited resources available for this project, more
concentfated analysis has been cohfined to mortgage operations in those
communities located wholly or in part thereof within a 10-mile radius-
of Boston City Hall. This restricted area includes 32 cities and towns,
and contains over 85 per cent of the total population of the Metropolitan
Boston Area. (See Chart I.) Most of the lenders interviewed are lo-
cated within this 10-mile’region, and all data compiled from annual
reports of state- and federallyachartered'thrift‘institﬁtionskére
'similarLy chosen; Unless the Siandafd'Metropolitan Area or the four-
county region are mentioned ﬁy namé, dat@fpresented in the text refer
to mortgage 1ending“éétivity'ﬁithin thé lc—ﬁile area éxclusively. This
latter geographic area ié altérnately termed ﬁBbSton area," "immediate
Boston vicinit}," "metropolitan BoStéﬁ," etc. |

For tbe most part, locationiﬁflﬁheAlendihg institution rather
than pledgéd‘prbperty;is used as the basis for classification in this
study. In other words, u;iesé staied otherwise, dataxﬁn mortgage lend-
ing activity'within‘the "immediaﬁe Boétop'viciniﬁy" ?efer téfmortgage
operations of 1enders>witﬁ hea@guarters:in‘this reStrictéd area. While
it will be shown that most thrift ihstitutions‘concéntrate lending
operations on propertieé,within-their immediate community, property
location is not coincident with lenéer location in all cases. On the
contrary, several locally organized institutions, notably life insurance
companies, are relatively active in the nationwide mortgage market but
are of minor importance in the local area. Because of the capital

surplus characteristics of the Boston market, most inter-regional flows



Chart I.
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of mortgage_credit represent expor@ed funds, with the reverse movement
beiﬁg of‘négiigible ;ighifiéanéé.i In some cases, however, data are
claésifiéd accbfdiﬁg'to pfoperty location in‘which event valuable
insights can be gained into policies regarding geographic lending areas
among local thrift institutions.

This study is concerned‘primarilvaith home mortgage lending
operations in the Boston area duringvthe pdstwar period. The material
in thé study is presented in 8 parts and 15 chapters, the first of
which is this introductory discussion. In Parts II and III the major
demand and supply forces underlying home mortgage lending are analyzed,
first on a-quasi~theofetical'plané, and then with specific reference
to the Boston market; Part IV summarizes some characteristic weaknesses
in the pre-depression mortgage market, followed by a description of
the principal methods by which the government has attempted to eliminate
or largely overcome these weaknesses. Part V presents specific data on
mortgage operations of local lending institutions, as well as an analysis
of relative contract terms and lending practices. The utilization of
the FHA and VA home loan programs is analyzed in Part VI, including the
priﬁary reasons accounting for the low Scalé. of insured lending on the
local level. ' The development of an effective secondary mortgage market
is considered in Part VII, with special emphasis given to the contri-
bution of insured and guaranteed loans in this development. The con-
cluding Part VIIT analyzes the soundness of the ;xisting mortgage struc-
ture as well as the influence of federal interventionary efforts upon

the compétitive structure of the local market.
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PART IT. DEMAND FORCES: THE MORTGAGOR

CHAPTER 2. SOME THEORETICAL CONSIDERATIONS

The demand for home mortgage credit is closely related to the
demand  for real housing assets. = Unless the refinance of an existing
obligation is involved, mortgage credit is sought primarily in con-
nection with the purchase of a new or standing house. The demand for
mortgage credit is commonly referred to as being "derived" from the
outside housing market. In view of the indispensability of appropriate
financing in most home purchases, however,'a’"joint"vdemand relation-
ship may be a bit more réalistic.l Because of the interdependence be-
tween’the mortgage and real estate markets, this chapter will consider
some of the principal forces underlying the demand for housing assets

before analyzing mortgage demand directly.
THE HOUSING MARKET

Fundamentally, the demand for mortgage credit as well as for housing
assets largely depends upon the demand for and supply of real housing
serﬁices. These housing services constitute an essential item in every
family budget, although the precise services sought by a particular
household must be determined in the Walrasian general equilibrium system,

given-incomes, tastes, technology, etc. The composite demand for these

.

1'For the implications of this Qbservétion, see "Mbrtgage Demands of
Owner-Occupants" below, '



services is translated into dollar rentals, and interacts with the
existing supply in determining the market rental structure. For our
immediate purposes, the distribution of the ownership of housing assets
is unimportant, as all family units are treated as if they were tenants.
If an individual were an owner-occupant, his behavior as a consumer of
housing services is analytically distinct from that as an investor in
this particular form of asset. ‘

¢ The."supply of housing services" of course refers to the utiliza-
tion of héusing invenéory; whether it be newly-constructed or older
property. In fheory, the present value of this stock is found by ap-
plying the‘relevant discount factor to anticipated future net revenues.t
As a result of competition among buyers and sellers of housing assets,
market price tends to gravitate toward this value. These capitalized
values thence tend to rise and fall with fluctuétioﬂs in dollar rentals.
The latter, in turn, depend on shifts in the demand and/or supply sche-
dulésxfdf héusiﬁgvservices., Hence; reai esfate‘valuations,~in theory
at_ieéé£, aréLé f@hction of fhe féfcés deiermihing éhe basic demand for
and supply of housing services. '

’kThiS'observation is not at all surpriéihg, for the same elementary
priﬁéiples apply equally well to pricing in all commodity markets.

Neveftheless5”the extreme dursbility of housing inventories gives rise

lThe determination of the "appropriate" discount factor is:asubject
for analytical study, whether it relates to lending rates, borrowing
rates, short or long rates, or some other economic variable. See the
discussion of FHA capitalization methods in Chapter 8.
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to certain distinguishing market characteristics. Real estate markets
are 1argeiy'dominated by the behavior of a vast standing stock, and
énﬁual édditions or diminutions to this inventory appear relatively
insignifiéant; 'This observation is easily verified by considering'the
ratio of4annua1‘ﬁanfarm‘houSing‘sﬁarts to existing stocks. Even in 1950,
ﬁhen an all—timevhigh of 1.4 million units were started in the nation,
new construction répresented but 3.5 per cent of the standing inventory
of 39.k million dwelling units.t

" Not only is the tobal stock of housing relatively inflexible in
humbéfkbui it is also fiXed as to location. Automobiles, furniture and
other éonsumér durables afé'reiatively'mobiie as families move about,
while a house.can Be;mbved énlj at great expeﬁse, if at all. Prefab-
ricated housing has faéilitated a more‘responsive adjustment of production
. to changes in iocation of démand condentration,2 but ﬁndéf existing
1Compare data on housing starts presented in Chart I with the total
- stock of 29.7 million units in 1940 and 39.k million in 1950C. The

durability of housing assets is demonstrated by the following age .
‘distribution of over 28 million urban dwelling units, as of 1950:

Year Built Per cent of Dwelling Units Reporting
All years L 100.C%
1945 or later ‘ 11.8
1930 to 1939 o 11.8
1920 to 1929 . 22.2
1919 or earlier 6.k .

Source: Bureau of the Census, presented in Economic Almanac 1951-1952,
National Industrial Conference Board, p. 410

2Some'i‘olding houses are designed tofpermit repeated moving even after
the unit has once been assembled, e.g., Acorn Houses.
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technology, factory—built homes have enjoyed only 11mited public
acceptance.‘ | ' )

As a result of this extreme stock—flow relationship, supply
schedules of houSing services change but slowly over a period of time.
As a consequence, dollar rentals in a free market are largely demand
determined, and may display erratic behavior at times. In the very
short run, the physical stock of hou31ng is absolutely fixed and the only
adjustment in market offering to various prices involves doubling-up
or vacancies among the standing units.

The Rate of Utilizatlon of Hou51ng Fa0111ties ‘

- In a theoretical equilibrium 81tuation, the existing stock of
houSing fac111t1es would be used to best advantage, with rents and
home prices tending to remain unchanged. Under such circumstances, the
"rate ofvutilization"1 of the standing stock‘would be at an optimal
level, andwinstances of‘involuntary doubling-up'or property vacancy
would be only transitory and of minor significance in the aggregate.
On-the other hand, it is entirelyvprohable that a certain amount of
doubling-up would persist even under eduilibrinm conditions, for some
members‘of the economy may he unable or ili—advieed to seek their own

housing accommodations for long periods of time.?

1The concept "rate of utilization," which might be defined as the
degree to which the existing stock of housing is being occupied or
used up, was used by Professor Ernest Fisher in an address before the
1951 Convention -of Massachusetts Savings Bankers. Reprinted in U.S.
Investor, September 29, 1951, pp. 1861-L.

2If general equilibrium were obtained throughout the economy, relative
prices would be established so as to stimulate sufficient new construc-
tion to offset the real depreciation of the hitherto standing stock.

In a growth economy, because of pressures of population growth, rising
incomes, etc., new construction would exceed this depreciation; and
conversely in a decliningceconomy.
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If fne supply‘of houeing servieee were to become excessive relative
to the equilibrium level (orvalternatively if the demand.were to become
defi01ent), the "rate of utlllzatlon" of existing facilities would f£all
below the theoretlcal optimal level. In thls event, vacan01es would mount
and dollar rentals as well as current market valuatlons on housing as-
sets would dlsplay a aownward tendency‘.l Such an"unemployment" situa~
tion may persist for long perlods of tlme, as the hous:ng stock has a
long average llPe and is seldom dlmlnlshed by an apprec1ab1e extent
durlng any one year. Natural catastrophes, such as fires, floods, and
storms, destroy some unlts, whlle others are 1ntent10nally demolished
1n ‘connection w1th changes in land use or urban redevelopment. Durlng
the decade of the twentles, hewever, the total number of dwelllng unlts
withdrawn from use\for all reasons probably represented 1ess than 10
per cent of the number of new unlts put in place.2

In the past, the economy seldom had to wait upon full physical
depreciatlon of standlng stock before the rate of utilization would
rise again. Ordlnarily rlslng incomes and populatlon pressures would
1ndnce a secular 1ncrease 1n overall demand for houszng serv1ces.

This outward Shlft 1n demand.would intersect the relatlvely statlonary

lBy 19&0, the net vacancy ratio in the U. S. had declined to L.8 per
cent, and by 1950, only 1.77 per cent of all nonfarm dwelling units
were involuntarily vacant. The corresponding ratios for Massachusetts
and Metropolitan Boston in 1950 were 2.4 and 2.0 per cent, respectively.

1950 Census of Housing, Preliminary Reports, Series, HC-1, No. 28.

L. J. Chawner, "Economic Factors Related to Residential Building,"
The Annals of the American Academy of Political and Social Science,
March 1937, pp. 27-28,.

L]
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supply echedule at a higher price and at a point of more complete
utilization of the standing'stock.' Hence, dollar rentéls would oncev
again rise to thevequilifriﬁm level, and asset valuations would begin
to £ﬁrn up.-

If, on the other'hand, the demand for housing eervices were to be-
eome excessive reiative to the'eQuilibrium level (or if supply wére to
beeome deficieht); the rate of utilization would rise above the theore-
iical optimum level. ﬁnder such circumStaﬁCes, fentals'would mount
51gn1flcantly, "hou81ng shortage“ would develop, and doubllng-up
would become w1despread in the areas concerned. Once again, a dis-
equilibrium situation may prevail for eeveral years, despite the fact
that new proﬂuctionnweuld take place as soon as rental prospects1 rise
sufficiently to bush Eapitalized vaiueskof housing assets above current
costs of constrﬁction;' As hes been true of the'postwar houSing boom,

: buildereﬁcontinue to put up new dWelling units as long as anticipated
market condltions permlt their sale at a profit. This situation obtains
notw1thstandnng the restraints of Regulatlon X and other governmental

credit regulat10ns.2

Constructlon act1v1ty is not conflned to new
dwelling units alone, for durlng such boom periods existing properties
undergo extensive repair, modernlzatlon and conversion.

Althoﬁgh new construction is undertaken and maintained only so
long as aﬁticipeted.market vaiuations exceed total production costs,
the latter hardly functions as an upper‘limit‘tb the former. As aata
1It‘is to be remembered that rentals in this connection refer to
compensation for housing services, whether the occupants are tenants

or owners.

2If direct controls over prices, wages, materials allocations, etc.,
were assumed, this statement would require modification.



~on new construction indlcate, constructlon activity even in pesk years
adds but a small amount to the aggregate housing 1nventoxy. Hence, it
may take several years before the rate of utilization and dollar rentals
fall sufflclently so that selllng prices drop to a level approximating
current costs of productlon. The fact that market valuations may exceed
productlon costs for long periods of tlme reflects not only the length
of the plannlng and construction perlod, but also imperfect knowledge,
flnanc1ng difficulties, heavy risk, etc. Furthermore, the return to
equllihrlum may be 1ndef1n1tely extended if actlve building operatlons
are accompanled by outward demand sh1fts, whlch in turn tend to increase
the rate of utlllzatlon. This type of inflatlonary race has charac-
terized much of the postwar housing boom. As late as 1950, nearly 2
mllllon families across the nation were still doubled up, despite an
unprecedented volume of new home bulldlng.1 Indeed, only after market
valuations drop below the level of current costs-of oonstruction would
new production be cumteiled or eliminated. |
It is precisely tbis derivative nature of new construction, as
well as its umdisclplined;‘localized operations, tbat subjects the

indmstry to such a feast and famine existence. The severity of the

lSam.ple surveys of doubling;up héveymevealed these statistics for
selected years:

Date Estimated Number of Families
Doubled Up (0CO)
April 1, 1940 ; ' 1,846
April 15, 1947 2,712
April 15, 1949 ‘ _ 2,040
March 15, 1950 (preliminary) . 1,880

Sources SaV1ngs Bank Trust Company, Mortgage Statistics Bulletin,
1951, p. 1k

19
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swings in private home constfuctioﬁ is vividly illustrated by Chart T
on private home building in the country. Costs of production perform
the same function in housihg just as in all other commodity markets.
In the case of most consumer items, however, market price fluctuates
quite closely gbout rep:oduction costs. Inventories undergo fairly
rapid turnover as consumers purchase these non-durables frequently,
and consumption accordingly follows production and distribution very
»closely.

In the construction industry, however, a relative surplus of
standing inventories distributed throughout the economy1 may render
new production uhprofitable for long periods of time. Construction
costsltend to remain fairly stable in the short run, while capitalized
values fluctuate widely, as a result of shifts in prospective net
rentals or in the rate of‘discount applied to these revenues. In de-
pressed periods, costs seldom decline as rapidly as do real estate
valués, and similarly cost advances farely kee§ pace with boom price
movements. Indeed, current wage rates and material costs‘are deter-
mined by forces operating without as well as within'the hdme building
industry, and hence tend to follow overall economic developments rather

than home constructioniabtivity alone.2 As new construction is revived

1 v . .
Or within certain regions.

2The rigidity of wage rates is also heavily influenced by labor union
efforts, imperfect knowledge, etc.



Chart I. NUMBER OF PRIVATE NEW PERMANENT NONFARM DVELLING UNITS
: STARTED ANNUALLY IN THE UNITED STATES, 1920-1951
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following a period of inactivity, factor resources are initially
absorbed from unémplOyed pools at existing prices. -But as operations
expand, these factors of production must be bid away from alternate uses
by offering higher factor prices. Hence in the later stages of a boom,
costs of construction gradually approach and in practice may surpass
capitalized values of housing assets.

There is undoubtedly a considerable lag between the point of
stimulus and the time when newly-constructed units are available for
occupancy. This period of gestation has frequently been analyied by
students to determine iﬁs role in aggravating economic fluctuations.
Inadequate market knowledge coupled with other imperfectionsymay give
rise to overinvestment and an ensuing painful period of readjustment.

A careful examination of cycliCai behavior in the housing industry
cannot Be included in this study, but several empirical‘investigafions
have been éonducted in thisifield.l |
Anticipating Price Changes

Professor Ernest Fisher has formulated a series of tables demon—
strating’the influence of anticipated price changes on current market
Valuations.2 If an individual home buyer expected real estate prices

to remain constant for several years, he would feel justified in

1See W. H. Newman, The Building Industry and Building Cycles, University
of Chicago Press, 19393 C. D. Long, Building Cycles and the Theory of
Investment, Princeton University Press, 1940; J. R. Riggleman, TRuild-
ing Cycles in the United States," 1875-1932, Journal of the Zmerican
Statistical A58001at10n, June 1933, and others.

°E. M. Fisher, Urban Real Estate Markets and Their Financing Needs,
Op. cit., Chapter I.
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paying no more than the prevailing price. If he believed a subsequent
resale of the preperty'would bring in a sizeable capital gain he may be
willing to pay a little mbre. If he believed market price would a&vance
at a rate of 5 per cent per year for 5 successive years and then remain
steady, a house costing $10,000 could be sold for $12,760 at the end
of the S-yeaf peried. If this inflétionary expectation were shared
by buyer and seller alike, the prospective capital gain wouid be re-
flected in the current price. Aseuming a L4 per cent discount rate, the
price would approach $12,271, the exact amount depending upon the rela-
tive bargaining strength of the twb parties as well as the firmness of
thelr convictions. Largely because of an acute lack of knowledge in |,
the real estate market, this process tends to accelerate rates of price
change, whether in expanding or decllnlng periods. Once such a price
rise is;ﬁnderway3 buyefs‘and sellefs may alter their convictions in the
direction of a more rapid or of a more enduring inflationary spiral.

A though he may ﬁot always calculate the'precise discounted value
of these prosﬁective‘increments, the actual home buyer certainly con-

siders resale value as a vital factor in arriving at a maximum offering

1one of two tables presented in Fisher's study will be reproduced 1n
part here, from which the above example has been drawn:

. Index of Price in Period Index of Present
Period N ~(Assuming 5% Rise per period) Price (where discount rate=hi%)
0 100.0 100.00
1 105.00 10Lk.81
2 110.25 109.48
3 115.76 114,01
L 121.55 118.42
5 127.63 122.71

Source: Ibid. The index is found directly by this formula:

I--/oo{/-f[/—-(/+r)"][/v‘c']”'j where

r = expected rate of change in price, and
i = rate of discount. )



price. Furthermore, the market interaction of buyers and sellers in
making due allowance for nrice chenges would result in 2 schedule
’51mllar to that descrlbed above. On the other hcnd, under theoretlcal
perfect capltal market 51tuetlon, one m1 ght say tnat the problem of
'"ant1c1pat1ng" prlce change° dees not exlst as such, but rather reflects
‘more lundemental development in the market. Investors in hou51ng as-
Sets base thelr offerlng prlce upon the present dlscounted velue of
’all expected future net revenues, con51st“nc malnly of rental 1ncomes.
Hence, from a purely economlc p01nt of v1ew the only 1tems thet might
chenge present velues o? such essets ere changes in expected net rentals
or in the rate of dlscount, and, at any moment of tlme, competltlon
among Buyersvapd sellers would insure that market valuetions approach
tﬁeSeﬁpresent‘values.. if, ferhiﬁstence, net rentals were expected to
increase, e bﬁyef'would feelljustiflediin‘paying more fof a property'
theh if’ﬁe eipected them to remain constent or‘decreese. In other words,
1£ he flrmly belleves h1s hou51ng asset could be resold at a higher
prlce flve years after its purchace, he implicitly assumes rising rent-
als or decllnlngllnterest rates for dlscountlng purposes. To summarize,
elementary economic theory describes the market value of any good &s
the present worth of a series of flows. Nevertheless, in the real
housing market, prospective buyers and sellers follow a behavior pat-
tern quitevsimilar to that‘es'described by Professor Fisher in allowing
for anticipated price mbvements." |
Rental- vs.VOwner—Occupency

The previous discussion has not been concerned whatever with the

distribution of home ownership throughout society. Under the

2L



restrictive assumptions postula"he‘d, it is really trivial to consider who
selects this type of earning asset as an investment outlet. By and large,
however, privaté. demanders for assets in housing fall into these four
categori'es‘: (1) owner-occupiers, who purchase a home for direct amenity-
income purposes 5 (2) true investors, who purchase such assets solely for
their monéy—income earning capacity; (3) combinations of the above,
eépecially where the owner occupies one unit of a 2- to L-family property;
(W) s-_pecolative builders, who may lease hewly-constructed units for a
short period, perhaps speculating on a price advance before selling. In
the case of an. owhér-occﬁpier, it would be theoretically correct to fol-
low the suggestioﬁof the ninéteéﬁth—century French economist, .Walras:
Mo (A) man whoibuys a home to live in may be disassociated into

iiwo 'ihdividu‘a‘ls, one of whom niakes an inves‘tment and the other consumes
‘diry'eotly the service of his capital."l Under these circumstances, a
competitive rent would be imputed to the home owner by himself s if

he were a tevnant',, and paymeﬁt for the undepreciated portion of the

Leon Walras, Elements, p. 2L2, quoted in G. J. Stigler, Production
and Distribution Theories, Macmillan, New York, 1941, p. 2L6.
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property would be met out of savings.l Certainly either type of home
purchaser must bear the many risks of physical depreciation, obsolescence,
adverse price movements, etc., associated with any capitallinvestment.
Hence,,inktheory at least, a home purchase is considered in the light
of the relative attractiveness of alternative investment outlets, such
as government bonds, private securities, savings and loan shares, and
other real investments: |
Realistically, the first two categories of property owners deserve

individual examination, since vastly different forces may underlie their
investment decisions. Even if the capitalization process were faith-
fully employed by both types of purchasers, owner-occupiers may evaluate
certain "services" by a weighting system far different from that applied
by professional investors. Individualistic features may hold great
esteem for the former, but business investors must analyze the general
acceptability -and Qarketability«of a property in considering its pur-
chase. The‘laiter may‘be reiétivély mobile and objective in placing
their‘funds‘to sécufe an;optimnm yield. The typical home purchaser, on
the other hand, is confined to a restricted geographic area, is inex-
pefienced and poorly iqformed concerning market developments, and may be
1For national income purposés, the praftment of Commerce includes in

the item "rental income of persons" the imputed net rental return to

owner-occupants of non-farm residences. The number, type and size of

such houses are obtained from census data. Estimates of the gross rental

value of these houses are made on the basis of current rents paid for

comparable tenant-occupied units. Net imputed rent is then determined by

deducting depreciation, maintenance and other expenses from gross esti-

mates. R. Ruggles, An Introduction to Natjonal Income and Income Analysis,
McGraw-Hill, New York, ISL9, p. 121.
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unduly influenced by the many intangibles associated'with home ownership.

In addltion to the above 1nherent distlngulshlng characterlstics,_
governmental 1nterventlon has further w1thdrawn this decision-making
?from a relatively free market. Rent control has undoubtedly had a
bearing on new rentel construction and, in turn, on the relative avail-
ability of rental units.2 Celllngs on rentals coupled with outright
federal encouragement of 1nd1v1dual home ownershi;>have 1ntroduced a strong
bias ‘in favor of the latter. The personal income tax structure through
allow:.ng 1nterest payments as a deductible 1tem, in addition to the
FHA and GI home 1oan programs, grants spec1al COHCGSSlOHS to the owner-
occupant. Undoubtedly many famllies in the postwar perlod have been
virtually compelled to purchase thelr own homes 31mp1y because rental

units were not obtainahle'at a reasonable price.3

1See Abrams, The Future of Housing, Harper and Brothers, New York, 19L6.

2Compare Eloyd Rodwin, “Rent Control and Housing," Social Research,
September, 1950, pp. 302-319, and G. J. Stigler and M. Friedman, WRoofs
Vs, Celllngs, Foundation for Economic Education, New York, 19&7.

3The shift that has taken place is clearly 1ndicated by the following
percentage breakdown on the types of structures constructed in selected
years in the United States.

Percentage of total units in -

Year l-family structures Rental-type structures
| 2-family Multifamily
1927 - s6. | 12,2 31.7
1936 76.5 L.k : 19.1
o . 80.6 , 6.2 13.2
11946 . 88.0 3.6 B
1948 82.3 I 5.0 12.7
1950 preliminary €3.0 3.0 14.0

‘Source: Housing Statistics, HHFA, January 1951, p. L.
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In the present study of the Boston home mortgage market, only the
ovner-occupant type of home purchaser will be examined in detail. Wherever
possible, data will be broken down so as to refer directly to this impor-

tant branch of the overall mortgage market. : - \
MORTGAGE TEMANTS OF ONNER-OCCUPANTS

The purchase of a new or existing home requires an outlay much
larger than the typical family's accumu].a’t,edrsav:i_ngs.1 " To channel the
flow of credit from those individuals or institutions with an abundance
of liquid holdings to those with a deficiency, the home mortgage system
has been established. The classical economist's neffectual demand

postﬁlated both willingness and abilitjr' to pay—when applied to home

purchasé, nghility® usually entails the use of mortgage f:'mancing.2

Sinceri‘inancing plays such a prominent role in the housing market,
it might be argued that mortgage costs should be an element in the cost

of the asset itself. Pure theory would dictate, however, that methods

lThe Federal Reserve estimates that 31 per cent of all spending units

in the nation held no liquid assets in 1950; 27 per cent held between
$1 and $L99; and 9 per cent held $5,000 or more in this form. Economic
Almanac, 19511952, p. 149. These data may be compared with $8,558, the
estimated construction cost for the average single-family dwellings in
the same year. Housing Statistics, January 1951, p. 6. _

°Land contracts, widely used in the Middle West, are rare in the local
area as an alternative method of financing. In the Metropclitan Boston
Area, 94 per cent of all new single family homes purchased during late
1949 and early 1950 involved mortgage financing. (From an unpublished

' sample survey conducted by the Burean of Labor Statistics.) When mort~
gage financing is not used, perhaps the buyer frequently pays for the
new property with the proceeds of a previous home sale.




29

of finance have nothing to do with basic economic values, and that mort- -
gage loans mereiy involve a reapportionment of the. economj}'s liquid
holdings. On the other hand, the universality of mortgage»lending has
undoubtedly influenced the_ operations of kthe‘ ho@ing market :'1:bse1f.:L
The fact that families with modest. 1iquid resources are afforded extensive
purchasing power through low equity down paymenvts»has undoubtedly af-
fected current home prices. Especially in a seller’'s market, a liber-
‘alizing of credit terms may merely résult in a higher price level without
any appreciable _improvement in the quality of‘ homes purchased. ~ The price
‘charged for a house is 'a‘dju_sted in accordance with the new liberal terms
so that the monthly debt service remains unchanged‘.2

As ‘a compromise solution to the problem of value and indebtedness,
one writer has suggested a classification of home sales according to
debt status. The great variety of pqssible mortgage arrangements makes
systematic classification Vexbx‘jemely cumbersome, if not impossible, if
all variaiales are to be _conside_red_. However, that writer wouid regard
sales where over 50 per cent of ,thé price‘is borrowed as not being true

sales at all but merely a peculiar type of tenancy. The remaining sales

_1'meinterdependence of home purchase and credit availability is aptly
‘demonstrated by the advertising efforts of builders in stressing con-
venient debt service without even mentioning actual home prices. See
Chapter 12. : '

%See Fisher, Op. cit., Chapter IV.
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would be classified into 3 value groups: where debt-price ratios are zerq
-1 - 25 per cent, and 26 - 50 per cent, respectively.l

On a theoretical plane, mortgage interest payments should perhaps
not be regar‘ded as a part of current costs of house maintehance. The
‘relevant incomé flow i‘or yield comparison purposes on various properties
is net rentals before deducting mortgage interest payments, and should
not be influenced by individual loan arrangements.2 In practice, how-

ever, the mortgage interest rate is of vital importance to the prospec

tive housing investor, who has the option of purchasing government or
private securities, or making any of a great many other investments.
The owner-occupant seeks home mortgage credit for at least two
different purposes. - The most significant motive involves the purchase
of a newly—constructvé.d or an older property, whergby the buyer must
resort to horrowing in order to supplement his limited equity savings.
In other cases the existing home ovner may look to the mortgage market
- for the refinance of an outstanding obligation. He may need additional
funds either to repair, modernize or enlarge his mortgaged property,

or even to finance some other consumption expenditure, such as a vacation

lI.. M. Kingsbury, The Economics of Housing, King's Crown Press, New York,
1946, pp. 139-1l37 T

ZSimilarly, mortgage fees should not be included in the costs of recon-
struction, at least when the investment is considered from the social
point of view. At the same time, interest payments on construction loans
must be counted as a true cost, as they represent a necessary expense in
house construction. Ibid., pp. 1ll-2.
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trip, automobile purchase or stock market speculation.1 The refinance
 may merely entail an extension of the repayment term or a reduction in

interest charges without altering the principal amount of the loan itself.
PRICE OF MORTGAGE CREDIT

Demand functions in any industrial market are extremely difficult
to analyze. . The list or quoted price may be merely a fietitious figure
from which discounts and rebates are to be deducted before a net price
is determined. In the mgrtgage ﬁarket, however, "price" is an even
more elusive concept. 'Mortgage price has a great many significant
dimensions, any or all of which may vary widely. The contract rate of
interest is perhaps the commonly accepted variable but its influence in

the demand for mortgage funds is not always the major element.

‘A reduction in mortgage interest rates, ceteris paribus, would tend

to stimulate an increased volume of home mortgage applications, both in
number and dollar amount. Families hitherto lacking sufficient income
prospects to carry the necessary debt burden would enter the‘housing
market as eligible home purchasers. This observation is QSpecially
relevant when debt service is put on a monthly payment basis. Other
families with more adequate income prospects may be induced: to pur-
chase more expensive homes, as the lower interest rate may permit a

11t is only fair to add these latter transactions are being increasingly

scrutinized by lenders and government examiners. Federal credit regu-
lations generally restrict such credit terms.
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larger purchase without an increased monthly debt service. Still
‘another possible consequence of a differential reduction in mortgage
rates as against the general interest rate structure ﬁight involve the
purchaser's preference to increase initial debt-value ratios. The re-
leased equity payments would then be directed into the relatively more
profitable investment channels.t.

Monthly '‘Debt Service -

When the mortgage contract calls for level monthly payment over
the loan term, debt carrying charges depend upon three major elements:
(1) . the original 1oén amount; (2) the term of the loan; and (3) the
rate of interest. Although the latter represents the price paid for
the use of borrowed funds, liberalizing the remaining two components
has played a major role in promoting home purchase among families of
modest means.

. The loan-value ratio is frequently the most érucial variable in the
prospective mortgage loan. If the hopeful home.purchaser has $2,000 in
liquid holdings and seeks a house selling for $10,000, his pfimary con-
cern is securing an $8,000 1§an. Perhaps he is quite insensitive to a
slight upward revision in interest rates so long as the ioan is large
enough and monthly debt service manageablej Consequently, lenders can
effectively influence the level of home mortgage demands by varying
permissible loan-~value ratios. As higher debt-value ratios are sanc-
tioned by mortgage lenders, the purchasing power of a constant down
1This consequence requires that the rate reductions apply to the larger
loan as well as to the initial amount. Frequently lenders follow a

definite policy of raising interest rates as loan-value ratios increase.
See Chapter 12,



payment increases rapidly. This expanding buying capacity may attract
new buyers into the market, or it may inducé other buyers to purchase
bettér, more expensive homes. On the:.other hand, it mgy simply invite»
. an automatic price advance on existing homes.1 At any rate, varying
maximum debt-value:ratios has a direct bearing onvthe number of active
buyers' in' the housing market. The potency of this lever has been
recognized by the fedefal government in the provisions of Regulation X,
where maximum loan-value ratios are established for various price classes.
The effectiveness of any such regulation, however, depends to a great
extent upon the appraisal criteria used by the lender in establishing
"value.™

. Var&ing allowable loan-value maximums directly affects the minimum
down payment required and the implicit rate of intefest associated with
this payment. Especially where this initial outlay depletes his liquid
hoidings, the home buyer runs the risk of meeting‘any subsequent emer-
gencies only with the aid of costly personal loans. When the mortgagor
is thus inadequately fortified against adverse contingencies, overall
borrower risk is heightened, and so also is lender risk.2 It is true,
however, that resort to personal loans might be necessary only during
the early yéars~of.the term, for as repayment proceeds the mortgagor

may be able to secure supplemental funds by refinancing the existing

1See}Chaptez_'} 8, where FHA encouragement of 90 per cent loans is discussed.

2This,may théoretically“tend to produce higher interest rates on mortgages
with higher loan-value ratios, which in practice is generally quite true.
See Chapters 11 and 12. :
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mortgage at relatively low interest costs.

| The remaining dimension of the mortgage contract, the loan term,
has entered into popular discussion largely since direct-reduction type
"loans became widespread. More liberal loan-value provisions signify
low cash down payment, but do entail larger debt carrying charges.
Lengthening the loan term, however, reduces these periodic payments.,
Hence, a combinatiox; of a high loan~value ratio and a long-term morigage
facilitates home purchase with both a minimum initial equity and modest
monthly debt service.

Another price component which should not be overlooked in comparing
alternative financing plans concerns the imposition of various fees and
bonuses vin the granting and servicing of mortgage loans. Although
these items appear insignificant when compared to the price of the
house, their total cost may easily add up to a full 1 per cent to the
effective rate of interest paid. At various times and on various types
of loans, mortgage borrowers have been obliged to pay special fees for
loan application, property inspection, cfed_it examination, loan servi-
cing, loan renewal and for many other purposes.

| The net effect of a combination of such charges on financing costs
may be demonstrated with reference to the following table:

TABLE I. COST COMPARISONS ON 20-YEAR AMORTIZED LOANS CF $1000 AT VARIOUS
‘ RATES OF INTEREST

Monthlir Payment Exceés over

Contract Rate (Principal and = Payment where Present Value
g_f Interest Interest) ‘ .5Z Rate Of Excess¥
L‘-OS% ) $6.33 - -
5.5 R 6.88 . 0.55 76.65
6.0 7.17 0.8k 117.25

Source: Adapted from R. S. Smith, "A Method of Comparing Home Mortgage
Financing," Journal of Marketing, April 1945, pp. 386-8.

¥Discounted at a 6 per cent nominal rate, converted monthly.




From these calculations, it is apparent that a h 5 per cent contract
rate of 1nterest would be prei‘erable to a 5 per cent rate only if the
addltlonal fees charged the borrower in 'bhe former case glone were less
than $37.65 per 351,000 of loan. If the L.5 per cent loan required dif-
i‘erentlal extras totallng over $117. 25 per $1,000 of origlnal loan, ‘the
mortgagor would seek a 6 per cent loan without such fees. These compari-
sons are based upon a nominal discount rate of 6 per cent, which is
perhaps unreallstlcally hlgh under current condltlons. A lower rete of
discount would serve to increase the effective sav:.ngs from the lower |

'contragc’o interest retes. For example,' if a .5 per cent discount rate

were applied,“ the present value of the interest savings from a h.S per-cént

as compared with a 5.0 pe'r.cent mortgage rate would be $L2.67.

Before ieaving fhis theoretical ‘discussion of mortgage demand, it
mayrbe useful fo present in concre’oe form the influenoe of varying
loan amounts, terms and interest rates on debt service. The amortized
monthly repayment scheme is now so universally accepted that a full
understand:.ng of current mortgage operations requires some. knowledge of
these 1nter-re1ationships .1

Of the three determinants of debt service, only loan amount bears
a one-to—one“releﬁionShip -w“ith oarrying charges.» Reéa.rdiess of term
or :i‘nterest rate, so 'loné as these two items remain unchanged, a doubling
of the -ioan principal will entail a 100 per cent ’increase in monthly

debt service. The influence of varying term and rate of interest on

lbrofessor Fisher has prepared a series of tables showing various
mortgage loan plans. Op. cit., Chapter IV. :
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monthly debt payment is a bit more compllcated. As mortgage repayment is
spread over a larger ‘number of level monthly payments, aggregate interest
 chérges also increase, with the result that the reduction in monthly
payment is less than proportionate to the extension in term. Such ex-
tensioné have their greatest influénce in moderating carrying charges
while the proportion of amortlzation payments to total debt service re-
mains quite 1arge.1”,‘

- Reductions in rates of interest do reduce debt serv1ce, but not in
dlrect proportlon to the rate change. Unless the tern is also extended,
full pfinéipal amortization must be crowded into the same number of
: ﬁdhthly paymehté,'régé}dleSS‘of any'chénge in‘intérest rate. The ratio
of total interest to tbtalerincipal payments, however, does decline
ﬁdfe than prbporﬁionately”with the interest rate réduction, since larger
dollar amounts aré“applied tb'principal retirement in the smaller

moﬁtﬁiy'payment.2 '

‘1Or, in other words, when slight increases in aggregate interest payments
have relatively little influence on total monthly payment amounts, Since
successive extensions do increase total interest payments, reductions in
monthly carrying charges are progressively less significant at longer
terms. See Table II., :

2For ‘-example, consider the allocation of the first month's payment as
~ between interest and principal, on a $10,000 loan, for a 20-year term,
‘at various rates of interest.

. Contract Rate Total Monthly Interest Component  Principal Component

of Interest Payment - Amount ~ Per cent Amount Per cent
Lz $60.60 o $33.33 55.0% $27.27 45.0%
5 66.00 1.67  63.2 24.33 36.8
6. 71.65 50.00 69.8 21.65 30.2

Computed from Extended Payment Table for Monthly Mortgage Loans, Finan-
' cial Publishing Company.
On a 20-year loan, a 50 per cent increase in interest rates from 4 to 6
per cent has the effect of increasing the ratio of total interest to
total principal payments by 59 per cent. On a $10,080 loan at L per cent,
. aggregate interest payments (over 20 years) are $4,5Ll; at a 6 per cent
rate, the corresponding total is $7,196.
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TABLE IT. MONTHEY PAYMENT REQUIRED TO AMORTIZE A $1000 MORTGAGE AT
L R VARIOUS RATES OF INTEREST AND FOR VARIOUS TERMS

Rate of Interest =~ Term in Years
- 15 20 25 . ko
3.5 $18.20 - ¢$ 9.89. $7.15 $5.80 $5.00 ¢$ 3.8
4.0 18.42 10.13 7.L0 6.06 5.28 L.18
5.0 18.88 10.61 T.91 6.60 5.85 4.83
‘5.5 19.11 10.85 . 8.17 6.88 6.1, ~ 5.16
6.0 19.3L 11.10 8.hb 7.16 6. 5.51

Sdufée:. Coﬁputed‘from Ektéhded Péjment Table for Monthly Mortgage loans,
Financial Publishing Company, Boston, 1940. ‘

- The effect on:monthly debt Service of changesAin term and interest
rate, both individually and ih combination, is indicated in the Tablé II.
Ffdm this table the relationships discuss§a abdve‘are clearly demon=-
strated. For example, a 5—&ear, 6 per centAloan calls for a monthly
payment fully 5 timeégés large ééla.similar'ioan‘at.B.S per cent over a
Lo yeér7term. Extensidn ofkloan‘term is muéh more effective in reducing
debt service at lower rates; aﬁtj;S per cent, leﬁgthening the term from
5 to 40 years reduces each monthly payment by nearly 80 per cent, whereas
at 6 per cent, the reduction is slightly over 70 per cent. On the other
hand, interest rate changes are most influential in connection with long-
term 16ans; for a S-year term, increasing rates from 3.5 to 6 per cent
raises monthly payment only 6 per cent, while a similar rate increase on
a l0-year loan entails a 42 per cent advance.

- These relationships may also be indicated Sy«referring to a con-
ventional indifference curve representation of alternative level monthly
payment patterns. (See Chart II;) _

Especially when the level monthly payment plan is used, lenders
give careful consideration to the relation between debt service and

anticipated borrower income. In the past when unamortized loans were
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written for nominal 3-year terms, the only mortgage obligations to be
met regularly out of current income were interest payments. Now, how-
ever, the entire principal as well as interest is paid out of income in
the form of monthly installments. Hence, it is particularly relevant

. to consider how varying interest rates and loan terms affect the princi-
pal amount that can be amortized by a constant monthly payment. For
instance, assume the borrower's income can reasonably warrant an outlay
‘of $50 per month toward debt service. The foilcwing tzble indicates the
maximum loan gmounts this fixed payment will service, to the nearest §5.

TABLE IIT. LOAN AMOUNT AMORTIZED Bf CONSTANT MONTHLY PAYMENTS OF $50,
AT VARIOUS RATES OF INTEREST AND FOR VARIOUS TERMS

Rate of Intérést Term in Years

5 10 15 20 2 Lo
3.5% : $2750 $5055 $6995  $8620 $9990  $12,905
L.0 2715 LgLo 6760 8250 LTS5 11,965
4.5 : 2680 . L4825 6535 7905 8995 11,120
5.0 2650 L7158 6325 7575 8555 10,370
5.5 2615 L4605 . 6120 7270 8110 9,696
6.0 2585 14505 5925 6979 7760 9,085

Sources Samke‘ as Table II.

Analegous observations may be drawn from this table as from the
previous one. At the extremes, the level monthly payment will amortize
5 times as large a loan on a 3.5 per éent, LiO=year basis as on a 6 per
cent, S-year basié. Lengthening the term of the loan permits the amorti-
zation of a 1arger amount,' but not in direct proportion to the extension.
At a 3.5 per cent ‘rate‘,‘ the amortized amount inéreases L7 times as the
term is lengthened from 5 to LO years; at a 6 per cent ratg, the multi-

plier is only 3.5. Where the term is as short as 5 years, total debt



CHART II. LEVEL MONTHLY PAYMENT REQUIRED TO AMORTIZE A $1,CCO
MORTGAGE AT VARICUS INTEREST RATES AND LCAN TERMS

40 —
1 :
!‘:‘
. |
q 6
~ 1)
: &)
Py N S — _;'3‘.... ;
5 ]
e ok ‘ G per et
@ { X -
s
g | \T// € per.cent
B | i _‘ Y] ‘/,»C:-'!"f" ceng
o P I e B 5\
. .
P ! 3/ -
2 ! Loy cenZ”
.g I
ol L wun N
3 T o -]
> :
(1)) T
— b F— o 1 T |
I T
‘ | 4 4
| et | *,
¢ | ' S
’ ! | ! ! |
i | )
W PR VU S NP ORI N SO
{ | =
| L |
o s ’e /8 Zo FY) Jo T o
Term in Years

Source: Same as Table II.



Lo

service consisﬁs mainly of principai payments and, consequently, is less
affected by interest rate changes than when payment extends over a longer
period. The amount amortized over 5 years is but 6 per cent greater for
a 3.5 per cent than for a 6 per cent loan; the corfesponding difference on
a LO-year loan is L2 per cent. |
From this table, the potency of more liberal credit terms can be
readily demonstrated. As intereet ratee fall and repayment periods
iengbhen, the prospective home buyer <is‘ in e position to carry a larger
mortgage debt m.thout absorblng a greater share of his expected monthly
income].' This relaxat:.on of cre dlt avallabllrby mlght result in the
epurchase of more expensive homes, or in larger debt-value ratios for
the same properties if such is permitted by the mortgagee. If down
?aymen*t; requiremerits are not reduced as well, however, some households
would still be unable to take advantage of these opportunities because
of insufficient liquid holdings.2
The importance of the mterest componen'b in total debt service has
been alluded to in the prev:Lous dlscuss:Lon. Extending the period of loan
repayment is a real convenience for the borrower, but obv10usly this
privilege requlres a much larger interest payment. Interest is computed
on the declining unpaid principal, 50 ‘the shorter the term the smaller

is the total interest cost. The influence of varying rates and loan

1Tt must be remembered, however, that as the term is extended aggregate
debt service absorbs an increasing proportion of aggregate "life" income.

2Hence the effectiveness of Regu.l_ation X.
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terms on the interest eomponent is indicated by the" following table.
Fojr example, 1i‘ the mortgagor were granted ’e.$10,000 loan at L4 per cent
running for LO years, total interest payments would exactly match this
$10,000 sum. | |

TAELE IV. INTEREST COMPONENT AS A PER CENT OF TOTAL DEBT PAYMENT FOR

. CONSTANT MONTHLY PAYMENT MORTGAGES, AT VARIOUS RATES OF
‘ INTEREST AND FOR VARIOUS TERMS

Rate of Interest R ' Term in Years

5 1 B o 2 Lo
3.5% 8 16 22 .28 33 L6
L.o 10 18 25 31 CY 50
L.5 - A3 20 27 3 Lo sh
5.0 12 22 30 37 L3 - 57
‘ 2.5 13 ' 23 32 39 Lé 60

.0

i %6 3% kB e

Source: Same as Table II.
INTERNAL RATE C(F DISCOUNT

The variefy of loan combinations possible under the level monthly
payment type morbgage makes comparison of alternatn.ve plans difficult.
If the home purchaser is offered a cho{n.‘ce of several mortgage contracts,
with Varying rates of interest, loan terms, or loan amounts, what cri-
tema would he employ in mak:.ng his declsion? “This problem will be
brlei‘ly analyzed here.

The 1nf1uence of varying maseimum loan-value ratios in affecting
the dollar volume of home purchases has been cons:Ldered above.l The
'mortgagor‘, however, rarely has a real choice in specifying the loan
amount, for he ordinarily requires all that the lender will grant to

supplement his limited eduity accumulation in purchasing a particular

lSee ppo 32"'330
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house, If the lender refuses to approve his request, the borrower may

either try another 1endery,‘ consider a less expensive house, seek a
second mortgage, or continue rénting. Freqnently he could perhaps se-
cure the desired 1arger Joan only at a higher rate of interest, whlch
may or may not render the monthly debt service too burdensome.

Even 11‘ a larger loan could be gotten only at a higher interest

rate, the home buyer may be wise to retain a small emergency cash reserve

and seek the maximum possible loan. The inherent dangers involved in
completely draining his liquid resources to meet a largez; down payment
are hardly worth the poseible saving in interest payments .1 In the
event he finds this emei'ge_ncy reserve to be unnecessarily large or if
his income rises materia.lly,‘ fhe_nlortgagor may subsequently reduce his
mortgage obligation through prepayment;

The home purchaser who has a substantial liquid acoumulation may
rationally select the optimu::n‘loan ‘amount. "I'he magnitude of his down
payment would d‘epend upon the i'elavi;ion‘ oetween mortgage interest rates
and the expec;r‘ed net retu_rns on outside‘inwvestments. If the former
were much lower, the mortgagor would request a larger loa than if the
relat:we yields were more nearly equal.zv

When the alternatlve mortgage plans spe01fy varying mterest rates
and loan terms, the problem becomes more complicated. Under these cir-
cumstances, the mortgagor'!s selection may depend upon an implicit
"infraéperSOnal" rate of disconnt. This concept will be clearly iden-
tified in the following analysis. .
1see p. 33.
2Tn the continuous case, he would increase the requested loan amount

until, at the margin, the two rates are equalized. Cf. below.

L2
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First of éli; consider‘the case where interest rates remain constant
over a wide fénge of aliéfnative loan terms. For example, assume mortgage
lenders charge a h'pér cént fate of}intereét on all aéceptable loans,
whether the terﬁ“bevlo or » years. Therefore, provided his credit
rating is satisfactory,'the mortgage ap;ﬂicant méy select one of two
level payment plans. One calls for monthly debt ser§ice of $10.13 per
$1,000 of loan amount over a 10—&ear term; and the other, a $6.C6 monthly
payment for 2 years. In theory, the plan séleéted by the mor tgagor
would depend upon the implicit discount rate applied to these future
outlays. |

“If this intra-personal discount rate were equal to the market rate
of interest, the borrower would be indifferent as to his choice of loan
plans. Obviously, by definition, the present worth of either stream
of future disbursements would equal $§poo when a L per cent discoﬁnt
factor is assumed.l in this hypothetiéai case, however, the home buyer
would aétﬁally be indifferent as to whether orinot he borrows at all,

" for he would seek a loan only'if‘thé market rate were less than his own
discount rate.z‘ The fact that the home buyér applies for mortgéée credit
implies the'existenée of a surplus analogous to a "consumer's surplus"

in Marshallian terminology.

- lFor the balance of the present analysis, all calculations will refer
- to a $1,000 loan amount. ’

21n theory, he might become a lender if the market yield ever exceeded
this discount rate. In the continuous case, the individual would bor-
row or lend until the two rates are equal at the margin.



~. 80 long as the internal discount rate exceeds the market rate of
i per cent, the 20-year loan term would be preferred to the shorter
term loan. This fact may be demonstrated by referring to the standard

present value formula, o . S
. /_{/7‘_09:7_ 7
st = 7/ SGFE]
A = present value of a series of n monthly payments of
R dollars, discounted at a yearly nominal rate of
d per cent, converted monthly'.1
As stated above, when the internal rate d is Ly per cent, the present
value of both payment schedules is equal to the original loan amount,
$1000. As d increases, A continually falls below this amount, but.
the relative declipe is not‘identicél'for the‘two loan options. If
d = 5 per cent, the present value of $10.13 per month for 10 years is
$955; while for monthly pe&ments’of $6.06 over a 20-year term, A = $918.
Corresponding present values fof a 6 per cent discount rate are $3912 and
$8L5, respectively. Hence, it appears that the preference‘for the
lonper—term mortgage becomes more pronounced as a higher discount rate
is postulated. | |
This conclus1oo is hardly surprlslng, for mortgagors mlght be
expected to prefer extendlng the repayment period so long as 1nterest

rates are not 1ncreased. It mght be more reallstlc, however, to as-

sume that 1enders ascribe a hlgh degree of risk to grantlng long-term

Iror a disoussion of simple annuities refer to any standard text on the
business mathematics, e.g., Hummel and Seebeck, Mathematics of Finance,
Ch. IV.
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mortgages, and, as a result, do adjust rates of interest according to .
length of term. To simplify the analysis, consider the case where the
mortgage market menu consists of only two loan plans: one involving
a I per cent, 10-year loan; and the other, a 5 per cent, 2C-year loan.
Thé corresponding monthly payments per $1,000 of original loan for
these two options are $10.13 and $6.60, respectively. Once again,
the "intra-personal" discount rate will implicitly influence the home
purchaser's selection of loan plan, &lthough this time the decision is
a bit more complicated.

As an aid in analyzing this ‘problem, the‘.foliowing table has been
‘ prepared using the present value formula:
TAELE V. PRESENT VALUE OF A SERIES OF n MONTHLY PAYMENTS OF R DOLLARS,

DISCOUNTED AT A YEARLY NOMINAL RATE OF d PER CENT,
CONVERTED MONTHI.Y

Discount Rate : Present Value (A)

@ R = $10.13, n = 120 _ R = $6.60, n = 2L0
L.0% $1000 $1089

- 5.0 ‘ 955 : 1000
6.0 912 921

- 6.5 892 88L
7.0 872 851

If d=L per cent nelther plan would be attractive to the home buyer.
Certa:.nly he would not borrow 3],000 if the present value of the monthly
outlays were $1,089. Furthennore, he would be indifferent as between a
lO-year loan or no loan at all for reasons described above.

At a 5 per cent discount rate, the borrower would deflnltely prefer
the shorter-term mortgage, as the present value computatlons indicate.

Similar observations are applicable to the situation where d = 6 per cent,



elfhough:theamergin.of mreference has herroﬁed comsiderably, 1t da= 6;5
per cent, the 20-jear mortgage is actually chosen in favor of the shorter-
term loan, By 1nterpolat10n, the point of 1nd1fference is estimated to
be in the reglon of d = 6 25 per cent. At thls crltlcal discount rate,
present values are 1dentical and the tmo loan plans appear equally
favorable to the mortgagor. At lower rates, the h per cent, 10-year
plan is preferred° and, conversely, at values of d above 6.25 per cent,
the 5 per cent, 20-year plan is chosen. ‘

’ This point of indlfference was estamated by a process of trial
and error. Unfortunately, an exact SOIutlon to the relevant equation
cannot 5e found by elementary mathematical methods. This equation

nay be expressed in the following way:

,P// a(/,/—/cf) / 77/ (¢td) 74«)/{/{ YA

As stated at the outset of the present dlscu551on, the concept of

"intrarpersonal dlscount rate" is of limited practical value in analyzing
mortgage market behav1or. It may merely provide a partlal ex post ratlon-
alizatlon of an existlng 1nterest rate structure. This concept comblnes
1nto a 81ng1e rate a great many seemlngly 1ncommensurate variables, such «
as future 1ncome‘prospects, psychological time preference, expectations

- a8 to future interest rate changes, psychological desirability for a
debt-free home, etc, Even in the agbsence of positive time preference,

in the terminology of Irving Fisher, the home buyer may choose a rela-
tively long repayment period despite the‘slightly higher interest rate
imposed. ﬁTheoretioellyj an individual would consider it economic to pay
cash for e home only if he mosseseed an unusually large sum- of liquid

funds not investible in ordinary higher income-yielding assets. In a
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realistic sense, however, this statement demands serious qualification,
for decided benefits, material as well as subjective, accrue to the owner
of a debt-free hc‘)me.i | |

| Certainly the h01,ne buyer does nbt: cor‘xsider' his own particular dis-
count rate in.‘choésingV'one'loa_n‘plan‘in i‘avof of am_o*bhez:'.1 Perhaps the
most common, as.we_;Ll as ‘the most‘ important, grite:pion in making the
selection cénéist?sl éf relating debt service to expected incomes. A
i per cent, 1l0-year mortgage might entail a monthly payment schedule
that is too burdensome for the mortgagor to carry safely, while the

same loan may be easily handled if recast on a 5 per cent, 20-year

basis.2

1 .

Indeed, a single discount rate may be applicable to the individual'’s
loan preference function only at a particular moment of time and over
severely restricted range of loan amounts and terms. The rate may be

different for each year up to a certain point and then may approach
infinity, etc.

2Carrying this theoretical analysis one step further, it is possible to
solve these loan selection problems by means of a conventional indiffer-
ence curve representation., Consider the example used in the text where
the home buyer had the option of choosing either a 4 per cent, 1l0-year
loan, or a 5 per cent, 20-year loan. To demonstrate this diagrammatic
technique, assume a discount rate of 5 per cent. The continuous contours
connect points representing monthly pagyment schedules to which the mort-
gagor is indifferent (i.e., where A is constant.)

A =% 000

o

[
|
l
|
]

‘s 20 . 28 Jo Ss o
Term 17 Fears
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2 (Continu.ed)First locate the two monthly pavment plans on the coordinate
axis, which are $10.13 - 10 years, and 6,560 ~ 20 years in this example.
Then sketch the relevant -indifference curve through one of these two
points. Now if the second point lies within the arms of this contour,
the former indicates the preferred loan plan. Conversely, if it lies
outside the contour, the second is preferable. Alternatively, indiffer-
ence curves could be drawn through each'point, and the curve bearing the
lower present value (A) indicates the preferred plan. Accordingly, the
10-year repayment period is selected when d = 5 per cent.



CHAPTER 3. HOME MORTGAGE DEMAND IN METROPOLITAN BOSTON

Before concluding Partfﬂ;'SOme”addifional characteristics of the
Boston housing market will be reviewed. The implications of certain
demand relatlonshlps will be developed 1n later chapters insofar as

they 1n£1uence mortgage lendlng operatlons. )
ECONOMIC CHARACTERISTICS OF THE BOSTON AREA

. Boston, while one of the oldest and largest cities in colonial .

America, has gradually'waned in national prominence since that time.

Although 1t is still the largest population center in New England, the.

Metropolltan Boston Area has decllned in national ranking from fourth
to sixth 81nce 1920. of the 32 1argest metropolltan areas in the |
country, only Pittsburgh has shown a slower rate of growth during thls
perlod, the. Boston Area hav1ng 1ncreased 28. 5 per cent, Typlcal of
most urban growth patterns, the Clty of Boston has grown much less
rapldly than have the outlying suburban communlties. The populatlon
of the City of Boston has advanced llttle over 10 per cent since 1920,
w1th only Providence showing a smaller percentage gain among the 32

areas .1

Growth patterns for the 6 largest metropolitan areas are 1nélcated

by the following table prepared by the Natlonal Industrial Conference

Boards

1Road Maps of Industry, No. 826, National Industrial Conference Board,
October 26, 1951, .
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TARLE VI. . POPULATION TRENDS
DR CITY VS. SUBURBS, 1920 - 1950

: Number,gngersons (000)

‘ e i : ©.:195%0 - ' 1920
Central City -  71pside  —Outside Inside — Outside
: Central Clty Tentral City Central City Tentral City

New York- North-.

ern New Jersey 8,625.7 L, 277 8 6,332.7 2,158.0
Chicago. = - '3,621.1. : 1,873 5 2,701.7 820.1
Los Angeles 1,970.3 2,397.6 576.7 L21.2
Philadelphia: 2,064.8 1, 595 9 1,823.8 890.5
‘Detroit 1,8L9.9 1 166.3 993.7 312.1
Boston 800.6 - 1 569.9 TL8.1 1,096.2

Source: Road Maps of Industry, No. 826, National Industrial Conference
Board, October 26, 1951.

The gradual increase in total populatlon in the Boston area is
further suggested by observing comparative data on birth and death rates,
In 19h7, the birth rate per l 000 1nhab1tants stood at 23.3 in Massa-
chusetts agalnst a national average of 25.8. Corresponding statlstlcsy
on death rates were 11.2 and 10.1 per 1,000 inhabitants, respectively.
These‘signifieant differences euégesﬁ the existenceiof an older age dis-
tributioﬁ in‘the 16&51 area, perhape cﬁaracteristic of a relatively mature
economy.:

The comp051tion of the Boston 1abor force and of bu51ness activity
in general‘also ref}eets a mature,‘establlshed economyf In accordance
with its siowefhpopulatiOn growth, tﬁe local increase in number of workers
has not maﬁched that ef the nation. Buring”the decade of the 19&05, the
total labor force in fhe Metropolitan Bospon Area advanced only § per

cent to 993.2 thousands, compared with a 13 per cent increase in the

liconomic Almanac, 1950, p. L.




United S*t:,a’c,es.1 Ano’ther major source of labor for the industrizl expansion
during the" past decade has come frem %ast; uneﬁxpioyed pobis;'whic}; had
declmed from 168 thousand in 1940 to 56 thousand by 1950.

" The proportlon ‘of the populatlon in the 1abor force is slightly
higher in the Boston area than throughout the natlon, largely because
of women workers. Especially during the early 19L0s a large number of
jvomeri 'were" attracted into full-time ‘employment, 'so that by 1950 nearly
a third of all wo‘men in the Boston area were actively in the labor force.
In eddition‘ to t}ie stimﬁiﬁs of wartime iabor needs, the proportionately
more significent role played by women in the local area is due in part
to the urban concentration of population and the location of meny firms
offering extensive employment to women, such as insurance, finance, soft
good[s' production and ;]e'welry.3

Manufacturing continues to be the 1ergest single source of empioy-

ment both locally as "wellias netionally. These activities in the Met-
ropolitan Area are widely diffused emong'the various major industrial’

categories, with n'earlyd 275 thousand persons in 1947 employed in over

1Bus:i.ness Record, National Industrisl Conference Board, February 1952,

2The 1940 data refer to the Metropolitan "District.". 1940 Census of Popu-
lation, Vol. II, Part 3, Table A-50. Data from 1950 Census are presented
.in Bus; Business Record, February 1952, p. 70, and refer to the Metropolitan
"Area." See Chapter 1.

3iThe New England Labor Force," Monthly Review, Federal Reserve Bank of
Boston, March 1952. _
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5400 manufacturing establishménts.t At that time, 11 per cent of this
’ ‘.working force was employed in the electrical machinery in‘dustry, followed
closely by the following, in' order: ’food and kindred products, leather
and leather 'ﬁroduc'ts ; other machinery, apparel, and printing and pub-
lishing industries. Whi;Lethe textile industry continues to represent
a primary activity througl';out New England, fewer than 11 thousand
. workers in Metropolitan Boston were employed in "textile mill products"
in 1947. Heavy industries are relatively insignificant in the local
area, as 3.9 thousand were employed in“primary metals at that time.

Just as the -Boston ‘economy has approached a rather mature stage

in its development, so also is a.large'proportion of its labor force in
the older age brackets.2 This cdnsequence i‘oliows directly from the
.age distribution of a relatively stable population, but it is also in-
flgenced by the industrial structure. For example, a larger proportion
of the gainfully employed persons are included in professional and tech-
nical groups in the Boston area than throughout the United States. The
corresponding ratios for these groups in 1950 were 12 and 8.8 per cent,
locally a_nd nationally, respectively. The continuing shortage of such
trained personnel has perhaps caused many individuals to remain on the
job beyond ‘the usual retirement age. Furthermore, the more mature New
Enéland industries may not offer the same ample opportunities for un-
skilled young workers as do the more rapidly growing industries concen-

trated in newer sect.ions.3

119117 CenSus of Manufactures, Bureau of the Census, Volume III, Table 1.

2See Monthly Review, Federsdl Reserve Bank of Boston, September 1951.
See also p. 50 above for data on birth and death rates.

3nThe New England Labor Force," op. cit., p. 2.




With a hlgh proportlon of its labor force employed in the skilled,
techn:.cal and proi‘essmnal occupatlons s it is not surpmsa.ng that Massa-
chusetts ranks above the average in per caplta income payments. In 1950
per caplta incomes in the Commonwealth were 351 600, compared with a
United States average oi‘ $l h36 In accordance with its relatlve de-
cline in populatlon and economlc promlnance, the margin of local over
natlonal per capi'ba income pay'ments has steadlly narrGWed in recent
years. In 1929 5y the correspond:mg average incomes were ‘,p897 and $6¢0,

and in 19140, $76h a.nd 3;:575, respectlvely.l
THE BOSTON HOUSING MARKET

Inasmuch as most of the above demand factors reflect a mature
economy, one might ed:pect the locai demand for new housing to bev
rela‘bively stable and pred:;w'l‘,able.2 Over the past three decades,
however, the volume of new home constructlon has fluctuated widely in
the Boston area, and the postwar era has witnessed a bulldlng boom of
unprecedented proportlons. Although population increased only 9 per
cent between 1940 and 1950 the total number of households and occupied
dwelling units in the Metropolltan Boston Area advanced 19 per cent.

Over the same decade, the average number of persons per occupied dwelling
unit fell significantly from 3.90 to 3.56. This disproportionate increase
in occupied units .reflects not only rising incomes bnt, glso anv unusually
lR E. Graham, "State Income Payments in 1950," Survey of Current Business,

August 1951, pp. 11-21, In 1949 the median family income in the Metro-
politan Boston District was $3,51L. Business Record, February 1952, pe. T0..

2Data on the age of housing are not available for various communities, but
a casual observation of local standing homes indicates an abundance of
century~old properties.
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Fluctuatlons in local home buildlng actlvity are indicated in
'Table Vi, but unfortunately these data are not directly canparable with
the national statistics presented earller.2 ‘Local data refer to build-
1ng permlt applications in representative Massachusetts cltles and towns,
but the number of communities chosen for the tabulation has gradually
been extended from 39 to 1Lk6. Since adausted data for prior years are
not always 1ncluded'when the coverage is expanded, it is 1mp0381b1e to
measure the amplltude of cycles in local home bulldlng over the past
30 years.. A further llmltatlon on comparablllty arises from the fact
that the permit data refer to the number of buildings constructed but
give no indication as to the number of individual dwelling units in-
cluded. Nevertheless, the severity of cyclical fluctuations in local
home building may be deduced from data in Table VII. For example,
nearly'l2,000 new building permits were filed in 39 cities during the
peak year 1925, while 9 years later the number of applications was but

1,31l for 55 cities and towns.3

1In 1950, the merriage rate per 1,000 inhabitants in Massachusetts was

12.0, compared with a United States average of 11.2. Economic Almanac,

2Chart I.

3Massachusetts Department of Labor and Industrles. The fluctuations in
number of dwelling units involved in these applications were even more
pronounced. This belief is based on the fact that only 57.9 per cent

- of the applications referred to single family dwellings in 1925, while
the share rose sharply to 98 0 per cent by 193L.




TAELE VII. BUILDING PERMIT APPLICATIONS FOR RESIDENTIAL PURPOSES IN
SELECTED MUNICIPARITIES IN MASSACHUSETTS, SELECTED YEARS,

1925-1950
Year . Number of - . Number of Estimated Cost
B . Wnicipalities - - Buildings -~ - {00C)
1925 39 | 1,795 - $ 117,366
1927 0 55 . 11,&18 ' 101,959
193L .55 1,31k 9,513
- 1936 . 55 2,935 : 18,020
o 55 ' h 896 - 32,720
1946 , 68 , 6,947 - .52, 368
k7 68 9,0L9 | 73,36
1948 - €8 o 10,560 103,795
1949 68 11,718 - 137,609
1950 . . 6B . e 115,910 - 163,612

Source: Annual Summary Reports by the Massachusetts Department of Labor
and Industries. '

Periods of extensive home bulldlng actlvity are genera]ly accom—
pam.ed by a heavy trad::.ng in emstlng properties, as an increased demand
for houelng services manifests itself in the purchase of both types of
dwelling ‘units. Sellers of e}d.sting homes may prefer more expensive
accommodatlons, may be mov1ng out of the community, or may merely be
mll:mg to part w:.th thelr asset at the prevailing high price level.
Since approx:.mately 90 per cent of all home purchases involve mortgage
financ:.ng, a rough measure of transfer activity among both new and
ex:.st:mg properties is supplied by data on mortgage recordings. In
Table VIII, total mortgage recordings on 1-- to 3-fam11y properties are
compared w1th postwar home construction actlvrby in 5 communities in

'the Boston area. As would be expected, total mortgage recordings far

exceed the volume of new home construction, although in relative terms this

margln varies cons:Lderably. The mortgage index rose smoothly during ‘the
S-year per:.od under consmdera,tlon, 'Whlle “bhe mdex of home constructlon

followedf a hlghly 1rregu1ar path. Moreover, the latter index increased
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TABLE VITI. RELATTON BETWEEN NEW HOME CONSTRUCTION AND TOTAL MORTGAGE
o . RECORDINGS ON 1- T 3-FAMILY PROPERTIES IN FIVE* METROPO-
LITAN BOSTON COMMUNITIES, 19L6-1950

No. of Homes Index No. of 1 - 3 Family Index
Year T Baild [ 1946 = 100 Properties Nortgaged 1916 = 100
k6. 693 100 _ : 5551 100
1947 76L 110 5859 106
1948 1574 227 , , 6133 : 110
- 19h9 1179 ' 170 6389 115
1950 181k 262 S y(hil 13k

Source: Home construction data from Massachusetts Department of Labor
.~ and Industries; Mortgage data computed from tabulations of the
© _Metropolitan Mortgage Bureau of Boston. , :

*(Inéiudes: Arlington, Belmont, Lexington, Newton, Quincy.
162 per cent between 1945 and 195C, vhile the former advanced but 3k
per éént.,‘Thié sighifiéant difference in relative movements suggests
théf the purchaSé of existing homes is not only quantitatively more
imporfantkbut also far méfé stable than the .purchase of newly-constructed
units, at\lqéstrin;prosperity peribds.;- Another factor which perhaps
stabilized dataaon.mgffgégé recordings refers to the unknown but sub-
sténtiél/voluﬁé of‘:efihance'activity included’in these data. It is
likély that mértgagé borroﬁiﬁg“fof pﬁrpoéeé of home iﬁproﬁement or
modernization ig feiafively ﬁhaffectéd By minor ch;nges in econbmic
' conditions.2 . - |
Chafactéfistics of‘Housing‘Stock‘iﬁ Metropolitan Bogton
| Bostoﬂ is fypical of most metropolitan areas in‘that single—family
dwelliﬁgé cbmprise a reiativély small proportion of a1l residential
1 depréséion periods, the index on new home building would drop to a
fraction of the corresponding prosperity level, while the path charted
by ‘the index on property transfers would be less predictable. Al though
transfer of ownership of existing properties is undoubtedly less common
in depression than in prosperity periods, many home owners are compelled

to dispose of their holdings beceuse of mortgage delinquency and fore-~
closure, inadequate income to maintain the property, etc.

2Such refinance activity bears an important influence on these data on
mortgage recordings as number rather than dollar volume is the basis
for the tabulation., ’
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properﬁies. In the local housing market, 2- to L-family dwellings have
traditionally been a favorite investment, accounting for slightly over
one-half of all ~residerl‘itia.’!_ properties in 1950.'”VAt the same time, 'single-
family units represented about one-third and large rentai units about one-
tenth of this total stock. -(See Table IX.)

TARLE IX. DWELLING UNITS IN METROPOLITAN BOSTON BY TYPE OF STRUCTURE,

1940, 1950.
(Number in Thousands)

SRR 1940 ' 1950

Type of o , , ‘ o

Structure o Number  Per cent Number Per cent

A1l dwelling units = 596.9 100 680.7 100

1-4 family : 507.k 85 . 559.5 » 82
1 family detached 196.9 33 20L.1 30

- 1 family attached  n.a. _ Nea. 1.0 1

" other 1~k family n.a. n.a. 3h8.L - 51

5-9 family 43.9 T | 62,6 - 9

10 or more hS 6 8. 58.6 ) 9

Source: 1950 Census oi‘ Housmg, Prellmnary Reports, Series HC-3, no. 7.
" TMn.a. - not available.

Although these data indicate a predominance of multi-family proper-
ties in'the Boston housing inventory, the pattern of new construction has
varied widely over the past 30 years. A complete breakdown on type of
structure is not available, but the share of total residential construc-
tion ‘r‘epresented by single~family homes is known for the Massachusetts
communities referred to in Table VII. The building boom of the 192051
was concentrated in large part on multi-family units, and in 1925 such
properties constituted L2.1 per cent of the number and 66.9 per cent of’
the estimated cost of total residential const,r'.lc’c,:lon.:L With the onset
of the depressmon, investment in new rental housing appeared most un-
attractive, and by 19311 s1ng1e—fam11y unlts represented 98. O per cent of

the number and 97 8 per cen'b of the value of the severely curtailed

11n this connection, .multi—fanﬁ.ly properties refer to all but single-
family units, i.e., they dnclude a1l 2- or more-family properties.



58
production, |
In the postwar period, there has been a renewed interest in multi-

family construction, although the extent of this activity is far below
previous peaks. In 1949 these efforts reached their highest postwar
level when multi-family properties accounted for 15.3 per cent of the
number and L47.9 per cent of the value of all newly-constructed residential
properties in the Commonwealth. .By 1950, however, the corresponding |
percentage_shares.had fallen,to_B.h and 2L.1 per cent, respectively.1

- In a‘felétively free housing market these wide shifts in the com~
position of new construction would result from fundamental changes in‘
; the relative investment attractiveness of single- and multi-family
properties. Since the early 1930s, however, a significant.but uncal-
culable portion of these movements merely reflects modifications in
federal housing policies. In poétwar years, for example, the VA home
loan prograh,has sﬁimulated an active demand for small owner-occupied
homes, while changing FHA rental housing regulation32 and extensive
_public housing activity have produced a fluctuating volume of multi-
family construction. Public housing has never contributed as much as
S per cent of new single-family construction, while in mulfi—family
construction it has been far moré signifiéanﬁ, though highly variable.
The ratio of public td»p;iyate‘stérts'in 2-‘or more—family structuresl
fang_ed from 0 1in 1546 to a high of 6.20 in 1950. The peak year for
pﬁglic héusing, however, was 1949 when h,?hd dﬁelling units were financed

with public fdnds, all}but 870 of which involved structures with 5 or

lMassachusetts Department of Labor and Industries. These data corres-
pond closely with BLS data on construction in the Metropolitan Boston
.area, the latter finding single-families to account for 58 and 77 per
cent of all new dwelling units in 1949 and 1950, respectively. Con-
struction, U. S. Department of Labor, May 1951, pp. 12-1k.

2Especially regarding emergency provisions of Title VI of the FHA
program. (Section 6C8.)
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‘more units.  In the same year private capital accounted for 8,170 new

dwelling units, with 5- or more-family structures accounting for only

620 units.® -

By affecting the type of residential construction, federal efforts
havé -directly ihfluenced overall tenure status in the local housing
market. Obviously owner-occupancy is far more prevalent in areas where
singlé-family‘properties predominate than in large metfopolitan areas
where multi-family properties are most common. For example, i1"1950
ovmer-occupied homes accounted for 31 and LL per cent of &all occupied
dwelling units in the Metropolitan Areas of New York and Boston, respec-
fively; while the corresponding ratio in the smaller Youngstown Area was
70 per cent.2 ’Largély‘because of the postwar interest in single-family
construction, however; the number of owner-occupied units in the Metro-
'politan Boston Area increased 50 per cent during the 19L0s, while the
number of rental units remained relatively unchanged. (See Table X.)

In addition to positive federal encouragement of owner-occupancy, perhaps
this behavior is due in part to negative effects of rent controls in
curbing fhe construction of new rental structures.

TARLE X. TENURE STATUS OF DWELLING UNITS IN THE BOSTON STANDARD METROPOLITAN
AREA 1940, 1950

: o , 1940 : - 1950 "~ Change
Tenure ' Number Per cent Number Per cent 190,0-1950
Tawre | WL To00T Per cent
All occupied e 4 ; » ' , e
dwelling units 558.2 100 665.6 v 100 - 19
Owner-occupied . 195.0 35 - 291.1 hh L9
Renter-occupied 363.2 65 374.5 56 3

Source: 1950 Census of Housing, Preliminary Reports, Series HC - 3, No. T

1Construction, U. S. ibpartment of Labor, May 1951, pp. 12-1k.

Business Record, February 1952, p. 7l. These ratios are perhaps even
higher in smaller non-metropolitan areas. '




Mortgage Indebtedness |

The 31gn1flcance of mortgage indebtedness in any given housing market
depends upon several factors. Slnce’most new mortgages arise in connec-
tion with home purchase;'the volume of recent purchases whether the pro-
perties be new or old is a primary determinant of overall mortgage status.
Sample surveys conducted by the Burean of Labor Statistics reveal that
mortgage flnan01ng is 1nvolved in over 90 per cent of all new home pur-
chases.1 Undoubtedly mortgage flnanclng is equally common in the trading
of older propertles, but in thls case the buyer may, in effect, assume
full liability for the.partlally amortized mortgage of the seller as part
payment therefor; with the proportion of mortgaged amongvail properties
remaining unchanged. Where resort to mortgage borrGW1ng is not required,
the home buyer often applies the proceeds of a prev1ous property sale to
the present purchase. The degree to Whlch the recentness of a home pur-
chase 1nf1uences overall mortgage status obvlously depends upon the aver-
age llfe of the mortgage contract. |

There appears to be a positive correlation between the significance
of mortgage indebtedness and the population size of the housing market
concerned.‘ (See Table XI ) In early 1951 mortgaged properties as a
proportion of total occupied units throughout the nation ranged from 33
per cent 1n "open country“ to 57 per oent in metropolltan areas. Recent
data are not avallable for the Boston area alone, but findings of the
1940 Census of Hou51ng may reveal a reason for the apparent connection

1Unpub1ished studies by the New England Office of the Bureai of Labor
Statistics, U. S. Department of Labor.

2Under current mortgage lending practice, the seller is generally
relieved of all existing mortgage obligations after the sale is con-

~ summated and after the lender has drawn up a completely new contract
for the buyer. In the past, however, the existing note was often
simply endorsed by the latter, but the original mortgagor was still
technically liable in the event of delinquency or default.
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TABLE XI. MORTGAGE STATUS OF OWNER-OCCUPIED NONFARM DWELLING UNITS, BY
ORI IO, - LOCATION OF PROPERTY, EARLY 1951 :

Location of e All Cases Mortgaged . Not Mortgaged

Property ~ Number Per cent Per cent Per cent
Metropolitan Area L95 - 100 57 L3
City, 50,000 or more 238 - 100 58 L2
City, 2,500-L9,999 357 100 L3 57
Towns, up to 2,500 269 . 100 - Lo :

Open Country 1 lOO 33 67

Source: "1951 Survey of Consumer Flnances," Part V, Federal Reserve
- Bulletin, December 1951, pp. 1516-26, Table 3.

between mortgage status. and population‘size. While 66.1 per cent of all
local 1- to Li-family properties were mortgaged in 1940, the corresponding
ratios for single-family and for 2- to L-family units takeﬁ separately
were 63.1 and 72.7 per éent, respectively.1 From these data, it appears
as if purchasers of 2- to L-family properties must resort to mortgage
financing more frequently or for longer periods of time than do single-
family buyers. Since the former properties tend to predominate in large
urban centers, it may be expected that mortgaged properties are most
widespread in such centers.

Prices of Homes in Metropolitan Boston

Except for partial coverage during the postwar period, data on

average home prices are almost totally lacking for the local area. Per-

mit data presented in Table VII are of limited assistance, as they refer
. only to the total number of buildings constructed and their estimated
cost, but give no indication of cost per family dwelling unit. More
detailed information for the years 1946-50 has been obtained in regard
to permit éppiications among 18 communities in the Boston area. In these
cities and towns, average'constrﬁction cost per unit shows a consistent

upward trend, rising from $L.L9 thousand in 1946 to $8.92 and $9.57

11940 Census gf Housing, Volume IV, Part 2, Table E-1.
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thousand in 19h9 and 1950 respectively.lv Sample surveys conducted by
the Bureau of Labor Statistics reveal sidilar average construction
These latter data refer to actusl costs on 81ng1e-fam11y'homesstartedz
while the former are cost estimates filed:w1th permit applications.
These data relate only'to costs of construction, and, as anelyzed
in the theoretical section, may not follow trends in actual market valua-
tions very closely. . Although production costs had~fallen scmewhat be-
tween the mid-1920s and the early 1930s, informed judgment of interviewed .
parties points to a much sharper decline in current real estate prices
during that period. By 1940, ‘the "averaze value" of single-family
properties as used in census tabulations had reached $5,6L2 in the
Metropolitan Boston District.> During the postwar period the local hous-
ing market has enjoyed boom conditions, and, except for 19L9, new con-
struction and home prices wrose steadily through 1950. The brief economic
reversal in 1949 was accompanied by4a 25 per cent drop in new home‘con—
struction in the 5 communities of briek housing activi’cy.Ll In addition,
) the upward drift in home prices was temporarlly checked, as the" average

purchase price in 10 local communities fell pearly L per cent from the

1Massachusetts'Department'of Labor and Industries.

2Const.ruction costs as defined by the BLS include -all labor, materials,
subcontracted work, and contractor's profit chargeable directly to the -
project. Land development costs and sales profits are excluded from
this coverage.

19h0 Census of Housing, Vol. IV, Table E-3. The reliability of "average
value' usually depends upon the accuracy of the home owner's estimate of
what his property is’ “worth"‘—- hardly a scientific appraisal in most’
cases. ‘ .

hSee Table VIII. .



1948 ‘level_. (Table XII )

TABLE XII. AVERAGE SALES PRICE OF ALL HOMES PUPCHASED IN TEN mINICIPALITIFS*
B ‘IN METROPOLITAN BOSTON, 19L48-1951.

Period . - Average Purchase Price - Period = Average Purchase Price
1948- First Quarter ' $12,366 1950 $11,975
s 11,889 1 13,30k

Source: Computed from tabulations of the Metropolitan Mortgage Buréeau,
Boston

#Including Belmont, Arlington, Dorchester, Quincy, Lexington, Medford,
Newton, Somerville, Winchester and Roxbury.

Another, perhaps more exact, method of measuring movements in real

estate valuations involves a comparison of resale and original prices
for the same properties. Of course, Jo’h:’Ls technique is)of real utility

only when the resale follows the initial purchase rather closely, lest
| the price comparison might take account of property depreciation or ob-
" solescence as well as overall market trends. To minimize this possibility,
the following data refer to resale activity only if the property had been
initially purchased within the preceding year. |

TABLE XITI. RESAELE ACTIVITY IN MIDDLESEX AND NORFOLK COUNTIES, MASSACHUSETTS,
1946-1951

(Resale of same parcel within a one-year period)

Year of ’ Middlesex Count, Norfolk County
Second  Number =~ % of $ of Sales Number T dof § % of Sales
Sale of Sales Increase at same or of Sales Increase at same or
in Total Iower price in Total lower price
Sales Sales
Revenues Revenues
1947 799 17 16 n.a. Neas Ne.a.
1948 366 11 15 129 13 16
1949 389 6 33 142 3 39
1950 351 10 . 17 133 8 25
1951 35k M .9 132 1 10

Source: Metropolitan Mortgage Bureau
n.a. = not available.

]While prices fell slightly, airerage construction costs as indicated by
permit data continued to increase nearly 12 per cent between 1948 and
1949. Massachusetts Department of Labor and Industries.
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The. temporary setback in 1949 is most pronounced in these data. Total
sales ‘révenues éhowed very little change, and‘pne-"bkﬁ.rd pf all property
reéale activity was made without any advance in price. The subsequent '
recovery was ;piro‘mp,than‘d ceffain, };oﬁe*}er, and by 1951 an up.‘wa‘rd‘ drift

in prices was once again well in evidence.
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PART TII. SUPPLY FORCES: THE NORTGAGEE

CHAPTER L. SOME INSTITUTIONAL AND THEORETICAL CONSIDERATIONS

The mortgage market is closely tied to external develoﬁments in the
industrial and financial sectors of the economy. The inherent connection
between the demand for home mortgage credit and the overall housing merket
-« has been andlyzed in the preceding chapters. On the supply side, the
- availability of loanable funds for home financing is closely related
to the outside capital market.. It will be shown that certain types
of institutional lenders are obliged by law or custom to invest in home
mortgages regardless of minor developments in other loanable funds markets.
By and large, however, mortgage loans compete with alternate investment
opportunitieé in attracting the funds of creéit suppliers. Specifically,
they must compare favorably with securities or other investment outlets
in regard to these generally accepted criteria: safety, liquidity,
.shiftability, and yield. Whether or not mortgage loans have succeeded
iniproviding-these desired investment characteristics will be considered
in some . detail throughout this study.

.At)thefpresent time, the availability of home mortgage credit is
largely influenced by the efforts of three major lender types operating
in the market. The congiomerate of private individual investors con-
stitutes fhe oldest and still a substantial source of mortgage funds.

‘The second, and perhaps most significant, type of mortgagee includes

the various private institutions seeking mortgage loans as an investment
outlet. Mortgage lending serves a variety of functions for these in-
stitutions. Conventional thrift associations act as middlemen in chan-~
neling the flow of community savings into the capital funds market, and
éé éuéﬁiofiginaté ana h;idim6r£g;gé‘ioans,to matﬁrity; Other speciélized

institutions, frequently called mortgage companies, operate in the market



;primarily'to initiate mortgage 19ans for the purpose of reselling them
to others at a profit. These brokers, ordinariiy with limited capital
reSOﬁrcesgbmay or may’ndﬁjmaihtain'é'étahding in@entdry of mortgage
investments from which sales are made to other financial‘ihétitutions.
The latter select mortgages'for investment pﬁrpoSesvjﬁst as they might
purchase any'public”br private securify, and may include the identical
thrift institutions referred to above. 'Quantitatively‘moie'significant
within this category, however, are life inéurahce companies, which
pufchaSe huge~amounts of sound mortgage loans on distant properties.:
In eifhér'dase, the originél mortgégee or broker is ofdinarily‘engaged
to service tﬁe mortgage after it has beeﬁ"aSsigned to a permanent holder.
" The third dominant powér in the home mortgage market, the federal
goverhmént, has so fér'played'a minor role as a direct source of mort-
gage Credit.' Only in emergency periods ﬁas this function been author-
ized, such as during the dépreséion wﬁen the HOIC program was in full
swing. In the postwar period this activity has been reinstituted in
anothef-form, that of'gréhting direct loans t5 veterans where comparéble
liberal credit accommodations are unavailable thfough private channels.1
Névefthéless, the bulk of fedefél intervention in the‘ﬁomebmortgage td
date has been)léss‘dirécﬁwbut'fully'as positive in its impact. The
institutional nature of this intervention will be considered in Part IV,
with specific reference to the Boston area being taken up in the suc-
- ceéding Parts V and VI. The balance of the present section will be
concerned with the'developmeﬁt of the first two types of mortgage
lenders. \ B | :

lActually this "direct" lending program differs only slightly in dégree

from the inflationary. advance commitment procedure followed by FNMA,
espec1a11y in the years 19&8-50. See Chapter 1.



DECLINE OF INDIVIDUALS AS MORTGAGEES

inasmuch as 1nd1vidual home ownershlp has long been.promoted 1n this
,country3 one mlght ant101pate an early development of a‘well-coordlnated
system for flnan01ng home purchase. Actually, however, for many years
home credlt needs were supplled 1n large part by 1nd1v1dual lenders,
whose operatlons have been generally undlsclplined and unrestrlcted down
to the present day. Even w1th the emergence of more sPe01alized 1nst1-
tutlonal lenders, positlve steps toward coordlnatlon and unlformlty are
of relatlvely recent origln, with the result that mortgape lending prac-
tlces have tradltlonally varled w1dely from c1ty to 01ty3 and within
communltles as well. - | |

So 1ong as the Unlted Statesiwas predomlnantly‘an aarlcultural
economy, most familles were housed on farms and did not seek home mort—
gage credlt as such. At that tlme, financing 1and settlement and im-
provement was generally supplled by 1nd1v1duals and by various state
and prlvate banks. Durlng the early nlneteenth century, however, the
movement to urban centers gathered momentum and famllles acqulred property
solely for home occupancy as distlnct from any agrlcultural or commerc1al
venture. Varlous types of lendlng 1nst1tutlons emerged to meet these
new home financ1ng needs, espe01ally in the more 1ndustr1a11zed eastern
regions of the natlon, and the shortcomings of 1nd1viduals as 1enders
became 1ncrea31ng1y ev1dent. The gecgraphlc area served by an 1nd1v1dual
was‘severely restrlcted as he could invest his limlted savings only‘ln
mortgage loans where the pledged property was nearby and familiar to him.
Moreover,ithe_scopevof hishlending operations were ordinarily too small
to”permit‘a mell—diversified portfolio’andwan efficient servicing proce-

dure. Lastly, he rarely was an expert at rating mortgage risk functions,
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and ordlnarlly relied upon the twme—honored debt—value technlque exclu—
s1vely. Hence, 1nst1tutlonal 1nvestors appeared far better adapted for
efflclent home mortgage operatlons, and the decline of the individual
as a mortgagee'was 1nev1table. | |

Desplte these shortcomlngs, the 1nd1v1dual contlnues to perform
a v1tal functlon in localltles where specialized 1nst1tutlons are
elther absent, unable, or unw1111ng to supply mortgage credlt needs.
The flrst condltlonwapplles“morevgenerally tobnewer sections‘of the
country where‘thrift'instltutions hare never achieved thelprominence
tppical of‘the\Northeast; ‘The "unable" circumstance frequentlyﬁarises
when llmlted cash sav1ngs compel a home buyer to seek an aggregate ldan
exceedlng that obtalnable from a savlngs 1nst1tut10n. Under these cir-
cumstances, the buyer may request a supplemental second mortgage loan from
an 1nd1v1dua1 lender. The "unwilling" situation may be a corollary of
the preceding one, where institutions refuse to approve certain loan re-
quests because of inferior mortgagor credit, poor property construction,
or unde51rable locatlon. The 1nd1vidual may orlglnate the mortgage him-
self, or he may purchase it through a broker or mortgage company that
perhaps has been unable to sell the paper to a conventional thrift
instltutlon. Where the 1nd1v1dual lender is concerned, purchase—money
mortgages are qulte common under whlch he,‘as seller of the property,
accepts a mortgage in part payment therefor. Purchase-money mortgages
are generally scught to supplement other borrowed funds, although they

may also represent a flrst l:Len.1

lThe individual also played an important role in the large-scale bond
financing during the 1920s. To finance the purchase of hotels and

* expensive apartments , individuals invested heavily in this salable
paper issued in small, convenient denominations. Wickens, "Develop-
ments in Home Financing," Annals of the American Academy of Political
and Soclal Science, March 1937, p. 7>.




69

V‘The"indiyidual_hasﬂlargelyvret?eated from direct mortgage lending .
ip many eectionswofqthe Boston,market.‘ Except uncder conditions outlined
above, the private persgn_has preferred to invest pis modest savings in
governmentrengdcorporete’securities,,or else increase his savings account
in 2 loeel @hrift inStitutiQn._ By entrusting his'funds with the letter,
he_indireetly inyestehin home:mortgages but at the same.time,is eéared
the problems.ofyservicing,and,maintaining a‘sound investmeﬁt portfolio.
In return for this convenience, the individual seeks safety above zall,
but‘does\expect eﬂpodest‘interest yield eonsistent'with this safety. He
generaliy aecumulates;a savings account to meet some future expenditure,
tqnprovide for old age, or‘merely’to establish an emergency reserve.
Since he does nqt expect to use either principal or interest payments for
current expenditu;es, the savingsAdepositor is willing to give the insti-

tution a 30-day withdrawal notice, if necessary.
CIRCULAR FLOW ANALYSIS

‘As’iedicated(in the preceding demand analysis, individuals ordinarily
seek home mortgage credit either to finance the_purchase of a new qr.
existing property,or'to ?efinence an existing"obligation.1 .Although
there is no analytical distinction on;the demand side as to whether a
new or an older preperty is purchased, supply implications may‘be quite
different. Indeed, when a newly-constructed home is. purchased, the
buyer, ordinarily'with the aid of borrowed funds, injects purchasing
power dlrectly into the 1ndustr1al sector through his payment to the
builder.v Such a purchase constltutes a real transactlon in the national

income: sense, and 1s accordlngly 1ncluded in the accounts of rezgl economic

1In addltlon, ‘an ex1sting owner. of unmortgaged property may need additional

funds for any of a variety of reasons and may pledge his property as col-
lateral. Such credit, however, is frequently sought in connection with
property improvement and modernization, and hence is drawn up on a short-
term basis. '



actav1ty.} The 1nflationary aspects of such purchases durlng expansionary
perlods have been recognized by the federal government, and efforts to
curb these dangers are manlfest in the credlt regulatlons of Regulatlon X.

The purchase of an exlstlng property, on the other hand, does not
constltute a real transactlon 1n the natlonal 1ncome sense, and expan-
81onary potentlalltles are perhaps 1ess dlrect and clear-cut.‘ Indeed,
when the ownershlp of an ex1st1ng stock of hou51ng is redlstrlbuted
throughout soc1ety, there is no necessary 1nf1at10nary or deflatlonary
bias 1nvolved. The Seller of the property shifts the form of his asset
holdlngs from a relatlvely 1lliqu1d house to cash or perhaps to a highly
11qu1d thrlft account. The buyer, on the other hand, acqulres the owner-
ship of a durable good in exchange for partlng w:th some llquldlty hold-
ings as well as assumlng a substantlal mortgage obllgatlon.2

If a mortgage is still attached to the prooerty at the time of
1ts resale, the 1end1ng 1nst1tut10n ordlnarlly draws up a new mortgage
contract, w1th the prev1ous owner rece1v1ng the loan proceeds. Thus
the 1atter 1s enabled to wmthdraw his equlty from the mortgaged property
as a result of the w1111ngness of the lendlng 1nstitutlon to inject new
funds 1nto the mortgage market. TMrlng the 1mmed1ate postwar perlod
before exten51ve home bulldlng was underway, ‘many ex1st1ng home owners
reallzed substantial capltal galns through dlsp051ng ‘of thelr property,

whether mortgaged or not 1n a brlsk real estate market. Such galns

1If for example, the thrift institution financing the transaction were
loaned up at the time and required added savings inflows, the loan
proceeds would be supplied indirectly by new savings of depositors.

On the other hand, depositors may merely be transferring some of their
cash holdings into savings accounts which are but slightly less liquid.
274 is theoretically possible, though highly unlikely, that if the thrift
institution were virtually loaned up when the buyer sought the mortgage
credit, the seller could in effect supply the loan proceeds himself

through making an immediate deposit of the full loan amount.



were made possible in large part by virtue of liberal mortgage credit
availability, and such trading of‘existing‘pfoperties uhdoubtedly had
a definite inflationary influence.,
T As iﬁdicated‘earlier, a home seller is'often obligéd'td take back
a substantial purchase-money mortgage in order to complete the sale.
In this'event,‘hoﬁever,Athere”iS no necessary flow of funds in the
mortgage market, and the seller realizes liquidity from the transaction
only as the attendant mortgaze loan is repaid. Purchase-money mortgages,
perhaps more than any other type of mortgage, are sorely lacking in
marketability, and can be onverted into cash'only at substantial dis-
counts if ‘at all. The history of speculative builders in particular
in accepting and discounting such second mortgages in selling excessively
over-priced properties has been most unfortunate.>

The3¥efinance of an existing mortgage without change in ownership
may require additional long-term credit only if the new contract in-
creases the outstanding loan balance. ' Frequently the rewritten con-
tract merely consolidates previous first, secbnd, and even third
mortgages into a single instrument. On the'other'hahd, it may offer -
the mortgagor a more favorable repayment schedule, such as a term ex-
tension, interest rate reduction, more convenient periodic payments,
etc.  Especially in periéds of vigorous competition éﬁohg mortgage
lendérs, the home ;wner”may find it advantageous to refinance his
mortgage at the institution offering the most substantial "price" con-
cessions. Provided he possessed reasonably complete knowledge of al-
ternate loan plans, the mortgagor may employ a'technique similar to
that described in Chapter 2 in seleécting the optimum combination of
contract provisions.

1See7Chapterl6-,“f L
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Straight—term and Fully Amortized Loans

" The principal difference between Stfaighf-term ana:fully emortized '
loans updnlthe'neW'lendiné operations of thrift institutions can be
conveniently'described by using a simple application of the Austrian
"Period of ProductiOn"'anélyeis;l ‘Ihexéireight-term loan contract is
enalogous"to the "point inbut—peint output™® case, whereby full>repay;
ment follows the granting of the loan by aAspecific time interval.
Fully amortized loans, on the other hend; may be repreeented as a vari-
ant of the "point input-continuous output" cese; whereby principal
repayment is gradual rather than in a lump-sum amount.

Consider the case where a lending institution writes all meftgages
on a fixed 3-year basis, and where all such loans are held until maturity
at which tame they are fully,retlred. fWhen the contract spec1f1es no
amortization payments, the oﬁtstanding loan balance remains at the -
orig{nal level, say SBCOSQQntil‘fepaid‘in‘full'at the end of the tem.

If the annual volumekof all straight-term. mortgages made by a lending
institution were valued at $300, its outstandlng portfolio could be
represented as in Table I. Assuming no. mortgage holdlngs at the outset,
the thrift institution increases its total mortgage investment only
until the earliest mortigages are retired, during which interval loans
may be made either out of newly-deposited funds or out of idle investible
resoﬁfces. nAfﬁer 3'§ears, repayment revenues are'sufficient'to meet all
new mortgage demands under the’restrictive‘assumptiohs made, and the
outstanding balance remains at $900 indefinitely in the continuous caee.2
In this simple case, the "period of production® is 3 years, and the lender
has a virtual turnover of capital within this period. |

lsee, for example, E. Bohm—Bawerk A Positive Theory of Capltal, 1889,
(Smartts Translation). ,
2In this simple model, ‘interest payments are dlsregarded, perhaps it could
be assumed that interest revenues exactly cover all administrative costs,
dividend payments, and necessary reserve allocation.
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As the term of the loan is extended, the thrift institution must
continue injecting new funds into the active mortgage market for a longer
period of time. For example, if the term were extended td 6 years, new
savings or idle capital would te required for the initial 6 years, and
the period of production would be doubled. Varvine the loan term thus
affects the period over which the lending institution (and indirectly
the community of savers) must wait to reaiize full liquidity on a parti—
cular mortgage investment. The specific term is of utmost significance
to thé individual mortgagor, however, for the shorter repayment period
entails a much more concentrated saving schedule on his own part. This
consequence is reflected in a leading argument for 20-year mortgage loans:
if the average home buyer is unable to accumulate sufficient equity to

TARLE I. COMPARATIVE PORTFOLIO COMFOSITION UNDER STRATGHT-TERM AND FULLY
AMORTIZED MORTGAGE LENDING

Straight-term Amortized®
Year New Loans End of Year Composition End of Year Composition
Ralance Balance

1 A-$30C $300 A-$300 $250 A-$250
2 B~ 300 600 B- 300 400 B- 250
A~ 300 A~ 150
3 C- 300 - 900 C- 300 L50 C- 250
B~ 300 B- 150
A- 300 A- 50
L D~ 300 900 D- 300 1,50 D- 250
C- 300 C- 150
B~ 300 B- 50

s#Assuming "straight-line" amortization, with continuous new lending at an
annual rate of $3C0.

repay his mortgage in less then 20 years, it is unrealistic to write
this long-term obligation with a short-term instrument.

The most popular variant of the fully amortized loan type calls
for level monthly payments over the entire loan term, thereby producing
an accelerated amortization schedule ss maturity is approached. Early

payments consist of interest charges for the most part, while as the



term;prbgfesses’this Share declines Steadiiy. To‘simplify thé anaiogy
of such contracts to thé‘"pbiﬁt inpﬁt-cbhtiﬁﬁéus output! case,'assﬁme |
that the‘ﬁnpéidiprinéipal balance dimihiéhes ¢ontinuously through
"Stfaight-iinehpaﬁbftizatidn. " In other words, for each 3—yeér loan made,
the lendingyinétitution realizes a continuous inflow of amortization sums
equivalent to one-third of the original loan amount within every 12-month
period. B | | o

The rlght-hand side of Table I has been drawn up under the Samne
ba51c assumptions as ‘the 1eft-hand 51de, except that loan contracts
specify full amortlzatlon rather than lump—sum payment at the end of
the 3-year term. In elther case, a tjpe of equllibrlum is reached at
the end of 3 years, after'whlch tlme fepayment sums are suff1c1ent to
‘maintain the hypothetical circular flow. When fully amortized loans
aré éoﬁsideied,ﬁhéwever, the 5period bf production® ié hélved, ahd é&en
théﬁgh'éomplete'réfirémehtHreéuifés 3 yeérs, a lending institutibn'with
a balanced portfollo has a turnover of loan capital every 12 years.1
In the latter case, amortlzatlon revenues supply an 1ncrea51ng share of
new loan requirements during the initial 3 years, ‘with the amount rising
from $50 in the first year to $250 in the third. |

Certainly £hé aséumption‘of continuous 1énding preblﬁdes a literal
application ofithis analﬁéisato the real wofld.. Nevefthéless; the be-
hav1or of a large mortgage lendlng institution with a well-balanced loan
portfolzo may approximate this theoret1ca1 51tuat10n. For example, if
ZJ—year eamortized loans;had_been made regularly and held to-maturityy
the mortgagée_wphld have to pléée new 1oahs each year valued at 10 per

11 e., the outstandlng balance of $450 "divided by the new loan amount of
$300.

L
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cent of its outstanding portfolio in order to maintain this balance.1
Hence, as will be shqvn'later,’a_$100 million thrift institutien faces
continuing re-investment problemé_as substantiel amortizafion payments

are received.every business day.
MORTGAGES AS AN INVESTMENT FOR THRIFT INSTITUTTONS

A mortgage lending institution is analogous to a water reservoir,

in that it receives.en‘inflow of sayings from the{eommnnity at large and
directsxthese fun@s intQMworﬁhy_;ongfterm‘investment‘channels. In so
doing, it;continuelly,faces,the,conflic# ofﬂseeking opﬁimum profitability
oh these investments,while preserving the safety of the‘funds ehtrusted
to it. Ind1v1dual depositors regard the safekeeping of their funds as
the most essential function of the dep051tary, but the universal adoptlon
of public and private,insuranee programs has lessened the competitive
advantage of an established safety repo;r'd,2 This consequence certainly
does not imply that the safekeeping funection has been relegated to a
subordinate role, but rather that the’discriminating depositor can now
afford to expect additional benefits from‘the thrift institution. He
has become more sensitive to convenlence, both as regards 1ocat10n and
ease of doing business, and may shop around among competing dep081tar1es
in quest of.maximumninterest,returns, consistent with safety. The rela-
tive achievements of competing institutions in the Boston area in Qeeting
these changing demands of community savers will be discussed later in the
lTﬁls 15 eeceSSarliy trﬁe ﬁhen "straight-line" amortization is requifed,

as shown in the above hypothetical illustration. Under the popular
direct-reduction type of contract, there is a curvature in the amorti-

zation schedule, but the 10 per cent re-investment requirement would
still be approx1mated.1n a large'well—balanced portfolio.

2See Part IV.~



76

section .l

Although thrift institutions solicit only savings funds of 2
relatively long-term character, they must be pvx*ei)a;x'é‘d to meet most with-
drawal re‘quésts on demand. Local Savings and cooperati;\ré Banks may re-
quire a 30-day notice from depositors and shareholders before withdrawsals
are paid, but, in practice, rarebiy‘”éxérci's.e’ this V'privileige' e'xcéi)t in times
of extreme financial stress.

If an ’ins'titt‘itiori wished to maintain absolute 1iquidity to prepare
for the possibility of complete withdrawal, it would have to retain all
'deposited funds in cash. Any other possible use of the funds would im-
pair their immediate convertibility. Certain"inves\tménbsi,k such as U. S.
“Treasury Bills and Certificates, per;mit a prompt recovery of cash with
2 minimum risk of loss. Such highly ]iquid'asseﬁs, however, 'héceséafily
involve & sacrifice in the form of reduced interest income. At the
opposite end of the spectrum-are opportunities which offer the investor
a less certain repayment of cash only after a long period of time. The
chance of ‘loss on such an investment is particularly high if the holder
attempts to secure a cash fecbvery by selling the paper before maturity.
As compensation 'fo'r"tying up funds in this 'ﬁa‘nner, the"v investof ordinarily
receives a generous interesﬁ return. Hence, the conflict between safety
and profitability resolves itself in part into the con.flict‘: between 1i-
quidity and interest yields.

 Established thrift institutions can utilize their past experience
with depositors! funds in shaping an investment policy about a fairly
predictable raﬁe of'ivithdrawai. To meet immediate liquidity requirements, a
lAlthough total savings inflow may be relatively inelastic to interest
"rate changes, there is evidence of a considerable degree of "consumer"

sensitivity to alternate dividend rates among competing institutions.
See "Dividend Returns on Savings Accounts" in Chapter 5.
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certain portlon of these funds are retalned as cash, dep051ted 1n .
correspondent banks, and 1nvested in short-term government psper.
The balance may‘be prudently placed in various longer—term 1nvestment
outlets, notably mortgage loans. By an approprlate comblnatlon of
maturitles and amortlzatlon schedules, the mortgage portfollo may produce
a flow of repayments that w1ll a331st 1n meetlng antlclpated'w1thdrawal
demands. ’ , |
Mortgage loans have characterlstlcally 1acked any 31gn1f1cant degree
of 1iqu1dity or shlftablllty. Stralght mortgages are highly 1111qu1d,
for the lender must aWalt maturityrheforthe has any contractual rlght
to receive any prlnclpal repayment. Furthermore,kthe short—term nature
of such loans has made it dlfflcult for the mortgagor to retlre his |
obligation even at maturlty. As a result, the latter would frequently
seek repeated loan renewals, aggravatlng the 1nfer10r liquidity of this
1nvestment. Amortized mortgages, on the other hand, are liquid to the
extent that pr1n01pal repayment is spread out over the entire loan termr
For example, a level monthly payment type mortgage is amortlzed accord—
ing to the follow;ng‘schedule. |

TABLE II._ AMDRTIZATION OF PRINCIPAL ON A IOAN OF $10,000 FOR 25-YEAR
‘ ' TERM AT 5 PER CENT INTEREST RATE

End of Year Amount Amortized = End of Year - Amount Amortized
i 8 200 .15 $ LS00
3 B 650 17 5L00

5 1o 0 - 200 . 6920
7 1690 22 8070

10 2610 25 10,000
- L 3310

Source: Insured Mortigage Portfolio, Federal Hou51ng Admlnlstratlon,

" October 1938, pp. 1L-15.
The'eqnity component of the constant monthly payment rises rapidly.as

maturity is reached, especially during the latter half of the term.
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Approximéiély"a third of the debt is amortized during the first half of
the term, while the last third is retired during the final 6 years of the
repayment period. The preceding analysis on circular flows has indicated °
the effect of amortization in producing a continuous stream of repayments.
- Shiftability generally refers to that quality of an investment which

 permits its conversion into cash via sale or rediscount. Liquidity and
shiftability serve complementary functions in an individual investment
portfdlio,‘for'the4institﬁtibn may need to“barnylohly mihimumfbash re-
serves so long as its long-term paper éan be readily turned into cash
without heavy loss. Of course, for the whole system of institutional
.inveétbrs;'the effectivenéSs7of?Shiftability depends upon the existence
of activé buyers ‘as well as sellers in the market, lest substantial
capital’loSses be incurred. In the past; mortgage loans have not been
shiftable to any significant degree. The potential resale market was
severely 1ocalized at best, and even then few investors or institutions
sought this unstandardized paper. Recent legislation; coupled with the
growing populéfity'of émértiZéd‘loans, has gfeatly strengthéhed and widened
the secondary mortgage'ﬁarket.l

The preceding discussion indicates how mortgages represent an in-
creasingly desirable investment outlétyfbr thrift ihétitutions, at least
so far as liquidity and shiftability are cbnéernéd. Before an overall
evaluation of mortgage lending can be made, however, its safety and‘
profitability characteristics must be analyzed.

A comparison of net yields on mortgage loans as against alternate
investment yields can be made only?after the various rates of return are
reduced t0 a common base. The gross return on any investment includes

lmhis legislation is summarized in Part IV and its influence is analyzed
in Part VIL.
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compensation~for‘three distinct elements. In the first place, all
administrative costs of originatihg and serviciﬁg:the investment ﬁust
be covered. ‘Expense rates in‘mOrtgage lénding vary widely among in-
stitutions, according to type and size, as well as according to the
type of loans made. -For example, monthly amortized loans covéring small
homes “are much ‘more expensive to service, relatively speaking, than are
straight-term loans or~sing1é\ioans on large income properties.1

" The second ﬁajor'component in gross investment yield consisfs of
pure interest. This interest rate is the theoretical return which
accrues to a riskless investment involving no service~cos£s whatever.
For practical purposes, the yield on government securities is taken as
an approximate measure of this rate. Under equilibrium conditions in
a perfect capital market, the pure interest componenﬁ would be equal
in all alternative investments.

The third major componeht‘impliCit‘ih gross interest rates consists
of compensafion for the risk assumed in méking the investment. This
element is not an absolute phenomenon, for every investment involves a
risk of loss to a certain degree. The degree, however, varies widely
among different classes of investments and within each class as well.
Mortgage lending, for instance, may involve substantial risk, though
highly variable, and the lender is accordingly justified in charging
an additional return as due compensation‘for its assumptioh.

‘When' a thrift institution‘finances a home purchase through making
a mortgage loan, it converts into cash the preéent value of a series of
payments promised-by the mortgagor. The seller of the property may be
either unable or wmwilling to extend credit to the home buyer. Hencey
thé~iﬁé£i£ﬁtion m6netizes fhé~mortgagor's obligation; and makes a cgsh

]"See‘ pp. 87-88.
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payment to the ,‘sellexj for ’his illiquid asset.‘k The latter shifts the
I'lSk of‘full repayment'on‘ to the lending inStitution, which must then
assess the home buyer the necessary premium for bearing this risk,

The i‘undamental msk in home mortgage lending concerns the PosS—~
Slblllty' that the borrower may be unable or unwilling to fulfill the -
stipuletedvmortgage obligations, thereby necessitating foreclosure.
or some :ot,her loss adjustment.l_ This failnre may stem from a wide
vavrietyyoir‘ causes. The mortgagor may find the monthly debt service too
burdensome for his impaired income stream at some point during the re-
payment, perlod, because of 1llness, acc1dent, unemployment, severe de-
flation, etc. Other factors wh:.ch might 1ncv'ea5e mortgage dellnquency
and default‘ result from the breaking up of the family, on account of
prematnre death, divorce, etc. Even if the repayment schedule is not
oppresks_ive, ‘_t_ne mortgagor may simply lack the proper motivation to
maintain payments, over the loan term. He may have lost his enthusiasm
for home ownership in general. On the other hand, the value of the
mortgaged properf(,;(, because of obsolescence, neighborhood ‘blighting,
or severe ’physical depreciatio_n may have _fallen more repidly than the
outstanding debt balance. Accordingly, the mortgagor may have little
:anentlve to continue accumulatmg a: wor%hless equity in the proper’c.y. ‘

In the event of such a default, the mortgagee may call upon his
second l:Lne of defense, that of foreclosure. This contingent claim
on the pledged property affords the lender an opportunity to recover
some or. all of the unpaid prlnclpal balance when the mortgagor does

default. Until the recent depression, mortgage lenders had placed an

1Espec1a11y when mortgage delinquency is due to external economic condi-
tions, the lender may prefer not to foreclose but rather to permit the
existing owner to retain the property with the former recognizing his
loss through reduc:Lng :mterest charges , reducing the outstandlng loan
balance, etc. ‘ S
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aimoef'iimitless confidence in the dependability of this hedge against
iose;‘ The dieasteroﬁsvlosé expefienoe of'the 19305, however, demon-
stfated beyohd a doﬁbt:that ofoper riek analysis must consist of more
%hao;mefely presoribing a reasonéble debt-value ratio. History has
shown thaﬁ‘periods of eConomio‘crisis tend to be accompanied by waves
of moftgeéevdelinouehcy and foreclosure. The acquisition of mortgaged
prooert& has ﬁotﬂgﬁefahteedkSOlvency”in the loan portfolio, for the vol-
ume of‘foreeiosufes tende‘to'ﬁaiy inversely with general real estate
aofivity ano‘mafket veiuaﬁions.l Hence, in a period of severe deflation,
fﬁe'sale~of a ofopef£&:hoftgaged’dﬁring'a period of prosperity would-
prooably provide‘insuffioieﬁt revenues to cover the unpaid debt balance
and the expense incident to foreclosure.2 .

The effectlveness of the foreclosure option in minimizing mortgage
fisk is further diminished by the costly, time~consuming, and often
'unnecessafﬁ pfooeduree reQuired'in many‘states. Statutory rules and
regulationsxsﬁﬁroﬁnding foreclosure proceedings and title acquisition
‘vary W1de1y across the nation. ﬁuring the fecent‘depression, redemption

perlods ran as hlgh as 2h.months in Alabama, whereas most states on the

1Thls tendency is indicated by the following table, showing indexes of
real estate activity in Boston and non—farm real estate foreclosures in
Massachusetts, for selected years:

~ Year . Redl Estate Activity Foreclosures in

- ' in Boston ~ Massachusetts
1931 ' - 109.7 . n.a.
193L 73.6 12l.6
1935 o Th.3 : 143.1
1936 80.9 - 106.2
193t 0 : 85.5 . 98.5
01938 R ,78 8 75.6
1939 ' 89.2 S 76.8
1940 1 100.3 o - 66.2
93 103.0 . . 15.0
Sk 13L.k 6.8

Source: Reprlnted from Lintney, Mutual Savings Banks, op. cit.,
Appendix Table X-2, p. 503.

2Especia11y if the mortgage were of the straight-term variety, or, if
fully amortized, if it were relatively unseasoned.
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Atlantic seaboard, including Massachusetts, had no such restriction. In
connectlon'w1th its operatlons, the HOLC found average costs of foreclo-
sure tO range from $5 18 in Texas to $35h 30 in IlllﬂOlS, w1th the cor-
respondlng flgure for Massachusetts belng $29 08 |

’ It should be repeated that the mortgagor's note constltutes the
prlmary credlt 1nstrument, and the mortgage 1tself is merely a security
device to protect the lender. If, however, the mortgagor defaults and
also 1f subsequent dlsp051tlon of the foreclosed property falls to cover
the unpaid debt balance, the mortgagee may'resort to the thlrd llne of |
defense. In this event, the credltor may issue a deflciency Judgment
agalnst the other assets of the borrower, measured by the difference
between the sale prlce and the amount of the debt. Its issuance is
Justlflable only 1f the Judlciél sale is conducted in a reasonably normal
market. Otherw1se, as has characterized depre551on foreclosure experi-
ence, the origlnal mortgagee is the only actlve bldder at the auction sale,
and hence may purchase property “worth" thousands of dollars for a mere
$100. ,This eventuallty operates both as a w1ndfall gain to the mort-
gagee and as a double loss to the mortgagor when def1c1ency Judgments

2

are readlly enforceable. To protect the mortgagor from such oppressive

condltlons a series of 1eglslative measures and court decisions have
progress1vely 11m1ted the overall effectlveness of deficiency judgments.
Rather than abolish the right of issuance altogether, however, most states

have sought an equltable compromise through settlng up the "falr value®
3

device as a guide in foreclosure sales.

1D. A. Bridewell, "The Effects of Defective Mortgage Laws on Home

Financing," Law and Contemporary Problems, Autumn 1938, pp. 5L5-563.

2J D. Popeat, "State Legislative Relief for the Mortgage Debtor During
the Depression," Law and Contemporary Problems, Autumn 1938, pp. 529-936.

3Tbid., pp. 531-536.




MORTGAGE RISK AND PROBABIEITY THEORY

It maf/ be helpful to digress- a moment and apply some elementary
prcbebiiity'thecry’ to the mortgage risk problem. Each mortgage loan
gives rise fo a‘risk functi;onb‘which could be represented by a proba-
bility'distributibn showing the relative likelihood of its being repaid
fullybr' in any part thereof. To restrict our analysis to a simple
example, consider the case of 10-year mortgage loans, where no principal
or interest payment is made until the end of the term.l The probability
Ll'c.]:lstr:i.bu.tion‘furni'shes‘ the lender with an "expected value," perhaps best
identified as the mean of the dlstrlbutlon, which should be at least
~equal to the repa;yment sum on s:.mllar risk—free investments plus any
dlfferentlal admlnlstratlve expense. In order to reallze 2 glven rate
of return, the’ mortgagee would spec:.i‘y a repayment sum (P) 1arger than 2
the correspond:mg expected value (X Ve

This repayment i‘unct:.on ‘undoubtedly resembles a highly skewed dis-
trlbutlon, with the spec:.fied repayment as a maximum but w::.th no deter-
mlnate lower limit short of zero. The expected repayment. is a function
of the parameter P, where the probablhty of any given repayment X is

found from the 1mplic:Lt functlon £ (X, ) - 0. -

)
E/f(xpj X,a ﬂ/[xp)a’x jff’/

; . . . S , o = X X
' ld
It is qulte reallstic to regard the modal repayment as coinciding W:Lth

the requ:Lred sum, whlle the expected value is necessarlly less than or

1Th18 is , in effec'b a stralght discount type ‘contract, Whlch is still

widely used by prlvate home construction lenders, where the term rarely
exceeds 6 months.
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equal to this sum.ldl
| Th:Ls hypothetlcal rlsk funct:.on would require somer modlflcatlon when

the second and thlrd llnes of defense are taken into con51deratlon. Ef—
fectlve losses on defaulted mortgage loans are substantlally lessened
when due allowance is made fbr subsequent revenues arlslng out of fore-
closure sale and a p0531b1e deflclency Judgment. The extent of the
resulting adgustment in net returns may be 1ndicated by the relatlon’of
net losses charged off at the time of sale to the total book value of the
foreclosed propertles sold by all Massachusetts sav1ngs banks.
TABLE IIT. NET LOSSES CHARGED OFF ON FORECLDSED REAL ESTATE AT TINE OF

: - SALE, IN DOLLAR VOLUME,:AND AS A PERCENTAGE OF THE TOTAL BOOK

VALUE OF ESTATES SOLD BY ALL MASSACHUSETTS SAVINGS BANKS,
s . ' SELECTED. YEARS, 1926-1945.

Year - - . Total Net Losses Charged -~ Net Losses as Percentage of
OFf at Time of Sale Total Book Value of
- T T000) Cei e Fstates Sold

1926 : $ 13 Co . 1a3%

1929 212 3.30

1933 o o 1,525 G 3.68

1936 2,584 7.61

19h0 ‘ 10 831. SR , - 20.C0

1943 13,h71 \ * 31.60

ks . - -6,0k9 e 26.29

Source: Lintner, op. cit., Table 35, p. 279.
The,factlthat the dollar volume of these recognized losses increased

steadily each year from 1926 through 1943 reflects the particular

foreclosure policies followed by these lending institutions.2 Professor

Saulnier has conducted a sample survey of the foreclosure experience of
2L 1ife inSurancexcompenies during the period 1920-L6. During these
lIn discussions of’unoertalnty;teconomists have used the mode as well as
the mean in referring to ‘expected value, although the preference for the
latter seems clear—cut here. See F. Lutz, The Theory of Investment in

—— ——————— i G— Sp———————————————  Sv—

the Firm, Princeton University Press, 1951, pp. 179-180.
2See Lintner, op. cit., Chapter X.

8L
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years the loss on the disposal of foreclosed 1- to L-family dwellings
.avefaéed‘B.B'pef cent of the lender's investment at foreclosure.1

On individual transactions, disperson (e.g., standard deviation) of
ﬂhe'fepayment probabiliﬁy distribution may be so high that losn terms are
materially affected. Where a single loan is considered, there is a sig-
nificant likelihood that the mortgagor'e repayment may fall far short of
(6r,'elferné£e1y,'may“wellﬁexceed) the mean value (X). In this event,
the assignment of P or, in‘effect;~the“cdntract rate'ef interest, de-
pendS'largely upon the speculative characteristics of mortgage lenders.
An individual lender may be regarded as balancing the "expected" return
agéinSt‘some measure of the disperéon. Most lenders perhaps have a
strong aversion to this latter risk,'and”wouId assume a wider disperson
only if the mean value were correspondingly increased.2 For example,
Second mortgage loans have been made ohly at high rates of interest,
pértl& because of a low X/p ratio, but &lsé because of the lender's
fear of a total loss offprinc'ipel.3 ‘The behavior of first mortgage
lenders‘may be anélyied in a similar manner. Except in boom periods
when orthodox risk rating is often forgotten in the inflationary spirel,
conservative lenders may refuse loan applications even at premium rates,
beceﬁeekéertain mertgagor credit or proper?y elements entail extraordinary
risk.':InS£ead’of”adjuSting repayment sums (or interest rates) to reflect

varying X/p ratios and o~ , many lenders have adopted a policy of strict

1Saulnler, op. cit., Chapter VI, Table 28.

2professor Lutz suggests that this nrisk preference function® for an
individual entrepreneur may be represented by conventional indifference
curves, with the mean and standard dev1atlon as the two parameters.

Lutz, op, cit., pp. 189-190. .. S :

3Their fears were not unfounded, as demonstrated by the w1despread fallure
‘of second mortgage 1enders during the early 1930s... . :
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credit.rationing,“aﬁd thereby offer essentially identical terms to all
qualified applicants. | ;

M'rWhen-any'lender is;able'to poo1.together many individual mortgage
loans, he may benefit from the operation of. the "law of large numbers."
Actual'repayment sums- may show a wide variation from the true expected
value, but, as the number of trials is increased, this variation de-
creases monotonically. - The ‘probable variation from the mean increases
onlyfwithlthe increase in the square root of the number of cases observed
(e.gf,<Y§ = {%% ).V¢Henc¢,-the aqtual approaches the expected experience as
thé lender exﬁath his opérations,‘and‘the element of uncertainty is cor-
respondingly lessened. . |

"To take a éonbrete example, consider a population of mortgage loans
where the lender will eiﬁher reéeive\full payment (100 per'cent) or
nothing whatever (O per cent). Provided each type were equally repre-
sented in the population, both as to number and loan amount, the ex-
pected value is 50 per cent of the specified repayment amount. - If his
"risk preference function" were ignored for the moment, the mortgagee
‘would assign P-so that X = % P would at least correspond to returns on
‘alternative investments. ‘Actually, howeveé, dispersion is unusually
high, ‘and on a single loan, the lender would receive either O or 100 per
cent‘of‘what'he:specified. If two loans were made, the probability of
receiﬁing exactly 50 per cent of the total P is 4, and of receiving all
or nothing, iﬂeaqhe‘ As:the‘nugber of loans is increased, the range of
~ probable repéyment'will concentrate more closely about the theoretical
expected value of 50 per cent.- This simplified‘illﬁstration is admittedly
unrealistic, for in the real world the lender may receive virtually any
aﬁounﬁ Befﬁeénvnoﬁhing gnd fﬁilifepa&mént from‘an'individﬁal moftgége loan.,

E As in any samplingfpr0cess,‘it is important that the mortgagee strive
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toﬂeliminatefany,pndesirable bias in»selecting his loan portfolio. For
exemplexzif a sample of loans with similar risk characteristics wefe
isoleted, the actual repayment may vary widely from the expected value as

'determined‘by;the past experience of the entire group containing a wide
‘diversity of risk elements. Hence, unless the lender is purposely as-
signing his interest rates according to a special segment of the popula-
tion,;he should seek,a random‘distribution of risk characteristics in his
portfolio,¥,,
ATVANTAGES OF INSTITUTIONS AS MORTGAGE LENTERS

,'Institutional lenders, by including in their respective portfolios
mortgages with differing types of risk elements, are generally the only
type of mortgagee that are:large'enough.to‘effectively'utilize the law
of large numbers . Although the success of many types of mortgage loans
may depend upon 31milar varlables, the. relatlve influence of each variable
may differ considerably. For example, a severe slump in a major industry -
may increase the likelihood of mortgagerefaﬁlt throughout the economy,
but it would spell almost certaln loss in the localities’ 1mmed1ately
concerned.2 To limit the total amount 1oaned on any single-risk element,
the mortgagee often strlves to dlstrlbute hlS loans over a reasonably |
wide geographic area, and av01ds a heavy concentratlon in communities -
dependent upon the prosperlty of a single company or industry.4 He may
also seek to place mortgage loans on various types of property according
to price range, neighborhood, arohiteotufal.design, number of family

accommodations, etc. To achieve a proper balance between mortgages and

1Assuming, of course,‘ﬁhat the lender has reasonably complete knowledge
of the expected net yield for the entire population of loans, but not
the various discriminant functions for particular segments, etc.

2The feast and famine plight of New England textiles and the many single
industry communities serve as an apt illustration in this regard.
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investments in the external‘sapitalimarket, a thrift institution may.
supplement mortgage -lending with’purchases of government and private
corporate securities.

- < 'As-a business enterprise, the thrift' institution may enjoy de~
creasing average costs over a wide range of output. Average adminis-
trative cosfs’oflinitiating and servicing mortgage loans, consisting
largely of salary‘psyments, appear: to decline continuously as more
“loans are handled. :Rental expense per $1,0C0 of assets also appears
to decline slightly as the size of institutions is increaséd.~ Among
the major cost items, only advertising budgets increase more than pro-
portionately with the’ increase in asset size. (See Table IV.) The
roie of advertising in securing and maintaining mortgage portfolios:
will be considered in some detail later in the study.l
TABLE IV. ' AVERAGE EXPENSE RATES. PER $1,000 OF ASSETS FOR ALL MASSACHUSETTS

SAVINGS BANKS AND COOPERATIVE BANKS IN MASSACHUSETTS BY SIZE
' GROUPS, 1950

SAVINGS BANKS
Year endlng October 1950

Size Group Yo. g£ ‘ Expenses per $1,000 of Assets
Assets per Bank - Banks in-. - Total Salaries Rent Advertising Othef
l miLlions of $$ Group .

Under 2 ) , 6 o 57.56 $h 97 3 ’$.53‘ 3-10

$1.96
5-10 L7 5.88 3.15 43 .23 1.77
Over 35 : R 28 Lo h069 : N 2.60 ; : 037 s 023 10249
A1l Banks 189 L.92 2.76 «39 .22 1.55

COOPERATIVE BANKS
: « ‘Year ending April 1950 -

Under 1 .. . 19 . 9.86 S5 - 1,20 .35 2.88
1-2 oL - 8.97 5.29 .93 .31 2.4
2~3. . -~ 28 . 909 516  1.00 A 2.9
3~ 22 - 8.97 L.92 1.4 .39 2.22
5 - 7 17 8051 ‘ hobl 085 .66 2059
over 7 17 8.24 L4.38 .85 .62 2.39
A1l Banks - 175 8.68  L.73 .97 .52 2.46

Source: Annual Report, Massachusetts Commissioner of Banks, 1950.
1see Chapter 12.
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These ‘data indicate that overall average costs of operation as a
percentage of total assets tend to vary inversely with the asset sizé of
the thrift institution. Among cooperative banks, average costs per $1,000
of assets in 1950 were 16 per cent less in the highest than in the lowest
size bracket. The corresponding range in average costs among savings
banksiwas”a significantly wider 38 per cent and was heavily influenced‘by
the relatively high cost operations of the smallest institutions. This
observation, however, does not necessarily apply to costs of mortgage
lending or to profitability ratios. Moredver,'no deductions can be drawn
from theée déta:aloné as to the relative efficiency of the two types of
local thrift institutions. As succeeding discussions will indicate,
cooperative banks have traditionally invested much more heavily in mort-
gage loéns than have savings bénks.' Inasmuch 55 mortgage loans, while
high yielding, are among the most expensive to service in an investment
portfolio, the higher expense ratios among cooperative banks are not
surpfising. | -

Within each institutionsl type, the appearance of Wdecreasing costs"
probably indicates some real economies in handling larger mortgage port-
folios.' The inference follows directiy, hoWever, only if overall mort-
gage investment policy is relatively independent of the asset size of
the institution. For instance, if the larger savings banks invest most
of their deposits in goverhment bonds while the smaller banks concentrate
on mortgage'IOans, the hypothesisfof decreasing costs in mortgage 1endihg‘
would‘ﬁe seriously questioned;a Actually; size appears to have a minbr
influence on‘the‘ratio'of mortgage loans to total assets; in 1950 this
ratio was 35.8 per cent for the 5 largest and 3kL.9 per cent for all 56

Savings banks in Metropolitan Boston.T

lcomputed from Annual Report, 1950. See "Additional Comments on the
Largest Institutions" in Chapter 12,




90
~+. . Furthermore, even if the mortgage-to-assets ratio appears to be
"indepéndent.of asset size, it does not necessarily follow from the above
daté that thrift institutions enjoy real economies in mortgage origina-
‘ting and servicing. These apparent economies may result largely from the
type and size of loan made rather than from any inherent advantage accru-
‘ing to -the .operation of a large portfolio. Even these "“apparent" econo-
mies are an indirect consequence of size, however, for dnly the larger in-
‘siitutions’are able and‘juétified yo make large individual loans on which
‘administrative costs are admittedly minimized.

© 7 Specialized lending institutions become'ekperts in the morﬁgage

'fiéid,iand real economies may result from spreading this "fixed factor®
‘over many individual transactions. fAs specialists, they may directly . )
minimize mortgage risk.by séiéntificalkyanalyﬁingthe economic soundness
of the proposed home purchese. Aftér a careful investigation of the
mortgagor and his capacity to assume the attendant financial obligations,
as well as of the long-run valué of the property, these experts may pres-
cribe the appropriate mortgage plan, if any. Perhaps certain thrift
institutions, obligated by law or custom to regafd mortgages as their
primary investment'outlet, may readily compensate for this lack of diver-
sification by thoroughly exploiting their role as mortgage specialists.
This suggests a practical limitation to extreme diveréification. As
explained earlier, the law of large numbers is utilized to the best
advantage when the various loans are spread over as many different risks
~as possible. Nevertheless, the small institutional lender may be ﬁise

to run the theoretical risks of geographic concentration of mortgage
loans in order to operate in a locality where he is thoroughly acquainted
with the borrower as well as the mortgaged property. Until mortgage

lending practices become more scientific and standardized and until the
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operatlon of the secondary home mortgage market approaches that of the
organlzed stock exchange,‘small thrift institutions at 1east w1ll continue
to operate only in local markets where they possess an unusual insight or
famlliarlty.,

An obaectlve analysis of a proposed home purchase certainly prov1des
a real service for the mortgagor as well as for the mortgagee. The buyer
is guardea against an unwise investment, with reference to the housing
asset‘itéelf as well as to his capacity to carry the debt burden over the
loan term. ‘Undoubtedly such expert counsel may be highly desirable when
any c&hSumers'(or produceérs) good is acquired. Qn,the other hand, a
transaction invOlving the purchase of an aéset,as expensive and as durable
‘a$ a house pérhéps merits special consideration, especially where the
‘bu&ef‘is ihexpériehced and péofly‘informed,,a_universal‘charécteristic:‘

" of owner-occupancy.



CHAPTER 5. . MAJOR SOURCES OF MORTGAGE CREDIT IN METROPOLITAN BOSTON

" The proﬁihent role playediby‘iﬁoitidual investors ih moftgege lending
history‘has”elready Beeﬁ descfibed. Such mortgagees are as yet subJect to
limited public regulatlon and superv151on and 11tt1e comprehen51ve data |
have been complled on their operatlons. Individual investors may enter
the mortgage market for'éﬁgfeat ﬁeny feesohs,‘end’may'writeuloaﬁ con-
treoté°fef'differeht ffom thoee of speeialized ihstitutions. Tﬁeir in-
terest'in %ﬁé market'hay invoite'mefeiy'e smalihloan to aﬁneedy frieﬁd
of‘reietivejhon'thefother'héhd, they may‘inveetjsubetantiel soms in mort-
geéestﬁhieﬁ~ofteﬁ had beeﬁ ihitiatediﬁy mo}téege‘cohpanies. They may
seek soecﬁiative'investmentftﬁfough buyiﬁg‘heeviiy dieeounted‘second
mortgages, or they may be v1rtually compelled to accept a second purchase-
money mortgage in order to consummate a pronerty sale. Spe01fic reference
to‘mortgage 1endingubyvindividuals in certain local commﬁnities will be
given'ih‘Part V. | | ?

The balance of this study will be concerned largely witﬁ the ﬁort-
gage operatlons of various 1nst1tut10nal lenders in the Boston area. Be-
fore making speciflc reference to these operations, however, some general
economic characterlstlcs of the domlnant lender types will be summarlzed.
The various local thriftvinstitutione, iﬁeludihg savings end ioan essooia-
tions, sav1ngs banks, and commercial banks, are described flrst, followed
by‘brlef reference to 11fe ‘insurance companies, credlt unions, ‘and mis- |

cellaneous 1nst1tut10ns.
THRIFT INSTITUTIONS .

The first type of mortgagee to“be1COhsidered includes the various
types of thrlft 1nst1tut10ns, Whlch regard the promotlon of savings as a

a common objectlve. These 1nst1tut10ns compete with each other in attract-
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ing the saV1ngsvof the general publlc, and, in so doing, seek to pay
generous leldendS on the funds entrusted to them. As pointed out
earlier, however, safety rather than profltability is paramount in the
1nvestment of their funds, largelv because of the nature of their deposi-
tary functions. Furthermore, all local sav1ngs and loan as5001at10ns and
sav1ngs banks are mutual—type organizations and as such have no stock—
holders' equity to cushion the investment of the savings dep051ts en-
trusted to them. Although these institutions may serve 51m11ar ends,
their methods of ach1ev1ng a safe return on depOSited capital varies
widely, as eVidenced by their 1nvestment portfollos. |

Thrift 1nst1tutions operate as 1ntermed1ar1es between the community
of savers and the host of parties seeking these investment funds. ‘De-
manders of 1ong—term credit may 1nclude home buyers, purchasers of other
durable goods, private corporations, other fmanc:Lal 1nst1tutions, gov—~
ernments, and many others. To prov1de additional funds for any one or all
of these investment outlets, an operating thrift 1nst1tution may require
an inflow of savings capital from ex1st1ng and potential depositors,
attracted perhaps by offering higher dividend returns. Depending upon
the sen51t1v1ty of sav1ngs dep051tors to interest rate changes, a dif—
ferential 1ncrease in d1v1dend rates may provoke a net inflow from the
community at large or it may merely result in a redistribution of the
existing stock of saV1ngs. Certainly 1nterest elasticity is much greater

for the 1ndiv1dual 1nst1tution, ceteris paribus, than for the aggregate

of all dep051tar1es. Nevertheless, a 51gnificant advance in dividend

rates pald by one 1nst1tution frequently stimulates prompt retaliatory

action,on_the part of nearby competing institutions.1 H,

For some concrete ev1dence of interest elasticity, ‘see "Dividend
Returns® below. o et



-If a.thrift institution regards dividend adjustment or even adver-
tising programs .as ineffective or unsatisfactory in expanding savings
accounts in the short-run,.sound mortgage requests may be met through
alternative methods. Some lending institutions may acquire. investible
funds through borrowing,l while most others must rely upon loan repay-
ments and prepayments, as well as the sale of governmental and private
securities, foreclosed. real estate, and other assets. The degree to
which an institution can rei}%«upon these latter methods of course de-

- -
pends upon the composition of its,inveétment portfolio as well as market
'c§nditions prevailing when liquidity is sought. For example, opportunities
of securing additional loanable funds through converting government bonds
into:cash are extremely limited in the case of savings and loan associa-
tions: which frequently place over 90 ﬁer cent of share capital invmort-
gage investmént.g  The first major soufce»of home mortgage credit to be
considered in detail is this latter type of thrift institution, for which
mortgages represent the primary investment ou£let, regardless of minor

developments in the outside financial sector.
COOPERATIVE BANKS

‘Across .the nation savings and loan associations provide the largest
source of mortgage credit for home ownership.3 Some l,500 associations

are organized and operated under state charters, while an additional 1500

federal savings and loan associations operate under federal charters

'lAt the.present tiﬁe, this 6ption is available primarily‘to federal savings
and. loan associations; state-chartered thrift institutions, even if members
of the Home Loan Bank, may not make new loans with borrowed funds.

’zThé:existence of a heavy concentration of government bonds may guarantee
liquidity to the institution, but perhaps only at a substantial sacrifice
"in the form of a capital loss. The effect of the bond market drop in.
early 1951 on mortgage lending operaiions of insurance companies is men-
tioned in Part VII. :

31n 1950, these 1nst1tutians held 29 3 per cent of the total mortgage
debt on l—h family nonfarm homes. Housing Statistics, January 1952, p. 30.

ol;



pursuantrto,legislationlpassed in,l933.1t‘State—chartered savings and
loan associations, first introduced into this country in 1831, continue
to operate under various names, including building and loan associations,
homestead a53001at10ns, sav1ngs 3001et1es, cooperatlve banks and others.
Cooperatlve banks, the de51gnat10n of such assoc1at10ns in Massachusetts
and Rhode Island, have been actlve in flnan01ng home purchases in the
Boston area 31nce 1877. At the present time, there are 175 cooperative
banks in the Commonwealth of Massachusetts, with 76 in the 1ocal Boston
area covered in the present study. Regardless of the tvpe of charter or
name of 1nst1tut10n, all sav1ngs and loan assoc1atlons serve the two-
fold purpose 1mp11ed by thls titles Prov1d1ng a local dep081tary for
the "sav1ngs" of the communlty, and extendlng "loans" to flnance home
ownershlp. | | - | | |
Although con51derable revi51ons have been made, the modern associa-

tlon continues to reflect‘the intent and policies of its earliest pre-
decessorsti“The'earlynsociety'was essentially‘a closedlgroup of pros-
pective'hone ovners who agreed to p001 their savings‘tcward this end.
As soon as suff1c1ent funds were accumulated, an auctlon'was held to
extend a home loan to the shareholder offerlng the hlghest premlum over
and above 1nterest charges. When the last member had been accommodated,
the mutual associatlon'was dlssolved. |

- These small prlvate arrangements have gradually evolved 1nto a
system of permanent 1nst1tut10ns acceptlng saV1ngs from the general
’publlc and extendlng loans to any satlsfactory borrower who agrees to
purchase at 1east one share.‘" The auction idea, however, was not for-

gotten 1n Massachusetts unt11 the recent depression, for, unless byalaws

lThe‘total number of associations dwindled steadily from a peak of 12,80k

in 1927, to 9,663 by 1936 and thence down to 5,980 by 1950. The earlier
decline resulted largely from liquidations and the latter from merger
activity. Over the 23-year period, however, total assets of all associa-

tions more than doubled to a 1950 figure of $16.9 billion. Economic
Almanac, 1951-1952, p. 1L5. -
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permitted otherwise, the prescribed procedure in granting loans to members
involved -~ -~ .- . . . )

« + '« the disbursal of accumulated funds at each monthly

meeting . . . according to the premium bid by them for

‘priority of right to a real estate or share loan, which shall

consist of a percentage charged on the amount loaned in addi-

tion to 1nterest, at a rate not }ess than 5 per cent per annum,

payable in monthly 1nstallments. .
Sources of Caoital

Over their 75-year hlstory, the range of sarlngs plans offered by

cooperatlve banks has been greatly enlarged w1th the result that the
’dep051tary functlons of the various thrlft 1nst1tut10n types are be-
‘comlng more nearly the same.’ As a fundamental dlstlngulshlng feature
(of these 1nst1tutlons, however, cooperatxve banks have always promoted
the hablt of regular monthly sav1ng among thelr patrons through a
vspec1al 1ncent1ve arrangement. Purchasers of serlal shares agree to
make payments at the rate of $l per share each month untll the dues
pald in plus any accumulated proflts total $200. When thls value is.
reached, usually stretchlng over a period of approxrmately 12 years,
the shares become "matured" after which the holder may'w1thdraw the
full amount if he so de31res. ‘Fallure to meet regular monthly payments
subgecte the ser1al shareholder to a p0551b1e flne of l cent per
month for each dollar in arrears, untll the 1nterval of dellnquency
reaches 6 months.2 ‘These flnes, as well as penalties for w1thdrawal

of funds prior to maturlty, prov1de a real incentive for the share-

holder to fulflll hls 1n1t1al 1ntent10ns of systematlc thrlft.

1General Laws of Massachusetts, Chapter 170, Sectlon 21, as of 1932,

2Although many cooperative banks continue to enforce this fine arrange-
ment, shareholders generally have the option to convert their account
into a conventional savings account where regular savings are not re-
qulred and d1v1dend rates are 11ttle if any lower. From Interviews.



In order to more effectively serve community thrift needs as well
as to permit larger scale operations, cooperative banks have progressively
been authorized to augment their savings capital by other means. Fre-
qdehtly holders of serial shares at maturity were still earning satis-
factory incomes and faced no immediate cash needs. Inasmuch as alter-
native investment cutlets were severely limited unless the fuhds were.
placed in low-yielding saving bank deposits, shareholders welcomed the
opportunity in 191k fo leave their matured shares with the cooperative
bank at geherous dividend rates. Six years later cooperative banks were
also authorized to issue paid-up share certificates in denominations of
$200,‘thereby attradting large amounts of new capital from individuals
who had not previously held shares.l Since May 1947, sources of share
capltal have been further expanded to 1nc1ude savings. shares, whereby
holders may deposit and withdraw funds at any time without flne.2
Except for the provision that the balance be divided up into savings
shares of $200 each, this thrift plan is virtually identicel to that
avaiiable,at‘all savings banks. Some cooperative banks offer addi- ' -
tional savings plans, including club accounts, military share accounts,
dividend ‘savings accounts and others. -

The same individual may purchase' shares in the various categories,
but his total participation in each is limited. These restrictions re-
flect a basic policy among such institutions of catering to the small
saver lacking suitable alternative investment outlets. No less impor-
tant‘perhaps'is‘the desire to minimize the dangers of heavy sudden

withdrawals by limiting individual holdings. An individual may hoLd up

,1Davenport, _B 01t., p. 11
Except 1n emergencies, when a 30-day w1thdrawal notice ‘may be required.
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to 4O “serd_al :‘sha;éa nith a naturity ralue of 8,000, and in addition
‘may accumulate pald-up shares and regular shares w1th a combined value
of $6 OOO | Ihese dep051t llmits may'be extended through the issuance of
301nt accounts, up to a total of $2h OOO and~$18 000 in the above cate-

l Div1dend returns on the various share accounts

gorles, respectlvely.
’tend to vary 1nversely“w1th the 11quid1ty retalned by the shareholder.
.For 1nstance, serlal shares 1nvolve an essentlally long-term 1nvestment
program, whereby the holder may actually prefer to borrow if necessary
to av01d dellnquency. Such a dec181on may be economlcally Jjustified in
‘v1ew of the added d1v1dend return on serlal shares, but 1t largely're—
flects the de81re to avoid the personal embarrassment of paylng even a
token flne. Sav1ngs shares, at the opposite extreme, afford the holder
an opportunity to convert his balance into cash at any tlme w1thout ‘
loss.2 As of April 1951, the average d1v1dend rates paid by &ll Massa-
chusetts cooperatlve banks ranged from: 3.17 per cent on serial shares

to 2 15 per cent for savings accounts.

The relatlve contrlbutlon of the varaous sav1ngs programs in the
capltal structure of cooperative banks has changed w1dely over the past
30 years., Although the serial share account contlnues to represent the
largest single type of account 1ts 1mportance has declined steadily in
favor of alternate plans.y Moreover, as fewer new serlal shares are pur-
chased, 1t would naturally follow that matured shares would also gradually
decllne in 81gn1flcance. ACCOrdlngly, between 19h0 and 1950 the propor-

L tlon of total llabllltles represented by serlal and matured shares,com-

lAs might be expected, the average holdings are far below these legal

maximums. For example, in April 1950, 329,L5C members held 3,067,958
serial shares, for an average subscrlptlon of 9.3 shares per person.

Annual Report, Massachusetts Commissioner of Banks.

2If he withdraws his funds prior to a dividend payment date, he may
sacrifice interest returns for the current period, just as in the case
- of savings accounts in savings and commerc1al banks. '

3See "mvidend Returns" below.~
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bined fell from 81.1 per cent t0.61.6 per cent. (See Table V.) At the
Same tlme, paia—up shares have become 1ncrea51ng1y popular, and field
1nterv1ews reveal that many local banks have found a ready acceptance
for the newlyaauthorlzed sav1ngs shares.l’
Thepsrgnlflcant decllne in the purchase ‘of unmatured shares is

viewed w1th alarm by some ardent proponents of true cooperative banking,
'who‘regard a quasi-compulsory scheme ‘as the best means of stimulating
systematlc thrlft. Furthermore, they insist that the significant
"product dlfferentlatlon" found in serial shares would still command
wide publlc acceptance if the plan'were effectlvely prom.oted.2

TARLE V. PRINCIPAL SOURGES OF CAPITAL FUNDS TN MASSACHUSETTS COOPERATIVE

BANKS, AS A PER CENT OF TOTAL EIABILITIES, SEEECTED YEARS,
1920—1951 '
‘ Total : - ,' Guaranty ,
Year TIiabilities Ser1a1 Matured Paid-up Savings Fund and Other
© -~ {(millions) Shares™ Shares Shares Shares Surplus Liabilities

1920 * $ 17Lh,0- - - 88.9%  6.6% @ 0.3% - - - 2.8% 1.L%
1925 369.3 69.9  18.1 6.2 - 2.8 3.0
1930 . 562.7 - 6.2 24.3 6.8 - 3.3 L.h
1936 L56.2 L8.L 35.1 8.8 - 5.7 2.0
1946 482.8 4o.2  32.3 15.9 .0% 8.3 3.3
1948 - 555,10 371 o 28,6 . 20.4 .8 8.7 L.8
1950 605.9 35.0  26.6 22.7 2.8 9.0 3.9
1951 6L6.9 .. 32.8  we - L8.6 - L.9 9.1 L.6

Seurce: Annual Reports, Massachusetts Commissioner of Banks.

#Includes dues and profits capital on both pledged and unpledged shares.

*Matured shares consolidated‘w1th pald-up share certlflcates as of
July 23, 19%50. ‘

Perheps'the:growiné populerity'ofysavings and paid-up shares indicates
that‘cooperative benks;must“competé'with competing thrift institutions
on%a da&hto—dayftesis,‘end can no longer rely upon long-term contractual
‘srrangenentséto maintain a steady, predictable inflow of saving capital.
.This develoument may also result in ‘an ‘increased interest elasticity among
elternate deposmtarles, as the prev1ous predominance of serial shares

' prov1ded an element of 1mmob111ty to the flow of savings.

lAlthough the latter had accounted for only 4.9 per cent of total 1labi-
lities by April 1951} since July 23, 1950, matured and paid-up shares
have been consolidated for reporting purposes. See Table V. .

2See, for example, "Going Down)' Cooperative Banker, Massachusetts
Cooperative Bank League, August 1951, p. 7.
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. To provide a cushion against a possible impairment of the safety of
-share capital, cooperative banks are.required to accumulate loss re-
serves -out of net earnings.: At each distribution of profits the board
of directors must credit to the guaranty fund and surplus a certain
percentage -of their net earnings. . These two reserve accounts are to be
accumulated up to 10%~per:cent-of.a‘bank's total liabilities, after
which an»extrapdividénd must be-declared. As the preceding table
indicates, the reserve position of Massachusetts cooperative banks
has improved steadily over the pastZBOvyears, and the legal limit was
approached by 1951.. In addition to this assurance, coopefative banks
are also protected by the State Share Insurance Fund,’éreated in 193h.t
-This compulsory fund is supported by proportional annual assessments
upon member banks, currently set at .1/12 of 1 per cent of share and-
creditor liabilities,2 in return for which all share accounts are
insured in full,
Investment Opportunities @ .

The investment policies of cooperative banks continue to reflect
'their,initialfobjective of providing credit for home acquisition. Most
of,theirvfunds are invested in first mortgages on/owneréoccupied homes,
where the mortgagor is either an existing or a new shareholder. - Until
recent years the share-accumulation plan was almost exclusively used,
under which the borrower would subscribe to a number of serial shares
with a total maturity value equal to the loan amount. This cooperative -
form mortgage involves two separate contracts. The first requires monthly

Payment on a certain number of shares until the current value of the

1 ' . .
Acts of 193L, Chapter 73. See Part IV for a discussion of the institu-
tional background underlying this legislation.

2
The State Fund may-also require five additional payments of 1/5 of 1 per
cent, each, but only one such call may be made within any year.



- accumulated payments and accrued dividendsvequa1S'the'faoe amount of the
mortgage loan. -The second contract specifies a'moothly interest payment
oh the full ‘emount of the loan until maturity is reached.

The basic weakness of this plan, insofar as the borrower is con-
cerned, is that the term of the loan is a function of the profitability of
the cooperative bank making the mortgage. If general business conditions
are favorable and the bank enjoys generous income flows, tﬁe debt may be
exbingﬁished within 12 years. If, on the other hand, the institution is
compelled to reduce or suspend dividend payments durihg this inierval,
the period of ‘repayment is‘correspondinél& lengthened;"In the event
of bank failure, a common depresSion‘oceurrenoe throughout the&country3
the ‘borrower is still liable for the full debt and the share accumila-
tion may be of limited value. Freguenfly this element of uncertainty
in total debt service has weakened the borrower's incentives to main-
tain payments and, especially when terms are 1engthened, has’undoubtediy
aggravated mortgage defauit.l

While the mortgagor was subjected to adverse conditions external
to his own control the cooperative form contract has constituted a
source of strength for the mortgagee. The bank is enabled to modlfy
the effectlve rate on all its loans w1thout technically alterlng any
1nd1v1dual contracts on monthly payment amounts. When business turns
bad, it merely reduces dividend payments, and existing debt repayment
terms are automatlcally extended.2 Only'when the dividend rate on serial
shares exactly equals the mortgage rate of interest is the effective rate

equal to the nomlnal rate. The mortgagee also has a fairly effective

BOdflSh and Theobald, Savings and Loan Principles, Prentice-Hall,
New York, 1938, p. 183.

2Davenport, The Co—operatlve Banks of Massachusetts, op. cit, 1938
p. 5. , A
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hedge.againét loss of seasoned loans through refinancing elsewhere, for
any withdrawal of pledged serial shares before maturity may subject the
borrower to substantial reductions in dividend returns. This interesting
mortgage type may be more readily analyzed by referring to a concrete’
example.

. Assume that the home buyer seeks a loan of $l,OCO from his coopera~
tive bank, and agrees to the terms of a 6 per cent ceoperative form
mortgage. - Since the principal amount of $1,000 equals the face value of

'5 matured serial shares, he subscribes to a capital payment of $5‘per
month until the debt is extinguished. The second element in the con-
stant monthly debt service consists of an interest payment of $5 per
month. As .explained above, the total number of level monthly bayments
required depends upon -the dividends,paid:by'the mortgagee. To‘take a
relatively prosperous institution, assume a dividend rate of 5 per cent
throughout the whole period. In this case, the loan is terminated after

146 months, found by using this simple annuity formulas

f /‘?5;,7‘ = é’,‘,‘ & T = 'X/aoo (approx.),

where S = the dated value of a set of lhé monthly payments ‘of R dollars
each at the end of the term, and is= 1nterest rate per conversion period.

If the less favorable d1v1dend rate of 3 per cent were paid, the repay-

ment period would be extended to 162 mOnths, while a 6 per cent rate would

terminete the moftgage after 138 months. In this latter case, the mort-

gage contract would appear just as any direct-reduction loan at 6 per cent.

In order to compare the relatlve 1nterest burden on these two types of
mortgage contracts, con51der the rate of 1nterest on a direct reduction
type when 1evel monthly payments of $10 are required for a 1L6 month
term.\ Once agaln, usmng elementary annuity formulas, the effectlve

interest rate is found to be approximately 6.5 per cent., Obviously,

the effective rate on cooperative form loans increases as the spread
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between dividend and nominalimortgage'fates widens .-

) Because of unfortunate depression experience, the cooperative form
moftgageihas largely been abandoned in favor of the more popular direct-
reduction'type loan. Permission to extend this new type of mortgage was
granted in 1935, undoubtedly hastened by federal intervention into the
home - financing field during this period. The HOLC, FHA, and federal
savings and loan associations all prescribed this type of contract
for all home loans éoming»under their jurisdiction.2

The primary advantage of the direct-reduction loan has already
been alluded to above, namely, that the mortgagor can know at the
outset the exact repayment period and frequently the effective rate of
interest over the term as well. The monthly payment ordinarily in-

‘ cludes - a twelfth of the estimated real estate taxes on the property,
and frequently hazard insurance premiums as well. Initially, the
maximum permissible loan amount was $8,000, whether the contract be of
the share-accumulation or direct-reduction type, and the loan-value
ratio was limited to 80 per cent. Gradually, however, the former res-
triction has been relaxed, and currently a cooperative bank may lend
up to $20,000 on single parcels of real estate, although the aggregate
of loans over $16,000 can never exceed 5 per cent of total assets.’
Thé 80 per cent loan-value limit still remains, however, and the unex-
pired term of any mortgage loan cannot exceed 20 years, except where the
1An examinaiion of‘cooferative bank annual reports and field interviews
reveal that this spread was frequently very narrow. Actually,- during
~the 1920s, some institutions were approaching a 6 per cent rate on both
loans and shares, made possible largely by various fines and penalties
as well as by revenues from invested reserves. These latter often
- covered all administrative costs for the lending institution. Since a

large proportion of all serial shareholders withdrew their funds before

maturity, these high dividend rates were not actually paid on all shares.

2See below for a description of federal savings and loan associations.

3Annotated Laws of Massachusetts, Chapter 170, Section 2L.
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loan is insured or guaranteed by the FHA or VA. To be eligible for a
home ‘loan, whether insured or'noé, the mortgaged property'musf lie
either within Massachusetts or within 25 miles'of‘thefmain office if in
a contiguous state.:

‘Until the recent depression, cooperative banks were virtually alone
in writing fully amortized mortgages requiring level monthly payment
over the repayment period. Since that time, ﬁowever, the practice of
putting debt retirement on a convenient income basis has enjoyed uni-
versal acceptance and is currently found in well over 90 per cent of all
new home loans made in the local area.l

' Although ¢ooperative bank lending is genefally associated with the
monthly payment type mortgage, these institutions also have limited
authority to extend straight—térmﬂloanSeﬂ So=-called common form mort-
gage loans may be made for a maximum’term of 3 years and up to 70 per
cent of value. 'Amortiiation is required only during the period when
loan-value ratios exceed 60 per cent.z Monthly payment loans may be
converted into straight term loans provided repayment has already pro-
ceeded || years and the unpaid debt does not exceed 60 per cent of cur-
rent value. As data on Boston cooperative banks indicate, these loans
were most important during the depression, constituting about L per cent
of total assets in 1936. Apparently a majority of these mortgages repre-
sented purchase-money mortgages written in connection with the sale of
foreclosed real estate. -

In addition to providing mortgage credit for home purchase, cooﬁéra—
tive banks also extend loans to existing mortgagors for purposes of home
modérniéétion.‘ffhié may in%olﬁe the repair, altéraiibn‘or iﬁprovement
1See_Chaptép_ll;‘ﬂ,
2Chapterfl70, Section 23,

1oL
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of the mortgaged property, or merely the purchase and installation of
fixtures and durable appliances.l..Shareholders may also obtein loans
up to 95 per cent of the withdrawal value of their unpledged shares.2
Similar to an insurance policy loaﬁ, these loans are of great conven-
ience to a member in temporary distress when an outright withdrawal might
deprivefhim‘of‘substantial_dividend,apcruals. Although they constitute
one of the safest possible bank investments, share loans have never
gssumed any great importance.B‘ The dollar volume of these loans in-
creased during the early depression years, but continuing unemployment
and loss of.income forced many borrowing shareholders to withdraw their
shares entirely.

Cooperative banks in Massachusetts concentrate their investment
activity on home mortgage lending, and accordingly place about-80 per
cent of their assets in this outlet.',4 -With the remaining 20 per cent,
these institutions seek a more diversified portfolio while operating .
within the legal restrictions placed upon them. In order to meet un-
expected demands for share withdrawals and share loans, they must es-
tablish and maintain adequate liquidity reserves. These reserves
generally consist of cash and deposits in one or all of the following:
the Cooperative Central Bank, a national bank or trust company, or the
Federal Home Loan Bank. With the balance of their investible funds,
cooperative banks may select bonds and notes from a restricted list
-prepared by the stafbeﬁsupervisory’authority'.5 This eligible paper

1
2

Passed in Acts of 19L5.
Chapter 170, Section 25.

3This form of investment has élways constltuted less than 3 per cent
of total assets since the First Wbrld'war. Annual Report, Massachu-
setts Comm1ss1oner of Banks.‘ ’ ?

hAnnual Report, Massachusetts Comm1581oner of Banks.

5Taken from the eligible investment lists for Massachusetts savings
banks.,




includes various government and private securities for which there exists
a ready and reasonably stable markét.‘

" A'cooperative bank may becomé a member of the Federsl Home Loan
Bank in the Boston District, and as such may invest up to 3 per cent of

its assets in Bank stock. Up to the présent time, 121 out of 175 coop-

erative banks in Massachusetts have availed themselves of this privilege.1

As member institutions, they may borrow from the Federal Home Loan Bank

up to their credit limit, although approval of the State Bank Commissioner

is required for all advances above a minimum amount.  Present regulations

limit total borrowings of cooperative banks ‘to 3 ﬁer cent of share capital

or $100 thousand, whichever is 1es§é}£2 Moreover, while the Bank System
grants long-teri loans for periods of up to 10 years, cooperative bank
members may borrow up to 21 yeaf maximum, with renewals only where
circumstances warrant. As of April 1951, "notes payable" accounted for
less than 1 per cent of total liabilities among all éanks in the Common-
wealth.

""All”coopérative banks in the state are"fequired to become members
of the Cooperative Central Bank. This Bank, established in 1932, re-
sembles ‘the Federal System in its stated objectives of prombting elas-
ticity and flexibility in the operations of member institutions. By
pooling together a portion of their reserve funds, coopefative banks are
afforded the opportunity to borrow from the Central'Bank when. additional
liquidity is required. The Central Bank, along with the Share Insurance
Fund, provides member institutions with the necessary machinery to r
1

Statisticaleﬁmmary, Home Loan Bank Board, 1951.

2Interview, Federal Home Loan Bank of Boston. Under Chapter 195 of the

Acts of 1936, cooperative banks were granted temporary authorization to
borrow from any source to make real estate loans. At the present time,
they- are forbidden to make any loans with borrowed funds. ‘
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handle various emergency situations. When the Bank Commissioner examines
a bank that appears to be in an insecure condition, he certifies this
discovery to £he Central Bank.. The latter, in turn, operates the
business until conditions permit its return to the original directors .
or until liquidation proceedings are completed. Whenevérrnecessary‘ ,
to protect the shareholders of the certified bank, the Centrel Bank
may require additional sums from the Share I,nsurance‘Fund.l
Cooperative Banks in the Boston Area

The system of cooperative banks in the Boston area enjoyed a
continuous growth both in number and asset size from a modest beginning
in 1877 down to the recent depression. During the decade of the 192Cs,

total assets tripled and by 1929 the number of institutions reached

2
a peak of 108 in the Boston v1c1n1ty and 228 throughout the Commonwealth.

Thelr growth pattern has followed rather closely the movements in general
'business activity3 with share capital rising and falling with income
ievels. Often éé.soon as a small group‘of individuals believed their
expanded saving and home purchase plans were sufficient to warrant a
1separate community institution, a new cooperatlve bank would be incor- |
porated. So long as boom condltions prevailed, these small banks thrived
on a prompt 1nvestment of heavy capltal 1nf10ws, frequently to finance
the purchase of homes at highly inflated prices. &hls buS1ness was
generally acquired with a minimum of effort énd e#pense, berhaps ﬁith
only part—timé management opergting in cramped quartefs. The inherent
shortcomings of setting up undersized units in alreadj overbénked com-
munities became all too apparent as economic conditioﬁs tightened,

1Davenport, op. cit., p. 6.

2It will be recalled that the restrlcted area con51dered in this study
includes all communities within 10 miles of the Boston City Hall.
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and many coooerative banks were effectively‘forced out of the mortgage

'market. Although no shareholder lost a dollar of his capltal as a

result of the recent depress1on experlence, several banks were turned over

to the Central Bank fbr 11qu1dat10n, and many others found it advisable

to merge their operatlons w1th Stronger 1nst1tut10ns in the same community.
' The number of cooperatlve banks in the Boston area decllned to 100

in 1936, and to 85 by 19h0 Most of thls 1oss, however, was due to the

conversion of 16 banks into federal savings and 1oan associatlons, with

the balance resultlng from mergers and liquldatlons. Merger activity

was not confined to depress1on expedlency alone, for the total number

of active banks steadlly fell to 76 by 1951. |

TABLE VI. NUMBER, TOTAL ASSETS, AND AVERACE ASSETS OF COOPERATIVE BANKS
. IN THE BOSTON AREA, SELECTED YEARS, 1927 - 1951

Year® Number of Banks Total Assets Average Assets
T T - “(millioms) ~ (millions)
1927~ - 0103 $272.1 $2.6L
1936 100 - 263.3 2.63
190 - 85 - 231.0 ' 2.72
1946 78 274.6 3.52
1947 17 291.9 3.79
948 77 30L.0 3.95
1950 76 1325.6 4.28
1951 % 343.9 4.52

Source:- Annual Report, Massachusetts Commissioner of Banks.

*As of October 31 through 19483 subsequent years as of April 30.

 As ‘these data indicate, the system of cooperative banks, though '
hard hit by depression losses, has perhaps strengthened its overall
position in the local market since the.booming twenties. This hypo—
thesis will be more thoroughly examined later in the study, but a fen
remarks may be in order here. Many of the "sub—marginal" banks, per-
haps functioning more as a socisl organization then as a true business,
have been weeded out without»ﬁaterial loss to shareholders, 1During the
recovery;period, the‘surriving”institutlons were able to increase their

average asset level above that of 1927, despite the fact that the reduc-
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tion in cooperative form mortgages meant”an:automatic loss of pledged
share capital..«Not-only.hés the average bank strengthened its dollar
asset positién, but its guaranty fund and surplus has also mouhted.

steadily, constituting 9.12 per cent of total liabilities by 1951.1

In 'spite of these indications of growth, cooperative banks con-
tinue to function primarily as small, local sources of homevio;tgage
credit;2 The typical cooperative bank has between 3 and L shareholders
for each mortgagor, has modest business quarters and currently operates
with a total: salary budget of $15,000.3 Except for two institutions in
the $30 million class, each of the cooperative banks in the Boston area
has assets holdings of less then $15 million, with the modal size bank
at less than $2 million.

TABLE VII.  SIZE DISTRIBUTION COF COOPEQATIVE\BANKS IN THE BOSTON AREA,

APRIT. 1951
Asset Size Group " Number of Banks ~ Per cent of Total
(millions of dollars) . : - -
Al Groups . . 76 100.0
0-1 L 5.3
1L o 17 22.1
2 -3 15 19.7
- 3.-) 13 17.1
,J- - 5 7 902
S E5-T K , 9 11.8
7 -10 R 5.3
10-15 R . 5 6.6
15 and over 2 2.6

Source: Annual Report, Massachusetts Commissioner of Banks, 1951,

Cooperative banks are strictly mutual-type institutions in that
full ownership rests ﬁith the sharehdiders who‘sharé in all profits after
operating expenses and reserve allocation have been met. Although this

technicality still remains; however,'the tfaditibnal mutual character

1Th15 percentage applles to all banks in the Commonwealth. See p. 101.
. @See the discussion on geographlc coverage of mortgawe loans, Chapter 12.

3Computed from 1950 Annual Report, and applies to 21l 175 banks in the
state.
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of cooperative banking has gradually waned, particularly over the past

two decades. Mortgagors are selected according to genersl credit
acceptability,: and their dual role as shareholder-borrower is merely

a nominal requiremeﬁt."Each individual member continues to possess
voting power, but this privilege is seldom exercised, and policy
determination generally rests with salaried management and an elected
board of dlrectors. - -Regular meetings are held every month for the
whole membership, while certain members of the board meet each week to

pass on mortgage loanfapplieations.e
FEDERAL SAVINGS AND LOAN ASSOCIATIONS

Federal savings and‘ioan associations represent the federally-
chartered counterpart to cooperative banks, which are subject only to
state supervision. : Authorization to charter these associations was
granted in tﬁe Home Owners' Loan Act of 1933, one of the various
measures enacted during, the depression.1 Depending on the adequacy
of existing home financing facilities, federals could either constitute
new institutions or merely involve the rechartering of established
savings and loan associations. As pointed out above, many communities
in the Boston area were- already saturated with thrift institutions and
there appeared little justificaiion for new entrants. Accordingly,
all local federals received their charters as converted cooperative
banks, pursuant to enabling legislation passed in‘1935.2 Conversion
was easily accomplished during the early years of the program, but
since the late 19305 the task has become increasingly difficult.>

See a brlef dlscu551en of the 1nst1tut10nal background in Part IV.

2Chapter 215, Acts of 1935. »
3See "Federal Sav1ngs and Loan Associations in the Boston Area" below.
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Federal sav1ngs and loan a35001at10ns are 51m11ar to cooperatlve
banks in most respects, except'where matters of superv181on and regula-
tion are concerned. Regardless of charter, they repreSent prlvately |
owned and operated thrlft 1nst1tut10ns whose prlmary investment outlet
1nvolves home mortgage lendlng. While the organlzatlon of elther type
is technlcally mutual in character, most assoclatlon members rarely parti-
cipate in po;icy matters 50 long as satlsfactory operatlons obtain. At
annual meetings they may exercise their voting pr1v1lege in electlng a
board of directors whlch guides the management and pollcles of the 1nst1—
tution.l |
Unlike cooperative banks which operatecexclusiveiy under. state
jurisdiction,‘federal savings and loan associations are chartered and
supervised‘by the Home Loan Bank'Board; kBoard emaminers thoroughly*mn—
vest1gate the condltlon of each federal a55001at10n at 1east once every
year, and reports on current operations are requlred each month. As a
condition of membership, a federal must also quallfy as a member of the
Federal Home Loan Bank System and. of the Federal SaV1ngs and Loan Insur-
ance, Corporatlon. Membershlp in the 1atter two agencles is generally
open to quallfied state-chartered assoc1atlons as well, and by 1950
nearly a third of all such 1nst1tut10ns in the country had joined both
systems.zk Cooperatlve banks 1n Massachusetts, while permltted to become
members . ofthe Home Loan Bank, must subscribe to their own State Share
Insurance Fund. The two alternate insurance programs are ba51ca11y

similar except that the coverage of the FSLIC is nationwide and conse-

In the case of cooperative banks, each shareholder receives one vote
regardless of his holdings; in federals, an:individual receives one
vote if he is a borrower, or, as a saver, he may cast one vote for
each $100 in his savirgs account, up to a limit of 50 votes. Rules
and Regulations, Section 1Lk.l.
2

Statistical Summary, Home Loan Bank Board, 1951.
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quently mo?e‘highly‘divérsified so far as risk elements are concerned.
Both are supported by proportional.assessments upon the member associa-
iionS} wits;éhg_current’annual premium equal to 1/12 of 1 per cent of
share liabilities in,either sase.ll\Individual savings accounts in .
sssosiations covered by’the FSLIC a;e insured against loss up to $10,000,
vhile the State Fund'insufes their share accounts in full. Some coopera-
tive 5aﬁk sxecuﬁives rega?d the latter agency as unnecessary duplication
snd”accordingly seek‘its abandonment in favor of the more extensive fed-
eral"pfogram.. ﬂapy“othersvvigorqusly‘maintain‘that every effort must be
made to preserve the existing dual—system of banking.2
Savmgs Capital

The sav1ngs-investment fa0111t1es of federal saving and loan asso-
ciatlons are basically similar to those purrently provided by state-
chsrfersd coobsratiys banks. From the outsef, however, federals departed
ffom fheir\pre#ious reliance upon the serial share with its compulsory
systeﬁatic th%ift plan, and aqcsptea savings shares of any amount at any
.time.‘ The& ispossd'no fines or penalties of any kind, and thus functioned
mﬁch as any savings'bank. This shift in emphasis away from quasi-
compulso;& systematic saving yaS‘then regarded as the essential difference
beﬁwesnhthe.fﬁo types of gharter,3 Perhaps to the chagrin of orthodox
cooperative Bsnkers, this distinction ha5~been substantially weakened now

that savings shares are widely accepted by cooperative banks as well.h

The 11ab111ty for addltlonal assessments is 1/8 of 1 per cent yearly
for FSLIC, and 1/5 of 1 per cent in the case of the State Fund.

2The relative merits of the two programs are discussed by Messrs. Chamber-
lain and Andrews in Cooperative Banker, June 1951.

"3See Davenport, op. cit., p. h3.

See above, P. 98.



'The predominance of ordinary savings  share accounts in the capital
structure of federals does not imply an absence of alternate plans, .
Aétuaily many associations offer-a bonus saving plan which embraces the
essential features of the conventional serial share account. Any member
desiring a "bonus"'agrees £o make regular monthly payments of a speci-
fied amount on a savings account until its withdrawal value equals 200
timesrthe,agreed monthly payment--precisely the same matured value stipu-~
lated under serial shares. Provided the member fulfills this agreement,
“without a delay of more than 60 days in any payment and without any pre-
payment of more than 12 months, he shall receive a bonus of 1 per cent
above the regular dividend rate. The bomus saving plan has an added
feature for members who are forced to withdraw their accumulation before
fuli maturity. A bonus is paid whenever. the withdrawal value exceeds
50 times the monthly payment, with the bonus rate increasing by %~of
1 per cent for eéch‘éuch multiple of 50 up to a full 1 per cent.‘ In
any event, the bonus saver cannot receive less than the regular divi-
‘dends.t |

Federal savings and loan associations generally offer a variety of
other savings plané as well. Investment accounts are available in
multiples of $100, either in certificate or book form, on which semi-
annual dividehds are payable in cash. For the convenience of members,
various special accounts are available, such as Christmas clubs, tax
clubs, vacation clubs, etc. Unlike cooperative banks, federal associa-
tions are not requifea by ché:ﬁer to limit the maXimum Saviggs account
»heid b& Sne individual.

This flexibility in bonus plans offers genuine benefits to the typical
saver as opposed to the orthodox serial share account. Davenport re-

veals that only 2 out of 5 serial shares reached maturity during a period

when pledged serial shares were used directly in mortgage repayment. He

states that the average life was but L years, which would roughly be equi-

valent to a % of 1 per cent bonus in a federal association. Davenport,
-Q_Eo g:_’b_., pp’ 33-3h.
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To supplement these sources of sa’vingé‘ capital,’ é federal savings
and loan ‘association may borrow from the credit reserve facilities of
t‘i’ze“Home Loan Bank. Advances from the Bank System may be sought to meet
unusual savings withdrawals or merely to make additional home 1oans.1
Under its liberal charter, a féderal 'assoc‘iation niay borrow in the aggre-
gate an amount equal to one-half of its savings capital from the Home
 Loan ;‘BankAand other sources.2 This is in sharp contrast to the borrow- -
ing opportunities available to cooperative banks. Their Central Bank is
primarily designed for assisting members in distress, and even affiliates
of ‘the Home Loan Bank may secure sizeable advances only with the permis-—
sion of supervis’o‘r,“y au’ohor:‘rh‘.es’.3 Actually, many local federals have
relied upon extensive borrowing to maintain capacity lending operations
and thereby to facilitate their rapid growth. |
Investments -

‘Althou‘gh federal savings and losn associations place most of their
capital in home mortgages, their overall mortgage investment opportuni-
ties are less rigid than those of cooperative banks. From the outset,
they have been 'authorized to lend up to $2C,C00 on an individual home,
while cooperative banks were then limited to $8 ,OOO."L Under either type
of charter, however, such loans may not exceed 80 per cent of appraiséd '
value, and must be repayable monthly within 20 years, except where insured

or gnaranteed by the FHA or VA.

'Iyplcal of most thrift institutions, federal associations ordinarily
pay off withdrawal requests on demand, although a 30-day notice may be
required.

2Ru:!.es and Regulations, Section 1ll. 1(9)
3And never for the purpose of making new loans.

aised to $10,000 in 1937.
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Féderals'aléofmay make straight mortgage loans under certain condi-
tions. Provided the principal amount does not exceed 50 per cent of
value and provided interest payments are made at least semi-annually,
unamortized loans may be written with a maximum term of 5 years. Higher
pércentaée loans are sometimes granted for shorter terms, with €0 per
cent construction mortgages permissible for a term not excéeding one
y'ear.l

The régular lending area of a federal association consists of the
area within a radius of 50 miles from its main office, plus any additional
territory which had been permissible while i£ operated as a state-
chartered iﬁstitutidn.z‘”At the present time, loans guaranteed by the
Veterans Administration are exempt from this provision, and hence may be
1nitiated or purchased without regard to the location of the mortgaged
property. Mbreover, FHA-insured loans may be made or purchased without
limit so long as the‘property lies within 1C0 miles of the association's
home office, and even this restriction is waived with sp‘ecial‘permission.3

. Under its charter, a federal savings and loan association may invest
up to 15 pér'ceﬁt of its asSeté‘iﬁ mor tgages without regard to céertain
of the above restrictions. Within this limit, an association may make
mortgage loans exceeding $20,000 on certain types ofﬁimpr0ved real estate
other than home properties. The maximum loan-value ratio and loan term
permitted on such mortgages depend upon the type of pfoperty considered.
Within this 15 per cent limit, federals may also invest in mortgages on

properties located beyond the regular l'endingarea.,4 ‘

1Rules and Regulations, Section 1L5.6-1

2For local associatlons, this latter area includes the Commorwealth of
Massachusetts., '

3The total amount invested in the latter is included in the 15 per cent
of assets group described below. Rules and Regulations for Insurance of
Accounts, FSLIC, 1951, Section 163.9.

hRnles and Regulations, Section 145.6=7. Most real estate owned and
non-installment loans also come under this 15 per cent limitation.
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_;Jusﬁ as goopepative banks may make share loans, any federal associa-
fion may extend loans,oﬁ1the‘security ofxits savings‘accounts, whether or
not the borrower is the owner of such account. Under no circumstances,
however, qaﬁvthe loan amount exceed‘the1withdraw§l value of the pledged
accoupt.;;’Unsgcured 1qans_may be’made to home owners for purposes of
property,glteration,.repair or improvement. Unless the obligation is
insured by a governmental agency, such 1oans cannot exceed $1,500_and
must .be repayable in regular monthly installﬁgnts within a S—year term.2

- Other than mortgagellending, the investment épportunities of fedeygl
associationsdare quite;limited. ,These othgr investments inclﬁde‘tﬁe
following: ~seguripies‘and,i‘ully_guaranteedvobligations of the United
States gqvernment; stock of a Federal Home Loan Bank; and other obliga-
tions of these Banks. JFederals may.invest without limit in any or all
of these alternative outlets.> ) -
FedefalZSavings and Loan Associations in the Boston Area

‘Pursgant‘to enabling 1egislation passed in 1935, 16 cooperative
banks in the:Boston érea.had‘converted into federaliassociations by the
end of 1937. 1Interviews reveal that several addiﬁional local insﬁitutions
would‘haverfbllcwed suit, had state banking authori#ies ndt}stépﬁedwiﬁato-curb
the movement. During>1937 alone, 12 cqoperativé banks from thé Boston
area relinquished their stgtebcha%ters_by virtue of a requiréd 3/h affir-
mative vote of those members‘present and voting at a‘special meeting. |
Inasmuch as‘most,shéreholders in these mutual institutions failed ﬁo

exercise their voting privilege,‘the supposedly stringent requirement

1Section 145.7

2The property must be located in the regular lendlng area as defined

above. Section 145.8.
3Sectlon 1L5.9.
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of a 3/h vote was ea511y secured by a small group of federal supporters.
The Bank Commlss1oner revealed that conversion had been effected on the
average by the votes of approx1mately 2— per cent of all stockholders
concerned and at one meetlng only 1. 1 per cent of the membershlp were
present to vote.1 This easy desertion from the state ranks was brought
to the attentlon of the leglslature, and thereupon was promptly checked.
Beglnnlng in 1938 conversion could be accompllshed only after a maaorlty
of all shareholders voted in favor of the measure,'whether they be present
at the spe01al meethg or not. Five years later, cooperatlve banks were
absolutely prohlblted from rellnquishlng thelr state charter as an emer-
gency wartlme measure;z This clanse ‘was success1vely renewed 1nto the
postwar perlod as well, ‘so that no new federals were chartered unt11

late 1951, when a $10 million suburban bank converted. Under current

.

regulatlons,‘a two-thlrds affirmative vote of all ellglble shareholders
1s requlred for convers:Lon.3 | | . |
Certaln advantages avallable to associatlons operat1ng under federal
charters have already been outllned. For example, the blanket insurance
of all saV1ngs accounts up to a spe01f1ed limit by a federal 1nstrumen-
tality undoubtedly appealed to many depression—ridden associations. Con-
verting 1nst1tut10ns perhaps regarded the word "federal" in 1tself as
engenderlng a great deal of public confldence and assurance, whlle others
were equally adamant in decrylng thls dangerous spread of federal 1nf1u—
' ence.h Undoubtedly personal and polltlcal views of the 1nterested parties

have heav1ly 1nf1uenced any dec181on relatdve to conversion, whether the

prevailing sentiment be'affirmative or negative.

Annual Report, Massachusetts Commissioner of Banks, 1937, p. iv.

2The number of federal associations actually declined by one in November -
1945, as a result of a merger of the Suffolk and Flrst Federeals.

3The majority requlrement is found in General Laws, Acts of 1938, Chapter
163; ‘the' 2/3 requirement was first spec1f1ed in the Acts of l9h3, Chapter
2L3.

From interviews.
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- .- The. data presented in TableyVIII, summarizing some salient features
of the early converting‘institutions,.may‘shggest additional motives for

conversion.t

The institutions Whichlconverted during these years were
quite similar to the remaining céépefatifeibénksvin the state so far as
aygrage'gssets and age of institution is cohéerned.2 From Table.VIII,
hﬁ%évéf;mit.épﬁéars'that borrowed funds represented a much larger item
ié fﬁeﬁoperations of thé'convertihgbassociations than among those re-
féiﬁihéufhéif:étate charter. While most cooperative banks have never
»f&il?wédka pqiigy of‘mégﬁing 1iquidity needs through_extensive borrowing,
%thié;é§c§gnt represenﬁedja.l per céﬁf of total assets among the former
institutidns against lgsé'than 0.3 pef cent for the 1aﬁﬂer. This con-
ftrééf“may reflect eithgt»pnusually heavy ﬁithdrawal demands among con-—
verting ésso§iations1qr~e1§e.a pdiicy of seeking bank advances to make
adgitional real estate‘ﬁértgages. The oppbrtunities fdf more extensive
long-term borrowing f;om ihe Home Loan BankASystem undoubtedly induced
mapy‘of thesékcéqferéfive‘banks td seek:fe&eral charters. All but fbur
aésociationéAhadvalreadj jqined thé.Bank System prior ﬁo conversion, but
_their.effegfive'creditvline was séverely curbed by existing staté regu-
1ations.. h - | ) |

| There iéladaitibﬁél evi&éncé to suggésﬁ that sohe of fhe converting
assdciatioﬁs,%eré 6h the average less secure than the others. At their
respective points of conversion, the average guaranty fund and surplus
éof fhe 16 associationsvrepresented L.1 ﬁer cent of total assets, while
the non-converters héld~reserves of 5.9 per cent. This rather sizeable

difference is not due to the influence of an unusually weak member among

lA Siﬁilar éhalysis is used by Davenport in considering the conversion of
cooperative banks throughout the state. Op. cit., pp. H1-B3:.

2The years of original incorporation ranged from 1880 for Waltham to 1922
for Dudley; the average asset size of the 16 converting banks was $2.3L
million against a state average of $2.0L4 million in 1936 for 187 insti-
tutions, and $2.63 for 100 banks in the local area. ,
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TABLE VIII. © COCPERATIVE BANKS IN THE BOSTON AREA CONVERTING INTO‘FEDERAL
SAVINGS AND LOAN ASSOCIATIONS 1935-1937

Total

CooEerative L

Location Guaranty Borrowed Foreclosed Real
Bank B Assets Fund and Funds Estate and De-,
(000) = ~Surplus (C00) Iinquent Loans’
(0CC) - [¢]
Converted in 1935 R
Dudley . Boston % 6l $ 21 $ 63 18
Harvard ‘ Boston 1,027 Ls 0 11
Union . Boston 310 1L 0 55
Converted in 1936 I
Ausonia _ Boston 106 5 0 11
Converted in 1937 cT e e '
Coolidge Corner Brookline 763 21 89 174
Edward Everett Boston - 520 28 0 71
Faneuil Boston 316 25 0 87
Home Owners Roston 357 b 37 1
Inman ‘ Cambridge 1,131 97 10 3L8
Suffolk Boston * h,7h2  25h 0 68l
Waltham  Waltham 6,370  2L6 0 837
West Somerville = Somerville 3,539 ~ 181 100 63l
Winter Hill Somerville, 6,599 265 . L76 2,126
Wollaston Quincy ~ °  L,301 174 0 - 606
Metropolitan - Boston . 601 28 20 116
Boston " Boston 6,23h 133 0 731
Totals for all 16 converted 37,557 1,5h1 795 6,613
banks .
Percentage of Total Assets 100.0  L.1° 2,1 17.6
Totals for 187 non-converting 382,L99 22,528 1,105 63,563
banks, as of October 1936 _
Percentage of Total Assets 100.0 5.9 .29 16.6

Source: Annusl Reports, Massachusetts Commissioner of Banks

*Sum of "Real Estate by Foreclosure" and "lLoans on Redl Estate Dues
Temporarily Suspended.™

the larger banks, for the low figure of 1.1 per cent belongs to small

#350 tho@sand institution. Actually all of the larger banks held re-

servesaapproximating this'h.l per cent average, and only two smaller -

institutions exceeded this figure, with reserves of 7.9 and 8.5 per

cent, respectively.

There appears to be no significant relati'on between depression

mortgage losses and the propensity to convert.

As indicated in the

table, foreclosed real estate plus temporarily delinquent loans, taken
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as e rough index of mortgage experlence, constltuted a slightly higher
percentage of totai assets among convertlng banks than among the re-
malnlng 1nst1tut10ns.

/,{ These overall data on bank borrowings, reserve accumulations, and
mortgage dellnquency and foreclosure may indicate that some banks elect-
1ng to convert had perhaps encountered more severe depression experience
than the average, although thls is not equally true in all cases., The
largest cooperatlve bank convertlng durlng thls perlod appears to have
been in a 31ngularly unfavorable p051t10n on all counts, save its reserve
funds. -This bank, whose assets represented one-sixth of the total for
all 16 banks, held one-third of all foreclosures and delinquent loans,
and had borrowed three-fifths‘of,the,total bank borrowings., Actually,
only 7 out of the~16 associations held any,such "bills payable," repre-
senting over 10 per cent of total assets in but two cases. On the whole,
it seems- reasonable to suggest that, while a few weak banks felt that
little could be lost through conversion, others were among the strongest
cooperative banks and regarded the new charter as an effective means of
'achieving‘a rapid growth.

.. From this humble beginning local federal savings and loan associa-
tions have enjoyed a phenomenal growth over the past 15‘years. Most
fede:als took advantage of_their expanded borrowing opportunities and,
coupled with an aggressive merchandising policy, found a ready market for
their various'mortgage loan programs. Specific reference to mortgage
operations, as well as to the promotional efforts themselves, will be
medevlater in the study.,,Fede:al associations, proud of these achieve-
ments, have widely publicized their rapid growth by pointingito their

comparative asset position in 1936 and 1951. (See Table IX.)
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TABLE IX. TOTAL AND AVERAGE ASSETS HELD BY FEDERAL SAVINGS AND LOAN
. ASSOCIATIONS IN THE BOSTON AREA, SELECTED YEARS, 1936-1951

Year No. of Assoc;atlons Y, Total Assets Average Assets
: ‘ R e T “(millions) . “(millions)
1936 ¢ oo 16 o - $ 37.56 $ 2.3
1940 16 , 63.0L 3.94
w9 - 15 S 122,k o 8ar
1948 15 - 1h8.32 9.90
1950 - .o .. 015 - 182.81 : 12.20
1951 16 199.35 12,46

Source. Northeastern Federal Savlngs League and Federal Home Loan

S Bank of Boston

* As of October 1936, or at date of conversion, whlchever is earller.
Subsequent years, as of December. 31. '

' While the asset position of the entire group shows a fourfold in-
crease during the 15-year span, growth patterns of individusl associa~
tions have varied widely. The association with the highest esset level
at the date of conversion, mentioned above, experienced the slowest rate
of growth, 62.3 per cent. The two largest federals today have grown
roughly with the average, while the third and fifth largest have dis-
played phenomenal increases in total assets of over 68 and 2L times,
respectively.l'

- As stated above, liberal credit availability from the Home Loan
Bank has undoubtedly played a prominent role in this growth picture. ‘
As of December 31, 1951, all 16 federel associations currently held -
advances from the System, varying in amount from $50 to $2,500 thoﬁsand.
Total advances represented 10.0 per cent of aggregate share capital for
the group, while this ratio approached 15 per cent for two associations.
For the entire group, aggregate borrowings were equivalent to L6 per cent

of combined cashi and government bond holdings, but exceeded 100 per cent-

in -the case of the heaviest borrowers.2

1Home Owners Federsal rose from $357 thousand to $2L.k million, and
Brookline Federal from $763 thousand to $18.8 million.

2A11 these data are complled from regular reports filed with the Home
Loan Bank of Boston. The latter data refer to operating conditions
as of June 30, 1951.
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These ‘advances ‘are of seversl varieties. Throughout the 11 Home Loan
Bank districts the outstanding volume of long-term, secured loans is half
as large as that of unsecured loans with terms up to 1 yéar. In the Boston
d:istr‘ic.t,‘ ‘:howév'er',' the dire““cyt‘or;s follow a fjolicy of'promoting short-term
advances almost entirely, so that these loans constitute nearly 99 per
cent of the outstanding balance.” The ioc£I'Bankvfsgards unsecured loans
ésavery'HESirable'i@ésmuch as these constitute a lien prior to any share-
holder claims in the event of default. Such loans are ordinarily granted
to‘ any quélified’ﬁiemﬁer Bori'cwer 'prbvided its ’ootal unsecured borrow-
ings do not exceed 20 per cent of its share capital. No amortization is
required where the term does not exceed é months, but quarterly principal
répayment is réquifed' ‘on 1l-year loans unlsss secured By i‘ederal govefn-—
ment securities or Home Loan Bank deposits.

While’shsrt;term‘loans are designed primarily to meet immediate
liquidity néeds,’sdmé 1ocal‘federél savings and loan associations have
used 1ong-term advances from ths_Home Loan Bapk as a means of expanding
mortgage lendlng activity. Aifhsugh thsse sscured loans are not widely
used in thls capital surplus area, the Bank is authorized to grant fully
amortized loans with terms of up to lo_years. Currently the rate of
intéfest’ charged on either type of loaxi is 2% perv cent per annum, eéﬁal
to thé_dividend rate paid by most associations on savings capital.?

Since share’ accounts may involve additional administrative detail and
expense, borrowing from the Bank may appear to be an economical method
for financing a rapid expansion. Lest this privilege be indiscriminately
exercised, local Home Loan Bank directors attempt to pursue a conservative

lending policy, approving long-term loans only where genuinely justified.

lIntervlew, Federal Home Loan Bank of Boston.

20n 1ong—term advances, only the current "bllllng" rate is 2% per cent,
but the "contract" rate is 3 per cent.



123

A comparative analyS1s of growth patterns among federal savings and
loén assoc1atlons as opposed to local cooperatlve banks indicates a much
more rapid dollar expans1on among. ‘the former. Average total assets in
federal assoc1at10ns rose nearly hl tlmes between 1936 and 1951 agalnst a
'32 pernoentilncrease among cooperative banks. Although non-converting
local,cooperétive banks in l?36_were slightly‘larger than those conver-
'ting, thoyﬁaretnow harél&:one;tﬁird os large,vonvohe overagea as federals.
While‘local,cooperative bonks‘tend‘to be heavily concentrated in~asoet
sizerclassesmunder.$5,million,wekactly ono—holf of the federal associa-
A tionsyhavo total assets‘egoeeding‘ﬁlQ_mllllon. .(Seo Téble X.)’ The
1argost féderal; at an assoo 1§§e1 of.$35 million, is slightly larger
than the leading state-chartered association, with the former increasing
néarly 6 times since 1936 and ‘the latter registering a less spectacular
two-thirds 1ncrease.lvp

TAELE X. SIZE DISTRIBUTION OF FEDERAL SAVINGS AND LOAN ASSOCIATIONS
' IN THE BOSTON ARFA, DECEMBER 31, 1951

Asset Size Group © Number of Associations ) Per Cent

(Millions o _ , : of Total -
of dollars) - ‘ ‘ S : : S z
NI Groups e 16 100,00
$ 0-5 2 12.50
7 -10 2 12.50
10215 3 - 18.75
25 and over 2 12.50

Source: Federal Home ILoan Bank of Boston

‘,Similar‘to cooperative bank pfactice, federals are required to
accumulateireserves bj successive appropriations out of net earnings until
a‘level equivaléﬁi toilO béf ceot of share copital has been reached.
Among the 16 associations in the Boston aréa, such resorves and undivided

Lsee "Additional Comments on Largest Tnstitutions” at the conclusion of
*Chapter 12.
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profits_represented approximaﬁely.@.h per cent of aggregate share capital
at’the’end ofyDecember 1951.1_ These ratios»varied.ﬁide}y among the con- |
stitqenttmembers,.however, ranging from less than 6 per cent to slightly
more tﬁan 12 per cent,dﬁhe latter referring to one of the largest local
assoc1at10ns. | | | |
Largely because of the s1gn1f1cant role assumed by Home Loan Bank
advances, the llablllﬁyistructure of local federals dlffers somewhat from
that ofﬁeeoperative baﬁks.' Among ﬁhe’former, share capital and reserves
accqunted}for 83 end 7 pesvcent, respectively, qf total liabilities in
1951 while‘among the»laftef? tﬁe,corresponding‘retios were 87 and 9‘per

cent.g

MUTUAL SAVINGS BANKS

’ Quantitatively, mutual savings banks constitute the most significant
institutional lender in the local long-term capitel market. By accuﬁula—
ting and 1nvest1ng the modest saV1ngs of thousands of depositors, the 56
local savlngs banks -in 1951 held total assets valued at over $1.8 billion,
well over 3 times‘the combined asset valuation of all 91 cooperative banks
and federal savings,enq loan associatiens in this area.3 Although mort-

gage loans represent but one among many investment outlets, the predominance

N

of savings banks in the mortgage market is no less certain.

1 81mp1evaferaée'computed from individual data compilednby the Northeastern
Federal Savings League.

2mne latter figures refer to all 175 banks in Messachusetts as of April 1951,
At that time "notes payable" represented only . L per cent of total liabi-
lities.

3Annual Report Massachusetts Comm1351oner of Banks, and Federal Home Loan
Bank.

hSee Part V. Tn 1951 the dollar mortgage portfolio of the sav1ngs banks
was greater than total assets of the above two groups of thrift insti-
tutions combined.
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Hlstorlcal Development

Mutual savings banks have a 1ong and 1nterest1ng hlstory, dating back
to thelr European orlgln durlng the late elghteenth century and their
subsequent importation into the Un:ted States in 1816. In this latter
year, utual sav1ngs 1nst1tutlons were organlzed in Philadelphia and
Boston, the latter bank stlll u51ng its orlglnal title, the "Provident
Instltution for Say1ngs in the Town of Boston." Founded to provide a
safekeeplng for the 11m1ted sav1ngs of the grow1ng laborlng classes and
Aother 1ower 1ncome groups, thls 1nst1tutlon in 5 years held dep051ts of
$6CO thousand and a surplus of “6 200.1 Commerclal banks catered pri-
marlly to the flnanclng needs of the merchant and well-to-do classes, and
cooperatlve banks were not to appear for another half century. As a re-(
sult of thlS v1rtual monopoly, Massachusetts sav1ngs’banks, frequently
termed "1nst1tutlons" because of general antlpathy to "banks," developed
rapldly durlng the nlneteenth century.2 ’Acceptlng dep081ts of as little
as five cents and meetlng most'w1thdrawal requests on demand, these in-
stltutlons served the publlc well by prov1d_ng convenlence, safety, and
reasonable profltablllty for thelr savings. By 1875, 1@0 sav1ngs banks
had been 1ncorporated, holdlng well over a million 1nd1v1dual deposit
accounts. At that tlme, nearly one person in two in the Commonwealthl
owned a sav1ngs account, w1th an average w1thdrawal value of $330. During
the follow1ng 75 years, the system of sav1ngs banks continued its steady
growth unt11 its 189 menbers held 3. 2 mllllon dep051t accounts averaglng

$1,032 in 1950 3

1W H. Kniffin, The Savings Bank and Its Practical Work, Bankert's Pub-
lishing Co., New York, 1912, pp. 15-16. _

ZWelfllng, op. cit., p. L.

3Annual Report, Massachusetts Comm1551oner of Banks. 1In 1950 there was a
deposit account for every 1. L7 persons in Massachusetts. Obviously some
duplication is inevitable as many individuals hold savings accounts in
more than one bank.
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Mutual savings banks have become f irmly rooted in New England and
the Middle Atlantic states, but have nevr‘er, flourished elsewhere. Although
the more‘_than 500 existing institutions are spread over 17 states, a
heavy majority are found in Massachusetts, Connecticut and New York.
Several sound reasons have been advanced to account for this geographic
concentration.l . The primary factor has undoubtedly concerned the unequal
economic' development of the country at the time when most savings insti-
tutions were founded. The more industrialized East had already produced
a sizeable laboring class dependent upon money wages and sorely in need
of a safe depositary for reserves of various sorts.  In the frontier
West, economic activity centered about agriculture, mining and lumbering,
largely individualistic pursuits. Any money saving which might arise from
these operations was perhaps invested in speculative endeavors, and there
appeared little need for philanthropic thrift institutions.

Financ’ing needs of the growing West were generally provided by ordi-
nary commercial banks, who alone had the power to cregte credit and thereby
alleviate"the continuing capital shortage. Moreover, savings banks, which
regard safekeeping of depositors! funds as paramount, were prohibited by
law or tradition from underwriting the extensive industriél and commer-—
cial needs of these entrepreneurs. As .industrialization developed in the
newer areas, there emerged a growing wage earning class seeking the ser-
vices of a thrift institution. By this time, however, commercial banks
were so firmly entrenched that demands for savings depositaries were fre-
quently met by the establishment of savings departments within existing
ipstitutionsf ‘Where commercial banks failed to sufficiently expand their
sefvices;, étock saw}ings banks and building and loan associations were
orgéni'zed“. ‘, | | |

Isee 4Lintner;, op. .c_:_:’gi, pp. 50-55.



Mutual ’se‘vihgs’ banks and savings and loan essociations are equally
‘mitual so far as ownership of assets and distribution of earninge are
'co"n‘oe.rneé;n In the case of the fornler banks, however,‘ ‘iudividual deposi-
tors 'do'notloostsles‘s even nominal control over. the management‘ and policies
of the ihstitutior‘x.” Complete authorlty is vested in a self-perpetuatmg
group of 1ncorporators who select the board of trustees and selar:.ed
‘personnel. These two ty*pes of organization are also distinct with respect
‘to priority of ’th'e institution?’s assets in the event of default. Inves-
tors in sewfings and loan svhares. become legal co-—owners of the association,
;v\rhile sa’viugs bank depositors are 'teohnically ‘creditors and are accord-
ingly afforded ‘the rights of this sta‘hus.l‘ Deepite these legal technicali-
ties, shares in ‘saifi“ng"s and loan associations and sav‘ing‘s’ eccounts in sav-
ings banks are"gene.rally regarded as close substitutes ’to.the general
public, and hence must be so considered in /eny'realistic' approach to the
hlarket.'.“ ‘ |
Decline in Prominence

Although savirige banks continue to represent the largest savings
deﬁositafy in the states in which they are heavily concentrated, their
share of the market hes shrunken oons‘iderably;‘si'nce‘ the late nineteenth
century, that is ,V s:.nce real élterhatives have b:een’ available to the
saving publi'c.. That the s"a{ring's benks" position ha‘s‘:i dinﬁnished riétion—
ally may be eicplaiheti' largely by the relative decline of the mature East
where these institutions 1:»redomi'nate.2 Their relative 1oss in these

X

latter reglons as, well | however s must be accounted for on dlfferent grounds.

1

2In 1880 deposits in mutual savmgs banks constltuted 87 5 per cent of
total savings in: all depositaries in the United States; by 1927, this
share had fallen to 29.2 per cent, and by 1950, to 28.5 per cent.
Lintner, op. cit., Appendix Table 1-1, and Economic Almanac.

127



128

Not untll the recent depress1on was this steady downward.movement arrested,
when public confldence was badly shaken in competlng depos1tar1es. It is
1ndeed a trlbute to the soundness of mutual sav1ngs banks that total de—
posits in Massachusetts 1nst1tut10ns actually 1ncreased 1.6 per cent dur=-
ing the decade of the 19305, rlslng in all but 3 Jears. Over the s ame
perlod, sav1ngs deposits in commerc1al banks and unpledged shares in
saV1ngs and loan ass001at10ns in the Commonwealth fell by 38 1l and 7. 3
per cent, respectlvely.1 o

Ihe ablllty to malntaln publlc confldence durlng periods of distress
is certalnly a de51rab1e characterlstlc, but 1ts competitive attraction
is wanmg. As stated elsewhere in thls study, _the universal adoptlon and
acceptance of depOS1t and share 1nsurance have undoubtedly led many savers-
to select their dep031tary on grounds other than mere safety alone.2 Any
severe depre881on in the future mlght provoke heavy'W1thdrawal demands
among dlstressed dep051tors in all 1nst1tut10ns, but the probablllty of
a heavy transferal of fear money'ls materlally lessened.

Undoubtedly much of the relative gain enjoyed by the savings banks
durlng the depres51on years was due to abnormal panlc ‘withdrawals from
competlng dep031tar1es, rather than to substantlal 1ncreases in new
saV1ng 1nflows. Nevertheless, this favorable experlence has checked,
perhaps permanently, the downward drlft in the p031t10n of sav1ngs banks
yln.the savlngs market. Deposits in Massachusetts savlngs banks as a

Yintner, op: cit., Appendix Table II-2.

2All mutual savings banks in Massachusetts are required to belong to the
Mutual Savings Central Fund, Inc., and the accompanying Deposit Insurance
Fund. Organized much as the corresponding central institutions for coopera-
tive banks, each saving deposit account is insured in full. Although sav-
ings banks are also eligible for membership, only one local institution
with assets of $37 million has joined the Home Loan!'Bank System. State
regulations permit member savings banks to borrow from the System only
when liquidity needs warrant.
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percenoaée‘ofﬁtorai‘accounfs in'eli thrift institutions fell sharply from
a hlgh of well over 90 per cent in the early 1900s to 66.7 per cent by
1928 As 1ndicated above, however, theSe institutions were looked upon as
a safe refuge durlng the depre831on years, and as a consequence savings
bank deposits represented an 1ncreasing share of total thrift accounts,
reachlng 73 9 per cent by 1937 As 1ndlcated in Table XI, the position
of Massachusetts sav1ngs banks has dlmlnlshed slightly since the immedi-
ate prewar period, but 1t appears to have reached a new. plateau above
the 1928 level. At any rate, savings banks appear to be firmly entrenched
in thexiocal savinge market; holding a volume of savings deposits over
twice as large as the combined holdlngs of their pr1nc1pal competitors.
Before dlscussing the current status of savings banks any further,
it may be in order to review some of therfactdrs accounting for their
relaﬁive’deoline iﬁvfhe saviogs:markeﬁ. 'This matter is not a focal point
TABLE’XI. PERCENTAGE DISTRIBUTION/bF SAVINGS DEPOSITS IN MASSACHUSETTS

AMONG MUTUAL SAVINGS BANKS, SAVINGS DEPARTMENTS OF COMMERCIAL
BANKS, AND SAVINGS AND LOAN ASSOCTATIONS, SELECTED YEARS,

1910-1950
Savings . : Savings Degosits in , Unpledged Share in

Year Banks Commercial Banks - Savings and Loan Assoc:Latlons

Lo ‘National Trust Total = Federal State  Total
1910 - . 92,1 . . 1.2 . ,.0.8 2.0 - 5.9 5.9
1920 76.8 5.3 9.k .7 - 8.6 8.6
1928 66.7 . 12.1 0 7.8  19.9 - 13.L 13.h
1937 73.9 - 8.3 L 13.2 2.1 10.7 12.8
w90 73 . 7.5 5.2 1l2.7 3.2 10.6 13.8
19L6 6944 0.9, 6.8  17.7 La 8.9 13.0
1950 68.8 9.97 5.3 .15.2 Sl 10.6 16.0

Source: for years 1910-19L6, Lintner, op. 01t., Appendlx Table V-3, for
1950, Annual Report, Massachusetts “Commissioner of Banks, Federal
Deposit Insurance Corporation, and Northeastern Federal Sav1ngs
League.

*Includes all time deposits in nstional banks.
.of the present study, but a bank'somortgage;lending'activity is inextri-

‘cably'ﬁied to ite complementary role as a savings depositary. In



snmmarizing\some:of these underlying factors, the capital .structure of
sevings banks‘nill be touched on. These data refer to-all thrift institu-
tions in tne Commonwealth, but the fundamental movements appear to apply
equally'well to the immediate Boston vicinity.

As suggested 1n Table XI, the rising importance of competlng institu-
tlons is undoubtedly both the cause as well as the consequence of the rela-
tive decllnerof_sav1ngs_banks in the lqcal market. This tautology is of
little'value unieesithe differential success of other institutions can be
aecounted for by ofne;’independent}verigbles. These variables may con-
cenn the relative attractiveness,of the alternative thrift services avail-
able and‘the effectivenessAnithfnhich they are presented to the saving
public;  Between l9lO:end 1928, savings accounts in national banks, trust
companies, and cooperative banks rose rapidly; while federal savings and
loan associations have made the lergest nelative gains since 1937.

Savings banks have concentrated on ordinary savings accounts,
whereby individuals may denositvand‘withdrawftheir funds at will without
fine‘en‘peneltyul 'As_in‘phe case Qf‘eooperetive banks, the maximum
saninge account to be held by an individual is limited by law to $5,000
plus a dividend accumuletion to $10,000, though this amount can be in-
creased thfongh‘the issuance of joint acceunts._fWhile these restric- -
tions'penheps reduee tne pnobability‘of nnge sudden_withdrawals, it has
undeuﬁtediy megnn the loss of some large, stable deposits. Perhaps the
statutory 1imite£ion should be related in some fashion to the asset sizé
of the bank, for even a #50, OCO account may not subJect a &100 million
1nst1tut10n to undue hazards. Management could still exercise the privi-

lege of refu81ng any 1arge sum which appeared only trans1tory. Perhaps

1Some*banks limit the maximum deposit accepted at one time; moreover, they

may require a 30-day withdrawal notice if necessary for liquidity considera-

tions.
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federal sav1ngs and loan associatlons have realized some of thelr rapld
growth as a result of acceptlng larger dep051ts, and even some smaller .
ones whlch would have appeared unstable to savings banks.1

Whlle ordlnary sav1ngs accounts may'be economlcal to operate and
also engoy‘w1de publlc appeal, competlng 1nst1tutlons have undoubtedly
galned by offerlng a w1de range of thrlft plans.. The qua51-compulsory
scheme of sav1ngs and loan a35001at10ns has been well adapted to the ’
needs of savers who regard such a stlmulus to be of great 1mportance in
carrylng out a 1ong—term sav1ngs program. Furthermore, even though most
serlal shareholders (and holders of bonus accounts) prove to ‘be unable
to fulflll thelr 1n1tlal asplratlons, the mere offerlng of a bonus re-
turn may be sufflclent to attract the new account 1n1t1ally. |

Sav1ngs banks have 1ntroduced a varlety of Sp€Clal thrift plans to
accommodate the systematlc saver, though none has prov1ded the same type
of 1ncent1ve as the serlal share device. The most common programs in-
clude° payroll deductlon plans, based on savings bank dep051ts alone or’
in comblnaxlon w1th sav1ngs bond purchases, school saV1ngs, Chrlstmas
clubs; and various other special purpose clubs.2 Another important
program prov1d1ng the communlty of savers with real 1ncent1ves for syste-
matic thrlft concerns saV1ngs bank llfe 1nsurance. Flrst authorlzed in

1907, over—the-oounter life 1nsurance has been adopted by 35 1nst1tut10ns

in the Commonwealth, of whloh 15 are located in the Boston v1c1n1ty. This

low—cost, flexzble program has been very‘well recelved, and has played

1See Lintner, op. cit.,p. lh9—150 Many savings banks refused to accept
an individual deposit above a certain amount at any one time, on the
grounds that these constituted temporary, unstable funds and as such did
not warrant the same dividend treatment as existing accounts.

see Llntner, ;p c1t.,Chapter VI for an anlysis of these various thrift
plans. '
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'an 1mportant part in promotlng other bank serv1ces, eSpec1ally'where
1nsurance is comblned'w1th regular sav1ngs plans. As of January 1952,
there were hhS thousand savings bank 11fe insurance p011c1es outstanding,
‘with an aggregate valie of $420 mllllon.l ) |

| Except in commnnities wheré sav1ngs bank 11fe insurance has been
:‘effyectlvely 1ntroduced, savings and loan assoc1at10ns contlnue to offer
the ﬁost'widely'acceptedzsystematic Savings programs. Perﬁaps to be
successful ‘as a commnity depositary, a thrift institution must promote
oot one b‘ut“a'var‘iety of loan plens. The serisl share plan undoubtedly
contributed to the rapro'exoahsionvofvcooperative banks up to the de-
preSSionuyears,,but thiS‘COmpulsory scheme is not sufficient for con;
tinued success. As described earlier,:theSe'associations sought‘authori—
zation to issue sav1ngs shares in order to attain a well-rounded thrift
pmgram, and have found a w:Lde acceptance for them.

Professor Llntner has found convenience to be another major factor

explalnlnp the relative decllne in savings banks as a dep081tary.2 Es-

pec1a11y since 1910 the 1ncorporatlon of many new cooperatlve banks and

credit unions as Well as the 1ntroductlon of sav1ngs departments and branch

offices in emstlng commerclal banks prov1ded savers with a wider range of
convenlently located deposn.tames. Since 1937, newly—chartered federal |
sav:Lngs and 1oan assoc1ations have endeavored to set up thelr fa0111t1es ‘
in the most favorable locations. Another 1mportant éspect of the con-
venience problem relates to the idea of "department store" banking. If
they des:.red, commerclal banks could perhaps expand their savings depart-

ments by effectively promotlng this service to individuals who also hold

1(3. S Casady, Self Help for Sale, Sav:.ngs Bank Life Insurance Counc11,
1952, See Lintner, op. cit., Chapter VII for a detailed analysis of this
program.

2Lintner, op. cit., pp. 1L3-147. .
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checkingAaboounfs’or have other‘business‘ﬁith the bank. Furthermore,
an inSfifuﬁiohuoanﬁeffeofively expand its saviugs inflows by a more
aggresSireymerchandisihgﬂofuits other services. Federal savings ad
loan assooia%ionsvhare’at times promotedvhome mortgage lending almost
. ekclusiveiygﬁhufvin seourihg a firm foothold ih the‘morfgage market,
they have also greatly 1ncreased thelr sav1ngs accounts. Their‘willimg-
ness to make home mortgages, coupled with effectlve merchandlslng during
the immediate prewar years, has undoubtedly accounted in part for their
rapid‘cabital'grouth. ThlS is in sharp contrast to the negatlve policy
pursued by most saV1ngs banks. The latter not only'w1thdrew almost com-
pletely from the mortgage market but they also set up arbltrary rules
llmltlng sav1ngs inflows. ) N : |

Perhaps effectlve merchandlslng more than any other single factor
has'accounted for the rapld relatlve galn among federal savings and loan
aSsociatiohs;"IhAadditioh to setting up attractive business‘quarters;
these’assooiaiionsbhame hired comparatively expensive management personnel
and hauetehgaged quite‘heaiily:in various oromotional campaigns, notably
advertising.'yAlthough data oh‘salary‘schedules‘are entireiy,lacking,
inter#iewshreveal’that executives‘in federaiskreceive much higher compen-
satlon than correspondlng offlcers in elther sav1ngs or cooperative banks.
Furthermore, the management of a federal assoc1atlon has substantial in-
ducements to expand 1ts operatlons, as salary scales follow asset size
qulte closely.1

Whlle spec1flc data are not avallable, the impression has been galned
from interviews that average advertising expenditures among local federals

are equivalent to nearly $1 per $1,000 of assets. A leading association

1Interviews. This latter practice was mentioned by officers of local
federals aa well as other parties.



in“the Commonwealth is currently conducting an elaborate campaign costing
in the aggregate at leaso twice this average_amount.l Such an emphasis
on/advertising:contrasts sharply'with the practice of other local thrift
institutions,Aespeo%ally savingskhanks. Advertising has“alwaysibeen of
minor significance among the 1atter,.representing $0.10‘per $1,000 of
assets in 1936 and rlslng only to $O 22 per $l 0Co by 1951, The postwar
expan81on 1n sav1ngs bank advertlslng programs has reflected 1n large
part the general advance in operatlng expenses, for this item 1n 1950
accounted for a smaller share of total costs than in 19b6 Among gall
cooperative banks in the Commonwealth, advertlslng expense per $l,000
of assets 1ncreased from $0.31 in 1936 to $O 52 by 1951.3

Another factor undoubtedly hav1ng some effect on the relative growth
of oompet;ng depositaries concerns the dividend rates paid on savings
accounts. Savings banks have traoitionally paid lower rates.of return
on deposit accounts than have,cooperative banks on their serial and naidp
up shares.' In the past three years, however, savings banks have gradu-
ally\raised thelr dividend rates, up to a levelvexoeeding those paid on
savingsxshare accounts in oooperatlve banks and approaching those of
federal’savings and_loan associations.h Higher dividend{ratesVCOupled
wiﬁh more effective promotional efforts on the part oﬁvthe more pro-
gressive institutions may once again strengﬁhen the overall position
of savings”hanks in_the local thrift market.

lInterv1ews.x

2Annual Report, Massachusetts Commissioner of Banks. These data refer to

‘all banks in the Commonwealth.
3Ib1do ‘ ‘
hSee'"Dividend Returns" below,
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Investﬁest Qppertunities ,

" Mutual}setings%bgnks, in order to remain in the competitive race
aseng alternete depositaries, must not only assure safety‘of deposits
but elso'pa} reasonable dividends’over and above all operating expenses.
Critesia qf‘profitabilityvas‘well as-safety are no less important for
satings;benks than for competing thrift institutions. So that the
safety'eonsiqeratiqn is gives dﬁe weight, Massachusetts,savings banks
are‘restsietedAby }aw.is_seleeting investment pbrtfolios, and in
addition, ﬁust.set aside a substantial part of earnings to surplus as
furthep protectiqs, ,Gmeranty funds and profit and loss accounts are
established,and maintained;through annuai contributions from the bank's
operatlons untll their comblned accumulatlon reaches 15 per cent of
total‘deposit liab;l;tles,l‘ Since the turn of the century, the aggre-
gate surplus account of all ‘savings banks ‘has represented a steadily
1ncrea31ng percentage of total deposits. From eklevel of‘8 per cent
in l928,ythis’percentege hss advanced every year dovn to the present,
except duriné theiSeeond'Wbridzwer; until eggregate reserves represented
slightly over 12 per cent of total deposits in 1951%» Although these are
intended to‘funetios in part at 1eest as loss reserves, savings banks
have traditionally‘beeﬁ reluctant to draw upon them to cover heavy mort—
~ gage losses, as during tsefreeent depressionf Inlgrder to conceal any
weakness in operations,vthey hesitated tO‘Wsite down published surplus
figures, therebj:‘resu}ting in a'distorted‘mo:tgage‘foreelosure-loss

policy.’

1Currently a savings bank is required to set aside 1/8-1/L of 1 per cent
of its deposits each year until the guaranty fund equals 7% per cent of
deposits; when the combined accumulation of both funds reaches 15— per
cent of deposits, an extra dividend must be declared. Massachusetts
Annotated Laws, Chapter 168. : '

2Sav1ngs Banks Association of Massachusetts
3See Lintner, op. cit., pp. 292-298.



. Massachusetts savings banks may place their deposit capital and sur-
plus in first mortgage loans and in other outlets selected from a list of
eligible investments in accordance with statutory requirements. These . .
legal restrictions generally limit the total investment in any one outlet,
and prescribe-securities o:f a certain type and grade. Furthermore, geo-
graphic: barriers are freQuently imposed as to location of borrower, usually
giving preferencée to local credit demands. .

- Until 1949, mortgage investment was iestricted to' lending on urban
real estate located within the Commorwealth or within 50 miles of the
bank's home office, ' Within this geographic area, sévings banks are
authorized to offer the home buyer a variety of mortgage loan plans, °
provided the' aggregate loan balance does not exceed 70 per cent of
deposits'.:,L_&he. characteristic pre-depression savings bank mortgage
prescribed a straighf loan made either on demand or for a term of up to
3 years, with the loan amount not exceeding 60 per cent of the property
value. : If these unamortized loans required renewal at maturity, the bank
ordinarily granted the request so.long as interest payments were regular
and estimated loan-value ratios were not over 60 per cent. .

The evils of straight mortgages, discussed elsewhere in this study,
have become all too apparent to‘saving'sv banks and to the general public
as well. Consequently, though such loans may still be made, local savings
banks now deal almost exclusively in amortized loans of various types. :
They' are authorized to make 80 per cent mortgage loans up to $12,000,
provided repayment is accomplished within 20 years through monthly .
péyments including principal, interest, and real estate taxes.? These
1‘.I'he:se‘ moftgages inveéiment feS'trié’lt,iéns are all found in fhe Maésachusétts

Annotated Laws, Chapter 168, Section 5k. -

2Cf. the more liberal authorization of cooperative banks in making 80 per
cent lozns up to $20,000; furthermore, cooperative banks were granted the
authority to make 80 per cent loans much earlier than were savings banks.
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payments must be constant‘over the loan term, except larger amounts may .
‘be’geqqi;ed‘during‘the firﬁt.S years. In the case of construction lending,
vthe‘bank has thetright’tg require only the interest component of the monthly
payment{ ?ith‘principal amortization deferred until the preperty is occu~
pied.; o |

’targer gprtgage ioans are permissible only where the debt—value‘ratio
is correspondingly“lower. A 75 per ceﬁt loan may be made up to $16,000,
and a 70 per cent loan up to $SQ,QOO, provided the original principal is
amortized no less than 3 per cent per year. The maximum term is 2C years,
and regular payment is required at intervals not exceeding 3 months. When
| thequan does not exceed 60 per cent’of appraised value, the maximum loan
amqunt‘is_not'specified,ebut.regular amortization is required if the term
exeeeds 3 yeafs._‘Sevings banks, unlike cooperative banks and federal
associations,_may lend up to hQ per cent of value on the security of un-
improved property, with emo:tization and maximum loan amount unspecified
tbu‘q with a term limit of 3 years. Regulations regarding property improve-
ment loans e:elsimilaf‘to those of cooperative banks, whereby'monthly pay-
ment loans up tqv$l,000 may be made for a maximum 5-year tenm.2

These above restrlctlons do not apply to mortgage loans 1nsured by
the FHA or, guaranteed in part or full by the VA, so far as loan amount,
term, or amort;zatlopyrequlrementsra;eleencerned. Until June 1949, how-
~ever, such insured or guaranteed 1oans’were‘subject to the1same geographic
limitatione‘as chventionalvmortgages. ’Atvthis time,_after years of

diligent efforts on the part of some progressive savings bankers, these

1Up to a maximum of 9 months. Savings banks may also extend straight
75 per cent blanket construction loans to operative builders for a term
up to 2 years. Such non-amortized loans must be secured by a first mort-
gage -upon 2 or more parcels of real estate contained within the same pro-
ject. Furthermore, the aggregate balance of these loans outstanding at
any time cannot exceed one per cent of deposits.

°Clause 10th A, Section 5l.
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institutions were authorized to make a limifed investment in FHA-insured
and VA-guaranteed loans without regard to property location. Under present
regulations, a savings bank may invest in each type of loan up to 10 per
cent of its deposits or 50 per cent of the value of &ll mortgages on in-
state properties, whichever is leeser'.1 The consequences of this signifi-
cant amendment.in creating a more active secondary mortgage market will
be discussed in Part VII. |

‘:Theeprincipal alternative investments available to savings banks
include: 'lOanS’on‘personal‘security; securities and fully guaranteed
obligations of the United States government, the Commonwealth of Massa-
chusetts, and certain other states; legally issued bonds of the legal
subdivisions of various siates;'certainrbonds and notes of railroads,
street railways,itelepnone companies, and other public utilities; and
bank stocks. Statutory and administrative regulations limit most of
these investments to a certain'percentage"of total.deposits, the most
notable exceptlon belng federal government securltles. Savings banks
are neventheless afforded con51derable dlscretlon 1n Selectlng partlcular
1nvestments w1th1n thls legal llst thelr ch01ce restlng larPely on the
relatlve avallablllty of alternate 1nvestments and their expected rates
of return.2<da ;ti“ ‘¥', . | JTV

. The net ylelds on alternate‘lnvestments must be compared after
due allowance is made for the state excise tax. All Massadhusetts savings
)

banks are subgect to an annual state levy at the rate of C.5 per cent of

thelr average dePOS1t balances less their dollar 1nvestment in real

1Amendment to Sectlon EbA approved June 2, 19L49. (Acts of 1949, Chapter
269.) The regulation llmltlng total mortgage loans to 7O per cent of de-
‘posits still stands.

2Llntner, op. cit., p. 216.



139
estate taken in foreclosure or used for business purposes, mortgage
leans'on‘pfoperty‘situated'withiﬁ the Commonwealth, various government
seeurities,lend.shares of stock in Massachusetts trust companies. This
taxlmay'abcofdihglj render private securities and out-of-state FHA and VA
loans 1léss attractive whenever the value of average deposits exceeds these
allowable deductions. =~

“fhé investment portfolio of Massachusetts savings banks has undergone
considerable revision over the past 30 years. Whereas cooperative banks
and federal savings and loan essociations have traditionally invested
nearly 80 per cent of their capital in real estate loans, mortgage lend-
ing has fluctuated widely as an'investment outlet for savings banks. Al-
though the mortgage portfolio will be more fully analyzed in Part V, its
relativefimposfance as well as-the‘chaﬁging role of alternate investments
is indicated in Table XII below.

TABLE XIT. PERCENTAGE DISTRIBUTION OF ASSETS IN MASSACHUSETIS SAVINGS
. BANKS, SELECTED YEARS, 1920~1951

- Total _Publlc Private Real Loans on Real Estate
Year Assets = Securi- Securi- Estate Personal by Fore- . Cash Misc.
\»TEIIIIbns)thies ~ "Xies  "Tosns Security closure Ttems

1920  $1.31 17.0 21.h . L3.9 1h.7

‘ 0.1 2.1 0.8

1927 © 2,02 1kh o 24.7 - 53.7 7.7 0.1 1.6 0.9
1931 2.38  12.1 25.5  53.0 5.6 1.2 1.6 1.0
1936 2.35 24k - 19.2  Lh.2 1.5 6.7 1.2 3.1
1940 2.0 33.1 15.3  Lo.o 0.9 5.5 Lai 1.
1946 3.1 63.5° 7 9.h 2ly.0 0.3 0.0 2.3 0.5
1948  3.65  59.8 10.5 26.6 0.5 0.0 2.1 0.5
1950 3.7h ©  53.3 9.8 - 3L.0 0.6 0.0 1.9 0.
1951 © 3.85  h6.7*  10.8 39.3 0.6 0.0 2.0 0.6

Source. Annual Report, Massachusetts Commissioner of Banks.

* All but 0.08 per cent of thlS investment represents secur1t1es and obli-
- gations of the United States Government. :

. 4s total assets mounted during the 1920s, savings banks concentrated

their 1nvestment efforts on mortgages and pr1vate securities, and actually



/rgduced ltl';eivrf QOIIar holdings of government obligations. The par value

o_if holdingsuof federal Asecruriti.es fell by 45 per cent between 1923 and
1931 while holdings of various private securities and mortgages approached
j;heir legal 1imit,{]“. ‘During the next 15 years, however, this pattern was
corzv;plgt‘ely,rgversed; as nearly every.private investment diminished steadily
and federal securities mounted in importance. The dollar reductian in the
mortgage .and private security portfolios contributed more to their rela-
tive decline than did the actual increase in total assets. The government
portfolio was increased even in the few years when total resources de-
clined.? Just as private securities had been available with generous
yields'_ during the 1920s, these same investiments appeared risky and of-
fered smeller interest returns as the depression wore on. Federal se-
curities, on,the‘pther hend, became increasingly available, especizally
vith ‘the onset of World War II, and, while ylelds were declining along
with the overall interest rate structure, these guaranteed investmeﬁts
appeareyd highly attractive. . The.added interest return to compensate for
the risk element in non-government securities had_‘ steadily declined,
especially when the 0.5 .per cent state tax is deducted from the yield.

In the postwar period, holdings of government bonds havé»fa]len
considerably from their peak in 1946. This reversal in investment policy
has been accompanied by a renewed interest in private securities but-
primarily reflects a vigorous program to rebuild sorely depleted mortgage
portfolios. With a direct turn-about-face, savings banks, after withdrawing
almost completely from the mortgage market in the 1930s, have played a lead-
iﬁg role in the postwar housing boom. Mortgage lending policies of mutual
1

Lintner’ 9_2.'0_1}_., po 223.
®Toid., pp. 224-225.
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savings banks in the Boston area will be analyzed in same detail in Part V.
Savings Banks in the Boston Area |
.. The previdgs;diécussion of the development of savings banks in Massa-

chu#etts appliésj;éﬁally wéll tovfﬁe Eééton vicinity in particﬁiai. Whereas
many new local cdoperative banks spréﬁg up during the first 3 dgcades of
tﬁi§1century, savings banks have beén well established for a mucﬁ longer
péfiéd. of thef56 savings banks cu%fegfly operating in the Boston area,
oﬁl&;é have been:incorporated in theﬂﬁrésent century, all being organized
before the first World Wer. Of the remainder, at least 10 have been opera-
ting for over 100 years. - |

‘Not only are the existing institutions well estéblished in years, but
also the number of savings banks leaving the market has been very slight.
The depression experience of savings banks, as pointed out above, was
singularly favorable so far-as fhe safety of depositors' funds is con-
cerned. Three of the smaller banks merged with their stronger neighbors
and only one bank, the Somerville Institution for Savings, was forced
to'1iquidaté.1"‘Since the depression, there have been two additional mer-
gérs, one'involving'a relatively inactive $100 thousand institution.2

‘The Savings banks in the Boston area have enjoyed a gradual, but
certain growth over the past quarter century)_w1th both total and averacge
assets more than doubling in dollar amount. (See Table XIII. ) Compared
with cbmpeting thrift institutions, savings banks as a group’in 1951 held
assets valued at nearly L times those of cooperative banks and federal
‘aSsqciations combined. Moreover, in;regard to average asSeﬁs size, local
Savings banks are over 2} times as 1érge as federals, and oﬁer 7 times as

large as’ cooperatave banks.

1Closed February 2, 1932, but on July 2h, 1933, the 1nst1tut10n reopened .
as the Somerset Savings Bank.

°The latter Columbus merged with the Boston Five Cents in 1941; The Black-
stone consolidated with the Charlestown Savings Bank in 1945, with the
latter $75 million institution receiving a convenient branch office in
the hub: area.



TAELE XITI. NUMEER, TOTAL ASSETS, AND AVERAGE ASSETS OF SAVINGS BANKS
IN THE BOSTON AREA, SELECTED YEARS, 1927-1951

Yearx * Number of ‘ Total Assets kverage Assets
PP Banks , . " (Millions) , (Millions)
19270 - 6 . % 903.0 . $ k.8
1936 58 S 1,159.2 o 20.0
W90 . 58 .. 1,193:6 . 20.6
w96 56 1,618.7 28.9
k7. . %6 1,173.6 o 29.9
1948 % 1,705.0 30.h
99 . .56 .. . 1,729.5 o ~30.9
1950 56 1,787.0 31.9
950 . % . 1,829.3 | . 32.6

Source: Annugl Report, Massachusetts Commissioner of Banks.
* As of October 31.

o The 56 savings baﬁks vary Widely'with respect to asset holdings,
ranging from less than 43 m11110n to well over $200 million. Just as

in the case of cooperatlve banks, the 2 largest savlngs banks are more

than tw1ce the 51ze of thelr nearest rlval, thereby tending to raise the

average size well above the mode. Only'h banks have assets below ¢5

million, the size class including nearly 75 per cent of all cooperative

bankslin:theIereaQ AS indicated in Table XIV, savings banks are concen-

trated qulte heav1ly in the $10-25 million class. .

TABLE XIV ASSET SIZE DISTRIBUTION OF SAVINGS BANKS IN THE BOSTON AREA,

1951

Asset Group. e Number of . . e Per Cent

(EI'lT““T Banks of Total
All Groups 4 56 100.0
$0 -5 LT L = : 7.1

5 -10 7 12.5
10 <15 .. 11 - 19.6
15 -25 11 19.6
25 -35 6 10.7
35 -50 8 1h h
50 75 ol
75 and over 5 8 9

Source: Annual Reporte;'massachﬁsetts Commissioner of Banks.
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COMMERCTAL BANKS

lﬂcommercialvbanks‘have played a subordinate role in the‘derelopment of
tne‘1ocalwmcrtgage‘marketi ‘As‘discnssed earlier, mutual savings banks
have’BeéA serving tnevthrift‘neéds of the Boston community since 1816,'when
the ity had but 35,000 inhabitants. Commercisl banks, while their ori-
'gin" dates back to the founding of the First National Bank of Boston in
178h, have traditionally concentrated on commercial lending and operating
checking serv1ces. They have accepted and . 1nvested the time and sav1ngs
dep051ts of 1ndiv1duals, but the bulk of this latter activity has been
handled by the mutual :mstitutions, first the savings banks and, later
on, by savings and loan assoclatlons as well. | '

” In the newer sections of the country, howerer,'commerCial banks are
frequently the only finan01al 1nst1tutions which accept savings, especially
among small rural communlties. Consequently these community institutions,
in addition to performing the customary banking functions, aré called
upon to supply the mortgage credit needs of home'buyers, a highly spec-
ialiced ectivity; Many sncn commercial banks are too small to maintain an
expert mortgage lending department and accordlngly have suffered abnor-
mally heavy foreclosure losses during depression periods. Indeed, the
advantages of specialization may be 1ndicated by referring‘to'bank‘failnre
statistics. Of the h,096 bank suspen51ons during the period 1926-1930,
‘only 15 occurred in New England, the stronghold of spe01alized mitual
thrift institutions. Of course, other reasons, such as general unsound
‘lend_ng practices, depressed agricultural prices, 1nsuff1c1ent capltal,.
and other local condltlons may have been more- 1nf1uent1a1 in explaining
this geographic distribution, but specmalization in mortgage lending

offers decided advantages.1

lWelfling, op. cit., pp. 182-3.
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Traditionaiﬁbank investment poiicy'dictates that only a anail portion
of cammef¢i51'bank funds should be invested in long-term illiquid‘assets
such as home mortgageﬁloans;‘ This restriction carries no implication that
mortgages are 1nherent1y unsafe as an 1nvestment, but rather that they can
rarely be converted 1nto cash on demand. Banks that do accept time or |
sav1ngs deposits in cons1derab1e volume, however, ma& appropriately invest
a largerhportion of theseblonger-term funds‘in real estate mortgages. Since
1908 trust companies dn Massachusetts have been required to segregate the
assets of thelr sav1ngs department from those of the commercial and trust
departments, and must operate the former just as if it were a sav1ngs bank.l
In nat10na1 banks no segregatlon of assets among the varlous departments
is requlred, but such banks are llmlted for purposes of llquldlty 1n thelr
aggregate loans on first mortgages. Accordlng to current prov151ons of the
Natlonal Bank Act, natlonal banks may 1nvest in mortgages up to 60 per
cent of thelr tlme and sav1ngs deposits or up to the full value of their
oapital and unlmpalred surplus fund,‘whlchever is greater.2

The growth pattern of sav1ngs deposits in natlonal banks and trust
companles in Massachusetts has been 1nd1cated in Table XI 3 Whlle savings
accounts in sav1ngs banks have grown steadlly for over a century, sav1ngs
dep031ts in commerc1al banks were of negllglble 1mportance unt11 the 1920s.
Although trust companles had been authorlzed to accept these funds since
1890, total dep051ts began to mount only after the separatlon of sav1ngs

departments in 1908 Their peak year was reached.by 1920 when these

1State regulatlons on mortgage investment by trust companies do not apply
in general to commercial and trust departments. Funds in the commercial
departments may be placed in 60 per cent mortgages with terms not exceedlng
3 years. ' (General Laws, Chapter 172, Section 33.) MNortgage lending is
generally exclusively conducted in the savings department, with the mort-
gage portfolio representing far less than 1 per cent of total assets in
the other two departments.

2The’ capital limit is generally smaller and, hence, less limiting in practice.
3See p. 129.
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dep051ts represented 9.4 per cent of total holdings among the various
thrlft 1nst1tutions. Sav1ngs dep031ts in national banks contlnued to
increase in 1moortance through 1931, but the share of both types fell
durlng the depre551on years. The Second‘World'War brought a substantial
1nflow of new savings 1nto these 1nst1tutlons, so that by 1946 commercial
banks once agann held a larger volume of sav1ngs accounts than did a1l
sav1ngs and 1oan assoc1aiions in the Commonwealth. In the postwar era,
howevef, savings'deposits in both national and state banks have actually
declined, with cooperative banks and federal associations realizing the
éreeﬁest reiative‘ééin:L Trust companies have witnessed a larger postwar
1oesfiﬁ‘sa§ingsyéccountslthén:heve‘nationel banks, partly beceuse of
ﬁumefeﬁebmergefs of the state-chartered institutions with the latter.

The overall decline in commercial bank savings depeSits'inﬁfavor of
savihgs and loan shares is undoubtedly due in large part to a wide
dlfference in d1v1dend rates, a factor of 1ncrea51ng 1mportance to the
sav1ng publlc.1 Furthermore, many commerc1dl banks accept savings de-
p031ts largely as a matter of convenience for their ¢ustomers, and make
iiﬁtie er‘no‘effoft to promote fhis phase of their operations.

7 .AAprimafj poihf of difference between trust companies and savings
compaﬁies end’SaVihgs bahks'eencerns their form of organization. Whereas
the latter are 1egally mutual thrift institutions, the former are stock
companles and are treated as any other prlvate 1ncorporated business.
Shareholders of ‘the bank réceive ordinary dividend returns on their
eapital stock,‘ﬁhereas depositers alone share in the profits of a mutual
‘instituiion. ;Furthermore, trust company profits have'alwéys been subject
in fﬁli'fo the‘}ederal corporate income tax. Profits of mutual thrift
institutions have traditionally been fres from this tax, but since 1951
full ﬁex iiabilitY‘on retained earnings must be assumed after loss

;See‘?Dividend Returns" below.



reserves: have attained a certain level. Undoubtedly, these two deductions
from the gross income, of commercial banks have heavily influenced their
capacity to pay competitive dividend rates,:L although the extent of this
influence has not been statistically examined. |

‘As stated above, savings departments are operated just es if they
were autonomous savingsvbanks , So: far as savings and investment are con-
oerned.z.u A sepafate ‘board of investment is required for the savings de-

partment, and dividends are paid on depositors' funds just as in other

thrift institutions. Identical to savings bank: regulations , trust companies

are required to set up and maintain loss reserves for their savings de-
partments. The aggregate guaranty fund and surplus for the 51 savings
departnents in the Commonwealth bore a ratio of 'Z.Sh rer cent to deposits
in 1950.3/ Although the assets oi" the savings department »are segregated,.
the success of ‘this department depends upon the operations of- the whole
bank.* With this interdependence, however, savings depositors do have -
the added protection of the capital stock as well as the general reserve
accounts of the bank. ;

5 Conxmercial banks may occupy an important position . in the home mort-
gage market, even if their mortgage holdings are but a'small fraction of
the total.. The:i.rinvestment policies are generally quite flexible, so
that entrance and withdrawal from the active mortgage market may often
be accomplished with relative ease. During the 1920s, rapidly increasing
savings deposits in these institutions across tne nation were promptiy
mvested in hlgh—y:_eld:mg mortgage loans. Many of ~these loans vere based
on hlghly 1nf1ated property valuatlons s and subsequent depre581on losses

were severe in many cases. The pr::_mary cause of these dlffloultles was

1See "Dividend ‘Returns" below. -
2General Lews of Massachusetts, Chapter 172, .
3pnnual Report Massachusetts Commissioner of Banks.

1.6



Wy

not invésting anlunsound‘ghgr§ o£_bank capital in mortgages, but'rather
the prevalence(qﬁﬂindiscriminate 1§nding practices and the absencé of
appropriate amortization provisions.} ‘At any rate, commercial banks
retreated from active participation in mqntgage lending,.end.concentrated
on other ?haseswof“the;r overall operations. Thé introduction of FHA-
insured:loags, aSqull as more liberal provisions for conventional lend-
ing by'nationallbanks in»19352,:has,enticed these institutions back into
the mortgage markg@a althqugh on a limited.scale;in this area. 'Whiie
this in‘and out,policy‘of’commercial‘baﬁks and insurance companies may
provide a degree of flexibility in‘meeting overall mortgage credit re-
quirements inﬂbpom pe:iodg,‘it.tends to impede the development of truly
specialized mortgage 1en§ing institutions throughout the dpuntry.B Such
"fair weather lending" has been severely'criticized by traditional savings
and loan interesis, who, as\stated earlief, are‘virtually compelled to
invest heavily in'mortggges pegardless pf developments in other sectors
of the private capital market. Although the principal investments of
commer01al banks and 1nsurance companies are in other flelds, ",
when the yields drop in their normal 1nvestment fields, (they) barge
into hpme mortgages. When other investments open up, they desert the
mortgage‘market."h'

The most f;équept charge,leviédAagainst mortgage lending by commércial

banks relates to their invésting short-~term deposit funds in long-term

1Ratcllff op. cit.; p. 2L6.

2Not until 1916 were national banks permitted to make urban real estate

loans and then the term was limited to 1 year and the amount to 50 per
cent of value. Furthermore, total holdings of farm and urban mortgage
loans could not exceed 25 per cent of capital and surplus or 1/3 of time
deposits. After years of agitation, the maximum term was increased to

5 years in the McFaddin Act of 1927. On August 23, 1935, the Federal
Reserve Act was amended to permit national banks to make 10-year, 60 per
cent amortized loans, with the limitations on total mortgage holdings as
given above on page 88. FHA and VA loans are exempt from the sgbove re-
strictions on loan-value ratios and terms.

3see concluding remarks at the end of Chapter 15.
hFrom an address by G. Bliss, Cooperative Banker, August 1951, p. 1
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: obligé‘ﬁions . Even if the bank had 2 large volume of time or sawvings de-
posits, one school of thought maintains that liquidity needs would still
warrant loans with a niéicimum term of '3 = 5 years. By accepting a sin-
'gul'ari’y ldw"'dividend return,l savers supposedly gssume that immediate pay-
ment ié' ‘all the more likely,? and iiquidity must be of supreme concern in
all investment decisicns. * Public regulation and examination, as well as
improvéd mortgage lendihg practices “and contracts, have materially weakened
the validity of “this argument. Since savings departments in Massachusetts
trust companies are ‘trested as savings baks insofar as savings and mort-
gage operations are concerned, -“’s'taﬁe'-chai't‘emd commercisl banks , at least,
‘certainly appear to be fully justified in making long-term mortgages.
While no morfgage loan is perfectly liquid, universal principal amortiza-
tion and the availability of an increasingly effective secondary market
have rendered mortgage investment highly desirable, especial];y' where the
loan is either FHA-insured or VA—guar'anteed. Accordingly, national banks,
not legally bound to confine lending operations to in-state properties,
invest freely in insured and guaranteed mbrtgage loans throughout 211
sections of the country. . '

" " Another common charge levied at real estate lending by commercial
banks revolves about the money-creating aspects ‘of such credit extension.
At first glance, this distinction may appear to arise from the differing
liquidity characteristics of bank demand deposits compared with conventional
savings or share accounts. In a realistic seﬁse, hdwever, most savings
‘accounts must be treated as very close substitutes for currency and check-
ing accounts, as the 30-day waiting period is seldom invoked and withdrawal

1_See below.

2See Morton Bodfish,‘ Y Sound System of Mortrgage ‘Credit and Its Relation
to Banking Policy, " Journal of Public Utility and Land Economics,
‘August 1935, pp. 215-225. :
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is ordinarily automatic. -Nevertheless, even if demand and savings
deposits are indistingmishable sofar as liquidity éharacteristics_are
concerned, mortgage 1énding (or any other type of credit extension) might
have more expansionary potentialities within the system of commercial
banks than within the system -of conventional thrift institutions.  While
an individual thrift institution is not required to maintain as large
a share of its deposited funds in cash reserves. as does a commercial bank,
the so-called "leakage" of loaned funds is far more significant among the
system of thrift.institutions. For example, suppose each individual
commercial bank maj invest:80 per cent of its deposited funds in mortgage
loans. In this case, there is a very strong likelihood that most of these
advanced funds will be redeposited and thereby remain within the system
so ‘that addifional credit, in turn, may be extended by the banks in-
cluded. The ultimate increase in purchasing power from an initial loan
then depends upon minimum reserve ratios and the extent of such leakages
from the system. _

- The same type of analysis4caﬁ be applied .to lending by‘conventiohal
thrift institutions. Even if each individual bank would invest over 90
per cent of its savings capital in mortgage loans, the probebility that the
advanced funds would remain within the system of thrift institutions is
much smaller. On the contrary, a large proportion of these funds would
eventually fall into the system of commercial banks and only a relatively
small proportion would be redeposited into true thrift accounts. In
‘6ther words, the expansionary potentialities of savings bank lending, for
instanée, as opposed to pommercial bank‘leﬁding may be theoretically even
ﬁore'extensiveﬂbyuvirtue of lower reserve requirements. In practice,
however, the’fér more substantial leakage of advanced funds from the sys-

tem of savings banks renders this chain reaction of limited consequence.



Indeed, whereas a large majdrity of loans made by commercial banks ‘arise
indirectly from deposit.liabiiities of other banks, savings banks depend
almost entirely upon their own community savings inflows for loanable.
funds.

~VIn~addition:t9 direct participation in home mortgage lending, commer-
cial banks influence the mortgage market in other nays. These banks have
played a prominent role in the short-term financing of home building opera~-
tions, certainly an appropriate outlet for commercial department funds.
Especially in areds wnere there is a continuing relative scarcity of long-
term capital, commercial banks finance speculative builders contingent
upon an ‘advence commitment from outside sources to take the permanent
mortgage. As of June 30, 1950, construction loans totaled $837 million,
constituting nearly 7.l per cent of &ll non-farm real estate loans held
by insured commercial banks across the country.

Another 1mportant act1v1ty of commerc1al hanks in the area of real
estate flnance concerns the exten81on of ‘credit to other types of mort-
gage lending cempanies. Although ordinary thrift institutions have per-
haps resorted to bank borrowing only to mee£ acute liquidity needs, mort-
gage companles and other types of 1ntermed1ary institutions frequently
rely upon borrowed funds for working capltal. These short-term bank
advances are used to supplement 11m1ted equlty funds in orlglnatlng and
holdlng mortgage loans untll a sultable permanent mortgagee is found.

In m1d-1950 about 3.5 per cent of all nonfarm real estate loans held by
‘FDIC—insured commerclal banks across the country constltuted "loans to
nonbank mortgage lenders," less than one-half of which were actually se-
eﬁréd'by iéél estate.z o

1Operatlng Insured Commerc1al and Mutual Savings Banks, FDIC, Report

No. 33, 195G, p. 5.

2Tbid., P 5.
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o Théég moéeéﬁufigdrés on hblaihgs‘of'short-term loans understate the

real importaﬁce of commercial banks in financing newkconstruétion and the
operations of 6tﬁér'mof£gagé‘1énders; Funds invested in such short-term
wbépér have a'répid turnover whereas pefmanent mortgage'credit ties up
'in#éétible'fuﬁdsifor long periods of time end thus predominates data on
outstanding holdings.
SavinggvDépaftmentS in Tocal Trust Companies

The number 6f trust companies operating in the immediate Boston area
has fa%lgn §teadi;y since tﬁe‘late 192Cs. As a result of;several depres-
sion liquidations and later merger activity among trust companies and
mﬁ@ﬂbmm;mmnmwrmnfmmminmw%onbymw.Tm
humber_ofﬁtruéf‘é6mpanies'maintéiﬁing §aviﬁgé departmentéﬁhassimilarLche-
creased ffqﬁ)hévtd 22 ovérlthévSame intervél.

TABLE XV. TOTAL AND AVERAGE ASSETS OF SAVINGS DEPARTMENT IN TRUST COMPANIES
. IN THE BOSTON AREA, SELECTED YEARS, 1927-1950

Year . Number of = , - Total Assets Average Assets
© " Savings Departments ' (1illions) (Millions)

1927 o2 o - $ 138.6 $3.30

93 30 . o 80.8 - 2.70

whée . 2h 1921 . 8.00

w948 0 22 B ‘ 170.3 ' 7.7

1950 22 o ) ~oo.o1sha ~7.00

Source:  Annual Report,‘Massachusetts;Gommissioner of Banks.

The data in Table XV reflect wide fluctuations in total reséurces as
well as in the average size of locai savings depa;tments. Althoﬁgh de-~
pression losses were unusually severe, aggregate assets recovered to un-
,precedented heights during the Second World War. Average assets nearly
tripled between 1940 and'19h6,‘and have décreased slightly but steadily
siqce that}time.

The 22 savings.departments vary widely in asset size, ranging from
‘$l;h‘tb‘§2é;6Jmilliqn in‘1950f“ Withih this range; the remaining 20 de-

pértménts are evenly distribﬁted with 9 having assets below $5 million
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and 6 above $10 million.} Two of the largest Boston trust companies have
no savings:débéfﬁmentjwhéféver;{énd thé\lafgest institution in the area
with assets of neariy $200 million has a $7 million savings department.
vihe larger savings departments tend to appear in communities where mutual
instituﬁions are less prédominant than in Boston proper. Trust companies,
jﬁst as national banks?’have set up numerous branch office5 in the county
of orgaﬁization, affording a convenient savings depositary for a great

. : 2
many suburban savers.

!

DIVIDEND RETURNS ON SAVINGS ACCOUNTS

Perhaps one of the outstandingwcﬁaracteristics of the localkgavings
'market is the increasing similarity of”the thriftAservices offered by the
ﬁarious}institutions, especially since the eéfly,depression years and the
introduétion of extensive federal intervention. Despite this similaritf,
hoﬁever; dividends paid by the various types of thrift institutions have
donsistentlyvééveréd a wide fénge.' (See Chart TI.)

Rates of return on the various types of savings accounts have changed
in an apﬁrgiimafely parailel fashion over the past 25 years. During the
léﬁéwl9203; intgresﬁ and dividend rates had reached a high plateau; rang-
ing from nearly h.S_per.cent“on savings deposits in trust companies to
/S.S per cent on serial shares in cooperative banks. The latter institu-
tions.paid‘dividends of approximately S per cent on paid-up shares for 7
years tthugh:l932’ while rates on savings bank deposits had climbed to
- near this level by i930 but then fell abruptly. Following the general
trend in interest‘rate movements, average rates on each type of account
fe;l cqnsistentlywduring the depression years and well-into the postwar

period as well.

1Annual Report, Massachusetts Commissioner of Banks.

ithin the immediate Boston vicinity there were 22 national banks in 1950,
some with as many as 29 branch offices.
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CHART "I. AVERAGE RATES OF RETURN PAID BY COCPERATIVE BANKS, T PEiAL SAVINGS
AND LOAN ASSOCIATIONS®, MUTUAL SAVINGS EANKS, AND SAVIN 5 DEPART=-
MENTS OF TRUST COMPANIES IN MASSACHUSETTS, 1926-1951

b=
£ . O Y T -
2 S ———— Jkriq/d%&nv
: -
;: T~ Paidup Shares
p e Federals
S .-‘,,H’" Savings Ganks
; ;‘,,,,, s Shares
5
Savings .0qpf
g of st ompones
0
. L 1 L '
1925 1930 1935 19L0 19L5 a

Source: Annuzl Report, Massachusetts Commissioner of Banks; Federal Home
Loan Bank of Boston.

* Average rates for 15 associations in the Boston vicinity through 195C;
for 16 in 1951. .

Tividend returns on accounts in savings banks and in trust company
savings departments realized the greatest decline, both in absolute as
well as relative terms. Falling operating incomes forced a downward ad-
justment from the unjustifiably high rates of the 1920s, but equally sig-
nificant was the failure on the part of most lending institutions to set
up adequate loss reserves on a systematic basis. The unusuzlly heavy
mortgage losses developing during the depression years resulted in good
part from extensive mortgage lending at a2 time when both dividend pesyments

and mortgage risk were at a maximum. Following the downturm, mortgage
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losses currgntlyydevelbping were so large that dividends necessarily'fell‘
more raéidly than earnings, with the result that depositors in the 1930s
were penalized in favor of those in the 19205.1, Decreasing each year

~ through 19h6,V§ivid¢nd rates’on savings bank and trust company deposits
dropped to a 1owqu;ntﬂof l.ﬁéuané 1.1L per cent, respectively. TDividend
returns qn_coqperativg pankwshgres fell sharply during the early 1930s,
but have declined only gradually since that time. Rates on paid-up
shares2 declined to a low of 2.63 per qent in‘19h7, while serial share
rates continued to fgll to 3.17 per cgnt by 1951.

Since theyearly pqstwar years,laverage‘rates have tightened SLightly
on allitypes pf‘acqqunps‘except serial shares. Perhaps the saver became
a bit restless after 15 years of abnormally low dividend returns. Al-
thqugh‘lacking an effective lobby to bargain for highér rates, he does
have the optiqn of investing hisvfunds inuSaviﬁgs_Bonds, in life insur-
ance and annuities, or in savings gccoun@s if dividend rates appear
favorable,vjAtwthe same(time, local thrift institutions had finally re-
covered from theip_seve;e depression experience, and were in a healthy
opgratiqg pqsition, .Although expenses Héd bégun to increase, dollar
earnings Wereyadvgnqing mbre rapidly, and surplus reserves had risen
steadily since the depression. ’Since$these mutual‘institutiﬁné appe ared
to be,well fqrtified for any postwar contingency, it wes only naturél that
depositors should share in their inéreasing profits. Just as savings bank
rates fell much faster than did cooperative bank réies during the 17-year
~ period 1930-19L6, they have also showéd the greétest relative incréase in
recent years. By 1950, they had exceeded average rates on the newly-

issued savings shares of cooperative banks. Complete data on dividend

1See Lintner, "Our Tremendous Mbrtgage'Debt,“ Harvard Business Review,
January 1949, p. 97. ‘

2Which were ordinarily somewhat lower than rates on matured shares until
then were consolidated in 1950.
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JreteeHemong;IOCéiUfedefeiJEavinge end‘lean associations ere not available,
ﬁet‘fegeet‘repefte to the Boston Home Losn Bank indicate an average rate
'ef 2. hs per:eenti‘{AllnBuﬁqene local federal paid 2.5 ﬁer cent on savings
.accounts in 1951, sllghtly hlgher than dividend rates on comparable ac-
‘counts in the other 1nst1tut10ns. Moreover, the bonus sav1ngs plan en-
titles the systematie saver to an addition 0.25 to 1.00 per cent retum,
dependlng on the term of regular sav1ng.‘ This combination raie of 3.5
per cent is well above the yield on the corresponding, but more rigid,
serial share account of eooperative banks.

The rather wide variation in average rates of return on the alterna-
tive:tYpee’eflSaGinée acébuhte might‘Suggest that‘depositofs are rela-
tiﬁely'inseneiti#e to expeCtedydividend'feturhs when’selecting e deposi-
tery: Indeed, sav1ngs dep051ts in trust companies were receiving a
dividend return of 1. 27 per cent in 1950 while federal associations were
paylng on the average tw1ce that rate on essentially the s ame type of
saV1ngs 1nvestment. These comparlsons all relate to average rates of
return, a much more s%able’meesﬁre than actual rates paid by the indivi-
‘dual institutions. I‘n:i 1950 dividends paid on savings deposits in savings
baﬁks ranged from l.S:td 4.0 per eent,'in savings departments of trust
 cempahies from ™.,00 or less" (63 per ééhf of all cases) to 2.25 per
cent, and rateSVOndceeﬁerative bank serisl shares varied ffem 2.0 to’

L. 5 per cen‘b.1 - |

Thls w1de range in d1v1dend rates, however, does ‘not 1mp1y that
individual savers are totally ignorant or ‘disinterested in comparative
‘rates of return. In thé first place, the maximum rates cited above are

pald by very few 1nst1tutlons, and these are generally located in rural

1Annual Report, Massachusetts Comm1551oner of Banks.
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areas well. isolated from the‘mqney,market,centefs. Even if the saver
examined the annual reports of all institutions in the state in order to
place his funds where the return is greatest, he may discover that his
application for a new account would be rejected. Such institutions
operatelin a restricted mortgage market, serving only the limited fi-
nancing needs of their own community, and accordingly prefer to accept only
1ocal‘sa#ings soflong,as,these-inflows suffice to meet all mortgage de-~
mands. Especially during the depression years when local thrift insti-
tutions'shunned away from mortgage lending, new savings accounts were
frequently refused as a matter of policy until more. fertile investment
opportunities appeared. Such a negative policy can certainly inflict
considerable damage to the long-run success and public respect of any
thrift institution, especially when competing associations cohtinue to
acceptfnew.savings willingly. In rural areas, the community of savers
and homeibuyers may have limited alternatives, and the institution may
continue to exploit its,quasirmonopolistic~position.v:When such restric-
tive policies are pursued by firms in metropolitan areas, such as in the
Boston vicinity during the 1ate 1930s, rival institutions,vespecially
newly-chartered federal savings and loan associations in this instance,‘
‘realize a permanent advantage in the market.

Federal savings and loan associations have not only actively promoted
new savings accounts, but they have offered substéntial financial induce-
ments in the fomm of highéf dividend rates. Undoubtedly, the fect that
these associations have consistently paid well over 2 per cent on savings
accounts, as opposed to the lower rates paid by savings banks and trust
companies, has contributed to their rapid growth. Moreover, the higher
yield on bonus savings accounts in federal associations may partially
explain thé'relativé deciine in the sale of serial shares among coopera-A

tive banks. . .
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. ACtually(the,added'dividend return on serial shares campared to

paid-up or savings>shares is narrowing, and at least 10 local coopera-
tive banks are currently paying the same rate on all types of share accounts.
This suggests either that systemgtic saving may be accomplished without the‘
offering of special incentives $r else that the serial share program no
loﬁger serves the,éhanging needs of the community of savers. All coopera-
tive banks continue to promote the personal gains from regulasr saving,
but some'nd longer feel it essential or even desirable to offer extra
dividend returns for this program. Even the attractive bonus plen of
fedefals, whereby a positive inducement is .guaranteed for systematic saving
in contrast to the negative fine-penalty scheme of serial shares, has not
enjoyed universal success among local associa.tions.l
Interest. Elasticity

The role of the rate of ;nterest in influencing the flow of savings
into thrifﬁ institutions is difficult if not impossible to analyze. While
most parties intervieﬁed~regard other factors, notably income levels, as
more significant in determining the volume of new saving, some thrift
institution executives frequently speak of a minimum return necessary t?
induce savers to part with their cash liquidity.a, Even if the total
volume of institutional savings inflow is little affected by moderate
changes in rates of return, this factor continues to influence its allo-
cation among ccmpeting depositaries. As hypothesized sbove, federals may
have accelerated their growth pattern by paying generous dividends.on
~accounts insured up to $10,000. Furthermore, there is considerable
evidence that savings inflows are definitely modified when some institu-

tions raise dividend rates relative to competing associations. A Boston

1I.ocalfHome Loan Bank examiners report that perhaps fewer than 12 federals
in the New England District are promoting the bonus plan on a wide scale.

Many more associations offer the program but are not anxious to push it,
as they feel it appedls to but a small segment of the saving public.

2See, for example, Testimony of R. Rogers, TNEC Hearings, Part II.
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cooperative bank doubled its aggregate savings share account from $800
thousénd within é month afft.er dividend rates were raised from 2% to 3 per
cent. Executives o}i;‘,the bank believe that only a portion of this increase
was due to a transfer from rivel city institutions, but was rather the
result of a re-channeling of new savings.

Professar Lintner has investigated the sensitivity of savers to
moderate interest rate changes in some detail. To test this relationship,
- he compared the relative growth of two nearby savings banks which had
been paying the. sazrn.e_,dividend rate but during the time under considera-
tion one of them changed its rate. This compafison must be made in the
periods immeéj_ately preceding and following the common dividend periods,
for any change in deposits during the given dividend period is strongly
influenced by the volume of dividends credited to existing savings ac-
counts. . For this analysis, 66 individual cases were ;:onsidered, where one
of two nearby banks which had been paying the same rate raised or lowered
its rate while the other ba.nkv maintained its existing rate schedule. In
three—fouxjthswof the cases exami;;ed,.the institution paying the higher
rate realized the greater relative gain in total deposits, ‘ohereb& indi-
cating that a significant share of the saving community is interest
- conscious .1 'Even where ;‘this,.patfern\ is not evident, special factors
generally account for the discrepancy. It is impossible to determine
whether the influence of raising dividend rates is of a permanent nature
or xﬁervely a short~term matter. However, it is probable that most transfer
- of savings from the 1ower to the h:.gher pay:mg 1nst1tut10n would probably
occur promptly durlng the per:Lod of the rate change, so tha‘b deposi‘bors '
may reallze the ma.x:Lmum 1nterest galn from the change. Accordingly, any

4

J_'I.:Lntner, _92. _c_:_1_'l3., - 1l
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significantvShiftéiﬁ grbwthﬁpétﬁefns in ﬁhg_succeeding périod would largely
féfléC£“aq¢ﬁénéélin'éhe“depoéiting of new'saQings, thus indicating a more
pefméﬁént'devéloﬁméhf. |

ﬂ i€ igbpéfﬁéﬁs‘pdséiblé tﬁat;savings*deposiﬁors.ére more sensitive to
reiéfifé:ihtefésfmrételchanges than to any existing differences-in dividend
séheduléé1of‘altérhaté'thrift instiéutions.” In other words, depositors
in institutions with é'ibng—sténding record of low dividend rates may
6oﬁe fd recognize this p&ssiﬁié‘sacrificé in yield as thé cost of addi-
tional safety or convenience.> In conformity with this proposition, one
of the 1arge$t Boston Savings bénks had been énjoying an average growth
even th&ﬁgﬁqit”had been paying below average dividend returns. As soon
as ratés'wéré'féiSed‘in ﬁhis‘conservétive iﬁstitution, howéver, savings
abcquhté increased at an abbéleraied‘pace. As a further illustration, one
of theﬁsmallér fedérél’sa&ings and loan associations in Boston has con-
éiétehilyapéidl%sto‘% of 1 per cent below the average gividend rate of |
éli ldcéllassoéiations. NeVerthgless, its total resources have steadily
advanced by‘78.5 per cent since 19HGJCOmpared‘wi£h a less spectacular 63
perAééht increase for all 15 associations.> ’

Spééialeaéfbrs‘may:acCéuﬂiwfor'the continuing ability'of.cbmmercial

banks’fo.méiniéin‘savings accounts despite the unusually low dividend re-
turns. In 1950 dividends on savings accounts in savings departments of
Maséaéhﬁséfis trust companies were paid at the rate of 1.27 per cent,
sllghtly above the postwar low of 1.1h in 1946. Exact data on dividend

Ibld., PP. lhl-2n. This hypothesis of 1nterest conciousness is also
substantiated when one of two banks which had been paying different rates,
adjusted its dividend structure to equal the other. pp. 1h2-3.

2Some depositors in commercial banks apparently regard a return of 1 per cent
‘as equivalent to a 21 per cent rate in other depositaries when due allowance
is made for the exmra risk and possible illiquidity involved in the latter
account. Such a position is hardly tenable in view of the disasterous loss
experience among trust companies in particular as opposed to the enviable
safety record of other thrift institutions. See below.

3Federal Home IL.oan Bank of Boston.



}60

rates faid(bx nationalhbanks’arejnot‘available on aflocal basis, but
existing éyideqce.points to glrate qonsiderably below the trust,company
level. For gl;,;nsurgd commercial banké ;n‘Massachusetts, interest paid
on‘time aﬁdasavipgs deposits in 1950 amounted fo 0.94 per cent of the
total dollar value of their'adcounts.l The corresponding rate for national
banks alone would be significantly less than this average, for, of the 17h
banks. insured by’the FDIC, 58 are state-chartered trust companies and be-
long to the population of institutions paying a rate of 1.27 per cent.
Despite these unusually lqw dividend returns, savings- dgposits in
commercial banks have grown rapidly at v‘ariqus times. During the war
years 1941-19L6, total resources of the 2li- to 30 savings departments of
local trust companies more than doubled in dollar value. Furthermore,
the number‘of dgppsitors also»increased rapidly during this period, and
hQS,Qrdinarily expeeded‘the number of depositors in their respective
éomnercial departments. Especially in the postwar period, however, com-
peting thri;‘t, institutiqns have often promoted new savings through adver-
tising their higher dividend ratés, with_the result that total resources
of trust company:savings departmentsyhave declined every year since 19L6.
Safety motives may‘partially account for’ﬁhevcontinuing existence of
substantial‘timé and saviﬁgs deposits in national banks. This factor,
hdwever, is much less justified in the case of trust companies in view
of their relatively unfavorablg depression experience, The universal
adoption of state»and federal insurance of savings accounts in higher
~ dividend paying institutiéns actually diminishes the wisdom of depositing
savings,in either type of commercigl bank on the basis of.safety alone,2

annual Report of FDIC, 1950, Table 117, pp. 266-7.

2As of December. 30, 1950, dep081ts in all but 8 of 182 national banks and
trust companies in Massachusetts were insured by the FDIC. Annual Report
of FOIC, 1950, Table 103, pp. 226-T. ‘
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Convehience is undoubtedly an important factor underlying many such accounts,
Individuals who perhaps conduct‘their‘ordinary commercial banking at a par-
ticular institution find it much easier to handle their savings business
under-the,séme roof as well, rather than to deal with a separate depositary.
Not only is it easier to make deposits in the "department store” bank, buﬁ
also funds are generally assumed to be subject to withdrawal at any time.
An individual who has a.temporary surplus in his checking account may
find it convenient to transfer it to a time or savings account for a small
dividend return. Though maximum accounts in savings departments of trust
compenies are limited just as in savings banks, savings accounts in
national banks are frequently quite large and highly fluctuating.l

; Despite'thersingularly low level of dividend returns offered by
commercial banks, other elements in their cost structure effectively
constfaih them from sétfing mértgégé interest rates well below the pre-
vailing market level. As stated earlier, commercial banks, just as any
privately incofporated~business,‘must pay dividends to holders of capital
stock as well as to holders of savings accounts. Moreover; these banks
have always been liable in full to the federal corporate.profits tax, the
base of which obviously includes revenues from the operations of savings
as well as commercial departments. Although the precise inf1uence of these
two elemenﬁs is not known, the effective cost of loanable funds is prdbably .
1itt1e less for commercial banks than for other higher dividend-paying
thrift institﬁtions.2

One.local trust compahy executive regards his $5 million savings

department as far too small to permit efficient operations. Hurthermore,

1This is merely an opinion expressed by some interviewed parties and lacks
statistical backing. Individual-accounts of $1CO thousand are not at all
anusual. © el

2The maximum rate permitted by the FDIC on savings deposits of insured
nonmember banks is 2} per cent. Annual Report of FDIC, 1950, p. 203.
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saviugs deposits could be substantially increased only if dividend returns
were ralsed from the current 1 per cent rate, a difficult task, as implied
above. Whlle a $5 mllllon asset size may not be optlmal, the typ1cal
cooperatave bank is 1ess than one-half this size, and stlll continues to
be actlve in the local market. Mbreover, the savings departments of
sevepal»local trust companies have resources exceediug $5 million, but
seldombdo‘moftgage loans dominate their respective investment portfolios.
Undoubtedly uanj, if not most, local commercial banks prefer not to compete
uigorouely in a mortgage market uhere mutuel thrift institutions enjoy such '
a commandlng 1nf1uence. Accord1ngly3 a Substantlal proportlon of mortgage
holdlngs of locql natlonal banks results from block purchases of FHA-

1nsured and VA-guaranteed loans in other parts of the country.
MISCELLANEOUS MORTGAGE LENDING INSTITUTIONS

Life Insurance Companles

o Mortgage 1end1ng operatlons of life insurance compenles are much more -
signlflcant throughout the natlon than in the Boston area alone. The six
insurance companles with home offices in Boston are heavy investors in ’
mortgages, and in re51dentlal and commercial propertles as well. In total
mortgage holdlngs, these companles rank well ahead of commerclal banks, and
.currently place more funds in mortgages than in any other 1nvestment.
IESplte these impressive flgures on holdlngs, local insurance companles

are not an 1mnortant factor in the Boston mortgage market. As indicated

earller, they have been tabbed as "fair Weather lenders" who enter and

leave the mortgage market on a stralght relative yield basis. In the

lMortgage purchases accounted for L0 per cent of their new investments
during 1950, Life Insurance Factbook, p. 76. This ratio appliss to all
companies in The naiion, out appears to be ecually applicable to local
companies interviewed,
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local moneylmarhet centez; ex1st1nv thrift 1nst1tut10ns are subject to
rlgld 1nvestment restrlctlons especially regardlng geographlc lendlng
areas. ThlS factor, along with other 01rcumstances produclng a relative
abundance of mortgage capltal, has led llfe 1nsurance companies to look
elsewhere for mortgage loans Where net ylelds are more favorable. Con-
sequently, whereas 81x local llfe companles hold over one-fifth of the
total mortgage debt held by all Boston mortpage lenders, these and out- ‘
side companles orlglnqte less than S per cent of all mortgage loans on
local ‘home propertles.l A substantlal proportlon of their mortgage
.holdlngs are acqulred through purchase rather than orlglnatlon, but the
extent of such purchases in the local market is negllclble. Slmllar1y3
large 1nsurance companles from other states acquire only limited amounts
of mortgages on local propertles operatlng through loan correspondents.
On the whole, it may be safely assumed that the influence of insurance
companles on the local home mortgage market is largely indirect and poten-
tlal, contlngent upon relative ylelds on similar mortgage investments
throughouu the country.

Fundamentally, llfellnsurance companles collect countless small
payments from mllllons of pollcy holders for whom life insurance is a
.prlnclpal method of protectlon. In ad01t10n to prov1d1ng protection and
a convenlent means of sav1ng, these companles also perform the economic
functlon of comblnlng such small payments into 51zeable amounts of capital
and dlrectlng them to thelr most productlve use. By profltabLy 1nvest1ng
these funds, the pollcy holder receives protectlon at a substantlally lower

net cost.

1
See Chapter 10.
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Just as ordinary thrift institutions, life insurance companies are
restricted in their real estate financing aétivities by statute and
supervisory requirements of state benking and insurance authorities.
Although most .of these restrictions arise from regulations within the
state of organization, frequently life companies are further limited by
requirements in the various states in which they operate. - These companies
are generally restricted to loans on improved real estate, obviéusly de-
signed in part to prevent dangerous land speculation. Typical of invest-
ment provisions in most states, Massachusetts life insurance companies are
limited to mortgage ldanstequalvtopéé 273 per cent of the appraised value
of the property,. somewhat more restrictive than corresponding savings bank
and savings and loan regglations.

In regard to lénding areas, insurance companies are free to place
mortgage loaAS'on pfoperties located-anywhere in the United States,
provided these properties are unencumbered by prior liens,1 Since these
thrift institutions accumulate the savings of policy holders throughout
the country,.one might suggest they are morally justified, if not obli-
gated, to seek a wide geographic diversification in their mortgage port-
folio. Savings banks, on the other hand, may regard distant mortgages
as safe and profitable, but the charge is frequently voiced that they
are trying to export '"hard earned locel savings to foreign borrowers™
instead of accommodating deserving home~town home buyers.2

In at least one other respect insurance companies operate within a
more liberal framework than other local mortgage lending institutions.

The aforementioned thrift institutions are restricted both in regard to

maximum loan terms and the schedule on which repayments must be made. No

lAnnotated Laws of Massachusetts, Chapter 175, Section 63. Cf. restricted
lending. area of local savings and‘cooperative‘banks. ,

2Interviews. Undoubtedly such allegations generally arise from a bank's

refusal of an unsound loan request.



161,
such statutozy 11m1ts are placed on most mortgage loans of Massachusetts
llfe 1nsurance companles, althouoh they may require regular amortization
of loan prlnclpal until it decllnes to 60 per cent of value.

Eife dnsurance companies, just'as many national banks, have re-
entered‘the.mortgaéevmarket since the depression years 1argely as a re-
: suit of federalzintervention.‘ The above restrictions on mortgage lend-
ing are walved in the case of FHA—lnsured loans (and later of VA-guaranteed
1oans as well), a maaor 1nvestment outlet for insurance companies. Since
these companles frequently prefer to acqulre mortgages by purchase rather
than by orlglnatlon, the government insurance feature has performed an
essentlal service in promotlng a hlgher decree of moblllty to long—term
capltal. v o
Credit Unlons

Credlt unlons have hever been an 1mportant institutional force in
the home mortgage market. Introducea 1nto this country during the second
decade of thls century, credit unions were organlzed prlmarlly'as a re-
form measure, to protect people from predatory "oan sharks." As a coop-
eratlve type of assoclatlon, they may be chartered either by’the state or
f'ederal government for the purpose of accumulatlng the savings of their
members and of maklng loans to them.for varlous reasons. In performing
the 1atter functlon, credlt unions prov1de personal loans at rates much
lower than those charged by other loan agenc1es accessible to persons of
small incomes., The coordlnate functlon of promotlng thrift is accomplished
: by selling shares and acceptlng the saV1ngs deposits of their members.l

The members of a credlt union must have some other common bond of
association,‘such as similar employment,‘residence in same community,

lJ L. Snlder, Credlt Unlons in Massachusetts, Graduate School of Business

Admlnlstratlon, Harvard Unxver51ty, Boston, 1939, Chapter I.
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"same national or1g1n, etc. Since group interests are of paramount importance,
earnlngs and profltablllty have generally been subordlnate to service as a
'prlmary obJectlve. Rates of 1nterest charged on personal loans are limited .
to l per cent per month on unpald balances under federal charter, while
only a "reasonable" requlrement is spe01f1ed for state-chartered unions.
Loan repayment 1s frequently accompllshed on a‘weekly basis to coincide
w1th pay day, and the maximum loan term 1s limited to 1 year.
| Credlt unions are severely restrlcted in their mortgage lending

operatlons. Federal unlons are efiectlvelj excluded from this market
altogether hy the hlghly restrlctxve prov181ons in thelr charters.1
State-chartered unions may extend secured real estate loans, but again
statutory requlrements ellmlnate a large portlon of them from actlve
partlclpatlon in thls market. They may 1nvest in mortgage up to 50 to
70 per cent of their assets, dependlng on the size of the credlt union.
Under no c1rcumstances, however, can a 51ngle real estate loan exceed
5 per cent of total assets or $8 OOO, whlchever is the lesser. Withln
these llmlts, credlt unlons are authorized to make 60 per cent mortgages,
prov1ded the accompanying note 1s payable elther on demand or'w1th1n 3
years. Mortgages w1th loan amounts up to 80 per cent of value may 2lso
be wrltten, so long as regular amortlzatlon is requlred untll the loan
balance is trlmmed to 60 per cent of value.2 |

In view of these various restrlctlons,bonly one—fourth of the 215
credit unions 1n the Boston area hold any mortgage loans whatever. The
arerage organization held total'assets of $150 thousand in 1950, hardly

adequate to permit the maintenence of a sound, diversified mortgage port-

1As of 1937, such loans were limited to $200 or to 10 per cent of the
union's -unimpaired capital and surplus, whichever is greater, with a
maximum term of 2 years. Snider, op. cit., p. 17.

2These weekly, monthly, or quarterly payments must retire the principal
at least 6 per cent per year. Annotated Laws of Massachusetts, Chapter
171, Section 2LB.
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folio. In Boston alone, there were 125 credit unions, only 6 of which
held assets of over $1 million.

‘During the early development of credit unions in Massachusetts, real
‘estate loans were a major investment outlet, actually exceeding the volume
of'pepsonal loans as late as 1925. Small personal loans, however, are the
natural field for credit unions, and have generally dominated lending opera-
tions since the late 1920s. At various times, members have sought small
second mOrtgagés tO'suppiement funds secured from cohvéntional lenders,
but this activity has not been extensive in recent years. Under current
regulations, cfédit‘unions may make second mortgages only where the com-
‘bined first and second mortgage loans do not exceed 80 per cent of value,
‘or $8000, whichever is lesser.t As of TDecember 1950, the L57 credit
unions in Massachusetts had invested on the average 24,2 per ceht of
total assets in real estate loans, all but 0.33 per cent being in first
mortgages.%> Over one-third of the combined morﬁgage holdings of all
credit unions in the Boston vicinity were held by a Halden association.

This union, being the largest in the area with assets of $2.6 million,
held nearly $1.L4 milliog in mortgages in 1950. Tt appears as if credit
unions concentrate on extensive mortgage lending only in neighborhoods
or communities where conventional thrift institutions are iess active.

As'stated abové,'capital funds are écquired‘either through selling
shares or accepting ordiﬁany deﬁbsits. Tividends paid on fhese accounts
have followed the same generai pattern as those of other thrift institu-
tions. After reaching a low level in 1946, rates on both cépitalnacéounts
have gradually risen, and by 1956 amcunted to 2.8 and 2.0 per‘cent oo
1

Annotated Laws of Massachusetts, Chapter 171, Section 2B.
2 pnnual Report, Massachusetts Commissioner of Banks.
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on shares and dep081ts, respectlvely.l
Other Mortgage Lendlng Instltutlons

- In addltlon to the prev1ous1y descrlbed institutions, several other
types of lenders play a minor role in the 1ocal.mortgage market. These
latter are generally 1ncluded in that heterogeneous category, "1nd1v1duals
and others," and very 11ttle is known about its comp051tion. Perhaps most
31gn1ficant among thls group are the various sorts of mortgage companies
and brokers.‘ These organlzatlons spe01allze in real estate credit, buy-
'1ng up mortgages for resale to others or merely functlonlng as middlemen
for lendlng 1nstitutaons and prospectave mortgagors. Such agen01es ordl-
narlly have llmlted equlty funds of their own, and frequently rely on .
short-term advances from commer01a1 banks for worklng capltal whenever
necessary Because of thelr low capltallzatlon, mortgage companles de-
pend upon a fast turnover of mortgage 1nventor1es in order to enaoy
economy operatlons. o

So—called "mortgage companles" have become increasingly 81gn1flcant

since the 1ntroduct10n of FHA-lnsured loans, and later on of the VA-
guaranteed home loan. Ihese agen01es frequently collaborate w1th operative
bullders in arranglng constructlon 1oans w1th nearby or dlstant commerc1al
banks and in pla01ng the permanent mortgages w1th outside 1nst1tutlons.
They generally seek advance commltments from insurance companies, savings
banks, and, untll recently, the Feneral Natlonal Mortgage Assoc:Lat:Lon,2
selllng the paper at above or below par dependlng on current market condi-
tions. Although these sales'commissiOns COnstitute an important source of

income, mortgage companies depend upon servicing fees as a primary revenue

These dividend rates apply to all LS57 credit unions in Massachusetts.
Annual Report, Massachusetts Commissioner of Banks. :

%See Chapters 8 and. 1L for a description of FNMA and'its operations.



producer. The mortgage purchaser ordinarily leaves all servicing functions
with ‘the‘mortgage company, and pays a fixed percentage fee for this detail,
generally equal to % or 1 per cent of the unpaid loan balance. Before an
agency can operate as an originator or servicer of FHA-insured loans, it
must first quaiify as an FHA-approved mortgagee.

In the Boston area, such organizations function primerily as brokers,
and seldom possesé,a’n inventory of mortgages on their own account. In
areas where long~term credit is abundant, most home financing needs are
met by local thrift institutions that both originate end service mortgage
loans to ma’cﬁrity. Accordingly, servicing fees constitute a minor source
of income for mortgage brokers in the Boston vicinity, except where the
servicer is a loan correspondent for a life insurance company. lortgage
operations are frequently operated in connection with other real estate
activity, thereby permitting the realtor to collect the customary sales
commission from the previous home owner in addition to a possible mort-
gage fee; ' This latter compensation has become increasingly prevalent in
the postwar period, ordinarily representing 1 per cent of the mortgage
principal. Whether a brokerage fee, if any, is paid by the lender or by
the borfower depends on the current competitive conditions existing in -
the local market.l

Various creations of the federal govermment have also figured promi-
nently in the local home mortgage market. As a direct lender, the govern-

ment has intervened only through "emergency" measures, two such cases

1See Chapter 12. As of May 31, 1951, the Federal Reserve found that there
were 20 so-called "mortgage companies," 30 "mortgage brokers," and 306
_"real estate brokers or agents" operating in Essex, Middlesex, Norfolk,
and Suffolk Counties. Although these organizations represented nearly
one-half of a1l mortgagees in the local market, their combined mortgage
holdings accounted for only 0.5 per cent of the total mortgage debt held
by all institutions. Across the nation, there were 26,73l such "non-
institutional” mortgage lenders out of the grand total of L3,771 regis-
trants as of mid-195l. In contrast to the local area, mortgage holdings
of mortgage companies, brokers, etc., represented nearly 6 per cent of
the aggregate nationwide mortgage debt.

168
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involving HOLC loans during thg depression and the current program of
home Loans o veterans. Through the ordinary FHA and VA home loan
programs, the federal government has exerted a strong influénce on the
local market, although theiFHA‘program has been more widely received in
other sections of the country. Lastly, the Federal National Mortgage
Association (FNMA) and RFC. Mortgage Company have at various times pur-
chased.large quantities 'of FHA and VA mortgages, providing an effective
secondary market for this paper. These federal government activities -
are considered in greater detail elsewhere in this study, and merit

but brief mention here.
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PART IV. THE METROPOLITAN BOSTON HOME MORTGAGE MARKET: A PREWAR SETTING

M though the primary emphasis of this study concerns the postwar
market, ' it seems wise to prgs’ent some of the institutional background under-
lying mortgage operations over the past two or three decades. Cyclical
fluctuations have been unusually severe in the housing industry, with
market valuations and the volume of new constructlon exhibiting violent
smngs. ' The severity of these movements has been aggravated by the vary-
ing qualification standards set up by mortgage lending institutions in
passing on loan requests. In boom periods they abet the inflationary
spiral thro{zgh providing unjustifiably liberal credit, while in depressed
periods many have virtually withdrawn from the market. Since the postwar
economy has' evidenced continuous prosperity and inflationary éressures s
mortgage lending has been largely geared to these circumstances. To pre-
sent a more rounded picture, brief mention should be made regarding lend-
ing practices during the depression of the early 1930s. Moreover, the
major structural changes arising out of the depression experience mst
be recognized and analyzed in discussing the current operations. &n
additional reason for this historical summary concerns the long-term
nature of mortgage lending: except for the new or rapidly expanding insti-
tutions, a significant proportion of existing portfolios consists of loans
made in the prewar years. Among the institutions visited, one holds some
mortgages which have been on their books since the late nineteenth century!

In this section, some characteristic weaknesses in the home mortgage
network will be touched on, especially in the period prior to the depres-
sion of the“ear‘ly.l930s. Much of the descriptive material will be general
in"scope, and concrete reference to the ‘local situation will be drawn

only i:here relev_ant data are available.: :T‘hi‘sy discussion will be followed
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by an outline of the salient features of various federal measures designed
to pfomété a pefménént imprdvément in urban real estate finance.’ Special
conéideratioh‘will‘Be;devoted to the FHA program andiits influence on the
lbcai’hoﬁe‘mdftgage’ﬁérkét. Data on mortgage lending activities in the
éééf&h area will be preséntea.ihrlater sections dealing with the postwar
mortgage market. |

CHAPTER 6. WEAKNESSES IN PRE-DEPRESSION MARKET

' The unbrécedented‘building boom of the 1920s brought to the forefront
mahy glariné wv;weatknesses‘i‘n ‘the whole mortgage petwork. Numerous specula-
tors had seized the opportunity to reap'quick profits during those buoyant
déys,‘taking‘full édvahtage of easy'crédit availability. Mortgage invest-
ment hadklohg been‘regarded'as a choice outlet for institutional funds, on
bqth ¢6unts of yield and séfefy. Since business prosperity had provided ‘
them with an unprecented inflow of savings, thrift institutions eagerly
bid agalnst each other in underwriting continued speculative activity.

It Wéé inevi“bable that their unsound lending practices would soon under-
mine the vhole shaky credit structure.-
Aithough'léndersvundoubtedly'recoghized the i1liquid nature of such
iﬁvestmént,h many e*fidehc'ed. a blind faith in the ultimate soundness of any
mortgégé 1oén."” Even if certain large loans to speculators would involve
short-run ZfbreclbsﬁreAand loss, the undeniable long-run inflation in land
values would guarantee eventual recovery. Temporary economic reversals
would certainly give way to rising property values as a result of better
standards of living, population growth, etc. While the history of land

1It~should be menﬁioned that not all speculative morﬂgage bofrowing con-

cerned the buying and selling of real estate. Many existing home owners
 took out mortgages on their property in order to secure funds for the

purchase of consumer durables or for stock market speculation. Home

Mortgage Lending, American Institute of Banking, New York, 1938, p. 12.
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values nould demonstrate a good deal of truth in such optimism, 1t is hardly
a nrudent 1nvestment pollcy. Numerous local real estate crises and, later
on, the severe ‘debacle of the early 1930s have shattered its universal
validlty. Furthermore, neighborhood blighting and economic degradation
may'be a permanent phenomenon, despite the fact that population and in-
comes contlnue to expand in adjacent communities.

| It 1s perhaps unfortunate that competltlon among lenders did not
assume the form of prlce concessions or, in other words, lower interest
rates. Many local thrlft 1nst1tutlons felt obllged to offer dividend re-
turns of 5 or 6 per cent in order to malntaln saV1ngs accounts 1n\tact.
At the same t1me they hardly felt Justlfled in cuttlng 1nterest rates
below the customary 6 per cent but preferred the more "ethical tecnnlque
of 1nflating property apprlsals to place new loans.l From a sampling survey
of mortgage lendlng on 51ngle-fam11y homes during this period, Professor
Tﬂcker found the average nomlnal rate of interest on first mortgages in

2

the country to be 6 2 per cent. Among the 52 cities included in a

nat10nw1de study of urban hou81ng flnance in 193k, ‘Wickens chose L New

' England c1t1es.3 On flrst mortgages the welghted average nominal rate

was 4.93 per cent for the New England c1t1es, compared'w1th a natlonal
average of 6.18 per celt. Contract rates appeared more concentrated about
a 81ng1e value in New England than elsewhere, three-fourths of 211 reported
cases bore a 6 per cent rate in thls reglon against one-half ratio across
the natlon. One—flfth of all loans in the country were written at 7 per

cent whlle rates as hlgh s 12 per cent were reported.

1see below. So long as the ratio of loan amount to "appraised" property
value did not exceed a conservative 50 or 6C per cent, the mortgage was
regarded as reasonably secure.

2). F. Bemis, "The Economics of Shelter," The EVOlVlng House, Technology
Press, Massachusetts Institute of Technology, Cambridge, 193k, Appendix
Chapter X, p. 582.

3These were Portland, Maine; Nashua, New Hampshire; Worcester, Massachusetts;
and Providence, Rhode Jsland. For some data, Waterbury, Connecticut, was
also studied. D. L. Wickens, Residential Real Estate, National Bureau of
Economic Research, New York, 19L1.
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The actual costs of borrowlng for home purchase far exceed nominal
1nterest charges stlpulated on loan contracts, on account of various forms
of bonuses, comnlsslons, dlscounts, renewal charges, and service charges.
Wickens found the welghted averaae effective rate on first mortgages to be
6. 17 per cent for the reglon and 6. 5L per cent for the nation as a whole.

As w1ll be pomnted out shortly, heavy charges in connectlon'w1th junior
flnanclng sharply'lncreased the overall costs of home purchase.

The rlsks 1nvolved in mortgage lending, in part because of the instabi-
llty in real estate values, led institutional lenders to restrlct first
mortgage loans to rather low percentages of appralsed property values.
Legal ‘and tradxtlonal llmltatlons of 50 to 66 2/3 per cent of valuatlon
were de51gned to protect the mortgagee and 1ndlv1dual saV1ngs deposwtors
from loss in case of default. Rather than. defer home purchase untll the
necessary down payment had been accumulated, two optlons were frequently
open to the buyer. " |

He could shop around from one institution to another Seeklng the
largest“possible advance to supplement hlS limited down payment equlty.

A1l too frequently the lender, eager to maintain his loan volume, per-
mltted the overvaluatlon of property necessary to trlm the loan-value

ratlo to a p01nt where the requlred 1oan amount no longer appeared un-
reasonable. As mentloned above, the lender perhaps felt justified in |
extendlng such loans in order to keep funds actlvely employed and, in

event of default, subsequent dlSpOSltlon of the property would be profit-
ahle in an 1nflationary‘economy. Slnce risk was assumed.to vary directly
nithjinitial‘loan—value ratios, llttle weight was ascribed to the borrower's
capacity. to carry the debt burden or to environmental factors which might
indicateva‘premature depreciation of.mortgaéed‘property; With such un-

scientific and unsatisfactory riskanalysis,1 it was inevitable widespread
1The followlng statement was made during the FHA Hearings: "There is an
erronious opinion around that loans were made on a 5C or 60 per cent valua-
tion. ' They were made on a 50 or 60 per cent selling price, not a valuation.
(Footnote continued)
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foreclosures would accompany any downturn in economic activity.
Desplte the tendencv toward llberal "curb appralsal" techniques,

many home purchasers were compelled to resort to the second option of
junior flnancing.b The‘unsatlsfactor&, costly, and frequently illegal‘
systemkof“second‘and'third mortgage lending has been a major cause of
delinduencj in”fulfilling‘flrst mcrtgage obligations. Such credit has
ordlnarlly been sapplled by second mortgage companles, or by 1nd1v1duals
or builders who are sellers of the property (1nvolv1ng purchaSe—money
'mortgages ) Although never common in this reglon, builders scmetlmes
accepted a small equlty payment and a land contract for the remainder.

| In a sample survey3 Wickens found'welghted average contract rates of
1nterest on second and thlrd mortgages to be 6. 76 per cent in New England
and 6. bh per cent in all 52 citles surveyed.l. These rates appear sur-
prlslngly'low, for avallable records 1ndicate nominal rates of 10 per cent
plus substantlal comm1551ons, service charges, etc. Most contracts re-
qulred monthly amortlzatlon over a period not exceedlng five years,
and any fallure to make regular payments meant prompt foreclosure.2 ‘Specu—
lative builders wculd take second mortgages only to consummate a sale, and
would seek to free working capital from this risky operation by q1scount1ng
them.wherever p0351b1e. In the late 1920s when cash down payments dropped-

to as low as 5 per cent, bullders could dzspose of thelr second mortgage

lchkens, op. c1t., P. 252 ‘The corresponding effectiverrates were 7.85
‘and 7.02 per cent, respectively. The reliability of these findings must
be considered in the light of the smallness of the sample.

2Toward More Hou51ng, ‘Temporary National Economic Committee, Monograph

Wo. €, ISLG, p. 79.

« o« « oI happen to be living in a house which I could reproduce today for
$18,000, that has a $25,000 building and loan mortgage on it." Testimony of
J. G. Caffrey (representing Ohio Association of Real Estate Boards), Hear-
ings before the Committee on Banking and Currency, U. S, Senate, 73d Comgress,
24 Session on 5,3603, 1934, p. Ll. It should be noted in passing that the
tenacity of such mortgagors to continue mortgage payments in face of severe
market declines accounts in part for the preference of institutional lenders
for loans on single-family, owner-occupied homes.



loans.only at digcpunts of'up to SO‘per cent. In order to emerge with a
préfit,vthe builder”began to price his product to cover this heavy disr
count,,uThus‘a:viQioqs race between home prices and_mortgage discounts
developed, rendering ﬁhe»combined‘mortgage.obligations of the home buyer
virtually«prohibitive.l

, Further‘evidep§e_of oppressive junior financing has been described
by;AlbertvFarwelllBemi:s.‘2 Standard‘discﬁunts to be deduéted.from the
original loan gmount ranged from 8-10 per cent on a one-yeér loan, up
to 20 per éenttpn:a five-year mortgage. Of course, the borrower was
dlso obliged to make regula;‘interest payments on ﬁhe unpaid balance, in
addition to péying en initial brokerage fee of 2 or 3 per c;ent.3 At
leasf one of the local institutions‘visited suffered extraordinary depres-
sion losses reSulting fromvthe refinance of previous first and second mort-
gages into a single:instrument. Even though the rewritten contracts pro-
vided for full amortization,.thé loans had been initially‘made on the basis
of such inflated valuations (especially considering the builder's second
purchase-money mortgag¢§) that evén regular principal amortization was
inadequate to trim the,out§tanding balance to a safe figure by the‘early
1930s. | |

1
Ibido’ pl 79‘ ‘

2Bemis, op. cit., pp. 368-~9. The discount technique was often employed as
a means of avoiding usury laws; since the purchaser of a second mortgage
could sell it at any discount,. a third "straw man® was frequently set up
to initially take the lien thence endorse it over to a mortgage company
which would sell it at a discount, turning over the proceeds to the bor-
rower.

3Ibid.,’p. 369, ' The company referred to is. the U. S. Bond and Mortgage
Company of New York. ‘ ' '
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Aﬁother‘basic source of weakness in the mortgage piéture ﬁas tﬁé
unsound- practice of employing‘short-térﬁ contracts to finance essentiélly
long-term obligaﬁiOns. 'Except for building and loan associations (i.e.,
cooperative banks), most institutions drew up straight mortgage notes with
maximum terms of 3 tb‘S years. It was rare indeed when a family cbuld
accumulate sufficient funds in such a short period to pay off its debt
at the end of the term. Ordinarily, however, so as not to lose the loan
via refinance, the lender would promptly renew the‘loaﬁ upon péyﬁent of
various renewal‘feeé, and might even include uﬁpaid taxes and intefeét in
‘the new principal. Although advances in property velues frequently served
to reduce outstanding loan-value rétioé; the relation of the vast sums
invested in real estate mortgagés io the changing valﬁés of’the ﬁﬁderlying
security was seldom examined carefully.

" Lenders placed qnwarraﬁted‘cohfidence in the éppafent liquidify of
such investments. At least Bﬁe-thifd'Of the outstanding balance became
due every year, since the term farély exceeded 3 years and renewal ioans
ordinarily stipulated repayment on call or merely extended the term one
year.l Accordingly, thrift‘institutiéns)accepting depésits from the pubiic
with an implicit responsibility to meet most withdrawalurequésté on demand,
felt fully justified in iﬁvesting\in "liéuid, C6nveﬁieﬁt, high-yielding"
mortgage loans. They had no scruples about renewing loans indefinitely,
espeéially if interest and taxeé were not in afrearé, as thé depositors"
funds were continually e@ployed with a minimum amount of‘effort. Ihtér—
Views-have revealed instances where local institutions had actualiy dis-

couraged repayment in order to maintain steady income from sound loans;

1Colean suggests that repeated governmental efforts during times of dis-
tress to postpone or modify principal repgyment had contributed to the
practice of writing short-term mortgage loans, in hopes of completing
payment before a new crisis and moratorium intervened. M. L. Colean,
The Impact of Government on Real Estate Finance in the United States,
Pp. 80-81. L '—— .
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rather than repay the loan, the mortgagor was urged to augment his savings
account as an emergency reserve. vOnithe other hand, many borrowers per-
haps looked upon eventualK repayment as but a remote possibility. They
felt'tha$u"wﬁenrthey succeeded in borrowing the money, that was all they
had to dos « o + o (if) they had to replace it they would replace it . . .
by borrowing from somebody else, and they lost. . . the ambition to pay
off their debt.nt

: The~artificially,short-term character of mortgage loans served to
aggravate the severity of economic crises. In many cases, frantic de-
positors would rush in'to withdraw their funds from the thrift institu-
tions in which their confidence had been shaken.2~”Supposedly 1iquid
demand  loans as-wéll,as fully amortized loans were of limited immediate
assistance in meeting these heavy withdrawal requests. Since declining .
employment and incomes are characteristic of depression periods, the
mortgagor was frequently unable to make substantial principal payments
and, in the absence of  government intervention,‘widespread foreclpsures
were inevitable. This procedure hardly solved the lender's acute liquidity
problems, however, for foreclosed properties would bring in limited sales
revenues in a depressed real estate market. Hence, it became apparent
that short-term loans were no,less:damaging tq the lender than to the
borrower.

Another basic weakness in the mortgage contract concerned the lack of
adequate repayment provisions. Except in building and loan associations
where repayment was systematically accomplished through a sinking fund
arrangement, most mortgage loans were wrltten for a short~term'w1th little

or no_pr1n01pal'amortizatlon.' The only regular payments made by mortgagors

1Testlmony of C. A. Mller, Pres1dent of SaV1ngs Banks Trust Co., New York,
FHA Hearings, op. cit. pp. 302-3.

2As pointed out in Part III, precisely the opposite tendency characterized
local savings banks operations, as deposits increased steadily during the
1930s, while other institutions enjoyed less universal public confidence.
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consisted of interest,; usually on a monthly or semi-annual basis. This
method of x;epa;yment," while extremely convenient (at least simple) for the
‘individual lender, created serious problems for the borrower.l The capital
‘ouﬁléy'requiréd ét the end: of the term w'as frequently so heavy that fore-
closure was inevitable unless the loan could be extended or refinanced
elsewhere. Undoubtedly, the. ™economic man® would accumulate a special
fund out of current income to céver amortization, tax payments, etc. In
real life, 'however, any such scheme is unlikely on a wide scéle unless
enforceﬁ on a compulsory basis. |

... The available data indicate that*sys’temati'c amortization of pxiincipal
has  béen. less prgvalent in New England than in the nation at iarge. Wickens
revealé that 'less than one-fourth' of all reporting loans were amortized in
New England, while nearly two-fifths. provided for contractual amortization
among all §2>cities (in the early l930s.)2v This contrast reflects in ‘lai'ge
part the predominancé of savings banks in the New England region, as these
institutions wrote relatively few direct-reduction loans until tﬁe imme-
diate prewar period. Their predominance is also manifest in Wickens!
findings on frequency of principal and/or interest payment. Semi-annual
payment was.required in 31 per cent of the cases across the nation while
in the L New England cities »thé corresponding proportion was 62 per cent.
As stated earlier, monthly payment is most fréquent among fully a.mér’ciéed
loans, such as those made by savings and loan associations. Semi-annual
remittance;, .on the other hand, was t'y;pical of straight-term mortgage con-

tracts, such as those made by savings banks.3 \

lUnfortunatély, the flat mortgage was well suited for speculative operators,

. who held title to a piece of property for a short period. Hoping to repay
the initial loan with subsequent larger resale revenues, they would have
found amortization requirements inconvenient,

2Wickens, op. cit., p. 278.
3Ibid., p. 280.



- The failﬂre of the mortgagor to accumulate reserves fbr real estate
taxes on a systematic basis has also aggravated risks of default. Meny
local savings banks and cooperative banks suffered their greatest depres-
sion losses because of delinguent tax liability. Frequently foreclosed
property would be burdened with tax liens of 5 or 6 years' standing,inasmuch
as the mortgagee seldom bothered to investigate this matter so long as mort-
gage obligations were fulfilled.1

" As indicated above, the.capacity of the borrower to carry the mortgage
burden was rarely investigated on an objective basis. Since repayment was
seldom accomplished through regular amortization, the whole transaction
wzs not translaﬁed into income concepts. Retirement of the obligation
was implicitly regarded as a-contingent "wealth" or "asset" Pproblem, while
only interest and occasionally tax bayments constituted an integral part
of the family budget. Undoubtedly somé;mortgagors felt little motivation
to fulfill the mortgage contract as stipulated. Particularly where straight-
term mortgage was involved, the home owner frequently would lose little
equity in the property even if it were taken over by foreclosure. Hence,
he might have been relatively insensitive to minor differences in precise
ratés of interest and other contract terms; moreover, the impotency of
deficiency judgments would safeguard him from more extensive personal loss.

An obstacle which has impeded the development of a nationwide mortgage
market down to the present day has been the inherent localization in mort-
gage 1ending. Until recently at least, tradition and legal restrictions
have prevented most institutions from operation over a wide area. As a
result, mortgage portfolios have been denied a proper geographical risk
' distributidn, and their soundmess frequently depended upon the economic

fortunes of a single industry or firm. Iiost lending agencies were isolated

1Interviews.
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from the capltal markets of the country, and lacked any mechanism to
‘fa0111tate transfer of funds from regions of surplus to those of dearth.
Hence, all institutional Ienders, with the notable exception of insurance
‘companies, ﬁeréiprimarilj depéndent upon the irregular and uncontrollabile
flow of local savings for home mortgégé credit.

”~”Undouﬁfedly this'éktféhé localization is both a cause and a conse-
quence'Of the poor marketabiiity df'mortgage paper., As will be discussed
in Chapter 1L, a product muét be highly standardized béfore it can be
freely bought and sold in‘ah'organized, impersonal market. In Qiew of the
haphazérd methods of'appraisal, the variety of loan contractS, repayment
provisibns; fights of-parties; fofeclosufe regulaﬁions, etc., character-
istic of mortgage lending,'it‘was inevitable tﬁaf the moftgage network
would consist of meny local, isolated markéts. Especiaily during the
laté'l9203, it becéme more and more‘appéfent that the home mortgage mechanism
cfiticélly heededka'major revampiﬁg, té safeguard the interesté of both
mortgagee and mbrtgagor,_és well as to achieve a greater degree of stabi-

lity and rationali%y in this important sector of the economy.
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CHAPTER 7. GOVERNMENT INTERVENTION

The debacle of the early 19308 set the stage for a series of sorely
needed remedies 1n the ill—fated mortgage market. Ingud1c1ous lending
espe01ally durlng the 1ate 19205 culmlnated in an unprecedented‘wave of
mortgage dellnquency, foreclosure, and 11qu1d1ty demanos of dep031tors.
Although foreclosnred real estate remalned a minor item in the asset struc-
ture of Massachusetts 1nst1tut10ns throughout the 19203, it is 51gn1f1-
cant that the number of sav1ngs bank foreclosures tripled between 1925 and '
1926 and 1ncreased steadlly over the next decade. Despite these and other
indicatlons of 1mpend1ng trouble, most 1nst1tutlons d1d llttle to stem
the inflationary splral. New lendlng among saV1ngs banks began to de—
cline after 1926 even though the average 1oan continued to rlse and con-
tractual amortlzatlon was rarely required.l | |

During the early years of the depress1on, fbreclosure accounts for
both cooperatlve banks and sav1ngs banks rose steadily until 1936 'when
they constltuted 11, 86 and 6. 73 per cent of total assets, respectlvely.2
'Cooperatlve banks, however, disposed of their foreclosed property more
rapldlxuthan say;ngs banks,rand by 1941 the corresponding ratios for these
ihstitutional,grouhs wé;érs;ah aho thB per cent, respectlvely.B

There were a great many instances where foreclosure appeared unnecessary
or unw1se, especlally“where the mortgagor appeared to be in only temporary
dlfflculty or where merely fore01051ng a delinquent loan would,not assist
;nst;tutlons in meeting crltlcal llqu;d;ty requirements. In 1931 coopera~
tive banks>were granted llmited‘permission to suspend temporarily the regu-

lar monthly payments,on pledged shares.l‘l Relief was afforded many mortgagors

lLintner, op. cit., p. 273.
2Annual Reports, Massachusetts Commissioner of Banks.

3For a detailed analysis of mortgage foreclosure policies of Massachusetts
savings banks, see Lintner, op. cit., Chapter X.

hAct of 1931, Chapter 365.
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by‘thié‘claﬁSe,vahd by 1936 such distress mortgages éccounted for 15 per
cenf 6f'£he“totél‘a35eté ofVcobperative banks in the local area studied.l
To determine tﬁe extent of substandard mortgages in the portfolios of
savings-banks,,Profeésor‘Lintner analyzed the volume of loans earning cur-
rent ylelds of 3 per cent or less during the depression and subsequent war
years. Since .few lbéns héd been‘initially'writteh at rates of interest
as low as L per cent, mortgages yielding 3 per cent or less would indicate:
(l) interest dellnquency, (2) a voluntary reduction in rates charged on
ex1st1ng loans for dlstress purposes, or (3) concessions granted on
purchéseJmoqey mortgages arising from the sale of foreclosed real estate.
Subsfandéfd mortgageé‘sé déiiheated represented an increasing proportion
of mortgage portfollos until 1943 when a peak of 1h4.3L per cent was reached.2
There is some’ ev1dence that depress1on foreclosure experlence has been

somewhat less favorable in New England than in other parts of the nation.
prfeséor.Sauiniéf found a fdreclosure\raterf 28.8 per cent among all
ldans hade py 2l American life inSurancevcompanies'bn New England properties
durlng the decade 1920—29, this rate ‘being the hlghest among the 9 census
regions in the country.3

| By 1935, general bu51ness recovery appeared to be well underway, and
real estate act1v1ty had‘begun to 1mprove. Considerable ‘damage, however,
.had alfeady beeﬁ‘inflicted'upon the mortgage:system, and the process of
feédjﬁstﬁeht‘ﬁés hécessari1y a gdftuous one. Continued unemployment threat-
éned méhy ﬁbrféégors with foreclosure and éxisting home owners suffered
a sévéreycapital losé‘ifithey‘Wefe'compelied to dispose of their property.
én the other hahd, £hrift institutions still held investment portfolios

saturated with frozen mortgages and were struggling to remain solvent.

1Computed from Annual Reports, Massachusetts Commissioner of Banks.

2L1ntner, op. cit., pp. 277-8.
3Sauln:r.er, op. cit., Pe 87 '
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By.this,time,,however,apositive steps had already been taken by the federal
and state governments to effect a permanent improvement in the mortgage

market.
INTERVENTION BY STATE GOVERNMENTS

. Intervention by state governments was necessarily limited in scope,
inasmuch as their fiScal and credit'regulatory powers are ver& similar
to,tho#e of private parties. Most states enacted debtor relief legisla-
tion relative to mortgage,mbratoria, redemption periods, and the restric-
tion of deficiency judgments.;‘Massachusetts, however, took positive steps
to,restorefand maintain public confidence in the existing state-chartered
thrift institutions. = | S

Before any public relief machinery could be set up, the Bay State
Trust was organized in 1931 to prevent the suspension of several weak
| cooperative banks. The stronge:,membgrs contributed about $125,C00 to a
‘pool_used for‘advancesvto bapks‘in immediate danger.1 This trust arrange-

ment served as a stop-gap emergency measure until the Central Cooperative
Bank was established in 1932.2 _This;latfer’institution-wés designed to
function as a central reserve agency toifacilitate.flexibility and elas~
ti#ity;in the operations of member cooperative banks. In practice, the
limited resgurces“in the Central Bank have permitted advances to member
banks for emergency purposesyonly; andvnot‘merelyrto‘finance additional
mortgage 1ending.3 A somewhat analogous institution was incorporated by
savings banks in 19?2, called the Mutual Savings Central Fund. In addi-
tion to the abové_funétions;.thié‘aéency'wiﬁh assets of $3.7 million
lDavnhpoft, ég. cite, po 12,

2pcts of 1932, Chapter LS.

v30n April 30, 1950, resources of the Bank totalled 9.4 million, of which
$340 thousand represented unsecured loans to member banks. During the

‘year ending April 30, 1951, these advanced increased sharply to $1,LU5

thousand. Annual Report, Massachusetts Commissioner of Banks.
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assembles pérﬁinent.data-on bank operations and undertakes various studies
for member banks.

. In 193L, the Massachusetts General Courtkprovided for the establish-
ment §£ share and deposit insurance funds for ail savings ;nd cooperative
'banks in the‘Commgnwealth.lﬂ Both funds are managed by member banks under
state supervision, and are an integral part of the tﬁo central reserve
grganizatiopsdbﬁcribed\above. Supported solely by prop&rtionate assesé-
ments'of insured mémbers, these,funds‘differ slightly from corresronding
federgl $chemes in that every deposit or share account in every bank is
to be insured in full, with claims payable-in cash. Although the dis-
tinction is'popularﬁgdvertising material, the apparent superiority of full
over pértial’coverage (e.g., of all deposits up to $5 or $10 thousand) must
be considered in the light of the average (and maximum) deposit.or share
account.?

~ The last important depression measure enacted by the Massachusetts
legislature (considered here) authorized savings and cooperative banks to
write mortgage loans on a direct-reduction basis.3 This type of mortgage
had long bgenhprqmoted by the federal governmenth, and its appearance in
urban real estate finance was hastened by the efforts of the HOLC, FHA,
Federai Home Loan Banks, and federal savings and loan associa,tions.5 Imme-
diate,public‘acceétance of this type of contract compelled its adoption by
cooperative banks, but savings banks wrote few direct-reduction loans until
the late 1930s.0 |
1

Acts of 193, Chapters 73 and L3, respectively.

2As of October 31, 1950, total assets of the Deposit Insurance Fund were
$22.1y million, while the corresponding April 3C figure for the Share
Insurance Fund was $6.4 million. Annual Report, Massachusetts Commissioner
of Banks. ‘ '

3pcts of 1935, Chapter 191.
It had been used by Federal Land Banks since 1917.
5See below. .

¢ ,
See Chapter 11.
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. Many of the fundamental weaknesses in the home mortgage system de-
manded extensive”public programs beyond fhe means of financially cripped
state gdvernments.’glndéed, while state relief measures were at best alle-
viative, the persistent attempts at proteﬁting the debtor at the expense
of his creditor threatened to block recovery.1 In order to stimulate the
flow of private capital back into the mortgage field and to promote a sound,
nationwide mortgage struciure, vast programs would be required. It was
soon apparent that such éperations could be undertaken only by the federal
government., = -

" This study does not attempt to analyze or evaluate the contributions
of all'the'various‘depression measures, whether they be permanent or merely
relief in character. To avoid becoming iost’in a maze of édministrative
detail, only the salient features of those programs directly related to
home financing will be outlined here. These programs will be discussed
under the following headings: The Federai Home ﬁoan Bank System; refinance
activities of the Home Owners Loan Corporation; federal savings and loan
assciations; Federal Savings and Loan Insurance Corpor ation; and‘léstly,
the Federal Housing Administration. Only the last named, the FHA, will‘
undergo a fairly detailed investigation in this and succeeding chapters.

At the conclusion of this sectioh, tﬁe Veterans idministration home loan

program will be briefly reviewed.
FEDERAL HOME LOAN BANK SYSTEM

As early as 1918, building and loan associations began to agitate for
the creation of a central agency to serve mortgage lending institutions

much as the Federel Reserve and Federal Farm Loan Systems functioned in

the fields of commercial banking and agricultural credit, respectively.

'1Colean,ugg. cit., p. 9k.
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.Interest’in a central mortgage bank waned during the ensuing postwar ex-
pansion, but was quickly revived at signs of impending trouble in the late
19208.l Small building and loan associations had traditionally'borroﬁed
from:commercial banks to meet temporary cash requirements, but following
the»financial-collapse'of11929, these institutions were forced to look
elsewhere for funds.z* At a widely publicized conferencé of leaders in the
mortgage lending and!reol estate fields, President Hoover in 1931 proposed
the creation of a system of home loan discount banks.3 His efforts bore
fruit in the Federal Home Loan Bank Act of 1932;h which sought a permanent
strengthéning of the shszken mortgage market through a regular examination
of member institutions, and through making available contral reserve funds
to facilitate a free inter-regional flow of credit. In addition; it was
hoped that the discount facilities would alleviate the acute liquidity
pressures facing mortgage lenders, thereby providing a more satisfactory
handling of borrowers in distress. This being accomplished, foreclosures
would be miniﬁized and the steady downward drift in real estate values
checked. |

The new System followed the znalogous Federal Reserve and Federal Farm
Loan Systems in thap it was governed by a central board and a group of
regional banks. After various amendments and,modifications,‘the Home Losn
Bank Board now consists of three members éppoihtéd by the President, and
the‘country iS‘divided up into 11 districts. As enﬁisioned by President
Hoover, membershlp is open to all. quallfled sav1ngs and loan associations,
savings banks, and insurance companles. Unfortunately, however, banking
and’insuranceSinteréSts~from the ou£5é£ opposed the exten51on of federal
: lColean, op. clt., p. 92.

2TNEC Monograph No. 8, op. cit., p. Bh

3See Publications of the President's Conference on Home Building and Home
Ownershlp, Vol. XI, Washington, 1932.

h7.8tat. 725-7&1, approved July 22, 1932,




control into the home mortgage field. Savings and loan associations, with
much to gain end little to lose, took early command of the situation and

have molded it to suit their own purposes. This unexpected concentration

-~ 0

of membership in a single type of institution has severely handicapped the
System's overall effectiveness in meeting national mortcage problems.l~

‘Member institutions are required to purchase stock in their regional
Bank in an amount equal to at'least 2 per cent of the unpaid balance of
their mortgage holdings, but not less than $SOO.2 As in the case of land
banks,‘Treasury stock subscriptions supplied most of the initial capital
requifements;~but; as a result of the increase in the number anii asset siée
of members, total member-owned stock equaled Treasury holdings by late
1948. By December 31, 1950,”member‘insfitutions owned 76.5 per cent of
all stock in the System, and in February 1951, the Federal Home Loan Bank
of Boston retired in:full'gll stock owned by the Treasury.3' ‘
Services Rendered

Three services rendered by the Bank to member institutions merit

brief'descfiption‘here.h Perhaps most important to member associations

is the loan service; whereby they may borrow up to 12 times their Bank

lAs of December 31, 19SQ,the distribution of membership in United States
‘and Massachusetts was as follows:

All - Mutual ' Insurence Savings and
. Members Savings Banks Companies Loan Associations
United States  * - 3,930 29 S | : 3,094
Massachusetts -~ - ' 158 7 0 151
Metropolitan Boston® - 73 ~ 1 ... . . 0 . 72 |

#Institutions located within 10 miles of Boston City Hall, as of December

31, 1951, including 16 federal savings and.loan associations. United States

and Massachusetts data derived from Statistical Summary, 1951, Home Loan
Bank Board. Among all 5,980 savings and loan associabions in the country,
only 65 per cent have joined the Bank System, but their assets represented
nearly 92 per cent of the grand total as of December 31, 1950.

2 pnnual Report of Housing and Home Finance Agency, 1950, p. 17L. Up to
June 27, 1950, the minimum subscription had been 1 per cent of the mort-
gages held. :

3Ibid., p. 174 and Statement of Condition of Federal Home Loan Bank of Boston,

December 31, 1951. All regional banks have now retired government stock
investment, .

hqhége services were outlined by Herbert N. Faulkner, President of the Boston

Bank, in an address at the 63rd Annual Convention of the Massachusetts
Cooperative Bank League, September 19,20 and 21, 19°1.
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stock held.l Intefes£ rates chargéd on these advances have recently risen
from 1 3/l to 2 1/2 per cent, but are certainly competitive in view of the
upward drift in‘diﬁidend rates. Member associations are sharply divided
és toithe desirability of extensive borrowing from the Bank. Some believe
sound bahk‘ménagement permits borrowing from a central agency only'in the
event of real hardship, and are opposed in principle to pledging their
own assets as security for loans, thereby creating a lien prior to the
claims of shareholders. Such a view is not unconimon, for only 57.9 per
cent of all member éséoéiations were Bank borrower; in 1950? Other mem-
bers; on the othéf'hand; regard short-term borrowing from ﬁhe‘Bank as a
éonveﬁient'énd éconbmicai method of meéting annual property tax payments
as weil‘éé.héndliﬁg dnusually heavy loan demandé.j A large share of the $50
million nbw’advanced to New England member institutioﬁs undoubtedly pro-
vided working cépitél'for'aggressive federal'savings and loan associations.>

The demand and time deposit facilities of the Home Loan Bank also
pfoviae‘én importaﬁt'éerfice for member associations. The demand deposit
vsérviCé'offers'¢onveniént checking faéilities,,and a telephone call is suf-
ficient to trénsfer funds from oné‘type of account to another. Ordinary
time aepbéif accounts are widely used for accumulating tax and Christmas
clubgféymentsL‘ The'righﬁ'to require 30 déystWithdrawal notice has not

lIn 1935 prov1s1on was made to permlt advances to non-members on the

security of FHA-insured mortgages. This privilege has rarely been used,
and in 1950 only one non-member borrower was 1ndebted to the Bank. Annual
Report HHFA, 1950, p. 172.

Annual Report, HHFA, 1990, p. 172. Both secured and unsecured loens are
included in this service. ‘ ‘ B ‘

3see Chapter 5.
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been invoked as yet, and a generous dividend rate of 1% per cent is paid on
.these\accounts.,.For,funds.left in the Bank for longer terms, deposit certi-
ficates aré,issued,‘which bear interest at 3 of 1 per cent above the basic
time. deposit rate..

. The Bank also provides members with statistical service and assistance
in operational and administrative matters. Periodically, it conducts
surveys on various issues of current interest to member institutions. At
the same time, however, the local examining staff has found it advisable
to render assistance to individual members only when requested ahd to
minimize the administrative detail in their.mutual undertakiﬁgs. Recently
the Bank has introduced a new service whereby'lt will act as an inter-
mediary in the sale and. purchase of mortgages.

Sources of Funds..

. The Bank has three baéic sources of funds, two of which, stock sub=-
scrlptlon and time dep031ts, have dlready been mentioned. To secure addi-'
tional funqs, consolldated notes are sold on tlie open market. These de-
bentures are secured only by the 11 regionaltﬁanks,\and bear interest
yieldS'of % of l,pef‘cent above the corresPSnding government bond rate.
‘Opefating efficiently in a period of expanding economic activity, the
Banks have been able to pay their own expenées,,establish generous re-=
se?vés; and consistently pay dividends to member stogkholders.2

Although it gave promise of effecting permanent improvements in the
defective mortgage structure, the System was ill-equipped to cope with the
sﬁattered mortgaée markef of 1932. &As iﬁdicated.above, only oﬁe branch
6f the mortgage lending fraterhiﬁy'chose'tO'éome under the regulations

1 .

See Chapter 1l.

o - S ,
At a rate of 1} per cent during 1951.



of the new federal agency. Moreover, the Banks were grented little
dlrect oontrol over lend:mg practices and interest rates charged by memher
1nst1tutions. éhanglng mteres’o rates on Bank advances soon proved an
1neffect1ve tool in s’cmulatlng mortgage lending among member assoclatlons
durlng the depress:Lon. The small amount of funds belng advanced by the
Banks, used aILmost exclusively to meet mthdrawal demands of shareholders,
could ha.rdly promote a recovery. Section L (d) of the or:;.gn.nal Act had
prov:Lded for d:Lrect loans to dlstressed home owners, but the necessary

‘ machlnery to execnte thls emergency measure had not been set up before
the Home Owners Loan Corporatlon was organ:l.zed.l Board Chairman John
Fahey testlfled that "the Bank System was unable to contrn.bute in any
mportant way toward relief n2 and that emergency machlnery was urgently
needed ‘oo stem the rlsmg tide of foreclosures and to arrest the decllne

in real estate values.
HOME OWNERS IOAN CORPORATION

Under the leadershlp of the new adm1n1stratlon, an appropnate emer-
gency measure was rushed through Congress. In June 1933, the Home Owners
‘Loan Corporatlon was establlshed under the dlrectlon of the Federel Home
Loan Bank Board, mth a $2GO million capltallzatlon and authorlty to issue
bonds. up to a 1imdt of $2» b11110n.3 _ The dlstressed home owner who was

threatened with -foreclosure or was already dispossessed could apply to the

See below. This emergency clause was thence repealed in the Home Owners
Loan fct of 1933, :

2Hear1ngg, Temporary Natlonal Econom::.c Commlttee, Part 11, "Construction
Industry”, 1939, p. 5302. '

3)48 Stat. 128—135 The maximum bond authorization was subsequently raised
to $L.75 billion. Moreover, in order to provide a better market for
these- debentures, an amendment in 193k extended the government guarantee
to the principal as well as interest.
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Corporatloo to reflnance hlS obllgatlon. At the same tlme, the mortgagee,
reoe1V1ng an HOLC bond for the outstandlng balance up to a limit of $1L,0C0,
was relleved of substantlal frozen asset holdings. The HOLC as the new

‘ holder of the mortgage debt rewrote the contract on llberal terms, usually
at a 5 per cent interest rate and repayable over a lb-year term with level
‘monthly payments.1 | | | .

HOLC reflnan01ng operatlons aseumed glgantlc proportions before ter-
minating in 1936. More than one-third of the existing home qortgage debt
had been the subJect of an HOLC applicatlon, while one-51xth of the total
debt, 1nvolv1ng over a mllllon home owners, was actually'taken over by
the HOLC.2 Through June 27, 1935, it had made 20,713 loans in Massachu—

3 Since 1936 the HOLC

setts, in an aggregate amount of $92 L mllllon.
has been in orderly llquldatlon, serv101ng 1ts dw1ndllng stock of mort-
gage loans and dlsp051ng of property where loans had become so hopelessly
dellnquent that foreclosure was necessary. The Corporatlon has zalways
encouraged its borrowers to prepay their loans as rapidly as “0351ble,
or to reflnance them w1th looal thrift 1nst1tut10ns. Beginning in June
l9h9, the HOLC began to sell its mortgage portfollos,at publlc offerlngs
flndlng a strong narket among thrift 1nst1tut10ns and commerc1al banks.
By May 29, 1951, thls llquldatlon had been completed.h -

The record of the HOLC has been a most favorable one. It was called

upon to take over the least de51rable of all p0551b1e home loans, where

These provisions were further liberalized in 1939 to meet FHA terms, when
rates on existing loans were rewritten at L} per cent with the term ex-
tended to 25 years. Ratcliff, Urban Land Economics, op. cit., p. 260,

2E S. Wellace, "Survey of Federal Legislation Affecting Private Home -
Financing since .1932," Law and Contemporary Problems, Autumn 1938, p. L92.

3Annual_Report, Massachusetts Commissioner of Banks, 1943.

Annual Report, HHFA, 1950, pp. 194-6, and Housing Statistics, January 1952.
Between 19LL and 1950, the mortgage debt on 1-L family homes held by the
HOLC  dropped from over $1 billion to $10 million. Statistical Summary,
‘1951, Home Loan Bank Board, p. 18.
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both the borrower and pledged property were associated with heavy risk.
The borrower appeared incapable of assuming even a generous long-term
mortgage contract, and the mortgaged property could have found a buyer
only at distress levels. Nevertheless, endowed with efficient ménagement
-and the good fortune 'c;f ‘operating during a period of improving business
conditions and general prosperity, the HOLC has closed its books with a

\ 1
net profit over and above all expenses.

FEDERAL SAVINGS AND LOAN ASSCCIATICNS

- When the creation. of the Bank System wes being .considered, many
building and loan leaders urged the establishment of federally—chartered
institu‘bioﬁs as well. They argued that the variety of existing regula-
tions surrounding state-chartered associations would seriously impede~
the development of a sound, fléxible natiormwide mortgaée structure. After
~ the Bank System was established, these interests ascribed the disappoint-
ingly slow growth in its membership to the widQSpread lack of adequate
mortgage lending institutions ,2, As a result of this agitetion, ihe establish~
ment of federal sssociations was authorized as a section of the ostensibly
relief Home Owners Loan Act of 1933. These analogues of national banks in -
© commercial banking are to be either newly-fér’med associations in under-;
serviced areas or merely converté’d state~chartered institutions. .Examined
and supervised by the Home Loan Benk Boai-d, these local institutions are
to "operate 'ony a uniform plan embodying the best practices and operating

pi'iriciples of savings institutions specializing in the financing of homes."3

]When liquidation was completed in May 1951, the HOLC had: retired all of
the $3% billion of government guaranteed bonds; repaid in full the $200
million of capital initially subscribed by the Treasury; paid all ex-
penses without any general Treasury funds; and turned over a surplus of
$14 million to the Treasury. Annual Report, HHFA, 195C, p. 19L, and
Housing Statistics, January 1952.

ZShaw, Law and Contemporary Problems, Autumn 1938, p. L9kL.
3Annual Report, HHFA, 1950, p. 183.
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As was explalned in the prev1ous chapter, federals are required to be
members of the Bank System and to have their accounts insured by the Fed-
eral Sav1ngs and Loan Insurance Corporatlon.

As provzded in the enabllng act, appllcatlons for”the chartering of
newvassoclatlons are cons1dered in the light of all relevant information,
sucn as: (1) the character and responsibility of the organizers; (2)
the nece531ty for such an 1nst1tut10n 1n the area to te served; (3) the
probablllty of its success and usefulness, and (h) whether or not its
formatlon would 1nf110t undue injury or hardshlp on establlshed thrift
1nst1tut10ns in the communrby.l Substantlal financial inducements were
offered federal assoc1at10ns from the outset. The Treasury‘was authorized
to subscrlbe up to one-half of the shares in any one institution, with an
aggregate actual 1nvestment of $50 mllllon across the nation. When this
Treasury'lnvestment was completed in 1935, the HOLC beoan to invest in
federallyh and state—chartered a55001atlons belonglnh either to the Bank
System or to the FSLIC.2

of the 1,526 federal sav1ngs and loan a55001at10ns in the natlon as
of‘December 31, 1950, 663 were new associations, while the remalnlng 863
represented converted State—chartered institutions.3 Since this area
has tradltlonally been Well Supplled'w1th thrlft institutions, -all 16
federal sav1ngs and 1oan assoc1at10ns in the Boston area are former state-

chartered cooperatlve banks. AS dlscussed elsewhere in the study, the

1
’ Ibido, ppo 183-)40

Savings and loan shares in an aggregate amount of $261 million were
purchased by the HOLC.

31big., p. 18k.
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rapid growth and aggressive tactics of federals in Massachusetts as well
as elsewhere have stirred up much unfavorable comment~amoﬁg s tate-chartered
institutions. The latter ‘publicize the virtues of time-tested cooperative
banking, and have attemptéd to prevent further conversions by setting

up various legal and administrative barriers. The Home Loan Bank Board,
pursuing é strict policy of impartiality between the two types of insti-
tutions, applies the same eligibility standards whether an uninsured
association (i.e., shares are not insured by the Federal Savings and Loan
Insurance Corperation) seeks to convert to a federal or merely to qualify
for share insurance under its state charter.1 By preserving a balance of
power between these two groups of thrift institutions, the Board feels
that each may act as a healthy check'on‘the operations of the other.

The ensuing chapters in this study will discuss the role of federals
in the postwar mortgage market. It should be noted here, however, that
these associations refinanced a great many mortgages in the depression,
‘and undoubtedly contributed to geﬁeral recovery througﬁ the investment of

pfivate funds.
FEDERAL SAVINGS AND LOAN INSURANCE CORPORATION

Any serious financial crisis threatens thrift institutions with a
‘devaStating two-edged sword. Depositors clamor to withdraw.their savings,
eithér because of shaken confidence in the safety of their funds, or,
what is equally likely, because that "rainy day" of reduced income and
mounting debt has beset them, At the same time, thrift institutions in
o
- Ibid., p. 18L. This procedure is of small import locally, as all

cooperative banks have their share accounts-insured by the State In-
surance Fund. o ‘



meetiﬁg heavy‘iiquidiﬁy demands of"depositdfs and othef cfeditors must
fféqdenfiy‘fesort to extensive borfdﬁing’or to fofeclosing on delinquent
1oéns. The HOLC ‘and other features of the Bank System were designed to
rescue mortgagees from the evils of frozen assets holdlngs espec1ally |
during thé depression period. To sbate the steady drain of deposited funds
from thrift institutions,l the federal‘governmént took positive steps at
insuring depositors in certain state- and federally-chartered institutions.
bThe séfety—fuﬁd:idea is hot a novel one, as 150 Bills for this purpose
were 1ntroduced into the Congress between 1886 and 1933 The first.such
permanent measure set up the Federal Ibp051t Insurance Corporatlon,3 de~
31gned to insure dep051ts in all natlonal banks and in chllfled state
commerc1al and mutual saV1nps banks up to $S,OOO.h

The FDIC was enthusiastically received from the outset by millions
ofkdeﬁositbfé} Bank failures, especially among state-chartered commercial
banks; provoked a mess exodus of fundsbinto newly-insured inétitﬁtions.
During é oneawéek‘period, a solvent suburban trust company lost over a
million dollars in saviﬁgs depbéits td a smalier national bank one block
distant.> As of December 31, 1950, all but 8 of the 182 commercial banks
in Massachusetts (iﬁcluding 116 national banks) were coveréd by the FDIC,
with the insured banks holding nearly 98 pér cent of aggrégate deposits |
in the Commonwealth. Aithdugﬁ nearlyAhalf df the 7L2 mutual'sa§ings banks
in the cauntry are Similarly insured, the 189 Massachusetts institutions,

continue to operété under their own Mutual Savings Central Fund exclusively.

lLocal savings banks constituted a noteworthy exception to this condition.
2pnnual Report, FDIC, 1950, pp. 63-101.

3See Banking Act of 1933, 48 Stat. p. 168.

hSubsequentlyraised to $10,0CC in 1950

5’Ihe locsl bank executive reports that these savings dep081ts have not been
regained down to this dgy, desplte the fact that both banks are now covered
by the FDIC.
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‘ ‘AAoross’the nat&on,'federal‘nnsuranoe'of bank deposits crented addi-
tional liQuidity problems for oompeting savings and loan associations.
Unusually hard hit by the depre551on, these 1nst1tutlons lost over a billion
dollars in share capltal pursuant to the establlshment of the FDIC.1 To
remedy the- 51tuat10n, these 1nterests led bty Chairmen Fahey proposed and
.secured.the establlshment of the ‘Federal Savings and Loan Insurance Cor-
poratlon pursuant to Title IV of the National Housing Zct in 193h The
$1C0 mllllon capltallzatlon'was fully subscribed by the HOLC thvough an
1ngen10us costless scheme whereby the stock of one corporatlon was traded
for the bonds of the other.3 As 1s the case with the FDIC, insured mem-
bers remlt annual premlums based on average dep031ts, which to date have
proved to be more than suff1c1ent to cover all clalms% In September 1950,
the maximum inSurancebfor eech‘snareholoer was raised from $5,000 to
$10,000 under both FDIC and FSLIC provrams 5 |

Insurance is manoatory for federal savings and loan: assoc1at10ns but
optional w1th state—chartered ass001atlons. To quallfy for insurance,
the latier,must,meet‘speoified,eligibility requirements and accept addi-
tional examination anﬁ reguletion of their operations and policies. As
of December 31, l950,’approximate1y L8 per cent of all savings and loan
assooiations had contraoﬁed for share insurance with the FSLIC. With the
notable exception of Masséchusetfs cooperative banks which are required to
support their own Share Insurance Fund, most‘of the 1arger associations.
have applled for and quallfled for FSLIC coverage, as the insured group

constltutes 81 per cent of the asset holdings of all associations.’

lTestlmony of Morton Bodfish, Hearings, TNEC, op. cit. p. 5099.
2))8 Stat. p. 12L6-1265. :

3Shaw, op. cit., p. 14,97. This "swindle" was attacked in the editorieal
comments of the 1943 Massachusetts Bank Commissioner, Annual Report, p. ix.

hThe current assessment rate for both programs is 1/12 of 1 per cent of
averagze shares -or deposits, with various credit deductions, etc. See Rujles
and Regulations for FSLIC and latest FDIC Annual Report.

5 Annual Report, HHFA, 1950, p. 190.
OStatistical Summary, 1951, Home Loan Bank Board, p. 8. As of December 31, 1950,
: (Footnote contvnued)
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In Massacbusetts}there has frequently been heated controversy over the
relative mgrits of the two types of share ipsurance, but £here is every
indication that ﬁhe.dgal system will be retéined,'for the time being at

vIn tbe past, opponents of FSLIC héve tabbed as most unsatisfactory the
methgd by which settlement payments were to be made to shareholders of an
insolvent institution.} Inasmuch as share investment in savings and loaﬁ
associations has oftenlbegn regarded as less liquid than an account in
a savings pank, FSLInsuranceAwas supposedly designed only to guarantee
solvency‘while the ‘EIEC specifically‘assured liquidity for all depositors.2
The Siate Share Insur;ncg Fund allegedly contained the desirable liquidity
features of the latter in that all settléments were paid in cash. Al-
though there have been minqr variations regarding precise methods of

3

making payments,” present regulations prescribe the identical procedure

for the two Corporationss

(The Corporation is authorized to make payment of the insured account)
« o o « "(1) by cash or (2} by making available to each insured

member a transferred account in a new insured institution in the

same community or in another insured institution in an, amount

equal to the insured account of such insured members."h

1 7 .
See Editorial Comments in the 1943 Massachusetts Commissioner of Banks!
Annual Report, pp. ix-x.

2See Robert H. Skilton, The Government and the Mortgage Debtor, University
of Pennsylvania, Philadelphia, 1944, Chapter X.

3Ear1ier regulations of the FSLIC offer each saver in an insolvent insti-
tution either (1) an account in another insured, solvent association,

or (2) 10 per cent in cash, 45 per cent in non-interest bearing fdeben-
tures payable within one year, and L5 per cent in similar debentures
payable within three years.

hSec. Lo5(b) of the National Housing Act as Amended.

“total assets of all insured 2,860 associations aggregated $13.7 billion,
whereas 13,6L4C commercial and mutual savings banks insured under the FDIC
had total assets of $182.7 billion. Statistical Summery and Annual Re-
port of FDIC, 1950C. ) -
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At any rate, the FDIC and FSLIC programs curbed much of the panic-
w1thdrawal act1v1ty durlng the early'depre551on years, and undoubtedly
contributed to a more rational policy of handling temporarily delinquent
mortgége:ibahs~among'in8ured members. Enjoying‘néarly two decades of
iriéing economic activity, their economic soundness has never been put to
a severe test. Nevertheless, the public has enjoyed the confidence of
placing -their funds in guarantééd'séfeéeeping, and, as a consequence,
safety alone is’pérhaps less of a competitive attraction than it was 20
years ago. Undoubtedly, profitability and éonﬁenience play an ihcfeas-
ingly'prqmihent role in détermining'thé allocation of savings funds

, o ‘ .. 1
among competing thrift institutions.

1
See Chapter 5 above.,



CHAPTER 8. FEDERAL HOUSING ADMINISTRATION

4’Withwthe sole éxééption of thé'FDIC, the aforementidned measures were
all established under the aegis of the Home Loan Bank Board. The Board
superv1ses operaiaons of the 11 Home Toan ‘Banks, charters and examines
federal savings and loan asSociations, and controls the policies of the
HOLC and FSLIC. 'WhiléJSOme aspects of these programs were ostensibly
félief iﬁ“charactér;:their‘iong-run objective was to augment permanently
and stabilize the fidw‘of credit into real estate finance. Stress was
laid/upon_stréngthéning the position of existing mortgage lenders, es-
pecially savings and loan associations, through regular examination and
limited central supérVision; insurance of share capital, and accessi;
biiity’tb’a comnon pool of funds for additional liquidity.

Although pbéitive steps had been taken toward rescuing millions of
distréssed home.dwners-from foreclosure and toward relieving institutions
of frozen asset hOldingé,'thenstimulation of new mortgage lending had been
largely overlooked. The'maﬁy'ségments of the vast home building industry,
especiélly‘inciﬁding labor organizations, supply end equipment manufac-
turers énd dealeré; resl estate agents, etc., eagerly sought new construc-
ftioﬁ and a reéloratién'of full employment. Enthusiasm for new building
was not uhiversélly{shéred by mdrtgage 1ending institutions, however,
particularly‘thdse‘holding large amounts of foreclosed real estate during
this period of depressed vaiﬁés;\‘Mr;“Orrin C. Lester testified at the
FHA Hearings as follows‘ ’ o

+ « « « (Any) lendlng institution will be relatively prejudiced
on (the idea of new building), because the institutions hold

the bag of existing investments, and therefore it takes a
‘good deal of courage. . . to initiate the thought that there

is a need for a large amount of new construction in this country . . .

1 . '
FHA Hearings, op. cit., pp. 318-9. Mr. Lester was v1ce-pr981dent of the
Bowery Savings™Bank of New York City. .
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At least tworddfferenttmodes of attack were proposed to revive‘the
idle eanstfdétiéh‘ihdusify. In order tolfurther strengthenvtheir ovn
 pos1t1on, sav1ng and loan 1nterests proposed that the HOLC program be’
‘expanded to prov1de earmarked funds for dlrect utlllzatlon in new home
bulldlng. By purchas1ng 1nsured shares in these truly "bulldlno" and
1oan soc1eties, federal funds would earn a 3 per cent 1nterest return unt11
disbursed. They 1n51sted that only through the encouragement of sound
cooperatdve.institutions would federal intervention promote their avowed
long—run_.objectives.l

Others proposed federal 1ntervent10n of a different nature, perhaps
less dlrect but certalnly capable of w1e1d1ng a powerful 1n£1uence on
every phase of the home mortgage structure. The vast amounts of mort- |
gage credlt requlred for a real recovery in home constructlon were not to
be found among the hard-hlt savings and 1oan assoc1ations. Hence, 1f
these needs were to be met out of prlvate funds, it appeared essential
to tap the huge idle reserves of commer01a1 banks and life insurance
companles, whlch had 1argely retreated from active mortcage 1end1ng durlng
the early 1930s.' The FHA insurance program prov1ded a means of draw1ng
out these funds once agaln'

jThere is an undoubted dearth of mortgage money in most urban
centers. ... and the only way to restore long-term credit
facilities and reduce the rate to borrowers, is for the Govern-
ment to throw the weight of its credit behind the mortgage
structure, not as a taker of mortgages, but as a supporter

... and protector of the investment 1tself.2

. Shifting the focus of federal intervention from the lending institu-
tion to the individual mortgage loan itself, the Federal Housing Adminis-
tration was established pursuant to the National Housing Act of 193L.
By\insuring‘privatelinstitutions against loss on certain mortgage loans,
. :

Tbid., pp. 251, 257.

2Testimony of Walter S. Schmidt, Chairman of the Mortgage Finance Committee
of the National Association of Real Estate Boards, Ibid., p. L2kL.



this vast program was designed "to encourage improvement in housing stan-

dards and conditions and to guide the creation of & sound mortgage market . nt

It was not set up to make direct loans or to plan and build homes; neither
did it seek a short-cut solution to the acute housing needs of low-income
groups . vHowever, by underwrifingvlending operations of various types of
private mortgagees, the FHA sought a renewed interest in new lending and
home éonstruction,~thereby effectively promoting individual home ownership

on a wide scale.
MUTUAL\MORTGAGE INSURANCE SYSTEM

This permanent feature of the FHA prbgram provides for the insurance
of approved mortgagees against loss on home mortgage loans. Inasmuch as
the FHA was initially designed to interest existing and potential mort-
gage lenders in stimulating new home construction and purchase, only 1~
to U-family structures were eligible for insurance. However, in the 1938
amendments to the National Housing Act, private rental housing was afforded
similar coverage in a separate insurance fund. Since the present study is
concerned primarily with home mortgage loans, the latter Section 207 will
not be described in detail.

For the purposes of this introductory analysis, three aspects of
home loan progrem merit examination: tﬁe mutuzl mortgage insurance fund;
the risk analysis prescribeq; and, lastly, the specific contract terms
required or recommended.

The Mutual Mortgage Insurance Fund

Private lending institutions mey theoretically set up their own
self~insurance schemes, but the executioniof such a program would be
extremely difficult. DMost progressive mortgage lenders seek to minimize

Lpnnual Report, HEFA, 1950, p. 211.
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loss by proper diversification and scientific risk analysis, but their
only efforts toward setting aside funds to cover contingent mortgage

losses consist of agpumﬁlating surplus reserves out of current earnings.
Many lenders simply bﬁild up these reserves until the legal limit has been
reached, after which tiﬁe an extra dividend must be declared. If, on

the other hand, a bank's investment portfolio is dominatéd by government
bonds and oﬁher low-risk investments, a lower surplus-savings capital ratio
may be most satisfactory.

There are many practical impediments to the establishment of a
systematic self-insurance program. If accomplished, interest rates would
have to include a specific insurance premium adequate to meet the expected
risk inherent in the particular type of lending concerned. Unfortunately,
very little actuarial data hzve been compiled from the mortgage loss ex—
perience of various types of lenders throughout the country. Even if rele-
vgnt'statistics were readily available, however, the problem of formu-
lating an actuarially sound insurance premium for each particular lending
institution would remain. In solving this problem, due allowance would
have to be made for the major variables influencing mortgage risk, such
as location, age and type of property, creait rating of borrower, rela-
tion of unpaid loan balance to current property value, etc. 'Furthermore,
before the law of large numbers could be used to advantage, any insuring
agency would have to pool together risk premiums for a great many indivi-
dual insured event.

Mortgage lending msy be more difficult to insure than most other
random events, since such loans are seldom independent of one another,
While one premature death may have no connection whatever with the life
expectancy of others, mortgage default tends to be a cumulsative phenomenon.
_Prudent lenders strive to develop a degree of independence in their portfolio

by deliberate diversification among loan types. So that overall lending
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risk is subject to a variety of economic forces, they avoid excessive lending
in‘single,industry towns, on single purpose properties,1 on extreme, non-
conventionally designed homes, etc. Even after these precautions are taken,
however, there generally persists one economic phenomenon against which
hedging is extremely difficult. ILenders may attempt to stagger new lend~
'ing and.maiu?ifj’dates uniforﬁly over the years, but any severe economic
recession tends to be accompanied by a wave of mortgage foreclosure and
loss. As far as the individual mortgagee is concerned, perhaps the funda-
me#tal advagtage of the vast government-sponsored FHA program over any
self-insuian§e afrangément concerns the minimization of loss from loans
defaulting‘dﬁringvdepression periods.,

In spite of the difficulties in formulating insurance premiums,
institutions with 2 consistent record of sound lending policies and prac-—
tices may accumulate adequate contingency reserves quite easily. Not only
is such a procedure possible, but its wideSpread adoption should be en-
couraggd. Professor Lintner has attributed the uneconomic foreclosure-
1o$s policy of Massachusetts savings banks during the recent depression
largely to their failure to establish adequate loss reserves on a systematic
basis. Indedd, even where they had accumulated sizeable reserves in their
guaranty fund and profit and loss accounts, many banks were still reluc-
tant to draw on them to cover current losses, largely because of a fear of
revealing weakness in published reports.2 Since a share of any mortgage
- portfolio is almost certain to entail a real loss, the curreﬁt practice
of valuing'thesé assets as the unpaid balance of all loans is questionable.
Professor Lintner likens this procedure'to the truly more defensible prac-

tice of carrying premium bonds at original purchase prices until sold.3

1Such as churches, hospitals, hotels, race tracks, etc.
2See Lintner, op. cit., Chapter X.
3Tbid., p. 322.



He concludes that if Massachusetts savings banks had set eside an amount
equivalent to 0.6 per cent of the outstanding mortgage portfolio each year
between 1906 and l9h5, the accumulated reserves would have covered all

net losses arising out of these holdings during the entire 39-year period.l

Guaranteed Mortgages and Norigage Bonds. The notion of creating a special

agency to insure mortgage loans, such as the FHA, reminded many people of
their recent disasterous experience with guaraﬁteed mortgages and parti-
cipatibn ceriificates. Especially after 1920, title guarantee companies
in New York found a booming business in making mortgages for various
building promoteré and thereafter reselling them as fully guaranteed mort-
gages. They applied a portion of the interest payments toward an insurance
pool and found a ready market for their peper at 3 to a full 1 per cent
below current mortgage yields.2 Savings banks, particularly in outstate
New York,regarded guaranteed mortgages as a rich opportunity to’hold metro~-
politan mortgages without the nuisance or expense of making direct contact
with the mortgagor. By 1930, the volume of all such gueranteed mort—
gage obligations in New York had reached $3 billion.3
These unregulated operations soon became associated with graft end
misrepresentation as the buildipg promotor and mortgage guarantor were
virtually fhe same party in man;ycases. Collateral underlying these
obligations became impaired, end unsuspecting investors suffered heavy
losses of principal and interest in the ensuing depression.
bid., p. 339.

Welfling, ovo. cit., pp. 57=59.

Fisher, Urvan Real Bstate Markets and Their Flnanclng Needs, op. cit.,
Chapter IT.
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The experience with mortgage bond issues was no more favorzble. This
type of finéncing aiso flourished during the 192Cs, partly because of the
popularity of government bond finanéing during World War I. Both indivi-
dual and institutional investors could purchase mortgage bonds in con-
fehiehf denominations, for various maturity dates and with relatively
high faiés of feturn. ‘0ften the willingnéSs of the issuing house to re-~
purchase its own bonds added both support for and confidence in its paper.

As with guarahteed mortgages, however, the trustee and issuing com-
pany sharéd mutual,interests, and often funds were allegedly used for stock
market speculatién rather than for real estate improvement. Not only was
graft and corruption rampént, but frequently the continuing existence of
the issuing hdﬁse'depended.upon the satiéfactory fulfillment of a single
lérge income—property loan. The default of such a contract Spelled cer-
tain disaSter for the issuihg house and the mortgage bonds widely dis-
tributed throughout society became practically worthless. Following a
series of speCtécular faiiurés among issuing houses, the Congress inter-
véned thrdugh the Securities Exchange Act of 1934 in subjecting the re-
maining‘companies to more rigid governmental regulation.1

FHA Insurance System; To gain widespread public ascceptance, the FHA had

to demonstfate its superiority over the latter two schemes in remaining
solvent in the face of an economic downturn. The mutual insurance system
has soﬁght to do this in four distihct ways: (l) by excluding large prb-
pertiés'frbm the eligibility 1ists; where overvaluation is common; (2)

by prescribing a more scientific and conservative method of risk rating;
(3) by distributing overall risk among many individusl properties; and
(L) vy securing the backihg of the federél government, which is finan-

cially éble to hold foreclosed properties off the market until a satisfactory

11pid., Chapter II.
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price can be r‘ealized.1

The FHA program provides for a self-supporting mutual mortgage insur-
ance system,2 whereby approveqilendérs can convert certain mortgage risk
elements into an explicit cost. Although risk may represent an inherent
characteristic of mortgage lending, an individual institution cen mini-
mize mortgage‘lossyby shifting such elements to a specialized insuring
' agenéy..

The mutual insurance fund (associated with Section 203) is subdivided
into group accqunts, each with insured mortgages displaying similar risk
charécperistics aﬁd maturity dates. In practice, a new set of group
accounts is opened at‘the beginning of each calendar year and the mort-
gages insured during that year are appropriately classified according to
méturity andvriskifunction. The risk-rating technique prescribed by the
FHA is uséd as the’basis for assigning loans into the three quality groups.

Each group account is credited with the income and charged with the
expenées and losses of all gortgagés in the group. If such income ex-
ceeds all expenses and losses, the resultant credit balance is dis-
tributed.in the form 6f pafticipation payments to mortgagors, either upon
paymentyof their mortgages in full, or upon termination of the group ac-
count. Such termination is effected when the amounts to be distribtued
are sufficient to pay off the unpzid belence of 211 remaining mortgages
in the grﬁup, or when all outstanding mortgages in the group have been
retired. To pfovide a reserve to absorb the deficits of the less fortunate
group accounts, and aléo to cover general opera£ing expenses, terminating

1skilton, op. cit., Chapter X.

The "reinsurance fund"” of $10 million (see below) was initially supplied
by the government, to cover excessive losses and a share of administra-
tive expenses during the early years. Since July 1, 1940, all FHA opera-
ting expenses have been paid out of its own funds. Annual Report, HHFA,
1950, p. 232. ,




groups are fequired to allocate a share of their insurance payments to
the reinsurance account.

.The opportunity to share in these mutual insurance refunds serves to
emphasize the importance of appropriate allocation of individual mort-
gage risks among the three quality groups. The segregation of risk cate-
gories also obviates the practice of chérging varying insurance premiums,
a task beset with serious administrative difficulties. MNortgage loans
accepted for FHA iﬁsurance may or may not represent a random sample from
the population of all home mortgages. Strict risk-reting techniques may
pe;ﬁit only the choicest loans to be eligible for insurance among the
many applicants. On the other hand, there is reason to believe that many
lenders submit a mortgage to the FHA for insurance only where risk appears
too severe to accept the loan application on a conventional basis.2 Any
significant bias might affect the soundness of the insurance fund itself,
although in practice the existing premium schedule appears to be adequate
to cover most contingent losses.

Adequacy of FHA Insurance Premiums. Mortgage insurance premiums are re-

mitted to the FHA by the lender, but are to be shifted directly to the
borrower. The annual premium, currently set at £ of 1 per cent of the
unpaid principal, is expected to more ttan cover any anticipated losses.3
Proponents of the mutual insurance program demonstrated how loss reserves

could permit full retirement of many 20-year mortgages after 17 years.

Lannual Report, HHFA, 1950, p. 3L5. Reimbursement to mortzagors was
first made in 19LL, and by late 1950 over $23 million had been pald on
250 thousand insured loans. p. 233.

2See Chapter 13.

3Although actuarial validity could not be assured, FHA znalysts based
these premiums on limited data available, including: experience of life
insurance companies for the period, 1913-35; records of building and loan
associations in Boston, Cleveland, Reoria, and St. Louis; and the study of
the Home Title Guaranty Company of Brooklyn by Lodge. Insured liortgage:
Portfolio, FHA, July 1937, p. 22.
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Furthefmore, even if 25 per cent of the insured loens were to default
after little principal repayment and if the foreclosed property were sold
in e depressed market, the fund would still remain solvent end group parti-
cipants would become debt-free in the nineteenth year.l

iﬁ order to aveid peying the mutual mortgage insurance premium, the
borrower may prefer to have his mortgage obligation rewritten on a con-
ventional (i.e., uninsured) basis after a substantial portion of the ori-
ginal debt is retired. To prevent the loss of this profitable premium
revenue, FHA regulations may require a prepayment premium of up to 1 per
cent of the principal value;2 In addition, the mortgagor may lose a
contingent refund from the mutual insurance fund. These refinance penal-
ties are not designed to discourage prepayment in general. On the con-
trary, mortgagors are encouraged to prepay up to 15 per cent of the ori-
ginallloan each year whenever possible. During the war years, all pre-
?ayment penalties were dropped as a counter-inflastionary messure, ezcept
where refinance was the sole motive. Incidentally, the FHA will insure
refinanced mortgace loans only where the mortgagor is unable to secure
equall& favorable accommodations on a eonventienal besis.

Other features of the FHA program further attest as to the adequacy
of the éremium schedule. The elaborate risk znalysis prescribed and the
custem-tailored mertgage contract written serve to minimize risk of de-
fault when the loan is initiated. Moreover, with full amortization of
principal required, foreclosure revenues would ordinarily be sufficient
tolcever the unpaid principal and most foreclosure costs, especially if

the loan is well-seasoned.

1 ,
FHA Hearings, op. cit., p. 19. These calculations were apparently based
on the higher premium schedule referred to in the originel bill, namely
1 per cent of the orig'nal principal eamount.

2Or the sum of &l) subsequent insurance premiums, whichever is smaller.
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In the event foreclosure on an insured loan does become necessary,
the mortgageé may either transfer title to the FHA or retain it himself.

If the former option is chosen, the FHA issues to the mortgagee debentures -
for the loan balance and z certificate of claim to cover his foreclosure
expense in the'eveﬁt subsequenf sale of the property produces an excess

over the lqan balance. These debentures are negotiable instruments maturing
3 years foilowing the m&tﬁfity date of the foreclosed mortgage. The
principal and interest (not éxceeding 3 per cent, currently at 2% per cent)
are to be disbursed out of thé appropriate‘group account, but are uhcon-
ditionally guaranteed by the United States government.

The FHA may improve, repair, or retain foreclosed property until market
conditions warrant its sale at a reasonable price. By thereby disposing of
the property at the opportune moment, the FHA can 1nJect an element of
stablllty 1nto ag otherwise helpless real estate market. If a surplus
still remains after 21l foreclosure costs are met, the defaulting mort-
gagor may share in the proceeds.

‘FHA insurance does not eliminate all lending risk, but the range of
probable mortgage yields is substantiali& narrowéd. The maximum yield is
roughly equal to the interest rate stipulated in the contract,1 while £he
minimum is largely governed by two principsl deductions in the event of
foreclosuré. If the property is turned over to the FHA for settlement,
the mortgagee rlsks the loss of pa.t or all of the costs of foreclosure.
Furthermore, instead of rece1v1ng cash upon the sale of foreclosed pro-
perty‘as would ordinarily be the case under convenﬁional financing, he gets
low-interest debentures for ﬁhe unpaid balance maturing 3 years after the

lUnless foreclosed property is sold by the mortgagee in an inflated market

at a price which far exceeds the loan balance and 2l1 expenses.
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mortgage maturity date. The extent to which this latter factor reduces net
yields depends upon the interest rates concerned, mortgage term, and date of
foreclosure. (See Table I.)
TAELE I. NOMINAL ANNUAE YIELD, CONVERTED SEMI-ANNUALLY, OF 5 PiR CENT
FHA—I\SUREDZLOANS PURCHASTD AT PAR AND EXCHANGED FOR 2 3/h
PER CENT DEBEN TURES

Exchanged at

Bnd of Year 10 15 20 2
1 2.97 2,91 2.89 2.87
5 T 3.97 3.63 3.L6 3.36
10 5.05% L.52 .18 3.97
15 - 5.05 © L.76 4.50
20 ' - - 5.05 1,88
« 25 - - - 5.05

Source: Insured Mortgace Portfolio, FHA, October 1938, pp. 1L-15.

# Fxceeds nominal 5 per cent rate because of semi~annual conversion.
See below.

Perheps this arrangemént of joint assumption of mort zage risk is truly an
element of strength of the FHA program, for it may 1nstill a genuige
interest on the part of the lender to minimize mortgage loss on insured
loans.

Even up to the present timé, the true aaequacy éf the mortgage
insurance premium is largely én academib question. Income has exceeded
all expenditures for many yeérs,;leaving sizeable funds for reserve accu-
mulation end dividend payment. By 1950, the Mutual Mortgage Insurance
Fund stood at $133 million, out of which few loss claims have been met.
The FHA has, however, operated in an expansionary period, and will perhaps
not be subject to a true test until a serioué recession is encountered.
Risk Analysis Prescribed By The FHA

YThen sélecting eligivle loan applicants, the FHA faced a task unique

in American urban mortgage history. By prescribing liberal contract terms,

1see Chapter 13 for data on FHA operations locally and nationally.
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it sought to enlarge the opportunities of home ownership to millions
pfevioﬁsly denied the privilege. At the same time, however, it was to be
relatively free of government subsidy, operating on.a businesslike, self-
suppérting basis. In view of this responsibility the FHAdministration set
up an organizafion for the purpose of appraising dwellings offered as secu-
rity and of rating the risks involved in proposed mortgages.l The purpose

of the Underwriting Menual is to state the principles and to establish

“uniform methods and procedures to be followed in selecting qualified mort-
gage applicants across the nation with minor adaptatigns to meet local
coﬁditions. |

| The risk—rating procedure is based upon the individual evaluation of
many éeparate factors affecting the risk involved in the proposed mortgage.
The»pgrposes of the system are twofoid, namely; (1) to determine ﬁhether or
nét any given @ortgﬁge transaction is ecénomically sound, and, if so, (2)
to determine and ascribe to the mortgage a numerical‘rating of the relative
degree.of undeflying risk.2 Since every transaction involves some risk, the

FHA system sets up a technique whereby the extent of this risk can be uni-
formly determined.

| in analjzing the "economic soundness" of a proposed transaction, the

Administration delineates three‘groups of risk elements. In contrast to
pfgvailing practices in many,quartefs, the FHA elevates the importance of
borrower fisk énalysis up to a par with property requirements. The strategic
position of the mortgagor werrants careful examination of his past, present,

and expected future willingness and zbility to meet his finencial obligations.

l‘I‘he risk rating process follows many of the principles set forth-'in earlier
writings of the Director of The Underwriting Division, F. M. Babcock. For
example, see Real Estate Valuation, Burezu of Business Research Studies,
Vol. L, No. 1, University of Michigan, Ann Arbor, 1932.

2Underwriting Manual, FHA, Revised January 1947, paragraph 201. The second
purpose serves to assign mortgages into appropriate quality groups.
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The possibility of mortgagor default should not be disregarded in r;sk
analysis, however, so the mortgaged property and its location are also
rated ac¢ording to many criteris, including appraised value, income
potentialities, probable future life, marketability, etc. Except for
minor physical improvements in the property itself, these risk elements
are largely fixed in character, and a low score means an unquestioned re-
jection of the application.

While the above risk elements ere relatively fixed, the degree of
overall mortgage risk can usually be changed if the loan contract itself
is changed as to amount, repayment period, or method of repsyment. This
is'true because risk depends in large part upon the relation between various
contract dements and the present and prospective characteristics of the
borrower, property, and its location. ansequently; the probability of
incurring mortgage loss is effectively minimized through a proper adjustment
of contract terms for each individual case. By refraining from the time-
honored practice of regarding debt-value ratios as the sole criterion of
soundness, the FHA relies upon the appraisal of various risk elements to
Secure a well-balanced analysis,

Before a mortgage application is apprﬁved for loan insurance, the
underlying security must méet certain minimum property requirements. The
attractiveness and livability of the home as well as its structural and
durability qualities are carefully rated. Moréover, certain;adjﬁstments
must frequently be made fér non—conventionality in regard to design, con-
struction méthods or ﬁaﬁerials, etc., especially where the marketability
of the property‘may be impaired. Furthermore, some properties may be
éntirely approprizte in certain neighborhoods but decidedly out of favor
in oﬁheré, becéuéé‘of architectural design, size or price class of home,

etec. These property requirements benefit borrower as well as lender. The
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borrower is protec£ed against purohasing a2 property with decidedly inferior
de51gn, shoddy constructlon, or unde51rable location, while the lender bene-
flts by deallng'w1th a satlsfled customer in a2 marketable home.

The valuatlon process described in the Underwriting Manual merits brief

comment here. The concept of value for homes relates to that price "which
typical prospectlve owners are warranted in paying for long-term occupancy

1 .
1" This "value," arising

in the case of an amenltyblncome property. « .+ o
from fhe prospective flow of services from the property, may deviatebwidely
from actual merket.valuations, as has frequently:been the case in the post-
war 1nflat10nary perlod.

Three "1ndependent" methods of appralsal are employed by the FHA in
arriving at a true estimate of value. Since the buyer is not justified in
paying more for a property'than it would cost him to provide a rezsonable
substltute, current costs of replacement new and the market price of com-
parable propertles set upper limits to appraised value. The third method
of evaluatlon utilizes a variant of the capitelization process, whether the
income from the property accrues in the form of amenities or net money re-
turns. In the case of owner-occupied homes, the FHA underwriting staff
first makes an estimate of the monthly rent that the property‘would bring
in the market. As a second step,

the rlsk and buroens of ownershlp are compared with the
security and benefits arlsmgktherefrom.2 Further, investi-
gations into the market will show a relationship between

the monthly rent that similar types of property will bring
and the price paid for the title. Stated differently, the
_purchase price will be found to be in & range of so many times

the mo%thly rent. (Thls number is termed). . . a rent multi-
plier. o -

lManual, paragraoh 113k,

2Thls intricate provision is de81nned to make due allowance for amenity
income as opposed to satisfactions derived by tenents.

3Underwriting Training Hendbook, FHA, "Valuation," pp. 13-1k.
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These three estimates provide the "brackets of value," from which the
lowest is generally taken as the final valuation. TDespite the detailed
procedures prescribed by th; FHA, however, any‘property evaluation still
depends in large part upon the subjective judgment of experienced appraisers.
Indeed,,ihe reliability of any gppraisal based on a comparable sale de-
pends upon the recentness of this sale, the similarity of properties and
locations, and the circumstances or motives underlying the transaction
(e.g., whether or not the property was dumped on a singularly depressed
market, etc.) On a more abstract level, the analytical inter-dependence
among the three "iﬁdependent" approaches to ®"value," especially where a
comparison of similar properties is dictated,‘raises serious doubt as to
the net,contriﬁution of the ambitious capitalization procedure described
above. For instance, the conversion factor or rent multiplier depends
upon relationships derived from "typical»properties",in the market.. Ob-
viously these standard properties have been valued by some unmentioned
method other than that of using gross rentals and conversion factors.
Hence, the capitalization process is hardly a distinct method of evalua-
tion, but is merely a coréllary of the earlier methods.1
Taken as ; whole, the FHA risk-rating technique stands butAas a

notable pioneer a;hievement in a hitherto helter-skelter activity. Its
objective aéproach has contributed to the dévelopment of a sound mortgaze
market, thfough:its‘application(to conventional as well as insured lending.
Nevertheless, the goals as portrayed by the most sanguine proponents of
FHA héve failed to materialize. Some undoubtedly looked for a uniform,

sound, and dbjective method of valuation and risk analysis which could be

1 , ., )
See Laura M. Kingsbury, The Economics of Housing, op. cit. pp. 126-132.
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readily used not oniy by housing officials but also by the consumer-
purchaser. As stated above, the subjective element in such analyses is
still an ‘essential ingredient requiring the expert judgment of an exper-
ienced appraiser. Moreover, the FHA program has not been hailed with en-
thusiasm in all quarters. Especially in the local Boston area, insuring
opératidns have been so slight that the influence of the aforementioned
techniques on local lending practices is negligible.l
Mortgage‘Contract-Required or Recommended

Once again it should'be mentioned that the FHA is not engaged in the
business of making home loans. It operates more or less as any private
insurance agency, setting up acceptability standards, collecting insur-
ance premiums, and indemnifying the insured against loss. In performing
the first of these functions, establishing acceptability standards, the
FHA may exert an indirect, though certain, influence on the lending prac-
tices of insured mortgagees. Although the latter are free to set Spécific
contract terms within broad limits, eligibility standards can often be
molded to effectively modify.these terms. While these standards are de-
signed primarily to.put insurance operations on a sound business footing,
they have allegedly been used as a tool to accomplish broader social and
political ends as well.2 The basic philosophy underlying government inter-
vention in home mortgage finance is beyond the scope of the present study,

and will accordingly receive but psssing reference here.

lSee Chapter 13.

The literature on this issue is too voluminous to permit reference here.
For instance, see Colean, The Impact of Government on Real FEstate Finan-
cial in the United States, op. cit., and Abrams, The Future of Housing,

op. cit.
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Interzst Rates. When the mutual insurance program was initiated in 193L, the

meximum interest rate (exclusive of insurance premium} on insured loans was
limited to'S.per cent per year of the unpaid balance, except in certain
areas where the Administrator was zuthorized to set a maximum of 6 per
cent.1 Mbrtgége insurance premiums were set at % of 1 per cent of the
original principal»ampunt; and, in‘addition, lenders were permitted

to charge anygxt;a 1 gf 1 per cent as a service charge;, Consequently,
total mortgage debt charges could have been as high as 7 per cent per

year onMcertaiﬁ FHA—ipsured loans.

« Since phe’mid-l9305, debt charges on insured loans have been reduced
on all thrge céunts. Maximum interest rates weré cut to U} per cent in
1938, thence to L 1/L per cent in 1950f2 Insurance premiums have also
been liberalized; and under currgnﬁ regulations the lender is required to
make an anﬁual re@ittancé equivalent to % of 1 per cent of the average
unpaid balance.3 Moreover, the provision for a service charge on a con-
tinuing basié‘has been dropped.‘ At the present time, the mortgagee may
levy an initiaivsérvice,fee’against the borrower.of 1 per cent of the
original principal,h but competition asmong lenders has rarely permitted
its ihposition in the loéal capital surplus area.

Thé FHA striveé to adjﬁst rates of interest‘dn insured loans to chang-~
ing mérket conditions, both locally as wéll as nationally. It should be
repeated thsat sbeqified rates are price ceilings, and may or may not poin-
cide ﬁith markef rates bf interest. In practice, however, FHA maximum
rates are virtually minimums as well, except in certzin money market centers.
Under étatic econoﬁic analysis aésuming a high degree of homogeneity among

lNational Housing Act, Section 203b.

2Except under extraordinary conditions where an additionzl 1 per cent is
warranted. S '
1

3he premium was reduced to % of 1 per cent on certain mortgages for a
short period after 1939.

A charge of 2% per cent is permitted if the mortgagee makes both con-
struction and permenent loans,
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loans, competition emong lenders would result in limited insured lending,
if the ce