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I. INTRODUCTION1

This paper examines a number of potential innovations in the design
of the residential mortgage instrument from the respective standpoints of
both parties to the contract, household borrowers and institutional
lenders.

The mortgage instrument is a debt contract that can be fully de-
scribed by a surprisingly small number of parameters that determine the
interest rate, the time shape of the payment stream, and the maturity. In
view of the wide variety of feasible designs, it is perhaps strange that es-
sentially only one of these designs flourishes in the United States today,
namely, the level-payment, fully amortized mortgage, which we shall refer
to in this paper as the "standard mortgage" contract.

The reasons for the failure of the standard mortgage to serve the
needs of both borrowers and lenders have been discussed by Professors
Modigliani and Lessard in their introductory papers and therefore need
not be pursued at length here. Suffice it to say that the standard mortgage
does not perform well in an inflationary environment, nor was it designed
to do so.

The plan of the paper is as follows. Section II presents and discusses
the criteria that were employed in evaluating the various mortgage in-
struments that were studied. Section Ill provides an analysis of five non-
standard mortgage designs, employing the standard mortgage as a basis
for comparison. Section IV seeks to respond to potential consumerist ob-
jections to the mortgage design innovations discussed in Section III. Some
concluding remarks follow. Formulas for determining nominal and real
payments and outstanding debt for each of the various instrument designs
appear in the Appendix.

*Richard A. Cohn is Assistant Professor of Finance and Stanley Fischer is Associate
Professor of Economics, both at Massachusetts Institute of Technology.

tThis paper is both a summary and an extension of the authors’ analysis presented at
the January Conference. The discussants’ comments which follow are addressed to the origi-
nal paper.

2"Inflation and The Housing Market: Problems and Potential Solutions," this volume.
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II. CRITERIA FOR EVALUATING MORTGAGE INSTRUMENT
DESIGN

In this section we discuss the mortgage instrument with four sets of
considerations in mind. First, we briefly consider the impact of new de-
signs on housing construction. Second, we assess the contract designs
from the standpoint of household borrowers. Third, we analyze the poten-
tial effects of new instruments on thrift institutions, which are currently
the predominant lenders in the single-family residential mortgage market.
Fourth, we briefly discuss the appeal of a number of new mortgage de-
signs for institutional investors, such as life insurance companies and cor-
porate pension funds, that are no longer active or have never been active
in the single-family residential mortgage market. In the remainder of this
section, we present and explore a number of criteria for analyzing and
evaluating proposed new designs that arise from consideration of these
four considerations.

A. Housing Construction

The standard mortgage instrument has contributed to the cyclical in-
stability of housing construction in the United States largely through its
effects on the supply of mortgage funds. But the standard instrument has
also made the demand for housing sensitive to the expected rate of in-
flation because changes in the expected rate of inflation are reflected in
nominal interest rates and consequently in mortgage payments.

Deposit rate ceilings, which do not allow thrift institutions to pay
competitive rates when they are binding, cause disintermediation at times

3of cyclically high short-term interest rates. Consequently, mortgage credit
is rationed at times of high short-term rates4 and fluctuations in the sup-
ply of mortgages are typically more responsible for cyclical instability in
construction than are changes in the demand for mortgages. The ceilings
must be removed and lending institutions must be allowed to match the
effective maturities of their assets and liabilities for them to be able to
compete for deposits at all times and thereby avoid rationing credit.

The demand for mortgages is also, however, a function of nominal in-
terest rates. A rise in nominal interest rates, even if only a reflection of a
change in the anticipated rate of inflation, causes an increase in the real
value of the initial payments. For reasons made clear by Modigliani and
Lessard, the current mortgage instrument accordingly makes construction
activity sensitive to changes in the expected rate of inflation. From the

3The intermediaries do not oppose these ceilings because they are locked into long-term
assets -- standard mortgage instruments -- yielding lower returns because the bulk of the
loans were made in periods of lower interest rates.

4Dwight M. Jaffee, "An Econometric Study of the Mortgage Market," in Gramlich and
Jaffee (eds.), Savings Deposits, Mortgages and Housing, (Lexington, Mass.: Lexington
Books, 1972).
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viewpoint of stabilizing the demand for housing, a real annual payment
per unit of housing that is independent of the expected rate of inflation is
desirable.5

B. Borrowers

We distinguish four desirable characteristics of the mortgage in-
strument from the viewpoint of the household. First, it is desirable that
the annual payment in real terms per unit of housing be independent of
inflation. When interest rates rise in response to inflation, housing de-
mand is adversely affected because some people cannot afford the housing
they could acquire if there were no inflation. As Modigliani and Lessard
emphasize, the increasing difficulties of financing the purchase of a house
with the standard mortgage instrument as interest rates rise result from
capital market imperfections which make it impossible for the household
to borrow in such a way as to choose its most desired path of real pay-
ments over time.

Our second desirable characteristic is that the borrower be able to
choose a particular payment-to-income ratio that can vary as desired over
the life of the mortgage. This second characteristic is accordingly closely
related to the first. For example, a young household might want this ratio
to decline over the life of the mortgage because of anticipations of in-
creasing childbearing and educational expenses. Other borrowers might
desire a stable ratio of payment to income.

A third characteristic desirable for the borrower would be a low level
of uncertainty about the real cost of the mortgage. The real cost in terms
of a rate of interest can be thought of as the nominal rate of interest for
the period in question less the actual rate of change in the price level for
the period. This difference represents the rate of return measured in terms
of constant purchasing power that the borrower has been obligated to pay
the lender for the use of his funds.

Perhaps a more intuitively appealing notion of this risk involves the
ratio of nominal mortgage interest, less any decrease in the value of the
mortgage as a result of inflation, to borrower income. The ratio represents
the proportion of the borrower’s income that is owed for the use of bor-
rowed funds. Furthermore, because both the numerator, which can be
thought of as the net nominal interest obligation, and the denominator of
this ratio are measured in current dollars, there is no need to distinguish
between nominal and real concepts.

These two notions are closely related, however. Money incomes re-
fleet inflation over reasonably long periods. Consequently, low un-
certainty about the "real" rate of interest corresponds in large measure to
low uncertainty about the ratio of the net nominal interest obligation to
household money income.

5This is not the place to discuss the desirability of totally stabilizing construction activ.
ity; it is clear, though, that current fluctuations in construction are excessive.
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A fourth characteristic which we regard as desirable in a mortgage is
concerned with the ability of householders to budget their mortgage pay-
ments over the near-term future. A desirable mortgage would be one in
which there was little short-run deviation from trend in the ratio of pay-
ment to income. The trend in the ratio could, of course, be either up or
down.

On the basis of these four considerations for evaluating mortgages
from the standpoint of the borrowing household, we argue that the prin-
cipal criterion by which to judge alternative designs is the stability of the
payment-to-income ratio. Our analysis emphasizes both long-run and
short-run variability in this ratio. Long-run variability can be thought of
in terms of trends in the ratio that differ from the trend desired by the
borrower. Given the prevailing short-run stability of household incomes,
short-run variability in the ratio can be thought of as payment-to-payment
variability in the payment-to-income ratio.

C. Thrift Institutions

In [3] we present a model of a perfectly competitive financial inter-
mediary which assumes that it would suffer real costs in the event of in-
solvency. Such a model is obviously simplistic, but it does contain two
valuable features. First, we can discuss lender behavior in the context of a
firm that seeks to maximize its market value without having to refer to an
institutional utility or preference function to explain its behavior. And
second, we capture neatly the asset-liability maturity hedging behavior
that is characteristic of financial intermediaries. Indeed, the results of this
model indicate that a value-maximizing intermediary in the context of this
model will act as though it were seeking to minimize the variance of the
real rate of return on equity. It will attempt to hedge interest rate riskperfectly6 by matching the maturity characteristics of its assets and

liabilities.
What is important to stress in evaluating alternative mortgage de-

signs, however, is that they cannot be judged independently of the nature
of the deposit liabilities which lenders employ to finance their residential
mortgage asset portfolios. For an institutional lender to remain viable
under changing market conditions, there must be a close relation between
the interest it earns on its assets and the interest it pays on its deposits.
Otherwise it is looking for trouble.

Thrift institutions have been encouraged to issue short-term deposits.
They realize that it is risky to finance a portfolio consisting largely of
standard mortgages with such deposits. While they would like to hedge,7
they have been prevented by regulation from doing so.

6While perfect hedging by lending institutions may not be possible in the mortgage
market, the significant result of the model is its emphasis on the importance of hedging for
financial institutions.

7Efforts by thrift institutions to implement variable-rate mortgages are one indication of
this desire.
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It is virtually impossible to analyze proposed innovations in mortgage
design from the standpoint of depository lending institutions without sep-
arately examining two different scenarios. In the first, we investigate the
present liability structure. In the second, we allow for changes in the li-
ability structure, in particular, the issuance of price-level-adjusted
posits. It must be emphasized here, however, that any viable improvement
in mortgage design, and indeed the continued existence of the standard
contract requires that deposit interest rate ceilings be eliminated. Other-
wise imbalances will continue to result to the detriment of the lenders.

1) Continuation of Present Liability Structure. At the present time
thrift institutions, both savings and loan associations and mutual savings
banks, can be usefully characterized in terms of their liability portfolios as
issuers of dollar-denominated deposit liabilities that are short term or in-
termea,ate term. Indeed, they serve the dual social function of both fi-
nancing housing and providing households with liquid assets.

If the predominance of this liability structure is to continue, then a
desirable characteristic of a mortgage design from the standpoint of an in-
stitutional lender would be the ability to provide a short-term rate of re-
turn. Such an instrument would be equivalent to a rollover series of short-
term instruments in terms of interest yield. Because such an instrument
yields a current interest rate at any point in time, it will tend to sell at
par, independent of the current or anticipated rate of inflation.. Such a de-
sign would avoid the well-known "lock-in" effect that leads institutional
investors to want to avoid realizing losses by selling assets at significant
discounts from par value. Such a design would allow thrift institutions to
bid successfully for funds independent of the rate of interest or inflation,
thereby contributing to the stability of housing.

A further desirable characteristic of a mortgage instrument from the
lender viewpoint would be a low level of default risk and one that is inde-
pendent of inflation. One risk of inflation is that it will not be so high as
had been anticipated. Consequently, the actual burden of payments called
for in a dollar-denominated contract could be higher than the borrower
and lender had expected at the time the mortgage was negotiated.

2) Allowing for Innovation in Liability Structure. One of the mort-
gage designs analyzed below in Section III is a price-level-adjusted mort-
gage, a design which specifies a constant real rate of interest. Such an in-
strument would be a desirable asset holding for an institutional lender
interested in issuing price-level-adjusted deposits, for it would hedge his
risk on the liability side. In a period of historically high and variable rates
of inflation, many savers might be interested in holding such deposits.
These new liabilities could therefore provide an additional source of sta-
bility for the housing market.

Another potential innovation is the issuance of long-term fixed-rate
nominal deposits. Standard mortgages, for example, would be better fi-
nanced in the maturity matching sense by such deposits than they are
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under the current system. There have been some recent innovations in this
direction in the sale of six- or seven-year nominal deposits by the savings
institutions.

D. Attraction of Other Intermediaries to Residential Finance

Price-level-adjusted mortgages could well prove to be a desirable
holding for institutional lenders other than thrift institutions. They could
be attractive assets for any intermediary that wishes to issue price-level-
adjusted liabilities or has already issued such liabilities. Life insurance
companies might want to issue price-level-adjusted insurance policies so as
to provide constant-purchasing-power death claims for their clients. Price-
level-adjusted mortgages could support the issuance of such policies.

Another potential major supplier of funds for price-level-adjusted
mortgages is corporate pension funds. Many corporations have promised
pensions to employees that represent something of an inflation hedge by
being tied to nominal wage and salary levels. At the present time there is
no obvious inflation-hedged asset available to ease the asset-liability port-
folio management problems of pension funds. Price-level-adjusted mort-
gages could well meet their needs in this regard.

E. Summary of Criteria

Our analytical approach has been conceived with the stability of
housing construction and with household borrowers, thrift institutions,
and other intermediaries in mind. These four sets of considerations have
led us to evaluate alternative mortgage designs in terms of the following
desired criteria:

1) Independence of the annual payment per dollar of housing from
the rate of inflation.

2) Ability of borrower to choose a ratio of payment to income over
the life of the mortgage that is independent of the anticipated rate
of inflation.

3) Low uncertainty with respect to the real rate of interest or with
respect to the ratio of interest to income.

4) Low short-term variability in the ratio of payment to income.
5) Ability of lenders to hedge on the liabilitysside.
6) Low default risk independent of inflation.

Sp.ecific designs are analyzed with respect to these criteria in Section III.

8Item 6 has not been discussed above but is of obvious relevance.
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III. ANALYSIS OF ALTERNATIVE DESIGNS

A. Introduction

Our study considered a wide variety of mortgage designs. We discuss
six representative designs in this section. These six designs can be regard-
ed as falling into three major classifications. First, under the heading of
mortgages with fixed nominal interest rates, we examine both standard
and graduated-payment mortgages. Second, we analyze two types of vari-
able-rate mortgages (VRMs), what we term the "standard" VRM and a
dual interest rate variety. Third, we examine two designs that attempt to
smooth the real stream of mortgage payments over the life of the mort-
gage, both a price-level-adjusted mortgage (PLAM) and a design which
we refer to as the constant-payment-factor variable-rate mortgage.

Interest rates are used to compute both mortgage payments and mort-
gage interest. It is not necessary that payments and interest be computed
by employing a single rate. One rate may be used to calculate the mort-
gage payment and yet another rate employed to calculate the borrower’s
interest obligation. For convenience in describing the six mortgage de-
signs, we shall refer to the interest rate used to compute the payment as
the "payment factor" and to the rate used for computing interest as the
"debiting factor" or "debiting rate."

We shall analyze each design in turn. Each will be described and then
evaluated from the standpoint of both borrowing households and in-
stitutional lenders.

The analysis is illustrated and supported by reference to historical
simulations of the various designs. Tables 1-6 present for each of the six
designs a simulation of a 20-year $30,000 mortgage negotiated at the be-
ginning of 1951. Table 7 attempts to capture recent experience by present-
ing, for each of the six designs, a simulation of the first four years of a
20-year $30,000 mortgage taken out at the b~ginning of 1971. These latter
simulations show the impact of generally higher rates of inflation and
larger changes in interest rates on the various designs in the early years
when these factors have the greatest effect.

Table 8 summarizes this section. It presents a schematization of each
of the six designs and a summary evaluation. As mentioned previously,
formulas describing the contracts can be found in the Appendix.

B. Fixed Nominal Interest Rate Mortgages

1) The Standard Mortgage. This design should be viewed as the
benchmark for our analysis. This type of mortgage uses the same interest
rate as both payment factor and debiting factor. This rate is a long-term,
nominal interest rate, and it does not change over the life of the mort-
gage. This design consegquently is characterized by payments that are con-
stant in nominal terms.

9The analysis of this paper ignores the effect of the tax deductibility of interest on actu-
al payments. This effect is discussed by Professor Holland in his contribution to this volume.
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Table 7

SIMULATIONS OF ALTERNATIVE MORTGAGE DESIGNS OVER THE RECENT PAST

Payment in
1971 Dollars

Principal at Payment at Payment Breakdown (beginning
Year Start of Period End of Period Interest Principal of year)

I. Standard Mortgage
(Payment and Debiting Factor -- 8.00°/o)

1971 $30,000.00 $3,055.57 $2,400.00 $ 655.57 $2,955.65
1972 29,344.43 3,055.57 2,347.55 708.02 2,855.43
1973 28,636.41 3,055.57 2,290.91 764.66 2,617.40
1974 27,871.75 3,055.57 2,229.74 825.83 2,337.51
1975 27,045.92 ....

II. Graduated-Payment Mortgage
(Payment and Debiting Factor -- 8.00%
Payments Rise at 8% a Year)

1971 30,000.00 1,620.00 2,400.00 -780.00 1,567.35
1972 30,780.00 1,749.60 2,462.40 -712.80 1,635.00
1973 31,492.80 1,889.57 2,519.42 -629.85 1,618.61
1974 32,122.65 2,040.73 2,569.81 -529.08 1,561.16
1975 32,651.73 ....

Payment in
1971 Dollars

Principal at Payment at Payment Breakdown (beginning Debiting Payment
Year    Start of Period End of Period Interest Principal of year) Factor Factor~

III. Standard Variable-Rate Mortgage
(Payment a~d Debiting Factor -- 3-5 Year Government Bond Rate Plus 2.32%~)

1971 30,000.00 3,449.45 2,427.00 1,022.45 3,337.32 8.09% 9.69%
1972 28,977.55 3,036.85 2,367.47 669,38 2,837.91 8.17 8.09
1973 28,308.17 3,057.28 2,332.59 724.69 2,618.66 8.24 8.17
1974 27,583.48 3,0720.80 2,794.21 278,59 2,350.67 10.13 8.24
1975 27,304.89 ..... 10.13
IV. Dual-Rate Variable-Rate Mortgage

(Payment Factor -- 3-5 Year Government Bond Rate Plus 2.32%*
Debiting Factor -- One-Year Government Bill Rate Plus 2.00%)

1971 30,000.00 3,449.45 2,001.00 1,448.45 3,337.32 6.67% 9.69%
1972 28,551.55 2,992.20 1,932.94 1,059,26 2,796.19 6.77 8.09
1973 27,492.29 2,969.17 2,477.06 492.11 2,543.18 9.01 8.17
1974 27,000.18 3,007.82 2,621.72 386.10 2,300.96 9.71 8.24
1975 26,614.08 ..... 10,13
V. Price-Level-Adjusted Mortgage

(Payment Factor -- 3.~1%)

1971 30,000.00 2,084.23 930.24 1,153.99 1,007.93 2,016.48 6.46%2
1972 29,853.94 2,157.84 927.23 L230.61 1,054.24 2,016.48 6.64
1973 29,677.57 2,354.24 971.35 1,382.89 2,701.25 2,016.48 12.38
1974 30,995.93 2,635.94 1,041.18 1,594.76 3,708.91 2,016.48 15.32
1975 33,110.08

VI. Constant-Payment-Factor Variable-Rate Mortgage
(Payment Factor -- 3.00%
Debiting Factor -- One-Year Government Bill Rate Plus 2.00%)

1971 30,000.00 2,084.23 1,989.00 95.23 2,016.48 6.63%
1972 29,904.77 2,161.48 1,821.20 340.28 2,019.90 6.09
1973 29,564.49 2,345.23 2,196.64 148,59 2,008.92 7.43
1974 29,415.90 2,501.67 2,650.37 -148.70 1,913.78 9.01
1975 29,564.60

~Payment factor is lagged olle year as described in the text. In 1971, for example, the payment factor was 9.69
percent -- a spread of 2.32 percent above the average rate on 3-5 year government ~ecufitiem in 1970. In 1972, it was
8.09 pereenti ete. Since tbepayment factors are lagged the simulaOons have very high beginning payments, reflecting
1970s high rates, but they do not reflect the 1974 increase of rates until 1975. In the latter instance, the yment fac-
tor rises from 8.’~4 percent to 10.13 percent, leading to increases in the 1975 nominal payment over the ~9~4 level, of
14.5 percent and 14.0 pereet~t, t~peetivniy.

20nterest and principal adjustment) / beginning principal

60
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Table 1, which simulates a standard mortgage over the 1951-70 peri-
od, shows that while the nominal payment is constant, the inflation-ad-
justed, or real, payments are obviously sensitive to changes in the price
level. Viewing the column that presents payments in terms of their value
in dollars as of the beginning of 1951, the time at which the contract was
negotiated, the final payment is but two-thirds of the value of the initial
payment. The effect of inflation is even more forcefully brought home by
the recent experience presented in Table 7.I.

A constant nominal payment accompanied by anticipation of inflation ’
necessarily implies an ex ante stream of declining real payments. Con-
sequently, the initial payment must be high so as to make up for this "tilt"
effect and maintain at issuance a given real present value for the
mortgage.

Because the initial payment is high, the initial ratio of payment to in-
come is high for the borrower in a period of anticipated inflation. Such a
design is likely to produce cash flow difficulties for the borrower. Owing
to these inflation-induced effects, we regard the standard mortgage design
as poor from the standpoint of the borrower. Our empirical analysis did
show, however, that short-run variability in the ratio of payment to in-
come was relatively low. This perceived stability results from the stability
of nominal income in the short run.

The standard design also rates poorly from the borrower viewpoint
with respect to the risk dimension. Inasmuch as inflation can just as easily
be less than anticipated as more than anticipated, the real cost can turn
out to be more than anticipated.

This design also rates poorly from the standpoint of institutional
lenders because of their unhedged deposit position. As experience has
shown time and again, borrowing short and lending long can lead to
severe difficulty for the lender. A portfolio of standard mortgages should
be financed by long-term fixed nominal rate deposits if it is to remain vi-
able in the long run.

2) The Graduated-Payment Mortgage. This design is an attempt to
cope with the "tilt" problem inherent in the standard mortgage. While it
too has a fixed nominal interest rate serving both as payment factor and
as debiting rate, it is so geared as to have a payment that uses, in nominal
terms, a fixed rate over the life of the mortgage.

The higher the rate of graduation, the lower the initial payment. If
the rate of graduation turns out to be the average rate of inflation over
the life of the mortgage, then the inflation-adjusted payments will fluc-
tuate but will not have an upward or a downward trend. If the graduation
rate turns out to be less than the average rate of inflation, then the real
payments will exhibit a declining trend over’ time. If the rate of gradu-
ation turns out to be more, then the converse result holds with respect to
the payment stream.

Largely because this design results in a. lower initial payment, and
consequently initial payment-to-income ratio, we regard it as fair from the
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borrower standpoint. While it does overcome the cash flow problems in-
duced by the standard design, to some extent it fares even more poorly
along the risk dimension. Owing to its stream of nominally fixed rising
payments, its real burden is even more sensitive to changes in interest
rates than is the case with the standard mortgage.

We found the short-run variability of the payment-to-income ratio to
resemble that of the standard design, which is to say relatively modest.
But the borrower has little control over the long-term path of this ratio
with this design.

Historical simulations of graduated-payment mortgages appear in
Tables 2 and 7.II. Table 2 shows a 3.5 percent mortgage with a 5 percent
rate of graduation and Table 7.II depicts an 8 percent mortgage with an 8
percent graduation rate. The real dollar payment depicted in the final col-
umn of Table 2 rises steadily from 1951 to 1967, a period during which
the average rate of inflation was considerably less than 5 percent, and
then levels off. The real payment in Table 7.II rises from 1971 to 1972
and then declines as rates of inflation moved above the 8 percent level in
1973 and 1974.l°

From the standpoint of lenders, the graduated-payment design ap-
pears even worse than the standard mortgage. Its design implies, because
of its rising payment stream, an even longer duration of real maturity
than a standard mortgage with the same term to maturity and payment-
debiting factor. Hence its value in the secondary market will be even more
sensitive to fluctuations in interest rates than the value of the standard
mortgage. Consequently, lenders will be even less hedged. Furthermore,
the rising stream of payments implies greater default risk because of the
slower accumulation of equity and the heavier payment burden for the
borrower in the later years of the mortgage. With respect to lenders, we
regard the graduated-payment design as poor.

C. Variable Interest Rate Mortgages (VRMs)

During the course of our study, we examined a wide variety of mort-
gage designs with fluctuating payment and/or debiting factors. Such de-
signs are usually referred to as variable-rate mortgages or VRMs. Here we
examine two such designs which we consider representative.

1) Standard Variable-Rate Mortgage. The design which we term the
"standard" VRM uses the same rate for both the payment and debiting
factors. But this rate is tied to some long-term reference interest rate, such
as a market rate or a deposit rate, that can fluctuate. As the payment-de-
biting factor fluctuateS, the nominal payment moves in the same direction.

~°Throughout this study we measured rates of inflation as percentage changes in the
Consumer Price Index from yearend to yearend. The yearend value of the index was ap-
proximated by the mean of the published levels for December and January.
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The VRM design raises a number of implementation problems. What
reference rate should be employed? Should there be an adjustment lag so
as to allow an advance notification to the borrower of a change in the
nominal payment? If so, how much? How often should nominal payments
be allowed to change? How much of an advance notice of a change
should be given to the borrower? What limits, if any, should be placed on
the extent to which a nominal payment can change at any one time? What
limits, if any, should be placed on the borrower’s ability to refinance or
otherwise repay his outstanding debt?

The historical simulations of a standard VRM depicted in Table 3
and Table 7.III represent one possible contract design. In this simulation
the payment factor is the previous year’s average three- to five-year gov-
ernment bond rate plus a spread of 2.32 percent.~ The debiting rate is the
current year’s value for the same factor. The lag in the payment factor is
designed to capture the adjustment lag needed so as to allow sufficient ad-
vance notice to the borrower.

The simulations serve to show that the standard VRM does not elim-
inate the "tilt" effect induced by inflation. For example, as shown by
Table 7.III, the real payment falls by 30 percent between 1971 and 1974.
The difficulty is essentially that a nominal interest rate rather than the
price level is used at each point in time to calculate the payment. The
standard VRM is similar to the standard mortgage in this respect.

Payments for the standard VRM are highly sensitive to changes in the
nominal payment factor. Small changes in the rate of interest can lead to
large changes in the payment in the early years of the mortgage.

Because of these two aspects, we regard the standard VRM as poor
from the standpoint of borrowers. The ratio of payment-to-income is un-
stable in both the long and short runs. Payments are not independent of
inflationary anticipations. We also found the payment-to-payment vari-
ability to be virtually an order of magnitude higher than was the case for
the fixed-rate designs. Borrowers would also view this design as risky in
terms of the net nominal interest obligation.

This design rates better from the lender viewpoint. Because the de-
biting rate responds to general interest rate movements, the lender is in a
fairly well-hedged position. The hedging is less than perfect, however, be-
cause the debiting rate is a long-term rate while deposits bear, in prin-
ciple, short-term rates of interest. But in practice the lack of a fully
hedged position is not likely to be a source of serious difficulty because an
intermediate rather than a long-term rate is usually proposed as the refer-
ence rate and, furthermore, thrift institutions today have a large part of
their deposit liabilities in the form of term deposits.

11This spread results from the derivation of Table 3 from a simulation of a 25-year
mortgage with an initial interest rate of 3.5 percent that is presented in the original paper by
the authors.
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2) The Dual-Rate Variable-Rate Mortgage. This VRM design repre-
sents an attempt to correct for the remaining lack of hedging that char-
acterizes the standard VRM from the institutional lender viewpoint be-
cause both the payment and debiting factors are three- to five-year rates.
In the dual-rate VRM, the payment factor has a long-term rate as its ref-
erence rate while the debiting factor has a short-term reference rate.
cause short-term interest rates are more volatile than long-term rates, the
use of a long-term payment factor results in a smoother payment stream
than would a short-term payment factor. But because the debiting rate is
a short-term one, the lender earns a short-term rate of interest on his
vestment, and institutional lenders could finance a portfolio of such mort-
gages with short-term deposits and still be hedged.

The historical simulations of the dual-rate VRM presented in Tables 4
and 7.IV employ the same payment factor (and adjustment lag) that was
used to simulate a standard VRM. The debiting factor is the current
year’s average one-yea~: government bill rate plus a spread of 2 percent.

The dual-rate VRM, when viewed from the standpoint of borrowing
households, fares essentially the same as the standard VRM, for it suffers
from the same drawbacks. While we view this design favorably with re-
spect to institutional lenders, it rates poorly from the borrower viewpoint.
This design is also more complicated than that of the standard VRM.

D. Smoothed Real Payment Designs

All of the designs examined above are characterized by an ex ante de-
clining stream of real payments under conditions of anticipated inflation.
Here we explicitly examine two designs that attempt to overcome this in-
flation-induced problem. It must be emphasized, however, that a wide va-
riety of designs are capable of overcoming the tilt effect. We regard the
two designs examined below as not only representative but also as con-
taining a number of desirable characteristics.

1) The Price-Level-Adjusted Mortgage (PLAM). The PLAM is es-
sentially equivalent to a standard mortgage in a world of no inflation or
deflation. It has payments that are constant in real terms. The lender
earns, and the borrower pays, a fixed real rate of interest.

The mechanics can be illustrated by referring to the historical sim-
ulation in Table 5 and Table 7.V. In this design the payment factor is
constant and represents the real rate of interest. In this simulation we as-
sume no adjustment lag.t2 If there were an adjustment lag, the payments
would not be strictly constant in real terms, and the degree of instability
would increase with the length of the lag.

In the simulations "3 percent is employed as the payment factor. This
payment factor is used to calculate an initial payment in dollars as of the

~2Consequently, our simulations of the PLAM differ from the illustrations presented by
Lessard and Modigliani.
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time the contract is negotiated. Consequently, even the first payment re-
flects inflation in the first year. "Interest" is also in real terms in the sense
that it represents 3 percent of the principal at the start of the period es-
calated by the actual rate of inflation in that period. The column labeled
"Principal Adjustment" represents the amount that the initial principal
must be escalated so as to remain constant in real terms over the period.

The PLAM has some straightforward advantages for the borrower.
The payment is, by design, independent of the anticipated rate of in-
flation. If borrower incomes are stable in real terms, then the long-run
variability in the ratio of payment-to-income will also be low. Our empiri-
cal results indicate that the short-run variability in this ratio is quite low,
approximately the same as that which characterized the fixed-rate nomi-
nal mortgages. Because the borrowers’ interest obligation is fixed in real
terms, the PLAM represents less risk. On the whole the PLAM appears
quite good from the viewpoint of borrowers. Borrowers may regret their
choice, of course, if real rates fall.

The appeal of PLAMs for lenders depends on their liability struc-
tures. If supported by price-level-adjusted deposits (PLADS), the lenders
will be well hedged. While the PLAM earns a long-term real rate of inter-
est and PLADS would pay a short-term real rate of interest, the short-
term real rate is not likely to fluctuate widely, and little difficulty is
sequently likely to result.

Because short-term nominal interest rates capture inflation reasonably
well, PLAMs could also be financed by ordinary deposits although there
would, of course, be more risk for the lender. It should be emphasized,
though, that the PLAM should at least be considered under the current li-
ability structure.

While the PLAM does contain more default risk than the standard
mortgage, owing to its rising stream of payments, it also has the ad-
vantage of perhaps attracting new lenders to residential finance. This
point was discussed in Section lI.

2) The Constant-Payment-Factor Variable-Rate Mortgage. This de-
sign seeks to smooth the stream of real payments while employing a
short-term nominal debiting factor.~3 Consequently, a portfolio of such
mortgages could easily be financed by ordinary short-term deposits.

The historical simulations show how this design would work. They
appear in Tables 6 and 7.VI. At each point in time the payment is calcu-
lated as though the instrument were a PLAM. The method is that de-
scribed above; once again no adjustment lag is employed. But the debiting

13The constant-payment-factor VRM is essentially the same as the graduated-payment
VRM proposed by Donald F. Tucker, "The Variable-Rate Graduated-Payment Mortgage,"
Real Estate Review, Spring 1975, pp. 71-80. The constant-payment-factor VRM, which seeks
by design to smooth the stream of real payments, can be viewed as a mortgage with gradu-
ated nominal payments and a variable short-term debiting factor, the rate of graduation at
any point in time being approximately the difference between the debiting factor and the
constant-payment factor.
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factor is the one-year government bill rate~4 plus a spread of 2 percent.
The payment in the last year, as is also the case for the dual-rate VRM, is
whatever payment is required to extinguish the loan.15

Table 6 shows that this design had a real payment that showed no
clear trend over the 1951-1970 period. It can consequently be viewed as
having achieved the purpose of smoothing the stream of real payments.

Because this design has a fairly stable real payment over the long run,
it has some appeal for the borrower, but this appeal is somewhat di-
minished by short-run variability in the stream of real payments. From
the lender standpoint, because it has a short-term debiting factor, it would
appear to be an excellent design.

IV. RESPONSES TO POTENTIAL CONSUMER OBJECTIONS

Political acceptability is an issue that dominates most of the other
problems involved in implementing nonstandard mortgage designs. The
public’s reaction to the variable-rate mortgages that have been issued in
the United States has been, on the whole, negative. Consumer or-
ganizations have raised what amount to the following six objections to the
variable-rate instrument, and they may serve to indicate the reaction that
may be engendered by other innovations:

1) Mortgage-lending institutions can manipulate the reference inter-
est rate and thereby cause the borrower’s monthly payment to
rise.

2) The instrument is so complicated that individuals cannot under-
stand it adequately and will not realize what they are getting into.

3) The role of a financial intermediary should be to bear risk, not to
pass it on.

4) Introduction of such instruments would endanger the con-
tinuation of government subsidies to housing, and the elimination
of such subsidies would cause the cost of housing to increase.

5) Variable-rate mortgages are so preferred by lenders that their
widespread adoption will cause the standard mortgage to vanish.

6) The introduction of the variable-rate mortgage will lead to a re-
duction in the portion of residential mortgage credit going to the
poorer classes generally and to racial minorities in particular.

141n the case of the dual-rate VRM, the debiting represented the average of this series
for the year. Here we employ an ex ante rate, specifically the mean of the January and pre-
ceeding December rates.

~SThe payments for this design would be identical to that of the PLAM if at every
point in time the debiting factor equaled the product of one plus the payment factor and one
plus the rate of inflation during the period.
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It is probably safe to say that no one, except perhaps most recently
who has financed the purchase of a house with a variable-rate mortgag~
has turned out to be pleased with his or her ~choice of financing. Nomina
interest rates have trended upward for the past two decades; and, judging
from the performance of the bond market, this rise has been largely uno
anticipated. This experience has undoubtedly had a negative effect on the
public’s willingness to consider the variable-rate mortgage and recent ex-
perience with inflation probably entails similar implications for the price-
level-adjusted mortgage.

It must be emphasized, however, that it is certainly not obvious that
as of today interest rates are expected to rise or that the rate of inflation
is expected to increase. Abstracting from refinancing clauses in the mort-
gage contract, it might be much riskier for a borrower to take on a stan-
dard mortgage during a period of historically high nominal interest rates,
such as the present, than would be the case with a PLAM or a variable-
rate instrument.

Objection (1) could be met by requiring that the reference rate be the
lender’s deposit interest rate. A unilateral increase in the deposit rate
above the competitive level would cause a large increase in deposits, thus
squeezing lender profits. This objection could also be met by a number of
external reference rates.

Objection (2) implies that full and fair disclosure is essential to the
successful introduction of new designs. There is a significant burden of ed-
ucation that properly falls on the mortgage-lending institutions, both indi-
vidually and in association, that must be forthcoming. Furthermore, it is
probably reasonable that the borrower be required to sign a disclosure
statement appropriate to the particular design in addition to the mortgage
contract itself.

With respect to objection (3), there is ample evidence that savings and
loan associations are not an efficient vehicle for coping with interest rate
risk. If PLAMs and variable-rate mortgages are introduced into the mort-
gage market and deposit rate ceilings are eliminated, the resulting poten-
tial reduction in interest rate related risk may lead to an increase in the
default risk that lenders are willing to undertake. Some borrowers who
are marginal risks under the current system might then be able to obtain
financing.

Objection (4) probably has some merit. One should keep in mind,
however, that some of these indirect subsidies, such as the tax de-
ductability of mortgage interest payments and local property taxes, may
tend to benefit the higher income classes relative to the poorer classes.

.Objection (5) is questionable. Presupposing the introduction of new
mortgage designs together with an elimination of deposit rate ceilings, it is
likely that some lenders will choose to specialize in issuing standard mort-
gages, financing them with long-term, fixed-rate deposits. Consumers will
then be able to choose a mortgage design on the basis of their own ex~
pectations of future inflation and interest rates and their own credit re-
quirements. Some consumers will desire the standard mortgage when it is
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priced in equilibrium along with other designs. Its scheme of declining
real payments under inflation will probably appeal to some households in
later stages of the life cycle.

Objection (6) is based on the hypothesis that the money incomes of
poor people do not respond to inflation. But this hypothesis is open to
most serious question. Furthermore, the validity of this objection is pre-
sumably lessened if the standard mortgage survives the introduction of
new designs.

If innovations increase the supply of mortgage credit, poor people
~nay benefit as a result. While new designs were not developed with poor
people in mind, they are unlikely to hurt them. Some lenders in fact
might be more willing to lend on a fixed real rate basis with declining real
payments than on a fixed nominal rate basis.

V. CONCLUDING REMARKS

Recent events argue strongly against a continued reliance on the con-
ventional mortgage instrument as the sole vehicle for financing the hous-
ing needs of the United States. The price-level-adjusted mortgage and
some variable-rate mortgage designs seem to provide significant ad-
vantages to both borrowers and lenders. Borrowers would be able to ser-
vice a significantly larger mortgage debt with a given initial monthly pay-
ment than is the case with the conventional mortgage loan.

The introduction of nonstandard mortgages into the U.S. financial
market requires that deposit rate ceilings be removed. Obviously, major
changes in laws and regulations at both federal and state levels would be
required in order to implement new designs.

In closing, we wish to emphasize that none of the perceived design
improvements we analyze is meant to drive the standard mortgage out of
existence. Nor is it our judgment that they would be likely to do so. We
simply wish to see the household’s housing financing choice enlarged.



II.

APPENDIX

Description of Alternative Contracts

Notation

Qt =

qt =
Mt =

mt
Rt =

rt    =
g,(t) =
gQ =
Pt =
T =

Terms of

Nominal payment required at end of t - th tim
period
Real payment at end of period t
Nominal debt outstanding at end of period t
Real debt outstanding at end of period t
Nominal long-term interest gate appropriate to
period t
Real long-term interest rate at period t

Nominal short-term interest rate at period t
Fixed rate of graduation
Price level at end of period t with P0 set equal to one

Original amortization period or term to maturity

the contracts (discrete time)

A. Standard mortgage

1. Nominal payment

Qt = R1M0 [1 - (1 + R1)-T]’1

2. Real Payment

qt = Qt/Pt

3. Nominal debt outstanding

Mt = M0[1 --(1 + R1)t-T]/[1 -(1 -T]

4. Real debt outstanding

mt = Mt/Pt

7O



Bo

C°

Graduated payment mortgage

1. Nominal payment

Qt = {[(1 + R1)/(1 + gQ)l - 1}M0(1 + gQ)t-1/

{1 - [(1 + R1)/(1 + gQ)] T }

2. Real payment

qt = Qt/Pt

3. Nominal debt outstanding
T

= E [(1 + gQ)i(1 + R1)t-i]Mt Q1 i =t+l

4. Real debt outstanding

mt = Mt/Pt

Standard variable-rate mortgage

1. Nominal payment

RtMt.1/[1 - (1 + Rt)t-T-1], t <T
Qt =

Mt_l(1 + Rt), t = T

2. Real payment

qt = Qt/Pt

3. Nominal debt outstanding
t-1     t

= ,~ (1 + Ri) -- Qt - i=~l Qi[ j=i~+lMt M0 1=1

4. Real debt outstanding

mt = Mt/Pt

(1 + Rj)l
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D. Dual-rate variable-rate mortgage

go

1. Nominal payment

Qt

RtMt_l/[1 - (1 + Rt)t-T-1], t<T

Mt.l[1 + R(t)l, t = T

2. Real payment

qt = Qt/Pt

3. Nominal debt outstanding

t t-1    t
= - q. ~ [~+a(j)lMt M0 i21 [1 + ~,(i)] - Qt i~l ’.j=i+l

4. Real debt outstanding

mt = Mt/Pt

Price-level-adjusted mortgage

1. Nominal payment

Qt = Ptqt

2. Real Payment

qt = rlM0 [1 - (1 + rl)"T]I

3. Nominal debt outstanding

Mt = Ptmt

4. Real debt outstanding

mt = M0 [1 - (1 +rl)t-T]/[1 - (1 +rl)"T]
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F. Constant-payment-factor variable-rate mortgage

1. Nominal payment

Qt

rlMt_l[1 -- (1 + rl)’T]’lPt/Pt.1, t < T

Mt_l[1 + R(t)], t = T
2. Real Payment

qt = Qt/Pt

3.. Nominal debt outstanding
t              t-1    t

Mt = M0 i21 [1 + ~,(i)] --Qt -i=21 Qij=i~-i [1 + ~,(j)]

4. Real debt outstanding

mt = Mt/Pt
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Discussion

Henry B. Schechter*
Richard Cohn and Stanley Fischer have provided a useful clas-

sification and comparative analysis of the major types of nonstandard
mortgages. The models of debt service payment streams which they de-
veloped to analyze effects upon the financial positions of borrowers and
lenders will be valuable for further research, with substitute variables to
reflect different empirical conditions.

My comments will deal primarily with implications of the major types
of nonstandard mortgages for household borrowers. I will also touch
upon the responsiveness of households to changes in interest rates, both
as mortgage borrowers and as investors. This will lead to some concluding
considerations of the potential effects of proposed mortgage innovations
upon the capability of the thrift institutions to provide a more stable sup-
ply of mortgage funds.

Implications for Household Borrower

A borrower who would receive a price-level-adjusted mortgage, or
PLAM, would have to make periodic payments that were adjusted by a
predetermined inflation factor, or that reflected a readjustment of prin-
cipal each period by a price change factor, such as the percentage change
in a price index during the period. There are variations in the design, but
essentially the periodic payments are adjusted to reflect inflation rates or
price-level changes. In an inflationary economy, the borrower’s re-
payments of principal and interest, in nominal dollar terms, would in-
crease to protect the lender against a decline in real value of scheduled re-
payments. The borrower would bear the full risk of inflation.

The PLAM provides, in effect, for an indexing of required re-
payments, without any guarantee to the individual borrower that his in-
come would be similarly indexed. (I am not advocating price and wage
indexing for the entire economy.) During periods when wages lag behind

*Director, Department of Urban Affairs, AFL-CIO. Helpful comments by Steve
Rhode on an earlier draft of these remarks are gratefully acknowledged.
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price increases, as in 1973-74, the PLAM would exaccerbate the adverse
impact upon th~ose mortgagors whose incomes lagged behind prices. I
agree with an observation by Cohn and Fischer that recent large increases
in the rate of inflation would have a negative effect on willingness to con-
sider the price-level-adjusted mortgage.

The authors found, on the basis of data for 1964-73, using per capita
disposable income as the income measure, that the PLAM would provide
a more stable stream of payments as a share of income than the other
nonstandard mortgage types, as well as a more stable equity-debt ratio.
They believe that "if a single characteristic of the payments pattern has to
be singled out as affecting the desirability of the alternative mortgage
types from the viewpoint of the borrower, it is the payment as a share of
income." Maintenance of a stable debt service-to-income relationship --
in real income and payment terms -- is also looked upon favorably in
other parts of the paper.

Stability of their mortgage debt service payments-to-income re-
lationship, while occupying the same house, may not strike mortgage bor-
rowers as desirable. Based on experience of their own and preceding gen-
erations, households look forward to upgrading their housing and other
living standards as incomes increase.

In historical perspective, it seems reasonable to expect increases in
real income in the future. Assuming that there will be increases in produc-
tivity and real income, nominal income should increase at a rate in excess
of the inflation rate over the life of the loan. An adjustment of payments
designed to correct for inflation should, therefore, result in a declining
payments-to-income relationship.

A declining payments-to-income relationship provides a better cush-
ion against risk of default than a stable relationship, and is beneficial for
both the borrower and lender. In fact, credit underwriting of the borrower
might tend to be more rigorous in the context of a stable payments-to-in-
come outlook, which could make it more difficult for certain income or
age groups to qualify for PLAMs than for standard mortgage loans.

Risk of default and lender loss of part of the adjusted outstanding
balance would also increase where the principal is adjusted each period,
while a constant real interest rate is applicable. In an inflationary econo-
my, the outstanding principal amount could rise above the initial principal
for five to ten years, as shown in a PLAM payments schedule developed
by the authors. Under these conditions lender selectivity among prospec-
tive household borrowers would tend to increase.

A set of broader issues relates to a change in the attributes of home
ownership that the mortgage borrower would be asked to accept along
with a PLAM. Home ownership has been distinguished from rental hous-
ing, primarily because homeowners have had some protection against in-
creases in their nominal housing costs reflecting changes in housing capi-
tal values. The homeowner has been the sole beneficiary of the capital
gain arising from an increase in the housing value. For many, if not most
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homeowners, the residential property is their only means of sharing in in-
flation-generated capital gains which are enjoyed by owners of other types
of equities.

The homeowner’s equity position has been based on payment of a
specified price at time of purchase, and a loan to be repaid in dollars
unadjusted for changes in price or value. While it may be argued that pur-
chasing the fee ownership to the house is separate from agreeing to repay
a loan obtained to finance that purchase, the first transaction is generally
dependent upon the second, and they are executed simultaneously. As a
practical matter, therefore, it would be difficult to draw a convincing dis-
tinction between a price-level-adjusted mortgage payment plan and a
sharing by the lender of any increase in property value. The lender would,
in effect, become a partner of the equity owner in a prevailing benefit of
ownership.

The standard variable-rate mortgage, under which the interest rate is
adjusted in accordance with the movement of some reference rate, shares
with price-level-adjusted mortgages a major drawback from the per-
spective of households. There would be a required rise in mortgage debt
service payments when the economy is subject to significant inflationary
pressures. Assuming that the use of VRMs becomes widespread, large
numbers of home-owning mortgagors would be subject to increased
claims upon their income when other prices are rising. Demands for high-
er wages and salaries to offset the effects of inflation would be intensified
as a result of the required increases in mortgage payments.

Modifications of the VRM design can produce graduated-payment
schedules which are similar to those of the price-level-adjusted mortgage.
As in the latter case, individual household mortgagors would still be sub-
ject to risks of incomes lagging behind increased payment requirements.
In a 20-year graduated, smoothed, variable-rate mortgage simulation for
1954-1973, presented by the authors, the payment for the 20th year is 90
percent greater than in the 15th year. Empirical data for the same five-
year period show an increase of 40 percent in the median total money in-
come of families and 49 percent in per capita disposable income. Al-
though the simulation represents an extreme or "worst" case for a
smoothed, graduated VRM, it indicates the type of difficulty that house-
hold borrowers would face.

Extension of maturity to lessen the burden of increased payments has
its practical limits of acceptability by lenders, provides only marginal re-
lief of the payments-increase burden, and increases the cumulative interest
payments total for the borrower.

To provide some protection against large, upward adjustments of the
required payments, most VRM proposals include a limit on upward ad-
justments within a given time period. The authors suggest that the limit
on upward adjustments be reasonably high: 6 percent semi-annually.
Otherwise, fixed-maturity instruments might have rapidly rising payments
toward maturity. The possibility of a 12 percent annual increase in pay-
ments would probably make such mortgages unacceptable to most house-
hold borrowers.
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As Cohn and Fischer observe, the trend of nominal interest rates over
the past two decades "has undoubtedly had a negative effect on the pub-
lie’s willingness to consider the VRM alternative."

Households As Borrowers and Investors

The authors also observe that the standard mortgage contract worked
reasonably well into the 60s, but that its contribution to stability of mort-
gage financing eroded substantially since the mid-1960s. I question wheth-
er it is the standard mortgage form or the movement and level of interest
rates at cyclical peaks which has been the key factor in mortgage fi-
nancing instability. Marked instability was experienced during the tight
money periods of 1956-57 and 1959, as well as during 1966 and later peri-
ods. In addition to the interest rate elasticity effects upon housing and
mortgage demands, the cyclical behavior of mortgage interest rates has
probably influenced household acceptance of standard mortgages.

Both of these influences were operative in 1974, judging from the ex-
perience record of government mortgage assistance programs. To compen-
sate for the significant decrease in the flow of savings funds for mortgage
financing, about $10 billion was committed to mortgage lenders under
government mortgage assistance programs. These commitments were
made over the last 11 months of the year, for mortgages bearing interest
rates of 7 3/4 to 8 3/4 percent. A sizable amount of funds, thus, was
made available to finance home purchases with mortgages at interest rates
that were between 1 and 2 percentage points lower than on mortgages
that could be obtained with funds emanating from private sources. Yet,
households did not rush to purchase homes with 7 3/4 to 8 3/4 percent
mortgages. By the end of the year only about 20 percent of the dollar
amount of commitments had been delivered. There was still a 12-month
sales inventory of unsold new homes after a year in which housing unit
production was well below the volume required for household growth and
replacement of losses from the existing housing stock.

A large proportion of households were, no doubt, precluded from
purchasing homes because the combination of high home prices and mort-
gage interest rates placed available homes beyond their means. On the
other hand, households with sufficient income to upgrade their housing
had reason to defer purchases. Many of them are comfortably housed, if
not as well as might be desired, and have mortgages at significantly lower
than prevailing interest rates. In addition, past experience and a growing
sensitivity to fluctuations in interest rates, created a negative attitude to-
ward home purchases under 1974 conditions.

The increasing sensitivity of households toward changes in interest
rates is reflected in the role of households as investors during high interest
rate periods. Thus, in the high interest year of 1966, households, personal
trusts and nonprofit organizations made net investments of $17.3 billion
in market credit instruments compared with $4.5 billion in the preceding
year. In 1969, another tight money year, the comparable net investment
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figure was $35 billion; in the second half of 1973, it was at a seasonally
adjusted annual rate of $41.5 billion, and in the third quarter of 1974 the
comparable rate was $66 billion. The figures represent primarily house-
hold investments.

Potential Effects of Proposed Mortgage Innovations

The pattern of household responsiveness to cyclical high interest rates
-- both as borrowers and as investors -- bears upon the question of the
potential of the proposed mortgage innovations to bring greater stability
to mortgage financing.

The proposed nonstandard mortgages are designed to increase port-
folio interest income, so that the thrift institutions could pay higher inter-
est rates on savings, thereby continue to attract a relatively stable inflow
of savings from households, and be in a position to maintain a relatively
stable volume of mortgage lending. A prerequisite for this intended se-
quence of operations would be the elimination of "Reg Q" ceilings on sav-
ings interest rates.

The thrift institutions would then be able to compete more aggres-
sively in the market for savings. This would, incidentally, serve to accel-
erate the competitive escalation of interest rates. It is doubtful, however,
in the light of recent experience, whether the thrift institutions would be
able to compete for funds with borrowers of funds for nonhousing pur-
poses more successfully than in the past. To illustrate, from June 1973 to
the end of 1974, the yields on AAA recently offered utility bonds rose by
about 2 percentage points to about 9.65 percent. A comparable adjust-
ment, such as from 8 to 10 percent in the mortgage interest rate on a
$30,000, 30-year mortgage, would increase the mortgagor’s monthly pay-
ment by $41 per month. Most of the proposed VRM or adjusted payment
mortgage plans would limit upward adjustments of the monthly payment
to a much smaller amount in order to provide consumer protection that
would make the proposals acceptable. The change in yields on a mortgage
portfolio, thus, is likely to lag behind rising security market yields during
a tight money period, so that thrift institutions could not afford to com-
pete effectively with other bidders for funds.

Assuming that the thrift institutions were able to increase portfolio
yields sufficiently to raise their interest rates on savings to, let us say, 8 or
8 1/2 percent levels, they would probably have to make new mortgage
loans at 9 1/2 or 10 percent. The record of mortgage credit and housing
construction cycles over the past two decades suggests that mortgage in-
terest rates of above 9 percent would induce sharp cyclical declines of
housing.

With a PLAM they could offer a lower interest rate and relatively
low initial payments, with contractual adjustments of payments or prin-
cipal in accordance with some price change or inflation factor. In a period
of rising prices, however, it is questionable whether many informed house-
holds would accept such loans.
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VRMs or PLAMs would not affect the strong competitive demands
for more credit from corporations, consumers, and government during
tight money periods. Such credit demands reflect the underlying demands
for the nonhousing goods and services at prices which can absorb higher
interest rates and exact a higher priority than housing in the marketplace
for available credit resources.

When inflationary pressures increase, the resultant competitive es-
calation of interest rates is reinforced by restrictive general monetary poli-
cies. Although such monetary policies are regarded as nonselective in a
pragmatic sense, they do produce selective allocation of credit. There have
been five demonstrations in the past 20 years of the effects of reliance
upon restrictive general monetary policy and high interest rates to cool off
an overheating economy. Housing repeatedly has borne a dis-
proportionate share of the burden of reduction in economic activity
through credit restriction, reflecting the greater sensitivity of household
mortgage borrowers than other borrowers to rising interest rates.

As long as general tight money policy is the only tool used to cool off
the economy in an overheating period, capital funds flow to the issuer of
credit instruments yielding the highest return for acceptable, comparable
risks. Such flows of funds, moreover, are not dependent upon financial in-
stitution intermediaries. In the high interest rate years, households have
directly invested large amounts of funds in U.S. Treasury bills, notes and
bonds; in Federal agency bonds; in corporate bonds, and in flotation rate
notes issued by nonfinancial corporations. In recent months, short-term
investment mutual funds have attracted household savings. Other in-
novative mechanisms will, no doubt, be devised to channel funds away
from mortgage-lending institutions to higher-yield outlets in the future.

To assure more adequate housing credit, restraints have to be im-
posed upon some of the nonhousing demands, requiring deliberate policy
decisions with respect to national social priorities. The restraints can be
brought about through selective credit regulation in capital and consumer
finance. They could help to allocate credit resources to support a more
adequate and stable volume of housing production. Such restraints could
reduce pressures for interest rate increases and disintermediation. Thrift
institutions would then be in a better position to remain viable while mak-
ing standard mortgage loans that would not require a radical change in
related risks and benefits for household borrowers.



Discussion

Kenneth J. Thygerson*

Let me begin by saying that I appreciate the opportunity to review
and comment on what in my opinion is some very important research. It
is particularly important with respect to the business I represent -- the
savings and loan business. It is ,well acknowledged that thrift institutions
are contemplating some significant changes in the years ahead largely be-
cause the environment in which they operate has in the last decade be-
come far more adverse. Moreover, I think it is generally recognized that a
large and growing proportion of the savings and loan business has come
to view new forms of mortgage instruments as one possible partial remedy
to the asset-liability structural imbalance they face, while at the same time
presenting a new opportunity to tailor a mortgage contract which will bet-
ter serve the needs of the borrowing public. Thus, the task of this MIT
study group is particularly relevant and timely.

I would like first to make some very generalized comments. The
paper entitled: "An Analysis of Alternative Non-Standard Mortgages" is
an important addition to a literature which has grown rapidly during the
last several years and which concerns itself with developing and analyzing
alternatives to the fully amortized, fixed rate standard mortgage contract.
In some respects, this is one of’the first papers to provide a broad anal-
ytical framework by which each of the various mortgage contracts that
have been proposed and some that have not yet been proposed can be
evaluated and compared against a consistent set of criteria. A major value
of the paper is, therefore, the generalized analytical framework within
which each of the various instruments is compared and contrasted. Thus,
the paper helps to eliminate many of the biases that tend to be reflected in
proposals made by the various vested interest groups who have turned out
to be the major contributors to research in this emotionally charged and
sensitive area. As such, it brings us a long way toward being able to de-
velop an instrument that will have as its major feature "marketability" or
in other words acceptance by large numbers of borrowers and lenders.

*Chief Economist, United States League of Savings Associations.
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Another major and important feature of the paper is the development
of a number of models which are used to establish criteria for the ac-
ceptability of the mortgage instruments in question. To do this, the au-
thors develop two primary models; the first describing the role of mort-
gages in the household portfolio and the second describing the behavior
and maximization function of the financial intermediary. From these
models the authors derive a set of criteria which they use later to evaluate
a group of alternative, non-standard mortgage contracts. This approach is
sound and I think it significant to note that this paper is one of the few
that has taken a broad approach to this problem.

There is, of course, a problem with this approach. The afithors sub-
ject themselves to potential criticism from those who do not agree with
them as to the appropriateness of the models developed, their specifica-
tions, and the inherent assumptions of each. It is here that I will begin the
process of commentary and discussion.

The Household Model

I would like to begin by reviewing the analysis of the role of non-
standard mortgages in relation to household borrower optimization. Al-
though the analysis of the role of mortgages in the household portfolio is
not rigorously developed -- a heuristic approach is employed -- the au-
thors conclude that (1) the relationship between mortgage payments and
household income, and (2) the ratio of household equity to mortgage debt
represent two primary concerns of the household as they evaluate their
borrowing decision. Thus, the authors conclude that each alternative
mortgage contract under study must be evaluated in terms of the effects
that each has on these two primary behavioral requisites. Certainly, most
studies of the demand for mortgage credit and for housing would seem to
indicate that these two requisites are important factors affecting the be-
havior of both households and lenders. Thus, I would accept that these
are appropriate factors to be included in the analysis, and I find that I
have no serious reservation with this particular formulation of the criteria
function from the standpoint of the borrower.

Having arrived at these conclusions, the authors proceed to evaluate
each of the various non-standard mortgages with regard to the effects that
they have on these two requisite variables of household optimization be-
havior. They do this by providing a simple analysis of the effects of im-
plementing each of these instruments during the period from 1946 to
1970. This is followed in Section IV by the development of the generalized
cases for each of these instruments.

At this point, several limitations become apparent. One relates to
their testing of the generalized cases. One would assume, for example,
that in their testing of a generalized formulation that the authors would
be consistent with the basic assumption they make at the outset, namely,
the premise that price expectations are highly uncertain. Yet, when they
provide the empirical results of testing the instrument formulations, they
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resort to using 1954-73 data as the appropriate test distributions for mea-
suring the key variances for nominal payments for each instrument. If
price expectations are as uncertain as they suggest, then it is clear that the
distributions of the relevant variables are unknown and any testing of
these generalized models against distributions relevant during the 1954-73
period may not be particularly relevant to the evaluation of these in-
struments in an uncertain future.

An alternative approach would be to compute the variances for hy-
pothesized distributions which are significantly different from that of the
1954-73 period. One can conceive of having hypothesized distributions
which represent substantially different states of the world -- an unstable
deflationary environment, an unstable inflationary environment, and a
stable inflationary environment, ’for example. Having arbitrarily tested
these models for the period 1954-73, the authors leave themselves open to
the criticism that "while one instrument may have performed relatively
well during 1954-73, there is no assurance it will in another environment."

Equally important is the fact that the reader is hard pressed to mea-
sure the importance of the variances they compute, since as readers we are
forced to compare the variance of one instrument with the variance of
another. This is fine for evaluating relative differences, but it does not in-
dicate whether any of the variances are meaningful in an absolute sense.
In other words, "is the variance for that instrument with the highest vari-
ance something to be concerned about or are they all insignificant?" The
empirical results don’t answer this question.

The Intermediary Model

The other primary model, developed in Section V, relates to in-
stitutional behavior. This model assumes as its objective function "the
minimization of the variance of the real rate of return on shareholder eq-
uity." This objective function in my opinion !s open to debate. We could,
for example, assume as an alternative, that these firms maximize the
present value of the wealth of their owners. Or, if we want to simply look
at mutual institutions, we might choose an objective function which "max-
imizes growth, subject to some suitable level of increase in reserves."
Either of these alternative objective functions would lead to substantially
different conclusions from those derived by the authors.

Not surprisingly their specification of the objective function neces-
sarily leads to the result that intermediaries will strive to be perfectly
hedged. On the surface, this result may not appear hard to accept, unless
one evaluates it with respect to the behavior of mortgage-lending special-
ized institutions over the last 20 years. Taking the Post-War II period,
from say 1950 to the early 1960s, for example, one observes that a large
number of state-chartered savings and loans -- with the authority to de-
velop a more perfectly hedged liability structure prior to the imposition of
Regulation Q ceilings -- did not do so. What one finds is that these in-
stitutions tended to emulate the federally chartered associations, which
offered only passbook accounts. Thus, these institutions did not choose to
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be fully hedged and in fact, they choose to operate by selling short-term
liabilities against long-term assets -- presumably because of the sub-
stantial returns associated with borrowing short and lending long during
an extended period of positively sloped term structures.

This particularly is a key point, since the formulation used in the
paper implies that lenders do not wish to speculate on changes in the term
structure. Thus, I pose the question to the authors that if their model does
not adequately represent the appropriate maximization function of the fi-
nancial intermediary, and I suspect it doesn’t, then one of the major cri-
teria which they use to evaluate the benefits of the various non-standard
mortgages is inappropriate for evaluating each instrument -- namely, re-
lation of interest retttrn distribution to that of lender interest rate struc-
ture. (Criterion No. 2)

This leads to a final disconcerting comment. It appears that each of
the alternative mortgage instruments has been evaluated by a set of cri-
teria that basically precludes the possibility that both lenders and bor-
rowers are willing to incur interest-rate induced, principal risk despite the
opportunity they have to profit from such speculation. My feeling is that
criterion two is not important. I suspect that the preferred portfolio and
liability composition of any lender cannot be generalized. These decisions
will be determined by the lender’s expectations as to the level and shape
of the yield curve, demands for various types of credit, risk expectations,
the cost of acquiring various types of liabilities and his risk-return prefer-
ences concerning anticipated gains that might accrue from term structure
speculation.

The Problems with a Partial Equilibrium Approach

The models developed in the paper and the general structure used do
not allow us to evaluate the results in terms of general equilibrium. Each
alternative contract studied as well as the empirical results developed are
offered in a partial equilibrium context. Thus, we find ourselves in the un-
settling position of having to evaluate -- either as a lender or as a bor-
rower -- the simulated results of testing the hypothetical contract without
discussion of general equilibrium.

The authors begin their discussion of the implementation problem by
assuming that the contracts must have an index -- "a price index, a refer-
ence rate, an equilibrium spread." Having imposed this constraint -- the
necessity of an index -- the authors ignore the possibility that non-stan-
dard mortgage contracts can be offered in a market environment without
an index. Clearly, one alternative to those analyzed in this paper is to de-
velop a contract (say one calling for a renegotiation of rate every three or
six months or every five years) and allowing the interaction of buyer and
seller to agree on a price for the contract. Having precluded this alter-
native, however, the question emerges: "Will any of these instruments with
fixed contractual terms hold up in the market?"

If these instruments are to be successful, by this I mean used in large
numbers, then we must address the problem of how these instruments will
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compete in a larger market context. The problem witla indices of any sort
is that they imply that a rather stable relationship exists between the
index, the indexed rate or terms, and other market rates. Previous study
of this problem suggests that no such stable relationships exist.~ What
does occur is that rate differentials between the various credit instruments
change over time as do regional rate differentials. As a result, an indexed
instrument is likely in period t + 1, 2, 3 . . . to have a non-marketable
rate, even though it had an equilibrium rate in period t. The result will be
that if the return is relatively too low, lenders will stop offering it. If the
return is relatively too high, all borrowers will repay and refinance (at vir-
tually no penalty, according to the authors). Take the example of the vari-
able-rate mortgage providing a 3 percent return plus the percentage gain
in prices during the quarter. During 1974, this would have earned 15.8
percent, well above other comparable risk debt instruments. The likely
outcome would have been wholesale refinancing of these instruments by
borrowers. At best then, the indexed rate can only approach a market ne-
gotiated rate.

One possibility would be to establish an index which is expected to be
above the market clearing price but not well above it. This would help
prevent borrower concern over usurious lenders and still allow market
forces to establish price.

The point to be stressed here is that without any knowledge of the
general equilibrium results there is no guarantee that any of the contracts
can exist in the long run in the contractual forms assumed. Rather, each
is likely to evolve into free market instruments of negotiable form.

Transition Problem

Another difficulty, which the authors glossed over, deals with the
transition costs of moving to a non-standard mortgage contract world.
The authors’ assumption of a perfectly hedged intermediary necessitates
their recommending the elimination of Regulation Q ceilings for savings
and loan associations. The elimination of these ceilings, however, points
up the problem of how savings institutions will respond in the short run,
given the fixed-rate portfolio they currently hold. The authors solve this
problem with the recommendation "... that the government would have
to mitigate the effects on deposit institutions perhaps by buying existing
mortgages." This heroic assumption is, however, at the heart of the in-
stitutional dilemma. It thus deserves greater treatment than that offered in
the paper.

It is significant to point out that uncertainty over transition costs is a
major impediment to altering of the structure of financial institutions
today. Such new mortgage contracts as advocated in this paper suggest

~See Kenneth J, Thygerson and Joe R. Thompson, "Implementation of the Variabl
Rate Mortgage: Some Considerations" Working Paper No. 7, U.S. Savings and Loa~
League, October 21, 197[.
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the need for major structural alteration. Taking these transition costs into
account, however, it may have been more useful to give thought to which
non-standard contracts could provide most benefit under the present in-
stitutional structure and statutory authority of the savings and loan
business.

Summary

To summarize, I believe this paper is a very valuable addition to the
literature dealing with alternatives to the standard, fully amortized, fixed-
rate mortgage used today. It provides a relatively unbiased analysis of the
various proposals that have been offered. Even more important, this re-
search provides a very important generalized analytical structure to eval-
uate the merits of each proposed contract. By considering both the needs
of borrowers and lenders, it provides the structure for determining the
correct approach to resolving the problems of implementing a new
instrument.

Extremely important is the authors’ conclusion that whatever non-
standard contract is developed must recognize the fact that borrowers re-
quire the assurance that the ratio of the nominal mortgage payment to in-
come not be subject to substantial volatility. Thus, it seems to me the in-
stitution must be given great flexibility in developing contract terms. This
will allow borrowers and lenders to negotiate those terms which best fit
the life cycle of the borrower, his net worth, and his future expectations.

As a starting point, this research represents a sound springboard upon
which additional work can be done. I think that essential extensions of
this work are: (1) further analysis of the financial intermediary model; (2)
consideration of the response these instruments will have in the capital
markets generally; (3) additional consideration to the appropriate criteria
to evaluate the merits of the non-standard instruments; and (4) a more
elaborate analysis of the transition costs.



Discussion

Donald P. Tucker*
Ken Thygerson’s final comment, to the effect that what borrowers

really seem to want in the mortgage area is subsidized below-market inter-
est rates on mortgages, gives me a good starting point. It can’t be denied
that low subsidized mortgage rates would be very nice for borrowers, but
I would argue, as have many others, that the size of the monthly pay-
ments are equally important, if not more important, to borrowers. It fol-
lows from this that any mortgage innovation that reduces their monthly
payments relative to their income will be very attractive to borrowers, and
if Ken’s remark is meant to express doubt about this point, then I must
disagree with him.

If this point is correct, namely if each borrower sees his mortgage pri-
marily as a stream of monthly payments, and if his biggest concern is how
big the payments will be relative to his income, then this has important
implications for the design of new mortgage instruments. Its importance
arises from the fact that lenders are primarily concerned with a different
aspect of each mortgage, namely the accrual of interest income, since that
is what governs the profitability and the main risk characteristics of this
financial relationship. The mortgage terms that govern the accrual of in-
terest can, within limits, be set independently of the terms that govern the
monthly payments of the borrower. Thus, it is possible to consider alter-
ations in the standard mortgage form that are beneficial to one side with-
out seriously affecting the interests of the other side.

This is certainly not a new point, nor is it entirely accurate either in
this simple form. Lenders are clearly interested in the payments stream in
relation to borrower income because of what it implies about default risk,
and borrowers have a genuine concern about the accrual of interest, even
if it has no effect on their current or immediate future payments, because
it then impacts directly on the maturity date of their loan if nothing else.

But in spite of this lack of complete separation, I think it fair to say
that the weight of the borrower’s concern is primarily on the level of the
present and future monthly payments, whereas the lender, once his needs
for protection against default risk have been taken care of, is most heavily
concerned with the accrual of interest.

*Chief, Financial Studies Section, Division of Research and Statistics, Board of Gov-
ernors of the Federal Reserve System.
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Cohn and Fischer are certainly aware of this point, and they have
made use of it in their analysis. Nevertheless, I feel that their treatment of
these issues could benefit by a more explicit emphasis on this separation
of interests.

In particular, this separation can form the basis for a different clas-
sification of mortgage alternatives, as shown in the table. The columns in
the table represent the range of choices of primary interest to borrowers,
and the rows represent the range of choices of primary interest to lenders.
The various types identified by Cohn and Fischer in their table are clas-
sified here. You will note that this table does not distinguish between
VRMs pegged to a short rate or index from VRMs pegged to a long rate
or index. Thus it is possible to subdivide column 2 into several distinct al-
ternatives to represent these choices. It is the columns of this table, and
particularly the subcategories under column 2, that are the primary focus
of Cohn and Fischer’s analysis of the lender’s preferences. This table also
does not distinguish between the numerous ways in which the time profile
of a graduated payment schedule could be determined, and thus the rows
can be further subdivided to represent this range of choices. It is these
rows and their subdivisions that are the primary focus of Cohn and Fis-
cher’s analysis of the borrowers’ preferences.

Now I want to turn to some concrete points of criticism. The element
that concerns me most about Cohn and Fischer’s study is the rather nar-
row and unsatisfactory treatment they have given to the lenders’ portfolio
preferences and what these tell us about the choice of mortgage
instruments.

There are two rather different questions that need to be asked:
1. What sort of mortgage instrument would be ideal for lenders?
2. What other sorts of mortgage instruments, although not ideal from

their point of view, would they accept and find preferable to the
current fixed-rate level-payment mortgage, at least for limited use?

Let me deal first with the question of the ideal] In the first place, the
question of the ideal from the lenders’ point of view is not independent of
borrower preferences in the general case, since borrowers do have some
concern in general with’ the pattern and method of interest rate accrual,
aside from the level of the interest rate. Not only are they obviously con-
cerned about the maturity date of their mortgage obligation and the vari-
ance of that maturity date, but I would assume that many of them will be
concerned, perhaps irrationally, with the variance of current and im-
mediate future interest accruals. They may simply be frightened of the
volatility of a short-term rate even if it does not affect their current pay-
ments and even if the volatility itself has very little effect on the variance
of the maturity date. Because of considerations like this, borrowers might

IThe earlier Cohn-Fischer paper devoted considerable attention to the hedging prefer-
ences of lenders and argued strongly for pegging a VRM to a short-term reference rate. [Ed.]
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well be reluctant to accept mortgages pegged to a short-rate index if they
had the choice of taking instead a mortgage pegged to a long-rate index,
unless there were a rate differential in favor of the short-rate mortgage.
But if the expected earnings from the short-rate mortgage were going to
be less, because of these demand factors, than the earnings from long-rate
VRMs, many lenders would undoubtedly regard the mortgage pegged to a
long rate as the ideal.

This line of reasoning can even be extended to argue that, under cer-
tain conditions, some lenders would prefer fixed-rate mortgages to vari-
able-rate mortgages. This would occur if borrowers had a sufficiently
strong preference for fixed-rate mortgages that lenders could earn a sub-
stantially greater return on them, enough to compensate for the greater
risk.

i don’t intend to argue that this would necessarily be the case, for I
don’t know. The point I am making is that trying to determine the lend-
ers’ ideal mortgage by examining only the lenders’ hedging preferences, as
Cohn and Fischer have done, is not valid.

The second point to be made about the lenders’ ideal mortgage in-
volves some observations about what the lenders would be hedging
against in choosing their ideal mortgage. I have no quarrel with Cohn
and Fischer’s general point that lenders will have a preference for mort-
gages whose maturity structure and whose method of interest accrual
match those of the liabilities that are financing the mortgages. But Cohn
and Fischer appear to have made some incorrect assumptions about the
kinds of liabilities that savings institutions will have outstanding.

In applying the hedging principle, they conclude that lenders will not
want mortgages pegged to a long-rate index. In their paper they say, and
I quote, "Hedging considerations point up the folly of tying interest to the
current long-term rate, as does the ’standard’ VRM." Then a few mo-
ments ago you heard Rich Cohn refer to a VRM pegged to a long-rate as
a rather "peculiar" instrument.

Perhaps they are not aware that certificate deposits having an initial
term of at least four years already make up almost 25 percent of all de-
posits in federally insured S&Ls, and that certificate accounts having a
shorter term make up another 25 to 30 percent of deposits. But I doubt
that they would dispute the conjecture that intermediate-term deposits of
this general character will continue to be an important source of funds for
savings institutions in the future, with or without Regulation Q ceilings,
and clearly the ideal mortgage for savings institutions to use as hedges to
these deposits will not have its rate pegged to the passbook rate or to
some short-rate index. Nor will it be pegged to the current rate on new
four-year certificates, for that would make the earnings on the portfolio of
mortgages more volatile than the costs on the outstanding certificates. In-
stead, the appropriate rate or index for pegging these mortgages would
behave like the average yieM on outstanding four-year certificates, and
this would have to be called a long-rate index, at least in contrast to the
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passbook rate. The FHLBB’s proposal of a weighted average of the yields
on three- to five-year governments and AAA corporate bonds might be
very close to perfect for hedging these accounts.

Another way to state this same point is the following: As one
criterion for judging the different mortgage alternatives, Cohn and Fis-
cher have chosen to rate them according to the stability of the ratio of
market value to book value; mortgage forms with the most stable ratio
rank the highest according to this criterion. My criticism amounts to the
observation that this is not an appropriate criterion for mortgages that are
intended to hedge intermediate-term or long-term liabilities. The market
value of these liabilities fluctuates with changes in interest rates, and a
mortgage whose market value does not also fluctuate would not be an ad-
equate hedge to these deposits. You want a mortgage that fluctuates in
value.

More generally, the principle of hedging will imply a mix of mort-
gages in the asset portfolio of the typical savings institution, to com-
plement the mix of deposit liabilities of differing maturity.

Finally, I think something needs to be said about the question of sec-
ond best. In the real world of institutions, conflicting interests, historical
accidents, and occasional irrationality, people very seldom get their ideal.
Cohn and Fischer’s analysis would be more helpful if it could tell us not
only what is ideal from the lenders*’ point of view but also what
compromises they would be able to live with and get some benefit from.
In raising this question of second best and compromises, I still have in
mind the question of what sort of index a VRM could be pegged to.
More specifically, I am raising the question of whether VRMs pegged to a
long-rate index, such as that proposed by the FHLBB, would be of inter-
est to lending institutions as partial hedges against their passbook de-
posits, even though they would obviously not be ideal from the point of
view of hedging.

This question is of particular interest because there has been a differ-
ence of opinion of some importance between the MIT group on the one
hand and the HUD and Home Loan Bank Board sponsors of the study
on the other over whether VRMs pegged to a long-term interest rate
would really be of enough interest to be analyzed. As I understand the
MIT point of view, they have been inclined to believe that a YRM pegged
to a long-rate index would not be of any interest as a portfolio asset to
lenders relying heavily on passbook deposits, and that it might not even
be viable in the market place. I have learned of this disagreement primari-
ly from the HUD side, however, and second hand at that, and I was look-
ing forward to having this issue laid out explicitly for comment in the
Cohn and Fischer paper, since that is where it would logically have ap-
peared. Unfortunately, it is not treated there, and I am left in the fuzzy
position of dealing with an important issue that I sense in the background
and that may color their work and their conclusions, but that is not dis-
cussed openly in the paper.
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As Cohn and Fischer themselves have mentioned, one important cri-
terion that must be applied in judging mortgage alternatives is the
criterion of suitability for the secondary mortgage market. The secondary
market is heavily dependent on standardization of mortgage instruments,
and thus from the point of view of facilitating the secondary market for
mortgages, the fewer the distinct types of mortgages in use, the better. In
deference to this consideration, the Home Loan Bank Board may decide
to impose a regulatory constraint that says that all VRMs, whatever their
other characteristics may be, must have their rates pegged to one specific
index. They may not allow S&Ls the choice of how to peg their rates.

If that is going to occur, then it may make a lot of difference whether
the officially sanctioned index is an index of short rates or of long rates.
If Cohn and Fischer have a case to make that a long-rate index would be
an unwise choice, even as a second-best or compromise alternative from
the point of view of lenders, then it would be important for them to bring
forth the analysis that supports that position.

I have indicated several respects in which I feel this paper does not
deal adequately with the problem of how to compare the merits of the
various mortgage alternatives. However, let me add that this problem is
an extraordinarily complex one to treat in true theoretical splendor, and it
would be unreasonable to expect it to be completely solved in one pass. I
am not disappointed in this paper for not solving that; I am only dis-
appointed that it did not put into better perspective, with more explicit
qualifications, the results and analysis it does have to offer, which are
very real and valuable.




