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April 29 , 1982

The President of the United States
The White House
Washington, D.C.
Dear Mr. President:
The President's Commission on Housing has completed its work. Tomorrow it will disband .
When you created the Commission last June , and repeatedly since, you expressed deep concern for the
housing needs of Americans and for the health of the structure that serves those needs. The Commissioners
you appointed have subordinated their routines to the task you gave them . We share your concerns for the
housing needs of this nation and are committed to your economic and financial principles. It is now my
privilege and pleasure to present our Report to you and to Secretary Pierce.
The Report sets forth housing recommendations and options, with discussion and analysis . The
Commissioners have-without suppressing or eliminating diverse views among us-sought to provide far
reaching yet workable policy options for your Administration .
We hope and believe that this Report will prove itself a solid foundation on which you and your
Administration will fonnulate a housing policy consistent within itself and with your basic principles . At the
same time, we feel a sense of urgency, given the current conditions in housing, and hope that efforts to
implement the fundamental refonns proposed by the Commission will begin immediately.
Justice demands that we commend the staff of the Commission for its dedication . Staff members left
their other pursuits , put in the extraordinary hours required for the task, and perfonned in high spirits with
great skill .
The Commission thanks you for the privilege of a rich experience .
Sincerely,

William F. McKenna
Chair
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PREFACE
The President's Commission on Housing was estab
lished by Executive Order on June 16, 1981. The
creation of the Commission was an expression of
President Reagan's commitment to housing and of
his desire to find remedies to the housing problems
that affect millions of Americans .
The Commission's mandate was timely and
important. The President called upon the Commis
sion to recommend to him and to the Secretary of
Housing and Urban Development options for the
development of a national housing policy. Further,
the President sought the Commission's advice on
the role and objectives of the Federal government in
the future of housing .
Specifically, the Executive Order directed the
Commission to:
"Analyze the relationship of homeownership
to political, social, and economic stability
within the nation;
"review all existing federal housing policies
and programs;
"assess those factors which contribute to the
cost of housing as well as the current housing
finance structure and practices in the country;
"seek to develop housing and mortgage fi
nance options which strengthen the ability of
the private sector to maximize opportunities
for homeownership and provide adequate shel
ter for all Americans;
"detail program options for basic reform of
federally-subsidized housing ."
The President appointed 30 Commissioners
all of them expert in some area of housing. To
conduct its business and to address a wide range of
topics in a short time, the Commission organized
itself into committees, subcommittees, and task
forces . A description of the structure of the Com
mission and the process by which it operated ap
pears in the Methodology Appendix .
This document fulfills the directive of the Ex
ecutive Order to submit a comprehensive final re
port to the President and the Secretary no later than
April 30, 1982. The intent of the report is two-fold:
to describe the principles and vision of the future

that underlie the Commission's recommendations,
and to offer recommendations and options for
reform .

Major Issues
Housing is a national priority; and President Reagan
has often reaffirmed his commitment to maintaining
its prominence on the nation's agenda. Recently, he
said:
"I believe that our citizens should have a real
opportunity to live in decent, affordable hous
ing. I pledge to foster good housing for all
Americans through sound economic policies."
But new approaches are required to meet the
problems of today and to restore the vitality of the
housing sector, especially within the context of a
rapidly changing financial environment and an
economy suffering the consequences of prolonged
abuse . If the nation is to chart its way through this
difficult period in housing, a clear and consistent
policy framework is essential. This report provides
an important step in developing such a policy
framework.
Five issues were particularly important to the
Commission. They serve as a basis for organizing
this report and for framing the Commission 's
recommendations:
• What is the relationship between housing
and the rest of the economy?
• How can the nation best provide housing for
the poor?
• How can the private market expand housing
opportunities?
• How will America's housing be financed in
the future?
• How can government regulations be sim
plified , thus lowering the cost of housing?
Consideration of the first of these issues-the
relationship between housing and the economy
led the Commission to articulate the principles that
have guided its work . The four remaining issues are
basic to the Commission's view of the future of
housing in America, and each will be addressed in
one of the report's four major sections .
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Structure of the Report
The report begins with an overview essay that out
lines the Commission's perspective and highlights
its primary recommendations. The Commission
seeks to create a housing sector that functions in an
open environment-with minimal government par
ticipation. Government's role should emphasize in
dividual freedom of choice. Thus, housing aid to
the disadvantaged ought to take the form of a con
sumer-oriented housing payments program to
provide to the household the wherewithal to make
its own housing decisions. In areas such as housing
regulation and housing finance, the Commission
seeks to reduce or remove legal and regulatory
barriers that have made housing less available or
less affordable.
Four sections follow the overview essay, and
each begins with a chapter that introduces the sub
ject area and presents basic relevant data.
Section 1 deals with housing for lower-income
Americans and presents a new system of govern
ment aid. The Commission believes that the current
approach, which has focused on housing produc
tion, has been inefficient, costly, and less able to
address today's primary lower-income housing
problem-affordability. The centerpiece of the new
system would be a Housing Payments Program,
complemented by adding a Housing Component to
the Community Development Block Grant
(CDBG), making new construction an eligible ac
tivity under CDBG, and restructuring the system of
public housing.
Section II considers the role of private institu
tions in the housing delivery system. Of particular
concern is the difficulty facing those households
especially first-time buyers-desiring to purchase
their own homes in a climate of inflation and high
interest rates. The Commission presents options for
increasing the availability of homeownership and
proposals designed to address the issues of rental
housing and of how better to use the country's
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current resources of land and the existing housing
stock.
Section 11l analyzes the housing finance sys
tem. The Commission proposes recommendations
designed to restore and increase the viability of
institutions that have traditionally specialized in
mortgage finance, attract other lenders into the
mortgage market, and redirect the role of govern
ment credit agencies to complement rather than
compete with the private market. These rec
ommendations are aimed at insuring a stable flow of
funds for housing to meet fully the financing needs
of the 1980s and beyond.
Section IV addresses government regulation of
housing. The fact that these regulations increase the
cost and decrease the availability of housing is not a
new finding-it has been noted by several previous
commissions. Nonetheless, regulations with these
undesirable effects have proliferated at the Federal,
State, and local levels. Commission recommend
ations would reverse this trend and increase the
afford ability and availability of housing by reducing
unnecessary government regulations. This section
presents a plan for identifying and implementing
these regulatory reforms.

Conclusion
The Commission has sought to provide the Presi
dent, the Secretary, and the public with a com
prehensive report. The Commission's recommend
ations are diverse and cover a broad range of
subjects, but they form a cohesive whole. They
focus primarily on establishing the foundation for a
revitalized system of housing delivery that will
work over the long term; they do not deal with
specific issues of budget or program administration.
Taken together, the recommendations set forth the
Commission's proposed blueprint of a housing sys
tem that should serve the nation well for many
years.

lOHOUSE
A NATION:
OVERVIEW
Americans today are the best-housed people in his
tory. But they are concerned that for their children
the best may be past: homes may be less spacious
and pleasant, their children's needs less well served,
and at a much more burdensome cost. These wor
ries have been heightened by the agony of the hous
ing industry since the nation fell into the painful
grip of accelerating inflation during the 1970s.
Concerned that continuation of past policies
would deny future generations their "opportunity to
live in decent, affordable housing," President
Ronald Reagan in June 1981 established a Commis
sion on Housing to help chart a new path for the rest
of this century. It was the first such group to be
appointed since the Kaiser Committee of 1967.
That "Committee on Urban Housing" did its
work at a time of high optimism about what govern
ment could accomplish in the economy. The numer
ical targets for housing production and the expan
sive rhetoric of the Kaiser report reflected a com
mon belief that all problems would be solved if only
the government would set the right goals and en
force the right policies. The 1968 legislation that
enacted the major recommendations of the Kaiser
Committee provided huge direct and indirect gov
ernment subsidies to homebuilding, generating an
unstable housing boom that eventually collapsed.
These programs put people in homes, but it
soon became apparent that such programs were
contributing to deterioration rather than renewal, to
misery rather than comfort. The more obviously

inefficient ones were eventually shut down, but a
belief in the potency of government programs and
policies remained.
President Reagan's Commission on Housing
approached its task with optimism based on an
entirely different belief: that the genius of the mar
ket economy, freed of the distortions forced by
government housing policies and regulations that
swung erratically from loving to hostile, can
provide for housing far better than Federal pro
grams. The 1970s taught not only the limits of the
good that can be done by government action, but
also the depths of the harm that can be wrought by
ill-thought or ill-coordinated government policy.
But this Commission also met in the third year
of a deep housing recession. Repeatedly in its ten
months of work, the Commission had to confront
evidence of the current plight of housing: young
couples who cannot find a first home they can afford
to buy; empty nesters who cannot find purchasers
for their houses; newcomers to the city confronting
a short supply of rental units; low-income families
compelled to spend an unconscionable portion of
their income for an adequate place to live; thrift
institutions hobbled as a source of funds for home
builders or homebuyers; builders facing bankruptcy
as interest charges swallow the potential profit on
unsold inventory; construction workers unem
ployed in substantial numbers; and suppliers of
building materials cut to the bone and into the bone
by the sharp decline in demand for their products.
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Nevertheless, the Commission was charged
with the task of looking across the valley. In the end,
the Commission decided there could be no sound
and stable housing industry without a sound and
stable economy. Dependency on emergency gov
ernment programs will not yield prosperity for the
economy as a whole or any significant sector of it.
To take reftationary actions apparently in support of
housing would be to sow the seeds for another crop
of disasters. The Commission judged suggestions
for cures to the current crisis by measures of
whether they would ease or block the passage to a
more efficient system of housing supply and a more
effective system of housing demand in the years to
come.
The Commission believes that an immediate
start on the long-term treatment would be the best
remedy for today's afflicted households and
builders and mortgage lenders. A Housing Pay
ments Program to help lower-income consumers
will put families into better apartments much faster
than a scheme for subsidizing construction will put
foundations in the ground. A thrift industry em
powered to solve its own problems without legal
handcuffs and regulatory restrictions will generate
more money for housing than could be hoped for
from institutions seeking to recapture a past that has
gone forever. Freedom from the law's delays and
unnecessary land-use restrictions will be more help
in the long run to make housing more affordable
than mortgage subsidies to builders.
Much of what needs to be done, both now and
into the future, cannot be the doing of the Federal
government. People live in places, and land is in
trinsically local, its uses controlled by local regula
tion. The legal order and legislative atmosphere
needed for housing to thrive in this society must be
created by States and localities. Interest rates will
come down, but the burden of unwise, short-sight
ed, restrictive, and antiquated regulation will con
tinue to cripple housing unless the States and lo
calities act, and act soon.
In the following pages, the President's Com
mission on Housing seeks to present a vision of a
system for housing with a greater choice of housing
opportunities for all Americans, at sustainable costs
for both households and taxpayers. Its recommend
ations adhere to principles adopted by the Commis
sion in October 1981. These principles held that
national policy must:
• Achieve fiscal responsibility and monetary
stability in the economy;
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• Encourage free and deregulated housing
markets;
• Rely on the private sector;
• Promote an enlightened federalism with
minimal government intervention;
• Recognize a continuing role of government
to address the housing needs of the poor;
• Direct programs toward people rather than
toward structures; and
• Assure maximum freedom of housing
choice.

If these principles are followed, the Commis
sion is convinced that the American economy will
provide housing that is adequate to the needs of the
people, available to those who seek it, and afford
able in the context of a growing national prosperity.
In this vision there is a role for all levels of govern
ment: to maintain a legal and economic order that
promotes the production of homes, and to extend
housing opportunities to all Americans, particularly
lower-income and minority families.
The Commission believes that these goals are
most likely to be achieved if government shrewdly
encourages rather than suspiciously controls the
exercise of private initiative through the spectrum of
activities that produce the homes in which we live.

HOUSING TRIUMPH,
HOUSING TRAGEDY
From the high ground of his second inaugural,
Franklin Roosevelt saw "one-third of a nation iU
clothed, ill-housed, ill-fed." At the time of his death
eight years later, the housing of the nation was still
in bad shape: 40 months of war, requiring the diver
sion of resources away from housing and consumer
durables, had prevented construction and hindered
maintenance. Some 40 percent of the nation's
homes in 1946 were dilapidated or lacked indoor
plumbing, and 10 percent ofthe nation's households
lived in overcrowded accommodations.
But conditions were ripe and ready for the
society to take its housing needs in hand. Interest
rates were held low by the Federal government's
financial policies; demand for housing by returning
veterans and their new families was high; builders
were full of ideas for the mass production of hous
ing; the road-building projects of the Great Depres
sion had opened up the suburbs to intense settle
ment. The Federal Housing Administration (FHA)
insured, level-payment, self-amortizing, long-term

mortgage was quickly supplemented by a Veterans
Administration (VA)-guaranteed mortgage permit 
ting returned servicemen to buy homes with no
down payment at all.
Housing creation on the scale that the veterans
and their families demanded-and deserved-was
something new in American history. Additional
government programs were used as a catalyst for
private production of inexpensive rental units, and
with bipartisan support- Robert Taft standing be
side Robert Wagner among the sponsors-the
Housing Act of 1949 set the nation on a course to
achieve "a decent home and a suitable living en
vironment" for all Americans. Results were imme
diate . The proportion of the nation 's capital forma
tion represented by housing was greater in the 1950s
than it had ever been before.
All parts of the financial sector participated in
the flow of funds to housing. Commercial banks
converted major portions of their Treasury se
curities portfolios to mortgage loans; savings and
loan associations dedicated to housing grew at hi s
torically unprecedented rates; insurance companies
acquired large amounts of mortgages and invested
directly in building apartment projects.
Land was cheap and available without narrow
zoning restrictions. Localities, eager to grow, bond
ed themselves cheerfully to provide the infrastruc
ture of roads , water, sewerage, fire departments ,
police protection, and schools. Easy mortgage
money and a tax code that made homeownership
cheaper than renting drew more and more families
to the realization of a universal dream-it is not just
an American dream--of a home of one's own.
Through the 1950s, most American families
significantly improved the quality of their hous
ing-most families, but not all. Blacks especially
continued at a disadvantage in the housing markets,
partly because the government's own FHA, as a
matter of policy, had refused to insure homes in
integrated neighborhoods . Public housing pro
grams designed to help the big-city poor had suf
fered visible failures: huge structures rose above the
cityscapes like faceless warehouses, and with the
passage of time the communities clustered within
them were demoralized, blighted by crime, and
frustrated by the failure of their expectations.
In the 1960s, government turned to the private
sector to produce low-income housing. But with
this change in focus, there arose the practice of
doing good by stealth, of burying government sub
sidies in the tax code and committing assistance

Improvements in the Quality of America's
Housing
Percent
of
Units
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40

30 ?=====~~~~~~~~~==~

20 ~~==~====~==============~

1950

1960

1970

1979

Lacking some or all plumbing
More than 1 person per room
More than 1.5 persons per room

Sources U.S. Department of Commerce, Bureau of the
Census, and U.S. Department of Housing and
Urban Development.

In the years since 1949, the overall quality of America's
housing has improved enormously. The average new
house built in 1979 had twice as many square feet of liv
ing space as the average new house built in 1950, while
the fraction ofAmerican households living in over
crowded and seriously inadequate shelter declined dra
matically. The figure portrays the decline in inadequate
housing.
The figure is based on generally accepted criteria
for housing adequacy. Using even wider standards
including measurements of how often heating equip
ment, water supply or sewage services failed ; the pres
ence of broken plaster, loose handrails in hallways;
etc.-the Congressional Budget Office (CBO) in 1977
found that 7.5 percent of all households were living in
units ''judged to be in need of rehabilitation."
Despite this progress, problems remain . Using the
CBO measures, the incidence of rehabilitation need I1-LlS
found to be highest among blaf:k households (/9.1 per
cent), very low-income renters (/8.6 percent), and rural
Southern households (12.8 percent).
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funds in such a way that their burden would fall
mostly on succeeding generations rather than on the
budgets approved by the authors of the programs.
The 1968 legislation that followed the Kaiser
Report created conditions of government subsidy
and tax incentive that made it virtually impossible
for anyone not to make money by promoting or
building homes . The number of housing units pro
duced jumped by 65 percent from 1970 to 1973
but the dollar value of that construction more than
doubled . Inflation had taken root.
Shortages of land, materials , and labor drove
the price of housing higher and faster than the rise in
the Consumer Price Index. The frantic boom that
followed the devaluation of the dollar and the jump
in oil prices created unsustainable pressures on the
financial system, especially the system that sup
plied funds for housing. Moreover, while previous
housing cycles had tended to mitigate excessive
expansion or decline in the rest of the economy 
housing had in most postwar business cycles turned
down before the other sectors, and had then led the
way out of the recession-the 1974--75 slump coin
cided with economic collapse and made the reces
sion more painful.
But as painful as was the slump for housing,
the recovery and the ensuing boom eventually
proved to be worse. By the fourth quarter of 1976,
the inflation rate had fallen below 5 percent, and
economic recovery was proceeding nicely ; by 1980,
inflation was back in double digits, as the Federal
government tried more of the same old policies and
prices jumped . The impact on housing was pro
found. Stimulated by the accelerating increase in
home prices , consumers enormously increased
their demand for single-family houses, which were
regarded as the best hedge against inflation, the
safest investment of a family's funds .
Housing production rose above the 2,000,000
unit-a-year level in 1977 and 1978 ; single-family
production, in fact, rose above the levels of the
record year of 1972 . However, because of prior
overbuilding, and the skimming off of the best
rental prospects to homeownership, multifamily
housing was left out of the boom .
At the same time, housing prices shot up. In
1972, when production peaked, the average new
house was sold for $35 ,700; by 1981, this price had
reached $88,400. In nine years.
The inflation of the 1970s greatly advantaged
the two-thirds of the nation that owned homes by
comparison with the one-third that did not, despite
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the continuation and then renewed expansion of
government programs designed to improve the
housing of the bottom third of the population . For
most American homeowners , the gigantic increase
in home prices translated into an increase in their
wealth.
But the inflation that drove up the dollar value
of homes also drove up interest rates, multiplying
the burden facing the potential home purchaser, and
the combination of the two forced the collapse of
homebuilding that began in 1980 and was still far
from remedy in 1982 . Individuals could not afford
to buy new homes unless they already owned a
home and then, as the storm darkened, buyers could
not afford the prices homeowners wanted for their
old homes. And potential tenants could not afford
the rents potential landlords had to pencil in when
they calculated the rate of return on new apartment
house construction .
The extreme cyclicality of housing con
struction in the 1970s had reduced the relative effi
ciency of the production system . Skilled workers
had to get more for their time on the job because
they had to expect so many weeks of unemploy
ment. Builders resisted investment in more produc
tive equipment because they had to expect that such
investment would lie idle much of the time. Perhaps
worst of all, the periods of frenetic activity encour
aged localities and States-and even the Federal
government-to impose ever more costly regulato
ry restraints and preconditions before permits to
build housing would be issued.
Further, fundamental change took place in the
financial system in the late 1970s . After 15 years of
excessive government spending and monetary
growth, inflation expectations finally matched cur
rent reality. Savers would no longer be the involun
tary subsidizers of borrowers. They would demand
and receive market rates on their money. Ceilings on
deposit accounts were quickly adjusted to the new
reality. Meanwhile, mortgage rates ratcheted up
with market rates and remain at near-record levels
awaiting convincing evidence that government
spending will be controlled and that the Federal
Reserve will slow the creation of money.
Inflation and government policies disabled the
traditional mortgage lenders: the Federal govern
ment restricted the interest rates that could be paid
on deposits and limited the investment choices of
thrift institutions ; State usury laws held down the
rates to be charged on mortgages . The rate limits
were eventually loosened by the Federal authorities

on the deposit side and preempted by Federal law on
the mortgage side. But mortgage lenders still carry
the burdens of the past in the form of older low
yielding mortgages that show little sign of prepay
ment. These mortgages simply cannot provide the
revenues needed to allow a vigorous institution to
enter the financial markets and outbid commercial
banks, money market funds, financial con
glomerates-or, indeed, the U.S. Treasury-for
funds. The weight of this burden is becoming more
obvious as the share of new mortgage activity by
thrift institutions shrinks.
As inflation accelerated and interest rates
soared, real estate transactions increasingly were
financed outside the traditional channels of financial
intermediation . State and local agencies stepped up
their provision of below-market-rate mortgage
credit in 1979 and 1980, funding their programs
through the issuance of mortgage revenue bonds . In
the market for existing homes, various forms of
"creative" financing became common. Most of
these financing techniques were based on the trans
fer of low-rate outstanding mortgages from home
sellers to home buyers , commonly combined with
lending by sellers who provided second mortgage
credit. Roughly one-half of all sales of existing
homes in the past two years involved some sort of
creative or seller financing .
Creative financing has often produced artificial
price increases and has been facilitated by State
laws and court rulings that prohibit lenders from
enforcing due-on-sale clauses in existing mort
gages. As a result, elements of the unstable and
unsound mortgage system that shattered in the
Great Depression, and that Americans thought had
been eliminated forever, have been reintroduced.
It may seem callous to dwell on the abstrac
tions of the housing finance system at a time when
real homes are not being buill, leal workers are
unemployed, and real byilders and realtors are on
the edge of bankruptcy. But the truth is that most of
the major deterrents to the revival of housing are the
roadblocks that inflation has erected between hous
ing and its necessary funding. Inefficiencies are
costly, regulation is disabling, but the lack of afford
able money is murderous.
If the U.S. housing industry is in trouble, the
reason lies essentially in what has happened to the
economy as a whole through the inflationary binge
of the 1970s. For those who feel that inflation is
bearable , the current state of housing should stand
as a grim and convincing lesson. A social and
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Housing construction has always been a cyclical activ
ity, dependent on the supply and price offunds in the
economy, As such, housing construction has tended to
peak on the upswing of the business cycle and to revive
early in a recession as business demand slackens. The
figure shows this pattern.
Fluctuations in housing Ol:tivity have become more
pronounced in recent years. Since 1970, because of con
tinued inflationary expectations and volatile interest
rates, both declines and recoveries in housing starts have
been nearly twice as great (in percentage terms) as in
prior housing cycles.
There has always been debate about whether a so
cial product as important as housing should serve as a
balance wheel for the economy, and the housing legisla
tion of 1968 sought, at least in part, to insulate home
building from the financial markets, While these prrr
grams produced the enormous peak in housing
construction in 1972, dependence on the government re
duced the capacity of the housing industry to lead the
economy out of a slump. Note that in 1974-75 housing
continued to decline through the recession, reviving only
after the rest of the economy had turned the corner.
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economic subsystem of great value to the nation,
painstakingly built over four decades, has been
shattered by inflation and the ensuing recession in a
few short years. The country cannot simply pick up
these pieces and hope to reassemble them. Any cure
for what ails housing can come only as part of a
remedy for the inflationary ailments of the larger
economy. Achieving this remedy requires short
term sacrifices in every sector, not just housing.
The recommendations of this Housing Com
mission therefore include devices to ease the transi
tion from a housing supply system that has faltered
because of extreme pressure to one that will work, in
the context of a more productive and more stable
economy.

HOUSING FOR WW-INCOME
AMERICANS
The Commission affirms in the strongest terms the
national commitment to "a decent home and a suita
ble living environment" for all Americans, and
recognizes a continuing role for the Federal govern
ment in helping those individuals that cannot
achieve this goal without assistance .
But the next 20 years will call for programs
quite different from those the government invented
and supervised in the last half-century. When the
first federally financed housing projects were plan
ned, the national problem was a shortage of ade
quate housing. From the 1937 Act that created
"public housing," to the New Construction provi
sions of Section 8 in the 1974 legislation , Federal
efforts to improve the housing of the poor have
concentrated on the provision of new units at re
duced costs for the tenants .
Today, however, the larger problem is not the
quality of the housing in which most poor people
live, but its affordability. Most recent survey data
indicate that a large percentage of low-income
renters pay a high portion of their income for hous
ing, and a much smaller percentage live in inade
quate housing. Moreover, while quality continues to
improve, inflation is making housing less afford
able . The primary national need is not for massive
production of new apartments for the poor, but for
income supplements that will enable low-income
families to live in available, decent housing at a cost
they can afford.
The purpose of Federal housing programs
should be to help people , not to build projects .
Fiscal year 1982 figures indicate that the Federal
xxii
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Federal housing subsidies for poor Americans are now
tied primarily to expensive new buildings at a time
when the evidence shows thaI twice the number offami
lies ('vuld be helped if the government made housing
payments directly to people.
Current programs to aid pmr Americans are
frx:used primarily on housing construction, and involve
long-term commitments that tie down the Federal gov
ernment far into the future. In the public housing and
Section 8 rental assistance programs alone, as the figure
shows, the government has made promises of nearly a
quarter of a trillion dollars-up from $61 billion in 1975,
when the Section 8 program IVaS started. Annual outlays
for these obligations are $5.5 billion and will grow to
$7.8 billion by 1986 as contracts take full effect, even
with no new obligations. Further; the government has
contracted to keep making these annual payments for 24
years, on average, for construction progroms.
While these subsidies are understandable as a de
vice to get the privaJe market (or public housing authori
ties) to take on the production and management of low
incvme housing, the cumulative effect of these controcts
is to restrict the Federal government's flexibility in its
use of housing subsidies.

government budgeted an average $425 a month for
each poor family housed through the Section 8 New
Construction program, but only $217 a month for
each family living in existing housing under the
program . A shift from project funding to people
funding under this program will enable twice as
many poor people to be helped by the same housing
budget.
Heavy burdens have already been placed on
future budgets by Section 8 procedures, which guar
antee rents to builders over periods of 20 to 30
years, and to owners of existing apartments over
periods averaging 15 years . The fi scal 1982 budget
notes that outstanding obligations under Section 8
contracts now total $121 billion. Adding in the con
tinuing costs of the bond issues that built Public
Housing and other forms of housing assistance, the
unfunded liabilities of the Federal government for
housing subsidies reach nearly a quarter of a trillion
dollars . The weight of these accumulated obliga
tions has begun to restrict the amounts the govern
ment can find for assistance to other families.
As part of the 1970 housing legislation, Con
gress called for a study of the possible advantages of
housing grants as compared with production pro
grams. Inresponse, the Department of Housing and
Urban Development (HUD) organized an Experi
mental Housing Allowance Program, which even
tually involved 30,000 households in 12 varied loca
tions across the nation . The emerging data have
already generated more than 300 technical reports.
This largest controlled social experiment in
history has, in fact, produced answers to many of
the most pressing questions about housing al
lowances . Allowances are less expensive to the gov
ernment than new construction and more likely to
reach families spending too much of their income
for rent. The requirement that allowances can be
spent only for units inspected and deemed adequate
does stimulate the repair of minor deficiencies in
existing housing, without further subsidy, but al
lowances are less likely to help people now living in
seriously substandard housing. Landlords simply
do not find the payments great enough to justify
major rehabilitation, and the residents of such units
are more likely to drop out of the program than to
undertake the mess and expense of moving.
Clearly, then, a Housing Payments Program
(HPP) for lower-income consumers is the most effi
cient way to help the largest number of poor families
in their quest for a decent home. Equally clearly,
such a program may not be sufficient in places

where there is a serious shortage of adequate rental
units . But the Federal government is likely to be a
poor judge of what is needed, in each of thousands
of cities and counties, to meet low-income housing
needs. Thus, the Commission has recommended
that a Housing Component be added to the estab
lished Community Development Block Grant
(CDBG) program. Also, new construction should
be made an eligible activity under CDBG to enable
States and localities to make their own decisions as
to whether new construction as well as rehabilita
tion is necessary to make the promise of HPP a
reality.
The Commission also expects that con
struction of rental apartments will be stimulated by
the adoption of its recommendations that States and
localities cease the exclusionary zoning that has
restricted multifamily development. This stimulus
should be enhanced by other recommendations re
lating to regulatory procedures, tax laws, use of
Federal public land and buildings for housing, new
rules to attract mortgage investment by pension
funds and life insurance companies, and temporary
revival of the mortgage bonding capacity of States
and localities. Moreover, reductions in interest rates
will quickly benefit rental housing . With effective
demand by the poor increased by grants, the Hous
ing Component of CDBG should be no more than a
safety net.
Recipients of HPP grants would negotiate their
own contracts with landlords and would be permit
ted to spend more or less than the market rent
calculated for the area . If a property were to be
available within their means, a recipient family
could in theory use its grant to buy a home . The only
requirements would be that the units rented or sold
meet standards of adequate housing, locally estab
lished where possible, and that owners abide by the
principles of the Fair Housing Act, offering their
apartments or houses to all comers regardless of
age, sex , race, color, or creed. Federal authorities in
local and regional offices would be charged with the
duty of monitoring, under threat of appropriate
sanctions, community enforcement of fair housing
standards .
Housing Payments are not meant to be an en
titlement program: the nation cannot afford yet an
other system of entitlements expanding endlessly
out of effective control. Grants should be available
first to families of very low income living in inade
quate housing and paying a large portion of their
income for housing, and to very low-income house
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holds subject to involuntary displacement. Roughly
1.1 million very low-income renters now have inad
equate housing and spend more than 30 percent of
their income for rent; their needs , by definition not
met under existing programs, can and should absorb
the available resources in the early years of the new
program.
One way to increase these resources would be
by the retrieval of some of the subsidies now
pledged to Section 8 New Construction and Sub
stantial Rehabil itation programs. At present, for
example , annual grants of $100 million have been
pledged to about 17,000 units in partially subsidized
apartment houses not yet in construction. The re
trieval of these budgeted subsidies would be enough
to give housing assistance grants to more than
30,000 additional families at the average annual
grant now provided in the Section 8 Existing Hous
ing Programs.
Some 1.2 million American households are
now lodged in the Low-Rent Public Housing pro
jects built since 1937 and managed locally by Public
Housing Authorities (PH A). These households are,
as a group, the poorest of the poor, with average
incomes at only 28 percent of the national median
family income. Almost three-fifths of these house
holds are drawn from ethnic minorities; another
one-quarter are nonminority elderly; and 13 percent
are neither minority nor elderly.
In its deliberations on the future of public
housing, the Commission sought two objectives
reinforcement of the national commi tment to decent
housing for low-income Americans , and restoration
of local control in the management of local housing
policy. The Commission was disturbed at the extent
and rigidity of Federal rules restricting the ability of
local authorities to solve their own problems . Public
Housing was instituted as a federally assisted local
program and can fulfill its purposes best with local
accountability for projects. Thus, the Commission
recommended that PHAs have broader management
control and that local governments and PHAs deter
mine jointly with the Federal government the future
of each public housing project.
Under this approach, projects that are valuable
could be sold, with the proceeds to be retained by
the Public Housing Authority and used for low
income housing purposes . Projects that are both
unsuccessful in the quality of life they offer their
residents and excessively expensive to maintain
could be sold or demolished . For the large majority
of the projects, which provide good housing at
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reasonable subsidy costs, the Commission recom
mends that HUD and the local authorities negotiate
tenns for the continuation of the service, keeping in
mind the first responsibility of both parties to the
very poor, hard-to-house residents.

HOMEOWNERSIDP
Owning a home is one of the most highly prized
goods in American life. A home of one's own is a
great stake in society, encouraging neighborhood
stability and political participation . When he met
with its members, President Reagan charged the
Housing Commission to search out ways by which
public policy could encourage the continued growth
of homeownership in the United States. The search
for such policies is , in fact, an American tradition:
for almost 50 years the government has been in
volved in finding ways to promote homeowners hip.
Few pieces of social invention from the 1930s
have reverberated so loudly through the corridors of
time as the FHA-insured, level-payment , self-amor
tizing, long-term mortgage. Supplemented by VA
mortgage guarantees after the war, this piece of
paper and its acceptance-first by homebuyers and
banks, later by insurance companies and an
organized secondary market-made homeowner
ship possible for tens of millions of Americans who
would otherwise have lived out their days in rented
quarters .
Like so much else that is 50 years old, FHA
has become a prisoner of its own habits, and the
Commission recommends that more agile private
mortgage insurance institutions take over many
FHA functions relating to single-family homes. But
there are still pioneering tasks ahead for FHA in the
Commission's scenario, in the testing of new mort
gage instruments and in assistance to homeowners
for whom private insurers are unwilling or unable to
supply insurance.
Since the quantum leap of income tax rates
during World War II , the tax code has played a
major role in making homeownership more desir
able. The Federal tax code allows imputed income
from real assets , including housing, to pass untax
ed, while allowing the deduction of mortgage inter
est payments and local property taxes (like other
interest and taxes) from federally taxable income.
This is complemented by the favorable tax treat
ment of capital gains on houses, with homeowners
older than 55 allowed to escape capital gains taxes
on up to $125,000 in profits from the sale of a home .

The Commission recommends the continuation of
these aids for homeownership, along with a general
review of the effects of Federal tax policy on all
sectors of the economy.
In the 1970s , the government gave an addi
tional boost to homeowners hip in an ultimately de
structive way: by stimulating and tolerating the in
flation that devastated the value of the dollar. Home
buyers bought as much house as they could manage ,
seeing it not only as a home , but as an attractive
investment and their best hedge against inflation . In
the process, savers fled the inadequate returns paid
by housing-oriented thrift institutions.
But the increased investment value of a house
has its dark side . Demand for housing as an invest
ment-as a locus for savings rather than a place to
live---<lrove up prices and mortgage interest rates to
the point where those whose income did not permit
such heavy allocation to savings were unable to
acquire a home of their own.
Further, young families and moderate-income
households seeking to buy a first home are blocked
today by their inability to meet either downpayment
requirements or monthly mortgage bills . The Com
mission believes that government insurers and reg
ulators of financial intermediaries can help home
owners and lenders reduce the cash flow problems
associated with the standard type of mortgage , and
that a case can be made (if not quite proved) for
government assistance to families accumulating
funds for downpayment on a house .
Mortgage payments can be reduced through
new types of financing instruments . One type has
already been approved and admitted to the cata
logue of FHA-insured paper: the Graduated Pay
ment Mortgage, by which homeowner payments in
the early years are held below the interest charges ,
permitting the total loan to rise ("negative amor
tization "). Then a higher payment is exacted in the
later years of the mortgage to payoff the larger loan.
In an inflationary period, most homebuyers can
expect to earn more dollars as time passes, making
the future burden less severe; even without a boost
from inflation, young homebuyers should be able to
count on increasing income as their careers ad
vance .
Another instrument that has gained attention is
the Growing Equity Mortgage (GEM), which ties
monthly payments to a general index of wages or
prices. The additional payments incurred as in
comes rise are applied to the outstanding balance of
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For people buying homes the initial monthly mortgage
payment as a percent of household income held rela
tively steady, with minor fluctuations, from /963 to
1973. it then began an almost uninterrupted growth , as
both home prices and interest rates rose much faster
than the rote of increase in personal incomes.
For existing homeowners, however, real costs of
homeownership (net costs after adjusting for inflation
and taxes) continued to decline almost to the end of the
1970s, Fixed-rote mortgages insulated homeowners
from the rise in interest rates; and the resale value of
the home-the owner's investment-increased faster
than other consumer prices, qffsetting the rises in fuel
bills, taxes, and maintenance, An increasing gUlf there
fore appeared between the initial costs for homebuyers
and real costs for current homeowners,
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the loan, retiring the mortgage more quickly. The
GEM and two variations of mortgages that permit
some equity investment by a third party have been
recently proposed for FHA insurance eligibility.
One source of subsidized mortgages in recent
years has been the tax -exempt mortgage revenue
bond, by which States and localities raise funds
partly to support home purchases by moderate
income families. Congress targeted and limited the
issuance of such bonds for single-family housing in
1980, leaving it to the Treasury to fill in the details of
the limiting regulations. The regulations written to
govern bonds to support single-family mortgages
have been so onerous that States and localities have
been unable to continue this activity; meanwhile,
bonds to support multifamily mortgages have been
in effect prohibited by the failure of the Treasury to
produce any regulations at all. While concerned
about the long-term costs and fairness of Federal
housing subsidies filtered through the tax-exempt
mortgage bond process, the Commission recom
mended that, at least for the 20 months remaining in
the authorization for single-family housing bonds in
the 1980 legislation, the Treasury should ease its
stance and permit bonds to be written and issued.
On March 28, 1982 , the President announced that
he had issued such orders. According to the Com
mission, the future of this program should be con
sidered in the context of a more general examination
of State and local power to gain Federal subsidy by
issuing tax-exempt bonds, with particular reference
to Industrial Revenue Bonds.
Obviously, the most desirable solution to the
new homebuyer's cash flow problem is the restora
tion of a stable, noninflationary economy in which
interest rates would come down for everybody, in
cluding the homebuyer. Success for the President's
economic program would be worth more to first
time homebuyers than any imaginable mortgage
instrument or any shallow subsidy to reduce interest
rates for mortgages. Because the inflationary dan
gers inherent in such subsidies conflict with the
President's larger program, the Commission has
been unwilling to endorse them.
Similar concerns have prevented the Commis
sion from endorsing any of the proposals for gov
ernment-sponsored incentives to renters to accumu
late savings for a downpayment. The Commission
does, however, offer three program options to the
President for further evaluation. Two of them are
plans for Individual Housing Accounts to which the
government would contribute through tax credits
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and tax exemption, or by direct supplement. The
third is an amendment to the current rules on Indi
vidual Retirement Accounts, which would permit
money in these tax-benefited funds to be used for
purchase of a first house.
Most purchasers reduce their downpayments
and mortgage bills simply by purchasing a less
expensive house . Given the importance of placing
the first foot on the ownership ladder in a period
when the value of equity in a home is likely to
increase, the Commission believes public policy
should make it easier for families to start with
something other than the classic stickbuilt house on
its own piece of land .
Manufactured housing, for example, has long
enjoyed a considerable initial cost advantage per
square foot of living space . In 1981, "mobile
homes" accounted for almost 29 percent of all new
single-family dwellings sold in the United States,
and the great majority of these sold for less than
$50,000. The construction code legislated by Con
gress in 1974 has ensured standards of safety and
durability in these units. But the true long-term cost
of such manufactured homes has been much higher
than necessary, because of inequitable treatment by
governments and financial institutions.
The Commission recommends that manufac
tured homes permanently attached to the land
should be treated by local governments, Federal
credit agencies, tax collectors, and lenders exactly
as conventionally built homes are treated. Where
manufactured houses are still potentially "mobile
homes," r~sting on rented rather than owned land,
there is no escaping the necessity to deal with them
as personal property rather than as real estate. But
public policy can help owners gain access to financ
ing, tax preference, and a wider choice of locations.
Assuming enactment by the States of tenant
protection provisions similar to those of the Uni
form Condominium Act developed by the National
Conference of Commissioners on Uniform State
Laws, the Commission proposes an end to mor
atoria and undue restrictions on the conversion of
rental properties to condominium or cooperative
ownership. The Commission also supports the use
of insurance-backed warranties for conversion pro
jects and urges States to consider the possibility of
relocation assistance for elderly tenants displaced
from converted buildings . Discouragements to con
version now present in the tax codes should be
removed.
For some years, HUD has been turning over to

localities for homesteading purposes single-family
homes acquired in connection with defaults on
FHA-insured loans. Now the Department should
adopt similar policies to help lower-income families
purchase apartments in multifamily properties ei
ther owned by HUD or held by HUD awaiting
foreclosure .
A further area of concern to the Commission is
homeownership by elderly couples or individuals
who wish to continue to live in the housing they
bought earlier in life. The maintenance of this hous
ing may be beyond the means of people whose
earned income stream has stopped. Such trag
edies-and they are tragedies for the individuals
involved-will become more common as the num
bers of old people rise.
The Commission recommends the develop
ment of Reverse Annuity Mortgages that would
enable elderly homeowners to take cash from the
equity in their housing on terms that minimize the
psychological damage that can be done by the vi
sion of a dwindling asset. Tax laws should be
changed to permit elderly homeowners to execute
salecleaseback transactions that would enable them
to receive cash for the equity in their house while
retaining the right to live there, and would grant
purchasers the tax. benefits of depreciation during
the life of the elderly tenant.
Another possible source of income for the el
derly homeowner is "home sharing" in what had
been a single-family residence. Commission rec
ommendations with regard to zoning would, among
their other benefits, grant virtually universal per
mission for such arrangements .
Finally, one of the greatest encouragements to
homeownership from the Commission 's proposals
would be reductions in the costs of new housing that
would follow adoption of its recommended changes
in zoning rules and procedures and in building
codes and other regulations. For middle-income as
for low-income families, the unhappy fact about the
housing they want is that they can't afford it. "Af
fordable houses" will be much easier for builders to
build if they can get on with the job instead of
hassling bureaucrats endlessly for permits and ap
provals .

RENTAL HOUSING
More than a third of American households live in
rented housing. Impediments to homebuying,
which will not be quickly eliminated, will keep in

the rental market households that would prefer to
buy. But the private production of rental housing not
subsidized by the government continues to shrink .
Rental housing suffers from a seriously inade
quate net income stream. The most convincing re
cent study of rents in comparison with other prices
shows that for a constant-quality rented home or
apartment , real (adjusted for inflation) rent levels
have declined by 8.4 percent in the last 20 years .
Only a minority of privately operated rental proper
ties earn their owners a return comparable to that
available in the last few years from the purchase of a
long-term Treasury bond.
At the same time, however, an ever-increasing
majority of middle-income Americans have been
persuaded by tax benefits and the investment values
of homeownership to buy their homes. The upshot
is that lower-income households-who have always
had problems with the burdensome portion of in
come they must pay for rent-are becoming a larger
fraction of renters.
Thus, the perception by tenants is that rents are
exorbitant, and by landlords that rents are ruinously
low. The result has been exacerbation of the peren
nial tension between landlord and tenant, declining
standards of maintenance of the urban housing
stock, and serious loss of civility in local govern
ment. All this has happened in a time of rapidly
increasing operating costs and, of course, of interest
rates-the thread of discomfort that runs through all
these pages.
Three factors have kept rental housing afloat in
the economy-the fact that much of it was financed
with the low-rate mortgages of the 1970s; the fact
that" leveraged depreciation" on buildings (the
bank puts up most of the purchase money, but the
owner gets all the tax breaks) has made investment
in rental housing a way to shelter other income from
the tax collector; and the hope that despite its failure
to produce competitive earnings, the building will
appreciate in value and yield a capital gain on sale.
The Economic Recovery Tax Act of 198 I in
creased the value of the tax benefit by shortening (to
15 years, from the average of 30 to 35 years in
previous legislation) the length of time over which a
rental building may be depreciated . But the other
two factors are inherently in conflict in a free mar
ket-to the extent that inflation seems likely to
increase the resale value of the building , higher
interest rates will tend to swallow the profits. At
present, indeed, the interaction of these factors
works against the economic viability of rental hous
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ing: fears of resurgent inflation keep interest rates
high, while the truth that the rate of inflation is
declining reduces the capital gains owners can ex
pect from the sale of their buildings .
Looming on the horizon for all potential inves
tors in rental property is the spectre of rent control,
which has survived for 40 years of alleged "emer
gency" in New York City and has recently been
instituted in a growing number of communities
across the land, from Washington, D.C. , to Santa
Monica . Prudent investors must therefore build into
the initial rents they charge for new apartments an
insurance premium against the subsequent intro
duction of rent control.
While blame for all urban ills can hardly be
placed at the feet of rent control, New York City
stands as the horrible example of the long-term
results of rent control. It has by far the largest
proportion of deficient housing units of any large
city: with 3 percent of the nation's population, New
York has 9 percent of its deficient housing. Little is
built or rehabilitated without government subsidy,
often several layers of subsidy, from Federal, State,
and local tax receipts . Abandonment has swept bare
large sections of the city, and the municipal govern
ment through tax foreclosures has involuntarily be
come the city's largest landlord, operating proper
ties that burden the city budget with tens of millions
of dollars in losses every year despite the fact that
they pay no taxes. Although their average cost of
funds is lower than that of thrift institutions
elsewhere in the country, the city's savings banks,
the mortgagees of this rent-controlled housing, have
already required more than $1.5 billion of help from
the Federal Deposit Insurance Corporation (FDIC),
with more to come . Worst of all is the public attitude
toward housing and neighborhoods. In the words of
a spokesman for United Housing Foundation, a
nonprofit organization and the largest builder of
apartments in the city since World War II, "After a
generation of rent control, people come to believe
that rent goes to the landlord , services come from
God, and deterioration ... deterioration is some
thing you get used to."
The cornerstone of the Commission's rec
ommendations in support ofrental housing, then , is
Federal discouragement of local rent control within
the context of an enlightened federalism . Because
the main instrument of Federal involvement in
rental housing is the insurance of mortgages and of
deposits in institutions that write mortgages on
properties subject to rent control, the means of
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Federal intervention should be the preemption of
rent control for all properties financed by federally
insured loans or by loans from federally insured
institutions .
Rent control, however, is so dangerous and
addicting a narcotic that it cannot be withdrawn cold
turkey. While prohibiting rent control on new con
struction financed with the help of Federal insur
ance, the Commission's proposals envision a five
year phase-in period for preemption of controls on
property covered by existing loans. Moreover, the
Commission recognizes that special circumstances
may on occasion justify the short-term imposition
of rent control-Fairbanks, Anchorage, and Valdez
in Alaska in 1974, for example, were clearly com
pelled to institute rent control to protect residents
from drastic rent rises as the result of the influx of
workers for the Alaska pipeline. In such situations,
the Federal government should not interfere with
local actions to meet local needs.
Higher-income households will come back to
rental housing to some extent during the 1980s,
pushed there by the increasing cost of homeowner
ship and the decreasing value of the tax benefits
associated with ownership in the aftermath of the
cuts in marginal tax rates. Between the increase in
average tenant income and the provision of housing
assistance grants to low-income families, the higher
rents needed to sustain viable rental housing should
be feasible and bearable. Regulatory reforms to
make building codes less eccentric and more uni
form through the country, and reforms of zoning
procedures that open up now-forbidden lands to
multifamily development, should enable builders to
bring down the cost of providing new units. When
interest rates come down, apartment construction
will rise.
Some of the necessary addition to the rental
stock, however, must come from conversion of
commercial and industrial buildings to residential
use, and from the alteration of existing houses and
large apartments to provide more rental units . The
new tax law provided special credits for investors
who rehabilitate commercial structures. The Com
mission recommends that these tax benefits be ex
tended to residential properties as well.
FHA mortgage insurance is particularly im
portant to the financing of multifamily properties,
partly because the size of each project prevents
private insurers from properly diversifying their
risk . The Commission therefore recommends con
tinuation of FHA insurance of mortgages on unsub

sidized multifamily projects, and FHA support for
innovative mortgage instruments . The Commission
feels that there may be a role for FHA insurance of
mortgages that give lenders some share of the equity
appreciation of apartment projects, under tight safe
guards to assure that both the developer and the
lender remain substantially at risk.
Among the discouragements to the con
struction of rental housing in recent years was a
change in the tax law in 1976, ending the previous
practice of expensing interest payments incurred
and taxes paid during the construction phase of a
multifamily project. The current requirement that
such expenses be included in the project cost for
gradual depreciation reduces the value of tax bene
fits to investors in rental properties at a time when
such investors are hard to find. The Commission
recommends that for a limited period of time, as a
counterweight to the harm done by high interest
rates, the Congress should restore , under appropri
ate controls, the rules that permitted immediate
deduction of interest and taxes paid by the developer
of a residential construction project during the
period prior to the occupancy of the building .

FUNDS FOR HOUSING
The current crisis in housing is primarily a crisis in
the financing of housing. The Commission agrees
that inflation and unprecedented interest rate move
ments have fundamentally damaged the system of
financial intermediation that so successfully sup
ported American housing for more than 40 years,
and that a broader-based and more resilient system
will be needed to supply the funds a strengthened
housing industry will require.
Looking toward the development of that new
system, the Commission proposes an integrated
package of recommendations designed to reduce the
nation's reliance on specialized mortgage lenders
and a single type of mortgage instrument. Thrift
institutions will continue to play an important part
in this system, but the thrift industry will need
broader operating powers to function effectively in
tomorrow's market environment. In the future,
housing will not be as dependent as it has been on
this limited sector of the capital market; housing
will draw more funds from a wide range of private
institutions, including pension funds, insurance
companies, and commercial banks . To encourage
greater participation in housing finance by such
institutions, the Commission recommends the re-
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As the graph indicates, mortgage interest rates have sky
rocketed over the past five years. Up until 1966, mort
gage rates were relatively low and quite stable. Since
then, high, volatile, and rising rates of i,!jlation have
driven mortgage rates from one historic record level to
another with increasingly severe variations. During
1979 alone, the rate on mortgages fluctuated over a
range of 3 percentage points.
There are tim major consequences of this increase
in rates. First, households found it harder to sustain the
cash flow necessary to pay for a house at market rates.
and housing became less "affordable." Second, thrift in
stitutions became less viable. Inflation outstripped ex
pectations and thrift institutions found that they had
loaned money for housing at rates that were insufficient
to maintain the value of their investment. Because they
were forced to finance these mortgage loans by paying
market rates reflecting the rate of inflation, the thrifts
were caught in an earnings squeeze that hobbled them
as a source of housing finance.
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moval of various tax, legal, and regulatory impedi
ments to widespread private investment in mort
gages and mortgage-backed securities .
Secondary markets dealing in new types of
mortgage-related securities will help attract these
new participants to housing finance . New forms of
mortgage instruments also will serve the needs of
both borrowers and investors in a changing econom
ic environment. In the process, some of the risks
associated with the need to pay market interest rates
will be shared between lenders and borrowers; some
will be hedged by lenders in the new and rapidly
growing financial futures markets, to which hous
ing-related paper has gained entry.
Development of a more efficient and extensive
private housing finance system will reduce the need
for government programs in the residential mort
gage markets. The Commission foresees a future in
which government should be a participant in hous
ing finance only in those areas where the private
sector cannot provide needed services at a reason
able cost to borrowers.
The most durable of consumer durables, a
residential building must be paid for as a product at
the time of completion, though it will yield satisfac
tion to occupants over the course of many years .
Housing therefore requires, more than any other
item of consumption, a system of finance that
provides large sums of money for immediate pur
chase to be repaid over a long period of time. Most
societies have found it proper and convenient to
mobilize personal savings to facilitate personal
homeownership and have developed institutions
specialized in this sort of getting and lending .
In the United States the key housing finance
institutions have been the thrifts-savings and loan
associations (S&Ls) and mutual savings banks. Sin
ce the Great Depression, they have been heavily
regulated . First at commercial banks, and after 1966
at the thrifts, ceilings were set on the interest rates
that could be paid to depositors. This system for
mobilizing consumer savings for housing thus re
quired either a currency of relatively stable value , or
the absence of competitive repositories for personal
savings, or both. Once market interest rates rose
substantially above the imposed ceilings, there was
an incentive for entrepreneurs to offer higher-yield
ing instruments and for savers to shift their assets
into those higher yields. For alert consumers, the
appeal of the savings account greatly diminished,
and the flow of funds to housing through thrift
intermediaries was choked .
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The immediate problem for the government
regulator was to enable thrifts to continue to draw
new consumer deposits, without lifting the interest
rate on all deposits to the point where interest paid
to savers would exceed the earnings the thrifts re
ceived from their seasoned long-term mortgages.
For a time, the problem was solved by an ingenious
collection of specified-term depos its at higher rates ,
with penalties for early withdrawal. But as interest
rates continued to rise and inflationary expectations
became ingrained, these time-deposit devices
proved inadequate as a means for holding consumer
savings in thrift institutions.
In June 1978, the regulators approved new
short-term certificates bearing interest rates related
to Treasury bi II yields . By the end of 1981, well over
one-half of the savings in the nation's thrift institu
tions had taken the form of certificates with interest
rates tied to market conditions on the date of their
issue. Those market conditions had only rarely in
the previous two years permitted the issuance of
paper carrying a yield of less than 10 percent a
year-but almost two-thirds of the mortgages held
as assets by the nation's thrifts carried interest rates
below 10 percent. Profits vanished , and the net
worth of the mutual thrifts and the capital of the
stockholder-owned S&Ls were eroding in early
1982 at a rate of more than $6 billion a year. These
losses exceeded those of the afflicted automobile
industry, the airlines, and the agricultural equip
ment makers, all taken together.
These wounds need not prove fatal , especially
if interest rates fall . Old low-rate mortgages are
being paid off month by month, and new high-rate
instruments replace them on the asset side of the
thrift ledger. Because amortization provides a
steady stream of incoming funds , thrifts in the ab
sence of a financial panic will not have a cash flow
problem and will be able to pay depositors who
want their money back even if their net worth under
generally accepted accounting principles should be
come negative.
The Commission recommends several actions
the government could take to help thrift institutions
during the transition years. Among the most impor
tant measures that can be adopted to speed the
healing process is the restoration to mortgage len
ders all over the country of their once unquestioned
right to enforce the due-on-sale clauses written into
most mortgages that are not federally insured .
States and courts that deny mortgage lenders this
right keep the thrift institutions from bringing the

yield on their assets into balance with the cost of
their funds, denying new mortgage loans to the
entire nation and destroying the actuarial basis on
which the capital market rested its willingness to
commit nondepository funds to housing. The Com
mission suggests several options for Federal action
to compel or pressure States to cease their coun
terproductive post-hoc infringement of legitimate
provisions in private contracts.
The Commission also urges Congressional ac
tion to make demonstrable the fact that Federal
insurance does and will guarantee principal and
interest on deposit accounts up to $\00,000 .
Though both the Federal Deposit Insurance Corpo
ration and the Federal Savings and Loan Insurance
Corporation already have sufficient resources to see
the thrift industry through a severe storm -and can
supplement those resources if necessary by drawing
on a legally determined line of credit with the Treas
ury-there is certain to be concern about the extent
to which insurance assets of $15 billion or so can
protect $1.2 trillion of savings deposits and small
denomination time deposits. Thus the Commission
recommends that Congress act to back up the state
ments of the Secretary of the Treasury and White
House spokesmen that the Federal government will
stand behind the repayment of all deposits in
federally insured banks and thrifts, up to the legal
ceiling. What is needed is not encouraging resolu
tions but legislation to establish a deeper line of
credit for the insurance corporations at the Treasury
and/or the Federal Reserve. If the funds to back up
the insurance are visible to the public, there will be
no need to call on them .
In deciding whether to support troubled thrift
institutions, the Commission recommends that
Federal regulatory authorities should look at them
as a prudent lender would look at any business:
judging the institution's reasonable chances for fu
ture profit rather than its current book value. Where
an institution must be merged to maintain its serv
ices to the public, the authorities should use the
power the Commission believes they already have to
arrange interstate and interindustry combinations.
The Commission did not recommend an exten
sion of the "all savers" program that was enacted in
summer 1981 and permitted depository institutions
to offer a one-year certificate with a tax-exempt
interest rate. This program drew relatively little new
money to most thrift institutions, and less to hous
ing , but was costly to the Treasury. To avoid a drain
of funds from the thrift institutions when this pro

gram ends, the Commission recommends that the
regulatory authorities approve a new fully taxable
certificate that would offer a comparable after-tax
yield to savers . To help thrift institutions retain IRA
and Keogh retirement plans, the Commission rec
ommends an increase from $100,000 to $250,000 in
the maximum insured deposit account held for this
purpose.
Looking to the future, the Commission expects
and welcomes a major restructuring of the thrift
industry. It recommends considerable expansion of
operating powers for thrift institutions. It also advo
cates liberalized rules to ease the transfer of deposi
tory organizations from mutual to stock form and
between State and Federal charter.
Congress has already legislated an end to all
regulatory restraints on the payment of interest on
deposits, to take effect by 1986 after a phase-out
period at a pace set by the Depository Institutions
Deregulation Committee . Further expansion of
thrift institutions' liability powers would also seem
desirable. In addition to consumer NOW accounts ,
for example, thrifts should be permitted to offer
commercial checking accounts.
But the time has come for Congress to drop the
other shoe: to relax the limits on the nature of the
assets thrifts can solicit and hold . In general, the
Commission believes thrift institutions should be
able to serve the credit needs of all sectors of the
economy. The lesson of the past half-dozen years is
that mortgage investments alone will not provide
thrift institutions with the flexibility they need to
survive in periods of financial stress.
Congress has already recognized the strength
of this lesson to a degree , loosening some of the
previous restraints on thrift asset powers . But provi
sions in the tax code still function to inhibit diver
sification by thrift institutions, and these provisions
must be changed if the thrifts are to take advantage
of their new powers. Thrifts will continue to spe
cialize in residential real estate lending: it is their
area of expertise, the playing field on which they
can demonstrate advantage in comparison with
other institutions. But extended asset powers , un
hindered by tax considerations, will , of course,
reduce their virtually exclusive orientation toward
housing investment.
The Commission therefore believes that the
same tax incentive should be made available to all
investors through a mortgage interest tax credit.
This credit would aid the transition to a broader
institutional base of mortgage supply. To minimize
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the shock to thrift institutions, the current bad debt
deduction should be phased out gradually. To maxi
mize the impact on the mortgage market , the credit
should apply to additional mortgage investments .
Commercial banks are already large mortgage
lenders-indeed , they have increased their share of
such loans during the past three years when the
thrifts were of necessity leaving the market. Life
insurance companies were major suppliers of funds
for housing until the mid-I960s and can be induced
to return; pension funds, by pursuing their own
investment goals, also can help Americans meet
their housing desires. The Commission notes with
gratification the President's prompt adoption of its
interim recommendation that Employee Retirement
Insurance Security Act (ERISA) regulations be al
tered to permit greater investment in mortgages by
private pension plans.
State legislation must be changed in some
States to facilitate housing investments by public
pension funds. The Commission suggests that the
National Conference of Commissioners on Uniform
State Laws consider a model State Legal Investment
statute for this purpose. State laws should also be
changed to permit consumer finance companies,
already heavily involved in personal loans secured
by second mortgages, to enter more directly into the
mainstream of housing finance.
The regulatory authorities have already moved
to permit thrift institutions and others to offer ad
justable-rate mortgages (ARM), which shift from
lender to borrower some (at the extreme , all) of the
risk of volatile market interest rates . The accept
ability of these instruments to both homeowners and
financial institutions will determine their future.
What seems clear is that a viable ARM must
give the homeowner a considerable degree of con
fidence that he will not lose his home because of
what happens in impersonal money markets, and
must give the ultimate lender of the funds reason for
confidence that he is not subjecting himself to major
risks of loss through maturity transformation by
committing his money to finance housing . Lenders
should be encouraged to seek original solutions to
these demands. The form such instruments will
ultimately take is still unknown, and it would be a
mistake for the Federal government to promote just
one kind of ARM at this time.
Though financial futures markets have made it
possible for mortgage lenders to hedge the interest
rate risk on their holdings of fixed -rate instruments,
viable ARM instruments could be an important tool
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in the quest to attract money for housing from the
pension funds and life insurance companies. Both
these "contract thrifts" have long-term obligations
suitable for matching with the long-term asset of the
residential mortgage. But some pension funds may
have their benefits schedules altered by some form
of prearranged or repeatedly negotiated indexing .
Such pension funds , then, will need assets that yield
increasing returns in inflationary times . Con
ventional mortgages do not meet these needs;
ARMs do.
In secondary markets, private placement of
mortgage loan packages with institutional investors
like pension funds and life insurance companies,
and with other financial institutions, has historically
been the norm . The full potential of the mortgage
market, however, will not be reached until it is fully
meshed with the securities markets. The Federal
government has created a number of institutions to
help achieve this integration. Agencies such as the
Federal National Mortgage Association (FNMA),
the Government National Mortgage Association
(GNMA), and the Federal Home Loan Mortgage
Corporation (FHLMC)have all helped to improve
the access of mortgage credit to the broader capital
markets .
FHA insurance was crucial in the first large
sales of home mortgages to distant investors . The
biweekly FNMA " auction" of rights to sell the
agency future mortgages has been an important
source of commitments to lenders for a long time .
More recently, the GNMA and FHLMC pass
throughs have created a very large and very active
secondary market in housing-related paper. And all
these institutions still have pioneering tasks to per
form, by insuring, buying, and selling the new
mortgage instruments, and by testing the markets to
determine what housing paper will be most accept
able to investors in the years ahead.
Before a fully private mortgage-backed se
curities market can reach its full potential as a
source of funds for housing, various regulatory,
legal, and tax impediments will have to be removed .
Mortgage-backed securities are not mentioned in
many of the laws governing investment vehicles,
because they were not in existence when the laws
were written. Thus , the sort of pooling that is tax
free for the stock-market mutual fund may produce
tax liabilities for a mortgage pool; and profits on the
resale of a conventional mortgage-backed security
(CMBS) instrument are treated as ordinary income
rather than as capital gains. The Federal Reserve

Board 's Regulation T, which permits the extension
of margin credit on the security of corporate bonds,
denies such assistance when the collateral is a mort
gage-backed security. The Securities Exchange
Commission does not permit registration of mort
gage-backed securities under the Investment Com
pany Act, but the State securities regulatory au
thorities require separate registrations under State
blue-sky statutes . Many States do not consider
mortgage-backed securities to be "legal invest
ments" for State-regulated fiduciaries.
The Commission recommends that anach
ronistic constraints be removed from the relevant
laws and regulations, permitting conventional
mortgage-backed securities to compete on equal
terms in the securities markets. Because FHA's
imposed costs are greater than private mortgage
insurance fees, the role of FHA will diminish natu
rally-indeed, FHA and VA together guaranteed
fewer mortgages than the 15 private mortgage insur
ers did in 1981 . With the reduction in the quantity of
FHA paper, the GNMA guaranteed securities pro
gram will lose its raw material-but even before
that happens, the government should plan a phasing
down of GNMA issuance, carefully calibrated to
match the growth of the CMBS market.
Eventually, the Commission believes, both
FNMA and FHLMC should become entirely private
corporations, without special access to the deep
pockets of the Treasury or the Federal Home Loan
Bank System . These developments, however,
should be geared to the return of FNMA to fiscal
health . As an institution that borrowed short to lend
long, FNMA has been suffering many of the ail
ments of the thrifts. It will require the comfort its
Federal liaison gives to the purchasers of its obliga
tions for several more years .

REGULATORY REFORM
Growing concern about overregulation of housing
has been expressed by both experts and concerned
citizens. In the 1960s both the Douglas Commission
and the Kaiser Committee warned that government
regulation of housing would continue to increase.
They identified the need to reduce unwarranted
government controls in the form of building codes,
zoning, subdivision regulation , and licensing . Ex
cept in the area of building codes, which have
become upgraded and made more uniform across
the country in the past dozen years, these warnings
have come true.

A number of studies have quantified the cost of
increased site-development standards, municipal
fees for permits, inspection and utility tie-ins, ex
cessive building code standards, and insufferable
delays. While the quality and level of these esti
mates vary, they all show a significant regulatory
impact on cost-adding as much as 25 percent to the
price of a house . There is a steadily growing list of
Federal, State, and local authorities that insist on
elaborate permit-granting procedures and impact
statements . Meanwhile, the clock ticks on escalat
ing wages and p~ices; and builders must pay interest
charges and local taxes to maintain inventories of
still-barren land. Homebuyers and renters even
tually must pay for it all.
The increased control by government on
homebuilding has been among the more damaging
results of the intense cyclicality of housing con
struction in the 1970s . Bursts of housing activity
frightened some municipalities, which saw added
pressure on public facilities resulting from large
population inflows. The obvious profitability of
homebuilding in boom years tempted reformers and
politicians to load the costs of what seemed to them
desirable changes onto the price of houses .
Productivity improvement in the construction
industry has lagged behind even the generally un
satisfactory record of the economy as a whole. A
number of factors aggravate this condition: local
building code regulations that prevent the substitu
tion of more cost-effective materials or procedures;
Davis-Bacon Act restraints that prevent the substitu
tion of unskilled for skilled labor on federally as
sisted projects ; and local laws that restrictively li
cense skilled tradesmen.
The Douglas and Kaiser panels dealt essen
tially with local regulation; Federal regulation had
not become sufficiently intrusive to draw their atten
tion. During the 1970s, however, the Federal regula
tory presence expanded dramatically in response to
grass-roots consumer, environmental, and energy
movements.
Many Federal agencies adopted regulatory
policies that directly or indirectly affected housing
costs. Some regulations increased production costs;
others limited the supply of land and materials avail
able to satisfy the demand for housing; regulation of
mortgage lenders raised credit costs; and Congress
increased HUD's regulatory authority in such areas
as settlement procedures and manufactured hous
ing.
State governments also expanded their regula
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tory roles in environmental control, building con
trols, housing in municipal land-use plans, and
energy conservation. Some State programs were
created in direct response to Federal requirements
or incentives; others reflected State concern over
housing, energy, and environmental problems.
The pattern is clear: regulations have prolif
erated at all levels of government. While govern
ment has a legitimate concern about vital present
and future interests, failure to consider and antici
pate detrimental effects on housing has led to exces
ses and abuses, conflict, unnecessary costs, dis
couragement of innovation, and duplication. The
Commission believes, however, that the public's
attitude toward this sort of regulation has turned .
The time has come for restraint in government reg
ulation of housing.
The Commission calls for special Federal reg
ulatory relief for housing. To make this a broad
effort, Federal officials should consult consumer
and industry groups and State and local govern
ments when setting deregulation priorities .
Federal agencies should use appropriate pri
vate-sector construction standards and phase out
their use of Federal minimum property standards,
relying instead on local building codes consistent
with one of the nationally recognized model codes .
Federal land-use and environmental protection
regulation should be reviewed to ensure that such
regulation does not unduly hinder the achievement
of affordable housing. The Commission further rec
ommends that housing construction and related in
frastructure work should be excluded from coverage
under the Davis-Bacon Act.
Most importantly, at the State and local level,
the Commission urges governments to limit zoning
restraints on housing to the achievement of "vital
and pressing governmental interests." Regulators
should have the burden of proof that the code meets
this standard if the code is challenged in court.
Further, to address this concern, the Commission
also requests that the President ask the Attorney
General to evaluate the "vital and pressing" stand
ard of judicial review as applied to zoning restric
tions on housing.
Exclusionary zoning regulations can have so
cially discriminatory effects, preventing the con
struction of multifamily or other housing projects
that could be built for occupancy by moderate
income households . "Controlled growth" regula
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tion pushes up the prices of existing homes in the
localities imposing such quotas , largely for the ben
efit of existing homeowners .
Subject to vital and pressing governmental in
terests, the Commission recommends that:
• Density of development should be left to the
marketplace;
• Discrimination against manufactured hous
ing should be removed from zoning laws;
• The size of individual dwelling units should
not be restricted;
• Growth controls should be justified by a
vital and pressing governmental interest;
• Farmland regulation limiting housing
should be avoided;
• Builders should be able to secure all neces
sary permits in a single procedure; and
• Builders should pay only such fees as relate
to their own development.
In the area of code enforcement, the Commis
sion calls on the States to require localities to adopt
one of the nationally recognized model codes and to
apply the HUD Rehabilitation Guidelines as a basis
for the development of their standards . Occupa
tionallicensing procedures should also be relaxed to
eliminate unwarranted exclusion of competent labor
from the work force . State licensing laws should
permit licensed craftsmen to operate throughout the
State, and full recognition should be given to com
parable licenses from other States.
The Commission applauds HUD 's initial
efforts to reduce regulatory burdens on homebuild
ing ~nd the shift of minimum property standards to
locally administered model codes . In addition, the
Commission recommends that HUD expand its
housing affordability efforts and create an Office of
Housing Productivity.
For 20 years and more , the public has been fed
proposals for new regulation which stress the no
bility of the results that are to be achieved by gov
ernment action and !l1inimize the costs that will be
imposed on business and consumers. The time has
come to reverse this process, to emphasize the enor
mity of the costs now imposed upon activities that
may not produce a clear public good, often imple
mented for selfish or obscure purposes.
Turning established public attitudes is never an
easy task, but the Commission believes that it can
be accomplished.

,

A FINAL NafE
When all is said and done, government makes the
rules and the private sector performs . For 30 years,
from the generation that had to find its way out of the
Great Depression until the 1960s, government jig
gled the rules in ways that were productive for the
housing sector. But the very success of housing
policy through those years then provoked a change
of course that shackled the housing industry while
appearing to protect it.
As often happens, the prisoner came to love his
chains . After 20 years of being told what to do and
being paid to do it, too many members of the
housing community want nothing so much as a
return to the old days. "Housing, " said a leader of
one of the trade associations at a meeting with the
Commission, "can' I compete for funds ." But of
course it can; it always has. Even in the heyday of
government help, the marginal dollar that sets the
price was raised in the marketplace. Government
gave access to markets through insurance programs,
which also involved a degree of implicit subsidy.
But the overwhelming bulk of government contribu
tion was in duly authorized funds and tax incen
tives, and those were never more than a minor
fraction of the money Americans spent on housing.
Nothing works unless the private sector works.
The current housing recession began toward the end
of 1979, and in the first half of 1980---when govern
ment subsidies were going full blast-starts were at
an annual rate of only 1.1 million. Since the 1960s,
every government-stimulated burst of housing ac
tivity has been followed by a deep decline after the
initial shock of the program has been absorbed ,
because the health of the private economy was being

sapped by inflation.
No one can say how many new housing units
will be "needed" in the next 20 years. Household
formations and housing units are functions of each
other; neither is an independent variable. In the
1970s, the rate of household formation was faster
than demographers would have predicted from the
raw population figures; in the 1980s, it will be
slower. The costs of starting a household were low
in the 1970s; they are high today. Not all human
decisions are made on the basis of economics, but
the information supplied by fluctuating costs and
prices deeply affects the behavior of most people
most of the time . That information turned adverse to
housing in the late 1970s; the condition of the hous
ing industry, and thus consumers' housing oppor
tunities, will improve only as this information turns
favorable.
The Housing Commission seeks growth with
stability. By providing the legal and economic rules
for an efficient and stable system of housing fi
nance, by placing scarce subsidy dollars where they
will increase effective demand, by eliminating reg
ulations that distort both demand and supply to
achieve governmental purposes without budgeting
governmental costs-by such means, the Housing
Commission seeks to bring the market for housing
into balance at a higher level of human satisfaction
and economic production. No other course of gov
ernment policy is desirable today. Very probably, no
other course is feasible.
Finally, the Commission urges speed in the
adoption of its recommendations. The sooner the
government clears the way, the quicker the nation
will gain the benefits of the homes a healthy housing
system will provide .
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Section I:

INTRODUCTION:
CHANGES IN QUAIJTY
AND AFFORDABllJll'Y
A fundamental concern of this Commission is the
housing problems of low-income Americans . While
there have been significant improvements in both
the quality and affordability of housing since the
1940s for most Americans, there are still low-in
come households poorly housed or paying a burden
some portion of their income for rent. The private
housing market serves most of these households,
but the public sector has a role in reducing housing
cost burdens and in expanding the availability of
decent units for those the market does not serve.
This section reviews the housing problems and
needs faced by lower-income people, discusses the
previous attempts to deal with the problems, and
proposes alternative methods of addressing the
housing needs of lower-income households .
The Federal government has dealt with the
housing problems of lower-income Americans by
building expensive new units for these house
holds-from public housing construction in the
1930s to the present Federal production program
known as Section 8. These programs have provided
large subsidies to finance the construction and sub
stantial rehabilitation of units and to subsidize occu
pancy by lower-income tenants . More than 1.2 mil
lion units of public housing have been built since the
program began , and more than 1.5 million addi
tional privately owned subsidized units have been
produced.
But new construction and substantial re
habilitation programs, whether of publicly or pri
vately owned units, have several problems: they are
very expensive; they are not equitable, because they
provide a few fortunate tenants very high quality
housing at a price less than their neighbors pay for
lower-quality housing; the bureaucratic controls as

sociated with the programs add time and expense to
the projects; and, most important, new production
and substantial rehabilitation are very inefficient
ways of addressing the problem of affordability.
While the public sector has provided housing
for lower-income persons through new construction
and substantial rehabilitation, forces at work in the
private sector have produced steady and dramatic
improvements in both the quality and quantity of
available housing. In fact , the ability to pay for
decent housing has become the predominant hous
ing problem faced by the poor. This development
represents a major change from the postwar period,
when housing supply and quality were the foremost
housing concern. Despite the ascendance of the
affordability problem, the nation's basic response to
the housing problems of lower-income persons has
not changed. This chapter discusses the housing
problems of lower-income households and provides
a critique of the high costs and inefficiencies of the
present Federal production programs . It also
provides the empirical basis for the recommenda
tions made in Chapter 2.
The nature of housing problems in the 1980s
suggests that a fundamental redirection of sub
sidized housing is in order. The Commission pro
poses a consumer-oriented Housing Payments Pro
gram as the preferred alternative to production
programs. Such a program directly addresses the
housing affordability problems of lower-income
persons by providing a subsidy to help pay monthly
housing costs. With their housing payment, lower
income households are free to occupy any unit that
meets the minimum standards for housing set by the
program.
Although the Commission recommends that
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the Housing Payments Program become the major
housing program for lower-income households, the
Commission realizes that the quality of housing
stock in certain markets and the difficulty of hous
ing payments in serving particular households may
limit the workability of a Housing Payments Pro
gram in some communities. The Commission
therefore proposes to make new construction an
eligible activity of the Community Development
Block Grant Program (CDBG) and to add a Housing
Component to CDBG . These changes will allow the
CDBG program, with its flexibility and sensitivity
to local needs, to become the primary program to
deal with housing availability for the poor. Chapter
2 provides guidance for the development of the
proposed Housing Payments Program and for modi
fications to the CDBG Program .
While the Commission looks forward to a new
approach to housing lower-income people , it is also
aware of the nation 's large investment in public
housing . Public housing has had special problems
in the past few years . Since the program was initi
ated , it has become increasingly controlled and
bound by Federal regulations. Local housing au
thorities are required to rent to very low-income
households and to limit the amount of rent charged
to tenants . This mandate reduces the ability of local
housing authorities to cover their operating ex
penses from tenant rents and forces the Federal
government to provide an ever-increasing amount of
money to subsidize operating costs. Many public
housing projects continue to be cost effective and
relatively inexpensive to operate. Other projects are
very expensive to run ; have serious maintenance,
crime, and social problems; or are located in areas
better suited to other uses , such as commercial or
industrial development.
Chapter 3 calls for a restructuring of the public
housing program . The changes would allow local
governments, in concert with the Federal gove'rn
ment , to undertake a project-by-project review of
public housing in order to determine the best future
use of the properties, while at the same time con
tinuing to serve the low-income tenants who occupy
the units.
The restructuring of the public housing pro
gram and the adoption of the two new programs
proposed by the Commission will help to solve the
housing problems of many lower-income house
holds . However, the housing problems of special
groups, such as the elderly, handicapped, and dis
abled may require additional attention. Issues and
problems associated with housing for these special
groups are discussed in Chapter 4.
The remainder of this chapter reviews the
trends in housing quality and affordability that have
emerged since the 1940s and critiques the current
4

subsidized housing production programs in light of
the present housing problems faced by poor people.

Housing Quality
Trends in Housing Quality
Basic housing data point to a continuing improve
ment in the housing of most Americans . The size,
amenities, and condition of housi ng provide an
important measure of how well Americans, par
ticularly its low-income residents, are housed. Tra
ditionally, the quality of the housing stock has been
measured along two dimensions : available space
and physical conditions. On both of these dimen
sions the quality of America 's housing has vastly
improved since World War II.' Figure 1.1 illustrates
the dramatic changes:
• Overcrowding (more than 1 person per
room) has decreased substantially, from 20
percent of all households in 1940 to 4 per
cent in 1980; severe overcrowding (more
than 1.5 persons per room) also has declined
to approximately 2 percent;
• Housing quality measured by the lack of
complete plumbing facilities has increased,
with only 4 percent of all units failing to
meet this criterion by 1980; and
• The stock of housing dilapidated or needing
repairs has declined to less than 10 percent
of the available units.
Other measures of housing quality also suggest
improvements. For example , in 1940 there were
fewer than 1.5 rooms for every person in the United
States; by 1980 there were 2. A room, of course,
may be large or small and thus this is an imprecise
measure of space . But the floor area per person has
also been increasing steadily. A new home in 1979
on average had twice as many square feet as in 1950.
Indeed , a new mobile home in 1979 typically was as
large as a new house in the late 1940s .
The improvements in housing quality apply to
the population as a whole, of course, but similar
improvements have occurred in the housing of vari
ous groups that often have been of special concern in
housing policy. Of those in the poorest fifth of the
popUlation , for example, 61 percent lived in housing
without complete plumbing in 1950, compared with
7 percent in 1978. Similarly, 70 percent of nonwhite

I

Measures of housi ng adequacy and affordability are derived
from U.S. Deparlment of Commerce , Bureau of Ihe Census,
Decennial Census of Housing, 1940, 1950, 1960 , and 1970,
and, si nce 1973 , U.S . Departmenl of Commerce , Bureau of
Ihe Census , and U.S. Deparlment of Housing and Urban
Developmenl , Office of Policy Developmenl and Research,
Annual Housing Survey (Wa~hinglon, D.C.: U.S. Govern
menl Printing Office).

Figure 1.1
Measures of Housing Inadequacy
Percent
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Units
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households lived in such housing in 1950, compared
with 5.8 percent of nonwhite households in 1980.
The limited data available for Hispanic households
suggest similar improvements .

Housing Quality Today
Beginning in 1973, more sensitive measures of
housing quality than those used in the decennial
census have become available in the Annual Hous
ing Survey (AHS). The Survey collects data on
some 30 different kinds of housing deficiencies.
Questions are asked not only about the presence or
absence of facilities , but also about how well they
function-for example, the Survey asks not only,

"Do you have complete plumbing?" but also, "Has
it broken down in the last year? If so , how often? For
how long?" Similar questions seek data on the
heating, electrical, and other systems. Instead of
asking a single question on the general physical
condition of a structure, as in the decennial census ,
the Survey covers a number of specific structural
defects, such as leaky roofs; holes in the floors,
walls , or ceilings; or missing stairs in apartment
buildings. Table 1.1 shows how some of these condi
tions have changed in recent years. Generally, the
responses point to continued improvement of the
housing stock.
The Annual Housing Survey has been used to

Table 1.1
Percentage of Occupied Housing Units with Specified Defects--1973, 1975, 1977
Percent of Occupied
Units Reporting the Defect
Type of Defect"

1973

1975

1977

Kitchen
Shared or not complete kitchen facilities

2.3%

2 .0%

1.7%

Complete kitchen, but not all facilities usable

N/A

0.7

0.7

Electrical
Some or all wiring exposed
Lacking working outlets in some or all rooms

4 .0
5 .3

3.2
3.5

2.9

Shared or no bathroom

4.3

3.2

2 .8

Plumbing
Lacking some
Breakdown in
Breakdown in
Breakdown in

3.6
2.5
1.1
2.0

2 .9
2.2
1.0
1.5

2.4
2 .3

0 .5
6.6
7.1

0.4
6 .3
5.6

0.5
6.4
5.5

7.6
13 .5

6.2
11.7

6 .0
10.8

or all facilities
water supply
sewer or septic tank/cesspool
plumbing equipment

Heating
No heating equipment
Inadequate heating equipment
Breakdown in heating equipment
Water leaks
Through roof
In basement
Interior ceilings and walls
With open cracks or holes
With broken plaster or peeling paint
With broken plaster
Interior floors with holes

6 .0
4.7

N/A
1.9

1.3

1.1
1.6

5.3

5.2

N/A

N/A

3.5
1.8

3.3
1.8

'The individual defects are not additive, because more than one defect within and among categories may be present in the same unit. The
numbers exclude households failing to report or reporting "Don't know."
Sources: U.S. Department of Commerce, Bureau of the Census , and U.S. Department of Housing and Urban Development, Office of
Policy Development and Research, Annual Housing Surveys (Washington, D .C.: U.S. Government Printing Office, 1973, 1975,
1977).
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construct measures of inadequate housing units .
One measure is that used by the Congressional
Budget Office (CBO) (Table 1.2). The CBO defini
tion divides housing defects into two categories.
The first seven are structural deficiencies or major
problems in the plumbing and heating systems that
are likely to require either replacement or major
repair. The last eight items in the table are problems
that may arise periodically in any housing unit and
be repaired in the course of normal maintenance
activities . The measure classifies a unit as inade
quate only if it has two or more of these defects.
The fraction of the housing stock classified as
inadequate has dropped slightly from 8.1 percent in
1975 to 7.5 percent in 1977 . 2 This decline is roughly
consistent with measured declines in crowding and
incomplete plumbing using the older standards in
the decennial census . In overall terms, the occupied
housing stock consisted of about 75 million units in
1977, and 5 .6 million households lived in units that
failed the CBO adequacy test. The following sec
tion tells us something about the households oc
cupying inadequate housing.

Who Lives in Inadequate Housing?
The Commission is concerned not only with trends
in quality and total numbers of inadequate units, but

also with the people who live in inadequate hous
ing. Housing policy should acknowledge specific
groups within the population whose housing prob
lems are more acute than those of the general popu
lation.
Figure 1.2 shows the incidence of inadequate
housing among various segments of the population .
Two basic patterns emerge: inadequate housing is
far more common among renters than owners, and
such housing is concentrated among very low-in
come families (those with incomes of 50 percent or
less of the local area median income).
Neither of the above findings is surprising .
Homeowners have much more control over the
quality of their housing than do renters . When a
problem occurs, the owner can arrange for repairs,
or even fix it personally; the renter must contact the
landlord. Almost twice as many very low-income
renters live in inadequate housing as do very low
income owners (18.6 percent versus 9 .4 percent).

I

The Commission uses the CBO definitions of housing ade
quacy, but other definitions suggest similar patterns of im
provements in the housing stock. For an evaluation of alterna
tive definitions, see John C. Simonson and Richard B. Clem
mer, "Trends in Substandard Housing , 1940-1980," prepared
for the President's Commission on Housing, April 1982.

Table 1.2
Conditions That Cause a Housing Unit to Be Judged as Inadequate
A unit is classified as inadequate if it has at least one of the following conditions:

1.
2.
3.
4.

The absence of complete plumbing facilities.
The absence of complete kitchen facilities .
The absence of a public sewer connection, septic tank, or cesspool.
Three or more breakdowns of six or more hours each time in the sewer, septic tank, or cesspool during
the prior 90 days.
5. Three or more breakdowns of six or more hours each time in the heating system during the past winter.
6. Three or more times completely without a flush toilet for six or more hours each time during the prior
90 days .
7. Three or more times completely without water for six or more hours each time during the prior 90 days.
or if the unit had two or more of the following conditions:
1.
2.
3.
4.
5.
6.
7.
8.

Leaking roof.
Holes in interior floors .
Open cracks or holes in interior walls or ceilings.
Broken plaster over greater than one square foot of interior walls or ceilings.
Unconcealed wiring .
The absence of any working light in public hallways for multi-unit structures .
Loose or no handrails in public hallways in multi-unit structures .
Loose, broken , or missing steps in public hallways in multi -unit structures.

Source: Congressional Budget Office, Federal Housing Policy : Current Programs and Recurring Issues (Washington, D.C.: U.S.
Government Printing Office, 1978), pp. 4-6. CBO used the term " needing rehabilitation " in place of "inadequate."
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Figure 1.2
Incidence of Inadequate Housing Among Various Housing Groups, 1977

,

Owners
Renters
Very Low-Income Renters
Very Low-Income Owners
Moderately Low-Income Renters
Urban
Rural
Rural Southern
In Large Cities
Black Households
Hispanic Households
Female-Headed Households
Elderly Households

Percent of Group

All Households 7.5%

Source:
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U.S. Department of Commerce, Bureau of the Census, and U.S. Department of Housing and Urban
Development, Office of Policy Development and Research, Annual Housing Survey: 1977
(Washington, D.C.: U.S. Government Printing Office, 1979); Congressional Budget Office
definition of inadequate units (units in need of rehabilitation).

For both owners and renters, housing ade
quacy improves as incomes rise. For example, near
ly one-fifth of very low-income renters live in inade
quate housing, compared with slightly more than
one-tenth of renters with moderately low incomes
(between 50 and 80 percent of area median).
There also are some geographic concentrations
of inadequate units. Such housing is found dis
proportionately in rural areas in the South and in
older, large cities. The 1977 AHS showed that New
York City and the nearby New Jersey cities of New
ark, Paterson, and Jersey City had a particularly
high concentration (almost 19 percent), double the
average of other large cities. New York City alone
accounted for more than 29 percent of all deficient
housing in large cities identified in the 1977 AHS
and for 9 percent of all inadequate housing in the
country. Miami and Washington, D.C., both had
more than a 16 percent incidence of inadequate
units.
Inadequate housing also is found more fre
quently among certain types of households. Minor
ity households-particularly black households
occupy such housing much more often than do
nonminority households. Female-headed house
holds and the elderly also have above-average inci
dence of housing inadequacy. For the latter two
groups, however, inadequate housing is the con
sequence of their generally lower incomes. When
housing inadequacy is compared for different
household types, holding income constant, the el
derly usually live in better housing than younger
households with the same incomes.
The data presented in this section point to a
growing and continuing improvement in the quality
of housing. A long standing additional housing
policy concern is afford ability-whether housing
costs constitute a burdensome fraction of household
income.

Housing Affordability
Trends in Housing Affordability
The trend in housing affordability for all house
holds, renters and owners alike, shows some im
provement over the postwar period. Chapter 6
addresses affordability for homeowners. The im
provement in affordability for renters is often not
recognized, because the common measure of af
fordability-the percentage of income going to
rent---<loes not take into account two important
factors: the shift of higher income renters to home
ownership and the improved quality of the housing
stock. As explained below, when these two factors
are considered, rental housing has actually become
more affordable.

The crudest measure of afford ability is simply
the ratio of rents to incomes. Under this measure of
affordability, households spending more than 25 or
30 percent of their income for rent are spending
"too much." Rent-to-income ratios have risen since
1950, when some 32 percent of all renters paid more
than a quarter of their income for rent; by 1979, this
fraction had risen to 51 percent. While observers
often point to this ratio as evidence of deteriorating
affordability, more careful examination suggests a
different interpretation. A ratio can change as a
result of changes in the denominator (in this case
income) as well as changes in the numerator (in this
example rent). In large part, the rent-to-income
ratio has risen because relative incomes of renters
have fallen. Higher income renters have dispropor
tionately become homeowners, reducing the aver
age income of those who remain renters. Low
income people have always had difficulty paying for
rent, evidenced by high rent-to-income ratios for
that group in all time periods. The fact that low
income renters (with high rent-to-income ratios) are
a larger fraction of the total renter population than
formerly has led to a large part of the apparent
decline in the affordability of rental housing. In
1950,45 percent of the population rented; by 1980,
only about 35 percent did. The decline was es
pecially pronounced among higher income renters.
Had more of these higher income households re
mained renters, the average rent-to-income ratio
among renters would have been lower.
Another part of the increase in rent-to-income
ratios is accounted for by the rising quality of rental
housing. In 1950, a third of the rental units lacked
complete plumbing, compared with only 3 percent
in 1979. The typical rental unit in 1979 also had
more rooms. The reported rent increases that have
occurred reflect improved quality and greater space,
as well as changes in the cost of a rental unit of given
quality. Thus, rent-the numerator of the rent-to
income ratio-increased because of increased
quality.
A more appropriate way of analyzing rental
affordability is to compare the change in income
with the change in rent on a specified type of rental
unit over time. The best known measure of rent
changes on units of the same quality is the residen
tial rent component of the Consumer Price Index
(CPI). The rent component is derived from rents on
the same dwellings, which are resurveyed from year
to year, with adjustments for major changes in the
quality of the dwelling. Minor changes attributable
to depreciation are not picked up, nor are cost in
creases on utilities paid directly by the tenant. Ad
justments for both of these omissions have been
made by independent housing market analysts; the
following discussion of affordability uses a Con
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stant Quality Gross Rent Index which incorporates
the adjustments. 3
The importance of distinguishing between rent
changes for constant-quality units and "average"
changes for the actual rental stock is shown by the
differences between the constant quality gross rent
index and median gross rents presented in Table 1.3.
Between 1950 and 1979, the constant quality gross
rent index doubled, while median rents quadrupled .
Quality improvements, therefore, accounted for
about half of the rent increases and actual cost
increases accounted for the other half.
The incomes of renters in 1979 were 257 per
cent higher than the incomes of renters in 1950. The
increase in renter incomes was smaller than the
increase in median rents (400 percent) but still
larger than the change in the constant quality gross
rent index (200 percent), which adjusts for quality
changes. The income change for renters over the
period understates the growth in incomes for par
ticular renter households, both because of a shift in
composition of renters towards very young and el
derly individuals, and because higher income
renters steadily shifted to homeownership to take
advantage of benefits and the inflation hedge offered
by homeownership. But even without any adjust
ment for this loss of high-income renters, the typi
cal renter was able to afford better rental housing at
the end of the period. Table 1.3 summarizes these
trends since 1950, comparing incomes with actual
rents and the rent index. This comparison shows
that median income for all households increased
faster than the constant quality gross rent index in
each decade, but by the smallest margin in the most
recent decade. 4 The table also shows that average
renter incomes have increased more slowly than

income for all households, confirming the move
ment of higher income renters to homeownership.

Current Affordability Problems
While adequate rental housing has become more
affordable over the past three decades, it is still a
major financial burden for the poor. Table 1.4 shows
the incidence of excessive rent burdens for three
groups of households-very low income (below 50
percent of median), moderately low income (be
tween 50 and 80 percent of median), and all others. 5
Clearly, affordability is primarily a problem of the
very low-income household. More than half of the
very low-income renters pay in excess of 30 percent
of their income for adequate housing. Less than a
quarter of the moderately low-income households
and only 2 percent of the remainder pay so much.
The percentage of households paying in excess of 50
percent of income for adequate housing re-empha
) Ira S. Lowry, Inflation Indexes for Rental Housing (Santa
Monica, Calif.: The Rand Corporation, 1981) (N-1832-HUD),
pp. 1-24.
• Rental housing has steadily become more affordable, but it has
not become more profitable, so far as the limited data available
indicate. The return on rental housing investment appears to
have risen slightly from the mid-1960s to the early 1970s, and
then declined back to the earlier level by 1979. Rental housing
and policy recommendations are addressed in Chapter 7.
, The criterion of affordability is set at 30 percent of income. If
more than this must be spent, the household is considered to
have an affordability problem. The 30 percent figure is the
contribution rate recently enacted for subsidy recipients in
Federal housing programs. Setting the ratio higher or lower
would , of course, yield different numbers, but would not
change the basic conclusions about the importance of afford
ability problems, the concentration among the poor, or the
demographic patterns.

Table 1.3
Percent Changes in Income and Rents
1950-1979
Changes in Median Income
All Households

Years
1950
1960
1970
1950

to
to
to
to

1960
1970
1979
1979

69%
76
99
491

Renters
50%
50
59
257

Changes in
Median Gross
Rent
65%
52
101
405

Changes in
Constant Quality
Gross Rent Index
32%
26
81
200

Sources: Median family income is from U.S . Department of Commerce, Bureau of the Census, Current Population Reports, Series
p...{i().

Median rents and renter incomes are from the decennial censuses and, since 1973, U.S. Department of Commerce, Bureau of the
Census, and U.S. Department of Housing and Urban Development , Office of Policy Development and Research, Annual Housing
Surveys.

Constant quality gross rent index is the Consumer Price Index rent component adjusted for utilities and depreciation , as in Ira S.
Lowry, Inflation Indexes for Rental Housing (Santa Monica, Calif.: The Rand Corporation, 1981) (N-1832-HUDl, p. 30 .
Commission staff extended the series back to 1950.
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Table 1.4
Rent Burdens Among Those Renting Adequate Housing
(1977)
Lower-Income Households
Very
Low Income
Gross Rent as Percent of Income
Over 30
Over 50
Thousands of Renter House
holds in Income Class

Moderately
Low Income

51 %
22%

All Other
Households

22%
2%

2%
0%

6,297

10,467

9,750

Note: Very low income is defined as income less than 50 percent of area medi an famil y income for a family of four ; moderately low
incomes are between 50 and 80 percent. Both are adjusted for other family sizes. Adequacy is measured according to the
Congress ional Budget Office indicator.
Source: U.S . Depanment of Commerce , Bureau of the Census , and the U.S . Department of Housing and Urban Development, Office of
Policy Development and Research, Annual Housing Survey, 1977 (Washington, D.C.: U .S. Government Printing Office, 1979).

sizes the concentration of the afford ability problem
among very low-income households. Almost a
quarter of the very low-income households pay 50
percent or more of their income in rent to obtain
adequate housing; virtually none of the others pay
that much.

loint Problems if Quality and Affordability
The relative magnitude of the affordability and
quality problems among very low-income house
holds is shown in Table 1.5 . The table also shows
the incidence of problems for low-income elderly
households and for blacks. Both groups have a

Table 1.5
Quality and Afl'ordability of Housing for Very Low-Income Renters
(1977)
Adequate
Gross Rent as Percent
of Income

Number
(000)

Inadequate

Percent
of Total
in Class

Number
(000)

Percent
of Total
in Class

Total Households
Number
(000)

Percent
of Total
in Class

3,995
6,472
10,467

38%
62
100

All Very Low-Income
Households
Less than 30
More than 30
TOTAL

8%
II
19

3,141
5,329
8,470

30%
51
81

1,092
1,533
2,625

35
49
84

247
237
484

8
8
16

1,339
1,770
3,109

43
57
100

785
1,077
1,863

31
42
73

290
413
703

II
16
27

1,076
1,490
2,566

42
58
100

854
1,143
1,997

Very Low-Income
Elderly Households
Less than 30
More than 30
TOTAL
Very Low-Income
Black Households
Less than 30
More than 30
TOTAL

Source: u.s. Depanment of Commerce, Bureau of the Census , and u.s. Department of Housing and Urban Development, Office of
Policy Development and Research , Annual Housing Survey: 1977 (Washington , D .C.: U.S. Government Printing Office , 1979).
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slightly lower incidence of affordability problems:
57 percent of the elderly and 58 percent of blacks
compared with 62 percent of all very low-income
renters. Comparing the elderly with other low-in
come renters, the most notable difference is the
somewhat larger fraction of the elderly who have
neither quality nor affordability problems-35 per
cent compared with 30 percent for all very low
income renters. For blacks, the most notable dif
ference is the higher proportion in substandard
housing-27 percent, compared with 19 percent for
all very low-income renters.
The most striking feature of Table 1.5 is the
comparison of the magnitude of the quality and
affordability problems. Of the 10 .5 million very
low-income renters identified in the 1977 AHS , 6.5
million paid more than 30 percent of their incomes
for rent, while 2 million lived in inadequate hous
ing . For the very low-income elderly households ,
1.8 million had an affordability problem, compared
with 0 .5 million living in inadequate housing. For
very low-income black households, 1.5 million paid
more than 30 percent of income for rent , compared
with 0 .7 million living in inadequate housing . Af
fordability has clearly become the predominant
housing problem among low-income Americans .

affordability problem , the heavy emphasis on pro
duction-oriented programs generally appears to be a
solution to the wrong problem . In addition , a review
of the production programs raises a number of se
rious questions regarding both their cost and equity.
The following discussion highlights the problems
with the present housing production program for
private market, subsidized housing-the Section 8
program-and contrasts the costs associated with
this program to those associated with housing pro
grams which provide assistance more directly to
people. 7
There are several different ways to view the
costs of production programs. First , the per unit
subsidy for a newly constructed unit can be com
pared with that of assisting the same household in an
existing unit. Table 1.6 provides this comparison for
two programs : the Section 8 New Construction Pro
gram and the Section 8 Existing Housing program.
The table shows that the costs are almost twice as
much in the newly constructed unit, in part because
it simply costs more to build a new unit than it does
to maintain an old structure.
The rents for units in the Section 8 New Con
struction Program are not only much higher than
The public housing program is discussed in Chapter 3. Produc
tion of federally subsidized, privately owned units has been
supported through the Section 8 New Construction and Sub
stantial Rehabilitation programs, the Homeownership Assis
tance Program (Section 235), the Rental Housing Assistance
Program (Section 236), and the Ren t Supplement Program .
., Unless otherwise indicated, data on the Section 8 program cited
in this portion of the report are taken from a study of the
Section 8 program sponsored by the Office of Policy Develop
ment and Research , U.S. Department of Housing and Urban
Development. See James E. Wall ace , Susan Philipson Bloom,
William L. Holshouser, Shirley Man sfie ld, and Daniel H.
Weinberg, Participation and Benefits in the Urban Section 8
Program: New Constru c ti o n and Existing Housing
(Cambridge, Mass.: Abt Associates, Inc. , January 1981),
(HUD PDR 680).
6

Concerns with Producer-Oriented
Programs
If affordability is the basic housing problem of the
poor, then housing programs which deal directly
with this problem would seem appropriate .
However, for the past four decades the subsidized
housing programs of the Federal government have
primarily emphasized the production of new units
for low-income households . The programs have
provided monies both to reduce the costs of con
struction as wei I as to subsidize the rent paid by
tenants .6 However, given the predominance of the

Table 1.6
Comparison of Subsidy Costs for the Section 8 New Construction and Existing
Housing Programs
(1979)
Cost Category
Gross Rent
Tenant Payment
HUD Subsidy (gross rent minus
tenant payment)

New Construction

Existing Housing

$362/month
$1 12/month"

$240/month
$1 JO/month"

$250/month

$130/month

' Average tenant payments are slightly different in the two programs because average tenant incomes differ.
Source: Wallace, et al., Participation and Benefits in the Urban Section 8 Program: New Construction alld Existing Hal/sing
(Cambridge, Mass.: Abt Associates, Inc., January 1981), pp. 224, 338.
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those for the Existing Housing Program but are at
the high end of all rents charged for units in the
housing stock. The 1979 average Section 8 New
Construction rent was $362 per month. Nationally,
only 4 percent of all one-bedroom and efficiency
units (housing typical of that in the New Con
struction program) had rents higher than $350 8
The construction programs are consistently
more costly than the consumer-oriented programs.
Total costs for recently constructed public housing
have been found to be similar to those in Section 8
New Construction, and are higher than costs for
units in either the Experimental Housing Allowance
Program or the Section 8 Existing Housing Pro
gram. An analysis of costs in West Germany found a
similar pattern for the corresponding production
and consumer subsidy programs there 9
Another way of looking at the costs of a new
construction program is to compare the rent charged
in the subsidized units with the rents the units would
command in the private, unsubsidized market. Any
excess rent being paid is a cost to the government
that could be used to subsidize other tenants. In the
Section 8 New Construction program it is estimated
that the average rent a typical unit would command
in the unsubsidized private market would be $291,
compared with the $362 now charged. This means
that Section 8 rents are 24 percent higher than the
market value, representing a significant loss of
money to the government.
The high costs of the new construction pro
gram exacerbate a problem of all subsidized hous
ing programs: the fact that relatively few households
in the eligible population obtain benefits. Because
of their high costs, new construction programs serve
half as many households as would be served with
the same funds in a program using the existing
housing stock. And the households lucky enough to
participate are provided housing not only better than
their neighbors with similar incomes but substan
tially better than what moderate income families
can afford. For example, the estimated average val
ue of units in Section 8 New Construction projects,
which is $291 per month, represents housing 45
percent higher in value than that normally obtained
by unsubsidized households having incomes just at
the eligibility limit for the program (80 percent of
area median income for a family of four).
Total government costs for the Section 8 Pro
gram are even higher than those reflected directly in
the subsidy payments. Indirect costs are incurred
for New Construction projects through revenue
losses arising from accelerated depreciation al
lowances, from tax exemption for housing finance
bonds, and from the subsidy needed to provide
loans at below-market interest rates through the
Government National Mortgage Association

(GNMA) Tandem Program. The Existing Housing
program also incurs costs beyond those for direct
rental assistance-for depreciation in excess of true
economic depreciation and for costs of local pro
gram administration. However, these indirect costs
are approximately half of those incurred in new
construction programs. Figure 1.3 summarizes
these costs as estimated for a sample of units in the
Existing Housing program and in New Construction
projects.
A final cost issue associated with new con
struction is the budget "overhang" that results from
the long-term nature of the subsidies committed to
newly constructed buildings. Long-term subsidies,
extending 20 to 40 years, have typically been com
mitted for both privately and publicly owned new
construction projects as a way to amortize debt
service, reduce interest payments, and/or assure the
availability of the units for low-income tenants. The
long-term subsidy commitments of the government
for housing, including public housing contracts to
pay for debt service on construction bonds, the
interest subsidy payments under the Section 235
homeownership and Section 236 rental housing
programs, and the commitments to pay subsidies
for the Rent Supplement and Section 8 programs
(New Construction, Substantial Rehabilitation, and
Existing Housing) are estimated to reach $250 bil
lion by the end of fiscal year 1982.10
For the Section 8 New Construction and Sub
stantial Rehabilitation programs alone, the out
standing budget obligations of the Federal govern
ment amount to $92 billion (Table 1. 7). These
obligations cover reservations of funds for approx
imately 790,000 units. By contrast, the Section 8
Existing Housing program adds another $29 billion
in outstanding obligations for 973,000 units. The
lower total obligations of the Existing Housing pro
gram are due both to the lower per unit costs dis
cussed earlier and the fact that subsidies are bud
geted for only 15 years, not the 20 to 40 years of the
New Construction/Substantial Rehabilitation pro
8

In Section 8 New Construction, 77 percent of program units in
1979 were either efficiency or one-bedroom units. Annual
Housing Survey data are reported in .. Financial Characteris
tics of the Housing Inventory, Current Housing Reports, Se
ries H-ISO-79, Part C" (Washington, D.C.: U.S. Department
of Commerce, Bureau of the Census, and U.S. Department of
Housing and Urban Development, Office of Policy Develop
ment and Research, March 1981), p. 56. The AHS average
rents are based on rents of both new and existing units.

Stephen K. Mayo and 10m Bambrock, Renla/ Housing Subsidy
Programs in Germany and Ihe U.S.: A ComparGlive Program
Evalualion (Cambridge, Mass.: Abt Associates, Inc., Sep
tember 1980).
10 U.S. Department of Housing and Urban Development, U.S.
Deparlmem of Housing and Urban Developmenl FY /982
Budgel (Revised), March 1981, p. H-25.
9
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Figure 1.3
Components of Cost in the Section 8 Program
(Average Monthly Costs, 1979)

Existing Housing

New Construction
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Other costs (including local administration).
2 Excess rent (gross rent minus estimated market value).
3 U.S. Department of Housing and Urban Development (HUD) subsidy (gross rent
minus tenant payment).
4 Tenant benefit (estimated market value minus tenant payment).
5 Indirect costs (including Federal revenue losses).
1

Source:

Adapted from James E. Wallace, et al., Participation and Benefits in the Urban Section 8 Program:
New Construction and EXisting Housing (Cambridge, Mass.: Abt Associates, Inc., January 1981),
Vol. 1, pp. 224, 338.
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Table 1.7
Budget Authority for the Section 8 Program
(September 30, 1981)
Cumulative
Ob ligations·
($bilJion)

Annual Average
Obligations b
(per unit)

Outstanding
Obligations
($bil1ion)

Program Element

Units

New Construction and
Substantial
Rehabilitation

791,000

$98

$5100

$92

973,000
1,764,000

38
$136

2600

29
$121

Existing Housing
Total

• Cumulative obligations are budget authority for all payment contracts to date calculated as initial gross rent (contract authority) times
term of contract. This allows tenant contributions to provide an accounting reserve against which to draw in I.ater years as project
rents rise , Outstanding obligations reflect payments made and subtracted from budget authority,
b Assume average term of 24 years for New Construction and Substantial Rehabilitation; for Existing Housing a contract term of 15 years
is assumed for budget purposes ,
Source: U,S, Department of Housing and Urban Deve lopment , Office of Budget.

grams, Average annual obligations of subsidy funds
for the New Construction and Substantial Re
habilitation programs ($5,100 per unit) are nearly
twice the average obligation for Existing Housing
($2,600 per unit),

*****
The data on the housing situation of Americans
and the subsidized construction programs have im
portant implications for housing policy. They indi
cate that most Americans already live in decent
housing and that primary attention should be di

rected toward helping those of the lowest income,
especially renters, to be able to pay for decent
housing,
The high costs and relative inequities of new
construction programs reinforce the desirability of a
consumer-oriented Housing Payments Program
which relies primarily on the existing housing mar
ket to serve low-income households. The next chap
ter reviews the experience with housing payments
programs and their limitations, and makes rec
ommendations for the design of a Housing Pay
ments Program and complementary additions to the
Community Development Block Grant Program .
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HOUSINGP~

PROGRAM AND BLOCK
GRANfS
The major housing problem faced by the disadvan
taged in recent years has been their inability to
afford decent housing . To a lesser extent, lower
income persons also face problems of poor quality
housing . Production programs such as the Section 8
New Construction and Substantial Rehabilitation
programs, which address the affordability and
quality problems by increasing the supply of decent
housing, have been the principal mechanism for
providing housing for lower-income households.
These programs provide a subsidy both to construct
(or rehabilitate) units and to reduce the rents lower
income persons must pay for their housing .
The production programs have several prob
lems:
• The programs are expensive, costing nearly
twice as much as housing the same low
income households in existing housing
units. This means that the programs are
inequitable in that fewer eligible households
obtain program benefits.
• The long-term subsidy commitments of 20
to 40 years required by the production pro
grams are costly and also restrict the Federal
government's flexibility to deal with chang
ing housing needs .
• Production programs that add to the supply
of decent hvusing are not the most direct
way of meeting the major housing problem
of lower-income persons: affordability.
A clear alternative to production programs is a
housing payments program that provides cash assis
tance to households to help pay the rent for a dwell
ing unit that meets housing quality standards for the
program. The housing payments subsidy is not tied
to a particular unit, but is paid directly either to the

program participant or to the landlord of a housing
unit selected by the renter.
Advantages of this system are several. The
affordability problem is addressed in the most direct
and efficient way--'-providing cash assistance for
housing in the private market. For any given level of
program funds, a larger number of eligible house
holds can benefit, because the subsidy per unit is
less than for newly constructed units. Tenants can
exercise choice in the market and are not limited to
living in particular units that have received sub
sidies. Program administration is relatively simple
and straightforward .
The idea of housing payments programs is not
new.. As early as 1937 , opponents of the public
housing legislation then under debate proposed that
tenants be given certificates to help pay their rent.
The Housing and Urban Development Act of 1965
provided in Section 23 for a leased-housing pro
gram . The program, administered by public hous
ing authorities , involved direct payments to owners
on behalf of tenants to make rents affordable . In
1968, the President 's Committee on Urban Housing
recommended a thorough test of housing payments,
and two years later Congress called for an experi
mental demonstration of housing payments in the
Housing and Urban Development Act of 1970. An
ambitious experimental program-the Experimen
tal Housing Allowance Program (EHAP)-was
launched by the Department of Housing and Urban
Development (HUD) in 1972. EHAP was conducted
in 12 cities over the past decade to assess how a
housing allowance would operate and affect partici
pants and local housing markets.
Drawing on the initial experience gained from
the EHAP and Section 23 programs, Congress cre
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ated an Existing Housing component in the Section
8 program established by the Housing and Com
munity Development Act of 1974. The Existing
Housing program has grown rapidly, now serving
approximately 630,000 households.
The experience of both the Existing Housing
program and EHAP attests to the cost effectiveness
and workability of housing payments as a basic
approach that meets the housing needs of low-in
come households. The results of these programs
show that housing payments are highly effective in
enabling lower-income households to afford ade
quate housing. However, these programs are less
effective for the disadvantaged who live in phys
ically inadequate housing; these programs fail to
stimulate major improvements in the housing stock.
Owners of units that require relatively minor repair
or upgrading frequently make improvements to
meet program standards, but owners of units with
severe deficiencies seldom undertake major re
habilitation.
Recognizing the inability of housing payments
programs to address fully the problems of housing
adequacy and supply, the Commission proposes the
addition of a Housing Component to the Communi
ty Development Block Grant (CDBG) program, as
well as adding new construction as an eligible ac
tivity to the CDBG program. The Housing Compo
nent would allocate funds to localities, States, and
territories primarily to make available adequate
housing for lower-income households.
This chapter provides the background, ra
tionale, and proposed features for both the Housing
Payments Program and the Housing Component of
the Community Development Block Grant Pro
gram.

Housing Payments Program
Proposal
The primary Federal program for helping low
income families to achieve decent housing should
be a Housing Payments Program. This program,
coupled with housing supply assistance through
the Community Development Block Grant pro
gram, should replace future commitments to
build or substantially rehabilitate additional
units under Federal housing programs.
Experience with the Section 8 Existing Hous
ing program and the Experimental Housing Al
lowance Program provides substantial information
on the ability of a Housing Payments Program to
meet the housing needs of low-income households.'
Before reviewing that experience, it is useful to
summarize the main features of the Existing Hous
ing program and EHAP.
The Section 8 Existing Housing program
18

provides funds to make up the difference between
the rent charged by a landlord for a standard hous
ing unit (within program rent limits) and the rent
that low-income tenants can afford within an estab
lished percentage of their income. The program
permits eligible households to choose where to live,
as long as their chosen dwelling meets the pro
gram's housing quality standards or can be im
proved to meet them . Under this arrangement,
households may choose to stay in place or to move
to another dwelling. Although payments are made
directly to landlords on the tenants' behalf, the
payment is portable; the tenant may elect to rent a
qualified dwelling anywhere within the jurisdiction
of the administering agency, and the rent subsidy is
applied to the new unit.
The Experimental Housing Allowance Pro
gram was a carefu\1y controlled effort to test the
broad concept of housing payments assistance. The
experiment began in 1972 and involved more than
30,000 households in 12 locations across the nation.
In two locations, the experiment extended over a
period of 10 years. The research investment, includ
ing payments to families, will amount to about $160
million and has already produced more than 300
technical reports.
The Experimental Housing Allowance Pro
gram involved three major components. The Sup
ply Experiment was an open-enrollment program
conducted in Saint Joseph County (South Bend),
Ind., and Brown County (Green Bay), Wis. It in-

I

Data on the Section 8 Existing Housing program are taken from
James E. Wallace, Susan Philipson Bloom , William L.
HolShouser, Shirley Mansfield, and Daniel H . Weinberg, Par
ticipation and Benefits in the Urban Section 8 Program: New
Construction and Existing Housing (Cambridge, Mass.: Abt
Associates,lnc., January 1981). For the Experimental Housing
Allowance Program, data are taken from the major reports on
the experiments. The summaries and final reports, in which
the more detailed research reports are cited, are as follows:
Administrative Agency Experiment-W.L. Hamilton, A So
cial Experiment in Program Administration: The Housing
Allowance Administrative Agency Experiment (Cambridge ,
Mass.: Abt Books, 1979); Demand Experiment-Stephen D.
Kennedy, Final Report of the Housing Allowance Demand
Experiment (Cambridge, Mass.: Abt Associates, Inc., 1980);
Supply Experiment-Ira S. Lowry, ed . ,Comprehensive Final
Report of the Housing Assistance Supply Experiment (Santa
Monica, Calif.: The Rand Corporation, forthcoming); sum
mary available as article by Ira S. Lowry, " Housing Aid for
the Poor: What Priority in the 80s?"Rand Research Review,
Vol. V, No. I, Spring 1981, pp. 1-4; HUD Summary-U .S .
Department of Housing and Urban Development, Office of
Policy Development and Research, Experimental Housing
Allowance Program : Conclusions, the 1980 Report (Wash
ington, D.C.: U.S. Department of Housing and Urban De
velopment, 1980); Urban Institute Summary-Raymond
Slruyk and Marc Bendick, Jr., ed. , Housing Voucher for the
Poor: Lessons from a National Experiment (Washington ,
D.C.: The Urban Institute Press, 1981).

c1uded homeowners as well as renters . The program
was announced publicly, and all who qualified were
accepted . (As in all of the experiments, with the
exception of an experimental control group, housing
assistance payments were made only to income
eligible households when their chosen housing met
the program housing standard.) The housing market
was carefully monitored to assess changes in rents,
conversions, repairs, maintenance, and new con
struction resulting from the program.
The Demand Experiment tested a variety of
forms of housing allowances. To enable researchers
to distinguish program effects from background
behavior of households in the eligible population,
the experiment included a control group of house
holds that were monitored but not offered housing
allowance payments. Households were contacted
directly to explain the form of housing allowance
offered. This experiment was operated in Pitts
burgh, Pa., and Phoenix, Ariz.
Finally, the Administrative Agency Experi
ment tested the administrative feasibility of a hous
ing allowance. Basic guidelines within which to
operate the program were provided to eight existing
public agencies, including local housing au
thorities , State agencies, county agencies, and local
welfare agencies. This part of EHAP was conducted
in Bismarck, N.D .; Durham, N.C.; Jacksonville,
Fla .; Peoria, Ill.; Salem, Ore. ; San Bernardino,
Calif.; Springfield, Mass.; and Tulsa, Okla .
The EHAP and the Section 8 Existing Housing
program experiences provide important information
about the ability of a Housing Payments Program to
overcome problems of housing affordability and
quality. In addition, these programs offer guidance
for the design and structure of the Commission's
proposed program .

Housing Assistance Paymenls and Housing
Affordability
Because affordability is the primary housing prob
lem of the poor, it is important to ascertain if a
housing payments program can adequately and effi
ciently address this problem . Both EHAP and the
Section 8 Existing Housing program successfully
serve households whose preprogram rents are a very
high fraction of their income. Eighty percent of the
Existing Housing program households paid in ex
cess of 35 percent of their income for rent before
entering the program. In EHAP more than half of
the participants were paying preprogram rents of
more than 35 percent of their income.
Part of the reason that the Section 8 Existing
Housing and EHAP experiments have been so suc
cessful in solving the affordability problem is that
households with excessive housing costs relative to
income can be given assistance in the programs

without requiring a move , if they already live in
housing that is adequate or can be made adequate
with minor repairs. This is true of many low-income
families and individuals. For such persons, the as
sistance payment directly solves the affordability
problem without the need to move or to obtain
major repairs.

Housing Quality
The effects of housing payments on housing ade
quacy can be viewed from two perspectives: the
capacity of housing payments to enable households
previously occupying substandard housing to oc
cupy standard units, and the effects of allowances
on the overall quality of the housing stock in a
community. Evidence from both the Experimental
Housing Allowance Program and the Section 8 Ex
isting Housing program suggests that housing pay
ments do have a positive impact on the quality of
housing occupied by participants, but that their
ability to stimulate rehabilitation and serve house
holds who live in units well below program stand
ards is limited .
Households originally living in housing that
does not meet the quality standards of a housing
payments program have three options under a con
sumer-oriented housing program: they can move to
housing that meets the program standards, they or
their landlord can fix up their present residence to
meet program standards, or they can drop out of the
program. In both the EHAP Supply and Demand
Experiments, many households who signed up for
the program and who started out in housing that did
not meet program standards were able to improve
their housing. However, the failure rates (those who
signed up but never received an allowance), par
ticularly in the Demand Experiment, were signifi
cant. In the Supply Experiment, 20 percent of those
who started out in units below the program's hous
ing quality standard failed to participate in the pro
gram. In the Demand Experiment, this number was
much greater: 60 percent.
The housing quality standards adopted by the
Demand Experiment made participation more diffi
cult for households starting out in substandard
housing. Indeed, the Demand Experiment stand
ards were much more stringent than those of the
Supply Experiment. The result was that only 17
percent of the units passed original inspection as
compared with half in the Supply Experiment. As a
result, more households had to repair or move to
participate in the program . Inability to locate a
standard unit and/or the high cost required to im
prove the unit to program standards partially ac
count for the high failure rate of the households.
Household characteristics also have had an
impact on participation. Households that are most
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likely to live in inadequate housing-very poor,
large, or minority families-are also those who
have a relatively more difficult time using the pro
gram. Data from EHAP and the Section 8 Existing
Housing program support this finding. For exam
ple, although 54 percent of Section 8 enrollees
failed to become recipients, 72 percent of the minor
ity enrollees were unsuccessful. Large families,
both minority and nonminority, are also more likely
to drop out of the program. The failure of certain
households to participate successfully in a housing
payments program may be partially attributed to the
level and type of repairs required.
Housing payments do stimulate repairs to the
housing stock. In fact, 42 percent of the households
in the Section 8 Existing Housing program and 60
percent in the Supply Experiment who were orig
inally in units that failed to meet the housing quality
standards participated in the programs by remaining
in their original units and making necessary repairs .
However, the improvements were relatively small
and inexpensive. The average cash outlay for re
pairs was $70 in the Supply Experiment and less
than $200 in the Existing Housing program. In both
programs the improvements were minor: plaster,
painting, and repairs to windows, doors, partitions,
handrails, and stairs . Substantial and costly repairs,
such as replacement of plumbing or electrical sys
tems, or correction of structural deficiencies, were
unlikely to occur, because the costs of correcting
these problems could not usually be amortized in
the rents charged to the tenants.
The severity of the housing deficiencies in
units appears to affect household participation in
housing payments programs. Evidence from the
Supply Experiment shows that approximately 35
percent of the households living in units requiring
more than four repairs--compared with 20 percent
overall-dropped from the program. Similarly,
households occupying units requiring costly repairs
were more likely to drop out. Although the reasons
for their termination can only be inferred, it is likely
that many failed to become recipients because they
could not find a suitable alternative dwelling unit
and/or could not convince their landlords to make
the required repairs.

Minority Experience and Supportive
Services
Housing payments programs rely on access to the
full range of choice in the private housing market.
Discrimination clearly impedes the ability of minor
ity households to make full use of the program,
either in terms of access to adequate housing or of
freedom of locational choice. Subsidized new con
struction programs have been favored by some be
20

cause such programs could provide more direct
access for minorities. Choices of project location
can be influenced by public decisions, and local
government presumably has more influence over
outreach and tenant selection policies. The experi
ence with the production-oriented New Con
struction programs such as Section 8 New Con
struction and consumer-oriented programs such as
Section 8 Existing Housing and EHAP suggests that
neither approach automatically ensures success
with regard to minority access.
The Section 8 program provides evidence on
both types of programs. Minority households ap
pear to be fully represented in the Section 8 Existing
Housing Program; they constituted 50 percent of
program participants, compared with 44 percent
among eligibles. By contrast, most Section 8 New
Construction projects (63 percent of the 138 stud
ied) have been located in low-minority, suburban
areas and have served few minority households
relative to their proportions in the eligible popula
tion. Minority households accounted for 15 percent
of project residents versus 35 percent in the eligible
population. Minorities are underrepresented in each
age category, but most disproportionately among
the elderly, who constitute 80 percent of subsidy
recipients. Table 2.1 shows these comparisons .
Black households in both the Section 8 New
Construction and Existing Housing programs were

Table 2.1
Participation in the Section 8 New
Construction Program: Comparison of
Characteristics of Eligible and Recipient
Households
Eligible
Households
Percentage
Elderly
Percentage
Minority
Percentage
Minority Among
Elderly
Households
Percentage
Minority Among
Nonelderly
Households

New
Construction
Recipients

25%

80%

35

15

23

II

39

31

Source: Wallace , et al. , Participation and Benefits in the Urban
Section 8 Program : New Construction and Existing Hous·
ing (Cambridge, Mass.: Abt Associates Inc ., January 1981).

pp. 33, 36 .

able to move to neighborhoods with a lower minor
ity concentration. Although relatively few minority
households were involved in the Section 8 New
Construction program, on average their preprogram
neighborhoods had a 54 percent minority popula
tion, while the project neighborhoods were 35 per
cent minority for those households . The Existing
Housing program had a larger proportion of minor
ity households, but the participating households
made smaller changes. The neighborhood minority
percentages for movers were 55 percent before the
program and 48 percent subsequently.
The Experimental Housing Allowance Pro
gram found that the patterns of movement of partici
pants, including minority households, were not ap
preciably altered by participation in the program.
The allowance payments apparently had no loca
tional impact because they did not alter the way in
which people looked for housing. When black or
white households in Pittsburgh searched for a new
place to live, they concentrated their search largely
in neighborhoods with racial composition similar to
their present neighborhood . Some black households
did look at housing in low-minority areas, but they
tended to move to the areas in which they looked at
the largest number of units . Black households' in
formation about available rentals in low-minority
areas was more limited than for nonminority house
holds, in large measure because this information
often came through friends and relatives; racial sep
aration tends to result in separate information
sources as well.
The EHAP Administrative Agency Experi
ment provides additional information about the
ability of supportive services, such as counselling,
to influence minority participation in a housing
payments program . Comparisons across all the Ad
ministrative Agency Experiments suggest that when
minority households living in tight housing markets
were provided individualized assistance, they more
often qualified for the program. It is important to
note that in looser housing markets, even the lowest
level of services was adequate and had little effect
on participation by minorities .
EHAP also provides some information about
potential problems of discrimination in a housing
payments program. Both the Demand and Supply
Experiments provided support in cases of discrimi
nation complaints, but little change in racial pat
terns was associated with participation in either
experiment. In the Demand Experiment, interview
responses indicated that about 20 percent of the
black households in Pittsburgh and 15 percent in
Phoenix reported that they were discriminated
against. 2 In spite of the reported discrimination,
there was little effort to challenge the discrimination
legally. The experiment provided free legal services

for antidiscrimination cases, but only 4 of the 22
households reporting discrimination called the law
yer. None of the cases provided enough evidence to
file a formal complaint. Possibly participants felt
that legal redress was unlikely to succeed or was too
time consuming .
The experience from the EHAP Administrative
Agency and Demand Experiments indicates that an
appropriate combination of information, supportive
services, and equal-opportunity support is needed .
Assistance payments by themselves do not appear
to extend the locational choices of minorities.

Mobility
Free choice in the marketplace and the opportunity
to move to exercise that choice also are affected by
geographic boundaries of the agencies administer
ing the program. The Section 8 Existing Housing
program typically is administered by local housing
authorities within municipal boundaries. Although
program rules attempt to encourage use of the pro
gram across boundaries of agency jurisdictions,
there is some indication that the mobility of recip
ients has been impaired. In the 1979 evaluation of
the Existing Housing program, it was found that
only 3 percent of central city movers located in the
suburbs. As the Existing Housing program is set up,
local housing authorities often are reluctant to en
courage or even permit enrollees to move to another
jurisdiction. Both the fee for administration, which
sometimes helps to cover other agency operations,
and a program slot (money to subsidize a house
hold) are at risk.
Regional programs are one way to facilitate
mobility. A network of private agencies contracting
with the Commonwealth of Massachusetts adminis
ters the Section 8 Existing Housing program on a
regional basis . (This is in addition to both local and
statewide administering agencies.) A sample study
of 1,693 recipients showed that 17 percent had
moved from one municipality to another. 3 The De
2

Participant impressions could understate the incidence of di s
criminatory experience. according to HUD-spon sored re
search . When black and white auditors inquired about avail
ability of houses or apartments for rent. the racially associated
differences in treatment that were noted on comparison of their
experiences were too subtle to be noticed by either auditor
alone. Ronald E. Wienk , Clifford E. Reid. John C. Simonson .
and Frederick 1. Eggers. Measuring Racial Discrimil1a1ion ill
American Housing Markets : the Housing Markets Practices
Survey (Washington. D.C. : U.S. Department of Housing and.

Urban Development, Office of Policy Development and Re
search, Division of Evaluation . April 1979).
J Background paper submitted to the Commission by William L.
Holshouser. Jr., Interjurisdictional Mobility and Fair Housing
in the Section 8 Existing Housing Program and in a Housing
Voucher Program (Boston. Mass.: Citizens Housing and Plan
ning Association of Greater Boston. February 5. 1982).
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mand Experiment component of EHAP was run as a
regional program in the Pittsburgh (Allegheny
County) area and in the Phoenix (Maricopa County)
area . Among movers initiaJly living in the central
city, 18 percent in Pittsburgh and 33 percent in
Phoenix moved to the suburbs.
Although not conclusive, these comparisons
suggest that mobility can be enhanced or impaired
depending on how a housing payments program is
structured. Better incentives for the agency to en
courage mobility and information and individual
support services to program participants with spe
cial problems are essential components.

Rent /riflation and Housing Supply
Before the experiments , concern was raised about
the possibility of housing payments driving up
housing prices as such assistance increased effec
tive demand for the relatively fixed supply of hous
ing . This effect would undermine the purpose of the
a.llowance for participants and leave nonparticipants
worse off. The results of the EHAP Supply Experi
ment indicate that the fear of rent inflation was not
justified . Indeed, the experience of the Section 8
Existing Housing program suggests that a rather
large program can be operated without stimulating
rent increases. The Existing Housing program now
serves 630,000 households, and concentrations of
as many as 20,000 program recipients in the larger
cities have been successfully absorbed in the specif
ic local housing markets without complaints of pro
gram-related inflation in rents for units not in the
program.
The rent inflation resulting from housing al
lowances has been negligible for several reasons .
Most important was the small increment in demand
engendered by the assistance payments . About half
the eligible households in the allowance experi
ments chose not to enroll. Many who did enroll
already lived in adequate housing and chose to
alleviate their rent burden rather than obtain better
housing. Furthermore, even in the open-enrollment
Supply Experiment, allowance recipients ac
counted for only a small part of the demand for
rental housing. At most , 19 percent of renters par
ticipated at any time in that experiment , and their
added demand raised total rental demand no more
than 5 percent in central city areas and less than I
percent in the total metropolitan areas. There was
little difference between Green Bay, with a 4 per
cent vacancy rate , and South Bend, with a 10 percent
rate .
It was also feared that landlords might try to
raise rents in program units because their tenants
were receiving subsidies. Analysis of the Supply
Experiment found this to be a minor problem: rents
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for enrollees already living in standard housing rose
2 percent after enrollment. The payment mecha
nisms and competitive pressures of the private mar
ket were sufficient to keep landlords from making
large increases in recipients' rents. In the Section 8
Existing Housing program, the rents increased by 6
percent above the preprogram rates for such house
holds. Although these increases are not large, they
reflect the incentive of the Existing Housing pro
gram to drive rents up to the allowable limit (the fair
market rent); tenant payments are not affected, but
the government pays for the difference between
tenant payments and the negotiated rent. The al
lowance programs, in contrast , paid the household a
set amount, which was calculated according to
housing costs in the area but did not depend on the
specific rent for the participant's unit.
The success of the Supply Experiment in as
sisting many households without inflating rents ap
pears to be applicable to larger metropolitan areas .
A HUD analysis of a hypothetical open enrollment
program in 20 major metropolitan areas estimated
that the housing stock would adjust to the aug
mented demand with typically only 2 percent rent
inflation"

Homeownership in a Housing Assistance
Program
The EHAP Supply Experiment provides the only
available evidence on participation in housing pay
ments programs by homeowners. Neither the Sec
tion 8 Existing Housing program nor the other com
ponents of EHAP have allowed participation by
homeowners, although tenant shareholders in coop
eratives may receive Existing Housing program
subsidies. Although homeowners were half the eli
gible popUlation in the two Supply Experiment
sites, they were less likely to participate than renters
(33 percent of homeowners contrasted with 42 per
cent of renters).5
Among Supply Experiment enrollees whose
dwellings were substandard, homeowners were
more likely than renters to drop out , at least in part
because they were less willing to move and were
unwilling or unable to undertake the repairs neces
sary to meet program standards-especially if the
necessary repairs were extensive . Homeowners
who stayed in the program, however, typically made

• Howard Hammennan, The Impact ofHousing Vouchers on Rent
Inflation, unpublished report (Washington , D .C.: U .S . De
partment of Housing and Urban Development , Office of Policy
Development and Research , July IS, 1981).
' The Supply Experiment eligibility and payment rules took into
account the value of the equity in an applicant's house by
imputing an annual income of 5 percent to this equity.

more repairs than did landlords of tenants in the
program. Few home purchases were made by
renters in the Supply Experiment, even though the
payments were available regardless of tenure. Less
than 2 percent of participating renters bought
homes-even over a period of several years.

Features of a Housing Payments
Program
The Commission believes that a Housing Payments
Program should draw on the experience with the
Section 8 Existing Housing program and EHAP in
moving toward a more flexible program that
provides maximum freedom of choice for the sub
sidy recipient, consistent with ensuring decent
housing . The program should also take advantage of
the administrative expertise that has already been
acquired by State and local agencies that run the
Section 8 Existing Housing program. The Commis
sion has been guided by these considerations in
addressing the more important design issues that
must be resolved in the process of developing a
payment system .
The following discussion indicates the general
nature of the Commission's suggestions on these
issues. In essential design, the proposed system is
quite similar to the Section 8 Existing Housing
program; primary differences involve freeing the
subsidy amount from participant's housing costs
and allowing direct payment to tenants. If a housing
payments system is adopted, details of program
design are best left to Federal, State, and local
agencies charged with program administration .

Income Limits
The Commission believes that the Federal resources
available for housing should be directed to those
most in need. Program eligibility should be limited
to households with very low incomes- no more
than 50 percent of the area median income for a
family of four-with adjustments for larger and
smaller families, such as in the Section 8 Existing
Housing program, which is already greatly directed
toward this group.

Eligibility
More households fall within the proposed income
limits than can be assisted with available Federal
resources. Current data indicate that approximately
JO million renter households have incomes under
the proposed income limit, of which at most 2.7
million are currently served by Federal housing
programs. About 9 million homeowners have in
comes below 50 percent of area median incomes,
although substantially fewer would be income eligi
ble once assets such as home equity are considered.

Few of these homeowners are served directly by
Federal housing programs (fewer than 80,000 con
tinue to receive an interest subsidy under the Sec
tion 234 program), but many have benefited from
rehabilitation assistance through the Community
Development Block Grant program. In the context
of limited Federal resources the Commission does
not propose that the housing payments program be
an entitlement program open to all eligible house
holds. Instead, the Commission believes that pri
ority for providing assistance should be based on
income (including the income value of assets such
as home equity) and on criteria such as current
residence in inadequate housing, payment of hous
ing costs in excess of 50 percent of income, or
involuntary displacement-not necessarily in that
order. The Commission has not attempted to de
velop a detailed set of priorities but believes that
whatever criteria are adopted should concentrate
limited resources on those most in need and com
plement local governments' efforts to rehabilitate
existing housing in low-income neighborhoods.
Whatever priorities are established should apply to
renters and homeowners alike , and renters assisted
by the housing payments program should be free to
use their payments for home purchase, if they wish.
It should be noted, however, that if a housing pay
ments program gives priorities to low-income per
sons with high housing costs and residence in poor
quality housing, more renters are likely to qualify
than homeowners. About 1.1 million very low-in
come renters live in inadequate housing and pay
rents in excess of 30 percent of income; less than 0 .2
million homeowners have housing costs this high
and the number is even lower when asset limits or
income imputed from assets (such as home equity)
are considered.

Housing Quality Standards
Because the objective of national housing policy is a
decent home for every American family, recipients
of proposed housing payments should be required to
occupy housing that meets standards of quality. At a
minimum the standards must ensure the health and
safety of the assisted family. Beyond that, standards
must strike a balance between the competing goals
of housing quality and program costs. The stand
ards should not be so low that assisted families do
not achieve decent housing, nor so high that an
excessive subs idy payment is required to enable a
family to meet the standards . Also, unnecessarily
high standards may discourage landlords and ten
ants from repairing their units to participate in the
program. The experience with the housing al
lowance experiments suggests that stringent stand
ards are more likely to exclude the very poor, large
households, and minorities .
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Because local housing market conditions vary
widely around the country, the Commission be
lieves that local standards would be preferable to
Federal standards . Local housing standards should
be allowed where they are substantially equivalent
to housing quality standards such as those used in
the Section 8 Existing Housing program. But some
"fallback" Federal standard like Section 8 is neces
sary, because many communities have no applicable
housing code whatever.
Some administering agencies would find it
best to have local municipal code enforcement per
sOl).nel actually perform unit inspections, as do
some administering the Section 8 Existing Housing
program .

The Payment Formula: Relationship
Subsidy to Rent

if

Any housing payments program requires some for
mula for calculating the subsidy to be provided. The
Commission endorses a payment standard approach
to the housing payment, such as the one used in
EHAP, that does not depend on the actual rent of a
particular dwelling, rather than the rent limit ap
proach now used in the Section 8 Existing Housing
program.
In the Existing Housing program, the subsidy
payment makes up the difference between the ten
ant payment and the rent, up to a maximum rent
called the fair market rent (FMR).6 For example,
assume that the maximum FMR for a two-bedroom
unit allowed under the Existing Housing program is
$300, that a household's net income is $400 per
month, and that the expected tenant contribution is
30 percent of income (or in this case $120). If a
tenant finds a unit that costs more than $300 per
month, the Existing Housing certificate cannot be
used at all for that unit. If the tenant locates a unit
costing $250 per month, then the amount of subsidy
is $130, but the tenant payment ($120) does not
change. The subsidy makes up the difference be
tween a fixed tenant payment and the negotiated rent
for the unit. If the landlord had charged $300 for the
unit, the amount paid by the tenant would have
remained the same, but the subsidy amount would
have gone up to $180, representing a $50 increase in
payment to the property owner.
It has been argued that this approach keeps
pressure on HUD to make upward exceptions to its
published FMR schedules, and that both tenants and
landlords have the incentive to drive rents up to the
FMR limit. Because tenants cannot qualify for pay
ment in a dwelling with a rent higher than the
maximum allowed by the program, the ceiling also
has the perverse effect of denying assistance to
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households who want to spend more than the FMR
or cannot find suitable housing for less.
Under the payment standard approach, the
household receives a payment that is a fixed amount
at a given level of household income and size but is
not dependent on the rent for the dwelling. The
payment amount would be calculated as the dif
ference between the payment standard and a spec
ified percent of income, say 30 percent, indepen
dent of the rent of the dwelling. For example,
assume that the payment standard for a two-bed
room unit in a community is $300 per month, that a
household's net income is $400 per month, and that
the housing payments program expects a family to
contribute 30 percent of their income for rent (or in
this case $120). Under the payment standard ap
proach the government subsidy is $180: the dif
ference between the payment standard $300 and the
tenant contribution of $120. The household may
then use its housing payment to rent an apartment
that costs more, less, or the same amount as the
payment standard and thus may elect to pay more or
less than 30 percent of their income for rent.
A household with zero income would receive
the full amount of the payment standard. If house
holds wish to occupy a unit costing more than the
payment standard, they should be allowed to do so
by paying the additional amount out of their own
income-that is, more than 30 percent of income.
At the same time, households should have an incen
tive, similar to that in the housing allowance experi
ments, to find housing that rents for less. The al
lowance experiments indicate that the payment
standard approach is an effective way of encourag
ing tenants to shop and landlords to set rents accord
ing to market value instead of meeting a rent limit.

Establishing the Level if the Payment
Standard
The basic payment level to be used in the payment
standard approach should be based on an estimate of
local housing costs and set at a level that allows
recipients to rent units that meet the minimum hous
ing requirements of the program. An alternative
considered was using a fixed percentage of median
income; the percentage could be set such that the
payment level would taper off to zero at the income
eligibility limit. However, a fixed percentage of
median income would not be sensitive to variation
in local housing costs. Care should be taken in
setting the payment level and the tenant contribu
tion requirements (percentage of income subtracted
from the payment level) so that recipients are not
• The fair market rent is the median rent for standard units of a
gi ven size occupied by recent movers in an area.

subsidized to live in housing more costly than that of
moderate-income households just above the income
eligibility limit. In addition, the payment standard
must be realistic if the program is to work. Too high
a standard would reduce tenant contributions below
the anticipated level; too Iowa standard, on the
other hand, would impose a high rent burden upon
tenants.
Finally, the payment standard must reflect the
higher housing cost of larger families ; the payment
level, like the income limit, needs to be adjusted for
various household sizes.

EquaL Opportunity and Housing Access
Housing payments potentially provide much greater
freedom of locational choice than do new con
struction programs , which have fixed project loca
tions . However, reliance on the private market as
sumes an open, fully functioning market system in
housing . Discrimination is both wrong and unlaw
ful and would prevent the full realization of the
potential benefits of the program. The issue of steer
ing is also of special importance for effective opera
tion of the program. If minorities are steered to
areas of minority concentration, the exercise of free
housing choice is only illusory. It is essential that
full information be provided to eligible families
concerning locations and types of available hous
ing, as demonstrated by evidence from the EHAP
Administrative Agency Experiment. Therefore, the
Commission strongly believes that the administra
tive mechanism should include a substantial local
support-services component for open housing and
the enforcement of antidiscrimination statutes, in
cluding Federal fair housing laws.

Relationship to Welfare Programs
The housing assistance grant system should be coor
dinated with income transfer programs for low
income households, particularly with the Aid to
Families with Dependent Children (AFDC) pro
gram that now provides a shelter component as part
of the basic payment. It is not the intent of the
Commission to deny housing assistance grants to
welfare recipients. Noncash benefits provided by
welfare programs should be further considered for
inclusion in determining the assistance payments to
individual households.

The Commission is concerned that all eligible
households be covered by a responsible administer
ing agency and that participants be able to choose
their housing freely and without arbitrary geograph
ic restrictions based on jurisdictions of administer
ing agencies. For complete coverage, the Commis
sion recommends that the State be assigned the
primary responsibility for areas not covered by a
responsible administering agency. In these areas,
States could choose to administer directly, to con
tract, or to arrange for expanded coverage Uurisdic
tion) of existing local agencies. The share of pro
gram funds should be allocated according to need in
each area, so that all eligible households have
roughly equal chances of getting into the program
within the priorities set for eligibility.
Both the option of lodging complete respon
sibility with the State and alternative forms of local
administration have been considered . In principle ,
State agencies would be better prepared to guaran
tee program coverage in all areas of the State and to
provide maximum opportunity for mobility for re
cipients . Also, municipal governments administer
ing the program could form consortia with other
local governments to ensure both coverage and mo
bility opportunities. However, since the Section 8
Existing Housing program was established in 1974,
a considerable body of experience has been ac
cumulated by a large number (more than 2,0(0) of
public housing agencies. By assigning residual re
sponsibility to the States, the fundamental problem
of lack of coverage can be addressed without dis
turbing the present administrative structure .
Assuring mobility opportunities to recipients,
although an important consideration, is not re
garded as sufficiently overriding as to necessitate a
completely new administrative apparatus in each
housing market area. The Commission believes that
the portability of a housing payment should be
facilitated by requiring agencies to advise partici
pants of their right to use the payment anywhere and
by requiring agencies to permit such mobility.
Agencies processing applications would receive the
Federal fees for that process . Whatever agency con
ducts the inspections for qualifying the dwelling
units and provides ongoing administration would
receive the Federal fees appropriate to those ac
tivities.

Who Receives the Payment?

Administrative Mechanisms
The system should be administered through the
same mechanisms and agencies as the Section 8
Existing Housing program, including State and re
gional agencies as well as local housing authorities.
This provision would help to avoid the creation of a
new structure for program administration.

The Commission believes that direct payment to the
tenant should be the ultimate goal. This process
should be monitored to ensure that administrative
feasibility is not sacrificed in critical areas such as
upholding program housing standards. In the mean
time, however, the administering agency should
have the option of deciding whether to make pay
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ments to the landlord or the tenant. The Commis
sion considered both possibilities. The Section 8
Existing Housing program has had positive experi
ence with payment to the landlord; the Experimen
tal Housing Allowance Program made payments to
tenants and again reported positive experience.
In principle, payment to the tenant allows the
program operation to function more nearly as a
private market transaction-and allows more tenant
responsibility-than does payment to the landlord.
In EHAP the tenant received the subsidy and re
tained all responsibility for making rent payments
to the landlord. The experience in EHAP was very
favorable with regard to recipients discharging this
responsibility. Few EHAP landlords reported prob
lems (delinquency or serious arrearages). Adequate
controls either conditioned payments on rent re
ceipts or held back subsidy checks on landlord
complaints about rent payment.
Agencies operating the Section 8 Existing
Housing program tend to favor the current system of
direct payments to landlords. Agencies say that
their credibility with landlords is reinforced by the
assurance landlords have that at least the Federal
share of rent will be received directly from a govern
ment agency. Agencies also perceive that enforce
ment of the housing quality standards is facilitated
by agency control of the subsidy payment.

Term

if Contract

The term of each payments contract with the admin
istering agency should be three to five years. This
provides the Federal government the flexibility to
make short-term adjustments reflecting changing
housing needs and budget priorities.

Retrieval if Budgeted Funds for a Housing
Payments Program
The Commission believes that it is useful to explore
the possibilities of recovering funds previously bud
geted for the subsidized production programs. Any
retrieved funds should be used to serve more house
holds more cost-effectively, through a combination
of the Housing Payments Program and the Housing
Component of the Community Development Block
Grant program (which is developed in the next
major section of this chapter). As an example of the
benefits of such a policy, a Housing Payments Pro
gram would serve nearly twice as many households
as the Section 8 New Construction program for the
same annual subsidy cost, as demonstrated in
Chapter I.
The Commission assumes that any retrieval
would require the agreement of project sponsor/
mortgagors, mortgagees , bondholders, and af
fected State and local government agencies. Feasi
bility of retrieving these funds in many cases would
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depend on favorable rulings by the Internal Revenue
Service (IRS) concerning the continued treatment
of these projects as "low income" for tax purposes
if they were marketed without regard to tenant in
come levels. Similar rulings might be necessary
from the IRS and from States with regard to project
financing obtained through bonds with tax-exempt
interest conditioned on the loan 's use for a low
income project. Finally, the Commission assumes
that retrievals of such funds should not deprive any
existing tenant of comparable housing assistance;
any tenants living in projects removed from the
subsidized programs should be provided housing
payments for use in the project or elsewhere and
appropriate relocation assistance, as necessary.

Limitations

if a Housing Payments Program

Based on the experience with both EHAP and the
Section 8 Existing Housing program, the Commis
sion recommends housing payments as the basic
mechanism for enabling low-income families to
afford adequate housing. However, the Commission
also recognizes that for certain households and mar
kets, housing payments alone may not adequately
serve low-income households and improve housing
quality. The Commission is particularly concerned
that shortages in some housing markets may inhibit
the effectiveness of a Housing Payments Program.
An increase in the stock of adequate housing may be
needed before assistance recipients can find decent
housing, particularly in markets where the stock of
lower-priced housing may be physically inadequate,
or where owners are unwilling to upgrade units that
fail program housing quality standards in order to
serve tenants with housing payments certificates.
The available information from EHAP and the
Section 8 Existing Housing Program suggests that:
• Persons starting out in housing that does not
meet the quality standards of the program
are less likely to participate in a Housing
Payments Program than those who start out
in units meeting the program standards . Par
ticipation is simple when an applicant 's cur
rent dwelling satisfies the program housing
standards . But the research is unclear on the
difficulties faced by applicants in substan
dard units. These households may not be
able to repair or get the owner to repair the
unit, some households may be unwilling to
move, or some households may be unwill
ing to search widely or thoroughly enough
for a unit that would qualify. Obviously,
these difficulties depend on financial feasi
bility of rehabilitating substandard units and
more generally on the availability of stand
ard housing in the community.
• Large families, single-parent households,
and minority families are more likely than

other groups to live in substandard housing.
Therefore these households are less likely to
become program participants .
• The lower the physical quality of the hous
ing stock in a community relative to the
program housing standards, the more diffi
cult it is for eligible households to benefit
from the housing payments approach.
• These programs induce only minimal re
pairs-averaging less than $250 per unit in
the Section 8 Existing Housing program.
Thus, despite the concern of the Commis
sion for both affordability and condition of
the low-income stock, a housing payments
program would have little stimulus on over
all improvement in the number of quality
units available to low-income households.

The Community Development
Block Grant Program: Added
Housing Component and New
Construction
New Construction should be added as an eligible
activity of the Community Development Block
Grant Program (CDBG), and a Housing Compo
nent, weighted to local housing needs, should be
added to CDBG to complement the Housing Pay
ments Program in addressing problems of hous
ing availability and adequacy for lower-income
households. The purpose of these additions to
the CDBG program is to make available stand
ard housing to lower-income households living in
substandard units.
The Commission believes that a housing pay
ments program requires complementary assistance
to some communities to assure the effective utiliza
tion of the program. Because of the greater flex
ibility, sensitivity to local needs, and imagination of
programs operated at the State and local levels,
rather than the national, the Commission believes
that the Community Development Block Grant
(CDBG) program, with its proven effectiveness in
meeting housing needs, is the appropriate vehicle
for addressing housing supply problems remaining
in the presence of a housing payments program.
The Commission's desire to expand CDBG's
housing activity stems in part from the recognition
of the effective and innovative approaches already
undertaken by State and local governments. Even
with the somewhat limited scope for State and local
housing program development under the current
CDBG program , it is nonetheless true that many of
the most innovative ideas in housing have been
devised and implemented at the State and local
level. These local program initiatives include Urban
Homesteading, the Neighborhood Housing Serv
ices program, and-to some extent--even housing

allowances . Urban Homesteading was devised in
Wilmington, Del., several years before HUD began
to use it as a way of reducing the inventory of
Department-owned housing and of assisting com
munity development. The Neighborhood Housing
Services program in Pittsburgh , Pa., became the
model for dozens of federally assisted projects
elsewhere, and housing allowances were first tested
through local initiative in Kansas City, Mo., a few
years before the national experiment was under
taken.
Recently, local governments have also taken
the lead in designing new programs to rehabilitate
rental property for occupancy by lower-income ten
ants. Unlike the expensive Section 8 Substantial
Rehabilitation program, CDBG grantees primarily
use moderate levels of rehabilitation to provide
housing for low-income tenants at prevailing rent
levels. Tenants eligible for rental assistance receive
Section 8 Existing Housing certificates so that they
can afford to remain in the buildings after re
habilitation, but owners are not provided a long
term , guaranteed rent subsidy by the government.
In New York City, for example , a I percent CDBG
loan is combined with a market rate loan from a
private lender to rehabilitate small apartment build
ings in low- and moderate-income neighborhoods .
The CDBG loan reduces rehabilitation expenses
sufficiently to allow the property owner to continue
to charge rents prevailing within the neighborhood .
Some portion of the tenants renting the units pay
market rents without assistance and others use sub
sidies from the Section 8 Existing Housing program
to help defray costs.
A hallmark of the locally designed and initi
ated housing programs has been their flexibility and
responsiveness to local needs and markets . Unlike
the Federal categorical programs, CDBG housing
activities have been carefully tailored to local situa
tions. Interest rate subsidies have been varied rather
than fixed as in national programs; the red tape and
processing procedures required by the Federal
Housing Administration (FHA) have been avoided;
moderate, rather than substantial, levels of re
habilitation have been permitted ; and small as well
as larger buildings have been accommodated.
Local governments not only have been imag
inative in their development of CDBG housing pro
grams but also have demonstrated a capacity to
carry out high levels of activity, especially in re
habilitation of single-family homes. In 1975, only
10,000 units were rehabilitated; by 1980 , annual
rehabilitation activity had increased to 180,000
units per year-far more than categorical Federal
housing rehabilitation programs produced in the
comparable period. Localities have also succeeded
in attracting private funding to supplement CDBG
rehabilitation efforts. In fiscal year 1980, an estimat
27

Housing Component qf the CDBG Program

ed $400 million in private funds were added to the
$1 billion of CDBG housing rehabilitation expendi
tures. 7
State governments, particularly through the
activities and programs of State housing finance
agencies (HFAs), have also made major contribu
tions to the field of subsidized housing rehabilita
tion and new construction. Housing finance agen
cies have played key roles both alone and in
partnership with the private sector and government
in the construction of housing, the rehabilitation of
existing units, and the provision of resources for
energy conservation. For example, several States
have developed innovative programs in conjunction
with CDBG cities to subsidize the rehabilitation of
homes owned by lower-income households. The
State HFAs have issued bonds to raise monies for
home improvement loans, and CDBG funds have
been used to reduce the interest rates . In the past 10
years the 32 HFAs have financed nearly 300,000
single-family homes and 500,000 multifamily
rental units . Through their activities, they have de
veloped extensive experience in lower-income
housing development and established strong rela
tionships with the private sector and local
communities .
To enable the CDBG program to help over
come local housing supply problems even more
effectively, the Commission recommends two re
lated changes in the program: (I) the addition of
New Construction as an eligible activity; and (2) the
addition of a Housing Component to the CDBG
program as a replacement for previous categorical
programs.

The Commission recommends that a Housing Com
ponent be added to Title I of the Housing and
Community Development Act of 1974 (as amended)
as a replacement for the categorical assisted housing
programs of both HUD and the Fanners Home Ad
ministration (FmHA). This addition would allow
the CDBG program to become the primary vehicle
for dealing with the supply of adequate housing for
low-income households.
The majority of the Commission consciously
included the FmHA subsidy programs in this pro
posal. The Commission recognizes that there are
special housing problems in rural areas that are
different from those of urban communities. Specifi
cally, rural areas have a higher incidence of substan
dard housing , and the necessary institutions for
mortgage finance, construction, and maintenance
are diffuse and often lacking entirely. However, the
preponderant lower-income problem, even in rural
areas, is that of affordability. This problem is best
addressed through a program of housing payments
to lower-income households. And, as in urban
areas, the payments program may not fully address
the problems of adequate housing supply. House
holds may have difficulty using housing payments
when no standard housing exists within a reason
able distance or where rehabilitation expenses are
more than can be recovered through a housing pay
ment. In such cases, rehabilitation and/or new con
struction may be required to ensure the successful
operation of a housing payments program.
State and local programs can be more flexible
and responsive than Federal housing production
programs. Therefore, the Commission believes that
the appropriate way to meet housing supply prob
lems in rural areas is also through a block grant
approach . Through a block grant approach, States
would have maximum opportunity to design hous
ing programs that meet their particular needs . Other
special housing concerns, such as housing of Native
Americans, may also be appropriately addressed
under the block grant format. 9
Some Commissioners believe the Commis
sion's recommendation to fold FmHA programs

New Construction as an Eligible CDBG
Activity
New Construction is one of the few housing-related
activities not generally permitted under the CDBG
program. s In many communities this has hampered
the government's ability to address the full range of
local housing and community problems with a coor
dinated strategy. Neighborhoods with new streets
and sidewalks as well as rehabilitated housing may
still have empty lots that are both eyesores and
nuisances. Rural areas with virtually no housing to
rehabilitate may require new units to house families
living in poor quality dwellings. Yet, CDBG funds
cannot now generally be used to meet these and
other locally identified needs for new construction.
By allowing New Construction within the CDBG
program, local governments would be free to ad
dress these special housing problems within the
framework of a basic plan established by the
community.

28

Michael M. Ehnnann and Douglas Ford, " CD Rehabilitation:
Analysis Reveals Dramatic Growth, Successful Local Pro
grams, " Journal if Housing, Vol. 30, No.6, June 1981.
8 New Construction was omitted as an eligible CDBG activity in
the 1974 Housing and Community Development Act because
Section 8 of Title" of the act provided explicitly for housing
construction . Although amendments to the act have permitted
neighborhood and nonprofit groups under certain circum
stances to undertake new construction, activity has been lim·
ited.
9 Whether the special housing needs of Native Americans would
best be served by the block grant approach is not clear. Native
(footnote continued next page)
7

into the proposed Housing Component does not
adequately respond to rural needs. Rather than de
centralize the Farmers Home Administration pro
gram , these Commissioners believe that it should
continue to be administered at the national level
because the local offices have too little, not too
much, national guidance and direction.
Although the specific design of the Housing
Component in the CDBG should best be left to
Federal, State, and local agencies , the following
discussion indicates the Commission's suggestions
for the program .

areas could pool their resources and limited
staff capacity to run programs with some
economy of scale.
• State housing finance agencies (HFAs) have
actively provided financing to help meet
low-income housing needs and have de
veloped a strong administrative capacity to
implement programs. To maintain their in
stitutional capacity and allow them to con
tinue to serve a statewide function, the gov
ernors and mayors of entitlement commu
nities may mutually decide to allocate some
portion of the housing component funds to
an HFA. Governors or State legislatures
may also decide to use HFAs to operate
housing programs for nonentitlement areas.
• In many States, the FmHA has established a
delivery system and network of technical
services to provide housing opportunities in
rural areas . To assure continued delivery of
housing assistance in small communities
and rural areas, FmHA offices should be
considered an alternative administrative
channel for the rural portion of the Housing
Component.

Program Administration.

Administration of the
Housing Component of the CDBG program should
closely parallel that of the larger block grant pro
gram in order to assure the administrative capacity
to carry out the program, to minimize overhead
costs, and to maintain coordination with other ac
tivities such as improvement of streets , provision of
public facilities, and delivery of services . This
means that in general, Housing Component ac
tivities should be carried out directly by central
cities , communities of more than 50,000 popula
tion, urban counties of more than 200,000 popula
tion (entitlement areas), and State and territorial
governments for use in localities and rural areas that
do not receive a direct allocation of CDBG funds
(nonentitlement areas).10 The rural program could
be supervised either by HUD (as part of CDBG) or
by the Department of Agriculture (presumably
through FmHA).
While the general CDBG administrative net 
work should be employed to plan and implement
housing activities, the Commission recognizes that
housing markets and housing problems, unlike
other CDBG activities, may require regional and
even statewide interventions. Therefore, the Com
mission suggests consideration of the following ad
ditions to the basic CDBG administrative network :
• CDBG entitlement localities and adjacent
nonentitlement communities, at their dis
cretion, should be able to form consortia to
carry out housing activities on an areawide
basis. This approach would permit smaller
cities or suburban areas to receive a direct
fair share allocation of Housing Component
resources to be used in conjunction with
those of a CDBG entitlement area. A con
sortium would be able to run an efficient
program that meets the needs of the ex
tended geographic area. Likewise, States
should encourage consortia of rural lo
calities to carry out housing activities sup
ported through the State's allocat ion of
Housing Component resources. Very small

FundA/Jocation.

Funds allocated for the Housing
Component of the block grant program should be
allocated on the basis of objectively measurable
housing needs , particularly the need to rehabilitate
housing for lower-income households. A formula
similar to HUD's housing fair share approach ,
which can be updated and calculated annually,
should be used to provide for equitable distribution
of funds . Funds identified by Congress as the Hous
ing Component of CDBG should be allocated strict
ly according to housing need without an arbitrary
split such as that used in CDBG, where 70 percent

10

Americans have been served by a special Indian housing
program and by other categorical programs as well as by a
special set-aside for Indians within the CDBG program. Al
though opinion is mixed on the desirability of continuing the
categorical programs versus converting housing and other
categorical programs into a comprehensive Indian housing
block grant, testimony at Commission hearings was clear on
the need for special programs to address Indian housing needs.
A special Interagency Task Force on Indian Affairs chaired by
the Assistant Secretary fo r Indian Affairs in the Department of
the Interior is reviewing these and related issues. Other groups
with special housing needs, such as migrant workers, may also
requ ire special attention beyond the broad proposals for a
housing payments program complemented by block grant
support for housing . The special housing needs of elderly
households are reviewed in Chapter 4.
For the definition of eligible CDBG grantees, see 24 CFR

570.3.
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goes to entitlement grantees and 30 percent to the
States for nonentitlement areas. Care should be
taken to adjust the formula for any regional or local
differences in rehabilitation and construction costs,
and to reassess the formula periodically to ensure
that it is appropriately measuring the need for pro
gram funds.
The annual funding and three-year authoriza
tion features of the CDBG program should be incor
porated into the Housing Component. These fea
tures provide some assurance of a continuity of
funding and allow localities and States to develop
effective programs as well as staff capacity to carry
them out. This arrangement also forces grant recip
ients to finance chosen activities within the amount
of the grant, because they cannot assume a con
tinued Federal contribution . Although this require
ment may limit the scope of activities that can be
financed, it also limits Federal budget exposure.

Use of Funds.
The Housing Component of the
CDBG program should be used to help overcome
housing supply problems of lower-income families
living in inadequate units . This would be par
ticularly helpful in overcoming housing supply
problems that impede the successful implementa
tion of the Housing Payments Program. Although
communities would be free to provide housing
through rehabilitation or new construction, it is
likely that most localities would choose to repair
units. Rehabilitation is usually more cost effective
per dollar of subsidy than new construction in mak
ing available units of standard housing . Rehabilita
tion also allows lower-income households to remain
in their buildings and neighborhoods, rather than
having to move, to use a housing payments certifi
cate.
Although it is the Commission's intent that
Housing Component funds be used for the above
purposes, the majority of the Commission recom
mends that no specific restrictions should be placed
on the use of funds in entitlement cities . In fact,
most CDBG entitlement communities already
spend a substantial portion of their block grant on
housing and are expected to continue to do so. By
encouraging but not requiring that funds be used to
support housing, CDBG communities would have
maximum flexibility to design and operate pro
grams. For example, many localities would con
tinue to direct their CDBG program to rehabilitation
of owner-occupied , single-family homes and use
housing component funds to repair the rental build
ings in low-income neighborhoods . Others may use
regular CDBG funds to subsidize the costs of reno
vation and Housing Component funds to help Hous
ing Payment Program recipients to purchase them.
Funds that are allocated to the States or territo
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ries for use in nonentitlement areas are a replace
ment for categorical housing funds of both the
FmHA and HUD that were previously spent ex
clusively on housing in small towns and rural areas.
Because of this , the Commission recommends that
the Housing Component funds allocated to the
States and territories be used to support lower-in
come housing activities, particularly those that
complement the Housing Payments Program.
Other Commissioners believe that Housing
Component monies allocated to both entitlement
cities and States should not be used for other CDBG
purposes. Instead, these Commissioners believe
that funds should be directed solely to provide hous
ing, either through rehabilitation or new con
struction, to households eligible for housing pay
ments who are living in poor quality housing. There
is evidence that housing payments, and the private
market, serve minorities, large families, and house
holds in poor quality housing less well than they
serve others. Without effective Federal priorities for
and constraints on the use of Housing Component
funds, some Commissioners fear that the needs of
these households would not be met and that the
Commission would fail to recommend any kind of
realistic program to add to the supply of housing for
those with the most critical housing problems in
areas where the private sector simply cannot re
spond .
Whatever the precise uses of the funds, State
and local housing program resources can be com
bined with private sector funds and other resources
such as FHA insurance, mortgage revenue bonds ,
and housing payments. By combining public funds
with other resources, limited dollars can be
stretched . In addition, by including lenders, under
writers, and insurers in housing programs, private
market skills and disciplines can be used to help
operate publicly subsidized programs.

Performance.

The Housing Component activities,
because they must meet the same statutory objec
tives as the CDBG program, would be targeted to
lower-income households. However, to ensure that
benefits are appropriately directed, Housing Com
ponent activities should be carried out according to
locally determined Housing Assistance Plans.
These plans should reflect the State, city, or coun
ty's lower-income housing availability needs by
household, tenure, and housing type. In addition,
all grantees should comply with the fair housing and
equal opportunity provisions of Title VI of the Civil
Rights Acts of 1964 and Title VIII of the Civil
Rights Act of 1968. The Federal government should
play an active role in monitoring civil rights and fair
housing performance and in the delivery of program
benefits.

PUBUC HOUSING
Since 1937, the Low-Rent Public Housing program
(popularly known as public housing) has been the
primary Federal assistance mechanism for housing
low-income families . The program now houses 1.2
million households with average incomes of 28
percent of median family income . The private mar
ket has been unwilling or unable to house many of
these families, including many single-parent, mi
nority, and large families. Although demands for
Federal subsidies were modest and local respon
sibility was paramount during the early years, pub
lic support for the program has eroded over the past
two decades, while subsidy needs and Federal con
trol have increased.
This chapter describes background factors
leading to the conclusion that major program
change must be made; proposes a policy direction to
effect such change; and discusses specific options
for the future use and disposition of public housing
projects, taking into account the interests of tenants,
local governments and public housing authorities
(PHAs), and the Federal government.

Within a specified period of years, public
housing should be restored to local management
and control, passing to public housing au
thorities and local governments responsibility
and choice in the use and disposition of public
housing projects. The future use of each public
housing project should be determined on the
basis of a joint local-Federal assessment consid
ering a broad range of options in light of each
project's physical, economic, and social
characteristics.

Background
The public housing program was enacted in the
United States Housing Act of 1937 to assist the
States and their political subdivisions in providing
decent, safe , and sanitary dwellings for families of
low income. In its declaration of policy the act
called for vesting in local public housing au

thorities ' the maximum amount of responsibility for
administration of their housing programs. The pri
mary Federal role was a simple one: the Federal
government would enter into Annual Contributions
Contracts with local housing agencies to provide the
funds for repaying bonds sold by the local agencies
for construction costs of public housing units.
These contracts to provide debt service on housing
agency bonds would run for up to 40 years. With
local housing agencies responsible for owning and
operating the resulting public housing for the bene
fit of low-income tenants , funds for operation and
administration were to be obtained through charges
to the tenants ("tenant contributions"). The effec
tive Federal subsidy to the tenants was that they did
not have to bear the capital costs of their housing.

Increased Federal Control
Initiated as a federally assisted local program with
considerable local flexibility in development and
administration, public housing has evolved over the
past four decades, becoming increasingly subject to
Federal control, with concurrent reductions in local
responsibility and accountability. Federal law and
regulations now extend in significant detail into
virtually every aspect of PHA ownership and opera
tions . For example, Federal regulations prescribe
policies and procedures for accounting, labor agree
ments, contracting, tenant selection, grievances,
and evictions.
Probably the most important Federal control
limits PHA ability to obtain and keep income and to
determine the use and disposition of projects . Any
income generated by the PHA reduces the subsidy
otherwise payable by the U.S. Department of Hous
ing and Urban Development (HUD). Further,
I

Now the tenn "public housing agency" (PHA), as defined in
the Housing and Community Deve lopme nt Act of 1974 , is
used to confonn tenninology across both local housing au
thorities and other agencies authorized to administer the Sec
tion 8 Existing Housing program.
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Federal law restricts occupancy primarily to house
holds with incomes below 50 percent of the median
income, and specifies that no more than a given
percentage (now required to move toward 30 per
cent) of a household's net income may be charged
for rent. HUD also has limited a PHA's ability to
sell or demolish projects to those instances "where
it can be convincingly demonstrated that continued
operation as low-income public housing cannot be
justified."2 Local control, responsibility, and ac
countability are necessarily impaired by these intru
sions of Federal regulation and control over major
and minor management decisions .

Increasing Costs
Federal subsidies to public housing have increased
dramatically over the past decade. Initially, Federal
subsidy of public housing was limited to full pay
ment of all debt service costs; tenant rents were
expected to cover operating costs. In the 1950s, the
income of tenants served by the program began to
decline relative to household incomes in the general
population (Figure 3.1), partially because public
housing was often built to house those displaced by
slum clearance under urban renewal programs.
Housing authorities had increasing difficulty as
sessing rents that would cover their operating costs
yet remain affordable for their tenants. In 1969,
Federal law mandated that tenant affordability be
assured by setting a maximum rent charge of 25
percent of net tenant income. Now Federal law
requires the eventual imposition of a 30 percent
tenant payment.
Federal subsidy of operating costs was avail
able on a very limited basis prior to 1969, when
program-wide subsidy of operating costs began.
Since then, subsidy needs have increased dramat
ically, as operating expenses increased and as the

-

-

_.

-

percentage of operating costs covered by "capped"
tenant rents has decreased (Table 3.1).
Although public housing subsidies are large,
averaging $174 per unit month in 1981, average
public housing costs are no greater than the cost to
house the same households in standard housing in
the private rental market in the Section 8 Existing
Housing Program (Table 3.2, column "Operating
Subsidy and Debt Service Cost as a Percentage of
Section 8 Existing Housing Program Costs").
Average monthly Federal outlays (debt service
plus operating subsidy costs) for public housing in
1981 were approximately equivalent to the direct
Federal subsidy that would have been required for
public housing tenants had they been in the Section
8 Existing Housing program. The Section 8 Exist
ing Housing program subsidizes low-income
renters who lease units in the private rental housing
market and obtain housing at rents approximating
those in the unsubsidized market (see Chapter 2).
The comparisons in Table 3.2 suggest that, while
Federal costs have risen, the average cost is not out
of line with private rental housing. Some projects
provide housing for low-income tenants at less cost
than private market housing and represent efficient
use of Federal resources, but some projects have
much higher direct Federal costs than private mar
ket housing.)

2

J

24 eFR 870, Preamble .
These comparisons use only direct Federal costs and make no
attempt to take into account the total resource costs of public
housing, which would include both direct and indirect costs.
Important indirect costs include Federal revenue losses from
tax-exemption of the interest on public housing agency bonds
and local government revenue losses because public housing
projects make a payment in lieu of local property taxes that is
typically less than the usual amount of property taxes . While
(Footnote continued on p. 35)

Table 3.1
Growth in Public Housing Operating Costs, 1969 and 1970
(Total Operating Expenditures Per Unit Month)

Extra-Large PHAs' (over 6500 units)
Large PHAs (1250-6499 units)
Medium PH As (50G-1249 units)
Small PHAs (I 0G-499 units)
All PHAs

1969

1980

Percent
Growth

$58
49
43
37
$50

$203
141
126
109
$157

250%
187
191
193
217%

Sample: 237 PHAs in 1969, 314 PHAs in 1980 .
, Public housing authorities (PHAs).
Source: U .S. Department of Housing and Urban Development, "Alternative Public Housing Subsidy Systems, " draft report ,
(Washington, D.C. : HUD, March 1982).

32

Figwe 3.1
Median Public Housing Tenant Income as Percent of National Median
Family Income, 1950-1980
Percent of
Median Income
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Adapted from U.S. Department of Housing and Urban Development, "Alternative Public Housing
Subsidy Systems," draft report, March 1981 .
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Table 3.2
Average Per Unit Monthly Costs for Selected PHAs
(FY 1981)
Total
Monthly
Federal
Outlaysb

Operating Subsidy and
Debt Service Cost as
a Percentage of Section 8
Existing Housing
Program Costs"

Total
Monthly
Operating
Costs

Monthly
Tenant
Contribution

Monthly
Operating
Subsidy

Monthly
Debt
Service
Subsidy"

$132
274
211
163
277

$61
67
58
101
140

$66
206
150
55
131

$60
101
81
56
77

$126
307
231
112
207

2,175
1,648
1,925

142
188
150

84
97
61

52
83
86

80
90
116

132
174
204

66
80
80

855
220
326

142
120
77

118
102
71

21
14

80

III

III

-

109

134
107

42
97
52

1,200,000

NA

$91

$68

$99

$174

Average
Number of
Units Under
Management
Large PHAs (5,000 units and over)
Birmingham, AL
Boston, MA
Chicago, IL
Los Angeles, CA
New York, NY

6,702
12,757
38,627
8,213
147,288

56%
96
63
38
75

Medium-Sized PHAs (1,000--4,999 units)
Greensboro, NC
New Bedford, MA
Peoria, IL
Small PHAs (1-999 units)
Inkster, MI
Miffin County, PA
Temple, TX
National Averages

I.

93-100%

a Includes amortization of costs of rehabilitation (modernization), including an assumed level for 1981.
• Includes operating subsidy plus debt service subsidy.
, This is a weighted estimate that corresponds with Section 8 outlays associated with serving low-rent public housing tenants during FY 1981.

Source: Joseph Riley, "Integration of Public Housing With a Housing Voucher Program-An Overview," unpublished report (Washington , D .C.: HUD, December 1981), pp. 15 and 16.
Revised by Commission staff.
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Variation Among PHAs and Projects
The social and physical problems among public
housing projects vary considerably. Some projects
are in good condition with few or no significant
problems; others must be considered troubled be
cause of their general condition and/or management
problems stemming from tenant characteristics,
project design and site, neighborhood, and project
costs and funding . A 1979 HUD study found that 67
percent of all public housing projects were un
troubled, with another 26 percent relatively un
troubled. Although only 7 percent of the total inven
tory was deemed "troubled," 28 percent of large,
older, family projects were so classified:
Operating costs also vary widely among PHAs
and among projects within any given PHA . Tables
3.2 and 3.3 give examples of operating costs for
large, medium-sized , and small PHAs and for sev
eral family and elderly projects within two PHAs,
respectively. These data illustrate a range of PHA
operating costs, from $77 per unit month in Temple,
Tex ., to $277 per unit month in New York City.
Larger PHAs appear to have higher operating costs.
Project data from Birmingham, Ala . , and Chicago,
III., illustrate an even more important phenomenon:
within any given PHA, operating costs may vary
widely- for example, between $82 and $358 per
unit month in Chicago .
Average debt service costs differ by PHA be
cause of variations in both development and financ
ing costs, relating in part to the age of the projects
(Table 3.2 column "Monthly Debt Service Sub
sidy"). Even wider variations would be evident if
accounting records were kept for individual projects
so that project level debt service costs were known;
accounting records are presently aggregated at the
PHA level and therefore costs are not easily allo
cated to particular projects . From these observa
tions about differences among PHAs and projects it
is clear that conditions and costs vary widely and
that program changes must take these variations into
account. Sweeping , single-strategy "solutions"
could be mistaken in many cases .

Tenant Composition if Public Housing
By program rules, public housing has been targeted
low-income households. It often has provided
housing of last resort for people with special diffi
culty locating adequate, affordable housing in the
private market, particularly large families, single
parent families , and minority families (see Table
3.4). Experience with the Section 8 Existing Hous
ing program shows that these very types of house
holds have special difficulty locating housing within
program requirements. Nearly half (46 percent) of
public housing tenants are elderly households .
to

Changes in the program must be made in ways that
are sensitive to the reliance these households now
place on public housing and to their ability to func
tion in the private housing market.

Proposal for Program Change
To address the problems of increasing Federal oper
ating subsidy and undue Federal control , the Com
mission has developed a proposal for program
change that takes into account the wide variation
among PHAs and projects. In a primary departure
from previous Federal policies for public housing,
the Commission proposes project-by-project deter
minations rather than a sweeping , single-solution
policy. This is a common sense approach in the
world of private real estate , and it would offer
Federal and local governments a fresh opportunity
to consider the best interests of all parties, es
pecially public housing tenants.
The proposal is based on the fundamental
commitment of the Federal government to continue
assistance to low-income households . Subject to
this basic commitment, the objectives of the pro
posal for program change are to:
• Reduce the level of Federal control and reg
ulation of public housing ;
• Maximize local control and accountability
in the management of public housing and
the determination of the future use of each
project; and
• Maximize the effective use of current and
future Federal resources available to the
program by imposing a Federal cost con
straint on each project's operating costs,
encouraging efficient management, and re
quiring that any revenue which results from
the program change be used for low-income
housing purposes .
Before outlining the proposed options for pro
gram change, some important constraints must be

the data reponed here cover only direct costs , the indirect costs
should also be considered when estimating cost effecti veness
of public housing projects . One study estimated that tax reve
nues forgone on public housing bond interest comprise 15 to
20 percent of Federal costs in public housing (see Stephen K.
Mayo, Shirley Mansfield , David Warner, and Richard
Zwetchkenbau , Housing Allowances and olher Remal Hous·
ing Assislance Programs-A Comparison Based on Ihe Hous
ing Allowallce Demand Experimenl . ParI 2: COSIS and Effi
ciency (Cambridge, Mass .: Abt Associates, Inc . • June 1980).
p. 123 . prepared for the Office of Policy Development and
Research. U . S . Department of Housin g and Urban
Development).
, U.S . Department of Housing and Urban Development. Prob
lems Affecling Low Rem Public Housing Projecls (Wash
ington, D.C. : U.S. Government Printing Office , 1979).
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Table 3.3
Average Per Unit Monthly Cost For Selected Projects
(FY 1981)

Location
Type Project"
Tenant Contibution
Total Operating Expense
Operating Subsidy
Average PHA Debt Service b
Total Federal Subsidies
Operating Subsidies as Percent of
Section 8 Existing Costs
All Direct HUD Subsidies as Percent of
Section 8 Existing Costs

Project
#1

Project
#2

Project
#3

Project
#4

Project
#5

Project
#6

Project
#7

Birmingham
Elderly
$48
92
44
53
97

Binningham
Family
$72
112
40
53
93

Binningham
Family
$67
172
105
53
158

Chicago
Elderly
$66
82
6
74
80

Chicago
Family
$118
358
238
74
312

Chicago
Elderly
$119
289
164
74
238

Chicago
Family
$70
106
35
74
109

71%

9%

103%

28%

23%

16%

40%

70%

70%

51%

36%

60%

28%

91

, Some "family" projects are occupied only by elderly. The designations provided are based on the official designation of project type rather than tenant characteristics data.
b Amounts given are PHA Debt Service averages rather than project debt service amounts.
Source: Joseph Riley, " Integration of Public Housing With a Housing Voucher Program-An Overview," unpublished report (Washington, D .C.: HUD, December 1981),
Attachment I. Revised by Commission staff.
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Table 3.4
Household 'JYpe and Racial Composition of Public Housing Tenants
Household Type
Single Nonelderly
Single Elderly
1 Adult with 1-3 Children
I Adult with 4 + Children
2 Adults with 1-3 Children
2 Adults with 4 + Children
2 or more Adults, Elderly
2 or more Adults, Nonelderly
Total
Percent of All Households

All
Households

Nonminority
Households

7%
36
18
5
13
6
10
6
101 %"
100%

Minority
Households

6%
58
8
I

7
2
14
4
100%
41 %

8%
20
24
8
18
8
7
7
100%
59%

• Total is larger than JOO% due to rounding.
Source: Compiled from data of U.S. Department of Hou sing and Urban Development, Research Inquiry Sys te m.

noted. These include legal considerations, need for
administrative support, and data availability.
Because of the complexity and size of the
public housing program and the task of making any
major changes, it is essential that HUD provide
executive leadership and adequate staffing to sup
port the program . Organizationally, the program
should be elevated in status, creating an Assistant
Secretary for Public Housing , to ensure the required
level of direction and attention.
Because operating cost data are now available
only for selected PHAs and as aggregated national
data, and because no data on project marketability
are currently available, HUD is conducting a study
that is expected to yield data on the characteristics of
public housing projects in relation to their operating
costs, estimates of rents that could be charged to the
general public, and estimates of the number of pro
jects that fall in various categories of operating
costs. The data now being generated by HUD , and
information that would be generated by the transi
tion process itself, should serve further to define
appropriate policy direction .
Notes and bonds issued to finance the con
struction, acquisition, and modernization of public
housing projects involve long-term contractual rela
tionships between the Federal government , the local
issuer, and the note/bond holders , based on Federal,
State, and local law. These legal constraints must be
taken into consideration in undertaking program
change .
Finally, the objectives of local control and cost
effectiveness and the emphasis on program change
should not be construed as proposals for wholesale
change across all public housing projects. For some
tenants and some projects, public housing is the

most cost effective means to sustain the Federal
commitment to continue assistance to low-income
households.

Proposal
The Commission recommends that over a specified
period of years, the Low-Rent Public Housing Pro
gram be restored to local management and control ,
passing to local governments and their PHAs re
sponsibility and choice in the use and disposition of
public housing projects within the objectives stated
above.
During the transition period , local govern
ments and PHAs, jointly with the Federal govern
ment, would conduct project-by-project assess
ments , and the Federal government would provide
continued support and resources (outlined later un
der the discussion on transition). On the basis of
these assessments the PHA could exercise, at any
point within the transition period , one of the follow
ing options for any specific project, with Federal
approval required for implementation of Options 2
through 5:
• Option i: Retain the project under public
ownership for occupancy by households
with incomes below 50 percent of the medi
an income , paying a modest portion of their
income for rent; Federal payment of debt
service under the Annual Contributions
Contract would continue ; operating sub
sidies would be provided through an annual
payment limited to the lower of: (I) the level
of subsidy attributable to the project under
the existing formula for operating subsidy at
the time of transition, or (2) the difference
between the payment under a Housing Pay
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ments ProgramS and the debt service pay
ment. (In further discussion the payment
under a Housing Payments Program is sim
ply referred to as a housing payment.)
Option 2: Sell the project or convert to
homeownership. Any net proceeds of sale
remaining after payment of indebtedness
would be dedicated to low-income housing
purposes. This option could also include
conveyance of land only, condominium and
cooperative conversion, or tenant purchase.
Tenants would be protected with relocation
assistance and guarantee of a housing pay
ment to enable them to be housed in the
converted project units or the private mar
ket.
Option 3 : "Deprogram" the project , that is,
sell or demolish, at a loss, a project whose
social, financial, and physical viability is so
poor that it cannot be maintained at reason
able cost. This option is one of cutting
losses. Again tenants would be protected
with relocation assistance and housing pay
ments.
Option 4: Free up project rents, allowing
the PHA to charge rents that cover operating
costs and continuing only Federal debt serv
ice subsidy. Tenants would receive housing
payments, that is, they could use the pay
ments to pay public housing project rents or
to obtain private market housing.
Option 5: Develop an alternative that is
tailored to the unique circumstances of the
project and mutually agreeable to local gov
ernment, the PHA, and the Federal govern
ment, such as operating subsidy levels ex
ceeding the cap. This option may also
involve continued Federal payment of debt
service and may require relocation assis
tance and/or housing payments for tenants.

Transition Period
The transition period should cover a reasonable
number of years prior to the effective date of the
Federal cost constraint. During that period, there
should be:
• Continuation of operating subsidies under a
revised operating subsidy formula that rec
ognizes and rewards cost-effective manage
ment and provides predictability of funding:
• Continuation of funding to improve tii;
physical condition or operating efficiency of
the existing public housing stock (moderni
zation);
• Maximum reduction of Federal require
ments and administrative constraints over
management and operations while preserv
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ing the Federal interest in only (1) tenant
eligibility and (2) tenant renUincome limits;
• Collection of data on the economic, social,
and financial characteristics of all projects
and a project-by-project assessment by
HUD and local officials to determine the
feasibility of various options concerning
each project; and
• Implementation of actions to sell, convert ,
or deprogram units when local and Federal
officials concur.
At the end of the transition period one of the
five options should be in force. The total annual
Federal subsidy to any project, including debt serv
ice and an annual block grant to subsidize operating
costs, generally should not exceed the cost to assist
the same households through housing payments. In
projects that continue to receive a grant to subsidize
operating costs, the grant would permit con
tinuation of a Federal limit on the percentage of
income paid by tenants for rent. In projects where
other options are chosen, tenants would receive
housing payments that enable them to remain in the
housing project or move to housing in the private
market as they chose.
In some cases, otherwise infeasible projects
might be rehabilitated, converted from family to
elderly use, restructured to provide better layouts,
"thinned out" by partial demolition, or otherwise
made more viable through physical or management
changes during the transition period. Similarly, ex
tremely high operating costs may be a function of
energy inefficiencies that can be remedied during
this period. These remedial actions might enable
otherwise infeasible projects to be retained as public
housing.

Description of PHA Options
In choosing a strategy for any particular project,
opportunities and limitations are conditioned by
three market factors and the relationships among
them : (I) the value of the property, (2) the maximum
rent that can be successfully charged by that project
to the general public, and (3) the debt service and
operating costs of the project. The strategy selected
would depend on the Joint local-Federal assessment
of each project's potential. This assessment would
determine the project's future use that was most
appropriate, given the objectives stated previously,
particularly to continue serving households occupy
ing or eligible for public housing and to provide
, Chapter 2 proposes a Housing Payments Program as a variation
of the Section 8 Existing Housing program. Payments would
be determined by household income and an estimate of local
housing costs and set at levels that allow recipients to rent
private, unsubidized housing.

such assistance in a cost-effective manner. In some
cases a higher level of operating subsidy could be
approved; in others, sale, deprogramming, freeing
up rents, or other options could be chosen. How the
opportunities and limitations of individual projects
could be addressed by the various options is detailed
below.

Option 1: Retain the Project in Public
Ownership
The Federal government should remain willing to
continue annual support to a project to enable it to
remain in public ownership as low-income housing
as long as the total cost to the Federal government is
within limits defined below, the PHA agrees to
continue serving low-income households-those
with incomes below 50 percent of median income
and tenants are required to pay only a modest por
tion of their income for rent. The cost constraint
should limit the Federal subsidy of operating costs
to the lower of: (I) the amount required by the
project according to the formula effective at the
time of transition, or (2) the difference between the
cost of aiding the same households through provi
sion of housing payments and the debt service
payment.
For example, if:
• debt service on a project is $110 per unit
month, and
• the housing payment subsidy for the average
unit size in the project with average tenant
income is $200 (housing payment standard
of $300 minus $100 tenant contribution),
then
• the operating subsidy could not exceed $90
($200 minus $110).
If the project would have received $80 under the
operating subsidy formula at the time of transition ,
it would continue to receive that amount, annually
adjusted. On the other hand, if the project would
have received $108 under the formula, it would be
reduced to $9{}-the difference between the hous
ing payment subsidy and the debt service .
Under this option the local government and
PHA could choose to retain in public ownership
those projects that have total costs not exceeding the
Federal cap. Localities may also choose to continue
operating projects that are costly by covering defi
cits beyond the operating subsidy from other
sources of income, when continued operation of a
project is ascertained as the most cost-effective
means of housing a project 's tenants. For example, a
PHA might sell some projects with high private
market value to generate sufficient funds to support
projects that are not viable without a subsidy above
the level provided by the Federal government.

Option 2. Sell the Project or Convert to
Homeownership
Many public housing projects are currently located
on land that could be used for other purposes, either
because the area is not a suitable residential en
vironment but could well serve commercial, indus
trial, or public purposes, or because other possible
uses of the land and/or buildings make it attractive
to private-sector interests. For example, some pub
lic hou~ing has been built in areas that have become
increasingly industrialized over time, increasing the
land's value for industrial purposes but rendering it
less desirable for housing.
Similarly, some projects are located in neigh
borhoods that have appreciated dramatically and
now are attractive for unsubsidized residential use .
These could be sold to private interests through
conversion to condominiums or cooperative owner
ship or for private rental housing .
if a locality wishes to sell such projects , the
Federal government should allow such disposition
as long as the indebtedness is paid off by the pro
ceeds of the sale, continued assistance to the tenants
is provided through housing payments, and any
surplus of funds generated by the sale is dedicated to
low-income housing purposes. However, local offi
cials should not be permitted to sell a project unless,
prior to the sale, there is satisfactory provision for
relocation and continuation of assistance for the
current tenants.
For example, a given 125-unit project may
have a market value of $5 million, but an outstand
ing indebtedness of only $2 million. Since the
Federal government would be likely to continue to
pay an operating subsidy as long as such support
was necessary to continue to provide assistance to
the tenants, the cost of changing the nature of the
assistance to housing payments is the difference
between the operating subsidy and the housing pay
ment subsidy. If the average cost of housing pay
ment subsidies for the tenants is $200 and the oper
ating subsidy is $1 IO per unit month, the net
additional cost to the Federal government per unit
month is $90 . If the project were sold to private
parties at the full market value, the $3 million gain,
invested at 13 percent, would provide annual interest
nearly three times as much as the net annual Federal
cost and could be used to assist many additional
households.
A subcategory of this option would include
sale of units to tenants as individual units or under
condominium or cooperative terms of ownership.
For example, units in a project could be sold to
tenants with a very low downpayment. Tenant pur
chasers also could receive housing payments to
assist with the costs of ownership for as long as they
were eligible.
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Option 3: Deprogram the Project
Some projects have extremely high operating costs
and/or serious social and physical problems, so that
they are not good candidates for continued opera
tion by the PHA . In these cases the restructuring or
rehabilitation of the project is not cost effective, or
the likelihood of correcting the project's social
problems is considered remote. When this deter
mination is made by the local government and
PHA, the Federal government may agree to allow
the PHA to deprogram the project , demolishing it or
selling it for whatever price it brings , even though
this might not be enough to payoff the indebted
ness, simply to cut further losses.
For example, a severely troubled 300-unit pro
ject with operating subsidy of $250 per unit month
and outstanding principal indebtedness of $3 mil
lion ($10 ,000 per unit), payable over a remaining
bond term of 20 years (at 6 percent interest), may
have no sales value at all, considering demolition
costs . If costs to rehabilitate are $15,000 per unit or
$4 .5 million, to be financed under typical moderni
zation terms of 20 years at an interest rate of about 10
percent, then the per-unit cost to operate the project
after rehabilitation would be $473 per unit month
($73 in original debt service , $150 to amortize the
rehabilitation, and $250 in operating subsidy). If the
housing payments subsidy is $275 per tenant, it
would be cost effective to demolish the project, to
continue paying off the bonds, and to make housing
payments to all the tenants at a continued per-unit
cost of $348 ($73 to payoff bonds on a project no
longer in existence and $275 in housing payments
subsidy costs).
.
The Federal government should agree to de
molish a project only if a continuously healthy
physical and social environment cannot be provided
at a reasonable cost, even with appropriate physical
and management changes . Again, local officials
should not be permitted to deprogram a project until
provision satisfactory to HUD has been made for
the relocation and continued assistance of project
tenants .

Option 4: Free up Project Rents
Another option would retain the project in public
ownership with the Federal government providing a
debt service subsidy only (eliminating operating
subsidy) and allowing the PHA to charge rents that
cover operating costs. For some projects, this ap
proach would be feasible and desirable .
Because of continued Federal subsidy of the
debt service payment and legal restrictions associ
ated with project financing , such projects should
maintain some limits on tenant income eligibility.
In most if not all cases, the Federal and State laws
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governing the issuance of project notes and bonds
limit the use of the funds for housing low- and
moderate-income households. However, estab
lished Federal rent income ratios would not be ap
propriate under this option because PHAs would
need freedom to set a rent that covers operating
costs, yet remains competitive in relation to the
quality and location of the project and affordable by
households within the eligible income limits .
The rent could be a "flat rent" (the same dollar
amount charged to all tenants), or it could be ad
justed according to income as in the current system;
in any event, new rents would generally exceed
current rates. Because public housing operating
costs in 1980 averaged only $137.61 per unit per
month, a very substantial portion of all projects
should be able to charge amounts sufficient to cover
operating costs while continuing to serve low- and
moderate-income households .
The Federal government should provide hous
ing payments to all present tenants of the projects .
The tenants could use the housing payments to
remain as long as they wished in the project or to
move elsewhere in the community to publicly or
privately owned housing. To the extent that the
tenants gradually moved to other locations in re
sponse to changes in economic circumstances and
family composition, the units would have to be
marketed to the general public without any subsidy
other than the project debt service .
This approach would provide a housing pay
ments subsidy to all the tenants, whether they chose
to remain in the project or not, and continue fully
subsidized debt service. The total costs to the
Federal government, therefore, would be higher
than housing payments costs alone, although the
cost per household might actually be smaller; in
addition to all the previous tenants receiving sub
sidy, any new tenants moving into the project would
benefit from the debt service subsidy.

Option 5: Alternatives Tailored to Unique
Circumstances
Given the wide range of circumstances of individual
projects-in market value, in attractiveness as
rental property, and in debt service and operating
costs-as well as the wide range of opportunities
and limitations presented by a PHA's inventory,
local government, the PHA and the Federal govern
ment should be free to work together to develop the
best options for each project, not limited to a pre
scribed set of identified options . The guiding princi
ple of this creative undertaking should be to provide
adequate housing for low-income households in the
most cost-effective manner. In some cases it may be
appropriate to allow the operating subsidy to exceed
the cost constraint.

Although generally all projects that would con
tinue to receive operating subsidy should be con
strained by the Federal subsidy cap, there may be
cases where this constraint would result in an inade
quate flow of funds to the project. In some such
cases, the other alternatives discussed might not be
feasible or attractive, and a slightly higher operating
subsidy may be the most cost-effective approach .
For example, the project discussed under Op
tion I, which had operating subsidy of$108 per unit
month and debt service of $110 per unit month,
would be reduced to a $90 operating subsidy if the
housing payment amount were $200 (the housing
payment subsidy of $200 minus the debt service
subsidy of $110 is $90). It might not be feasible to
operate the project at $18 less per unit month, even
with major deregulation and serious efforts toward
management efficiency.
Options 2 and 3 might also not be appropriate.
The project might be in good physical condition and
relatively free of social problems . In addition , it
might have indebtedness that exceeds its market
value because the project is new and is located in a
low-income area where property values are low.
The loss that would result from selling the property
and providing housing payments to the tenants
could exceed the cost of providing a slightly higher
operating subsidy to the project. For example, if
sale of the property produced a yield that retires
only half the remaining indebtedness, the cost of
debt service plus the housing payments subsidy
would be $55 plus $200, or $255 per unit month.
The cost of retaining the project and paying the
additional $18 per unit month above the operating
subsidy cap would equal $110 debt service plus $108
operating subsidy, or $218 per unit month. Further,
because the debt service is fixed, the future subsidy
costs could increase with inflation at a lower rate
than housing payments costs, which reflect average
rent increases in the local market, taking into con
sideraton both financing and operating costs. Sim
ilarly, under Option 4, the cost of continuing to
provide debt service and freeing up rents to cover
operating costs while making housing payments to
protect tenants would also be relatively costly ($110
debt service plus $200 housing payment, or $310
per unit month).
In such cases, the most cost-effective way to
provide standard housing for the project's tenants
may be to provide a level of operating subsidy that
exceeds the cap.
Under this option , other special circumstances
could be accommodated . For example, a more grad
ual deprogramming than feasible within the transi
tion period may be more cost-effective in the long
run. This option also could take into account house

holds particularly unlikely to find adequate housing
in the private market.

Feasibility of Available Options
In assessing the potential of each project to deter
mine its future use, three primary perspectives are
relevant-those of the tenants, the local government
and PHA, and the Federal government. Each has
considerable interest in the particular project's fu
ture and could view quite differently the attractive
ness of any given option . Although local govern
ments, PHAs, and the Federal government are
sensitive to the impact on tenants, their assessment
must also be influenced by issues of cost and feasi
bility.

Tenant's View
Tenants are the people most directly affected by
change in the use of a project. The tenants would
necessarily be concerned about any option that re
duces available operating subsidies or results in the
sale or demolition of a project. If projects are sold,
either for a profit or at a loss (deprogrammed),
tenants would be provided relocation assistance and
continuing assistance through housing payments.
Any tenant's chance of successfully finding a
unit in the private market is likely to be related to his
or her race and family composition. Table 3.5
shows the difficulty of Section 8 households in
becoming recipients within 60 days after they have
been certified as eligible. During this period the
eligible household must locate a dwelling that is
within the rent limits and that meets or can be
repaired to meet the program housing quality stand
ard . The data do not give an absolute measure of

Table 3.5
Section 8 Enrollees
(Certificate Holders) Failing to Become
Recipients within 60 Days by Household

lYpe

Minority Nonminority
1 person elderly
I person nonelderly
elderly couples
younger couples
I parent, 1-3 children
I parent, 4 + children
2 parents, 1-3 children
2 parents, 4 + children
Totals

50%

42%

54

51
50

66

67
75
78
60
72
72%

45

56

76
57
75
52%

Source: Compiled from data of the U. S . Department of Housing
and Urban Development, Office of Policy Development and
Research , 1982 .
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failure because many agencies allowed more than
60 days to find a unit. It does, however, show that
minority and single-parent households have more
than a 50 percent likelihood of failure to locate a
qualifying dwelling in the first 60 days, and that
households with both characteristics-minority,
single-parent households-have at least a 75 per
cent likelihood of failure . This evidence is con
finned by findings from one of the Experimental
Housing Allowance sites, where 31 percent of all
eligible applicants did not become participants, but
the failure rate among minority single-parent
households was 65 percent. 6 The composition of
public housing tenants by race and household type
was shown on Table 3.4 earlier; almost 60 percent of
public housing tenants are members of minority
groups, and 32 percent of these households have the
added burden of single parenthood.
If PHAs choose not to continue to receive any
operating subsidy in order to charge rents that cov
ered their operating costs , the necessary rent for any
unit would be significantly higher than the rents
now charged the poorest tenants under the new
statutory standard (30 percent of net income).
The Commission believes that to prevent any
hardship to current public housing tenants, tenants
should receive housing payments, either to pay the
new public housing rents or to pay rents in the
private market. The local government and the PHA
should be responsible for assuring access to stand
ard housing for tenants choosing to rent in the
private sector. So that tenants could afford standard
housing on the private market, the value of the
housing payment available to public housing ten
ants entering the private market should be the same
as that available to any other Housing Payments
Program recipient in similar financial circum
stances . 7 However, because debt service would con
tinue to be paid by the Federal government, the full
value of the housing payment should be withheld
until the tenant moves into the private market, in
order to prevent a windfall to the tenant. (A full
discussion of the Commission's recommendations
on housing payments appears in Chapter 2.)
Eventually, nonnal household decisions would
lead many of the housing payments recipients to
attempt to move, but the composition of public
housing tenancy and private sector resistance to
such tenants probably would make such movement
relatively slow. It may be the case that the number of
housing payments recipients in public housing
would always be somewhat higher than in privately
owned projects , assuming a greater willingness of
public housing managers to serve these groups.
Because of the continuing Federal subsidy to
the project in the fonn of debt service, PHAs would
42

have to limit eligibility to low- and moderate-in
come tenants and charge rents that they were able to
pay. Table 3 .6 compares operating costs and tenant
contributions. Clearly, the rents needed to cover
operating costs are substantially higher than 1981
tenant contributions. Further, the operating costs
(and necessary incomes) could be significantly
cantly higher than currently is the case, once pro
jects were dependent in part on unsubsidized ten
ants. This development could occur because a
higher level of maintenance might be required to

Table 3.6
Comparison of Tenant Contributions
and Operating Costs for Selected PHAs

(FY 1981)
Monthly
Tenant
Contribution

Total
Monthly
Operating
Costs

$61
67
58
101
140

$132
274
211
163
277

Medium-Sized PHAs
Greensboro, NC
New Bedford, MA
Peoria, IL

84
97
61

142
188
150

Small PHAs
Inkster, MI
Mi~sion County, PA
Temple, TX

118
102
71

142
120
77

National Average'

$91

$168

Large PHAs
Binningham, AL
Boston, MA
Chicago, IL
Los Angeles, CA
New York , NY

• 1980 statistics .
Source: From data presented in Joseph Riley, "Integration of
Public Housing With a Housing Voucher Program-An
Overview," unpublished paper (Washington , D .C.: HUD,
December 1981).

Sheila Nateraj Kirby and O. Thomas Kingsley, " Helping En
rollees Meet Program Housing Requirements," working draft
(Santa Monica, Calif.: The Rand Corporation , February
1982), p. 22, Table 240 .
7 If the housing payments were tied to the units, they would
simply be a new form of operating subsidy on an alternative
formula. HUD is currently examining such market-based sub
sidy options, which do not fall within the concept ofa housing
payments program based on privately owned units , market
competition , and tenant locational choice.
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market the project and also because , if moderniza
tion funds were not available to such projects, the
PHA would have to establish a maintenance reserve
account. Because a rent equal to average operating
costs is only a small fraction of the median rent of
private units, most public housing projects could be
expected to be a "good deal" for low- and moder
ate-income renter households in most markets, even
though the rents would be higher than those cur
rently charged. This would be true even for those
projects that are not particularly attractive or well
located.
As the low-income tenants now in public hous
ing gradually used their housing payments to move
out of public housing, the new occupants would be
comprised of somewhat more moderate-income ten
ants, low-income tenants with housing payments,
and low-income tenants moving in without housing
payments and paying a relatively high percentage of
income for rent.

View if the Local Government and PHA
To assure continued provision of adequate housing
for the tenants, a locality must be primarily con
cerned with financial feasibility-that is, whether
the project can remain viable as public housing
under the cost constraint, can continue as housing
without operating subsidy, or must be sold. Such a
determination depends on the value of the property,
the rent that could be charged to the general public,
the operating costs and debt service, and the hous
ing payments standard in the locality.
The data currently available do not provide an
adequate basis for prediction of the number of pro
jects that would be feasible under any of the options,
but some general observations can be made of the
feasibility of various options for low- and high-cost
projects.

Projects with Relatively Low Total Costs.

According
to a draft HUD study, 85 percent of the PHAs have
average costs less than the cost to serve the same
households with the Section 8 Program. 8 If the
payment standard for the housing payments pro
gram (and thus the cost constraint for public hous
ing) is set at the Section 8 Fair Market Rent, most of
the projects in these PHAs would be feasible under
Option 1 (retaining the project in public ownership
with an operating subsidy). In other PHAs whose
average costs are higher, there would be many pro
. jects whose costs were within the cost constraint. If
{,he payment standard is set below the current Fair
t.!Y1.arket Rents, fewer projects would be feasible
/ 'under the option. For example, if the standard were
lowered 7 percent (about $20 per month on aver

age), there would be 76 percent of PHAs with
average costs below the cost constraint.
In addition, it is likely that most, if not all,
such projects would be feasible under Option 4 (free
up project rents, retaining debt service subsidy
only). If debt service coverage remained, rents
would have to cover only operating costs. Because
their overall costs would be low, their operating
costs would also probably be relatively low, and
therefore only modest rents would be required.
Projects with relatively low operating costs
could also be considered for sale or deprogramming
(Options 2 and 3), depending on their market value
and their social and physical condition. If the pro
ject had a high market value, the proceeds could
cover the cost of retiring the bonds and provide
significant additional funds for new low-income
housing activity by the PHA. The desirability of
deprogramming depends on the cost of continuing
to operate the project with any needed moderniza
tion (provided by the Federal government through
Annual Contributions Contracts), as compared with
the cost of making housing payments over some
period of time and paying off that portion of the debt
service not covered by the proceeds of the sale. In
considering the deprogramming of severely trou
bled projects, PHAs should consider the likelihood
as well as the cost of restoring the project to good
physical condition and establishing a healthy social
environment on a sustained basis.
During the transition period, the local and
Federal governments could also explore com
prehensive local plans in which higher Federal costs
for some projects were offset by relatively lower
Federal costs for others. For example, a locality
could propose to have unrestricted rents (and no
operating subsidy) in some projects, to generate
sufficient surplus income to support other projects
receiving operating subsidy within the Federal cost
constraint. Sale and deprogramming could also be
considered and might be relatively efficient or cost
ly, depending on the unique circumstances of each
project, as well as the total PHA inventory.

Projects With Relatively High ToM Costs.

Fifteen
percent of all PHAs have average costs above the
Section 8 Fair Market Rent. Many of the projects in
these PHAs as well as some projects in other PHAs
with lower average costs could not be retained for
public ownership with Federal subsidy of debt serv
ice and operating costs within the cost constraint .

8

Infonnalion provided by Office of Policy Developmenl and
Research. HUD.
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Operation of many relatively high-cost pro
jects would be feasible under Option 4 (free up
project rents, retaining debt service subsidy and
providing housing payments to tenants). As long as
the operating costs did not require a rent larger than
both housing payments recipients and unassisted
tenants would pay, the project would be able to pay
its bills . Because most housing payments recipients
would remain in the project , temporarily at least,
the willingness of unassisted tenants to pay rents
that cover operating costs would be felt only gradu
ally. Sale or deprogramming could also be consid
ered .

The FederaL Government's View
The Federal interest in assessing the options for any
given project is to continue to serve low-income
households, but to do so in a cost-effective manner.
Figures 3.2,3 .3, and 3.4 illustrate the cost impact
of the various options on projects with low and high
operating costs.

Low-Cost Projects. In most cases, low-cost pro
jects would be most cost-effectively operated under
Option I, and could, within the Federal cost con
straint (the housing payments subsidy cost), provide
adequate housing for very low-income households.
Option 2 (sale of the project) might yield sig
nificant proceeds with which low-income housing
activity could be conducted . If a locality wished to
propose such action, the Federal government would
have to weigh the disadvantage of higher per-house
hold costs for the tenants previously housed in the
project (because housing payments costs in this case
are larger than the sum of the previous debt service
and operating costs) against the benefit that could
flow from the proceeds of sale. The PHA 's proposal
to sell, for example, might be approved on the
condition that HUD financing of housing payments
for the tenants would be limited to the amount of the
previous subsidy, requiring the PHA to make up the
difference to provide a full housing payment. (See
Chapter 2 for a discussion of payment levels in the
proposed Housing Payments Program.)
Option 3 (deprogramming) might be consid
ered even for low-cost projects if they had signifi
cant physical and social problems and if moderniza
tion could not create a healthy environment likely to
be sustained at reasonable cost. Federal costs would
increase, as compared with previous costs for the
project, both because housing payments costs
would exceed the sum of debt service and operating
subsidy and because deprogrammed projects might
not yield sufficient returns at disposition to payoff
their current indebtedness. As compared to the cost
of rehabilitating the project and continuing opera
tion, deprogramming could be less costly.
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Option 4 (freeing up project rents) is a very
attractive option to tenants because it provides ten
ants the choice of staying in the project or moving,
both with subsidy. This approach would also likely
be attractive to PHAs for many projects because it
permits the PHA to charge a flat rent to subsidized
and unsubsidized tenants without raising the contri
bution of current tenants, who would be protected
by housing payments. However, from the Federal
government 's point of view, it would be less attrac
tive because it is extremely costly. The full housing
payments cost on top of debt service would signifi
cantly increase costs in any project that was pre
viouslya low-cost project. Conceivably, however, if
the project were attractive enough to be operated at a
substantial profit, and such profit could be used to
offset costs in another project that had no viable
alternative within the cost constraints, Federal ap
proval might be forthcoming. This option also has
an additional benefit. Although the apparent per
unit cost is high, the per-household cost may not be
high; if the housing payments recipient moves out of
the project and is replaced by another tenant, two
households are subsidized , one by the housing pay
ments, and one by the debt service only.
Option 5, which is not shown on the figures , is
simply the opportunity for the Federal and local
governments to develop subsidy and management
alternatives other than those described here .

High-Cost Projects. The desirability of various op
tions for high-cost projects, from the Federal point
of view, would be largely determined by how high
the operating costs are and the extent to which the
project can be maintained in good condition at the
same or lower cost under the possible options.
Option 1 is attractive because it could result in
significantly lower costs; however, it may not be
reasonable to expect that the project can be operated
at the level of the cost constraint. For example, the
project's relatively higher costs might reflect that it
is new and therefore has large debt service resulting
from the higher interest and construction costs typi
cal of newer projects . Because such costs cannot be
reduced, the project would not be feasible under
Option 1.
Options 2 and 3 (sale or deprogramming) may
be appropriate, depending on the value and viability
of the project. Depending on how high the current
project subsidy costs are, these options might or
might not result in significant savings.
Similarly, Option 4 (freeing up project rents)
might or might not be cheaper, depending on current
project costs. In the case of those high-cost projects
that are severely troubled, it is not likely that unas
sisted tenants could be attracted to move in and pay

\.

Figure 3.2
Current Federal Costs in Low- and High-Cost Projects
$

Housing Payments
subsidy cost

Low-cost
project

High-cost
project

Operating subsidy
Debt service
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Figure 3.3
Cost Impacts of Various Options on Low-Cost Projects
$

Housing Payments
- cost
---subsidy

Low-cost
project

Option 1

Option 2

Option 3

Operating subsidy
Debt service
Voucher cost
(Tenant contribution
to rent not shown)

Option 1

Retain projects as they currently operate and continue to serve
same households.

Option 2

Sell projects for other use at cost that pays off indebtedness;
housing payments to tenants; cost shown may be offset in whole
or in part by proceeds of sale.

Option 3

Sell at cost that pays off only part of the indebtedness;
housing payments to tenants.

Option 4

Continue with debt service in place and give housing payments
to tenants.
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Option 4

Figure 3.4
Cost Impacts of Various Options on High-Cost Projects

$

Housing
Payments

subsidy
cost

High-cost
project

Option 1

Option 2

Option 3

Option 4

Operating subsidy
Debt service
Voucher cost
(Tenant contribution
to rent not shown)

Option 1

Retain projects as they currently operate and continue to serve
same households.

Option 2

Sell projects for other use at cost that pays off indebtedness;
housing payments to tenants; cost shown may be offset in whole
or in part by proceeds of sale.

Option 3

Sell at cost that pays off only part of the indebtedness;
housing payments to tenants.

Option 4

Continue with debt service in place and give housing payments
to tenants.
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rents sufficient to cover operating costs . Further, if
such rents were charged in such projects, low-in
come tenants receiving housing payments might
well look to the private market for units that provide
a better environment for the cost and thereby create
vacancy problems in the project. On the other hand,
high-cost projects that are new, well-located, and/or
relatively untroubled might be able to charge rents
that cover their operating costs and result in lower
total Federal costs .
Option 5 (an open-ended , local-Federal nego
tiation) may well be the best course of action for
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many high-cost projects. For example, it might be
possible to reduce the need for operating subsidy
well below current costs but not to the level
provided by the cost constraint, and the most cost
effective option consistent with continuing to serve
current tenants might be a level of operating subsidy
that is somewhat above the cost constraint. The
development of feasible and cost-conscious options
for the use or disposition of the relatively high-cost
projects would be a difficult task, challenging the
creativity and commitment of both local and Federal
governments.

SPECIAL HOUSING
PROBLEMS OF THE
EIJDERLY AND
HANDICAPPED
For the most part, the Commission 's proposals to
assist low-income households apply equally to the
elderly. Those proposals consist of housing pay
ments to address the problem of affordability and a
Housing Component in the Community Develop
ment Block Grant (CDBG) to address problems of
adequacy and availability.
In the Experimental Housing Allowance Pro
gram, elderly households had greater success in
moving from application to participation than did
the nonelderly. As one study noted: "Even among
those planning to move , elderly enrollees were
more successful than the nonelderly in some loca
tions . Some data suggest that, in tight housing mar
kets, the elderly benefited from preferential treat
ment in the market; landlords perceived them to be
more stable and desirable tenants than the non
elderly, and preferred to rent to them when market
conditions allowed a choice." I
In the Experiment, elderly households search
ing for a suitable rental unit received considerable
help from friends and relatives, telling them of
available places, driving them around to look at
units, and assisting them in dealing with the poten
tiallandlord. 2 However, low-income elderly home
owners, the frail elderly, and the handicapped have
housing problems that require special approaches.
These problems-physical and mental impairment,
and low-income, high-equity financial status-are
the subject of this chapter.
The number of people with such problems is
likely to increase because Americans are living
longer and growing older in record numbers. The

"baby boom" of past decades will become the
"senior boom" of the next century. At present , J I. 2
percent of the population is 65 years or older. Cen
sus Bureau projections suggest that the proportion
of elderly in the population will rise to nearly 20
percent by the year 2030.
Based on present trends, it is expected that the
numbers of very old elderly- those over the age of
85-also will increase substantially (Figure 4.1).
By 1999, there will be an estimated 1.4 million more
very old people than at present. Many of these
people will have chronic or long-term disabilities or
illnesses that reduce their ability to live indepen
dently. The 1979 Annual Housing Survey indicates
there were 6 million elderly headed households with
one or more members with mobility impairments or
health problems that limited their ability to move
around in the home and to use normal household
equipment and hardware .
It is projected that the percentage of elderly
with activity limited by some chronic condition will
rise from 10 to 23 percent by 1990. Potential candi
dates for institutionalization, if unable to obtain
needed services, are expected to increase by up to 3
million.
The frailties of old age need not result in in
stitutionalization if accessible housing and adequate
supportive sources are available . Similarly, nonI

Marian F. Wolfe . William L. Hamilton, and M.G. Trend.
Elderly Participants in the Administrative Agency Experiment

(Cambridge. Mass. : Abt Associates. 1977). p. ii .
2

Ibid .. p. 36 .
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Figure 4.1
Projected Growth of Elderly Population Age Groups, 1980-2030
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U.S. Department of Health and Human Services, Health Care Financing Administration,
"Long-Term Care: Background and Future Directions" (January 1981), p. 11.

elderly handicapped people may require specially
equipped or designed housing and/or residential
facilities that address both housing and social serv
ice needs in a setting that stresses independence.
The rate of homeownership among the elderly
has increased steadily since 1950; as adults born
after World War II reach age 65, the proportion of
elderly homeowners is expected to be extremely
high. Increasingly large numbers of elderly singles
and couples will occupy relatively large homes,
which often provide more space than is desired or
necessary and have maintenance needs and utility
expenses that may present serious difficulty.
Often, elderly homeowners are cash poor, al
though they may possess a significant amount of
equity. Table 4.1 identifies the tenure of elderly
households by income, showing that more than 11
million elderly households are owners, of whom
more than 5 million have incomes below 50 percent
of the median income. Many of these households
pay a large proportion of their incomes for housing
costs and/or have housing that is substandard (Table
4.2). Such elderly households need financial ar
rangements that allow them to use the equity in their
homes to increase their incomes and to repair and
rehabilitate their property.
This chapter discusses the housing needs of the
frail elderly and handicapped and presents two rec
ommendations addressed to the situation of low
income, high-equity elderly households-home
sharing and conversion of home equity into income.
The recommendations are consistent with positions
taken by the White House Conference on the Aging.

Table 4.1
ElderlyB Headed Occupied Housing

Units, 1978
(Units in Thousands)
Percent of Area
Median Family
Income b
All
0-30%
31-50%
51-80%
81-120%
121% +

Total
Owner
Renter
Occupied Occupied Occupied
Units
Units
Units

15,844
4,629
3,978
3,303
2,099
1,835

11,283
2,610
2,761
2,655
1,716
1,540

4,561
2,019
1,216

648
383
295

• Age 65 or older.
b The national median family income in 1978 was $17,640.
Source: Data computed by the U.S . DepaJ1ment of Housing and
Urban Development from the Annual Housing Survey
(Washington , D.C.: U.S . Government Printing Office,
1978).

Frail Elderly and Handicapped
The Commission recognizes the special housing
needs of the frail elderly and the handicapped
and recommends that these needs be addressed
by special programs. The Commission further
recommends that a White House task force be
established to develop a policy framework for
addressing these housing needs in the context of
the social and health needs of this group.
The nation's frail elderly and nonelderly hand
icapped citizens range widely from those who re
quire full-time supervision in an institution to those
who can live independently if appropriate services
or accessible housing are provided. Mobility-im
paired persons require housing that permits access
and ease of movement by wheelchair and without
stairs, as well as safe and convenient bathroom,
kitchen, and other facilities. Persons with other
handicaps, such as blindness or deafness, also re
quire special housing facilities . The chronic men
tally ill and the retarded handicapped comprise a
large population whose treatment and care in recent
years has shifted from institutional settings to inte
gration into the larger community. The provision of
community-based care often depends on the avail
ability of small group residences that provide sup
portive services as well as opportunities for
independence.
The housing needs of many frail elderly or
handicapped persons could be met through a com
bination of housing payments and block grants. For
example, many such households could receive
housing payments to address affordability problems
and Jive in conventional rental housing with modest
adaptations to building features or provision of
health and social services in the home. Adaptations
such as ramps and widened doorways could be
funded through the Housing Component of CDBG,
and services such as visiting nurses and delivery of
hot meals could be funded through health and social
services grants. However, such an approach will not
always be the most cost-effective or satisfactory
method of meeting the needs of this group for ac
cessible building design and supportive health and
social services. Other approaches that allow for new
construction that includes special services and facil
ities to meet these special needs should be explored.
Categorical new construction programs of the
Department of Housing and Urban Development
(HUD) and the Farmers Home Administration
(FmHA) have served many elderly households. In
fact, HUD's Section 8 New Construction pro
gram-including projects utilizing Section 8 sub
sidies in combination with private financing insured
by FHA and tax-exempt financing provided by local
and State housing agencies-has primarily served
elderly households. Among the elderly households
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Table 4.2
Income and Housing Conditions of Elderly Homeowners, 1978 8

Total

0--30% of
Median Family
Income

31-50% of
Median Family
Income

51-80% of
Median Family
Income

81-120% of
Median Family
Income

121%+ of
Median Family
Income

11,283

2,610

2,761

2,655

1,716

1,540

10.6%

21.1%

10.9%

7.3%

5.3%

3.7%

0.5

0.2

0.3

0 .6

0.8

0.5

Adequate and uncrowded , but housing
costs exceed 30% of incomed
Percentage

11.0

30.4

12.4

3. 1

0.9

0.5

Total: Inadequate, crowded, and/or
housing costs exceed 30% of
income
Percentage

22.0

51.7

23 .5

11.0

6.9

4.7

Occupied Units (in thousands)
lnadequate b
Percentage
Adequate but crowded c
Percentage

• Age 65 or older.
b A housing unit is physically inadequate when there are plumbing, maintenance, public hall, heating, electrical, or sewage defects and flaws. This measure differs from the CBO definition of
inadequacy used elsewhere in this report.
, A unit is crowded when there is more than one person per room .
d Housing costs exceed 40 percent of income for owners paying into mortgage principal.
Source: Data computed by U. S. Department of Housing and Urban Development from the Annual Hou sing Survey (Washington, D.C .: U. S. Government Printing Office , 1978).

served, as well as the nonelderly households, a
fairly large number are reported to be disabled or
handicapped, terms that would include many frail
elderly. Eleven percent of the tenants in the Section
8 New Construction program) and 13 percent in
public housint are handicapped or disabled.
The Section 202 program , which is a direct
Federal loan program for the elderly and handicap
ped utilizing the Section 8 program for tenant sub
sidies, provides units accessible to those with vari
ous degrees of disability. Since 1977, program
emphasis on the nonelderly handicapped has re
sulted in the reservation of over 10,000 units for such
use.
However, the new construction programs, in
cluding Section 202, have primarily served house
holds that do not have physical or mental impair
ments requiring the special design and service
features that can be provided through new con
struction. And, as discussed in Chapter 1, the con
struction programs have been very expensive, serv
ing a limited number of households at a very high
cost to the government. The Section 202 direct
Treasury loans also increase the total amount of
Federal borrowing, which competes with private
borrowing on the capital markets and provides an
implicit Federal subsidy in that the interest rate is
lower than it would be without the direct backing of
the Federal government. Some programs specifi
cally designed to provide specialized housing do
meet the needs of the frail elderly and handicapped,
such as the HUD Congregate Housing Services
Program and the FmHA Congregate Housing dem
onstrations; these programs are being evaluated by
the sponsoring agencies to determine their impact
on residents and as housing options . The Commis
sion notes the importance of these evaluations and
suggests that other programs also be evaluated to
determine their effectiveness in serving specialized
residential and supportive needs .
The projected growth of the elderly population
indicates the prospect of rapidly increasing health,
social, and housing needs that the nation has just
begun to recognize . Further investigation of hous
ing program alternatives for the frail elderly and the
handicapped is warranted. The Commission recom
mends that special programs be developed to meet
the housing needs of this group in the context of
their broader needs for special services .

Home-Sharing and Accessory
Housing
State and local authorities should act to permit
home-sharing by elderly homeowners, including
rental of rooms and construction of accessory
apartments.

Obtaining additional income through sharing
of the space in one's home is not a new idea , but it is
one of the ways in which elderly homeowners can
use their resources to meet needs for cash and for
companionship and assistance while maintaining a
home . The current term "home-sharing" spans
such possibilities as renting rooms and adding
kitchen and bath facilities to create accessory apart
ments . Such conversions can allow elderly home
owners to afford to stay in their homes. On the other
hand, communities often are concerned about the
extent to which conversions might affect parking,
health and safety, or simply neighborhood
character.
Alternative housing arrangements include
new, separate living units, termed "accessory apart
ments," created from excess space within existing
single-family housing owned by elderly people .
They also include specially designed modular hous
ing units that can be located in the yard space of a
home owned either by an elderly person or by
people wishing to provide such arrangements for
elderly persons . Such housing arrangements would
help many elderly people to maintain their self
sufficiency and independence, provide additional
income from rental, increase security and compan
ionship, and diminish premature or inappropriate
institutionalization at high private and public cost.
The potential for home-sharing is demon
strated by data from the Annual Housing Survey. In
1979, there were 12 .2 million one- or two-person
homeowner households headed by persons 55 or
older living in homes of five rooms or more . Indi
viduals and married couples in this age group are
likely to be living alone, with their children grown
and gone. These older people need greater flex
ibility in choosing ways to use their homes as a
resource.
The Commission encourages local govern
ments to relax zoning and/or land-use regulations,
while maintaining requirements for health and safe
ty, to allow greater flexibility so that elderly people
can meet their housing needs through home-sharing
and accessory apartments. This approach is consis
tent with the Commission's recommendations on
regulations, which call for the elimination of zoning
restrictions except where a vital and pressing need
exists.

) Tabulated from data in Abt Associates , Participation alld Bene·
fits in the Urban Section 8 Program : New Construction and
Existing Housing (Cambridge, Mass .: Abt Associates , Inc .,
January 1981), p. 77.
• Public housing tenant data , 1977 , Research Inquiry System,
HUD .
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The Conversion of Home Equity
into Income

Across the country, a handful of lenders are
testing this new lending approach by making RAM
loans for fixed terms. These efforts should be care
The Commission endorses the use of mecha
fully evaluated to obtain the actuarial and lending
nisms to enable older homeowners to convert
risk data needed to assess the interaction of longevi
their home equity into income while remaining
ty, prepayment, appreciation, and property risks,
in their homes, and recommends that the De
and to provide the basis for developing this tool for
partment of Housing and Urban Development,
wider use.
the Federal Home Loan Bank Board, and the
Deferred-payment loans are another innova
Internal Revenue Service facilitate and encour
tive
technique
that can be used to assist elderly
age the use of such mechanisms.
owners in maintaining and repairing their homes.
The Commission believes that the private mar
Such loans are simply a variation on the reverse
ket will make available reverse-annuity and de
annuity, providing a lump sum, rather than periodic
ferred-payment loan programs and sale-leaseback
payment, repayable with interest at the time of sale.
arrangements for elderly homeowners wishing to
A recent study by the Administration on Aging
use them. The Federal government should facilitate
estimated that the homes of at least 2 million low
this process and provide information and model
income older people need major repairs. Other el
programs that would ensure that such programs do
derly homeowners require funds to make modifica
not create unnecessary risks for either the borrower
tions to accommodate a wheelchair or to provide for
or the lender.
other self-help or mobility needs so that they can
Lenders and private companies have begun
continue to care for themselves in their own homes.
experiments on a number of ways to achieve this
Most of these homeowners are reluctant to borrow
objective, including reverse-annuity mortgages,
or would not qualify for home repair loans because
sale-leaseback arrangements, and deferred-pay
their monthly cash incomes are too low. Deferred
ment loans. According to some estimates, the pres
payment loans permit elderly homeowners to defer
ent potential market for such home equity arrange
payment of all principal and interest until their
ments totals $30 billion to $40 billion. Further, this
homes are sold, and thus preserve existing housing
market can be expected to grow as the number of
without increasing the housing cost burdens of low
older Americans increases and as the idea of home
income elderly homeowners.
equity conversion gains acceptance.
Another alternative for elderly homeowners is
Most American homeowners prefer to remain
the sale-leaseback or split-equity arrangement. Un
in their homes unless they become too ill. They
der these techniques, an investor buys out the home
would be best assisted by alternatives that maximize
owner and leases the property to the owner rent-free
the use of their own assets and resources, including
their home equity. Through equity-financing tech
for life or for a fixed term. The elderly owner
benefits by having all or part of the cash value of the
niques, innovative debt instruments enable the el
house immediately available for current needs. The
derly owner to exchange equity in a home for con
. investor becomes responsible for paying off any
tinuous cash payments from a lending institution or
existing mortgage debt, for making a cash down
an investor, without selling the home. The home
payment settlement, and for paying an annuity to
owner gains supplemental income and the investor
the owner for life . Or the investor may make a full
gains a claim to a portion of the property's value.
cash settlement for the acquired equity, the pro
The reverse-annuity mortgage (RAM) is a se
ceeds of which are used to buy an annuity or are
cured real estate debt instrument that allows the
otherwise invested for the owner. The owner be
homeowner to draw against home equity as an as
comes a renter with the right to continued occupan
set, giving the homeowner-borrower additional in
cy and, perhaps, with obligations to maintain and
come. RAMs can be structured to provide monthly
care for the property. Upon termination of the rent
payments for a fixed term of years or for the re
mainder of the borrower's life. All RAMs involve,
free lease, the investor may dispose of the property
in one form or another, purchase of annuity con- . and receive all proceeds from the sale. The position
tracts with funds received from non amortizing
of the Internal Revenue Service on sale-leaseback
mortgage loans (the term "annuity" refers to any
and split-equity arrangements should be clarified,
series of payments made or received at regular inter
as suggested below.
vals of time). The lender makes periodic payments
All of these various equity-conversion ar
rangements-reverse annuity, deferred-payment
to the borrower under the annuity and is repaid in
loans, sale-leasebacks-can be used singly or in
the future from the property value. RAMs must be
carefully planned and tailored to prevent any un
some combination, depending on the needs of the
individual homeowner. Research and experimenta
necessary risks to lenders or borrowers.
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tion should be continued in these areas, and services
should be developed to provide information, coun
seling, and homeowner protection.
Regulatory and other barriers now prevent the
widespread use of equity-conversion arrangements.
Further study, and government action, are required
to overcome these barriers. As discussed below,
three Federal agencies can be useful in facilitating
the use of home equity by the elderly.

Department if Housing and Urban
Development
The Department of Housing and Urban Develop
ment should convene an advisory committee to
determine how best to develop a meaningful, effec
tive, private market for a suitable variety of equity
conversion instruments for elderly homeowners.
Members should be drawn from a broad spectrum of
financial, legal, and other backgrounds, including
representatives of elderly groups. The committee
should make recommendations about development
of appropriate model instruments and of programs
for reverse-annuity and deferred-payment loans,
use of mortgage insurance for such loans, and de
velopment of a secondary market for such loans .

Federal Home Loan Bank Board
Federally chartered savings and loan associations
may make RAMs under wide discretionary au
thority provided in recently issued Federal Home
Loan Bank Board (FHLBB) real estate lending reg
ulations . Certain disclosures are required of the
borrower, and any annuity must be purchased from
an insurance company authorized to engage in such
business and supervised by the State in which it is
incorporated.
At present, however, FHLBB real estate lend
ing regulations do not permit lump-sum disburse
ments. The regulatory description of reverse an
nuity mortgages, issued by the FHLBB, specifies
disbursements in monthly payments; it does not
explicitly permit one-time, Jump-sum disburse
ments with payments deferred until maturity, or
lines of credit secured by home equity. Although
associations can invest up to 5 percent of assets in
loans not conforming to regulatory requirements,
they prefer to use this authority for high-yield in
vestments. Associations also can invest up to 20
percent of assets in consumer loans, which can be
lump-sum loans with payments deferred until matu
rity, or line-of-credit disbursements. However, for
such loans, interest rates are likely to be higher,
terms shorter, and loan amounts smaller than for
real estate loans . In order for the elderly to obtain
lump-sum disbursements against their home equity,
lump-sum payments or line-of-credit disbursements
should be authorized. Payments in such forms

would facilitate rehabilitation and maintenance by
owners under deferred-payment loan arrange
ments.

Internal Revenue Service
The Internal Revenue Service should issue regula
tions authorizing depreciation deductions for
buyers and excludability of capital gains for elderly
sellers for sales with leaseback provisions or, if
necessary, submit appropriate legislation to clarify
this issue and to facilitate sale-leaseback
arrangements.
This alternative should permit the elderly
owner-seller to take the allowed one-time capital
gains tax exemption (up to a $125,000 gain for
persons aged 55 or older), while permitting the
investor-buyer to deduct depreciation on the proper
ty rented to the elderly owner-seller.
For a sale-leaseback to be a financially viable
transaction for both parties, the buyer must be able
to depreciate the property. But the depreciability of
the property depends on the precise form of the
transaction. Specifically, it depends on what is sold
and what is retained by the seller. At one extreme,
the homeowner could sell the house outright, retain
ing no legal rights to the property whatsoever. In
this case, the buyer would immediately own the
home fully, as the seller once did. The seller could
rent the house, but would have no secure right to do
so. In this transaction, the buyer clearly can claim
depreciation on the property.
At the other extreme, the owner could simply
sell the remaining interest in the home. In this case,
the seller would retain title (technically a life estate)
and would be fully responsible for the home
throughout the life of the seller, after which the
buyer would become the owner. In this transaction,
the buyer clearly could not claim depreciation on
the property as long as the seller lived. Neither of
these examples is an acceptable sale-leaseback
transaction for both parties. In the first case, the
buyer obtains depreciation rights but the seller has
no occupancy rights; in the second, the buyer is
unable to claim depreciation. Workable sale-lease
back arrangements need both.
Present Federal tax law is silent on such ar
rangements, and the sale-leaseback remains in lim
bo between the seller's capital gains deduction and
the buyer's depreciation deduction. Internal Reve
nue Service regulations do not clearly describe the
precise conditions that must be present if the buyer
is to depreciate the property. Until this tax question
is clarified, private investors will show little interest
in sale-leasebacks. This uncertainty is the most
serious roadblock to private market use of sale
leaseback agreements. Legislation may be neces
sary to clarify the tax status of sale-leasebacks. The
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revenue implications of this clarification cannot be
estimated because it is not known how many elderly
homeowners would avail themselves of this option.

56

However, it is likely that many homeowners might
consider this alternative safer than a reverse-annuity
mortgage.

Section II:
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The President's Executive Order charged the Com
mission to develop housing options that strengthen
the ability of the private sector to maximize oppor
tunities for homeownership and provide adequate
shelter for all Americans. Most people meet their
housing needs in the private, unsubsidized housing
market, whether renting or owning. Although
homeownership has long been an ideal, and a sub
stantial majority of the nation's households now
own their own houses, many continue to choose to
rent or find that they simply cannot afford to buy
their own homes. Both homeownership and rental
housing were concerns of the Commission.
For much of the past four decades, the nation
has made steady and substantial progress toward the
goal of adequate shelter for all Americans. Each
decade has seen a new record volume of housing
production . Today, the American dream of owning
one's own home is a reality for two of every three
households, compared with fewer than half in 1940.
The quality of American housing has been improv
ing, and the vast majority of Americans now live in
decent housing - primarily because of the capacity
of the private sector to respond.
In recent years, however, a series of problems
have beset housing, largely due to weakness in the
overall economy. As a result of inflation and high
interest rates, homeownership has become in
creasingly difficult to achieve for those who are not
already owners. First-time homebuyers face large
downpayments and high monthly cash costs, and
both professional studies and media reports have
focused on the "affordability" problem for these
buyers. The most important task is to correct the

problems of the economy. The primary contribution
government can make to housing is to bring down
the rate of inflation and to reduce mortgage and
other interest rates.
Along with improvements in the economy,
homeownership opportunities can be aided in other
specific ways. Changes in the system of housing
finance are needed, as outlined in Section Ill. The
problem of saving for a first downpayment also
requires consideration . Costs of housing need to be
kept down by curbing excessive regulation , as de
scribed in Section IV, and opening up alternative
forms of homeowners hip, including condominium
and cooperative ownership and access to manufac
tured housing. In Chapter 6 the Commission exam
ines a number of ways to encourage the continued
availability of homeownership through the private
market.
The rental housing market also deserves re
view. During the past 20 years, residential rents
have not kept pace with general prices, consumer
income, or operating and construction costs for
rental units . In essence, rental housing owners are
suffering from the exodus to homeownership of
higher-income renters and from a squeeze on oper
ating cost margins. While these trends have bene
fited renters, rent levels have not been high enough
to sustain new construction or adequate mainte
nance of existing properties in many areas. Rent
controls have complicated the situation in a number
of communities and have further undercut incen
tives to produce or continue to provide rental hous
ing. A sufficient supply of adequate , affordable
rental housing depends on investment. If rental
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housing is to be a viable fonn of investment, rents
must rise to cover increasing operating and financ
ing costs. Without such market incentives, present
rental housing will not be maintained, new rental
units will not be produced, and significant shortages
of rental housing may occur in some areas . The
Commission's analysis and recommendations re
lated to rental housing are found in Chapter 7 .
In addressing the concerns of homeowners and
renters, it is essential that the nation take full advan
tage of its existing resources , especially the coun
try's land and existing housing stock . Land has
become an increasingly important component in the
total cost of housing. While this is a nationwide
trend, it is particularly acute in growing Western
States, where housing and community development
are sometimes severely limited by surrounding pub
licly owned land whose release for development can
be ill-timed and poorly managed, thus contributing
to inflation in land costs. Moreover, although new
construction is essential to meet the nation's hous
ing requirements, the existing stock of housing in
the country provides a resource that should be better
utilized in meeting both current and future housing
demand. Just as the existing rental housing market
provides the most cost-effective housing for those
who need Federal assistance, most unassisted
households will meet their housing needs through
housing that is already built. Chapter 8 therefore
examines opportunities in the private market to im
prove utilization of the nation's public and surplus
lands and existing housing stock .
The remainder of this chapter reviews basic
trends in the market for homeowners hip and rental
housing. Shifts in the population and the economy
can have profound influences on the housing market
and the choices open to homeowners, renters, and
suppliers of housing. Demographic trends show that
the postwar "baby-boom " population will continue
to fonn households and demand new housing dur
ing most of the 1980s. Given the low number of
housing starts for the past several years, this demo
graphic demand should sustain a strong level of
housing production for much of this decade . Other
demographic trends will also influence housing in
the future, and these are examined below. The chap
ter first reviews recent trends and then discusses the
future housing market.

Recent Trends in the Housing
Market

Although the rental stock has expanded signifi
cantly, the rate of increase in owner-occupied units
has been greater. Today, 66 percent of all house
holds own their homes; this compares with a 60
percent homeownership rate in 1960 and below 50
percent for most of the first half of this century. The
stock of owner-occupied housing increased from
32 .8 million in 1960 to 39.9 million in 1970 (a 22
percent increase) and to 51.8 million in 1980 (a
further increase of 30 percent). The occupied rental
housing stock increased from 20.2 million in 1960
to 23.6 million in 1970 (a 16 percent increase) and to
28.6 million in 1980 (a 21 percent increase).
The difference in the growth rates of owner
occupied and rental housing reflects several factors,
including rising incomes, inflation , and tax prefer
ences accorded to owner-occupied housing. During
the 1960s and 1970s, homeownership became an
increasingly attractive investment because of capital
gains and tax savings, and many rental households
became homeowners. This increased homeowner
ship demand led to conversion of the higher-quality
rental stock to condominiums and cooperatives, as
suppliers adjusted to changing market conditions.
This tenure shift (from renting to owning) also led
to a decline in effective demand for rental housing
that, in tum , eventually led to reduced levels of
rental housing construction and more rapid decline
and abandonment of the lower-quality stock .
Rental housing production did not begin to
respond to the shift in demand until the 1970s.
Multifamily housing construction peaked during
the 1968-72 period, at least in part because of
Federal subsidy programs , and then fell quite sharp
ly during the recessionary period from 1974 to 1976
(Figure 5.1). The proportion of total housing starts
that are multifamily has been relatively constant
since that time .
However, the proportion of total multifamily
housing starts that are federally assisted has been
rising since 1973 , reflecting a decline in private,
unsubsidized new construction (Figure 5.2). The
decline in the private market share of multifamily
construction reflects both the supplier response to
declining rental housing demand and the substitu
tion of federally assisted construction for private,
unsubsidized construction. This substitution occurs
primarily when federally assisted projects compete
with unsubsidized projects for conventional sources
of mortgage money. Subsidized single-family starts
represented over a fifth of single-family starts in
1970 but declined during the mid-1970s to less than
10 percent.

Shifts in Homeownership and Rental
Housing

Changes in Sources if Housing Supply

The percentage 'of households owning their own
home has increased steadily in the past two decades.

New housing production is an important source of
housing, whether it be for renters or owners .

60

Figure 5.1
All Housing Construction Starts, 1960-1980
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Figure 5.2
Percent of Housing Construction Starts that Are Federally
Subsidized, 1960-1980
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However, growth in housing supply results from a
series of complex interactions between additions to
the stock (through new construction or changes in
the use of existing structures) and losses to the
housing stock . Over the past three decades, almost
2 million units a year have been added to the hous
ing supply. Although new construction is the pri
mary source of additional units, oth\!r additions
resulting from changes in the use of existing struc
tures have become increasingly important (Figure
5.3). Use of these additional units includes the
accommodation of new households (the primary
use), replacement of units lost from the supply when
a household's unit is demolished or otherwise re
moved from service, and contribution to the stock of
vacant units. In any year, the additional supply from
new and existing sources equals the uses - require
ments from new households, replacements, and va
cancy additions. That is , sources of additional units
match uses of these units.
Looking first at sources of additional housing
units, in the 1950s and 1960s new construction
accounted for about 90 percent of the housing units
added to the stock (Figure 5.3). In the early part of
the 1970s (1970-73), the role of new construction
increased dramatically - to almost 98 percent of
units added . In the latter part of the 1970s
(1974--79), new construction dropped to 76 percent
of the units added . The remaining 24 percent
(588,000 units) was provided by other additions to
the stock - primarily restoration of previously un
inhabitable housing units; conversion of large, ob
solete units into several smaller, upgraded units;'
and conversion of older nonresidential structures to
residential use. Within the new construction catego
ry, mobile homes averaged 6 percent of all housing
production in the 1950s and grew to 17 percent of
production in the 1970s.
Uses of additional housing units also vary con
siderably over the years , although less dramatically,
as shown in Figure 5.3. Household growth is the
most commonly understood factor requiring addi
tions to the housing stock. Over the past three
decades, household growth has fairly consistently
required about 60 percent of the average annual
additional units supplied .
Replacement of losses from the housing stock
is another important use of additional housing units.
Some losses are permanent, and some are retrieva
ble . Permanent losses include units demolished by
fire , flood, or planned public or private action.
Losses that are retrievable include units temporarily
combined into larger units; converted to nonresi
dential uses; or rendered uninhabitable or con
demned because of damage from natural causes or
from abandonment , vandalism, or misuse. Losses
from the housing stock were relatively high in the
1960s, averaging nearly 700,000 units annually, so

that 36 percent of annual average additions to the
stock were required for replacement. In the 1950s
and 1970s, less than 30 percent of additions were
accounted for by losses.
Despite relatively stable average annual losses
in the 1960s and 1970s, in 1979 and 1980, annual
losses declined to 450,000 a year. This underscores
the role of conservation of the existing stock. The
decline in annual losses from 700,000 to 450,000
represents a shift of a fraction of a percentage point
in the rate of loss from the total housing stock -
from just over I percent a year to just under I
percent.
Some units added to the supply remain vacant.
Some level of vacancy is essential to permit mobi
lity, so a net increase in vacant units is an important
use of additional units (Figure 5.3).
These data clearly show that the increasing
housing needs of the nation can be met in a variety
of ways, and that both new construction (including
manufactured housing) and reinvestment in existing
stock are important sources of housing supply. Fur
ther, it is clear that in recent years (1974--79), rein
vestment in the existing stock has played a large and
significantly increased role by providing nearly a
quarter of all additional housing units . The Com
mission's recommendations seek to support new
construction and better utilization of the housing
stock and to eliminate unnecessary barriers to de
velopment and reinvestment in housing. In particu
lar, new construction should benefit from the Com
mission's recommendations on housing finance
(Section III), housing deregulation (Section IV, es
pecialy on zoning and building codes), and expens
ing of construction period interest and taxes f(1r
rental housing (Chapter 7). Use of existing stock is
addressed in the recommendations for accessory
housing (Chapter 4), allowing conversion and sup
port of homesteading (Chapter 6), rehabilitation tax
credits (Chapter 7), and use of public land and
encouragement of neighborhood and historic pre
servation (Chapter 8).

The Future Housing Market
Demand from Population Growth and
Demographic Changes
Total demand for housing in the country ultimately
is determined by the size of the population, but it is

I

For example , approximately 318,000 apartments in buildings
with two or more units were converted from single-family
dwellings between 1970 and 1978, according to an estimate
provided to the Commission by Ray Struyk and Thomas
Thibodeau of the Urban Institute .
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Figure 5.3
Additions to the Housing Supply: Sources and Uses
(Annual Averages, 1950-1970)

1950 - 1959

1,046

!

1,133

1960 -1969
1+-_ _ _ 233

1,392

674

1970 - 1973
r -_ _

1974 - 1979

1,867

2,500

2,000

1,500

588

1,000

500

Sources of Additional Units (thousands)
New Construction

r-____ 195
721

1,539

500

1,000

1,500

2,000

2,500

Uses of Additional Units (thousands)
Replacement due to loss

Additions from other sources:D

Net increase in vacant units

• Conversion from nonresidential
• Divisions of existing residential
• Restoration of uninhabitable units

Net increase in households

Note:

The total for uses of additions to the housing supply equals the total for sources. The changes in
occupied and vacant units are adjusted for the 1970 Census undercount of 900,000 occupied and
600,000 vacant units.

Source:

Prepared from data in Duane T. McGough, "Housing Inventory Losses As a Requirement for New
Construction ," unpublished report (Washington, D.C.: U.S. Department of Housing and Urban
Development, January 1981) p. 15.

64

the total number of households to be housed that
more directly influences housing demand . House
hold fonnation is affected primarily by the age
distribution in the population, but many factors
influence the extent to which people at any age
establish new households or maintain existing ones.
Household fonnation is strongly affected by
the number of persons in the prime household
fonnation years - ages 20 to 35. Young people in
the "baby-boom" generation reached adulthood in
the 1970s during a time of rapidly expanding eco
nomic opportunity; the initial baby-boom surge in
the demand for rental housing in the early 1970s was
gradually transformed into strong demands for
homeownership during the latter part of the decade.
Economic conditions and lifestyle factors also
influence household fonnation. Economic condi
tions will, for example, influence the behavior of
young people who are deciding whether to get their
own apartment or to continue living in their parents'
homes. The enonnous growth in the number of
persons receiving additional income through Social
Security and welfare benefits has pennitted a sub
stantial number of additional households to live
independently. Lifestyle changes also influence
both the number of households and their structure.
The marked increase in the divorce rate has led to
more and smaller families .
These factors have combined to produce extra
ordinarily rapid increases in the number of house
holds in recent years . The average annual increase
in the number of households grew dramatically
from an average of 927,000 households between
1960 and 1965 to a high of 1.6 million households
between 1975 and 1980 (Figure 5.4). From 1960
through 1980, the number of households increased
at an annual rate of 2.1 percent, greatly exceeding
the rate of growth in total population over that same
period, which averaged about 1.2 percent per year.
Although it would be helpful to be able to
predict future housing demand, projections of
household fonnatkm rates are risky. Past efforts to
set forth future housing needs have not been notably
accurate , and the exercise is more useful for under
standing housing markets retrospectively than in
gaining any finn foreknowledge about the course of
housing production . 2 However, awareness of the age
distribution of the current population as well as
trends in regional distribution and tenure choice can
shed some light on likely household fonnation . The
Commission requested the Joint Center for Urban
Studies of Harvard and MIT to prepare a back
ground paper on trends and demographic factors .
It projects net household fonnations to the year
2000 . Their projections, as well as two sets of
projections prepared by the Census Bureau, are
shown in Figure 5.4.

Some fundamental observations can be made
about likely household fonnation in the remainder
of this century:
• The rate of household fonnation and result
ing demographic demand through the 1980s
will remain high, primarily because the
population in the critical household-fonna
tion years (under 35) is projected to remain
at the highest level in history over the de
cade of the 1980s (Figure 5 .5). In 1960 there
were 35 million young adults (under 35);
just 20 years later - in 1980 - the number
had risen dramatically to 58 million . This
number is expected to increase to 61 million
in 1985 and to remain high (60 million) in
1990. Annual additions to the housing stock
recently have been far below the average
annual additions of the late 1970s, despite
demographic factors indicating strong po
tential for household fonnation . As this po
tential demand continues to accelerate , one
can expect a strong market for new housing
production and conversions throughout the
coming decade.
• Although net additions of new households
remain strong through most of the 1980s,
the number of young households fonned
will decrease by 1990. For years, the hous
ing market has been sustained by a strong
inflow of new households . Population pro
jections (both those of the Joint Center and
the Census Bureau) now show that this flow
will drop off. By 1990 to 1995, only about 1
million new households a year are projected
by the Joint Center and Census Series D - a
full half miUion less than the average during
the 1970s.
• Household growth will be extremely uneven
across the nation. Some areas will actually
experience continued population losses
(some North Central and Middle Atlantic
States), while others will have the lion 's
share of the total national growth (the South
and West). In fact , according to estimates by
the Joint Center, three regions of the country
- the Mountain, the West South Central
(around Texas), and the East South Central
(around Mississippi and Alabama) - are
expected to account for more than 60 per
cent of the growth in population over the
coming decade. The country will therefore
have available housing units in some areas
2

Duane T. McGough . " Housing Needs and Housing Supply:
The Effectiveness of Estimates and Responses." in Th e Hous
ing Delivery System. Symposium Proceedings (Columbus .
Ohio: The Ohio State University. October 1979).
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Figure 5.4
Average Annual Increase in Number of Households (For 5-Year Periods):
Comparison ofJoint Center and Bureau of the Census Projections
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Figure 5.5
Number of Young Adults (Under 35), 1960-1980 and 1985-2000, Projected
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Figure 5.6
Average Annual Increase in Number of Owner and Rental Households
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with very low demand and high demand in
other areas with a relatively small base of
existing stock. A higher national rate of new
construction may be needed than one would
expect from simply reviewing aggregate na
tional household growth projections, be
cause in high-growth areas, new con
struction will have to play the predominant
role in housing the growing population.
Such regional variations highlight the hazards
of establishing housing policy at the national level.
The market should be allowed to respond to local
supply and demand pressures, and, consistent with
the concept of enlightened federalism, local and
State governments should be encouraged to develop
policies that complement private market actions .

Demandfor Owned Homes and Rental
Units
From the standpoint of forming housing policy, a
critical aspect of housing demand is tenure choice
- that is, the household decision whether to own or
to rent. In making projections on tenure choice, the
incidence of homeownership was assumed to rise
only gradually. A substantial portion of the increase
in homeownership during the early 1970s undoubt
edly was attributable to speculative investment in
housing caused by high inflation rates and the tax
treatment of homeowners hip. As inflation starts to
abate, speculative investment in housing should
also become a less important factor. In addition,
homeownership's relative tax advantage has been
reduced by the general decrease in tax rates
provided by the Economic Recovery Tax Act of
1981. J The after-tax costs of owning will no longer
be as favorable, particularly for moderate-income
households.
The Joint Center projection of the likely split
between additional owner and renter households is
presented in Figure 5.6. These projected changes
are caused primarily by impending shifts in the age
structure of the population. They are influenced to a
much less extent by particular assumptions about
consumer choices between owning and renting or
about the nature and timing of household formation.
The demand for rental housing has generally been

driven by the number of young persons under 30, a
group that is expected to decline even more rapidly
and sooner than the 30- to 35-year-old group. As
fIlming that age continues to be an important factor
in determining the potential number of renters, the
demographic demand for additional rental units is
expected to decl ine in the 1980s and to the end of the
century. However, the demand of owners is pro
jected to fall much more gradually. Both trends
result primarily from the movement of the baby
boom generation through different stages in the life
cycle.

*****
New construction and additional investment in
existing units will continue to be necessary for
provision of owner- and renter-occupied units, both
to provide for additional households and to replace
units lost from the inventory. Demand will be based
on the overall growth of the population and the
propensity of people to form new households in
response to demographic, social, and economic
conditions, which cannot be foreseen now with
great accuracy.
In the past, housing commissions have some
times made specific projections of housing demand
and treated the estimates as measures of "housing
need" that the government should try to meet. The
evidence of the past is that the private housing
market adjusts to provide homes in changing num
bers, size, and tenure as the needs of households
both grow and change. The Commission has con
fidence that this process will continue and therefore
did not attempt to make any finding of a specific
numerical "need" for future housing units.
However, the Commission believes that its rec
ommendations will encourage private market ac
tions to build and rehabilitate, and will eliminate
unnecessary barriers to housing development and
reinvestment.

J

Michael Lea, Is There Too Much Capital/oT Housing? (Wash
ington , D.C. : U.S. Department of Housing and Urban De
velopment, 1981)
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HOMEOWNERSHIP
Encouragement of homeownership has traditionally
been a major objective of housing policy at all levels
of government. One of the primary responsibilities
of the Commission was to examine the continued
importance of homeownership in the nation and to
develop options to strengthen the ability of the
private sector to provide this opportunity, especially
for first-time homebuyers.
For many Americans, homeownership is the
most important factor in their overall economic
well-being. As President Reagan has said, "Own
ing one's own home means far more than merely
having shelter. It is a concept deeply rooted in the
hearts of our people, for it carries with it a whole
constellation of values-family, neighborhood,
community, independence, self-reliance, citizen
ship, faith in our country and its future."
Throughout the postwar period, homeowner
ship has increased, largely as a result of the con
tinued economic progress of most Americans and
low interest rate mortgages . Figure 6.1 shows that
about two out of three American households own
their own home today, compared with fewer than
half in 1940. The improvement in housing quality is
even more striking. Chapter 1 demonstrates the de
crease in the number of physically inadequate
homes . The quality of new homes has risen mark
edly as well. In 1978 new conventional single-fam
ily homes averaged 1,700 square feet, an increase of
20 percent since 1964. Average size seems to have
leveled off since 1978 . Similarly, the percentage of
new conventional (single-family detached) homes
with air conditioning more than doubled during this
period, and the percentage with two or more baths
increased from 46 percent in 1963 to 73 percent in
1980.
The improvement in conventional homes is
only part of the story. The past few decades have
been marked by fundamental changes in the avail
able forms of homeownership. Condominiums and
cooperatives have provided the opportunity for
homeownership to well over a million American

families. The availability of manufactured housing
(mobile and modular homes) has provided a similar
opportunity to 3 million more households. These
alternatives to the traditional single-family home
will continue to be important avenues to home
ownership in the future, in many cases providing a
lower-cost alternative.
Although there has been substantial progress
toward the goal of greater homeownership, obsta
cles remain. Many regulations inhibit-and raise
the cost of-various forms of homeownership.
Moreover, in the past several years, as a result of
high interest rates and inflation, homeownership has
become increasingly difficult to achieve for those
who were not already owners.
Determining the costs and affordability of
housing for owners is more complicated than for
renters, and inflation has compounded this com
plexity. Renters simply pay the rent and perhaps
utility bills . Homeowners make direct payments for
mortgage principal and interest and taxes, as well as
insurance, maintenance, and utilities. However,
they also benefit from the income tax deductibility
of interest and property taxes, which partly offsets
the direct outlays. Also, homeowners typically sell
their houses at prices higher than the purchase
prices , and may not have to pay tax on the capital
gain; a home often is an investment as well as a
place to live . Failure to consider any of these com
ponents in determining the net costs of homeowner
ship can create a misleading picture.
In the 1970s, accelerating inflation, especially
of house prices, made capital gains from home
ownership a major consideration for the homebuyer,
while simultaneously creating higher monthly
mortgage payments. This situation created a diver
gence between cash outlays for homeownership and
the effective cost of homeownership. Preoccupation
with the current cash payments made by home
owners caused at least some observers to overlook
much of the motivation for buying a home during
this period. But buyers, considering the effective
71

Figure 6.1
Homeownership in the United States, 1900-1980
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cost of homeownership including appreciation,
continued to sustain the housing market despite the
burden of higher monthly payments.
Homeownership has four distinct cost ele
ments. The first is the "net effective" cost of home
ownership after taking into account the tax savings
and the anticipated value of the appreciation in value
of the home.' The second is the size of the monthly
payment for homeownership. Third is the downpay
ment, which has become higher in recent years
relative to the income of prospective purchasers.
Finally, there is the underlying price of con
ventional homes and the costs of alternatives to
traditional forms of homeownership.
This chapter deals with costs of homeowner
ship and with programs designed to mitigate their
impact. The first section reviews the trends and
current conditions in the costs of homeownership.
The chapter then addresses both the problems of
high monthly costs (the cash flow problem) and
high down payments together with policies designed
to overcome them. These policies include the tax
treatment of mortgage interest, alternative mort
gage instruments, the provision of Federal and pri
vate mortgage insurance, and the possibility of spe
cial incentives to save for a downpayment. The final
part of the chapter examines other forms of owner
ship that can provide additional flexibility in the
provision of homeownership opportunities . In
cluded here are condominium and cooperative
ownership, homesteading, and use of manufactured
housing.

')}ends in Homeowner Costs
The trends in both current costs and net costs of
homeowners hip are depicted in Figure 6.2. Current
cash costs are often used by lenders in qualifying
households for mortgage loans. As current costs
rise, they increase the difficulty of qualifying for a
mortgage loan and create an important barrier to
homeownership. (This problem is discussed in the
next part of the chapter.) However, once a house
hold does qualify for a mortgage loan, it is the
pattern of net effective cost of homeownership that
is of most concern.
Since the mid-1960s, the current cash costs of
homeownership have risen constantly, while the net
effective costs first declined-reaching a low in
1978-then increased sharply. The net effective
costs are sensitive to the situations of particular
households, and those shown in Figure 6 .2 are
estimates for a typical household, in terms of in
come, household size, tax bracket, and geographic
region. Since the effective cost of homeownership
depends on the household's expectation about
changes in the value of the house over time, the

costs shown in the figure assume that the home
owner expects the price patterns of the past eight
years to continue into the future. Since house prices
have been rising, this reduces net effective cost as
the homeowner expects to sell the house for a price
higher than he paid for it. The basic pattern shown
in Figure 6.2 holds for nearly all demographic
groups in each region, and different assumptions
about homeowner expectations will not affect the
trends.
From 1963 to about 1970, both current and net
effective costs of homeownership rose slowly and
were quite similar. This reflected a low rate of house
price inflation, generally low property taxes and
steady interest rates. Between 1970 and 1978, cur
rent cash costs rose dramatically, while net effective
costs actually fell. The rise in cash costs was gener
ated by a rapid increase in the rate of inflation that
pushed up house prices and interest rates . At the
same time, this inflation stimulated homeowner ex
pectations of yet higher house prices, dropping
effective costs of homeowners hip. Inflation also
pushed more households into the more rapidly ris
ing range of income tax rates, giving greater value to
the tax advantages of capital gains and the tax sav
ings from mortgage interest deductions. These fi
nancial gains were not outweighed by the sharp
increases in real home prices or by the higher real
costs of operation, with a resultant drop in net
effective costs.
The net effective cost of housing for a home
owner reached what may have been a postwar low
in 1978, when costs fell to almost 30 percent below
those in 1963. The primary reason for this drop can
be documented through some simple calculations.
The average mortgage interest rate in 1978 was 9 .6
percent while the price of a constant-quality house
had risen by more than 8 percent every year since
1972. This implies that for any household in at least
the 17 percent tax bracket-which includes nearly
all taxpayers-the net effective cost of borrowing
(for taxpayers itemizing deductions) was negative,
because the cost of mortgage interest net of taxes
was less than the increase in the value of the house.
In this case, the only real cost of owning a home
would be the operating costs.
Net effective homeownership costs show a
I

Long-tenn financial decisions such as buying a house depend
on estimates of future costs and of financial gains. Because
these estimates are the basis for the homebuying decision,
"net effective costs" are based on such estimates. As with all
long-tenn investments, future increases in value may not ac
cord with original estimates, and certain costs (such as proper
ty taxes) also cannot be estimated with precision. Because true
future costs and gains are unknown at the time of the invest
ment, the investment decision , and the concept of net effective
cost, is based on estimates of these future costs and gains .
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Figure 6.2
Indices of Current Cash Costs and Net Effective Costs of Homeownership
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Expanded and adapted from D. B. Diamond, Jr., "Taxes, Inflation, Speculation, and the Cost of
Homeownership," Journal of the American Real Estate and Urban Economics Association, Fall
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sharp rise beginning in 1978. To a great extent, this
reflects the catching-up of interest rates to inflation.
The unusually low real interest rates in the 1970s
helped to buffer the sharp rise in the real price of
houses, but when these low rates disappeared, the
impact of the 30 percent rise in real house prices
over the decade became the dominant factor in
setting effective costs. Thus at present, interest
rates include a premium for the expected rate of
inflation that greatly offsets the expectations of ap
preciation in house prices.
Homeowners who made purchases on the basis
of the future sale value of their homes in fact took
the risk of possible deterioration in the residential
real estate market. If home prices do not continue to
rise, the real burdens assumed by homebuyers in the
past few years may prove much heavier than ex
pected at the time of purchase. In the long run, this
problem can be solved only through the lower inter
est rates that will follow the reduction of inflation.

The Cash Flow Problem
Throughout the 1970s, monthly payments on new
level-payment, fixed-rate mortgages rose because
interest rates were rising. Continued high inflation
and rising incomes meant that these mortgage pay
ments were paid in cheaper dollars and were a
smaller portion of income for the homeowner. But
the higher home prices were also pushing up initial
mortgage payments. Coupled with higher interest
rates, these rises strained the immediate "cash
flow" of financial resources for the homebuyer. In
fact, many families are not able to afford to buy
homes because their incomes are not high enough to
qualify for financing. Figure 6.3 shows the initial
monthly payment on a typical new house as a per
cent of median family income for the 1963-1980
period. This ratio passed 25 percent in 1978 and was
verging on 40 percent at recent interest rate levels.
This trend may begin to moderate soon as inflation
is brought down and interest rates follow, leading to
lower initial monthly payments.
While Figure 6.3 provides evidence of in
creases in monthly costs for homebuyers, compari
sons of median new house prices and median in
come tend to overstate the extent to which
households fail to qualify for financing a home. The
median priced newly built home is seldom pur
chased by the first-time buyer. Such home buyers
generally purchase lower-priced "starter" homes,
which mayor may not be newly constructed. In
addition, all comparisons of income with the costs
of conventional housing ignore the existence of
alternatives to conventional homes such as man
ufactured homes, cooperatives, and con
dominiums, which are often much less costly than

median-priced new conventional homes . Still, cash
flow remains a problem for buyers of all types of
housing.
The Commission considered several items that
serve to reduce the burden of monthly payments and
thus reduce the cash flow problem for homeowners.
Among these are the deductibility of interest and
property taxes for Federal income tax purposes and
new fOnTIS of mortgage instruments. These factors
and the associated Commission positions are ad
dressed below.

Deductibility

if Interest and Taxes

The Commission reviewed the current tax de
duction for mortgage interest and property
taxes. It recommends that there be no changes in
the current system at this time. The Commission
also recognizes the broad scope of this issue and
recommends that any further analysis of this
topic be considered only within the context of a
thorough review of the U.S. tax system.
Tax benefits have had a positive impact on
promoting homeownership. These advantages re
sult from the deductibility of mortgage interest and
property taxes, along with the fact that the imputed
rental value of a home need not be reported as
income. When the net effective costs of home
ownership are calculated (as in Figure 6.2), it is
apparent that they have reduced the effective
monthly costs of homeownership.
It should be clear that the deductibility of mort
gage interest and property taxes is not limited to
owner-occupied housing. All interest payments and
most taxes are deductible, whether related to hous
ing or not. Moreover, owners of rental housing not
only deduct interest and taxes from gross rental
income but also have other tax advantages not ac
corded homeowners, such as deductibility of de
preciation. Were it not for these provisions in the
Internal Revenue Code, rents would be higher, and
renters adversely affected. Although renters do not
personally take deductions for property taxes and
mortgage interest, they generally benefit from these
provisions, because market forces translate these
deductions into lower rents. In fact, some renters
benefit from the current system more than if they
were able personally to deduct their share of the
landlord's deductions (instead of the landlord taking
the deductions). Income tax deductions are useless
to those who find the standard deduction more
favorable, or who pay little or no income tax. Both
renters and homeowners benefit from the tax laws,
reflecting the importance of decent housing as a
national goal.
The total dollar value of the tax incentives for
homeownership is considerable. The Congressional
Budget Office estimated the tax revenue loss for the
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Fi~ure 6.3
Initial Monthly Mortgage Payment Burden for a Constant-Quality Housing Unit
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Compiled by staff from data in U.S. Department of Commerce, Bureau of the Census, Construction
Reports, Series C-27, and Current Population Reports, Series P-60, (Washington, D.C.: U.S.
Government Printing Office) and Journal of the Federal Home Loan Bank Board.

mortgage interest deduction at $19.8 billion in 1981,
and the revenue loss for the the deductibility of
property taxes at $8.9 billion in that year; these tax
losses were projected to more than dou ble by 1986. 2
Moreover, most of the tax benefit goes to
middle- and upper-income taxpayers . The Congres
sional Budget Office estimates, for example, that
the 63 percent of taxpayers with incomes below $20
thousand in 1981 received only 7.6 percent of the tax
savings from mortgage interest tax deductions. It
should also be noted that this characteristic is not
unique to homeownership, but applies to any deduc
tion from income tax liability.
In addition to the tax advantages of the deduct
ibility of interest and taxes, homeowners receive
liberal tax treatment of the capital gains generated
by house appreciation. If a home of equivalent or
greater value is purchased within two years of the
sale of the previous residence, no capital gains tax is
incurred. Once a taxpayer reaches 55 years of age,
up to $125,000 of capital gains from the sale of a
home may be excluded from taxable income. The
effect of these various tax provisions has led many
households to become homeowners, and has induc
ed homeowners to invest more capital in their
homes.
In order to maintain strong and continued sup
port for homeownership the Commission recom
mends that the deductibility of mortgage interest be
maintained. The social, economic and political sta
bility inherent in homeownership is an important
offset to the revenue losses noted earlier. The Com
mission did consider alternatives to the current
mortgage interest deduction, such as converting the
deduction to a tax credit, limiting the deduction
through some type of cap, or weighting the deduc
tion to provide greater benefits for first-time home
buyers. While these alternatives deserve continued
study in the future, any change in this incentive
'should only be considered as a part of a thorough
review of the effects of the tax system on the alloca
tion of the nation's capital resources among compet
ing investment demands .

Alternative Mortgage Instruments
In periods of high and volatile inflation, the standard
long-term, fixed interest rate mortgage instrument
presents a problem for the homebuyer. Since its rate
is fixed for the long run, lenders will attempt to
build into the rate a premium for what they expect to
be the course of inflation. This protects the lender's
capital. High inflation thus is associated with high
mortgage rates. This means that homebuyers who
use the standard, fixed-payment mortgage have to
allocate a high portion of their income to mortgage
payments in the early years of homeownership, and
the burden of high monthly payments is severe.

However, if the income of the buyer rises over time,
the ratio of the monthly payment to income de
creases and the cash flow burden declines. The
result is that mortgage payments levy the heaviest
burden when they are least affordable, and present a
serious problem to the borrower in the early years of
a mortgage. Alternative mortgage instruments can
address this problem, "tilting" the stream of mort
gage payments by providing lower payments in the
beginning and higher payments later, thus more
closely matching income patterns. One attempt to
provide a better match is the Graduated Payment
Mortgage, which offers smaller payments in the
early years of the mortgage in return for increased
payments later.
Section III of this report discusses alternative
mortgage instruments as they relate to borrowers
and lenders. In particular, the Commission would
like to see the private sector develop new mortgage
instruments that reduce initial payment levels to
borrowers while providing lenders some protection
against inflation. Three instruments are noted as
deserving particular attention: (I) a graduated-pay
ment, adjustable-rate mortgage; (2) a dual-rate
mortgage (incorporating a lower payment at the
outset and possible negative amortization); and (3) a
growing equity mortgage . These three mortgage
instruments are discussed in detail in Chapter 11.
Another form of mortgage instrument, which
offers the possibility of homeowners hip to house
holds that otherwise do not have sufficient cash
flow, is the shared-appreciation mortgage (SAM).
With a SAM the home buyer agrees to share the
property's appreciation with the lender in return for
an interest rate somewhat below market. One result
is lower monthly payments. However, this form of
mortgage is not without drawbacks and risks . At the
end of a designated period, such as 7 or IO years, the
homebuyer must refinance or payoff the portion of
the increased value that has been given up. Thus,
mortgage payments may increase sharply at some
point in the future, and a family may not have
sufficient cash flow to meet these payments, neces
sitating sale of the home . This hazard is increased if
interest rates are high at the time of refinancing .
2

The Tax Treatment if Homeownership, Congressional Budget
Office, September 1981, p. 7. In addition, owners of homes
and other consumer durables derive benefits (in-kind income)
from the use of these assets , which are not recognized as
income for tax purposes . Owner-occupied housing generates
the largest of these forms of "income ," which may be termed
net imputed rental income-the gross rental value of the home
minus the deductions that could have been taken if it were
rented. Potential gains in Treasury revenue from taxing im
puted net rents from homes were estimated at $14 to $17 billion
in 1979. See John C. Simonson, " Existing Tax Expenditures
for Homeowners," unpublished paper, U.S . Department of
Housing and Urban Development, July 1981.
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Even so, the family will have gained a portion of the
appreciated value of the home, which may provide a
substantial downpayment on another home. It is
essential that a household enter into this type of
mortgage only if both the advantages and the risks
are fully understood.
A similar idea that deserves attention is shared
equity financing, in which investors other than the
homeowner pay part of the downpayment and, if
necessary, a portion of the debt service (monthly
payments). In return, the investor gains tax advan
tages including depreciation, plus a share of the
home equity. (This type of mortgage has increased
in popularity since the 1981 tax law improved the
depreciation benefits for residential as well as com
mercial property.) Under these arrangements, the
occupant trades partial ownership in the property
for lower monthly payments.

The Downpayment Problem
High house prices are invariably associated with
high downpayments. Even if a household has an
income sufficient to qualify for a high-rate mort
gage , it must accumulate sufficient capital to
provide the downpayment on a house . The problem
of the downpayment may be mitigated, at least in
part, by mortgage insurance, either private or
Federal. If the mortgage debt is insured, lenders
will allow borrowers to make a lower downpay
ment, since they need less protection in the form of
buyer equity. Although it usually leads to slightly
higher monthly payments, mortgage insurance,
public or private, can provide significant help in
overcoming the hurdle to homeownership repre
sented by the downpayment. Another approach is to
encourage would-be homebuyers to accumulate a
down payment by means of tax or other form of
incentives. Each of these approaches is discussed
below.

Mortgage Insurance
In order to assure the safety of home mortgage
loans, lenders typically require downpayments in
the amount of 20 to 25 percent of purchase price, so
that in the event of default an uninsured loan could
be repaid with the proceeds of the sale of the proper
ty. This large downpayment can constitute a consid
erable barrier to first-time homebuyers; mortgage
insurance substitutes for this lender-required "equi
ty shield" and allows for much smaller downpay
ments . While the default risk for an individual loan
with a smaller downpayment cannot be borne by an
individual lender, the risk can be spread among a
number of such loans by mortgage insurance com
panies, and loans with downpayments of 10 percent
or less become feasible . Thus mortgage insurance
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provides, and should continue to provide, a signifi
cant vehicle for lowering the downpayment barrier.
The Federal government has played an impor
tant role in this area with the mortgage insurance
and guarantee programs of the Federal Housing
Administration (FHA) and the Veterans Administra
tion (VA). During the Great Depression , private
mortgage insurance disappeared because of falling
housing prices, widespread defaults and fore
closures, and the overall state of the economy. FHA
revived the notion of mortgage insurance and en
couraged the use of the fully amortized, long-term
mortgages with moderate down payments-gener
ally averaging 5 percent down, but sometimes as
low as 3 percent-thus improving the opportunity
of homeownership for many American families.
The lesson of FHA was learned by the private
sector. Since the late 1950s private mortgage insur
ance (PMI) companies have returned as a significant
force in the housing market and have been an impor
tant factor in allowing lower downpayments . The
typical form of private mortgage insurance is 90/20:
the loan is restricted to 90 percent of the value of the
property, and the top 20 percent is insured against
default. Thus private mortgage insurance com
panies allow for downpayments of 10 percent (and
sometimes less, under alternatives to 90120). By
offering mortgage insurance with less than 100 per
cent coverage and by charging lower premiums than
FHA, the private mortgage companies have been
able to replace FHA insurance in many cases .
Chapter 12 will discuss the relationship of
FHA to the private mortgage industry and outline
the Commission's recommendations in this area. In
general, the Commission calls for a continuing role
for FHA, but with FHA complementing rather than
competing with the private market.

Downpaymen! Assistance for First-Time
Homebuyers
The Commission has reviewed a number of alter
natives to assist the first-time homebuyer in ac
cumulating a downpayment. It finds the evi
dence concerning costs and benefits of these al
ternatives to be inconclusive. Further evaluation
is appropriate, and the Commission recom
mends that three options discussed below be for
warded to the President for full review as to their
cost and incremental impact.
If the down payment necessary for homeowner
ship cannot be reduced enough, the potential home
buyer may need assistance to accumulate the down
payment more rapidly. The exemption from tax of
savings earmarked for home purchase and the inter
est earned on those savings, for example, provide
both an inducement to save and greater rewards to

saving than under current arrangements. As part of
its investigation into way s of encouraging home
ownership, the Commission considered the use of
the tax system .
An incentive for first-time homebuyers to ac
cumulate a downpayment might take three forms
a separate system of individual housing accounts
(lHAs) with contributions eligible for an income tax
credit; a separate system of IHAs with Federal
matching of contributions to the account; or the
modification of the existing individual retirement
account (IRA) program so that funds in these ac
counts could be withdrawn for first-time home pur
chase. Each option would provide a subsidy for the
first-time homebuyer, and each has advantages and
drawbacks.
Beginning in 1982, the IRA program allows
participation by all wage and salary earners-an
almost universal eligibility. This program has im
portant implications for the establishment of a sepa
rate IHA program. For lower-income families,
IHAs would compete with IRAs for savings, while
for higher-income families , they would offer addi
tional tax incentives. The key question is the extent
to which potential IHA contributors would also be
IRA contributors. With little overlap, opening up
IRAs for downpayment purposes would differ little
from a separate IHA program with deductible con
tributions and tax-exempt interest on the account.
With substantial overlap, the tax revenue implica
tions and the effect on homeownership may differ
considerably from a separate IHA.
Option I. A separate system of individual
housing accounts, with contributions eligible for a
credit against Federal income taxes, and with inter
est on the account tax exempt .
The general features of this option include a tax
credit for the contribution, tax-exempt interest, and
a penalty if the account were used for other pur
poses . Compared with a deduction for contributions
to the IHA, a tax credit provides greater incentives
to moderate-income households, who are more
likely to need assistance in acquiring a downpay
ment. A deduction, which necessari ly confers
greater benefits on those with higher income, would
not be as well targeted. A typical IHA program
might include provisions such as the following : the
program would allow individuals to contribute up to
$1,500 annually ($3,000 for a couple) to an ac
count, this contribution forming the basis for a tax
credit of 25 percent of the contribution. Those not
currently owning a home, and who have never had
an IHA in the past, would be eligible to open such
accounts , which would terminate when a home
were purchased (or after 10 years if no home were
purchased). Withdrawals for purposes other than

home purchase would be taxed as ordinary income,
plus a 10 percent penalty.
One advantage of a separate IHA is that it
might appeal to a group different from those saving
for retirement, who are attracted to the IRA pro
gram . This was the consensus of experts who testi
fied before the Commission's Task Force on Home
ownership. A distinct IHA program is able to use a
tax credit on contributions , compared to the IRA,
which allows contributions to the account to be
deducted from income . The IHA with the tax credit
feature would be less attractive to higher-income
taxpayers than would a deduction, but more attrac
tive to those of moderate income, as previously
discussed . Also, the percentage that is allowed for
the credit can be adjusted to balance the issues of tax
revenue loss and incentives to homebuyers .
Expert opinion is divided on the economic
effects of IHAs, that is, the extent to which they
permit additional families to become homeowners
as opposed to providing subsidies to those who
would have bought homes anyway. Clearly, some
portion of the tax subsidy would go to those not
needing an inducement to homeownership, par
ticularly among higher-income households . For
several years, Canada has had a similar program ,
known as the Registered Home Ownership Savings
Plan (RHOSP). This program permits the deduction
of up to $1,000 per year from income for deposits
into RHOSPs , which are open to anyone not cur
rently owning a home . The increase in homeowner
ship in Canada since the beginning of the RHOSP
program has been roughly equal to the trend in the
United States, which has no such plan. 3
Although opinion is divided on the impact of
an IHA program on homeownership, estimates of
revenue loss to the Treasury for current IHA pro
posals are much more in agreement. These esti
mates are based on different proposals, but if adjust
ments are made to account for differing amounts of
contributions allowed, an IHA with deductible con
tributions of $1,500 per year ($3,000 per couple)
would probably cost between $2.5 billion and $4
billion per year after the program had been in exis
tence for a few years . Table 6.1 compares these
estimates, of which only Weicher's takes account of
the "universal IRA" system now in place. The IRA
system will tend to reduce the revenue cost of the
IHA , because more IHAs would be opened than if
there were no IRA in existence .
All of the above estimates are based on contri
butions that are deductible from income, and there
fore may overestimate the revenue impact associJ

See John C. Weicher. "The Individual Housing Accounl: In
ferences from the Canadian Experience" (Washington , D.C. :
The American Enterpri se Institute, February, 1982).
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ated with the tax credit recommended under Option
1. The Urban Institute compared the effects of a 25
percent tax credit to the deductible contributions
evaluated in Table 6 .1. As would be expected, there
was a considerable redistribution of benefits toward
those of lower income, but the overall impact was to
reduce revenue losses by about 7 percent per year.

Table 6.1
Tax Revenue Costs of an IlIA With
Deductible Contributions of $1,500 Per
Year ($3,000 per Couple)
(in Billions of DoUars)
First
Year
Impact
National Association of
Homebuilders I
Kenneth Rosen 2
Division of Housing
Finance, HUD)
Urban Institute 4
John Weicher

Long Run
Annual Cost

2.8
0.6

3.0

2.0

over 3.0

4.5
2.1-2.8

Testimony of Frank Napolitano, Homeownership Task Force,
Dec . 3, 1981.
2 Paper prepared for the Committee on Housing Programs, 1981.
] Based on estimates by Robert Buckley, prepared in 1977.
4 From the paper entitled " The Desirability of Individual Hous
ing Accounts," by John Tuccillo, July 1981.
, From the paper entitled "The Individual Housing Account:
Inferences from the Canadian Experience ," by John C.
Weicher, February 1982.

1

Option 2 . A separate system of individual
housing accounts, with contributions made from
income after taxes to be matched directly on a one
tojour basis using appropriated funds from the
Federal government, and all interest on the account
fully taxable.
This option is a version of Option 1, but with
two important differences: interest on the account
would be taxable, reducing the tax expenditure of
this option; and instead of a tax credit, a depositor
would receive a grant from the government paid
directly into the account.
Because Option 2 calls for appropriations, it
could be restricted to some fraction of those who
would respond to an entitlement program, although
with the attendant problem of rationing the match
ing grants. As a result, the budgetary cost could be a
fraction of that implied by Option 1. Even if Option
2 were proposed as an entitlement program,
however, the options differ after the initial contribu
tion, because Option 2 calls for taxable interest as
opposed to the tax-exempt interest of Option 1. This
feature would eliminate any tax revenue losses asso
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ciated with the IHA and reduce the overall cost
substantially. The total cost to the Federal govern
ment is estimated at less than half of the amounts in
Table 6.1. At the same time, fewer households
might participate, because the benefits would be
lower. Compared with Option I, this approach
focuses benefits more closely on those in need of
homebuying assistance, because it is less likely to
appeal to high tax-bracket households.
Option 3. Allow taxjree use of funds from
individual retirement accounts for the purpose of
applying these funds to the downpayment on a first
home.
Under this option, first-time homebuyers
could make tax-free "withdrawals" from their IRAs
and apply these funds to their downpayment. (This
downpayment might be construed as an allowable
IRA investment subject to repayment at sale.) The
effects of this option on homeownership and tax
revenue losses depend on the extent to which poten
tial IHA holders would be IRA holders under the
current legislation. Some time will pass before the
extent of IRA participation is known, because the
full effect of the first year will not be recorded until
April 1983.
At one extreme, if potential IHA participants
are a different group from IRA holders, the eco
nomic effects and the tax revenue effects would be
approximately the same as a separate IHA with
deductible contributions as shown in Table 6 .1. At
the other extreme, if alJ potential IHA holders
would otherwise participate fully in the IRA pro
gram, the loss in tax revenue would be negligible.
The withdrawal would reduce the tax basis of the
house, increasing the capital gains subject to taxa
tion if the house were sold and not replaced with
another home purchase. Under the IRA as it now
stands, withdrawals would be taxed as income,
but at postretirement rates (if withdrawn after age
59Y2). Also, this taxation would occur many years in
the future, so that its effect may be similar to the tax
on the capital gains on a dwelling.
The overall effect of this option on inducing
homeownership is harder to estimate than a separate
IHA. Experts differ in their assessments of this
impact, because these assessments are based on
evaluations of the separate IHA, modified by uncer
tainty about the use of the IRA program for home
purchase.
The main advantage of this option is its relative
simplicity. It would require fewer legislative and
regulatory changes than a new system of IHAs,
although substantial changes would still be re
quired. The IRA system is already established, and
modifications of this system would be easier than
developing a whole new set of rules and regulations.
The primary disadvantage of Option 3 is that the

incentive (deduction of deposits from income for
tax purposes) is more valuable to higher tax bracket
households and does not target benefits to those of
moderate income.
The estimates in Table 6.1, with the exception
of those made by Weicher, do not account for the
existence of the "universal IRA" system now in
place. It is likely that the use of the IRA system for
home purchase would involve lower revenue costs
than those shown in the table. To the extent that an
overlap would occur between IHA and IRA holders,
use of the IRA for home purchase would result in
lower tax revenue losses.
Before turning to possible explicit Federal help
for homeowners in saving for downpayments , it is
important to recognize three factors that have re
duced the real return to savings and that have exacer
bated the problem of saving for downpayment.
These factors are (1) nominal returns to passbook
savings in thrift institutions have been held to levels
below what they would have reached as market
interest rates have risen with inflation; (2) marginal
tax rates paid on all kinds of income increased as
taxpayers were pushed into higher tax brackets by
inflation; and (3) even though part of the interest
paid on any savings is partly an adjustment for
inflation, the full amount of the interest is taxed as
though all of it were real income. The first two of
these have been at least partly corrected: Interest
rate ceilings on rates depository institutions may
pay are scheduled for eventual elimination, and the
Economic Recovery Tax Act of 1981 eliminates
future increases in marginal tax rates on ordinary
personal income that might otherwise have occurred
with inflation .

New Forms and Reduced Cost of
Homeownership
The potential for lowering the overall cost of a
home, thereby reducing the cash flow burden and
the downpayment constraint, should not be over
looked. Many alternatives to traditional home pur
chase have become quite popular in recent years,
including condominiums, cooperatives, and man
ufactured homes (also known as mobile or modular
homes)-all of which provide flexibility and possi
bly lower costs for homeownership.
Housing quality has increased dramatically
over time; home sizes have increased and amenities
have proliferated. However, the rise in current cash
costs of homeownership may indicate the appropri
ateness of smaller homes or houses built simply and
designed for future expansion or improvement. An
other alternative to reduce the cost of housing is the
factory-built manufactured house. Certainly the
market for low-cost new housing is dominated by

manufactured housing, and no discussion of the
cost of housing or the availability of homeowner
ship is complete without a discussion of that form of
home.
Manufactured houses, though, are not the only
means of reducing the costs of homes . Con
dominiums and cooperatives allow the potential
homebuyer the option of purchasing a smaller, full
amenity home at relatively modest cost; and home
steading provides access to relatively large dwell
ings that have few amenities. One problem with
these forms of homeownership is that legal and
regulatory barriers have restricted their use for
homeownership. Finally, there is the nagging suspi
cion in the minds of some prospective homebuyers
that small, inexpensive, or partially equipped
houses are shoddy and will not endure. One way of
addressing these doubts is the use of homeowner
warranties-a program widely used by the private
sector.
In discussing new forms of homeownership,
this chapter will examine four areas: condominium
and cooperative housing, homesteading, manufac
tured housing, and warranty insurance on new
homes.

Condominium and Cooperative Housing
The Commission recognizes the property rights
of owners of rental housing and the substantial
benefits to the individual and the community of
the homeownership opportunities created by
conversion to condominium and cooperative
ownership. The Commission has also considered
the concerns of tenants affected by such con
version, including the needs of low-income el
derly households. On the basis of this analysis,
the Commission supports conversion to con
dominium or cooperative ownership and op
poses undue restrictions thereon.
Conversion of multifamily units to coopera
tives or condominiums enables many people to be
come homeowners who otherwise would not have
this opportunity. The Commission believes that
homeownership is beneficial not only for those who
occupy the units, but also to the community as well.
The substantial numbers of units that have been
purchased under this form of ownership provides
evidence of public awareness of the benefits . As the
size and nature of households change, the attraction
to condominiums and cooperatives is expected to
grow.
There are, however, conflicting interests here.
The Commission believes that potential home
buyers must continue to be served by the conversion
option. Public policy must also protect the rights of
apartment owners to dispose of their property. At
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the same time, the Commission recognizes that
there may be important social consequences for
those low-income tenants, particularly the elderly,
who cannot afford homeownership and therefore
must relocate . The Commission supports govern
mental policies that permit owners to convert while
protecting tenants against undue disruption. Public
policy should not interfere with free choice in the
marketplace . The recommendations here are in
tended to allow conversions in response to market
pressure.
Nationwide, 366 ,000 rental units were con
verted to condominiums and cooperatives during
the 1970-79 period; 71 percent of these conversions
(260 ,000) occurred during 1977-79. The number of
condominiums and cooperatives increased annually
through 1979, during which 135 ,000 units were
converted. Compared to the entire rental stock , the
number of conversions is relatively small (1.3 per
cent). Although concentrated in larger metropolitan
areas, where conversions are roughly split evenly
between the central cities and the suburbs, some
evidence shows that the conversion phenomenon
may be increasing in smaller metropolitan areas .
The benefits of conversion to the community
as well as to homebuyers are considerable, but
many demands have been made for imposition of
government restrictions on conversions. One reason
is the concern that rental housing is being removed,
with adverse consequences to renters, who tend to
be lower-income people. However, the mere num
ber of gross conversions overstates the impact on the
rental market. The conversion of rental units to
ownership coincides with a movement of renters to
ownership, which in large part is a voluntary move
ment. In addition, many units are purchased by
inves tors and rerented . Therefore , some con
versions do not represent reductions in the rental
housing supply. In fact, the HUD report on con
dominium conversions indicated that the net impact
of conversion-the reduction in the stock of rental
housing relative to the number of remaining
renters-is 5 units or less per 100 preconversion
units. 4
Although evidence indicates that most people
moving from converted buildings experience little
long-run hardship, the process of conversion can be
stressful---especially for the elderly. Although great
variation exists, tenants of converting buildings typ
ically are given about 70-days notice to decide
whether to buy. Nearly three-fourths of those who
moved from converting buildings-but only one
fourth of those who remained-have stated that they
felt pressured by the conversion experience .
In response to these concerns, by 1981 about
one-half of the States had taken at least limited
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action to regulate conversions , and about one in live
localities with conversions had adopted regulatory
ordinances . Such regulations include those de
signed to protect tenants of converted buildings,
those intended to protect buyer/owners of converted
units , and those developed to preserve the supply of
rental housing and/or housing for low- and moder
ate-income households. The most common regula
tions are those requiring advance notice to tenants
and granting them the right to purchase before the
units are offered to the public. Also common are
provisions designed to protect tenants from distur
bance during conversion, to protect buyers against
possible unfair sales practices, and to provide assis
tance in moving if necessary.
Aside from the various procedural safeguards
that might be afforded tenants during the conversion
process, consideration has been given by some
States-and should be given by all States-to re
location assistance or in-place financial assistance,
in particular for the low-income elderly. Although
the Commission recognizes that equity considera
tions may require this form of compensation , State
legislatures should determine the nature and amount
of such assistance, provided that any such require
ments do not unreasonably constrain the right of the
owner to convert.

The Commission urges States to consider
favorably the adoption of conversion procedures
generally in accordance with those established in
the Uniform Condominium Act, with compara
ble coverage for cooperatives .
The Commission finds that the model Uniform
Condominium Act (UCA), developed by the Na
tional Conference of Commissioners on Uniform
State Laws, attempts to balance the rights of owners
to convert with the concerns of tenants about the
hardships brought on by conversion. The develop
ment of the UCA involved extensive research, con
sultations with affected parties , and much debate,
thus incorporating many diverse interests. It was
adopted by the National Conference in 1977, ap
proved by the American Bar Association in 1978,
and transmitted to each State for consideration. To
date four States have adopted the UCA; many others
are considering its adoption.
Because the UCA covers certain aspects of the
condominium form of ownership that are not of
concern to the Commission , all aspects of the act are
not endorsed. However, the Commission agrees

4

U.S . Department of Housing and Urban Development, Office
of Policy Development and Research, "The Conversion of
Renta l Housing to Condominiums and Cooperatives, " June

1980

with the principles embodied in the UCA, in par
ticular the following:
• There should be advance notice of con
version to tenants, and advance notice of
eviction.
• Tenants should have the right of first refusal
for a reasonable period after conversion.
• Sale to a third party, at more favorable
terms , should be prohibited for a specified
period after notice of conversion.
• Buyer protections should include dis
closures in a public offering of an engineer's
report, outstanding building code viola
tions, budget provisions, and legal docu
ments.
• Buyer and tenant remedies should include
provisions concerning unconscionable
agreements or terms in contracts, punitive
damages, and class actions.
• Provisions for express and implied warran
ties should be created.
• The buyer should have the right to cancel
the contract of sale within 15 days of receipt
of public offering or up to the time of sale,
whichever is later.
While the UCA provides these protections to
tenants, it also guarantees the owner the right to
convert, without tenant approval. Furthermore, the
UCA forbids local governments from using land
use regulations to prohibit condominiums or from
imposing other restrictions that do not apply to
identical, noncondominium developments. Thus
the UCA represents a balancing of the interests of
owners and tenants regarding the conversion pro
cess .
By using the term "undue" restrictions in the
broad recommendations on conversion, the Com
mission means to signal its opposition to require
ments that would prevent landlords from undertak
ing conversion, except for those limited require
ments contained in the UCA and, where necessary,
reasonable provision for relocation of low-income
elderly tenants. The Commission is firmly opposed
to all other restrictions on conversion such as mor
atoria and requirements to obtain tenant approval.
No model code comparable to the UCA pres
ently applies to conversions to cooperative home
ownership, although the National Conference is in
the process of developing one. The Commission
believes that similar protections for tenants and
rights of owners as found in the UCA are appropri
ate in the case of cooperative conversions.
The Commission considered taking a position
on the question of insurance-backed warranties for
conversion projects. The concern was with the con
verter who inadequately renovates or fails to dis

close problem conditions. The Commission be
lieves that an insurance-backed warranty system
would impose little burden on the legitimate de
veloper while protecting buyers (and the reputation
of the industry) from the occasional "bad actor."
However, the Commission believes that the con
cerns of adequate disclosure and liability will be
sufficiently addressed under a law such as the UCA.
As discussed above, the UCA requires an engineer's
report, certain express or implied warranties, and
other safeguards to the buyer.
•
In the sale or conversion of rental property,
disincentives to the seller should be removed.
The Commission further recommends that in
centives be provided to facilitate sale of rental
housing to tenants, particularly when a substan
tial portion are of low or moderate income. Re
strictions on the types of income aJlowed cooper
atives should also be relaxed to allow freer choice
of this form of homeownership.
condominiums and cooperatives may offer the best
opportunity for many renters to become home
owners, especially if tenants can accomplish the
conversion themselves and cut down on their ac
quisition costs. However, elements in the Federal
tax code and in Federal regulations discourage
owners from selling their rental units directly as
condominium units . Other tax provisions and reg
ulations cause impediments to the organization and
operation of condominiums and cooperatives.
The Commission cites two examples of
changes in tax regulations that could facilitate and
encourage tenant conversions: (I) treatment of gain
from direct sales to tenants; and (2) revision of the
recapture provisions of the Internal Revenue Code.
The Code presently discourages owners from
selling condominiums directly by taxing such sales
as ordinary income, rather than at capital gains
rates. In effect, owners are treated as "dealers"
rather than investors, and as such do not qualify for
capital gains treatment. The Code should be
changed to permit capital gains treatment for con
versions by owners, and remove this barrier.
Under current law, when an owner sells a
rental building, the owner pays tax on the difference
between the sale price and original cost less de
preciation taken. At least part of the accelerated
depreciation taken is taxed as ordinary income (re
captured), while the rest is subject to the lower
capital gains tax rates. Providing owners with some
reduction in the taxes due upon sale to tenants may
encourage owners to consider tenant purchases of
their buildings as an alternative to outside sale for
developer-sponsored conversion, and selling a
rental building to tenants may stop the cycle of rapid
depreciation and tax loss on the converted building.
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Another incentive for owners to sell to a tenant
group is the "leasing partnership." In a leaseback
agreement, owners enter into a partnership arrange
ment with a tenant group-either a cooperative or a
condominium association-in which the part
nership actually owns the property, receiving the
depreciation deductions, and then leases the proper
ty to the tenant group, which acts as a co-managing
or general managing partner. The limited partners
have no management responsibilities, but receive
depreciation deductions . After a certain amount of
time, the property is sold to the tenants at an agreed
price.
A legal barrier exists, however, under current
tax regulations. The Internal Revenue Service (IRS)
considers that if a resale price is pre-set, the agree
ment is a financing mechanism and the building
owner is functioning as a lender. Tenants would
benefit from an agreed purchase price, without
which they have no guarantee that the building
would not be sold at the end of the lease. An IRS
ruling that such an agreement would not impair the
tax benefits to a partnership could facilitate tenant
conversion and eventual purchase. Legislative au
thorization might be necessary.
The homeowner deduction section of the tax
code for cooperative members (Section 216) re
stricts cooperatives by limiting to 20 percent the
gross income that a cooperative corporation may
receive from sources other than its tenant members,
thus constraining the income that can be derived
from renting commercial space to uses such as
groceries, pharmacies, and day care centers. But
such space provides both useful neighborhood serv
ices as well as potential income to reduce the effec
tive housing costs for tenant shareholders. In some
cases, tax law has caused cooperatives to rent out
commercial space at below-market rents to avoid
violation of the 20-percent rule. There does not
appear to be a significant potential for tax abuse
should 50 percent be allowed, but to eliminate any
doubt, the IRS should adopt regulations to ensure
that the interest and tax costs are properly allocated
between residential and commercial facilities
owned by the cooperative.
Section 277 of the tax code-which requires
separation of membership and nonmember income
and expenses for social clubs and other membership
organizations, including housing cooperatives
should be revised to permit interest income earned
on required reserves to be classified as membership
income for tax purposes. In some cases, coopera
tives have removed reserve funds from interest bear
ing accounts to avoid the reporting difficulties under
this requirement. This seems an unnecessary bur
den, particularly for low-income cooperatives.

Various impediments to the financing of co
operative purchase should be removed, such as
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(1) the lack of a secondary market for member
ship share loans; (2) the failure to implement
FHA insurance on membership share loans; and
(3) the 30-percent cap on housing loans by the
National Consumer Cooperative Bank.
At present, neither the Federal National Mort
gage Association (FNMA) nor the Federal Home
Loan Mortgage Corporation (FHLMC) provides a
secondary market for mortgage loans on individual
cooperative shares, which considerably restricts the
availability of such loans . In 1979, the Federal
Home Loan Bank Board changed its regulations to
permit savings and loan associations to issue loans
for cooperative share purchase on the same basis as
other real estate loans. Lenders have been slow to
implement this change, in large part because of a
lack of a secondary market for these loans.
Both FNMA and FHLMC provide secondary
markets for loans on individual condominium units,
but neither have implemented their authority to es
tablish a secondary market for cooperative share
loans. Within the past several months, FNMA has
been considering the development of a program to
purchase share loans, but current legislation pre
vents action by FHLMC without Congressional ac
tion.
Section 203(n) is an FHA insurance program
for cooperative share loans. Although passed by
Congress in 1974, restrictions in the Department of
Housing and Urban Development (HIJD) regula
tions have limited its use. To facilitate acceptance of
cooperative share loans in a secondary market,
HUD should take the steps necessary to ensure full
implementation of Section 203(n). In addition, the
present statutory restriction of Section 203(n)
limiting coverage to cooperatives where FHA in
sures the blanket mortgage-should be removed.
The financing of shares in all cooperatives should be
eligible for FHA insurance, which should not be
tied to the remaining term of the underlying mort
gage, as is the case presently.
When the National Consumer Cooperative
Bank was established by Congress in 1978, a cap of
30 percent (which becomes effective in 1985) was
placed on the amount of the Bank's portfolio that
could be held in housing loans. On January 1,1982,
the Bank became a private institution. The cap on its
housing loan activity should be removed so that the
Bank is free to operate in the marketplace like any
other prudent lender, without requirements to limit
its activity in any sector, and to meet the market
demand for cooperative housing loans .

Homesteading
The Commission endorses single- and multi
family homesteading as a means of providing
homeownership opportunities to low- and mod
erate-income renters.

HUD should continue to make available its
single-family properties, acquired by FHA default,
for use by local governments in homesteading pro
grams. The various urban homesteading programs
have demonstrated the utility of providing home
ownership by offering people the opportunity to
purchase abandoned and foreclosed properties. The
single-family homesteading program offered many
young families, who were renting, the opportunity
to become homeowners sooner, by trading mort
gage payments for their own work to rehabilitate the
properties.
Multifamily homesteading would provide sim
ilar opportunities for apartment renters to become
owners of either cooperatives or condominiums .
HUD should implement a wider program of home
steading of its multifamily inventory for conversion
to cooperatives and condominiums. The use of ex
isting buildings considerably reduces some of the
costs attendant to the creation of condominiums or
cooperatives, lowering the acquisition costs to the
tenants. Homesteading of multifamily buildings
could make homeownership options available to
lower-income people, including those presently re
ceiving rental subsidies and those eligible for hous
ing assistance payments.
The homesteading of multifamily properties,
however, is a more complicated and difficult process
than single-family homesteading and models must
be developed by wider experience and practice.
Among the problems that must be overcome are the
legal complexities in acquiring properties, the ar
chitectural and engineering problems of rehabilitat
ing large buildings, and the financing of cooperative
or condominium purchase, particularly for low
income families. Even given all of these and other
potential difficulties, however, it is appropriate to
consider multifamily homesteading as a viable op
tion when considering homeownership for low- and
moderate-income families.
The Commission further recommends that
HUD, in cooperation with local governments, take
the initiative to develop a policy of turning appropri
ate government-held properties over to tenant coop
eratives and condominiums, other nonprofit groups,
or other purchasers in order to encourage home
steading. Section 246 of the National Housing Act
already authorizes HUD to develop a systematic
policy of assisting tenants in multifamily properties
to develop cooperatives. In some cities, HUD prop
erties represent a substantial portion of existing
housing units under control of a single owner, af
fording a significant opportunity for low-income
ownership. HUD has acquired more than 30,000
units through foreclosure and holds another
270,000 in buildings awaiting foreclosure, some of
which might be appropriate for a homesteading
program. In addition, there are nearly 10,000 HUD-

insured and subsidized multifamily properties
amounting to more than I million units. HUD
should require that appropriate properties be evalu
ated for homeownership opportunities should they
become available.

Manufactured Housing
The nature of the manufactured housing industry
has changed remarkably over the past 40 years. At
one time, the standard unit produced was usually a
"house trailer," a small unit that could be towed
behind a medium-sized family automobile. As the
units became larger, they became known as mobile
homes, and innovations in manufacturing led to
larger" modular" homes and "double-wide"
mobile homes that were joined together at the site.
The "mobile home" designation became less and
less appropriate as such units were increasingly
installed permanently at the home site. As a result,
the term "manufactured housing" has come to des
ignate what were once called mobile or modular
homes, whether or not permanently attached to a
site. More recently, large components of buildings,
such as entire walls, have been manufactured in
factories and shipped to the site for permanent in
stallation. Such components, or the assembled
buildings, sometimes have been designated man
ufactured housing. In this report, the term "man
ufactured housing" applies to dwellings formerly
designated as mobile or modular homes, whether or
not they are pennanently attached to a site.

The Commission believes that manufac
tured homes permanently attached to the land
qualify as real property and recommends that
Federal and State government and quasi-govern
ment agencies provide the regulatory and legal
framework necessary to permit permanent
mortgage financing of such property on the same
basis as other real property loans.
Manufactured housing is a significant source
of affordable housing for American families, par
ticularly first-time homebuyers, the elderly, and
low- and moderate-income families. Manufactured
homes accounted for almost 36 percent of all single
family homes sold in the United States in 1981, and
for the vast majority of those sold for under
$50,000.
Manufactured housing has competed effec
tively in a national housing market characterized by
a vast array of Federal credit programs, institutional
financing facilities, and regulations that favor con
ventional housing competitors. However, special
limitations on the financing of manufactured hous
ing continue to place serious inhibitions on what
could be a valuable and affordable source of hous
ing for millions of Americans. The Commission
believes that the disincentives that now characterize
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the manufactured housing sector should be removed
in order to make full use of this resource.
Manufactured housing has undergone major
changes since the early 1970s: a new nationwide
construction code (1974), supervised by HUD, has
improved quality, durability, and safety; and
Federal credit insurance and guarantees have been
extended to manufactured housing in both FHA and
VA programs . Many of the remaining impediments
to a free choice of manufactured housing are the
result of Federal policies, while others are the result
of actions at the State and local levels . In Chapter
15, the Commission recommends removing zoning
provisions that discriminate against manufactured
housing.
The Commission's recommendations are de
signed to achieve reasonable parity for manufac
tured housing finance with that made available for
conventionally built housing . Specific actions rec
ommended by the Commission include:
• Implementation of FHA insurance and VA
guarantee programs for real property loans
for manufactured housing.
• Continued development of FNMA and
FHLMC secondary market programs for
such loans .
• Revisions in State and Federal regulations of
financial institutions to permit the use of
standard fixed-rate and alternative-mort
gage instruments similar to those available
for conventionally built housing.
• Inclusion by the Department of Labor of
manufactured housing real property loans in
Employee Retirement Income Security Act
(ERISA) regulations that apply to mortgage
investment by private pension plans, and
similar inclusion in State regulations ap
plicable to public pension plans.
• Review of Federal tax laws and regulations
to assure that manufactured housing real
property transactions are treated equally
with conventionally built housing transac
tions-for both homeownership and rental
income investments.

With regard to manufactured homes that
are not attached to the land, more broadly based
access to the credit markets should be developed
for the financing of manufactured housing held
as personal property.
Special problems exist for the financing of
manufactured housing held and titled as personal
property separate from the land holding . This still
represents the dominant form of holding, largely
because discriminatory zoning often confines man
ufactured housing to mobile home parks. (Of
course, mobile home parks also represent a free
choice for some.)
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Many Federal, State, and local policies and
programs favorable to housing-in areas such as
financial structure, regulation, direct and indirect
subsidies , and tax preferences-have conceived of
housing as existing only in the form of "real proper
ty," i.e., as structures permanently attached to land
under a single title. Thus, the public policy priority
for housing sometimes inadvertently fails to
provide even-handed access to financing, tax prefer
ence, and location choices in cases where housing is
held and titled as personal property.
Specific actions recommended by the Com
mission include:
• FHA and VA programs for manufactured
housing should be continued until private
sector insurance or guarantee programs are
developed .
• A secondary market for manufactured home
loans should be continued. Until private
sector alternatives are developed, GNMA
mortgage-backed securities program for
FHA or VA manufactured home loans
should be used.
• Private sector alternative personal property
financing mechanisms should be developed
similar to those evolving in the mortgage
finance area. When necessary, State and
Federal laws should be enacted or regula
tions promulgated to permit use of these
new instruments.
• Manufactured housing personal property
loans should be eligible for investor bad
debt reserves (or mortgage interest tax cred
it if enacted).
• Private mortgage insurers should develop
credit insurance for loans secured by liens
on manufactured housing titled as personal
property.

Warranty Insurance on New Homes
Congress should amend the law to require that
the present mandatory warranty protection on
newly constructed homes insured or guaranteed
by FHA, Farmers Home Administration, and
VA be administered through private sector pro
grams, where adequate private programs exist,
provided they do not discriminate on the basis of
the homebuyer, neighborhood location of the
home, or other criteria irrelevant to construction
quality. The homebuyer should have the option
to decline warranty coverage on such newly con
structed homes.
All home builders should consider offering
insurance-backed warranties as an option with
the sale of new homes.
Since 1954, the Federal government has re
quired builders of federally assisted or insured

housing to provide buyers with a one-year written
warranty stating that the house conforms to the
builder's plans and specifications. Ten years later,
HUD was authorized to compensate homebuyers
for major structural defects if a claim is filed within
four years of construction. VA received a similar
authority in 1968, and Farmers Home Administra
tion (FmHA) received similar authority for claims
filed within 18 months of purchase. Since the
Federal warranty programs were established , the
private sector has developed insurance-backed war
ranties that serve a large part of the new home
market. s
The largest of these programs is the Home
owners Warranty (HOW), a mutual company owned
by its approximately 16,000 participating builders.
To date more than 923,000 new homes have been
covered by HOW, and more than 13 ,000 claims
filed , totalling $41 million-a frequency of 14.7
claims per thousand policies and an average loss per
claim of $4,000.
Under the HOW program, participating
builders purchase lO-year warranty/insurance on
newly constructed single-family homes, town
houses, and condominiums . The builder warrants
the building to be free of defects of materials and
workmanship during the first year, and to be free of
other major defects for the first two years. If the
builder fails to perform its warranty obligations
during these first two years, HOW assumes the
responsibility. During years 3 through 10 , HOW
insures the home against major defects.
In addition to HOW, other private and public
insured warranty programs are in operation . The
Family Protection Plan, Inc ., has been offered in
New Jersey and Pennsylvania since 1974 . This pro
gram accepts only large-scale builders with excel
lent reputations . As of May 1980, the program had
approved only five builders , with coverage of about
800 homes .
New Jersey established a State-insured war
ranty program in 1979. The State has authority to
coJlect insurance premiums and to raise premiums
as necessary to replenish the insurance fund . All
builders must register with the State and either

belong to the State program or to an approved
private plan, such as HOW. To obtain a building
permit, builders must show a registration card; there
are penalties for selling a home without a warranty.
The New Jersey model is directly applicable to
the present Federal warranty requirement for FHA-,
FmHA-, and VA-insured homes. Rather than itself
undertaking the necessary inspections , insurance
function, and other activities, the Federal govern
ment could merely certify private warranty pro
grams to undertake these tasks. However, to give
the homebuyer a free choice and possibly to reduce
the cost of the purchase of a new home, the Com
mission recommends that under all types of warran
ties, the purchaser be notified of the cost thereof
prior to purchase and have the option of accepting or
declining such insurance coverage . This provision
for voluntary coverage would replace the mandato
ry requirements now contained in the various
Federal programs described above .
The Commission recommends that all home
builders consider offering insurance-backed war
ranties as an option with the sale of new homes .
Virtually all States have imposed (either judicially
or legislatively) an implied warranty of habitability
on builders and sellers of new homes. The insur
ance-backed warranty is one way to make explicit
the terms of implied warranties. Coupled with a
dispute settlement system , this can save both
builder and buyer the costs of a protracted legal
dispute .
Given the strong demand for such warranties
by homebuyers, the Commission finds that the in
surance-backed warranty may offer a marketplace
solution to a consumer problem that in the past has
led to calls for government action. The Commission
therefore urges builders to consider offering insur
ance- backed warranties as an option to their
customers.

, For a full discussion of new home warranties, see Thomas H.
Stanton, " Consumer Protection and National Housing Policy:
The Problem of New Home Defects, " Case Western Reserve
Law Review, Vol. 29, No . 3 (Spring 1979), pp. 527-549 .
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HOUSING
Rental housing is an important source of shelter for
many Americans. Both the number and quality of
rental units have increased in recent decades. But
the rental housing market is suffering from high
interest rates and declining real rents . Given the
conditions that exist in this market and the projec
tions of future trends in the market, the Commission
has formulated proposals that address the primary
problems confronting the rental housing market
while allowing local flexibility to deal with the
problems .
The Commission feels that primary emphasis
should be given to private market solutions to the
problems of the rental housing market. Rents have
been depressed in recent years , lagging the general
increase in prices as well as the specific costs of
construction and operation of rental units. If rental
housing is to be a viable form of investment, rents
will have to rise to cover increasing operating and
financing costs . But as higher income renters opt for
homeowners hip, those who continue to rent are
more likely to have difficulty paying higher rents.
Recognizing that rent increases may be particularly
burdensome to lower income households, the Com
mission has recommended the adoption of a Hous
ing Payments Program (Chapter 2) that is designed
to enhance the purchasing power of low-income
households and allow such households to function
more effectively in the private rental housing mar
ket. Complementing the Housing Payments Pro
gram is the proposed Housing Component of the
Community Development Block Grant program
(Chapter 2), which is designed to replace existing
categorical programs, and which gives the option to
local communities of augmenting rental supply by
upgrading existing units or through new con
struction. A combination of income assistance,
Federal insurance, tax incentives, and block grant
funds creates support for private market provision
of rental housing.
This chapter provides a review of the current
status and outlook for unsubsidized rental housing .

In order to improve the functioning of the rental
housing market, several recommendations are of
fered.
• In view of the market distortions caused by
rent control, the Commission recommends
eliminating or minimizing the extent of rent
control. States are urged to act to remove
local rent control and the Federal govern
ment is urged to use its preemptive powers
to remove from rent control rental housing
financed by a lending institution whose de
posits are insured by a Federal agency, and
rental housing financed by the Federal gov
ernment or which has a mortgage insured or
guaranteed by the Federal government or its
agencies.
• Tax incentives for construction and re
habilitation are proposed to provide for
more equitable treatment of rental housing
in the tax code .
• Related Commission analyses and rec
ommendations regarding the rental housing
market are also discussed, including financ
ing and mortgage insurance for multifamily
housing and regulations in such areas as
zoning, building codes, and condominium
convers ions.

The Current Status of Rental
Housing
Rental housing plays a major role in the U.S. hous
ing market, sheltering over one-third of all house
holds. The vast majority of rental housing, over 88
percent, is not subsidized but provided by the pri
vate market. I Private rental markets are dominated
I

Michael Lea, Department of Housing and Urban Development,
Office of Policy Development and Research ,Rental Housing:
Condition and Outlook(Washington , D.C. : U.S. Government
Printing Office, 1981). This paper is the basic source of the
empirical work in this chapter. Anthony Downs also contrib
uted useful insight.
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by small-scale operators, with about 60 percent of
all rental units in structures with less than five units;
31 percent of rental units are single-family homes.
During the last decade many middle- and up
per-income households have switched to home
ownership; these households have higher incomes
than the typical renter. The remaining renter popu
lation has been increasingly composed of younger
households, single individuals, and female-headed
households-all of whom tend to have relatively
lower incomes than the renter populations in pre
vious years. The result is that, as a whole, the
current renter population has a relatively lower rent
paying ability than in the past.
. Contrary to the perceptions of many, residen
tial rents have not increased as fast as general prices,
consumer income, or operating and construction
costs for rental units during the past 20 years. It has
been estimated that real rent levels, on average,
have fallen about 8.8 percent in the past 20 years. 2
While falling real rents have benefited housing
consumers, rent levels have not been high enough to
sustain new construction or maintenance of existing
properties in many areas . Lagging rents, coupled
with rising interest rates and operating costs, have
made refinancing of rental properties more difficult
and contributed to profitability problems in existing
rental housing. Rent control, while not the sole
cause of lagging rents, has contributed to the decline
in profitability of rental housing. This will be dis
cussed in detail later in the chapter.
The lack of favorable financing available to
rental owners in the past has exacerbated the prob
lems of rental housing development and operation.
In the late 1960s and early 1970s lenders offered
long-term fixed-rate mortgages at rates of interest
which failed to anticipate rising inflation. There
fore, borrowers with such mortgages benefited from
after-tax interest rates which were near or below the
rate of inflation-real interest rates near or below
zero percent. Investors anticipated price apprecia
tion due to the possibilities of converting rental
units to condominiums and through the growth in
demand for units in desirable areas. This, in tum,
persuaded investors to pay higher prices for rental
units than could be justified by their current earn
ings from rents alone. However, towards the end of
the decade, interest rates rose to reflect anticipated
inflation, which contributed to decreasing rates of
construction of rental units.
Tax benefits, principally accelerated deprecia
tion, helped offset low net operating incomes be
cause losses allowable for tax purposes benefit high
bracket investors who shelter other income . Tax
benefits also are typically amplified through bor
rowing most of the cost of each investment so that a
small amount of equity supports, or leverages, a
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large investment. Positive tax benefits of deprecia
tion allowances and increases in property values are
multiplied because investors receive tax benefits
and capital gains on total value, inclUding both
borrowed and equity funds.
The tax advantages to rental investment were
significantly improved by the Economic Recovery
Tax Act of 1981. The reduction in depreciable life
from an average of 30 to 35 years to 15 years will
increase the present value of depreciation benefits
by 50 percent for new rental housing and 35 percent
for existing rental housing. However, the tax law
changes were even more beneficial to nonresidential
investment. The combination of increased nonresi
dential investment demand and tight monetary pol
icy may keep interest rates high and offset the
increased tax advantages for rental investment.
The tax benefits for low-income rental housing
may be significantly larger than those for con
ventional rental housing. Low-income housing en
joys a small advantage with a higher depreciation
rate and a potentially large advantage with the ex
pensing of construction period interest and taxes (as
opposed to lO-year amortization for conventional
properties). The magnitude of this difference de
pends on interest rates. The higher the construction
period interest rates are, the greater the advantage of
expensing. However, these tax advantages alone
have not been sufficient to overcome current high
interest rates and have not attracted capital to new
construction for low-income rental housing .

Outlook for Rental Housing
Rents may rise in the near future for several reasons.
Although the renter population became increasingly
concentrated in the lower end of the income dis
tribution during the 1970s, this trend may be altered
to some degree in the 1980s if middle-income
households increasingly choose renting over home
ownership. Unsubsidized construction is typically
targeted at middle-income groups; their increased
presence in the rental market would facilitate more
new construction. Further, renter demand should be
sustained during the next few years due to pressures
from new household formation. However, because
rents have increased more slowly than construction
and operating costs, rents will have to rise signifi
cantly in order to generate new construction . Rising
rents also will generate increased supply from the
existing stock through division of larger properties
into smaller units, conversion to residential from

2

See Ira S. Lowry, Remal Housing in the 1970: SearchingJor the
Crisis (Santa Monica, Calif: The Rand Corporation, 1982),
Appendix Table A.

nonresidential uses, and the rehabilitation and up
grading of existing properties.
Both rental consumers and suppliers would
respond to rising rents . With rising housin~ cos~s,
household formation would be slowed, pnmanly
reflecting decisions by young people and the el.d~rly
not to live as independent households . In additIOn,
there would be pressure to economize on space
generally, resulting in more splitting up. of large
units and more construction of smaller UnIts. Con
version of nonresidential space into housing, re
trieval of units temporarily removed from use, and
division of large units into a greater number of
smaller ones were very significant sources of rental
units in the late 1970s, as indicated in Chapter 5 .
The factors that prompted a more intensive use
of the existing housing stock in the 1970s were the
rising real construction cost of new ho~sing units
(including acquisition of land); the declInmg aver
age household size (which triggered convers.lOn.s
from single housing unit structures to multlu~lt
structures); and the greater returns on structures m
housing rather than industrial use (which induced
conversions from commercial to residential proper
ties).
Other factors may influence the supply of new
rental housing in the next few years . Investors will
no longer benefit from low real interest rates caused
by unanticipated inflation. Lenders have adopted
new instruments that pass the interest rate risk to
borrowers, such as variable-rate loans and re
negotiable loans. Lenders may also particip.ate in
joint ventures, sharing the leverage benefits with the
other investors.
Production of new rental units depends cru
cially on both rents and interest rates . Production of
new rental housing units may continue to be very
low in the near future because of high interest rates
and the continuing lag of rents far below levels
needed to support new building. The timing o.f ne:-v
construction depends upon how fast rents nse In
relation to construction costs and interest rates .
The desire of rental suppliers to produce or
upgrade units relies on their ability to ch~.ge higher
rents. For lower income households, abilIty to pay
will depend on the degree of assistance availab.le t?
meet rent payments. In this light, the Commission s
proposal for assistance to low-income households
through a Housing Payments Program takes on spe
cial significance. Without such assistance, local
pressure for rent control will intensify and landlords
will be reluctant or unable to pass on higher operat
ing and financing costs in the form of higher rents .
Market shortages may appear in many areas , and, If
such conditions persist, the quality of the rental
stock undoubtedly will be diminished.
Several other potential obstacles interfere with

the private market's ability to meet the demand for
rental housing . These obstacles are imbalances in
tax treatment of rental property which may act as a
disincentive for rental housing investment, the cost
and availability of financing and insurance for rental
investment , and regulations by local governments
(in addition to rent control) that inhibit new supply
or increase the costs of supplying rental units. The
Commission has addressed each of these obstacles
to the functioning of the private market.

Recommendations
In keeping with the discussion above , the Commis
sion's recommendations for rental housing will be
grouped into four areas: rent control, tax incentives,
financing and insurance, and regulation.

Rent Control
The Commission finds that rent control causes a
reduction in the quality of the existing rental
housing stock and discourages investment in new
rental property. Therefore, the Commission op
poses, in principle, rent control at Federal, State,
and local levels.
The most evident interference in the ability of
the private market to supply rental housin~ . is rent
control, which is now in use in over 200 cities and
affects a substantial percentage of the nation 's mul
tifamily rental housing stock. 3 Rent control is not
simply an attempt to protect lower income persons .
More generally it has been a device for redistribut
ing inflation-induced capital gains from landlords to
tenants, regardless of tenant incomes. As rents rise,
pressure for the local regulation of rents will in
crease from tenants of all income levels.
Rent control acts as a severe disincentive to
investment and mortgage lending and therefore in
hibits the provision of rental housing in the private
market, a point forcefully made at the Commission
public hearings in Los Angeles, Washington, D.C.,
and New York . Frequently, it is not just the enact
ment of rent control that deters rental investment;
even the discussion of potential enactment can
create a disincentive. Rental housing is a long-lived
commitment. Investors make decisions about new
construction or the rehabilitation of rental housing
based on their expectations . If investors anticipate
the future enactment of rent control , even in a rela
tively nonbinding form, it will affect their predic-

J

Thomas Thibodeau, " Rent Regulation and the Market for
Rental Hou sing Services" (Washington, D.C. : Urban In
stitute, November (981), p.9; background paper prepared for
the Commission.
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tions about future income flows and expenses as
well as their decision to invest.
After rent control is enacted, landlords tend to
disinvest from their real estate ventures . This disin
vestment either takes the fonn of conversion to
cooperative or condominium fonns of ownership,
deferred maintenance, or, in extreme cases, aban
donment. The Commission finds that rent control
causes a reduction in the quality of existing rental
housing stock and discourages the investment of
capital in new rental property.
Moreover, rent control essentially yields an
income redistribution from landlords to tenants by
implicitly taxing landlords for the benefit of tenants .
In general such a tax is inefficient and inequitable.
Rental property owners are often small-scale inves
tors who do not have large financial resources. More
importantly, such a tax ignores the fact that individ
uals can move to another area to avoid or take
advantage of local redistribution programs. Over
time, a tax on landlords in the fonn of rent control
will cause landlords and investors to leave areas
with rent control. The result will be a lack of new
construction and a deteriorating stock of existing
rental housing . In the long run, tenants lose. Ten
ants .may also move to try to take advantage of rent
controlled units ; this may create an excess demand
for controlled units and perhaps a black market
method of allocation. For example, a new tenant
may be required to buy furniture from the previous
tenant at a highly inflated price .
The Commission does recognize that there are
special circumstances in which rent control is war
ranted. For example, in 1974 the Alaskan cities of
Fairbanks, Anchorage, and Valdez enacted rent
control to protect residents from dramatic rent in
creases occurring as a result of the influx of workers
for the Alaska pipeline . The controls were tenni
nated when the pipeline was completed in 1977. By
contrast, New York City imposed reI;lt controls un
der "emergency" legislation passed in 1943. The
Commission finds such long tenn allegations of
"emergency" to be a serious abuse of the tenn . We
doubt that the original wartime conditions giving
rise to the legislative finding of an "emergency "
have persisted . The nature of an emergency which
gives rise to rent control should be periodically
reviewed. Only if this is done can rent control be
justified as an explicitly short-tenn measure to pre
vent excess profits from accruing to existing land
lords . In most cases, the adoption and continuation
of rent control does not coincide with emergency
conditions and has deleterious effects on the hous
ing market.
In order to discourage rent control, the Com
mission recommends both State and Federal ac
tions.
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The ad verse effects of rent control
spread far beyond the boundaries of munici
palities. Therefore, the Commission urges that
states pass legislation removing the power of
counties, cities, and all other local jurisdictions
to adopt ordinances controlling rents.

SfDte Actions.

Rent control affects the operation of the pri vate
housing market. If the private market is to provide
rental housing, it must be allowed to function in a
relatively unfettered environment. It is contradicto
ry to rely on the private market to provide housing
and allow local regulations that unduly inhibit its
operation. In metropolitan areas, the housing mar
ket frequently extends beyond the borders of the
locality adopting the rent control ordinances .
Therefore, rent regulation by one locality will have
spillover effects on the housing markets in neigh
boring jurisdictions . The Commission opposes rent
control except when true emergencies exist as de
fined by State legislatures.
The Commission considered a range of options
to deal with the rent control issue. The preferred
option is for the States and localities themselves to
resolve the problem without Federal involvement.
While some fonn of partial decontrol may succeed
at the local level, it is politically unlikely that many
localities with rent controls will deregulate . State
governments appear to be in a far better position to
undertake meaningful refonn . Such refonn has oc
curred in a few States, principally Arizona, Colo
rado, and Florida where they either deny localities
the power to enact and enforce rent control laws
(Arizona and Colorado) or limit the exercise of rent
control powers to apartments in the lower rent
ranges (Florida). New York State has enacted a
vacancy decontrol requirement for multifamily
housing that allows owners to raise the rents of
vacant units to so-called stabilized rent levels (an
other fonn of control), although not necessarily to
market levels .
Wherever rent controls are allowed to con
tinue, States should also be urged not to waste
Federal funds for housing in such communities .
Over the years the Federal government has made
substantial direct investments in grants and sub
sidies for urban housing running well into the bil
lions of dollars . During this same period the govern
ment has witnessed the devaluing of some of these
investments and loans because of disinvestment by
owners and abandonment in areas with rent control.
For example, if Community Development Block
Grant (CDBG) funds are used to rehabilitate rental
structures which later fail and go into default or are
abandoned as a result of rent control, the purposes
of the Federal investment are no longer met. These
funds could have been used more efficiently for
some other eligible activity, or by some other 10

cality without rent control. A similar argument ap
plies to use of other housing funds in places with
rent control. Problems of undermaintenance and
abandonment can be precipitated or exacerbated by
rent control, and the Commission considers it coun
terproductive and inefficient to use limited Federal
funds to attempt to offset the effects of rent control
by subsidizing the rescue of abandoned buildings ,
such as those held by municipalities after tax fore
closure, or otherwise to put at risk these funds in
areas with rent control. States are therefore urged~
but not mandated~to allocate Federal resources to
purposes and in places where they are not exposed
to the effects of rent control.

Federal Actions. The Commission recommends
that the Federal government should preempt the
application of any State or local government rent
controls on rental housing financed by a lending
institution in which deposits are insured by a
Federal agency, and on rental housing financed
by the Federal government or which has a mort
gage insured or guaranteed by the Federal gov
ernment or its agencies.
Although the rights of States (and within the
power of States, localities) to control internal affairs
is essential to the American political arrangement,
those rights do not entitle States or localities to do
irreparable harm to Federal financial interests with
in their boundaries.
A basic Federal interest involves its contingent
liabilities. In the case of FHA insurance, the Federal
government is prepared to step in and make good a
mortgage in foreclosure, either through use of the
insurance funds or, where necessary, Federal appro
priations. The Federal government has therefore
acted to protect HUD insured projects, subsidized
and unsubsidized, by asserting preemption over the
application of local rent control ordinances to all
subsidized projects and on a case-by-case basis for
unsubsidized projects. The rationale is that rent
control should not interfere with the mortgagor's
need to achieve a level of residential income neces
sary to maintain and adequately operate the project,
which includes sufficient funds to meet the financial
obligations under the mortgages .4 This assertion
has been upheld in the courts , and this right of
preemption should be exercised for all FHA-insured
loans as well as direct loans under the Section 312
rehabilitation loan program and the Section 202
elderly housing program.
A parallel form of Federal financial interest is a
loan made by a lending institution whose deposits
are insured by the Federal government. In this case
the Federal interest is in the continued viability of
the lending institution and the contingent I iability of
the insurance funds of the Federal Deposit Insur

ance Corporation (FDIC), the Federal Savings and
Loan Insurance Corporation (FSLlC), and the Na
tional Credit Union Administration. Erosion of the
financial strength of federally insured institutions
because of bad mortgages would constitute an in
creased risk of loss to the insurance funds. The use
of preemption to protect HUD-insured projects has
been established ; the Commission recommends that
the preemption principle be extended to include
property on which loans are made from federally
insured institutions.
During public hearings, the Commission was
encouraged to terminate all Federal funding and
insurance and guarantees to those communities
with rent control laws. The Commission rejects the
use of such sweeping actions. The Commission
believes that only those Federal financial interests
which are placed at risk because of rent control laws
should be affected.
The proposed method of ameliorating the
effects of rent control would simply follow the
approach currently used by HUD to preempt the
application of such controls to subsidized, insured
projects. The Commission does not consider such
actions as inimical to the concept of federalism;
rather these actions are necessary to protect the
taxpayers' interest in the responsible and efficient
use of Federal funds and to protect the financial
security of the loans made by federally insured
institutions. The Commission's recommendation
would preserve the right of local communities to
continue rent control policies, but would exclude
from rent control all property on which loans are
issued by federally insured lenders or which has a
mortgage insured or guaranteed by the Federal gov
ernment or its agencies. The benefit of this approach
would be to allow use of these mortgage-funding
sources and of Federal mortgage insurance and
guarantees for rental housing in rent control com
munities without the lender and investor fearing that
their investment will be jeopardized by rent control
measures , without exposing lending institutions to
needless financial risk, and without the Federal
government incurring a higher risk of loss due to its
contingent liability position for insured funds and
mortgages.
Although the justification for this proposal
rests primarily on protecting the Federal govern
ment's contingent liability for insured deposits and
mortgages, the actual implementation of the recom
mendation may require actions on the part of the
Federal regulators and insurers of financial institu
tions , including the Federal Deposit Insurance Cor
poration, Federal Home Loan Bank Board, Federal

424 CFR 403.

93

Savings and Loan Insurance Corporation, Federal
Reserve Board, Comptroller of the Currency, and
the National Credit Union Administration. Regula
tory agencies may already have the statutory au
thority to implement such regulations. Should addi
tional authority be needed the President should seek
such authority from Congress.
This recommendation would apply to new
mortgages created after the effective date of the
preemption regulations, and to existing mortgages.
However, for property covered by existing mort
gages, a phase-in period of up to five years should
be provided to ameliorate potential problems of
sudden rent increases and tenant displacement. The
Commission recognizes that individuals in rent
controlled apartments in some cities might face
hardship if rent controls were precipitously termi
nated. A transition period , including immediate
vacancy decontrol when a unit is vacated, is appro
priate . The nature of the transition must be tailored
to the form of rent control in place in each locality.
While a reasonable period of time would be needed
for transition, the Commission believes that no
more than five years should be allowed before full
decontrol is reached on all properties having mort
gage loans issued through federally insured lending
institutions.
The Commission adopted this proposal in its
entirety, although two Commissioners expressed
reservations . One reservation was that Federal fi
nancial interests in protecting regulated institutions
or the Federal liability for insured deposits are not
sufficiently direct to warrant the use of preemption.
Another was that the preemption should not apply to
existing loans, but only to loans issued after the
effective date of the preemption provision . If the
preemption applied only to such loans , which in
clude many newly constructed buildings, the provi
sion would be easier to implement and administer,
because many communities already exempt new
construction from rent control.

Tax Incentives
Expensing ojConstruction Period Interest and Taxes.
All rental housing should be eligible for expens
ing of interest costs and taxes incurred during
construction. Section 189 of the tax code, which
requires lO-year amortization of these rental
housing expenses except for low-income housing,
should be suspended through 1984 to create an
incentive for aU rental housing production.
Tax treatment of multifamily new construction
has important implications for the owner/de
veloper's equity position. Typically, new rental
housing projects are financed through a combina
tion of mortgage financing and equity investment.
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The equity investment is frequently raised through
the sale of shares of a project by the developer to
outside or passive investors (limited partners). The
equity contributions of the passive investors are an
important part of the development incentive in that
the amounts invested (contributed to the part
nership) may provide an immediate profit to the
developer. This happens when the amounts invested
exceed the cash needed for the project beyond the
mortgage loan. When a passive investor purchases a
share of a rental housing project, he or she pur
chases a share of the tax benefits, net operating
income, and expected capital gains associated with
the project. The tax benefits for rental housing in
vestment, primarily through accelerated deprecia
tion, allow investors to shelter other income and are
a primary incentive for such investment. These
benefits are typically larger during the early life of
the project and act to somewhat offset the low cash
return during the construction period and early
"rent-up" period.
Prior to 1976, investors could expense (deduct
from current income) construction period interest
and taxes. The deduction of these expenses creates
an additional source of tax savings for individual
investors during the construction period . The 1976
Tax Reform Act eliminated this expensing of con
struction period interest and taxes for rental housing
but not for corporate property. Section 189 of the
Internal Revenue Code now requires that, except for
low-income housing, these costs be amortized over
a lO-year period, rather than deducted in the year
incurred . The lO-year spread of deductions has less
value to investors than when the expenses can be
claimed immediately as a deduction . s This change
in the tax law may have contributed, along with
rising interest rates and decreasing effective de
mand, to the decline in rental production during the
latter part of the 1970s. Restoration of the pre-1976
tax treatment of construction expenses would in
crease the after-tax return on new rental housing
investment, provide comparable treatment for cor
porate and residential development and therefore
provide an incentive at the margin for the produc
tion of rental housing.
Expensing of interest costs will be more valu
able in periods of high interest rates (since interest
costs are higher then) and offset part of the adverse
impact of the high financing costs. The Commission
believes that this aid is necessary to relieve the
current burden of high interest rates from rental

5

An immediate tax savings of $1 ,000 can earn interest , and is
more valuable than a $1,000 tax savings occurring in the
future. That is. the present value of current year expensing
exceeds the discounted value of the same dollar deductions
stretched out over 10 years .

production. The Commission recommends that
through 1984 all rental housing should be eligible
for expensing of interest costs and taxes incurred
during construction . The need for this incentive
should be reexamined at that time .
The cost to the Treasury of this incentive likely
will be small, and will be offset by the benefits of
the incentive . Estimates based on rental housing
production and interest rate assumptions as of
mid-1981 by the Joint Committee on Taxation indi
cate that the net revenue loss (difference in dis
counted present value) will be modest. The Com
mittee estimated that if a general exemption had
been made effective as of January I, 1982 with no
sunset provision , revenue losses (in present value
terms) would be $113 million in fiscal year 1982 and
range between $225 million and $260 million
through 1986. These estimates will vary with as
sumptions made about the interest rate , production,
and length of construction period .
Changes in the tax treatment of construction
period interest and taxes will primarily affect new
production . Another element of the tax code , the
granting of tax credits for rehabilitation of real es
tate, affects existing housing, and if left unchanged,
may act as a disincentive to the rehabilitation of
rental , as opposed to commercial , structures .

Rehabilitation Tax Credit. Owners of residential
rental structures should enjoy the same invest
ment tax credit for rehabilitation expenses as
that for owners of nonresidential real estate.
Changes in the tax law in the Economic Recov
ery Tax Act of 1981 provided for special investment
tax credits for the rehabilitation of commercial
structures. Specifically, the tax code allows for 15
percent credit for structures at least 30 years old , 20
percent for structures at least 40 years old and 25
percent for certified "historic" structures. Other
than historic structures, existing residential struc
tures do not qualify for this credit. The unequal
treatment of residential and commercial structures
may be detrimental to the preservation of existing
rental housing.
An extension of the nonresidential rehabilita
tion tax credit to ordinary rental housing would
provide an appropriate, broadly available incentive
for investment in rental housing . This incentive
would further encourage rehabilitation to be under
taken with funds from the Housing Component of
the Community Development Block Grant pro
gram. In addition, it would provide a more gener
ally available incentive to upgrade residential prop
erty than the accelerated depreciation allowed under
Section 167 (k), which is limited to structures oc
cupied by low-income tenants.

An additional rationale for Federal support of
existing rental housing exists with respect to the
benefits associated with preservation of the rental
stock. The problems of abandonment are well
known and documented. Not only does abandon
ment affect residents within a building but it also
affects the safety and well-being of neighboring
residents and the financial investments of neighbor
ing property owners. Abandonment also frequently
endangers Federal investments in low-income areas
and may lead to increased municipal expenditures
to maintain or demolish abandoned structures. A
rehabilitation tax credit, by providing an incentive
for upgrading existing units, may reduce some of
the problems associated with residential decay and
abandonment .
The Department of the Treasury has calculated
the increase in project value provided by an exten
sion of the nonresidential rehabilitation tax credit to
rental housing . The increase in value resulting from
the rehabilitation tax credit, like that for all tax
credits, is largely insensitive to the tax bracket of the
investor, so long as the investor's tax liability ex
ceeds the credit, but is sensitive to the amount of
rehabilitation undertaken. For a project in which
rehabilitation costs equal the value of the original
structure (the smallest qualifying rehabilitation ex
penditures under the commercial portion of the 1981
act) the 20 percent credit raises project value 6 to 7
percent. For a more substantial upgrading, where
rehabilitation costs are three times the original
structure value, the 20 percent credit raises project
value 9 to 12 percent. Incentives of these magni
tudes should be large enough to encourage the up
grading of deteriorating rental housing .
Because the gain in project value arises from
reduced tax liability, the loss of Federal tax revenue
approximately equals the gain in the project value .
Thus , in the above case where rehabilitation costs
equal the value of the original structure, revenue
losses to tbe Treasury would amount to about 6 or 7
percent of total project value. (Revenue losses and
value increases cannot be calculated simply as the
amount of the tax credit , because other tax advan
tages, such as accelerated depreciation , are reduced
by use of the credit.) Most , but not all , of the
revenue loss occurs in the year the rehabilitation
takes place. Total revenue losses to the Treasury
depend on how many qualifying rehabilitation pro
jects are undertaken as well as the revenue loss per
project .
Preservation of the existing housing stock cre
ates housing opportunities for citizens of all income
levels . In recent years, there has been a great re
surgence in the upgrading and preservation of the
existing stock , particularly historic buildings .
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Histone InvestmRnt Tax CrediJ. The Commission
recommends that, as part of the certification
process for the 25 percent historic investment tax
credit, the Secretary of the Interior be author
ized to exempt certified historic preservation
projects from the substantial rehabilitation test
and from the requirement that the building re
tain at least 75 percent of the existing external
walls.
Recent changes in Federal tax law increase the
economic attractiveness of private rehabilitation
efforts in connection with historic structures. The
Economic Recovery Tax Act of 1981 provides sub
stantial new incentives for rehabilitation of older
buildings. As of January I, 1982, expenditures for
qualified housing rehabilitation efforts are eligible
for a 25 percent investment tax credit against the
owner's tax liability when they take place in an
historic structure (of any type , including commer
cial and residential property) certified by the Secre
tary of the Interior.
The rehabilitation tax provisions include a test
for "substantial rehabilitation" and a requirement
for retention of75 percent of existing exterior walls .
In application , it has been discovered that both of
these tests have some unintended and undesirable
results, which disqualify some historic rehabilita
tions or unnecessarily increase rehabilitation costs.
These problems have been recognized by Con
gressional tax committees , and several solutions are
being considered. The recommendation contains
the solution recommended by the National Trust for
Historic Preservation as the one most appropriate
for preservation needs. For qualifying structures,
the proposed treatment would provide a more ad
vantageou s alternative than the rehabilitation tax
credit in the previous recommendation . It should be
recognized that the use of tax credits for rehabilita
tion of historic structures depends on having a work
able system for identifying candidate properties,
qualifying entries for the National Register of His
toric Places (maintained by the Department of the
Interior), and providing technical services to
owners of historic structures that are listed in the
Register. Further consideration of the role of the
National Trust for Historic Preservation and of the
role of the existing housing stock is developed in
Chapter 8.

Financing and Insurance
An important factor in the ability of the private
market to supply rental housing will be the cost and
terms of financial capital available for rental hous
ing investment. If the returns to rental housing
investment are sufficiently high , funds can be ex
pected to flow from traditional sources , such as life
insurance companies and lenders. Proposed modi
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fications in ERISA (see Chapter 11) should make
more pension fund resources available for rental
investment.
Rental housing benefited from the issuance of
fixed-rate, long-term mortgages in the 1960s and
early 1970s. Because lenders did not correctly antic
ipate inflation, most rental projects benefited from
the low or even negative real interest payments .
Therefore, decreasing real operating returns were
offset in part by decreased real interest costs. For
the foreseeable future, lenders can be expected to
pass the risk of rising interest rates on to investors
through fixed-rate mortgages at rates incorporating
expectations about inflation or through variable-rate
and renegotiable-rate mortgages. This increase in
financing costs and interest rate risk may be some
what offset through shared appreciation mortgages
or joint ventures if lenders attempt to share in the
returns from rental housing investment. Some im
provement in the match, over time, of rental income
with mortgage payment expenses might also be
realized with graduated payment mortgages, but
private lenders have been reluctant to experiment
with them.
Insurance is also an important element in the
production of multifamily housing. In Chapter 12
the Commission recommends that the FHA should
continue to insure unsubsidized multifamily mort
gages and should perform a demonstration role with
respect to innovative forms of multifamily mortgage
instruments . This would include experimental au
thority for FHA to issue insurance for graduated
payment multifamily loans . The Commission also
recommends that interest rate ceilings on multi
family mortgages be eliminated and that regulation
of developers of FHA projects be minimized.

Regulation
BuiJding Codes.

Local land use and building code
ordinances inhibit the provision of rental housing
and can increase the cost of providing units of rental
housing. In Chapter 15 the Commission urges state
and local governments with existing building codes
to limit building codes to basic health and safety
issues and to adopt one of the three nationally rec
ognized model building codes with little or no
amendment. This change will reduce the present
significant variation among local codes. Standard
ization of local building codes will allow builders
and suppliers to take advantage of economies of
scale to serve a larger potential market.
Chapter 16 also recommends that the Depart
ment of Housing and Urban Development and the
Farmers Home Administration should, in their mul
tifamily condominium and cooperative ownership
housing programs and multifamily housing pro
grams, phase out their use of multifamily Minimum

Property Standards and depend entirely upon lo
cally enforced building codes that are consistent
with one of the three nationally recognized model
building codes. In the case of federally subsidized
projects, standards beyond those found in the model
codes should be added only if HUD can demon
strate that such standards are necessary to protect
the Federal interest from unreasonable risk .

rental development. Also, the zoning process can
be streamlined in order to reduce costly delays in
obtaining permission to commence development.
Zoning laws and housing codes also can be modi
fied to encourage division of large, older multi
family homes into multiple dwellings, where rea
sonable standards of health and safety are main
tained.

Zoning.

Converswn Controls. Another form of regulation
of rental housing markets by local governments is in
the form of restrictions on the conversion of rental
units to condominiums and cooperatives. The op
tion to convert rental property to condominium and
cooperative housing is important to developers who
are planning to build multifamily housing . Local ,
State, or Federal laws which restrict the potential for
conversion increase the risk of rental housing in
vestment and reduce the expected return, thereby
leading to reduced investment (as compared to lev
els expected if conversions are allowed). Moratoria
on condominium or cooperative conversion can
therefore lead to a reduced rental housing supply
over time. Chapter 6 , which discusses con
dominium conversion in detail, recommends that
local communities generally follow the Uniform
Condominium Act , that communities not place con
version moratoria on rental housing, and that the
Federal government remove from the tax code cer
tain disincentives for conversion by owners.

Local zoning and land use controls inhib
it rental investment by reducing the supply of land
available for multifamily development. Frequently,
they prohibit development in many desirable loca
tions and increase costs in other areas through mini
mum lot size or development controls . Zoning is a
complex matter as evidenced by the recommend
ations and discussion on regulation in Section IV.
There are certainly valid reasons to control land use
in order to protect local residents from conflicting
land uses and to reduce congestion. However, local
zoning ordinances are frequently used to enhance
the fiscal condition of local communities at the
expense of neighboring jurisdictions, and at times to
exclude certain households (such as those with
lower incomes than households currently residing
in the community). Frequently, this exclusion is
aimed at multifamily rental development. More
flexible and innovative types of zoning, particularly
those which involve mixed-use development, can
serve to diminish the negative impact of zoning on
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Several additional Federal programs that present
opportunities for the development and preservation
of housing are discussed in this chapter. They in
clude use of federally owned land-an important
resource for housing development, particularly in
the Western States-and preservation of housing
resources in older existing neighborhoods through
public/private cooperation .

PUBLIC LANDS AND FEDERAL
SURPWS PROPERTIES FOR
HOUSING NEEDS
Land currently owned by the Federal government
could be important in meeting the community ex
pansion and housing needs of many communities.
In developing areas, the land most suitable for the
development of housing , either due to proximity,
terrain, or other factors, is often owned and man
aged by the Federal government. In areas already
developed, some parcels of Federal property are in
excellent locations for housing and may contain
housing or other buildings no longer needed by the
Federal government. Consistent with its interest in
increasing housing opportunities, the Commission
examined the policies and procedures governing the
availability of Federal property for housing and
community expansion .
Federal ownership of land is of two types:
public domain land, held as a national resource and
generally acquired by treaty, purchase from another
nation or conquest; and property acquired to carry
out the mission of Federal agencies, usually de
veloped with buildings and infrastructure. The
laws, regulations and procedures for disposal of the
two types of Federal property differ greatly.
Federal public land comprises about one-third
of the land area in the 50 States. However, more than
90 percent of this land is located in the II Western
States and Alaska, where the Federal government
controls an average of 52 percent of each State

(Figure 8.1). Most is administered by two agencies:
the Bureau of Land Management (BLM), Depart
ment of the Interior (about 340 million acres) ; and
the U.S . Forest Service (USFS), Department of
Agriculture (about 188 million acres). Table 8.1 .
details holdings by the Bureau of Land Management
in the 10 Western States . Local and State govern
ments as well as private persons desiring to own
Federal public land may apply to the appropriate
agency, which will then weigh the current and fu
ture benefits of continued Federal ownership against
the proposed alternative ownership and use .
In addition, the Federal government owns or
controls large amounts of real property, land, and
buildings used by Federal agencies for purposes

Table 8.1
Lands Under Exclusive Jurisdiction of
the Bureau of Land Management in 10
Western States, 19798
State
Arizona
California
Colorado
Idaho
Montana
Nevada
New Mexico
Oregon
Utah
Wyoming

Acres
12 ,588,901
16,598 ,125
7,993 ,935
11 ,945,888
8,141,620
48,844 ,645
12 ,839,781
15,741,018
22,052,564
17 ,793,098

, The State of Washington is not included in the table because of
token public land acreage under BLM jurisdiction-ap
proximately 300 ,000 acres. Public lands in Alaska have
been the subject of recent legislation and will, in pan. be
transferred out of Federal ownership.
Source: Public Land Statistics , Bureau of Land Management,
1979.
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Figure 8.1
Percentage of State Land Owned by the Federal Government

o
o

0-10%
11-25%
D 26-50%
51-100%

• Less than 1 percent

Note on Alaska: After statutorily mandated transfers to Alaska natives and the State, approximately 60% of
land will remain in Federal ownership.

Source:
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Comptroller General of the United States, The Federal Drive to Acquire Private Lands Should be
Reassessed, CED 8(}-14, December 14, 1979, p. 2.

ranging from military bases and public health com
plexes to individual office buildings and scraps of
vacant land remaining from Federal highway ac
quisitions . From time to time, this property is de
clared to be surplus and is sold by the General
Services Administration (GSA).
This part of the chapter discusses the Commis
sion's recommendations to make public lands and
surplus Federal property more readily available for
community expansion and housing use . The Com
mission strongly endorses the sale of public lands
and Federal surplus properties to State and local
government and private parties for development of
housing, including low- and moderate-income
housing, and applauds the recent creation of a White
House-level Property Review Board to facilitate
sale of Federal land and properties.
The Commission considered the larger ques
tion of the extent to which Federal public lands
should be held or disposed of beyond its housing
oriented charge. Similarly, the Commission has not
tried to assess the relative merits of availability of
public land and surplus property for housing and
nonhousing purposes.
However, the Commission was concerned with
the disposition of public lands needed for housing
by communities and private individuals. For this
reason, the recommendations call for procedural
and policy changes in the sale and leasing of public
land by the Bureau of Land Management and the
U.S. Forest Service, for increased use of Federal
surplus properties for housing, and for considera
tion for housing use of land owned by States and
localities.

Sale and Leasing of Federal
Public Land .
Over I billion acres of land passed out of Federal
ownership during this country 's first 200 years of
existence. Under the various Homestead Acts, a
family could acquire title to 160 acres or more of
public land by making improvements, cultivating it,
and living on it for five years . About 287 million
acres of land were transferred to individual private
ownership in this way.
By 1900, Congressional attitudes began to shift
toward a recognition of the need to conserve and
retain some of these lands in Federal ownership, and
National Parks and Forests were created. Although
Federal laws and policies favoring disposal over
retention of public lands continued well into the
1960s, the trend of legislation and policy shifted
toward conservation and permanent retention of
public domain lands for use by the nation as a
whole, rather than private use . The Public Land
Law Review Commission was created by Congress

to make a comprehensive and systematic rev'iew of
Federal land laws and policies.
In 1970, the Public Land Law Review Commis
sion's final report recommended that in the future,
disposal of Federal lands should be restricted to
those lands "that will achieve maximum benefit for
the general public in non-Federal ownership, while
retaining in Federal ownership those (lands) whose
values must be preserved so that they may be used
and enjoyed by all Americans." This philosophy
was enacted by Congress in the Federal Land Policy
and Management Act of 1976 (FLPMA). The Act
formally established a Federal policy that the re
maining unreserved public lands are to be managed
in perpetuity as natural resources, and required a
comprehensive inventory and land use planning
system . FLPMA made acquisition of public lands
by States, localities , or private individuals con
tingent on a decision by the Bureau of Land Man
agement or the U.S. Forest Service to sell or ex
change land under their management.
Delays in implementing the procedures re
quired under the Act have made it difficult for
States, localities, and private individuals to acquire
land needed for community expansion and housing.
At the same time, population and development
pressures are mounting in the Western States, and
many communities anticipate additional population
growth from the development of large coal, gas , and
oil resources. In February 1981, the Secretary of the
Interior announced his intention to eliminate such
delays, announcing a "Good Neighbor" policy to
facilitate BLM transfer and disposal of public lands
for community expansion needs and other public
purposes . The Secretary invited Governors of the
Western States to identify the parcels of federally
owned land which were needed by localities. In
response, the States submitted requests for about
950,000 acres, with more than half of these requests
related to community expansion .
Some procedural and policy changes dis
cussed below can help promote the implementation
of the "Good Neighbor" policy within the larger
property management initiatives of the President.
The two primary recommendations emphasize the
need for the expeditious completion of the land
inventory and classification of public lands and the
need for close cooperation and coordination be
tween the Federal government and State and local
governments in the orderly disposition of land. In
addition, four recommendations address specific
issues relating to sales by the Forest Service, land
exchange, leasing, and appraisal.

Inventory and Land Use Classification
To facilitate purchase and exchange of land, the
Bureau of Land Management should accelerate
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completion of land inventory and classification
and complete all necessary land use plans, giving
consideration to the expansion needs of commu
nities adjacent to public lands and identifying
land available for disposal to meet those needs.
In addition, these land use plans should provide
for cooperative management, consolidation and
exchange of checkerboard public lands with
State and private land holdings.
The Bureau of Land Management has not com
pleted the inventory, classification, and land use
plans for all of the lands under its management as
required by Section 201 of the 1976 Act. Under
present schedules , BLM land use plans will not be
completed in this decade . The Commission recom
mends that these inventories and land use plans be
completed within five years to the extent possible
within available staffing resources . Priority should
be given to identification of lands needed by com
munities adjacent to public lands for community
expansion and housing . The States, and through
them local governments and private individuals,
should be provided this planning and inventory data
on a regular basis . This will facilitate State and local
land use planning, provide needed information for
applications for acquisition of Federal public lands,
and assist in ownership consolidation of Federal and
State lands. In the absence of an inventory classi
fication and land use plan for a specific tract, BLM
by law cannot approve the purchase or exchange of
that tract. When such a tract is applied for, BLM
must execute individual ad hoc plans and analyses.
This delays acquisition of land by communities and
individuals, frequently resulting in increased costs.
Therefore, completion of the inventory and land use
plans will speed the processing of requests from
communities and private purchasers.
The checkerboard lands in the Western States
are a particular disposal problem; many of the pub
lic lands do not lie in discrete , large tracts, but are
intermingled with State and private lands. Grants to
the States took the form of township sections, two to
four sections per township, surrounded by Federal
land. Grants to the railroads were in the form of
alternate sections on each side of the right-of-way.
As a result , the pattern of Federal land ownership
looks like a giant checkerboard in many places,
with some stretches as much as 60 miles wide and
hundreds of miles long. These checkerboard blocks
should be consolidated through exchange or sale in
order to ease conflicts in access to both private and
public lands which resulted from such intermingled
ownership and increase administrative and manage
ment efficiency on public lands . A tentative pro
gram to consolidate State and Federal public lands
into discrete parcels, through exchange, has begun
in Utah-titled Project Bold . Also, the recently
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approved California Desert plan provides for such
consolidation. Similar programs need to be de
veloped in other States to facilitate exchanges and
sales of lands needed for community development.

Cooperation and Coordination with
State and Local Government
In disposing of Federal land for housing and
community development, the Federal govern
ment should be responsive to requests for land
from States and localities and should provide for
local and State land use plans.
In cooperation with the States, the Bureau of
Land Management should develop procedures
which will speed up the processing of requests for
land from localities and the private sector. The Bu
reau of Land Management is developing procedures
with individual States, e .g., Nevada and Idaho, for
processing of land transfers that designate the re
sponsibilities of BLM, and State and local entities,
as a step to developing better coordination and
cooperation.
A further step in selling land would take cog
nizance of limited staff resources at BLM and varia
tions in the usefulness of specific parcels for de
velopment purposes . BLM would invite requests
for land within a designated area known to be of
interest to public or private parties . After all re
quests were received, land planning and analysis
would occur for the affected area as a basis for
decision on the availability of individual parcels.
This approach would focus resources on areas of
particular interest, and reduce the need for planning
and analysis of large areas in order to respond to
individual land requests.
In regard to large blocks of land, planning at
the State and local levels prior to the sale or ex
change of the land is essential. BLM should con
tinue to work with local and State gCivernments so
that the future use of the land as governed by State
and local law and regulation can be known at the
time of land disposal. Such a process can help to
assure orderly and responsible land use . At the local
level, communities should consider the potential
availability of public lands in their community de
velopment planning and the expenditure of Com
munity Development Block Grant funds for ac
quisition and improvement of public lands.
The Commission recommends that BLM sell
public lands classified for community expansion
use to qualified State and local government entities
at appraised fair market value, without a competi
tive bid procedure. The Secretary of the Interior is
authorized to waive the requirement for sale by
competitive bid and permit direct sale by noncom
petitive procedures where this will better achieve
equitable distribution or implement equitable con

siderations of public policy. Direct purchase is one
way for State and local entities to acquire the public
land needed for community expansion. Because
local and State governments must appropriate
funds , sell bonds or otherwise raise money for land
purchase in full public view, it is difficult for them to
bid successfully in open competitive situations
against purchasers who can take advantage of this
public infonnation . In addition to increasing the
access of State and local governments to public
lands, direct sales can serve several important pub
lic purposes. For example, direct sales to govern
ments would facilitate transfer of very large parcels
and permit coherent infrastructure development,
national land use, and better use for housing. All
direct sale arrangements should include safeguards
to ensure that the Federal government receives fuJI
market price for the property.
Any change in public land sales policy to bene
fit housing should consider the desirability of per
mitting public entities to delay payment for the land
until it can be sold to private owners for develop
ment in confonnance with local plans. At present,
the Federal government must receive full cash pay
ment within 30 days on all sales. It would facilitate
sales if BLM were pennitted to execute contracts of
sale which allow the purchasing government entity
to delay payment to the Federal government for a
reasonable time until the land is transferred by sale
or lease to private ownership.
In addition, BLM, HUD, and FmHA should
cooperate to facilitate large-scale public land trans
fers for "townsteading" (the development of new
communities to meet special growth and housing
needs). The use of public lands for this purpose is
provided for in Section 723 of the New Commu
nities Act of 1970. The major problem in townstead
ing is the developer's cost of acquiring and holding a
sufficient quantity of land. For this reason, where
suitable public lands are available, they represent a
significant resource of large tracts of land under
consolidated ownership. The Commission's pro
posals dealing with land use planning and sales also
would be of significant help in townsteading efforts
on public lands . Since large amounts of land are
necessary, the Federal government should require
the entity purchasing the land to produce a rational
plan for community development.

Forest Service Sales
The Secretary of Agriculture should encourage
land conveyance for housing use under the
Townsite Act and endorse the passage of legisla
tion to permit the Forest Service to sell or ex
change small tracts of land.
The Forest Service allows the National Forest
Townsite Act of 1958 , as amended by Section 213 of

FLPMA , to be used to convey land for parks, water
or sewage treatment plants , or similar "public"
purposes . While regulations make provision for
conveyances for housing purposes, only in rare
instances has this been allowed. To meet energy
expansion and community development needs in
many Western communities, the Secretary of Agri
culture should encourage land conveyance.
The Forest Service also needs specific au
thority to transfer small tracts of land, because
FLPMA repealed the Small Tracts Act of 1938,
which authorized the lease and sale of tracts of
public land up to five acres for residential, recrea
tional, and business development. Congress is con
sidering several pieces of legislation to provide such
authority.

Land Exchange
Where the land is being acquired by a public
entity for public purposes, including community
expansion and housing, the Secretary of the Inte
rior and the Secretary of Agriculture should be
authorized to permit payments in excess of the
statutory 25 percent of appraised value to equal
ize the difference in valuation between a parcel of
public land and a parcel of private land of dif
ferent size and value offered in exchange.
Exchange historically has been a major means
by which the Bureau of Land Management and the
Forest Service have transferred land. Under the land
exchange system, anyone wanting to acquire public
land must own a parcel of land desired by the
government in trade. This policy makes public land
available for private use without diminishing the
size of public holdings. Park and forest land often is
acquired in this fashion. However, would-be pur
chasers may not own land appropriate for BLM or
Forest Service purposes which is exactly equal in
value to a Federal parcel available for exchange, and
may have difficulty acquiring such land . To ease this
problem, Section 206 of the Federal Land Policy
and Management Act of 1976 pennits parties ac
quiring public lands to pay up to 25 percent of the
total value of the lands to be transferred out of
Federal ownership, to equalize the difference in
value of the lands exchanged. Where land is being
exchanged to meet community expansion needs,
the value of the government land located near the
community frequently is significantly greater than
the more remote parcel desired by the government
in exchange. To make up for the difference in value,
much more private land must be provided in ex
change for the public parcel in order not to exceed
the 25 percent limitation in FLPMA . It would,
however, make sense to pennit the cash difference
to exceed the present limit of 25 percent of value,
where this would facilitate a community expansion
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transfer. Further, given the awkwardness of ex
change as a method of land disposition, greater
efficiency can be achieved by both BLM and the
Forest Service by using sales rather than exchanges
wherever appropriate.

Leasing
The Secretary of the Interior should direct the
Bureau of Land Management to develop a pro
gram for the leasing of land for a definite time
period for housing use to State or local govern
ment entities or non-profit groups which have
proposals meeting the requirements of the Recre
ation and Public Purposes Act.
Leasing may be a more practical alternative to
the outright sale of public lands in areas where
natural resource development is expected to be of
the "boom and bust" variety. Leasing may be the
most appropriate way to provide public land for
temporary housing in some areas with rapid popula
tion growth and housing pressures. The conditions
of land use can be specified in a lease, and provision
made for removal of the housing at the end of the
lease.
In many Western communities, energy de
velopment has an immediate local impact on hous
ing, both for construction workers and the new
residents and their families . Vacant housing is
quickly occupied in communities surrounding the
energy development, and incoming workers tum to
motel units, tents, or other alternatives. Good hous
ing becomes very costly, and even less-than-ade
quate housing is crowded and expensive . An imme
diate solution to these housing pressures would be
buildings or mobile homes sited on leased public
land. This would provide adequate shelter for the
large number of workers at such sites, while making
only a temporary intrusion on the public land and
avoiding the expense of permanent infrastructure
which burdens surrounding, permanent commu
nities.
BLM has the authority to lease or convey pub
lic domain land to States or their political subdivi
sions and to nonprofit corporations or associations
for recreational or public purposes. However, BLM
has interpreted public purposes to include only such
things as parks and sewage treatment plants and to
exclude any form of residential housing . The Com
mission suggests that housing be included as a pub
lic purpose for leasing.

Appraisal
The Bureau of Land Management and U.S. For
est Service should consider methods to mitigate
prices where Federal leasing or land policies
have contributed to escalating land costs.
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Actions of the Federal government contribute
to inflation in land values in several ways: Federal
leasing of mineral and other development rights in
the area stimulates demand for land for develop
ment; failure to sell or otherwise make available
Federal land where it comprises a significant por
tion of the developable land near a community
restricts supply; and slowness in processing re
quests for land allows land costs to increase signifi
cantly during the processing period. The most ap
propriate way to address price increases resulting
from failure to sell or slowness in processing re
quests is the implementation of responsive Federal
disposal policies and procedures as discussed in this
chapter.
However, where the Federal government has
contributed to rapid escalation of land costs, the
BLM and Forest Service should consider price miti
gation through changes in the appraisal process. For
example, appraisal could be made as of the date of
application and held constant until sale or transfer,
not to exceed one year. Some mechanism would
then need to be developed to assure that the first
purchaser did not achieve a windfall profit when the
land was transferred again.

Federal Surplus Properties
The White House Property Review Board should
ensure the prompt disposal of Federal surplus
property, thus making more property available
for housing use.
The General Services Administration is re
sponsible for the disposal of virtually all Federal
properties which are reported as excess and de
clared surplus by departments and agencies of the
Federal government. After a property is declared
surplus by an agency, the General Services Admin
istration must first offer it to other Federal agencies.
If no other Federal agency wants the property, State
and local governments and institutions are notified
that the property is surplus. If no public agencies are
interested in the property, it is offered for sale to the
general public on a competitive bid basis . In the
past, surplus properties have been transferred to
public entities at discount prices and, for certain
uses, without any charge. However, the Administra
tion proposes to eliminate virtually all conveyances
at less than fair market value to State and local
governments, except for use as correctional facili
ties.
As of June 30, 1981, the General Services
Administration's Office of Real Property reported
that it had 131 excess properties, worth
$2,138,534,000, and 415 surplus properties worth
$1,215,830,000. By far the majority are military
facilities which include existing housing or build

ings . Many surplus properties-military bases,
public health hospitals and other Federal installa
tions-are in locations where they are usable and
needed by communities for housing . Such proper
ties often have existing buildings and infrastructure,
which are immediately habitable or need only minor
repairs and could be made available for housing at
reasonable cost. Under present disposal pro
cedures, these properties frequently sit vacant and
deteriorating for many months or even years before
they are sold . The White House Property Review
Board should speed up the disposal of these Federal
surplus properties , making more properties avail
able for local development of housing .

State and Local Lands
States and localities are encouraged to review
their policies with regard to sale and transfer of
land and to identify parcels of their own public
land which might appropriately be sold for hous
ing use in both urban and rural locations.
In many States and cities , there are parcels of
public land which lie vacant and could be used for
housing construction. States and localities could
consider donation of this land for public use , or sale
at reduced prices , which would reduce the cost of
construction of low- and moderate-income housing
and could benefit first purchasers through price
limits on land conveyed for this purpose .
Some States have undertaken comprehensive
inventories and plans for the improved management
and disposal of public lands to private control. For
example, Arizona convened a State Urban Lands
Task Force to study the impact of State lands on
community development needs of Phoenix and Tuc
son and recommended lands to be assessed for
disposal to meet these needs.

NEIGHBORHOODS AND
EXISTING HOUSING STOCK
Chapter 5 examined the important role of reinvest
ment in the existing stock in adding to and sustain
ing the total supply of housing. In addition to new
construction, additions to the housing supply occur
through conversions of nonresidential structures to
residential use; subdivision of existing large units
into more, smaller units; and restoration of unin
habitable units . Because new construction provides
less than 3 percent of the housing stock in any year,
preservation of existing stock is crucial to meeting
the housing needs of the nation . Continued mainte
nance and upgrading of housing quality are also
important to the supply of housing because they
help prevent losses from the inventory. Reinvest
ment activity which creates more units or which

extends the life of existing units enhances the neigh
borhoods in which the units are located, creating
value and providing a further economic rationale for
neighborhood housing preservation.
The Commission has made many recommend
ations which will continue to support the excep
tionally high level of private reinvestment in the
housing stock that has been typical in recent years .
These recommendations would assist elderly home
owners , homesteaders, owners of rental housing ,
and those who would seek to rehabilitate both his
toric and nonhistoric property.
Several special types of activity merit addi
tional attention because of their potential contribu
tion to neighborhood and housing revitalization. A
commendable role has been played and should con
tinue to be played by nonprofit organizations , by the
Neighborhood Housing Services, and by the Na
tional Trust for Historic Preservation . Their efforts
underscore the importance of including housing in
the planning of enterprise zones.

Neighborhood Preservation
Private foundations, religious groups, and other
private institutions are encouraged to continue
their sponsorship and financing of innovative
programs in housing construction and re
habilitation and access to homeownership.
Neighborhood preservation activities should
continue to be used to preserve and upgrade
housing in older areas with every effort made to
benefit low-income people and to avoid displac
ing them.
Consistent with the President's support of vol
untary efforts to deal with major human needs, the
Commission wishes to encourage continued in
volvement of churches, foundations , neighborhood
development organizations, and others in efforts to
meet housing and community development needs.
Although such groups had mixed success in the
subsidized housing programs of the late 1960s and
early 1970s , their contributions to low-income
housing in recent years have been substantial. They
have been particularly successful when they have
worked with private entrepreneurs by fonning joint
ventures to capture a portion of the money which
high tax bracket investors are willing to contribute
in exchange for the project's tax shelter benefits
(because of the depreciation tax losses available on
the buildings). These funds, called syndication pro
ceeds, are then used for the benefit of the residents
of the facility.
Because of their commitment to the quality of
life of low-income households in rural and urban
areas , nonprofit groups are often particularly suited
to play an important role in housing and neighbor
105

hood improvement efforts . The Commission rec
ognizes that its proposals would curtail some direct
development activity that these groups have spon
sored under Federal programs such as deep-subsidy
new construction programs . However, limited
Federal resources now make voluntary efforts in
creasingly important. There are a number of roles
that private institutions can continue to play in con
cert with Federal, State, and local housing pro
grams . In particular, the availability of a Housing
Component within the Community Development
Block Grant program will broaden the range of
activities in which local groups and local govern
ments can work together on neighborhood improve
ments and housing efforts. Many groups will want
to continue their joint developments with for-profit
sponsors of both rental housing and cooperatives
and utilize subsidies available through the CDBG
program to do so. Local revolving loan programs
and other supportive service programs may con
tinue to be available because they have alternative
sources of funds. Other groups that have suc
cessfully managed to rehabilitate properties will
find that they can continue to do so and also obtain
housing payments to assist the low-income tenants
in the buildings .
One example of successful public/private/
neighborhood partnership is the Neighborhood
Housing Service (NHS) program . The partners
private lenders , residents, and local businesses
work with NUS offices to revitalize neighborhoods.
NHS makes below-market interest rate loans to
neighborhood residents who cannot afford or obtain
private financing, and also provides supporti.ve
services such as financial counseling, property 10
spections, and construction monitoring. Where
NHS programs have operated in neighborhoods,
they have been a stabilizing factor, stimulating re
habilitation and preventing displacement of lower
income homeowners in the neighborhood .
In over 120 cities, the Neighborhood Reinvest
ment Corporation, a Congressionally chartered
public corporation, has brought together the NHS
partnerships, provided assistance to the local volun
teers in marshaling private and public resources,
and continued to offer training and technical assis
tance so that NHSs remain effective local revitaliza
tion mechanisms . One of the newer strategies de
veloped by Neighborhood Reinvestment is the
NHS/Apartment Improvement Program , which has
utilized over $27 million in conventional financing
to rehabilitate rental properties without displacing
low- and moderate-income families . Neighborhood
Reinvestment has also been instrumental in estab
lishing a secondary market to purchase local NUS
loans , which includes participation by private insur
ance companies.
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The Commission encourages States and lo
calities to develop financing programs, public/pri
vate partnerships, and other mechanisms to help
preserve older neighborhoods, but every effort
should be made to avoid displacement of low-tn
come people in this process. Many older residential
structures have not been kept in good condition ,
although these buildings could provide a source of
standard housing for lower-income households if
appropriate resources were available for their reno
vation.

Historic Preservation
The Commission endorses the efforts of the Na
tional Trust for Historic Preservation to further
the goal of local and private sector historic pre
servation and further endorses its efforts to pre
serve the valuable resources represented by our
nation's buildings and districts.
The National Trust for Historic Preservation
has been an important resource for preservation
activities since it was chartered in 1979. The Na
tional Trust is a private, nonprofit organization that
is supported by over 135,000 members and contri
butions from corporations and foundations. The
National Trust has aided the search for ways of
preserving our architectural and historical heritage
through education and demonstration programs.
The National Trust has addressed specific
problems that have hindered private-sector housing
preservation. In cooperation with the Department of
Housing and Urban Development and the National
Bureau of Standards, the National Trust has de
veloped guidelines for local communities to make
their building codes more accommodating to hous
ing rehabilitation. When unnecessary restrictions
are reduced or eliminated , it becomes more eco
nomically feasible to rehabilitate older housing .
National Trust programs have aided housing
preservation efforts . For example , the Trust 's .Na
tional Preservation Revolving Fund has proVIded
more than $1.5 million in housing related loans to
organizations in 38 communities. When this loan
money is repaid, it is recycled into other preserva
tion projects . In addition, the Inner-City Ventures
Fund provides assistance to not-for-profit neighbor
hood development corporations that are undertak
ing housing rehabilitation projects primarily bene
fiting minority and low-income families .

Enterprise Zones
The Commission endorses the concept of enter
prise zones as a method of encouraging com
munity revitalization and new business invest
ment in declining urban neighborhoods and
rural communities. Any enterprise zone pro
gram should include incentives, similar to those

provided for business, for investments in reo
habilitation and new construction of housing in
order to complement economic development in
the zone, minimize displacement of existing resi·
dents, and provide housing for new workers at·
tracted by zone businesses.
Enterprise zones seek to stimulate economic
activity by removing barriers to business and de
velopment activity and by creating a system of
economic incentives which will encourage creation
of new business and utilization of donnant produc
tion capacity. In enterprise zones the approach is to
relax governmental controls, reduce taxes, modify
regulations, and remove other inhibitions on busi
ness investment. Although enterprise zones have
not yet been fully tested, supporters argue that re
duction of taxes and government interference will
attract private investment and stimulate business
activity as well as employment in declining areas.
Proponents of enterprise zones have concen
trated on ways to encourage formation of new busi
nesses, particularly the creation and preservation of
small companies, in urban areas. However, little
attention has been focused on the existing in
frastructure and services needed to support business
expansion and development. Without adequate
housing, services, crime protection, and a generally
supportive neighborhood . it is likely that businesses
in enterprise zones will have a difficult time getting
started.
Adequate housing for zone residents and in
surrounding areas may be important to the success
of an enterprise zone . In recognition of the impor
tance of housing to revitalization , housing should be

treate.l ,"; a critical zone element and receive essen
tially the same type of regulatory relief and tax
incentives that apply to the commercial and indus
trial sectors. For example, the complexity of local
regulations, such as zoning, building codes, and
occupational licensing serves to increase the cost of
housing both directly and by the cost of delays . The
simplification of these laws and regulations in enter
prise zones will encourage housing rehabilitation as
well as new construction, particularly when these
housing activities are supported with other re
sources such as CDBG and UDAG funds.
Relaxation of Federal laws and regulations in
enterprise zones will also have a positive effect on
housing . Modification of Davis-Bacon would, for
example, reduce housing rehabilitation costs for
many projects . Changes in the law would also per
mit use of local labor at whatever salaries and super
visory levels are dictated by the local situation .
Similarly, elimination of capital gains tax on zone
investments, including housing, will stimulate de
velopment.
While the Commission applauds the utilization
of enterprise zones to encourage economic and
neighborhood revitalization, it is also concerned
about the possible displacement of zone residents.
Such displacement might occur because of an influx
of new residents attracted by the economic activity
or as a result of business activity that converts
housing to industrial or commercial uses. Any zone
plans should therefore take into account possible
displacement of residents by assuring that adequate
and affordable housing is available with minimum
disruption .

\07

Section III:

IN1RODUCTION: THE
CHANGING SYSTEM OF
HOUSING FINANCE
In recent years, dramatic changes have taken place
in the nation's financial system . Indeed, the system
of housing finance, driven by economic and finan
cial market pressures, is already in transition, and
further change is inevitable . Within this shifting
environment, a more broadly based and revitalized
system of housing finance is essential if the nation is
to meet the housing demands of the 1980s and
beyond.
Recognizing this situation, the Executive
Order that established the Commission called for an
assessment of the nation 's current housing finance
system and the development of options that
strengthen the ability of the private sector to maxi
mize homeownership opportunities and provide ad
equate shelter for all Americans . This section of the
report responds to that mandate, focusing on actions
designed to foster a more reliable supply of residen
tial mortgage credit over the long tenn . The Com
mission believes that the recommended steps are
important ingredients of a well-rounded national
housing policy. These recommendations will be
fully effective, however, only if the Federal govern
ment can achieve both fiscal responsibility and
monetary stability.
The Commission's recommendations con
cerning housing finance are designed to influence
the ongoing process of change. Implementation
should lead to a strong and resilient system provid
ing a more stable and growing supply of mortgage
credit , at competitive market interest rates , with
minimal Federal involvement. Because the finan
cial system is an integrated and interdependent
mechanism , individual recommendations should be
considered as elements of a complete package . Past
experience has amply demonstrated that piecemeal

adjustments to the housing finance system can be
counterproductive.
This c hapter develops the background and
framework for the Commission's recommendations
on the housing finance system that are provided in
Chapters 10 through 12. The discussion describes
the structure and operation of the current housing
finance system, identifies the major problem areas
as well as the sources of the problems, and presents
the Commission's perspective on the need for
change.

Market Processes and Participants
The current housing finance system in the United
States includes myriad private and public institu
tions and several levels of market activity. In simple
tenns, the process involves the provision of housing
credit to borrowers by investors who hold housing
loans in their portfolios. However, a number of
institutions may take part in the process between
borrowers and ultimate investors , and the charac
teristics of the mortgage instrument may be trans
fonned along the way as insurance and guarantees
are attached and as financial securities replace the
original mortgage loans.

The Process
Mortgage loans are made , or originated , in "pri
mary" markets where lenders and borrowers trans
act business. In these markets, short-term con
struction loans are made to builders, and long-tenn,
or "pennanent," mortgage credit is extended to
owners and buyers of homes or rental properties.
Repayment of loans made in primary markets may
be insured or guaranteed by a government agency or
by private insurance companies. The need for such
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Primary Markets

ment coverage (so-called "conventional" loans).
Depending on the requirements of the lender or
investor, conventional mortgage loans may be insur
ed by a private mortgage insurance company. In
many cases , conventional loans contain clauses that
give lenders the option to require full payment of the
loan when the property is sold (due-on-sale claus
es), as well as provisions that permit lenders to
assess a cash penalty for early repayment of the loan
(prepayment penalties).
New forms of both conventional and govern
ment-underwritten mortgage loans recently have
emerged to serve the needs of both borrowers and
lenders in an environment of inflation and interest
rate instability. These alternative mortgage instru
ments modify, in one way or another, the basic
characteristics of the standard long-term, fixed-rate,
level-payment mortgage.
Borrowers obtain mortgage loans in primary
markets mainly from depository institutions or
mortgage banking companies, that maintain lend
ing offices in communities throughout the country.
The savings and loan industry typically has been the
major originator of residential mortgages, followed
by mortgage banking companies, commercial
banks, and mutual savings banks . Depository in
stitutions ordinarily hold most of the loans they
originate , while mortgage banking companies orig
inate for resale, financing their mortgage invento
ries with short-term bank loans and commercial
paper.
Except for certain subsidized lending pro
grams, the Federal government does not lend di
rectly to mortgage borrowers. However, the govern
ment does insure or guarantee loans made by private
primary market lenders, mainly under the insurance
programs of the Federal Housing Administration
(FHA) and the guarantee programs of the Veterans
Administration (VA). In recent years , FHAIYA
loans have accounted for roughly one-fifth of the
total dollar volume of home mortgages originated.
Since the early 1970s, private mortgage insur
ance has become an important factor. Indeed, pri
vate companies recently have insured about the
same amount of home mortgage credit as FHA and
VA combined. However, noninsured conventional
mortgages--ordinarily contracts with loan-to-value
ratios below 80 percent-still account for about 60
percent of all home mortgage credit originated in
this country.

The purchase of residential property traditionally
has been financed by long-term, fixed-rate mort
gage loans with level payments that fully payoff
(amortize) the principal over the term of the loan .
Two types of this standard mortgage form have
evolved-those that are insured or guaranteed by
the Federal government, and those with no govern

Secondary markets in mortgage loans (whole loans
or loan participations) are maintained by mortgage
banking companies, private mortgage brokers, sub
sidiaries of private mortgage insurance companies,
securities dealers, and federally related credit agen

coverage depends on the financial status of the bor
rower, the size of the loan relative to the value of the
property, and the expected appreciation rate of the
property serving as collateral.
Institutions operating in primary mortgage
markets may hold the mortgages they originate,
adding them to their asset portfolios. In many cases,
however, originators sell their loans on secondary
markets, thereby replenishing their supplies of
loanable funds. Institutions that originate and sell
mortgages as a matter of course perform a "mort
gage banking" function and derive their income
from loan origination fees paid by borrowers and
from loan servicing fees paid by investors who buy
the loans.
Secondary market transactions may involve
the sale of loans from originators to investors, with
or without another institution serving as intermedi
ary or broker; the standardization of mortgage in
struments provided by government or private mort
gage insurance and guarantees helps to make these
loans acceptable to secondary market investors.
Mortgage originators may also sell their loans
through the securities markets. One of the most
common methods is to pool homogeneous groups of
loans and sell shares in these pools by issuing pass
through securities that entitle holders to a portion of
the flow of principal and interest payments on the
underlying mortgages in the pools. The payments to
securities holders may be guaranteed by govern
ment or private institutions, even when the mort
gages in the pools backing the securities carry insur
ance or guarantees against default loss.
Agencies at all levels of government are in
volved in the residential mortgage process, operat
ing programs intended to bolster the growth of
housing credit, to reduce the cyclicality of mort
gage credit, and to provide mortgage loans to bor
rowers at below-market interest rates. Various
Federal programs underwrite credit risks on pri
mary mortgages, guarantee payment on mortgage
pass-through securities, operate secondary markets
in mortgages, and channel funds from bond to
mortgage markets via direct intervention in these
markets . State and local governments operate vari
ous programs that channel funds from tax-exempt
securities markets into residential mortgage loan
markets.
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Secondary Markets

cies. Markets in mortgage pass-through securities
are maintained by securities dealers who stand
ready to buy both new and outstanding issues.
The major development in secondary mort
gage markets during the past decade has been the
introduction and growth of federally related pass
through securities issued against pools of govern
ment-underwritten and conventional residential
mortgage loans; as shown in Table 9.1, these types
of instruments accounted for an eighth of all resi
dential mortgage debt outstanding at the end of
1981. The predominant pass-through securities are
those guaranteed by the Government National
Mortgage Association (GNMA). These securities,
. which represent shares in pools of federally under
written mortgages (primarily FHA-insured and VA
guaranteed), are issued by private mortgage orig
inators (generally mortgage banking companies),
and are held by depository institutions and a variety
of capital market investors. Major securities dealers
make markets in these securities. Moreover, futures
markets in GNMAs have been organized on major
exchanges, and exchange-traded GNMA options
are on the horizon.
Pass-through securities issued and guaranteed
by the Farmers Home Administration (FmHA) also
have opened a channel between mortgage markets
and the broader capital markets, even though these

secuntles are not held by private investors. The
securities are issued against pools of residential
mortgages acquired by FmHA through its rural
home loan programs. In recent years , the securities
have been sold exclusively to the Federal Financing
Bank, with the proceeds replenishing a revolving
fund used by FmHA to acquire additional mort
gages. This program thus has been channeling sub
stantial amounts of funds raised by the Treasury into
FmHA's subsidized and unsubsidized loan pro
grams operated by FmHA.
The Federal Home Loan Mortgage Corpora
tion (FHLMC) issues and guarantees pass-through
securities backed by pools of unsubsidized con
ventional residential mortgages . The mortgage
pools consist of loans acquired by FHLMC through
various purchase programs, primarily from savings
and loan associations. Most of the securities are
marketed to private investors through a syndicate of
securities dealers. Although savings and loans were
the primary investors in FHLMC-guaranteed pass
throughs in the early days of the program, a variety
of capital market participants-including retire
ment and pension funds-now purchase substantial
amounts of these instruments.
In 1981, the Federal National Mortgage Asso
ciation (FNMA) began to issue and guarantee con
ventional mortgage-backed securities. The mort-

Table 9.1
FederaUy Underwritten Mortgage Pass-Through Securities
(Amounts Outstanding in Billions of DoUars)

Guaranteed by
End of Period

GNMA'

FHLMC b

FmHN

1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981

$0.4
3.1
5.5
7.9
11.8
18.3
30.6
44.9
54.4
76.4
93.9
105.8

$ 0.0
0.1
0.4
0.8
0 .8
1.6
2.7
6.6
11.9
15.2
16.9
19.8

$ 2.3
3.7
5.2
5.6
6.9
9.5
10.8
12.2
14 .5
17 . 1
19.3
21.8

Total
$ 2.7
6.9
11.1
14.3
19.5
29.4
44.1
63.7
80.8
108 .7
130.1
147.4

Total as Percent
of All
Residential
Mortgage Debt
Outstanding
0.7%
1.7
2.4
2.8
3.6
5.0
6 .7
8.3
9.1
10.8
11.8
12.7

" Government National Mortgage Association.
b Federal Home Loan Mortgage Corporation.
, Fanners Home Adminislration.
Sources: Data compiled by staff from information supplied by Ihe Government National Mortgage Association , Federal Home Loan
Mortgage Corporation, Farmers Home Administration, and Board of Governors of the Federal Reserve System .

113

gage pools consist of conventional home loans
purchased by FNMA from lenders, and the se
curities have been marketed either by these lenders
or through securities dealers. By the end of March
1982, FNMA had issued $2.8 billion of the se
curities, and most were sold to nontraditional mort
gage investors such as pension funds.
To date, the volume of mortgage pass-through
securities issued by fully private financial institu
tions and backed by pools of conventional residen
tial mortgages has been quite limited, despite the
immense size of the conventional mortgage market
and efforts of major financial intermediaries and the
securities industry to develop this pass-through
market. Only about 50 institutions have issued pri
vate pass-through securities since the first offering
was floated by the Bank of America in 1977, and the
total volume of offerings has reached only about $3
billion.

Mortgage Investors
Changes in the composition of mortgage holdings,
by type of institution, are traced in Table 9.2. As is
customary, the mortgage pools associated with
federally guaranteed pass-through securities are
shown separately, because these securities are not
reported as mortgage assets by their holders. The

table clearly indicates that the dominant private
mortgage investors have been depository institu
tions. On average, savings and loan associations
have held nearly 40 percent of total residential mort
gage debt outstanding during the past 20 years; this
number rose close to 45 percent in the mid-1970s
but has declined to around 40 percent in the past
several years.
Mutual savings banks have also held an impor
tant position in the mortgage market, although their
activity has decreased during the past two de
cades-from nearly 15 percent to just above 7 per
cent. Commercial banks, on the other hand, have
played an increasingly important role in the mort
gage market. The bank share of mortgage debt
outstanding rose from 12 percent in the mid-1960s
to more than 16 percent by the end of 1981, making
them the second largest holders of mortgage debt.
Together, thrift institutions (savings and loan asso
ciations and mutual savings banks) and commercial
banks hold nearly two-thirds of total residential
mortgage debt outstanding.
The dominance of thrift institutions as mort
gage asset holders is even more evident when
federally related pass-through securities are in
cluded. On this basis, the thrift share of total resi
dential mortgage assets has averaged around 55

Table 9.2
Percent of Total Residential Mortgage Debt Outstanding, by

lYpe of Institution

Depository Institutions

End of
Period
1950
1955
1960
1965
1970
1975
1976
1977
1978
1979
1980
1981

Savings
and Loan
Associations
24.14%
29.85
35.47
39.72
38.75
42.19
43.76
44.70
44.22
42.83
41.69
40.53

Mutual
Savings
Banks
12.76%
15.18
14 .98
15 .56
13.94
10.79
10.18
9.51
8.93
8.20
7.61
7.23

Commercial
Banks
18.87%
15.49
12.55
12.57
12.74
14.03
14.27
14.89
15.72
15.93
15.77
16. 11

Life
Insurance
Companies
20.06%
20.68
17.71
14.90
11.92
6.29
5 .34
4.37
3.77
3.52
3.41
3.17

Federal
and
Related
Agencies

Mortgage
poolsa

All
Others b

2.73%
3.31
5.03
2 .90
7.03
8.49
7.24
6 .27
6.40
6.60
6.95
7.02

0.00%
0.00
0.00
0 .02
0.72
4.96
6.66
8.29
9.1 I
10.77
11.84
12.67

21.45%
15.48
14.26
14.33
14.90
13.25
12.57
11.97
11.85
12.15
12.73
13 .27

• Mortgages in pools backing pass-through securities issued and/or guaranteed by the Government National Mortgage Association.
Federal Home Loan Mortgage Corporation, and Farmers Home Administration.
b Includes mortgage banking companies, real estate investment trusts, private pension and retirement funds, State and local government
credit agencies and retirement funds , credit unions, and individuals.
Source: Data compiled by staff from infonnation supplied by the Board of Governors of the Federal Reserve System.
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Figure 9.1
Residential Mongages at Thrift Institutions as a Percent
of Total Mongages Outstanding
Percent
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percent since the mid-1960s (Figure 9.1). In recent
years, however, the thrift share of mortgage assets
has been declining.
Net funds supplied to residential mortgage
markets by major groups of institutions-either di
rectly through acquisitions of mortgages or indi
rectly through acquisitions of pass-through se
curities-are shown in Figure 9.2. As indicated, the
flow of mortgage credit supplied by thrift institu
tions has fluctuated over a wide range since the late
1960s. The thrift share declined from nearly three
fourths in 1975 to less than one-third in 1981 as
interest rates soared and the financial position of
most thrift institutions deteriorated.
The share of residential mortgages held by
Federal and federally related credit agencies has
more than doubled during the past three decades,
although their share of total mortgage credit has
remained relatively constant, on balance, since the
late 1960s (Table 9.2). In the current downswing,
Federal agencies have provided a lesser share of
funds for mortgage and housing activity than in
other recent declines-such as 1969-70 and
1973-74 (Figure 9.2). The relative weakness in
Federal support primarily reflects limited mortgage
acquisitions by FNMA and a lack of Federal pro
grams to provide below-market rate financing to
homebuyers.
Residential mortgage credit has been provided
at below-market interest rates by State and local
governments and agencies, which raise funds in
tax-exempt securities markets by issuing general
obligation and revenue bonds. As shown in Figure
9.2, mortgage acquisitions by State and local agen
cies picked up substantially in 1979 and 1980, as
market interest rates climbed substantially. Changes
in Federal law and regulation have limited the vol
ume of tax-exempt housing revenue bonds since late
1980.

Major Problem Areas
Since the mid-1960s, the ability of the housing
finance system to meet the needs of borrowers has
deteriorated markedly on several occasions, and
this system currently is in a serious state of dis
repair. The volume of residential mortgage lending
naturally reflects changes in financial market condi
tions because the sensitivity of demand for mort
gage credit to changes in interest rates is high rela
tive to interest rate sensitivity in other major sectors
of the economy. However, the increasingly wide
swings in residential mortgage and housing con
struction activity also are traceable to structural
shortcomings in the housing finance system.
As inflation accelerated and interest rates un
derwent unprecedented change, two major problem

1I6

areas emerged in the housing finance system. First,
the traditional process of mortgage lending and
investment through primary and secondary market
mechanisms began to deteriorate. Mortgage orig
inators became less willing to write the types of loan
agreements ordinarily offered to borrowers, and
secondary market investors became reluctant to en
ter into traditional mortgage purchase contracts
with originators. In addition, increasing propor
tions of real estate transactions were financed out
side normal institutional lending channels, to the
detriment of the health of traditional mortgage fi
nance institutions.
As the established market process of the hous
ing finance system began to crumble, another prob
lem surfaced: a weakening in the base of private
investors in mortgage assets. This situation stem
med from an inability of the specialized mortgage
finance institutions to perform their historically im
portant role, from legal and regulatory impediments
to the flow of funds into housing from diversified
private institutions, and from growing reluctance by
many types of investors to acquire traditional forms
of long-term mortgage instruments.

Market Mechanisms
Increasing interest rate volatility has prompted
mortgage originators to adjust their lending pol
icies, largely to the detriment of borrowers. Mort
gage originators typically have written commit
ments to provide long-term credit to borrowers well
before the funds are scheduled for disbursement.
These commitment contracts traditionally have
specified a rate of interest, and use of the commit
ment has been at the option of the borrower. This
type of commitment can expose originators to large
losses when interest rates rise rapidly unless they
can protect themselves with similar types of com
mitments written by mortgage purchasers in the
secondary markets.
During recent years, many mortgage origina
tors have become less willing to issue standard
fixed-rate, optional-delivery commitments to pro
spective borrowers. Adjustments by originators
generally have involved: (a) imposition of larger
nonrefundable commitment fees to discourage can
cellations when market interest rates fall, (b) short
ening of periods over which a stated interest rate on
commitments will be offered , or (c) use of interest
rates tied to market indicators. These adjustments
have been made partly because of reduced avail
ability of purchase commitments in the secondary
market. Greater volatility in interest rates has re
sulted in the disappearance of some of these types of
commitments or imposition of larger commitment
fees by secondary market purchasers such as

Figure 9.2
Net Change in Residential Mortgages by Type of Holder
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FNMA and dealers in GNMA-guaranteed pass
through securities.
Record levels of market interest rates and
changes in the mortgage origination process have
prompted circumvention of the normal financing
channels in the primary market and have stimulated
growth of "creative" financing techniques that
often involve participation in the financing process
by sellers of existing homes. The most common of
these techniques involves the transfer of outstand
ing low-rate mortgages from home sellers to home
buyers (loan assumptions), often in combination
with second mortgages written by sellers. Another
technique uses a "wraparound" mortgage-a sin
gle instrument that encompasses the outstanding
first mortgage and the amount of additional financ
ing needed by the buyer. The increased incidence of
loan assumptions and wraparounds in the primary
home mortgage market has had significant adverse
implications for institutional mortgage investors:
the turnover rate of outstanding home mortgages
has slowed, supplies of loanable funds have been
reduced, and the earnings of these institutions have
been held down.

The Investor Base
As discussed above, the U.S. system of housing
finance has been heavily dependent on specialized
mortgage investors (thrift institutions), despite
striking innovations in the secondary mortgage mar
kets. The basis for this supply structure can be
traced largely to public policy concerning the thrift
institutions. Federal regulations and tax incentives
have led savings and loan associations and mutual
savings banks to allocate large proportions of their
assets to long-term residential mortgages and mort
gage pass-through securities. At the same time, the
liabilities of thrifts have been limited by regulations
primarily to short- and intermediate-term deposits.
The thrift institution practice of borrowing short and
lending long, in conjunction with large and unan
ticipated movements in interest rates, recently has
led to widespread earnings problems at these in
stitutions. As a result, the viability of the industry
and its ability to serve the nation's mortgage credit
needs have been drastically reduced.
The limited participation in mortgage finance
by private investors with diversified portfolios can
also be traced largely to public policy concerning
the thrifts. Because of the tax code, the after-tax rate
of return on mortgage assets has been greater for
thrift institutions than for all other types of inves
tors. Other important factors also come into play:
legal and regulatory constraints on the investment
policies of some types of institutions, and artificial
impediments to the development of secondary mar
kets for mortgages and mortgage pass-through se
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curities that do not carry Federal insurance or guar
antees. These factors have hindered diversified in
stitutions from moving smoothly into mortgage
investments during periods when specialized hous
ing finance institutions have been unable to main
tain their mortgage investment activity.
In an environment of heightened interest rate
uncertainty, many private investors also have been
reluctant to acquire the long-term, fixed-rate mort
gage loans that households prefer and regulators
traditionally have favored. Investors with a prepon
derance of short-term liabilities naturally have be
come wary of the interest-rate risk associated with
the acquisition of long-term assets. In addition,
many investors have objected to the yield and cash
flow uncertainties associated with assumable and
prepayable mortgage loans. Borrowers traditionally
have had the right to prepay (or refinance) their
mortgages when interest rates fall, and those using
FHA/VA loans have been able to permit the as
sumption of their loans by homebuyers when inter
est rates rise. And recently, many State courts and
legislatures have ruled that conventional loans are
assumable, even when the mortgage contracts con
tain due-on-sale clauses. Such rulings have created
widespread uncertainties in secondary markets and
have made it difficult for mortgage sellers and
buyers to determine proper prices for conventional
loans.

Causes of the Problems
Outdated laws and regulations have been largely
responsible for the deterioration of the housing fi
nance system described above. The statutory frame
work for much of this system was enacted in the
early 1930s in response to the Depression and has
not changed substantially since. The Home
Owners' Loan Act of 1933 authorized the creation of
Federal savings and loan associations, and the
Federal Savings and Loan Insurance Corporation
was established to insure the deposits at savings and
loans. The Federal Home Loan Banks and the
Federal Home Loan Bank Board were set up to
serve as an external source of liquidity for home
mortgage lenders and to provide a regulatory mech
anism. The Federal Housing Administration also
was formed to help increase the flow of funds
through mortgage markets. FHA patterned its long
term, direct-reduction loan after the model estab
lished by the Home Owners' Loan Corporation,
which required such contracts under its purchase
programs. This step led to widespread acceptance
of the fully amortized, fixed-rate, level-payment
mortgage that has become the dominant mortgage
instrument.
The measures adopted during the 1930s to
strengthen the housing finance system established

the highly regulated system of specialized private
mortgage finance institutions-savings and loan as
sociations and mutual savings banks. Since that
time, regulatory constraints and tax laws have led
savings and loan associations to hold long-term,
fixed-rate residential mortgages as their principal
assets and to rely on household deposits as their
major source of funds. Mutual savings banks have a
similar structure, although they are less committed
to mortgages in their asset portfolios.
This system of housing finance-heavily de
pendent on financial institutions that concentrate
their investments in long-term, fixed-rate residen
tial mortgages-was highly successful until the
1960s. Since then , these mortgage lending special
ists have suffered frequent and increasingly severe
financial shocks , and there have been serious lapses
in the ability of the thrift institutions to serve the
housing credit needs of the country.
The inadequacies of the legal and regulatory
structure have been pointed out by numerous com
missions and studies, beginning with the report of
the Commission on Money and Credit in 1961.
During the past two decades, the topic has received
increasing public and private attention because of
pressure created by market developments. In 1970,
the President appointed a Commission on Financial
Structure and Regulation (Hunt Commission),
largely in response to difficulties faced by the hous
ing and mortgage finance industries during the 1966
and 1969 episodes of financial instability. The Hunt
Commission recommended the substantial restruc
turing of financial institutions, especially savings
and loan associations and mutual savings banks, but
the recommendations were largely ignored in the
highly expansionary economic environment that
developed at the end of 1971 .
The issue reappeared in the wake of the finan
cially violent recession of 1974-75 . At that time ,
the Senate passed the Financial Institutions Act of
1975 , and the House Committee on Banking, Cur
rency and Housing developed and held hearings on
a set of discussion principles entitled "Financial
Institutions and the Nation's Economy." Both
efforts envisioned a substantial restructuring of
thrift institutions, primarily through the authoriza
tion of new asset and liability powers. As before,
however, the urgency of the moment diminished as
the economy recovered by late 1975, and Congress
abandoned the effort for extensive legislative
change.
The comprehensive financial reform proposals
developed during the first half of the 1970s failed to
become law largely because they were opposed by
various segments of industry and society. On each
occasion, the primary questions debated were es
sentially the same: Would the elimination of ceil

ings on deposit rates create financial chaos for in
stitutions and result in higher costs for mortgage
credit? Would broader asset powers for thrift in
stitutions result in diversion of funds from the hous
ing market and put upward pressure on mortgage
rates? Would mortgage contracts that enable lenders
to reduce their interest rate risk-e.g., through ad
justable-rate features-put borrowers in an overly
vulnerable position? These were matters of great
contention, and lack of agreement prevented de
velopment of the consensus necessary for passage.
Although the movement toward comprehen
sive legislative reform developed slowly during the
1970s, a number of important changes occurred in
the marketplace as well as through specific regulato
ry and legal actions . Most of these changes affected
the liability side of the balance sheets of depository
institutions as deposit rate ceilings came under
growing attack for reasons of equity and efficiency.
First, the adverse effects of rate ceilings on deposi
tors with modest amounts of savings were widely
denounced . Second, it became increasingly ob
vious that deposit rate ceilings, by denying funds to
thrift institutions, tended to constrain the volume of
mortgage lending during periods of rising interest
rates, perhaps increasing-rather than lowering
the cost of mortgage funds. This phenomenon be
came more pronounced as the ingenuity of the pri
vate sector spawned market instruments designed to
appeal to rate-sensitive depositors .
In response to these pressures, regulatory and
legislative changes were made to reduce the effect
of deposit rate ceilings . During the late 1970s, finan
cial regulators authorized a number of savings in
struments with variable rate ceilings. In 1980, Con
gress enacted the Depository Institutions Deregula
tion and Monetary Control (DIDMC) Act, which
established the Depository Institutions Deregula
tion Committee (DIDC) to manage a phased re
moval of all deposit rate ceilings by 1986.
Variable-ceiling deposit certificates have been
attractive to savers . As a result of the success of such
certificates , however, the maturity structure of thrift
liabilities has shortened considerably, and the cost
of funds for these institutions has become much
more sensitive to movements in market interest
rates. Despite this significant restructuring of lia
bilities, the assets of thrifts remained under strict
regulatory control until quite recently.
The asset powers of thrift institutions tradi
tionally have been limited by law and regulation.
Indeed, the authority of federally chartered savings
and loan associations to acquire adjustable-rate
mortgages was removed by regulation after 1966,
when home financing institutions began to look
away from total reliance on long-term, fixed-rate
assets. Recently, this prohibition has been largely
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repealed by regulatory adjustments, and the DI
DMC Act of 1980 granted federally chartered thrift
institutions broader authority to acquire non
mortgage assets . The recent adjustments to asset
powers, however, have come at a late date and have
fallen far short of both the substantial deregulation
that has taken place on the liability side of thrift
balance sheets and the further deregulation man
dated by legislation already enacted. The net result
is that thrift institutions' current liability structure
must sustain the pressure of open market forces,
while they must continue to vie for funds with
limited asset and earnings flexibility against highly
diversified competitors.
The piecemeal and delayed responses of the
statutory and regulatory structure to sweeping mar
ket developments not only have altered the competi
tive balance among regulated depository institu
tions, but also have placed these institutions, as a
group, at a serious disadvantage vis-a-vis other par
ticipants in the financial system. Investment bank
ing firms, consumer finance companies, insurance
companies , commercial and industrial firms, and
participants in international markets have increased
their shares of the financial transactions that take
place in this country because of the heavy burden of
regulation and the lack of flexibility imposed on the
depository institutions.
Laws and regulations not only have severely
reduced the ability of specialized housing finance
institutions to function, but also have interfered
with the free flow of funds to housing markets from
other types of private institutions. Some laws and
regulations have prevented specific types of inves
tors-such as pension funds-from acquiring mort
gage assets, while others have disadvantaged sec
ondary mortgage instruments relative to other types
of investments available in capital markets. Regula
tory restrictions on the types of mortgage contracts
that can be offered to borrowers also have been a
problem, as diversified investors with relatively
short-term liability structures have become more
reluctant to acquire standard fixed-rate, level-pay
ment loans.
Finally, State legislative or judicial actions to
restrict the enforcement of due-on-sale clauses in
outstanding mortgage contracts have seriously
damaged mortgage holders and have interfered with
the operation of the national secondary markets for
conventional loans and conventional pass-through
securities. A vital mortgage finance system must be
based on enforceable contracts upon which both
lenders and borrowers can rely.

Commission Perspective on the
Need for Change
Clearly, the nation can no longer rely so completely
on a system of highly regulated and specialized
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mortgage investors and a single type of mortgage
instrument if the strong underlying demand for
housing credit is to be met. A new legal and regula
tory structure should be developed, and a broader
based , more resilient system of housing finance is
essential. In the future, resources to finance housing
should be provided by unrestricted access of all
mortgage lenders and borrowers to the money and
capital markets, and mortgage market participants
should have reliable methods to manage interest rate
risks. Sweeping policy measures to change the
structure of the housing finance system are essen
tial .
Broader operating powers clearly are essential
to the long-term health of the thrift industry. Despite
expanded operating powers, the thrift industry un
doubtedly will remain a significant participant in
the nation's future housing finance system. These
institutions have a strong community orientation ,
have built up a considerable competitive advantage
in the origination and servicing of mortgage loans ,
and would not be likely to give up these profitable
activities . Thrift institutions also could continue to
hold mortgages that they originate while absorbing
or shifting interest rate risk in various ways. New,
flexible mortgage instruments would allow institu
tions to share interest rate risk with borrowers.
Portfolio risk also could be hedged in the rapidly
developing financial futures markets where spec
ulators seek to profit by bearing risk. Or the thrifts
could continue to accept interest rate risk associated
with investment in long-term, fixed-rate mortgages,
bolstering their capacity to handle this risk by build
ing larger capital buffers.
Management of interest rate risk through such
methods is not a cost-free process, however, and
many thrift institutions probably would choose to
reduce the asymmetry in the maturity structure of
assets and liabilities partly by moving into assets
that are, by their nature, shorter in term than resi
dential mortgages-such as consumer loans, com
mercial paper, or commercial loans to housing
related businesses like developers or suppliers of
building materials. Thus, it is likely that the thrift
industry increasingly would seek to perform a mort
gage banking function-originating and servicing
residential mortgages that meet the needs of bor
rowers, while packaging and reselling these loans
on secondary markets to institutions that would hold
them as investments.
Reductions in the level of mortgage investment
at thrift institutions would not affect the overall
supply of residential mortgage credit as long as
funds could flow freely through financial markets to
meet the underlying demands for capital in the
economy. In properly functioning markets, a reduc
tion in mortgage supply at thrift institutions would
place upward pressure on mortgage yields, and

investors who operate in both mortgage and other
capital markets would move more funds into mort
gages . After the adjustments, the structure of mort
gage supply would be different, but the overall level
and cost of mortgage credit should be essentially
unchanged.
The efficiency of the secondary mortgage mar
kets has improved in recent years because of wide
spread use of standardized mortgage documents,
growth of private mortgage insurance, development
of mortgage pass-through securities, and efforts by
securities dealers to develop primary and secondary
markets for these instruments. But the greatest im
provements have been in the markets for federally
underwritten mortgages and pass-through se
curities, which have been principally the domain of
mortgage banking companies rather than thrift in
stitutions. Secondary markets for the trading of
conventional residential mortgages-in which
thrift institutions specialize-remain relatively un
derdeveloped compared with other capital markets .
Given the current state of market development,
prudence dictates that the provision of expanded
operating powers for thrift institutions be accom
panied by measures designed to facilitate an orderly
transition to a more broadly based and flexible pri
vate housing finance system. Public policy should
facilitate such an evolution by providing economic
incentives for mortgage investment and by remov
ing legal and regulatory impediments to the de
velopment of private markets for mortgages and
mortgage securities.
The balance of this section of the report de
velops the specific recommendations needed to
strengthen the private housing finance system and to
establish the proper role of government credit pro
grams in a revitalized system. Chapter 10 discusses
specialized mortgage finance institutions (thrift in
stitutions), and outlines changes that should be
made in the legal and regulatory framework govern
ing their operations and activities.
Chapter II examines ways to expand private
sources of mortgage credit. The discussion consid
ers broad-based tax incentives for mortgage invest
ment ; adjustments to laws and regulations limiting
the investment choices of specific types of institu
tions such as pension funds; removal of tax, legal,
and regulatory impediments to the development of
conventional mortgage-backed securities markets;
strengthening of traditional mortgage contracts and
development of new types of mortgage forms and

instruments that meet the diverse needs of bor
rowers and lenders; and development of organized
options and futures markets that enable mortgage
originators and investors to hedge their interest rate
risks without shifting these risks to mortgage bor
rowers.
Chapter 12 deals with government credit pro
grams presently in the housing finance system .
With respect to Federal programs , the discussion
stresses that greater reliance should be placed on the
private sector whenever private institutions can
provide needed services at reasonable cost. Con
cerning State and local governments, the chapter
calls for reexamination of the role of tax-exempt
revenue bonds for housing, along with all other
private sector uses of tax-exempt funds, and urges
that existing programs be made operable within the
limits of current law.
Adoption of the Commission's package of rec
ommendations should help move the nation in an
orderly fashion toward a housing finance system
that enables mortgage lenders and borrowers to
compete more effectively for funds in the money
and capital markets. Within that system, channels
would be available to move funds efficiently from
capital market investors, through mortgage origina
tors, to ultimate mortgage borrowers. Thrift institu
tions, commercial banks, and mortgage banking
companies would probably continue to originate the
majority of mortgage loans, but the investor base
would be much broader than in the past. Moreover,
a wider variety of mortgage forms would be present
in the market, tailored to the needs of borrowers
who are at different stages of the life cycle and who
have different abilities and inclinations to absorb
interest rate risk . This range of mortgages, in tum ,
would be held by a variety of investors--directly or
indirectly through mortgage-backed securities
with suitable liability structures and capacities to
handle differing risk .
Development of a more broadly based and
resilient private housing finance system, in an en
vironment marked by fiscal responsibility and mon
etary stability, would reduce the need for govern
ment programs that involve intervention in the
nation's credit markets. Scaling down the govern
ment presence in credit markets-in housing as well
as other sectors-would relieve pressure on market
interest rates in general, with attendant benefits for
housing.
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TRADmONAL SOURCES
OF MORfGAGE CREDIT
Savings and loan associations and mutual savings
banks--commonly referred to as thrift institu
tions-have served the housing market for many
years by originating, servicing, and holding resi
dential mortgage loans . The activities of these in
stitutions traditionally have been circumscribed by
government regulation and heavily influenced by
Federal tax policies. Such constraints on the scope
of thrift operations, combined with recent dramatic
changes in the nation's economic and financial mar
ket environment, have reduced the ability of these
institutions to supply mortgage credit. The Com
mission believes that the thrift industry can and will
continue to be an important part of the housing
finance system, but the developments of the past
few years clearly indicate that new policy ap
proaches and a process of adaptation are needed.
To be an effective competitor for funds and a
viable force in the housing finance system of the
1980s and beyond, the thrift industry must undergo
certain structural changes. The thrifts must also
navigate a difficult transition period. Public policy
toward thrifts should recognize both the immediate
problems faced by this industry and the ongoing
changes in the financial environment that have made
past policies obsolete .
The structure and performance of thrift institu
tions and their roles in housing finance are de
scribed in this chapter. Recommendations are pre
sented in three major areas . Two deal with basic
structural changes needed to increase the strength
and resiliency of the thrift industry over the long
term: the balance sheet composition of individual
firms; and the structure of the industry regarding
types of charters, forms of ownership, and numbers
and sizes of firms . Recommendations are also pre
sented to help the thrift industry successfully tra
verse the current transition period to a stronger,
more flexible structure.

Balance Sheet Composition
The balance sheets of thrift institutions are com
posed of liabilities and assets. The liabilities consist
primarily of "borrowings" in the form of deposits of
individuals, and the assets are composed primarily
of mortgage loans made to individuals with the
funds received from depositors . In taking deposits
and making mortgage loans, thrift institutions tradi
tionally have performed the function of "maturity
intermediation," because the maturity of deposits
preferred by most savers has been much shorter
than the maturity of the mortgage loans needed by
most borrowers.
A balance sheet composed of short-term lia
bilities and long-term, fixed-rate assets need not
cause problems for a thrift institution, if a number of
conditions are fulfilled. As long as yields on long
term assets exceed the average of short-term interest
rates prevailing during the lives of these assets, the
institution will generate profits , on average . Under
this condition, proper management of reserve ac
counts can enable the institution to compete effec
tively for funds at all stages of the interest rate cycle,
assuming that rate ceilings do not prevent the pay
ment of competitive rates on liabilities . For this
strategy to work, however, another condition must
hold: long-term interest rates prevailing in the mar
ket at any given time must embody expectations of
future levels of short-term rates that are reasonably
accurate . Also, prepayment penalties must be suffi
cient to compensate mortgage holders for the loss of
income associated with refinancing by borrowers in
periods of relatively low interest rates , and mort
gage holders must be able to enforce due-on-sale
clauses (where they exist) in periods of relatively
high market rates .
The risks of borrowing short and lending long
have increased greatly in recent years because pre
123

dicting the course of ma-rket interest rates has be
come more difficult. Moreover, State efforts to pre
vent the enforcement of due-on-sale clauses in
outstanding mortgage contracts have exacerbated
the situation. These factors alone might have been
tolerable if they had not coincided with the demand
by savers for short-term, market-rate deposits . The
convergence of events has led to a sharp deteriora
tion in net earnings at thrifts, threatening the
viability of the industry and its continued ability to
serve the mortgage credit needs of the country.
During the second half of 1981, for example, the
average rate of return on assets held by savings and
loan associations was 10.02 percent, while the aver
age cost of funds was 11.53 percent.
The following discussion reviews the evolu
tion of the liability side of thrift balance sheets and
makes recommendations to help these institutions
compete more effectively for deposit funds. The
structure of thrift assets then is reviewed, and
sweeping recommendations for change are made .
The recommendations on asset powers are designed

partly to permit thrift institutions to achieve a closer
matching of asset and liability maturities, if they so
desire, in order to reduce their exposure to interest
rate risk.

Liability Structure and Powers
The liability powers of savings and loan associa
tions and mutual savings banks should be ex
panded to permit these institutions to compete
more vigorously for individuals' savings and to
serve the demand deposit needs of all sectors of
the economy.
Until recently, regulatory authorities were able
to lengthen the average maturity of thrift liabilities
during periods of rising market interest rates and to
limit increases in the cost of funds to these institu
tions . In the past few years , however, the maturity
structure of thrift liabilities has shortened consider
ably, and a major share of liabilities now bears
competitive market yields. With the recent large
increases in market interest rates, the cost of funds
to thrift institutions has greatly increased .

Table 10.1
Percent Distribution of Interest-Bearing Liabilities at Savings and Loan
Associations, 1966-81

NOW Accounts
Passbook Savings
Fixed-Ceiling Time
Total Subject to Fixed
Ceilings

Dec .
1966

Dec.
1969

Dec.
1973

Dec.
1974

Dec.
1978

Dec .
1980

Dec .
1981

83.1%
10.9

64.1 %
29.7

43.5%
48 .7

40.1%
49.4

0.1%
29 .3
50 .6

0 .2%
18.4
20.8

1.4%
15.2
II. I

94.0

93 .8

92.2

89.5

80.0

39.4

27.7

8.4

32.6
9 .6

30 .5
16.0
3.3

8.4

42.2

49 .8

Money Market Certificates
Small Savers Certificates
All Savers Certificates
Total Subject to MarketDetermined Ceilings
Large-Denomination Time
Deposits
Other Borrowings (Except
FHLB' Advances)
FHLB Advances
Retail Repurchase
Agreements
Total Not Subject to
Rate Ceilings

0.4
5 .6

0.3
5.9

1.2

1.7

3.1

7. 1

7.9

0.8
5 .8

1.2
7.6

2 .2
6.3

3.0
8.3

3.1
10.4
1.1

6 .0

6.2

7 .8

10.5

11.6

'Federal Home Loan Bank.
Source: Data compiled by staff from infonnation supplied by the Federal Home Loan Bank Board .
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18.4

22.5

Changes in the structure of thrift liabilities
since the mid-1960s have been heavily influenced
by the management of deposit rate ceilings by reg
ulatory authorities. To enhance the competitive
position of deposits vis-a-vis market instruments ,
adjustments to the structure of rate ceilings have
been made during each cyclical upswing in market
interest rates since 1966. In the mid-1970s , regula
tors authorized certificates with higher ceiling rates
but longer maturities, allowing thrift institutions to
retain some rate-sensitive deposits without raising
rates paid to those depositors who left funds in
existing savings accounts. The introduction of high
er-rate certificate accounts thus accomplished a sig
nificant lengthening of the average maturity of thrift
liabilities, and stiff early withdrawal penalties fur
ther helped to protect the thrifts against instability in
the volume and cost of deposits.
The ability of the regulators to pursue this
policy successfully was fully dissipated in the clos
ing years of the 1970s . Money market mutual funds
(MMMFs) and other market instruments became

major competitors with deposit accounts for house
hold savings. In response to this competition, in
June 1978 the regulators authorized the six-month
money market certificate with a rate ceiling tied to
six-month Treasury bill rates and a minimum de
nomination of $10 ,000. In January 1980, the "small
savers" certificate, with a minimum maturity of 30
months and a variable ceiling rate related to yields
on comparable maturity Treasury securities, was
introduced partly to help counteract the shortening
of deposit liabilities that resulted from the popu
larity of the money market certificate.'
The effect of the changing deposit rate struc
ture on the composition of thrift liabilities has been
striking (Tables 10 . 1 and 10.2). At the end of 1966,
94 percent of the total interest-bearing liabilities of

I

The small savers certificate was first introduced in June 1979 as
a four-year certificate with no minimum denomination but
with a ceiling rate set considerably below comparable maturity
Treasury yields.

Table 10.2
Percent Distribution of Interest-Bearing Liabilities at Mutual Savings Banks,
1966--81

NOW Accounts
Passbook Savings
Fixed-Ceiling Time
Total Subject to Fixed
Ceilings

Dec .
1966

Dec.
1969

Dec .
1973

Dec.
1974

Dec .
1978

Dec.
1980

Dec.
1981

94.5%
4 .9

91.7%
7.7

0.1%
67.6
31.3

0 .2%
64 .9
33.4

0.7%
50.2
38.5

1.1%
33.6
20.4

1.3%
29.4
10 .9

99 .4

99.4

99.0

98 .5

89.4

55.1

41.6

8.3

31.7
7 .6

33.4
l3.5
3. 1

8.3

39.3

50.0

1.2
l.l

2.9
2.9

3.4
4 .2

Money Market Certificates
Small Savers Certificates
All Savers Certificates
Total Subject to MarketDetermined Ceilings
Large-Denomination Time
Deposits
Other Borrowings
Retail Repurchase
Agreements
Total Not Subject to
Rate Ceilings

0.6

0.6

0.5
0 .5

0.8
0.7

0 .9
0.6

0.6

1.0

1.5

2 .3

5 .8

8.5

Source: Data compiled by staff from infonnation supplied by the National Association of Mutual Savings Banks and the Board of
Governors of the Federal Reserve System.
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savings and loan associations were subject to fixed
ceilings, and the bulk of these funds was in pass
book accounts. The introduction of longer-term
time deposits with higher rate ceilings resulted in a
marked shift from passbook savings to small time
deposits until mid-I978, when money market cer
tificates were introduced and market yields rose
above rates payable on all fixed-ceiling accounts.
By December 1981, only 28 percent of savings and
loan liabilities were in deposits with fixed-rate ceil
ings, while SO percent of liabilities were in accounts
with ceilings tied to Treasury securities rates. 2 In
addition, 22 percent of savings and loan liabilities
were in forms not subject to any type of rate ceiling.
The growth of money market certificates,
small savers certificates, large-denomination time
deposits, and market borrowings has largely freed
thrift institutions from the constraints of deposit rate
ceilings, and has resulted in a sharp rise in the
average cost of funds to these institutions. The one
year, tax-exempt "all savers" certificates, autho
rized on a temporary basis by the Economic Recov
ery Tax Act of 1981, also have market-determined
ceilings, but the thrifts have to pay only 70 percent
of the one-year Treasury bill yield for these funds.
Experience with the all savers certificates, however,
indicates that significant portions of the funds How
ing into these accounts have represented transfers
from fixed-ceiling accounts with lower interest
rates.
Title II of the Depository Institutions De
regulation and Monetary Control (DIDMC) Act of
1980 mandated the phased removal of all deposit
rate ceilings. To implement Title II, the Depository
Institutions Deregulation Committee (DIDC) was
established. The DIDC's voting members are the
Secretary of the Treasury, the Chairman of the
Board of Governors of the Federal Reserve System,
the Chairman of the Board of Directors of the
Federal Deposit Insurance Corporation, the Chair
man of the Federal Home Loan Bank Board, and the
Chairman of the National Credit Union Administra
tion, with the Comptroller of the Currency serving
as a nonvoting member.
The Deregulation Committee has been di
rected by Congress to increase to market rates, as
soon as feasible, all limitations on the maximum
rates of interest and dividends that may be paid on
deposits. As of March 31, 1986, the authority of
Federal financial regulatory agencies to impose in
terest rate ceilings on deposits wiJJ be revoked; all
authority previously transferred to the DIDC will
become ineffective; and the committee shall cease
to exist.
Congress gave the DIDC little guidance as to
how to proceed with deregulation. In fact, the basic
thrust of Title II has been subject to different inter
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pretations . Some have viewed the legislation as a
clear mandate to eliminate rate ceilings while others
have considered the act as a six-year extension of
Regulation Q (which governs rate ceilings on de
posits) and the rate differential in favor of thrifts.
The DIDC has attempted major forms of deregula
tion of deposit rates on two occasions, but the
committee was challenged in the courts in both
cases. If the shift in deposit mix toward rate-sensi
tive instruments continues, of course, fixed ceilings
may apply to only a small proportion of thrift lia
bilities by 1986.3

Competitive Savings Deposits.

Depository institu
tions must be permitted to compete more effectively
with less-regulated financial entities-particularly
money market mutual funds-for the savings de
posits of households . Several methods have been
proposed to accomplish this objective: apply depos
it rate ceilings to money market mutual funds; treat
the funds as transactions accounts subject to reserve
requirements; compel the funds to invest a portion
of their assets in Treasury securities; direct some
investments of MMMFs into mortgage-lending in
stitutions; and make accounts at depository institu
tions more attractive to rate-sensitive investors.
It is preferable to improve the competitiveness
of deposit accounts of banks and thrifts, rather than
to impose new regulations on MMMFs or other
institutions, unless such regulations are required to
maintain the safety and soundness of the financial
system . Depository institutions should be permitted
to offer a federally insured, daily-access, market
rate account that would appeal to individuals hold
ing MMMF accounts. This account would be avail
able at depository institutions nationwide, and the
security provided by Federal deposit insurance
would permit the new account to carry an interest
rate below yields on money funds and still compete
effectively for savings .
The new account should be designed with care
to prevent an unmanageable increase in the cost of
funds to depository institutions. The rate ceiling
should be set somewhat below that on the money
market certificates, changing weekly to reflect
Treasury bill auction results. The account should
have a relatively high minimum denomination
(e.g., $3,000) to minimize shifts from passbook

As shown in Table 10.2, half of the interest-bearing liabilities of
mutual savings banks also were in accounts with market
determined ceilings at the end of 1981.
J At the March 1982 meeting of the DlOe , a schedule for removal
of all deposit rate ceilings was approved . The schedule
provides for deregulation beginning with long-term certifi
cates of deposit. By 1986, ceilings are to be removed from all
types of accounts.

2

accounts. No minimum term should be stipulated,
but interest should revert to the passbook rate if the
balance faJls below the minimum denomination.
Third-party payment and automatic transfer system
capabilities should be restricted to prevent use of the
account as a transaction device .4

Demand Deposits.

As a result of the DIDMC Act
of 1980, federally chartered savings and loan asso
ciations may now accept transactions accounts (ne
gotiable orders of withdrawal) from individuals and
certain nonprofit entities, and Federal mutual sav
ings banks may offer demand deposits to business
loan customers. Savings and loan associations and
mutual savings banks should have authority to ac
cept demand deposits from all types of customers.
Because of the thrifts' historical link to housing, the
corporate demand deposit authority would allow
thrift institutions to better serve and attract housing
related businesses such as contractors, developers,
and suppliers of building materials. Addition of this
authority would help to make thrifts full-service
financial institutions for the housing industry.

Asset Structure and Powers
Savings and loan associations and mutual sav
ings banks should be granted new and expanded
asset powers sufficient to serve the credit needs of
all sectors of the economy and to maintain their
viability as financial institutions in a deregulated
environment.
The earnings problems encountered by thrifts,
coupled with the fact that short-term market yields
have been close to or above long-term yields, have
encouraged the institutions to move unusually large
amounts of funds into short-term non mortgage as
sets during the past two years to maximize short-run
returns and to minimize interest rate risk. However,
mortgage assets (including mortgage pass-through
securities) still account for about three-fourths of
the total assets of savings and Joan associations and
55 percent of the assets of mutual savings banks
(Figure 10.1).5
Thrift mortgage assets remain largely concen
trated in long-term, fixed-rate forms, many of
which were acquired when interest rates were much
lower. At the end of 1980, in fact, long-term mort
gages bearing interest rates below 10 percent ac
counted for two-thirds of all mortgages held by
savings and loan associations; the proportion was
even larger for mutual savings banks. The con
centration of low-rate mortgages is greatest in areas
where housing stock turnover has been relatively
slow or where State ceilings on mortgage interest
rates had been relatively low. The problem is most
severe in the northeastern part of the country, par
ticularly New York (Tables 10.3 and 10.4).

Prepayment of mortgage principal at par has
slackened because of declining sales of existing
homes and widespread assumptions of outstanding
low-rate loans. These factors have driven the mort
gage turnover rate at savings and loan associations
to a historically low level. Moreover, associations
have not been able to dispose economically of the
seasoned low-rate mortgages held in their portfolios
because sales during periods of high market rates
traditionally have required the booking of capital
losses , in the year of the sale, against current operat
ing income and net worth .6 Largely because of this
factor, net sales (sales less purchases) of mortgage
assets (including pass-through securities) by the
savings and loan industry have been small or nega
tive in recent years .
The asset powers of federally chartered thrift
institutions have been expanded significantly during
the past two years. The DIDMC Act of 1980 author
ized federally chartered savings and loans to invest
up to 20 percent of assets in a combination of
consumer loans, commercial paper, and corporate
debt securities; to offer credit card services; and to
exercise trust and fiduciary powers . Federal asso
ciations also were authorized to make second mort
gage loans, to originate residential mortgage loans
without geographic restrictions, and to invest in
open-end investment companies where portfolios
are restricted to eligible investments. Federal mutu
al savings banks, in addition, were permitted to
invest 5 percent of their assets in commercial, cor
porate, and business loans made within their States
or within a 75-mile radius of their home offices.

4

5

6

The Commission recommended establishment of such an ac
count prior to approval by the DIDC on March 22, 1982 of a
new certificate of deposit. This certificate has a minimum
denomination of $7 ,500, a yield tied to three-month Treasury
bills, a 0.25 percent rate differential in favor of thrift institu
tions , and a minimum term of three months . While this ac
count improves the ability of insured depository institutions to
compete with money market mutual funds, the minimum
denomination and term are above those recommended by the
Commission and may limit the ability of the certificate to
compete with MMMFs.
The decline in the importance of residential mortgages in the
portfolios of mutual savings banks since the mid-1960s re
flects , in part, relatively weak demands for mortgage credit in
the local markets served by these institutions. Moreover, until
1980, State-imposed mortgage rate ceilings were relatively
low in the primary mortgage markets served by many mutual
savings banks , and State restrictions often limited their pur
chases of mortgages originated in other areas.
The Federal Home Loan Bank Board recently changed its
regulatory accounting procedures to permit savings and loans
to amortize the loss on sales of mortgages over the expected
lives of the mortgages . Under current generally accepted ac
counting principles, however, this procedure may not be avail 
able to stockholder-owned institutions.
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Figure 10.1
Residential Mortgages as a Percent of Total Assets at Thrift Institutions
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1980

A series of regulatory changes, made largely in
response to the marked shortening of thrift lia
bilities, has permitted Federal thrift institutions to
offer a variety of adjustable-rate home mortgages

(ARMs), and the Federal preemption of State mort
gage rate ceilings-authorized by the DJDMC Act
of 1980-removed an important practical impedi
ment to ARM expansion . In April 1981 , revised

Table 10.3
Low-Rate Residential Mortgages as Percent of All Residential Mortgages Held by
Savings and Loan Associations, by Federal Home Loan Bank District, 1980
Federal Home Loan Bank
District

Less
than
6%

Less
than
7%

Less
than
8%

Less
than
9%

Less
than
10%

Boston
New York
Pittsburgh
Atlanta
Cincinnati
Indianapolis
Chicago
Des Moines
Topeka
Little Rock
San Francisco
Seattle

4.7%
4.2
1.5
1.0
1.0
1.6
I.3
1.8
1.2
1.2
0 .3
0.6

9.0%
10.0
5.1
3.8
4.7
4.7
4 .8
5.4
4.0
3.7
3.8
3.1

19.5%
27.5
16.5
13.9
13 .9
14.0
13 .7
15.8
11.8
11.9
11.7
10.0

47.4%
64.2
45.9
43 .9
41.2
39.4
34.8
41.4
30.9
33 . 1
23 . 1
24.4

71.8%
86.2
75 .5
71.4
68.2
67.0
61.5
74.9
62.3
79.3
52 .7
56.2

All Savings and Loan Associations

1.3%

4.6%

14.1%

37.0%

66.7%

Source: Data compiled by staff from information supplied by the U.S. League of Savings Associations.

Table 10.4
Low-Rate Residential Mortgages as Percent of All Residential Mortgages Held by
Mutual Savings Banks, by State, 1979
8

Less
than 7%

Less
than 8%

Less
than 9%

New York
City
Upstate
Massachusetts
Boston
Other
Connecticut
Pennsylvania
New Jersey
Washington
New Hampshire
Maine
Rhode Island
Maryland
Vermont

23.2%
26.1
15 .3
12.1
22.3
9.9
7.7
21.0
8.1
7.6
8. 1
6.8
10.4
14.2
6.1

44.7%
49.0
33 .0
27.5
39.4
24 .9
21.2
38.8
22.2
20.9
18.4
18.2
24.3
31.7
22.4

79.7%
78.9
81.9
62.2
72 .0
60 .0
58.3
67.3
62.8
35.5
44.2
47.5
60.3
59.5
52.0

All Savings Banks

17.4%

35.5%

69 .2%

State

' At the end of 1981, residential mortgages with interest rates of less than 9 percent accounted for 55.9 percent, and mortgages with rates
below 10 percent accounted for 77.2 percent, of all residential mortgages held by mutual savings banks.
Source: Data compiled by staff from information supplied by the National Association of Mutual Savings Banks.
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ARM regulations were issued for federally char
tered savings and loan associations and Federal
mutual savings banks. These regulations override
State laws or regulations on the subject and permit
substantial interest rate adjustments as well as a
good deal of latitude for negotiation of terms be
tween borrowers and lenders. 7 Because of record
high interest rates, the financial plight of thrift in
stitutions, and some confusion among potential bor
rowers faced with a wide variety of mortgage instru
ments, however, issuance of ARMs under the new
regulations has been modest. By the end of 1981,
adjustable-rate mortgages of all types accounted for
only about 6.5 percent of total mortgages held by
the savings and loan industry, and many of these
loans were contracts with limited rate flexibility that
had been acquired by State-chartered institutions
(particularly in California) during the latter years of
the 1970s.
The Commission recognizes that the thrift in
dustry has not yet fully used the expanded asset
powers recently provided by legislation and regula
tion. Two factors have delayed the adjustment: the
current economic distress of the industry, and con
centration of management expertise in mortgage
finance. Over the long term, however, many institu
tions will need a much broader range of investment
opportunities to enable them to pay competitive
market rates for funds and to adapt to shifting de
mand conditions in local, regional, and national
markets. Such powers should foster a stronger thrift
industry and, consequently, provide a more stable
supply of residential mortgage credit.
The Commission recommends that thrift in
stitutions be granted new and expanded asset
powers sufficient to serve the credit needs of all
sectors of the economy and to maintain their
viability as mortgage lending institutions in a de
regulated environment. It is expected that these
powers will be phased in and utilized during a
period of transition.

Consumer Lending.

Thrift institutions should
have expanded authority to invest in secured and
unsecured consumer loans, and should be permitted
to provide inventory and floor planning loans to
dealers of consumer durables. Without the latter
authority, the attractiveness of consumer loans
could be diminished. Many of the more profitable
consumer loans are originated by dealers and sold to
ultimate investors, and dealers generally place their
consumer loans with the same institutions that fi
nance inventories and floor plans.

Business Loans and Corporate Securities.

Federal
savings and loan associations may not invest in
loans to businesses, and the business loan powers of
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Federal mutual savings banks are quite limited. All
thrift institutions should be permitted to invest in
secured and unsecured commercial and agricultural
loans, and their authority to invest in commercial
paper and other corporate debt instruments should
be expanded. Some of these instruments have rela
tively short maturities, and thus would provide a
partial remedy for the asset-liability mismatch that
has developed at most thrifts. These powers also
could help attract housing-related businesses as new
customers, thereby expanding the demand deposit
base.

Municipal Bonds.

At present, federally chartered
thrift institutions may invest in State and local se
curities if they are general obligations or certain
housing-related instruments. All thrift institutions
should be permitted to invest in securities issued by
States and municipalities, including both revenue
bonds and general obligation instruments. Ex
panded authority to invest in mortgage revenue
bonds could enable thrifts to better serve the hous
ing credit needs of their communities.

Real Property Loans.

Although thrift institutions
traditionally have been able to invest up to 100
percent of their assets in residential real property
loans, current law specifies different loan-to-value
ratio limitations, depending on the nature of the
secured property, and requires mortgage insurance
on loans with loan-to-value ratios over 90 percent.
The power to invest in nonresidential real property
loans is limited to 20 percent of assets, and such
loans must be secured by first liens.
Thrift institutions should have expanded au
thority to invest in real estate loans, so that they may
invest in both residential and nonresidential mort
gages, whether first or subsequent liens, without
loan-to-value restrictions or mortgage insurance re
quirements. Nonresidential mortgages have dif
ferent cash flow characteristics than residential
mortgages, and can help to diversify the portfolio.
They may also provide for equity participation by
the lender, possibly enhancing the rate of return on
assets.

Service Corporations.

The DIDMC Act of 1980
permitted Federal savings and loan associations to
devote up to 3 percent of assets to investment in
service corporations. While remaining subject to a
percent-of-asset limitation and regulatory supervi
sion, the permitted levels of investment in service
corporation affiliates should be increased for sav
ings and loan associations and made available to
mutual savings banks.
7

See Chapter 11 for more information on this topic.

Real Property Investment.

Thrift institutions
should be permitted to invest in real estate of various
types (including joint ventures with developers)
only through service corporations or holding com
panies . The separation of real estate activities from
the deposit-taking entity is necessary for the protec
tion of insured deposits at these institutions.

Other Powers
Savings and loan associations and mutual sav
ings banks should be granted such additional
operating powers and authorities as may be nec
essary to provide financial services to all sectors
of the economy.

Sales of Investments.

Under current SEC inter
pretations of securities law, public over-the-counter
sales (without registration) of mortgage securities
by thrift institutions are prohibited . Furthermore,
current FHLBB regulations generally prohibit
FSLIC-insured institutions from selling mortgages
or mortgage securities with recourse (i.e., with a
guarantee to repurchase loans in default). These
interpretations and regulations have both con
strained sales of mortgage assets by thrift institu
tions and limited the development of markets for
conventional mortgage-backed securities . Thrift in
stitutions should have the authority to make over
the-counter sales of mortgage-backed securities .
with or without recourse, subject only to appropri
ate regulations of their respective supervisors and
the Federal deposit insurance agencies .

Leasing. Under current statutes, thrift institutions
may not invest in many of the types of assets that are
common to the equipment leasing market. Subject
to percent-of-asset limitations and regulatory super
vision, the powers of thrift institutions should be
expanded to permit investment in tangible property
for the purpose of engaging in equipment leasing .
This power would enable thrift institutions to en
gage in an activity that has been profitable for the
commercial banking industry.

Incidenlol Activities.

Thrift institutions should be
provided, where necessary, with the power to en
gage in activities and ventures incidental to the
exercise of authority conferred by law to permit
them to carry out their expressed authority more
efficiently. For example, there should be no doubt as
to the ability of a thrift to engage in correspondent
activities, in business relationships that facilitate the
sale of low-yielding mortgages, and in the issuance
of money orders or cashier's checks.

Industry Structure and Institutional
Fonn
Thrift institutions should be permitted to select
their institutional form, with the right to convert
from State to Federal charters (and vice versa),
from mutual to stock form, and from savings and
loan associations to savings banks (and vice
versa).
The Federal Home Loan Bank Board
should be given power to grant de novo Federal
stock charters to savings and loan associations
and savings banks.
Regulators of financial institutions should
permit, where appropriate, interstate and inter
industry mergers sought by the private sector.
Growing competition from unregulated ele
ments of the financial system has made it clear that
the regulated elements, particularly depository in
stitutions, should have the flexibility to choose the
ownership forms and organizational structures that
permit the maintenance of their important roles in
the financial system- roles that are critical to the
growth and stability of the U.S . housing markets
and other sectors of the economy. The following
discussion presents the Commission's views con
cerning the proper evolution of the thrift industry
over the long term with respect to forms of charters
and types of ownership of individual firms, as well
as mergers and acquisitions of firms within and
across industry and geographic boundaries . The
appropriate roles of regulatory authorities in arrang
ing mergers and acquisitions of financially troubled
institutions during the current transition period are
considered in the next part of this chapter.

Forms

if Charters

Nearly half of the savings and loan associations in
the country, holding about 55 percent of the assets
of the savings and loan industry, have Federal char
ters and are regulated by the Federal Home Loan
Bank Board; the balance are chartered by the States
in which they operate and are regulated by State
government agencies . All Federal associations, and
most State-chartered associations, have deposits in
sured by the Federal Savings and Loan Insurance
Corporation (FSLIC).8
Mutual savings banks, which operate in 17
States concentrated in the Mid-Atlantic and New
England regions, generally have State charters. In
fact, Federal law did not permit savings banks to
convert to Federal charters until 1978. Mutual sav
ings banks generally are regulated by the States
8

Some institutions in five States (Maryland, Massachusells,
North Carolina. Ohio , and Pennsylvania) are insured by cor
porations chartered by State governments.
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where they are chartered and by the Federal Deposit
Insurance Corporation (FDIC), which insures de
posits at most of these institutions .9
Current law does not permit State stock sav
ings and loan associations to obtain Federal charters
unless they existed as stock entities before 1976.
The Commission recommends that all State-char
tered thrift institutions be permitted to convert to
Federal charters, and vice versa. Conversion to
Federal charters, of course, would permit institu
tions to convert from mutual to stock forms under
Federal law, if they so desired. With respect to the
type of thrift institution, all federally chartered sav
ings and loan associations should have the oppor
tunity to convert to Federal savings banks, and vice
versa .

Stock Conversions
Thrift institutions traditionally have been mutual
organizations with depositors as owners . In today's
financial environment, however, the appeal of stock
ownership has increased. Stock institutions have the
ability to raise capital beyond that provided by
retained earnings (and capital certificates). Greater
ability to build capital, in tum, can give an institu
tion greater flexibility in managing its operations. A
more heavily capitalized firm, for example, is in a
better position to absorb the interest rate risks that
are associated with accepting short-term savings
and extending long-term mortgage credit.
Despite the advantages of the stock form of
ownership, many thrift institutions currently do not
have the option to become stockholder-owned in
stitutions . In about two-thirds of the States, State
stock savings and loan associations may be formed
de novo and State mutual associations may convert
to State stock associations. De novo State stock
savings banks are permitted in only one State, and
State mutual savings banks are permitted to convert
to State stock savings banks only in that State . The
Federal Home Loan Bank Board does not have the
authority to grant de novo Federal stock charters,
and existing Federal associations may convert from
mutual to stock status only in States that allow
chartering of stock associations. Federal stock sav
ings banks are not permitted in any State.
The Commission believes that all thrift institu
tions should have the option to convert from mutual
to stock form of ownership. Furthermore, the
Federal Home Loan Bank Board should have the
authority to grant de novo Federal stock charters to
both savings and loan associations and savings
banks. A broader base of stockholder-owned in
stitutions not only would mean more flexible institu
tions , but also would establish the potential for a
greater number of mergers and acquisitions.
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Mergers and Acquisitions
Mergers or acquisitions of financial institutions
within and across State or industry boundaries can
have beneficial effects on the cost of housing credit
over the long term, provided that the regulatory
authorities give adequate consideration to competi
tive impacts and to the adequacy of the capital
positions of new Iy organized institutions . Indeed, to
the extent that mergers and acquisitions result in
economies of scale and a more efficient financial
system, the average level of costs for all users of
financial services would be lower.
Thus, interstate and interindustry mergers
sought by the private sector should be permitted,
where appropriate, in the evolution toward a finan
cial system that provides financial services at the
lowest possible cost to mortgage borrowers and
other participants in the financial markets and that
leads to a more stable flow of housing credit.

The Thrift Industry in TI-ansition
The Commission's recommendations on balance
sheet powers, as well as on industry structure and
form, should facilitate the long-term evolution of a
strong and resilient thrift industry that will remain
an essential element of our housing finance system
in the future. Nevertheless, many mortgage-lend
ing institutions must weather a difficult transition
period as they move toward the revitalized system.
The following discussion considers the immediate
problems faced by the thrift industry and presents a
number of recommendations designed to help these
institutions through the transition .
For many years, maturity intermediation was a
profitable function for depository institutions be
cause long-term interest rates generally exceeded
short-term yields-the "normal" shape of the yield
curve-and market expectations of future rate
movements were reasonably accurate. During the
past decade, however, long periods of flat or inver
ted yield curves have been encountered and the
market has systematically underestimated future
levels of short-term interest rates . Under these con
ditions, balance sheets composed of short-term lia
bilities and long-term assets inevitably generate
losses over a protracted period of time.
This unbalanced relationship between return
and cost has led to a large decline in net earnings at
savings and loan associations and mutual savings
banks (Table 10 .5). From historically high levels in
1978, earnings for these institutions have turned

, Some savings banks in Massachusetts have deposits insured by
the Mutual Savings Central Fund , Inc . Deposits at the few
savings banks with Federal charters are insured by the Federal
Savings and Loan Insurance Corporation .

Table 10.5
Profitability of Thrift Institutions,
1961-81
(Retained Earnings as Percent of
Average Total Assets)

Period

1961-65
1966-70
1971-75
1976
1977
1978
1979
1980
1981

FSLlC-Insured
All
Mutual
Savings and
Loan Associations Savings Banks

0.80%
0.56
0.65
0.63
0.77
0.82
0.67
0.14
-0.73

0.45%
0.30
0.47
0.45
0.55
0.58
0.46
-0 . 12
-0.81

Source: Dat.a supplied by the National Association of Mutual
Savings Banks and the Federal Home Loan Bank Board.

negative, a development that inevitably has led to a
reduction in capital positions (Table 10.6). As dis
cussed above, the loss of profitability has been
associated not only with market interest rate de
velopments, but also with erosion of the ability of
regulators to manage the structure of deposit rate
ceilings both to limit deposit outflows and to hold
down the average cost of deposits at thrifts.
Although net earnings have turned negative
and net worth has been declining, most thrift in
stitutions have been able to maintain their opera
tions. The thrift industry has high-quality assets
that generate large and predictable cash flows that
have been generally more than adequate to meet
current payment obligations . Moreover, most of the
institutions have substantial liquid asset balances
and have continued to add to their mortgage port
folios . These liquid assets, along with recently ac
quired mortgages and pass-through securities ,
serve as additional sources of funds that can be
tapped, if needed, without recording capital losses.
Thus a widespread liquidity crisis has not emerged
at thrift institutions. It is essential, of course, that
public confidence in the ability of the supervisory
authorities to protect the interests of insured deposi
tors and other creditors against default be main
tained; otherwise, widespread withdrawals of funds
from the institutions could create severe liquidity
problems .

Maintaining Public Confidence in
Depository Institutions
The Federal government should clearly and ex
plicitly reaffirm its responsibility to maintain the

Table 10.6
Capital Position of Thrift Institutions,
1960-81
(Net Worth as a Percent of Assets)
End of
Year

FSLlC-Insured
Savings and
Loan Associations

All
Mutual
Savings Banks

1960

7.02%

8.75%

1965

6.83

8.01

1970

6.98

7.25

1971
1972
1973
1974
1975

6.55
6.22
6.23
6.20
5.81

7.07
6.91
7. 12
7.27
6.96

1976
1977
1978
1979
1980

5.58
5.45
5.51
5.59
5.24

6.71
6.77
6.90
7.05
6.63

1981

4.23

5.68

Source: Data supplied by the National Association of Mutual
Savings Banks and the Federal Home Loan Bank Board.

viability of the financial system, including a com
mitment to use whatever resources are necessary
to assure the safety of deposits insured by FDIC
or FSLIC.
Maintaining public confidence in the safety of
insured deposits is essential. Despite record operat
ing losses among specialized mortgage lenders and
substantial publicity about the problems of thrifts
and small banks, public confidence in the system of
depository institutions has remained high . This
positive outlook is largely due to strict regulatory
standards, a past record of strength, and Federal
deposit insurance. Indeed, the nation's financial
system remains strong and fundamentally sound,
and federally insured deposits at all institutions are
completely safe.
The principal and interest on savings , certifi
cates, and transactions accounts at most depository
institutions are insured up to $100,000 by the
FSLlC or FDIC. Furthermore, the claims of other
account holders and creditors, including those hold
ing retail repurchase agreements , are subordinate to
those of the insured depositors . Nevertheless,
doubts have arisen about the ability of the FSLlC
and FDIC to meet their obligations. Deposit flows at
thrift institutions already have been adversely af
fected.
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Enhancing the financial resources of the
FSLIC and FDIC would both reassure depositors
and give the agencies greater flexibility to deal with
problem depository institutions. The agencies
could better evaluate the alternatives of assistance,
merger, or liquidation according to long-run social
benefits rather than short-run financial constraints.
In this regard, the needs of borrowers could be
served as well as those of insured depositors and
other creditors.
The Commission therefore recommends that
the Federal government make clear and explicit its
responsibility to maintain the viability of the finan 
cial system, including a commitment to use what
ever resources are necessary to assure the safety of
deposits insured by FSLIC or FDIC. The integrity
of deposit insurance could be guaranteed by the full
faith and credit of the Federal government. 10 Alter
natively, the insurance agencies could be given ad
ditional borrowing authority from the U. S . Treas
ury and/or access to the Federal Reserve System . 1I

Regulatory AgelU)' Activity
Regulatory authorities should continue to have,
and to use, the power to arrange, in lieu of
liquidation, interstate and interindustry mer
gers and acquisitions.
When determining whether to assist insured
thrift institutions, regulatory agencies should be
guided by the reasonably anticipated prof
itability of an institution rather than being
bound by tests concerning the essentiality of an
institution to a community or arbitrary account
ing procedures relating to book value of net
worth.
The Federal agencies that regulate thrift in
stitutions and insure their deposits use a variety of
means to assist troubled firms. Measures can in
clude operating assistance for an ongoing institu
tion, assistance to the acquiring firm in the event of a
merger or acquisition, or liquidation of an institu
tion- necessitating a payoff of the insured deposi
tors . Liquidation has rarely been required, and the
Commission favors the use of supervisory mergers
and acquisitions or agency assistance during the
transition period.

Supervisory Mergers and AcquisitWns.

The thrift
industry has been undergoing some consolidation
because of the financial difficulties faced by a num
ber of firms . At the end of 1980, there were 4,613
savings and loan associations with total assets of
$630 billion; by the end of 1981, the number of
associations had fallen to 4 ,380 as industry assets
increased to $662 billion . The number of mutual
savings banks decreased from 462 with $172 billion
134

in assets in December 1980, to 448 with $176 billion
in assets at the end of 1981. 12
Mergers and acquisitions arranged by regula
tory authorities should be permitted to cover a broad
range of situations. These include the merger of any
insured thrift institution with any other insured
thrift or bank, or with any savings and loan or bank
holding company, regardless of the locations of the
institutions. Interstate and interindustry mergers
and acquisitions can open the bidding for troubled
institutions to more participants, and potential ac
quirors often are willing to assume short-run losses
to gain access to new markets. Thus , such mergers
and acquisitions often can be arranged with rela
tively little drain on the resources of the insurance
agencies.

Agency AssislilnCe.

As an alternative to superviso
ry mergers or acquisitions, regulatory agencies may
consider providing a limited operating subsidy to an
institution in financial difficulty. Interpretations of
law, however, may limit the flexibility of the FDIC
in providing ongoing assistance to troubled mutual
savings banks. Before short-term assistance can be
given to a troubled institution the FDIC must deter
mine that the institution is "essential" to the com
munity for adequate banking service.1J The FDIC
has used the essentiality test to assist commercial
banks only five times and has never invoked this
provision to assist a mutual savings bank . In the
latter instance, it might be difficult for FDIC to
determine that a troubled institution is essential;
therefore FDIC might be required to merge or liqui
date the institution, even when a short-term subsidy
would be less costly. Changes to the Federal Depos
it Insurance Act should be enacted to provide FDIC
with an alternative to the essentiality test in order to
allow use of short-term assistance techniques for
mutual savings banks .
The FSLIC may be required to take action
against a troubled savings and loan association on
the basis of arbitrary accounting criteria relating to
the book value of net worth, even when the outlook
for the institution is favorable and there is no immi
nent threat to the safety of insured deposits. Sim
ilarly, regulations prohibit the Federal Home Loan
10

II

12

IJ

In March 1982 , Congress passed a nonbinding resolution
reaffirming that the full faith and credit of the Federal govern
ment stands behind the obligation of the insurance agencies to
insured depositors.
Although the Board of Governors of the Federal Reserve
System could elect to lend to the insurance agencies , the
FSLIC and FDIC are currently prohibited by charter from
borrowing from any source other than the Treasury.
Data supplied by the Federal Home Loan Bank Board and the
National Association of Mutual Savings Banks .
Section 13(c) of the Federal Deposit Insurance Act.

/

Bank System from making loans or "advances" to a
savings and loan association when the net worth of
the association falls below a specific level.
Such arbitrary criteria may not describe the
fundamental health of an institution and in many
cases are poor predictors of its viability. Low book
value of net worth does not necessarily reflect the
quality of an institution's assets nor indicate an
institution's inability to generate cash flow to sus
tain normal operations. The use of such indicators
shifts the burden of assistance to the FSLIC as the
only avenue of relief for a troubled savings and loan
association . The Commission therefore recom
mends that the FSLIC and the FHLBB be guided by
the reasonably anticipated profitability of an institu
·tion, rather than by arbitrary procedures relating to
the book value of net worth.
The FSLIC currently is using a variety of
short-term assistance measures to help savings and
loan associations through the current difficult
period . For example, the FSLIC has bolstered the
capital positions of some savings and loan associa
tions by purchasing Income Capital Certificates
(lCCs) from associations that are approaching the
arbitrary book net worth limits. Under this pro
gram, the FSLIC purchases ICCs with promissory
notes that qualify as capital for regulatory account
ing purposes and bear interest similar to Treasury
notes. Thus, the capital base of the association is
enhanced, and income from the promissory notes
helps to support the earnings position of the associa
tion. The ICCs are to be redeemed when the asso
ciation returns to a profitable position.

Sustaining the Deposit Base at Thrift
Institutions
The Depository Institutions Deregulation Com
mittee should take action to forestall the disinter
mediation of funds upon the maturity of "all
savers" certificates.
To permit depository institutions to offer the
expanded retirement accounts authorized by
law, deposit insurance on IRA and Keogh ac
counts should be increased to $250,000 per
account.
One approach to resolving the problems of
depository institutions with low-yielding asset port
folios was the tax-exempt "all savers" certificate.
This program is scheduled to expire at the end of
1982, although certificates will begin to mature in
the fourth quarter of the year. Because the institu
tions currently cannot offer taxable accounts that are
close substitutes for all savers certificates, there is a
possibility of massive withdrawals upon expiration
of the all savers program . The Commission there
fore recommends that the DIDC take action to limit

the possibility of disintermediation upon the matu
rity of all savers certificates. For example, the DIDC
could authorize a new certificate that would allow
middle-income depositors to reinvest all savers
funds in a taxable account with comparable after-tax
yield, denomination, and maturity.
The Economic Recovery Tax Act of 1981 made
individual retirement accounts (IRA) available to
many more individuals and increased the limits on
contributions to Keogh accounts by self-employed
persons. The latter action, in particular, means that
many account holders will soon have account bal
ances in excess of the $100,000 limit for deposit
insurance . To encourage the holders of these rela
tively inflexible accounts to keep their funds in
insured depository institutions, the Commission
suggests raising the insurance limit to $250,000 for
these accounts only. The current insurance limit for
other accounts ($100,000) was raised from $40,000
in 1980 and does not require an increase at this time .
However, in the event that the current level of infla
tion continues, insurance limits on all types of ac
counts should be reviewed periodically.

*****
The Commission considers a strong thrift industry
essential to the housing finance system of the future.
To achieve that goal, it would be appropriate for the
Federal government to establish a coordinated pro
gram of policies designed to facilitate the transition
of thrifts through the intermediate term. The follow
ing measures recommended by the Commission
provide the base for such a program:
• Reaffirm the Federal responsibility to main
tain the viability of the financial system,
including a commitment to use whatever
resources are necessary to assure the safety
of deposits insured by the FSLIC and the
FDIC .
• Use assisted and unassisted mergers and
other measures (such as Income Capital
Certificates) to handle the problems of trou
bled institutions.
• Broaden the asset and liability powers of
thrift institutions in order to forestall disin
termediation, to attract new funds, and to
increase earnings flexibility.
• Revise regulations to facilitate the sale of
mortgage assets by thrift institutions, with
or without recourse.
The use of such a program would promote
public confidence in the financial system and allow
thrifts the flexibility to navigate the current difficult
transition period with modest cost to the
government.
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BROADENING PRIVATE
SOURCES OF MORfGAGE
CREDIT
Greater participation in mortgage investment by
private financial institutions with diversified asset
portfolios is essential for the broad-based and re
silient system of housing finance needed to meet the
demands for mortgage credit in the economic en
vironment of the 1980s. Public and private pension
funds, commercial banks, life insurance com
panies, finance companies, and other major sources
of capital should play more important roles in the
housing finance markets of the future, particularly if
the assets of thrift institutions are less concentrated
in mortgages and mortgage securities . Mortgage
assets can be integral elements of profitable port
folios of many types of institutions, as long as tax,
legal, and regulatory factors do not make mortgage
instruments unattractive relative to other types of
investments available in the market.
As mentioned in Chapter 9, Federal tax policy
has been largely responsible for the dominant posi
tion of thrift institutions in the private mortgage
finance system. Moreover, a variety of legal and
regulatory barriers traditionally have interfered
with the free flow of funds to the housing markets
from many other types of private institutions. In
some cases, laws or regulations have limited the
investment choices available to specific types of
institutions. In addition, legal or regulatory factors
have disadvantaged mortgage instruments relative
to alternative investments available in the market,
thereby deterring all types of private financial in
stitutions with diversified asset portfolios from ac
quiring mortgage-related securities. Finally, infla
tion and interest rate volatility have discouraged
investors with relatively short-tenn liability struc
tures from acquiring the long-tenn, fixed-rate mort

gage instruments that have served as the standard
fonn of residential finance for decades.
Various steps toward broadening private
sources of mortgage credit are examined in this
chapter. The first part describes tax incentives for
mortgage investment that currently are available
only to thrift institutions and considers extension of
mortgage investment incentives to a broad range of
private institutions. The second part examines the
legal and regulatory barriers that specifically apply
to the mortgage investment activities of institutions
such as pension funds, commercial banks, and con
sumer finance companies . The third part identifies
changes in existing laws and regulations that are
required to create equality between mortgage-re
lated securities and more traditional investment ve
hicles traded in the nation's financial markets. The
fourth part reviews mortgage forms and instru
ments, giving particular attention to the shortcom
ings of mortgage fonns currently dominant in the
market and the need for new instruments that appeal
to investors while serving the special needs of bor
rowers in periods of inflation . The final part consid
ers the role of organized options and futures markets
in mortgage securities as ways for mortgage orig
inators and investors to manage interest rate risk
without transferring those risks to borrowers.

TAX INCENTIVES FOR
MORTGAGE INVESTMENT
The Federal tax code can be used to influence the
investment patterns of individuals and institutions
and to alter the allocation of capital in the economy.
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The existing tax law provides a strong incentive for
thrift institutions to concentrate their assets in resi
dential mortgage instruments. Some relaxation of
these provisions should be part of a coherent public
policy to broaden the operations of the thrifts. At the
same time, tax incentives for mortgage investment
should be provided to a broad range of investors to
help ensure an orderly transition to a more broadly
based housing finance system. The following dis
cussion examines the special bad debt reserve provi
sions currently available to thrift institutions and
develops recommendations concerning a mortgage
interest tax credit for all taxable and tax-exempt
institutions.

Special Thx Incentives for Thrifts
Current Federal tax law encourages thrift institu
tions to invest heavily in residential mortgages. 1
The investment incentive is provided through a spe
cial bad debt reserve deduction available only to
thrifts. Specifically, Section 593 of the Internal Rev
enue Code stipulates that a thrift institution may
deduct as much as 40 percent of its total taxable
income as a noncash addition to its bad debt reserve
if a specified percentage of its assets is held in
mortgages or other qualifying assets.2
To .qualify for the maximum 40-percent bad
debt deduction, a savings and loan association must
hold 82 percent of its total assets in qualifying
forms; for mutual savings banks, 72 percent of
assets must be in qualifying forms. As the percent
age of qualifying assets held by a thrift institution
falls, the 4O-percent rate is reduced incrementally.
For savings and loans, the 40-percent rate is reduced
by three-quarters of one percentage point for each .
percentage point that the ratio of qualifying assets to
total assets falls below 82 percent; the special de
duction cuts off completely at a 60-percent invest
ment level. For mutual savings banks, the 40-per
cent rate is reduced one and a half percentage points
for each percentage point below 72 percellt, cutting
off completely at a 50-percent investment level.
The special bad debt reserve provision can
place a significant barrier to asset diversification at
thrift institutions. To cover the additional taxes in
curred through diversification, nonqualifying in
vestments would have to provide net pre-tax yields
substantially higher than those available on qualify
ing assets. 3 As long as financial markets are reason
ably efficient, it is difficult, if not impossible, for an
investor to find one type of instrument that has an
expected net yield consistently higher than another,
after taking into account differences in lending and
servicing costs, as well as nonrate attributes such as
maturity, call or prepayment options, default risk,
and liquidity or marketability.
In view of the maturity structure of thrift lia
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bilities and the increased interest rate variability
evident in recent years, these institutions might be
willing to sacrifice some after-tax yield to reduce
interest rate risk, and some cross-selling benefits
may be derived from moving into areas such as
consumer lending. Asset diversification by thrifts
might be quite limited, however, unless they are
permitted to qualify for tax advantages at lower
levels of mortgage investment. 4 Indeed, the Inter
agency Task Force on Thrift Institutions noted that
retention of the special bad debt provision in its
current form could discourage thrifts from using
roughly half of the rather modest expansion of asset
powers provided by the Depository Institutions De
regulation and Monetary Control Act of 1980. 5
Aside from constraining the portfolio choices
of thrift institutions, the present bad debt deduction
has a number of deficiencies as a policy tool. First,
the provision clearly provides no incentives for
other types of institutions to invest in mortgages or
pass-through securities. Second, the benefits af
forded by this tax break accrue to thrift institutions
and have little or no impact on mortgage rates paid
by borrowers; unless the thrifts are able to meet the
entire demand for mortgage credit by households
(which has not been possible), before-tax mortgage
rates are determined in the market by the actions of
diversified institutions that operate in both mortgage
and bond markets and do not have tax benefits tied
to mortgages. Because of the various problems as
sociated with the bad debt provision, alternative tax
measures should be considered to permit thrift in
stitutions to diversify their portfolios, to provide
Other types of financial institutions receive tax benefits, but the
thrifts are the only institutions whose benefits are tied to
mortgages .
1 Qualifying assets are defined in the Internal Revenue Code as:
residential real property loans; cash; Federal government obli
gatjons; loans secured by members' deposits; loans secured by
church, school, health, and welfare facilities, or commercial
property located in an urban renewal or model cities area;
student loans; and property used in the conduct of the institu
tion's business.
3 The Interagency Task Force on Thrift Institutions, in Report if
the Interagency Task Force on Thrift Institutions (Washington ,
D.C .: U.S. Government Printing Office, June 30, 1980), pp.
109-112, estimated that nonqualifying assets would have to
provide a net pre-tax yield 52 percent higher than available on
qualifying assets for a savings and loan association to be
indifferent to a shift in its qualifying-to-total assets ratio from
82 to 81 percent; nonqualifying assets would have to provide
even greater yields, relative to qualifying assets , for an institu
tion to further reduce its ratio.
• Some mutual savings banks have given up portions of their tax
advantages to diversify their assets . However, many of these
savings banks are located in areas where extremely low mort
gage rate ceilings and restrictions on purchases of mortgages
originated in other States rendered mortgage assets relatively
unprofitable , even before interest rates rose to recent high
levels.
I

, Ibid.

mortgage investment incentives to a broad range of
institutions, and to channel tax-financed benefits to
mortgage borrowers as well as institutions .

Tax Incentives for All Mortgage
Investors
To encourage greater residential mortgage ac
tivity by a broad range of institutions, the same
tax incentives should be provided to all types of
investors through a mortgage interest tax credit
(MITC) on income from mortgages or mortgage
pass-through securities. Over time, the special
bad debt reserve provision for thrifts should be
eliminated. The MITe should be considered a
transition device, and should be reconsidered in
a thorough review of sectoral subsidies in the
entire tax system.
As an alternative to special bad debt provisions
for thrift institutions , all investors in mortgages or
pass-through securities could be permitted to take,
as a credit against their tax bills , a specified propor
tion of interest income from mortgage assets .6 Eli
gibility for the MITC and the rate of tax credit could
be based on specified criteria concerning mortgage
holdings or mortgage acquisitions by investors.
A mortgage interest tax credit is not a new
idea. The Commission on Financial Structure and
Regulation (Hunt Commission) recommended in
1970 that an MITC equal to a percentage of the
interest income earned on residential mortgages be
granted to all investors in such loans . This provision
was intended as a direct incentive to ensure the flow
of capital into housing finance; it was meant to
replace the indirect incentive provided through the
special provisions for loan losses at thrift institu
tions; and it was viewed as a way to compensate
thrift institutions for the loss of tax benefits arising
from elimination of the special bad debt reserve
deduction .
The Hunt Commission recommended a multi
level MITC that would provide higher rates of tax
credit for institutions with higher percentages of
residential mortgages in their asset portfolios , but
the commission did not attempt to establish specific
rates and investment levels. The Financial Institu
tions Act of 1975, passed by the Senate but not by
the House , would have eliminated the special bad
debt allowance for thrifts and made a progressive
MITC available to a broad range of investors. The
Senate formulation of the MITC , however, had a
number of drawbacks . Because of the progressive
design, thrift institutions actually would have been
discouraged from using the expanded asset powers
contained in the act. Moreover, the provision would
have provided substantial windfall gains to other
types of taxable institutions, such as commercial

banks, and little or no mortgage investment incen
tive for institutions with low- or zero-marginal tax
rates , such as life insurance companies and pension
funds. Finally, the Senate MITe formula would
have rewarded all investment in residential mort
gages, not just mortgage credit used to finance
investment in housing .
The Commission believes that a broadly based
mortgage interest tax credit can be an important
device to facilitate the transition to a more resilient
and effective housing finance system . Such a tax
credit should be designed to include the following
general features :
• Encourage investors to acquire mortgage
assets (loans or pass-through securities) re
lated to investment in housing.
• Encourage additional mortgage investment,
rather than reward previous mortgage in
vestments.
• Permit thrift institutions to diversify their
portfolios to a certain extent.
• Provide equivalent mortgage investment in
centives for all types of investors, including
tax-exempt institutions .
It is not known, at this time, what specific level
of MITC would be needed to achieve the desired
results . The need, of course, would depend on the
degree of asset diversification by thrift institutions
and the sensitivity of diversified investors to
changes in the relationship between mortgage
yields and yields on other capital market instru
ments .

ELigibLe Mortgage Assets

..

Residential mortgage loans, by defimlJon , are se
cured or collateralized by residential real estate.
Mortgage credit, however, need not be used for
investment in real estate. Indeed, during the past
decade , the volume of mortgage borrowing associ
ated with nonhousing expenditures has expanded as
inflation in home prices has greatly increased the
market value of the existing housing stock . In this
6

If an otherwise profitable institution can minimize its taxable
income through the use of tax avoidance devices , the effect of
special tax deductions or credits on investment decisions ob
viously would be lessened. An increase in the authority of
ttuift institutions to engage in equipment leasing, in conjunc
tion with the leasing provisions of the Economic Recovery Tax
Act of 1981 , possibly could change the tax status of thrift
institutions and alter the effects of the spec ial bad debt reserve
provisions on their investment policies. It would be prema
ture, of course , to draw conclusions at this time about the
impact of leasing activities on thrift operations over the long
run . For instance , competition among lessors (including thrift
institutions) could cause a major portion of the tax benefits to
accrue to the lessees. Lease payments , for ex ample , could be
insufficient to service the debt incurred to purchase capital
equipment , requiring the lessor to expend part of the cash flow
generated by tax savings to cover the debt payments .
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environment, households increasingly have bor
rowed against equity in the stock of existing homes
to finance the purchase of consumer durables, the
education of children, and other consumer expendi
tures. Homeowners have resorted to junior mort
gages ("home equity" loans) or have increased the
size of outstanding first mortgages through refi
nancing . Households engaged in the sale and pur
chase of homes often have "monetized" accumu
lated equity in homes sold by taking larger
mortgages than required on homes purchased.
An MITC should encourage investors to ac
quire mortgage assets that are associated with in
vestment in housing by the ultimate borrowers. One
possibility would be to restrict eligibility to first
liens, thus preventing the subsidization of junior
mortgages used by homeowners to finance con
sumption expenditures. This restriction, however,
also would exclude junior mortgage borrowing for
additions and alterations to existing homes . More
over, limiting eligibility to first mortgages would
not exclude mortgage credit raised through first
mortgage refinancing, or the "excess" first-mort
gage credit raised by households engaged in home
sales and purchases.

New Mortgage Investment
A mortgage interest tax credit should not be keyed
to stocks of mortgages held but should encourage
additional acquisitions of mortgage assets. Eligi
bility for the tax credit could be based on gross
mortgage acquisitions-originations plus pur
chases of mortgage assets (loans or pass-through
securities). This approach, however, would encour
age widespread refinancing of outstanding mort
gages and could entail large costs to the Treasury in
exchange for little net new mortgage investment.
A preferable approach would condition tax
credit eligibility on the net change in mortgage
assets held by an investor. For example, credit eligi
bility could be contingent on achievement of a spec
ified threshold value for a ratio , defined as the
change in mortgage assets relative to the change in
total assets during a specified period. This approach
also would involve some complications. For exam
ple, an institution could buy mortgages from an
other institution unable to avail itself of the credit;
such asset swaps could produce revenue losses for
the Treasury without an increase in total mortgage
investment. Mergers also could present a problem
to the extent that surviving firms would qualify for
the credit simply because they acquired the mort
gages of other firms . Despite such problems, a
requirement based on net changes in mortgage
holdings would be preferable to criteria based on the
level of holdings or gross acquisitions of mortgage
assets.
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Threshold Levels and Tax-Credit Rates
In designing a tax credit plan, some minimum or
"threshold" value for the net change ratio would
have to be established to determine eligibility by
individual institutions. In addition, tax-credit rates
would have to be set to establish the strength of the
investment incentives provided by the program. A
flat rate of tax credit could be provided for all
institutions above a minimum threshold ratio, or
higher rates of tax credit could be attached to higher
net change ratios.
For the tax credit to provide an effective broad
based investment incentive, the threshold would
have to be set low enough to affect the behavior of
large numbers of institutions. On the other hand, a
low threshold might encourage thrift institutions to
reduce substantially and abruptly their mortgage
investment activity.
Data from the Federal Home Loan Bank Board
(FHLBB) and the Federal Deposit Insurance Corpo
ration (FDIC) provide some basis for evaluating the
likely effects of different thresholds. These data
indicate the residential mortgage investment ac
tivity of commercial banks, mutual savings banks,
and savings and loan associations, and measure the
change in mortgage holdings as a percentage of the
change in total assets.7
Annual data for savings and loan associations
are displayed in Table 11.1 for the 1976-80 period.
The ratio of net mortgage investment to the change
in total assets clearly varies with housing and finan
cial market conditions . In 1980-a relatively bad
year for housing-little more than half of all savings
and loans devoted more than 60 percent of net asset
7

The dat.a on mortgage investment do not include mortgage pass
through securities .

Table 11.1
Percent of Savings and Loan
Associations with Various Mortgage
Acquisition Rates, 1976-80
(Change in Residential Mortgage Assets/
Change in Thtal Assets)
Year

Mortgage Acquisition Rates
> 50% > 40% > 30%

> 60%
1976
1977
1978
1979
1980

91.3%
94.8
91.9
71.6
54.9

94 .3%
97 . 1
95 . I
78.4
63.4

96.2%
98.4
97.0
83.1
71.3

97.4%
99.0
97.7
86.6
77.9

Source: Data compiled by staff from infonnation supplied by the
Office of Policy and Economic Research, Federal Home
Loan Bank Board .

flows to mortgage lending . In 1977-a year of
strong housing activity-nearly 95 percent of all
savings and loan associations exceeded that figure .
It appears that, for the most part, a threshold ratio
set between 30 and 60 percent would cover the vast
majority of associations under varying conditions .
For mutual savings banks and commercial
banks, the figures are quite different. A high thresh
old would eliminate a large number of banks. For
1980, 50 percent of all commercial banks devoted
less than 10 percent of their net asset flows to resi
dential mortgages, and 50 percent of all mutual
savings banks devoted Jess than 30 percent of their
flows to mortgages . 8 Although the ratios for earlier
years are higher (thus displaying a pattern similar to
savings and loans), in no case do they approach the
levels of savings and loan associations. This sug
gests that a relatively low ceiling would be appropri
ate for banks.
The data examined suggest two primary op
tions for an eligibility threshold ratio . First, a net
investment ratio somewhere in the range of 30 to 50
percent might be established . This approach would
affect a large number of small commercial banks
that currently devote significant portions of their
portfolios to mortgages . Second, a low minimum
threshold ratio could be established, with a low rate
of tax credit at the minimum level and higher rates at
higher ratio levels . Under such a system, however,
progression of the tax credit rate should stop below
the minimum asset ratios currently prevailing under
the bad debt provision for thrift institutions to avoid
discouraging portfolio diversification at the thrifts .
The rate of tax credit, under either a flat- or
progressive-rate system, initially should be set so as
to neutralize the impact of eliminating the special
bad debt provision on the net earnings of thrift
institutions. To assure that individual thrift institu
tions do not incur larger tax bills as a result of the
switch from the bad debt reserve provision to the
mortgage interest tax credit, thrifts should be given
the option-for several years-to use either the
MITC or the current version of the bad debt provi
sion .

Tax-Exempt Institutions
If a mortgage interest tax credit were made available
to all taxable investors, activity by these investors in
the markets presumably would lower pre-tax mort
gage rates relative to pre-tax yields on other capital
market instruments , because taxable institutions, as
a group, would be able to meet the total demand for
mortgage credit. This result, however, would dis
courage institutions with low or zero tax rates
such as life insurance companies and pension
funds-from moving into mortgage instruments .

Thus, to broaden the base of mortgage supply to
include tax-exempt institutions, it would be neces
sary to make the benefits of the MITC available to
them.
Tax incentives for mortgage investment could
be extended to tax-exempt institutions in several
ways . A refundable credit is the most direct method ;
a pension fund that engages in a sufficient amount of
mortgage investment to meet the threshold require
ments of the tax credit provision would receive a
payment from the Treasury equal to the credit that
could have been claimed by a taxpaying institution.
A second option would structure the mortgage in
strument so that a pension fund that bought the
instrument from a taxable mortgage originator
would be able to capture some or all of the benefit.
In effect, the originator would sell the mortgage
instrument at a discount and retain the rights to the
tax credit.

Review

if Tax Incentives and the Tax System

Special sectoral tax incentives-whether for hous
ing or other industries-are unnecessary when mar
kets work efficiently to allocate resources . During
the next several years, however, the housing finance
system undoubtedly will change in dramatic and
unpredictable ways, and the traditional strong re
liance on specialized mortgage finance institutions
probably will decline.
The tax incentives for mortgage investment
recommended above are designed to help the nation
navigate this difficult transition period without
shortfalls in the supply of mortgage funds ; thus ,
these incentives should be considered temporary
and should be reconsidered when a thorough review
of sectoral subsidies in the entire tax system is
conducted. Eventually, it may be possible to elimi
nate all special investment incentives as the effi
ciency of private financial markets improves. The
recommendations presented in the remainder of this
chapter have been designed to help move the nation
toward that goal .

INSTITUTIONAL SOURCES
The broad-based tax incentives discussed above are
intended to attract a wide range of diversified private
institutions into residential mortgage investments .
The investment policies of some major types of
institutions , however, are circumscribed by laws or
regulations established at the Federal or State level.
The following discussion focuses on legal or regula
tory constraints on housing investments by private
and public pension funds (including those at life
• Data supplied by the Federal Deposit Insurance Corporation .
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insurance companies), commercial banks, and fi
nance companies .

Pension Funds
Pension funds constitute a major potential source of
funds for housing. Private pension plans held more
than $500 billion in assets at the end of 1981; three
fifths of this amount was held by noninsured plans,
and the balance was accounted for by plans with life
insurance companies. In addition, over $200 billion
in assets were held in retirement plans for em
ployees of State and local governments .9
Some public pension funds have acquired sub
stantial amounts of residential mortgages or mort
gage pass-through securities, but investment in
mortgage assets by private pension funds generally
has been quite small. Residential mortgages held by
private, noninsured plans apparently account for
less than 2 percent of the total assets of these funds,
and mortgages constitute only a minor share of the
investments of insured pension funds that use sepa
rate investment accounts . 10 Of course, private pen
sion plans with life insurance companies commonly
do not involve separate accounts , and thus informa
tion on the types of investments that make up the
reserves for these plans is not available . Overall, life
insurance companies, which had been a major
source of residential mortgage credit in the 1950s
and early 1960s, have shifted away from housing
loans toward nonresidential mortgages and other
types of assets .
Because pension and retirement funds have
long-term liabilities, these institutions should view
long-term residential mortgages as potentially at
tractive investments. In this respect, pension funds
are more favorably situated for mortgage invest
ment than thrift institutions, which traditionally
have relied on short- and intermediate-term deposits
for funds. Pension funds in many cases also have
indexed benefit liabilities-those that are tied to an
index that reflects the general rate of inflation in the
economy. For such funds, investment in alternative
mortgage instruments that are also indexed can
provide an attractive matching of assets and lia
bilities not available from other nonhousing invest
ments, including corporate equities.

Private Pension Funds and ERISA II
Current provisions of Employee Retirement In
come Security Act regulations that limit the
housing investments of private pension funds
should be eliminated.
Implementation of the Employee Retirement
Income Security Act of 1974 (ERISA) has imposed
constraints on mortgage investment by private pen
sion funds-both noninsured funds and insured
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funds that use separate investment accounts. ERISA
does not specify a list of investments that a pension
plan mayor may not make. However, it does estab
lish definitions that dictate the types of transactions
prohibited, as well as investment standards that
managers of pension funds must follow.
The main difficulties associated with ERISA
stem from broad Department of Labor regulatory
definitions of the circumstances and conditions un
der which pension plan investments can and cannot
be made . Although the regulations were designed to
ensure that investment managers do not enter into
conflict-of-interest transactions and unwise invest
ments, in the process the regulators have failed to
recognize the realities of the housing finance mar
ketplace and have unduly limited pension plan in
vestment in mortgages and mortgage-related se
curities. Moreover, adjustments to ERISA regula
tions generally have evolved slowly, and those mod
ifications that have been implemented are not en
tirely adequate to meet the needs of the mar
ketplace .
The Commission stressed in its Interim Report
that transactions involving possible conflicts of in
terest and unwise investments should not be made to
the detriment of pension plan beneficiaries . But the
Commission also noted that it is not reasonable to
prohibit the development of relationships that arise
in the normal course of business between pension
plans and such parties as loan originators, sellers ,
servicers, and mortgagors . In this regard, the Com
mission recommends that the Department of Labor
take several steps at the regulatory level .

PILm Assets.

Under current interpretations of Sec
tion 401 of ERISA, a security representing an inter
est in a mortgage investment pool does not con
stitute an asset of the plan; rather, the underlying
mortgages are deemed to constitute the "plan as
sets." Thus, the pension plan fiduciary must meet
all the requirements imposed under ERISA for each
and every mortgage in the pool.
The Department of Labor has proposed (but
not issued) a plan asset regulation that would ex
empt investments in certain mortgage-backed se
curities (MBS) and other nonhousing related se
curities from the "look through" requirements of
ERISA. Although questions have been raised re
Data obtained from the Board of Governors of the Federal
Reserve System, Flow if Funds Accounts (Washington, D .C .:
Federal Reserve , 1981).
.0 Reliable data are not available on holdings of mortgage pass·
through securities by noninsured or insured funds.
" The recommendations contained in this section of the report
were also part of the Commission's Interim Report , issued in
October 1981. The Department of Labor has begun to act on
some of these recommendations.
9

garding the non housing portion of the proposed
regulation, there has been general agreement on that
part of the regulation addressing investments in
MBSs . Therefore, the Department of Labor should
promptly issue the housing portion of its proposed
"plan asset" regulations in order to exclude from
ERISA regulations mortgages in pools that are asso
ciated with pass-through securities issued or guar
anteed by the United States or an agency or instru
mentality thereof, including the Government Na
tional Mortgage Association (GNMA), the Federal
Home Loan Mortgage Corporation (FHLMC), and
the Federal National Mortgage Association
(FNMA).

ConventionalMortgage-Backed Securities.

In Janu
ary 1981, the Department of Labor issued an ERISA
class exemption for investments in MBSs that are
not issued or guaranteed by a Federal or federally
related agency. However, the exemption did not
apply to MBSs issued against pools of second liens
and did not cover in detail the treatment of forward
placement commitments. The Department of Labor
should expand its recently issued class exemption
for mortgage-backed securities to cover pools of
second mortgages and to clarify the treatment of
forward-purchase commitments that are com
monplace in mortgage market transactions.

Whole Mortgages and Mortgage Participations. In
the case of whole mortgages or mortgage participa
tions, the Department of Labor should issue a class
exemption to permit normal business transactions.
On December 3, 198 I, in response to the Com
mission's Interim Report, President Reagan an
nounced that the Department of Labor had issued a
proposed exemption applicable to pension plan in
vestment in whole mortgages. Although this re
sponse is important, the proposed exemption should
be revised before it is issued in final form to achieve
the goals intended by the Commission. Specific
changes are needed to make the exemption more
workable, including applicability to participation
interests as well as whole loans, and removal of
limitations restricting the exemption to those mort
gages provided through a federally chartered or
regulated financial institution that "commonly
makes mortgage loans on similar terms and condi
tions from its own funds." The exemption should be
broadened to include institutions such as State hous
ing finance agencies, mortgage banking com
panies, real estate subsidiaries of major national
corporations, State-chartered and -regulated depos
itory institutions, and other entities that normally
engage in mortgage lending or mortgage invest
ment activities. Such an expansion of the exemption
would foster a broader base of housing investment
activity by private pension funds, as well as permit

alternative forms of mortgage instruments to be
acquired by pension plans.
Several technical details of the exemption also
require change. The exemption, as proposed,
would be limited to new single-family housing; this
requirement should be revised to include both new
and existing one- to four-unit properties, as well as
multifamily housing. The exemption also should
apply explicitly to over-the-counter purchases and
forward commitments, and eligible financial in
stitutions should be given the ability to develop
mechanisms for delayed delivery of mortgages and
to pool funds for mortgage investment from more
than one pension plan.

Future Exemptions and Rulings.

The Commission
also noted that the mechanisms for evaluating ap
plications to the Department of Labor for mortgage
related exemptions should be streamlined and im
proved. To accomplish this goal, the Department of
Labor should rely on the mortgage and housing
expertise that already exists at the Federal Home
Loan Bank Board and at the Department of Housing
and Urban Development.

Public Pension Funds and State Laws
States should be encouraged to develop program
strategies and regulations that facilitate housing
investment by public pension funds.
Public pension plans operated for the benefit of
State and local government employees are exempt
from the ERlSA and Department of Labor regula
tions that apply to private pension plans. Rather,
they are subject to State and local laws and regula
tions that govern their investment practices . Unlike
the ERISA regulations for private pension plans , the
State and local laws that apply to public pension
plans often permit and encourage investment ac
tivities that benefit the economies of State or 10caJ
communities . Some pension plans are directed to
seek out local investments and, in a number of
instances, residential mortgage investments have
received favorable attention in pursuit of that goal.
The enabling statutes for most State and local
pension funds specify that investments must be
prudent (e.g., involve adequate risk diversification)
and accrue to the benefit of plan participants. Many
statutes specifically list housing finance as one in
vestment that is permitted if it meets these tests. In
fact, some State plans recently have developed in
vestment programs or strategies involving mort
gages and mortgage-backed securities secured by
residential properties located in the respective
States. The majority of these programs do not in
volve the acquisition of mortgage assets with below
market yields. They simply recognize the invest
ment advantages of long-term or indexed-yield as
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sets and the added benefit of economic returns to the
communities of the plan participants.
The Commission views the housing-related in
vestment programs or strategies of public pension
plans as positive developments that make additional
capital resources available for housing finance. The
Commission encourages the continuation of this
trend and supports actions at the State and local
level to develop the legal and regulatory framework
to facilitate public pension plan investment in hous
ing . To assist this effort, the National Conference of
Commissioners on Uniform State Laws should rec
ommend changes to State legal investment statutes
to provide authority for regulated fiduciaries to in
v·est in conventional mortgage-backed securities
meeting a common set of reasonable investment
criteria .

Commercial Banks
The powers of commercial banks to invest in
residential mortgages and real estate should be
clarified and expanded.
Commercial banks have been important par
ticipants in the housing market for decades. In
addition to their important roles as originators and
holders of residential mortgages, banks supply sig
nificant amounts of non mortgage funds for the con
struction of residential properties. They also acquire
mobile home and home improvement loans, make
mortgage warehousing loans to other mortgage len
ders (such as mortgage banking companies), and
invest significant amounts of funds in debt or pass
through securities issued or guaranteed by housing
related agencies, such as GNMA , FNMA ,
FHLMC , the Farmers Home Administration
(FmHA), and the Federal Home Loan Bank (FHLB)
System .
Bank investment in residential mortgages and
mortgage-related securities generally has not re
sulted in the type of profit problem that has emerged
at thrift institutions, because most banks have used
their broader investment powers to avoid excessive
interest rate risk. But some commercial banks, par
ticularly smaller urban and rural institutions, have
relied heavily on household deposits as a source of
funds and have chosen to specialize in residential
mortgage lending. Some of these commercial banks
now face the same types of difficulties as thrift
institutions . 12
Despite the prominent position of commercial
banks in housing finance , these institutions do not
have real estate lending, investment, and operating
powers equivalent to those recommended for thrift
institutions in Chapter 10. Accordingly, the Com
mission recommends the expansion of bank powers
in these areas.
144

Mortgage Investment Powers
The Commission recommends that the residential
real estate and mortgage-lending powers of com
mercial banks be clarified and expanded to promote
continued and increased bank participation in the
housing finance market of the future . The statutory
framework governing the real estate lending power
of banks should be reviewed and updated to reflect
current market realities and needs. Percent-of-asset
limitations, loan-to-value ratios, and other lending
restraints should not be established by statute but
should become part of a regulatory framework that
provides a more responsive review process, thus
giving regulatory agencies the flexibility needed to
meet changing market conditions.

Service Corporations
Commercial banks should be permjtted to establish
service corporations similar to those successfully
employed in the savings and loan industry. Corpora
tions that provide market services to a number of
institutions could facilitate ongoing real estate in
vestment, secondary market operations , and other
mortgage finance-related activities for small com
munity-oriented banks. As a group, these institu
tions could account for a significant amount of real
estate activity; individually, however, they are not
able to participate in the market on the same basis as
larger institutions.

Real Estate Investment
Commercial banks should be permitted to invest in
real estate (including joint ventures with de
velopers) through holding company subsidiaries
and to engage in other investment practices permit
ted savings and loan associations through service
corporations . By channeling these investment ac
tivities through either holding company subsidi
aries or bank service corporations , banks could
provide these services and compete with nonregu
lated institutions without subjecting the deposit in
surance agencies to increased risks.

Additional AUlhority
Commercial banks should be provided, where nec
essary, with adequate authority to engage in ac
tivities incidental to the exercise of authority
conferred by law. Furthermore, they should be per
mitted to make over-the-counter sales of certificates
backed by mortgages, with or without recourse,
12

The American Bankers Association estimates that 1,157 banks
have sufficient mortgage holdings to qualify for the thrifts'
Section 593 bad debt allowances as presently structured , and
6 ,153 banks would qualify with only minimum modifications
in the eligible asset tests if the bad debt allowances were made
available to banks.

subject only to the regulations of their respective
regulatory supervisors and deposit insurers.

Consumer Finance Companies
Participation by consumer finance companies in the
nation's housing finance system could provide an
other important source of funds for housing . Entry
into the housing finance market by these institutions
would increase competition, and the demonstrated
access to national capital markets by consumer fi
nance companies would provide a major and flexi
ble source of housing credit.
Finance companies already have shifted to
some degree from traditional small , secured and
unsecured consumer loans to larger real estate-se
cured loans. It is estimated that more than 50 per
cent of total secured loans held by consumer finance
companies at the end of 1980 were collateralized by
real estate~ompared with 38 percent in 1979 and
26 percent in 1978 . J3 3 In many areas, however, the
State laws under which finance companies operate
are either restrictive or ambiguous concerning the
authority of the companies to acquire mortgage
loans. Because many of the largest consumer fi
nance companies operate nationwide or have re
gional branch structures, ambiguities or restrictions
at the State level should be removed.
The Commission supports changes in State
laws and regulations to facilitate the entry of con
sumer finance companies into the housing finance
system . States should review regulations or statuto
ry prohibitions against dual business and licensing
restrictions that impede entry, and should remove
restrictions on investment activities that limit ac
quisitions of residential mortgage assets by con
sumer finance companies. Currently, limitations on
loan size and maturity inhibit consumer finance
company investment in first mortgages in many
States.

CONVENTIONAL MORTGAGE·
BACKED SECURITIES
Mortgage-related securities issued for sale in the
secondary market currently are disadvantaged from
a legal, regulatory, and tax standpoint in their com
petition with corporate debt obligations, unless the
securities are covered by the guarantee of a Federal
or federally related agency. These disadvantages
could become increasingly important impediments
to the free flow of mortgage credit through the
nation's capital markets , particularly if thrift institu
tions become less important as mortgage investors
and Federal participation in the nation's credit mar
kets is reduced as a matter of public policy.
The disadvantages faced by private mortgage
backed securities appear to be largely inadvertent

consequences of past policy decisions . Legal and
tax problems have arisen partly because mortgage
related securities did not exist or were not con
templated when laws governing investments and
investment vehicles were written . In some cases
where statutory impediments to trading mortgage
securities were not codified , regulatory barriers
have been imposed-again , partly because of igno
rance of the true nature of these securities or failure
to recognize certain realities of the mortgage fi
nance marketplace. As a matter of public policy,
legal, regulatory, and tax impediments to the de
velopment of broad and active markets for con
ventional mortgage-backed securities should be
eliminated .
There is a consensus in the investment com
munity that an active CMBS market cannot develop
until a proper tax, regulatory, and market climate is
established. Recommendations made earlier in this
chapter concerning ERISA and related Department
of Labor regulations, as well as the recommend
ations concerning extension of tax incentives for
mortgage investment to taxable and tax-exempt in
stitutions, could spur the development of CMBS
markets.
The following discussion identifies additional
adjustments that should be made to laws and regula
tions to foster development of the CMBS market:
revisions to the Federal tax code, modifications to
Federal regulations concerning the registration of
securities and issuers, changes in Federal Reserve
regulations governing the purchase of securities on
margin, changes in the Federal bankmptcy code,
and modifications to State legal investment statutes
and blue-sky laws. The discussion also considers
ways to promote standardization of CMBSs , includ
ing more widespread use of State housing finance
agencies as CMBS issuers and Federal creation of
CMBS vehicles with minimum reserve standards to
cover credit risk and issuer performance.

Revisions to the Tax Code
The Internal Revenue Code should be amended
to provide an exemption for conventional mort
gage-backed securities from taxation at the pooI/
issuer level, provided the CMBSs meet minimum
criteria. The Internal Revenue Code should also
be amended to treat the recovery of market dis
counts on CMBSs on the same basis as such
discounts are treated on corporate securities.
Section 851 of the Internal Revenue Code
(lRC) provides that the income of a regulated in
vestment company (mutual fund) is subject to taxa
tion only at the shareholder level, because it re
13

Data supplied by the National Consumer Finance Association.
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ceives a deduction for dividends paid to share
holders. In contrast, a CMBS could be taxed at both
the pool- and certificate-holder levels , even t~ough
all net income is passed through to the certificate
holder. Unless CMBS pools are fixed at the outset,
are self-liquidating, and have no active manage
ment, there is a significant danger that a Federal
income tax liability would be incurred at the issuer
or pool level.
This constraint has resulted in almost universal
use of the" grantor trust" device in the administra
tion of CMBS pools. The grantor trust format is an
inflexible tool that produces mortgage-investment
instruments with certain limitations. Active man
agement, including the ability to substitute loans, to
reinvest principal payments (either in new mortgage
assets or under an investment contract), or to alter
the pool after formation, generally is impossible.
Combined with the monthly payment schedules and
prepayment uncertainties inherent in mortgages
within the pools, the requirement of passive man
agement results in an unattractive instrument for
many investors. Return of principal in small or
unpredictable amounts creates reinvestment con
cerns about timing, investment options, and yield.
The CMBS market clearly needs greater flex
ibility in pool management to reach a broader range
of investors without the danger of taxation at the
pool/issuer level. Fears of taxation at the pool level
have inhibited use of innovative securities tailored
to the particular needs of investors. Issuers should
be able to offer various types of instruments , such as
those that apply early principal repayments and
prepayments to purchases of additional mortgages,
and so-called "fast pay-slow pay" pools, in which
one group of certificate holders receives all pay
ments of principal until its certificates are retired,
thereby insulating the second group from early re
tirement of its investments .
The tax code treatment of gains and losses of
principal also is unfavorable to CMBSs. The IRC
stipulates that investors in corporate obligations
may treat the recovery of discounts (other than
original-issue discounts) on sale or retirement as
capital gains, rather than as ordinary income.
CMBSs, however, are considered by the Internal
Revenue Service to represent the obligations of indi
vidual mortgagors, and thus the securities are not
entitled to the favorable treatment available to cor
porate obligations under the IRC; in effect , CMBS
holders are required to treat the recovery of all
discounts through principal payments as ordinary
income. This restriction places deeply discounted
low-coupon mortgage securities at a particularly
competitive disadvantage in the general capital mar
kets, even though certain investors would otherwise
seek to acquire such securities.
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Registration of Securities and
Issuers
The Securities and Exchange Commission
should promulgate regulations to provide specif
ic and streamlined shelf-registration procedures
designed for conventional mortgage-backed se
curity issues.
CMBS issuers should be permitted, but not
required, to register as regulated investment
companies.
Some private issuers of CMBSs have taken
advantage of the general shelf-registration pr.o
cedures of the Securities and Exchange Commis
sion (SEC). Shelf registration is useful to an issuer
where disclosure materials remain unchanged from
one pool to the next. Unlike corporate entities,
CMBS issuers that continually originate and pool
mortgages generally produce a seri~s of si~i1ar
issues over a relatively short perIod of time.
However, if certain pool characteristics change, re
gardless of how minor the change may be, new
registration may be required. This re-registration
process is costly and creates undue delays when
rapid opinions and responses may be neces~a.ry to
take advantage of changing market conditions.
Therefore, the SEC should develop a streamlined
shelf-registration procedure that provides issuers
with prompt clearances for both initial and subse
quent issues of CMBSs.
Private CMBS issuers might find it desirable to
register as regulated investment companies under
the Investment Company Act of 1940. By such
registration , CMBS issuers would not have to regis
ter individual issues and would be permitted greater
flexibility in pool management. The act is not ap
plicable to mortgage investment vehicles, however,
and the SEC has refused Investment Company Act
filings for issuers of mortgage-backed securities. To
achieve parity, CMBS issuers should , by amend
ment to the Investment Company Act of 1940, be
permitted-but not required-to register as regu
lated investment companies .

Purchase of Securities on Margin
The Federal Reserve Board should amend Reg
ulation T to allow for the purchase of privately
issued conventional mortgage-backed securities
on margin.
Regulation T of the Federal Reserve Board
permits a securities broker or dealer to extend credit
on the collateral of corporate securities, and Regula
tion U of the Federal Reserve Board applies to
similar extensions of credit by commercial banks.
The process of extending credit on the collateral of
securities is termed "lending on margin" and the
regulations issued by the Federal Reserve Board

specify the characteristics of securities that are
"marginable ." Under current Regulation U, com
mercial banks may advance funds on the collateral
of a wide range of corporate securities and mort
gage-backed securities, whether the securities are
issued by a federally related entity or a private
entity. CMBSs issued by federally related entities
are marginable under Regulation T ; however, this
regulation prohibits securities brokers and dealers
from extending credit on mortgage-backed se
curities issued by private entities.
The Federal Reserve Board should pennit se
curities brokers and dealers to lend on the collateral
of CMBSs that are of a quality (as evidenced by
investment ratings) equivalent to corporate se
curities that are marginable. The availability of mar
gin credit for CMBS instruments would increase the
attractiveness of these securities to a more diver
sified base of investors with both short- and long
tenn portfolio objectives.

Modification of the Bankruptcy
Code
Congress should extend the current provisions of
the Federal Bankruptcy Code to all entities that
sell mortgage loans, mortgage participations, or
conventional mortgage-backed securities.
When selling mortgage loans, mortgage par
ticipations, or CMBSs in the secondary market,
originating lenders frequently retain the original
mortgage documents and continue to service the
loans on behalf of the purchasers. To reduce trans
action costs, the mortgage notes sometimes are not
endorsed, and the purchaser does not always record
the transaction evidencing the transfer of ownership
of the mortgages. When the seller is an entity that
could become a debtor under the Federal Bank
ruptcy Code, it is clear that the purchaser has title to
the mortgages, and thus the mortgages are protected
from challenges by the bankruptcy trustees.
There are significant numbers of mortgage len
ders-such as FDIC-insured banks, FSLlC-insured
savings and loan associations, ins urance com
panies, FNMA , and FHLMC- that may not be
covered by the Federal Bankruptcy Code. Thus,
when selling mortgages in the secondary market ,
such lenders incur additional transaction costs to
provide the same protection afforded by the Bank
ruptcy Code. Because it is critical that secondary
market purchasers be assured of ownership of the
mortgages acquired through a secondary market
transaction, Congress should enact a statute clarify
ing that, in the event of insolvency of a mortgage
seller or CMBS issuer, a receiver or bankruptcy
trustee cannot disregard or challenge the sale or take
the position that the mortgage loans are part of the

insolvent's estate and not the property of the pur
chaser.

State Laws and Agencies
The National Conference of Commissioners on
Uniform State Laws should recommend amend
ments to relevant State blue-sky laws to exempt
qualified conventional mortgage-backed se
curity issuers from State registration require
ments, and should recommend changes to State
legal investment statutes to provide authority for
investment by State-regulated fiduciaries in
CMBSs meeting a common set of reasonable
investment quality criteria.
States should be encouraged to create public
conduit CMBS issuers that draw on the capacity
and experience of their existing State housing
finance agencies.
State blue-sky laws generally exempt from
State registration those securities that are superior
to, or of substantially equal rank with, securities of
the same issuer that are listed on national or spec
ified regional exchanges. However, State securities
regulators frequently take the view that even if the
issuer of a CMBS is a listed company, its CMBS
must be subject to blue-sky laws because the issuer
is only a servicer and not an obligor on the security.
Registration under State blue-sky laws is both time
consuming and expensive, and is duplicative when
the securities also are subject to Federal registration
or exchange disclosure rules. Therefore, the Na
tional Conference of Commissioners on Unifonn
State Laws should recommend amendments to the
relevant State blue-sky laws to exempt qualified
CMBS issuers from State registration requirements.
Mortgage-backed securities fare poorly under
myriad State statutes that specify legal investments
for State-regulated fiduciaries , such as public pen
sion funds, insurance companies, bank fiduciaries ,
and State-chartered depository institutions . Be
cause of the unique characteristics of CMBSs, they
do not fit under the commonly defined categories of
legal investments. As a result, CMBSs are sub
jected to a maze of restrictions intended for other
nonconfonning securities, which has the practical
effect of prohibiting investment in CMBS issues .
The National Conference of Commissioners on
Unifonn State Laws should recommend changes to
State legal investment statutes to provide authority
for investment by regulated fiduciaries in CMBSs
that meet a common set of reasonable investment
quality criteria .
State housing finance agencies have estab
lished credibility in the capital markets , and they
have the capacity and expertise to generate the large
volume of standardized mortgage pass-through se
curities necessary for efficient dealer markets .
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These agencies should be encouraged to become
more actively involved as conduits for mortgage
loans . They can raise funds in taxable bond mar
kets, acquire mortgage loans with market yields ,
and resell the mortgages through issues of CMBSs
with private mortgage insurance coverage, where
necessary. The taxable-bond program of the Alaska
Housing Finance Agency, the recently created
North Carolina Mortgage Investment Corporation ,
and pending legislation to permit such conduit issu
ers in other States represent examples of the States'
recognition of this potential role. States should con
tinue to create public conduit CMBS issuers that
draw on the capacity and experience of their existing
housing finance agencies .

Standardization of CMBS
The steps recommended above are designed to help
produce the tax, legal, and regulatory environment
necessary to the development of broad and active
CMBS markets. Even with such adjustments,
however, fully private CMBSs could remain at a
competitive disadvantage vis-a-vis other types of
investments traded on the capital markets , if inves
tors were uncertain about the quality of the CMBSs .
Concerns about investment quality could relate to
the default risk on the underlying mortgages and to
the performance of issuers with respect to the pass
through of principal and interest on a timely basis
(in accordance with pool management arrange
ments).
To date, credit risks on CMBSs generally have
been covered by private pool insurance contracts or
letters of credit. If a broad and active CMBS market
is to develop, more standardized procedures may be
needed . Establishing adequate minimum standards
to cover both credit risk and issuer performance
could reduce the information-gathering costs of in
vestors, result in a larger volume of CMBS issues,
and lower interest costs for borrowers . A larger
volume of standardized CMBSs, moreover, would
result in smaller bid-ask price spreads at dealers that
make CMBS markets .
The Federal government could take steps to
encourage the standardization of CMBSs; further
study on this topic is appropriate. Several Commis
sioners suggested that laws or regulations could be
established setting minimum criteria for mortgage
investment trusts that would provide standardiza
tion as well as benefit from the various legal and
regulatory adjustments discussed above. (Other
CMBSs, of course , also would receive these bene
fits .) The criteria could include maintenance of a
specified "reserve" fund, which would be available
to make timely payments on the trust security if the
cash flow from the pool were insufficient or the
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issuer failed to pass through payments to holders of
the securities. Such a reserve might actually be
funded, or it could be satisfied by letters of credit or
acceptable private pool insurance.

MORTGAGE INSTRUMENTS
Long-term investments-including the long-term ,
fixed-rate instruments that have been the standard
forms of mortgage finance for many years-have
become increasingly unattractive to investors with
relatively short-term liability structures as the fu
ture course of short-term interest rates has become
more difficult to predict. And, as mentioned above,
the interest-rate risk associated with investment in
long-term mortgages has been exacerbated by State
efforts to restrict the enforcement of due-on-sale
clauses in such contracts .
Because of the risks associated with invest
ment in long-term, fixed-rate mortgages, investors
have begun demanding shorter-term mortgage in
struments that shift a portion of the interest rate risk
to borrowers, or they have been charging substantial
rate premiums on long-term, fixed-rate instru
ments. Borrowers, on the other hand , have resisted
shorter-term mortgage instruments because of the
uncertainty of future monthly payments , and most
households have not been able to afford the rates
charged on the limited supply of long-term, fixed
rate mortgage credit available in the market.
Recent changes in Federal and State regula
tions have enabled mortgage lenders to offer a vari
ety of alternatives to the standard long-term, fixed
rate mortgage . Indeed, alternative forms of mort
gage instruments have proliferated, causing a good
deal of confusion among borrowers, who generally
are not able to properly consider all the available
variations .
The following discussion identifies the prob
lems caused for borrowers and investors by the
traditional mortgage instrument, and recommends
action to reduce the problems faced by investors .
Second, several types of alternative mortgage in
struments that might better meet the needs of both
investors and borrowers are discussed. Finally,
problems of insurability and marketability of new
mortgage forms are addressed .

Standard Mortgage Fonns
Before the Depression of the 1930s, the typical
home loan had only 5- to 10-year maturity and did
not fully amortize the principal. Widespread de
faults during the 1930s stimulated major innovations
in the form of the mortgage instrument. As a result
of government action, an instrument was devised to
permit individuals to buy homes with small down
payments and to payoff their loans over a long

period of time-the long-teon, fixed-rate, level
payment , fully amortizing mortgage . For more than
four decades, virtually all residential mortgage
lending has involved this type of instrument. But
recent economic events , as well as court and legisla
tive actions at the State level, have made the tradi
tional mortgage instrument unattractive to investors
and inappropriate for many borrowers.

Problems Caused by Inflation and Interest
Rate Volatility
Inflation and interest rate volatility have deterred
both borrowers and lenders from using the standard
fixed-rate, level-payment mortgage instrument, but
for different reasons. If inflation and future move
ments in short-teon market rates are properly antici
pated, interest rates charged on new long-term
mortgage loans should reflect these expectations,
and investors in the loans should realize profits over
the lives of these assets. When anticipated inflation
rates are high, however, this process requires bor
rowers who use the standard mortgage instrument to
allocate unusually high proportions of their income
to mortgage payments during the early years of the
contract, posing a severe cash-flow constraint to
home purchase. As borrowers' incomes rise during
inflation, the ratio of mortgage payments to income
declines over time-a phenomenon commonly re
ferred to as the payment "tilt."
To the extent that future rates of inflation are
underestimated, an insufficient inflation premium
will be incorporated in long-teon mortgage interest
rates . In this event, lenders realize capital losses if
they sell the loans prior to maturity, or they suffer a
reduction in net earnings on loans held as their cost
of funds rises above the levels that had been ex
pected. Underestimation of inflation and interest
rate increases, in fact, created the severe earnings
problems currently encountered by thrift institu
tions, which traditionally have financed long-teon
mortgage assets with short-teon deposit liabilities .
The experience of the thrifts, and the extreme vol
atility of interest rates in recent years, have made
investors less willing to accept the interest rate risks
associated with acquisitions of standard long-teon,
fixed-rate mortgage instruments .

Problems with Due-on-Sale Clauses
Action should be taken at the Federal level to
prevent or to discourage State legislative or judi
cial actions that restrict the enforcement of due
on-sale clauses in outstanding home mortgage
contracts.
Federal regulations should be changed to
permit the inclusion of due-on-sale clauses in
newly originated FHA-insured and VA-guaran
teed home mortgages.

As mortgage interest rates have soared at in
stitutional sources, various forms of "creative"
seller financing have become common. According
to surveys conducted by the National Association of
Realtors, about half of all resale transactions in 1980
and 1981 involved some foon of financing technique
other than a new first mortgage loan from a financial
institution . The most prevalent techniques involve
the transfer of outstanding low-rate first mortgages
from home sellers to homebuyers, often in com
bination with second mortgages provided by home
sellers or third-party investors . Another common
practice involves the creation of wraparound mort
gages by third-party lenders; these loans encompass
outstanding low-rate first mortgages of home sellers
and the amount of additional financing required by
homebuyers.
The increased incidence of loan assumptions
and wraparounds has contributed to the slowdown
in the rate of turnover of outstanding home mort
gages at institutional lenders, thus reducing the
supply of loanable funds available at these institu
tions and holding down their earnings . As a con
sequence. many lenders have attempted to invoke
due-on-sale clauses that give them the option to
declare existing loans payable in full on sale of the
mortgaged property; such clauses are incorporated
in most outstanding conventional mortgage con
tracts , but not in loans insured by the Federal Hous
ing Administration or guaranteed by the Veterans
Administration . Efforts by lenders to enforce due
on-sale clauses , in tum , have provoked litigation on
behalf of home sellers in a number of States . Cur
rently, 17 States significantly restrict the full exer
cise of due-on-sale clauses in outstanding home
mortgage contracts-~wen though these clauses had
been agreed to by both borrowers and lenders.
Restrictions on the exercise of due-on-sale
clau ses in mortgage contract s clearly benefit home
sellers at the expense of mortgage contract holders.
Homebuyers , however, may actually accrue little , if
any, net benefit; indeed , in highly competitive mar
kets , selling prices should rise by just enough to
eliminate any advantage for buyers .14 In fact, the
use of creative financing can create serious financial
problems for homebuyers. The National Associa
tion of Realtors reports that most second mortgages
made in conjunction with assumptions of first mort
gages have teons of only three to five years , have
monthly payments covering interest only, and re
quire a balloon payment of the entire principal
amount on maturity. Many borrowers apparently
view these loans as a way to " buy time" until
14

This conclusion was reached in a report 10 Congress: Depart 
ment of Ho using and Urban Deve lo pment , An Economic A/UJ/
ysis oj Due-on-Sale Clauses (Washingto n , D .C. : U.S . Gov
ernment Printing Office, April 1981 ).
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conditions in institutional mortgage markets im
prove. It also appears that many home sellers take
back second mortgages at below-market rates to
obtain higher prices for their homes, adding an
additional artificial element to home prices. If mar
ket interest rates do not decline substantially, many
homeowners may have difficulty arranging full refi
nancing of their second mortgage debts at an afford
able cost.
Even though buyers may not truly gain through
creative financing, total home sales might be larger
if buyers perceive benefits from this type of financ
ing and if sellers would not place their homes on the
market at prices that do not incorporate the value of
the assumable loan. The total flow of funds to the
mortgage markets might also be augmented by cre
ative financing, despite the drain on loanable funds
at the institutional holders of outstanding mort
gages, as long as individuals increase their invest
ment in mortgages. These possibilities, however,
are not sufficient grounds to justify State actions to
restrict enforcement of due-on-sale clauses in exist
ing contracts. Indeed, such State actions create un
certainties concerning the enforceability of such
clauses and thus have interfered with the operation
of the national secondary markets for conventional
loans and conventional pass-through securities, be
cause investors find it more difficult to detennine
the appropriate prices for these instruments . Fur
thennore, a situation in which some institutions can
enforce due-on-sale clauses but others cannot-a
dichotomy that currently exists-easily can dis
courage new sources of capital from entering the
housing markets .
The Commission has detennined that the abil
ity of investors to enforce due-on-sale clauses in
existing mortgage contracts is essential to prevent
windfall wealth transfers among mortgage market
participants , to attract new investment sources, and
to ensure proper operation of the secondary mort
gage markets . Therefore, the Commission recom
mends that actions should be taken at the Federal
level to prevent or to discourage State legislative or
judicial actions that restrict the enforcement of due
on-sale clauses in outstanding home mortgage con
tracts .
Two policy options are recommended. First,
State legislative or judicial efforts to restrict the
enforcement of due-on-sale clauses should be pre
empted by Federal action . Ideally, the preemption
should be extended to all "federally related mort
gages," as defined in the regulation implementing
the Federal preemption of State ceilings on mort
gage interest rates contained in the Depository In
stitutions Deregulation and Monetary Control Act
of 1980. Such federally related mortgages are de
fined as all loans made by federally insured or
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regulated institutions, or by mortgagees approved
by the Department of Housing and Urban Develop
ment (HUD); loans that are guaranteed, insured, or
assisted by HUD; loans eligible for purchase by
GNMA, FNMA, or FHLMC; and loans made by
lenders that regularly extend credit payable in more
than four installments, where there is a finance
charge, and where the lender makes more than $1
million in residential real estate loans per year.
Under the second policy option, incentives
should be provided to encourage the States to relax
their restrictions. Several approaches are possible,
including (a) raising premiums charged for Federal
insurance of deposits to account for the greater risks
placed on Federal deposit insurance agencies; and
(b) denying Federal deposit insurance to depository
institutions located in States that prohibit enforce
ment of due-on-sale clauses . This latter policy
would require States that place a high priority on
assumability to organize their own insurance funds.
The Commission also believes that lenders and
borrowers should be free to negotiate the inclusion
and the price of due-on-sale clauses in all future
mortgages. Thus, Federal regulations should be
changed to pennit the inclusion of due-on-sale
clauses in newly originated FHA-insured or VA
guaranteed home mortgages .
Federal action to prevent, or to discourage ,
State restrictions on the enforcement of due-on-sale
clauses in outstanding mortgage contracts would
not, of course, require lenders to enforce such claus
es . Nor would Federal action be intended to pennit
lenders to enforce due-on-sale clauses while col
lecting prepayment penalties in connection with
early retirement of loans. Finally, there would be no
intention to encourage retroactive enforcement of
due-on-sale clauses in mortgages on properties that
were purchased during prior periods when State
restrictions on the enforcement of due-on-sale
clauses were in effect.
The Commission recognizes that Federal pre
emption of State efforts to prohibit enforcement of
due-on-sale clauses in outstanding mortgage con
tracts raises the broader questions of federalism and
States' rights. However, the Commission believes
that ensuring the integrity of mortgage contracts is
sufficiently important to national and individual
interests to justify Federal intervention with respect
to due-on-sale clauses.

Alternative Mortgage Fonns
Private Sector Development
Instruments

if Innovative

The private sector should be encouraged to de
velop new mortgage loan instruments that re
duce initial payment levels to borrowers, provide

some protection to lenders against future market
interest rate increases, have relatively predicta
ble payment schedules, and avoid excessive nega
tive amortization.
The long-term, fixed-rate mortgage that has
been the standard mortgage instrument in the past
undoubtedly will continue to be an important part of
the mortgage finance system in the future . However,
a number of alternative mortgage instruments have
been developed to meet the varied needs of both
borrowers and lenders in an environment of infla
tion and interest rate volatility. These instruments
modify, in one way or another, the basic characteris
tics of the standard fixed-rate, level-payment mort
gage. Although the impetus for alternative mort
gage instruments has come primarily from lenders
seeking to reduce their interest rate risks , several
new instruments also accommodate the needs of
homebuyers.
Variable- or adjustable-rate mortgages
(ARMs)-in which the interest rates and payment
levels change periodically according to movements
in market rate indexes-provide lenders protection
against future increases in market interest rates but
subject borrowers to uncertainty about future pay
ment levels. Graduated-payment mortgages
(GPMs) reduce payments of borrowers at the begin
ning of the mortgage term, provide for scheduled
increases in payments until a specified point in the
loan term, and hold payments constant thereafter.
However, standard GPM contracts are fixed-rate
loans and thus do not provide lenders protection
against unexpected increases in interest rates.
Many variations of adjustable-rate and gradu
ated-payment mortgages, as well as other types of
instruments , have been introduced into the market;
indeed, nearly a hundred different types have been
offered by mortgage originators to FNMA under the
purchase programs operated by that agency. Experi
mentation with a range of alternative mortgage in
struments should continue. However, it is inefficient
for the market to experiment with an unlimited
number of instruments for an extended period. At
tention and emphasis should be focused on a limited
number of instruments.
Many instruments that incorporate features at
tractive to both borrowers and lenders have emer
ged . The Commission believes that the following
types are worthy of particular attention:
• Graduated-payment , adjustable-rate mort
gages;
• Dual-rate mortgages; and
• Growing-equity mortgages .

Graduated-Payment, Adjustable-Rate Mortgage.
This instrument combines features of GPMs and
ARMs, giving borrowers a measure of payment

certainty while providing lenders rates of return at
or near market levels. During the early years of the
loan term, a GPM schedule is used to determine
borrower payment levels. An adjustment to the
mortgage rate occurs at the end of the graduated
payment period ; at this point , the mortgage is con
verted to an ARM with periodic adjustments to both
the interest rate and the monthly payments over the
remaining term of the mortgage.
The GPM feature of the loan permits lower
initial borrower payments . Moreover, the pattern of
mortgage payments and the amount of negative
amortization are known-at least for a set period of
time-when the contract is signed. During periods
of negative amortization , of course, cash flows to
lenders are below those that would be realized on
fully amortizing contracts , and default risks may be
increased. The amount of negative amortization
built up in the early years of the graduated-payment
period , however, can be eliminated by the increased
payments scheduled during the later years of that
period. Thus , the effects of negative amortization
could be present only during the first few years of
the loan.

Dual-Rate Mortgage. With this instrument, initial
payment levels on a long-term mortgage are based
on the projected average of short-term interest rates
over the intermediate term (say three to five years)
and remain constant over that period . At the end of
this constant-payment period, the mortgage is re
cast with a new payment schedule that fully amor
tizes the loan over the remaining term at a rate
adjusted to reflect the projected average of short
term rates over the next intermediate-term period.
During the entire term of the loan, the mortgage
balance is adjusted to reflect the difference between
the projected and actual short-term interest rates. If
actual rates rise above the projected average rate,
the amount of payment shortfall is added to the
mortgage balance (negative amortization); if actual
rates fall below the projected average rate, the
amount of payment overage is deducted from the
unpaid principal balance (accelerated amortiza
tion).
This type of instrument provides borrowers
certainty about payment levels over the intermedi
ate term and permits initial payment levels lower
than those on long-term , fixed-rate mortgages
whenever the projected average of short-term yields
over the initial fixed-payment period are below
long-term rates prevailing in the market. Negative
amortization that occurs when market rates increase
above the projected average rate, of course, can
increase the default risk on this type of mortgage;
moreover, the lender's cash flow would fall below
that of other market-yield instruments, and the non
151

cash addition to principal would not be realized
until later in the loan term or at prepayment. On the
other hand, if market rates fall below the projected
average rate, lender cash flows would exceed those
on other market-yield investments.

Growing-Equity Mortgage. The interest rate on
this mortgage is fixed for its entire term, and
monthly payments begin at a level that would fully
amortize the loan over the term of the contract.
Payments are adjusted periodically to reflect
changes in an index of inflation or wage rates, and
the amount of payment change is applied fully to
principal. During inflation, therefore, borrowers
achieve rapid amortization of their mortgages and
lenders realize an accelerated return of principal,
allowing reinvestment at market rates. The mort
gage, in effect, is converted from a long-term in
strument to an intermediate-term instrument; in an
era of inflation rates in the range of 8 to IO percent
per year, the term of a 3D-year loan would be rough
ly cut in half.
The initial monthly payments on a growing
equity mortgage should be lower than with fixed
rate, level-payment loans whenever intermediate
term yields are below long-term rates prevailing in
the market. If payments are adjusted by an index, of
course, future payment levels involve some uncer
tainty. Certainty of payment levels could be
achieved if payments were increased at a fixed grad
uation rate (say 3 to 5 percent per year).

Role

of Government

Federal and State governments should make
changes in laws and regulations necessary to
permit institutions to originate, purchase, and
hold new types of mortgage loans.
To facilitate introduction of new instru
ments, the Federal government should provide
mortgage insurance and guarantees on an ex
perimental basis through the Federal Housing
Administration and the Veterans Administra
tion, should provide secondary market support
through the mortgage-backed securities pro
gram of the Government National Mortgage As
sociation, and should encourage the Federal Na
tional Mortgage Association and the Federal
Home Loan Mortgage Corporation to help de
velop markets for innovative types of mortgage
instruments.
During 1981, both the Federal Home Loan
Bank Board (FHLBB) and the Office of the Comp
troller of the Currency (OCC) implemented regula
tions that permit Federally chartered lenders to orig
inate, purchase, and hold adjustable-rate mortgage
contracts. Although there are differences in the
characteristics of the mortgage contracts that may
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be offered by national banks and federally chartered
savings and loan associations and mutual savings
banks, both regulations permit relatively liberal in
terest rate adjustments as well as latitude for nego
tiation of loan terms between borrowers and lenders
(Table 11.2). However, the regulations are directed
only at ARM contracts and do not address other
types of instruments currently available in the mar
ket or those that may be developed in the future .
Therefore, the FHLBB and the OCC should revise
their regulations, where necessary, to permit
federally chartered institutions to originate, pur
chase, and hold new types of mortgage loans, in
cluding those mortgage instruments discussed
above.
Many mortgage lenders are subject to State
laws or regulations that currently prohibit these
institutions from originating, purchasing, or hold
ing some types of alternative mortgage instruments.
Restrictions often are placed on adjustable-rate
provisions, and State laws prohibiting the payment
of interest on interest inhibit the use of contracts that
involve negative amortization. If new instruments
are to be used on a widespread basis, such restric
tions need to be eliminated.
The uncertain risk and cash-flow characteris
tics of many new types of mortgage instruments
have created questions of insurability and mar
ketability, especially under current economic con
ditions. To determine the risk characteristics of
these loans, and to gain market acceptance, the
Federal government should provide mortgage insur
ance and guarantees through FHA and VA on an
experimental basis.
FHA-insured GPMs currently are eligible for
pooling under the GNMA-guaranteed, mortgage
backed securities program; the GNMA program
also should be made available for the marketing of
other types of experimental, federally underwritten
mortgage forms. Both FHLMC and FNMA have
implemented programs for the purchase of ARM
mortgages. FHLMC operates two ARM purchase
programs, using one interest-rate index, and does
not permit negative amortization. FNMA has de
veloped eight ARM purchase programs, using five
different interest rate indexes, and permits negative
amortization under several plans. FNMA also has
announced that it will permit graduated-payment
features to be incorporated in the ARMs it pur
chases under several of its programs. In addition,
FNMA purchases alternative mortgage instruments
under negotiated purchase arrangements with indi
vidual lenders. 15
is

By mid-April 1982, FNMA had been offered 90 different
alternative mortgage instruments and had agreed to purchase
more than 70 of those offered .

Table 11.2
Major Characteristics of Recent Federal Regulations Governing Adjustable-Rate
Home Mortgage Lending a
Federal Savings and Loans and
Federal Mutual Savings Banks

National Banks

Requirements to offer fixed-rate
mortgage instrument to
borrower

None

None

Limit to amount of adjustable
rate mortgages that may be held

None

None

Indexes governing mortgage
rate adjustments

Any interest rate index that is
readily verifiable by the
borrower and not under the
control of the lender, including
national or regional cost-of
funds indexes for savings and
loan associations.

One of three national rate
indexes-a long-term mortgage
rate , a Teasury bill rate, or a
three-year Treasury bond rate .

Limit on frequenc y of rate
adjustments

None

Not more than every six
months.

Limit on size of periodic rate
adjustments

None

One percentage point for each
six-month period between rate
adjustments, and no single rate
adjustment may exceed 5
percentage points.

Limit on size of total rate
adjustment over life of
mortgage

None

None

Allowable methods of
adjustment to rate changes

Any combination of changes in
monthly payment , loan terms,
or principal balance .

Changes in monthly payment or
rate of amortization .

Limit on amount of negative
amortization

No limit , but monthly payments
must be adjusted periodically to
amortize fully the loan over the
remaining term .

Limits are set, and monthly
payments must be adjusted
periodically to amortize fully
the loan over the remaining
term.

Advance notice of rate
adjustments

30 to 45 days prior to
scheduled adjustment.

30 to 45 days prior to
scheduled adjustments.

Prepayment restrictions or
charges

None

Prepayment without penalty
permitted after notification of
first scheduled rate adjustment.

Disclosure requirements

Full disclosure of adjustable
rate mortgage characteristics no
later than time of loan
application.

Full disclosure of adjustable
rate mortgage characterisi tics
no later than time of loan
application.

Major Characteristics

'The regulations for national banks were issued by the Office of the Comptroller of the Currency on March 27 , 1981. The regulations for
Federal savings and loan associations and Federal mutual savings banks were issued by the Federal Home Loan Bank Board on
April 30, 1981.
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FNMA and FHLMC could help develop fonns
that would facilitate the development of national
secondary markets for alternative mortgage instru
ments. The wide variety of State and local lien laws
creates some barriers to nationwide use of standard
mortgage fonns for alternative mortgage instru
ments since individual State riders must be de
veloped. The Commission encourages FNMA and
FHLMC to undertake efforts to standardize State
riders, as they did in the early 1970s for con
ventional fixed-rate mortgage instruments.
The government may be able to playa useful
role in educating consumers about new alternative
mortgage instruments. HUD, FHLBB, acc, and
other Federal agencies should prepare educational
materials on new instruments, for a broad consumer
education effort, indicating the applicability of vari
ous instruments to different consumer borrowing
needs and concerns.

FORWARD, FUTURES, AND
OPTIONS MARKETS
The increased volatility of market interest rates in
recent years has had profound effects on mortgage
market institutions and practices in this country.
Because of the time-consuming nature of the mort
gage lending process and the need for long-tenn
contracts to finance the purchase of real estate with
long service lives, some parties engaged in mort
gage market transactions inevitably have been sub
ject to substantial interest rate risk.
The riSk-management techniques traditionally
used in mortgage markets have deteriorated under
the strain of unprecedented changes in interest
rates. But at the same time, new and more flexible
techniques have been emerging in the financial mar
kets. These techniques provide the opportunity for a
broad range of institutions to engage in mortgage
lending and investment while hedging interest-rate
risks in ways that do not shift these risks to mort
gage borrowers.

Mortgage Interest Rate Risks
A long period of time may elapse between the date
when a builder or purchaser of real estate needs to
arrange long-tenn mortgage financing and the date
when the mortgage is acquired by a final investor.
Due to the relatively long time periods involved in
the mortgage origination and secondary marketing
process, some parties to these transactions-mort
gage borrowers, primary market originators, or sec
ondary market purchasers-ordinarily have been
exposed to risks associated with changes in market
interest rates. The existence of these risks prompted
the evolution of an infonnal system of mandatory154

and optional-delivery forward commitments among
mortgage market participants . Thus , the risks asso
ciated with the origination and marketing of mort
gages traditionally have been termed "commit
ment-period" risks.
Investors who hold long-tenn mortgage assets
in their portfolios are subject to a different type of
interest rate risk, often dubbed "portfolio" risk.
Investors holding such assets may have to book
large capital losses in the event that they are obliged
to sell these assets for liquidity purposes prior to
maturity, even if their expectations of interest rate
movements were accurate when the assets were
acquired. And as discussed above, investors who
finance acquisitions of long-tenn mortgage assets
with shorter-tenn liabilities run the risk that future
levels of short-tenn interest rates will be higher than
they had expected when acquiring the assets. Ab
sorption of this type of interest rate risk by thrift
institutions, of course, has resulted in their severe
earnings difficulties.
Both commitment-period and portfolio risks
have increased in recent years as market interest
rates have become more volatile and more difficult
to predict. Reactions by institutions operating on
the supply side of mortgage markets (loan origina
tors, secondary market purchasers, and final inves
tors) generally have involved efforts to transfer in
terest rate risk from themselves-where it tradi
tionally has rested-to mortgage borrowers- who
may be least able to bear such risks. As mentioned
in Chapter 9, mortgage originators have sought to
shift commitment-period risk to prospective bor
rowers, partly because secondary market institu
tions that purchase loans from originators have be
come more reluctant to issue fixed-rate, forward
purchase commitments. And as discussed earlier in
this chapter, investors have been seeking to mini
mize their portfolio risks by refusing to acquire
long-tenn, fixed-rate loans that do not contain en
forceable due-on-sale clauses (or by charging sub
stantial rate premiums on such contracts), and by
incorporating adjustable-rate provisions in mort
gage contracts offered to borrowers.
Institutions on the supply side of mortgage
markets can reduce their interest rate risks in ways
other than those that involve shifting risk to bor
rowers . In fact, increasing interest rate volatility has
spurred the development of markets designed to
pennit institutions to hedge interest rate risks and to
transfer those risks to parties who operate outside
mortgage markets and who seek to gain by bearing
such risks. Futures and options markets relating to
long-tenn, interest-bearing securities, operated on
organized exchanges, can provide near ideal risk
transfer mechanisms for mortgage market partici
pants. Indeed, such markets have been estab

lished-{)r have been proposed-for both GNMA
guaranteed, mortgage-backed securities and for
Treasury bonds.

Exchange-'fraded Options
As the volatility of market interest rates has in
creased, optional-delivery purchase contracts have
become more important to mortgage originators,
who traditionally have issued optional-delivery (or
optional "takedown") mortgage loan commitments
to borrowers and have sold the loans they make in
secondary mortgage markets. At the same time,
however, secondary market institutions that tradi
tionally have issued optional-delivery or "standby"
purchase commitments to mortgage originators
have been increasingly reluctant to accept the higher
risks associated with standbys because of sharply
reduced earnings and growing uncertainties about
the proper pricing of standby commitments .
Both thrift institutions and FNMA have cut
back their supplies of purchase commitments. At
FNMA, in fact, writing of long-tenn (12-month)
standbys has been tenninated, and fees charged for
4-month, optional-delivery commitments have in
creased sharply since early 1981. In addition, the
standby forward commitment market maintained by
the GNMA securities dealers has largely dried up
during the past year or so because of unwillingness
by dealers to act as intennediaries between the
buyers (mortgage originators who issue GNMAs)
and writers (private investors in GNMAs) of this
type of option. In this environment, the need for
exchange-fonned or "traded" offset options relat
ing to mortgage instruments has become more
acute . 16
Exchange-traded options relating to GNMAs
or other mortgage-backed securities would offer
major advantages over infonnal standby commit
ment markets. The options contracts would be
backed both by the "margin" security deposits de
manded of all writers of options ,17 and by the guar
antees of the clearinghouse associated with the ex
change. This would obviate the risk of nonperfor
mance that often has occurred in the past in the
dealer standby market for GNMAs .'8 The costs of
hedging by use of exchange-traded options in
GNMAs or other long-tenn, interest-bearing se
curities would depend on the amount of premiums
charged for writing the contracts; these premiums
would be detennined in actual trading.
In February 1981, the Securities and Exchange
Commission (SEC) authorized the Chicago Board
Options Exchange (CBOE) to establish a market for
standardized options on GNMA-guaranteed, pass
through securities. Commencement of the CBOE's
market in GNMA options was delayed, however,

because of a suit brought by the Chicago Board of
Trade (CBOT) against the SEC. The suit contended
that GNMA options are in the domain of the Com
modity Futures Trading Commission (CFTC) rather
than the SEC.
On March 24, 1982, the U. S. Court of Appeals
in Chicago decided in favor of the CBOT. The court
noted that the existence of a futures market for
GNMAs renders the certificates "commodities"
under the Commodities Exchange Act; the court
further ruled that exchange-traded offset options are
not securities. '9 On the basis of this ruling, the
CFTC clearly has jurisdiction and the SEC cannot
pennit trading in GNMA options .
The jurisdictional dispute between the SEC
and the CFTC has substantially delayed the de
velopment of options markets needed by mortgage
market participants. The CBOT, which is under the
jurisdiction of the CFTC , conceivably could de
velop such an options market , but so far has been
prevented from doing so by disinclination of the
CFTC to authorize straightforward direct-settle
ment, exchange-traded offset options . 20 Under
these circumstances, it would be advisable for Con
gress to take whatever action is necessary to facili
tate development of options markets related to
GNMAs or to other interest-bearing securities with
price movements similar to those of GNMAs .

The options dealt in on organized exchanges are tenned " off
set" options because they are usually settled without exercise
of the option right by the holder, even when the holder is " in
the money." Settlement is effected through the exchange 's
clearinghouse, by taking a second option position that cancels
out, or offsets, the original position. Price differences between
the two offsel1ing positions are paid through, and received
from, the clearinghouse. There is no literal secondary market
trading of such " offset " option rights.
17 Margin requirements in options markets are applied only to the
writers of the options , since the purchaser of the option has no
risk exposure . The Federal Reserve Board recently issued
regulations governing margin requirements for all options
markets in fixed-income securities, although it s authority to do
so has been questioned within the futures industry on the
grounds that offset optionns are not securities- as was held by
the U .S . Court of Appeals in the CB(ffv. SEC case discussed
below.
18 Some investors in GNMAs who wrote options and collected
standby commitment fees from dealers gambled that open
market prices would rise, and they were unprepared to take
delivery of the securities when, instead, market prices fell ; in
these cases, dealers were obliged to take the securities into
their own portfolios.
19 The court perceived that offset options, like futures, are
fonned and discharged by parties who never need hold or sell
the underlying securities.
'" The CFTC would prefer to authorize dealings i!l a fonn of
offset options whiCh, in the settlement process , involves the
fonnation and discharge of a conventional futures contract-a
so-called " option on a futures contract."
16

155

Financial FUtures Markets
Financial futures have been recognized for some
time as a way for mortgage originators to hedge
interest rate risk incurred during the mortgage orig
ination and marketing process;21 indeed, the need of
mortgage originators for better risk-management
tools led to the creation of the GNMA futures mar
ket in 1975. But futures could prove to be even more
important as a way for mortgage investors (such as
thrift institutions and commercial banks) to hedge
effectively against interest rate risk associated with
a portfolio of long-term assets and short-term lia
bilities-that is, to hedge asset and liability "mis
matches." Techniques have been developed that al
low' institutions to employ futures markets to
control net portfolio yields by establishing hedge
positions that can be understood either as effec
tively increasing the term to maturity of current
liabilities, or as altering the sensitivity of fixed-rate
assets to interest rate shifts.22 The latter approach is
viewed as effectively converting a long-term asset
into a short-term "synthetic" security with the yield
characteristics of a shorter-term investment.
Federal agencies responsible for the supervi
sion of commercial banks and thrift institutions
recently have recognized the usefulness of futures
as an effective means of reducing interest rate risk
associated with the management of assets and lia
bilities. Uniform guidelines for commercial banks
and mutual savings banks were issued jointly in
November 1979 (revised March 1980) by the Comp
troller of the Currency, the Federal Deposit Insur
ance Corporation, and the Federal Reserve Board.
In July 1981, the Federal Home Loan Bank Board
endorsed the expanded use of futures markets by
savings and loans so that these institutions might
protect themselves more effectively against interest
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rate risk. The guidelines established at the regulato
ry level apparently are adequate to permit the regu
lated institutions to make effective use of futures
markets, particularly for institutions under the juris
diction of the FHLBB.
The remaining obstacles to the use of futures
hedging by mortgage investors apparently stem
from a lack of understanding of either the potential
benefits or the mechanics of futures trading, and
fr~m .the absence of generally accepted accounting
pnnclples (GAAP) for futures transactions. The
American Institute of Certified Public Accountants
has published an issues paper dealing with the prob
le~s of accounting for futures. 23 It would be appro
pnate for the Financial Accounting Standards
Board to act on these recommendations and adopt
guidelines in the near future.
I~ the area of education, Federal regulatory
agencies should take a more aggressive role in
providing accurate information concerning the uses
and mechanics of futures trading. One possibility
would be to employ the Federal Financial Institu
tions Examination Council, with an augmented
staff experienced in the workings of financial fu
tures markets, to guide regulated financial institu
tions in the use of these markets.

Futures hedging can offset losses and gains from price shifts on
positions taken in the so-called cash market-the market
where the securities actually are traded. Options also protect
agamst adverse movements in price but hold open the oppor
tunny for gam m the event of favorable price movements-in
exchange for a sizable and nonrecoverable premium.
22 For example, see Kidder, Peabody and Company Incorporated,
"Bank Use of Financial Futures" (New York City: 1981).
23 American Institute of Certified Public Accountants "Account
ing for Forward Placement and Standby Commitments and
Interest Rate Futures Contracts" (New York City: 1981).
21

GO
F1NANCING PROGRAMS
Agencies at Federal, State, and local levels are
involved, in various ways, in the residential mort
gage markets . The appropriate roles of government
housing financing programs , of all types , need to be
reviewed in light of changing economic and market
processes and the national commitment to reducing
the presence of government in the economy. This
chapter examines two major areas- Federal hous
ing credit programs, and State and local govern
ment programs that involve use of tax-exempt mort
gage revenue bonds.
The recommendations on housing finance pre
sented in the previous chapters of this section are
designed to strengthen the ability of the private
financial system to meet the demand for housing
credit that is expected during the years ahead. As
the private sector's capacity to meet this demand
expands, the need for government programs de
signed to stabilize or increase the volume of resi 
dential mortgage credit should decline.
The Federal government clearly has a respon
sibility to ensure that the process of change in the
housing finance system is directed to meet the needs
of housing consumers without disruption . In this
regard , the government should create the economic
and market environment necessary for a shift of
certain government housing credit programs to the
private sector and should carefully manage and
monitor the changeover. The Federal government
also has important and continuing roles to play in
the housing credit markets , in areas where the pri
vate sector cannot provide needed services at rea
sonable cost.
The Commission has stressed, as matters of
principle , the importance of free and deregulated
markets and of reliance on the private sector in
fashioning a mortgage credit system to meet the
nation's housing needs. The Commission also be

lieves that this principle should apply, to the extent
possible, in other sectors of the economy. The
prominent position of the government in the nation's
credit markets today clearly is inconsistent with this
focu s. Borrowing under Federal auspices-the sum
of funds raised by the Federal government and gov
ernment-sponsored enterprises , together with
federally insured or guaranteed borrowing by the
private sector- accounted for more than a third of
all funds raised in the nation 's credit markets during
the past two years (Table 12 . 1). When tax-exempt
borrowing by State and local governments is in
c1uded , the government participation rate rose
above 40 percent in 1980--81. Tax-exempt borrow
ing by municipalities may be considered federally
assisted borrowing because of the Federal tax ex
emption for the interest income on the issues of
State and local governments .
An important factor in the growth of borrow
ing under Federal auspices has been insured or
guaranteed credit. The effects of Federal loan insur
ance and guarantees on the economy clearly are less
dramatic , dollar for dollar, than are the effects of
direct Federal borrowing. The credit market effects
are a function only of net additions to private bor
rowing as a result of the insurance and guarantee
programs, and these net additions are likely to be
much smaller than the gross volume of federally
underwritten credit. However, federally underwrit
ten borrowing can have important economic con
sequences and, if not restricted, can pose a signifi
cant threat to the ability of the private market to
allocate credit efficiently.
Federal insurance and loan guarantee pro
grams can provide a net benefit to assisted bor
rowers in the form of lower credit costs and thus can
stimulate the volume of federally underwritten cred
it, even when the programs are run on a self-sup
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Table 12.1
Government Participation in Domestic Credit Markets
(Dollars in billions)
Fiscal Years
1972

1973

1974

1975

1976

TQ'

1977

1978

1979

1980

1981

$151.9

$198.5

$186.7

$174.4

$241.5

$65 .0

$310.8

$378.9

$412.9

$342.5

$407 .8

39.1

46.5

24.2

64.8

98 . 1

19.3

79.0

93.9

80.7

123.5

142.1

Federal borrowing from public

19.4

19.3

3.0

50.9

82.9

18 .0

53.5

59 . 1

33 .6

70.5

79.3

Borrowing for guaranteed loans

18.9

16.6

10.3

8.6

11.1

-0.1

13.5

13.4

25.2

31.6

28.0

0.7

10.6

10.9

5.3

4.1

1.4

12.0

21.4

21.9

21.4

34.8

23.4%

13.0%

37.2%

40.6%

29.7%

25.4

24.8%

19.5%

36.1%

34.8%

Total funds raised in U.S .
credit markets b
Raised under Federal auspices

Government-sponsored
enterprise borrowing
Federal participation rate
(percent)
Tax-exempt credit
Government participation rate,
including tax-exempt (percent)

25.7%
$13 .7
34.7%

$12.2
29.6%

$16.5
21.8%

$11.4
43.7

• Transition quarter.
b Nonfinancial sectors, excluding equities.
Source: Executive Office of the President, Office of Management and Budget, The Budget
Credit Programs (Washington , D.C. : U.S. Government Printing Office, 1982).

$20.9
49.2%

$3.8
35.6%

$20.5
32.0%

$23 .5
31 .0%

$20.5

$20.4

24.5%

if the United States Government, FY 1983; Special Analysis F, Federal

42.0%

$24 .5
40.8%

porting basis (premiums and fees equal default
losses and other costs). This result occurs when the
value placed by investors on the Federal guarantee
of payment, and on attendant improvements in the
liquidity or marketability of the federally under
written instrument, exceeds the cost of the guaran
tee charged to borrowers. The net benefit to bor
rowers is funded, indirectly, by nonguaranteed
private borrowers who pay relatively higher rates for
the limited funds available in the capital markets.
The upward pressure placed on market interest
rates by credit raised under government auspices
especially direct borrowing-has an adverse effect
on housing, because the demands for housing credit
are particularly sensitive to interest rate levels.
Moreover, an expanding government presence can
inhibit the development of the capital market en
vironment necessary to a healthy housing industry.
Accordingly, it is in the long-term interests of the
housing sector to redirect Federal efforts toward
development of efficient private markets. The rec
ommendations presented in this chapter deal ex
clusively with government housing credit and fi
nancing programs. However, a reexamination of
government credit programs in other sectors of the
economy also is appropriate.
The remainder of this chapter is divided into
two major parts. The first part considers programs
that involve agencies or instrumentalities of the
Federal government. It presents an overview of the
role of Federal credit programs in the mortgage
markets, identifying those that are dominant in size,
as well as those where a shift of functions to the
private sector appears most feasible. Based on that
overview, recommendations are developed on
Federal Housing Administration (FHA) mortgage
insurance for single-family homes and multifamily
dwellings, Government National Mortgage Asso
ciation (GNMA)-guaranteed, mortgage-backed se
curities, federally related credit agencies-the
Federal National Mortgage Association (FNMA)
and the Federal Home Loan Mortgage Corporation
(FHLMC)-and the role of the Farmers Home Ad
ministration (FmHA) in rural housing credit
markets .
The second part of this chapter deals with
housing finance programs of State and local govern
ments that involve borrowing in tax-exempt mar
kets . The discussion considers the advantages and
disadvantages of tax-exempt mortgage revenue
bonds as a way to stimulate homeownership and
rental housing opportunities for low- and moderate
income households, and examines technical prob
lems in current laws and regulations that have se
verely constrained issuance of mortgage revenue ·
bonds since 1980.

FEDERAL HOUSING CREDIT
PROGRAMS
The various Federal programs involved in the resi
dential mortgage markets are summarized in Table
12 .2. The programs are divided into two major
types: those that involve the acquisition and holding
of mortgage assets by Federal or federally related
agencies, and those that enhance the quality of
mortgage assets by providing insurance or guaran
tees on mortgage loans or mortgage pass-through
securities. The table also shows the overlap of
Federal programs that occurs when agencies hold
federally underwritten mortgage credit.
Federal and federally related agency holdings
of residential mortgage assets have grown rapidly
since the late 1960s, from $19.9 billion in 1969 to
$101.0 billion in 1981 (Table 12.2, line II). However,
the agency share of total residential mortgages out
standing has increased only slightly (from 6.0 per
cent in 1969 to 8.7 percent in 1981), even when
FmHA-guaranteed pass-through securities held by
the Federal Financing Bank (FFB) are included in
agency mortgage assets (line 12). On balance, mort
gage holdings by most agencies have changed quite
modestly, and at the end of 1981, FNMA (line 8) and
the FFB (line 6) accounted for more than four-fifths
of total mortgage holdings by Federal and federally
related agencies.
Federally guaranteed mortgage pass-through
securities outstanding have grown from a negligible
amount in the late 1960s to nearly $150 billion at the
end of 1981 (Table 12 .2, line 16). Not all of this
increase represents additional mortgage credit un
derwritten by the Federal government, because
GNMA-guaranteed securities represent shares in
pools of federally insured or guaranteed mortgages.
After correction for this overlap, the volume of
federally underwritten mortgage credit has declined
as a percentage of total residential mortgages out
standing during the past decade (line 21). The rela
tive decline primarily reflects diminished impor
tance of FHA home mortgage insurance in
conjunction with development of the private mort
gage insurance industry, as well as the existence of
FHA loan limits during a period of rapid inflation in
house prices.
The proportion of federally underwritten mort
gage assets held by the Federal and federally related
credit agencies has increased somewhat-from 15.6
percent in 1969 to 23.1 percent in 1981 (Table 12.2,
line 24). Due to this overlap of Federal support,
together with the decline of the position of federally
underwritten credit in the mortgage market, pri
vately held government-underwritten mortgage as
sets have fallen as a proportion of total residential
159
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Table U.2
Federal Role in Residential Mortgage Markets
(Amounts outstanding at end of period, in billions of dollars)
Type of Involvement
Mortgage Assets Held
1. Total Federal agencies
2.
GNMA
3.
FHA
4.
VA
5.
FmHA
6.
FFB'
7. Total federally related
agencies
8.
FNMA
9.
FHLMC
10.
Federal Land Banks
11. Total agency holdings
12. Percent of total mortgages
outstanding
Insurance and Guarantees
13. Total Mortgage loans b
14.
FHA
15 .
VA
16. Total mortgage pass-through
securities
17.
GNMA
18.
FHLMC
19.
FmHN
20 . Total credit underwritten d
21. Percent of total mortgages
outstanding

1969

1970

1971

1972

1973

1974

$8.9
4.9
0.7
2.7
0.6
n.a.

$9 .3
5.2
0.8
2.7
0.6
n.a.

$9.1
5.3
1.0
2.4
0 .4
n.a .

$8.8
5.1
1.3
2.1
0.3
n.a.

$8.3
4.0
1.7
1.8
0 .8
n.a.

$9.8
4.8
2.2
1.9
0.9
n.a.

11.0
11.0
n.a.
n.a.
19.9
6.0%

15.9
15.5
0.4
n.a.
25.2
7.0%

18 .8
17.8
1.0
n.a.
27.9
7.0%

21.6
19.8
1.8
n.a.
30.4
6.7%

26.9
24 .2
2.6
0.1
35.2
6.9

34.6
29.6
4.6
0.4
44.4
8.1%

1975
$15.8
7.4
3.1
1.9
0.4
3.0
37.4
31.8
5.0
0 .6
53 .2
9.0%

1976
$14 .9
4.2
3.6
1.6
0.7
4.8
37 .8
32.9
4.3
0 .6
52 .7
7.2%

1977
$17.6
3.7
3.7
1.5
0.9
7.8
38 .3
34.4
3.3
0.7
55.9
7.3%

1978
$21.0
3.5
3.8
1.5
0.6
11.6
47 .3
43.3
3. 1
0.9
68.4
7.7%

1979
$24.1
3.9
3.8
1.7
0.5
14.2
56.7
51.1
4.0
1.6
74.0
7.3%

1980
$28.4
4.6
3.9
1.7
1.5
16.6

1981
$31 .5
4.8
4.3
1.9
2.2
19.3

64.5
69 .5
57 .3
61.4
5. 1
5.3
2.1
2.8
92 .9 101.0
8.5%
8.7%

$100.2 $109 .2 $120 .7 $131.1 $135.0 $140.2 $147.0 $154 . 1 $161.8 $176.4 $199.1 $225.1 $239 .5
123 .5 133 .3
84.0
85.4
87.1
94.4 107.1
64.5
71.9
85.0
88.2
31.2
86.4
50.0
56.2
61.6
67 .0
73.6
82.0
92.0 101.6 106.2
35.7
37 .3
39.5
44.7
14.3
19.4
29.4
44 . 1
63.7
1.4
2.6
6.8
11.1
18.3
0 .3
5.5
7.9
11.8
30 .6
44 .9
n.a .
3.1
0.8
1.6
2.7
n.a .
0.4
0.8
6.6
n.a.
0.1
5.6
6.9
9.5
10.8
12.2
1.4
2.2
3.7
5.1
167 .6 180.6
101.6 111.4 124.5 136.6 141.4 147.9 158.1
30 .3% 31.1% 31.3% 30.0% 27 .8% 26.9% 26 .8% 25.4% 23.5

80.7 108.7 130.0 147.4
54.3
76.4
93.9 105.8
11.9
15.2
16.9
19.8
17.1
19.3
21.8
14 .5
202.8 231.4 261.3 281.1
22.9% 23 .0% 23 .8% 24.1%
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Table 12.2 (Continued)
Federal Role in Residential Mortgage Markets
(Amounts outstanding at end of period, in biUions of doUars)
1969
Underwritten Credit Held b:t:
Agencies c
22. Total amount held
23 . Percent of agency mortgage
holdings
24. Percent of total credit
underwritten

$15 .8

1970

$21.0

1971

$23 .9

1972

$26.3

1973

$29.1

1974

$34.2

1975

$39.5

1976

$38.2

1977

$40.5

1978

$48.1

1979

$54.1

1980

$61.2

$65 .0

79 .4%

83.3%

85.7%

86.5%

82.7%

77.0%

74.2%

72.5%

72.5%

70.4% 73 . 1%

65.9%

64.4%

15.6%

18.9%

19.2%

19.2%

20.6%

23.1%

25 .0%

22.8%

22.4%

23 .7%

23.4%

23.4%

23.1 %

• Federal Financing Bank (FFB) holdings of Certificates of Beneficial Ownership issued by the FmHA.
• The VA includes the total amount of guaranteed loans outstanding, not just the guaranteed portion. Home loans made by private institutions and guaranteed by the
FmHA are not shown, because the amounts are negligible; only about $10 million of such loans were outstanding at the end of 1979. Residential mortgages made
by FmHA from the Rural Housing Insurance Fund and held by FmHA are also excluded; when sold , these loans appear under the mortgage pass-through
securities category.
, Includes FmHA-insured notes sold individually or in blocks through syndicates of securities dealers and Certificates of Beneficial Ownership sold to private investors
or to the Federal Financing Bank .
d FHA and VA mortgage loans, plus mortgage pass-through securities guaranteed by FHLMC and FmHA. GNMA-guaranteed pass-through securities represent shares
in pools of FHA and VA mortgage loans. The total on line 20 adjusts for the overlap.
, Loans in default and assigned to FHA and VA are classified as conventional mortgages.
n.a.-Not applicable, because programs are not in operation.
Source: Data compiled by staff from information supplied by the U.S . Department of Housing and Urban Development, the Veterans Administration, the Government
National Mortgage Association, the Federal National Mortgage Association, the Federal Home Loan Mortgage Corporation, the Farmers Home Administration,
the Federal Financing Bank, and the Federal Land Banks.
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mortgage assets held by the private sector, despite
the development of federally guaranteed pass
through securities.
Among the Federal housing credit programs
identified in Table 12.2, the Commission has con
centrated its attention on those that are dOnUnant in
size and those with a potential for successful trans
fer to the private sector. To date, private sector
competition with Federal programs has been great
est in the area of FHA mortgage insurance, par
ticularly in the single-family area . Although private
guarantees of pass-through securities have been
quite limited to date, it is expected that the private
market will increasingly assume this function, es
pecially if the recommendations made in the pre
vious chapter are adopted . Consequently, the Com
mission has developed recommendations to phase
down the GNMA guarantee program in concert
with development of the private market.
The Commission believes that the major
federally related agencies that have been operating
in the secondary mortgage markets-FNMA and
FHLMC-eventually should be converted to fully
private corporations that do not have significant
competitive advantages over other private entities.
It is anticipated that these agencies will play an
increasingly important role in development of the
private conventional pass-through securities mar
kets . On the other hand, as the mortgage supply
base in the private sector is broadened in the years
ahead, the need should decline for programs that
channel funds from agency securities markets into
mortgages. Furthermore, as organized options mar
kets in mortgage-related securities are developed,
the need of mortgage originators for optional-deliv
ery purchase commitments written by government
agencies should contract.
The rural housing credit programs operated by
FmHA also deserve careful review. Because FmHA
programs ordinarily involve the provision of
Federal subsidies to lower-income homeowners and
renters, these programs already have been consid
ered in Chapter 2. Recommendations relating to the
financial market aspects of FmHA programs,
however, are presented in this chapter.
Recommendations have not been developed by
the Commission concerning VA loan guarantees.
The VA-guarantee program is specially designed as
a veterans' benefit or entitlement earned for service
to the country. Moreover, transfer of the program to
the private sector currently is not feasible since
there are no guarantee fees on VA loans.

FHA Single-Family Mortgage
Insurance
In view of development of the private mortgage
insurance industry, the Federal Housing Admin
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istration should increasingly complement,
rather than compete with, the private market.
FHA should provide mortgage insurance where
the private market is unable or unwilling to do
so, and there should be a continuing demonstra
tion role for FHA in developing and underwrit
ing innovative forms of mortgage instruments.
All FHA home mortgage insurance pro
grams should be streamlined to operate more
efficiently and at the lowest possible cost in meet
ing program objectives.
FHA has performed a number of important
functions since it was established in the 1930s.
First, FHA helped revive a collapsed housing indus
try when the Great Depression reduced the coun
try's financial system and housing sector to chaos .
Second, FHA has performed an important role as an
innovator over the years, successfully gaining mar
ket acceptance for new types of home mortgage
instruments. FHA demonstrated the feasibility of
long-term, high loan-to-value, fully amortizing
mortgages and currently is performing another
demonstration role through its Section 245 nega
tive-amortization, graduated-payment loan pro
grams. Third, FHA has contributed to the standard
ization of home mortgage instruments, assisting in
the development of national secondary mortgage
markets . Finally, FHA at times (particularly during
the late 1960s and early 1970s) has operated pro
grams intended to provide implicit subsidies to
achieve social goals. Special high-risk insurance
programs have been used to promote homeowner
ship for lower-income or inner-city families as well
as to alleviate patterns of discrimination in the
provision of mortgage credit to such families.

Development if Private Mortgage Insurance
Private mortgage insurance companies established
since the late 1950s have taken advantage of the
experience and market acceptance generated by the
unsubsidized FHA home mortgage program, be
coming an important factor in the market for long
term, fully amortized mortgages . By offering mort
gage insurance with less than 100 percent coverage,
by charging lower premium rates than FHA, and by
requiring less paperwork and shorter processing
delays, the private insurance companies have been
able to compete with FHA, drawing away many
lower-risk homeowners that might otherwise have
been served by the unsubsidized single-premium
FHA insurance program; indeed, the cross-subsid
ization of risk inherent in FHA's single-premium
structure has made this substitution process possi
ble. Private mortgage insurance also was given a
substantial boost in the early 1970s when FHLMC
and FNMA began to purchase high loan-to-value

ratio conventional loans insured by private com
panies.
Some 15 finns are active throughout the coun
try in the private mortgage insurance industry. In
1981, the number of privately insured home mort
gages originated was greater than the number of
mortgages underwritten by FHA and VA combined.
The private mortgage insurance industry, in fact,
has the capacity to expand greatly its level of ac
tivity, because of current insurance reserves and an
ability to raise additional capital directly or through
holding company arrangements. Nonetheless, ac
cording to aggregate statistics, a substantial overlap
still exists between the markets served by FHA and
the private mortgage insurers-in tenns of types of
borrowers and loans. Thus, FHA continues to in
sure mortgages that the private sector could and
would insure, partly because of the FHA premium
structure and partly because FHA insurance gives
lenders access to the markets for GNMA-guaran
teed, mortgage-backed securities.

Redirection

if FHA

In view of the development of a strong private
mortgage insurance industry, FHA should in
creasingly complement, rather than compete with,
the private market. Further reliance on the private
sector for home mortgage insurance should be spur
red by public policy designed to redirect FHA pro
grams that serve the same market that could be
served by private insurers. FHA should, however,
continue to provide mortgage insurance for stand
ard home loans (i .e., fixed-rate, level-payment
mortgages) where the private market is unable or
unwilling to do so. In addition, FHA should con
tinue to perfonn a demonstration role in developing
and underwriting innovative forms of mortgage
instruments.

Standard Home Mortgage Insurance Program.
While preserving FHA's historic role in assisting
low- and moderate-income families to achieve
homeowners hip, the insurance of standard fixed
rate, level-payment, "market-risk" home loans
should be shifted from FHA to the private sector via
a market-oriented approach that permits private
companies to continue to draw this type of business
away from FHA.' This approach should involve
several steps. First, the FHA premium structure
should be reshaped to fit actual claims experience
more closely. This step would result in higher pre
miums in the early years of the loan tenn and a
shorter total period of insurance coverage. One pos
sible approach would require a one-time payment of
the insurance premium at time of loan closing, with
some portion of the up-front premium eligible for
inclusion in the loan amount. The up-front premium

could be calculated as the present value of pre
miums that would be paid under the current system
over the expected tenn of the loan; this amount
currently would be approximately 3 percent of the
loan amount for the Section 203(b) unsubsidized
home loan program.
As a second step, FHA maximum loan-size
limits should be managed to emphasize FHA's his
toric focus on low- and moderate-income home
buyers. One possible method would hold mortgage
limits constant in nominal-dollar tenns. Region
alized mortgage limits should be used because they
are more effective and equitable than a single na
tional limitation, as shown by the Department of
Housing and Urban Development's (HUD) recent
experience with regionalized mortgage limits.
For a third step, a general review of FHA
programs should be conducted to assure that FHA
does not have significant competitive advantages
that would frustrate the shift of market-risk insur
ance activity to the private sector. For example, the
mutuality feature of the current FHA single-family
program, which involves premium rebates, should
be reconsidered.
The combination of loan limits and pricing
would be an efficient way of shifting the insurance
of standard types of market-risk home mortgages
from FHA to the private sector while avoiding the
credit rationing and lack of attention to high-risk
classes of borrowers inherent in arbitrary reductions
in FHA commitment authority in the Federal credit
budget. This market-oriented procedure would sim
ply accelerate the process already under way. Pri
vate insurance companies would continue to com
pete with FHA's standard single-premium program
(203(b)) for the lower- or market-risk loans, but the
availability of FHA insurance would be maintained
for eligible borrowers unable to secure private mort
gage insurance. Additionally, such a continuing
FHA presence in the market could exert a latent
competitive influence to guard against monopolistic
pricing and discriminatory practices in the private
sector.
As lower-risk business is bid away from FHA
because of reshaped premiums and managed loan
limits, the level of FHA premiums could be ex
pected to rise to maintain the economic soundness
of FHA's standard home mortgage insurance pro
gram. But if FHA home mortgage premiums were
so increased, higher-risk borrowers otherwise eligi
ble for FHA insurance might be unable to afford
such FHA premiums.
To afford access to homeownership for such
borrowers, two broad options would be available .
First, FHA could operate subsidized insurance proI

"Market-risk" home loans are those that the private mongage
insurance industry can and will insure.
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grams for higher-risk loans-programs not ex
pected to achieve actuarial soundness-with eligi
bil ity requirements targeted to the program's
intended beneficiaries. For example, insurance
could be made available for lower-cost, one-to-four
family dwellings for lower-income families, as un
der the Section 221(d)(2) program. Second, govern
ment policy could establish that FHA insurance
funds not be used to provide implicit subsidies to
families who cannot afford to purchase insurance
under programs that are run on an economically
sound basis, but provide subsidies directly to such
households (such as through income supplements)
to assist them in obtaining access to mortgage insur
ance and homeownership.

Demonstration Role.

Although insurance of stand
ard, market-risk home loans should increasingly be
shifted from FHA to the private sector, there should
be a continuing demonstration role for FHA in the
single-family sector. In particular, FHA should con
duct experiments with new mortgage forms that
appear to meet the needs of lenders and borrowers in
the current environment of inflation and interest rate
volatility. Federal experimentation may be justified
when one or more of the following conditions are
met:
• Private insurance companies are unwilling
to insure the risks posed by new instru
ments , and investors are unwilling to buy
these instruments without insurance.
• Private institutions cannot afford to conduct
experiments of sufficient size to identify the
risk characteristics of some types of loans.
• A private institution that conducts a market
experiment is not able to capitalize on infor
mation gained, because the information
would become available to private competi
tors.
• Private institutions are constrained by law or
regulation from insuring or acquiring new
mortgage forms without Federal insurance.
• Inconsistent State laws prevent the insur
ance or acquisition of uniform mortgage
instruments on a nationwide basis.
As in the past, information generated by FHA on
risk characteristics of new mortgage forms would be
valuable to private insurers, regulators of State
chartered investors, and State insurance
commissions.
Some promising candidates for FHA experi
mentation in the single-family area include gradu
ated-payment, adjustable-rate mortgages; dual-rate
mortgages ; growing-equity mortgages; and shared
appreciation mortgages. 2 FHA also should expand
its Section 245(b) graduated-payment mortgage
program-which allows both negative amortization
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and low initial downpayments-to make existing
home loans and all potential buyers eligible for
coverage. FHA should include fair housing require
ments in all demonstration programs and should
have the statutory right to preempt inconsistent
State laws with respect to the terms and conditions
of its innovative instruments, as it has done with its
Section 245 graduated-payment mortgages . Fi
nally, FHA demonstration programs should incor
porate sunset provisions , so that they do not become
permanent additions to FHA.

Program Efficiency and Cost
All FHA programs should be designed for max
imum market efficiency and should be operated at
the lowest possible cost in meeting program objec
tives . The following measures would help accom
plish these goals in the single-family programs:
• Rate ceilings on FHA mortgage interest
rates should be eliminated, and rates should
be determined through negotiation between
lenders and loan applicants.
• Due-on-sale clauses should be permitted for
all loans , and prepayment penalties should
be permitted for long-term, fixed-rate con
tracts .
• Certain conditions of the FHA Section 234
condominium unit program should be re
viewed , including presale and project-ap
proval requirements .
• Subject to appropriate HUD monitoring,
processing should be delegated to private
institutions, as in recently successful HUD
experiments.
• Underwriting criteria should be carefully
reviewed and assiduously applied to assure
that FHA loans are soundly underwritten.
• Subject to appropriate HUD monitoring,
private collection agencies should be used
in lieu of HUDI]ustice Department collec
tion procedures .
Single-family co-insurance is not recommended at
this time because it represents a potential expansion
of FHA into markets already adequately served by
private mortgage insurance companies .

FHA Multifamily Mortgage
Insurance
The Federal Housing Administration should con
tinue to insure standard unsubsidized multi
family mortgages and should perform a demon
stration role with respect to innovative forms of
multifamily mortgage instruments.
2

Discussions of alternati ve home mortgage instruments are con
tained in Chapters 6 and II .

,
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Adjustments should be made to permit
FHA programs to operate more efficiently and to
lower costs to FHA and developers of multifamily
projects.

Standard MultifiuniLy Insurance Program
FHA insurance of multifamily mortgages has been
limited in recent years primarily to subsidized pro
jects. The low level of insurance for unsubsidized
projects can be attributed to the strong emphasis
placed on subsidized rental housing construction
since the Housing Act of 1968, as well as to FHA
program requirements that have deterred use of
FHA insurance by lenders and developers of unsub
sid ized projects. As production su bsidies are
phased down-as recommended by the Commis
sion-the need for FHA insurance for mortgages on
newly constructed unsubsidized projects is likely to
increase. Moreover, to facilitate the funding of re
habilitation needed to make units eligible for the
program of housing assistance payments recom
mended in Chapter 2, FHA insurance will be re
quired for mortgages that refinance existing rental
projects.
Unlike the home mortgage area , FHA does not
compete with the private sector in insuring unsub
sidized, long-tenn, fixed-rate project mortgages.
Furthennore, loan insurance is important to gain
investor acceptance of multifamily mortgages and
to facilitate access to secondary market financing.
Thus , the Commission recommends that the
Federal government continue to insure unsub
sidized multifamily loans and eliminate aspects of
the insurance programs that have inhibited par
ticipation by both lenders and developers.
Private insurance of multifamily mortgages
has been minimal for several reasons . First, State
laws generally impose strict limitations on insur
ance of projects by private companies . Second , the
risk on project loans is difficult for private insurers
to diversify because of the large size of the liability
represented by each loan . Third , the risk on project
loans is different from that associated with single
family mortgages since, in effect, insurance of a
project loan represents coverage against the risk of
failure of a business enterprise. 3 The success of a
rental housing project depends on a variety of fac
tors , including the stability of the rent flow, the
ability of management to control operating costs,
and changes in the neighborhood environment. The
threat of outside interference in project manage
ment through government regulations relating to
rent control and condominium conversions also in
creases uncertainty over the future value of the
project.

Demonstration RoLe
FHA should perfonn a demonstration role with
respect to new fonns of multifamily mortgages that
meet the needs of borrowers and investors in an era
of inflation and interest rate uncertainty. Experi
ments should be conducted to detennine the risk
characteristics of contracts such as adjustable-rate
loans; graduated-payment loans with shared-appre
ciation provisions ; and mortgages that provide len
ders a proportion of net rental receipts . As with
experimental programs in the single-family area ,
FHA should have the right to preempt State laws
that are inconsistent with the provisions of the new
mortgage contracts, and all demonstration pro
grams should include sunset provisions.

Program Efficiency and Cost
FHA has been subjected to a substantial degree of
adverse risk selection in the multifamily area , be
cause developers have tended to seek insurance for
projects with the highest risks of failure . Use of
replacement-cost valuation for projects has some
times invited the insurance of financially unsound
projects . Thus , in the future, multifamily mort
gages should be insured for no more than 90 percent
of the real economic value of the project, based on
the lower of capitalized income, market compara
bles , and replacement-cost methods of appraisal.
Use of such an approach should eliminate the need
for the current complex cost certification pro
cedures . It is necessary to prohibit inclusion of
builder/sponsor profits in the mortgage amount (the
so-called builder/sponsor profit and risk allowance)
in order to ensure that developers have significant
equity in projects financed with FHA-insured loans.
Risk-sharing techniques also should be used
with project mortgages to encourage better project
design and loan underwriting . The following pos
sibilities should be considered :
• Require the developer to maintain a reserve
fund from syndication proceeds or other
sources during the early high-risk period of
the loan tenn .
• Require partial recourse loans (with appro
priate changes to the Internal Revenue
Code's at-risk ru les for lim i ted part
nerships).
• Require the lender to share the default risk
through co-insurance for the early years of
the loan .
• Allow for co-insurance by private mortgage
insurance companies .

l

If a project fails, the insurer stands ready (0 buy it at a price
equal (0 the outstanding principal balance on the loan .
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A number of other adjustments should be made
to increase the efficiency and to lower the cost of
FHA multifamily insurance programs . In particular,
interest rate ceilings should be eliminated; FHA
restrictions on provisions allowing lenders to call
loans prior to full maturity should be liberalized;
regulation of developers of FHA projects should be
minimized, particularly with respect to the A-95
review, minimum property standards , and environ
mental impact statements; and unsubsidized pro
jects with FHA-insured loans should not be subject
to regulatory control of rents, either by localities or
by HUD.
Additional steps should be taken to encourage
the use of FHA insurance programs for the re
habilitation of existing rental projects. The FHA
Section 223({) program-which provides for FHA
insurance of loans on existing projects-has been
used only to a limited extent since its creation in
1975, partly because of program restrictions and
administrative complications . HUD should make
this program more workable, while preserving its
actuarial soundness. To do so, HUD should consid
er a co-insurance program for Section 223({) multi
family loans, cash payment of claims (rather than
payment in FHA debentures), and higher pennissi
ble levels of rehabilitation.

GNMA Mortgage-Backed
Securities Program
A major goal of public policy should be to de
velop private markets for mortgage-backed se
curities (MBS). The Government National Mort
gage Association MBS program should be
phased down to encourage the growth of private
mortgage-backed securities, but this phasedown
should be done in concert with the development
of the market for private securities.
During the transition to greater reliance on
the private market, GNMA should continue to
guarantee securities issued against pools of
mortgage instruments insured or guaranteed by
the Federal government, including innovative
instruments.
The GNMA mortgage-backed securities pro
gram was established by Congress to increase liqui
dity in the secondary mortgage market and to attract
new sources of private funds into residential mort
gages. Under the MBS program, GNMA guaran
tees the timely payment of principal and interest on
pass-through securities that are issued by private
institutions. The securities are based on pools of
government-underwritten residential mortgages
originated by private lenders .
The first GNMA-guaranteed MBS was issued
in 1970, and the volume of GNMAs outstanding has
increased more than five-fold since 1975-from $20
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billion to $106 billion at the end of 1981. 4 The
mortgage pools securing issues of GNMAs consist
primarily of standard FHA-insured and VA-guaran
teed, long-term, level-payment home mortgage
loans (more than 90 percent of the total). 5

GNMAs and Conventional Securities
The current market for GNMA-guaranteed se
curities issued against pools of standard 10ng-tenn,
FHNVA home mortgages has substantial depth and
liquidity-a goal that may not be achieved in con
ventional pass-through markets for several years.
Moreover, the GNMA market may well playa sup
portive role in the development of conventional
mortgage-backed securities (CMBS) markets.
GNMA securities serve as a benchmark against
which new types of mortgage-backed securities can
be priced. GNMAs also provide the basis for the
prospective exchange-traded options markets and
the currently active organized futures markets in
GNMAs . These markets allow mortgage origina
tors and investors to hedge their interest rate risks .
The futures markets also pennit hedging activities
that should be helpful to the development of dealer
forward markets for CMBS. Forward markets are
important to issuers of pass-through securities, and
dealers who extend forward-purchase commitments
to issuers often use GNMA futures to hedge their
positions .
Although the GNMA market can be supportive
of the development of private pass-through se
curities markets, it is also true that an unfettered
volume of GNMA issues entering the market could
inhibit the development of CMBS markets . Inves
tors naturally place a high value on GNMA's "full
faith and credit" Federal guarantee of timely pay
ment, and CMBSs must provide a substantial yield
advantage to compete for the limited supply of long
tenn funds available in the capital markets .
The GNMA securities markets, and the associ
ated options and futures markets, could continue to
function in the face of a reduced volume of new
issues, as long as the stock of outstanding securities
was sufficient to sustain trading volume. 6 The out
standing stock currently exceeds $100 billion, and
the long-tenn nature of the instruments ensures a
Data supplied by the Government National Mortgage Associa
tion.
, Other loans that have been pooled in limited amounts include:
FHA-insured, multifamily construction loans; FHA-insured,
long-tenn multifamily mortgages; FHA-insured and VA-guar
anteed , mobile home loans; FmHA-guaranteed home mort
gages; and FHA-insured, graduated-payment home mort
gages.
6 As discussed in Chapter II , options and futures markets in
nonmortgage securities such as Treasury bonds also can
provide adequate hedging mechanisms for mortgage market
participants .
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large stock for years to come. Thus, it is possible to
reduce the volume of newly issued GNMAs without
eliminating the elements of this market that can
support the development of the CMBS markets.
Any policy for reducing the volume of GNMA
issues, however, still must take cognizance of the
condition of the housing market and the state of
CMBS market development because of the need for
continuing linkages between mortgage markets and
the broader capital markets-particularly in view of
the prospect for portfolio diversification by thrift
institutions.

Phasedown if GNMA Mortgage-Backed
Securities Program
A delicate balance clearly must be struck in any
effort to limit the GNMA program in concert with
growth of the private market. GNMA new-issue
volume should be reduced to provide leeway for the
private CMBS market to develop, but the GNMA
reduction should coincide with the development of
the private market. As part of this strategy, it is
essential that policymakers send clear and consis
tent signals to the private market concerning the
long-term future of the GNMA program, and that
the reduction process be managed with an eye to
market conditions.
The reduction need not proceed uniformly for
all components of the GNMA program. For exam
ple, the GNMA program should continue to guaran
tee securities issued against pools of innovative
types of federally underwritten mortgages. This
GNMA activity can help generate information, for
use by the private market, on investor acceptance
and pricing of new types of pass-through securities.
In the absence of an explicit public policy to
alter the GNMA program, the volume of issues of
GNMA-guaranteed securities would depend, of
course, on the volume of federally underwritten
mortgages eligible for GNMA pools. If the basic,
unsubsidized, FHA home mortgage insurance pro
grams were reduced through altered pricing or
greater targeting (as recommended above), the vol
ume of GNMAs backed by such loans also would
decline, even if the GNMA program continued to
operate on a demand basis at current fee levels.
Although the Commission does not recommend
limits on the volume of VA-guaranteed home loans
because the VA program is an earned entitlement for
veterans, access of VA loans to GNMA pools
should be restricted since the GNMA program ben
efits should not be viewed as an entitlement. As with
FHA, VA home mortgages in excess of specified
loan-size limits should not be eligible for pooling.
When reduction of the GNMA mortgage
backed securities program is considered appropriate
(independent of the volume of government-under
written loans eligible for pooling), several policy

options could be implemented. First, it might be
possible to make the GNMA mortgage-backed se
curities program a private function by selling
GNMA's charter to a private entity, which would
provide the same services without a Federal guaran
tee. However, GNMA as an entity probably has
little value without the Federal guarantee. GNMA
has few assets in infrastructure and equipment, and
information on GNMA's contracts, requirements,
and performance is available at no cost to the private
sector.
As a second option, the GNMA mortgage
backed securities program could be reduced
through scheduled cutbacks in the limits on new
issues of GNMA commitments to guarantee, as
established in the Federal credit budget. Although
this process would use an existing mechanism, se
rious problems of rationing a limited volume of
valuable commitments could emerge .
Reduction also could be accomplished through
a third option-gradually increasing the commit
ment and/or guarantee fees charged by GNMA.
This process would encourage the private sector to
compete with GNMA, just as the private mortgage
insurance companies have been competing with
FHA . Management of fees clearly would be a more
efficient way of allocating guarantees than would
restrictions on commitment levels in the Federal
credit budget. Of the three options listed, the Com
mission recommends this procedure .

Federally Related Credit Agencies
The Federal National Mortgage Association and
the Federal Home Loan Mortgage Corporation
should play important roles in the development
of markets for conventional mortgage pass
through securities. Federal policy should encour
age the operation of FNMA and FHLMC as
private corporations that retain limited benefits
arising from Congressionally mandated commit
ments to housing.
FNMA and FHLMC are the major federally
related credit agencies operating in the secondary
markets for residential mortgages . Although both
agencies buy mortgages from loan originators,
FHLMC currently buys only conventional mort
gages, while FNMA buys both FHAIVA and con
ventionalloans. Traditionally, FHLMC has sold the
loans it acquires, and in recent years sales have been
accomplished by issuing pass-through securities
that FHLMC guarantees and markets through a
syndicate of securities dealers . FNMA traditionally
has held most of the loans it acquires; as a result, it
has built the largest mortgage portfolio in the coun
try. Recently, however, FNMA has initiated a pro
gram whereby it buys conventional loans and resells
them by issuing pass-through securities on which it
guarantees the timely payment of principal and in
167

terest. Because of their prominent market positions
and considerable expertise, FNMA and FHLMC
should play important roles in the developm~~t of
markets for conventional pass-through secuntles.

Long-Term Policy

.

Federal policy should encourage the operatIon of
FNMA and FHLMC as private corporations that
retain limited benefits arising from Congressionally
mandated commitments to housing . These institu
tions have the size, reputation, and ability to serve
as guarantors of a volume of securities sufficient to
justify the establishment of secondary. markets .by
securities dealers, with reasonable bId-ask pnce
spreads . These corporations, however, should not
have such unfair competitive advantages over other
private institutions that market inefficiencies de
velop.
Eventually, both FNMA and FHLMC should
become privately owned corporations with common
responsibilities and advantages:
. .
• A Congressionally mandated dedIcatIOn to
the secondary markets for residential prop
erty loans;
• The right to purchase any type of residential
mortgage instrument that can be originated
by federally regulated financial institutions
or HUD-regulated mortgagees, and to guar
antee pass-through securities issued against
pools of such mortgages;
• An exemption from the requirements of
State blue-sky laws, provided they are sub
ject to reasonable alternative investment
disclosure requirements;
• A limited exemption from the bankruptcy
code, clarifying the ownership of mortgage
pools by holders of their pass-through se
curities;
• The right to preempt State laws concerning
the enforcement of due-on-sale clauses,
usury laws , prepayment penalties, fore
closure moratoria , or rent control, and the
right to use Unifonn Federal Foreclosure
procedures available to FHA, if enac~ed;
• A limited exemption from Federal antItrust
laws to assure that FNMA and FHLMC can
continue to cooperate in developing com
mon fonns and documentation;
• An exemption from State and local income
taxation; and
• Subjection to Federal income taxation but
eligibility for any broad-based tax credit
made available to mortgage investors.

Transition Phase
Currently, the ability of either FNMA or FHLMC to
guarantee large amounts of newly issued pass
through securities as private corporations would be
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limited without a significant Federal connection.
FHLMC, as part of the Federal Home Loan B~nk
System, was provided a modest amount of capItal
when it was chartered and has been able to add only
limited amounts to its capital base through retention
of earnings. FNMA's profit problems-stemming
from the same type of portfolio maturity imbalance
that has plagued thrift institutions-have result~ in
a potential diminution of capital. Thus , a tranSItIOn
period is needed .
During this period, adjustments to the po~ers
and Federal connections of the two corporatIons
should be carefully managed to preserve a reason
able competitive balance. FHLMC's status should
be altered to permit this corporation to act more
flexibly as a mortgage purchaser and as a guara~tor
of pass-through securities. FHLMC should be gIven
authority to raise capital by issuing stock and con
vertible debt securities. On an interim basis ,
FHLMC could have a limited backstop line of credit
to the Federal Home Loan Bank System, an exemp
tion from Securities and Exchange Commission
registration requirements, and Federal agency sta
tus for its obligations (provided that the U.S. Treas
ury has oversight concerning the volume and timing
of securities issued in the public market). At a given
date, however, these Federal benefits should be
eliminated, and FHLMC should retain only those
advantages listed previously.
FNMA clearly faces a difficult transition.
Losses resulting from this agency's historic role as a
purchaser of long-term, fixed-rate .mort~ages would
put a totally private FNMA at a senous dIsadvantage
vis-a-vis a newly recapitalized FHLMC. Thus,
FNMA's beneficial Federal linkages should not be
altered until FNMA returns to a positive profit posi
tion . In particular, a timetable to phase out FNMA's
Treasury backstop borrowing authority and agency
status for its obligations should be considered only
after FNMA's financial condition clearly has sta
bilized . Moreover, FNMA should not be discrimi
nated against in its tax treatment. FNMA 's tax status
should be brought into parity with thrift institutions
concerning losses (i .e . , the provision for carry
back/forward of losses should be changed from 3
years/lS years to 10 years/3 years). In addition,
FNMA's charter should be amended immediately to
eliminate HUD regulatory authority over FNMA
(which seriously limited FNMA's operating flex
ibility in 1976-78), but to retain a HUD oversight
role; to allow FNMA to buy any type of residential
mortgage instrument that can be originated by
federally regulated depository institutions or HUD
regulated mortgagees ; and to broaden the ra~ge of
obligations that can be issued by FNMA, subJec.t to
Treasury oversight concerning the volume and tIm
ing of issues sold in the public (agency) market.

r

Rural Housing Credit Programs
The housing credit programs of the Farmers
Home Administration should be conducted with
out subsidy and in a manner that encourages the
development of private housing credit institu
tions in rural areas.
If the subsidy aspects of FmHA rural housing
programs are incorporated into the housing pay
ment and block grant programs, as recommended in
Chapter 2, the remaining programs of the FmHA
relate to the availability of housing credit in rural
areas. Direct lending by FmHA-which ultimately
involves channeling funds from the Treasury se
curities market through the Federal Financing Bank
to FmHA-eventuaIly should be eliminated, and
lending by private institutions should be encour
aged.
Any direct loans made by FmHA in rural areas
during the transition period should be made at rates
and terms comparable to those prevailing for private
credit in similar rural housing areas so as not to
frustrate the development of private financing . Fur
thermore, the FmHA loan guarantee program
should be carefully managed to prevent the emer
gence of another large Federal guarantee program in
the nation's credit markets.
The Farmers Home Administration could fos
ter private lending in rural areas by promoting the
development of institutions that have the ability and
skills necessary to meet the specialized needs of
rural lending. FmHA should promote this core of
rural home-lending expertise by contracting with
private mortgage lenders to originate and service
loans, with licensing arrangements that require
agents to maintain the standards of the FmHA pro
grams and to apply FmHA rules and regulations to
loans. Qualified agents could include commercial
banks, savings and loan associations, mortgage
banking companies, real estate agencies, lawyers,
rural cooperatives, and other individuals or institu
tions. To facilitate development of an adequate sup
ply of individuals and institutions with rural lending
expertise, FmHA should not insist on exclusive use
of agent services; agents should be permitted to
combine their FmHA activity with outside lending,
financial, or other services .
As in other areas of the housing market, the
availability of secondary mortgage markets would
be essential as the private sector assumes greater
responsibility to meet the demands for housing
credit. Currently, FmHA-guaranteed mortgages are
eligible for pooling under the GNMA-guaranteed
securities program . It would be appropriate for
FmHA to coordinate plans with State housing fi
nance agencies, as well as FNMA and FHLMC, to
promote the development of other mortgage pass-

through securities programs to provide access for
rural housing loans to the general capital markets .

STATE AND WCAL
GOVERNMENT FINANCING
PROGRAMS
The structure of debt financing by State and local
governments has changed dramatically during the
past decade. There has been a sharp decline in the
relative importance of general obligation bonds
used to finance public capital expenditures for pur
poses such as education, public safety, transporta
tion, and utilities. Conversely, there has been a
rapid rise in the use of revenue bonds to finance
private sector investments such as industrial de
velopment, housing , and hospitals. Between 1970
and 1980, the share of total long-term, tax-exempt
borrowing accounted for by revenue bonds in
creased from one-third to more than two-thirds.
General obligation bonds carry a "full faith
and credit" security pledge of municipal issuers ,
and debt service payments are financed from gener
al tax revenues. Debt service on revenue bonds, on
the other hand, is paid solely from the earnings
generated by the investments financed with bond
proceeds . In effect, revenue bond financing enables
public sector entities to function, with little public
accountability, as financial intermediaries that bor
row at tax-exempt rates and relend at below-market
rates to finance selected private sector activities .
The first use of tax-exempt financing for hous
ing involved general obligation bonds issued to
fund home loans for veterans. The "Cal-Vet" pro
gram was begun in California during the 1920s, and
similar programs have been used in other States
since then. During 1981, veterans' programs were
active in California , Oregon, and Wisconsin, and
$0.9 billion in such bonds were issued (Table 12.3).
State housing finance agencies (HFAs) tradi
tionally have been the major providers of tax-ex
empt funds for housing. 7 Forty-six States and the
District of Columbia currently have HFAs that raise
funds with revenue bonds to originate or purchase
residential mortgages, or to finance programs that
involve below-market rate lending to private mort
gage lending institutions (Ioan-to-Iender programs).
State HFAs often have interacted with Federal rental
housing programs (such as HUD's Section 8 pro
gram) to link tax-exempt financing with Federal
subsidies, thereby lowering the cost of rental hous
ing for low- and moderate-income families . Until
1975, in fact, virtually all State HFA activity
7 The

first tax-exempt HFA bonds were issued in 1961 by the New
York State agency.
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Table 12.3
Tax Exempt Bonds for Housing
(Amounts in billions of dollars)

Period

1975
1976
1977
1978
1979
1980
1981

Total
Housing
Bonds

$1.4
2.7
4.4
7.0
12.1
14.0
5.4

Veterans'
Housing

Single-Family
Revenue Bonds

Multifamily
Revenue Bonds

0.0.
Bonds

$0.6
0.6
0.6
1.2
1.6
1.3

0.9

Total

$0.7
1.0
3.4
7.8
10.5
3.5

State

$0.7
1.0
2.8
3.3
5.0
1.7

Local Total

State

$0.9
1.4
2.8
2.4
2.6
2.2
1.1

$0.9
1.4
2.6
1.7
1.9
1.4
0.7

$0.6
4.5
5.5
1.8

Local

$0.2
0.7
0.7
0.8
0.4

Total Housing
Bonds as Percent
of All Municipal
Bond Issues

5%
8
9
14
28
29
II

Source: Data compiled by staff from information supplied by the U.S. Department of Housing and Urban Development.

focused on multifamily housing. During the

1975-80 period, however, State agencies issued
large amounts of single-family mortgage revenue
bonds.
Local use of tax-exempt financing for housing
traditionally has been quite limited, consisting pri
marily of issues by local housing authorities to
provide low-rate interim and pennanent financing of
public housing projects whose debt service pay
ments are provided by HUD . Since 1978, however,
local government entities have issued mortgage rev
enue bonds to provide below-market rate funds for
home loans, in some cases for middle-income fam
ilies in suburban areas. By 1980, local mortgage
revenue bond programs were active in more than 20
States, and the volume of single-family issues ex
ceeded $5 billion .
The rapid growth of single-family revenue
bond financing at both the State and local levels
increased total tax-exempt financing of housing to
nearly $14 billion by 1980, accounting for roughly
30 percent of all municipal bonds sold-the largest
single use of tax-exempt financing. In response to
both mounting costs to the Treasury (in tenns of
forgone tax revenues) and use by some munici
palities of tax-exempt funds to support neighbor
hoods and borrowers other than those most in need,
the Federal government set limits and conditions on
the issuance of single-family mortgage revenue
bonds at the end of 1980. The Mortgage Subsidy
Bond Tax Act of 1980 sets limits on the volume of
tax-exempt financing of single-family housing that
can occur within any State during the 1981-83
period, and forbids new issues of such bonds after
the end of 1983. Moreover, the act imposes home
price limits, requires that a portion of bond proceeds
be used to finance mortgages in geographically
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targeted areas, limits eligibility to principal resi
dences of first-time homeowners, restricts the as
sumability of the low-rate mortgages, sets limits on
the differential between bond rates and mortgage
rates, limits the portion of bond proceeds that can be
set aside in reserve funds, and restricts the amount
of profits that can be earned on funds held in re
serve. Technical problems of compliance with the
provisions of the Mortgage Subsidy Bond Tax Act,
and the lack of appropriate authorizing regulations,
caused issuance of single-family mortgage revenue
bonds to decline sharply in 1981. Indeed, virtually
no single-family housing bonds have been issued
beyond those in process when the act was signed
into law.
The Commission recognizes that the un
checked use of revenue bond financing (housing and
nonhousing) by State and local governments to fund
private sector investments can have an impact on
capital allocation contrary to overriding national
interests and can impose excessive costs on the
Treasury and taxpayers in general. Thus, an exam
ination of revenue bond financing in housing as well
as in other sectors of the economy is in order.
Accordingly, the Commission recommends the fol
lowing:

The Administration should promptly bring
to the appropriate cabinet council for thorough
review the issue of private sector use of tax
exempt revenue bonds of all kinds and present to
Congress an approach covering all categories of
tax-exempt funding and/or specific options for
more effective substitutes. Pending the outcome
of the recommended study, State and local au
thorities should be allowed to issue mortgage
revenue bonds, under the volume limits and tar
geting provisions of existing Jaw. Moreover, the

technical problems associated with the Mortgage
Subsidy Bond Tax Act ought to be addressed by
the Administration so that mortgage revenue
bond programs can be made operable.
The Commission acknowledges that consid
erable controversy exists regarding the relative
effectiveness of tax-exempt revenue bonds as a way
of stimulating the development of low- and moder
ate-income homeownership and rental housing .
Many of the questions that remain to be answered
about housing bonds apply as well to the use of tax
exempt revenue bonds for other private purposes .
Accordingly, a comprehensive study of all types of
revenue bond financing should be conducted .
The following discussion considers the costs
and benefits of tax-exempt financing of housing,
alternative ways of providing aid to low- and moder
ate-income homebuyers and renters, and ways to
make current mortgage revenue bond programs op
erable.

Benefits and Costs of Thx-Exempt
Financing
The past decade has demonstrated the housing pro
duction and finance capability of State and local
governments . There is now in existence both a
network of marketing channels for tax-exempt
housing bonds and a corresponding set of institu
tional arrangements for using the bond proceeds in
the production of multifamily housing for low- and
moderate-income households and the financing of
single-family homes . It is argued that this capability
represents an important resource in the provision of
housing, particularly in those local situations where
additional housing is needed to facilitate the effec
tive working of the consumer-oriented housing pay
ments program discussed in Chapter 2. State and
local governments, with their record of experience,
generally are prepared to respond quickly to local
problems , while the Federal government may re
quire a longer period to react .
Tax-exempt financing of housing can provide a
number of benefits. The primary benefit is a reduc
tion in mortgage costs for homebuyers and de
velopers of rental housing; a program targeted to
marginal borrowers and neighborhoods can be a
relatively effective way to provide decent housing
for needy families. When tax-exempt yields are
sufficiently below taxable yields, this type of fi
nancing permits significant reductions in monthly
mortgage payments or rent levels necessary to sup
port the debt service . 8 The lower costs, in tum ,
bring homeownership and new rental housing with
in the reach of more lower-income households than
would otherwise be possible. Tax-exempt financing
also has administrative advantages for State and

local governments. It permits Federal subsidy of
additional housing, where it is deemed important by
those who know the local situation, without requir
ing that a Federal program, complete with Federal
regulations and Federal review, be created for this
purpose .
Tax-exempt bond financing of housing ,
however, also has a number of problems and costs .
Tax-exempt financing is viewed by some as an inef
ficient and inequitable way to provide Federal sub
sidies to private market participants . It is argued
that the loss in Federal tax revenues inevitably is
larger than the reduction in borrowing costs enjoyed
by State and local government entities as a result of
the tax exemption; thus, a given housing objective
could be met, with smaller costs to the Treasury,
through direct Federal subsidies . Moreover, the ex
cess cost to the Treasury inevitably represents a
windfall gain to bondholders in the highest margi
nal income tax brackets . On these grounds, it is
argued that a program of tax credits or direct sub
sidies generally is preferable to tax-exempt financ
ing as a way to achieve a given policy objective .
In fact, the exact impact on Treasury receipts of
tax-exempt housing bonds is difficult to estimate .
Because this estimate depends on the spread be
tween taxable and tax-exempt yields, as well as on
the tax brackets and portfolio shifts by investors in
tax-exempt bonds, different assumptions lead to
different estimates. The Commission examined a
wealth of studies and evidence that suggests a wide
range of costs to the Treasury, and it is difficult to
draw firm conclusions concerning the size of excess
Federal expense associated with tax-exempt hous
ing bonds .
Aside from costs imposed on the Treasury,
issuance of mortgage revenue bonds places upward
pressure on all tax-exempt interest rates , raising the
general level of borrowing costs for municipalities .
This effect can be substantial when large amounts of
housing bonds are brought to the market. Restric
tions on the volume of housing bonds, such as those
contained in the Mortgage Subsidy Bond Tax Act of
1980, help to limit the impacts on the municipal
securities market or other segments of the capital
markets.
It is argued that the net impact of single-family
mortgage revenue bond programs on mortgage
lending and housing activity is much smaller than
the volume of tax-exempt borrowing . The incre
mental impacts of revenue bond programs on the
housing market are small when the beneficiaries of

8

The relalionship belween lax-exempl and laxable bond yields
can vary SUbSlanlially over lime and oflen is relalively narrow
during periods of high markel inleresl rales .
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the programs would have purchased houses without
the assistance.

Alternatives to Tax-Exempt
Financing
The Federal government has a number of ways to
lower the cost of housing for low- and moderate
income families . The principle of enlightened
federalism adopted by the Commission suggests
that lower levels of government should play some
role in the management and design of such pro
grams . For example , as an alternative to tax-exempt
financing, State or local agencies could raise funds
needed for mortgage finance in the taxable se
. curities markets, lend these funds at below-market
rates to mortgage borrowers, and use direct Federal
subsidies to help meet interest payments to bond
holders .9 Alternatively, borrowers could raise mort
gage credit in the private market and receive Federal
subsidy payments channeled through the State or
local agencies administering the programs. Bor
rowers qualifying for subsidy payments, of course,
might find it difficult to arrange credit in the private
market, unless they could obtain Federal mortgage
insurance.
The taxable bond concept has several merits .
Federal payment of interest rate subsidies to munici
palities would provide for greater budgetary control
than is possible under tax-exempt bond programs ,
because the depth of the subsidy can be established
by the Federal government and can be changed
when market conditions dictate . If there were a
desire to stimulate housing production , for exam
ple , the subsidy could be set at a level higher than
needed to bring the taxable-bond interest cost down
to the level of tax-exempt instruments; similarly, a
shallower subsidy rate could be established when
desired. On the other hand , taxable bonds coupled
with direct Federal subsidies may not prove to be a
more efficient mechanism for lowering financing
costs of low- and moderate-income housing . The
appropriation of direct Federal subsidies may .re
move an element of State and local agency plannmg
control over the timing and amount of bond issu
ances, and a direct subsidy program may involve
higher administrative costs .

Making Progrrum Operable
Pending the outcome of the recommended study of
revenue bond financing generally, State and local
authorities should be allowed to issue mortgage
revenue bonds under the volume limits and target
ing provisions of the Mortgage Subsidy Bond Tax
Act of 1980. Since the passage of the act, issuance
of mortgage revenue bonds has been well below the
volume limits that were establi shed. Technical
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provisions in the act have been largely responsible
for the low levels of activity.
In particular, the limits set on the spread be
tween bond yields and mortgage rates have effec
tively prevented many potential issuers from operat
ing programs that otherwise would have been finan
cially feasible. The act specifies that the contract
rate on mortgages purchased can be only one per
centage point above the bond yield , and this margin
must cover origination fees, servicing fees, under
writer discounts, and operating costs; the typical
margin (arbitrage) prior to the act was 1.5 percent
age points, and this margin did not have to cover the
fees and costs now required as part of the calcula
tion . Other technical problems include a require
ment that mortgage revenue bonds be issued in
registered form (unlike other tax-exempt bonds),
ambiguities regarding the requirement that 20 per
cent of the proceeds from a bond issue be used in
HUD-designated target areas , and the need for
periodic verification of home price eligibility.
Reserve limits also have been a problem. The
proportion of bond proceeds that initially can be
allocated to reserves has been reduced below pre
vious industry standards, and reserves must be re
duced when mortgage prepayments occur. And
whereas reserves previously could earn unlimited
income, current requirements state that earnings on
reserves in excess of coupon rates on mortgages
must be paid to the Federal government or be remit
ted to mortgagors.
Further technical problems are related to coop
erative and congregate housing. In the Mortgage
Subsidy Bond Tax Act of 1980, shares in coopera
tive residences are included in the mortgages eligi
ble for financing with single-family tax-exempt
bond proceeds, but blanket project mortgages for
cooperative residences were ignored . Since cooper
atives represent a proven method for increasing
homeowners hip opportunities for low- and moder
ate-income households , cooperative blanket project
mortgages should be included in Treasury regula
tions for multifamily bonds. In addition, the defini
tion of " congregate housing" needs to be clarified
by the Treasury Department in order to qualify these
projects for financing under mortgage revenue
bonds . The Commission suggests the following
definition of "congregate housing" under any mort
gage revenue bond program:
• Community-based residential facilities for
the elderly and handicapped which provide
some supportive services, such as at least
one meal for residents each day; eligible
• Taxable bonds alone do not offer lower interest rates unless
backed by the full faith and credit of the issuing government ,
which has rarely been the case in housing .

buildings could include "non-self-con
tained" units, i.e., units without fuJI kitch
en or bathroom facilities, provided units can
be owned or rented initially on yearly
leases.
Delays in the implementation of Treasury reg
ulations for single-family bonds, and the absence of
regulations for multifamily bonds, also have imped
ed the issuance of housing bonds and have hindered
evaluation of the effectiveness of the volume and
targeting provisions of the act. The various techni

cal problems that have depressed the volume of
mortgage revenue bonds should be addressed
promptly by regulation or legislation , as appropri
ate , so that the programs can be made operable.]O

\0

On March 29 , 1982, President Reagan announced the Admin
istration's intention to make regulatory c hanges to enable State
and local governments and agencies to issue a larger volume of
mortgage revenue bonds within the volume limits of existing
law. The regulatory changes would ease the arbitrage restric
tions and broaden the targeting definitions .
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Section IV:

GOVE
ENT
REGUIAIION
ECOsr

OF HOUSING

INTRODUCTION: THE
NEED FOR REGULATORY
REFORM
Government regulations can have a substantial im
pact on the cost and availability of housing-a find
ing not new to Presidential commissions. More than
a decade ago, the President's Committee on Hous
ing (Kaiser Committee) and the National Commis
sion on Urban Problems (Douglas Commission)
both reached this conclusion. Despite these warn
ings and calls for refonn, however, governments at
all levels have continued to expand their regulatory
control of housing .
The Douglas Commission focused on munici
pal land-use and building regulations, while the
Kaiser Committee considered the effects of these
regulations on the efficiency of the homebuilding
industry and its capacity to provide affordable hous
ing . Both panels accepted continuing land-use and
building controls, but they were highly critical of
municipal regulations that ignored regional needs,
excluded lower-income families , or added un
necessary costs to housing.
A decade later, this Commission was con
fronted with an even larger array of regulations that
directly or indirectly affect housing. State and local
governments have increased their use of traditional
land-use and building regulations while becoming
more involved in other rulemaking that affects
housing : environmental regulations and energy
standards; State licensing requirements controlling
entry into one of the construction trades; municipal
use of special fees for on- and off-site development;
growth management controls used to limit and
channel development; and rent control and con
dominium conversion regulations.
The Federal regulatory presence-fed by
grass-roots consumer, environmental, and energy

movements-also increased dramatically during
the 1970s. Nonhousing agencies-e.g., the En
vironmental Protection Agency, the Department of
Agriculture, the Department of the Interior, the
Consumer Product Safety Commission, the Federal
Trade Commission, and the Occupational Safety
and Health Administration-all promulgated reg
ulatory policies that directly or indirectly affect
housing costs. Regulation of lenders was extended
through the Community Reinvestment Act, the
Truth-in-Lending Act, and the Home Mortgage
Disclosure Act. Congress increased the regulatory
authority of the Department of Housing and Urban
Development (HUD) through such programs as the
Real Estate Settlement Procedures Act, the Man
ufactured Housing Contruction and Safety Stand
ards Act, and Federal flood insurance (now admin
istered by the Federal Emergency Management
Agency).
This Commission reexamined the regulatory
content of housing because of its concern about the
rapid expansion of housing regulation and its effect
on costs and production. In its deliberations , the
Commission attempted to weigh three sets of hous
ing-related interests-those of property owners , the
community, and prospective residents .
This chapter describes these three regulatory
interests and the shifts in balance that have occurred
over time. It then reviews the early warnings of
previous Presidential commissions and the results
of hearings conducted by this Commission. Finally,
it summarizes the need for regulatory reform by
highlighting the costs of excessive regulation-re
duced housing choices. constrained production, in
creased prices, and lowered productivity.
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Regulatory Interests
Those who favor government regulation justify in
tervention on various grounds . Land-use regula
tion, for example, is viewed as a logical extension of
the doctrine of nuisance developed as part of the
English common law and incorporated into Amer
ican jurisprudence . Obnoxious and incompatible
land uses are harmful to the rights of adjoining
landowners, and such uses may pose a substantial
threat to the health and safety of the community.
Regulatory proponents contend that the use of land
can be chaotic and that regulation is necessary to
bring order and stability. Regulation, it is argued, is
also justified as a means of removing the excesses
and limitations of the private market. Proponents
generally see local regulations as a reflection of
community values expressed through the demo
cratic process-local citizens controlling their own
environment.
But there are negative aspects to regulation .
One of the most indefensible of these is its use in
protecting special interests and denying access to
others. Tradesmen or owners of homes or apartment
buildings may benefit from regulations that are ex
clusionary in operation. Residents of a community
can use regulation to protect their social environ
ment against newcomers who might change its
character; such regulation often is designed to ex
clude lower-income families . This kind of regula
tion pushes up costs unnecessarily for all and makes
housing inaccessible in many locations for a grow
ing number of Americans.
This nation was founded in part on strong
beliefs about property rights and the need to protect
these rights from excessive infringement by govern
ment. Yet each new regulation that shapes land-use
and housing decisions limits the owner's use of
property. From this perspective , the Commission
views with some concern the proliferation of regula
tory controls over recent years.
Where does one draw the line , if a line can be
drawn, between permissible and impermissible reg
ulation? What is the proper balance between private
market activity and regulation? To answer these
questions, one must consider three major sets of
interests-those of developers and landowners,
communities that wish to control development
through regulation, and people who want to move
into a new community.
Property Interests. Historically, regulatory re
straints on private development often were designed
to protect larger public interests-the health and
safety of the community. In other words, an owner
or developer could use his land as he chose so long
as development did not create conditions that were
unsafe, unsanitary, or obnoxious to his neighbors .
178

This historical predisposition for respecting
individual property rights is found in the Constitu
tion's Fifth Amendment assertion that private prop
erty shall not be taken for public use without just
compensation and that a person cannot be deprived
of property without due process. These protections
were made applicable to the States through the
Fourteenth Amendment.
Community Interests. During this century,
however, government began to regulate land uses
for a much wider range of purposes, reflecting a
growing view that better community life could be
achieved through planned development.
Zoning-introduced in 1916 as a policy for
municipal land-use control-is now commonplace .
In 1926, the Supreme Court upheld a municipality's
right to control its own land use through zoning.
Behind this landmark decision (Euclid v. Ambler
Realty Co . , 272 U.S . 365) was the belief that legis
latures-not the courts-should bear primary re
sponsibility for settling conflicting land-use claims .
Municipalities have used this power to control
the scale of development and to manage the process
of growth. Zoning is used to protect residential
neighborhoods from other uses, to control density
and its impact on public services and neighborhood
characteristics , to encourage commercial and in
dustrial development by designating areas for such
uses, and to ensure development consistent with
long-range capital planning and efficient use of
public resources . The Euclid decision allowed mu
nicipalities to assume much greater regulatory
power over land use.

Prospective Residents. Families or individuals who
want to move into a municipality also have a stake in
how property is regulated . This has been a special
concern for less affluent households, but rising
housing costs and declining new construction have
made it one for middle-income families as well. All
citizens have a stake in the opportunity to move in
and out of communities without artificial restric
tion. These interests did not receive prominent at
tention until the 1970s, when several State courts
and legislatures acted to correct municipal regula
tions that failed to account for a municipality's fair
share of the diverse housing needs of the region's
population.
The relative influence of these three interests
changes over time. Before the tum of the century,
property rights and limited regulatory intervention
by the community in the areas of health and safety
were dominant values . In this century, the emphasis
shifted from property rights toward dominance by
community interests . Only recently have the rights
of prospective residents become important. Proper

ty interests, however, have not regained their former
standing.
The Commission concluded that a reevaluation
of the balance of these interests is long overdue, and
the recommendations offered in this section of the
report are aimed primarily at that objective . The
Commission does not believe that the best interests
of the community have to be sacrificed in crafting a
rational regulatory policy that can serve all legiti
mate needs. Still, the priority of individual property
rights needs to be reestablished, not only because it
would surely have a salutary effect on housing
production, but also because it would reassert a
principle that has too often been abused or over
looked in the pursuit of other interests.
In its deliberations and conclusions, the Com
mission drew not only upon its own research and
extensive hearings on housing regulation, but upon
the pioneering work of individuals and groups that
preceded this panel.

Early Warnings: The Douglas and
Kaiser Panels
A benchmark for considering regulatory reform was
1968, when the Douglas Commission and Kaiser
Committee issued their reports. At that time, more
than 78 percent of all municipalities with a popula
tion greater than 10,000 had some form of land-use
regulation . More than half had zoning ordinances,
nearly 45 percent had enacted subdivision regula
tions, and almost half had a building code. I
Both panels found that some municipalities
abused housing and land-use regulations, prin
cipally through overly restrictive zoning, subdivi
sion requirements, and building codes. The most
widely recognized abuse--exclusionary zoning
encompassed large-lot size restrictions, exclusion
of mUltiple dwellings, imposition of minimum
house-size requirements, and exclusion of mobile
homes. By such devices, zoning authorities limited
residential development to single-family residences
on large-size lots, thereby reducing the total amount
of housing available in a given area . The effect of
restricted supply was to impose greater costs or
locational constraints on the availability of housing.
By the late 1960s, some devices like large-lot
zoning were commonly used to assert governmental
authority over specific project planning and fre
quently were used as exclusionary techniques. By
requiring rezoning in order to construct apartment
units, zoning officials often could exercise tight
control over a developer's plans by controlling den
sity. Similarly, increased discretionary zoning au
thority by some local officials resulted in abuses and
a shift in important land-use decisions from the
developer to the local official.

Local officials who failed to account for re
gional concerns in their zoning ordinances were
criticized for creating inefficient patterns of metro
politan development. Where such jurisdictions ig
nored the effects of their zoning practices on neigh
boring communities by excluding land uses they
considered undesirable, the needs of the region as a
whole were left unsatisfied. The Douglas Commis
sion warned that continuing failure by local officials
to exercise effective leadership in solving develop
ment problems inevitably will result in a reduction
in the quality of urban environments .
The Douglas Commission and the Kaiser
Committee found similar problems with local
building codes. Lack of standardization in building
codes, coupled with excessively restrictive codes in
some communities, seriously affected construction
costs and productivity in the housing industry. lo
cal authorities were slow in accepting new products
and technologies; the Douglas Commission at
tributed this problem to insufficient personnel and
expertise , lack of uniform costs, and inadequate
procedures for revising building codes to keep pace
with the building industry.
The Kaiser Committee was more critical. It
found that some communities imposed excessively
restrictive codes to prevent the construction of low
cost housing, thereby denying local housing oppor
tunities for lower-income groups. Industry and la
bor groups sought code restrictions to protect the
market for their own products and skills . Finally,
although building codes sometimes provided for the
acceptance of new methods and materials at the
discretion of appointed building officials, few offi
cials were adequately trained to use this discretion
ary power.
In suggesting solutions, the Douglas Commis
sion recommended greater centralization of land
use regulatory authority, reduction in incentives for
fiscal and exclusionary zoning, fairer allocation of
land-use costs between government and developer,
and larger-scale development.
Venturing farther, the Kaiser Committee rec
ommended that the Federal government preempt
local zoning and other land-use regulations in con
trolling Federal construction projects and low-in
come housing development. It favored State review
of local zoning ordinances to ensure that they did
not interfere with satisfying the housing needs of
metropolitan areas, and State adoption of uniform
subdivision regulations that did not unreasonably
add to the cost of housing. The Kaiser Committee
found that "given the widespread abuses, and the
I

National Commission on Urban Problems , Building the Amer
ican City (Washington, D.C.: U.S. Government Printing Of
fice, 1968), Part III.

179

need for low cost housing, local prerogatives should
yield somewhat in this instance." 2 But unnecessary
regulation has continued to grow since the Douglas
and Kaiser panels warnings, giving cause for con
cern by yet another housing Commission over a
decade later.

The Need for Regulatory Reform
In hearings held across the country, the Commis
sion was told repeatedly that unnecessary regula
tions at all levels of government have seriously
hindered the production of housing, increased its
cost, and restricted opportunities for mobility. (See
Methodology in appendix.) Some testimony,
however, expressed support of regulation to achieve
social (e.g., environmental) or economic (e.g., en
ergy conservation) benefits . Nevertheless , the
Commission believes that unnecessary regulation of
land use and buildings has increased so much over
the past two decades that Americans have begun to
feel the undesirable consequences: fewer housing
choices, limited production, high costs, and lower
productivity in residential construction. Based on
these hearings and other research and consultation ,
the Commission found that:
• Regulation can hinder the efficient opera
tion of the marketplace by denying consum
ers a wide range of housing choices and
denying owners and developers the freedom
to use property efficiently;
• Overregulation has hampered the produc
tion of housing, particularly for people of
average or lower income;
• Regulation has unnecessarily pushed up
costs in some localities by as much as 25
percent of the final sales price; and
• Regulation often limits flexibility in housing
construction, both by inhibiting the sub
stitution of available materials, labor, land,
and capital in response to changes in relative
prices, and by impeding the rate at which
new products and building systems can be
introduced.
With these findings in mind, the Commission
concluded that government should substantially cut
back its regulation of housing to give freer play to
the marketplace, leaving to government its tradi
tional responsibility to protect public health and
safety and other vital and pressing governmental
interests. Regulatory reform and a more robust pri
vate market should provide greater housing oppor
tunities not only for those living within the com
munity, but for prospective residents as well .

Housing Choices
Government regulations can unnecessarily restrict
housing choices by limiting locations where con
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struction can occur, by driving up the cost of hous
ing and thereby placing new housing beyond the
financial reach of increasing numbers of people , and
by arbitrarily placing absolute limits on the amount
and type of housing built. Location limitations may
arise from such land-use policies as zoning, growth
controls, and farmland preservation policies, which
either prohibit housing development in certain areas
or direct growth away from some areas and into
others . Prohibitions on multifamily housing or
mobile homes restrict the choices available to con
sumers, as do requirements that multifamily hous
ing include units with only a few bedrooms.
Owners are similarly denied the full use of
their property as a consequence of these restric
tions. While the Commission does not advocate
unrestricted use of property in a way that is harmful
to others, it is concerned that regulations impose
unjustified restrictions on property interests.

Limited Production
Regulations, especially local ones, have inhibited
the production of housing . Traditional zoning re
strictions on density, lot sizes, and house sizes limit
the amount of housing that can be built in response
to market demand. Prohibitions on mobile homes
and excessive limitations on multifamily housing
deny or reduce the opportunity to obtain lower-cost
housing .
More recent land-use policies likewise reduce
production. Growth controls can limit the total
number of new building permits allowed . Similarly,
zoning solely for agricultural use excludes land
from housing development. Rent control, too , is a
municipal regulation that limits production of rental
housing by discouraging private investment.
Federal regulations also act to limit produc
tion. Environmental regulations may unduly pro
hibit construction in certain floodplains or wetland
areas . Federal farmland policies that restrain the use
of Federal programs to convert farmlands to other
uses may lead to more extensive agricultural zoning
at the local level.

Increased Costs
Housing costs rose dramaticaJJy during the 1970s.
Over the decade the average cost of a new single
family home rose from $23,400 to $64,600, an
increase of 176 percent, while at the same time, the
Consumer Price Index (CPI) rose only 112 percent.
As shown in Table 13 .1, the various components of
new home construction all increased at rates faster
than the CPI with the greatest increases in the areas
I

The President 's Committee on Urban Housing . A Decent Hom e
(Washington. D .C. : U.S. Government Printing Office . 1969).
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Table 13.1
Approximate Cost Breakdown for New Single-Family Homes
1970

Land
On-site labor
Materials
Financing
Overhead, profit, other
Total

1980

Cost

Percent

$4,450
4,500
8,650
1,600
4,200
$23,400

19%
19
37
7
18
100%

Cost
$15,500
10,350
22 ,000
7,700
9,050
$64,600

Percent

Percent
Change
1970-80

24%
16
34
12
14
100%

248.3%
130.0
154.3
381.3
115.5
176.1 %

Source: Merrill Lynch . Pierce, Fenner and Smith, "Housing Industry " . a Merrill Lynch Basic Report, January 1982. p. 28.

of land and financing. While this increase was due
to many factors, increased regulation played a large
role.
Excessive regulation raises housing costs by
restricting available land, imposing unnecessary re
quirements in site development and construction
standards, and lengthening the time needed to ob
tain regulatory permits. Many studies have exam
ined the impact of governmental regulations on the
costs of single-family homes, and a number of these
will be discussed in later chapters . Although the
cumulative effect cannot be precisely determined,
all the studies have a common finding: regulations
increase costs-as much as 25 percent of the selling
price in some cases]
Governmental land-use constraints that limit
the availability of land for housing development
drive up costs. A 1981 analysis of residential land
prices in various metropolitan areas found that the
cost of lots was significantly affected by the degree
of regulatory restrictions .4 Other studies reached the
same conclusion: Zoning and density restrictions
directly affect the per-unit cost of land. 5
Site-development standards that prescribe how
land must be improved (i .e. , street widths, curbing,
sewers, water mains, street lighting, and sidewalks)
are another potentially costly element of housing
construction. In a 1976 survey of2,471 builders and
developers, builders estimated that subdivision re
quirements above and beyond commonly accepted
industry standards accounted for more than 5 per
cent of the average total selling price. 6 The General
Accounting Office (GAO) in 1978 surveyed 87 com
munities and found that changing 17 common site
development standards would not be harmful and
would result in an average saving of $1,295 per
home (2-3 percent of new-home prices at that time). 7
Various municipal fees beyond the cost of
providing services are sometimes imposed on de
velopers as a way of generating governmental reve

nues . Fees for permits, inspections, and utility tap
ins can be substantial. In the 87 communities sur
veyed by GAO in 1978, the median cost of fees was
about $930 per home (ranging from a low of $56 to a
high of $3,265).8 In some localities the rise in fees
has been dramatic. In one 8-year period, fees and
taxes paid by a San Jose, Calif.• builder rose from
$314 to $1,880 per unit. 9 In the Livermore, Calif.,
) Specific studies include: U.S. General Accounting Office, Why
Are New House Prices So High, How Are They Influenced by
Governmenl RegUla/ion, and Can Prices Be Reduced (Wash
ington, D.C.: U.S. Government Printing Office. May 1978)
(subdivision regulations add 3 percent and fees add 5 percent);
U(ban Land Institute and Gruen. Gruen . and Associates.
Effecls of RegulQlion on Housing Cos/S: Two Case SlUdies
(WaShington. D.C.: Urban Land Institute, 1977) (growth con
trols add 7 percent); and Housing Cos I Reduction Demonslra
tion (Washington, D.C. : U.S. Department of Housing and
Urban Development . December 1980) (modification of code
requirements . density increases. and permit processing time
reduces costs by 21-33 percent). For a general review of cost
studies. see Gary Hack and Greg Polk, "Housing Cost and
Governmental Regulations: Is Regulatory Reform Justified by
What We Know?", unpubli s hed preliminary draft
(Cambridge, Mass. : Joint Center for Urban Studies and the
Lincoln Institute for Land Policy, May 8. 1981).
, 1. Thomas Black and James E. Hoben. editors, Urban Land
Markets: Price Indexes, Supply Measures and Public Policy
Effeels (Washington, D. c.: Urban Land Institute. 1980).
'Lynn Sagalyn and George Sternlieb. Zoning and Housing COSIS
(New Brunswick: Center for Urban Policy Research. 1972).
Michael Gleason . " The Effect of an Urban Growth Manage
ment System on Land Values" (Minneapolis: Hubert
Humphrey Institute, University of Minnesota, Working Paper
No.4. Monitoring Growth Management System Project,
1978). George Peterson . The Influence of Zoning Regulalions
on Land and Housing Prices (Washington. D.C.: Urban In
stitute Working Paper No. 120-124, July 1974).
• Stephen Seidel. Housing COSIS and Governmenl RegulQlions:
C onfronling Ihe Regula/ory Maze (New Brunswick: Center for
Urban Policy Research. 1978).
7 U.S. General Accounting Office, op. eif.
8 Ibid .
9 Urban Land Institute and Gruen. Gruen, and Associates. op.
eil.

181

area, a municipal fee structure in the $300 range in
1972 increased to $4 ,400 per house by 1979. 10
Costs generated by excessive building-code
standards often can be very high. Though most
research indicates savings of 1.5 percent to 3 percent
if capital-intensive technologies were introduced
and housing could be produced for a national mar
ket, one study claimed a potential cost reduction of
8 percent. II GAO examined 64 building materials or
practices for which there were more cost-effective
alternatives. It found a median savings of $1,741;
other savings ranged from none in two places to a
high of $7,327 in another. 12
The adage that "time is money" is especially
true for developers in times of high interest rates.
Substantial carrying costs can accrue from the time
a developer secures the land until the developed site
is finally sold or occupied. The delay may lead the
developer to build the costs of uncertainty into the
price of the project.
The number of agencies, levels of government,
and officials involved in the permit process has
multiplied as citizens concerned about the environ
ment or local taxes have taken a more active role in
the regulatory process. GAO estimated the average
length of time for residential project approval in its
87 sample communities at 7Y2 months, with a range
from 4 months or less in about one-third of the
communities to more than 18 months in a few. I) The
Commission received testimony that in some Cal
ifornia cities, permit approvals can take up to three
years . Increased regulation requires more approvals
and more agencies to visit for approval, a point
repeatedly made to the Commission . The resulting
delay imposes heavy costs in any era of inflation .

(below the minimum lot size) or using land not
zoned for housing development. Similarly, builders
faced with high interest rates will seek ways of
reducing the construction time in order to save cost.
However, if regulatory policies--e.g., prohibition
on mobile homes or restrictions on pre-assembled
components--deny the use of time-saving tech
nologies, productivity suffers.
The regulatory structure itself-organized
around local building codes-often effectively re
stricts successful innovation to individuals and
firms with enough money and tenacity to overcome
the regulatory strictures . Because competition often
is restricted by the regulatory structure, consumers
have fewer new products from which to choose.
Housing cycles cause the industry to organize
along subcontracting lines that in tum lead to a
regulatory network not conducive to productivity.
When an economic downturn forces experienced
builders from the market, many do not return . New
upturns bring in inexperienced (and thus less effi
cient) builders, and productivity is further
damaged. To protect themselves, builders and oth
ers in the residential construction business sub
contract the bulk of their work to specialty firms,
thereby minimizing the capital investment each
must carry. However, during a downturn, builders
will preserve work for their own employees by on
site construction rather than by purchase of factory
assembled components . 16 Subcontracting not only
denies the building firm much of the efficiency that
comes with direct management of the entire produc
tion process; it also fosters an industry of relatively
small firms .17 The result is that homebuilders do not

Productivity
Nobody knows the precise numbers,14 but there is
general agreement that construction productivity is
low, with residential productivity generally lower
than that of industrial or commercial construction.
Data suggest that there has been little or no improve
ment in residential construction productivity in re
cent years. 15
While severe swings in housing cycles are a
primary cause of productivity problems in residen
tial construction, this problem is exacerbated by the
fragmented and counterproductive regulatory struc
ture. Even though precise effects are not easily
measurable, there is no doubt that regulations can
impede the ability of builders to pursue actions
traditionally associated with increased efficiency
and productivity. Regulations impede the ability of
entrepreneurs to substitute materials, labor, and
capital in response to relative changes in factor
prices. For example, developers cannot rapidly re
spond to rising land costs by substituting less land
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Bernard 1. Frieden, The Environmental Protection Hustle
(Cambridge, Mass.: Massachusetts Institute of Technology
Press, 1979).
" Charles G. Field and Steven Rivkin, The Building Code
Burden (Lexington, Mass.: Lexington Books, 1975).
12 U.S. General Accounting Office , op. cit .
Il Ibid.
14 See, e.g ., Business Week, "A Productivity Drop That Nobody
Believes" (Feb. 25 , 1980), pp. 77-80; Clint Bourdon, "Is
Construction Productivity Declining?" (Cambridge, Mass.:
Joint Center for Urban Studies Working Paper, 1981).
" American Productivity Center, Productivity Perspectives
(Houston, Texas: 1981), p. 6. John M. Quigley, "Residential
Construction and Public Policy: A Progress Report," in
Richard Nelson (ed .), Government and Technical Change
(Elmsford, N.Y.: Pergamon Press , 1982).
16 For extensive discussion of the impact of housing cycles, See
Mark A. Willis, "The Effects of Cyclical Demand on Industry
Structure and the Rate of Technological Change: An Interna
tional Comparison of the Housebuilding Sectors in the U.S.,
Great Britain, and France" (New Haven, Conn.: Economics
Ph.D. Thesis , Yale University, 1979).
17 See Michael Sumicl1rast et al ., Profile if the Builder (Wash
ington, D.C.: National Association of Homebuilders, 1979).
10

benefit from many economies of scale compared to
other manufacturing sectors.
Subcontractors in tum attempt to reduce their
own vulnerability through specialization. Plumb
ers, carpenters, or electricians can divert these
skills to other construction work when new home
construction slackens. However, changes in tech
nology that alter the distribution of work among
subcontractors will be resisted. Not surprisingly,
innovations in home construction tend to come
within the confines of the separate specialties.
The subcontracting system has spawned a reg
ulatory network of specialty codes and licensing
requirements. While these codes and requirements
serve health and safety goals, they may also serve
th'e desires of those in the specialty trades to control
what work is done and by whom. Local special
interests tend to influence the content of local codes
and the enforcement process and also to capture the
local or State bodies responsible for licensing
plumbers, electricians, and other specialized sub
contracting specialties. Because of the fragmenta
tion of these regulations and the nature of controll
ing, narrow interests, comprehensive reform of the
regulatory structure will be difficult.

*****
The record of regulation over the past decade
suggests that the dominance of parochial interests
has restricted both development and choice and has
raised costs. The balance should be shifted; instead
of more regulations, we need fewer.
The Commission believes that the marketplace
is often a better mechanism than public regulation
for determining what housing should be built and
where . Like other successful entrepreneurs,
builders and developers have to be proficient at their
trades . They must build a competitive product that
consumers want and can afford. They have to use
the land efficiently.
The competitive market seeks to satisfy a wide
range of consumer preferences and choices-a role
not traditionally assumed by government. They
must consider a myriad of consumer preferences
about neighborhood location, space needs, prox
imity to work, school or recreational facilities, and
energy efficiency, among many other considera
tions. Because builders specialize in order to serve
particular segments of the market, they can respond
to individual consumer needs more ably than gov
ernment, which is inherently less flexible.
This is not to say that the private marketplace is
infallible or that self-interest does not sometimes
fail to accommodate the larger interests of the com
munity. Nor does it suggest that government always
causes inefficiencies . Government does have a reg

ulatory role when marketplace actions jeopardize
vital and pressing governmental interests, both cur
rent and future . The Commission's view, however,
is that the balance should shift to allow the free
operation of the housing market to better serve the
common good.
A sweeping revision of the regulatory process
will be required to achieve this. The following chap
ters map the scope of refonn needed at each level of
government and for every facet of housing affected
by regulation.
Because Federal housing regulation has grown
so rapidly during recent times, its effects on the
production and availability of housing are not fully
known. The Commission is convinced, however,
that much regulation is redundant because of State,
local and private-sector efforts . Moreover, there is
little coordination or concern (in cases of housing
related regulations) for the impact of Federal regula
tion on the cost or availability of housing. The
reasoning behind these concl usions and rec
ommendations for specific reform of the Federal
regulating process are discussed in Chapter 14 .
Obviously, government entities closest to the
community are best able to tailor regulatory policies
to meet their housing needs. State and local regula
tion has grown beyond its appropriate role.
The Commission recommends that State and
local governments limit their regulatory involve
ment in zoning decisions to actions that are justified
by a vital and pressing governmental interest, a
more restrictive standard than the one now used by
the courts. Whether that standard should be
changed by judicial decision is discussed in Chapter
15.
As discussed in Chapter 16, the marketplace
and private standards groups are increasingly
providing effective substitutes for Federal govern
ment-generated standards. Building codes and
other regulations at the State and local level con
tinue to impose unnecessary housing costs, pri
marily because of significant variations from lo
cality to locality and the need for further
improvement in the professionalism of code offi
cials. Therefore the Commission recommends that
governments at all levels rely on appropriate pri
vate-sector standards and model codes and ensure
that all government building regulations are current,
professionally administered, and uniformly applied
across jurisdictional lines.
Needed deregulation will not occur unless a
concerted effort takes place at all governmental
levels. Chapter 17 explores the various barriers to
the implementation of deregulation and sets forth a
number of steps designed to create and maintain
momentum for change. It also identifies promising
public and private initiatives already under way.
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}'EDERAIJ HOUSING
REGULATION

Federal regulation of homebuilding has proliferated
during the past two decades with little regard for the
effects of regulation on the cost and availability of
housing. As a result, housing availability has de
creased and costs have escalated dramatically.
The need for fewer regulations seems clear.
Federal agencies should impose only those regula
tions that implement a statutory mandate or protect
vital public interests like health and safety. Of
course, some regulations are required to meet legiti
mate Federal obligations and to keep pace with the
growing complexity and interdependence of the
economy and governmental institutions. Too many
Federal regulations, however, are vague and eva
sive, reflecting compromises designed to accom
modate all housing-related interests but satisfying
none. New, more reasonable Federal guidelines are
needed in place of these.
This chapter examines four broad areas of
Federal regulation: environmental programs, real
estate and mortgage disclosure, other housing-re
lated regulations, and general regulatory reform.
Although an exhaustive study of anyone of these
issues was beyond the resources of the Commis
sion, the scope of the regulatory problem and the
need for reform are stressed in each instance.

ENVIRONMENTAL RULES
The mid-1960s marked the beginning of a strong
environmental movement sparked by public con
cern about the long-term effects of public and pri
vate actions on the country's limited natural re
sources. Elected officials were responsive, and the
Federal government's lead in enacting and support
ing environmental protection legislation was soon
echoed by State and local governments.
Not all these laws were defensible on their own
terms, and those that were often had unfortunate-if

unwitting--effects on the economy in general and
the housing construction industry in particular.
Housing production and environmental protection
are both inarguably important national objectives.
Yet, the former is too often unnecessarily con
strained by the latter. Government must construct a
new balance to ensure a legitimate role for housing
development. In particular, land-use regulations
promoting environmental objectives should not be
allowed if they limit housing production, except
where they are necessary to achieve a vital public
interest.
Environmental regulations affect the cost of
housing in several ways. In some cases, land is
removed from development, thereby driving up the
cost of remaining developable land. A further con
sequence can be the effective exclusion of lower
income groups. In other cases, the manner in which
land is developed is heavily regulated in terms of
development density and infrastructure require
ments, such as street and water supply. Finally, the
process whereby proposed development is reviewed
for conformance with environmental statutes and
regulations is often protracted, resulting in project
changes or time delays that add major costs, es
pecially during periods of high interest rates.
Thus, legislative controls and restrictions of
residential housing development-in the interest of
environmental quality, coastal protection, or re
duced density in areas deemed to be sensitive
often inflate real estate and housing costs and ex
clude lower-income groups.'
Recommendations are made in the following
major areas of environmental regulation affecting
housing construction: duplicative general require
ments, wetlands, environmental impact statements,

I
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local area certification, floodplain regulation, coast
al barriers, and flood insurance.

Duplicative Environmental
Requirements
The Administration should eliminate overlap
ping Federal and State environmental permit
and compliance requirements, develop pro
cedures for permit coordination, and eliminate
the necessity for complying with both the Na
tional Environmental Policy Act and compara
ble State environmental policy acts.
Among the more important laws or executive
orders affecting housing development are the Na
tional Environmental Policy Act; Flood Disaster
Protection Act of 1973; Executive Order 11988,
Flood Plain Management; Executive Order 11990,
Protection of Wetlands; the Coastal Zone Manage
ment Act of 1972; the National Historic Preservation
Act of 1966; the Endangered Species Act of 1973;
the Clean Water Act; and the Clean Air Act. The
Commission urges the Administration to coordinate
procedures to limit processing delays and unnecess
ary data collection in enforcing such Federal en
vironmental requirements .
Some States and localities have taken steps to
shorten their environmental permit process, to in
sert more predictability into decisionmaking pro
cedures, and to eliminate unnecessary data collec
tion or duplication. Methods used include bringing
developers together with agency representatives at
the start of the process, identifying common data
requirements, and highlighting difficult issues.
Centralized processing of multiple Federal permit
requirements is likewise appropriate.
With the passage of the National Environmen
tal Policy Act (NEPA) in 1969, a formal regulatory
process was established to review the environmen
tal effects of Federal actions. Following the Federal
lead, State environmental protection acts (SEPAs)
also establish regulations that affect housing. As a
result, developers must comply with both NEPA
and SEPA regulations, which may be essentially the
same. When developers assume off-site infrastruc
ture responsibilities (roads or wastewater treatment,
for example), multiple Federal and State require
ments must be met. Complying separately with
each process can result in costly delays due to
internal agency review periods and public hearings.
Only one procedure should apply when a project
must comply with both NEPA and substantially
similar State rules.

housing development to Phase I and II waters, as
defined in 1975 by the U.S. Army Corps of Engi
neers. Furthermore, the Federal government
should ensure the same interim result admin
istratively by issuing a general permit by the
Corps of Engineers. As a related matter, the
government should accelerate its mapping and
inventorying of related wetlands and place great
er reliance on State and local permitting.
The nation's wetlands are protected as an im
portant environmental resource under Section 404
of the Clean Water Act. The U. S. Army Corps of
Engineers' regulatory program, which controls t~e
dredging and filling of wetlands, has resulted In
constraints on land available for housing, as well as
serious delays in the development of new housing in
many areas. Program reforms are necessary to re
duce the overly expensive coverage-and resulting
cost burdens-that Section 404 compliance now
imposes on housing development.
Some 19,000 permit requests were received in
fiscal year 1981 by the Corps of Engineers (no
separate housing tally was made). About 69 percent
of these were noncontroversial and were processed
within 70 days; the others took an average of 252
days. Applications requiring environmental impact
statements (EIS) took an average of two and a half
years.
The Clean Water Act defines wetlands in terms
of "Navigable Waters" that have been defined to
include streams three feet wide by two feet deep. In
arid western areas, some 10,000 natural depressions
known as "playa" lakes fiJI with water only after a
rainfall, yet are now subject to the Section 404
process; many of these "navigable waters" have n.o
outlet, are privately owned, and are used for agn
cultural purposes.
In the case of proposed housing development ,
the jurisdiction of Section 404 regulations should be
restricted to (1) Phase I waters-navigable waters of
the United States plus adjacent wetlands, and (2)
Phase 11 waters-primary tributaries and adjacent
wetlands and natural lakes of more than five acres. 2
The Commission's recommendation would remove
Phase III waters-all other waters, including
mudflats, sandflats, sloughs, prairie potholes, wet
meadows, playa lakes, or uncovered natural
ponds-from Section 404 authority, thus focusing
Section 404 regulations on bodies of water and
wetlands that are Oi- more legitimate concern to
water quality.

2

Wetlands
Congress should amend Section 404 of the Clean
Water Act and limit its application in the case of
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For purposes of the Clean Water Act, the definition of "naviga
ble waters" is "waters of the United States, " which is defined
in the code at 40 CFR Section 122.3. Phase I, II and III waters
are defined at 33 CFR 209.120(e)(2J(i)(a.), (b.), (c .), July 25,
1975.

As an interim step, the Commission urges the
Corps of Engineers to issue a general permit as
quickly as possible for housing developments lo
cated in areas defined to be in Phase III waters . This
action would allow development in these areas
without securing an individual permit for each pro
posed development, but would obligate a developer
to meet the requirements specified in the general
permit.
The Commission also urges the Environmen
tal Protection Agency (EPA) and the Corps of Engi
neers to map Section 404-related wetlands, based
on the development of a working definition that can
be readily understood and applied in the field . EPA
also should provide States with program incentives
to assume greater responsibility in administering
the 404 program. Finally, EPA should develop
memoranda of understanding with States to allow
them to assume responsibility for the 404 program.
Consistent with all these concerns, the Com
mission recommends a full review of Executive
Order 11990, which establishes wetland develop
ment policies.

Environmental Impact Statements
The Department of Housing and Urban Develop
ment should raise the threshold for an environ
mental impact statement to 2,500 dwelling units
or lots and use two-stage review processes to
limit the necessity for an EIS where an environ
mental assessment or public response to HUD
notice indicates an absence of significant en
vironmental issues.
The National Environmental Policy Act re
quires an evaluation of the impact of Federal actions
on the environment. Depending on their size, hous
ing projects are subject either to an environmental
assessment statement or an environmental impact
statement. An assessment is a qualitative analysis
by HUD of the possible environmental effects; it
may result in (I) no action, (2) mitigation to avoid
environmental effects, or (3) a full EIS. No public
notice and comment are required . The more expen
sive and time-consuming EIS, by contrast, is a
formal analysis conducted by HUD (but carried out
by the builder) and subject to public comment.
To limit the number of housing projects requir
ing EIS, HUD and State governments have in
creasingly established thresholds based on project
size or site characteristics, and two-stage prelimin
ary assessment processes . Thresholds can be imple
mented through qualitative or quantitative stand
ards, the latter specifying a number of housing units
triggering EIS requirements . Although quantitative
standards are less flexible than qualitative standards
in considering local factors, they are easier to ad

minister and provide more certainty as to whether
developers must file an EIS.
In addition to quantitative thresholds, the ap
plicability of environmental impact statements can
be further limited through a two-stage qualitative
assessment process. This involves a preliminary
analysis to determine the significance of the en
vironmental impact, and precludes the necessity for
the EIS process when an environmental assessment
or public response to a HUD notice indicates an
absence of significant environmental issues.
A HUD staff analysis of EISs indicated that
housing projects with fewer than 2,500 units gener
ally create marginal environmental impacts and
could be adequately addressed by environmental
assessment statements. Raising the threshold for
full EIS review from 500 to 2,500 dwelling units or
lots thus could reduce both costs and time for a
developer without sacrificing environmental
quality. Use of the 500-unit threshold already has
reduced the number of Federal housing projects for
which EIS are required. According to an internal
HUD study, when quantitative thresholds are com
bined with a two-stage assessment process, the
number of EISs required is reduced dramatically. A
review of 40 environmental impact statements pre
pared between fiscal years 1979 and 1981 showed
that a 2,500-unit threshold eliminated the need for
16 EIS, and a first-stage assessment eliminated the
remaining 24 .

Local Area Certification
HUD should improve and expand its use of the
local area certification procedure as an alterna
tive to project-level assessments and/or environ
mental impact statements.
HUD's NEPA environmental review respon
sibilities can be assumed by local jurisdictions if
they qualify under HUD's local area certification
procedures. Thus, the EIS process is not required of
a proposed project located in a certified community.
Instead, local assessement procedures govern.
To qualify, local procedures must be judged by
HUD to be compatible with HUD's procedures.
This determination takes into account 35 different
criteria, ranging from zoning and subdivision con
trols to a variety of environmental conditions. By
December 1981, 150 communities had been cer
tified .
Expanded use of Local Area Certification
would prove beneficial by limiting the number of
EISs required for housing projects and shifting re
sponsibilities from the Federal government (prin
cipally HUD) to local jurisdictions . Expansion of
the certification process may necessitate technical
assistance for jurisdictions that are interested in
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receiving certification but require help in develop
ing or improving their procedures.

Floodplain Management/FIood
Insurance/Coastal Barriers
Developing floodplains and coastal barriers can be
very costly. For years, the Federal government's
flood policy was directed at building flood-control
structures and providing disaster assistance to en
able property owners to rebuild and repair their
flood-damaged homes . Average flood losses were
estimated in 1975 to be more than $2.2 billion, and
best current estimates indicate that flooding causes
more than $3 billion in property damage per year
throughout the United States. Federal disaster assis
tance for all forms of natural hazards has exceeded
$1 billion each year. J
In response to flood disasters and subsequent
Federal relief payments , Congress enacted a na
tional flood insurance program intended to decrease
flood damage by two means: (1) the use of proper
construction in flood areas , determined to be the
IOO-year floodplain , in return for federally sub
sidized flood insurance; and (2) restrictions on new
development in high-risk areas of the 100-year
floodplain .

Revising Floodplain Regulation
Existing floodplain management regulations and
construction standards should be revised, con
sistent with the overriding need to protect
Federal investments and human safety, to be
more sensitive to local variations in flood risk
and to economic considerations attendant with
compliance.
Congress enacted the National Flood Insur
ance Act (NFIA) in 1968 to meet the costly Federal
burden of providing relief to victims of floods by
instituting a subsidized insurance program . 4 NFIA
requires participating communities to adopt zoning
or building codes to reduce or avoid flood damage
through local floodplain management standards for
new construction . Participating local governments
must require builders to certify that proposed build
ings will be anchored to prevent collapse and flota
tion and will be designed to resist flood damage.
For the purposes of implementing the insur
ance coverage sections of the act, the 100-year
floodplain standard was established, based on then
current knowledge and experience. Under this
standard, insurance coverage is limited to those
areas that have a I percent or greater chance of
flooding in a given year.
The Federal Emergency Management Agency
(FEMA}-the administering agency-provides for
mal designations and maps to implement the 100
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year tloodplain standard. Until FEMA has com
pleted mapping the 100-year floodplain areas, par
ticipating communities determine flood-risk eleva
tions.
About 17 ,000 communities participate in the
National Flood Insurance Program. Of these, some
10,000 have not undergone FEMA mapping; al
though their insurance rates are subsidized,
coverage is limited to $35,000 per property. In the
remaining 7,000 communities , FEMA maps and
designations have been completed and actuarially
based insurance rates have been established based
on FEMA maps; additional insurance coverage up
to $185,000 is permitted for a single-family
residence.
It can take up to four years to determine and
map IOO-year flood elevations within a community.
The methodology used in the mapping may under
estimate or overestimate the 100-year floodplain
elevations; these discrepancies in flood-risk esti
mates can limit or prohibit housing development in
certain areas or require construction to fulfill flood
loss mitigation standards at extra cost.
For these reasons , the 100-year floodplain
standard should be reevaluated and revised, where
appropriate, to take into account water height, ve
locity of flow, frequency of flooding, quality of
flood water (sediment and debris), historical f1ood
loss experience, socioeconomic costs (both in terms
of damage and of removal of land from develop
ment), and maximum average annual damage (ex
pressed as a percentage of property improvements
value) that may be expected in a particular area.
New restrictions based on an acceptable level
of flood damage to structures would be preferable to
the 100-year floodplain standard. Though difficult
to formulate, such a risk-based approach would be
more sensitive to changes in potential for flooding
as a result of land-use changes . This issue should be
reviewed by the Vice President's Task Force on
Regulatory Relief, with special consideration to the
costs and benefits of using alternative standards.

Review if Executive Order 11988
The Vice President's Task Force on Regulatory
Relief should designate Executive Order 11988
for review and revision. Revisions should estab
lish a workable definition of "acceptable risk,"
allow for local variability and take into account
the socioeconomic costs and benefits of occupy
ing floodplains.
In 1977, President Carter issued Executive
Order 11988 to curtail Federal support of develop
, Data supplied by the Federal Emergency Management Agency.
4 Title XIIJ of the Housing and Urban Development Act of 1968,
PL 90-448.

ment in the 100-year floodplain. The order directed
all Federal agencies "to avoid to the extent possible
the long- and short-term adverse impacts associated
with the occupancy and modification of floodplains
and to avoid direct and indirect support of floodplain
development wherever there is a practicable alterna
tive" outside of the floodplain area. HUD has esti
mated that between 5 percent and 10 percent of its
projects are located in flood hazard areas.
HUD's proposed regulations implementing the
executive order (24 CFR Part 55) set less stringent
requirements than those set forth in the U. S. Water
Resources Council Floodplain Management
Guidelines and followed by the Council on En
vironmental Quality and FEMA. Since August
1979, HUD's policy has been not to deny automat
ically assistance for properties or projects located in
flood hazard areas if there are alternative ways of
protecting the property within the floodplain area,
even though there are practicable alternatives out
side the floodplain . Clarification therefore is
needed.
The policy of denying development within a
floodplain when practicable alternatives exist out
side places an overly severe restriction on housing
development, when such development can safely
proceed within the floodplain . The development of
a working definition of "acceptable risk" that con
siders local variations, as well as socioeconomic
costs and benefits of occupying floodplains, is im
portant if the imposition of a rigid national standard
is to be avoided . Because acceptable risk will vary
under different circumstances , the introduction of
flexibility into the working definition would achieve
the established national purpose yet demonstrate
sensitivity to local conditions.

Coastal Barriers
The definition and delineations of the un
developed coastal barriers by the Coastal Barri
ers Task Force of the Department of the Interior
should be changed, consistent with the overrid
ing need to protect Federal investments and
human safety, to allow for increased sensitivity
to uses of coastal property already approved at
the local level and to the suitability of the area for
development.
The Omnibus Budget Reconciliation Act of
1981 established a new Section 1321 of the National
Flood Insurance Act of 1968 that prohibits the sale
of Federal flood insurance for new construction or
substantial improvements of structures located on
"undeveloped coastal barriers" after September 30,
1983. This action was intended, in part, to minimize
Federal financial exposure in areas not suited to
development and subject to frequent flooding .
The statutory definition of coastal barriers by

the Interior Department includes barrier islands,
barrier spits , bay barriers , and tombolos . Delinea
tions of coastal barriers are, for the most part,
straightforward and noncontroversial, but in some
cases even professional geologists disagree over the
classification of specific areas .
Opponents of Federal flood insurance for un
developed coastal barriers point out that coastal
barriers are unstable, erosion-prone, vulnerable to
devastation by storms and hurricanes , and act as a
buffer for adjacent mainland areas. They contend
that prohibition of Federal flood insurance will re
sult in significant savings to taxpayers; tax dollars
should not be used to develop areas that are difficult
to evacuate and continually face heavy losses of
lives and property. Indeed , the probability of any
50-mile stretch of the Atlantic or Gulf of Mexico
coasts sustaining a direct hit by a hurricane is one
year in ten . Opponents would have private indus
try-not the Federal government-be the appropri
ate source for insurable risks on coastal barriers.
Proponents of Federal flood insurance for bar
rier islands claim that the prohibition of insurance
will not result in tax savings, that the J981 act does
not reflect variations in the susceptibility of dif
ferent coastal barriers to flooding or their suitability
for development, and that the prohibition is insensi
tive to communities that already have approved
development projects. They argue that the prohibi
tion allows no mechanism by which local commu
nities can appeal designations of undeveloped
coastal barriers. For example, appeals would be
appropriate for areas developed before October I,
1983, and for those not subject to unusually high
risk due to flooding . Finally, they point out that
many environmentally sensitive coastal develop
ments already exist.
In August 1982, the Interior Department is to
report to Congress on its designations of areas as
undeveloped coastal barriers and to make any rec
ommendations for changes to the coastal barrier
provisions. To the extent that the present definitions
of " undeveloped coastal barriers" include areas
suitable for development in an environmentally
sound manner, the Department should seek amend
ments to alter this result.
In view of the above disagreements, Congress,
after receiving the Interior Department report,
should evaluate the prohibition 's potential impact on
coastal developments , weigh the potential risk to
the Treasury and to human safety and property, and
modify definitions and delineations of undeveloped
coastal barriers, as appropriate.

Private-Sector Insurance
The Federal Insurance Administration should
continue to develop a program whereby the pri
189

vate insurance industry can assume respon
sibility for servicing and eventually assume the
risk of underwriting flood insurance.
The Federal Insurance Administration has
been considering alternatives to the Federal flood
insurance program. One involves development of a
new rating structure for flood insurance that com
plements and conforms to private industry stand
ards and places flood insurance rates on an actu
ariaUy sound basis. To be actuarially sound, a flood
insurance program must have a rate structure that
places the financial burden equitably according to
the level of risk due to the location, type, and
construction of the structure insured and the type of
flooding likely to occur.
During a public hearing of the Commission,
private insurance representatives indicated that the
industry would not be interested in providing flood
insurance protection on a risk-sharing basis unless
an actuarially sound program were established with
rates assessed commensurate with the risk of
damage and with appropriate flood-management
measures to mitigate damage at the local level. They
said that the industry's experience under the earlier
cooperative public/private insurance program was
such that the industry did not want to assume any
risk responsibility for flood insurance.
The Federal Insurance Administration also is
considering development of a program that allows
private insurers to service the Federal flood insur
ance program until actuarially sound rates and
standards are established.

REAL ESTATE/MORTGAGE
DISCWSURE LAWS
The Community Reinvestment Act (CRA), the
Home Mortgage Disclosure Act (HMDA), and the
Real Estate Settlement Procedures Act (RESPA)
were enacted in the mid-1970s during a period of
Congressional concern over consumer protection
and neighborhood and community vitality. Al
though these laws have undergone piecemeal revi
sion, enough time has now passed to reexamine the
costs and benefits of the laws thoroughly with the
view of reducing the regulatory burden while main
taining appropriate benefits.

HMDA and CRA
Upon receipt of the report of the Federal Finan
cial Institutions Examination Council, S Con
gress and the appropriate regulatory agencies
should review the approach and structure of the
Home Mortgage Disclosure Act and the Com
munity Reinvestment Act and compare the bene
fits derived from these laws with the burdens
they impose on depository institutions.
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In the 1970s, concern for the vitality of urban
neighborhoods engendered fears that inadequate
and discriminatory mortgage lending was responsi
ble for neighborhood decay. That led Congress to
pass two laws affecting mortgage lending-the
Home Mortgage Disclosure Act of 1975 (HMDA)
and the Community Reinvestment Act of 1977
(CRA).
HMDA requires depository institutions to pre
pare annual summaries, by census tract, of mort
gage loans made or purchased. Citizen groups had
complained that lending patterns were difficult or
impossible to compile from existing sources, yet
these patterns were considered essential for evaluat
ing the performance of a lender. The information
was said to be especially useful in revealing whether
a lender was "redlining"-that is, unfairly discrim
inating against-the areas where depositors lived.
CRA requires that whenever regulatory agen
cies examine regulated institutions, or evaluate re
quests for actions such as new branches or mergers ,
they must consider the applicant's record of "meet
ing the credit needs of its entire community, includ
ing low- and moderate-income neighborhoods ."
Depending on the policy of the particular agency, an
unfavorable evaluation could result in conditional
approval or even denial of the application .
There is no doubt that HMDA achieved the
basic Congressional goal. For the first time, learn
ing in which areas a depository mortgage lender has
made or purchased mortgages has become a rela
tively simple process. If redlining were defined as
"making no mortgages in an area," HMDA could
detect such action by a lender. However, collecting
data on loans made by an individual lender may not
accurately detect redlining. A lender's records by
census tract of mortgages made or purchased do not
reveal why few loans were made, if that is the case.
Has the lender received many applications and de
nied most of them, or were few applications re
ceived? If the latter, were there few home sales or
did the applications go to other lenders? If they went
to other lenders, was it because the first lender
prescreened or otherwise discriminated, or did other
, Section 311(e) of the Home Mortgage Disclosure Act of 1980
requires that:
To promote efficiency and avoid duplication to the max
imum extent feasible. the Federal Financial Institutions
Examination Council shall transmit a report to the Con
gress no later than September 30. 1982 . on the feasibility
and desirability of establishing a unified system for en
forcing fair lending laws and regulations. implementing
the Community Reinvestment Act of 1977. and satisfying
the public disclosure purposes of the Home Mortgage
Disclosure Act of 1975. Such report shall evaluate the
status and effectiveness of data collection and analysis
systems of such agencies involving fair lending and com
munity reinvestment. and shall outline possible specific
timetables for implementing such a unified system.

lenders offer better terms or a preferred type of
mortgage?
There is a risk that people will infer discrimi
nation from the HMDA reports without considering
why variations exist, especially since data that re
veal the sources of variation are hard to obtain.
Although it would increase the cost of complying
with HMDA, requiring lenders to report applica
tions received in addition to loans approved would
improve the usefulness of the data and forestall
unfounded inferences of discrimination. Agencies
overseeing depository institutions have additional
information that allows them to ascertain whether or
not inferences reflect actual improprieties. 6
Another deficiency of HMDA as originally
enacted was substantially remedied when the act
was extended in 1980 to require all depository in
stitutions to conduct uniform, calendar-year report
ing using identical reporting forms. This made it
possible to aggregate the reports of all depository
lenders to obtain a more complete picture of mort
gage lending, thus reducing the risk of groundless
accusations of redlining in a neighborhood just be
cause a particular institution is not lending there.
HMDA still does not apply directly to all mort
gage lenders-nondepository institutions, for ex
ample-and this omission could seriously bias a
commmunity's mortgage-lending statistics. As a
partial correction, HUD is required to compile data
about the location of all FHA-insured lending in a
form compatible with the aggregate HMDA statis
tics.
The first attempt at preparing accurate aggre
gate tabulations of the HMDA data was not promis
ing. While future efforts may be more successful,
only a fraction of the current data is useful for
making comparisons or drawing conclusions about
the adequacy of lending. The tabulations cannot
show the amount of lending desired by tract resi
dents-since that is unknown-and do not suffi
ciently quantify the number of housing units by type
of tract. Consequently, the tables provide little basis
for judging how well the mortgage needs of the area
are being met. Should the program of aggregation
be continued, the system must be revised to be more
useful.
CRA is even more difficult to evaluate because
its goals and requirements are less specific than
HMDA's. For example, the requirement that reg
ulators evaluate how a lender has helped "meet the
credit needs of its entire community, including low
and moderate-income areas" suggests that stand
ards exist permitting actual lending to be compared
with expected lending. But it is difficult to set such
standards because a community'S needs depend in
complicated ways on its own singular characteris
tics and those of its neighbors. Nevertheless, there
is pressure to calculate such ratios. The California

State Department of Savings and Loan tries to iden
tify "mortgage deficient" areas through the use of
ratios; fortunately, however, the Federal regulatory
agencies have explicitly rejected such mechanical
approaches to enforcing CRA.
Once a community's credit needs are identi
fied, it is necessary to decide what proportion an
individual lender must meet. Yet, how can it be
known whether a lender's effort is great enough?
One repeated suggestion during hearings preceding
the enactment of HMDA was that mortgage flows
should correspond to volume and direction of sav
ings flows. That analysis, however, denies the exis
tence of both capital-importing and capital-export
ing areas. Another suggestion was that institutions
should share in meeting credit needs in proportion
to total assets, which might prompt agencies
charged with enforcing CRA to rely on inappropri
ate ratios to provide unambiguous, legally suppor
table guidelines.
The primary deficiency of CRA is that it does
not resolve the problem it was intended to solve.
The important issue is whether a community'S cred
it needs are met, not the specific role of each lender
in meeting that need. However, no single agency has
the authority to review all lending in a given area.
The Commission reviewed the impact of both
HMDA and CRA on the operations of depository
institutions and concluded that Congress and the
appropriate regulatory agencies should review
whether there are more cost-effective ways to
achieve the benefits desired. This review should
follow the Examination Council's report on
HMDA, CRA, and fair lending requirements due
September 30, 1982.
Some options for reducing the burdens of
HMDA include an increase in the minimum-size
exemption and a deletion of nonoccupant owner
loans and reporting requirements for mortgages
purchased. Requiring HMDA report preparation
only on receipt of a specific request also could
reduce the burdens. With regard to CRA, the review
should include analysis of the likelihood that prob
lems of overly restrictive regulatory enforcement
will develop because of the vagueness of the CRA
directive.

RESPA Review
Section 8 of the Real Estate Settlement Pro
cedures Act should be revised to permit the de

6

The regulatory agencies (FHLBB, Comptroller of the Curren
cy, and FDIC, but not the Federal Reserve Board) have com
mitted themselves to collect systematic fair housing loan infor
mation. See, e.g., Comptroller of the Currency, Administrator
of National Banks, "Fair Housing Home Loan Data System:
Regulation 27" (Washington, D.C.: October 1979).
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velopment of alternative settlement services and
to require timely, full, and adequate disclosure.
The Real Estate Settlement Procedures Act
(RESPA) was intended to address allegations that
settlement costs are unnecessarily high. Congress
heard testimony that many consumers were taken
advantage of by settlement service referrals involv
ing kickbacks (hidden payments). To answer such
concerns, the 1974 act , amended in 1975, imposes
many requirements on real estate transactions, in
cluding use of a uniform settlement transaction
form , provision by the lender of a " good faith
estimate" of likely settlement service costs , pro
hibition on requirements by sellers that buyers use
particular title insurance firms, and prohibition of
excessive escrowing of borrowers' funds. The por
tion of RESPA of particular concern to the Commis
sion is Section 8, which prohibits payment of refer
ral fees or settlement service fees other than for
services actually performed.
The Federal stake in real estate transaction
costs is substantial. High transaction costs, es
pecially during times of high interest rates, can
seriously impede homebuying. The inability of
homeowners to purchase a new home results in
longer tenure in their present homes. This, in turn,
extends the life of mortgages, with serious con
sequences for the financial markets and federally
insured institutions that must hold lower-rate mort
gages.
Under the current HUD interpretation, Section
8 of RESPA prevents the development of efficient
combinations of settlement services. Yet, packaged
services lower costs because of efficiencies
achieved by combining services rather than by
providing them separately. The critical issue is
whether enough competition exists among settle
ment service providers to ensure that these savings
are passed on to consumers. Staff at the Federal
Trade Commission and HUD have concluded that
controlled business arrangements and permitted re
ferral fees may result in lower combined prices of
the package of services. 7 In addition , with the emer
gence of new, nontraditional competitors in settle
ment services , prices are likely to reflect lower
costs .
Firms offering a package of services do in fact
provide the important settlement service of shop
ping and quality control. As in department stores,
buyers shop for combinations of products with con
fidence that the products are a suitable mix of price
and quality; the department store purchases from
among many suppliers to bring customers a select
group of choices.
The Commission calls on HUD to promulgate
a regulation interpreting Section 8 of RESPA to
permit packaging of services while prohibiting fees
for referrals if the referrer provides no shopping and
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quality control or other packaging services. Condi
tions regarding price and quality should be deemed
to have been met if the referrer has provided suffi
cient disclosure regarding price and quality and
given the consumer a reasonable period to seek out
other services. Any agency enforcing the provisions
of Section 8 of RESPA should be guided by this
interpretation . The Commission also urges State
agencies to apply this interpretation to their imple
mentation of State laws similar to the prohibitions of
Section 8 .
Not only HUD interpretations of Section 8, but
also RESPA itself can inhibit development of com
binations of settlement services that can be provided
more cheaply as a package than separately. As a
serious governmental intrusion into the mar
ketplace, Section 8 of RESPA deserves examination
to see whether less intrusive alternatives are avail
able.
Section 8 of RESPA was included in the legis
lation after Congress heard testimony that settle
ment costs were unfairly increased by marketplace
abuses, including steering of homebuyers to title
companies and other services, which paid generous
commissions to brokers and others, often without
the homebuyer's knowledge. To prevent recurrence
of such abuses, the Commission urges that Section
8 of RESPA be revised to provide that any provi
sions against referral fees and kickbacks be applica
ble only to unauthorized and undisclosed payments,
and to require full, timely, and effective disclosure
to the consumer of relevant infonnation about set
tlement services.
It is important to assure that consumers receive
full information in advance about the services they
buy and the prices they pay. When the consumer is
required to purchase packaged services, the con
tents of the package and its total cost must be
disclosed . To prevent hidden charges and to ensure
the chance to shop, this disclosure must be made
before the consumer has committed funds to the
transaction or any part of it. HUD should interpret
this requirement through regulations that ensure a
reasonable shopping period in the various possible
transactions.

7

House of Representatives, Real Estate Selliement Procedures
Act~ontro"ed Bus iness , Hearings Before the Subcommillee
on Housing and Community Development, Committee on
Banking, Finance and Urban Affairs, September 15 and 16,
1981 (Washington , D.C.: U.S . Government Printing Office,
1981), pp. 68-76; U.S. Department of Housing and Urban
Development, Report to Congress on the Need for Further
Legislation in the Area rfReal Estate Selliements, Appendix A
(Washington, D.C.: U.S. Government Printing Office, Sep
tember 1981), p. IV-49. The HUD report also includes valuable
recommendations for State and local governments to upgrade
the quality of their land title recordation systems. See Chapter
V, "Land Title Records,"

In the case of recommendations where the
consumer is urged by the referrer (but not required)
to use a specified provider, the relevant disclosure
concerns the existence and nature of the relationship
between the referrer and the service provider. Dis
closure of a relationship involving referral fees or
other financial interest-the original abuse that Sec
tion 8 was intended to address-should place the
prudent homebuyer on notice that shopping for an
other service provider may be appropriate. Again,
to assure the possibility of shopping , the disclosure
must be made before the customer has committed
funds to the relevant transaction; HUD should inter
pret this requirement by regulation to specify an
appropriate length of time that allows reasonable
shopping . The Commission found that these infor
mation disclosures appropriately address the con
cerns ofRESPA , without the drawbacks of Section 8
as presently interpreted and enforced . The Com
mission also urges States to replace bans on referral
fees with information-disclosure requirements .
The Commission views unfavorably HUD's
recent proposal to replace Section 8 of RESPA with
a requirement that lenders provide a standardized
package of settlement services for a price disclosed
at the time of loan application. According to HUD,
mandatory lender packaging would let consumers
continue to shop for a lender without having to shop
for other services; the lender, in tum, would have an
incentive to improve the efficiency of the settlement
services . The lower costs can be translated into
lower prices when consumers shop around for the
best price. In contrast to optional packaging of
services, however, the HUD alternative would force
some lenders to offer services they cannot and do
not wish to offer.

OfHER REGULATIONS
The Commission received testimony that numerous
Federal regulations , not specifically focused on the
housing industry, adversely affect housing produc
tion and costs. Although the general issue is dis
cussed in Chapter 17, this part addresses three spe
cific areas : Davis-Bacon Act , Federal Farmland
Protection Policy Act, and timber harvesting pol
icies.

Davis-Bacon Act
Construction of housing and related infrastruc
ture should be excluded from coverage under the
Davis-Bacon Act.
The Davis-Bacon Act (1931) requires payment
of local "prevailing" wage rates on all construction
projects receiving Federal assistance. The act
covers certain categories of housing and public in
frastructure .

Regulations of the Department of Labor
(DOL) define and set the "prevailing" wage for five
classes of construction , for numerous job classifica
tions within each class, and for every county in
which a Federal construction project over $2,000 is
located. Wage determinations usually are based on
DOL surveys and, in the case of residential con
struction, are supplemented by HUD surveys. The
regulations require a survey of all projects of a
"similar nature" in the county within which the
Federal project is located . However, the actual sur
vey may be so limited that distortions and inac
curately high determinations occur.
The act's coverage includes Section 8 housing
(except the Existing Housing program), FHA-insur
ed multifamily housing, public housing, rehabilita
tion and repair of acquired projects, and some Com
munity Development Block Grant funds. FHA
single-family dwellings are not covered; in fact, no
projects involving fewer than nine units are cov
ered.
A major housing issue affected by the Davis
Bacon Act is cost increases in construction. In
creases in labor costs on Federal construction pro
jects occur because the law requires payment of a
prevailing wage, which may be distorted by regula
tion and by survey policy. Deficiencies in actual
estimation and survey techniques compound this
exaggeration. Between I million and 4 million con
struction workers-including between 800,000 and
1.2 million housing construction workers-are pro
tected by the Davis-Bacon Act from lower wages
that would result from competitive bidding . Esti
mates of the total impact on HUD-assisted programs
range between I percent and 4 percent of develop
ment costs , including some administrative costs .
Added delays , additional costs to contractors, and
uneven wage application also result from the act's
administrative requirements. 8
Good estimates of total development costs re
lating to HUD programs covered by Davis-Bacon
are not available. In 1977, an estimated 150,000
units, or $3 billion in development costs, were
subject to residential wage determinations. An esti
mated $3 billion in development costs were covered
in 1981. 9 Multistory construction, to which com
mercial determinations apply, probably constitutes
a smaller amount, but no estimates of its value exist.
An interagency agreement, under which HUD
conducts the wage surveys and submits the data for
DOL determinations, has had mixed results. Since
U .S. Department of Housing and Urban Development , "Hous
ing Under the Davis Bacon Act," unpublished paper prepared
for the President 's Commission on Housing (Washington,
D.C.: November 1981).
, Ibid.
8
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DOL could not gather complete data because of the
variety and multiple business arrangements with
subcontractors in most residential projects , the
agency has used union determinations on commer
cial construction for residential construction. A
HUD study proposed a new agreement under which
DOL would base its determinations, but that agree
ment has not yet been reached.1O
Although the Davis-Bacon requirement
shields construction workers against lower wages
that might occur through a competitive bidding
process, it does so at the price of deterring con
struction or elevating costs for users or purchasers
of the structure . The Commission therefore recom
mends partial repeal of the Davis-Bacon Act to
exclude housing construction from its coverage . II
The Corrunission also concludes that where signifi
cant infrastructure costs are charged to the home
buyer, such infrastructure should be exempted from
the provisions of the act for the same reason given
above .
Until Davis-Bacon is revised to exclude hous
ing construction, interim regulatory changes could
help. Important regulations that could be amended
include: (1) the rule that, in effect, the rate deter
mined to be prevailing may actually represent only
30 percent of the construction in a county; and (2)
the requirement that HUD surveys covering all
county construction activities be acceptable to
DOL.
Regulatory reforms have been proposed by
DOL, including use of a 50-percent rule (instead of
the 30-percent rule) or straight averages ; allowing
for the inclusion of "helper" classes; use of a sam
pling technique for surveys; application of more
flexible job categories; allowing greater HUD au
tonomy in making wage determinations; and
loosening compliance requirements, especially for
small contractors .

Timber Production and Policy
The nation's policy for timber management pro
grams, including harvesting and reforestation,
should consider fully all relevant economic and
environmental data. The economic inquiry
should include the opportunity costs involved in
withholding timber from the market, the con
sequences of policy on the price of timber and the
cost of housing, and the long-term supply of
timber. While this policy can be implemented
under existing laws through the Departments of
Agriculture and Interior, Congress should enact
appropriate legislation to ensure the perma
nence of this policy. States, in turn, should re
form forest tax policies and forest practices reg
ulations that currently impede efficient private
investment in timber and timber production.
194

The timber industry is important to the U.S.
housing industry ; wood products account for 15
percent of the cost of an average home. Unlike many
other material product industries, the availability
and price of timber is greatly influenced by Federal
policies, which in the past few decades have re
stricted the supply of timber from public sources.
In the past, most wood products were supplied
by timber produced on private lands. Now, however,
the private sector has cut most of its virgin timber
stands; although its forest lands have been re
planted, the second-growth timber is not yet ready
for harvest. Since most of the nation's inventory of
mature softwood timber is located on public lands,
management policies for these lands need to be
sensitive to the market demand .
Part of the concern that led to current public
policies in this area was that excessive timber cut
ting would lead to deforestation. Studies indicate,
however, that timber supplies on public lands are so
abundant that increases in current annual produc
tion levels can be accommodated by their annual
growth . 12 To manage public forests efficiently, the
U .S. Forest Service (USFS) and the Bureau of Land
Management (BLM) should fully consider all the
economic and environmental data relevant to timber
harvesting programs to determine the effects on the
price of timber and wood byproducts.
Another important economic consideration is
the opportunity costs (the implicit capital carrying
charges) of withholding timber from the timber
related industries. Whereas a forest represents a
capital asset, neither the USFS nor the BLM consid
ers the opportunity costs of holding these assets
rather than cutting or liquidating them . Thus, in an
economic sense, an unnecessarily large inventory
of timber is maintained on public lands because
capital carrying costs are not charged against them .
The executive branch already has the authority
to implement such a policy. Current legislation stip
ulates that national forests are to be "developed and
administered for multiple use and resources of the
national forests for multiple use and sustained yield
of the several products and services obtained there
from ."I) Another act requires a comprehensive as
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Ibid.
A less radical alternative would be to amend the statutory size
exemption up to 19 units per project. A single means of
minimizing the burden on rehabilitation would be to raise the
limit set by law from its present level of $2 ,000 to a more
realistic level of about $25 ,000-$30,000 per unit.
Steve H. Hanke and Barney Dowdle, Federal Timber Policy
and the Housing Industry, background paper, originally pre
pared for the President 's Commission on Housing , (Wash
ington, D .C.: Heritage Foundation, 1982).
Section 2 of the Multiple-Use, Sustained-Yield Act of 1960.

sessment of present and anticipated future uses of
national forests based on "the economic and en
vironmental aspects of various systems of renewa
ble resources management, including ... timber..."
(emphasis added).'4 In 1976, Congress added the
statutory requirement of nondeclining, even flow. IS
Together, these provisions require economic analy
sis as part of the planning process. However, the
Federal government has failed to comply with such
mandates by not considering all significant econom
ic aspects when making multiple-use
determinations.
The executive branch should provide enough
funds to implement these policies in a cost-efficient
manner. Federal revenues from timber sales could
be used to fund the harvesting and reforestation
requirements of public lands-an approach used by
some State governments.
Both USFS and BLM should include in their
analyses the full economic costs of their policies of
withholding Federal timber from the market. If
these changes cannot be made soon, the statutes
governing the management of Federal timber hold
ings should be amended to state explicitly the re
quirement of accounting for the opportunity cost of
carrying capital assets.
Timber-sales practices of USFS and BLM
create speculation and instability in log markets.
Timber is sold by the government on a pay-as-cut
basis. Very little cash is put up-front for a contract,
and the purchasers pay the bid price to the govern
ment when they cut the timber. Although these
contracts have a fixed term, contract extensions
have been granted when the originally negotiated
price exceeds the market price that exists near the
end of a contract's term.
Since there is little cost in holding a contract
and little risk in being forced to forfeit a contract,
purchasers tend to engage in speculation and over
bid on contracts. As a result, purchasers often can
not afford to cut the timber during the term of their
contracts. This creates an artificial disruption in the
flow of timber. Several remedies have been sug
gested. One would require a reasonable percentage
of the bid price in cash, in advance. Another remedy
would be to refuse contract extensions.
In addition to the policies governing the man
agement and sale of Federal timber, the State tax and
regulatory laws that affect private timber production
should be modified. At present, many States impose
an annual ad valorem property tax on both timber
land and the maturing timber, which amounts to an
inventory tax on the maturing trees. Hence, it cre
ates a disincentive to allow timber to mature and to
reforest cut-over lands. Many States require private
timber companies to replant homestead timber
lands. This often leads to economic waste, since

private firms are required to invest capital to reforest
marginal or uneconomic timber lands.
If State tax laws were reformed so that annual
ad valorem property taxes were levied only on tim
ber lands and not on maturing timber, the produc
tion efficiency on private lands would improve. For
example, some States have substituted an excise tax
on timber harvest income for the ad valorem tax on
timber inventories. Also, regulations governing re
forestation (which are partly the result of State tax
laws) should be eliminated. This would result in
increased efficiency in the private production of
timber, since returns from productive properties no
longer would be forced to cross-subsidize unpro
ductive properties.

RumJ.and Preservation Controls
Congress should repeal the Federal Farmland
Protection Policy Act of 1981 because it could
have a potentially serious and detrimental im
pact on the cost and availability of land for
housing.
As the nation's population has increased, mar
ket forces have promoted the conversion of farm
land to uses in greater demand, such as housing.
However, conflicting estimates exist as to the extent
of this conversion. In January 1981, the National
Agricultural Lands Study (NALS) estimated 3 mil
lion acres per year. These statistics led to claims of a
crisis in agricultural land inventory and to passage
of the Federal Farmland Protection Policy Act of
1981.
NALS, however, has been charged by some
with overestimation of the conversion rate by at
least a factor of two. William Fischel asserts that the
conversion data used by NALS included land that
had been classified as urban in prior studies. 16 He
argues that the rate of increase of urban construction
did not come close to matching the stated increase in
land conversion rates. Construction rates increased
only 12 percent to 13 percent during the period in
question, while the NALS statistics showed a 100
percent increase in the rate of conversion of agri
cultural land to other uses. This extensive difference
cannot be attributed to an increase in average lot
sizes, since that statistic actually showed a decrease
during the relevant period.
There is little evidence that conversion of
farmland is a crisis in the making. In fact, the
Section 6(8) of the Forest and Rangeland Renewable Resources
Planning Act of 1974.
" Section 4 of the Multiple Use, Sustained- Yield Act of 1960, as
amended.
16 William A. Fischel. "The Utilization of Agricultural Lands: A
Review of the National Agricultural Lands Study." Land Eco
nomics. Vol. 58 (May 1982).
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private market appears to function effectively, a
situation that obviates the need for regulations. The
imposition of fannland protection regulations may
create severe problems for housing at the locallevel.
The Federal Fannland Protection Policy Act of
1981 requires the Department of Agriculture , in
cooperation with other agencies, to issue criteria for
identifying the effects of Federal programs on the
conversion of farmlands. Federal agencies, in turn,
are to use the criteria to evaluate their programs and
to consider alternative actions to lessen adverse
effects. This involves agency review of current
provisions of law, administrative rules and regula
tions, and policies and procedures . The Agriculture
Department is to report to the Congress in 1982.
If not carefully reviewed and implemented, the
act's regulations may foster withholding of land
needed for housing development. The Federal act
could also be used to justify State and local exclu
sionary zoning actions under the banner of farmland
preservation.
The Commission recommends that the act be
repealed. However, some Commissioners were re
luctant to recommend repeal of a recently passed
statute without new data to support such action.
Pending the repeal , the Commission suggests that
the implementation of the act be reviewed under an
appropriate Cabinet Council to assure full consid
eration of the conflicting claims between housing
and agricultural needs.

GENERAL REFORMS
All major housing regulations are subject to the
same general rulemaking procedures. Because all
specific regulations could not be addressed by the
Commission, its attention was focused on general
procedures that lend themselves to constructive
modification-the Administrative Procedure Act,
negotiated rulemaking, and management of the
HUD clearance process .
Federal agencies are held to an "informal"
rulemaking process under Section 553 of the Ad
ministrative Procedure Act (APA). Unless stat
utorily exempted, an agency must publish any pro
posed rule or regulation, receive public comments,
and provide a concise general statement indicating
the basis for the final issued rule . The APA was
designed to oversee rules of procedure and substan
tive rules of general applicability, but not interpre
tive rules, general statements of policy, or an agen
cy's rules for organization , procedures, or prac
tices. The APA specifically exempts loans, grants ,
benefits, or contracts from Section 553. However,
some agencies-HUD among them-have waived
these exemptions. The judicial standard of review is
196

that rules must fall within the scope of the agency's
authority and not be arbitrary or capricious. 17
When the act was first passed in the 1940s, the
courts imposed a light burden on an agency to
justify its rules. If an agency followed notice-and
comment procedures, the courts were likely to defer
to agency decisions . The courts did not set high
review standards for data and methodologies used
by an agency when promulgating a rule. Only in the
absence of a rational explanation would the court
nullify a rule. The challenger of the rule carried the
burden of proof to show there was no rational basis
for the rule . As a result, challengers had difficulty in
overturning agency decisions.
The trend over the past decade, however, has
been to limit an agency's rulemaking powers. For
some programs, Congress has statutorily required
that an agency meet a "substantial evidence" test.
Unlike the "arbitrary and capricious" test-which
was satisfied by any plausible hypothesis (rational
basis) from the facts in the record, even if conflict
ing conclusions could be reached by using other
data in the record-the substantial evidence test
requires the court to consider the record as a whole.
The agency must explain any significant inconsis
tencies. Congress in some cases also requires oral
presentation of comments and cross-examination of
witnesses.
The courts themselves have imposed more
stringent review standards caJled "hybrid rulemak
ing." Instead of accepting an agency's characteriza
tion of the facts at face value , some courts review
the data and methodologies used in the ruiemaking
and require cross-examination, detailed agency jus
tifications, responses to significant public com
ments, or explanations of rules. This form of judi
cial approval was in effect from the mid-1960s until
1978, when the Supreme Court held that reviewing
courts could not impose procedures not found in the
APA . According to at least one administrative law
expert, however, many court-imposed provisions
that had imposed more stringent analytical require
ments were left in effect. 18
Agencies' actions must comply with several
other statutory requirements , chiefly the Federal
Advisory Committee Act and the Regulatory Flex
ibility Act. Also Executive Order 12291, the princi
pal management control over Federal rulemaking,
requires all agencies to submit proposed and final
rules to the Office of Management and Budget for
review and comment. Major rules under the execu

17

J8

5 USC § 706.
James V. Delong, " Informal Rulemaking and Ihe Integralion
of Law and POlicy, " Virginia Law Re view , Vol. 62 (1979), p.
260.

tive order require regulatory impact analyses. 19 Fi
nally, HUD itself is subject to Congressional over
sight under Section 7(0) of the HUD Act. 20
The Commission finds that if the process by
which Federal rules are developed is modified, the
current burdens on the housing industry could be
minimized. Three sets of recommendations are
made: modification of APA, institution of negoti
ated rulemaking, and management of HUD clear
ance process.

Modification of the Administrative
Procedure Act
The President should consider modifications to
the Administrative Procedure Act as a means of
limiting the regulatory authority of agencies con
cerned with housing.
A number of changes to the APA would ame
liorate regulatory effects on housing. However, the
Commission recognizes that such changes would
affect all Federal regulations. Therefore, the Com
mission recommends that the President carefully
consider the Commission's proposed changes to the
APA.
Federal agencies could exercise more restraint
by meeting a stricter standard under the APA. One
likely standard would be akin to a "vital and press
ing" standard, as defined in Chapter IS. Another
possibility is an intermediate standard-between
the arbitrary and capricious and substantial evi
dence standards described above . Congress in April
1982 was considering a "substantial support"
standard (H.R. 746 in the House of Representatives
and S. 1080 in the Senate), but the meaning of this
standard was unclear. It would require a greater
justification than the arbitrary and capricious test,
but less than the substantial evidence standard.
A substantial majority of the Commission be
lieves that fewer and more carefully considered
regulations would result from changes to the present
judicial rules relating to presumptions and alloca
tions of proof. Statutory actions for Presidential
consideration include, first , deletion of any judicial
presumptions that an agency's rule is valid and,
second, shifting the burden of proof now borne by
the plaintiff to the agency.
Several members of the Commission disagreed
with the recommendation for changing the pre
sumption and burden of proof rules in judicial re
view of agency action . To them, the Commission
recommendation appears counterproductive. The
Commission has sought to reduce the regulatory
role of government in everyday life, as well as to
make the operation of government more efficient
and responsive. In the opinion of these Commis
sioners, however, the recommended reforms would

not reduce the role of government, but would crip
ple the capacity of the executive branch to govern
efficiently. In their view, the Commission's recom
mendation threatens to subject every controversial
administrative decision to second-guessing by a
Federal judge. The result would be delays in agency
rulemaking and additional burden ~ on the courts
and on all those affected by the uncertainty of a
contested rule.
The Commissioners agreed on two other
changes in this area. One would require by statute
the use of cost-benefit analysis now required by
Executive Order 12291. Although agencies now
conduct such analysis, this change would make the
agency's analysis reviewable in court , which is not
the case in the analysis required by the Executive
Order. The possibility of court review may itself
give the necessary incentive for agencies to consid
er such analyses seriously.
The other change would limit the use of
guidebooks, handbooks, and other policy memo
randa in circumventing the APA process . These
documents are not subject to APA requirements
because they are considered to be for internal agen
cy guidance only. Some agencies, however, have
abused this vehicle by placing in these documents
requirements to be imposed on those benefited or
governed by the regulations. The APA should be
clarified to require that documents that substantially
affect the obligations of those regulated or benefited
should be subject to notice and comment pro
cedures.

Negotiated Rulemaking
Federal agencies concerned with housing should
consider instituting negotiated rulemaking as a
means of developing fewer and more effective
regulations.
Strengthening APA requirements would not
ameliorate the troubling adversarial climate that has
developed between some agencies and the people
and businesses substantially affected by their rules.
One observer of the rulemaking process observed
that many of the new procedures designed to ensure
rationality have been taken in the name of "par
ticipation" in the rulemaking process . This has
come to mean a formal presentation and an oppor
,9 A major rule is defined as a regulation likely to have an annual
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effect on the economy of over $100 million; to cause a major
increase in costs or prices for consumers , individual indus
tries, geographic regions ; or Federal. State , or local govern
ment agencies; or have significant adverse effects on competi
tion, employment, investment , productivity, innovation, oron
the ability of the United States-based enterprises to compete
with foreign-based enterprises in domestic or export markets
(Section I, Executive Order 12291).
79 Stat. 667; 42 U.S,c. 3531-3537.
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tunity to meet opponents' evidence and policy con
tentions. It looks very much like informal adjudica
tion, with the agency having to resolve the
competing contentions. As this form of participa
tion grew, real participation, in which those affected
actually share in the decision itself, decreased . The
parties were held at arms length during the decision
making process, and the agency alone would make
the decision, albeit based on the record and conten
tions of the parties. The regulatory process had
clearly become adversarial. 21 The adversarial pro
cess often ends in litigation and eventual settlement,
at which time the substantially affected parties ne
gotiate a compromise under court supervision . But
the time to negotiate rules is at the beginning, before
costly litigation is initiated .
Negotiated rules are not uncommon .22 The Na
tional Institute of Building Sciences, for example,
convened a panel of industry and agency parties to
seek jointly a common insulation standard for adop
tion through the voluntary standards process and
ultimate use by Federal agencies . Previously, agen
cies had used different standards . The panel is
working on the technical issues with the expectation
that the results will be suitable for adoption by the
agencies.
Negotiated rulemaking would improve agency
regulations by providing agencies with a more real
istic method of reaching a regulatory consensus .
Negotiation would involve discussion between the
agency and interested parties, who jointly identify
and analyze the various issues considered in the
rulemaking process. The goal is to bring informa
tion before the agency pertinent to the development
of practical and cost-effective regulations. Al
though some rules would benefit from a formal
process ,2J negotiations could be held informally
between an agency and interested non- Federal par
ties . The Federal Advisory Committee Act would
have to be modified to allow contacts with agencies
without notices in the Federal Register, a burden
some requirement.
The advantages of negotiations are numerous.
The parties involved focus their research on un
answered questions . There is an incentive for par
ties to bring relevant data to the table, thereby
reducing the need for and cost of acquiring addi
tional data. Managers and technicians should be
party to the negotiation to advance the technical
aspects of the discussions and the likelihood that
pragmatic rules will result. To ensure analysis of all
relevant issues, agencies should be prepared to fund
independent surveys and analyses when the parties
to the negotiations are unable or unwilling to
provide the missing information. Such new research
might arise at the request of consumer groups when
neither they nor industry groups have relevant data .
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As in any other successful negotiation that
requires use of business-sensitive information, the
parties must be able to discuss issues in private . To
accomplish this, the Federal Advisory Committee
and Freedom of Information acts must be amended.
To satisfy the public interest for disclosure, any
proposed rule based on negotiation should provide a
full explanation, including supporting data, to justi
fy the proposal.

Management of the HUD
Clearance Process
The Department of Housing and Urban Develop
ment should implement a management system
for controlling its clearance process and imple
ment changes to speed up timely resolution of
issues. HUD should institute a briefing pro
cedure for new managers to cover the rulemak
ing process.
HUD has shown a commendable willingness
to initiate deregulation, both in reforming its own
regulations and in assisting local governments to
reform theirs . HUD is continuing to review and
revise many housing regulations in public housing ,
mortgage insurance , technical standards, and man
ufactured housing. The problem is not HUD's
willingness to effect reform, but the management of
the clearance process.
HUD has established a formal procedure for
clearing rules and regulations. Multiple levels of
review ensure that thorough coordination occurs
within the agency. However, when not closely man
aged, the system invites substantial bottlenecks.
HUD should consider the use of a regulatory task
force to resolve disagreements. Early participation
by the Office of General Counsel and the Policy
Development and Research Office could help iden
tify potential disagreements before the draft regula
tion enters formal clearance.
Several former senior HUD officials suggested
that they woul.d have benefited from a management
workshop on the rulemaking process. They would
thus have saved considerable time in issuing rules.
HUD should institute such a workshop on a con
tinuing basis.

21
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Philip 1. Harter, "Regulatory Negotiation: A Cure for the
Malaise Through Direct Participation in Rulemaking ?"
(Washington, D.C.: Administrative Conference of the United
States, January 1982), pp. 5-14 .
One example of a formal process was proposed by Sen .
William V. Roth , Jr.'s "Regulation Mediation Act of 1981" (S .

1601).
n

Christopher C. DeMuth, "Domestic Regulation and Interna·
tional Competitiveness," paper prepared for a Conference on
United States Productivity, Brown University (February
27·28, 1981), p. 32.

STAlE AND LOCAL
HOUSING REGULATIONS
State and local land-use requirements affecting the
cost of housing include zoning, growth controls,
subdivision requirements, and permit processing.
Reforming these regulations in the interest of lower
housing costs and greater housing production is the
subject of this chapter.
In addressing these issues, the Commission
sought to evaluate regulatory costs and benefits and
to determine the extent to which government should
intervene in private marketplace transactions.
Regulation to protect vital and pressing gov
ernmental interests is legitimate, but the Commis
sion found that State and local enactments often go
beyond these interests . Some land-use controls
e.g., large-lot zoning or the exclusion of manufac
tured housing (mobile homes)--may serve aesthet
ic or exclusionary motives . Growth controls can
artificially enhance the financial well-being of the
resident community at the expense of newcomers by
increasing the cost of producing housing, the
amount depending on the nature and severity of the
controls. Studies show that growth management,
minimum house and lot sizes , regulation of the
density and location of multifamily development,
and subdivision code requirements can contribute
substantially to housing-cost inflation . Excessive
processing requirements, for example, can signifi
cantly delay construction; with prevailing high in
terest rates, the additional expenses to developers
can be heavy.
The land-use market does not operate haphaz
ardly; in using land , builders and lenders make their
decisions on the basis of land prices, competitive
conditions , and consumer demand. Removing ex
cessive restraints will make owners and developers
more competitive; this in turn should stimulate
housing and rental price competition, promote
greater variety in product, design, and aesthetics,
and otherwise serve the interests of housing con
sumers .

The Commission is concerned about the plight
of millions of Americans of average and lesser in
come who cannot now afford homes or apartments.
Excessive restrictions on housing production have
driven up the price of housing generally, damaging
the new housing market and the filtering process
that makes older units available to families seeking
to " move up" to more desirable accommodations .
A program of land-use deregulation based on
the Commission's recommendations will augment
the production of hou sing while simultaneously
preserving the legitimate interests of government.
The police power will then accomplish its intended
purpose of securing the public health, safety, and
welfare, and at the same time satisfy the rights of
property owners and developers to produce housing
and of consumers to obtain affordable housing .
As noted, land-use regulations often have been
used for exclusionary purposes . Some State courts
appear to be increasingly concerned about the re
gional impact of zoning restrictions that exclude
people from areas and otherwise limit housing op
portunities , recognizing that housing markets ex
tend across jurisdictional boundaries . As the Su
preme Court of Pennsylvania stated when invalidat
ing large-lot (two- and three-acre) zoning:
• It is not for any given township to say who
mayor may not live within its confines,
while disregarding the interest of the entire
area.'
and again:
• The question posed is whether the township
can stand in the way of the natural forces
which send our growing population into
hitherto undeveloped areas in search of a
comfortable place to live. We have con-

I

In re Appeal if Kit-Mar Builders. Inc. , 439 Pa . 466 , 268 A.2d
765, 768-769 (1970).

199

cluded not. A zoning ordinance whose pri
mary purpose is to prevent the entrance of
newcomers in order to avoid future burdens,
economic and otherwise, upon the admin
istration of public services and facilities
cannot be held valid. 2
Courts in New Jersey and New York have
shown similar concern by establishing a judicial
policy against exclusionary zoning. 3 Illinois and
Michigan courts have struck down bans on mobile
homes. The supreme courts of Pennsylvania and
New Jersey have shifted the presumption of validity
and burden of proof from the property owner to the
municipality in exclusionary zoning cases.
The Commission also noted recent executive
and legislative trends in some States to curtail this
kind of zoning. Perhaps the most notable of these
actions was a 1980 California statute limiting the
enactment of growth control ordinances. Mas
sachusetts now follows a policy of withholding
State development assistance to communities
whose land-use regulations do not provide for their
fair share of all housing growth . During public
hearings, low-income housing advocates urged the
Commission to speak out against zoning and other
regulations that discriminate against low- and mod
erate-income people and minorities seeking afford
able housing. 4 Indeed, the changes proposed by the
Commission would limit the ability of government
bodies to use zoning restrictions for discriminatory
purposes.
Excessive regulations are detrimental to other
national interests. Regulations that mandate large
lot zoning and impose other severe density restric
tions or prevent housing construction in developed
areas force new construction into more remote
areas, thereby reducing the amount of land other
wise available for farming , grazing, mining, drill
ing, open space, and other uses. The resulting low
density sprawl requires the use of more resources
for transportation and utilities . Thus, land-use con
trols intended to enhance the natural environment
also can adversely affect housing availability and
costs.
The Commission's findings and conclusions
regarding these State and local regulatory issues and
their effects on the costs and availability of housing
are discussed below. They are discussed in four
major sections: zoning (general and specific), de
velopment regulations, and local permit
processing.

General Zoning Regulations
General Standard
To protect property rights and to increase the
production of housing and lower its cost, all State

200

and local legislatures should enact legislation
providing that no zoning regulations denying or
limiting the development of housing should be
deemed valid unless their existence or adoption is
necessary to achieve a vital and pressing govern
mental interest. In litigation, the governmental
body seeking to maintain or impose the regula
tion should bear the burden for proving it com
plies with the foregoing standard.
Under the Federal system, States have primary
responsibility for zoning regulation . Virtually all
States, however, have chosen to delegate this au
thority to local governments, and many munici
palities have used this power in ways that un
necessarily restrict the production of housing and
increase its costs .
To correct improper use of this power, States
should adopt constitutional or legislative enabling
provisions that prohibit restrictive local zoning
except where land-use regulation is necessary to
satisfy a "vital and pressing" governmental inter
est. Where States fail to act, localities should enact
their own ordinances to correct improper zoning.
Generally, a vital and pressing governmental
interest will involve protecting health and safety,
remedying unique environmental problems, pre
serving historic resources, or protecting invest
ments in existing public infrastructure resources. s
This new standard for zoning is intended to limit
substantially the imposition of exclusionary land
use policies , since exclusion is clearly not an ac
ceptable governmental interest.
In enacting the proposed new standard, the
States should give this standard specific content to
assure it is not abused . State statutes (or local ordi
nances, where applicable) should specifically de
fine what constitutes vital and pressing governmen

2 National

Land and Investment Co. v. Easllown Township Board
of Adjustment , 419 Pa . 504.532. 215 A.2d 597, 612 (1965)
3 So. Burlington County NAACP v. Tp. ofMt . Laurel, 67 NJ 151 .
336 A .2d 713; cert . den. 423 U.S . 808 (1975); Oakwood at
Madison . Inc. v. Tp. oj Madison, 72 NJ 481,371 A .2d 1192
(1974) ; Urban League oj Greater New Brunswick v. Mayor &
Council oj Borough ojCarteret, 142 NJ Super. 11 , 359 A .2d
526 (1976); and Berenson v. The Town of New Castle. 38 NY
2d 102. 378 NYS2d 672 (1975).
4 Statement of Carl Bisgaier. Director, Division of Public Interest
Advocacy, New Jersey Dept. of Public Advocate, Dec. 3,
198 I, to the President 's Commission on Housing .
I Vital and pressing governmental interests that zoning ordi
nances should serve include adequate sanitary sewer and water
services; Hood protection; topographical conditions that per
mit safe construction and accommodate septic tank efHuence;
protection of drinking-water aquifers; avoidance of nuisance
or obnoxious uses ; off-street parking; prohibition of residen
tial construction amidst industrial development ; and avoid
ance of long-tenn damage to the vitality of historically estab
lished neighborhoods .

tal interests, thereby leaving to the genius of
federalism the ultimate contours of this standard.
However, a locality should have the burden of prov
ing that any zoning restriction it imposes on housing
meets the new standard in later judicial review.
The Commission's proposed standard would
apply only to housing . Thus, all decisions related to
size of lot, size or type of housing, percentage of
multifamily, or other housing types and locations
would be left to the market, unless government
intervention is justified by the locality as serving a
vital and pressing governmental interest.
A possible problem of deregulation is that it
may adversely affect those who in good faith made
their purchase or investments in reliance on the old
rules. A change to the proposed "vital and press
ing" standard would pose such a problem. Persons
who purchase a home or a lot for construction of a
home near vacant land assume that it will not be
arbitrarily reclassified to allow other uses. The rea
sonable investment expectations of these home
owners should be protected. When vacant land is
proposed for a use that would have required rezon
ing, homeowners entitled to notice under the old
rules should be protected under the requirements
and procedures of the old rules .
Nor is the proposed standard intended to limit
a municipality 's power to plan and build streets,
parks, public buildings, schools, storm and sanitary
sewers, and water mains and other public facilities
or to designate homes or districts for historic preser
vation-unless those powers are used intentionally
to limit the production of housing. (Historic preser
vation generally is not regulated under zoning ordi
nances.) Finally, the standard would not affect rea
sonable community-imposed development fees,
dedications , servitudes, parking requirements, or
other exactions that are not intended to limit produc
tion of housing. Municipalities should, of course,
limit production if vital and pressing governmental
interests require.

Constitutional Validity

if Zoning Restrictions

The President should direct the Attorney Gener
al to analyze the constitutional validity and juris
prudential ramifications of the "vital and press
ing" standard for judicially determining the
validity of zoning ordinances and related stand
ards that strike a balance between legitimate
governmental interest and individuals' rights to
property; if the Attorney General then concludes
that a change should be sought in the existing
Euclid standard, he should seek an appropriate
case for urging the Supreme Court to adopt a
new test.
The Commission believes that in recent years
our legal system has weakened the property rights

of owners of real property and largely ignored the
implicit rights of newcomers deprived of affordable
housing by excessive or exclusionary zoning. This
imbalance should be redressed by State legislatures.
But there is another potential source of protection
the courts.
In the past 25 years , the courts and legislatures
have expanded the traditional meanings of property
in applying due process protections. Yet the owner
ship of real property continues to be governed by a
50-year-old precedent that constitutes a significant
departure from the traditional judicial role of pro
tecting such property rights against government in
terference.
The framers of the Constitution were clearly
concerned with property rights-the most obvious ,
in that era, being the right to own and use real
property. 6 The Fifth Amendment prohibited the tak
ing of property without just compensation or the
deprivation of property without due process. 7
The Supreme Court first dealt with the conflict
between zoning restrictions and the Fifth Amend 
ment's prohibitions in deciding the landmark 1926
case, Euclid v. AmbLer ReaLlY Co. s In Euclid, the
Court found that "with the great increase and con
centration of population, problems have developed
which require , and will continue to require, addi
tional restrictions in respect of the use and occupan
cy of land in urban communities."9 Accordingly,
the Court held that "before [a zoning] ordinance
can be declared unconstitutional [it must be shown
to be] clearly arbitrary and unreasonable, having no
substantial relation to the public health, safety, mor
als or general welfare." 10 Moreover, anyone chal
lenging a zoning ordinance had the burden of show
ing its unconstitutionality.
Writing for the Court, Justice George Suther
land excepted from this broad standard cases
"where the general public interest would so far
outweigh the interests of the municipality that the
municipality would not be allowed to stand in the
way."11 Nonetheless, the succeeding half-century
has marked a near-abdication of any meaningful
judicial review of zoning decisions based on the
Euclid standard.
, A detailed discussion of the historical context of constitutional
protections of property right s appears in Bernard H. Siegan,
Economic Liberties and the Constitution (Chicago, III. : Uni·
versity of Chicago Press, 1980), pp. 3-59; see also Vanhorn e's
Lessee v. Dorrance , 2 U .S. (2 Dall.) 304 (1795); Fletcher v.
Peck, 10 U.S . (6 Cranch ) 87 (1810); Terrell v. Taylor, 13 U.S.
(9 Cranch) 43 (1815).
1 The Fourteenth Amendment made such due process protections
applicable to the States' actions.
8272 U.S . at 365, 71 L.Ed 303 , 47 S .Ct. 114 (1926)
9272 U .S . at 386-87.
10
272 U.S . at 395.
II 272 U.S. at 390.
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Euclid was controversial in its day and still has
critics . Experience indicates that the broad land-use
charter it afforded localities has been abused
often at the expense of housing. At the time Euclid
was decided, zoning was an appropriate govern
mental response to the need to separate noncompati
ble land uses within the community. In today's more
complex environment, zoning has been employed
to do far more . It is used not only to separate land
uses but also to exclude people from the communi
ty. The promising line of State court decisions on
exclusionary zoning represents a valuable response
to this abuse of zoning .'2
The Commission believes the pendulum has
swung too far away from the right to enjoy the
ownership of real property and the important socie
tal interests of increasing mobility and access to
housing opportunities . Accordingly, the Commis
sion believes the Euclid doctrine should be reex
amined . The Commission recommends that the At
torney General seek an appropriate case in which to
request review of the Euclid doctrine in the context
of modem land-use issues and the due process pro
tections afforded other property rights in the 50
years since Euclid was decided. Most Commis
sioners believe that the "vital and pressing govern
mental interest" standard, described elsewhere in
this report, represents an appropriate redress of the
balance . ' 3 Nonetheless, the Commission suggests
the Attorney General consider the "vital and press
ing" and other potential standards in his review.
Several Commissioners are concerned that
adoption of this proposed new standard as a consti
tutional doctrine raises serious dangers of an ex
panded role for the judiciary and believe that judges
are ill-equipped to balance the social and environ
mental concerns inherent in zoning . These commis
sioners are concerned that the police power, of
which zoning is an example , not be so constrained;
rather, it should be dynamic , and able to adjust as
economic and social conditions vary. They would
rely on the legislation recommended by the Com
mission to confine the exercise of discretionary
local land-use decisions .
Recently, a majority of the Supreme Court
expressed concern about what remedy to apply
when zoning ordinances are declared unconstitu
tional as a taking of property. While Euclid seemed
to limit the remedy to a judicial declaration of
invalidity, the 1981 San Diego Gas and Electric Co .
decision warned that just compensation might be
appropriate in the future . 14 The case was disposed
on procedural grounds unrelated to this issue. Jus
tice William J. Brennan , Jr., dissenting in a 5-4
decision, wrote for the minority:
In my view, once a court establishes that
there was a regulatory "taking" the Consti
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tution demands that the government entity
pay just compensation for the period com
mencing on the date the regulation first
effected the "taking," and ending on the
date the government entity chooses to res
cind or otherwise amend the regulatio!1. 's
Justice William Rehnquist voted with the ma
jority on the procedural issue and in his opinion
implied that he supported Brennan on the issue of
compensation, suggesting a possible majority view
on this issue.
Although the Court has yet to formally accept
this position, the Brennan opinion has been cited as
precedent in several Federal and State court deci
sions, possibly signaling increasing judicial con
cern for protection of private property rights . '6
Because the remedy Justice Brennan proposed
is also important in its impact on zoning practices of
municipalities-the imposition of monetary com
pensation for wrongful zoning-the Commission
advises the President to ask the Attorney General
also to review the constitutional and jurisprudential
ramifications of Brennan's opinion.

Specific Zoning Standards
While adoption of the general standard is the cor
nerstone of the Commission's zoning deregulatory
proposals, there are a number of specific actions
States and localities can take in the meantime. Like
the general standard, these actions would be aimed
at the restoration of property rights as well as the
stimulation of the housing market and the provision
of affordable community housing .
To those ends, the recommendations below
stress the Commission's view that limits should be
imposed on zoning practices such as density re
quirements, mobile-home restrictions, size-of
dwelling limits, growth controls, and farmland pre
servation . Three themes are common to all these
recommendations: they do not propose zoning lim
its contrary to vital and pressing public interests;
they seek to protect property owners who purchased
prior to dezoning; and they advocate shifting to
government the burden of justifying zoning that

" See footnotes 1-3, Chapter 15.
The proposed change to a vita] and pressing standard would
substantially elevate the level of judicial scrutiny similar to that
utilized for reviewing gender classifications , Craig v. Borell,
429 U.S . 190 . 50 L. Ed. 2d 397. 97 S .C! . 451 (1976) ; Calif0 110
v. Westcol/ . 443 U.S . 76. 61 L. Ed 2d 382 . 99 S .C! . 2655
(1979).
14
450 U .S. 1188 . 67 L.Ed.2d 551.101 S . Cl. 1287 (1981).

IJ

67 L.Ed .2d . at 573-574.
I". HerTUllidez
v. City ofLaJayel/e 643 F.2d 11 88 (5th Cir. • 1981)

cw. delli ed. 50 U.S .L.w. 3570 (No . 81- 605) (Jan . 18.1982) ;
BurrolVs v. City of Keene 432 A.2d 15 (N .H. 1981).

limits housing. (The absence of discussion of a
particular zoning practice does not imply the Com
mission's approval of the practice; rather, these prac
tices would be subject to the general zoning stand
ard.)

Density

if Development

The density of development should be leflto the
conditions of the market except when a lesser
density is necessary to achieve a vital and press
ing governmental interest.
Required minimum-lot size is commonly used
to bar higher densities. More than a third of the 75
municipalities in a 1976 survey of New Jersey muni
cipalities, for example, required minimum lot sizes
greater than one-quarter acre. A sixth of the com
munities had minimum lot sizes greater than a half
acre . 17
Using the same data, a recent study of vacant
residentially zoned land found that large-lot zoning
is more prevalent in areas where new housing is
being developed than in more stable communities . IS
While there have been no similar national surveys of
large-lot zoning since 1976, it is believed that as
many as 20 percent of communities with more than
10,000 people now require minimum lot sizes of a
half-acre or more. '9
The density at which residential land is de
veloped has a significant impact on the cost of land
and infrastructure per unit. Regulations limiting
density prevent the market from responding to con
sumer demand. Thus, land that could have accom
modated 10 or more attached townhouses per acre
may be underdeveloped if zoned for only two or
three detached units per acre (or even lower densi
ties). Indeed, significant economies result from
higher densities compared to single-family de
tached construction. The impact of large-lot zoning
on housing costs also can be dramatic in terms of
increasing per-unit infrastructure costs. Below, for
example, are variations in 1980 costs in Westchester
County, N. Y. As density decreases, the costs for
infrastructure dramatically increase .

Table 15.1

Infrastructure Cost Per Dwelling Unieo
Lot size
Lot width

I acre
125 feet

Infrastructure
costs (s treets ,
curbs, lighting, $30,125
sidewalks,
sanitary water
lines)

Y2 acre
25 feet

$18,075

Cluster;
2 units/acre
35 feet

$8,435

Unless a locality can demonstrate that there is a
vital and pressing governmental interest associated
with density of development, the market mecha
nism should be allowed to function without density
constraints . Only in this manner can the market
respond to economic realities and changing house
hold preferences.

Zoning Restrictions on Manufactured
Housing
States and localities should remove from their
zoning laws all forms of discrimination against
manufactured housing, including off-site fab
ricated housing systems or components con
forming to requirements of one of the current
nationally recognized model codes.
Because of sharply rising housing costs , man
ufactured housing today offers many households
their only option for homeownership. Indeed, in
1980, manufactured ("mobile") homes amounted
to 29 percent of all single-family homes sold . The
marketplace demand for mobile homes has come
from improvements in the product as well as from a
competitive price.
Despite the increasing attractiveness of man
ufactured housing, local zoning laws continue to
discriminate against mobile homes . ln many lo
calities, mobile homes are segregated into special
areas, often in disadvantageous locations set aside
as "trailer parks."
There is increasing recognition that the quality
of manufactured housing has improved. Since 1976,
manufactured housing has been built under a na
tional code, supervised by HUD, setting health and
safety requirements. Vermont, California, and Indi
ana have enacted laws precluding discrimination
against manufactured homes. The Michigan Su
preme Court last year struck down a zoning law
because it violated the State constitution: "The per
se exclusion of mobile homes from all areas not
designated as mobile home parks has no reasonable
basis under the police power, and is therefore
unconstitutional ." 21
Slephen Seidel, Housing Costs and Regulations: Confronting
the Regulatory Maze (New Brunswick, N.J.: Cenler for Urban
Policy Research , 1978). p. 174.
18 The dala were adapled by Burchell and Lislokin of Ihe Cenler
for Urban Policy Research as reporled in Reducing the De·

17

velopment Costs of Housing: Actions for State and Local
Government (Washinglon, D .C. : Deparlmenl of Housing and
Urban Developmenl, 1979), p. 17 .
,. Based on phone discussions wilh Nalional Associalion of
Home Builders and Ihe American Planners Associalion .
20

The Effects

of Environmental

Regulations on Housing Costs

(Cambridge, Mass.: Urban Syslems Research and Engineer·
ing, Inc. , 1982), p. 71.
21 Robinson Township v. Knoll 410 Mich . 293 , 302 N .W. 2d 146
(1981).
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Manufactured housing can be as safe and
healthy as comparable site-built housing . Housing
systems or components satisfying a nationally rec
ognized model code similarly should not be ex
cluded from use in a locality. Exclusionary zoning
provisions based on type of manufacture are arbitr
ary and unrelated to legitimate zoning concerns .

Size if Dwelling Units (SingLe and
MuLtifamily)
No limits (minimum or maximum) should be
placed on the size of individual dwelling units.
"The purpose of ... minimum-building-size
ordinances may be stated quite simply: To force up
the cost of housing," wrote Norman Williams .22
The ordinances, he claimed, are designed, first, to
protect property values by prohibiting construction
of housing smaller than that already in the zone and,
second, to exclude people who cannot "pay their
way" in terms of their demands on municipal serv
ices.
As an illustration of contrasting approaches to
size restrictions, consider the experience of
Houston and Dallas/Fort Worth, two Texas metro
politan areas with very different development reg
ulations. As one homebuilder testified before the
Commission , Houston's land development ordi
nances allow new dwelling unit designs without
restriction as to size and type. 2J As mortgage rates
rise, for example, the developer is able to reduce the
size of units (to 800-1,000 square feet) and build in
Houston for a selling price of about $55,000. In
many suburbs of Dallas, on the other hand, where
zoning regulates dwelling unit size and type, it is
nearly impossible to construct a unit of less than
about 1,500 square feet. These units sell for less
than $80,000.24 So the Dallas developer is simply
prevented from meeting the demands of these areas.
Consumer demand rather than government regula
tion should determine the size of dwelling units . To
do otherwise is to infringe upon individual lifestyle
preferences and ignore financial constraints on
more and more households.

Growth Controls
Except where justified by a vital and pressing
interest, governments should avoid growth con
trols that limit production of housing.
Many communities use regulation to control
future growth . Ordinary zoning controls or special
restrictive ordinances can be used to limit or phase
construction or manage the pattern of growth to
achieve certain goals . There is nothing wrong with
city planning related to the installation of schools,
roads, sewers, parks, water facilities, public build
ings, and other public services and facilities . These
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are legitimate exercises of local authority. However,
the Commission opposes controls to limit the pro
duction of housing if the regulation is not justified
by a vital and pressing governmental interest.
Growth management techniques often have
been used to prevent housing construction in areas
where the demand is great and to direct construction
into areas where it may not be politically or eco
nomically possible to build . The consequences are
limited growth, regardless of demand, and in
creases in housing prices.
Some municipalities have used annual quotas
to limit the number of building permits. To be
effective, a quota must be set at a lower level than
what results from the operation of normal market
forces.
A more sophisticated approach employs a
point-based permit system, wherein communities
plan for growth by long-term allocation of public
investments for facilities . Such planning also can be
instituted for exclusionary purposes. Development
proposals receive points based on the availability of
certain public facilities such as sewerage, drainage,
roads, etc. Where facilities do not exist, these lo
calities allow developers to provide the services.
Phased development can be used for the orderly
installation of facilities as part of a deliberate effort
to limit unreasonably the production of housing.
Under a well-known development ordinance of
Ramapo, N.Y., the building rate was reduced by
two-thirds after the ordinance was adopted. 25
Studies of Petaluma, Calif., and Boulder,
Colo., reveal the way growth management controls
affect the cost of housing . A 1970-77 study by
researchers at the University of California at Davis
found that prices for a single-family, detached home
in Petaluma (which imposed growth controls in
1972) showed an 8 percent greater increase than for
a comparable house in Santa Rosa, the nongrowth
control comparison city in the study. Thus, a home
that sold in 1977 for $100,000 in Santa Rosa cost
approximately $108,000 in Petaluma. The study
attributed a signficant portion of the $8,000 dif
ference to growth control limitations. In addition, a
practical result of Petaluma's growth controls was
the virtual disappearance of modest "starter"
homes. The city's scoring system for awarding de

22

2l

24

25

Nonnan Williams , American Land Planning Law (Chicago,
Ill.: Callaghan & Co. , 1975), Vol. 2, p. 624.
Statement of Harlan E. Smith , President of Homecraft Land
Development Inc., December 14, 1981.
Conversation between Smith and Commission staff, February
3, 1982.
Task Force Report sponsored by the Rockefeller Brother~
Fund, The Use if Land: A Citizens Policy Guide to Urban
Growth (New York: Crowell Co., 1973) p. 94.

velopment permits places a heavy emphasis upon
high-amenity housing. 26
Another study reflected similar results in Boul
der, Colo., which limits housing production based
on a target annual population growth of 2 percent.
Boulder's " Danish Plan" also combines a cap on
the number of building permits with a point system,
evaluating each permit application so that only high
scoring (high-quality and therefore high-cost) pro
jects are awarded permits.
Boulder's housing costs between 1976 and
1979 (before and after growth control) rose 25 per
cent while the cost of a comparable house in two
nearby communities increased only II percent.
Since the analysis used constant 1975 dollars and
the same type of house , the differential is attributa
ble to Boulder's growth controls.
Boulder limited not only the number of units
built , but-through a point system de signed to
achieve high-quality housing
aused more expen
sive housing to be built on larger lots. Builders in
neighboring cities not under such controls built
smaller homes on smaller lots during this period.
Thus, for homes actually bui It, average Boulder
prices increased by 29 percent, those in the other
two communities by only 10 percent and 6 percent,
respecti vel y.27
Some governments also impose various en
vironmental controls. For example, the approval of
the California Coastal Commission, established by
public initiative in 1972, is required for any de
velopment or new construction on the 1,100-mIle
California coastline, up to two miles inland .
Michael L. Fischer, Executive Director of the
California Coastal Commission, a strong advocate
of the program's environmental goals, testified that
his commission's regulatory efforts" undoubted ly"
increase the cost of housing : " No question about it.
.. . When we reviewed development proposals, we
would place at the top of the I ist projects like hotels,
restaurants, and campgrounds .. . . Down at the
bottom of the priority list , of course, would be
sing le-family homes , an inefficient use of this pre
cious resource . . . [TJhese mitigation measures
would clearly add to the cost of housing projects."2R
in regulatory situations like the Coastal Com
mission, the only way a developer can get a project
approved is to cut its size drastically either in total
number of units or density. Bernard Frieden has
supplied two illustrations of these imposed density
constraints . A 1972 plan for a 2,000-unit project was
finally approved in 1976 for only 275 units. One
hundred units were priced between $100 ,000 and
$200,000. The remainin g units ranged from
$40,000 to $60,000-twice the original estimated
average sales price. The second plan called for
9,000 condominium units priced between $21,000

and $37,000. The 1972 plan was altered in 1976 to
contain 3,000 units with an average price tag of
$65,000 2 9
Thus, because of local opposition, some de
velopments which were intended originally to
house average-income families have been changed
so significantly that they provide shelter only for the
wealthy, a primary conclusion of Frieden's exam
ination . The critical question becomes whether de
velopers can continue to make compromises that
secure political approval, and still sell houses to
anyone but the most affluent. 30

Farmland. Preservation Controls
Regulation restricting land to farming use should
not be adopted if it would limit housing produc
tion.
As the nation 's population increased, market
forces caused the conversion of some farmland to
uses in greater demand, such as housing. In re
sponse, State and local governments tried a variety
of strategies to retain farmland, including agri
cultural zoning. Such zoning imposes legally bind
ing controls on all owners of land in the agricultural
zone and can raise housing costs by limiting the
supply of land.
As discussed in Chapter 14 , the Commission is
persuaded that no need exists for protecting farm
land from urban development. Prohibiting the con
version of farmland to urban uses may waste far
more resources than it saves. The added cost of
development on less well-located sites increases the
cost of capital and labor. This policy also may
increase transportation expenditures and require ex
pansion of sewer and water lines and roads by forc
ing the development of sites farther from already
developed areas .
As "exclusionary zoning " practices of some
communities have come under attack, the agri
cultural land issue may become a means for estab
lishing ex traordinary large-lot zoning-160 acres
and sometimes more. While this requirement is
ostensibly designed to preserve the minimum oper
ating size of farms, its real effect will be to exclude

Seymour Schwartz . David Hansen. and Richard Green , "Sub
urban Growth Controls and the Price of New Housing," Jour
nal of Environmental Economics and Mana gement . Vol. 8
(198 1), pp. 303-320.
27 Th e Danish Plan RetrospeCl: A Look at Growth Mana gement
Issues in Boulder. Colorado (Wash ington. D.C. : National
Assoc iation of Home Builders. 1981)
" Testimony betore the liovernment J.<egulations Committee.
Oct. 30, 198\.
' 9 Bernard Frieden , The Environm ental Protection Hu stle
(Cambridge , Mass.: MIT Press, 1979), Chapter 10 .
JO Ibid.

26

205

housing developments from the community.)' The
beneficiaries of large-lot zoning usually are affluent
homeowners, while lower-income renters and
young families pay the additional price . In evaluat
ing the effects of farmland preservation, govern
ment agencies must keep in mind the substantial
costs that may be imposed on those least able to bear
them.
This recommendation does not suggest disap
proval of special State tax treatment of agricultural
lands. In some States, when farmland is rezoned for
nonfarm purposes, the State will not increase the tax
rate from farm to nonfarm levels until the property
is sold for nonfarming purposes. At the time of sale,
however, the State will recapture the tax savings
from the seller.

Development Regulations
The standards adopted by municipalities to govern
land development and the way in which these im
provements are financed represent a substantial
component of total construction costs . The rec
ommendations that follow are designed to provide
regulatory relief and to allocate the costs of these
improvements more equitably.

Financing Infrastructures
Municipalities should consider using innovative
financing approaches to assist developers in
providing infrastructure for new residential de
velopment.
Site-improvement costs are a major reason for
the recent escalation of new housing costs. Na
tionally, the cost of a finished lot now averages
nearly 25 percent of the selling price of a new house .
Innovative ways of financing required in
frastructure must be found if these costs are not to
be absorbed directly into the selling price of the
house. Some cities have the authority to earmark
special financing for such infrastructure and can
issue bonds at a lower interest rate that can be
amortized over many years. This approach should
be encouraged wherever poss ible . It should be
noted , however, that the cost to society remains high
under tax-exempt municipal financing , since the
expense of providing infrastructure is passed on to
the general taxpayer.
For local governments lacking this authority,
one promising method for lowering infrastructure
costs is the municipal utility district (MUD). This
approach has been used successfully in the Houston
area to avoid costly hookups to established sewer
systems far from new residential developments.
In the Houston area, the MUD has issued
revenue bonds and used benefit assessments to pay
off the bonds . When an area is annexed by the city
206

of Houston, the MUD is absorbed . Houston then
retires the bonds and issues its own . This method
avoids requiring the developer to finance the in
stallation of infrastructure, thus adding the de
veloper's pro rata share of those costs to the selling
price of the house. Under such municipal financing,
the homebuyer also enjoys lower interest in paying
for his share of infrastructure costs .
MUD or a similar approach also could be
adapted to redevelopment projects where major in
frastructure replacement must be made but where
the imposition of these costs on the developer may
make the project infeasible.

Cost-Sensitive Standards
Hun should contract with the National Institute
of Building Sciences to develop cost-sensitive
subdivision standards for State and local govern
ment consideration.
Subdivision controls specify conditions for di
viding a parcel of land into lots for development.
Their purpose is to ensure that new development
meets community standards and that the developer
and the new homeowner absorb much of the costs of
a new development. As these regulations became
increasingly detailed-they now contain require
ments for public improvements ranging from side
walks and streetlights to parkland-<:harges that
they add unnecessary costs to housing development
mounted. A 1976 study of housing development in
New Jersey found that unnecessary site improve
ment increased housing costs by an average of 2.3
percent of the selling price of the unit. 32
A 1978 General Accounting Office (GAO)
study, 3) one of the most thorough reports on this
issue, analyzed the effects of 17 commonly used
site-improvement standards in a sample of 87 com
munities . It found:
• significant variation in standards specifica
tions for the same requirement, suggesting
arbitrariness in arriving at the standard;
• widely varying potential savings, depend
ing upon local standards , averaging $1,295
(about 2 percent of housing costs) but as
high as $2,655 in one community; and
• many overspecifications for road widths,
driveway widths, and other items, but few
for more expensive items like concrete
William A. Fischel, " The Urbanization of Agricul!ural Land:
A Review of the National Agricultural Lands Study," Land
Economics , Vol. 58 , May 1982.
II Seidel , op. cit ., pp. 45, 51.
Jl Why Are New House Prices So High , How Are They Influenced
By Government Regulations and Can Prices Be Reduced?
(Washington , D.C.: U.S. Comptroller General, General Ac 
counting Office, May 1978).
Jt

pavement specifications, water-main pipe
sizes, or cul-de-sac diameter.
A Colorado study found that changes in local
regulatory practices and requirements added be
tween $1,500 and $2,000 to the cost of the typical
home built between 1970 and 1975 . Part of this
additional cost was a result of new requirements for
wider and thicker streets , underground storm
sewers, and fences .)4
In 1972, it cost approximately $4,800 to im
prove a typical lot in Orange County, Calif. , to meet
local subdivision requirements, about 13.7 percent
of the average selling price of $35 ,000 for a house in
the county. In 1978, it cost $28,561 to meet the
subdivision standards-about 21.3 percent of the
selling price of the average home ($135,000).)5
No cost-sensitive set of standards for subdivi
sion development now exists that is responsive to
both health-and-safety and cost issues . The Com
mission believes that a national advisory standard
should be prepared that can provide guidance to
government and the pri vate development
community.

tection Agency (EPA) of any reserve capacity in
wastewater treatment facilities after October I,
1984.
While conventional on-site septic tank/soil ab
sorption systems are allowed in most areas without
public sewers, these systems often are impractical
because of marginal soils that do not permit proper
absorption . There are proven, cost-effective inno
vative wastewater alternatives suitable for use on
marginal soils, but many developers are unaware of
them and regulatory agencies have been indifferent
to them. Proposed EPA cutbacks in research and
promotional activities supporting the performance
and management of small-scale wastewater alterna
tives will further hinder the acceptance of these
technologies .
EPA and organizations such as the National
Association of Home Builders and the National
Sanitation Foundation also could help promote
small-scale wastewater technologies . EPA should
support organizations in disseminating technology
for such alternatives.

BuilderlDeveloper Fees
Wastt%tlter Technology
No development should be barred for lack of
municipal sewer capacity if the developer is pre
pared to install at his cost proven innovative and
alternative wastewater technologies that meet
public health and safety requirements. To this
end, the U.S. Environmental Protection Agency
should support both public and private research
activities related to innovative wastewater tech
nologies.
Housing development in many markets is lim
ited by a lack of public sewer facilities or by margin
al soils that limit the use of conventional, individual
septic systems. To deny development in areas of
limited public sewer capacity would be arbitrary
where developers are capable of installing adequate
on-site disposal technologies . The use of proven
small-scale wastewater technologies, such as clus
ter systems, would ease land-supply problems in
many housing markets .)6
The lack of central sewerage facilities, es
pecially in high-growth areas, continues to result in
the imposition of sewer moratoria . The number of
communities reporting sewer moratoria at anyone
time increased from 330 in 1976 to more than 500 in
1979. Capital spending for needed infrastructure at
the local level is constrained in many communities
by tight budgets and opposition to property taxes.
The situation may soon get worse . The passage
of the Municipal Wastewater Treatment Con
struction Grant Amendments of 1981 (P.L. 97-117)
would eliminate funding by the Environmental Pro

Builders and developers should be obligated only
for such fees, dedications, servitudes, parking
requirements, or other exactions as are specifi
cally attributable to the development. Likewise,
communities should not be required to subsidize
new housing development infrastructure or fa
cilities relating thereto. Builders and developers
should pay only their pro-rata share. They
should be permitted to install at their own cost
facilities not publicly available.
In addition to infrastructure costs, municipal
fees also adversely affect housing affordability. The
previously cited 1978 GAO report)7 found that some
communities charge fees for permits , inspections ,
utility tap-ins , and the like which add significantly
to the cost of new houses . In the 87 communities
sampled, the median fee was about $930 per house,
ranging from a low of $56 in one community to
$3,265 in another. Utility tap-in fees represented by
far the largest portion of the total fees charged by

}4

Bickert , Browne. Addington and Associates , An Analysis of
the Impact ofState and Local Government Intervention on the
Home Building Process in Colorado 1970-75 (Denver: Color

ado Association for Housing and Building, April 1976).
Alfred Gobar Associates, Housing Cost Analysis: Orange
County . Californians for an Environment of Excellence , Full
Employment and a Strong Economy Through Planned De
velopment (Brea , California: t980).
J6 The Effects ofEnvironmental Regulations, op. cit .• pp. 112-139.
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By Government Regulations and Can Prices Be Reduced? op.
cit .
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communities. The median fee charged for utilities
was $605, but 15 communities charged more than
$1,500 per house, and one charged more than
$3,000 per house. There is little nationwide con
sensus among local officials on what is a fair and
reasonable charge for specific municipal services.
Under growing fiscal pressure, local govern
ments have increasingly altered the financing and
pricing of their urban infrastructure. These new
methods, which draw a distinction between existing
residents and buyers of new homes, often require
the builder (and ultimately the homebuyer) to make
a capital contribution for the direct new service,
either in the form of cash or by actually providing
the infrastructure. Pricing methods also have
changed; many proposals require new residents to
pay more per unit of consumption than old custom
ers.
Where the infrastructure in question is not
principally attributable to the new development,
there is no economic rationale for distinguishing
between old and new residents. JB Thus, while in
frastructure improvements developed for the pri
mary use of the new homeowners should appropri
ately be charged to them, charges for municipal
improvements used by the community in general
should be apportioned among the developer (and
therefore the new residents) on the same basis as all
other residents.

Local Permit Processing
Any homebuilder who has had to go through the
applications process knows that time is indeed
money. From the moment he purchases or takes an
option on a piece of property, he begins to incur
"carrying costs"-interest, insurance, property
taxes, inflation, and office overhead-tying up cap
ital and even losing markets. The following discus
sion addresses various techniques that can be used
to reduce delays in processing applications.

Wherever possible, procedures for obtain
ing permits for subdivision and construction
should be reduced and consolidated to a single
comprehensive permit to minimize the time be
tween purchase of land and occupancy by home
owners and tenants.
The previously cited GAO report on housing
costsJ 9 determined that the average time for review
and approval is 7-1/2 months from the time a de
veloper submits his preliminary plans to the day a
building permit is issued. Extreme cases range from
a month to two years or more. Generally, larger
developments (250 or more units) in the high
growth areas experience longer review times. In any
case, added development time means increased car
rying costs for the developer, varying from 1 percent
208

to 10 percent of the final selling price of a house. In
periods of high inflation, this percentage could be
even higher.
The Rice Center Study of the costs of regula
tory delay in typical single-family divisions com
pared total project duration in the late 1960s to that
in the more heavily regulated 1970s, hypothesizing
that any difference was due to an increase in regula
tion. The average duration was found to have
lengthened between 1967 and 1976 by more than
five months, resulting in costs ranging from $560 to
$840 per single-family lot in the Houston area.
Projects involving the creation of utility districts
averaged delays of 13 months, costing an estimated
$980 to $1,460. 40

Local Initiatives
The Commission realizes that it is not possible to
achieve immediately a single consolidated local de
velopment permit, especially in view of the plethora
of independent agencies in so many local govern
ments. Short of this, however, local governments
have taken steps to expedite the permit process,
among them the following: 41
Create a central authority that provides all
permit applications required in the development
process. In communities where each department
operates its own permit system, applicants now
must make the rounds to obtain multiple permits.
Conduct pre-application conferences. De
velopers need the opportunity to discuss with expe
rienced staff such matters as community opposi
tion, probable conditions for approval, and how
other projects have been decided in the past. Such
informal information can be as important as the
official rules.
Establish a joint review committee whenever
several departments are involved in a project ap
proval. An increasing alternative to sequential rout
ing of applications is a review committee or team of
staff from each relevant department that meets reg
ularly to review proposals, jointly solve problems,
and reach a final agreement. Before the committee

Stephen Hanke and John T. Wenders, "Costing and Pricing for
Old and New Customers," Public Utilities Fortnightly (April
29. 1982).
39 Why Are New House Prices So High, How Are They Influenced
By Government Regulations and Can Prices Be Reduced?, op.
cil.
'0 The Delay Costs of Government Regulation in the Houston
Housing Market (Houston: Rice Center for Community De
sign and Research, 1978).
41 For a more extensive discussion, see American Planning Asso
ciation (with assistance of the Urban Land Institute), Stream
lining Local Land Use Regulation: A Guidebook Jar Local
Governments (Washington. D.C.: U.S. Government Printing
Office. 1980).
38

meets, the application is usually sent to the respec
tive departments for technical review by specialized
staff.
Implement 'fast tra cking" procedures for pro
jects with minor impacts. Fast tracking abbreviates

the review and approval process for smaller pro
jects. The process should be expanded to cover
certain larger subdivisions, as well as other routine
applications with no major impact.
Institute the simultaneous review of multiple
permits . Reviews must follow sequentially when

one permit is made a prerequisite for the next. In
many cases this is logical and efficient for both
developer and the review staff, but some applica
tions lend themselves to simultaneous review.
Consolidate or eliminate multiple public hear
ings . The typical sequence of land review envi 

sioned under most State laws was supposed to entail
one, or at most two , public hearings per project. But
where an applicant must obtain a change in zoning
before submitting a subdivision application , this
can add another two public hearings, and perhaps
upwards of four, in some States. The multiple-hear
ing process should be simplified or consolidated if
the time delays associated with the process are
burdensome.
Employ a hearing officer. A hearing official is
an appointed officer who conducts quasi-judicial
hearings on applications for parcel rezonings , spe
cial use permits , variances, and other such devices.
In addition to freeing the time of commissioners and
elected officials, the hearing official can help reduce
delay and uncertainty for both large and small
projects.
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CONSTRUCTION
STANDARDS AND
BunnING CODES
All levels of government and many private-sector
organizations have a hand in regulating the way a
home is built. Indeed, the fragmentation of the
process of regulating residential construction often
discourages builders and manufacturers from
adopting innovative products and methods as quick
ly as in other parts of the economy.
This chapter addresses construction standards,
Federal regulations , State and local building codes,
and licensing requirements as an integrated unit , to
provide guidance to alleviate this fragmentation.
The Federal role is examined in the context of the
evolution of private-sector construction standards,
followed by a discussion of product evaluation and
approval systems to facilitate adoption of cost
effective innovations.
Development of private-sector voluntary
standards and the general workings of the market
make it increasingly appropriate for the Federal
government to rely more on the private sector and
less on standards it develops itself. Such Federal
standards apply chiefly to manufactured housing
(mobile home) construction, energy, access for the
handicapped, and the FHA Minimum Property
Standards .
With respect to State and local building codes,
the Commission's recommendations are intended to
help remove duplication, eliminate unnecessary
variation in requirements from one jurisdiction to
the next , develop more cost-effective standards,
and improve the caliber of enforcement at all levels .
This can be accomplished through greater use of
nationally recognized model codes, increased train
ing for building officials , and creation of an au
thoritative national private-sector certification and
approval process for innovations. The appropriate

Federal role is to respond to the identified needs of
the private sector and support State and local efforts
to improve code administration . Finally, the Com
mission proposes reform of restrictive licensing re
quirements for the construction trades that impose
unwarranted barriers on skilled craftsmen.

The Federal Role
The Federal presence in establishing standards in
the housing construction industry dates back to the
National Housing Act of 1934, when the Minimum
Property Standards (MPS) were developed as part
of the FHA's insurance programs for Federal under
writing of risk and as a means of assuring lenders
and consumers that housing insured by the Federal
program would be of uniform quality. The absence
then of a voluntary national standard and the uneven
quality of codes and inspection processes necessi
tated the Federal presence. Over the years, the
Federal government has increasingly used con
struction standards.
The Commission concluded that separate
Federal standards often are no longer needed . Con
sumers now demand a market product at least as
good as that required under MPS standards. More
over, the rapid growth and acceptance of various
model building codes and the model One and Two
Family Dwelling Code underscore the private sec
tor's growing leadership in addressing building
standard concerns. Indeed, OMB Circular A-1l9,
"Federal Participation in the Development and Use
of Voluntary Standards," encourages Federal agen
cies to use private standards when possible and to
participate in development of standards by the pri
vate sector.
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Public-sector use of private standards is wide
spread. Most State and local governments in
creasingly adopt model building codes based on
private standards . The Federal government also re
lies heavily on private standards. The Minimum
Property Standards reference private standards, for
example , and the Manufactured Housing Standards
are based on the American National Standards In
stitute (ANSI) standard for mobile homes. The
Federal Trade Commission has relied on private
standards in adjudications , as has the Occupational
Safety and Health Administration . Private standards
are extensively used for procurement purposes: the
National Commission on Government Procurement
in a 1972 study reported that the General Services
Administration references more than 4 ,000 private
standards.

Private-Sector Standards
Federal agencies, in their housing programs,
should use appropriate voluntary private-sector
construction standards and rely upon appropri
ate private-sector processes for development and
revision of standards.
Government should rely only on sound, fair
private standards. The standards-setting processes
of the American Society of Testing Materials
(ASTM) and similar consensus systems have dem
onstrated their reliability in most cases. A con
sensus approach, when properly followed , seeks to
ensure fairness by inviting participation and chal
lenge. 1 Construction standards promulgat ed by
such groups as ANSI or ASTM represent the work
of more than 100,000 individuals in hundreds of
technical committees that follow the consensus pro
cess .
Most building standards are developed
through the ASTM process, which ensures that
technical data on the standard are considered and
that the procedures followed take negative views
into account. Committee memberships are drawn
from material producers, designers , engineers, and
others familiar with technical issues . Thus, when
committee members develop or review a standard,
they try to consider a variety of criteria including
health, safety, durability, and ease of maintenance .
The committees are intended to be balanced in that
producers of material - who stand to gain most by
the specific standard selected - cannot outnumber
nonproducer members. Finally, any reasonable
negative view, raised either within or outside the
committee during review of the proposed standard,
must be resolved before the adoption process can
continue.
After a construction standard is developed, it is
reviewed by model-code organizations for adop
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tion . This review establishes that the standard meets
health and safety concerns and that it is enforceable .
The standard may be modified to meet these criteria
before being adopted by the model code organiza
tion .
Model codes include building codes as weJl as
codes applying to fire safety and to plumbing, elec
trical, and mechanical systems. While the latter are
adopted through the consensus process, model
building codes are promulgated by associations of
building officials . The Building Official and Code
Administrators , Inc. (BOCA), the International
Conference of Building Officials (ICBO), and the
Southern Building Code Congress International
(SBCCI) each publishes a model code. 2 In addition,
the Council of American Building Officials
(CABO), an umbrella group of the other three,
publishes the CABO One and Two Family Dwelling
Code. Only building officials are full voting mem
bers of the model building code organizations, al
though the relevant committees and subcommittees
include other technically competent professionals.
Last year BOCA considered - but, regrettably,
rejected - opening its voting membership to archi
tects and engineers.
During the 1970s, the building-code organiza
tions began trying to harmonize their model code
requirements and to unify code enforcement and
interpretation, and these efforts show significant
progress. For example, the three model-code
groups have adopted the CABO One and Two Fam
ily Dwelling Code and the Model Code for Energy
Conservation . Also, CABO's Board for the Coordi
nation of Model Codes has made some progress in
combining provisions of the three model codes.
Model codes are used by many State and local
governments as the basis for their codes . It is only
when officially adopted by a government body that a
standard or code has the force of law.

Building-Product Evaluation and Approval
Systems
Reciprocity should be established between pub
lie and private building-product evaluation and
approval systems with the objective of develop
ing a single, nationally recognized private-sector
system upon which the public sector can rely.
See David 1. MacFadyen , "A Case Hi story of the Integrity of the
National Electrical Code," a study of difficulties with the
consensus process in changing the code to incorporate innova
tive flat conductor-cable wiring (Cambridge, Mass.: Technol
ogy & Economics Inc., 1979).
'The BOCA Basic Building Code tends to prevail in the East and
North Central States, the ICBO Uniform Building Code in the
Western States, and the SBCCI Southern Standard Building
Code in the South.
I

An innovator must surmount many obstacles
before he can market a new product for use in
residential construction. Local code officials usu
ally are wary of untried products or processes; they
can incur substantial liability if they approve a prod
uct that later injures people or damages property. 3
Authoritative evidence is needed to show that
an innovation meets basic health and safety con
cerns. If appropriate test methods and a consensus
standard already exist for the product, an innovator
may tum to a recognized competent laboratory for
testing and issuance of a report indicating com
pliance with the standard.
Of course, this requires performance standards
that. allow flexibility in meeting requirements,
rather than prescriptive standards that specify the
means. The code process should have a dual system
of standards: Performance standards can be used by
innovators and those who test new products, and
prescriptive standards can be used for routine con
struction activity.
To support the credibility of the laboratory
tests, both the American Association for Laboratory
Accreditation (AALA) and the National Voluntary
Laboratory Accreditation Program (NVLAP, now a
part of the National Bureau of Standards) will ac
credit laboratories that are competent to conduct the
appropriate specific tests.
There are several ways an innovator can dem
onstrate to local code officials that his product com
plies with a code: by approval from CABO, one or
more of the model-code groups, or HUD.
The innovator may submit his product to
CABO's National Research Board (NRB) for a re
search report attesting that the product conforms to
model-code requirements . Alternatively, an innova
tor may seek approval from anyone of the nationally
recognized model-code groups, but the process can
take a year or more. Moreover, periodic renewal
fees must be paid to the group that has approved the
product. Approval probably is necessary if the
product is to be marketed in areas using the model
code. The advantage of this approach for the appli
cant is that rejection by one code group does not
imply rejection by the other two. On the other hand,
the approval process must take pains to ensure that a
new product does not endanger health or safety in
the home.
Even the model-code research approval pro
cess may not guarantee acceptance by a local offi
cial, especially if the locality does not enforce an
unmodified version of a model code. Litigation may
be the only means of obtaining fair consideration of
an innovation. 4
The innovator who seeks permission to use a
product in HUD programs faces a separate process
called the "Technical Suitability of Products Pro

gram." HUD does not charge a fee, but the approval
process may take a long time. Moreover, no other
Federal agencies are bound by the Department's
determination.
An authoritative body is needed to certify ap
proval of new products and processes after enough
scrutiny to ensure they meet basic health and safety
requirements. The Commission calls upon HUD in
collaboration with the National Institute for Build
ing Sciences (NIBS), chartered by law to work in
this area, to set criteria for the structure and pro
cedures of such a body. Once such an entity is
established, HUD may wish to provide start-up
funds.
An effective national laboratory accreditation
system must be an integral part of any pri vate-sector
certification program . Existing programs must be
harmonized to meet the needs of a viable certifica
tion system.
Participants in the approval process should in
clude not only building officials, who are repre
sented on the research boards of the model-code
groups, but also technical experts in appropriate test
methods and performance standards, who are not.
A certificate from the panel would show local build
ing officials that an innovation was thought to meet
basic health and safety requirements , that a building
official can accept an approved product without
incurring liability, and that consumers can rely on
the product subject to any qualification issued by the
approval body. A sound approval process is needed
to overcome the problem of product liability that
makes new products unattractive to designers, man
ufacturers, and installers. This process could also
provide a safeguard for code officials who fear
liability suits if they approve a product with which
they are unfamiliar.

Manufactured-Housing Construction and
Safety Standards
Consistent with its legal authority, HUO should
revise its manufactured-housing construction
and safety standards, using, to the extent feasi
ble, nationally recognized voluntary standards
organizations.
Manufactured housing ("mobile homes")
serves an increasing number of American families;
by the end of 1980, more than 3.8 million families
Liability for violations of the constitutional rights of individual s
involving monetary damages is covered under 42 U.S.c.
Section 1983. See Owen v. City of Independen ce, 445 U.S.
622, 1005.0 . 1398 , 63 L.Ed .2d 673 (1980); Monell v. New
York City Dept . of Social Services, 436 U.S. 658, 98 5.0 .
2018,56 L.Ed.2d 611 (1978).
4 See Charles G. Field, " Judicial Solutions to the Tension Be
tween Codes and Innovation, " Urban Law and Polic)" 4
(J981), pp. 107-159.
J
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lived in manufactured housing on a year-round
basis .5 Manufactured housing is the only segment of
the U.S. housing industry that is regulated through a
national building code and a nationally controlled
enforcement system. The 1974 law establishing this
regulatory system called for the Secretary of Hous
ing and Urban Development to develop the "highest
level of protection" in the standards and for these
standards to "be reasonable ." 6
The Manufactured Housing Construction and
Safety Standard is based largely on a national con
sensus standard promulgated by the National Fire
Protection Association (NFPA) and ANSI. HUD
has made changes to deal with such items as trans
portation and durability.?
The existence of a nationwide building code
enables manufactured housing to avoid the expen
sive local-code variations that inhibit development
of economies of scale in conventional home con
struction. This is not to say the nationwide code is
without problems. HUD is only now revising the
standards for the first time since they were promul
gated in 1975, in sharp contrast to conventional
model codes that are revised on a three-year cycle.
This lag is even more surprising in light of studies
relating to health and safety (e .g ., fire safety) that
have indicated a need for revision. 8
HUD - required by law to follow a formal
rulemaking process when amending its code 
would do well to call on private voluntary standards
groups to develop revised standards on which re
vised HUD standards could be based. Because of
HUD's increased stake in manufactured-home fi
nance and the importance of private-sector par
ticipation in the development of the standard , the
process of adoption and revision of manufactured
housing standards may be a worthy prototype for
the broad-based negotiated rulemaking process de
scribed in Chapter 14.

Energy-Peiformance Standards
The Federal government should repeal the build
ing energy-performance standards legislation
and consider limited funding of private research
on total building performance.
In August 1976 , Congress enacted the Energy
Conservation and Production Act (ECPA), in re
sponse to the " energy crisis ."9 Title Ill , "Energy
Conservation for New Buildings," directed HUD to
develop and promulgate building energy-perfor
mance standards (BEPS) for new residential and
commercial buildings. The legislation also
provided for the development of sanctions for non
compliance, subject to approval by Congress.
Recent trends in energy conservation, industry
performance, and State and local efforts reduce the
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need for a Federal role in setting energy perfor
mance standards. As new construction becomes
increasingly efficient, the amount of additional en
ergy that can be saved by performance standards is
reduced. The architectural and engineering profes
sions have substantially modified their certification
and continuing-education programs to accommo
date the latest skills in energy-conscious design and
computer-aided design analysis .
Further, State and local efforts to improve the
energy efficiency of buildings also have increased
substantially since 1975 . Forty-six States as well as
many local communities now have energy con
servation standards; most are based on ASHRAE
Standard 90-75, developed by the American So
ciety of Heating, Refrigerating, and Air-Con
ditioning Engineers (ASHRAE). This standard, pri
vately developed through a consensus approach, has
wide support throughout the building industry and
is now being upgraded and modified . Federal stand
ards that duplicate State and local energy codes are
unnecessary and should be eliminated .
The Commission supports actions by Con
gress to eliminate mandatory Federal standards . To
avoid the possibility that voluntary standards might
be made mandatory in a new energy crisis, the
underlying BEPS legislation should be repealed.
However, the Commission does not recom
mend eliminating Federal research in this field un
less it is determined that there are adequate private
sector alternatives. Industry conducts research on
improved energy performance of particular mate
rials or building subsystems (e .g . , mechanical ;
heat, ventilating , and air-conditioning ; and electri
cal), but the Commission found no privately funded
studies aimed at improving energy use by improv
ing the design and operation of the whole building.
The BEPS research is useful in identifying ways to
conserve energy, and the Federal government
should consider providing limited funding for such
an approach.
, Thomas E. Nutt-Powell, Manufactured Homes (Bos ton:
Auburn Hou se Publishing Co . , 1982), p. 76.
6 Nati onal Manufactured Housing Construction and Safet y
Standards Act of 1974, PL. 93-383 , 88 Stat. 633 , 42 U.S .c.
Section 5401.
7 See House Subcommittee on Housing and Community De
velopment , Hearings: National Manufactured Hom e Con 
struction and Safety Standards, Parts I and 2 (Washington,
D.C. : U.S. Government Printing Office, September 1981).
8

9

See Edward Budnick and David Klein, Mobile Home Fire
Studies: Summary and Recommendations (Washington, D.C.:
Nati onal Bureau of Standards, 1979), and the companion cost
benefit analysis, Economic Cost-Benefit and Risk Analysis of
Results of Mobile Homes Safety Research: Fire Safety
(Cambridge, Mass.: Technology & Economics, Inc ., 1980).
Other studies are cited in NUll-Powell , op. cit ., chapter 2.
P.L. 94-385 , 90 Stat. 1125.

The Federal government should continue to
explore the feasibility of rating building designs for
their energy efficiency. While such a rating is diffi
cult because of differences in building-usage pat
terns, infonnation on new and existing residences
could satisfy the needs of the principal participants
in the home-sales process. Homebuyers need infor
mation to make intelligent decisions ; real estate
agents and homebuilders need an additional sales
tool; appraisers need data to detennine the value of
increased energy efficiency; and lenders need ener
gy-efficiency estimates in their underwriting prac
tices.
The greatest potential for short-tenn building
energy conservation may be in modifying the exist
ing housing stock. For example, the National In
stitute for Building Sciences is working on a Build
ing Energy Efficiency Program to advise home and
building owners about cost-effective energy con
servation measures . The government should sup
port such programs to improve energy conservation
of existing buildings.

Access for the Handicapped
The Federal government should use the Amer
ican National Standards Institute (ANSI) stand
ard for access for the handicapped in order to
meet the special construction needs of the hand
icapped population. Furthermore, appropriate
Federal agencies should request ANSI to de
velop, at the earliest opportunity, a methodology
for establishing scope requirements to determine
local handicapped housing needs. In the interim,
Federal scope requirements would be controll
ing.
To comply with federally assisted housing
development requirements in this regard,
builders should certify that the construction
complies with the ANSI standard and, where
appropriate, with the Federal scope standards.
It has been estimated that more than 9 million
handicapped people would benefit from increased
independence in personal care and mobility in a
more barrier-free environment , including those
who would benefit from more accessible housing
and improved public facilities , workplaces, and
transportation. 10
HUD is required to develop standards to be
used in making its programs accessible to the hand
icapped. The Architectural Barriers Act of 1968 11
was passed to "insure that certain federally funded
buildings were designed and constructed to be ac
cessible to the physically handicapped ." This act
covered housing owned by local housing au
thorities . Section 504 of the Rehabilitation Act of
1973 expanded the coverage by requiring that "No
otherwise qualified handicapped individual in the

United States ... shall, solely by reason of his hand
icap, be excluded from the participation in, be de
nied the benefits of, or be subjected to discrimina
tion under any program or activity receiving Federal
financial assistance or under any program or ac
tivity conducted by any Executive agency or by the
United States Postal Service ... ."1 2 The legislation
required each agency to develop its own Sec
tion-504-related regulations based on guidelines de
veloped by the then-Department of Health, Educa
tion and Welfare (HEW). The act also established
the Architectural and Transportation Barriers Com
pliance Board to ensure compliance.
As of April 1982, HUD had not published final
Section-504 regulations, but the most recent draft
would apply the new ANSI A1l7 .1 (1980) standard .
The regulations require that enough accessible units
be included in new construction of HUD-assisted
and -subsidized projects to meet locally detennined
needs, but the methodology for detennining such
needs is not well developed. If no new construction
is planned to meet those needs, ongoing HUD
sponsored rehabilitation programs must be used.
The ANSI standard was developed with the
participation of the major interest groups in the
building and design industries and those represent
ing the handicapped community. The National As
sociation of Home Builders and the American In
stitute of Architects helped develop the standard ,
and both have actively supported it. As the au
thoritative consensus document defining ac
cessibility, the ANSI standard should continue to be
the basis for Federal accessibility documents .
ANSI A1l7.1 is solely a technical specifica
tion. It describes the design requirement for door
widths, acceptable heights for controls, turning
space for wheelchair users, etc . Other than require
ments of at least one of an accessible item, however,
it does not specify scope , i.e., the proportion of
components - bathrooms, doorways , etc. - built
to the accessibility standards . Current HUD policy
is for 5 percent of new construction to be accessible
to the handicapped.
The proportion of units that should be available
for the handicapped will vary by locality because
the percentage of the population that is handicapped
varies by locality. ANSI can develop methodologies
for detennining the size of the local handicapped
population, but should not detennine the actual
percentage requirement for a project.

10

u.s. Dep311ment of Housing and Urban Development , Access

to the Built Environment: A Review of the Literature (Wash
ington , D.C: U.S . Government Printing Office, 1979), p. 30.
" P.L. 90-480, 82 Stat. 718, 42 U.S.c. 4151.
Il P.L. 93--112, 87 Stat. 355 .
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Minimum Property Standards
The Department of Housing and Urban Develop
ment, the Farmers Home Administration, and
the Veterans Administration should phase out
their use of the single and multifamily Minimum
Property Standards and depend entirely on lo
cally enforced building codes that are consistent
with the One and Two Family Dwelling Code or
one of the current nationally recognized model
building codes . Additional marketability and
durability criteria may be used for federally sub
sidized multifamily rental housing if required to
establish a reasonable level of risk for Federal
funds.
In the absence of such a locally enforced
building code, the three agencies should enforce
the One and Two Family Dwelling Code or
whichever of the current nationally recognized
model building codes is most widely used in the
immediate area of the individual project.
The Minimum Property Standards (MPS) were
an integral part of the Federal government's efforts
to rescue and restructure the nation's housing mar
kets in the 1930s. In addition to its Federal use, the
MPS has been widely employed by homebuilders,
lending agencies , and manufacturers of residential
building products across the country. The evolution
of the various model codes with comparable stand
ards and their broad acceptance by local authorities,
insurance companies, and banks further reinforced
movement toward a common market standard.
In the last 25 years , housing consumers also
have come to expect a certain size and amenity level
and would continue to do so even if the MPS ceased
to exist. In fact , the buying public now demands
most of the underwriting or marketability features
required by the current MPS . In jurisdictions where
they are adequately enforced , sound local codes , in
effect, replace the necessity for Federal enforce
ment of an additional layer of standards . It seems
fair to conclude that it is time for a transition from
the MPS to dependence upon the codes and the
demands of the market.
Th e currently recognized model building
codes for multifamily homes and the CABO One
and Two Family Dwelling Code for single-family
homes provide enough assurance of basic quality
that the Federal government need not be involved in
separate minimum property standards. For multi
family properties, HUD should rely on locally en
forced codes when these are reasonably consistent
with one of the nationally recognized model build
ing codes.
Standards mandated by statute or representing
reasonable FHA insurance fund underwriting con
cerns for durability are important supplements to
model code requirements in the case of HUD-sub
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sidized multifamily housing . For FHA-insured non
subsidized housing, HUD should recommend elim
ination of requirements that do not meet basic health
and safety concerns . Where additional standards
are used, HUD should justify them by demonstrat
ing that they meet underwriting concerns not met
under local codes, land-use regulations, and general
marketplace demand . HUD eventually may not
need to promulgate its own standards but may rely
instead on local building and land-use codes .
HUD should phase out the MPS in favor of
reliance on local cod es that are consistent with one
of the current nationally recognized model codes.
The developer should submit data showing that the
local code is satisfactory. Consistency is presumed
unless HUD determines otherwise . Where there is
no appropriate local code, HUD field staff should
have the discretion to select one of the model codes
and other land-use regulations used in the area.
HUD should not unreasonably require more of the
builder than these public- and private-sector codes
do.

State and Local Building Codes
Building codes were created to provide basic pro
tection for the health and safety of consumers of
housing and users of buildings of all types. To this
end, many States and localities rely on a model code
for their basic regulatory framework. Besides codes
applying to construction, there are fire safety, me
chanical , electrical, and plumbing codes, and spe
cial codes for nursing homes, hospitals, schools,
etc .
Over the years , State and local governments
have tended to add extra elements of protection to
those in the original building code, usually in the
name of providing further consumer safeguards .
Pressures to raise the minimum level of protection
have come from many sectors of the building indus
try.
State and local governments have not acted
uniformly, thereby creating differences not only
among States but among adjoining communities . In
a 1976 survey of local building departments, the
Center for Urban Policy Research found that where
the code was either locally adopted or State-recom
mended , one-third of the localities reported "sig
nificant variations" between their code and those
used by neighboring communities. l3 These dif
ferences in levels of protection create additional
costs for those who manufacture building products,
those who specify them, and those who install
them . States with mandatory statewide codes do not
I)

Stephen R. Seidel. H ousing Costs and Government Regula
tions (New Brunswick . N.1.: Center for Urban Policy Re
search. 1978). p. 85 .

have this problem when the code is unifonnly ap
plied.
A further problem is that enforcement and
interpretation of identical code requirements vary
greatly from community to community, thereby
adding more costs to the supplier, designer, and
builder. Estimates of the cost of all unwarranted
variations range from 1.5 percent to 8 percent of the
selling price of the average house, but whatever
their magnitude, they are unnecessary and ul
timately borne by the consumer. The problem is
compounded by the generally low priorities and
budgets most local governments assign to their
building departments.
Some States with mandatory codes impose
prohibitions on more stringent local requirements
and require code officials and inspectors to be com
petent in the enforcement and interpretation of the
code . New Jersey, for example, has adopted a state
wide mandatory code consisting of five subcodes;
each is a nationally recognized model code adopted
without technical amendment. While local govern
ments enforce the code, the State's Department of
Community Affairs licenses code-enforcement offi
cials . Under New Jersey law, all inspectors used by
localities have been required since January I, 1981,
to be tested for competence and licensed.
Other States enacting statewide codes with lo
cal enforcement include Massachusetts, Connecti
cut, Oregon, and Kentucky. Virginia in 1972
adopted a notable" industrial building unit" law to
cover manufactured and modular housing. As long
as such units meet the industrial unit standards, they
are exempt from the statewide building code and
local building regulations. I.
Where States have allowed local government
to adopt more stringent minimum requirements
than the State's, the same variances among local
communities occur. The efforts of the model-code
organizations to harmonize their requirements will
be fruitless if communities continue to add un
necessarily divergent requirements to local codes.
Below are recommendations to limit the pres
ent broad scope of building codes, adopt model
codes with minimal amendment, upgrade the pro
fessionalism of code officials, expand membership
of model-code groups, improve coordination of
building and fire safety codes , adopt rehabilitation
guidelines, and provide limited Federal funding for
research and demonstration of code reforms. Fi
nally, recommendations are offered for reforming
State and local licensing laws for construction
craftsmen.

Health and Safety Requirements
All building codes should be limited to health
and safety requirements; those responsible for

developing or adopting such codes should re
move existing requirements that do not meet this
basic test.
The standards and model codes produced by
the private sector take into account factors other
than essential health and safety, and these factors
are in tum reflected in local building codes. The
problem is exacerbated when States and localities
add code provisions irrelevant to health and safety
requirements . These additional provisions are often
suspect in tenns of balancing benefits and costs.
Important community concerns may some
times require adopting code provisions that do not
deal with health and safety but rather with energy,
security, the handicapped, and noise, for example .
On the other hand, provisions relating solely to
aesthetics and marketability should be removed
from model codes and those codes adopted by State
and local governments . Such matters of taste are
best left to the marketplace rather than the regulato
ry process. Moreover, expensive aesthetic and mar
ket-related requirements may serve an exclusionary
function if inserted into codes, much as exclusion
ary zoning provisions arbitrarily increase housing
costs.

State and Local Use
Codes

if Model Building

States should adopt or require their local govern
ments with building codes to adopt, with little or
no amendment, one of the current nationally
recognized model building codes and the CABO
One and Two Family Dwelling Code.
It is important to reduce the wide differences
among local codes so builders and suppliers can
take advantage of scale economies to serve a large
potential market.
Although localities increasingly base their
codes on one of the model codes, variations in
requirements among jurisdictions still exist and
constitute a major obstacle to cost reductions. Two
solutions have been tried with what appears to be
some success: States have taken over regulation of
construction through the implementation of state
wide mandatory building codes, and Federal safety
and construction standards were enacted to regulate
mobile homes produced and shipped interstate.
While the data are incomplete, the State approach
appears to work without dislocation of construction
activity. Judging by the manufactured-housing in

14

Council of State Community Affai rs Agencies, "State Actions
10 Promote Affordable Housing, " unpublished report pre·
pared for the President's Commission on Housing (1982) , pp.

46-50.
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dustry's firm support of the single code, the Federal
code works, too.
Many observers point to the mobile-home in
dustry as an example of how manufacturing can
become more efficient when it answers to a uniform
- rather than greatly varied - set of governmental
regulatory requirements . IS While the Commission
deems it inappropriate for the Federal government
to preempt State powers in determining con
ventional building codes, there is much the States
themselves can do to promote building-code unifor
mity. For example, a statewide building code may
greatly reduce the number of disparate regulatory
bodies a builder or supplier must satisfy in order to
market a safe and beneficial product.
To date, 25 States have adopted statewide
building codes . However, 14 of these States have so
called "minimum" codes that permit localities to
set more (but not less) restrictive requirements .
Three States have enacted so-called "maximum"
codes , setting maximum standards that localities
may not exceed in their code requirements . Another
eight States have adopted mandatory statewide
codes applicable to all localities imposing building
code requirements .
Exercise of a State's authority to impose a
statewide mandatory building code can reduce costs
by providing developers advance knowledge of a
clear set of building standards that apply uniformly
to all localities and enable builders and suppliers to
use more efficient production techniques to serve
the statewide market. The Commission does not call
for all States to adopt a mandatory code, however.
The Commission urges States and localities to
minimize technical amendments to model codes
they adopt; appropriate local variations might in
clude administrative provisions . As recommended,
States and localities should adopt the other na
tionaJly recognized model codes - including the
One and Two Family Dwelling Code - with little or
no modification . These include fire , electrical,
plumbing, mechanical, elevator, and other codes
applicable to single or multifamily housing .
Finally, the Commission urges the model-code
organizations to accelerate their efforts to reconcile
their provisions, and especially to use a common
format so their provisions can readily be compared.

Prifesswnal Code Mministration
State and local governments should recognize
and utilize existing building-department person
nel certification systems as an integral element of
evaluating the technical competence of such
personnel.
The professionalism of code officials has in
creased appreciably since the last Presidential hous
ing commission in 1968. The various model-code
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organizations have adopted in-home and seminar
training programs, offering formal examinations for
building inspectors . CABO recently adopted a for
mal certification program for building officials in
cluding semiannual examinations .
The model-code organizations estimate some
5-10 percent of building inspectors have passed the
examinations, mostly in recent years . Even in juris
dictions that do not require formal certification,
officials and inspectors study for the examinations
as a means of showing their competence and
qualification for professional advancement.
Despite greater professionalism by local code
officials, the problem of uneven interpretation con
tinues to plague the building industry. New Jersey
now requires State certification of building officials
and inspectors, even while retaining enforcement
powers at the local level. Because of the continuing
need for more professional code enforcement,
States should consider approaches like that used by
New Jersey while utilizing existing programs in
order to create nationwide uniformity of building
official certification . Certification examinations
could be made a condition of employment and pro
motion.
The Commission urges States and localities to
grant reciprocal recognition of existing certification
programs so that building officials can retain their
professional status if they move. Such reciprocal
arrangements , with appropriate training in the new
State's specific requirements, are common in many
State-certified professions and should be encour
aged .
Because improved professionalism can lower
housing costs, the Commission urges States and
localities to support financially - and perhaps re
quire - continuing training programs for building
officials. Several witnesses told the Commission
that because of budgetary pressures such training
opportunities are being curtailed rather than ex
panded . Budgetary pressures also result in a salary
structure too low in many jurisdictions to attract and
retain the most capable personnel.
In contrast to other safety services, such as
police and fire departments, a building department
is not dramatically visible to the public it serves.
Indeed, health-and-safety requirements for build
ing tend to be most publicized in the event of trag
edies such as a major fire or the collapse of a
building; when a building department does its job
welI, no one seems to notice . In many areas , the
consequence is that the modest sums needed for
training and professional administration are only
grudgingly granted, if at all. States and localities
should recognize the costs of inadequate code adIS See

Seidel, op. cit ., pp. 92-93; NUll-Powell, op. cit ., pp. 9-39.

ministration and undertake cost-effective measures
to ensure high performance in their building depart
ments.
Building-code enforcement may be a candi
date for contracting to private firms, as many other
local services are now contracted. Certification
would ensure that individual inspectors meet neces
sary standards of competence. A State or locality
then would monitor the performance of the private
firm to ensure that it was performing as required .
Such an inspection system monitors the
quality of mobile-home construction. The National
Conference of States on Building Codes and Stand
ards (NCSBCS), under contract to HUD, oversees
the performance of the private and public mobile
home inspection agencies approved by HUD to
enforce the Federal mobile-home construction and
safety standards .

Membership

if Model-Code Organizations

The model-code organizations should include
other technically competent interested parties as
full voting members in their deliberative
processes.
As in the case of private standards groups, the
basic fairness of the process of model-code revi
sions is important in influencing government bodies
to adopt privately developed codes.
The Commission is encouraged by progress in
fostering communication between code officials
and other technically competent people, especially
architects and engineers. The BOCA Code Change
Committee includes an architect, an engineer, and
other noncode officials appointed by the BOCA
president. In 1981, BOCA considered but rejected a
proposal to expand voting membership to include
architects and engineers, not just building officials .
ICBO includes architects , engineers, and other ad
visory members who influence the ICBO commit
tees, although only building officials are formal
voting members . Subcommittees of SBCCi's Code
Change Committee include architects, engineers,
and manufacturers, among others, although only
code officials are on the full committee. CABO in
1978 created a broad-based committee to review
changes to the One and Two Family Dwelling Code;
among the professionals appointed were an archi
tect, a professional engineer, and homebuilders.
These, it is hoped, are steps toward full voting
membership for such professionals.

Conflicting Codes
The Board for the Coordination of Model Codes
(BCMC) should be encouraged in its effort to
resolve differences between building codes and
fire-safety standards.

The nationally recognized model building
codes contain fire-safety standards promulgated by
the National Fire Protection Association (NFPA)
e.g., those governing the installation of automatic
fire sprinkJers . The National Electrical Code pro
mulgated by NFPA is most often adopted by State
and local governments as a companion document
for their own or one of the national model building
codes. However, the model codes and NFPA pro
mulgate differing fire-safety exiting requirements
that often are impossible to resolve. In these in
stances, the architect and builder are required to
follow the most stringent requirements , and this
usually results in added cost to the consumer.
In 1981 , BCMC, created by the model-code
groups to harmonize the contents of their codes ,
invited NFPA to become a full voting member.
NFPA's participation should harmonize the con
tents of the model building codes with the NFPA
Life Safety Code . The Commission - recognizing
that much remains to be done - enthusiastically
supports this effort.
It is also important that the BCMC accelerate
its work to harmonize the model building code
requirements, and especially to create a common
format to help compare them.
In many instances, fire safety and building
safety at the State and local level remain at cross
purposes , since State and local amendments to both
codes inadvertently increase conflicts between their
requirements .
Complete harmony between national fire- and
building-code requirements will not by itself re
solve State and local amending practices. A closer
liaison between State and local building officials
and fire officials also is needed, all in the interest of
ensuring reasonable and minimal fire-safety re
quirements for consumers of housing. In 1980, the
NFPA - in an effort to establish broader participa
tion by building officials in the deliberations of
NFPA - created an Architects and Building Code
Officials' Section. But that effort has yet to generate
greater cooperation. Building officials should take
advantage of the NFPA's attempt to create the har
monious relationship needed to benefit all consum
ers of housing .

Rehabilitation Standards
State and local governments should apply the
HUO rehabilitation guidelines as the basis for
further development of their own rehabilitation
standards.
When applied to building-rehabilitation pro
jects , building codes oriented to new construction
can add high, unnecessary costs. In 1978 hearings,
the Senate Banking Committee heard architects,
trade associations, building officials, and others
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testify that code-generated costs can range from 10
percent to 20 percent of total project costs and add
unnecessary project-approval time - reportedly as
much as 16 months longer than for comparable new
construction. 16
These constraints strongly affect the nation's
growing rehabilitation activity, including preserva
tion, adaptive re-use, and renovation. Building
codes for new construction present difficulties when
applied to rehabilitation . First, codes may not ad
dress the types of construction present in many
older buildings. Second, codes apply to new con
struction processes rather than rehabilitation of an
existing building that must be analyzed for a reason
able degree of code compliance. Third, codes limit
innovative solutions because building officials feel
that there is not enough technical flexibility to allow
code deviations. 17
HUD in 1980 adopted Rehabilitation
Guidelines, including the "Guideline for Setting
and Adopting Standards for Building Rehabilita
tion." Both the American Society of Civil Engi
neers (ASCE) and the American Society for Testing
and Materials (ASTM) have begun developing vol
untary standards that embody the purposes and
methods of the HUD guidelines. These guidelines
reflect the kind of private-sector participation the
Commission encourages, and it urges States and
localities to apply them to rehabilitation projects in
place of expensive and unnecessary new con
struction requirements .

Building Code Research
The Federal government should consider provid
ing limited funding for research and demonstra
tion projects to enhance the technical content
and the administration of building codes.
The Commission found there is a continuing
need for research to enhance the technical content of
building codes. 18
Appropriately, much of this work is left to the
resources of the private sector - often, firms with a
large direct financial stake in the adoption of their
product. Manufacturers of plastic pipe or flat-wire
cable have successfully undertaken the research and
development needed to secure approval of their
products by the national code organizations and,
increasingly, by State and local governments.
On the other hand, some innovations - im
proved design practices, for instance - may have
such wide industrial application that no single firm
is willing to spend the money needed to secure their
adoption into building codes. Recent examples are
the appropriate test methods and standards for un
vented heaters or for barriers behind wood-burning
furnaces. This is also true of innovations that in
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volve building systems rather than single products:
for example , an alternative framing system for
houses that involves less labor or materials, or im
provements in air conditioning that include a variety
of components in specially designed systems.
Where this kind of improved technical content
in building codes promises overall savings in hous
ing costs, the Commission finds it appropriate for
the Federal government to consider providing the
necessary research funds to the most appropriate
private or public organizations. A particularly ad
vantageous arrangement would be to support re
search at land-grant universities in States that have
expressed a commitment to statewide regulatory
reform based on university-State cooperation.
While Federal funding would originate with a
department such as HUD, the National Institute for
Building Sciences (NIBS) is a forum that could
develop a research agenda for Federal
consideration. 19
In addition, the unique capability, facilities,
and expertise of the National Bureau of Standards
(NBS) have played and should continue to playa
significant role in improving the technical content
of codes through technical data and test methods,
performance criteria, and background technical
work.
Most of the obstacles to building-code reform
are institutional rather than technical . Only the most
affluent innovator, for example, can afford the esti
mated half-million dollars spent annually by the
plastic-pipe industry to get its technical innovations
adopted by the model-code organizations, State and
local governments, and local building officials. 20
In addressing these institutional issues, a num
ber of possible reforms should be investigated
through research and demonstration, with success
ful changes brought to the attention of other States
and localities. Areas of study could include:
• Assessment of the cost-effectiveness of inno
vations in building-code administration at
16

17

18

U.S. Senate, Impa ctqfBuilding Codes on Housing Rehabilita
tion , hearings before the Senate Committee on Banking,
Ho using and Urban Affairs (Washington, D.C.: U.S . Govern
ment Printing Office, March 24 , 1978).
James G. Gross, "Improving Building Regulations for Re
habilitation" (Washington, D.C.: National Bureau of Stand
ards, 1981).
See U.S. Comptroller General, General Accounting Office,

Greater Use oj Innovative Building Mat erials and Con
struction Techniques Could Reduce Housing Costs (Wash
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ington , D.C.: 1982).
The 1974 Housing and Community Development Act (PL.
93-383) specifies that NIBS is to address the problem " of the
difficulty at all levels of government in updating their housing
and building regulations to reflect new developments in tech
nology..." (Sec. 809(a)(1)).
Seidel, op. cit., p. 91.

the State and local levels . Subjects for study
include the New Jersey and Massachusetts
statewide codes, the Los Angeles system of
product approval and research reports, and
the Detroit system of "one-stop service" in
the building permit process. These States
and localities have innovated in their code
adoption and enforcement, but the results
have not been analyzed, nor have successful
experiences been widely shared.

this concept on a limited scale. Also needed
is evaluation of proposals to permit innova
tors to market their products so long as they
provide insurance against harm caused by
exceptional failures . 21

Licensing Construction Craftsmen

States should reform their laws relating to licen
sure of specialized construction workers (I) to
remove licensure requirements not related to
• Development of models of efficient building
basic heaJth and safety and to remove testing and
department administration appropriate to
scoring not closely and directly related to job
various-sized States and localities .
performance; (2) to establish statewide licensure
• Assessment of the cost-effectiveness of re
so licensed craftsmen may operate anywhere
forms focusing on the qualifications and
within the State; and (3) to grant recognition to
professionalism of building officials. As
comparable licenses issued by other States.
sessment would cover multidiscipline in
spectors, mandatory continuing education
requirements, State certification programs ,
and the effective introduction of perfor
mance rather than prescriptive requirements
into everyday code enforcement. It also
would include research on the accoun
tability and liability of building officials for
their decisions, with development of sound
legal and administrative models .

• Examination of the budget issues involved in
building departments . Reviews are needed
of "user pay " concepts and the costs im
plicitly associated with using the building
department as a net-revenue-generating de
vice. Again, models would be made avail
able to localities seeking to reform their
systems of administration. Demonstration
of building-code enforcement contracted
out to private firms also might be studied.

• Examination of the longer-term possibility
of substituting warranties for building-code
requirements. This would include analysis
of the French system, which imposes war
ranty requirements in place of building
codes, and analysis of the conditions for
cost-effective adoption of such a system in
the United States. This possibility is attrac
tive because building codes and warranties
both address the requirement that homes be
constructed to meet basic health and safety
needs . If properly implemented , it could
significantly reduce housing costs. Warran
ties are less expensive to administer than
building codes; they are implemented
through the private sector rather than
through a regulatory bureaucracy. Warran
ties are essentially performance standards
rather than the prescriptive standards found
in codes. An effective demonstration pro
ject is needed to test the cost effectiveness of

States and some localities license construction
craftsmen, such as plumbers and electricians, to
ensure that construction is done by qualified people.
However, a number of recent studies 22 indicate that
many licensing laws create barriers to entry and
impose unnecessary construction costs. They also
operate to restrict interstate mobility of craftsmen,
thereby exacerbating the effects of housing cycles.
Licenses are granted by States or localities and
sometimes by both . There is evidence that the most
restrictive licensing of electricians and plumbers
occurs at the local level or when both a State and a
locality have license requirements.
Before electricians or plumbers can be li
censed, States or localities require that they pass
examinations and satisfy specified minimum re
quirements. Prerequisites vary by jurisdiction but
include in at least some jurisdictions : (I) recommen
dation by members of the occupation; (2) years of
experience or apprenticeship; (3) years of school
ing; (4) minimum age; (5) U.S. citizenship; (6)
years of local residence; or (7) literacy in English.
Several of these requirements are difficult to
justify if we assume the only valid reason for licens
ing is to protect public health and safety. These
include items (I), (4), (5), (6), and possibly (7). The
See John McClaughry, "A New Approach to Building Safety,"
in Donald Pinkerton (ed.), Building Rehabilitation Research
and Technology jor the 1980's (Des Moines, Iowa: Kendall!
Hunt , 1980), pp. 65-75 .
" See Benjamin Shimberg, Occupational Licensing: A Public
Perspective (Princeton, N .1.: Educational Testing Service,
1978); Shimberg, Barbara F. Esser, and Daniel H. Kruger,
Occupational Licensing: Practices and Politics (Washington ,
D.C .: Public Affairs Press, 1973); Jeffrey Perloff, "Plumber
and Electrician Licensing Laws, " Construction Review (Sept!
Oct. 1979); Perloff, "The Impact of Licensing Laws on Wage
Changes in the Construction Industry," Journal oj Law and
Economics, 23 (1980), p. 409; and Morris Kleiner, Robert S.
Gay, and Karen A. Greene, "Licensing, Migration, and Earn
ings: Some Empirical Insights, " Policy Studies Review , Vol.
I, No . 3 (February 1982).
21
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others, notably schooling and experience require
ments, have been applied with great variation
among licensing jurisdictions in ways that are diffi
cult to justify.
Some cities and States require two years of
experience to become a journeyman electrician or
plumber, while other States, and localities such as
New York City, require considerably more. Again,
studies indicate that the more extreme requirements
tend to increase construction costs without offset
ting benefits in terms of minimum acceptable com
petence.
Finally, licensing examinations for many
trades are said to be arbitrarily administered. Eco
nomics Professor Elton Rayack2J of the University
of Rhode Island conducted a detailed study of li
censing failure rates in 12 professions, including
electricians and plumbers, in Connecticut, Mas
sachusetts, and Rhode Island. Among his findings:
When labor market conditions worsen, licensing
boards tend to fail a higher percentage of applicants
for licensure, irrespective of the qualifications of the
applicants, in order to reduce the flow of new en
trants into the market and thereby strengthen the
competitive position of the licensed.
Rayack concluded that such variation in exam
ination-failure rates indicates the tests were not ap
propriate to determine "minimum socially accept
able standards of skill and ability." Circumstantial
evidence supports this conclusion. In 1973, for ex
ample, 2,149 candidates took the Florida Con
struction Industry Licensing Board examination to
become general contractors - and all failed. "Then
after a flood of protests, the board took a second
look at the results and decided that 88 percent had
passed ."24
The Commission found sufficient evidence to
call on the States to reform licensing requirements
for workers in the construction industry, as follows.
• License requirements not essential to the
protection of health and safety should be
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eliminated. Concern about incompetence
often can be addressed adequately through
certification or a system requiring no more
than registration and the policing of regis
trants where abuses are alleged to have
occurred. 25
• Only testing and scoring directly related to
job performance should be permitted. When
the implementation of these rules is chal
lenged judicially, a government agency
should bear the burden of proving the reg
ulation complies with the foregoing stand
ards.
• States should create statewide licenses or
reciprocity so practitioners are not ar
bitrarily confined to the locality where they
receive their license. Statewide licensing
requirements should not preempt less re
strictive standards at the local level.
Finally, the Commission calls on States to rec
ognize comparable licenses from other jurisdic
tions. Especially in view of the growing prevalence
of model building codes and widely adopted codes
such as the National Electrical Code, there is little
justification for many present restrictions on the
mobility of skilled construction craftsmen. There is
much evidence that these skilled people would
move to States with higher construction wages if
they could retain their licensed status there. Such
migration, in turn, would contribute to lowering
housing costs and, in particular, to mitigating the
impact of housing cycles as they variously affect
different parts of the country.

Elton Rayack, "An Economic Analysis of Occupational Licen·
sure," unpublished paper for U.S. Department of Labor,
1976.
,.. Consumer ReportS (April 1976), p. 204 .
2S Ernest Gellhorn, "The Abuse of Occupational Licensing,"
University ofChicQgo Law Review, 44 (1976), pp. 6-77.
2J

Earlier chapters in this section have documented the
need for nationwide, systemic change in the struc
ture of housing regulation . That need was under
scored by a number of Commission findings: the
continued growth of regulation, despite the warn
ings of the Douglas Commission and the Kaiser
Committee; the impact of those regulations on the
cost of housing; and the need to provide access to
affordable shelter for the millions of new house
holds with limited resources .
The Commission recognizes that not all gov
ernments or their constituent agencies will respond
the same way to the Commission's deregulatory
recommendations. Some may initiate actions
willingly; others may strongly resist change. But
many State and local governments probably would
be receptive to regulatory change if the problem of
housing affordability is effectively communicated
to them and proper technical support is provided . It
is this large group of uncommitted State and local
agencies and governments that the Commission is
especially interested in reaching through the rec
ommendations in this chapter.
The Commission's recommendations on de
regulation are summarized in Table 17.1. This table
points out the extent to which housing deregulation
is a shared governmental responsibility. It also
shows the magnitude of the task that all levels of
government face if they are to achieve regulatory
reform in a manner that avoids duplicative or coun
terproductive policies and actions. Implementation
of these recommendations cannot be accomplished
unless all affected parties are significantly involved
in the process .
There are major obstacles, however, to achiev
ing broad support for deregulation-the perceived
self-interest of the various institutions and individu
als that produce, regulate, or consume housing:
• Economic Interests. Institutions and indi
viduals that benefit from the regulatory sys

tem in a direct economic sense (ranging
from manufacturers of products, service in
dustries, trade unions, and building-code
officials to planning consultants and attor
neys) collectively represent a powerful force
that often resists rapid or dramatic change .
• Governmental Inertia. Officials in govern
ment agencies and organizations often per
ceive change as a threat to competing public
concerns or to their own personal interests.
The staff of these institutions sometimes
reflect the narrow interests of the constitu
encies they serve rather than a broader pub
lic interest.
• Homeowner Politics . Whether in the form
of growth controls or opposition to rezon
ing, resistance to new development appears
to have gained strength in the 1970s; many
local ordinances have restricted the use of
land and excluded newcomers from the
community.
Thus, change is essentially a political rather than a
technical process . For this effort to succeed, these
barriers must be substantially reduced or neu
tralized .
To facilitate this change, the Commission has
developed recommendations in the following areas:
special regulatory relief for Federal housing actions
and regulations; HUD implementation initiatives;
and State and local government deregulation ac
tions . In addition, this chapter identifies a number
of public and private initiatives already under way,
demonstrating that awareness of the housing afford
ability issue is growing and that change is possible .

Implementation Recommendations
The following recommendations urge all levels of
government to act immediately and decisively to
expand their deregulatory efforts: revision or
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Table 17.1
Implementation of Commission Deregulation Recommendations: Govermnental and
Private Sector Responsibilities
Implementing Level
Recommendation
A. FEDERAL RECOMMENDATIONS
1. Environmental Regulations
a. Eliminate duplicative Federal and
State environmental requirements.
b. Amend Section 404 of Clean
Water Act to limit Federal wetland
provisions .
c. Review of Executive Order 11990
(wetlands).
d. Raise the HUD EIS threshold to
2,500 dwelling units or lots and
use two-stage review processes or
environmental assessments.
e . Increase use of HUD Local Area
Certifications.
2 . FloodQlain Management/Insurance
a. Task Force on Regulatory ReJief
should review and revise:
(I) lOO-year floodplain standard;
(2) Executive Order 11988
(floodplains).
b. Coastal barriers delineation and
definition should be amended to
reflect increased sensitivity to uses
of coastal property.
c . Promote private insurance industry
assumption of flood insurance.
3. HMDA and CRA
Congress and appropriate regulatory
agencies should review burdens on
depository institutions resulting from
Home Mortgage Disclosure Act
(HMDA) and Community
Reinvestment Act (CRA).
4. RESPA
Section 8 of the Real Estate
Settlement Procedures Act (RESPA)
should be revised to permit
development of new settlement
services.
5. Davis-Bacon
Exclude housing construction from
coverage under Davis-Bacon Act.
6. Timber Production
Revise national timber harvesting
policy. Pass legislation to support
conclusions of policy review.
Encourage States to reform forest
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Chapter
Number

Federal

State

X

X

Local

Private

14

X
X
X

X
14

X
X
X

X

X

14

X

14

X

X

14

X
14

X

X

Table 17.1 (continued)
Implementing Level
Recommendation

7.

8.

9.

10.

property tax policies and forest
practices regulations that impede
efficient private investment.
Farmland Preservation
Repeal Federal Farmland Protection
Policy Act of 1981.
Rulemaking Recommendations
a. Hold Federal agencies to a stricter
level of justification under the
Administrative Procedure Act
(APA) and reverse burden of proof.
b. Implement procedures to
encourage Federal agencies
concerned with housing to use
negotiated rule making procedures.
c. Institute management system to
facilitate HUD clearance of rules.
Warranty Insurance
Congress should amend the law to
require that homes insured by FHA,
FmHA, and VA be administered
through private-sector programs.
Public Land Policy
a. The Bureau of Land Management
(BLM) should complete land
inventory and land-use plans.
b. Federal government (BLM and
Forest Service) should develop
unified procedures for disposal of
public lands and should work
closely with State and local
governments in preparing for land
availability for housing and
community development.
c. The Secretaries of the Interior and
Agriculture should be authorized to
pennit payments in excess of the
statutory 25 percent of appraised
value to equalize the difference in
valuation between a parcel of
public land being exchanged for a
parcel of private land , where the
public land is being acquired by a
public entity for public purposes.
d. The Secretary of Agriculture
should issue a regulation that
specifically directs that land
conveyance under the Townsite
Act for housing use should be

Chapter
Number

Federal

State

Local

Private

14

X
14

X

X

X
6

X

X

8

X
X

X

X

X

X

225

Table 17.1 (continued)
Implementing Level
Recommendation
encouraged. The Commission
endorses the passage of legislation
to permit the Forest Service to sell
or exchange small tracts of land .
e. The Secretary of Interior should
direct the Bureau of Land
Management to develop a
consistent program for the leasing
of land, for a definite time period,
for housing use to State or local
government entities or nonprofit
groups.
f. BLM and the Forest Service should
reassess their land appraisal
methods to provide price
mitigation, where Federal leasing
or land policies have contributed to
escalating land costs .
g. The White House Property Review
Board should ensure the prompt
disposal of Federal surplus
property, especially for housing
use.
h. States and localities should initiate
programs to review their policies
with regard to sale and transfer of
land and to identify parcels of
their own public land.
B. STATE AND LOCAL
RECOMMENDATIONS
1. General Zoning Standard
State and local governments should
eliminate zoning unless necessary to
achieve a vital and pressing
governmental interest.
2. Judicial Zoning Standard
u. S. Attorney General should review
judicial zoning standard for
determining validity of zoning
ordinances.
3. SQecific Zoning Regulations
a. Densit~ of Single and MultiQle
Pamil~ DeveloQments
Density of development should be
determined by marketplace .
b. Zoning Restrictions on
Manufactured Housing
States and localities should remove
all forms of discrimination against
manufactured housing.
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Chapter
Number

Federal

State

Local

X

X

X

X

X

X

X

X

Private

X

X

X

15

15

X

15

X

Table 17.1 (continuted)
Implementing Level
Recommendation

4.

5.

6.

7.

8.

9.

c . Size of Dwelling Unit
Place no limits (minimum or
maximum) on the size of
individual dwelling units .
d. Growth Controls
Oppose growth controls, except
where justified by a vital and
pressing governmental interest.
e. Farmland Preservation Controls
Oppose any farmland preservation
controls whenever they operate to
limit the development of land for
housing purposes .
Financing Infrastructure
Encourage municipal use of
innovative financing approaches .
Cost-Sensitive Standards
HUD should contract with the
National Institute of Building
.Sciences for the development of
advisory, cost-sensitive subdivision
standards .
Wastewater Technolog:t
Encourage use of innovative
wastewater technologies .
Builder/Developer Fees
Builders and developers should be
obligated for only local exactions
directly related to their activity.
Local Permit Processing
Consolidate local development permit
processing.
Condominium/Cooperative
Conversion
a. Support conversion to
condominium or ownership and
oppose undue restrictions thereon,
and urge the States to adopt
conversion procedures generally in
accordance with those established
in the Uniform Condominium Act.
b. Undertake review and removal of
any tax regulations at all
governmental levels which
discourage condominium
conversions .
c . HUD should not restrict the
conversion of Federal unassisted
multifamily rental housing into
cooperatives and condominiums .

Chapter
Number

Federal

X

State

Local

X

X

X

X

X

X

X

X

X

X

X

X

X

X

X

X

X

X

Private

15
15
X

15
X

X

15

15
6

X

X
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Thble 17.1 (continuted)
Implementing Level
Recommendation

10. Rent Control

Chapter
Number

Federal

State

Local

Private

7

X

a. State legislation should remove
local rent control authority.
b. Preemption from rent control of
mortgages for rental housing
where direct Federal financing,
federally insured or guaranteed
loans, or federally insured lending
institutions are involved.

X

C. CONSTRUCTION STANDARDS AND
BUILDING CODES
I. Private-Sector Standards
Federal agencies should utilize
private-sector voluntary construction
standards.
2. Building Product Evaluation and
Certification s:rstems
Establish reciprocity between the
public and private-sector building
product evaluation and approval
systems.
3. Manufactured-Housing {read "Mobile
Home") Construction and Safet:r
Standards
HUD should revise manufactured
housing construction and safety
standards, drawing upon nationally
recognized voluntary-standards
organizations .

4. Energy-Performance Standards
Repeal the Building EnergyPerformance Standards legislation and
give limited funding to private
research on total building
performance.
5. Access for the HandicaQQed
Utilize American National Standards
Institute (ANSI) standards for access
for the handicapped .
6. Minimum ProQert:r Standards
a. Phase out use of the minimum
property standards and depend
upon locally enforced codes
consistent with nationally
recognized model building codes .
b. In federally subsidized multifamily
rental housing programs, add
standards where justified by
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16
X

X

16
X

X

X

X

16
X

X

X

X

X

X

16

16

16
X

X

Table 17.1 (continuted)
Implementing Level
Recommendation
marketability and durability
criteria .
7. Local Building Codes
a. Building codes should be limited
to health and safety requirements .
b. State and local governments
should adopt a model building
code .
c. State and local governments should
use personnel certification systems .
d. Model code organizations should
expand voting membership to
include professionals such as
architects and engineers .
e. Resolve conflicts between building
codes and fire safety standards.
f. State and local governments should
use HUD rehabilitation guidelines.
g. Provide limited Federal funding
for research and demonstration .
h. States should refonn existing
construction trades licensing laws.
D. IMPLEMENTATION OF
DEREGULATION
I. The President should designate either
Cabinet Councilor Vice President's
Task Force on Regulatory Relief to
coordinate Federal housing actions .
2. HUD should undertake an extensive
affordable-housing implementation
program, including: (1) identifying a
single office for promoting and
coordinating housing affordability and
(2) creation of an Office of Housing
Productivity.
3. State and local governments should
take immediate action to enact
deregulatory changes in support of
affordable housing .

elimination of unnecessary statutes and regulations;
and implementation of a comprehensive public
infonnation and education campaign to promote
broad-based support for regulatory change .

Special Regulatory Relief
To achieve special regulatory relief for housing,

the President should designate either the Cabinet

Chapter
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Council or the Vice President's Task Force on
Regulatory Relief to coordinate agency actions
concerning housing and to review the aggregate
impact of regulations and Federal programs on
the housing sector.
Federal housing regulation is diverse and per
vasive, involving more than 100 Federal programs
or regulatory areas under the jurisdiction of at least
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50 executive or independent agencies. I Some
programs cover a broad range of housing activity
(e.g . , Consumer Product Safety Commission
standards), while others have more limited applica
tion (e.g., Interstate Land Sales Registration).
Some regulation may significantly affect the pro
gress of a project (e.g., floodplain and wetland
requirements), the technical construction aspects of
housing (e.g., manufactured housing construction
and safety standards), or major procedural require
ments (e .g., OMB Circular A-1l9 on private stand
ard-setting activities). In short, some programs and
regulations of nonhousing agencies have significant
effects on housing costs.
There appears to be little Federal awareness
that the cumulative proliferation of these programs
and regulations has imposed significant burdens on
the housing industry. While the Vice President's
Task Force on Regulatory Relief in 1981 singled out
the automobile industry for regulatory relief and in
1982 announced a similar effort for small business,
no such focus for housing has yet been announced.
Executive Order 12291, which governs the de
velopment of Federal regulations, provides for a
cost-benefit analysis of proposed regulations. Ma
jor rules must undergo a particularly rigorous exam
ination before they are issued . However, unless spe
cific efforts are undertaken to identify both pro
posed and existing regulations that affect housing,
existing regulations will remain unchanged and new
regulations will be issued without knowledge of the
Office of Management and Budget (OMB) or the
issuing agency of the impact of the regulations on
housing development. 2
Most regulations affecting housing are classi
fied as minor and therefore not subject to the same
scrutiny as given to major rules by OMB . The
Commission believes, however, that the aggregate
effects of these minor rules are substantial and war
rant careful and continuing scrutiny. Either a work
ing group of the Cabinet Councilor the Vice Presi
dent's Task Force on Regulatory Relief would be an
appropriate body to coordinate such a review and to
give the necessary Presidential focus to this pro
cess. When an issue involving two Federal agencies
arises , a higher authority is needed to resolve their
differences .
By placing this responsibility with either the
Cabinet Councilor the Task Force on Regulatory
Relief, the Commission clearly intends to avoid the
creation of a new level of review. The Commission
recommends that this necessary oversight be inte
grated with the OMB process under Executive
Order 12291, and that the Department of Housing
and Urban Development (HUD), as the principal
housing agency, playa key role .
Because of the diverse structure of the housing
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industry and the many Federal regulations and
agencies involved, the designated group would ben
efit from the expertise and experience of the housing
industry, State and local government, and consumer
groups. These interests should participate from the
outset in the review process of identifying priority
regulations for regulatory relief and understanding
the practical effects of specific regulations on the
housing industry. The National Institute of Building
Sciences, The National Governors' Association,
and the Federal Trade Commission, for example,
could perfonn a helpful role in the process.
To ensure timely oversight by OMB, a pro
cedure should be developed to signal OMB staff
that an existing or proposed rule may have an impact
on housing . The Commission considered the use of
a housing impact statement for all rules, but rejected
this approach as burdensome and likely to result
only in pro forma attention by both agency and
OMB staff. A more efficient approach would be for
the Cabinet Councilor Task Force group to screen
an agency's actions or proposed regulations that will
affect housing and then notify OMB of the potential
problems.
Once the designated group detennines that an
existing or proposed Federal regulation may signifi
cantly affect housing, the regulating agency should
assume full responsibility for analyzing the regula
tion, discussing it with all involved parties, and
reporting its results pursuant to the established Ex
ecutive Order 12291 process.

HUD Initiatives
The Department of Housing and Urban Develop
ment should undertake an extensive affordable
housing implementation program. Such an
effort should include (1) identification of a single
HUD office for promoting and coordinating
housing affordability, and (2) creation of an Of
fice of Housing Productivity.
A number of recent initiatives by HUD show
how HUD is moving toward housing deregulation.
In tenns of its own regulations, the Department has
taken numerous regulatory relief actions, as dis
cussed in Chapter 14.
Through demonstrations, the agency also has
identified opportunities for regulatory relief at the

" Federal Regulatory Programs That Affect the Building Pro
cess" (Washington. D.C.: National Institute of Building Sci
ences , September 1981).
2 See Executive Order 12291 (February 17, 1981) 46 Fed . Reg.
13193. Section 2 of E.O. 12291 requires that a new regulation
not be issued unless the potential benefits outweight the poten
tial costs to society. No analytical requirements are specified
to make this finding. The requirements of a regulatory impact
analysis are set forth in Section 3.
I

local level. In 1979, HUD and the National Associa
tion of Home Builders launched "Approach 80" to
demonstrate reductions in housing costs through
subdivision design, site improvement modifica
tions, and innovative construction techniques . As a
result of increased density and construction innova
tions, 38 single-family, duplex, triplex, and quad
raplex homes were built at savings of 10 to 20
percent compared with conventional units of similar
size in the area.
In 1980, HUD initiated three public/private
(city/developer) demonstrations to show how the
cost of housing could be reduced through changes in
local government zoning, subdivision , and building
codes and through expedited permit processing by
the city and HUD field offices . This effort generated
important additional insight into the cost of State
and local regulations. Regulatory relief was shown
to be beneficial in:
• Allegheny County, Pa . , where manufac
tured housing was erected on surplus public
land to reduce development and con
struction costs. Savings attributable to both
on-site and off-site work and reductions in
processing time for local permits were
achieved. The result was new homes that
were priced from $42,000 to $45,600, a 24
percent reduction over comparable units in
the area.
• Hayward, Calif., where a nonprofit corpora
tion was used to develop 58 townhouses
close to the downtown area. Selling prices
ranged from $53,000 to $65,000, down a
third from the $79,500 to $97,500 cost of
comparable units. This price reduction was
primarily a result of substantially reduced
processing time.
• Shreveport, La., where only four and a half
months after HUD held initial meetings
with the developer and the city, the first
model townhouse units were available on
three inner-city sites. Savings of 21 percent
over conventional development ($55,000 as
opposed to $70,000 for a comparable unit)
were attributed to increased density
($8 ,500), reduced overall development time
($4 ,400), and reduced construction costs
($1,000), which included modest changes in
code requirements .
HUD's most recent effort, the Joint Venture for
Affordable Housing, launched in January 1982, is a
significant multifaceted expansion of earlier pro
grams ; it includes local affordable housing demon
strations, technical assistance, preparation of vari
ous guides and case studies, and the development of
a national network for information-sharing among
communities that are experiencing housing prob

lems. The strength of this effort relates in part to the
close working relationship between HUD and sever
al State and local associations and trade groups,
including the National Association of Counties, the
International City Management Association , the
National Association of Home Builders, and the
Council of State Community Affairs Agencies.
This arrangement provides an excellent basis for an
expanded effort .

HUD's Rore in Housing AffordabiJity.

The Com
mission commends HUD for these prototype
efforts. The scale of the effort-appropriately small
at the beginning-should now be expanded. Recent
evidence of receptivity to change at the State and
local levels, combined with housing cost and avail
ability problems, justify an expansion of Federal
efforts to support State and local initiatives . Specifi
cally, the Commission recommends that a single
office within HUD be assigned the responsibility of
assuring coordination of all contributing agencies
and organizations to support a sustained and con
tinuing national effort of deregulation for the coun
try's housing future . Increased emphasis should be
placed on producing information and technical ma
terials (prepared by staff or in conjunction with
appropriate private groups). These materials could
include guidebooks and case studies describing the
implementation of change, analyses of the impact of
deregulation, model development standards, and
publications designed to supplement on-site train
ing and technical assistance to government and pri
vate groups. Although some technical materials
have been produced, serious gaps exist. Model cost
efficient subdivision and infrastructure standards ,
as well as a layman's guide to facilitate local regula
tory change, are but two examples of potentially
useful documents . Such technical reference sources
are especially important for proponents of change
who face stiff local opposition .
A national clearinghouse also should be estab
lished to collect and disseminate information and
publications produced by other groups; to serve as a
broker in assisting national organizations and State
and local governments interested in promoting
housing affordability among their respective mem
berships and constituencies; to provide grants to
stimulate State and local efforts; to conduct spe
cialized types of training that might be more appro
priately carried out at a national or regional level;
and to maintain a national register of individuals
and organizations with various types of related ex
pertise .
In addition, the Commission endorses the es
tablishment of a HUD national awards program for
communities that have carried out significant hous
ing-deregulation programs. Throughout its deliber
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ations and public hearings, the Commission was
impressed by the growing, though still limited,
number of local governments that have demon
strated sensitivity to the impact of statutes and reg
ulations on the cost of housing and have taken steps
to create a more positive environment for affordable
housing. This kind of constructive activity should
have greater visibility.

Office of Housing Productivity. The Commission
finds that there is an urgent need for analysis of
productivity problems in housing and for develop
ment of effective solutions. Given the magnitude of
the' problem, there has been little systematic pro
gress toward devising solutions to low productivity.
Therefore, the Commission urges that HUD estab
lish an Office of Productivity to meet these impor
tant needs.
To date, HUD's primary emphasis in this area
has been to stimulate the development and introduc
tion of new building technology. This focus must be
complemented by a concerted effort to remove reg
ulatory and institutional constraints that discourage
the acceptance of technological innovation in the
marketplace .3 These constraints include a variety of
regulatory impediments that make it difficult to
market even the most beneficial improvements . The
result is to discourage innovators from developing
and marketing cost-effective products or methods,
creating low productivity in the industry.
As noted in Chapter 16, the Commission has
identified several areas where a relatively inexpen
sive effort could produce significant results:
• Building-code reforms, including certifica
tion and training of local code officials and
technical assistance to support improved ad
ministration of building departments;
• Action on anticompetitive licensure re
quirements and examinations, including de
velopment of standards for licensing to en
sure health and safety while removing
anticompetitive requirements;
• Collaboration with the National Commis
sioners on Uniform State Laws and individ
ual legislatures to secure legislative re
forms;
• Economic analysis of the cost-effectiveness
of institutional reforms;
• Improvement in product-approval systems
to promote acceptance of cost-effective new
technologies, materials, and designs, in
cluding reform of standards for the legal
liability of code officials;
• Conduct of research on institutional barriers
and information dissemination;
• Competition among innovators so as to give
national recognition to worthy innovations
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and dissemination of the results to facilitate
acceptance by building officials.
The proposed Office of Housing Productivity
should be given the authority and resources to de
vise and implement a strategy for reducing regulato
ry and other institutional barriers. Of necessity, this
office must deal with the entire system of Federal,
State, and local regulation that governs construction
practices and the acceptance of technical innova
tion. Its staff must be sensitive to the problems,
needs, and interests of the various parties in the
traditional regulatory process and balance these
needs and interests against the greater public inter
est for increased productivity. At the same time, the
staff should work closely with State and local gov
ernments to promote institutional reforms that allow
the marketplace to function efficiently without un
necessary regulatory barriers.
Improving productivity and acceptance of new
technology will take time, especially where institu
tional change is necessary. Many productivity prob
lems stem from attempts by builders, suppliers,
subcontractors, and State and local governments to
adjust to severe housing cycles; productivity solu
tions rest with new methods that accommodate the
unstable business environment and fragmented in
dustry. Steady progress directed at manageable
changes-rather than breakthrough-sized ambi
tions---should be the goal. 4

State and Local Deregulation
State and local governments should take imme
diate deregulatory actions consistent with the
recommendations in this report.
The Commission believes that for deregulation
to succeed, necessary information and technical
knowledge should be communicated to appropriate
audiences that seek to participate actively in the
process of regulatory change . Thus, while a first
level effort should create a favorable climate for
regulatory change by pointing out the impact of
existing regulations on housing costs, a second
level effort requires a more technically oriented
assistance program if people are to have the neces
sary tools to engage in the decisionmaking process .

) u.s. General
4

Accounting Office. "Greater Use of Innovative
Building Materials and Construction Techniques Could Re·
duce Housing Costs" (Washington, D.C. : 1982).
See, e.g . , John M . Quigley, "Residential Construction and
Public Policy, " in Richard Nelson (ed .), Government and
Technical Change (Elmsford , N.Y. : Pergamon Press , 1982);
Robert Guttman , Building Research Advisory Board , 1977
Building Futures Forum, "New Strategies for the Building
Community. " The Importance if the Built Environment to the
Quality if American Life (Washington, D. C.: National Acade·
my Press, 1980), pp. 99--104.

To begin, the Commission urges governors
and local chief executives to take the lead in imple
menting deregulation; this means (I) seeking the
advice of those groups with substantial interests in
deregulation and affordable housing; (2) identifying
the magnitude of the problem within the affected
jurisdictions; and (3) perhaps establishing special
commissions to focus public attention and to par
ticipate in providing leadership and direction to
deregulation efforts. Governors and State legisla
tures-by virtue of their constitutional and statutory
authority and their experience with resident needs
and preference-are well suited to assume this re
sponsibility. State legislatures also may be in a
better position to take the political "heat" on cer
tain issues (such as rent control) that cannot be
handled locally.
In addition to defining the magnitude of the
housing problem, States should begin a public edu
cation effort in support of deregulation; provide
State technical support to local governments; and
encourage private-sector efforts to inform housing
consumers about the cost impacts of excessive gov
ernmental regulations.
A number of such initiatives are under way.
California, New York, Pennsylvania , and Wiscon
sin have formed commissions to inform the public
about housing-cost issues. In Oregon, the governor
has appointed a State Housing Council of seven lay
members to provide advice on the impact of changes
in Oregon's laws on housing costs and to monitor
the State regulatory system to streamline the hous
ing delivery system. In New Jersey, members of the
General Assembly have formed an Emergency
Housing Action Team, which produced a report on
statewide housing needs and costs issues . New
Jersey and Virginia both have held statewide hous
ing-costs conferences in which hundreds of public
officials and pri vate citizens met to discuss housing
costs issues and to develop policy options. In
Wisconsin, the State Housing Task Force, formed in
1981, is composed of representatives of local gov
ernment, nonprofit organizations, lenders, brokers,
developers, and contractors. The task force is
charged with looking at ways to reduce housing
costs, to preserve housing , and to identify alterna
tive methods for increasing available capital for
housing development.
A few States provide technical support to mu
nicipalities specifically in support of affordable
housing. The New Jersey Department of Communi
ty Affairs is assisting several communities. In Pas
saic, for example, the State is working with local
officials to promote increased use of manufactured
and modular housing. In the Hackensack Meadow
lands District, State planning assistance helped es
tablish a development standard that encourages the

provision of affordable housing and the use of den
sity bonuses to stimulate greater developer interest.
New Jersey State officials also are helping a Mid
dlesex County housing coalition to develop an af
fordable housing program.
The Pennsylvania Department of Community
Affairs administers a local technical assistance pro
gram that stresses direct one-to-one problem-solv
ing assistance in areas such as planning and housing
development/rehabilitation. A State municipal
training program complements these efforts
through a series of educational and "how to" semi
nars in least-cost housing construction, rehabilita
tion, innovative land development, and housing fi
nance techniques .
Georgia provides assistance to localities 10
help promote greater use of manufactured housing
through informational materials and specific train
ing programs.
Despite these examples, most States have yet
to act decisively. While currently it may be easy to
blame the cost of housing chiefly on interest rates ,
State governments must acknowledge their primary
role in imposing regulatory costs and take whatever
steps are necessary to help solve the problem .

Industry Initiatives.

The Commission is encour
aged by the active role of the housing industry in
seeking regulatory relief. State chapters of both the
National Association of Homebuilders and the Na
tional Association of Realtors have carried out
efforts aimed at educating the public on housing
costs problems and possible solutions. The North
ern California Building Industry Association, for
example, has used the services of both a polling firm
and an advertising agency to educate the public on
these issues. In Florida and California, builders
provide the home buyer at closing time with a sepa
rate itemization of all the systems charges and im
pact fees imposed by governmental entities over and
above normal housing costs. The homebuilders as
sociation in the Portland, Oreg., metropolitan area
conducts an annual "parade of homes," in which
one of the new models is left in a semi-finished state
and price tags are affixed to various components
explaining the extra costs resulting from govern
ment regulation. This technique-"The Visible
House"-is also used in Florida, California, and
elsewhere . Local homebuilder chapters in some
States, including Colorado, Washington , and Mich
igan, use newspaper advertising to point out how
regulations affect housing costs.
Nationally, the Urban Land Institute (ULl)-a
trade association of major developers and allied
professionals-in 1980 organized and carried out an
effort entitled" Development Choices for the' 80s ."
ULI brought together leading State and local elected
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officials and private developers to identify improved
ways of undertaking development in light of major
demographic and economic changes. During this
effort, affordable housing became a major focus
and led to the fonnation of the Partnership for Af
fordable Communities, an embryonic consortium
of public-interest groups and housing-industry as
sociations. The Partnership's primary mission is
public education, and it is currently developing a
number of programs to promote affordable housing .

The Dynamics of Change
Before the pol itical process necessary to implement
regulatory change can take place, concerned indi
viduals or groups must detennine that (1) an existing
regulation no longer fulfills the purpose for which it
was created; (2) the reason for which the regulation
was created has been eliminated; or (3) the negative
effects of a regulation outweighs its positive effects.
At that point, those who perceive the need for
refonn must demonstrate sufficient public support
to convince the political leadership that change is
desirable-not to mention convincing those who
benefit from the system and thus wish to retain it as
it is.
To overcome the major barriers to change iden
tifiedat the beginning of this chapter-economic,
governmental, and homeowner politics-broad
based coalitions that reflect the major housing con
stituencies must be organized. Thus, homeowners
must become aware of the way restrictive regulation
adversely affects the local tax base and prevents
their children from enjoying the same kind of resi
dential expectations as their parents. Prospective
homebuyers must know the extent to which exces
sive regulation either thwarts their ownership ambi
tions or artificially inflates the cost of the home they
eventually buy. The business community needs to
come to grips with the fact that its livelihood is
being compromised by unreasonable restrictions on
market growth and, in more and more cases, by
those finns' inability to recruit competent staff be
cause of high local housing costs. Community and
civic groups, traditionally concerned with efficient
government and social equity, must be apprised of
the impact of excessive regulation on these
objectives.
Communicating the facts behind the need for
change to all these parties is fundamental to any
successful deregulatory effort. If these voices are
heard in concert, the political climate necessary to
effect regulatory change should become more
favorable. The timing is right. Whereas earlier reg
ulation studies were undertaken during periods of
high production and low interest rates, such is not
the case today. Problems of low production and high
costs have created a new sense of urgency.
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While the nation faces a fonnidable task at the
State and local levels, the process of deregulation
has begun; if encouraged, it could lead to significant
savings for many Americans. The Commission was
impressed by the success of some States and lo
calities in overcoming the various institutional and
economic barriers blocking regulatory relief.
To illustrate the various types of State and local
deregulation actions, the following discussion
provides several examples. The review of State ac
tions covers initiatives in land use, pennit pro
cedures, construction codes, and manufactured and
modular housing. Local actions relate primarily to
efforts to expedite the pennit process .
It is important to note that this list is not com
prehensive. The Commission was not able to under
take an exhaustive survey of State and local actions,
although many State examples were drawn from an
inventory prepared for the Commission by the
Council of State Community Affairs Agencies. 5
Hence , it is possible that this report fails to identify
many significant efforts that are equally deserving
of attention. In addition, because most of these
actions are quite recent, it is unclear how successful
or desirable they will prove to be in the long run.
Rigorous analysis of the results of these initiatives is
necessary so that others may learn from these
experiences.

State Actions
Land Use. The amount of land available for hous
ing, the pennitted densities, and the required site
development standards all playa direct role in deter
mining the cost of housing. Recognizing this, sever
al States have acted to discourage local land-use
practices that unnecessarily inflate land costs or to
place the burden of justifying such practices on the
municipalities .
California has enacted a number of State laws
to remove local barriers to housing production. The
State has amended its zoning-enabling law to re
quire cities and counties to designate and zone
enough vacant land for residential use to meet future
as well as present housing needs. A recent statute
(A.B. 3253) requires local growth-control propo
nents to bear greater responsibility for justifying
growth limits . Under this statute a growth-control
ordinance is presumed to have a negative effect on
the supply of residential units available in the area .
A locality must show that the growth-control ordi
nance is necessary for the protection of health,

'Council of State Community Affairs Agencies, "State Actions
to Promote Affordable Housing" unpublished report prepared
for the President's Commission on Housing and the Depart
ment of Housing and Urban Development, (Washington,
D.C. : February 1982).

safety, or welfare. Recent legislation allows local
governments to issue zoning variances or to use
permits for the addition of a second dwelling unit on
land that is zoned single-family, if the unit is oc
cupied by someone 60 or older and the accessory
unit is not larger than 640 square feet.
Massachusetts has coupled the provision of
State grants for acquisition of land for conservation
to a municipality's housing practices. Specifically,
in 1979 the State Executive Office of Communities
and Development and the Executive Office of En
vironmental Affairs executed a memorandum of
understanding whereby funding for local acquisi
tion of conservation land is withheld unless a com
munity has accepted its fair share of all housing
growth. In addition, the governor has just promul
gated an executive order directing all State agencies
to withhold awards of State development assistance
to communities that have unreasonably restricted
housing growth.
The Pennsylvania Planning Code includes a
"curative amendment" process, which gives de
velopers the opportunity to change local zoning
statutes through amendments presented directly to
the governing body, thus bypassing staff and plan
ning commissions. Curative amendments may be
presented to the governing body only where zoning
provisions pose" unreasonable" economic barriers
to development. In the past several years, de
velopers have employed this approach to promote
housing development.
Pennsylvania officials--concerned with the
regulatory costs associated with HUD and FmHA
housing requirements for "standard" sewer and
wastewater treatment facilities-are experimenting
with several alternative systems, including elevated
mounds and shallow systems. The Department of
Environmental Resources also has developed (in
conjunction with State universities and engineering
firms) demonstrations for Small Flows Treatment
Facilities, which allow localities to "certify" in
advance their adherence to operating and effluence
regulations without continual State inspection. The
Community On Lot Disposal Systems (COLDS)
allows several communities to share one system for
wastewater disposal. Initial estimates for these dem
onstrations show a potential 50 percent savings
compared to standard systems in the same area.

Permit Procedures. The amount of time a de
veloper needs to secure the necessary development
permits results in carrying costs that are ultimately
reflected in the cost of the units constructed . Part of
the problem often relates to a fragmented local
permit-granting structure . In other cases, delay may
be used by ajurisdiction as a means of discouraging
development. In at least two States, this problem

has resulted in State-imposed requirements de
signed to mitigate the problem.
Recent California legislation (Statute 65913 .3)
requires that every city and county, on or before
January I, 1983, must provide for coordination of
review and decisionmaking and information regard
ing the status of all applications and permits for
residential development by a single administrative
body.
A 1981 Oregon law (H.B. 2735) prohibits mu
nicipalities from "engaging in a pattern of conduct
of failing to provide timely State building code
inspections or plan reviews." S.B. 419 (1981), an
other recent act, requires local governments to take
final action on applications for a subdivision plan or
a major partition within 180 days of a filing.

Construction Codes.

The establishment of manda
tory statewide building codes often can be helpful in
controlling housing costs by allowing builders to
construct to one standard and thus avoid the disec
onomies of meeting a multitude of local building
codes . Moreover, improvement in code enforce
ment at the State and local levels is vital to faster
processing and acceptance of cost-saving building
technologies. In addition, the enactment of re
habilitation codes that meet basic health and safety
standards but are more flexible than new con
struction codes is certain to facilitate more afford
able housing among the existing stock. Several
States have taken action in this area.
The Massachusetts Rehabilitation Code covers
the repair, alteration, and change of use of existing
buildings without requiring the builder to meet new
construction requirements if all hazardous condi
tions are corrected and the degree of compliance
after changes is not below that existing before the
changes.
New Jersey's Uniform Construction Code (c.
217, 1975) is mandatory throughout the State and is
intended "to eliminate restrictive, obsolete, con
flicting, and unnecessary construction regulations
that increase construction costs or retard the use of
new materials , products, or methods of con
struction" and "to eliminate unnecessary duplica
tion in the review of construction plans and the
inspection of construction." New Jersey also has
implemented a mandatory certification program for
all building officials .
Virginia is another of several States that have
established mandatory building construction stand
ards for localities . In 1979, the State adopted the
Uniform Statewide Building Code, which super
seded State and local building codes and regula
tions. Virginia's Board of Housing and Community
Development is responsible for adopting code
standards that allow construction "at the least possi
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ble cost consistent with recognized standards" for
public health and safety.

ManufacturedandModular Housing.

The elimina
tion of local land-use and building-code barriers to
the acceptance of manufactured and modular hous
ing can significantly increase the availability of
affordable housing. For a variety of reasons, local
resistance continues to be substantial. As the hous
ing-cost problem becomes more acute, States ap
pear increasingly prepared to preempt local au
thority in this area.
State statutes that prohibit local zoning ordi
nances from unduly restricting manufactured and
modular housing have been enacted in California
(S .B. 160, 1980), New Hampshire (S.B. 279, 1980),
Vermont (Act 236, 1976), and Indiana (H.B. 1032,
1982).
The Ohio Revised Code authorizes the man
ufacture and placement of factory-built housing
units and components within the State . Indus
trialized units authorized by the Ohio Board of
Building Standards may be used anywhere in Ohio,
subject to specified conditions. Pre-approval for the
portion of the unit built in the factory allows it to be
shipped to the site for installation.
In 1972, Virginia adopted an "industrial build
ing unit" law to cover manufactured and modular
housing . As long as these units meet the industrial
unit standards, they are exempted from the state
wide building code . This law supersedes local ordi
nances and promotes increased use of manufactured
and modular housing .

Local Actions
The following municipalities have demonstrated
that change is possible at the local level , too.
Baltimore, Md ., in an effort to encourage in
ner-city rehabilitation, has employed a number of
streamlining procedures, including preparation of a
development guidebook for use by developers;
creation of a task force of builders and city officials
to reform regulatory procedures; use of a permit
expeditor; pre-application conferences; joint agen
cy reviews; a centralized information source for
developers; and encouragement of informal meet
ings between the developer and affected neighbor
hoods .
Beaumont, Texas , has carried out a com
prehensive streamlining of its development regula
tions. Excessive requirements relating to residential
lots have been eliminated. Minimum lot sizes for
single-family homes have been significantly re
duced (as much as 55 percent), and cluster housing
is now allowed without a special permit. On' the
permit-processing side, the city has reduced the
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number of required public hearings by consolidat
ing special hearings for rezoning and special excep
tions into the regular planning-commission hear
ing .
Brattleboro, Vt., has completely revised its
subdivision regulations to make them less burden
some and is currently revising its zoning ordi
nances, using performance standards . The com
munity also has expedited permit approvals through
fast-track processing, simultaneous review of per
mits, the use of permit expeditors, informal pre
application hearings, and developer checklists .
Fort Collins, Colo., has eliminated traditional
zoning and created a Land Use Guidance System.
Under this approach, the city no longer has fixed
residential, commercial, and industrial develop
ment areas . Instead, each proposed development is
evaluated on the basis of several criteria, including
its compatibility with existing surrounding uses .
This new system has reduced processing time dra
matically because time-consuming rezoning pro
cedures are eliminated.
Kitsap County, Wash., has instituted fast-track
processing. The county issues a builder a permit for
a basic design. Every time he builds a particular
house utilizing the approved design, he does not
have to resubmit his plans and go through the ap
proval process again.
Los Angeles, Calif., formed a task force on
housing production composed of key public offi
cials, private developers, and lenders to identify
ways in which the city's development permit system
could be streamlined. As a result, the average time
required to secure a permit for a major project has
been reduced from three years to 18 months; efforts
are continuing to reduce this time even further.
Montgomery County, Md. , has revised its
zoning ordinance to permit mobile homes to be
located in residential areas as long as the design is
compatible with the neighborhood. The mobile
homes must be doublewides, have pitched roofs,
and be permanently secured to a foundation .
Peoria, Ill., has taken a number of steps to
expedite the development process, including (1)
combining preliminary and final plat reviews by the
planning commission and city council; (2) consol
idating all hearings for development permits into a
single process for the central business district and in
portions of the abutting residential area; and (3)
using multidisciplinary inspectors in residential
construction who perform all code inspections.
Each of these techniques has reduced the amount of
time consumed in the permit-approval process .
Phoenix, Ariz., has been a leader in local land
use regulatory reform. Efforts are under way to
increase efficiency; to reduce the costs of develop
ment and city administrative procedures; and to

promote housing rehabilitation, downtown re
development, and urban infill. Phoenix has revised
its residential zoning ordinances to give developers
greater flexibility on neighborhood design without
the need for waivers, variances, and rezoning . Per
missive zoning districts ("conservation districts")
have been established; in these districts, normal
requirements are waived to encourage development
while preserving overall neighborhood integrity.
The city also has streamlined its regulation and
permit processes by setting up a telephone permit
process for certain projects , conducting administra
tive hearings, and utilizing fast-track process ing.
Sacramento County, Calif., has streamlined its
regulations in order to allow routine land-use deci
sions to be handled at a staff level and thus free
officials to focus upon more pressing matters . Ac
tions to date include preparation of informational
materials for developers; pre-application con
ferences; revision of the zoning ordinance; staff
reorganization into geographic teams ; use of a Mas
ter Environmental Impact Report prepared at the
county level to save applicants time and money ;
delegation of approval authority to staff for certain
types of projects; employment of a hearing official;
and substitution of conditional-use permits for pre
viously required zone-change approvals.
Salinas, Calif., has implemented land regula
tion reforms aimed at promoting affordable housing
and new industrial development. The community
development director is empowered to waive certain
permit procedures and public hearings for non
controversial projects. The city also has a pre-ap
plication review system to enable developers to get
early feedback on projects before spending all the
money necessary to bring the project before an
official planning commission meeting.
Commission hearings in St. Louis, Mo., indi
cated that both the city and St. Louis County have
begun extensive streamlining of their development
permit processes through " one-stop" permitting
and amendments (reductions) to the Subdivision
Standards requirements . These have resulted in de
velopmental savings, both in direct costs previously

imposed by the higher standards and indirect costs
formerly encountered through time delays imposed
by multi-stop permitting.
San Jose, Calif., a city that grew from fewer
than 100,000 people in 1950 to more than half a
million by 1980, has implemented a number of
procedural reforms to provide housing development
the same kind of treatment afforded commercial and
industrial development. Techniques include the
preparation of brochures to explain development
procedures to developers; use of a hearings officer;
pre-application conferences ; delegations of some
permit approvals to staff; and establishment of a
task force for streamlining procedures.
Westchester County, N. Y. , has promoted
cluster development since 1972 as part of an afford
able-housing strategy. Thirty subdivisions in 12 mu
nicipalities have been constructed using cluster de
velopment. Several municipalities within the coun
ty are drafting accessory apartment ordinances to
bring an estimated II percent of the county 's hous
ing stock into conformance with the law. In some
communities , as much as a fourth of the housing has
been converted to accessory apartments.

*****
These examples indicate progress by State and
local governments in implementing deregulation. In
some cases , action resulted from the identification
of a regulatory problem by the building industry or a
staff member of the administering agency. In other
cases, the impetus came from consumers aggrieved
by the unreasonableness of a statute or regulat ion .
Whatever the stimulus , the situation required effec
tive communication of the issue to the appropriate
decisionmakers .
Housing affordability is no longer just a local
problem. The response must be nationwide. The
intergovernmental nature of this deregulation re
sponsibility within a Federal system dictates a com
prehensive program of national support for State
and local action along the lines of the Commission's
recommendations .
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ODOWGY
In order to conduct its business more effectively
during its 10 months of operation, the Commission
formed a variety of committees, subgroups, and
task forces. Housing experts from around the coun
try were consulted, extensive citizen testimony was
received-all at the committee, subgroup, or task
force level-and numerous background papers
were prepared and reviewed. This appendix outlines
the organization of the Commission and describes
the methods used to arrive at the recommendations
contained in this report.

Commission Organization
Shortly after the Commission was formed in June
1981 , a Steering Committee was appointed to direct
the Commission's deliberations and to develop its
rules of conduct and procedure. In July 1981 , the
Commission organized itself into four operating
Committees. The Committee on Housing and the
Economy was asked to examine social, demograph
ic, and economic issues affecting housing and the
appropriate role for government. The Committee on
Federal Housing Programs and Alternatives was
asked to review current Federal housing assistance
policies and programs and to develop recommend
ations for their reform . The Committee on Private
Sector Financing of Housing was asked to address
the problems of and to develop options to strengthen
the nation's system of housing finance. The Com
mittee on Government Regulation and the Cost of
Housing was asked to assess the impact of Federal ,

State, and local government regulations on the cost
of housing and land and to recommend possible
ways to refOlm these regulations. In addition, a
Coordinating Committee was established to provide
consistency in the ongoing operations of the Com
mission . To facilitate the issuance of its reports, the
Commission appointed several different Drafting
Commillees to coordinate the development and pro
duction of the reports . Under this committee struc
ture, the Commission produced its Interim Report
in October 1981.

Following completion of the Interim Report ,
the Commission reorganized its committee struc
ture to better focus on the broad range of housing
issues that were identified during the first four
months of the Commission 's activity. A number of
task forces were identified, and a new committee
structure was developed. The Economics Commit
tee had four task forces: the Task Forces on Taxation
and on the Restructuring of Thrift Institutions
focused on tax and finance issues; the Federal Credit
Programs Task Force examined government financ
ing programs; and a Special Topics Task Force
addressed issues such as rural housing problems,
housing needs of the elderly, manufactured hous
ing , and historic preservation . The HO(.lsing Pro
grams Committee examined public housing,
Federal subsidy programs , homeownership incen
tives, and unassisted housing programs through its
Task Forces on Assisted Housing, Homeownership,
and Unassisted Rental Housing . The Regulations
Committee continued its assessment of ways to re
duce Federal , State, and local regulations and,
through its Task Force on Government Land , exam
ined policies concerning disposal of public land and
Federal surplus properties to meet housing needs.
The Present Housing Issues Committee, through its
Funds for Housing Task Force, examined immediate
housing concerns, including new sources for hous
ing finance and alternative mortgage instruments.
Under this revised committee structure, the
Commission issued a preliminary report entitled
Finan cing the Housing Needs of the 1980s , in Janu
ary 1982, and produced the Commission's final
report , The Report ofthe President's Commission on
Housing.

Hearings
Each of the Commission 's substantive committees
conducted hearings to gather statements from the
public . The following is a list of the dates, places,
and topics of each hearing, arranged by sponsoring
committees.
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Economics, Finance, and Present Housing
Issues Committees
I. Date: August 17, 1981
Place: Washington, D.C.
Topic: Federal and Federally Related Credit
Programs
2. Date: November 6, 1981
Place: Washington, D .C.
Topic: Restructuring of Thrift Institutions
3. Date: January 8, 1982
Place: Washington, D .C.
Topic: Pension Fund Investment in Housing
4. Date: February 4, 1982
Place: Washington, D.C.
Topics: Manufactured Housing
Rural Housing / Farmers Home
Administration
Housing for the Elderly
Historic Preservation

Housing Programs Committee
5. Date: July 20, 1981
Place: Washington, D .C.
Topics: Assisted Housing Programs
Mortgage Revenue Bonds
Housing for the Poor
6. Date: July 30, 1981
Place: Washington, D.C.
Topics : Tax Issues
State Housing Finance Agencies
Housing Vouchers
Farmers Home Administration/Rural
Issues
7. Date: August 31, 1981
Place: St. Paul, Minnesota
Topics: St. Paul Housing Authority Site Visit
Housing Vouchers
Public Housing
8. Date: December 3, 1981
Place: Washington, D.C.
Topics : Housing Payments Program
Public Housing
9. Date: December 3, 1981
Place: Washington, D.C.
Topic: Homeownership
Date: December 16, 1981
Place: Washington, D .C.
Topics: Housing for the Elderly and
Handicapped
Housing Issues Affecting Native
Americans
Rural Housing
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Regulations Committee
10. Date: September 16-17, 1981
Place: Washington, D .C.
Topics: Land-use and Environmental
Regulations
Rent Control and Condominium
Conversion
Operations of Existing Multifamily
Housing
Federal and State Regulation
(Davis-Bacon)
Construction Regulations
Regulation Affecting Mobile
Homes and Modular and Compo
nent Systems
II. Date : October 29-30, 1981
Place: Los Angeles, Calif.
Topics: Rent Control
Inclusionary Zoning
Growth Controls
Permits and Infrastructure : Costs and
Procedures
Implementation of Deregulation
12. Date: November 20-December 1, 1981
Place: St. Louis (Clayton), Mo .
Topics: Enterprise Zones
FloodplainiStormwater Issues
Certincation and Career Path Oppor
tunities for Code Officials
Rulemaking Process/ Interpretation
and Implementation
Implementation of Deregulation
Permits and Infrastructure: Costs and
Procedures
13 . Date: December 2-3, 1981
Place: New York, N.Y.
Topics: Multifamily Housing: Construction,
Rehabilitation, Operation
Rent Control
Conversion from Rental to Coopera
tives or Condominiums
Exclusionary Zoning and the Courts
14 . Date: December 14-15, 1981
Place: Houston, Tex.
Topics: The Houston System (No Zoning)
Land Development
Building Codes

Professional Contributions
The Commission received formal professional con
tributions of two types. First, in response to a public
letter distributed by the Commission in July 1981
requesting information for its analysis, many indi
viduals, trade associations, and other groups sub
mitted position papers, statements, and ideas to the

Commission. Several hundred comments and pa
pers were received ; these documents became major
elements in the Commission's deliberations and im
portant aids in formulating the specific issues to be
considered .
Second, the Commission received background
papers from recognized experts in various fields,
and a number of background papers were prepared
by the Commission's own professional staff. These
papers were highly technical treatments of subjects
of concern to the Commission, and they formed an
important part of the data base used by the Commis
sion in arriving at its recommendations . The num
ber of these papers prevents the listing of their titles

and authors here, and the short life and small budget
of the Commission preclude their publication as a
separate set of background papers. However, they
represent important research on the housing issue
and many of them will be available through the
H UD User Service and/or the National Technical
Information Service (NTIS ).
These few paragraphs are intended to convey
to the reader that many people provided extensive
professional contributions to the work of the Com
miss ion. It is impossible to acknowledge all , but
many-including the authors of several of the back
ground papers-are listed following the Staff Biog
raphies in the Appendix.
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YOF
RECOMMENDATIONS
SECTION I: HOUSING FOR
LOWER-INCOME PEOPLE
A Housing Payments Program and
Block Grants (Chapter 2)
1. Housing Payments Program
The primary Federal program for helping low-in
come families to achieve decent housing should be a
Housing Payments Program. This program, cou
pled with housing supply assistance through the
Community Development Block Grant Program,
should replace future commitments to build or sub
stantially rehabilitate additional units under Federal
housing programs. (p. 18)
The Housing Payments Program draws upon
the experience and best features of the Experimental
Housing Allowance Program (EHAP) and the cur
rent HUD Section 8 Existing Housing Program. If a
housing payments system is adopted, details of
program design are best left to Federal, State, and
local agencies charged with program administra
tion. However, the Commission offers the following
proposals for design features.
Eligibility: Program eligibility should be lim
ited to households with very low incomes-no more
than 50 percent of the area median income for a
family of four. In the context of limited Federal
resources, priority for providing assistance should
be based on income (including the income value of
assets such as home equity) and on criteria such as
current residence in inadequate housing, payment
of housing costs in excess of 50 percent of income,
or involuntary displacement-not necessarily in
that order. Renters assisted by the housing payments
program should be free to use their payments for
home purchase. (p. 23)
Standards: Local housing quality standards
would be preferable to Federal standards. Some
"fallback" Federal standard like the housing
quality standards for the Section 8 Existing Housing
Program is necessary, because many communities
have no applicable housing code whatever. (p. 23)

The Payment Formula: The Commission en
dorses a payment standard approach to the housing
payment, such as the one used in EHAP, that does
not depend on the actual rent of a particular dwell
ing, rather than the rent limit approach now used in
the Section 8 Existing Housing Program. (p. 24)
Payment Level: The basic payment level to be
used in the payment standard approach should be
based on an estimate of local housing costs and set at
a level that allows recipients to rent units that meet
the minimum housing requirements of the program.
(p. 24)
Equal Opportunity and Housing Access: Full
information should be provided to eligible families
concerning locations and types of available hous
ing; the administrative mechanisms should include
a substantial local support-services component for
open housing and the enforcement of anti
discrimination statutes, including Federal fair hous
ing laws. (p. 25)
Who Receives the Payment?: Direct payment
to the tenant should be the ultimate goal. In the
meantime, however, the administering agency
should have the option of deciding whether to make
payments to the landloard or the tenant. (p. 25).

2. The Community Development Block
Grant Program: Mding a Housing
Component and New Construction
New construction should be added as an eligible
activity of the Community Development Block
Grant Program (CDBG), and a Housing Compo
nent, weighted to local housing needs, should be
added to CDBG to complement the Housing Pay
ments Program in addressing problems of housing
availability and adequacy for lower-income house
holds. The purpose of these additions to the CDBG
program is to make available standard housing to
lower-income households living in substandard
units. (p. 27)
Program features of the Housing Component
of CDBG should include the following:
Administration: Administration of the Housing
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Component of the CDBG program should closely
parallel that of the larger block grant program. The
Commission recognizes that housing markets and
housing problems may require regional and even
statewide intervention, and therefore suggests con
sideration of additions to the basic CDBG admin
istrative framework. These include formation of
consortia to carry out housing activities on an
areawide basis, and utilization of State housing fi
nance agencies and FmHA offices to operate hous
ing programs. (p. 29)
Fund Allocation: Funds allocated for the Hous
ing Component of the block grant program should
be allocated on the basis of objectively measurable
housing needs, particularly the need to rehabilitate
housing for lower-income households. The annual
funding and three-year authorization features of the
C DBG program should be incorporated into the
Housing Component. (p. 29)
Use of Funds: The Housing Component of the
CDBG program should be used to help overcome
housing supply problems of lower-income families
living in inadequate units. Although it is the Com
mission's intent that Housing Component funds be
used for the above purpose, the majority of the
Commission recommends that no specific restric
tions should be placed on the use of funds in entitle
ment cities. (p. 30)
Performance: The Housing Component ac
tivities, because they must meet the same statutory
objectives as the CDBG program, would be tar
geted to lower-income households. (p. 30)

Local Control of Public Housing
(Chapter 3)
3. Public Housing
Within a specified period of years, public housing
should be restored to local management and con
trol, passing to public housing authorities and local
governments responsibility and choice in the use
and disposition of public housing projects. The
future use of each public housing project should be
determined on the basis of a joint assessment by the
Public Housing Authority (PHA) and the local and
Federal government, considering a broad range of
options in light of each project's physical, econom
ic, and social characteristics. (p. 31)
Under the primary option, most public hous
ing projects would continue to house low-income
tenants and receive operating subsidy, which would
be subject to a Federal cost constraint. These proj
ects would be most likely to be those which are in
good condition and reasonably free of social prob
lems and which can be operated within the subsidy
limits. (p. 37)
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Two other options for use of projects would
remove them from the public housing stock. In
these cases, tenants would receive Housing Pay
ments for use in the project (if it remains in residen
tial use) or in the private market:
• Valuable projects could be sold, with the
proceeds used for low-income housing pur
poses. This option could also result in mar
ket-price condominiums or cooperatives or
could include tenant purchase.
• Projects with severe social or physical prob
lems that could not be remedied cost-effec
tively would be demolished.
Alternatively, some projects could remain in
public ownership under arrangements which differ
from the primary option:
• Projects could charge enough rent to cover
operating costs and therefore receive no op
erating subsidy but continue to receive debt
service subsidy. Tenants would receive
Housing Payments which could be used to
pay public housing project rents or to obtain
private market housing.
• Projects could be operated and funded under
an alternative that is tailored to the unique
circumstances of the project and mutually
agreeable to the local government, the
PHA, and the Federal government.
During the transition period, the Federal gov
ernment would continue to provide operating sub
sidy as well as funds for the physical improvement
(modernization) of the projects. Federal require
ments and administrative contraints, other than ten
ant rent and income limits, would be substantially
reduced. (p. 38).

Special Housing Problems of the
Elderly and Handicapped
(Chapter 4)
4. Frail Elderly and Handicapped
The Commission recognizes the special housing
needs of the frail elderly and the handicapped and
recommends that these needs be addressed by spe
cial programs. The Commission further recom
mends that a White House task force be established
to develop a policy framework for addressing these
housing needs in the context of the social and health
needs of this group. (p. 51)

5. Home-Sharing and ACCeSS01)! Housing
State and local authorities should act to permit
home-sharing by elderly homeowners, including
rental of rooms and construction of accessory apart
ments. (p. 53)

6. The Conversion
Income

if Home Equity Into

The Commission endorses the use of mechanisms to
enable older homeowners to convert their home
equity into income while remaining in their homes,
and recommends that the Department of Housing
and Urban Development, the Federal Home Loan
Bank Board, and the Internal Revenue Service facil
itate and encourage the use of such mechanisms. (p.
54)

SECTION II: HOUSING
OPPORTUNITIES IN THE
PRIVATE SECTOR
Homeownership (Chapter 6)
J. Deductibility

if Interest and Taxes

The Commission reviewed the cur re nt tax deduc
tion for mortgage interest and property taxes. It
recommends that there be no changes in the current
system at this time . The Commission also recog
nizes the broad scope of this issue and recommends
that any further analysis of thi s topic be considered
only within the context of a thorough review of the
U.S. tax system. (p. 75)

2. Downpayment Assistance for First-Time
Homebuyers
The Commission has reviewed a number of alterna
tives to assist the first-time homebuyer in ac
cumulating a downpayment. It finds the evidence
concerning costs and benefits of these alternatives to
be inconclusive. Further evalution is appropriate,
and the Commission recommends that three options
discussed below be forwarded to the President for
full review as to their cost and incremental impact:
Option I. Create a separate system of individu
al housing accounts, with co ntributions eligible for
a credit against Federal income taxes, and with
interest on the account tax-exempt.
Option 2. Create a separate system of individu
al housing accounts, with contributions made from
income after taxes to be matched directly on a one
to-four basis using appropriated funds from the
Federal government, and all interest on the account
fully taxable.
Option 3. Allow tax-free use of funds from
individual retirement accounts for the purpose of
applying these funds to the downpayment on a first
home. (p. 80)

3. Condominium and Cooperative Housing
The Commiss ion recognizes the property rights of

owners of rental housing and the substantial benefits
to the individual and the community of the home
ownership opportunities created by conversion to
condominium and cooperative ownership. The
Commission has also considered the concerns of
tenants affected by such conversion, including the
needs of low-income elderly households. On the
basis of this analysis, the Commission supports
conversion to condominium or cooperative owner
ship and opposes undue restrictions thereon . (p. 81)
The Commission urge s States to consider
favorably the adoption of conversion procedures
generally in accordance with those established in
the Uniform Condominium Act, with comparable
coverage for cooperatives. (p. 82)
In the sale or conversion of re ntal property,
disincentives to the seller should be removed. The
Commission further recommends that incentives be
provided to fac ilitate sale of rental housing to ten
ants, particularly when a substa ntial portion are of
low or moderate income. Restrictions on the types
of income allowed cooperatives should also be re
laxed to allow freer choice of this form of
homeownership.
Various impediments to the fin ancing of coop
erative purchase should be removed, suc h as (I) the
lack of a secondary market for membership share
Joans; (2) the failure to implement FHA insurance
on membership share loans; and (3) the 30-percent
cap on hou si ng loan s by the National Consumer
Cooperative Bank . (p. 84)

4. Homesteading
The Commission endorses si ngle- and multifamily
homesteading as a means of providin g homeowner
ship opportunities to low- and moderate-income
renters. HUD should continue to make available its
single-family properties, acqu ired by FHA default,
for use by local governments in homesteading pro
grams. Appropriate government-held multifamily
properties also sho uld be made available for home 
ownership. (p. 84)

5. Mamifactured Housing
The Commissio n believes that manu factu red homes
permanently attached to the land qualify as real
property and recommends that Federal and State
government and qua s i-government agencies
provide the regulatory and legal framework neces
sary to permit permanent mortgage financing of
such property on the same basis as other real proper
ty loan s. (p. 85)
With regard to manufactured homes that are
not attached to the land, more broadly based access
to the credit markets should be developed for the
fi nanci ng of manufactured hou sing held as personal
property. (p. 86)
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6. Warranty Insurance on New Homes
Congress should amend the law to require that the
present mandatory warranty protection on newly
constructed homes insured or guaranteed by FHA,
Farmers Home Administration , and VA be admin
istered through private-sector programs, where ade
quate private programs exist, provided they do not
discriminate on the basis of the homebuyer, neigh
borhood location of the home , or other criteria irrel
evant to construction quality. The homebuyer
should have the option to decline warranty coverage
on such new ly constructed homes. Al l home
builders should consider offering insurance-backed
warranties as an option with the sale of new homes.
tp. 86)

Rental Housing (Chapter 7)
7. Rent Control
The Commission finds that rent control causes a
reduction in the quality of the existing rental hous
ing stock and discourages investment in new rental
property. Therefore, the Commission opposes, in
principle, rent control at Federal, State , and local
levels. (p. 91)
State Actions: The adverse effects of rent con
trol spread far beyond the boundaries of munici
pa lities . Therefore, the Commission urges that
States pass legislation removi ng the power of coun
ties, cities, and all other local j urisdictions to adopt
ordinances controlling ren ts . (p. 92)
Federa l Act ions : The Co mmission recom
mends that the Federal government should preempt
the application of any State or local rent controls on
rental housing finan ced by a lending institution in
which deposits are insured by a Federal agency, and
on rental housing financed by the Federal govern
ment or which has a mortage insured or guaranteed
by the Federal government or its agencies . (p. 93)

8. Tax Incentives
Expen sing of Construction Pe riod In terest an d
Taxes: All rental housing should be eligible fo r
expensing of interest costs and taxes incurred during
construction. Section 189 of the tax code , which
requires IO-year amortization of these rental hous
ing expens es except for low-incom e housing,
should be suspended through 1984 to create an
incentive for all rental housing prod uct ion. (p. 94)
Rehabilitation Tax Credits: Owners of residen
tial rental structures should enjoy the same invest
ment tax credit for rehabi litation expenses as that for
owners of nonresidential real estate . (p. 95)
Historic Investment Tax Credit: The Commis
sion recommends that, as part of the certification
process for the 25 percent historic investment tax
credit, the Secreta ry of the Interior be authorized to
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exempt certified historic preservation projects from
the substantial rehabilitation test and from the re
quirement that the building retain at least 75 percent
of the existing external walls. (p. 96)

Other Opportunities (Chapter 8)
9. Sale if Public Laruis
Inventory and Land-Use Classification : To facilitate
purchase and exchange of land, the Bureau of Land
Management should accelerate completion of land
inventory and classification and complete all neces
sary land-use plans, giving consideration to the
expansion needs of communities adjacent to public
lands and identifying land available for disposal to
meet those needs. In addition, these land-use plans
should provide for cooperative management, con
solidation , and exchange of checkerboard public
lands with State and private land holdings. (p. 102)
Cooperation and Coordination with State and
Loca l Government: In disposing of Federal land for
housi ng and community development, the Federal
government should be responsive to requests for
land from States and localities and should provide
for local and State land use plans. (p. 102)
Forest Service Sales: The Secretary of Agri
culture should encourage land conveyance for hou s
ing use under the Townsite Act and endorse the
passage of legislation to permit the Forest Service to
sell or exchange sma ll tracts of land . (p. 103)
Land Exchange: Where the land is being ac
quired by a public entity for public purposes, in
cluding community expansion and housing , the
Secretary of the Interior and the Secretary of Agri
culture should be authorized to permit payments in
excess of the statutory 25 percent of appraised value
to equalize the difference in valuation between a
parce l of public land and a parcel of private land of
different size and value offered in exchange . (p.
103)
Leasing: The Secretary of the Interior should
direct the Bureau of Land Management to develop a
program for the leasing of land for a defi nite time
period for housing use to State or local government
entities or nonprofit groups which have proposa ls
meeting the requirements of the Recreation and
Public Purposes Act. (p. 104)
Appraisal: The Bureau of Land Management
and U.S. Forest Service should consider methods to
mitigate prices where Federal leasing or land pol
icies have contributed to escalating land costs . (p.
104)

10. Federal Surplus Properties
The White House Property Review Board should
ensure the prompt disposal of Federal surplus prop

erty, thus making mOre property available for hous
ing use. (p. 104)

11. State and Local Lands
States and localities are encouraged to review their
policies with regard to sale and transfer of land and
to identify parcels of their own public land which
might appropriately be sold for housing use in both
urban and rural locations . (p. 105)

12. Neighborhood Preseroation
Private foundations, religious groups, and other pri
vate institutions are encouraged to continue their
sponsorship and financing of innovative programs
in housing construction and rehabilitation and ac
cess to homeownership. Neighborhood preservation
activities should continue to be used to preserve and
upgrade housing in older areas with every effort
made to benefit low-income people and to avoid
displacing them. (p. 105)

13. Historic Preseroation
The Commission endorses the efforts of the Na
tional Trust for Historic Preservation to further the
goal of local and private-sector historic preservation
and further endorses its efforts to preserve the valu
able resources represented by our nation's buildings
and districts. (p. 106)

14. Enterprise Zones
The Commission endorses the concept of enterprise
zones as a method of encouraging community re
vitalization and new business investment in declin
ing urban neighborhoods and rural communities .
Any enterprise zone program should include incen
tives, similar to those provided for business, for
investments in rehabilitation and new construction
of housing in order to complement economic de
velopment in the zone, minimize displacement of
existing residents, and provide housing for new
workers attracted by zone businesses. (p. 106)

SECTION ID: FINANCING
AMERICA'S HOUSING
Traditional Sources of Mortgage
Credit (Chapter 10)
1. Liability Structure and Powers if Thrift
Institutions
The liability powers of savings and loan associa
tions and mutual savings banks should be expanded
to permit these institutions to compete more vig
orously for individuals' savings and to serve the
demand deposit needs of all sectors of the economy.
(p. 124)

Depository institutions should be permitted to
offer a federally insured, daily-access market-rate
account that would appeal to individuals holding
money market mutual fund accounts (p. 126)
Savings and loan associations and mutual sav
ings banks should have authority to accept demand
deposits from all types of customers. (p. 127)

2. Asset Structure and Powers
Institutions

if Thrift

Savings and loan associations and mutual savings
banks should be granted new and expanded asset
powers sufficient to serve the credit needs of all
sectors of the economy and to maintain their
viability as financial institutions in a deregulated
environment. (p. 127)
Thrift institutions should have expanded au
thority to invest in secured and unsecured consumer
loans, and should be permitted to provide inventory
and floor planning loans to dealers of consumer
durables. (p. 130)
All thrift institutions should be permitted to
invest in secured and unsecured commercial and
agricultural loans, and their authority to invest in
commercial paper and other corporate debt instru
ments should be expanded. (p. 130)
All thrift institutions should be permitted to
invest in securities issued by States and munici
palities, including both revenue bonds and general
obligation instruments . (p. 130)
Thrift institutions should have expanded au
thority to invest in real estate loans, so that they may
invest in both residential and nonresidential mort
gages, whether first or subsequent liens, without
loan-to-value restrictions or mortgage insurance re
quirements. (p. 130)
While remaining subject to a percent-of-asset
limitation and regulatory supervision, the permitted
levels of investment in service corporation affiliates
should be increased for savings and loan associa
tions and made available to mutual savings banks.
(p. 130)
Thrift institutions should be permitted to in
vest in real estate of various types (including joint
ventures with developers) only through service cor
porations or holding companies. (p. 131)

3. Other Powers

if Thrift Institutions

Savings and loan associations and mutual savings
banks should be granted such additional operating
powers and authorities as may be necessary to
provide financial services to all sectors of the econo
my. (p. 131)
Thrift institutions should have the authority to
make over-the-counter sales of mortgage-backed
securities, with or without recourse. (p. 131)
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Subject to percent-of-asset limitations and reg
ulatory supervision, the powers of thrift institutions
should be expanded to permit investment in tangible
property for the purpose of engaging in equipment
leasing. (p. 131)
Thrift institutions should be provided, where
necessary, with the power to engage in activities and
ventures incidental to the exercise of authority con
ferred by law. (p. 131)

4. Industry Structure and Institutional Form
Thrift institutions should be permitted to select their
institutional form , with the right to convert from
State to Federal charters (and vice versa), from
mutual to stock form, and from savings and loan
associations to savings banks (and vice versa).
(p. 131)
The Federal Home Loan Bank Board should be
given power to grant de novo Federal stock charters
to savings and loan associations and savings banks.
(p. 131)
Regulators of financial institutions should per
mit, where appropriate, interstate and interindustry
mergers sought by the private sector. (p. 131)

5. Maintaining Public Confidence in
Depository Institutions
The Federal government should clearly and ex
plicitly reaffirm its responsibility to maintain the
viability of the financial system, including a com
mitment to use whatever resources are necessary to
assure the safety of deposits insured by FDIC or
FSUC. (p. 133)

6. Regulatory Agency Activity
Regulatory authorites should continue to have, and
to use, the power to arrange, in lieu of liquidation,
interstate and interindustry mergers and acquisi
tions . (p. 134)
When determining whether to assist insured
thrift institutions, regulatory agencies should be
guided by the reasonably anticipated profitability of
an institution rather than being bound by tests con
cerning the essentiality of an institution to a com
munity or arbitrary accounting procedures relating
to book value of net worth . (p. 134)

7. Sustaining the Deposit Base at Thrift
Institutions
The Depository Institutions Deregulation Commit
tee should take action to forestall the disintermedia
tion of funds upon the maturity of "all savers"
certificates. (p. 135)
To permit depository institutions to offer the
expanded retirement accounts authorized by law,
deposit insurance on IRA and Keogh accounts
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should be increased to $250,000 per account.
(p. 135)

Broadening Private Sources of
Mortgage Credit (Chapter 11)
Tax Incentives for Mortgage Investment
8. Tax Incentives for All Mortgage Investors
To encourage greater residential mortgage activity
by a broad range of institutions, the same tax incen
tives should be provided to all types of investors
through a mortgage interest tax credit (MITC) on
income from mortgages or mortgage pass-through
securities . Over time, the special bad debt reserve
provision for thrifts should be eliminated. The
MITC should be considered a transition device, and
should be reconsidered in a thorough review of
sectoral subsidies in the entire tax system. (p. 139)

Institutional Sources
9. Private Pension Funds and ERISA
Current provisions of Employee Retirement Income
Security Act regulations that limit the housing in
vestments of private pension funds should be elimi
nated. (p. 142)
The Department of Labor should promptly is
sue the housing portion of its proposed "plan asset"
regulations in order to exclude from ERISA regula
tIons mortgages in pools that are associated with
pass-through securities issued or guaranteed by the
United States or an agency or instrumentality there
of, including the Government National Mortgage
Association, the Federal Home Loan Mortgage
Corporation, and the Federal National Mortgage
Association . (p. 143)
The Department of Labor should expand its
recently issued class exemption for mortgage
backed securities to cover pools of second mort
gages and to clarify the treatment of forward-pur
chase commitments that are commonplace in mort
gage market transactions. (p. 143)
. I? th.e case of whole mortgages or mortgage
partICIpatIOns, the Department of Labor should is
sue a class exemption to permit normal business
transactions. (p. 143)
When evaluating future applications for mort
gage-related exemptions and rulings, the Depart
ment of Labor should rely on the mortgage and
housing expertise that already exists at the Federal
Home Loan Bank Board and at the Department of
Housing and Urban Development. (p. 143)

10. Public Pension Funds and State Laws
States should be encouraged to develop program
strategies and regulations that facilitate housing in
vestment by public pension funds. (p. 143)

To assist this effort, the Commission suggests
that the National Conference of Commissioners on
Uniform State Laws recommend changes to State
legal investment statutes to provide authority for
regulated fiduciaries to invest in conventional mort
gage-backed securities meeting a common set of
reasonable investment criteria. (p. 144)

required, to register as regulated investment com
panies . (p. 146)

15. Purchase

if Securities on Margin

The Federal Reserve Board should amend Regula
tion T to allow for the purchase of privately issued
conventional mortgage-backed securities on mar
gin . (p. 146)

11. Commercial Banks
The powers of commercial banks to invest in resi
dential mortgages and real estate should be clarified
and expanded. (p. 144)
Commercial banks should be permitted to es
tablish service corporations similar to those suc
cessfully employed in the savings and loan industry.
(p. 144)
Commercial banks should be permitted to in
vest in real estate (including joint ventures with
developers) through holding company subsidiaries
and to engage in other investment practices permit
ted savings and loan associations through service
corporations . (p. 144)
Commercial banks should be provided, where
necessary, with adequate authority to engage in
activities incidental to the exercise of authority con
ferred by law, and they should be permitted to make
over-the-counter sales of certificates backed by
mortgages, with or without recourse , subject to
regulatory supervision. (p. 144)

16. Modification

if the Bankruptcy Code

Congress should extend the current provisions of
the Federal Bankruptcy Code to all entities that sell
mortgage loans, mortgage participations , or con
ventional mortgage-backed securities . (p. 147)

17. State Laws and Agencies
The National Conference of Commissioners on
Uniform State Laws should recommend amend
ments to relevant State blue-sky laws to exempt
qualified conventional mortgage-backed security
issuers from State registration requirements , and
should recommend changes to State legal invest
ment statutes to provide authority for investment by
State-regulated fiduciaries in CMBSs meeting a
common set of reasonable investment quality crite
ria . (p. 147)
States should be encouraged to create public
conduit CMBS issuers that draw on the capacity and
experience of their existing State housing finance
agencies. (p. 147)

12. Consumer Finance Companies
The Commission supports changes in state laws and
regulations to facilitate the entry of consumer fi
nance companies into the housing finance system.
(p. 145)

Conventional Mortgage-Backed Securities
(CMBS)
13. Revisions to the Tax Code
The Internal Revenue Code should be amended to
provide an exemption for conventional mortgage
backed securities from taxation at the pool/issuer
level, provided the CMBSs meet minimum criteria.
The Internal Revenue Code should also be
amended to treat the recovery of market discounts
on CMBSs on the same basis as such discounts are
treated on corporate securities. (p. 145)

14. Registration

if Securities and Issuers

The Securities and Exchange Commission should
promulgate regulations to provide specific and
streamlined shelf-registration procedures designed
for conventional mortgage-backed security issues .
(p. 146)
CMBS issuers should be permitted, but not

Mortgage Instruments
18. Due-on-Sale Clauses
Action should be taken at the Federal level to pre
vent or to discourage State legislative or judicial
actions that restrict the enforcement of due-on-sale
clauses in outstanding home mortgage contracts.
(p. 149)
. Federal regulations should be changed to per
mit the inclusion of due-on-sale clauses in newly
originated FHA-insured and VA-guaranteed home
mortgages. (p. 149)

19. Private Sector Development if Innovative
Instruments
The private sector should be encouraged to develop
new mortgage loan instruments that reduce initial
payment levels to borrowers , provide some protec
tion to lenders against future market interest rate
increases, have relatively predictable payment
schedules , and avoid excessive negative amortiza
tion. Within this context , three instruments are
worthy of particular attention: graduated-payment,
adjustable-rate mortgages ; dual-rate mortgages ;
and growing-equity mortgages . (p. 150)
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20. Role

if Government

Federal and State governments should make
changes in laws and regulations necessary to permit
institutions to originate, purchase, and hold new
types of mortgage loans. (p. 152)
To facilitate introduction of new instruments,
the Federal government should provide mortgage
insurance and guarantees on an experimental basis
through the Federal Housing Administration and the
Veterans Administration, should provide secondary
market support through the mortgage-backed se
curities program of the Government National Mort
gage Association, and should encourage the Federal
National Mortgage Association and the Federal
Home Loan Mortgage Corporation to help develop
markets for innovative types of mortgage instru
ments. (p. 152)

Forward, Futures, and Options Markets
2i. Exchange-Traded Options
It would be advisable for Congress to take whatever
action is necessary to facilitate development of op
tions markets related to GNMAs or to other interest
bearing securities with price movements similar to
those of GNMAs. (p. 155)

22. Financial Futures Markets
It would be appropriate for the Financial Account
ing Standards Board to act on the recommendations
of the American Institute of Certified Public Ac
countants and adopt accounting guidelines for fu
tures transactions . (p. 156)
Federal regulatory agencies should take a more
aggressive role in providing accurate information
concerning the uses and mechanics of futures trad
ing . (p. 156)

Government Financing Programs
(Chapter 12)
Federal Housing Credit Programs
23. FHA Single-Family Mortgage insurance
In view of development of the private mortgage
insurance industry, the Federal Housing Admin
istration should increasingly complement, rather
than compete with, the private market. FHA should
provide mortgage insurance where the private mar
ket is unable or unwilling to do so, and there should
be a continuing demonstration role for FHA in
developing and underwriting innovative forms of
mortgage instruments . (p. 162)
All FHA home mortgage insurance programs
should be streamlined to operate more efficiently
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and at the lowest possible cost in meeting program
objectives . (p. 162)

24. FHA Multifamily Mortgage insurance
The Federal Housing Administration should con
tinue to insure standard unsubsidized multifamily
mortgages and should perform a demonstration role
with respect to innovative forms of multifamily
mortgage instruments. (p. 164)
Adjustments should be made to permit FHA
programs to operate more efficiently and to lower
costs to FHA and developers of multifamily pro
jects . (p. 165)

25. GNMA Mortgage-Backed Securities
Program
A major goal of public policy should be to develop
private markets for mortgage-backed securities
(MBS). The Government National Mortgage Asso
ciation MBS program should be phased down to
encourage the growth of private mortgage-backed
securities, but this phasedown should be done in
concert with the development of the market for
private securities. (p. 166)
During the transition to greater reliance on the
private market, GNMA should continue to guaran
tee securities issued against pools of mortgage in
struments insured or guaranteed by the Federal gov
ernment, including innovative instruments. (p. 167)

26. Federally Related Credit Agencies
The Federal National Mortgage Association and the
Federal Home Loan Mortgage Corporation should
play important roles in the development of markets
for conventional mortgage pass-through securities.
Federal policy should encourage the operation of
FNMA and FHLMC as private corporations that
retain limited benefits arising from Congressionally
mandated commitments to housing. (p. 167)

27. Rural Housing Credit Programs
The housing credit programs of the Farmers Home
Administration should be conducted without sub
sidy and in a manner that encourages the develop
ment of private housing credit institutions in rural
areas . (p. 169)

State and Local Government Financing
Programs
28. Tax-Exempt Financing
The Administration should promptly bring to the
appropriate Cabinet council for thorough review the
issue of private sector use of tax-exempt revenue
bonds of all kinds and present to Congress an ap
proach covering all categories of tax-exempt fund

ing and/or specific options for more effective sub
stitutes. Pending the outcome of the recommended
study, State and local authorities should be allowed
to issue mortgage revenue bonds, under the volume
limits and targeting provisions of existing law.
Moreover, the technical problems associated with
the Mortgage Subsidy Bond Tax Act ought to be
addressed by the Administration so that mortgage
revenue bond programs can be made operable.
(p. 170)

SECTION IV: GOVERNMENT
REGULATION AND THE COST
OF HOUSING

Federal Housing Regulations
(Chapter 14)
1. Environmental Rules
Duplicative Environmental Requirements : The Ad
ministration should eliminate overlapping Federal
and State environmental pennit and compliance
requirements, develop procedures for permit coor
dination, and eliminate the necessity for complying
with both the National Environmental Policy Act
and comparable State environmental policy acts.
(p. 186)
Wetlands: Congress should amend Section 404
of the Clean Water Act and limit its application in
the case of housing development to Phase I and II
waters, as defined in 1975 by the U.S. Anny Corps
of Engineers. Furthennore, the Federal government
should ensure the same interim result admin
istratively by issuing a general pennit by the Corps
of Engineers . As a related matter, the government
should accelerate its mapping and inventorying of
wetlands and place greater reliance on State and
local pennitting. (p. 186)
Environmental Impact Statements: The De
partment of Housing and Urban Development
should raise the threshold for an environmental
impact statement (EIS) to 2,500 dwelling units or
lots and use two-stage review processes to limit the
necessity for an EIS where an environmental as
sessment or public response to HUD notice indi
cates an absence of significant environmental is
sues . (p. 187)
Local Area Certification: HU D should im
prove and expand its use of the local area certifica
tion procedure as an alternative to project-level as
sessments and/or environmental impact statements .
(p. 187)
Revising Floodplain Regulation: Existing
floodplain management regulations and con
struction standards should be revised , consistent

with the overriding need to protect Federal invest
ments and human safety, to be more sensitive to
local variations in flood risk and to economic con
siderations attendant with compliance. (p. 188)
Review of Executive Order 11988: The Vice
President's Task Force on Regulatory Relief should
designate Executive Order 11988 for review and
revision. Revisions should establish a workable def
inition of "acceptable risk," allow for local vari
ability, and take into account the socioeconomic
costs and benefits of occupying floodplains .
(p. 188)
Coastal Barriers : The definition and delinea
tions of the undeveloped coastal barriers by the
Coastal Barriers Task Force of the Department of
the Interior should be changed, consistent with the
overriding need to protect Federal investments and
human safety, to allow for increased sensitivity to
uses of coastal property already approved at the
local level and to the suitability of the area for
development. (p. 189)
Private-Sector Insurance: The Federal Insur
ance Administration should continue to develop a
program whereby the private insurance industry can
assume responsibility for servicing and eventually
assume the risk of underwriting flood insurance.
(p. 189)

2. Real Estate/Mortgage Disclosure Laws
HMDA and CRA : Upon receipt of the report of the
Federal Financial Institutions Examination Coun
cil, Congress and the appropriate regulatory agen
cies should review the approach and structure of the
Home Mortgage Disclosure Act and the Communi
ty Reinvestment Act and compare the benefits de
rived from these laws with the burdens they impose
on depository institutions. (p. 190)
RESPA Review : Section 8 of the Real Estate
Settlement Procedures Act should be revised to
pennit the development of alternative settlement
services and to require timely, full, and adequate
disclosure . (p. 191)

3. Other Regulations
Davis-Bacon Act: Construction of housing and re
lated infrastructure should be excluded from
coverage under the Davis-Bacon Act. (p. 193)
Timber Production and Policy: The nation 's
policy for timber management programs , including
harvesting and reforestation, should consider fully
all relevant economic and environmental data. The
economic inquiry should include the opportunity
costs involved in withholding timber from the mar
ket, the consequences of policy on the price of
timber and the cost of housing, and the long-term
supply of timber. While this policy can be imple
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mented under existing laws through the Depart
ments of Agriculture and the Interior, Congress
should enact appropriate legislation to ensure the
permanence of this policy. States in tum should
reform forest tax policies and forest practices reg
ulations that currently impede efficient private in
vestment in timber and timber production. (p. 194)
Farmland Preservation Controls: Congress
should repeal the Federal Farmland Protection Pol
icy Act of 1981 because it could have a potentially
serious and detrimental impact on the cost and avail
ability of land for housing. (p. 195)

4. General Reforms
Modification to the Administrative Procedure Act:
The President should consider modifications to the
Administrative Procedure Act as a means of limiting
the regulatory authority of agencies concerned with
housing. (p. 197)
Negotiated Rulemaking: Federal agencies con
cerned with housing should consider instituting ne
gotiated rulemaking as a means of developing fewer
and more effective regulations. (p. 197)
Management of the HUD Clearance Process:
The Department of Housing and Urban Develop
ment should implement a management system for
controlling its clearance process and implement
changes to speed up timely resolution of issues.
HUD should institute a briefing procedure for new
managers to cover the rulemaking process. (p. 198)

State and Local Housing
Regulations (Chapter 15)
5. General Zoning Regulations
General Standard: To protect property rights and to
increase the production of housing and lower its
cost, all State and local legislatures should enact
legislation providing that no zoning regulations de
nying or limiting the development of housing
should be deemed valid unless their existence or
adoption is necessary to achieve a vital and pressing
governmental interest. In litigation, the governmen
tal body seeking to maintain or impose the regula
tion should bear the burden for proving it complies
with the foregoing standard. (p. 200)
Constitutional Validity of Zoning Restrictions:
The President should direct the Attorney General to
analyze the constitutional validity and jurispruden
tial ramifications of the "vital and pressing" stand
ard for judicially determining the validity of zoning
ordinances and related standards that strike a bal
ance between legitimate governmental interest and
individuals' rights to property; if the Attorney Gen
eral then concludes that a change should be sought
in the existing Euclid standard, he should seek an
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appropriate case for urging the Supreme Court to
adopt a new test. (p. 201)

6. Specific Zoning Regulations
Density of Development: The density of develop
ment should be left to the conditions of the market
except when a lesser density is necessary to achieve
a vital and pressing governmental interest. (p. 203)
Zoning Restrictions on Manufactured Hous
ing: States and localities should remove from their
zoning laws all forms of discrimination against
manufactured housing, induding off-site fabricated
housing systems or components conforming to re
quirements of one of the current nationally recog
nized model codes. (p. 203)
Size of Dwelling Units (Single-family and
Multifamily): No limits (minimum or maximum)
should be placed on the size of individual dwelling
units. (p. 204)
Growth Controls: Except where justified by a
vital and pressing interest, governments should
avoid growth controls that limit production of hous
ing. (p. 205)
Farmland Preservation Controls: Regulation
restricting land to farming use should not be
adopted if it would limit housing production.
(p. 205)

7. Development Regulations
Financing Infrastructures : Municipalities should
consider using innovative financing approaches to
assist developers in providing infrastructure for new
residential development. (p. 206)
Cost-Sensitive Standards: HUD should con
tract with the National Institute of Building Sci
ences to develop cost-sensitive subdivision stand
ards for State and local government consideration.
(p. 206)
Wastewater Technology: No development
should be barred for lack of municipal sewer capaci
ty if the developer is prepared to install at his cost
proven innovative and alternative wastewater tech
nologies that meet public health and safety require
ments. To this end, the U.S. Environmental Protec
tion Agency should support both public and private
research activities related to innovative wastewater
technologies. (p. 207)
BuilderlDeveloper Fees: Builders and de
velopers should be obligated only for such fees,
dedications, servitudes, parking requirements, or
other exactions as are specifically attributable to the
development. Likewise, communities should not be
required to subsidize new housing development in
frastructure or facilities relating thereto. Builders
and developers should pay only their pro-rata share.
They should be permitted to install at their own cost
facilities not publicly available. (p. 207)

8. Local Permit Processing
Wherever possible procedures for obtaining permits
for subdivision and construction should be reduced
and consolidated to a single comprehensive permit
to minimize the time between purchase of land and
occupancy by homeowners and tenants. (p. 208)

Comtruction Standards and
Building Codes (Chapter 16)
9. The Federal Role
Private-Sector Standards: Federal agencies, in their
housing programs, should use appropriate volun
tary private-sector construction standards and rely
upon appropriate private-sector processes for de
velopment and revision of standards. (p. 212)
Building-Product Evaluation and Approval
Systems: Reciprocity should be established be
tween public and private building product evalua
tion and approval systems with the objective of
developing a single, nationally recognized private
sector system upon which the public sector can rely.
(p. 212)
Manufactured-Housing Construction and
Safety Standards: Consistent with its legal au
thority, HUD should revise its manufactured-hous
ing construction and safety standards, using, to the
extent feasible, nationally recognized voluntary
standards organizations. (p. 213)
Energy-Performance Standards: The Federal
government should repeal the building energy-per
formance standards legislation and consider limited
funding of private research on total building per
formance. (p. 214)
Access for the Handicapped: The Federal gov
ernment should use the American National Stand
ards Institute (ANSI) standard for access for the
handicapped in order to meet the special con
struction needs of the handicapped population. Fur
thermore, appropriate Federal agencies should re
quest ANSI to develop, at the earliest opportunity, a
methodology for establishing scope requirements to
determine local handicapped housing needs . In the
interim, Federal scope requirements would be con
trolling . (p. 215)
To comply with federally assisted housing
development requirements in this regard, builders
should certify that the construction complies with
the ANSI standard and, where appropriate, with the
Federal scope standards. (p. 215)
Minimum Property Standards: The Depart
ment of Housing and Urban Development, the
Farmers Home Administration, and the Veterans
Administration should phase out their use of the
single- and multifamily Minimum Property Stand
ards and depend entirely on locally enforced build
ing codes that are consistent with the One and Two

Family Dwelling Code or one of the current na
tionally recognized model building codes. Addi
tional marketability and durability criteria may be
used for federally subsidized multifamily rental
housing if required to establish a reasonable level of
risk for Federal funds. (p. 216)
In the absence of such locally enforced build
ing codes, the three agencies should enforce the
One and Two Family Dwelling code or whichever of
the current nationally recognized model building
codes is most widely used in the immediate area of
the individual project. (p. 216)

10. State and Local Building Codes
Health and Safety Requirements : All building codes
should be limited to health and safety requirements;
those responsible for developing or adopting such
codes should remove existing requirements that do
not meet this basic test. (p. 217)
State and Local Use of Model Building Codes:
States should adopt or require their local govern
ments with building codes to adopt, with little or no
amendment, one of the current nationally recog
nized model building codes and the CABO One and
Two Family Dwelling Code. (p. 217)
Professional Code Administration: State and
local governments should recognize and utilize ex
isting building-department personnel certification
systems as an integral element of evaluating the
technical competence of such personnel. (p. 218)
Membership of Model-Code Organizations :
The model-code organizations should include other
technically competent interested parties as full vot
ing members in their deliberative processes.
(p. 219)
Conflicting Codes: The Board for the Coordi
nation of Model Codes (BCMC) should be encour
aged in its effort to resolve differences between
building codes and fire safety standards. (p. 219)
Rehabilitation Standards: State and local gov
ernments should apply the HUD rehabilitation
guidelines as the basis for further development of
their own rehabilitation standards . (p. 219)
Building Code Research : The Federal govern
ment should consider providing limited funding for
research and demonstration projects to enhance the
technical content and the administration of building
codes. (p. 220)
Licensing Construction Craftsmen: States
should reform their laws relating to licensure of
specialized construction workers (I) to remove li
censure requirements not related to basic health and
safety and to remove testing and scoring not closely
and directly related to job performance; (2) to estab
lish statewide licensure so licensed craftsmen may
operate anywhere within the State; and (3) to grant
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recognition to comparable licenses issued by other
States. (p. 221)

hnplementation of Deregulation
(Chapter 17)
11. Special Regulatory Relief
To achieve special regulatory relief for housing , the
President should designate either the Cabinet Coun
cil or the Vice President's Task Force on Regulatory
Relief to coordinate agency actions concerning
housing and to review the aggregate impact of reg
ulations and Federal programs on the housing sec
tor. (p. 229)
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12. HUD Initiatives
The Department of Housing and Urban Develop
ment should undertake an extensive affordable
housing implementation program. Such an effort
should include: (I) identification of a single HUD
office for promoting and coordinating housing af
fordability and (2) creation of an Office of Housing
Productivity. (p. 230)

13. State and Local Deregulation
State and local governments should undertake im
mediate steps to enact deregulatory changes as set
forth in, or consistent with , the recommendations in
this Report . (p. 232)
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the Commonwealth of Massachusetts and two tenns
as Attorney General of the Commonwealth of
Massachusetts.
As a Senator, he served as the Ranking Re
publican member of the Senate Committee on bank
ing, Housing, and Urban Affairs. He also held key
committee assignments including seats on the Ap
propriations Committee, Joint Committee on De
fense Production, Anned Services Committee, and
Select Committee on Aging.
Senator Brooke is a Fellow of the American
Bar Association and of the American Academy of
Arts and Sciences .
On the Commission, Senator Brooke served as
a member of the Housing Programs Committee .

Garry E. Brown
A resident of Schoolcraft , Mich., Mr. Brown is a
Director (Partner) in the Pittsburgh and Wash
ington, D.C., law firm of Kirkpatrick, Lockhart,
Hill, Chirstopher & Phillips . He was a Michigan
State Senator from 1962 to 1966 and served as a
Member of Congress from 1967 to 1979.
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He is a graduate of Kalamazoo College and
received his law degree from George Washington
University in 1954.
While in Congress, Mr. Brown was the second
ranking minority member on the House Banking,
Finance, and Urban Affairs Committee and the
ranking minority member on its Housing and Com
munity Development Subcommittee. He was also a
senior ranking member on the Government Opera
tions Committee and ranking member on its Com
merce, Consumer, and Monetary Affairs Subcom
mittee. In addition, he was the second ranking
House member on the Joint Economic Committee
and a member of three of its subcommittees.
On the Commission, Mr. Brown served on the
Economics Committee and the Regulations
Committee.

Bernard J. Carl
A resident of Washington, D.C., Mr. Carl is a
Partner in the Washington, D. c., law firm of
Williams and Connolly. Prior to joining the finn in
1977, he served as Acting Assistant Secretary for
Policy Development and Research (1976-77), and
Deputy Assistant Secretary for Policy Development
and Program Evaluation (1975-76), at the U.S. De
partment of Housing and Urban Development.
Mr. Carl is a graduate of Wesleyan University,
and received his law degree from the University of
Virginia in 1972.
He was Law Clerk to Supreme Court Justice
Thurgood Marshall and to the Chief Judge of the
U. S. Court of Appeals for the District of Columbia,
as well as Special Assistant to the Assistant At
torney General, Civil Division, U.S. Department of
Justice.
He has served on the Reagan-Bush Housing
Task Force, on the Republican National Committee
Advisory Council on Human Concerns, and as the
HUD Development Budget Coordinator for the
Reagan Transition Team.
On the Commission, Mr. Carl was a member of
the Housing Programs Committee, the Economics
Committee, the Coordinating Committee, and the
Drafting Committee.

Richard E. Carver
The Mayor of Peoria, III., since 1973, Mr. Carver is
also President of Carver Lumber Company in
Peoria.
A graduate of Bradley University with a degree
in business administration, he now serves on the
National Council of Advisors for the College of
Business Administration .
Mayor Carver is currently a Director of the
Illinois State Chamber of Commerce, and a Direc
tor of Provident Federal Savings & Loan Associa

tion of Peoria. He is a past Director of the National
League of Cities , past member of the President's
Advisory Commission on Intergovernmental Rela
tions, and past President of both the National Con
ference of Republican Mayors and the United States
Conference of Mayors.
Among many other activities, Mayor Carver is
Chairman of the Governor's .Advisory Committee
on Block Grants and was a delegate to the United
Nations Conference on Human Settlements (HAB
ITAT) in 1976.
On the Commission , Mayor Carver was Chair
man of the Housing Programs Committee and a
member of the Coordinating Committee and the
Drafting Committee.

Stuart A. Davis
A resident of Webster Groves, Mo ., Mr. Davis is
President of Laurene Davis Inc ., Realtors, a St.
Louis area real estate firm .
He is a graduate of Washington University.
Mr. Davis is Regional Vice President of the
National Association of Realtors, a former member
of the Association's Executive Committee, and past
Chairman of NAR 's Resolutions Committee (1979).
He was President of the Missouri Association of
Realtors in 1977 and has served on its Board of
Directors since 1968. He was selected "Realtor of
the Year" in 1980 by the Missouri Association of
Realtors.
He is a past President (1974) of the Real Estate
Board of Metropolitan SI. Louis and past President
of SI. Louis Computer List (1969). He is a member
of the Executive Council of Nationwide Relocation
Services, a subsidiary of Coldwell-Banker.
Mr. Davis was the the 1980-81 Chairman of the
Board of the Better Business Bureau of Greater St.
Louis and is currently Vice Chairman of the Web
ster Groves Plan Commission and Special Tax Dis
trict Commission.
On the Commission , Mr. Davis served as a
member of the Housing Programs Committee, the
Economics Committee, and the Regulations
Committee .

G. Richard Dunnells
A resident of Bethesda, Md . , Mr. Dunnells has been
a Partner in the Washington, D. c., law firm of
Dunnells, Duvall, Bennett & Porter since 1973 .
A graduate of Dartmouth College, he received
his law degree from the University of Virginia in
1967.
He began his legal career with the Washington,
D.C., law firm of Hogan & Hartson , and two years
later (1969) joined the first Nixon Administration .
From 1969 to 1973, he had various assignments at
the U.S . Department of Housing and Urban De

velopment, first as Special Assistant to the Under
Secretary (1969), then as Deputy Assistant Secre
tary for Low-Rent Public Housing and Urban Re
newal (1970-71), and as Deputy Assistant Secretary
for the Federal Housing Administration and Public
Housing Management (1971-73).
Mr. Dunnells was a member of President-elect
Ronald Reagan's HUD Transition Team .
On the Commission, Mr. Dunnells served on
the Housing Programs Committee, the Economics
Committee, and the Drafting Committee.

Richard L. Fore
A resident of Las Vegas , Nev., Mr. Fore has been a
Managing Partner of Lincoln Property Company,
Las Vegas, since 1977. He was Vice President and
General Manager of the Donald L. Huber Corpora
tion, Dayton, Ohio, in 1975-76.
A graduate of Florida State University, he re
ceived his M.P.A . from Arizona State University in
1970.
Mr. Fore was Executive Assistant to the Gener
al Manager of the New Community Development
Corporation and Deputy Administrator of the New
Communities Administration, U. S. Department of
Housing and Urban Development, from 1973 to
1975, and also was Administrative Assistant to the
Secretary of HUD during that period.
Mr. Fore was a member of President-elect
Ronald Reagan's Transition Staff and was a member
of the Reagan-Bush Housing Task Force in 1980.
On the Commission, Mr. Fore was a member
of the Regulations Committee and the Coordinating
Committee.

Myra Goldwater
A resident of Palm Springs , Calif. , Mrs . Goldwater
is a realtor and President of her own real estate firm.
She has served as a Director of the National Asso
ciation of Realtors since 1978. She was President of
Palm Springs Board of Realtors in 1973-74 and has
been a Director of the California Association of
Realtors since 1973 . She has been a member of the
Palm Springs Chamber of Commerce for 14 years
and has served as Director for several of those years .
On the Commission, Mrs. Goldwater served as
a member of the Regulations Committee and the
Housing Programs Committee.

Lee Goodwin
A resident of Southampton, N . Y. , Mrs. Goodwin is
President of Integrated Funding Inc., a subsidiary of
Integrated Resources Inc. in New York City. Pre
viously, she was a Senior Vice President for Merrill
Lynch Huntoon Paige Inc . , New York City, from
1976 to 1981.
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A graduate of Barnard College she took gradu
ate courses in public law at Brown University.
From 1957 to 1962, she was Assistant to the
Chainnan, New York State Senate Committee on
New York City Affairs, and also was Assistant to
the Chainnan of the Joint Legislative Committee on
Housing, New York State Legislature.
In 1962-63, she was Executive Assistant to the
State Commissioner of Housing and Community
Renewal and served as Assistant Director of the
New York State Housing Finance Agency. From
1973 to 1976, she was Commissioner of the New
York State Division of Housing and Community
Renewal .
On the Commission, Mrs. Goodwin served as
a member of the Housing Programs Committee and
the Economics Committee.

Housing Development Authority since 1977. He
was Director of the Michigan State Department of
Commerce from 1972 to 1977, and held various
positions in the Office of the Governor of the State of
Michigan from 1962 to 1972, including respon
sibility for new program development, legislative
affairs, and special housing assignments. In 1977,
he served as Chairperson of the Governor's Urban
Action Group. Mr. Helmbrecht is President of the
Council of State Housing Agencies.
He is a graduate of Pennsylvania State Univer
sity and took an M.A. in political science from the
University of Chicago in 1963 .
On the Commission, Mr. Helmbrecht served
as a member of the Housing Programs Committee
and the Economics Committee.

Peter D. Herder
Robert F. Hatch
A resident of Los Angeles, Calif., Mr. Hatch is
Executive Vice President of Cambrian Energy Sys
tems Inc., of Culver City, Calif. He was previously
Vice President and member of the Board of Direc
tors, George Elkins Company, a diversified real
estate finn.
Mr. Hatch graduated from Valparaiso Univer
sity in 1958 and received a J.D. degree from the
Northwestern University School of Law in 1960.
In 1962, he was elected to the Illinois State
Senate and served four years in that body.
On the Commission, Mr. Hatch served as a
member of the Economics Committee.

Jasper S. Hawkins
A resident of Phoenix, Ariz., Mr. Hawkins is an
architect and Principal in the finn of Hawkins,
Lindsey & Wilson Associates, a finn he founded in
1958.
Mr. Hawkins is a graduate of the University of
Southern California.
He is a founding member of the Board of
Directors of the National Institute of Building Sci
ences and currently serves as Chairman of the
Board. He has been a member of the U.S. Delega
tion to the United Nations' Economic Commission
for Europe's Working Party on Building since 1978
and a member of the American Institute of Archi
tects National Codes and Standards Committee
since 1970. In 1978, he was appointed to the found
ing Board of the National Fire Academy.
On the Commission, Mr. Hawkins served as a
member of the Housing Programs Committee, the
Economics Committee, and the Regulations
Committee.

Richard K. Helmbrecht
A resident of Ann Arbor, Mich., Mr. Helmbrecht
has served as Executive Director of Michgan State
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A resident of Tucson, Ariz., Mr. Herder serves as
President of three construction finns: Herder Con
struction Company, Villa Catalina Building Corpo
ration, and Herder Commercial Development Cor
poration. He also is Vice President and owner of
Arizona Brick Company.
A graduate of San Jose State University, he
received his master's degree from the University of
Southern California.
He has served three terms as President of
Southern Arizona Home Builders Association
(1969, 1975, 1976). He was named "Inspirational
Leader of the Decade" in 1977. He is presently Vice
President and Treasurer of the National Association
of Home Builders and served as its Vice President
for Area 13 (Arizona, Colorado, New Mexico, Ne
vada, Utah, and Wyoming) in 1978-79. He also is a
Director of the U.S. Chamber of Commerce and
was President of Tucson Economic Development
Corporation from 1977 to 1979. Mr. Herder is a
Director of the United Bank of Arizona (Phoenix),
the Tucson Electric Power Company, and the Tucson
Airport Authority.
On the Commission, Mr. Herder served on the
Present Housing Issues Committee, the Housing
Programs Committee, the Economics Committee,
and the Regulations Committee.

Samuel C. Jackson
A resident of Washington, D.C., Mr. Jackson is a
member of the New York and Washington law finn
of Strook, Strook & Lavan.
He is a graduate of Washburn University,
where he also received a law degree in 1954.
From 1969 to 1973, he served at the U.S.
Department of Housing and Urban Development as
Assistant Secretary for Community Planning and
Development. In 1968-69, he served as Vice Presi
dent of the American Arbitration Association and
Director of its National Center for Dispute Settle

ment (1968-69). He was one of five Commissioners
of the U .S. Equal Employment Opportunity Com
mission from 1965 to 1968. He has held legal posi
tions with the National Association for the Ad
vancement of Colored People at local, State, and
national levels.
Formerly a member of the Administrative Con
ference of the United States, Mr. Jackson has writ
ten for legal and urban affairs journals and has
lectured extensively.
On the Commission, Mr. Jackson served on the
Housing Programs Committee and the Economics
Committee.

Charles E. Klumb
A resident of Biloxi , Miss ., Mr. Klumb is President
of the Klumb Lumber Company, wholesale dis
tributors and exporters of forest products .
He holds a B.S. degree in chemical engineer
ing from Mississippi State University.
Mr. Klumb is a former past President of the
North American Wholesale Lumber Association ,
the Mississippi Lumber Manufacturers Associa 
tion , and the National Bark Producers Association .
On the Commission, Mr. Klumb served on the
Economics Committee.
Sherman R. Lewis, Jr.
A resident of Ridgewood, N.1., Mr. Lewis is the
President and a Director of Shearson/ American Ex
press Inc . , the investment banking and financial
services firm . Before that he had been Vice Chair
man and Co-Chief Executive Officer of Loeb
Rhoades, Hornblower & Co. , and, earlier, of Loeb
Rhoades & Co. Inc.
A graduate of Northwestern University, Mr.
Lewis received his M.B.A. from the University of
Chicago in 1964.
Mr. Lewis is a member of the Visiting Commit
tee of the College of Arts and Sciences of North
western University and the Alumni Association
Board of Directors of the University of Chicago
Graduate School of Business.
On the Commission, Mr. Lewis served on the
Economics Committee .
Gordon C. Luce
A resident of San Diego, Calif., Mr. Luce is Chair
man of the Board and Chief Executive Officer of the
Great American Federal Savings and Loan
Association .
He is a 1950 graduate of Stanford University,
where he received his M.B .A. two years later.
Mr. Luce served as Secretary of Business and
Transportation in the Cabinet of California Gover
nor Ronald Reagan from 1967 to 1969. He has twice
served as a delegate to the International Building

Societies IES conference in Europe. He was the
founding Chairman of the new San Diego Economic
Development Corporation .
Mr. Luce is a member of the Board of Over
seers of the Hoover Institution (Stanford Univer
sity). He also serves as an Advisor to the University
of Southern California Center for the Study of Fi
nancial Institutions .
He is a Director of the Federal Home Loan
Bank of San Francisco and the U. S. League of
Savings Associations. He also is a former President
of the California Savings and Loan League.
On the Commission , Mr. Luce served as Chair
man of the Committee on Private-Sector Financing
of Housing, as Chairman of the President Housing
Issues Committee, and as a member of the Steering
Committee and the Drafting Committee .

Maurice Mann
A resident of San Francisco , Calif., Dr. Mann is
Vice Chairman of Warburg Paribas Becker
Inc .-A.G. Becker, a U .S. investment banking and
financial services firm.
A graduate of Northeastern University, with an
M.A . from Boston University, he recieved a Ph.D.
from Syracuse University in 1955 . He holds an
honorary LL.D. degree from Notheastern Univer
sity (1977).
From 1973 to 1978 , he was President and Chief
Executive Officer of the Federal Home Loan Bank
of San Francisco. Earlier he was Executive Vice
President of Equibank (1971-72); Assistant Direc
tor of the U . S. Office of Management and Budget
(1969-70); and Vice President and General Econo
mist of the Federal Reserve Bank of Cleveland
(1960-69).
He currently serves as Chairman of the Eco
nomic Advisory Board of the National Savings and
Loan League and is Chairman of the Federal Sav
ings and Loan Advisory Counci I. He also is a Chair
man of the Policy Advisory Board of the Real Estate
and Urban Economics Program at the University of
California, Berkeley.
On the Commission, Dr. Mann served as
Chairman of the Committee on Housing and the
Economy, Chairman of the Economics Committee,
Chairman of the Drafting Committee, and a mem
ber of the Steering Committee and the Coordinating
Committee.
Preston Martin
A resident of Washington, D .C. , Mr. Martin is Vice
Chairman of the Board of Governors of the Federal
Reserve System .
A graduate of the University of Southern Cal
ifornia, where he also received his M.B .A ., Mr.
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Martin received his Ph.D. in economics from Indi
ana University in 1952.
Prior to his appointment to the Federal Reserve
Board, he was Chairman and Chief Executive Of
ficer of the Seraco Group, the financial institution
and real estate development arm of Sears Roebuck
and Company.
He served as Commissioner of the California
Savings and Loan Department under Governor
Ronald Reagan from 1967 to 1969. From 1969 to
1972 , he was Chairman of the Federal Home Loan
Bank Board.
He is a member of the Visiting Committee of
the Joint Center of Urban Studies at Harvard and
MIT. He also is a member of the Advisory Commit
tee of the Wharton School of Business .
On the Commission, Dr. Martin served on the
Committee on Private-Sector Financing of Hous
ing, the Economics Committee, and the Steering
Committee. He resigned from the Commission on
March 26, 1982.

Robert V. Mathison
A resident of Hilton Head Island, S.c., Mr. Mathi
son is an inventor. He holds 30 U.S . patents plus 26
patents in foreign lands. In business, Mr. Mathison
has served in various executive capacities as a man
ufacturer of living-room furniture and in other furni
ture-related industries, for almost 40 years.
Mr. Mathison attended Carleton College and
Northwestern University.
He currently is a consultant with Kimberly
Clark Corporation and is a Director of Rowe Furni
ture Corporation, Salem, Va .
From 1976 to 1980, he was a member of the
South Carolina State Housing Authority and was its
Vice Chairman for three years . Previously, he
served as Chairman of the Housing Authority of the
City of Asheville, N.C . (1967-70). He was Vice
President of Transcon Investment and Financial
Limited (1971-74), a private housing corporation.
In 1969, he was the recipient of the Small Business
Administration's first Community Development
Award .
On the Commission, Mr. Mathison served on
the Housing Programs Committee, the Economics
Committee, and the Regulations Committee.

Martin Mayer
A resident of New York City, Mr. Mayer is a writer.
His 23 books include: Wall Street, Men and Money
(1955), Madison Avenue, USA (1958), The Schools
(1961), The Lawyers (1967), About Television
(1972), The Bankers (1975), and The

Forest University and Adelphi University.
Mr. Mayer has written articles on various as
pects of American life in such publications as TV

Guide, Fortune, Cosmopolitan, Harper's, Better
Homes and Gardens, Esquire, American Scholar,
Commentary, and Musical America. He is currently
doing research for a book that will deal with the
future of banking, based on his study on this subject
for the 20th Century Fund.
On the Commission, Mr. Mayer served on the
Committee on Housing and the Economy, the Pres
ent Housing Issues Committee, and the Economics
Committee .

Richard F. Muth
A resident of Stanford, Calif., Dr. Muth has been
a Professor of Economics at Stanford University
since 1970.
He is a graduate of Washington University,
where he received his M.A. in 1950. Dr. Muth
received his Ph.D . in economics at the University of
Chicago in 1958.
He served as a member of the President's Task
Force on Urban Renewal in 1969. He was a member
of the Reagan-Bush Housing Task Force in 1980.
He is the author of numerous articles and pub
lications, including Cities and Housing (1969), a
monograph on Public Housing (1974), and Urban

Economic Problems (1975).
On the Commission, Dr. Muth was a member
of the Committee on Housing and the Economy, the
Present Housing Issues Committee, the Housing
Programs Committee, and the Economics
Committee.

George P. Shafran
A resident of Arlington, Va., Mr. Shafran is Presi
dent and Chief Executive Officer of the Realty Pro
gramming Corporation/Homes for Living Network,
a marketing and referral organization of Realtors.
Born in Atlas, Pa., he attended Bucknell,
Brown, American, and George Washington
universities.
A former member of the Virginia General As
sembly, he was the Republican candidate for Lieu
tenant Governor in 1971. He currently serves on the
Board of Directors of the American Council for
Capital Formation and on Virginia's Department of
Conservation and Economic Development.
On the Commission, Mr. Shafran served on the
Present Housing Issues Committee, the Housing
Programs Committee, the Economics Committee,
and the Drafting Committee.

Builders(l978).

Bernard H. Siegan

He is a graduate of Harvard College and has
received honorary degrees (D. Litt.) from Wake

A resident of La Jolla, Calif., Mr. Siegan serves as
Distinguished Professor of Law and Director of Law
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and Economic Studies at the University of San
Diego Law School.
A graduate of the University of Chicago Law
School, he was a practicing attorney in Chicago
for 23 years before moving to southern California.
He was a Research Fellow in law and economics at
the University of Chicago Law School in
1968-69.
Mr. Siegan was a member of the Reagan-Bush
Housing Task Force in 1980. He has authored and
served as editor of seven books including Land Use
Without Zoning (1972), Other People's Property
(1976), and Economic Liberties and the Constitu
tion (University of Chicago Press, 1981). He also
was the editor and a contributor to the following
books: Planning Without Prices (1977), Regulation,
Economics, and the Law (1979), Government, Reg
ulation and the Economy (1980), and Interaction of
Economics and the Law (1977). Mr. Siegan has
written numerous articles for professional journals
and publications.
On the Commission, Mr. Siegan served as
Chairman of the Regulations Committee and was a
member of the Steering Committee and Drafting
Committee.

Kenneth J. Thygerson
A resident of Englewood, Colo., Dr. Thygerson is
Executive Vice President for Western Federal Sav
ings and Loan Association, Denver, and is Chair
man of the Board of WestAmerica Mortgage
Company.
A graduate of Northwestern University, he also
received a Ph.D. in finance from Northwestern in
1973 . He is currently a member of the Advisory
Council, Credit Research Center, at Purdue
University.
He was Chief Economist and Director, Divi
sion of Economics and Research, for the U . S. Lea
gue of Savings Associations in Chicago, from 1970

to 1981. Dr. Thygerson is a former Director of the
American Real Estate and Urban Economic Asso
ciation. He is the author of numerous books, pub
lications, and articles on housing and housing
finance.
He was Assistant Director of Human Services
in the Office of Policy Coordination for the Reagan
transi tion.
On the Commission, Dr. Thygerson served as
Chairman of the Coordinating Committee and
member of the Economics Committee, the Housing
Programs Committee, the Committee on Private
Sector Financing of Housing, and the Drafting
Committee.

Charles J. Urstadt
A resident of Bronxville, N. Y., Mr. Urstadt is
Chairman and President of Pearce, Urstadt, Mayer
& Greer Inc., New York City, a mortgage and sales
brokerage, building leasing, management, and in
surance firm.
A graduate of Dartmouth College, where he
also received an M.B.A. in 1951, Mr. Urstadt holds
an LL.B degree from Cornell University and stud
ied taxation at New York University Graduate Law
School.
From 1973 to 1978, he was Chairman of the
Battery Park City Authority in New York. From
1967 to 1973, he was Commissioner of Housing and
Community Renewal for the State of New York . He
was Chairman of the New York State Housing Fi
nance Agency and served as Chairman of the New
York State Building Code Council from 1969 to
1973 . He is a former Chairman of New York Con
struction Users Council, and serves as a director of
several publicly held corporations, including the
National Corporation for Housing Partnerships.
On the Commission, Mr. Urstadt served on the
Housing Programs Committee and the Regulations
Committee.

263

Kent W. Colton is a Professor of Public Man
agement and Finance at Brigham Young Univer
sity's Graduate School of Management. He is also a
Vice President of Public Systems Evaluation, Inc.,
a nonprofit research corporation. He received his
M.P.A. from the Maxwell School, Syracuse Uni
versity, and his Ph.D. from MIT. He served on the
faculty of MIT in Urban Studies for six years, was a
White House Fellow at the Department of the Treas
ury, and worked at the Boston Redevelopment Au
thority as the Director of Housing Program De
velopment. He is the author of several books and
numerous articles on housing finance, housing pol
icy, and a range of public policy and public manage
ment issues. Commission assignment: Staff
Director.
Charles G. Field is an attorney in the Office of
General Counsel, U. S. Environmental Protection
Agency. He was formerly an associate with the law
firm of Troy, Malin, and Pottinger. While at the U. S.
Department of Housing and Urban Development,
he served as Director of the Office of Energy Con
servation and the Director of Real Estate Practices.
He holds a J.D. from Georgetown University and a
Ph.D. in city and regional planning from Harvard.
He is co-author of The Building Code Burden (Lex
ington Books), as well as several reports and articles
on housing regulation and housing policy. Commis
sion assignment: Regulations Committee.
David F. Seiders is a Senior Economist in the
Division of Research and Statistics at the Board of
Governors of the Federal Reserve System, where he
has worked since 1970. He has published numerous
papers in the area of housing finance, covering such
topics as mortgage-backed securities, borrowing
against housing equity, construction loan markets,
and risk shifting by mortgage market participants.
He holds a Ph.D. in Economics from the Pennsyl
vania State University. Commission assignments:
Economics Committee; Task Force on Restructur
ing of Thrift Institutions and Task Force on Federal
Credit Programs.
James E. Wallace has been a research man
ager with Abt Associates, Inc., Cambridge, Mass.,

since 1977. For the past three years he has managed
a Section 8 research project of national scope that
measures patterns of participation, improvement in
housing conditions, and racial and economic inte
gration. Previous projects included managing the
experimental design and analysis for the Housing
Allowance Demand Experiment for the U.S. De
partment of Housing and Urban Development. He
received his Ph.D. in urban studies and planning
from MIT; his dissertation analyzed the role of tax
incentives in subsidized housing. Commission as
signment: Housing Programs Committee.
John C. Weicher is Resident Fellow at the
American Enterprise Institute for Public Policy Re
search. He is the author of three books and numer
ous articles on housing and urban economic prob
lems. He served from 1975 to 1977 as Deputy
Assistant Secretary for Economic Affairs at the
U.S. Department of Housing and Urban Develop
ment. He has been Program Director at the Urban
Institute, and has taught economics at the Ohio State
University and the University of California at Ir
vine. He is President of the American Real Estate
and Urban Economics Association. He received a
B.A. from the University of Michigan and a Ph.D.
in economics from the University of Chicago. Com
mission assignment: Deputy Staff Director for the
Interim Report.
Andrew S. Carron is a Research Associate at
the Brookings Institution studying regulatory re
form in financial markets. He is the author of The
Plight if Thrift Institutions (Brookings), published
in February 1982. He has consulted for various
public agencies and private firms on the subject of
government regulation. He holds a Ph.D. in Eco
nomics from Yale and an A.B. from Harvard. Com
mission assignments: Present Housing Issues Com
mittee and Economics Committee.
Connie H. Casey is an Industry Research
Economist with the Division of Housing Demo
graphic Analysis at the U.S. Department of Hous
ing and Urban Development, where she has worked
since 1974. Her responsibilities include analysis of
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housing demand and the social characteristics of
households. She has also studied the social impact
of housing cost burdens. She was formerly a Market
Analyst with the Federal Housing Administration,
and is co-author of Housing Affordability Problems
and Housing Need in Canada and the United
States. She received a B.A. in Economics from the
College of William and Mary. Commission assign
ment: Homeownership Task Force.

Nancy S. Chisholm has been with the U. S.
Department of Housing and Urban Development
for 13 years, and is now Director of the Office of
Policy Development and Program Evaluation in
HUD's Office of Housing . She designed and di
rected the Section 8 Existing Housing Program, and
has served as Deputy Assistant Secretary for As
sisted Housing, Director of Economic and Market
Analysis, and in various housing policy positions.
Before coming to HUD, she worked for the City of
Philadelphia as Director of Housing for the Phila
delphia Commission on Human Relations . She re
ceived an M.S .W. from Bryn Mawr, an M .A. from
the University of Pennsylvania, and a B.A. from
Thiel College. Commission assignment: Assisted
Housing Task Force.
Ricbard B. Clemmer has served as a Housing
Economist at the U.S. Department of Housing and
Urban Development since 1974, where his work has
included economic analysis of housing regulations.
He was formerly an Assistant Professor of Econom
ics at Georgia State University and recently has
been appointed Associate Professor of Economics at
Central Michigan University. He holds a Ph.D.
from the University of Chicago; his dissertation
concerned the measurement of benefits to public
housing tenants. He is the author of Economics of
Urban Problems (Houghton-Mifflin), the third edi
tion of which was published in January 1982. Com
mission assignment: Homeownership Task Force.
Cbester C. Foster is the Director of the Actu
arial Division in the Office of Housing of the U.S.
Department of Housing and Urban Development.
His work involves the analysis of the reserves and
insurance funds of FHA programs, the allocation of
income to the funds, and determination of dividends
for funds with mutual provisions . A 20-year veteran
of Federal housing agencies, he recently was instru
mental in developing HUD's graduated payment
mortgage program. He has published numerous
articles, most recently one on the mortgage insur
ance risk of variable payment mortgages. He holds a
B.S. in Economics from the University of Mary
land . Commission assignment: Federal Credit Pro
grams Task Force.
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Richard H. Francis is Senior Policy Advisor
to the Assistant Secretary for Policy Development
and Research of the U. S. Department of Housing
and Urban Development. He is currently working
on developing the Enterprise Zone program . Before
joining HUD he was Executive Vice President of the
National Multi Housing Council for three years. He
also served as Director of Government Relations for
the National Association of Independent Colleges
and Universities. He holds a Ph.D. in Political
Science and Public Policy from the University of
Maryland, an M.A. from Yale, and a B.S . from the
U.S . Naval Academy. Commission assignments:
Unassisted Rental Housing Task Force and Regula
tion Committee.
Jean M. Freeze is the Administrative Officer
to the Director of Personnel for the U.S. Depart
ment of Housing and Urban Development. During
her to years with the Department, she has held
positions as Administrative Officer in the HUD Dis
aster Temporary Housing Program, both in Head
quarters and at disaster sites, and in the Office of
International Affairs . She served as Assistant to the
Administrative Officer to the Secretary in Cabinet
level transitions at HUD in 1978 and 1980 and most
recently was a Management Analyst in the Office of
Administration. She received a B.A. in urban stud
ies from Wheaton College . Commission assign
ment: Administrative Officer.
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Operating Costs: 32-34, 42
Ownership: 39-40
Proposal for Program Change: 37-38
-Cost Impacts of Options: 44-48
-Feasibility: 41-48
-Implementation constraints: 43-44
-Option-Alternatives Tailored to Unique Cir
cumstances: 40--41
-Option-Deprogram or Close Out Project: 40
-Option-Free Up Project Rents: 40
-Option-Retain Project in Public Ownership:
39
-Option-Sell Project or Convert to Home
Ownership: 39
Tenants: 41-42
-Characteristics: 35, 37
-Eligibility for Housing Payments: 42
-Income as a Percentage of National
Median: 33
-Racial Composition of Projects: 37
PUBLIC LAND POLICY: 99-105, 225-226
REAL ESTATE SETTLEMENT PRO·
CEDURES ACT (RESPA): 191-193, 224
REGISTERED HOME OWNERSHIP SAV·
INGS PLAN (RHOSP, Canadian): 79
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REGULATION:
Construction: 211-222
Deregulation: 223-237
Federal: 177-183, 185-198
Financial: 118-120
Land Use: 195-196, 204-206
Need for Regulatory Reform: 180-183
Regulatory Interests: 178--179
Special Regulatory Relief for Housing:
229-230
State and Local: 177-183, 199-209
REGULATION Q: 126
REGULATION T: 146--147
REGULATION U: 146
REHABILITATION:
CBO Measure: 7-9
CDBG Funds: 27-28
HUD Standards: 219-220
Tax Incentives: 95-96, 106--107
RENT CONTROL: 91-94, 228
RENTAL HOUSING:
Adequacy: 9-12
Affordability Problems: 10
Availability for Low-Income Renters: 11-12
Construction Incentives: 12-15, 94-95
Conversion of: 81-84, 96--97, 227
Expensing Interest Payments: 94-95
FHA Insurance, Section 223(f): 166
Financing: 96
Incomes/Rental Costs: 10-12
Insurance: 96
Producer-Oriented Programs: 12-15, 62
Regulation: 96--97
Rent Inflation: 10-12, 22
Subsidy Programs: 18-27, 62
RENTERS: 10-12
RESTRUCTURING OF THRIFT INDUSTRY:
123-135
RULEMAKING:
Administrative Procedures Act: 196--197, 225
Executive Order 12291: 197, 225
HUD Clearance Process: 198, 225
Negotiated: 197-198, 225
RURAL HOUSING CREDIT PROGRAMS: 169
SALE·AND-LEASEBACK: 54-56
SAVINGS AND LOAN ASSOCIATIONS (See
THRIFT INSTITUTIONS)
SECTION 8 PROGRAMS:
Budget Authority: 15
Comparison of Program Costs: 12
Components of Cost: 12-15
Enrollees in Public Housing: 41
Existing Housing: 17-23, 26--27
Household Characteristics: 20, 41
New Construction: 12-15, 17-23
Participation: 20
Substantial Rehabilitation: 27

SECONDARY MORTGAGE MARKET:
Alternative Mortgage Instruments: 152-154
Cooperative Share Loans: 84
Futures and Options Markets: 154-156
Manufactured Housing Loans: 86

SECURITIES AND EXCHANGE COMMIS
SION (SEC): 131, 146, 155-156
SERVICE CORPORATIONS:
Commercial Banks: 144
Thrift Institutions: 130--131

SITE DEVELOPMENT STANDARDS:
206--209

SMALL SAVERS CERTIFICATE: 126
STATE AND LOCAL GOVERNMENT FI
NANCING PROGRAMS:
Mortgage Subsidy Bond Act of 1980: 170--172
Tax Exempt Bonds: 169-172
Taxable Bonds: 172

STATE HOUSING FINANCE AGENCIES:
As Conventional Mortgage Conduit: 147-148
CDBG Housing Component: 28
Tax-Exempt Financing: 169-171

STATE AND LOCAL HOUSING REGULA
TION: 177-183, 199-209
STATE AND LOCAL IMPLEMENTATION OF
DEREGULATION: 226--228, 232-237
SUBSTANDARD HOUSING: 6--9
SURPLUS FEDERAL PROPERTIES: 105
TAX-EXEMPT FINANCING:
Alternatives: 172
Benefits and Costs: 171-172
Cabinet Council Review: 170
General Obligations: 169
Mortgage Subsidy Bond Act of 1980: 170--172
Revenue Bonds: 170--172
Single Family : 170
State and Local Governments: 169-171
Tax-Exempt Bonds for Housing: 170
TAX-EXEMPT INSTITUTIONS: 141

TAX INCENTIVES:
Construction: 94-95, 106--107
Mortgage Investment: 137-141
Review of Special Sectoral Tax Incentives: 139

THRIFT INSTITUTIONS:
All Savers Certificate: 125, 135
Alternative Mortgage Instruments, Regula
tions: 129-130
Asset Structure and Powers: 127-131
Bad Debt Deductions: 138-139
Balance Sheet Structure: 123-131
Business Loans and Corporate Securities: 130
Capital Position of Thrift Institutions: 133
Chartering: 131-132
Competitive Savings Deposits: 126
Consumer Lending: 130
Demand Deposits: 127
Distribution of Interest Bearing Liabilities:
124-125

Federal Mutual Savings Banks: 123-135
Financial Futures Markets: 154-156
Incidental Activities: 131
Industry Structure and Institutional Form:
131-132
IRA and Keogh Accounts: 135
Leasing: 131
Liability Structure and Powers: 124-127
Liquidity: 133
Low-Rate Residential Mortgages: 129
Maintaining Public Confidence in Depository
Institutions: 133-135
Mergers and Acquisitions: 134-135
Municipal Bonds: 130
Percent of Savings and Loan Associations with
Various Mortgage Acquisition Rates: 140
Profitability: 133
Real Estate Investment: 131
Real Property Loans: 130
Regulatory Agency Activity: 118-120
Residential Mortgages as Percent of Total As
sets: 128
Residential Mortgage Debt: 114
Restructuring: 123-135
Sales of Investments: 131
Service Corporations: 130--131
Special Tax Incentives: 138-139
Stock Conversions: 132
Supervisory Mergers and Acquisitions:
134-135
Sustaining the Deposit Base: 135
Taxable Saving Certificate: 135
Turnover of Mortgages: 127
TIMBER PRODUCTION POLICY: 194-195,
224
TRENDS IN HOMEOWNER COSTS: 7}-75

URBAN DEVELOPMENT ACTION GRANTS
(UDAG): 107
U.S. FOREST SERVICE (USFS):
Land Exchanges: 103, 225
Land Sales: 103, 225
Timber Production Regulations: 194-195,224
USURY LAWS: 127

VETERANS ADMINISTRATION:
Alternative Mortgage Instruments: 152-153
Due-on-Sale Clauses: 149-150
GNMA Securities: 167
Manufactured Housing: 85-86
Mortgage Holdings: 160

VICE PRESIDENT'S TASK FORCE ON REG
ULATORY RELIEF: 188-189, 224, 230
WARRANTY INSURANCE ON NEW
HOMES: 86--87, 225
WHITE HOUSE PROPERTY REVIEW
BOARD: 101, 104-105, 226
ZONING:
Constitutional Validity of Zoning Restrictions:
201-202
277

Density: 203 , 226
Development Regulations: 206-209, 227
Farmland Preservation: 195-196, 205-206,
227
General Zoning Standards: 200-202, 226
Growth Controls: 204-205, 227
Pennit Processing: 208-209, 227
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Restrictions on Manufactured Housing:
203-204, 226
Review by U.S. Attorney General: 201, 226
Size of Dwelling Unit: 204, 227
Vital and Pressing Governmental Interest:
200-202, 226
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