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This report has been prepared and transmitted

in accordance with Section 822 of the Housing and

Community Development Act of 1974, which directs

the Secretary of the Treasury and the Secretary

of Housing and Urban Development to "study the

feasibility of financing the programs authorized

under Section 236 of the National Housing Act and

Section 802 of this Act through various financing

methods, including direct loans from the Federal

Financing Bank, with a view to determining whether

there is any such method that would result in net

savings to the Federal Government (after taking

into account the direct and indirect effects of

such method) ."





Description of the Section 236 Program

The Section 236 'program was established by the

Housing and Urban Development Act of 196S to subsidize

rental and cooperative housing for low and moderate

income families. Section 236 projects are privately

ov;ned. Mortgages are generally insured by FHA, although

some 236 funds have been channelled to non-insured

State-aided projects. The primary subsidy mechanism

is an interest reduction payment which can lower debt

service costs to the level of a mortgage with an

interest rate of 1%. The 236 program has been suspended

since January 5, 1973, although a number of 236 projects

are still in the pipeline. In fiscal year 1975,

approximately $4 00 million in interest subsidies was

paid for 436,000 units already committed.

Initial occupancy in a 236 project is open to

families with income less than 80% of median area income,

with adjustments for family size. Rents paid by

tenants and amounts received by project sponsors are

based on two rent measures, basic rent and market rent.

Basic rent is equal to operating expenses plus the

cost of amortizing a mortgage bearing an interest rate





of 1%. Market rent is equal to the operating expenses

plus the cost of amortizing the mortgage at the FKA

ceiling interest rate. Rents paid by tenants are

determined either by income level (25c of adjusted

family monthly income) or by baric rent , whichever is

greater. However, the tenant's payment cannot exceed

the market rent established for the unit. The sponsor

of a 236 project receives the market rent , with HUD's

net subsidy as the difference between the market rent

and the tenant's payment. Thus the basic Federal

subsidy in the 236 program is a commitment by HUD to

pay the differential between market rent and the

tenant's payment over the life of the mortgage. Since

the sponsor must turn over to HUD all rent receipts

in excess of basic rent, the total return for the

unit for the sponsor is equal to the market rent.

There are two additional forms of subsidy

connected with the 236 program, the GNMA tandem

plan and rent supplement payments. When FIIA ceiling

interest rates on mortgages make them unattractive to

private investors, GNMA (the Government National Mortgage

Association) may purchase the mortgages at or near

par. Resales of such mortgages by GNMA in the second

quarter .of '1975 have been at prices' from 81-82.





Also, up to 20 percent of the tenants in a 236 project may receive

rent supplement assistance. Under this assistance, a family pays

25 percent of its adjusted income for rent, even though this is

less than basic rent, as long as rent paid by the family does not

drop below 30 percent of basic rent.

Evaluation of the Section 236 program in the National Housing Policy
Review

During 1973, HUD conducted the National Housing Policy Review,

an intensive study of the Government's role in the provision of

housing which culminated in the publication of Housing in the

Seventies . As part of this study, the Section 236 program was

carefully analyzed to determine how well it was meeting its stated

purpose.

One set of considerations deals with program equity. Table I

shows the distribution of 236 housing by income class. Those familie

with the lowest income (less than $4,000) comprised only 23 percent

of total beneficiaries. Almost three quarters of the tenants fell

in the $4,000 to $8,000 income range. The table also shows that

these benefits went to a very small fraction of eligible families,

not even 1 percent of the families in any income range listed. In

sum, the Section 236 program provided considerable benefits to

a small number of mainly moderate income families, while over

99 percent of eligible families -- many of whom had less income

than the program's beneficiaries — received nothing.





Teble I

Distribution of Section 23C (Including 236 Rent
Supplement) Housing, by Income Class, as of

December 31, 19 7 2

(1)
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Another set of considerations deals with the efficiency

of the Section 23 6 program. Housing in the Seventies developed

several measures of efficiency in order to evaluate housing

subsidy programs. The first of these, Production Efficienc y,

is the ratio of the value of additional housing provided and

the cost to the Government. Depending on the type of sponsor

and whether rent supplements v:ere used, production efficiency

ranged from between .67 and .85. In other words, for every

dollar spent under the program, the return, in terms of additional

housing provided, ranged frcm 67C to 85C. Part of the inefficiency

is cue to administrative costs and foregone tax revenues, but

it was determined that this accounted for only about 40 percent

of the inefficiency. Part of the inefficiency was due to the

strong bias toward the construction of new housing rather than

rehabilitation of existing housing. Additionally, HUD's

audit office determined in 1971 that market rents in 236 projects

were about 10 percent higher than rents in comparable units

available in the private sector. Further, a study conducted in

1973 indicated that construction costs for these subsidized units

were about 20 percent higher than the costs of constructing

similar private units.
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Another measure of the overall efficiency of the program,

denoted by Pronr-r 1 efficiency
, is the ratio of benefits received

by tenants to the costs incurred by the Government. The Section

23 6 Program requires that the Government subsidy be given in

a certain form — subsidized housing; so that it is almost certain

that benefits received by tenants are less valuable to them than a

cash subsidy equal to the cost of the extra housing supplied.

For example, a family given the equivalent cash subsidy might

prefer to spend part of the additional income on clothing, rather

than on additional housing, but will take the housing because

that is what is offered. Housing in the Seventies concluded that

the overall efficiency of Section 236 in transforming Government

costs into tenant benefits, program efficiency, was in the range

of .47 to .55. In other words, Section 23 6 generally provided

about 50 C worth of tenant benefits for each dollar of Government

costs.

In summary, Housing in the Seventies concluded that the

Section 236 program, by its very nature, can only serve a small

fraction of those who are eligible for this form of housing assistanc

Additionally, it serves this small fraction in a very inefficient
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way, because of higher construction costs, because of a strong

bias toward new construction when rehabilitation of the existing

stock of housing would be more efficient, and because of the

administrative costs inherent in this type of program. It should

therefore be kept in mind that the present study is aimed at

evaluating financing alternatives for a program that has been show::

to have serious inherent shortcomings. Any potential cost savings

through alternate financing arrangements cannot change the underlying

weakness of the program.

Description of the Section 802 Program

Section 8 02 of the Housing and Community Development Act of

1974 provides for assistance to State housing finance agencies

and State development agencies. The purpose of this assistance

is to encourage the "formation and effective operation" of State

housing finance agencies and State development agencies, and to

enable such agencies to utilize the issuance of taxable obligations

as an alternative means for financing their programs. These agencie;

are to be supported in the following activities:

(1) provision of housing and related facilities for

persons of low-, moderate-, and middle income;

(2) promotion of sound growth and development of

neighborhoods through slum and blighted area

revitalization;
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(3) development and redevelopment of industrial,

manufacturing and commercial facilities;

(4) implementation of the development aspects cf

state land use and preservation policies.

However, to be eligible for assistance under Section 802, a

State agency must be a public body or agency, publicly

sponsored corporation, or a State instrumentality v.'hich is

designated by the Governor (or Governors in the case of an

interstate agency) as eligible for Section 802 assistance.

In addition, the agency must be determined by the Secretory

of Mousing and Urban Development to have authority to provide

housing and related facilities to persons of lov, moderate

and middle income. There is no statutory prohibition against

there being more than one "qualified" agency in any one State.

Assistance to State housing finance agencies and State

development agencies may take the form of (1) guarantees of

taxable State agency bonds, debentures, notes and other

obligations, and (2) subsidies through payment of up to 33-1/3

percent of the interest on these State agency issues.

In terms of the guarantee authority, the guarantee may

attach only to taxable obligations issued by qualified State

agencies for activities determined by the Secretary of KUD

to be in furtherance of either:
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(1) the provision of housing for persons of low,

moderate and middle income, if carried out

in connection with a slum or blighted area

revitalizaticn program under Title I (community

development bloc!: grants) or a similar program

acceptable to the Secretary; or

(2) other activities promoting the revitaiization

of slum and blighted areas.

The "aggregate principal amount of the obligations" which

may be outstanding and guaranteed at any one time cannot exceed

$500 million. The Federal guarantee covers principal, interest,

and redemption premiums. The Secretary of HUD is authorized

to establish reasonable fees and charges in connection with

the guarantee and to approve the interest rate, terms, and

offering and underwriting arrangements for guaranteed obligations.

A revolving fund would be established to provide for

payment of any liabilities arising under the guarantees.

This could be funded from fees and other receipts in connection

with the guarantees; proceeds of obligations issued to the

Treasury by the Secretary of HUD, which the Treasury is "authorized

and directed to purchase"; and such sums as may be appropriated
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(oper.-ended authorization) .

In terms of the interest subsidy, such subsidy

may be paid to, or on behalf of, State agencies v;ith

respect to taxable obligations issued in furtherance

of any of the enumerated purposes of Section 802. The

amount of the subsidy may be up to one-third of the

interest payable on the obligation. The statute provides

authority for up to $110 million of such subsidy payments

annually after July 1, 1975.

The interest subsidy may be paid in connection

with taxable obligations guaranteed under this section;

the authority may also be implemented independently.

The authority of the Secretary of HUD to approve interest

rates, terms and offering and underwriting arrangements,

hcv:ever, does net extend to obligations receiving the

interest subsidy unless such obligations are also

guaranteed under Section 8 02.
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Financing Ontions to be Considered

Section 822 of the Housing and Co^unitv Development
Act of 1974 directed a st-.r'v n' ( .ectea «. st,dy o£ the feasibility of various
methods of fin-incinc crr'-innc nc 5 ««,-ncxng .ccwiona 2^5 and 302 projects. The most
important optics induce: (1) direct financing through the
Treasury; (2) direct financing through the Federal Financing
Bank; (3) 3riv?'-plv •<--•,,.„ -

I priw.el* financed guaranteed loans; and (4)

guaranteed privately financed loans Onlv .-h, B_oa.j^. unxy Lne second and
third of those options, hoover, are of general concern.

At the outset, it was concluded if direct Federal
financing were provided for either program that the
appropriate mechanism „oe!d be the Federal Financing Ban,,
which was established by Congress to consolidate agency
financing and to finance guaranteed obligations that would
otherwise be sold in the securities market. Moreover,
since the FF3 is financed through Treasury, there is no
reason to believe that different estimates would be

,
appropriate for direct Treasury financing than for FFB
financing.

In addition, because of the creation of the FFB, there
is no reason to consider financing of Section 236 or 302
projects through a HUD agency issue, since the HUD agency
issue would also be financed by the FFb! If the Federal
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Financing Bank is used for financing, however, mortgage origination

and servicing would necessarily, and appropriately, be handled

through the Department of Housing and Urban Development either

directly or on a contract basis. This would, of course, also be

true for Treasury or agency financing.

Option (3), Federally guaranteed privately financed loans,

was used in the 236 program from 1968 to 1972 (in many instances

through the GNMA tandem plan), and is authorized by Section 802(c)

(1). Analysis of the direct and indirect costs of options (2) and

(3) should indicate the likelihood of cost savings to the

Government if financing were shifted to the Federal Financing

Bank.

Finally, Section 802 permits Federal Government subsidies

of taxable State obligations sold to the private market, but

not carrying a Federal guarantee. Since Section 802 has not

been implemented, however, and the applicability is less general;

i.e., the interest subsidy cost for nonguaranteed obligations

would clearly be higher than for guaranteed obligations, this

option is not considered in any detail, although the general

methodology in this report is clearly applicable.

Feasibility of Financing from the Federal Financing Bank

The Federal Financing Bank was established by the

Congress on December 29, 1973, in the Federal Financing
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Ban!-: Act of 1973 (P.L. 93-224), and the Bank began

operation in May 1974. Section 6 of the 1973 Act authorizes

the Dark to purchase er.y obligation which, ic "issued, sold,

or guaranteed by a Federal agency." The Ban); is thus

authorized to purchase any Section 236 and 802 obligations

guaranteed by the Secretary cf KUD. In fact, the Bank

has purchased ether obligations guaranteed by HUD (new

community debentures) as veil as obligations guaranteed

by the Departments of Agriculture, Defense, HEW, Transportation,

and other Federal agencies. (A detailed report of the Bank's

lending activities is attached as Appendix A)

.

Administrative arrangements have been developed under

the Federal Financing Lank Act to assure that FFB operations

will meet the objectives of the TFB Act. Borrowing and

lending policies and procedures have been adopted to

assure that the Bank operates on a self-sustaining basis

and the agencies using the Bank have access to financing

in accordance with their program requirements.

The intent of the FFB Act was tested in the debate on the

Budget and Impoundment Control Act of 1974. Provisions in the

Senate-passed version o. this legislation would have effectively

repealed the provision in section 11 of the Federal Financing

Bank Act which excludes receipts and outlays of the Bank
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from the Federal budget totals. Thus, while guaranteed

obligations financed directly in the market v:ould have

continued to be excluded from the budget, purchases of

guaranteed obligations by the Bank v:ould have been treated

as Federal budget outlays. However, in the conference on the

Budget Act, the Congress reaffirmed its 1973 decision in

section 11 of the FFE Act that FFB financing should not

have the effect of bringing into the Federal budget guaranteed

obligations which would otherwise be financed outside of

the budget.

Moreover, it was not clear in 1974 that Congress

would provide sufficient borrowing authority to make the

FFB a reliable source of financing, but this question was

resolved by the Congress thi.s year in the Treasury's debt

limit legislation. That is, the Congress authorized

additional public debt to be outstanding in order to permit

the Treasury to borrow for the purpose of lending to the FFB.

As a result, while the FFB was a relatively untested

innovation in public finance a year ago, the Bank is now well

established, and the intent of the Congress in the Federal

Financing Bank Act "to provide for coordinated and more efficient

financing of Federal and federally assisted borrowings from

the public" was substantially achieved in the first year of the

Bank's operations. As of August 31, 1975, the Bank's outstanding

loans totalled. $14.6 billion.
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The GAP Study of Alternative Financing Mechanisms

In 1972, the General Accounting Office studied possible

savings in the Section 236 program through direct lending

by the Treasury to project sponsors, as compared to the

cost of subsidizing interest payments on mortgages obtained

by sponsors from private financial institutions. [Report to

the Congress: Opportunities to Improve Effectiveness and Reduce

Costs of Rental Assistance Housing Program (B-171630); Comptroller

General of the United States; January 10, 1973.] The Federal

Financing Bank was not then in existence. (GAO also conducted

a companion study of Section 235, which is not relevant

to this report.)

Under direct lending by the Treasury, as analyzed

by GAO, the Treasury would borrow at its prevailing rate

and lend to sponsors at the FHA ceiling rate. This would

generate a profit for the Treasury, which would partly

offset the subsidy costs of the program. In the GAO

example, the Treasury would borrow at 6.5 percent and

then make mortgage loans at 7 percent, which were

representative interest rates at the time of the study.

The sponsor, however, would begin to repay the mortgage
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as if it were a 1 percent mortgage, as prescribed by Section

236. This repayment is based on the maximum subsidy

permitted under Section 236. GAO assumed, further, that

the subsidy payments would decline by 5 percent each

year for 20 years, so that the repayment by the sponsor

would increase steadily from year to year. The GAO

methodology assumed, in effect, that HUD would pay the

sponsor, or the Treasury directly, a subsidy payment from

its appropriation. This would be the same as the subsidy-

paid under the program as it operated during the early

1970 ' s; that is, the change in tha method of financing

would not change the subsidy payment.

The GAO study also included several other types

of costs associated with Section 236, in addition to

the subsidy and the Treasury's "profit":

1. ''.ort.o;icc s e rvicing fees : Under the financing

method actually used during the program, mortgage

servicing fees were paid by the mortgage lender,

and the cost of servicing is included in the

interest rate charged the sponsor, imposing

no additional costs on the Government. Under

the direct loan method, HUD would pay the servicing

fee. GAC used a fee of .37 5 percent, which is

typical for mortgage servicers.
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2. income tax recoveries. Interest payments made by

HUD to the mortgage lender, and by the Treasury

to its lenders, represent incorr.e and are subject

to tax. The income tax recoveries are thus a

"negative cost" of the program. Since interest

payments are higher under the subsidy method than

under the direct loan method, income tax recoveries
are also higher under the former. However, for

comparison purposes, only the difference in net

yield between an investment in Treasury obligations

and in guaranteed mortgages needs to be considered.

Assuming a yield on Treasuries of 8-3/8 percent and

a yield on guaranteed mortgages of 8-5/3 percent (3

percent less 3/8 percent servicing costs) or 9-1/8

percent (9-1/2 percent less 3/8 percent servicing

costs) and an average marginal tax rate of 4 percent

(taking into account the variety of holders of

Government securities) , the difference is seen

to be small.

3. Tar.ee-. Plan Costs. Some of the 23G projects were

financed under the "Tandem Plan," in which the

Government National Mortgage Association buys the

mortgages from the private holders and resells





19

them at a lower price. In effect, by reselling the

mortgages, the Government is borrowing at the higher

guaranteed mortgage rate rather than at the lower Treasury

rate.

GAO calculated savings of $].209 billion from direct

lending, for a six-yesr, 1.050 million unit program.

However, during subsequent discussions with HUD, it was

established that this figure overstated the savings,

because of several limitations and misspeeif icaticr.s in

the computer program which performed the calculations.

HUD and GAO have since agreed that the appropriate figure

for direct savings is $733 million, using the GAO

assumptions and methodology.

Criticue of the GAO Report

The GAO report ignored any indirect costs of direct

lending. Shortly after the report appeared, the National

Housing Policy Review, which was conducted within HUD

during the Spring and Summer of 1973, commissioned an

analysis and evaluation of the GAO report by Dr. Jack

Guttentag, Robert Morris Professor of Banking, Wharton

School, University of Pennsylvania and editor of the

Journal of Finance. Professor Guttentag ' s "Direct Federal
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Rousing Loan, Vs. Interest Rate Subsidies," will appear
in Volume 2 of l^s^^J^^^__Sever

!
tj_25_.

Guttent&g raicoa several questions about the gao
study's csis&ion of indirect effects. He stressed

particularly that Treasury tends would be r.ore liquid
than reinsured single f>,:dly mortgages and that the

change fro::, mortgages to bends might cause investors

to see', to rearrange their portfolios. To quote Guttentag

A large part of the yield
differential betvreen FKA mortg»c«c
and Government lends is due to the
greater liquidity of bcr.dn. if ar
investor needs cash in a hurry, t u e
bonds can be readily sold whereas
mortgages tako seme time to disocsc
of. Because liquidity is valued
by investors, they require a
"liquidity premium" to be induced
to hold mortgages....



I
!
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Let us suppose Government issues a new 61 bond
which it swaps v.-;ith a private investor fcr a mortgage
that is identical to the bend in al] respects except
that it is illiquid and carries a 7% viola. We will
assume that the private investor is as well off as
before, i.e., the 1% decline in yield is exactly
compensated by the greater liquidity of the bond. is
the Government better off? it would appear so because the
Government is making a I--, 'profit" on the swap, but
we i.v.: st loo k further.

[A burden on the Government] arises from the
macroeconamic effect of the swap. Let us inquire
exactly why the private investor would he willing to
swap an illiquid 71 mortgage for a liquid c% bond.
The reason is that with the bond the investor could
reorganise the balance of his portfolio in such manner
that he could increase his earnings by enough to at
least offset the. lower rate on the bond. The most
obvious casa and the most convenient one to analyze
would be where the investor reduces his cash balance.
If, in the example given, the shift from the mortgage
to the bond allowed the lender to reduce cash holdings
by an amount equal to 16-2/3 percent or more of the
swap, and if this cas-h was invested in rare 6

r
o bonds,

the investor's income would be as high or higher than
it was before. Eut this reduction in cash balances
has an expansionary i-iacroeconomic effect, comparable
to a rise in the money supply of the same amount.
If this effect is to be avoided, Government must see
that these balances are not offered "on the loanable
funds market to others who would spend them for goods
and services. Government would therefore be obliged
to sell more securities tc the inverter, in an amount
equal to the reduction in the latter ' s cash balance.
This raises interest costs to the Government, offsetting
the profit derived from the swap.
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Guttentag stressed that his analysis was theoretical

and that the problem was difficult to study empirically,

but he concluded that, based on his research, "The odds

are at least as good that the Government will be a loser

as that it will be a winner," and that, "any benefit to

Government from swapping a liquid security for an illiquid

one will be offset by costs of neutralising the macroecor.omic

effect of the swap." This argument is most applicable if

the program is financed by short-term Treasury securities.

Longer term Government securities, more comparable in

maturity to mortgages, are substantially as illiquid in

terns of potential capital losses with changes in market

interest rates, but mere liquid than heme mortgages in the

sense that they are traded in a wider, deeper market, so

that an investor could sell Treasury securities more readily

than mortgages, and with less market impact, if he needed

cash quickly.

Guttentag also suggested that GAO may have understated

one cost item in its calculations. GAO omitted any net

costs of originating mortgages. A HUD study of origination

costs in 1971-72, however, showed that most originators

ran net losses on origination. Currently, estimates by

the Mortgage Bankers Association suggest that origination





23

costs are about 200 to 220 basis points, compared to

an origination fee of 100 basis points, which can be

charged to the borrower. Under direct lending, the

Government would either incur the net costs of origin.- tier.

,

or pay mortgage companies to provide the service; und; r

the subsidy method, the costs are included in the interest

rates charged by lenders. It is possible that net

origination costs are recovered later in higher service

charges, but if this does not occur, additional costs

would be incurred by the Government under direct financing.

In applying the GAO methodology to calculating the

direct costs of financing a subsidy program through

alternative methods, in particular the method cf direct

loans compared to private financing, it is important to

consider the time stream of these costs, and to discount

these time streams in order to determine their present

value. A method similar to the GAO method is used in

our calculations of the direct costs of financing sections

802 and 236. Consideration is also given to indirect costs,

which were not covered in the GAO study.



1

1
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Comparison of Alternative Means of Financing
Section 236 and Section 802

Two primary methods of financing Section 236 and Section 802

are compared in this study:

1. Direct lending by the Department

of Housing and Urban Development, using

funds obtained from the Federal Financing

Bank;

2. Guaranteed loans obtained by project sponsors

or State housing agencies in the private

market at prevailing market interest rates.

(In the case of the Section 236 program, this

is the method which has been used in the

program to date.)

In comparing the two methods of financing, costs are estimated

per $1 billion of loans. The illustrative calculations are based

on data for the second quarter of 197 5. Changes in current

market conditions, particularly interest rate changes, would

affect the quantitative results presented here, but probably

not the basic conclusions.

The cost of each alternative is divided into two categories:

direct costs and indirect costs. Direct costs include those

costs which are directly associated with the financing of program

activity. In this analysis, direct costs are based on the net
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interest expense to the Federal Government of direct and

guaranteed financing. Indirect costs include those expenses

which are incurred as a result of, but not in connection with,

the financing of a given level of program activity. The

primary indirect costs to be considered here are the expenses

of Government (versus private) forebearance , and any increased

interest on Government debt brought about by increased Treasury

borrowing

.

Direct costs

Section 236

Direct costs of the two financing methods are calculated

using essentially the assumptions and methodology developed

by GAO in its 1972 study. Under the Federal Financing Bank

alternative, HUD is assumed to borrow from the FFB at 1/8

of 1 percent over the Treasury's current cost of borrowing

and to lend to project sponsors at market interest rates.

These interest rates are different from those used by GAO in

1972. The GAO assumptions are used for calculating the costs

of mortgage servicing fees and the pattern of subsidy payments

over time. In particular, it is assumed that loans to project

sponsors are made at the same interest rates under both methods

of financing, and that therefore the same subsidies are paid by

HUD to project sponsors. Under the direct Government lending
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method, the subsidy costs to HUD are partly offset by the

profit to the Federal Government from the difference between

the interest rate at which the Federal Financing Bank borrows

funds, and the mortgage interest rate paid by the private sponsors.

The GAO tax assumptions have been simplified by applying a 4

percent rate to the difference in net yields between Treasuries and

guaranteed mortgages (rather than to gross returns.)

Interest rates used to calculate the costs are those

prevailing during the second quarter of 1975. During that

period Treasury's average new money cost of financing for

a bundle of securities equivalent to a 4 0-year amortized

mortgage was 8-3/8 percent. The FFB's lending rate for 40-year

amortized mortgages, therefore, would have averaged 8-1/2 percent,

including FFB's override charge of 1/8 of 1 percent. Including

HUD servicing costs of 3/8 of 1 percent, therefore, the total

direct Federal cost of making 4 0-year amortized mortgage loans

in the second quarter of 1975 can be estimated at 8-7/8 percent.

This estimate, however, may slightly overstate the direct

costs. The FFB's 1/8 of 1 percent override is intended to protect

the FFB against market risks resulting from a mismatch in

maturities between its assets and liabilities. With FFB being

financed by Treasury, however, this risk has been eliminated

and a more modest override may now be appropriate. In addition,

a 3/8 of 1 percent servicing fee may be high for multi-family

projects, either for HUD or for private servicers, or may include

some origination costs. If a lower figure were used, for example,
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1/4 of 1 percent, the Federal cost would be reduced for direct

HUD lending. On the other hand, this reduction would largely

be offset by an increased income tax recapture under the

guaranteed mortgage financing alternative.

For the purposes of this study, these differences are

minor. The calculation of costs under the alternative financing

methods is not affected significantly by any likely differences

in the FFB cost override, the mortgage servicing fee, or the

origination costs. The maximum difference is in the neighborhood

of $1 million per $1 billion of mortgages.

The going guaranteed mortgage rate can be variously estimated

The FHA ceiling rate, used by GAO, was 8.50 percent during the

second quarter, but, since 8-1/2 percent FHA mortgages sold at

discounts of up to 8-9 points in this period, the FHA ceiling

rate was clearly substantially below the market rate for mortgages,

The current yield on 236 mortgages in the secondary

market for 236 projects constructed in the past can be estimated

from recent GNMA sales. During the the second quarter of 1975,

the Government National Mortgage Association sold $70.7 million

of 40-year 7 percent Section 236 mortgages at prices of 81 to 82.

These prices, depending on the exact length to maturity,

translate into a yield of approximately 9-1/8 percent. However,

previous 236 mortgages may not be equivalent to those which

would be issued if the program were reactivated. Larger aaies

would undoubtedly require substantially higher yields to reach

a wider range of investors.
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A third estimate is provided by the prevailing

conventional multi-family rate, adjusted for the FHA

insurance on Section 236 mortgages. During the second

quarter of 1975, conventional multi-family interest

rates were in the neighborhood of 10 percent or slightly

lower; the average for the quarter was 9.93 percent.

At the same time, the spread between FHA single-family

and conventional single mortgages was about 50 basis

points. A Section 236 interest rate of approximately

9.50 percent would therefore be a reasonable, upper

estimate for a program of moderate scale, i.e., $1

billion or less per year.

In summary, for this analysis, the assumptions

in the following table were made:
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Analytical Assumptions

Total Federal Direct Lending
Costs

Guaranteed Mortgage Financing (a)

Gross Mortgage Rate 9 %

Less: Servicing Costs 3/8%

FFB Financing

Treasury Cost of Financing 8-3/8%

FFB Costs 1/8%

HUD Servicing Costs 3/8%

8-7/8%

(b)
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Using these interest rates, and assuming rates to the

sponsors are the sane whatever the means of financing, the

direct cost of guaranteed mortgage financing is found to hi-

slightly higher than FFB financing, even if the most optimistic

estimate is mace of the cost of guaranteed mortgage financing.

With the 9-1/2 parcent guaranteed mortgage interest rate,

however, the excess direct costs of guaranteed mortgages is

larger v;ith the present value of the net differential amounting

to $37 million per $1 billion of multi-family projects. That is,

the present value of the net subsidy cost par $1 billion cf

multi-family projects is $3 55 million for the FFB alternative

against S3C2 million for the guaranteed mortgage alternative.

This is a saving of about 9 percent of program costs. If the

lcv:er estimate of 9 percent is used for the guaranteed mortgage

alternative, the present valv.3 of the net differential is $3

million per billion of multi-family projects. This is a savings

of less than 1 percent of program costs.

These calculations refer directly only to the second

quarter of 197 5. However, the difference in direct costs in

mid-1975 is similar to the difference found in the GAO study

for mid-197 2 and should be approximately the same for a wide

ranoe of rate levels.
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Section 802

Section 802 provides several financing options:

HUD is authorized both to guarantee and to pay up to one-

third of the interest on taxable State Housing Finance

Agency (HFA) obligations or to give the guarantee or the

subsidy without providing the other. The Federal Financing

Bank Act of 1973 authorizes the Bank to purchase any

obligation which is guaranteed by a Federal agency. In

keeping with the intent of the FFB legislation, the Bank

would not purchase State HFA obligations without a full HUD

guarantee.

For purposes of this analysis we have assumed that

Federally-insured State HFA bonds could be sold at yields

of 9 to 9-1/2 percent, the same range of interest rates used

in the preceding analysis of section 236 financing. We have

also assumed that the cost of financing through the Federal

Financing Bank is again 8-1/2 percent, noting, as before,

that the 1/8 percent override included in the 8-1/2 percent

figure may not represent real Federal costs. As was the

case in the section 236 evaluation, section 802 is evaluated

on the basis of the cost per billion dollars, although section

802 of the Housing and Community Development Act of 1974

authorizes only $500 million in guarantees.
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In order to put the calculations on a common basis, it

was assume-! that State HFA bonds would ho amortized over the

same period as an m:. mortgagee. In neither case are

prepayments assumed, although the effect of any prepayments

would be to reduce sor:.ev:hat both the present value of the

interest prw-r. er.ts and subsidy amounts. The effect would I

substantially the same whatever means cf financing were

adopted and would not affect the conclusion to be drawn.

In calcu." :iting the subsidy costs to the Federal Governr.cr.i

it has been assumed that section 8 02 is implemented with the

maximum subsidy of one-third of interest ccsts being paid

by the Federal Government, under either method of financing

The calculations of direct cost in the :.e::_ section are

based ox> this assumption. It would be possible to implement

section CC2 at less than the maximum rate cf subsidy, v:hich

would reduce total Federal costs and also reduce the saving

estimates calculated in the next section. It would also be

possible to reduce the rate of subsidy when the method cf

financing is changed, so that all savings from TFD financing

accrue only to the Federal Government rather than the State

HFA or the tenants of section 802 projects. If this latter

course is followed, the savings to the Federal Government

from FFB financing would be higher than these reported below.
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Federal Guarantees and Interest Subsidies .

The combination of Federal guarantees coupled with the

maximum interest subsidy would appear to be the most attractive

financing option for section 8 02 from the standpoint of the

State HFA, because this combination would provide a lower net

borrowing cost for State HFA's than would guarantees without

a subsidy or subsidies without a guarantee. It is possible

however, that some State HFA's would find tax-exempt financing

without either a guarantee or a subsidy even more attractive,

especially if the State pledged its full faith and credit to

the repayment of the agency's obligations, and thus would not

participate in the program.

In terms of the direct costs of the Federal interest subsidy,

a shift from market financing of guaranteed taxable State HFA

obligations to FFB financing would lower the interest rate

from a range of 9 to 9-1/2 percent to a range of 8-1/2 percent

to 8-3/8 percent.

The subsidy per billion dollars could be reduced in the

first year from $31.7 million to $28.3 million, a direct saving

6f $3.3 million, and by smaller, but proportionate amounts,

in later years, since interest is a declining share of the

payment as the loan is amortized. In present value terms,

the direct saving resulting from the shift to FFB financing,

therefore, would be about $39 million over the life of the loan.
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This is about 10.5 percent of the cost of the program to

the Federal Government.

Federal Guarantee •Tithout an Interest Subsidy .

Since there would be no interest subsidy under this

option, there would be no interest subsidy cost savings

to the Government from shifting from market to FFB financing

However, the reduced borrowing costs from FFB financing

would permit savings that could be passed through to the

section 802 project tenants. As previously indicated, this

option of Federal guarantees without an interest subsidy

is not likely to be used in the event that section 802 is

implemented

.

Interest Subsidies Without a Guarantee .

Since a nonguaranteed taxable State HFA obligation

would sell at a higher yield than a similar guaranteed

obligation, the direct interest subsidy cost to the Federal

Government would be higher unless it provided the guarantee.

Whether the net cost were higher, however, would depend on

the relationship between the cost to the Federal Government

of making good on its guarantee and the guarantee fees

which may be charged.
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In this connection, granting a guarantee by itself

would tend to make tax-exempt financing relatively more

attractive for better credit ratings and attract the

poorer credit risks to the guarantee program. Without

experience under the section 8 02 program, however, the

risk element is difficult to estimate, although based on

experience in the section 236 program it might be large.

The estimated present value of the loss due to defaults,

based on past and projected section 236 experience, is

about $110 million per $1 billion of mortgages. (This

was calculated on the basis of past and anticipated defaults

by year, adjusted for the factor of lower principal

balances in future years as well as anticipated
•
periods

of from one to two years between the time of foreclosure

and the time of foreclosure sale.) In general, riskier

securities must carry higher interest rates in order to

compensate investors for assuming greater risks. Extending

guarantees does not lower the underlying risks; it simply

shifts the risk to the Federal Government.

As indicated previously without a guarantee, the

question of FFB financing does not arise.
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Indirect Costs: Section 236 and 802

The previous section of this study examined the direct

costs to the Government of various alternative means of

financing the Sections 236 and 802 programs. Section 822

of the 1974 Housing and Community Development Act also

requires consideration of indirect effects.

Default and Foreclosure

As is well known, the Section 236 program has experienced

an extremely high default rate, and the 236 FHA insurance fund

is in grave financial difficulty. As of December 31, 1974,

there was a deficit of $158 million in reserves in the

Section 236 fund and this deficiency has since increased.

Experience under a Section 236 program of direct mortgage

lending by the Government can be expected to be approximately

the same as under the Section 236(c) method, since the interest

rates charged to sponsors, and the sponsors' repayment patterns,

would be the same under both programs. It is quite possible

that defaults and foreclosures might be higher under 236 at

present, under both financing methods, than they have been,

since interest rates are higher now than they were in the

early 1970' s. In the absence of direct data on this possibility,

however, the experience of the recent past is used.
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On the basis that losses from defaults would be proportional

to past program experience, the expected cost to the Government

would be about $31 million per $1 billion of 236 units, in present

value terms. This loss applies to both financing methods.

However, when Federally guaranteed private borrowing is

employed as the means of financing program activity, there is

a small reduction in income to the mortgagee during the interval

between default by the mortgagor and payment of the claim by

FHA, because interest on the unpaid principal balance is paid

by FHA at a lower interest rate than the mortgage rate. In

addition, the mortgagee is charged a fee by HUD for processing

the mortgage insurance claim. This fee is equal to 1 percent of

the outstanding principal balance of the mortgage. Under the

direct lending option, those costs Would be borne by HUD.

On the basis of the actual and projected default experience

under the section 236 program, the interest cost differential

and the claim processing fee have a present value of $3 million

per $1 billion, which must be offset against the direct cost

savings of $37 million per $1 billion from FFB financing.

Indirect Impact on Treasury Borrowing Costs

We now turn to a more difficult question: how does an

increase in Treasury borrowing affect the interest rate

Treasury must pay to finance the public debt. If the substitution

of Treasury borrowing for Federally guaranteed private borrowing

increases the Treasury borrowing costs, this additional cost



!
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must be factored in the analysis of the two financing

mechanisms. If Treasury borrowing rates are left unchanged

by the substitution, then of course there will be no indirect

costs of this type. By their nature, these indirect costs

are difficult to specify and quantify, since they result

from complex interactions in financial markets. An ideal

model would take account of these interactions and be sufficiently

detailed to allow a simulation of the precise financing options

considered in this report. However, no such model presently

exists. Viewson the significance of these indirect costs

vary considerably, some believe they are negligible while

others believe they could be significant. The question

of indirect costs has been investigated by performing simulations

with two recently developed financial models of the United

States economy. These models are described in detail in

Appendix B, which also provides further detail on the results

of the simulations. Unanswered questions remain concerning

this indirect cost, and we believe that the subject is sufficiently

important to merit continuing research and model development.

Earlier Studies

The Federal Financing Bank was the product of many

years of study by the Congress and by the Executive Branch
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of Federal credit programs and appropriate methods of

financing these programs.

In 19G1 a general analysis of Federal credit programs

from the standpoint of overall monetary and financial

policy v?as included in the report of the private Commission

on Money and Credit. The Commission' s report was the

subject of hearings by the Joint Economic Committee of

the Congress in August 19G1.

In 1962, as s.n outgrowth of the Commission's report,

an inter-agency Cc: :._ctee on Federal Credit Programs,

appoint a:"! by President Kennedy and chaired by the Secretary

of the Treasury, made an intensive revie".* of the policies

and principles applicable to Federal credit programs.

In 19G3 a staff study was conducted by the Subcommittee

on Domestic Finance of the House 3anking and Currency

Committee. This study contains much valuable information

on a program-by-program basis for all Federal credit

programs active at that time.

The basic principles and guidelines applicable to

Federal credit programs, which were set down by the

Committee on Federal Credit Programs in its 1962 report,

were endorsed by President Kennedy in 1963 as a statement

of Administration -policies . President Johnson also

affirmed his support of these policies in approving the
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issuance of Bureau of the Budget Circular No. A-70,

February 1, 19C5, setting out certain guidelines for

Federal credit program legislation.

The experience gainer? in implementing the credit

program policies recommended by the President's Committee

was reviewed in 19 G 6 by the Treasury in preparing its

report pursuant to section 8 of thi Participation Sales

Act of 1966 on "the feasibility, advantages, and dis-

advantages of direct loan programs compare:! to guaranteed

or insured loan programs." That report, dated November 24,

1966, together with the 1SG2 Report of the President's

Committee on Federal Credit Programs and Bureau of the

Budget Circular No. A-70, were published as a" Committee

Print by the Senate Committee on Banking and Currency on

January 21, 1967.

The Participation Sales Act of 1266 provided for the

coordination of the market financing of obligations sold

and guaranteed by certain Federal agencies, and the

November 24, 1966, report to the Congress by the Secretary

of the Treasury concluded

The use of participation certificates to help
finance additional types of Federal credit
activities should be explored. The possible
establishment of a Federal credit management
corporation, to build en the experience of
participation sales through the Federal National
Mortgage Association and further coordinate
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Federal credit activities, should also be
studied. [Pace 4, Senate Banking and Currency
Committee Print, January 21, 1967.]

The need for the 'Tederal credit management corporation"

suggested by the Secretary of the Treasury in 19 G6 became

increasingly evident in subsequent year- with the expansion

in the number and volume of Federally guaranteed borrowing

activities in the securities narkets. 7'-; .is, the Federal

Financing Bar!; legislation was proposes by the Administra-

tion in the 92nd Congress and resubmitted to the 93rd

Congress. The FFB legislation was sponsored by the

Treasury and strongly supported by MUD and the other

credit program agencies.

From the earlier studios of Federal credit programs,

a consensus had developed in the Congress and in the

Executive Branch as to appropriate principles and pro-

cedures for determining Government borrowing costs,

budgetary treatment, and financing of Federal credit

programs and the coordination of such financing with the

overall debt management responsibilities of the Treasury.

Those principles and procedures were incorporated in the

provisions of the Federal Financing Bank P.ct. While many

difficult questions remain as to the credit allocation and

overall effects of Federal credit programs on the Federal
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budget, financial markets, and the economy, the Federal

Financing Ear.k has at least provided an effective means

of rationalizing the method of financing those programs

which arc financed in the securities markets.





Apr ?nd.i :••. A

FEDERAL FIN7»KCi:,"3 DANK

LOANS OUTSTANDING

(millions of collars)

/ I- - - - • i r • t*ii«j

loans
outstanding

Farmers Home Administration 6,000.0

General Service? Administration 45.3

Department of Defense 14 9.0
Foreign. Military Sales

Department of Health, Education and '•" -ifarc 75.4
(Medical Facilities Loan Program)

Department cf Housing and Urban Development
(New Communities Administration.) 2]. .0

Export- Impor t Ear.:: 4,049.4

National. Railroad Passenger Corporation (AMTRAKj 335.4

Overseas Private Investment Corporation 5.5

Postal Service 1,500.0

Rural Electrification Administration 398.0

Small Business Investment Companies 51.2

Student Loan Marketing Association 240.0

Tennessee Valley Authority 1,465.0

United States Railv;ay Association 82.0

Washington Metropolitan Area Transit
Authority (WMATA) 1 77.0

TOTAL 14,594.2

Office of the Special Assistant
to the Secretary (Debt Management) August 31, 1975
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FEDERAL FINANCING BANK

LOANS MADE TO DATE

"(Thousands of Dollars)

DATE
1974 ACENCY

"5/24 REW-0:edlcal Facilities Loan
Program) •

6/4 Student Loan Marketing
• Association (Matured)

/>>?! Postal Service (rutured)

—
•
-~ " 7/2 '"""'""Tewrs' Hone" Adr.Tn~is ['rat i off"

"'

7/5 HEW - (Medical Facilities
Loan Progran)

7/12 Amtrak (matured)

7/15 Antrak (matured)

7/19 Antrak (matured)

7/22 CSA (renegotiated)

7/25 TVA (matured)

7/26 HEW - (Medical Facilities
Loan Program)

7/31 Amtrak (matured)

8/1 SLMA (matured)

8/8 Farmers Home Administration

8/9 Small Business Investment
„'~

t Companies

8/15 Amtrak (matured)

8/21 Amtrak (matured)

8/26 BEW - (Medical Facilities
Loan Program)

'6/27 Amtrak (matured)

9/3 SLKA (matured)

9/6 " BEW - (Medical Facilities
Loan Program)

9/23 BEW - (Medical Facilities
Loan Program)

9/24 Farmers Home Administration

9/24 Amtrak (matured)

* ^/2b TVA (matured)

10/3 Antrak (matured)

footnote* * t end of chart

AMOUNT
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FEDERAL FINANCINC BANK

LOANS MADE TO DATE
Page 2

(Thousands of Dollars)

DATE
1974 ACENCY

AMOUNT
OF NOTE
OR ADVANCE

10/10

10/11

10/11

10/11

10/11

10/22

10/23

10/24





FEDERAL FINANCINC BANK

LOANS HADE TO DATE
Page 3

(Thousands of Dollars)

DATE
1974 AGENCY

AMOUNT
OF NOTE
OR ADVANCE f'-ATL'RITY

INTEREST
RATE

12/23 SLMA (matured)

12/23 SLMA

12/26 TVA (matured)

12/31 TVA (matured)

- 1 2-Z-3

1

An tr-a k. - - ( ma t u r e d )•

20,000

20,000

220,000

170,000

— 3,000-

1/30/75

12/16/75

3/27/75

3/27/75

1/10/75-

7. 1207

7.210

7.420

7 . 570

-7.-6 2-1—

1975

1/10

1/10

1/10

1/16

1/22

1/24

1/30

1/30

1/30

1/30

1/31

1/31

1/31

2/3

2/7

2/18

Amtrak (matured) 40,900

Flover Hound New Toun, Ltd. 4,000
UUD New Co n= unities
Adoinistrat ion

GSA 3

Oglethorpe Electric Membership 206,500
Corporation (REA)

Small Business Investment 8,700
Comp anies

HEW (Medical Facilities 6,000
Loan Program)

TVA 200,000

SLMA (matured) 25,000

SLMA 25,000

SLMA 50.000

Oglethorpe Electric Membership 2,230
Corporation (REA)

Farmers Home Administration 500,000

Overseas Private Investment 5,454
Corporation - Government
of Guyana

Government of Turkey - 35,000
Department of Defense

Harbison Development Corporation 13,000
HUD New Communities
Admin istration

Amtrak
( B ,;urcd) 14 .000

4/11/75

12/13/89

11/15/04

1/21/77

1/1/85

Various to
7/1/99

1/31/90

7/31/75

1/29/76

5/11/76

2/2/77

1/31/80

1/2/88

1/1/84

1/31/95

4/11/75

7. 144

7 . 750

8.:so

7. 570 7/

7.950

8.030

8.050

6. 480

6 . 700

6. 850

7.210 8/

7.650 9/

8.375 10/

7 . 750

8.000

5.822

2/19 Small Business Investment
Compan lc s

2/21 Amtrak (matured)

2/21 HEW (Medical Facilities
Loan Pr og r an)

4 ,490

6,000

708

2/2* US Railway Association (prepaid) 12.836

2/1/85

4/11/75

various
to 7/1/99

5/26/75

7.6001

5.631

7 .900

5.510
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FEDERAL FINANCINC BANK

LOANS HADE TO DATE
Page 4

(Thousands of Dollars)

AMOUNT
DATE OF NOTE INTEREST
^p;S AGENCY OR ADVANCE MATURITY RATE

2/25 Amtrak (matured) 7.000 4/11/75 5.915

2/25 Farmers Hone Administration 500,000 2/25/80 ' 7.375 IV

2/26 HEW (Medical Facilities 10,520 various 7.950
Loan Program) to 7/1/99

2/27 TVA (matured) 130.000 5/29/75 5.910

2/28 Oglethorpe Electric Membership 2,630 12/31/09 8-130 1;/
Corporation (R£A) "

""

3/4 SLMA (matured] 25,000 6/3/75 5.950

3/4 SLMA 25,000 9/6/77 6.900

3/4 SLMA 50,000 3/1/77 6.700

3/7 Antrak
( Qatured )

5,000 4/11/75 6.068

3/10 Government of Greece - 33,152 3/1/85 7.650
Department of Defense

3/13 .South Mississippi Electric 4,500 3/21/77 6.680 r3/
Power Association (P.EA)

3/14 Washington Metropolitan 177,000 7/1/7014 8.350
Area Transit Authority
(WMATA)

3/17 Amtrak Matured)

3/19 Small Business Investment
Companies

3/21 Amtrak

3/26 Farmers Home Administration

3/27 TVA (matured)

3/2 7 TVA (matured)

3/27 TVA

3/31 Oglethorpe Electric Membership
Corporation ( REA)

3/31 Amtrak (matured)

3/31 Government of Brazil
Department of Defense

4/1 Government of China
Department of Defense

4.'1 Amtrak (matured) 20.000 4/11/75 6.432

4/10 Doniphan Telephone Company 5 39 12/31/2009 8.680 16/

(REA)

4/10 C st, . 48 11/15/2004 8.700

4/11 Amtrak (rutured) 75,000 7/11/75 6.113

4/14 , SLMA 10,000 4/15/76 7.150

8.000





FEDERAL FINANCINC BANK

LOANS HADE TO DATE
Page 5

(Thousands of Dollars)

DATE
1975 AGENCY

4/15

4/16

-4/23

4/30

4/30

4/30

4/30

4/30

5/6

5/9

5/12

5/15

5/19

5/20

5/21

5/21

5/26

5/28

5/28

5/29

5/29

5/29

5/30

5/30

5/30

Government of Greece
Department of Defense

South Mississippi Electric
Ppver_Asso_ciat ion (REA)

Small Business Investments
Compan les

Oglethorpe Electric Ilenbership
Corporation (REA)

Quincy Telephone Company (REA)

TVA (matured)

Farmers Hone Administration

Government of Greece
Departr.ent of Defense

Citizens Telephone Company (REA)

US T.ailway Association (matured) 1,058

GSA

Amtrak (matured)

Allied Telepnone Company (REA)

South Mississippi Electric
Power Association (TEA)

AiMOUNT- -

OF NOTE
OR ADVANCE





FEDERAL FINANCING BANK

LOANS NUDE TO DATE

Page 6

(Thousands of Dollars)

DATE
1975 AGENCr

AMOUNT
OF NOTE

OR ADVANCE MATURITY
INTEREST

RATE

. <

6/2

•6/2

*/?

6/3

6/S

6/5

6/9

Government of Bra:il
Department of Defense

Amtrak (matured)

SLMA

SLMA

7,009

3,000

2 5,000

~ lorooo

HEW - (Medical Facilities
Loan Program, Series B)

HEW - (Medical Facilities
Loan Program, Series C)

Cooperative Power Association
(REA)

6/13





FEDERAL FINANCING BANK

LOANS M\DE TO DATE
Page 7

(Thousands of Dollars)

DATE
1975 AGENCY

. *

7/7 Allied Telephone Co.
of Arkansas (REA)

.7/10 Associated Electric Cooperative
(REA)

7/11 Postal Service

7/11 ~GSA~

7/11 Amtrak

7/15 • Colorado-'Jte Electric
Association (REA)

7/1S Tri-Statc Generation and
Transmission (REA)

7/16 Cooperative Power Association (REA)

7/16 Government of Greece
Department of Defense

7/16 Government of Greece
Department of Defense

7/17 US Railway Association (matured)

7/18 HEW (Mjtlical Facilities
Loan Program)

7/21 South Mississippi Electric
Power Association (REA)

7/21 Amtrak

7/23 Small Business Investment Companies

7/23 Small Business Investment Companies

7/23 Small Business Investment Companies

7/23 Small Business Investment Companies

7/23 Leesport Telephone Co. (REA)

7/23 United Power Association (REA)

7/28 Amtrak

7/29 Amtrak

7/31 TVA

7/31 TVA

7/31 SLMA

7/31 US Railway Association (matured)

7/31 Oglethorpe' Electric Membership

Corporation (REA)

8/1 Government of China
Department of Defense

8/4 GSA

OF NOTE
OR ADVANCE





FEDERAL FINANCING BANK

LOANS MADE TO DATE
Page 8

(Thousands of Dollars)

EHFE
1975

8/5

8/8

8/8

8/11

8/12

8/13

8/15

8/15

8/18

8/18

8/19

8/19

8/20

8/2S

8/25

8/25

8/25

8/28

8/29

8/29

8/29





Footnotes

1_/ Interest rates computed assuming semiannual coupon.

2_/ Farmers Home Adm. is paying on an annual basis, which is
equivalent to 9.2002.

3/ Farmers Home Adm. is paying 9.3332 on an annual basis.

4/ Farcers Horce Adm. is paying 8.8002 on an annual basis.

5/ Farmers Home Adm. is paying 8.4402 on an annual basis.

- - 6_/ Farmers Home Adm. is paying 7.9502 on an annual basis.

7_/ REA guaranteed loan is paid on a quarterly basis uhich is couiva-
lent to 7.5002-.

8_/ REA guaranteed loan is paying 7.150% on a quarterly basis.

9_/ Farmers Hor.e Ado. is paying 7.8002 on an annual basis.

10 / Overseas Privs.ce lnvestic^t Corporation sold to the FF3, a

rote with a lace value o ' $9.9 million discounted to yield
8.3752 over n te life of r.-.\e note.

11 / Farmers Home Ado . is pa.y:&( 7.512 on an annual basis.

12 / REA guaranteed loan is •? .eying 8.0502 on a quarterly basis.

13 / REA guaranteed loan is rjjylng 6.6202 on a quarterly basis.

14/ Farmers Home Adm. is pacing 7.9002 on an annual basis.

15/ REA guaranteed loan is- paying 7.0002 on a quarterly basis.

16 / REA guarantied loan i.«. paying 8.5902 on a quarterly basis.

17/ REA guaranty-id loan is. paying 7.6102 on a quarterly basis.

18/ REA guaranteed loan is paying 7.9202 on a quarterly basis.

19 / REA guaranteed loan is paying 8.8002 on a quarterly basis.

20/ Farmers Hoce Adm. is pa. Ting 8.6802 on an annual basis.

21/ REA guaranteed loan is ^-lylng 8.5502 on a quarterly basis.

12.' REA guarantee: loan Is p. lying 8.5002 on a quarterly basis.

23 / T.EA guarantee'! loan is pitying 7.1402 on a quarterly basis.

24/ Farmers Home Ado. Is pay—ig 8.0302 on an annual basis.

25/ EIB is paying 7.125* on a quarterly basis.

26/ REA guaranteed loan is paying 7 . 1 2 St on a quarterly basis.

27/ REA guaranteed loan is paying 8.310'. on a quarterly basis.

28/ REA guaranteed loan is paying 6.67*. on a quarterly basis.

29/ REA guaranteed loan is paying 6.9501 on a quarterly basis.

30/ REA guaranteed loan is paying J.jroi on a quarterly basis.

31/ Farmers Mono Ad-oini strati on is paying 8.210'. on an annual basis.

32/ REA guaranteed loan is paying 8.350t on a quarterly basis.

33/ RTA guaranteed loan is paying 7.650. on a quarterly basis.

34/ REA guaranteed loan is paying 7.490*. on a quarterly basis.

35/ RTA guaranteed loan is pa/ inC 8.2801 on a quarterly basis.





36/ REA guaranteed loan is paying 8.280* on a quarterly basis.

37/ REA guaranteed loan is paying 7. 650* on a quarterly basis.

38/ REA guaranteed loan is paying 8.360* on a quarterly basis.

39/ REA guaranteed loan is paying 8.360* on a quarterly basis.

40/ REA guaranteed loan is paying 7.8901 on a quarterly basis.

41/ REA guaranteed loan is paying 8.140* on a quarterly basis.

42/ REA guaranteed loan is paying 8.6S0* on a quarterly basis.

4 3/ REA guaranteed loan is paying- 8.720* on a quarterly basis.

44/ J*L\ guaranteed. loan is paying 8,730'. on a quarterly basis..

45/ REA guaranteed loan is paying 8.180'. on a quarterly basis.

46/ REA guaranteed loan is paying 8.172° on a quarterly ba.-is

47/ Farriers Hane Administration is paying 8.7S0* on an annual basis

Office of the Special Assistant
to the Secretary (Debt Management) August 31, 1975

. *





APPENDIX E: .".OPEL DESCRIPTION

The Bosv.-orth-Ducscnberry model (B-D) was constructed

by Dr. Barry Eosworth of the Brookings Institution and

Professor Jar.es S. Duesenberry of Harvard University,

and is essentially a flov; of funds model of the financial

sector. Estimated using semiannual data for 1SE4-71 from

the Federal Reserve's Flo-.: of Funds Accounts, it models

the savings-investment function of the financial system.

It is linked to the real sector of the economy through the

national income accounts by using the sectoral deficits

and surpluses found in these accounts as the basic measure

of the- volume of activity flov.'ing through capital markets.

For errample, savings generated by surpluses in the household

sector of the national income accounts are absorbed into

the deficits of the business sector (through the corporate

bond and equity markets) , the Federal Government (through

the government bond market), and State and local governments

(through the municipal bond market)

.

The model differentiates among four types of financial

assets: deposit accounts (highly liquid with little risk);

negotiated loans, including residential mortgages (limited

liquidity, with some risk) ; liquid marketable securities

(highly subject to short-run volatility) ; and, long-term

financial assets including U. S. and State and local bonds,





corporate bonds and equities and commercial mortgages.

In addition to the national income accounts sectors named

above (households, br.sincsr.es, Federal and local governm-ent) ,

the rodol also includes a foreign sector, and differentiates

four financial intermediaries: commercial banks, savings

and loan associations, savings banks, and life insurance

companies

.

Each economic unit in the model is assumed to allocate

its initial wealth among current consumption, investment

in physical assets and investment in financial assets.

This mode], deals with the secondary function of allocating,

among alternative assets, that portion of the unit's wealth

devcted to investment in financial assets. It does so by

assuming that each unit has a desired stock of crich asset

it wishes to hold, and that its flov: demand or supply for

that asset depends upon the relation between its desired

stock and its actual holdings. Desired stocks are deter-

mined by total wealth and asset interest rates. Changes

in either of these generate adjustments of actual and

desired stocks, and give rise to asset flov: demand or

supply.

In the model, mortgages are dei [ed (mortgage funds

supplied) by financial intermediaries and Federal agencies.





This d«d and the supply of nortgages is a function of
vaoanoy rates and market interest rates, as well as a
trend variable.

Interest rates are determined using a partial term
structure approach. The 3-5 year bond rate is determined
and other rate, are linked to that rate as veil as to
other variables. The model is not very sensitive to

feedback effects among financiel markets.

The Kendershoti: model constructed by Professor Patric H.

Hendcrshott of PUrdue ^ivsrsity lq a qu , rtcrly> flw q
.

funds, macroeconomic model, estimated using FRS flow of
fund- data. Its noteworthy features include:

1. Three securities markets to account for both

purchases of mortgages and the financing of

those purchases;

2. Inclusion of all participants in each market,

allowing for the analysis of all adjustments

in sectoral balance sheets t-o «ei-aj- ° 11(-t-i-s co assumed exogenous

shocks;

3. Enforcement of balance sheet and symmetry

conditions; and

4. Complete endogenization of FHLB advances and

partial endogenization of Federally-Sponsored

Credit Agencies (FSCA) behavior (operations on





the short end of tern structure; longs are

still exogenous)

.

Security yields in the model are determined by supply and

demand equations in the market for each security. All

securities are classified in the modal as short-term

securities (for which the corrr.ercial paper rate stands as

yield) , long-terr; securities (represented by the Aaa

utilities new issua rate), or mortgages. There is limited

substitutability between short- and long-term securities

primarily due to the fact that holders of longs are

extremely interest sensitive. Thus any movement of lor.gs

is quickly self-correcting and long markets rre stable.

However, as this implies, the model does explicitly recognize

the fact that FSCA purchases cf mortgages will replace so;.;

private mortgage purchases.

The models were used to estimate the indirect effects

of $1 billion of mortgage purchases on Federal National

Mortgage Association borrowing costs by assuming an equal

exogenous increase in their models' government sector's

short-term financing, and an equal increase in mortgages

and the effect of such an increase on short-term "government"

interest rates, where the term government includes the

Treasury and direct and sponsored agencies.





The FNMA purchase simulation in the Bosvorth-Duesenberry

flow of funds model was effected by means of increasing

exogenous FI-.'MA purchases of mortgages, thereby increasing

both Federal short-term obligations outstanding and the

total stock of residential mortgages. In terms of the

model equations, purchases of residential mortgages by

FNMA to.idea to reduce mortgage rates while FNMA issues

of short-tem obligations tended to raise government rates.

Residential construction increased in direct response to

the increased supply of mortgage credit from FZJMA. Despite

the decrease in mortgage yields relative to the yields on

Federal obligations, S&L's, savings banks, and life insurance

companies did net substantially decrease their takings of

nev: residential mortgages. Over time, as the different

institutions made portfolio adjustments in response to

the differential movements in yields, the yields tended

to return to their old levels. However, for the first

year the differentials did exist.

The Bosworth-Duesenberry model indicated that an

increase in FNMA mortgage purchases of $1 billion in 1965

would increase government borrowing rates by 10 basis

points in the first six months after the borrowing occurs.

In subsequent semiannual pari ods , the interest rate increase

would be less, falling to 8 basis points above the original





level in the second six months, 5 in the third, with the

effect virtually disappearing after the third year. The

effort on mortgage interest rates was much smaller, in

the neighborhood of 2 to 3- basis points, and also disaooeared

over a few vears

The Hsnders! Dtt model simulation of a $1 billion

incrc^.ce in Federal agency mortgage purchases assumed

these purchases were financed by the issuance of short-

term securities. The model traces through a one-time

increase of $1 billion in purchases of mortgages by Federal

agencies. This increases the vol urn- cf short-term obliga-

tions, raising their rate, while the additional purchases

depress the mortgage' rate. The volume cf mortgages rises

in response to the change in interest rates, and this rise

is transmitted to the residential construction sector,

generating a rise in housing stock. However f the initial

adjus brent to the policy change overshoots desired holdings;

after six quarters, the addition to housing stock becomes

negative. Similarly, after six quarters, mortgage rates

stabilize at levels below their initial levels, but above

their level immediately following the shock.

The impact of this increase in Federal agency mortgage

purchases was to reduce the rate of interest on mortgages by

19 basis points in the quarter of the purchase. In subsequent





periods, this rate rose until it stabilized eighteen

months later at 5 basis points below its original level.

The short-term rate was pushed up by the issuance of

Federal agency short-term securities to finance the

mortgage purchases. This rate rose initially by 7 basis

points.

However, it is questionable whether the results of

these simulations are directly applicable to the current

question. There are three reasons for this concern.

First, the commercial paper and corporate bond rates are

imperfect proxies for government borrowing costs as is

evidenced by cyclical and secular variations in rate

spreads. Second, the simulations assume the acquisition

of mortgages would be financed only through the issuance

of additional government short-term debt, an assumption

which is required by the structural nature of models.

Third, neither model explicitly treats Federally-guaranteed

securities. To the extent such securities are closer

substitutes for Treasury obligations than conventional

mortgages, the interest differentials would not be as

great. Nor is either model sufficiently sophisticated

to differentiate among the different types of government

borrowing; the problem here is one of elasticities of

substitution among the obligations. Also further analysis

of market imperfections would clearly be in order.
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The B-D model is primarily a static, descriptive model,

not a dynamic, projective model. It was estimated for the

period 1954-1971, but there are substantial indications that

the structure of financial markets has changed substantially.

If so, this would at least require re-estimation of the

coefficients in the equations, in order to be of use in

simulating effects under current conditions.

Even if these structural changes are ignored, the

Bosworth-Duesenberry model, particularly, suggests that

the interest rate impact of a $1 billion increase in

government borrowing would be substantially smaller today.

Since 1965, the initial year for which the impact of

additional FNMA purchases was simulated, the outstanding

level of marketable debt has grown by well over $100 billion.

Bill yields have risen from under 4 percent to over 10

percent and are now about 65 percent higher than they were

in 19 65. The changes have been so extensive and the

market has achieved such depth that the 1965 results

cannot simply be accepted as predictors of the 19 75 impact.

If, however, the estimated short-run elasticity implicit

in the models can be assumed to be reasonably constant,

an estimate can be made.





In calendar 1965 Treasury marketable debt obligations

increased by $3,042 billion while the bill rate averaged

3.946 percent. If we accept the 10 basis point estimate

of the Bosworth-Duesenberry model, this is equivalent to

a short-run elasticity of bill rates with respect to additional

financing of .0771. Using a 1969 base, similar calculations

yield an elasticity of .0872 for the Hendershott model.

During FY 1975 marketable Treasury direct obligations

increased by $49 billion. The average three month bill

rate during the year was 6.724 percent. Assuming that the

short-run elasticity remained constant over time, which

is probably more realistic than the assumption that the

direct dollar/yield impact remained constant, the effect

of an additional $1 billion in program expenditures would

be to increase Treasury borrowing costs by 0.88 basis

points for the B-D model and 0.92 basis points for the

Hendershott model. If we assume gross financing to have

been about $279 billion on an annual basis then the

additional indirect cost for the year would have been

about $22.66 million currently and $42.34 million in

present value. Estimates for the Hendershott model are

$25.55 million and $63.94 million, respectively. Some

of these indirect costs result from the increased volume

of mortgage financing stimulated by Federal credit

assistance, and it is not clear to what extent these
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costs are altered by changing the method of financing

such assistance.

There is some ambiguity with respect to the trestr.e:.

of guaranteed mortgages in 'the two models. On the one

hand, it ir.ay appe?.r nore appropriate in the models to

treat those mortgages as government obligations rathe: -

than as private mortgage lending instruments. The

justification for this argument is that a large portion

of the 236 program v.as financed in the Federal agency

securities market through F::::a, G;;m'. Tandem Plant., and

GKl'h guarantees of mortgage backed securities. This

suggests that any indirect costs are likely to be similar.

However, the interest differentials between these securities

may suggest that the market regards these mortgages aj

essentially distinct assets, except to the extent that

these differentials reflect in marketability and other

characteristics. In this case, indirect costs would

relevant.

With respect to the 802 program, the issue is not

as clear cut. In both financing systems, the financing

is executed through similar instruments. The principal

difference lies in the more limited secondary marketability

of the State agency issues. As indicated previously, the
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section 802 program has not been implemented, and thus,

no direct experience can be cited.

The simulations would be less directly applicable

when borrowing by the Federal Financing Bank is substituted

for borrowing by individual government agencies, or when

FFB borrowing is substituted for borrowing which would

have occurred in the securities market on the strength

of a Federal guarantee. Hence, our estimates of the

indirect costs may be biased upward, although this is

clearly an e^piricul question.
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