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Introduction 

Historical Perspective 

From very modest beginnings barely 
40 years ago, the influence of the Federal 
Government on the ways Americans build, 
finance, manage, and maintain their hous- 
ing has grown dramatically. Today there is 
not a single significant aspect of the vast, 
diverse, and complex housing market that 
is not affected by governmental action in 
one form or another. 

This phenomenon is particularly re- 
markable when one considers that for more 
than a century and a half-from agrarian 
times through the transition to an industrial- 
ized and increasingly urban society-the 
Federal Government had left the problem 
of housing up to the individual and the 
private market. This attitude changed in the 
mid-1930's, primarily as a result of the 
Great Depression. From that point on, 
hardly a year went by when Congress did 
not pass some new form of housing legisla- 
tion. 

In the 1 9 3 0 ~ s ~  Congress made two 
fundamental policy decisions that remain 
basically intact to this day. The first was 
the complete restructuring of the private 
home financing system through the crea- 
tion of the Federal Housing Administration 
(mortgage insurance); the Federal Home 
Loan Bank Board and Bank System (sav- 
ings and loan industry); such institutions as 
the Federal Deposit Insurance Corporation 
and the Federal Savings and Loan Insur- 
ance Corporation (insurance on deposits of 
commercial banks, mutual savings banks, 
and savings and loan associations); and, 
finally, the Federal National Mortgage As- 
sociation (secondary mortgage market). 
Creation of these institutions-resulting in 
the acceptability of the long-term, low 
downpayment, fully amortizing mortgage 
and a system to provide a large flow of 
capital into the mortgage market-are prob- 
ably the most significant achievements of 

the Federal Government in the housing 
area. 

The other fundamental policy decision 
in the same decade was the concept of 
Government-subsidized housing for low in- 
come families. Although the public housing 
program authorized in 1937 was intended 
primarily as a means of stimulating employ- 
ment and clearing slums, it nonetheless 
marked the first time that Federal funds 
were used to finance new housing con- 
struction for the less fortunate. 

In the years that followed, many Fed- 
eral housing and housing-related programs 
were added to the statute books, spurred 
by the 1949 enactment of the national goal 
of "a decent home and suitable living 
environment for everv American tamlly:. , , 

i m s  
were added, conferring special benefits on 
such groups as veterans, farmers, the 
elderly, and those displaced by other Gov- 
ernment programs. Those programs, in 
turn, were followed by new subsidized 
mortgage insurance and subsidized direct 
loan programs benefiting the elderly and 
the poor. 

In 1968 Congress found "that the 
supply of the Nation's housing is not in- 
creasing rapidly enough to meet the na- 
tional housing goal, established in the 
Housing Act of 1949, of the realization as 
soon as feasible of the goal of a decent 
home and a suitable living environment for 
every American family." To meet that goal, 
Congress established a production sched- 
ule "within the next decade of the construc- 
tion or rehabilitation of 26 million housing 
units, 6 million of these for low and moder- 
ate income families," and enacted a further 
set of programs to assist in meeting the 
production schedule for low and moderate 
income families. These new programs con- 
ferred further special benefits-including 
deeper subsidy assistance for home owner- 
ship and rental housing-on residents of 



rural areas and declining inner city neigh- the income levels intended to be served 
borhoods, and on lower income families. place a smaller value on these proarams . - 

than their cost to the Federal Government. 
The Suspension and the Indeed, the ~roblems became SO wide- 

Study spread and so troubling that early last year 
President Nixon instituted a reassessment 

The Nation is now at midcourse in the of all Federal efforts in the housing field. At 
decade-long schedule laid out in the Hous- the same time, the President suspended 
ing Act of 1968, so the time is appropriate the operation of the principal subsidized 
to take stock of where we have come from housing programs. 
and where we are going in meeting the In his March 8, 1973, State of the 
Nation's housing needs. Union Message on Community Develop- 

For the years 1969 through 1972, the ment, President Nixon stated: "One of my 
Federal Government committed subsidy highest domestic priorities this year will be 
support to provide housing assistance to an the development of new policies that will 
additional 1.6 million American families of provide aid to genuinely needy families and 
low and moderate income. This represents eliminate waste." 
more subsidized housing assistance than HUD Secretary James T. Lynn insti- 
the total provided by the Federal Govern- tuted the National Housing Policy Review, 
ment during the entire 34-year history of to be directed as a first priority by the 
our national housing program before this Assistant Secretary for Policy Development 
Administration. This Administration, in re- and Research, '%kha& ! !. tvks-kw 
sponse to the 1968 legislation, also hasoreview and e v a w  ext-a D 

. . JL 
ro- 

underwritten high-risk mortgages on more gramgidentify alternative approaches, and 
than 150,000 units in inner city neighbor@develop policy recomm- 
hoods-a record achievement. Nation's tuture housing policv. The study 

But these achievements have not been was destgned to focus on the following: (1) 
without their drawbacks. The subsidized The currenL-s of the Federal Govern- 
housing programs enacted in 1968 have ment in housing and housing finance: Are 
developed many basic inequities: Compa- they complementary or conflicting? What 

& rable subsidy benefits are not being pro- have been the effects of these roles? How 
vided for all those with comparable prob- efficiently have they been performed? (2) 
lems; many moderate income families ben- What should be !he role of the Government ?a efit while most lower income families do in housing and housing finance? (3) What - 
not; and millions of people with incomes changes in ~o l i cv  and programs are neces- 
only slightly above those of program bene- sary to achieve the appropr~ag role of the 
ficiaries live in units older and poorer than Government in housing and housing fi- fi those subsidized with their lax dollars. D? 

The programs have turned out to be Every effort has been made to make 
very expensive: The estimated total cost the housing study as thorough and compre- 
over the next 40 years to the Federal hensive as possible. The study has em- 
Government, including taxes forgone, will braced the housing activities of the 11 
be $86 billion. At the same time, the Federal agencies that operate in this policy 
programs are very wasteful. They too often area, and the corresponding legislation 
cost the Federal Government more than drafted over the years by 12 congressional 
action by the private sector would cost to committees that write laws substantially 
produce the same services. Even those of affecting housing. The study has consid- 



ered the roles played in housing production 
and finance by the Federal Government, 
the regulatory agencies, and private institu- 
tions and organizations. 

More than 100 analysts worked on the 
review. They were drawn from the Depart- 
ments of Agriculture; Commerce; Health, 
Education, and Welfare; Housing and Ur- 
ban Development; Labor; and Treasury; 
and from the Veterans Administration, the 
Federal Reserve Board, the Federal Home 
Loan Bank Board, and the Office of Eco- 
nomic Opportunity, as well as from the 
academic community. The Office of Man- 
agement and Budget, the Council of Eco- 
nomic Advisers, and the Domestic Council 
also participated in the study. Emphasis 
was placed on the development of as much 

original data as possible within the existing 
time constraints. 

At the same time, efforts were made to 
work as closely as possible with Members 
of Congress who are knowledgeable in this 
field, and with the staff members of 
congressional committees. Similarly, exten- 
sive consultations were held with public 
and private interest groups that have con- 
tributed their expertise and energies to this 
difficult policy area over the past years. 

In addition to publishing a request for 
views in the Federal Register, written re- 
quests for comments or assistance were 
directed to 125 organizations. More than 
500 documents and letters were received, 
thoroughly analyzed, and incorporated into 
the review. 



Introduction 

1 
The complex and many-faceted role of the 

Federal Government in housing had its origin 
basically in a single great event: the collapse of 
the housing economy during the Great Depres- 
sion of the 1930's. The crisis that resulted from 
that collapse engendered a series of govern- 
mental initiatives that have followed one Upon 
another in the years since. 

The history of the Government role from 
1932 to 1973 is intricate and tangled. It is 
possible, however, to construct a somewhat 
systematic account of the reasons, rationales, 
or motivating forces behind the various housing 
initiatives and thereby throw some light on the 
forms in which those initiatives were cast. 

There are three broad areas of concern 
that have guided Government actions in the 
housing field: (1) the recognition that it had a 
responsibility to maintain and promote eco- 
nomic stability, (2) a social obligation to help 
provide for those in need, and (3) an emerging 
interest in how the country's communities de- 
velop. 

These concerns developed gradually as a 
result of the economic chaos that accompanied 
the Depression, replacing earlier notions that 
the proper role of government was minimal 
interference in the way the marketplace oper- 
ated. In reacting to the economic crisis, Con- 
gress and the executive branch of the Govern- 
ment developed separate strategies that have 
evolved through the years into a body of policy 
and programs with specific themes and sub- 
themes that in some cases have lost touch with 
original objectives. 

It is possible nevertheless to recognize 
several of the different economic objectives or 
motivations underlying Government actions in 
the housing field. 

First, housing has long been considered by 
some observers to be an important element of 
any countercyclical economic strategy. In times 
of economic recession, special measures de- 
signed to stimulate the production of housing 
have been undertaken to stimulate construction 
in general, thus reducing unemployment and 
generating a major multiplier effect through 
increased demand not only for lumber and 
other construction materials, but for household 

The Role of the Federal 
Government in Housing 

furniture and fixtures and similar consumer 
goods as well. Indeed, such diverse programs 
as public housing and mortgage insurance 
originated as parts of a massive Government 
effort to start up a stalled economy and to get 
the unemployed back to work. Conversely, in 
times of prosperity, housing and housing-re- 
lated industries have been seen by some as a 
major element of any strategy designed to 
maintain economic growth and stability. This 
view has been expressed many times-as, for 
example, in the declaration of the Housing and 
Urban Developmen .tr ot a 1 u-yea 
houslng production ik idhYias Intended 1 6 ,  @ 
help stabilize the housina economv at levels of 
sustained high production. 

Second, many observers believe that hous- 
ing production could not be stablized unless the 
Government took effective steps to maintain a 
sufficient and contin~lnl~q ~11-me @ 
cyedit. While this objective has never been 
successfully sustained over long periods, it has 
been a factor in such major Government initia- 
tives as the creation of the Federal Home Loan 
Bank System, insurance of savings in home 
mortgage lending institutions,*and the creation 
of the Government-backed secondary market 
system for home mortgage credit. 

2-?= ug t-through many devices such as mort- 
gage insurance, extension of its own credit, and 
technological research-to stimulate and ex- 
pand housing production. These actions were 
taken not solely for economic reasons but also 
for the social purpose of providing more and 
better housing. 

The Government's recognition of its obliga- 
tions to the social needs of the Nation, and 
especially to the disadvantaged, has expressed 
itself in a variety of ways in Federal housing 
policies. One example is the belief displayed in 
Government policy since the inception of its 
housing activities that homeownership is a valid 
objective of wublic wolicv in itself. T&S. makina - .  - 4 

homeownership availabie to the w i m t  ran t ' 
Sam~ly incomes has been a continuing g o x f  
Cjovernment policy. In addltlon, where the poor 



are concerned, it has long been recognized that 
shelter is as basic a need as food. Many efforts 
have flowed from this recognition-public hous- 
ing, rent supplements, the rental and homeown- 
ership interest subsidy programs, and others. 
Out of these programs has arisen a certain 
ambiguity as to whether these efforts serve 
essentially social ends, or economic objectives, 
or both. 

Another example of how Federal housing 
policies have taken on social objectives as well 
as economic objectives is in the area of civil 
rights. With the abandonment of the "separate- 
but-equal" doctrine in public education and the 
emergence of a new national consciousness in 
the area of civil rights and equal opportunity, 
the Government has moved from a posture of 
noninvolvement where housing was concerned 
to one of positive action designed to end racial 
discrimination in housing and assure equal 
access to the housing market by all, without 
regard to race or national origin. And, most 
recently, through project site selection policies, 
the Government has attempted through its 
subsidized housing programs to reduce racial 
concentrations in center city slums. 

Still other areas of Government social 
concern can be cited. For example, the Govern- 
ment has sought to provide aid for such special 
groups as veterans, the elderly, the handi- 
capped, and students; it has assumed a moral 
obligation to those who were involuntarily dis- 
placed by its power of eminent domain in 
pursuit of certain public objectives. In recogni- 
tion of this obligation, a variety of housing 
programs has been used by the Government to 
relocate those who have been displaced. 

Finally, permeating the thinking of Con- 
gress and the executive branch about housing 
has been concern over community growth and 
development and the cumulative effects of 
growth patterns on the welfare of the Nation as 
a whole. This concern has been expressed 
many times and in many forms. 

Public housing originated in 1937 as an 
effort to clear slums as much as to increase 
employment and assist the poor. Then, in 1949, 
Congress authorized a major program apart 
from the public housing program to deal with 
slum clearance as such. Starting in 1954 and 
continuing in the 1960's and early 19701s, the 
same thrust was steadily expanded to embrace 

ever-larger areas: first, entire neighborhoods, 
then whole sections of cities, and finally entire 
cities and counties and preplanned new com- 
munities. 

The multiplicity of Federal housing policy 
goals helps explain why there has never been 
unity and coherence, either in housing and 
community development programs or in admin- 
istrative organization, for carrying the goals into 
effect. The manifold objectives imply, and to 
some extent result from, a similar number of 
constituencies to be listened to and served. 
These constituencies are both local and na- 
tional, public and private. They represent public 
interest groups or private interest groups, indus- 
tries or parts of industries, labor or the various 
affected professions, and many, more varied 
segments. 

Thus, what has emerged is an enormously 
complex and confusing aggregation of special 
purpose programs-some very broad in con- 
cept and some very narrow, but all categorized 
within federally predetermined limits-being car- 
ried out to a major extent by the United States 
Department of Housing and Urban Develop- 
ment (HUD), but also to a significant extent by 
several other departments and agencies. Corre- 
spondingly, the substance of these programs is 
evaluated within the Congress by primarily one 
set of House and Senate committees, but 
important elements also fall within the jurisdic- 
tion and interest of a half dozen other sets of 
committees. 

Furthermore, all of this Federal involvement 
in activities that are local in impact--even if  
national in import-has led inevitably to consid- 
erable confusion and controversy over the ap- 
propriateness of the respective roles of the 
various levels of government involved: Federal, 
State, and local. These issues, difficult enough 
in themselves, are made even more so by the 
enormous number and variety of existing local 
government jurisdictions. 

The basic control over federally assisted 
housing activities has tended to stay in the 
hands of the Federal Government-primarily 
because it had first identified and attacked the 
problems, and to a large extent because it has 
provided most of the money. Over the years, 
the presence and endurance of Federal control 
have contributed to the development of a 
multiplicity of programs with differing and some- 



times conflicting and overlapping requirements housing under both programs was either sold or 
and procedures. The balancing of roles of the demolished, and there was no further direct 
various levels of government is an ever-continu- Federal activity in the housing area until the 
ing process, with no final resolution of how they 1930's. 
should be balanced yet in sight. 

The history of the development of the Response to the Great 
Federal Government's present role in housing 
matters and some of the complexities and other Depression 
features of existing legislative authorizations for President Hoover's Conference on Home 
Federal housing programs are described in Building and Homeownership provided, in De- 
broad outline in the pages that follow. cember 1931, the first impetus for the basic 

Preliminary Federal 
home financing legislation that evolved during 
the 1930's. 

Housing Efforts ence, In President his opening Hoover statement said: 
to the Confer- 

Since President Theodore Roosevelt ap- I am confident that the sentiment for homeownership is 
pointed the first Presidential Commission to so embedded in the American heart that millions of people 

evaluate slum conditions in 1908, Presidential who dwell in tenements, apartments and rented rows of 
solid brick have the aspirations for wider opportunity in 

panels have developed into a prime source of ownership of their houses, 
housing recommendations and policies. 

The Roosevelt Commission in its report to Essentially, the Conference was a- factfind- 
the President recommended: ing body that identified the weaknesses and 

A little government aid extended to these unfortunates inadequacies of home financing, rather than an 
(District of Columbia slum inhabitants) in the form of a loan instrument for developing specific legislative 

.to build them habitable dwellings would tend imnIensel~ recommendations. Although the recommends- 
toward their uplifting and improvement . . . All unsightly tions made by the conference did not directly 
and insanitary property should be condemned and pur- 
chased by the government, improved in a uniform manner increased Or new Federal in 
and inexpensive and healthful habitations erected for the the national housing credit market, the fact was 
poor, who could rent or purchase their homes on install- that the President's initiative in calling such a 
ment plans at low rates of interest.' conference, and the impact of its discussions, 

However, it took another 10 years before had much to do with the pioneering legislation 

the Federal Government approved the Nation's that was shortly to follow. The Conference 
first housing program. It was not until World highlighted for the Nation the existing inadequa- 

War I that Congress, acting on the recommen- cies of home construction and rehabilitation, the 

dation of the Council of National Defense, need for further research and distribution of 
approved legislation aimed at providing ade- information on the subject, the crucial problems 

quate housing for defense workers. It author- of building and loan associations and other 
ized the United States Shipping Board and lenders arising from the Great Depression, and 

Emergency Fleet Corporation to provide hous- the flaws in foreclosure, zoning, and other State 
ing for workers through loans to sub- and local laws. Its findings reflected the drastic 

sidiaries of shipbuilding firms. impact of the Depression upon homeowners: 

Congress also authorized $100 million for 'Ome 50 percent of home in the 

direct construction of housing by a newly cre- Nation were in default; foreclosures neared the 
ated United States Housing Corporation. The astronomical rate of 1,000 per working day in 
Corporation spent some $52 million in the late 1931 and 1932; and new mortgage lending 
production of about 6,000 dwellings and 7,000 and new homebuilding were sharply reduced, 
dormitory accommodations near defense indus- dropping still further in the year following. 
tries for families and individuals. After the war, In response to this crisis, Congress acted 

in broad and sweeping ways that permanently 
1 U.S. Congress, Senate, Reports of the President's House changed the nature of housing credit markets. It 

Commission, 60th Cong., 2nd sess., 1909. created three emergency and four permanent 

i 



institutions, most of which continue to this day 
to exercise vast influence over the housing 
industry. In 1932, 1933, and 1934, these agen- 
cies were bstablished in rapid succession: the 
Reconstruction Finance Corporation;* the Fed- 
eral Home Loan Bank Board and Federal Home 
Loan Bank System$ the Federal Deposit Insur- 
ance C~rporat ion;~ the Home Owner's Loan 
C~rporation;~ the Public Works Administrati~n;~ 
the Federal Savings and Loan lnsurance Cor- 
poration;' and the Federal Housing Administra- 
tion (FHA).8 Since 1934, new FHA mortgage 
programs have been enacted as amendments 
to the 1934 act and are commonly known by 
their section number in that act. 

The strong thrust of this Depression era 
legislation was "pump priming." It sought to 
stimulate the private sector to build housing and 
to help individuals retain their homes or acquire 
new housing. 

There were emergency loans to faltering 
financial institutions through the Reconstruction 
Finance Corporation to pump credit into the 
economy and even directly to corporations that 
were formed to provide housing for families of 
low income or for the reconstruction of slum 
areas. 

Encouragement was given to the formation 
of institutions to provide long term mortgages 
from the regular and long-term savings of 
individuals under the Federal Home Loan Bank 
System. The Federal Deposit Insurance Corpo- 
ration and the Federal Savings and Loan Insur- 
ance Corporation provided new protections for 
the small depositor to dispel fears of financial 
collapse and renew a steady stream of deposits 
and savings from which credit might once again 
begin to flow. 

Under the Home Owner's Loan Corporation 
program, new emergency loans were made 
on a long-term, self-amortizing basis to refi- 
nance defaulted and foreclosed home loans, in 
an attempt to end the panic of homeowners 

Authorized by the Emergency Relief and Construction Act 
of 1932. 

~uthorizedby the Federal Home Loan Bank Act of 1932. 
Authorized by the Banking Act of 1933. 
Authorized by the Home Owners Loan Act of 1933. 
Authorized by the National Industrial Recovery Act of 

1933. 

and lenders alike. The Public Works Adminis- 
tration initiated a program of public works to 
provide jobs, clear slums, and construct or 
repair low cost housing projects. And finally, a 
new agency, the FHA, was created to insure 
the type of long-term home mortgage loans for 
new construction, resale, and rehabilitation that 
had first been offered under the Home Owner's 
Loan Corporation for defaulted home loans. 

It is difficult to comprehend what the hous- 
ing credit market was like before these institu- 
tions were created. Today, Americans take for 
granted a private mortgage credit market that 
offers 30-year low downpayment loans on 
homes and that recently has been supporting 
the construction of over2 million new housing 
units annually. 

In the 19201s, when the population was 
about half of today's, annual production aver- 
aged about 600,000 units per year, and the 
family mortgage constituted a major financial 
burden. Until the Federal laws of the early 
1930's, the typical home mortgage was for 1 to 
5 years-and seldom for longer than 10 years. 
Loans for half the value of the property carried 
a high interest rate and had to be repaid in full 
or refinanced at maturity. The prime mortgage 
was often accompanied by second, third, and 
sometimes fourth mortgages, at still higher 
interest rates due to their lesser claim on the 
property. 

It was the Depression-born institutions that 
demonstrated the soundness of the fully amor- 
tized, long-term, low-monthly-payment, low 
downpayment mortgage. The original FHA 
mortgage maximums averaged 20-year term, 
80 percent loan-to-value ratio, and $16,000 in 
face amount. 

There were two other consequences of the 
Depression of enduring significance: one, to 
provide further means to assure an adequate 
and balanced flow of housing credit; the other, 
to serve the housina needs of the poor. 

In enacting ths National ~ o u s i n ~  Act of 
1934, the Congress sought to encouraae fhe 
liquidity of mortgage credit by authorizinq the 

arlon ot prrvate secondary mortgage mqr- 
q r t  - 
gages it had fostered. In contrast to other 
investments there had been no ready market 

~ulhorized by Title IV of the National Housing A C ~  of 1934. for the purchase and sale of these mortgages. 
Authorized by the National Housing ~ c t  of 1934. Even FHA insurance backed by the full faith 
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and credit of the United States behind the loan 
had been insufficient to arouse adequate inves- 
tor interest. A mortgage holder, having less 

I t opportunity to shift freely from one investment 
< to another, did not have "liauid" assets. In 

1938, the ~edera l  National ~ o r t ~ a ~ e  ASSOCK 
tion (famlliarlv Known as "tannie Mae") was 
CEeated to fill this qap in the housing ;redif 
harket. Its primary functions were to provide a 
conduit between pools of savings and borrow- 
ers in need of funds for new construction and 
repair, and to encourage the flow of capital 
across the Nation from areas of surplus to 
areas of short s u ~ ~ l v .  . .  . 

The second --ofn- 
born legislation was the United States Housing 
Act or 1937, which ~rovided financial assistan6e 
to local public bodies for the construction of 

- 6 e ' s .  
I nat wroaram took tne wlace ot tne alrect . " 
construction of similar housing by the Federal 
Government under the Public Works Adminis- 
tration, which had been terminated, in effect, by 
the Federal Court of Appeals decision of United 
'States v. Certain Land in the City of Louisville, 
Jefferson County, Kentucky.9 That decision 
held in 1935 that the general welfare clause in 
the United States Constitution does not author- 

I ize condemnation of private property for low 
I cost housing and slum clearance. The provi- 

sions of the National Industrial Recovery Act on 
eminent domain, as applied to such housing by 
the Public Works Administration, were declared 
unconstitutional. The court held that housing is 
not a "public use" as required for eminent 
domain, on the grounds that benefits of employ- 
ment and aid to a limited group of low income 
people did not constitute a public use. 

The United States Housing Act of 1937 
made permanent, on a modest scale, the goals 
of slum clearance and low cost housing set 
forth earlier in the emergency public works 
program under the National lndustrial Recovery 
Act. Demonstrating its Depression-era heritage, 
the 1937 act gave as its first aim ". . . to 
alleviate present and recurring unemployment 
. . ." In addition, it was intended to "remedy" 
the unsafe and insanitary housing conditions 
and the acute shortage of decent, safe, and 

9 78 Fed. 2nd 684, certiorari granted 269 U.S. 567, appeal 
dismissed 297 U.S. 726 (1935). 

sanitary housing for families of low income that 
are 'I. . . injurious to health, safety, and morals 
of the citizens of the Nation." 

A basic feature of the new low rent public 
housing program authorized by the 1937 act 
was a Federal contract to pay the annual 
principal and interest on long-term, tax-exempt 
bonds, which financed construction by the local 
public body. With the payment of the costs of 
permanent financing and construction thus as- 
sured and the State and local tax exemption of 
the property authorized by the act, rents by the 
local agency could be set at low levels, since 
rents had to cover only operation and mainte- 
nance costs in order for the project to break 
even. (In recognition of the property tax exemp- 
tion, the act requires local agencies to make 
payments in lieu of taxes equal to 10 percent of 
annual shelter rents-rents less utilities-or 
such lesser amount as prescribed by State law 
or agreed to by the local governing body.) 

Generally, the program was administered 
locally by semiautonomous public bodies au- 
thorized by State law and known as local 
housing authorities, rather than by cities or 
other general purpose government bodies. That 
was done because most general governmental 
bodies have constitutional debt limitation prob- 
lems. There was also a belief that housing 
authorities would provide continuity of opera- 
tions during a change of administration in the 
city government. Because of subsequent State 
court decisions in the bond law field, there is no 
longer a strictly legal necessity for the separa- 
tion of public housing activities from the rest of 
municipal functions. 

In the 36-year history of the public housing 
program, it has provided only a modest part of 
the Nation's annual housing production, averag- 
ing about 30,000 completed units per year. As 
of December 31, 1972, the program had under 
contract a total of more than 1,260,000 units, of 
which 1,055,000 were under management, thus 
providing approximately 1.5 percent of the Na- 
tion's total housing stock. 

In 1937 the Federal Government also rec- 
ognized rural housing needs. The Department 
of Agriculture was authorized under the Bank- 
head-Jones Farm Tenant Act to make long- 
term interest loans to farm tenants and share- 
croppers to be used for farm purchase and 
repair of farm buildings. However, the Act was 



never considered to be a housing program as these, about 3.9 million loans, with a balance of 
such because its major thrust was toward $45.5 billion, are still outstanding. Only the 
encouragement of ownership of adequate-sized cumulative outstanding balance of FHA mort- ' 
farms and of equipment. In this context housing gages insurea under its bas~c Section ;a3 
was treated merely as an adjunct of the physi- single-family home mortgage i n s u r a n c e -  
cal plant of the entire farm. -a1 1- 

auaranteea Pv the VA. 

Impact of World War I1 Postwar Enactment of 
President Franklin D. Roosevelt, using his 

ernergency war powers, created the National 
Housing Agency in 1942. The new agency 
centralized all Federal housing authorities under 
a single administrator for war needs. Through 
the auspices of the National Housing Agency, 
nearly 853,000 units of defense and war hous- 
ing were provided by direct Federal construc- 
tion under the Lanham Act of 1940 and related 
acts of the early 1940's. Subsequently, lacking 
the stimulus of the war effort, the Federal 
Government abandoned its role of directly sup- 
plying housing; it demolished two-thirds of the 
wartime-constructed units and sold the remain- 
der. 

The construction of private housing for 
defense and war purposes was assisted by the 
first special purpose -&HA proqrams, enacted in 
t 9 F l  and 1942 as Sections 603 and 608, 
respectively. These programs provided m a -  .. . cgap, Insurance on I~bc 

-pmtdV~g  nousing in "critical dei 
-actea ana maae avar labco 

?rat terms to bu~raers 
fense are=?' 

Veterans aner the war ended. - 
The wartime shortage of housing, due to 

shutdown of nearly all residential construction 
except in defense areas, and the low level of 
production in the 1 9301s, was compounded by 
the number of returning veterans in 1945. As 
part of a broad package of benefits in the G.I. 
Bill of Rights (Servicemen's Readjustment Act 
of 1944), a new homeownership program was 
enacted for veterans. To date, it constitutes the 
largest program ever enacted for a sinoletiprget 

F All other programs for the poor, the 
F - a > d  
college housing, are dwarfed by the scale of 

~ e r e i a ~ E E G o ~  nouslna Dro- 
gram. 

By 1973, 8.7 million veterans' loans had 
been placed, totaling close to $100 billion. Of 

National Housing Policy 
The Housing Act of 1949 represented the 

culmination of a lengthy series of companion or 
rival bills, which continuously received the at- 
tention of three Congresses. 

Throughout most of the 1940's, both the 
executive branch and Congress considered nu- 
merous proposals for programs to eliminate the 
slum housing in the Nation's cities. 

Legislation introduced in 1943 led to a 
1945 congressional report, Postwar Housing, 
which proposed: 

The establishment, on a provisional basis, of a new 
form of assistance to cities in ridding themselves of 
unhealthful housing conditions. and of restoring blighted 
areas to productive use by private enterprise. 

Subsequently, from 1945 to 1949, Con- 
gress debated the details of new housing and 
slum clearance legislation. During that 4-year 
period, strong support for legislation came from 
the general public, stimulated by the severe 
nationwide housing shortage following the war, 
and from President Harry S. Truman, who 
called for enactment of comprehensive housing 
legislation in several strongly worded state- 
ments. Many Members of Congress, led by 
Senator Sehert Taft of Ohio, also were promi- 
nently identified with the development and en- 
actment of the new legislation. 

The Housing Act of 1949, which was 
enacted with broad support from both political 
parties, contained the clearest statement to that 
time of a national commitment to housing and 
reaffirmed the use of private resources, local 
governmental initiatives, and Federal financial 
assistance in achieving housing goals. Section 
2 of the act states: 

The Congress hereby declares that the general welfare 
and security of the Nation and the health and living 



standards of its people require housing production and 
related community development sufficient to remedy the 
serious housing shortage, through the clearance of slums 
and blighted areas, and the realization as soon as feasible 
of the goal  o f  a decent home and  a suitable l ivinq 
environment for everv American family, thus contributing to 
m i o f  communities and to 
the advancement of the growth, wealth and security of the 
Nation. (Emphasis added.) 

It was a commitment to provide decent 
housing for all citizens and to remove slum 
conditions, but it was a commitment without a 
timetable and without adequate means for ac- 
complishment. 

Beyond the statement of policy, the act 
created the Ujban ~edevelopment Program 
(Title I), which later became the urban renewal 
program; greatly increased the tunds available 
~ Q I I C  houslng ( I ltle Ill); and established 
w s  TOT rural houslng ( I ltle V1, - 

Urban redevelopment was seen as an 
expansion of the related programs of low in- 
come housing and slum clearance established 
by the Housing Act of 1937. Basically, Title I 
provided Federal assistance to local public 
agencies for projects consisting of the assem- 
bly, clearance, site-preparation, and sale or 
lease of land at its fair value for uses described 
in a redevelopment plan for project costs. The 
Federal grants generally could not exceed two- 
thirds of net project costs, and the local agency 
was required to furnish the remaining one-third, 
which could be in the form of cash, donation of 
land, or public facilities such as schools to 
support or serve the new uses of land in the 
project area. The Housing Act of 1949 also 
required that the redevelopment plan be ap- 
proved by the governing body of the locality. 

In Title Il l, the act of 1949 authorized 
135,000 new public housing units for each of 
the next 5 years-a number far in excess of the 
previous low rent housing efforts and far in 
excess also of the amounts Congress subse- 
quently voted to fund each year. 

Under the provisions of Title V, the Farm- 
ers Home Administration (FmHA), established 
by the Farmers Home Administration Act of 
1946, was authorized to establish a program of 
grants and loans for the construction or recon- 
struction of farm dwellings. The rural housing 
program was established after a congressional 
finding that the scarcity of credit resources in 
rural areas made the use of then existing FHA. 

programs difficult. The program was extended 
to nonfarm rural housing by the Housing Act of 
1961 and has been expanded considerably 
over its 24-year life. 

Refining and Broadening 
Housing Laws for 
Special Groups 

In the 1950's Federal housing policies. 
became increasingly directed toward meeting 
the needs of special interest groups. It was a 
period characterized by refining the operations 
of the Federal Government's secondary finan- 
cial market structure to eliminate the risk of 
fraud while at the same time liberalizing stand- 
ards to permit reaching the housing needs of 
newly identified target groups, such as the 
elderly and servicemen. It was additionally an 
era in which the housing goals outlined in  
previous years were broadened to include not 
only the removal of slums but also the rehabili- 
tation of existing structures to provide housing 
for a wider range of people. The basic ap- 
proach in achieving the emerging goals was 
through modification of the Government's exist- 
ing financial and insuring mechanisms rather 
than by direct outlays, although some new 
major programs did rely on direct outlays. 

President Eisenhower's Advisory 
Committee on Government Housing 
Policies and Programs 

President Dwight D. Eisenhower's Commit- 
tee on Government Housing Policies and Pro- 
grams was established in 1953 to review 
broadly the housing and urban development 
programs and make recommendations for 
changing and eliminating programs or establish- 
ing new ones. The Eisenhower Committee met 
over a period of months and issued its compre- 
hensive report in December 1953, recommend- 
ing retention of some programs without change, 
substantial modification of others, and enact- 
ment of additional ones. 

The most significant subjects considered 
by the Eisenhower Committee grew out of the 
urban development program authorized in  
1949, which was just the'n getting into full 



operation in cities and was precipitating some 
serious community problems. 

The Eisenhower Administration was princi- 
pally concerned with accommodating public 
objections to the large expenditures for "bull- 
dozing" slum areas, which often remained va- 
cant for long periods because of problems in 
getting housing or other redevelopment under- 
way. In response to that problem, the Eisen- 
hower Committee recommended a redirection 
and broadening of the scope of urban redevel- 
opment projects to include the rehabilitation of 
existing structures. This change was enacted in 
the Housing Act of 1954 andWtmharea the 
need to "DUlldOZe" areas where rehabilitation 

e m  
t?. 

was changed to "Urban Renewal." Urban reha- 
bilitation efforts were not as extensive as con- 
templated because of problems related to the 
sponsorship and financing of housing rehabilita- 
tion. Nevertheless, there was a general applica- 
tion of urban renewal powers in rehabilitation 
areas; this often involved code enforcement or 
other municipal efforts and expenditures for 
improvement of streets, public utilities, parks, 
and other facilities. Also, the 1954 act required 
a community to have a "workable program" for 
solving its overall development problems as a 
condition for receiving urban renewal and re- 
lated Federal aid. 

The 1954 act addressed another major 
problem under the 1949 Housing Act: the 
difficulty of initiating housing construction on a 
cleared site. To qualify under the program, a 
redevelopment project site either had to be 
"predominantly residential" before clearance, or 
to be redeveloped for predominantly residential 
purposes after clearance. The existing FHA 
insurance programs were wholly inadequate to 
attract credit and sponsors. 

Accordingly, Congress included in the 1954 

respects and purchase of the mortgages by the 
Federal National Mortgage Association was 
authorized. The program has been one of the 
major special purpose programs of FHA. Criti- 
cism of it in later years stemmed from the fact 

that it produced housing for high income fami- 
lies and not for those displaced from the area. 
It never was intended for low income or dis- 
placed families as such, however, but to pro- 
vide housing needed in the community and 
housing that would add to the city's tax base. 

By 1953, experience had begun to show 
the magnitude of the urban renewal problems 
resulting from the displacement of families from 
project sites to be cleared. This problem be- 
came the chief basis for lack of project approv- 
als by local governing bodies. The lack of 
adequate housing for the displaced was critical, 
and there was growing concern for the plight of 
those affected, who were generally minority 
families. 

Accordingly, the Eisenhower Committee 
recommended a special liberalized mortgage 
insurance Program for housinq dis~laced fami- 
lies; it was enacted in the 19<4 a& as Section, 
221. This new authority required that the hous- 
ing ~nvolved be "oroaramed" fnr e&~ area on 

p p  
czmpleted dwellings. 

T s u r a n c e  program to assist 
displaced families marked the beginning of 
concern for adequate and prompt relocation of 
those displaced by slum clearance and other 
governmental housing actions. 

Another important recommendation by the 
Eisenhower Committee that was enacted by the 
Congress in the 1954 act was a complete 
reform of the Government's secondary market 
structure, both as to the role of the Federal 
Government and that of the private financial 
community. It conformed with a basic element 
of the Eisenhower Committee's approach, 
which involved an effort to design a secondary 
market facility that would derive capital from 
participating lending institutions and would 
eventually finance itself in the private capital 
markets, rather than relying upon the Federal 
Treasurv as had been done in the oast. , 

J& Federal National ~ o r t ~ a ~ b  ~ssociation 
, s t a t o r  a 

Lnew Federal National Mortqaqe Charter Act, 
whlcn was part of the 1954 act. It divided 
Feaeral Nat~onal Mortgage Association opera- 
tions into three parts. "secondary market opera- 

0. 



The 1954 Housing Act, in hindsight, was a 
watershed for subsequent housing programs to 
meet the needs of specifically designated 
groups that followed in increasing number 
throughout the remainder of the 1950's and into 
the 1960's. 

3' 
h 

tions," @ pecial assistance functions," and 

b "management and liquidation functions." The 
chief result of this division was to isolate the 
special assistance functions (which need Gov- 
ernment financial aid) from other Federal Na- 
tional Mortgage Association operations. The 
special assistance functions continued primarily 
for special FHA mortgage insurance or the VA 
guaranty loan program requiring Government 
purchase of mortgages. 

The 1954 act contained other important 
provisions, including consumer protection 
measures specifically designed to avoid further 
frauds and abuses such as those revealed in 
1953, which were known at the time as "the 
FHA scandal." These frauds occurred under the 
Title I Repairs and Rehabilitation Loan Insur- 
ance program and the Section 608 War and 
Veterans Housing program of the Housing Act 
of 1949. 

Under the Title I program, FHA insures 
approved financial institutions against losses 
they might sustain as a result of certain loans 
for financing repairs and improvements to real 
property. These loans are not individually in- 
sured or processed; FHA insures against losses 
up to 10 percent of an individual lending 

I institution's total loans. Because the loans are 

Separate FHA Mortgage Insurance 
Program for Groups Having Special 
Needs 

I 

The growth of the scope of FHA mortgage 
insurance programs through the years has 
resulted primarily from the gradual liberalization 
of mortgage terms under FHA's regular insur- 
ance operations and the enactment of special 
insurance progams-especially during the 
1950's-to meet the emerging housing needs 
of specific groups or in response to the new 
forms of cooperative and condominium owner- 
ship. It was in this way that the overall charac- 
ter of  FHA was changed from an agency 
concerned almost entirely with increasing the 
supply of adequate housing to an agency 
widely concerned with serving special public 
purposes in the housing field. 

This expansion was initiated by the 1954 
Housing Act, which, under Section 220, at- 
tempted to generate credit for urban renewal 
projects and under Section 221, to provide for 
families displaced by these projects, as well as 
by the creation of the new Federal National 
Mortgage Charter Act in 1954, which estab- 
lished the first special assistance functions to 
be carried out by the Federal National Mort- 
gage Association. 

Outside criticism of the special purpose 
programs developed around the argument that 
they diverted FHA efforts from volume produc- 
tion and resulted in high-risk insurance. This 
was based on the liberalized underwriting 
standards of the special purpose programs, and 
the FHA time and effort invested in encouraging 
operations under them when they presented 
obstacles to sponsors because of financing 
problems or problems inherent in servicing the 
special groups to be benefited. 

Generally, each of these new special pro- 
grams was established as an almost independ- 
ent operation with its own statutory provisions 
and insurance fund, .in order to prevent the . 

original FHA mortgage insurance fund support- 

not processed individually, the FHA relies on 
the lending institution for their validity and 
soundness. Before the 1954 act, the program 
was abused by fraudulent repair salesmen who 
generated negotiable paper on the basis of 
shoddy work or inadequate or worthless mate- 
rial. The 1954 act attempted to correct this 
situation by requiring, among other items, a real 
coinsurance feature so that not more than 90 
percent of each individual loan would be cov- 
ered by insurance (in addition to earlier limita- 
tions). 

The frauds under the Section 608 War and 
Veterans Housing program consisted primarily 
of "mortgaging out" on the basis of greatly 
excessive estimated costs that determined the 
mortgage amount. The sponsor simply kept the 
money under the mortgage to the extent it was 
not needed for the development. This was 
prevented in future programs by the "cost 
certification" requirement, which obligates the 
sponsor to certify costs after development, and 
requires FHA to limit the mortgage amount 
accordingly. 

-- .-. 



ing FHA's basic programs--enacted in 1934 for 
Section 203 single-family home mortgage insur- 
ance and Section 207 multifamily apartment 
mortgage insurance-from being adversely af- 
fected by the liberal underwriting terms of each 
new program. The essence of each new pro- 
gram was a liberalization of mortgage terms 
beyond those in effect at the time under the 
regular insurance programs. Usually, mortgage 
terms were liberalized in three ways: the "eco- 
nomic soundness" test for the proposed con- 
struction was replaced with an "acceptable risk" 
test; the maximum insurable mortgage loan was 
based on "replacement cost" rather than on the 
more conservative estimate of long-range 
"value"; the maximum percentage or ratio of 
loan to "replacement cost" was made higher 
than the earlier percentage of loan to value 
(and, in some cases, the maximum term of the 
mortgage was lengthened, thereby permitting 
lower monthly payments). 

A continuation of the liberalizing approach 
initiated in the 1954 Housing Act by Sections 

construction of college dormitories for students 
and faculties was enacted in 1950 to meet the 
rapidly increasing enrollments starting in the 
post-World War II era and to assist returning 
veterans. 

The trend established under the 1954 act 
expanded from liberalized lower cost insurance 
to indirect subsidy without insurance with enact- 
ment of Section 202 in the 1959 Housing Act. 
Under this new and separate program, direct 
loans were to be made through the device of 
Government-subsidized low interest rates to 
provide housing for the elderly. Under the 
program a loan could cover 98 percent of 
development cost and have an interest rate as 
low as 3 percent. 

The Subsidy Initiatives 
of the 1960's 

Housing legislation in the 1960's took an 
evolutionary approach toward meeting the Na- - tion's housing needs. New emphasis was 
placed on providing housing to groups such as 

220 and 221 came with the *nt of 
Section 231, in 1959, which granted generous 
insurance terms for housing o i  rrle-eraepry. I nis 
program was approved in an era ot gr'owing 
cecognition of the problems of the elderly by 
Congress. 

Separate mortgage insurance programs 
were enacted to give special insurance advan- 
tages to several designated groups in special 
areas.lo 

In 1961, further focusing on special interest 
groups, the Congress enacted the-4 
program, which did not actually involve liberal- 
ized insurance terms but was an adaptation of 
regular mortgage insurance to conform to the 

cia1 characteristics of condominium owner- 
shl o Iga t im.  
k p e c I a v  nonhousing or fringe FHA H m v r l g r g o & t  
mortgage insurance programs were enacted to - rental housing for moderate income families, 
assist the construction or purchase of nursing sectlOn zzl(a)(s). Only was the 
homes, hospitals, group practice facilities, rec- Program an interest programs it 
reational homes, trailer courts, mobile homes, 
and housing in Alaska. 

In addition to special mortgage insurance 
programs, the direct loan program to assist the 

l o  World War II defense and veterans, 1941; Korean War 
defense areas, 1951; urban renewal areas, 1954; 
displaced families, 1954; non-World War II servicemen, 
1954; and military rental housing, 1955. 

the poor. Instead of relying upon revisina t h ~  
financial mechanisms, as in the 1950's. the 
Government embarked on direct and in- . . t ' 
subsidies. It also added new em~hasis to the 
gbal spelled-out in the 1949 ~ o u s i n ~  Act of 
providing a "decent home and a suitable living 
environment" for all Americans. 

The indirect subsidy initiated through the 
Section 202 program of the 1959 Housing Act, 
providing low cost loans to developers of pri- 
vate housing for the elderly, can be said to be 
the forerunner of later subsidy programs. . 

The principal feature of the Housing Act of 
7ed. be low-market interest 

also was a direct loan program. since- private 
lenders would not make mortgage loans at 
below-market interest rates, the funds were 
provided through the purchase of the origina- 
tor's mortgage by the Federal National Mort- 
gage Association under its special assistance 
functions. The chief beneficiaries of this pro- 
gram were those families whose incomes were 



above public housing limits set by local housing 
authorities but were below the amounts neces- 
sary to meet rental requirements in decent, 
new, unsubsidized private housing.ll 

After the trends of the 1960's toward 
subsidies for private housing and liberalized 
programs, HUD mortgage insurance programs 
continued to proliferate, as illustrated by 
Chart 1. 

The 1961 act further expanded the subsidy 
concept by authorizing payments of up to $120 
per year on housing units occupied by the 
elderly poor in public housing projects. The 
subsidy was based on the belief that the 
elderly's housing needs could not otherwise be 
met without endangering the solvency of the 
project, despite the Federal Government's an- 
nual contribution. 

The subsidy was the first ever given to 
finance the operating costs of housing projects, 
along with capital costs. 

The Housing Act of 1964 extended the 
subsidy treatment given for housing the elderly 
to families displaced by urban renewal projects. 
In 1968, the subsidy was made available for 
large families with unusually low incomes who 
were living in housing projects and could not 

However, it should be noted that the new trend toward 
interest subsidies did not replace the earlier trend 
toward liberalized, albeit unsubsidized, mortgage pro- 
grams. The Housing Act of 1961 amended the Section 
221 mortgage insurance program, which to that time 
had been directed only to those families displaced by 
Governmental action such as urban renewal, to pro- 
vide more liberal terms and to broaden the program to 
apply to low and moderate income families generally. 
In addition to authorizing the Section 221(d)(3) Below- 
Market Interest Rate Progam, the act authorized or 
continued the following programs: 

A. Section 221(d)(2): provides mortgage insurance 
for the acquisition, construction or rehabilitation of one- 
to four-family homes by low and moderate income 
families. Eligible ownerloccupant mortgagors are ena- 
bled under this program to obtain financing with a 
downpayment as low as 3 percent of acquisition cost; 
those mortgagors who in addition have been displaced 
may arrange financing with a downpayment as low as 
$200 on a single family property. The mortgagor is 
permitted to reduce further his cash downpayment 
requirement by being allowed the maximum feasible 
opportunity to contribute the value of his labor as 
equity in the property. 

8. Section 221(d)(3) Market Interest Rate Program: 
designed to help finance construction or rehabilitation 
of projects by public agencies, investor-sponsors, non- 
profit groups and limited dividend corporations; pro- 
vides rental or cooperative housing within a price 

afford to remain without the additional subsidy. 
In the Housing Act of 1964, the Urban 

Renewal statute, Section 312, was amended to 
authorize a new program of 20 year, 3 percent 
loans to property owners or tenants in urban 
renewal areas to finance rehabilitation required 
to make the property conform to the local 
housing code or to carry out the objectives of 
the urban renewal plan. 

Two additional subsidy programs were en- 
acted by the Housing Act of 1965 to provide 
housing for families eligible for regular public 
housing through the utilization of privately 
owned housing. These programs also served to 
avoid a growing stigma communities had begun 
to attach to the concentrations of public hous- 
ing. Both programs permitted broader dispersal 
of the very poor among varied income groups. 

One of these programs was the rent sup- 
plement program under which Federal pay- 
ments are made to meet a portion of the rent of 
certain low income families12 in privately owned 
housing built with FHA mortgage insurance, 
assistance. Each tenant must pay one-fourth of 
his income for rent. The program was originally 
proposed for middle income families but the 

range appropriate to the resources of displacees and 
other low and moderate income households. The 
cooperative program, because of its high loan-to-value 
ratio (100 percent of replacement costs for nonprofit 
sponsors, 90 percent for limited dividend sponsors) 
has been a vehicle for providing homeownership 
opportunities for families immediately above the sub- 
sidy levels. The rental program, combined with the rent 
supplement program, authorized by the 1965 Housing 
Act, enables low income families to afford privately 
owned, financed and operated rental accommodations. 

C. Section 221(d)(4): encourages the construction or 
rehabilitation of multifamily rental units for moderate 
income families through profit incentives to sponsors, 
tax incenfives and use of replacement cost in deter- 
mining the value on which the insured amount is 
based. Statutory provisions for Sections 221(d)(3) and 
221(d)(4) are the same except for the type of sponsor- 
ship and the related profit restriction. Because of the 
obvious benefit provided by the profit incentive, com- 
bined with other incentives mentioned above, Section 
221(d)(4) is the primary program for the development 
of unsubsidized rental housing for families of moderate 
income. 

l 2  To qualify, a tenant is subject to public housing income 
limits and asset limitations and must be one of the 
following: displaced by governmental cction; 62 years 
of age or older; handicapped; living in substandard 
housing; or living in housing damaged by natural 
disaster. 



Congress quickly altered it to apply only to low 
income families. 

The other new subsidy program enacted in 
1965 was the Section 23 leasing operation, 
which became one of the major public housing 
programs. Under this program, local housing 
authorities are authorized to lease units in 
privately owned existing structures and make 
them available to low income families eligible 
for regular public housing. The usual public 
housing assistance is made available by HUD 
so that the local authority can pay the economic 
rent to the owner without charging the tenant 
more than the usual public housing rental. 

In 1967, HUD initiated, as an administra- 
tive procedure, the "Turnkey Method." Under 
this variation of the regular public housing 
program, a private developer enters into a 
contract with a local housing authority to  sell 
the project to the local authority upon comple- 
tion. The introduction of private profitmaking 
developers into the production process re- 
duced development costs and also increased 
program activity. A total of 214,096 units were 
under annual contribution contracts under 
Turnkey as of December 31, 1972, while 
143,726 units were under management. 

The Housing Act of 1965 also authorized 
the Section 115 program, providing for the use 
of urban renewal capital grant funds for limited 
grants to low income owners of homes in urban 
renewal areas to pay for necessary repairs and 
rehabilitation. 

A very limited program of homeownership 
subsidies was introduced in 1966 with the 
enactment of Section 221(h). It authorized 3 
percent mortgage loans (as under the Section 
221 (d)(3) Below-Market Interest Rate Program) 
to nonprofit sponsors who would buy and 
rehabilitate at least four homes, for subsequent 
resale to low income home purchasers. The low 
income home purchaser would also receive a 3 
percent mortgage (via the Federal National 
Mortgage Association special assistance pro- 
gram). 

The Creation of the Department of 
Housing and Urban Development 

The Department of Housing and Urban 
Development Act, passed September 9, 1965, 

created HUD, although it was not actually 
organized until February 1966. 

The act was a watershed in housing legis- 
lation. Most importantly, it raised the functions 
of the Housing and Home Finance Agency to 
Cabinet level and simplified the administration 
of all its functions by consolidating most statu- 
tory authority in the Secretary of the new 
Department. It did not, however, consolidate 
housing and urban development functions exist- 
ing in other parts of the Federal Government. 
The Secretary was given power to organize the 
functions of the Department as he deemed 
appropriate; however, the act prescribed that 
there 

. . . shall be in the Department a Federal Housing 
Commissioner, who shall be one of the Assistant Secre- 
taries, who shall head a Federal Housing Administration 
within the Department, who shall have such duties and 
powers as may be prescribed by the Secretary. . . 

In creating HUD, the Congress character- 
ized its action and intentions as follows: - 

The Congress hereby declares that the general welfare 
and security of the Nation and the health and living 
standards of our people require, as a matter of national 
purpose, sound development of the Nation's communities 
and metropolitan areas in which the vast majority of its 
people live and work. 

To carry out such purpose, and in recognition of the 
increasing importance of housing and urban development in 
our national life, the Congress finds that establishment of 
an executive department is desirable to achieve the best 
administration of the principal programs of the Federal 
Government which provide assistance for hous~ng and toi 
me developmenr or I-mun~t~es; to assist the 
President In acTmvmg maxlrnurn cooralnarlon otfhe various 
Federal activities which have a major effect upon urban 
community, suburban, or metropolitan development; to 
encourage the solution of problems of housing, urban 
development, and mass transportation through State, 
county, town, village, or other local and private action, 
including promotion of interstate, regional, and metropolitan 
cooperation; to encourage the maximum contributions that 
may be made by vigorous private homebuilding and 
mortgage lending industries to housing, urban development, 
and the national economy; and to provide for full and 
appropriate consideration, at the national level, of the needs 
and interests of the Nation's Communities and of the people 
who live and work in them. 

Douglas and Kaiser Commissions d 

The urban disturbance of the late 1960's 
led to the creation of two Presidential Commis- 
sions that were to have a profound impact upon 
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the redirection and expansion of Federal hous- 
ing policies. In 1967, President Lyndon B. 
Johnson directed the creation of the National 
Commission on Urban Problems, known as the 
Douglas Commission after its chairman, Paul H. 
Douglas, Senator from Illinois from 1948-1 966. 
The Commission's mandate was to recommend 
". . . solutions, particularly those ways in which 
the efforts of the Federal Government, private 
industry, and local communities can be mar- 
shaled to increase the supply of low cost 
decent housing." The Douglas Commission's 
prime recommendation was to direct the Na- 
tion's housing assistance toward the poor, a 
group the Commission found had been ne- 
glected in national housing endeavors to that 
time. 

Also in 1967 the President's Committee on 
Urban Housing, known as the Kaiser Commis- 
sion after its chairman, industrialist Edgar F. 
Kaiser, was appointed with a charge to "find a 
way to harness the productive power of Amer- 
ica . . . to the most pressing unfulfilled need of 
our society-that need is to provide the basic 
necessities of a decent home and healthy 
surroundings for every American family now 
imprisoned in the squalor of the slums." Among 
its many recommendations, the Committee 
called for the establishment of a 10-year goal of 
26 million new and rehabilitated housing units, 
including at least 6 million for lower income 
families. That recommendation was to shape 
future congressional action and Federal policy. 

National Housing Goals 

The Johnson Administration recommended, 
and the Congress enacted, in the Housing and 
Urban Development Act of 1968, the housing 
goal proposed by the Kaiser Commission. That 
act includes the following: 

Reaffirmation of Goal 

Sec. 1601. The Congress finds that the supply of the 
Nation's housing is not increasing rapidly enough to meet 
the national housing goal, established in the Housing Act of 
1949, of the "realization as soon as feasible of the goal of a 
decent home and a suitable living environment for every 
American family." The Congress reaffirms this national 
housing qoal and determines that it can be substantially 
f i e v e d  within the next decade by the cmruc t l on  or . . . .  
rehabilitation ot twenty-SI-, ~ I A  ~mttrarr 
qf these for low- and moderate-income famllles. 

> 

In that provision, the Congress declared for 

housing units to be produced: and established 
a time frame for production. 

The production thrust of the goal was 
made clearer by specific directions in the act 
that the President submit a report to the 
Congress setting forth a 10-year plan for meet- 
ing the goal and an annual report thereafter on 
the progress being made in meeting the objec- 
tives of the plan. Each annual report must also 
analyze problems and factors involved in pro- 
duction and make recommendations with re- 
spect to any additional legislation or administra- 
tive action necessary or desirable to meet the 
objectives of the plan. 

1 
The lesser emphasis on conservation and 1, 

rehabilitation in connection with the 1968 enact- I i 
ment was reflected in the estimate by HUD 
Secretary Robert C. Weaver13 that only 2 i 

I 
to be producea ' 

I 
ilitation assisted I 

witn public subsidy. Though not large, this 
project~on was apparently optimistic and clearly I 

exceeded past performance in rehabilitation i 
activity. Another 2 million units were pro- 
jected for rehabilitation by privately financed i 

efforts, but these were not identified as part of I 

the 26 million-unit production program. 
The statutory language concerning the 

1968 housing goal suggests the intended pro- 
duction emphasis. The affirmation of "a decent 
home and a suitable living environment for ! 
every American family" was language often - 
used through the years in connection with I 

! I 

production objectives and bears a connotation ! 
of home construction. The placing of the goal in i 

the context of the "Declaration of National I 

Housing Policy" in the Housing Act of 1949 1 
lends support to the emphasis on production. I 

That declaration is replete with references to 
"production," "the housing industry," "economy 

1 
of maximum employment," "residential con- 

i 
!I 

struction," and "stabilization of the housing 1; 
industry at a high annual volume of residential $ ,  
construction." No mention was made then of r 

i conservation, existing housing supply, or reha- it 

bilitation. p 

j 3  U.S. Congress, Senate Committee on Banking and 
Currency. Housing and Urban Development Act of 
1968. Hearings before Subcommittee on Housing and 
Urban Affairs. 90th Cong., 2nd sess., 1968. 



An extremely significant expansion of the 
subsidy concept was contained in the Housing 
and Urban Development Act of 1968, which 
adopted the principle of subsidizing interest 
rates, thus resulting in a rapid increase in all 
appropriations for housing subsidies. 

One of these programs was the Section 
235 homeownership assistance program, which 
originated in a proposal drafted by the Senate 
Committee on Banking and Currency in 1967. 
The Johnson Administration opposed these ini- 
tial proposals; subsequently, the committee pro- 
ceeded to develop legislation with the assist- 
ance of HUD officials. However, no legislation 
was enacted that year. The following year, HUD 
proposed and the Congress enacted legislation 
similar to that jointly developed. As enacted, 
Section 235 established a homeownership pro- 
gram providing special mortgage insurance and 
cash payments to help low and moderate 
income home purchasers meet mortgage pay- 
ments by subsidizing debt service costs in 
excess of an amortization at 1 percent interest. 
Under this program, an eligible buyer14 may 
purchase a private home with an FHA-insured 
mortgage, bearing the prevailing rate of inter- 
est, and the Federal Government makes a 
monthly assistance payment to the lender on 
his behalf. Provided the purchaser is applying 
at least 20 percent of his monthly income to the 
mortgage payments, he could pay each month 
as much as the same amount he would pay if 
the mortgage loan provided for only 1 percent 
interest. The Federal Government pays the 
rest. 

Another significant addition to subsidy pro- 
grams was the Section 236 multifamily rental 
housing program also enacted in the 1968 act. 
This program provides a subsidy formula similar 
to that under Section 235, although the me- 
chanics of the Section 236 subsidy payment 
are geared to rental housing.15 

An accompanying provision of the 1968 act 
contained a subsidy feature, Section 238, which 

l 4  To qualify for benefits of this program, a homeowner 
must be the head of a family, a handicapped person, 
or a single person 62 years or older; usually income 
cannot be in excess of 135 percent of local limits for 
public housing; 20 percent of income must be paid 
toward monthly payments. 

l 5  In that case, a monthly housing assistance payment is 
made by the Federal Government to the mortgagee on 
behalf of the mortgagor. Qualifying requirements are 

established a special risk pool for which appro- 
priations were authorized. This fund was au- 
thorized to be used for carrying out insurance 
obligations under the subsidized and certain 
other mortgage insurance programs. They in- 
cluded a new Section 223(e), which authorized 
insurance in "older, declining urban areas," 
where not all of the usual mortgage insurance 
requirements could be met. 

The Sections 235 and 236 programs are 
similar to the subsidized rural housing program 
authorized by Title V of the Housing Act of 
1949 and administered by the FmHA. The 
Section 502 homeownership program provides 
loans at a set interest rate (currently 7.25 
percent) to qualified low and moderate income 
persons in rural areas for the purchase of 
single family homes; interest subsidies may be 
provided to eligible low income purchasers to 
reduce the effective interest rate to as low as 1 
percent. Section 51 5 authorizes a correspond- 
ing program for multifamily rental; Section 521 
authorizes a subsidized version of the Section 
515 program that can reduce to as low as 1 
percent the effective interest rate on loans 
made to nonprofit organizations and limited- 
profit corporations. 

Partition of Federal National 
Mortgage Association 

In 1968, the Administration concluded and 
the Congress agreed that the time had come to 
move forward with the conversion of the sec- 
ondary market functions from a mixed-owner- 
ship Federal corporate activity into a privately 
owned and financed corporation, without wait- 
ing for the retirement of the Treasury-held 
stock, as had been contemplated by the Fed- 
eral National Mortgage Association Charter Act 
of 1938. 

This decision appears to have stemmed 
mainly from budgetary considerations, although 
it was also believed that the secondary market 

similar to those of the Section 235 program; however, 
the tenant must pay 25 percent of his income toward 
monthly rental. In addition, the tax shelter used to 
induce participation of limited-dividend sponsors in the 
Section 236 program reduces Federal tax revenues, 
thus imposing further budgetary costs. This tax treat- 
ment of Section 236 sponsors is further discussed in 
Chapters 2 and 4. 



function would flourish better in an envjyonflent 
-7e-e t , 
As a result, the-g Z F p -  
ment Act of 1968 partitioned the Federal Na- 
tional Mortgage Association, as it then existed, 
changing it into two new corporations. One was 
a Federally chartered private corporation that, 

-- . 
former Federal National Mortgage Association 
with respect to special assistance and the 
management and liquidating operations. 

In the conversion, all Treasury-held pre- 
ferred stock was retired. The new Federal 
National Mortgage Association passed into the 
full ownership of its common stockholders and 
in due course the undistributed earnings and 
earned surplus of the predecessor corporation 
were distributed. The Federal National Mort- 
gage Association remains subject to regulation 
by HUD. 

An administrative procedure called "Tan- 
dem Plan" was developed under the Federal 
National Mortgage Association partition. Under 
this procedure the Government National Mort- 
gage Association issues a commitment to pur- 
chase a mortgage qualifying for special assist- 
ance at a predetermined price more favorable 
than that available in the market (special assist- 
ance being unnecessary otherwise). This com- 
mitment is transferred to the Federal National 
Mortgage Association; when the mortgage is 
ready for delivery, the Government National 
Mortgage Association pays the Federal National 
Mortgage Association the difference between 
the committed price and the price the Federal 
National Mortgage Association would have paid 
in its regular market purchase program. T a  
the i m m e d u -  
E m  the full arno urchase commit- 
m x - t o  this dif-manner. b? 

3 Y n g a b o v e - m a r k e t  prices and selling at mar- 
ket prices, the Government National Mortgage 
Association provides indirect subsidies to bor- 
rowers and lenders. (The Tandem Plan is 
discussed more fully in Chapter 3.) 

Modification of Low Rent Public 
Housing Program 

An important change in the low rent public 
housing program was made by Section 213(a) 
of the Housing and Urban Development Act of 
1969, known as the Brooke amendment. The 
amendment l imited rents charged by local 
housing authorities to 25 percent of the tenant's 
income. Subsequently, the Congress authorized 
Federal public housing subsidies for operating 
expenses, where necessary, to assure the low 
rent character of the public housing project. 
(Section 213(a) is further discussed in Chapter 
5.) 

Aid to Displaced Persons 

Subsidies for the relocation of displaced 
families in connection with all Federal programs 
were placed on a uniform basis by legislation 
that was debated during much of the 1960's but 
finally enacted as the Uniform Relocation As- 
sistance and Real Property Acquisitions Poli- 
cies Act of 1970. This legislation adopted most 
of the relocation provisions already in effect 
under HUD programs and gave both owners 
and tenants who were displaced the right to 
substantial payments under Federal or federally 
assisted development programs. The act also 
provides that: 

. . . no person shall be required to move from his 
dwelling on or after the effective date of this title, on 
account of any Federal project, unless the Federal agency 
head is satisfied that replacement housing is available to 
such person. 

Model Cities 

During the 1960's, support developed for a 
new and broader approach to the housing 
undersupply and other problems of urban 
areas. A program which became known as 
"Model Cities" was authorized as the principal 
provision of the Demonstration Cities and Met- 
ropolitan Development Act of 1966. It was 
based on a congressional finding and declara- 
tion that: 

. . . improving the quality of urban life is the most 
critical domestic problem facing the United States. The 
persistence of widespread urban slums and blights, the 
concentration of persons of low income in older urban 
areas, and the unmet needs for additional housing and 
community facilities and services arising from rapid expan- 



sion of our urban population have resulted in a marked 
deterioration in the quality of the environment and the lives 
of large numbers of our people while the Nation as a whole 
prospers . . . 

Under the 1966 act, the Federal Govern- 
ment was authorized to make grants and pro- 
vide technical assistance to city demonstration 
agencies to enable the aqencies to ~ l a n ,  de- 
velop, and c o n u  pagrams to im~rove their 
physical environment, increase their supply of 
hxs ing  for low and moderate income people, 

-g 

in aivinq 
cities the broadest discret6n in developing 
proposed programs, subject only to general 
criteria prescribed in the statute. Discretion 
remained in HUD, however, to select and fund 
those undertakings it considered best for dem- 
onstrating to other cities the potential benefits 
of such initiatives. 

New Communities 

In the early 1960's there was increasing 
interest in the development of whole new 
communities as one means of adjusting to the 
Nation's increasing population and helping to 
meet some of the problems of urban conges- 
tion. As with other indirect programs related to 
housing, the new communities proposal con- 
tained significant housing components similar to 
those of earlier urban renewal programs. The 
Housing and Home Finance Agency proposed 
a new mortgage insurance program for land 
development needed by new communities, but 
Congress considered it too ambitious and en- 
acted a truncated program of "land develop- 
ment." 

The 1965 new communities proposal was 
enacted, however, in the Demonstration Cities 
and Metropolitan Development Act of 1966. To 
be eligible for mortgage insurance, a proposed 
new community had to be of such size and 
scope as to make a substantial contribution to 
economic growth of the area. This contribution 
was to be in the form of economies in providing 
improved housing sites, adequate housing for 
those employed in that area, maximum accessi- 
bility to industrial and other employment centers 
and to commercial, recreational, and maximum 
accessibility to any major central city in the 

area. The development had to be approved by 
the local government. 

Recognizing that mortgage insurance alone 
was inadequate to stimulate sufficient volume of 
credit for new community development, HUD 
recommended in 1968 an entirely lvew addi- 
tional assistance program based on the Federal 
guarantee of bonds and other obligations is- 
sued bv the ~ r i v a t e  d e v e l o ~ e r  of the new 
community.  his meant that the Federal Goy- 
ernment would guarantee with the full faith and, 
?redit of the United States the payment of2 
,>blonqations OD, 
' private d e v e l o p u f  sold to investors or at 
Fpublic sale as approved by HUD after it had 
approved all other prerequisites with respect to 
the development. That program, which included 
certain supplemental grants for public utilities 
and other facilities, was enacted as W L o f  
the Housing and Urban Development Act of 
1968. 

The guarantee program was reenacted 
with broader scope and further supplemental 
financial aids in Title VII of the Housing and 
Urban Development Act of 1970. The major 
functions in the program were placed under a 
"New Community Development Corporation" in 
HUD with a five-person board of directors, 
including the Secretary of HUD as the chair- 
man; a General Manager appointed by the 
President; and three persons appointed by the 
Secretary. Under the 1970 act, the new com- 
munities development project has to meet the 
same standards as under the earlier program, 
including requirements concerning planning and 
a substantial provision of housing for low and 
moderate income persons. Development must 
also assist the local home building industry and 
encourage its broad participation, particularly by 
small builders. 

The changes made by the 1970 act were 
set in the context of an extensive legislative 
statement on national urban growth policy. That 
statement established standards for the devel- 
opment of such a policy and required the 
President to submit to the Conaress a rep- 
urban growth everv years beainninq i n  1977, 
p g r o w t h  
:nd reco:sider~d 

- - 
desirable. - 



Federal Housing Laws: 
Conflicts, Duplication, 
and Confusion 

There is no need for great complexity in 
Federal housing laws. Mortgage insurance is a 
relatively simple and clear-cut concept, requir- 
ing no more than two programs, apart from 
subsidy operations: one for home mortgages 
and one for mortgages on multifamily struc- 
tures, with adequate authority in the agency to 
provide for varying conditions and circumstan- 
ces. Indeed, the original National Housing Act 
of 1934 was just that. 

Instead, the Nation's housing laws today, 
after almost 40 years, are a hodgepodge of 
accumulated authorizations for some 46 unsub- 
sidized programs and some 20 which are 
subsidized, including those administered by the 
VA and FmHA. They contain internal inconsist- 
encies, numerous duplications, cross-purposes, 
and overlaps as well as outright conflicts and 
gimmickry. In some cases, the objectives them- 
selves are open to serious question. 

The complicated maze of HUD program 
laws, filling hundreds of pages in the statute 
books, are properly recognized as replete with 
inconsistencies, conflicts, and obsolete provi- 
sions and without overall design or coordinated 
structure. All this is magnified in the red tape 
flowing from implementing regulations. 

Testimony given in Congress by the execu- 
tive branch has emphasized the number and 
complexity of these existing authorities, as well 
as the frustration, cost, and red tape resulting 
from this hodgepodge of programs. It seriously 
thwarts good administration; confuses even the 
experts; discourages participation by builders, 
lenders, and sponsors; bewilders consumers; 
and hinders congressional oversight. In one of 
several statements to that effect, former HUD 
Secretary George W. Romney said to the 
Senate Subcommittee on Housing and Urban 
Affairs:16 

To function properly, our housing programs must bring - 
l 6  U.S. Congress, Senate Commitee on Banking and Cur- 

rency. Housing and Urban Development Legislation of 
1970. Hearings before Subcommittee on Housing and 
Urban Affairs. 91st Cong., 2nd sess., 1970. 

together private builders, private lenders, private housing 
sponsors, public agencies and private purchasers. At pres- 
ent the number and complexity of our existing statutory 
authorities act as a deterrent to the effective participation of 
these groups in our housing programs. Even the most 
sophisticated and experienced builders, lenders and spon- 
sors find it frustrating and costly to accommodate their 
operations to the red tape and delay occasioned by the 
maze of our confusing authorizations and the regulations, 
circulars, forms and processing procedures that have grown 
out of them. 

The man most successful and at ease in the present 
statutory framework of our housing programs is the pack- 
ager, knowledgeable in the intricacies of our forms and 
procedures, who can put together an attractive application 
and milk the most in subsidy out of the Federal programs 
by combining the different forms of assistance available 
under our several statutory authorities. Too often the most 
efficient producers of housing refuse to participate in our 
programs because they are unwilling to deal with the 
intricacies of our processing and program requirements. 

Romney's complaint about the Federal 
Government's housing programs has been 
voiced on frequent occasions b w - r  mem- 

been recognition that serious problems have 
resulted from the duplicative and conflicting 
nature of the numerous housing programs. As 
early as the 19401s, significant recommenda- 
tions were made to have the entire National 
Housing Act of 1934 rewritten. In 1970 a HUD 
legislative proposal with this objective was 
submitted to the Congress and has received 
considerable attention from legislative leaders. 
Comprehensive legislation of this nature has 
not been enacted, however. 

Why Bid the Housing Laws Develop 
As They Did? 

Perhaps the major reason why the housing 
laws developed as they did has been the 
complexity and multiplicity of housing program 
objectives-economic growth, community 
growth, assisting the poor, furthering civil rights, 
and so on, all added one on top of another to 
each individual housing program. While reflect- 
ing the complexity of the problems involved, in 
many instances those multiple programmatic 
goals have been conflicting ones. 

Another reason has been the sheer me- 
chanics of the way the Federal Government 
has adopted housing policies. Until 1970, Con- 



gress enacted an omnibus housing bill almost 
every year since the conclusion of World War 
II. An omnibus bill covers many independent 
items of legislation over a broad subject and 
reflects the accumulation of proposals in the 
executive branch and congressional committees 
over a period of a year or more. 

Normally, the congressional committees re- 
sponsible for housing legislation have not acted 
on housing bills referred to them in the interim 
years between enactment of omnibus legisla- 
tion. The years of omnibus housing bills cov- 
ered the period of increasing Federal involve- 
ment in housing and other social and economic 
matters. These years also covered frequent 
periods of substantial inflation, which upset the 
validity of numerous dollar ceilings in the hous- 
ing statutes, thus requiring extensive amend- 
ments. The enacted housing bills were usually 
a combination of executive branch recommen- 
dations, redefined by Congress to reflect its 
own interests and notions, as well as the 
pleadings of special interest groups. Typically, 
each omnibus housing bill contained as riders 
various agency proposals and committee rec- 
ommendations that could not have been en- 
acted standing alone as separate pieces of 
legislation. To obtain the support-or at least 
remove the opposition--of organizations or indi- 
viduals in Congress, a variety of amendments 
were added-such as an amendment favored 
by a national interest group or special aid for a 
project in the district of a particular Representa- 
tive. With this "something for everybody" 
approach, critics often referred to an enacted 
housing bill as a Christmas tree bill bearing 
gifts for all. 

Generally, the Department's legislative pro- 
posals to Congress were not based on a study 
or reevaluation of the relevant policies and 
legislative authorities. Until recently there was 
not even a continuing long-range study looking 
toward the next year's legislative program. 
Typically, each year was characterized by a 
belated effort by the agency to meet a deadline 
for presenting to the Bureau of the Budget (now 
Office of Management and Budget) the legisla- 
tive recommendations for the coming year. 
Sometimes new approaches of possible merit 
were discarded simply because of the lack of 
time needed for study. 

The problems were further compounded by 

divided responsibility for policy development 
within the executive branch. For example, the 
earliest Federal programs designed to generate 
mortgage credit for housing were placed in 
separate Government agencies. It naturally de- 
veloped that the executive branch recommen- 
dations for such programs came primarily from 
the agency involved, which was deemed to 
know best its own needs, or how it would be 
affected by a given proposal. Accordingly, the 
recommendations were fragmented and narrow. 

This practice still continues to the extent 
that separate housing credit programs are de- 
veloped simultaneously but independently by 
the VA, the Federal Home Loan Bank Board, 
and the FmHA, as well as by HUD. Other less 
extensive housing activities are carried on by 
the Department of Defense, the Department of 
the Interior (Bureau of Indian Affairs), the 
Atomic Energy Commission and others. 

At the same time, there is some overlap of 
congressional committee jurisdiction over hous- 
ing programs between the banking and the 
veteran's committees. 

In more recent years, the statutory compli- 
cations have been multiplied by the separate 
authorizations for additional subsidy operations 
under several different types of major pro- 
grams: Section 202 direct loans at below- 
market interest rates; Section 221(d)(3) mort- 
gage insurance at below-market interest rates 
supported by the Federal National Mortgage 
Association purchases; rent supplements; and 
the subsidized interest rates for home pur- 
chasers and rental housing sponsors under 
Sections 235, 236, 502, and 521. 

Also, it must be recognized that in formu- 
lating proposed housing legislation there are 
conflicting major policy goals with respect to 
housing itself, or with respect to housing and 
other major Government objectives. These 
often account for compromises and gaps in 
meeting desirable and consistent housing ob- 
jectives. 

Multiple Goals 

The multiple goals are perhaps the great- 
est reason for the proliferation and the con- 
fused state of housing laws and housing pro- 
grams. Throughout the years, individual hous- 
ing programs have been assigned the awe- 



some job of achieving higher or stable housing 
production, higher wages for construction work- 
ers, equal opportunity, urban renewal, and a 
higher quality environment-while at the same 
time taking care to protect the consumer and 
further the free enterprise system without unbal- 
ancing the Federal budget or upsetting public 
opinion. 

Government Participation v. Independ- 
ent Private Enterprise: The conflict between 
Government participation in the housing market 
and an independent private enterprise system 
presented the major issue for the 1931 Presi- 
dent's Conference on Home Building and Home 
Ownership. With the unprecedented concern for 
the plight of the homebuilding industry and the 
national economy during the Depression, the 
reports of the conference are nevertheless 
replete with expressions of fear concerning any 
Government participation in housing credit op- 
erations. But  with this background of condi- 
tions, the Congress for the first time put the 
Federal Government substantially into this 
field of operations. 

This conflict of goals still presents an issue 
in most new program proposals being consid- 
ered. With respect to any proposal, the position 
taken by an individual within the range of these 
goals is directly related to his political and 
economic philosophy. Production incentives are 
often tempered with pratection to "private enter- 
prise," meaning those similar operations han- 
dled without the benefits of the new program. 
The degree of Federal participation is weighed 
against the urgency of the need and the extent 
of pressure for the proposal from constituents 
or private or public special interest groups. 

Program Goals v. Budget Goals: Nor- 
mally, the breadth or authorized volume of any 
program using appropriated funds is modified 
by Federal budget goals. This is true of any 
program involving grants, loans, o r  other 
forms of Federal expenditure such as those 
made through the special assistance func- 
tions of the Government National Mortgage 
Association. 

In addition to dollar controls, budget goals 
may determine the very nature of the program. 
Budget officials historically have opposed direct 
loan programs, without regard to the Adminis- 

tration in power at any given time, because of 
their initial budget impact. 

Production Goals v. Consumer Protec- 
tions or Benefits: Normally, consumer protec- 
tions involve some additional burden on the 
lender, builder, or manager of the housing. For 
example, builders have objected to the existing 
requirement that they give the home pur- 
chaser a warranty against structural defects, 
and the requirement that the purchaser receive 
a copy of the HUD "appraised value" of the 
property. Such requirements may be objected 
to because they involve red tape and may in- 
volve real financial loss to builders. These and 
many other mortgage insurance requirements 
determine whether a sponsor decides to use a 
Federal mortgage program. To the degree that a 
builder chooses not to use a given program 
because of additional consumer protection, the 
curtailment of housing production under the 
program occurs. 

Production Goals v. Equal Opportunity 
Goals: Equal opportunity regulations present a 
good example of conflicting goals in housing 
policies: the major purpose of subsidy housing 
programs-to make more adequate housing 
available for low or lower income families- 
sometimes conflicts with equal opportunity ob- 
jectives. Phis is true where equal opportunity 
regulations prohibit the location of federally 
assisted housing in areas of racial concentra- 
tion, even though those racially concentrated 
areas might be the ones where there is the 
greatest need for low and moderate income 
housing and might also be the areas where the 
community is most willing to accept such feder- 
ally assisted housing. As a result of equal 
opportunity objectives, particularly where imple- 
mented by HUD's project selection criteria for 
subsidized housing, total volume production has 
been reduced in some communities. 

Moreover, equal opportunity regulations, 
like affirmative marketing requirements, apply 
ortly to federally assisted housing and those 
regulations add to the red tape already associ- 
ated with Federal programs and therefore cost 
lenders and builders more time and more 
money to use the program. As a result, lenders 
and builders often opt to construct privately 
financed housing, thereby reducing the volume 



of housing built in the FHA-supported low and 
moderate income ranges. 

Product ion Goals v. Environmental  
Quali ty Goals: Just as there is a tension 
between equal opportunity objectives and hous- 
ing production objectives, there is a tension 
between environmental quality objectives and 
housing production objectives. 

The National Environmental Policy Act of 
1969 requires all Federal agencies to evaluate 
the environmental impact of all major actions 
affecting the quality of the environment. To 
implement the act, HUD has established proce- 
dures and standards for environmental review 
of all applications for housing insurance or 
assistance except those concerning one- to 
four-family dwellings. Detailed environmental 
impact statements are required to be filed for all 
housing projects that are major Federal actions 
significantly affecting the quality of the human 
environment. 

Production Goals v. Stabilizing Wages 
for Construction Labor: Ever since the Na- 
tional Housing Act of 1934 creating the FHA, 
one of the goals of most Federal housing 
programs has been the stimulation of overall 
activity and stabilization of wages in the con- 
struction industry. As a result, sponsors con- 
structing federally assisted projects other than 
one- to four-family homes have been required 
to pay the prevailing wage rate for the local 
labor market area, as determined by the Labor 
Department under the provisions of the Davis- 
Bacon Act of 1931. This prevents wages on 
such projects from undercutting prevailing 
wages. 

Like the equal opportunity and environmen- 
tal quality regulations, the Davis-Bacon Act 
applies only to federally assisted housing. 
Moreover, in some communities, application of 
the prevailing wage determination acts to raise 
the cost of labor, thereby making production of 
housing more costly. 

Public and Political Acceptance v. Effi- 
ciency and Cost Savings: In choosing the 
program technique for an established objective, 
it is not unusual for the choice to be made on 
the basis of what the affected private sector or 
public opinion may accept. This is done even 

though it may not necessarily be the most 
equitable, efficient, or the least expensive oper- 
ation in either the short or long term. For 
example, ever since 1950, direct Federal loan 
programs for a broad range of housing have 
been introduced in Congress and rejected or 
ignored, a paramount reason being the adverse 
reaction of private lending institutions. Alterna- 
tives that are used include the indirect and 
more complicated procedures of the Govern- 
ment's secondary marketing operations that 
provide the subsidy, and a financial yield to 
private lenders. An example of this approach 
was the Section 221(d)(3) program, where the 
lender's profit accrued chiefly through servicing 
privileges and construction financing opportuni- 
ties with virtually no private risk. 

In addition, the forms of subsidy that are 
less overt and visible have often been preferred 
to direct and identified subsidy payments. Ex- 
amples include the disguised subsidy provided 
through the below-market mortgage rates under 
Section 221(d)(3), and the Government Na- 
tional Mortgage Association Tandem Plans, and 
the similar subsidy provided by the FmHA 
through its financing arrangements in which the 
subsidy finally surfaces in the form of an 
appropriation for restoration of losses incurred 
by the Rural Housing Insurance Fund. 

Political Reality v. Consistency: Major 
inconsistencies in housing legislation flow from 
the known position of Congress toward benefit- 
ing certain groups rather than others. Direct 
loans at low interest rates to farmers were 
accepted and noncontroversial at a time when 
such assistance to low income families gener- 
ally was extremely controversial. Similarly, the 
absence of premium charges for veterans, plus 
other benefits, under the VA loan guarantee 
program represented a special approach for 
one group only. 

Programmatic Differences 

Besides the possible conflicts among the 
ultimate and multiple objectives of Federal 
housing programs, less important but neverthe- 
less significant differences and inconsistencies 
exist among the numerous programs, causing 
unnecessary confusion. 



Mutuality: Only the regular Section 203 
home mortgage programs and the management 
type of cooperative housing program under 
Section 213 have a "mutuality" feature de- 
signed to return to the home purchaser or 
mortgagor, in effect, the unneeded portion of 
the premiums he paid. In the case of Section 
203, this feature was contemplated in the 
original 1934 enactment as an additional means 
of establishing an adequate insurance reserve. 
Because there had been no significant experi- 
ence with fixing premiums under mortgage 
insurance, the mutuality feature was intended to 
permit premiums to be sufficiently high for 
soundness of the system while at the same 
time assuring the homeowner that his prem- 
iums were not excessive. 

As experience with the Section 203 pro- 
gram developed, mutuality proved to be unnec- 
essary as a method of determining appropriate 
premium amounts. FHA insurance became an 
accepted part of home financing, and mutuality 
was not necessary to persuade consumers of 
the soundness of the program. Yet it continued 
with all its original requirements for establishing 
"group accounts" for similar kinds of mortgages 
and for keeping records on individual transac- 
tions in  order to compute and make such 
payments to each individual mortgagor as the 
credit balance in his particular group account 
warranted. In 1954, the "group accounts" were 
abolished but otherwise the system remains. 
Today it serves no purpose. 

Mutuality is objectionable principally as an 
anachronism, but also as an inefficient operat- 
ing procedure. It applies only to the above 
programs in a manner inconsistent with opera- 
tions under other programs, requiring different 
recordkeeping and a separate staff to handle 
the payment of distributive shares of funds to 
mortgagors. 

Cost Limits: Construction cost limits under 
some of the housing programs are inconsistent. 
Under the low rent public housing program, for 
example, these limits are fixed on the basis of 
prototype costs established for each area. Un- 
der mortgage insurance programs such as 
Section 235 and 236, the maximum mortgage 
amount is limited to a fixed-dollar ceiling for the 
whole country with occasional authority to des- 
ignate a fixed greater amount in high cost 

areas. Such ceilings vary among programs. 
Generally, the discretion given here is not 
adequate to permil  full adjustment to cost 
variations, and this actually prevents construc- 
tion under some programs in certain areas. 
Conversely, in other low cost areas the dollar 
ceilings are so high they are deemed to be 
inequitable when compared to nationwide fig- 
ures. 

Economic Soundness: Under the Sec- 
tions 203 and 207 mortgage insurance pro- 
grams, the property or projects with respect to 
which the mortgage is executed must be "eco- 
nomically sound." This underwriting standard 
still exists with respect to those programs but it 
has been generally waived for each of the 
special purpose mortgage insurance programs, 
and an "acceptable risk" standard has been 
substituted. The most significant waiver to date 
of the economic soundness standard was made 
by Section 223(e), which also permits waiver of 
other eligibility requirements to encourage more 
mortgage insurance in any "older, declining 
area." The area had to be "reasonably viable" 
and the property "an acceptable risk," terms 
designed to give consideration to the needs of 
"families of low and moderate income in such 
area." 

The substitution of "acceptable risk" for 
"economic soundness" produced confusion and 
inconsistency because, although Congress in- 
tended the substitution to encourage liberaliza- 
tion, it certainly did not intend to authorize the 
insurance of unsound loans. The extent to 
which "acceptable risk" is something less than 
"economic soundness" is vague in the statutes, 
because the legislation gives no standard at all 
for determining that difference, or provides only 
vague language such as "taking into considera- 
tion the need for housing low income people." 
Some contend the quoted terms are inter- 
changeable, because risk is always present in 
insurance, while at the same time the insurance 
should always be reasonably sound. In prac- 
tice, however, "acceptable risk" has been ap- 
plied quite differently from "economic sound- 
ness." 

Appraised Value: According to another 
underwriting concept, the insured mortgage un- 
der the original FHA programs could not ex- 



ceed in amount the appraised value of the 
property. That standard took into account the 
long-range value of the property over the life of 
the mortgage. However, a "replacement cost" 
maximum amount generally was substituted for 
"appraised value" in the special mortgage in- 
surance programs enacted after the original 
Sections 203 and 207 programs and aimed at 
special groups or special areas, such as declin- 
ing inner city neighborhoods. A maximum mort- 
gage amount computed on the basis of replace- 
ment cost, as opposed to one computed on the 
basis of "appraised value," usually results in a 
higher maximum mortgage amount. This occurs 
particularly because "replacement cost" ignores 
future value of the property, and the use of that 
technique lowers the underwriting standards 
applied and establishes an important inconsis- 
tency in mortgage insurance operations and in 
the standards of the mortgage instruments 
insured by HUD and sold in the secondary 
market throughout the country. This was delib- 
erately authorized by Congress to encourage 
sponsors to participate in the special purpose 
programs, particularly those operating in urban 
renewal areas. 

Maximum Dollar Mortgage Amounts: 
Each of the many mortgage insurance pro- 
grams has flat dollar limits on the amount of 
eligible mortgages. In the case of home mort- 
gages, these ceilings range from $14,400 to 
$33,000 for a single-family unit, with a 50 
percent increase permitted in Alaska, Hawaii, 
and Guam. While amendments have brought 
about some consistency from time to time, 
there are still differences that cannot be ex- 
plained on any basis other than the average 
costs at the time of the various enactments, or 
the policies prevalent at those times. Examples 
of this are the discrepancies between the dollar 
ceilings in the regular Section 203 home mort- 
gage program, the Section 220 home mortgage 
program for urban renewal areas, and the 
home mortgages under Section 221 for moder- 
ate income families, especially mortgages on 
structures for more than one family. 

The dollar ceilings applicable to the multi- 
family housing programs present a different 
problem of inconsistency. Each program has 
such an array of varying ceilings that they defy 
meaningful comparison. These ceilings have 

fixed maximum amounts per mortgage pro- 
gram, varying from $12.5 million to $50 million, 
but the more significant variations are geared to 
amounts per dwelling unit for units of varying 
sizes in various types of structures and areas. 

Downpayments: Statutory provisions de- 
termining necessary downpayments by mortga- 
gorlpurchasers contain desirable variations for 
differences in mortgage amount and some 
other factors, but they also contain inconsisten- 
cies. Generally, the amount of the downpay- 
ment is determined by the permissible loan-to- 
value ratio of the mortgage. The loan-to-value 
ratio varies from 75 percent (in the case of 
recreational housing) to as much as 100 per- 
cent (which can apply to a mortgage amount as 
high as $24,000 in the case of Section 
221 (d)(2) housing for moderate income families 
and to Section 235 subsidized housing). The 
100 percent maximum loan is not applicable to 
a comparable mortgage amount under other 
programs. In the case of Section 221(d)(2), 
unlike other programs, specific downpayment 
dollar amounts are prescribed on the basis of 
the number of units in the structure and on 
whether the purchaser has been displaced from 
his previous home. 

The formula for arriving at the loan-to-value 
ratio allowable on an individual mortgage us- 
ually is stated in terms of a fixed percentage of 
the first X dollars of appraised value, with 
progressively smaller percentages prescribed 
for additional increments of value, up to the 
maximum mortgage amount stipulated in the 
statute. However, these graduated steps and 
the applicable percentages attached to each 
are not uniformly applied to all programs; this 
can be seen, for example, by comparing their 
use with respect to home mortgages insured 
under Sections 203 and 222. Some of these 
differences are, of course, justifiable, because 
of differing objectives and target groups. 

Treatment of Families Under Subsidy 
Programs: Statutory requirements controlling 
the treatment of families in subsidy housing 
programs vary greatly, often without logic or 
rationale. In some programs, such as rent 
supplements and Section 235, a tenant or 
homeowner must contribute a stated percent- 
age of his income either to rent or mortgage 



payments; in others, such as Section 221(d)(3), 
he need not. In some programs, very liberal 
deductions from family income are permitted 
both in determining eligibility for occupancy or 
other participation and the amount of rent the 
family must pay; in other programs, only the 
most limited deductions from income are per- 
missible. In some of the subsidized programs, a 
tenant must leave the unit if his income rises 
past a certain level; in others, he need not. In 
some programs, the assets of an eligible family 
are severely limited, but not in other programs. 

In the public housing program, maximum 
income limits are based on the income group in 
the area not served by private unassisted 
housing, and are actually fixed by each of some 
3,000 housing authorities. Except with respect 
to public housing for the elderly and the dis- 
placed, and housing leased under Section 23, 
public housing rentals at time of admission 
must be at least 20 percent below the lowest 
rentals in acceptable private housing that is 
unassisted and available in substantial supply. 
Public housing rentals generally cannot exceed 
25 percent of the tenant's income. There is a 
wide range of public housing eligibility limits 
throughout the Nation as illustrated by Table I. 

Table 1. Range of Eligibility Limits, 
Low Rent Public Housing, Four- 
Person House holds 

City Limit 

New York 
Chicago 
Los Angeles 
Boston 
Detroit 
St. Louis 
Washington, D.C. 
San Francisco 
Seattle 
Denver 
Kansas City 
Atlanta 
New Orleans 
Philadelphia 
San Antonio 

Source Department of Housing and Urban Development 

One reason for this is the geographical differ- 
ences in housing costs; another is the lack of 
accurate data on local area rents. 

In the rent supplement program, income 
limits are tied to the limits actually established 
in the community for public housing purposes, 
except that the definitions of income are differ- 
ent. In the Section 235 homeownership subsidy 
program and the Section 236 rental subsidy 
program, there is a standard based on 135 
percent of public housing limits in the area, but 
with a limited exception related to the Section 
221 (d)(3) subsidized interest program. 

Local Approval Requirement: Unlike 
most private housing-whether assisted with 
FHA insurance or not-a rent supplement pro- 
ject cannot be undertaken in a community 
unless its local governing body has approved it 
through adoption sf an applicable "Workable 
Program" or otherwise. This does not apply to 
the Section 236 rental program, which also 
assists private housing but does prevent use of 
rent supplements in connection with some Sec- 
tion 236 projects. 

Income Gaps: Some specific statutory pro- 
visions are cotitrary to the general purpose of 
carrying out a program on an equitable basis of 
distribution. The original 20-percent-gap provi- 
sion in the low rent public housing law is still in 
effect (with some exceptions). It eliminates an 
income bracket from benefits, for no other 
reason than to assure private sponsors that 
public housing will not approach an income 
group they might serve. The above limitations- 
tying income eligibility under the FHA-subsi- 
dized housing programs to ceilings fixed locally 
for public housing-create arbitrary gaps in 
program benefits and create obvious inequities 
among csmmunities. 

Hidden Subsidies and Costly Devices to 
Defer Budget Impact: Program financing 
schemes to avoid the need for appropriations or 
to permit a technical budget reduction are 
inconsistent with good management, candid 
information about Government costs, and effi- 
cient and economical administration. They gen- 
erally result in unnecessary complications. 

The device of hidden (or partially hidden) 
subsidies in housing-in contrast to overt subsi- 



dies-is common in housing programs as well 
as other Government operations. An early use 
of this device in housing was through the 
Federal National Mortgage Association special 
assistance operations-now being continued by 
Government National Mortgage Association- 
where the subsidy is provided by purchasing 
mortgages at prices above their value at the 
time-often at par. This contrasts with the direct 
loan and the subsidized interest rate housing 
programs. The use of the Tandem Plan in a 
variety of ways is one form of subsidy that is 
sufficiently covert to avoid the controversy that 
would result from a direct subsidy of equal 
amount. 

Another hidden subsidy exists under the 
rural housing insured loan system of the FmHA. 
The Housing Act of 1965 established that 
system and a Rural Housing Insurance Fund to 
finance it. This was done mainly to avoid the 
budget considerations that had restricted direct 
loans under the FmHA's original authority. Un- 
der the insurance system the rural housing loan 
is made by the FmHA and secured by a note 
and mortgage. The note is packaged with other 
similar notes as collateral for a special type of 
Government-guaranteed security. These securi- 
ties are sold in the private market at rates 
determined by conditions in the money market 
at the time. The proceeds of the blanket 
security sales are deposited in the fund. Be- 
cause the interest cost on the blanket securities 
exceeds the interests realized on the underlying 
notes, subsidies are necessary and are paid on 
the loan transactions. These are treated as 
operating costs and paid from income to the 
fund to the extent available. Deficits in the fund 
are restored with annual appropriations by the 
Congress. 

A major factor shaping Federal housing 
subsidy programs has been the desire to struc- 
ture the subsidy mechanism so as artificially to 
minimize the immediate impact of the program 
on the Federal budget. Accordingly, interest 
subsidy programs that spread the budget im- 
pact of the subsidy over periods as long as 40 
years are often favored over other types of 
subsidies whose budget impact is more imme- 
diate. 

Interest Rate Ceiling: In the overall hous- 
ing credit policy of the Federal Government, 

there is a major conflict with respect to control 
of interest rates. All FHA- and VA-insured 
mortage loans are subject to maximum interest 
rate controls prescribed in Federal regula- 
tions,'' while conventional loans by Federal 
savings and loan associations are not subject 
to such Federal controls, although assisted by 
the United States through the facilities and 
financial backing of the Federal Home Loan 
Bank System. This inconsistency has become 
more pronounced since the savings and loan 
associations have been given the facilities of a 
Government secondary market in both the 
Federal National Mortgage Association and the 
Federal Home Loan Mortgage Corporation. The 
latter corporation was created by the Emer- 
gency Home Finance Act of 1970 to carry on, 
under the direction of the Board of Directors of 
the Federal Home Loan Bank Board, a second- 
ary market in both conventional and Govern- 
ment-assisted residential mortgages. The same 
act gave the Federal National Mortgage Associ- 
ation authority to deal in conventional mort- 
gages. 

President Nixon, in his August 3 ,  1973, 
"Message to the Congress on Recommenda- 
tions for Change in the United States Financial 
System," proposed that the interest ceiling on 
FHA and VA mortgage loans be removed. 
Noting that these ceilings have failed to keep 
costs down and at the same time have re- 
stricted the flow of private funds into mortgage 
markets, the President urged individual States 
to follow the Federal lead and remove similar 
barriers to housing finance. 

VA Guarantee and FHA Insurance: 
These two programs contain a number of 
important differences in their requirements and 
procedures that cause confusion for builders, 
lenders, and home purchasers. It is especially 
troublesome to builders and purchasers be- 
cause the two programs often are used in the 
same housing development. Major differences 
in the FHA and VA operations are: 

1. The VA uses a "guaranty" system in 

l 1  These regulatory ceilings are subject to statutory ceilings; 
the Congress, however, has authorized the Secretary 
of Housing and Urban Development and the Adrn~nis- 
trator of Veterans Affairs to set the ceilings by ad- 
ministrative decision. 



contrast to the FHA "insurance." This means 
that VA loans carry full protection against loss 
(including interest and foreclosure costs) up to 
the limit of the guaranty on each loan without 
charge to either borrower or lender to cover VA 
risks; FHA requires annual mortgage insurance 
premiums as well as a slight coinsurance by 
the lender that can result in some loss of 
interest and a portion of foreclosure costs. 

2. The VA-guaranteed loan can be up to the 
full "reasonable value" of the property, in 
contrast to the downpayment generally required 
for a home purchased under FHA procedures. 
This becomes a more significant difference in 
the higher cost ranges. 

3. The VA established the "reasonable 
value" for the purpose of f ~ x i n g  the loan 
amount, but this becomes, in effect, the sales 
price, and is distinguished from "value" estab- 
lished by FHA for computing maximum mort- 
gage amount. The latter is based upon the 
value of the property as security for long-range 
insurance purposes. 

4. The VA follows quite different proce- 

dures in event of default on the loan and 
foreclosure proceedings. 

Duplications 

Although not so serious as conflicts and incon- 
sistencies in the housing laws, duplicating pro- 
visions are so extensive and so pervasive in 
these laws that they constitute a major problem. 
Duplicative provisions have varying effects. In 
the case of the many FHA mortgage insurance 
programs there is so much unnecessary repeti- 
tion of program provisions, including eligible 
mortgage terms for each program, that it seems 
as if there were as many administrative agen- 
cies as there are programs. This results not 
only in a massive number of bureaucratic rules 
and regulations, but inevitably in inconsisten- 
cies and further confusion because of the way 
pressures for amendatory legislation and enact- 
ment occur. 

Apart from programmatic duplication within 
HUD, there also is functional duplication among 
the primary housing agencies-HUD, VA, and 
(especially in communities under 10,000 popu- 
lation) the Agriculture Department. 







Introduction 

2 
The Federal Government participates in the 

housing market in many different ways- 
through tax policies, regulation of mortgage 
financing, mortgage insurance, subsidy pay- 
ments, welfare assistance, credit policy, labor 
policy, equal housing opportunity policy, envi- 
ronmental policy, and numerous other lesser 
activities. 

Some of these activities assist consumers 
in acquiring housing, others assist lenders and 
builders in providing housing, and still others 
alter or influence the conditions in which the 
housing market operates. In short, the Federal 
Government directly and indirectly exercises a 
major influence over the production and con- 
sumption of housing. 

Analysis of Federal housing policy has 
tended to focus upon the direct Federal housing 
programs, such as those administered by HUD, 
the Department of Agriculture, and the VA, and 
upon mortgage market operations by the Fed- 
eral National Mortgage Association, the Federal 
Home Loan Bank Board, and the Government 
National Mortgage Association. The Federal 
Government's role, however, is far more com- 
plex and far more pervasive than is evidenced 
by the direct housing programs that form the 
core of housing legislation. 

Because of the magnitude of the housing 
market, direct Federal programs often play a 
strictly supplementary role. A very small fraction 
of houses built or mortgage loans made in any 
one year are the result of direct Federal 
housing programs. The Federal Government, in 
some ways, exercises a greater influence 
through its indirect interventions in the housing 
market-for example, the income tax treatment 
of homeowners and of investors in housing; 
Federal credit policies, such as those instituted 
by the Federal Reserve Board, which strongly 
affect the cost of financing a home purchase in 
a given period; and the interest limitation set by 
the Federal Government on savings and loan 
institutions and savings banks, which can 
strongly affect the availability of funds for mort- 
gage financing. 

The direct and ihdirect cost in 1972 of 
Federal intervention in the housing market 
totaled at least $14 to $15 billion and of this 

Indirect Federal 
Housing Activities 

total only $2.5 billion was expended on direct 
federally operated housing subsidy programs. 
In addition, there was some $2.6 billion in 
Federal payments to State and local govern- 
ments that was used by welfare recipients for 
housing. Exceeding the cost of such direct 
programs, however, was an indirect cost of 
$6.2 billion-the amount of revenue forgone by 
the Treasury Department due to income tax 
deductions by individuals for mortgage interest 
payments and local property taxes. In addition, 
there were revenues lost from special capital 
gains tax treatment on the sale of homes- 
another form of indirect assistance to the hous- 
ing market. Federal support of the mortgage 
market also has a major, albeit indirect impact, 
but one not precisely measurable in budget 
outlays or tax revenue losses. 

The following illustrates the relative order 
of magnitude of the Federal interventions: 

Cost in 
Calendar 

Year 1972 
(in 

billions) 
Homeowners' deductions $6.2 
Federal subsidized housing pro- 2.5 

grams 
Federal welfare assistance payments 2.6 

for housing 
Other taxes forgone (e.g., 3.0 to  4.0 
capital gains on home sales) 

Certain other Federal policies, although 
ostensibly unrelated to housing, have-or prom- 
ise to have-great impact on the Nation's 
construction and supply of housing. Environ- 
mental considerations, for example, have be- 
come a major new factor in both federally 
sponsored and privately developed housing. As 
a result of the National Environmental Policy 
Act of 1969, all Federal agencies are required 
to consider the impact of their policies and 
programs on the physical, social, and economic 
environment; this includes federally assisted 
housing projects. Environmental considera- 
tions-including requirements flowing from Fed- 
eral regulation of the quality of air, water, noise, 
and other materials and processes, as well as 
those requirements of legislation now pending 
in Congress that would affect land use and 



other environmental concerns-will assume, 
and in many places already have assumed, a 
major role in determining the location, design, 
and cost of housing. 

Similarly, through its labor policies, the 
Federal Government exerts an influence over 
the cost of housing. Under the Davis-Bacon Act 
of 1931, administered by the Labor Department, 
the prevailing onsite wage rate must be paid on 
all federally assisted projects. (Coverage does 
not extend to one-to-four-family units con- 
structed under federally insured or subsidized 
financing.) Although this requirement applies 
directly only to federally financed housing, it 
may indirectly influence labor costs for all other 
construction. 

Another factor influencing the sale or rental 
of housing has been antidiscrimination policies 
enforced by the Federal Government. Through 
a number of legislative acts and administrative 
and judicial decisions, the Federal Government 
has moved to eliminate racial discrimination in 
the sale or rental of housing, thus seeking to 
assure the availability of housing on an equita- 
ble basis to minority groups. This fair housing 
mandate has added a social objective with far- 
reaching implications for future housing devel- 
opment to the original economic objectives of 
the Nation's housing policies. 

The proliferation of Federal policies with 
widely diverse goals and origins having major 
impact on housing has brought with it a frag- 
mentation of the responsibility for developing 
housing policy both within the executive branch 
and in Congress. For example, HUD adminis- 
ters programs to encourage the construction 
and ownership of homes through various forms 
of Federal assistance; the Treasury Department 
administers tax policies that have important 
effects on homeownership and housing con- 
struction; the Department of Health, Education, 
and Welfare has the responsibility for programs 
that in part provide housing for the needy, while 
at the same time HUD is subsidizing housing 
for low income families; the Bureau of Indian 
Affairs of the Department of the Interior, the 
Department of Agriculture, the Veterans Admin- 
istration, and the Department of Defense are 
also involved in housing. 

Similarly, congressional responsibility f ~ r  
the various facets of housing policy is divided 

among various committees. The basic housing 
legislation is developed by the banking commit- 
tees in the House and Senate, while tax and 
welfare legislation affecting housing is drafted 
by the House Ways and Means Committee and 
the Senate Finance Committee.' 

This divided responsibility stems, in part, 
from the highly complex nature sf the housing 
sector itself. This complexity and the fragmenta- 
tion of current Government involvement have 
made it more difficult for the Government to 
develop a comprehensive housing policy. Po 
the extent that public debate on housing policy 
has concentrated on direct Federal housing 
programs and mortgage market activity, the 
breadth and scale of Government intervention- 
and the degree of fragmentation-have tended 
to become obscured. This chapter focuses on 
some of the major points of indirect Federal 
intervention in the housing market with particu- 
lar emphasis on Federal tax policy. 

A number of Federal programs not dis- 
cussed here also have had an indirect but often 
very substantial impact on housing: highway, 
mass transit, and airport subsidies; relocation 
assistance; urban renewal; and community de- 
velopment subsidies such as sewer and water 
grants, public facility grants, open space assist- 
ance, and urban planning grants. These involve 
direct Federal expenditures; however, whereas 
the Federal role discussed here is, for the most 
part, either regulatory in nature or involves tax 
revenue forgone rather than direct expendi- 
tures. 

Tax Policies 
Through its tax laws, the Federal Govern- 

' There are 12 congressional committees with legislative 
responsibility involved in housing: Six in the Senate 
(Agriculture and Forestry; Appropriations; Banking, 
Housing and Urban Affairs; Finance; Judiciary; and 
Veterans Affairs) and six in the House (Agriculture; 
Appropriations; Banking and Currency; Judiciary; Vet- 
erans' Affairs; and Ways and Means). In recent years, 
a number of other congressional committees exercis- 
ing an oversight function also have addressed them- 
selves to housing, in particular the Joint Economic 
Committee and the Subcommittee on Housing for the 
Elderly of the Senate Special Committee on Aging. 
Legislative committees peripherally ~nvolved in housing 
are the Armed Services and the Interior and Insular 
Affairs committees in the House and Senate. 



ment exercises a major influence over the 
housing market. Its pervasive impact on hous- 
ing comes through special benefits and deduc- 
tions granted on income taxes for businesses 
as well as for the individual. By providing tax 
writeoffs, the Federal Government encourages 
investment in housing, thereby increasing the 
supply of housing. By granting special deduc- 
tions to homeowners, the Government pro- 
motes homeownership. 

Originally, tax policies generally were 
thought of as a way to give special benefits to 
individuals, rather than as an instrument to help 
achieve explicit housing goals. In recent years, 
however, a convergence has developed be- 
tween tax policy and housing policy and, with it, 
a clearer understanding of how they are interre- 
lated. 

Tax policies increasingly have been used 
as an instrument to promote housing goals. For 
example, when the tax laws were revised in 
1969, one provision (Section 167 of the Internal 
Revenue Code) was rewritten for the express 
purpose of attracting investment capital into 
residential housing. The provision constituted a 
deliberate decision by Congress to use tax laws 
to promote the construction of housing, particu- 
larly for low and moderate income families. 

Using tax laws as a tool to achieve desira- 
ble social objectives inevitably raises the ques- 
tion of equity. Tax benefits for housing result in 
forgone Federal revenues that might be used to 
achieve other objectives or to benefit groups 
other than homeowners. A problem arises in 
weighing the value of different goals: Do tax 
benefits create inequities between economic 
groups? Do they benefit higher income families 
who can afford homes without such assistance 
at the expense of others who cannot? Do they 
discriminate against renters? Do they give the 
housing industry a tax advantage to which other 
industries fulfilling other basic needs-such as 
food processors or clothing manufacturers- 
might be equally entitled? Do they encourage 
new construction at the expense of rehabilita- 
tion? 

As housing programs and the tax code 
become increasingly complex and intertwined, 
such questions of social and economic equity 
will become increasingly important in the devel- 
opment of a coherent housing policy. 

Income Tax Incentives for 
Homeowners 

The Internal Revenue Code reflects an 
evolution of a policy that began with the first 
income tax experiments during the Civil War, 
providing that certain tax benefits should accrue 
to homeownership at the expense of potential 
Federal revenues and other forms of consump- 
tion or investment. In the Revenue Acts of 1864 
and 1865, taxpayers were permitted to d e m  

homeownership: mortgage interest payments 
and property taxes. The policy was restated in 
the first statute implementing the 1913 constitu- 
tional amendment establishing the Federal in- 
come tax system existing today. The policy has 
remained virtually unchanged. 

In 1972, more than 24 million taxpayers 
who lived in their own homes-almost one-third 
of all taxpayers-took advantage of these two 
tax benefits, now contained in Sections 163 and 
164 of the I n t e - r  

In recent years, homeowne73 were allowed 
a third category of tax benefits when Congress 

the hardships associated with relocations 
brought on by wartime mobilization, and facili- 
tating the purchase of larger homes by growing 
families. 

Pursuant to Section 1034, a homeowner 
who sells his home and purchases another of 
equal or higher price within 1 year, will not 
be taxed at that point on any capital gain 
realized (calculated generally as the difference 
between the original cost of the home plus the 
cost of capital improvements and the purchase 
price of the new home). The tax is thus 
deferred until a homeowner finally sells a home 
without buying another of equal or greater price 
or when he buys a home at a lower price. In 
addition, when a homeowner who has been 
deferring his taxes under Section 1034 dies, the 
gains realized are totally excluded from taxation 
pursuant to Section 1014 of the Internal Reve- 
nue Code. In sum, the effect of Section 1034 is 



to promote both social and geographic mobility 
and to widen the housing market by providing 
homeowners, when they move, an incentive to 
buy another home of equal or greater price. 

Section 1034 created a potential problem, 
however, for the elderly person who may have 
wished to sell his present home and move to 
smaller, less costly accommodations, investing 
the gain from the sale to provide for his 
retirement. Thus, Congress - in the 1964Jeve- 
nue Act provided (in Section 1 2 m a l  

' ~ v  e n LE-CO~-=T - a 
taxpayer 65 or o l c E T ~ m &  

would not betaxed, and only a portion 
R a a l n  on-homes~so ld  for more than 
$20,000" would be taxed, depending on the 
amount of the gain and the adjusted sales 
price. A taxpayer, however, may utilize this 
provision only once. The result of this provision 
was to enhance the value of an investment in a 
house, which represents the most important 
and, in some cases, the only major investment 
made by most taxpayers. 

Clearly, then, the benefits to homeowners 
from the Federal income tax laws have sub- 
stantial economic and social impact. Table 1 
indicates the magnitude of the impact of the 
mortgage interest and property tax deductions. 

Not included in the table is the estimated 
loss of revenue in 1973 by homeowners who 
were entitled to defer or exclude the Federal 
tax on any capital gains realized from the sale 
or other disposition of their homes. If all such 
gains realized in 1973 were taxed, the Depart- 
ment of the Treasury has estimated that reve- 
nues for 1973 would increase, as a conse- 
quence, by about $1.7 billion. If, in addition, 
homeowners who have over the years com- 
pounded their gains through the sale of several 
homes were taxed on their gains in previous 
years, 1973 revenues would increase by an 
additional $1.3 billion, although this basically 
would be a one-time increase. 

The relative tax savings generated by the 
homeowners' deductions, as Table 1 shows, go 
primarily to middle and upper income taxpay- 

Table 1. Revenue Cost of Allowing Homeowners Deductions for 
Mortgage Interest and Real Estate Taxes, 1972 

Returns with a Tax Increase 
- - -  -- P -- -- 

Percent Total Cost sf 
Adjusted Gross Number of of all Costs Average Deductions 
Income Class Returns Returns of the Costs as a 

(thousands) ~n Income Deduct~ons of the Percent 
Class (m~lllons) Deduct~ons of Tax 

L~ablllty* 

- - 

Less than $3,000 
3,000- 4,999 
5,000- 6,999 
7,000- 9,999 
10,000-14,999 
1 5,000-1 9,999 
20,000-49,999 
50,000-99,999 

100,000 or more 
- - 

Totals 24,205 31 .O% 6,179.2 255 6.8% 

'Expressed as a percentage of lolal lax lhablhly aller cred~ts lor all relurns In the adjusted gross lncome class 

Source Department of the Treasuw 



ers. There are three reasons for this. First, 
homeownership is less widespread among low 
income groups; second, low income homeown- 
ers tend to have less expensive homes, allow- 
ing less opportunity for tax savings; and, third, 
low income homeowners have low Federal tax 
rates and therefore less to gain from deduc- 
tions. 

The percentage of taxpayers in each in- 
come bracket who benefit from the deductions 
rises sharply as income rises. In 1972, only 1 . I  
percent of all taxpayers with adjusted gross 
income of less than $3,000 benefited from the 
deductions, whereas 90.2 percent of those in 
the $1 00,000-or-more bracket benefited. As the 
table demonstrates, the bulk of the $6.2 billion 
in total benefits-$5.5 billion-went to taxpay- 
ers with adjusted gross incomes of $10,000 or 
more. The lower income taxpayer, however, 
may realize certain progressive tax savings 
through the standard deduction, which remains 
constant for all income groups. 

The most costly tax benefit in terms of 
forgone revenue-but the least well-defined one 
accruing to homeowners, some tax reform 
advocates contend-occurs by virtue of the 
absence of a tax on the "income" derived from 
investment in a home. This is the so-called 
"imputed net rental" argument, which is essen- 
tially that if a home is treated as a taxable 
asset or investment, and deductions for interest 
and property taxes are allowed, then it also 
should be taxed on its income-producing poten- 
tial. Imputed net rental is the difference be- 
tween the gross rent that an owner-occupant 
could receive if he rented his home, and the 
overall cost of producing that income, including 
depreciation, maintenance, and repair costs 
(which are not deductible for homeowners). 
Some tax analysts contend that all homeowners 
should be required to count such potential 
rental income as part of their gross income for 
Federal tax purposes, just as investment in- 
come from other types of assets must be 
counted.* 

A study conducted for the National Housing 
Policy Review projected the estimated revenue 

- - 

Henry Aaron. Shelter and Subsidies: Who Benefits from 
Federal Housing Policres, Washington, D.C.: The 
Brookings Institution, 1972. 

loss for 1973 due to the exclusion of net 
imputed rent at $6.04 billion.3 

Tax Preferences for Homeowners: 
Outlines of Debate 

The result of the homeowner tax prefer- 
ences is to reduce the cost of owning a home 
from what it otherwise would be and, thereby, 
to help make owning a home appear more 
attractive to consumers than renting one. It is 
difficult, however, to draw precise comparisons 
between the cost of renting and buying. The 
renter, for example, has the advantage of being 
able to invest and obtain an immediate return 
on the money that a homeowner must use for a 
downpayment. However, the renter-investor 
must pay taxes on this return, while the home- 
owner-investor receives his "return" tax free. 
The tax advantage of homeownership over 
renting also varies with income and the size of 
the downpayment required. The renter cannot 
deduct the portion of his rent that goes to meet 
mortgage interest and property tax expenses. 
On the other hand, the owners of rental prop- 
erty deduct such expenses and, to the extent a 
particular housing market is competitive, the 
renters may benefit indirectly from the tax 
benefits accorded the owners. 

The National Housing Policy Review study 
of the revenue costs of the homeowner tax 
preferences concluded that, counting the exclu- 
sion of imputed rent from gross income, home- 
owner tax benefits reduce the gross costs on 
owner-occupied units by from 10 to 15 per- 
cent.4 The study contended that these tax 
benefits bring about a 5 to 7 percent increase 
in the probability of homeownership. Conse- 
quently, the study concluded, there were 3.2 
million to 4 million owner occupied units in 1970 
that, in the absence of homeowner tax benefits, 
would in all probability have been rental units. 

There has been considerable debate over 
four major policy issues related to the existing 
system of homeowner tax benefits. First, should 
imputed rent be included in a homeowner's 

Urban Systems Research and Engineering, Inc., "Housing 
and Federal Taxation: Costs and Effectiveness," a 
report prepared for the National Housing Policy 
Review, 1973. 

',Housing and Federal Taxation: Costs and Effectiveness," 
op. cit. 



taxable gross income for tax purposes? Sec- 
ond, should the existing system of homeowner 
tax deductions for property tax and interest be 
expanded, eliminated, or modified? Third, 
should Section 1034 of the tax code, which 
permits a homeowner to defer the payment of 
taxes on capital gains realized on the sale of an 
owner-occupied house, be expanded, elimi- 
nated, or modified? And, fourth, should Section 
121 of the tax code, which eliminates all or part 
of the gain realized on the sale of an owner 
occupied unit by an elderly family, be modified 
or expanded? 

Basically, proponents of tax reform argue 
that the present system of taxing owner-occu- 
pied units is inequitable because it favors 
homeowners over renters, provides proportion- 
ately greater rewards to higher income taxpay- 
ers than it does to lower income taxpayers, and 
favors investments in housing over investments 
in other types of assets5 

Imputed Rent: Some tax reform advocates 
suggest that either the net imputed rental value 
of a property be taxed or that deductions for 
mortgage interest and property taxes be disal- 
lowed. 

of this change contend that if 
were taxed, the t m  

treat renters and homeown6rs-n 
~ Z v e s t m e n ~ o w n e r - o c c u p i e d  
m - t h e r  types of assets would then 
be taxed in a similar fashion and a substantial 
additional amount of revenue would be gener- 
ated, as has been noted. 

Those who o w  taxing net imputed rent 
argue as follows: F~rst, Imputed income is n o i  
otherwise taxed under t m m ~ e v e n u e  
-second, it is inequitable to tax the use of 
an o w n e r - o a u l - l _ m -  @ iTE5me ! ~ x d & e s  ah--including 
c K 7 m s ,  planes, recreational vehicles, televi- 
sion sets, radios, etc.-is also taxed. And, third, 
home buyers who had made l o m ~ e  - finan- 

Q cia1 commitments on the'basis of the existrn5 
t a T l 3 ~ a  B e p w v o r a b l e  and 
essentially unfair financial position if the full net 

For more detailed discussion, see Richard E. Slitor, 
"Rationale of the Present Tax Benefits for Homeown- 
ers," a study prepared for the National Housing Policy 
Review, 1973. 

imputed rental value of their property were 
taxed, unless a long transition period preceded 
the change. 

Mortgage Interest and Property Taxes: 
Supporters of the existing law make the follow- 
ing points, in defenseof_the=g&nterest 
a 

First, permitting mortgage interest and 
property tax deductions is consistent with the 
tax treatment of other personal assets, as well 
as with the general principle underlying the_ 
current tax system-that taxpayers should n a  
Dav a tax on a tax. ~ m s a T l o w i n a e  
8 ,  

' a 5 X Z E o ~ u e d ,  could' lead to a rgduc- 
tion in the number of homeownership units, 
which. conceivablv, could have an undesirable 
impact on the sense o m *  and s t a m 2  
c m i t  tnat homeownershipegedly helps 
to 4 oster t would also mean that fewer geode a 
would have the hedge against inflation-that 
homeownership pr- cases where 
rising equity in a home keeps pace with price 
increases. Third, homeowner deductions, which 
tax analysts say have a 
tax system by rewardi 
comes more than those with small incomes, 
should not be the sole target of reform. Other C2-J deductions, such as for charitable contributions, _- 
also have a regressive effect. Homeowner 
deductions-~ould - not be d i s a l b e u n l e d  
m e  system - is - reformed,And, fourth, elimina- 
tion offnedeductions would exert pressure on 
the rental market, which at the present time is 
at least partially competitive with owner-occu- 
pied housing and could therefore result i n  some 
increases in rental s c h e w  

f the mortgage interest and prop- 
ctions, in addition to their aeneral 

a r iument  about -the basic inequitabylity of 
homeowners' preferences, also contend that 
the mortgage interest and property tax deduc- 
tions-because the j -~onfer  greater benefitson 
those in middle and high--income brackets -0  
~ a ~ r c o n s u m p t i o n  of housing by 
higher bracket taxpayers. This, critics say, has 
contributed in turn to suburban sprawl and 
urban decay by encouraging the quest for 
bigger homes in outlying areas and accelerating 
the turnover of existing housing in urban areas. 

Capital Gains P~stponement :  Proponents 



of reform maintain that Section 1034--which, of the provision is the tax loss to the Treasury. 
as described earlier, permits postponement of a In addition, on the premise that elderly families 
tax on capital gains realized in the sale of an lend stability to marginal neighborhoods, the 
owner-occupied home-has the following disad- provision has a negative impact by making it 
vantages: First, it results in a substantial esti- easier for such families to leave a neighbor- @ mated revens loss: (See Table 2.) SeconT hood. 
may encourage some unnecessary movement 

e -e r Deduction Ceilings: A ceiling on the total @ gc6nm,P,"diti%Zstead of improving their amount of mortgage interest and property tax 
present homes. And, third, it results in overcon- deductions that a homeowner could claim is 

@ s T m ' o u s i n g ,  particularly w h e n m y  one of the basic changes favored among advo- 
r f G E 3 m m  a r11ghT03Tarea to a lower cost cates of tax reform. 
area of the country. According to an analysis prepared by the 

There are, it is argued, N o  major advm- Treasury Department for HUD (Table 2), an 
a e s  of Section 1034: first, it can eEcouraKe absolute ceiling (as opposed to percentage-of- 
"filterinq d*' of owner-occupied units to income ceiling) of $2,500 on property tax and 
lower income groups, an effect described in mortgage interest deductions, had it been in 
more detail in Chapters 4 and 6; and, s.econd,& effect in 1972, would have required 2.7 percent 
can encourage mobilih, thereby enabling faml- of the taxpayers to pay higher taxes and it 
lies to move to new locations or areas where would have generated an additional $749 mil- 
better or more remunerative jobs may be avail- lion in revenue. For those taxpayers affected, 
able. the average increase in annual taxes would 

Section 121, described earlier, allows an have totaled $352. Fewer than 100,000 home- 
elderly taxpayer a whole or partial exemption owners earning less than $10,000 (0.2 percent 
from taxation on the gain realized in the sale of of all taxpayers in that bracket) would have paid 
his home, depending on the size of the gain additional taxes, and in those few instances the 
and the adjusted sales price. additional amount would have averaged less 

ThkcMef advantage of Section 121 is that than $100 for each. No taxpayers earning less 
i! provides an lncentlve to an elderly tax~ayer than $5,000 would have paid additional taxes 
who is "overhoused" to move into smaller, less due to the ceiling. One half of one percent of 
costly accommodations. m e  elderly taxpayer's those earning between $7,000 and $10,000 
home can then be utilized appropriately by a would have paid more and 1.4 percent of those 
younger, larger family. The chief disadvantage between $10,000 and $15,000 would have paid 

Table 2. Options for Limiting the Amount of Property Tax and 
Mortgage Interest Deductible by Individual Taxpayers 

- - -- - -- 
1972 Taxpayers Affected Additional Aver- 

Limit on Homeowner by Limit Additional age Tax for 
Interest and Tax Revenues Taxpayers 

Property Tax Deduction Number in Percent ($ Millions) Affected 
Thousands 

-- -- 

$2,500 2,125 2.7% $749 $352 
3,000 1,225 1.6 551 409 

2,500 to 3,250 2,103 2.7 464 220 
3,000 to 3,750 1,215 1.6 330 271 

4,000 423 0.5 264 623 
-- - - -- - - 

Source Department of Hous~ng and Urban Development, National Houslng Policy Rev~erv, based on data from Department of the Treasuly 



ore. But 20 percent of those in the $20,000 to 
$5Q,000 bracket, 39 percent in the $50,000 to 
$100,000 range, and 52 percent of those above 
$100,000 would have paid substantially more. 
Table 2 shows the impact of alternative ceiling 
levels. 

Income Tax Incentives for 
Residential Rental Housing 
Development 

Investment decisions concerning real es- 
tate traditionally have been strongly influenced 
by tax considerations. Prior to enactment of the 
Tax Reform of 19_&-S&&@e ciiQot 
provide different -- tax incent@ for residential 
a G G e s i d e n t i a l m  although the in~?&- 
' W s  a \ / a n a ~ e ~ ' ~ ~ e s t m S F E i n e w  properties 
were T e a t e r T h m d e d  for used 
E F E E E  investments. -= reTult, lnvestmct i n  

8 - _ -  
m e r  r~sk, less p;ofitable ventures such as 
housing, particularly housing for low and mod- 
erate income families, was discouraged by the 
tax laws. Furthermore, after the Great Depres- 
sion, real estate investment tended to go into 
business development, such as office buildings, 
rather than into residential housing. 

The pre-1969 tax provisions offered no 
incentive, and in fact may have been a deter- 
rent, to improvement of existing properties. 
Finally, properties such as shopping centers 
and office buildings that would have been 
economically sound investments even without 
the tax incentives, were being marketed for the 
tax shelter they provided higher income bracket 
investors. 

-Tax Reform Act amended the 
Internal Revenue Cod--ed -- , 
t r e a - T Z n  rak fmmal  ov'er 
n-- and tor certalti type5 
6-me n t i i l  
~ p a c t = E E E = T n i e Z s e  d t h T p  re-1969 4 p e erence for investments in new versus used 
properties (except in the case of the 5-year 
writeoff of rehabilitation expenditures on low 
income housing). This preferred treatment gen- 
erally was established by decreasing the availa- 
bility and attractiveness of accelerated depre- 
ciation deductions for certain classes of real 
property rather than by increasing the incen- 
tives available for residential, subsidized, and 
new properties. 

Prior to 1969, depreciation could be com- 
puted by either the straight line or an acceler- 
ated method. Generally, in the case of newly 
constructed property, the taxpayer could em- 
ploy the "sum-of-the-year-digits" method or the 
"double declining balance" method (200 per- 
cent of the straight line rate). In the case of 
used property, the declining balance method of 
150 percent of straight line was available. 
Under prior law a portion of the gain realized on 
the sale of real property was "recaptured" and 
taxed as ordinary income rather than as a 
capital gain, unless the asset was held for a 
period of 10 years. The amount recaptured was 
equal to-whichever was smaller-the amount 
of gain recognized or the amount of "additional 
depreciation" (the amount of depreciation in 
excess of straight line depreciation) taken on 
the asset, multiplied by a certain percentage as 
determined by the length of time the property 
was held. This percentage declined at the rate 
of 1 percent per month for every month after 20 
months the property was held and was reduced 
to zero at the end of the tenth year. 

Under the 1969 act, the depreciation rules 
(Section 167 of the Internal Revenue Code) 
provide that: (1) new residential rental property 
may be depreciated utilizing the double-declin- 
ing balance or sum-of-the-years-digits methods 
of depreciation; (2) new nonresidential property 
may be depreciated using the 150 percent 
declining balance method; (3) used residential 
rental property with a useful life of more than 
20 years can be depreciated under the 125 
percent declining balance method; and (4) all 
nonresidential property as well as used residen- 
tial property with a useful life of less than 20 
years must be depreciated using the straight 
line method. 

The "recapture" rules applicable to real 
property are also substantially different as a 
result of the 1969 act. Only housing for low and 
moderate income families that is assisted under 
the Section 236 or Section 221(d)(3) rental 
housing assistance programs or under certain 
State or local programs providing housing as- 
sistance is eligible for the pre-1969 10-year- 
phaseout recapture rule. Accelerated deprecia- 
tion taken in excess of straight line depreciation 
("additional depreciation") on all other residen- 
tial property is fully recaptured if the property is 
sold within 100 months of its acauisition. More- 



over, the percentage of additional depreciation 
declines at the rate of 1 percent per month. 
Thus, full phaseout or recapture of additional 
depreciation does not occur until 162/3 years 
after the property is acquired. All additional 
depreciation taken on nonresidential property is 
fully recaptured as ordinary income regardless 
of the period of time the property is held. 

Two additional provisions were added to 
the Internal Revenue Code in 1969 that relate 
to housing for low and moderate income fami- 
lies. Section 167(k), enacted to stimulate invest- 
ment in rehabilitation of existing housing for low 
and moderate income families, permits a tax- 
payer to elect to compute depreciation attribut- 
able to qualified rehabilitation expenditures (in- 
curred in connection with the rehabilitation of 
existing dwelling units for low and moderate 
income families) under the straight line method, 
using a useful life of 60 months. The advantage 
of this provision is that it permits a taxpayer to 
depreciate an asset (for which qualified rehabili- 
tation expenditures are made) over a much 
shorter useful life than it would otherwise have 
been assigned. This is referred to as "rapid 
amortization." Rehabilitation expenditures can- 
not be less than $3,000 nor more than $15,000 
per unit to qualify for Section 167(k) treatment. 

Moreover, the 1969 act added Section 
1039, which permits the owner of a certain type 
of federally assisted rental project to elect to 
defer payment of a tax on the gain realized on 
the disposition of such housing, provided that 
(1)  the tenants living in the project or an 
organization formed for their benefit purchase it, 
and (2) the owner reinvests the sales proceeds 
in a similar type of housing within a given 
period of time. Owners of State or locally 
assisted housing projects cannot participate in 
the Section 1039 provision (commonly referred 
to as the "rollover provision"). Section 1039 is 
analogous to the capital gains deferral ac- 
corded homeowners by Section 1034. The 
congressional purposes for enacting Section 
1039 were: (1) to help prevent housing deterio- 
ration by promoting tenant ownership, and (2) 
to keep capital invested in federally subsidized 
housing. To date the Section 1039 provision 
has not been utilized, probably because in the 
short period since the Tax Reform Act of 1969 
the optimum time at which to dispose of a 
subsidized project has not yet been reached. 

Impact of Tax Reform Act of 1969 

A recent analysis of the effect of the Tax 
Reform Act of 1969 on housing production 
found that the act has diverted . a i a l  
resources from nonresidential to residential 
stably 
-at $1.2 billion, which is the equivalent 
of 80,000 rental housing units at an average 
cost of $15,000 per unit (or 60,000 units at an 
average cost of $20,000 per unit).6 The study 
also found that the act may also have diverted 
considerable capital expenditures from produc- 
ers' durable equipment, which was made vul- 
nerable by the repeal of the investment credit in 
the 1969 act. The credit was reinstituted in late 
1971, but it is roughly estimated that the result 
of this phase of the 1969 tax reform legislation 
was to release some $2.75 billion of investment 
funds from producers' durable equipment, mak- 
ing it available directly or indirectly to the rental 
housing field. This would be equivalent to 
183,333 rental housing units at $15,000 per unit 
or 137,000 units at $20,000 per unit. 

Five major arguments have been made in 
sup-of the tax incentive system established 
by 1969 act: First, that it has successfully 
attracted capital into conventional residential a 
rental housing and, in unprecedented amounts. 
into subsidized housing 'investments. second; 
that it provides an .iicentive without direct+@ 
Federal expenditure; while costs in forgone 
'revenue represent "back door" expenditures 
and thus may be undesirable from a manage- 
ment standpoint, it is still substantially less 
difficult politically to provide funds for a particu- 
lar activity through tax incentives than with 
appropriated funds requiring periodic congres- 
sional approval. Third, that the forgone r e A -  
n-costs housina for low an; 
moderate income families represent onlv a, 
small p-of the total benefit provided. 
(Moreover, the total forgone revenue costs of 
providing accelerated depreciation for all rental 
housing represent less than one-tenth of the 
forgone revenue costs of supporting home- 
ownership through interest and property tax 
deductions.) Fourth, that unless all tax shel- 
tered investments are eliminated or substan- 
tially curtailed, removal 

"Rationale of the Present Tax Benefits for Homeowners," 
op. cit. 



residential rental investment has traditionally 

d p n  c o n s ~ e r e ~ w ~ ~ a d -  
d~tional incentive is therefore required, -- - 

critics of the present tax incentive system 
for rental housing raise the following points in 
?pp3-+ First, since the current tax incen- 
t~ves  available for real estate investment are 
provided in the form of artificial tax losses, 5 
h m h e  tax b r a c k e t s t o r  the qreatcr a the benefit derived f r ~ m s g h  l ~ e s .  Investors 
~n lower tax brackets (those with a marginal 
aggregate Federal, State, and local tax rate of 
less than 50 percent), therefore, generally find 
tax shelter investments unattractive. Second, 
since the tax benefits available in a project of a 
given size do not vary with the risks involved, 
investors will pay less for a high risk than a low 
risk project.  heref fore, the cirrent system en- 
courages spns-=to a=gn1~11_ r i s k A s  

@ f i x i n  need of housing. Third, since sponsors 
67 l G  ax-ome housing cannot in 
most circumstances utilize the tax "loss" aener- 
ated by a project, they must syndcat"e&e 
p ~ w t ;  Syndication involves s h - n i f i c m  @ man" costs thgcreduce m u n t  realiz% 
by-or. If the sponsor received a direct 
P b ~ q ~ 2 1  to the 'net amount realized, a 
substantial amount of the benefit would be 
saved. Fourth, the  resent svstem mav have a 

f l e q g i ~  effect-on' project haintenahceand 
- - W o w .  F~fth, capifal 1sTi7Gted f m t -  

ment in more productive sectors than housing 
e b e - o l  me e x m & - s h 6 J =  

Tax Loss and Subsidized Housing 

Tax benefits represent only one of a num- 
ber of inducements for investors in conventional 
housing projects. Cash distributions from rents 
constitute the principal inducement for such 
investors; tax shelters and capital appreciations 
on sales are viewed as lesser considerations. 
The tax benefits available in subsidized housing 
projects, however, are considered to be the 
prime if not the only inducement. 

The more advantageous financing and re- 
capture rules available to investors in subsi- 
dized housing add further importance to the tax 
factor in this case. For example, in a Section 

236 project, a 90 percent loan (which is not 
available in conventional projects) provides 
greater financing leverage and, consequently, a 
greater ratio of depreciation dollar losses to 
equity invested. Moreover, a 40-year repayment 
period (instead of the conventional 20-25 year 
period) results in greater interest and smaller 
principal payments in the early years ,of the 
mortgage. This is also advantageous for inves- 
tors seeking tax shelter. in addition, other profit 
opportunities available in conventional projects 
are limited in subsidized projects and as a 
result they generally are not anticipated by the 
investor. For example, cash distributions in a 
Section 236 project are limited to 6 percent of 
the initial stated equity. Experience with the 
Section 236 program to date, however, indi- 
cates that few, if any, projects have had any 
funds available for distribution to investors. (It 
should be noted, however, that if 6 percent 
cash distributions are made, an investor's rate 
of return will improve significantly.) 

The investor in residential real estate is 
able to take tax losses both during the con- 
struction period and the period of rental opera- 
tions. Certain expenses incurred during the 
construction period, such as interest and prop- 
erty taxes, can be taken as immediate deduc- 
tions rather than capitalized and included in the 
project cost to be depreciated. Because project 
income typically is not generated during the 
construction period, all the deductions can be 
used to offset income from other sources. 
During the time a project is rented, the major 
tax benefit available is the depreciation action. 
Generally, the more rapid the method of depre- 
ciation permitted, the greater the tax loss-and 
thus the shelter advantage-provided. 

In most cases, residential rental property 
purchased as a tax shelter is owned by a 
limited partnership because that form of owner- 
ship, unlike a corporation, permits tax losses 
(including those derived from construction de- 
ductions and depreciation) to be passed 
through to the individual partneritaxpayer who, 
as a limited partner, enjoys limited liability. In 
such cases, the taxpayer's basis in the proj- 
ect-which generally is equal to his capital 
contribution plus his proportionate share of the 
project debt-is reduced dollar-for-dollar by the 
tax losses taken. 



Tax-Exempt Financing of Housing 

Another significant Federal intervention is 
tax-exempt financing of housing. Federal tax 
law, based on the long established doctrine of 
intergovernmental tax immunity, provides in 
Section 103 of the Internal Revenue Code that 
interest on State and local obligations be exempt 
from taxation. In addition, the United States 
Housing Act of 1937 provides that local housing 
authority bonds issued to finance public hous- 
ing are exempt from Federal taxation. The 1937 
act also provides that obligations of the local 
authorities will be secured by the full faith and 
credit of the United States through the pledge 
of the Federal Government to the payment of 
annual contribution contracts, which assure the 
low rent character of public housing projects. 

The Federal tax exemption of interest in- 
come from local agency bonds and other obli- 
gations was one of the factors making it easier 
to use private funds, instead of public funds, in 
financing local public housing projects. This 
financing device was of historic importance to 
public housing and was enormously significant 
in the whole field of municipal and local agency 
financing. One effect of the tax-exempt status 
of interest on public housing bonds is that 
investors accept a lower interest rate than they 
would on taxable bonds or conventional mort- 
gages. The lower tax-exempt rates have in turn 
kept down the direct cost of public housing by, 
in effect, causing the Federal Government to 
supplement the annual contribution for debt 
service with a tax exemption in the form of 
forgone revenue. 

Public housing authorities and State hous- 
ing finance agencies are the major issuers of 
tax-exempt debt for housing purposes. 

At the end of 1972, $1 1.2 billion of feder- 
ally guaranteed, tax-exempt, local housing au- 
thority securities ($7.3 billion in bonds and $3.9 
billion in notes) were outstanding; that amount 
is 6 percent of the total outstanding municipal 
debt (including obligations issued by States, 
local governments, and special purpose dis- 
tricts). In 1972, $958.9 million worth of bonds 
were issued; to date, in 1973, $563.8 million 
worth of bonds have been issued. Total mort- 
gage financing on residential structures in re- 
cent years has fluctuated between $44 billion 
and $90 billion annually. 

The benefit of financing public housing 
through tax-exempt bonds guaranteed by the 
Federal Government has been to provide the 
lowest possible interest rate on 40-year bonds, 
and thereby a lower annual direct Federal 
subsidy payment to local housing authorities. 
Such financing on bonds issued in 1972 re- 
duced the 40-year budgetary cost of providing 
housing for low income households by an 
estimated $622.4 million (nondiscounted). 

On the other hand, there is a substantial 
tax revenue loss to the Federal Government 
because of the tax-exempt status of public 
housing financing. The 40-year (nondiscounted) 
loss for 1972 bond issuances was estimated at 
$836.0 million, which exceeds by $213.6 million 
the interest cost (and subsidy) saving resulting 
from the tax exemption. Thus, if the financing of 
public housing were made taxable, the subsidy 
budget for public housing programs would have 
to be increased by the amount of the increased 
interest cost on taxable financing. But the 
overall net cost to the Government would be 
reduced due to the increased tax revenue 
gained by the elimination of tax-exempt financ- 
ing. 

The financing of public housing takes two 
forms. The first involves tax-exempt obligations 
of the local housing authority secured by the 
pledge of the Federal Government to pay the 
full cost of amortization, as in the conventional 
or turnkey programs where the housing author- 
ity is the developer or purchaser of the project. 
These are the only bonds in the market that are 
both federally guaranteed and tax-exempt. The 
second form involves private construction fi- 
nancing and permanent mortgage financing 
secured on the basis of a leasing commitment 
by a local housing authority to a developer 
under the Section 23 leasing program author- 
ized by the 1965 Housing Act. 

In 1969 and 1970, developers were unable 
to propose feasible projects for the leasing 
program because of high interest costs. Many 
turned to tax-exempt bond financing, either 
through the sale of the project to a nonprofit 
corporation qualified to issue tax-exempt bonds 
under Section 103 of the Internal Revenue 
Code, or through the sale of their mortgage on 
the project to the local housing authority that 
used its revenue bonding authority (as distin- 
guished from its public housing bond authority) 



interest expense, minus the administrative costs 
to the Treasury Department. Once the choice is 
made, it is irrevocable. The issuer's allowable 
expense does not include administrative costs. 

Generally, all tax-exempt obligations are 
eligible for subsidy except in cases where (1) 
the interest expense is unreasonably high, (2) 
the obligation matures in less than 1 year, 
and (3) "it is held by a Congressionally estab- 
lished entity, owned in whole or in part by the 
United States, or by a unit which is an issuer of 
obligations to which Section 103(a)(l) applies." 

Should the proposal be extended to public 
housing bonds, it is not clear-because of the 
uncertainty about the maturity and terms that 
would be utilized if the proposed option were 
available-whether it would result in actual 
savings to the Federal Government. According 
to the Treasury Department, however, the pro- 
posal would be advantageous to an issuer 
offering maturities beyond 20 years. On such 
maturities, the spread between the taxable and 
tax-exempt interest rates is less than 30 per- 
cent, so the 30 percent subsidy would result in 
a savings for the issuer. 

Welfare Assistance 
Payments 

Through its welfare programs the Federal 
Government makes a massive, although indi- 
rect, contribution in determining the housing 
conditions of millions of poor Americans. 

The scope of this indirect intervention in 
the housing market can only be measured 
approximately. Estimates by the Department of 
Health, Education, and Welfare suggest, how- 
ever, that of the total welfare expenditures in 
1972 by State and Federal Governments, ap- 
proximately $4.6 billion was used by welfare 
families for housing. By making further assump- 
tions, it was estimated that of the $4.6 billion 
provided to the States by the Federal Govern- 
ment, $2.6 billion was used for housing. This 
highly approximate figure compares with the 
$2.5 billion the Federal Government allotted in 
the same year to carry out all of its direct 
housing subsidy programs. Federal welfare as- 
sistance, however, is not tied to housing. Fed- 
eral matching grants are made to State govern- 

ments to make cash payments to four classifi- 
cations of low income people: The elderly, 
households with dependent children, the blind, 
and the disabled. The preceding estimates are 
based on a review of the two major assistance 
programs: Aid to Families with Dependent Chil- 
dren, and Old Age Assistance. 

It is difficult, for several reasons, to meas- 
ure precisely how much support for housing the 
Federal Government is providing through wel- 
fare assistance expenditures. One reason is 
that the proportion of its cash assistance that a 
welfare family allocates to housing is based 
largely on its circumstances and priorities, 
which may bear little relationship to the level 
prescribed or assumed by the welfare agency. 
Even where benefits are earmarked for hous- 
ing, the family may substitute those benefits for 
income from other sources without changing its 
total consumption of housing. Another reason is 
the diversity among the welfare systems of the 
various States. 

In determining a "household needs" budget 
in setting welfare assistance levels, a housing 
cost component is established by the individual 
States and revised periodically. The extent to 
which full housing costs are included and 
earmarked in its welfare payment, if at all, 
varies widely among States. Some States pay 
rents up to some ceiling on an "as incurred" 
basis. Others determine the rent support level 
on the basis of prevailing rents in a given area. 
A growing number of States calculate family 
needs on an overall basis and provide assist- 
ance on a "flat grant" basis. 

As shown in Table 3, total monthly welfare 
allotments vary widely within the States. Under 
the Aid to Families with Dependent Children 
program, the highest monthly rental allotment in 
1972 was the $162 granted in the State of 
Connecticut. Only 15 States permitted pay- 
ments of $100 or more. Thirteen States, plus 
Puerto Rico, the Virgin Islands, and Guam, had 
set a maximum level for housing support at $50 
or below. 

Table 3 also shows the amounts the States 
allotted for rental payments in 1972. There 
are limitations, however, on the thoroughness 
of the data contained in the table. Some States, 
for example, reported the maximum amount 
allowed for shelter, not what was actually paid 
out. In the absence of a maximum level, the 



States reported an average monthly rental the levels of total welfare assistance in most 
component. Also, the monthly rental allotment cases are not adequate for providing an accept- 
is available only for certa~n sizes of families. able standard of living, including safe and 
There is no average for all family sizes. As a sanitary housing. 
result, the housing costs listed under Aid to Where overall welfare levels, including 
Families with Dependent Children is derived by housing allotments, are low, the recipient is 
multiplying the shelter cost estimate for a family often unable or unwilling to provide a reasons- 
of four by the number of families receiving Aid ble return to landlords renting standard housing. 
to Families with Dependent Children. The Old This inadequate market demand in lower in- 
Age Assistance column was derived by multi- come areas with high concentrations of welfare 
plying the rent allotment for a one-person recipients is believed to encourage disinvest- 
household by the number of recipients in the ment in, and abandonment of, older housing 
program. units; this may be an important factor in the 

It can be assumed that in the absence of decay of inner city housing. Of course, what is 
overall welfare assistance from Federal, State, true of housing is true of all other items in the 
and local governments, housing conditions family's budget: If the combination of family 
would be much worse for many of the aid earnings and assistance payments is not suffi- 
recipients. It is widely recognized, however, that ciently high, consumption will suffer. 

- - 

Table 3. Estimated Expenditures on Housing Through Public 
Assistance Programs in 1972 

AFDC OAA 
AFDC Monthly Monthly OAA OAA Housing 

State AFDC Housing Cost Rent Caseload Cost for Rent Caseload Caseload 
Allowance for Caseload Allowance 

Alabama 
Alaska 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
Delaware 
District of 

Columbia 
Florida 
Georgia 
Guam 
Hawaii 
Idaho 
Illinois 
Indiana 
Iowa 
Kansas 
Kentucky 
Louisiana 
Maine 
Maryland 



(Continued from p 47 ) 

Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 
Montana 
Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 
North Carolina 
North Dakota 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Puerto Rico 
Rhode Island 
South Carolina 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Virgin Islands 
Virginia 
Washington 
West Virginia 
Wisconsin 
Wyoming 

Total (monthly) 
Total (annual) 

Total (both programs) 4,605,425,820 

'F~gure not reporled; impulation based on Californ~a estimale since California need standard IS mosl comparable need slandard. 

"F~gure not reported. imputation based on Puerto Rico estimate, since Puerto RICO need standard is most comparable need standard. 

Source. Depatimenl of Health. Education, and Wellare, Nat~onal Center for Social Sfatisl~cs. 

Other Federal Policies that has significantly affected housing construc- 
tion costs through the years. 

Affecting the Housing The act established a policy of protecting 
local wage rates-initially on all Federal con- 

Market struction projects, and later on federally as- 
sisted housing construction as well. Today it is 

Labor P ~ l i c y  applied to almost every major Federal housing 
program with the exception of one- to four- 

With the passage of the Davis-Bacon Act family units constructed under federally insured 
in 1931-an anti-Depression measure-the or subsidized home mortgages. 
Federal Government embarked on a course The act requires that wages to laborers on 



federally financed and supported projects must 
be at least equal to those prevailing in a given 
jurisdiction. The determination of what consti- 
tutes "prevailing" wages is made by the Secre- 
tary of Labor. By regulation, his determination is 
based on wage rates paid to the majority of 
workers in a given classification in a particular 
area. If a majority of workers are not paid the 
same rate, the prevailing rate is that paid to a 
plurality of workers, provided that they consti- 
tute at least 30 percent of those employed. In 
the event that fewer than 30 percent receive 
the same rate, the average rate is arrived at by 
adding the hourly rates paid to all workers in a 
classification and dividing by the total number 
of such workers. 

Equal Housing Opportunity Policy 

Over the past decade, the Federal Govern- 
ment has moved through legislative, judicial, 
and executive action toward eliminating racial 
discrimination in the sale or rental of housing to 
minority groups, adding a further social objec- 
tive to housing programs that had been based 
largely on economic considerations. 

Historically, the Federal Government's role 
in prohibiting discrimination dates back to the 
Civil Rights Act of 1866, which made purchas- 
ing, leasing, inheriting, selling, or owning prop- 
erty a right of every citizen. This broad objec- 
tive, however, was undermined by various dis- 
criminatory practices that began developing 
during the Reconstruction Period (1 865-1 877), 
such as restrictive covenants on land use. 
These practices became so institutionalized 
during the ensuing three-quarters of a century 
that the Federal Government in its early hous- 
ing programs was often found to be perpetuat- 
ing discrimination by developing projects that 
were racially segregated. 

The first significant reversal of this pattern 
came in 1948 when the Supreme Court held 
that racially restrictive covenants were unconsti- 
tutional.7 Then, in 1962, President Kennedy, in 
Executive Order 11063, ordered that the Fed- 
eral Government: 

. . . take all action necessary and appropriate to 
prevent discrimination because of race, color, creed or 
national origin in the sale, leasing rental or other disposition 
of residential property and related facilities. . . 

Shelley v. Kramer, 334 U.S. 1 (1948). 

That policy was furthered with the passage 
of the Civil Rights Act of 1964, Title VI, which 
prohibits discrimination in any federally assisted 
p r ~ g r a m . ~  

The landmark legislation on fair housing for 
all Americans came in 1968, when Congress 
went beyond federally assisted housing to out- 
law discrimination in the private housing mar- 
ket. Title Vlll of the Civil Rights Act of 1968- 
the so-called "fair housing" provision-bans 
discrimination in the sale, rental, and financing 
of the vast majority of housing units in the 
United States. The provision prohibits discrimi- 
nation in all multifamily housing except one- to 
four-family dwellings in which the owner occu- 
pies a unit and all single-family homes except 
where the house is sold or rented by the 
owner-occupant without the use of a real estate 
broker, provided the house is not advertised in 
a discriminatory manner. 

The provisions of Title Vlll allow a person 
who believes he has been a victim of discrimi- 
nation to file a complaint with the Secretary of 
HUD or with comparable State enforcement 
mechanisms where they exist. The Secretary is 
charged with the responsibility of investigating 
and resolving any substantial complaint by 
eliminating the discriminatory practices through 
conference, conciliation, and persuasion. If he 
cannot do so, the complainant may file suit in 
Federal (or in some cases, State) court. 

Alternatively, a person who believes that 
he has been discriminated against may file a 
civil action directly in Federal court. The Attor- 
ney General also may file a suit in Federal 
court if he has reason to believe that there is a 
pattern or practice of discrimination or that a 
group of people has been denied its Title Vlll 
rights. 

Some two months after enactment of the 
1968 act, the Supreme Court, citing as prece- 
dent the 1866 act, barred racial discrimination 
in the sale and rental of all property.9 Thus, a 
person who believes that he has been racially 
discriminated against in a sale or rental trans- 

8 Executive Order 11063 covered federally subsidized or 
insured housing. The 1964 Civil Rights Act superseded 
that policy to some extent but did not abrogate 
Executive Order 11 063, which dealt with some matters 
not covered by the 1964 act. Federally insured hous- 
ing, for example, was specifically excluded from the 
act. 

9 Jones v. Mayer Co., 392 U.S. 409 (1968). 



action involving any type of housing may file 
suit in a Federal Court without regard to the 
limitations of Title Vlll of the 1968 act. 

More than 1,330 complaints have been 
filed under Title VI of the 1964 act and more 
than 7,300 under Title Vlll of the 1968 act. In 
the last year, the number of complaints has 
greatly increased as a result of a Government 
campaign to increase public awareness of Title 
Vlll provisions. 

The Department of Justice filed 135 Title 
Vl l l  suits between January 1969 and June 
1973. During the same period, HUD has re- 
ferred 11 0 individual Title Vlll complaints to the 
Justice Department with the recommendation 
that appropriate legal action be taken. Of these, 
the Justice Department has instituted at least 
20 suits, one of which covered 15 individual 
complaints, and a second five such complaints. 

During this same time period, HUB concili- 
ated 1,218 Title Vlll complaints. It is anticipated 
that the number of cases in which conciliation 
will be attempted will rise considerably due to: 
(1)  the use of accelerated processing by which 
complaints involving multifamily units of 25 or 
fewer can be completely investigated and con- 
ciliated within two days; (2) greater expertise 
and number of HUD staff; and (3) other im- 
proved management practices. 

Affirmative Action and Project Site 
Selection Criteria 

The 1968 Civil Rights Act, Title Vlll, pro- 
vided that all executive departments and agen- 
cies were required to administer their programs 
and activities relating to housing in an "affirma- 
tive" manner so as to advance the objective of 
this title. This affirmative action requirement 
reinforced the provisions of Title VI of the 1964 
Civil Rights Act prohibiting discriminatory ac- 
tions by the Federal Government. 

As a result of the Shannon v. HUD court 
decision in 1970,'O HUD in 1972 established 
criteria aimed at providing minorities with hous- 

l o  Shannon et a1 v. United States Department of Housing 
and Urban Development, 436 Fed. 2d 809 (1970). In 
this decision, the court ordered HUD to adopt "some 
institutionalized method whereby, on considering site 
selection or type selection (of housing), it has before it 
the relevant racial and socioeconomic information 
necessary for compliance with its duties under the 
1964 and 1968 Civil Rights Acts." 

ing opportunities in a wide range of locations in 
order to contribute to decreasing the effects of 
past housing discrimination. 

The impact of these actions was felt by 
sponsors of projects who could be disqualified 
from Federal aid if the project was planned for 
areas of racial concentration. Through HUD's 
site selection rating system-"poor" to "supe- 
rior"-priority was given to housing for minori- 
ties outside existing areas of racial concentra- 
tion. 

Further implementation of affirmative action 
objectives came with the establishment of fair 
housing marketing regulations by HUD in 1972. 
Under these regulations, a developer was re- 
quired to market his project in such a manner 
that it would reach all racial and ethnic groups 
in the housing market area or face the loss of 
Federal support. 

The new regulations require that the staff 
involved in the rental or sales of such projects 
be hired on a nondiscriminatory basis; that fair 
housing posters be prominently displayed on 
the site and in the rental and sales office; and 
that printed material and advertising must carry 
the Equal Housing Opportunity logotype. Fi- 
nally, each of these actions must be described 
in an affirmative marketing plan submitted by 
the proposing developer at the time of his 
application for insurance or subsidy. 

Environmental Policy 

In response to the environmental move- 
ment of the 1960's, environmental concerns 
have become an important new factor in Fed- 
eral housing policies and programs. The Envi- 
ronmental Protection Agency, created in 1970, 
is the Federal regulatory agency charged with 
the enforcement of provisions of statutes-such 
as the Clean Air Act Amendments of 1970 and 
the Federal Water Pollution Control Act of 
1972-designed to abate and control pollution. 

Within its jurisdiction fall control of water 
pollution, solid wastes, noise, and air quality. Its 
activities in these fields can have an immense 
impact on the supply, character, and location of 
housing, simply because the Agency influences 
the timing, character, and funding of key munic- 
ipal facilities required to support housing. In its 
regulation of regional air, water, and solid waste 
pollution, the Agency requires that States as- 



sume increasing responsibility in the broad area 
of land use decisions, and thereby the location 
of housing. In addition, legislation now pending 
in Congress would further define the Federal, 
State, and local roles in other envir.onmental 
areas-such as energy and land use develop- 
ment-that impact directly or indirectly upon 
housing. 

In addition, The National Environmental 
Policy Act of 1969 requires all Federal agencies 
to review and evaluate the impact of their 
policies and programs on the environment. As 
interpreted, its impact on social and economic 
environments, as well as on the strictly physical 
environment, must be considered in govern- 
mental decisionmaking. 

Clearly, environmental policies will have a 
major impact upon the location, design, availa- 
bility, and probably the cost of future housing. 

Section 102(2)(C) of the act defines the 
requirement for environmental impact state- 
ments. Every instrumentality of the Federal 
Government is required to: 

. . . include in every recommendation or report on 
proposals for legislation and other major Federal actions 
significantly affecting the quality of the human environment, 
a detailed statement by the responsible official on-(i.) the 
environmental impact of the proposed action, (ii.) any 
adverse environmental effects which cannot be avoided 
should the proposal be implemented, (iii.) alternatives to the 
proposed action, (iv.) the relationship between local short- 
term uses of man's environment and the maintenance and 
enhancement of long-term productivity, and (v.) any irrever- 
sible and irretrievable commitments of resources which 
would be involved in the proposed action, should it be 
implemented. 

In response to the act, HUD's administra- 
tive guidelines now require that all federally 
assisted housing by the Department be subject 
to five types of environmental reviews: 

First, HUD has established two levels of 
environmental clearance for environmental im- 
pact statements. (A) "Normal" clearance must 
be applied to every project application for 
insurance or subsidy assistance. This clearance 
is an assessment of site characteristics, envi- 
ronmental consequences of the proposed de- 
velopment, and a consideration of alternatives 

with superior environmental consequences. 
Field checks of sites and surroundings are 
required, as well as solicitation of comments 
from local planning agencies, and evidence of 
local government approval. (B) "Special" envi- 
ronmental clearance is required for all subdivi- 
sions of 50 or more lots and for all multifamily 
projects of 100 or more units, and for projects 
that are controversial. 

Second, in February 1972, HUD issued 
project selection criteria applying to all propos- 
als for subsidized housing. Environmental con- 
siderations were included among the criteria to 
assure that site locations and site treatment 
would be appropriate, and adverse environmen- 
tal impacts of the projects would be avoided. In 
December 1972, an evaluation of the first 
several months of performance was published. 
Data were furnished on environmental matters 
for 3,001 project proposals. Of these proposals, 
972-32 percent-received an adequate rating; 
only 83 proposals-2 percent-received a poor 
rating. Of these 83, 37 were deemed to be 
subject to seriously adverse environmental con- 
ditions. 

Third, on September 1, 1972, noise control 
standards were issued by HUD. They provide 
measures for estimating the impact of noise on 
housing sites and include techniques of meas- 
urement. Projects not meeting the noise stand- 
ards cannot be assisted. 

Fourth, HUD currently has in review a 
major revision of the Minimum Property Stand- 
ards to govern the planning and construction of 
all HUD-insured and subsidized housing. These 
proposed new Minimum Property Standards will 
incorporate environmental quality considera- 
tions. 

Fifth, citizens can challenge through court 
action HUD decisions related to environmental 
policy matters. 

The Veterans Administration and the Farm- 
ers Home Administration-the other Federal 
agencies significantly involved in housing-are 
in the process of preparing administrative 
guidelines implementing the 1969 act. 





Introduction 

3 
This chapter offers an overview of the 

housing finance market. Its intent is to present 
the basic determinants of the demand for, and 
supply of, housing credit and to show how 
financial intermediaries direct the flow of funds 
from individual savers to the purchasers of 
housing. The activities of the Government in the 
housing finance market are described and re- 
lated to these determinants. 

A general survey of the housing finance 
market reveals the following significant charac- 
teristics and trends. 

Housing Finance 

a The housing finance market is one of the 
largest users of borrowed funds in the Nation. 

a Financial institutions that obtain loanable 
funds from savings deposits have been the 
major source of residential credit over the past 
generation. 

The supply of residential mortgage funds 
has been subject to significant fluctuation over 
the years. 

Government-sponsored second-layer 
lenders have constituted a significant source of 
housing credit during several recent periods of 
credit stringency. 

An increase in the liquidity and marketa- 
bility of mortgages in recent years appears to 
have affected their yields and investment char- 
acterist ics. 

The demand for credit to finance multi- 
family units has risen sharply over the past five 
years. 

Two areas of particular interest covered in 
this chapter concern the efforts of Government 
and Government-sponsored agencies to moder- 
ate shortrun fluctuations in the supply of mort- 
gage credit and to affect the longrun values of 
the mortgage interest rate and the quantity of 
mortgage credit outstanding. In this regard 
there is an important distinction to be made 
between shortrun fluctuations and the longrun 
values of mortgage market variables. It will be 
argued in this chapter that the activities of 
Government-sponsored agencies can have sig- 
nificant shortrun impacts on the mortgage mar- 
ket and residential construction activity while 
having somewhat less effect on the longrun 

values of the mortgage rate, mortgage stock, 
and housing stock. 

Monetary phenomena play a particularly 
important role in the market for housing finance. 
Different opinions exist as to whether monetary 
forces significantly affect total consumption or 
investment, and individuals differ in their views 
concerning the efficacy of monetary policy as 
opposed to fiscal policy. There is, however, a 
consensus that monetary forces have a power- 
ful and pervasive effect on residential construc- 
tion activity through the markets for savings 
deposits, mortgages, and residential construc- 
tion. T d m u g  ' h 

_ b o t h e s t - r a t e ) -  
rationing (availabilitv-of-creSbat) channels,, where 
the credit rationing effect is particularly impor- 
tant. 

Credit rationing by mortgage-lending insti- 
tutions is often observed when stringent credit 
conditions lead to a reduction in the volume of 
mortgage lending. Under such conditions the 
mortgage rate rises-but generally not fast 
enough to provide quickly a market-clearing 
price. In other words, the mortgage market 
becomes supply-constrained, and there is a 
shortage of credit because the quantity de- 
manded exceeds the quantity supplied at the 
prevailing mortgage rate. It is during these 
periods of credit rationing that Government- 
sponsored credit agencies have their largest 
impact as they act to increase the supply of 
mortgage credit and reduce the degree of credit 
rationing. 

In the longer run, the efforts of the Govern- 
ment-sponsored credit agencies to increase 
mortgage flows and lower mortgage interest 
rates are likely to be somewhat less effective. 
As the actions of these institutions begin to 
lower mortgage interest rates, private inves- 
tors-finding that mortgages are becoming less 
desirable investments-may shift their funds to 
nonmortgage securities. Hence, any increase in 
the mortgage credit flow from Government- 
sponsored institutions may to some degree be 
offset by reductions in private lending. 

When longrun mortgage credit flows are 
increased by Government policies, housing in- 
vestments will, of course, be easier to finance 
and the quantity of housing purchased will rise. 
The increase in housing investments, however, 
is likely to be somewhat smaller than the 



increase in mortgage credit flows, because 
potential owners will also find it easier to carry 
a higher loan-to-value ratio. In effect, some of 
the increased mortgage borrowing, using the 
home as collateral, allows the buyer to use less 
of his total assets for a downpayment and gives 
him more freedom to buy other things. It may 
also lessen the need for nonmortgage borrow- 
ing to finance purchase of consumer goods and 
other assets. For example, individuals often 
refinance their h0mes to provide resources to 
buy a college education for their children or to 
meet other nonhousing needs. 

Government actions have had some lasting 
effects where they have changed the character- 
istics of the mortgage investment or the nature 
of the marketplace. Specificaliy, Government 
has reduced the risk of investing in mortgages 
by providing mortgage insurance and pooling 
risks into mortgage-backed securities. In addi- 
tion, it has encouraged the development of 
private secondary markets and facilitated the 
flow of funds between geographically isolated 
markets. As Government continues to improve 
the efficiency of the mortgage market and 
demonstrates the viability of new innovations, 
its influence on the mortgage market will be 
correspondingly reduced. 

The improved efficiency of the mortgage 
market is revealed by the fact that the gross 
yield advantage of residential mortgage loans 
over alternative long-term investments-such 
as corporate bonds-has fallen during the past 
two decades. The gross yield spread between 
residential mortgage loans and newly issued 
corporate bonds fell from an average of more 
than 150 basis points during the period 1955- 
1960 to an average sf fewer than 50 basis 
points during the period 1970-1972. In 1970, 
the conventional mortgage rate was usually 
below the corporate bond rate on new issues. 
The gross yield spread between residential 
mortgage loans and newly issued corporate 
bonds has been below 100 basis points since 
1966, and since 1969 it generally has been 
fewer than 50 basis points. Therefore, residen- 
tial mortgage loans have lost much of their 
gross yield advantage over alternative long- 
term investments over the past two decades. 

The first section of this chapter presents a 
general overview of the housing finance market. 

A brief description of the magnitude and com- 
position of the outstanding residential mortgage 
debt is provided. Then, the housing finance 
market in the short and long runs is described. 

The second part of the chapter presents 
various mortgage debt instruments that either 
have been used or proposed for use in housing 
finance. 

The final section of this chapter describes 
in detail the various agencies and institutions 
that participate in the housing finance market. 

Overview of Housing 
Finance Market 

Since the end of World War II, the housing 
market has been one of the largest users of 
borrowed funds in the American economy. 
Between 1947 and 1971, the total net public 
and private debt outstanding in the United 
States rose from $415.7 billion to $1,996.4 
billion-an increase of $1,580.7 billion, or 380 
percent. During this same period, residential 
mortgage debt outstanding on nonfarm proper- 
ties rose from $34.8 billion to $374.6 billion-an 
increase of $339.8 billion, or 976 percent. By 
comparison, private corporate debt outstanding 
increased by 660 percent during this same 
period as it rose from $108.9 billion to $827.3 
billion. Overall, the increase in nonfarm residen- 
tial mortgage debt accounted for 21 percent of 
the increase in total outstanding net debt.' 

quarter of 1.992 was $383.1 billion. Of this total, 

Table 1 presents holdings of land, con- 
struction, and long-term mortgage loans by type 
of property, financing, and lender. Charts 1 and 
2 utilize data from Table 1 to illustrate the 

Council of Economic Advisers, Economic Report of the 
President, Washington, D.C.: Government Printing 
Office, 1973, pp. 264 and 266. 



Table 1. Reported ~ o l d i ' n ~ s  of Land, Construction, and Long Term 
Mortgage Loans, by Type of Property, Financing, and Lender, End of 
Fourth Quarter, 1972 

(In Millions of Dollars) 

Property Type 

Construction Loans 
1-4 Fam~ly Homes 

Mult~lamily 
Nonresidentlal 
Farm Propertles 

Total Construction 
Loans 

Long-Term Mortgage 
Loans 

1-4 Famlly Homes 
FHA Insured 
VA Guaranteed 
Conventional 

Subtotal 

Mult~famlly 
FHA Insured 
Conventional 

Subtotal 

Nonresidentlal 
Farm Propertles 

Total Long Term 
Mortgage Loans 

Land Loans 

Total Mortgage Loans 

4: n 
I v) V)  
u C .- .m  - 

u LOO z'; 
2 Z-' 
0 LO - 0) 

,O.;i 5% 
e '6 LO .a4 
0)c 5 $5 
3 %  2-0 m e  
u Q urn m o  

Note: Sum of components may not equal totals due to rounding. 

'Means less than $500,000. 
Source Department of  Housing and Urban Development, Survey 01 Mortgage Lending Activity. 

composition of construction and long-term mort- ing in the United States is financed predomi- 
gage loans by type of lender. Although the data nantly by funds obtained from four types of 
on residential loans clearly illustrate that hous- private financial institutions, the lending activi- 



Chart 1 

Reported Holdings of Residential Mortgage and Construction Loans 
by Type of Lender, End of Fourth Quarter, 1972 

Residential Mortgage Loans Outstanding 
by Type of Lender, End of Fourlh Quarter, 1972 

Savings and Loan 
Associations 
$1 78 5 b~llion 46.6% 

Mutual Savings Banks 
$57.5 billion 15.0% 

Commercial Banks 
$53.8 billton 14.0% 

Life Insurance Companies 
$38.1 b~llion 9.9% 

Federal Credit Agencies 
$31.8 bill~on 8.3% 

GNMA Pools and Farmers 
Home Blocks of Loans 
$10.4 b~lllon 2.7% 

Others $1 2.9 billion 3.4% 

Resldentlal Construction Loans Outstanding 
by Type of bender, End of Fourlh Quarter, 1972 

Savings and Loan 
Associations 
$9.3 biliion 43.1 % 

Mutual Savings 
Banks $0.8 billion 
3.9% 

Commercial Banks 
$7.0 billion 32.6% 

Mortgage 
lnvesbnent Trusts 
$3.4 billion 15.7% 

Others $1.0 biilion 
4.7% 

Total: $21.6 billion 

Total: $383.1 billion 

Source :  D e p a r t m e n t  o f  H o u s i n g  a n d  U r b a n  D e v e l o p m e n t ,  S u r v e y  o f  M o r t g a g e  L e n d i n g  A c t i v i t y .  

ties of these private institutions are supple- 
mented and complemented by several private 
and public agencies in the field of housing 
finance. 

Shortrun Problems in 
Housing Finance 

The residential construction industry has 
earned a reputation as one of the more cyclical 
sectors of the economy. The cycles tend to be 
well defined and of considerable magnitude. 
During the 1960's, there were three major 
declines in the value of new private housing 
construction put in place. Between 1959 and 
1961, this amount fell 11.2 percent; between 
1964 and 1967, the fall was 13.3 percent; and 
between 1969 and 1970, the fall was 9 .4  
percent. In all of these periods, the value of 
total new nonresidential construction continued 

to rise, revealing the relative instability of resi- 
dential constr~ct ion.~ 

There is general agreement that the pri- 
mary determinant of this cyclical pattern is the 
supply of mortgage credit. The supply of credit 
made available to the homebuyer originates 
from the savings of individuals and corporations 
and is also partly determined by various gov- 
ernmental policies. These savings are passed 
from the saver to the homebuyer by a large 
number of private and government financial 
intermediaries. The bulk of the funds for resi- 
dential mortgage credit passes through four 
types of private financial institutions: Savings 
and loan associations, mutual savings banks, 
commercial banks, and life insurance compa- 
nies. The savings and loan associations and 
the mutual savings banks are often referred to 

Ibid., p.  236. Of course, housing IS not the only cyclical 

industry. For example, the automobile and machine 
tool industries experience fluctuations that are some- 
times even more severe. 



Chart 2 

Reported Holdings of Residential Mortgage Loans by Type of Property 
and Lender, End of Fourth Quarter, 1972 

1-0 OUlers $6.8 billion 2.1 % others $6.1 billion 10.2% 

Total: $323.3 billion Total: $59.8 billion 

Source: Department  o f  Housing and U r b a n  Development,  Survey o f  Mortgage Lending Activity.  
- - - - - - -- 

collectively as thrift institutions. Thrift institutions 
and commercial banKs are depository institu- 
tions that held almost three-fourths of the total 
residential mortgage debt outstanding in 1972. 
The fourth major supplier of residential mort- 
gage funds-the life insurance companies- 
obtains funds from holders of life insurance 
policies. Therefore, the bulk of the funds for the 
extension of residential mortgage credit comes 
from private financial institutions that invest the 
savings of predominantly low and middle in- 
come individuals. 

The four major types of mortgage-lending 
institutions and Real Estate Investment Trusts 
supply the bulk of short-term funds to the 
residential construction industry. At the end of 
1972, these financial institutions were holding 
$20.6 billion in construction loans for residential 
housing units. 

Commercial banks and life insurance com- 
panies have numerous investment opportuni- 
ties; they hold mortgages as one of their many 

assets. These financial institutions select and 
arrange their portfolios on the basis of the 
return and risks attached to various assets. 
Mortgages, therefore, must compete with nu- 
merous other assets for a place in lenders' 
portfolios; the expected return and risk associ- 
ated with mortgages then are compared with 
the expected returns and risks associated with 
competing assets when managers of portfolios 
make their investment decisions. 

Savings and loan associations and mutual 
savings banks are the most highly specialized 
private mortgage-lending financial institu- 
tions. The high percentage of mortgages in 
their portfolios is primarily due to their history 
as specialists in housing finance, to government 
restrictions on their ability to invest in consumer 
and most business loans, and to the favorable 
tax treatment they receive for additions to their 
bad-debt reserves to back their mortgage hold- 
ings. Savings and loan associations typically 
hold more than 75 percent of their assets in 



residential mortgages and held 46.4 percent of 
the outstanding residential mortgage debt in 
1972. 

Credit-f lows into housing tend to vary 
greatly within the business cycle because of the 
structure and regulation of the major mortgage- 
lending institutions. Thrift institutions and com- 
mercial banks are hampered in their ability to 
maintain a steady flow of funds into housing 
finance because of the deposit interest rate 
ceilings set by various regulatory agencies. In 
addition, the asset liability structures of the thrift 
institutions would tend to reduce their ability to 
compete effectively for funds when market 
interest rates rise, even if there were no deposit 
rate ceilings. 

The assetlliability structures of thrift institu- 
tions are characterized by long-term assets and 
short-term liabilities. The assets of thrift institu- 
tions consist mostly of mortgages that have an 
average maturity of 10 years, while their liabili- 
ties consist of savings deposits that are, for the 
most part, payable on demand. The problems 
created by this method of financial intermedia- 
tion become particularly acute during periods of 
rising interest rates. When interest rates rise, 
thrift institutions must offer higher rates on their 
deposits to prevent depositors from removing 
their funds to purchase other higher yielding 
financial assets. However, the deposit interest 
rate that a thrift institution can afford to pay is 
limited by the effective yield of the long-term 
assets purchased in periods of lower interest 

- -. - - - p p ~  p~ 

Chart 3 

Share of Savings Deposits in Net Increase of Financial Assets of Households and 
Spread Between Yields on S&L Accounts and 3 to 5 Year U.S. Government Obligations 

1955-1971 

w i n  net increase of financial 
assets of households 

-200 

Source Depar tment  o f  H o u s ~ n g  and Urban  Development.  N a t ~ o n a l  H o u s ~ n g  P o l ~ c y  Rev~ew,  bas 
o f  Governors o f  t h e  Federal Reserve System and t h e  Federal H o m e  Loan  Bank Board. 

- - 



rates, which comprise the bulk of their asset 
portfolios. 

As a result of the deposit rate ceilings and 
the assetlliability maturity dichotomy, the depos- 
its of thrift institutions cannot compete with 
other financial assets during periods of rising 
interest rates; hence, thrift institutions tend to 
lose funds as therr aeposrtors take advantag6 
of7iiaher interest rates on other t~nanc~al as-- - 
sets. l hls loss of deposlls rorces thrltt Instltu- 
tbns  to curtail their mortgage iendhlg, a11rP 
h-~ 2rrardingly. 

The success of savings and loan institu- 
tions in attracting deposits during different time 
periods can be measured by the extent to 
which individuals choose to hold net increases 
in their total stock of financial assets in the form 
of savings deposits. Chart 3 examines the 
share of net additions to the financial assets of 
households that goes into savings deposits and 
shows that this share varies directly with the 
difference (spread) between interest on savings 
deposits and the rate on Government securi- 
ties. The percentage share of savings deposits 
in the net additions to the financial assets of 
households fell dramatically in 1959, 1966, and 
1969 as ma&t interest rates rose in relation tod 
t ' h a w i d  on savings deposits. 

Financial intermediaries other than thrift 
institutions also tend to decrease their volume 
of mortgage lending during periods of rising 
interest rates and credit stringency. Mortgage 
rates tend to respond sluggishly to current 
financial conditions and rise proportionally less 
than other interest rates. In many States, the 
situation is exacerbated by usury laws. As 
market interest rates rise, lenders tend to 
decrease their volume of mortgage lending and 
purchase other financial assets whose yields 
gain in attractiveness relative to those on 
mortgages. This is particularly true of life insur- 
ance companies and commercial banks, which 
have a great deal of freedom in choosing the 
type of financial assets to hold in their portfo- 
lios. 

In summarv&decline in residential con- 
struction activitv durinq perlods of rising interbst 
taX%% primarily attributable to four ractor's. 
F I ~  

Q 5ss~t/liabilitv structure and have 'diffic;lty in 
retaining and attracting deposits to provide 
funds for mortgage lending. Second, ceiJn_gs on 

@ 

deposit interest rates prevent them from com- 
ng ror tunds, e;en in those instances when 

they could afford to raise rates. Third, other 
financial institutions decrease their volume of 
mortgage lending and shift into hiaher vieldinq @ scuri t ies as their rates rise relative to the 
mortgage raz. Fourth, effective State-imposed 
usury ceilings on mortgage rates intensify the 
s f i i b m  mortgages and into other 

' financial assets. 

Government Programs to Reduce the 
Shortrun Fluctuations in Housing 
Finance 

Recognizing that periods of rising interest 
rates and credit stringency have a severe 
impact on residential housing production, the 
Government over the years has taken a num- 
ber of steps to moderate the cyclical fluctua- 
tions in mortgage credit availability. 

The Government operates or sponsors 
several institutions and agencies that are es- 
sentially financial intermediaries whose purpose 
is to channel additional funds into housing 
whenever financial conditions threaten to re- 
duce significantly the volume of mortgage 
credit. 

The Federal Home Loan Bank System was 
established partly to counter the cyclical varia- 
tions in housing credit availability. By making 
advances or short-term loans to member sav- 
ings and loan associations when deposits were 
falling, it has had some success in stabilizing 
credit flows to mortgage markets. 

Chart 4 provides some indication of the 
success of the Federal Home Loan Bank Sys- 
tem's attempts to smooth out the supply of 
funds available to savings and loan associa- 
tions. During the tight credit conditions of 1969, 
a significant amount of money was provided 
during a period in which net-savings inflows fell 
to virtually nothing. A less serious trough in 
savings flows also was smoothed out in 1972. 

To finance these advances, the Federal 
Home Loan Bank System must sell its consoli- 
dated debentures in the Nation's securities 
markets. During periods of tight credit, such 
issues intensify interest rate pressures by com- 
peting with other borrowers for credit. However, 
this is one of the functions of the Federal Home 
Loan Bank System-to insure that the effects of 



tight money are spread to all sectors of the 
economy and do not fall disproportionately on 
housing. This, of course, does not mean that 
the System attempts totally to insulate the 
housing sector from the need to cut bank 
spending during inflationary periods. Federal 
Home Loan Bank System activities, in fact, will 
not have this effect, because the interest rate 
charged on advances reflects the cost of funds 
to the System; during periods of tight money 
savings and loan borrowing, their lending to 
homebuyers will be restricted by the higher 
interest rates. 

The Federal National Mortgage Association 
plays a similar role by purchasing federally 
underwritten mortgages-.-and, more recently, 
conventional mortgages-in order to moderate 
the decline in housing production that occurs 
during periods of credit stringency. During the 

tight credit conditions of 1966, the Federal 
National Mortgage Association made net pur- 
chases of slightly more than $2  bil l ion in 
mortgages, while during a similar period in 
1969 it made net purchases of more than $4 
billion. 

The Federal Home boan Mortgage Corpo- 
ration was established in 1990 with the author- 
ity to purchase conventional mortgages from 
savings and loan associations in order to im- 
prove the liquidity of their mortgage portfolios. 
Thus far, its mortgage purchases have been 
small relative to the size of the market and the 
level of purchases made by the Federal Na- 
tional Mortgage Association. 

While the activities of these institutions 
provide general support to the mortgage mar- 
ket, another institution, the Government Na- 
tional Mortgage Association, has used its re- 
sources during periods of tight monetary condi- 

Chart 4 

Net Quarterly Federal Home boan Bank System Advances and Savings Inf lows 
at Thr i f t  Institutions, 1964 Through First Quarter 1973 

(Unadjusted quarterly rates rn billions of dollars) 
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Source: Depar tment  o f  Housing and Urban Development,  Nat iona l  Hous ing Po l icy  Review, based o n  data f r o m  the  
Federal H o m e  Loan  Bank Board and the  Nat iona l  Associat ion o f  Mu tua l  Savings Banks. 



tions to maintain the flow of mortgage credit to 
lower income borrowers specifically. In 1971, 
the Government National Mortgage Association 
offered commitments to purchase FHA-insured 
mortgages valued at less than $22,000 per 
housing unit, bearing interest rates below the 
market rate in order to provide lower borrowing 
costs to a previously unsubsidized class of 
borrowers. From August to December of 1971, 
the Government National Mortgage Association 
offered commitments to purchase $2.4 billion of 
these mortgages, or about 40 percent of the 
FHA mortgages that originated during this pe- 
riod. The price offered for the mortgages im- 
plied an interest rate of 7.55 percent at a time 
that the FHA market rate was 7.9 percent. In 
other words, the Government National Mort- 
gage Association subsidized borrowers and 
absorbed the differential when it resold the 
mortgages to the Federal National Mortgage 
Association. 

In recent years, the Government has at- 
tempted to reduce the transfer of deposited 
funds from depository institutions to other finan- 
cial assets. In 1970, the Department of the 
Treasury raised the minimum denominations of 
Treasury bills to $10,000 (notes and bonds are 
still $1,000). Government-sponsored institutions 
have also raised their minimum denominations 
to $15,000. These actions keep small savers 
from taking advantage of the returns on these 
instruments, since they do not have enough 
funds to transfer into Treasury bills and other 
higher yielding assets. 

Although these institutions and policies 
have had some effect in moderating the wide 
fluctuations in the supply of mortgage funds, 
the most recent experience indicates that the 
availability of credit for housing finance still 
fluctuates because of variations in the flow of 
funds to depository institutions. 

Recognizing that much of the instability in 
mortgage credit markets is a result of the 
regulatory environment in which the mortgage- 
lending institutions operate, President Nixon's 
recent Recommendations for Change in  the 
United States Financial System attempts to 
improve this situation by fundamentally altering 
their regulatory framework. The President rec- 
ommended that thrift institutions be given much 
more flexibility in investing their funds. They 
would be allowed to make a limited number of 
consumer loans, real estate loans under the 

same conditions as commercial banks, con- 
struction loans not tied to permanent financing, 
and community rehabilitation loans. They would 
also be allowed to expand their services to 
depositors by offering Negotiable Order of With- 
drawal (NOW) accounts. The recommendations 
are intended to make these institutions poten- 
tially less susceptible to periods of credit strin- 
gency and to lessen the need for the protection 
offered by interest rate ceilings. Therefore, the 
interest rate ceilings on time and savings de- 
posits at commercial banks and thrift institutions 
would gradually be phased out. 

Mortgage Markets in the 
Long Run 

Since the 19301s, the Federal Government 
has adopted a number of programs in an 
attempt to increase the flow of credit into 
mortgages in the long run. These actions can 
be divided into three broad categories: 

Programs that attempt to make mort- 
gage investment more attractive by reducing 
the risk to the private mortgagee; 

Direct lending and net purchases of 
mortgages by Government and Government- 
sponsored institutions; and 

Tax advantages provided to certain cate- 
gories of investors in mortgages. 

Policies That Reduce Risk: Two risks are 
taken in mortgage investment. First, there is the 
risk that the borrower will default. Second, there 
is the risk that the lender will suffer a capital 
loss if he must sell the mortgage. 

The insurance and guarantee programs of 
the .EtlA, Farmers Home Administration 
( F ~ H A ) ~  and the VA a,llow the mortqage lender 
to acquire protection against losses resulting 
from defaults. ( I nese programs are describe8 
i n i  end of this chapter.) 

By reducing risk, such insurance or guar- 
antee programs induce lenders to invest more 
in the mortgages which benefit from the pro- 
gram. Thus, the reduction of risk enables 
homebuyers to obtain more favorable credit 
terms with federally underwritten mortgages. 

Because FHA, FmHA, and VA serve only 
part of the mortgage market, a large portion of 
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the funds that they attract will be drawn away 
from other parts of the mortgage -market, while 
the rest will be drawn from other security 
markets. In other words, most of the lending 
that is insured or guaranteed does not repre- 
sent new mortgage lending; it only reflects a 
redistribution of funds from conventional mort- 
gages to insured and guaranteed loans. The 
programs, in fact, are explicitly designed to help 
particular groups through this redistribution- 
primarily buyers in the middle and lower income 
groups. 

The FHA and VA have provided other 
benefits to mortgage markets besides making 
the mortgage a more attractive investment. 
These agencies pioneered the use of the long- 
term, low downpayment mortgage and demon- 
strated the usefulness of the instrument. In 
addition, they demonstrated that the provision 
of mortgage insurance for middle income 
groups can be self-f inancing, and thereby 
paved the way for the recent expansion of 
private mortgage insurers. Chart 5 illustrates 
the share of the mortgage insurance market 
covered by private insurers, FHA, and VA. In 
1972, for the first time since the Great Depres- 
sion, private mortgage insurers issued more 
insurance than did either FHA or VA. 

Chart 5 

Market Shares of Mortgage Insurers 
1966-1972 

'Private mor tgage insurers  

Source: Department o f  Housing and Urban Development, 
Nat iona l  Housing Po l icy  Rev iew.  

Another important form of insurance is that 
provided to depositors by the Federal Deposit 
lnsurance Corporation and the Federal Savings 
and Loan Insurance Corporation. These pro- 
grams protect depositors in thrift institutions 
against the possibility that their financial institu- 
tion will experience a rash of defaults and be 
unable to repay their deposits. Hence, because 
deposits in lending institutions become more 
attractive, these institutions have a larger base 
for their lending activities than they would in the 
absence of deposit insurance. 

Even if a mortgage is free of default risk to 
the lender, the mortgage holder accepts the risk 
that he will experience a capital loss when 
interest rates are higher than those prevailing 
when he made the loan. As noted above, 
Government and Government-sponsored insti- 
tutions undertake actions that attempt to stabi- 
lize mortgage flows. These actions tend to 
smooth out shortrun fluctuations in mortgage 
interest rates and, by implication, mortgage 
prices. This reduction in mortgage price varia- 
bility makes mortgages less risky as invest- 
ments. 

Government-sponsored institutions also 
play an important role in broadening the market 
for mortgages; this reduces the risk of capital 
loss on resale. If there is not a well-organized 
marketplace for mortgages with regularly 
quoted prices, a mortgage investor may find 
that he must artificially lower the price to find a 
buyer; this adds to the risk of holding mort- 
gages. If there is a well-organized, deep market 
with quoted prices, the seller may still take a 
capital loss because of a rise in interest rates- 
but at least he knows that his decision to sell 
will not itself drive down the mortgage price 
significantly. 

It is also important that the market be 
national in scope. When local markets are 
isolated from national markets, mortgage lend- 
ers are not able to diversify against local 
recessions. 

The creat ion of the Federal National 
Mortgage Association (FNMA) in the 1930's 
was intended to aid the establishment of a 
deep, national, secondary market for FHA 
mortgages. P,rec'&y -dcf i n e d - , a  seconddry 
market is a resale market where completed 
mortgages are b o u m i a  s o ~ ~ ~ e ~ e " n t  
-6s c r I 5FT S-aTEZT 
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c - 7 4  f l l n d ~  h!l selh& that it still plays an important role in deepening 
bonds and notes, and uses these funds to  the FHA-VA mortgage market and making it 
p u r c h a s e w o r t f o l i q .  The national in scope. Since 1970, it has also had 
pre-1966 FNMA not only purchased but also the authority to buy conventional mortgages, 
sold a relatively large portion of its mortgages although it has continued to concentrate its 
as Table 2 illustrates. But the post-1966 FNMA activity in the FHA-VA market. 
has sold fewer mortgages relative to i ts 
purchases. During the period 1955-1965, the In 1970, the Federal Home Loan Mortgage 
FNMA made net purchases of $3.6 billion, Corporation, owned by The Federal Home Loan 
whereas it made net purchases of $21.3 billion District Banks, was created to broaden the 
during the period 1966-1972. market for conventional mortgages. It has been 

Today, FNMA is the largest single financial working actively to develop a private secondary 
intermediary serving the mortgage market. Its market where investors can meet to buy and 
size is illustrated by the fact that FNMA's sell completed mortgages. To facilitate achieve- 
purchases in 1970 absorbed about a third of all ment of this goal, the Federal Home Loan 
FHA- and VA-backed mortgages that originated Mortgage Corporation has taken a number of 
in that year. Although FNMA has evolved from steps to enhance the attractiveness of mort- 
a pure secondary market institution into a gage instruments and to improve the market in 
financial intermediary, it must be emphasized which they are traded. These steps include: 
- -- - 

Table 2. Federal National Mortgage Association Activity, 1955-1 972 
(Dollars in Millions) 

Mortgage Transactions During Period Mortgage 
- Holdings 

Year Purchases Sales Net (Year-end) 
Purchases 

- -- - 

1955 $86 $0 $86 $86 
1956 5 75 5 570 649 
1957 1,021 3 1,018 1,636 
1958 260 466 -206 1,381 
1959 735 4 731 2,050 
1960 9 80 42 938 2,903 
1961 624 522 102 2,872 
1962 548 39 1 157 2,847 
1963 181 780 - 599 2,062 
1964 198 78 120 1,997 
1965 757 46 71 1 2,520 
1966 2,081 2,081 4,396 
1967 1,400 12 1,388 5,522 
1968 1,944 0 1,944 7,167 
1969 4,121 0 4,121- 10,950 
1970 5,078 0 5,078' 1 5,502 
1971 3,574 336 3,238 17,891 
1972 3,699 21 3 3,486 19,891 

- 

'Less tliarl S500 000 

Nolc All dala adjusled lo exclude speclal asslslance and management and l~qu~dallon luncllons transferred to the Government Nat~onal Mortgage 
Assoc~al~on 111 19G8 

Sot~rce De(~arlnsril ol Houslrlg arld Urban Development Nal~onal Hous~ng Pollcy Rev~ew based on data from the Federal Nal~onal Mortgage Assoclatlon 
- - 



o The development of a standard format 
for mortgage documents that would enable 
private investors to assess easily the quality of 
the mortgages being offered for sale. 

Weekly publication in the Wall Street 
Journal of yields on FHA and conventional 
single family mortgage loans sold in the sec- 
ondary market. 

a The introduction, together with FNMA, of 
a uniform mortgage document for each State in 
an effort to eliminate the different forms used in 
many States. 

a Testing the feasibility of establishing an 
automated trading information system for the 
secondary market for both Government-insured 
or Government-guaranteed securities and con- 
ventional mortgages. Such a system would 
operate along the lines of the over-the-counter 
securities market. Interested market participants 
would have access to a terminal that would 
provide them with the necessary information to 
make a transaction: information such as yields, 
value, maturity, and type and location of the 
property secured by the mortgages being of- 
fered for sale. If a mortgage holder desired to 
sell some of his holdings, he could make the 
offer through this network to potential buyers all 
over the country. Likewise, interested buyers 
could easily find out what mortgages were 
being offered for sale. Such a system would 
facilitate the flow of information and greatly 
improve the secondary market. 

While Government-sponsored institutions 
are playing an important role in perfecting 
mortgage markets, the private secondary mar- 
ket is already quite significant and still growing. 
Approximately 22 percent of the 1971 volume 
of $1 4 billion, and 34 percent of the 1972 
volume of $1 8 billion of private secondary 
mortgage market purchases sf one- to four- 
family home loans represented loans that were 
neither insured nor guaranteed by the Govern- 
ment or a Government-sponsored agency. 
These transactions tooK place primarily be- 
tween mortgage bankers, savings and loan 
associations, mutual savings banks, and life 
insurance companies. 

Direct Lending and Net Purchases of 
Mortgages by Government-Sponsored Insti- 
tutions: With the exception of a small VA 
program, the Government has not engaged in 

direct lending for  mortgage^.^ As shown in 
Table 2, however, FNMA has engaged in 
significant net purchases of mortgages in the 
secondary market since 1966. These are fi- 
nanced primarily by mortgage repayments and 
the issuance of debentures and other obliga- 
tions. 

The effectiveness of net purchases in driv- 
ing down mortgage interest rates is limited in 
the long run. In the short run, FNMA purchases 
unquestionably drive down mortgage interest 
rates and increase the supply of mortgage 
credit. As mortgage interest rates fall, however, 
evidence suggests that other mortgage lenders 
begin to find mortgages less attractive, and 
they begin to shift to other securities. This shift 
occurs with a timelag. In other words, the 
longrun impact of FNMA purchases is less 
significant than the shortrun impact. While 
FNMA attracts funds to mortgages from new 
investors, the effects are likely to be offset 
somewhat in the long run as other sources of 
mortgage funds seek out new investment op- 
por t~n i t ies .~  

The same longrun phenomenon also ap- 
plies to the programs operated by Government 
National Mortaaqe Association and the Farmers 

available for mortgages in the shod-rug. But 
li7ie the t N M A ' s  purchaseprograms, these 
actions tend to reduce the mortgage interest 
rate; thus, in the long run some private lenders 
may shift out of the mortgages and into higher 
yielding securities. 

Tax Advantages: In the past, thrift institu- 
tions were permitted allowances for bad debt 
reserves provided that a certain percentage of 
their investment portfolio was in mortgage in- 
vestments. This undoubtedly increased their 
mortgage lending to levels greater than would 
otherwise occur, and thus imposed downward 

The Farmer's Home Administration temporarily makes a 
direct loan when it originates a mortgage, but notes 
or securities on the loan are soon sold to other 
investors. 

For an analysis of the FNMA's impact on the mortgage 
market, see Dwight M. Jaffee, "An Econometric 
Model of the Mortgage Market," published in Savings 
Deposits, Mortgages, and Housing, edited by Ed- 
ward M. Granlech and Dwight Jaffee, Lexington 
Books, Lexington, Mass.: 1972, p. 171. 



pressures on mortgage interest rates. Again, it 
must be noted that the resulting increase in 
mortgage lending by the thrift institutions cannot 
be considered a net addition to the total supply 
of mortgage funds, since some lenders, without 
the tax advantage, will have been driven out of 
the mortgage market by the slightly lower rates. 
In 1969, this tax advantage was significantly 
decreased, but President Nixon recently pro- 
posed active consideration of a new tax credit 
for all mortgage investors. 

The President's tax proposal would allow 
an individual investor or financial institution a 
tax credit on income earned from mortgage 
investments. The size of the tax credit would 
decline as the portion of mortgages in the 
investor's portfolio declined. The proposal as- 
sumes that by effectively increasing the after- 
tax yield on mortgages, mortgages would be- 
come more attractive investments and lenders 
would be encouraged to increase the supply of 
funds for housing production and homeowner- 
ship. 

The fact that mortgage interest payments 
are deductible from adjusted gross income for 
tax purposes lowers after-tax interest costs to 
borrowers, thereby stimulating the demand for 
mortgage borrowing and increasing the flow of 
mortgage funds. (This deduction was discussed 
in detail in Chapter 2.) 

Mortgage Debt 
Instruments 

The kind of mortgage debt instrument 
agreed upon by the borrower and lender to 
define their contractual agreement is an impor- 
tant element in the process of housing finance. 
The instrument typically defines the method for 
repayment of principal and interest. The bor- 
rower and lender then negotiate such terms as 
the length and size of the loan, and the interest 
rate. Individualized contracts can be negotiated 
without the use of a standard, printed mortgage 
debt instrument, but this procedure-too in- 
volved and costly for most contractual negotia- 
tions-is used only in unusual situations where 
the available standard mortgage debt instru- 
ments fail to provide a contractual arrangement 

that adequately serves the interests of both 
borrower and lender. 

There are certain advantages to limiting the 
number of repayment methods available to 
borrowers and lenders: It is easier for the 
borrower and lender to become familiar with the 
terms and implications of each method; trans- 
action costs are reduced due to the limited 
number of options available; and secondary 
market operations are facilitated where there 
are large volumes of a limited number of 
mortgage types. Uniformity has an important 
effect upon the marketability of financial instru- 
ments; too many variations of mortgages can 
impair the development of the secondary mort- 
gage market. On the other hand, limitations on 
the number of repayment methods limit the 
flexibility of the borrower and lender in finding a 
repayment method that suits their special 
needs. Bv encouraaina the use of- 
rate, fully amortizinq, l e v e l - ~ a m t  mortaaans, 
t-t has sianificantlv limited the 

u 

c h o i c e s -  

Government Restrictions on 
Contracts 

The options available to mortgagors and 
mortgagees are usually restricted by numerous 
State and Federal laws and regulations that 
either require or proscribe certain provisions in 
contracts for mortgage loans. These State and 
Federal restrictions have been promulgated for 
various reasons and objectives; in the aggre- 
gate, however, they reduce the supply and 
demand for mortgage credit by limiting the 
options available to both borrowers and lend- 
ers. 

One of the more obvious restrictions on 
mortgage contracts is the maximum legal inter- 
est rate on the loan as contained in most State 
usury laws. State laws also prescribe the condi- 
tions and procedures for foreclosures. The 
method of repayment also is typically defined or 
restricted by law or regulation. For example, the 
fully amortized mortgage loans made by feder- 
ally chartered savings and loan associations 
cannot have any contractual periodic payment 
exceeding the previous period's contractual 
payment. Therefore, although the Federal 
Home Loan Bank Board's regulations for feder- 
ally chartered savings and loan associations do 



not require equal monthly payments, they do 
prohibit any period of increasing contractual 
periodic payments on fully amortized mortgage 
loans. The above restrictions on contracts con- 
stitute only a partial list, but they are among the 
most important restrictions on the options open 
to borrowers and lenders. 

M~rtgages Payable in Full at Maturity 

Prior to the 1930's, most mortgage loans- 
corporate and Treasury bonds, for example- 
typically were unamortized, with all principal 
being paid at maturity. Th-tritv w$s 
usually between 5 a d  10 v m m  
w m e q u i r e d  to make 5 0 ~ e ~ ~ d _ o w n p a y -  
~KA l a y e  downpayment was required to 
r m 7 h e  loan-to-value ratio to a level consist- 
ent with the nature and risks of this type of 
mortgage loan. 

This arrangement frequently left homeown- 
ers without the necessary funds when the loan 
matured. If the homeowner could not meet the 
lump-sum payment when the loan was due, the 
alternatives were either refinancing or default. 
Refinancing was usual and customary but not 
always available, especially in periods of tight 
credit. 

A variation on the nonamortized loan was 
the use of sinking funds to accumulate the 
funds necessary to retire the debt at maturity. A 
borrower contracted to accumulate funds in a 
savings account by making periodic deposits so 
that the balance would equal the debt at 
maturity. This method closely resembles the 
fully amortized mortgage loan with periodic 
payments; it fell into disuse, however, in favor 
of the direct reduction loan. The direct reduction 
loan is a long-term, fixed-interest-rate, equal- 
monthly-payment, fully amortized loan. The cur- 
rent regulations of the Federal Home Loan 
Bank Board specifically instruct federally char- 
tered savings and loan associations to use the 
direct reduction method, by whic-dic 
Davments are amlied directlv t e t h u & ~  . . 

not to 
0T 

tween nona'mortized and fully amortizedumort- 
gage loans. 

The Current F ~ r m  of the Mortgage 
Loan 

Most home purchases during the past 40 
years have been financed by d i r e m d u c S a n  
I-The monthly paymefits made in direct 
reduction of the principal of the loan and the 
loan's fully amortized nature permit a lower 
downpayment and a longer term to maturity 
than that which prevailed under previous ar- 
rangements. The equal monthly payments also 
make it easy for households to plan their 
monthly budgets. 

The direct reduction loan found its chief 
proponent in the Government during the 1930's 
through the activities of the Federal Housing 
Administration, the Home Owners' Loan Corpo- 
ration, and the Federal Home Loan Bank 
Board's regulation of federally chartered sav- 
ings and loan associations. FHA insurance was 
and remains available only for this type of loan. 
The method has worked well during the past 
four decades, and the Government's initial role 
had the effect of demonstrating the value of the 
instrument. If the method had not worked well, 
its use would not have spread beyond the area 
of Government regulation. 

However, the long-term, fixed-interest-rate, 
equal-monthly-payment, fully amortized mort- 
gage loan may not be the best instrument for 
all housing finance in today's inflationary econ- 
omy. Most of the problems with this instrument 
relate to its requirements for an interest rate 
fixed at the outset for the full term of the 
mortgage and equal monthly payments. The 
alternative mortgage forms presented below 
relax one or both of these requirements in an 
attempt to produce a more flexible mortgage 
debt instrument for certain purposes and under 
certain conditions. 

A difficulty with the fixed interest rate 
requirement is that it creates a problem for thrift 
institutions when market interest rates rise in 
response to unanticipated inflation or a general 
increase in the demand for credit. When market 
interest rates rise sharply, thrift institutions must 
raise their deposit rates to retain their deposi- 
tors' funds. While they must pay higher rates on 
the entire amount of their borrowed funds, they 
receive higher rates only on their new loans. 
Consequently, they become tied to a low-yield 
portfolio while paying high rates for deposits. If 



market interest rates rise sharply, the savings 
and loan industry is threatened with a serious 
decline in its net return. If market rates fall 
sharply, the above sequence is reversed some- 
what but limited by the borrower's right to 
refinance the loan after paying required prepay- 
ment penalties. 

The requirement for equal payments may 
work hardships on certain classes of borrowers. 
First, the requirement for equal monthly pay- 
ments is a burden on younger borrowers whose 
incomes are expected to rise during the life of 
the loan. Because the earlier payments take a 
much larger portion of their disposable income 
than do later payments, young households with 
fixed payment mortgages may have to post- 
pone homeownership until their current income 
rises by an amount which adequately covers 
the fixed mortgage payments. As will be shown 
later in this section, there are alternative mort- 
gage instruments whose repayment schedules 
better correspond to an individual's expected 
rate of future income. 

A second problem with the fixed-interest- 
rate, equal-payment requirement is that it cre- 
ates problems for the borrower when inflation 
threatens. The lender demands that a premium 
be built into the interest rate to protect himself 
against inflation; this raises monthly payments 
immediately, whereas the borrower's money 
income is raised by inflation only gradually over 
the life of the mortgage. 

In summary, the mortgage loan instrument 
in general use today was a major innovation of 
the 1930's that has served both borrower and 
lender for the past 40 years. However, it is not 
the only way to finance housing, and in many 
instances it may not be the best way: no one 
financial instrument is best for all transactions 
and conditions. Other instruments are available 
that offer more flexibility and might improve the 
efficiency of mortgage markets. 

Alternative Mortgage Forms 

Numerous alternative mortgage debt instru- 
ments are possible, and a few basic forms are 
briefly described below. Actually, there are as 
many possible instruments as there are ways to 
vary the manner of repayment of principal and 
interest, and some of these possibilities have 
already found their way into use. The main 

point to be made is that there are alternatives 
available to the mortgage loan instrument cur- 
rently in general use, each with its own advan- 
tages and disadvantages. 

Variable-Rate Mortgages 

Variable-rate mortgages5 replace the 
standard fixed mortgage rate with a flexible one 
related to prevailing market interest rates. In 
other words, the rate on the mortgage loan 
changes as market interest rates change. Ac- 
tually, the variable-rate mortgage may be 
viewed as a sequence of refinanced short-term 
loans. In order to avoid the costs of constantly 
being involved in negotiations, the borrower and 
lender agree to accept an automatically deter- 
mined rate tied by some formula to one or more 
interest rates. As a practical matter, the bor- 
rower and lender also agree to disregard insig- 
nificant changes in market rates, and the rates 
on variable-rate mortgage loans change only 
with important changes in market rates of 
interest. 

There are three kinds of variable-rate mort- 
gages. One form uses a fixed term to maturity 
and varies the monthly payments to reflect 
changes in the mortgage rate. A second form 
uses equal monthly payments and increases or 
decreases the term to maturity as interest rates 
rise or fall. The third form is a hybrid that varies 
the payments or the term to maturity, or both 
simultaneously, to reflect changes in interest 
rates. 

A basic advantage of variable-payment 
mortgages is that they allow mortgage lenders 
to keep their deposit rates competitive with 
market rates and to maintain the share of 
mortgages in the aggregate supply of credit at 
all times. As a result, borrowers and homebuild- 
ers have a better chance to obtain credit during 
periods of rising interest rates. In addition, by 
reducing the risks associated with fixed-rate 
contracting over long periods of time, a lower 
average expected cost of borrowing on larger 
volume may be attained. Theory and empirical 
evidence both indicate that variable-rate mort- 

For a study of this topic, see George von Furstenberg, 
The Economics of Mortgages with Variable Interest 
Rates, Federal Home Loan Mortgage Corporation, 
Monograph No. 2,  Washington, 1973. 



gages have a lower average interest rate than 
fixed-rate mortgages. 

A disadvantage of the variable-payment 
form is that a substantial rise in interest rates 
could find some borrowers hard-pressed to 
meet their payments, and this could lead to 
some increase in default rates. The variable 
term form does not have this disadvantage. 

Variable-rate mortgages are used widely in 
such developed countries as Britain, France, 
Germany, Italy, Sweden, Australia, and the 
Union of South Africa. In addition, experience 
has shown that both fixed-rate and variable-rate 
instruments coexist where both are available. In 
the United States, the Federal Home Loan 
Bank Board regulations do not permit the use 
of the pure variable-payment form of the varia- 
ble-rate mortgage by federally chartered sav- 
ings and loan associations. 

Interest-Only Mortgages 

In one version of the interest-only mort- 
gage, the borrower pays only the interest on 
outstanding principal during the early years of 
the loan. Another version entails early pay- 
ments that do not even cover the full interest 
costs on the unpaid principal. In either case, 
payments are lower in the initial years and 
increase when both interest and principal are 
paid during later years. 

A 30-year loan of $20,000 at 7.75 percent 
requires equal monthly payments of $143.29 
under the currently predominant direct reduction 
method. A loan of the same size, maturity, and 
interest rate-entailing the payment of the full 
interest only during the first 5 years and direct 
reduction with equal monthly payments there- 
after-requires equal monthly payments of 
$129.17 for the first 5 years and $151.07 for 
the remaining 25 years. Actually, it is not 
necessary to switch at some point to an equal- 
monthly-payment, direct-reduction loan; inter- 
est-only could be paid on the first payment or 
payments and after some point the repayment 
of principal could be phased in slowly. 

Interest-only loans are riskier for lenders 
because no principal is initially repaid; the risk 
is further increased when the initial payments 
do not cover even the full interest costs on the 
unpaid principal. The advantage to young bor- 
rowers is that the payment rate is lower in 

earlier years when their incomes are also likely 
to be lower. The lender, however, might require 
a larger downpayment to cover the greater risk 
associated with the slow buildup in equity, and 
the advantages of the interest-only loan to the 
borrower might be thereby reduced. 

Mortgage Payments Related to the 
Borrower's Income 

This instrument is a fixed-rate, variable- 
monthly-payment, fully amortized mortgage that 
has its monthly payments tied directly to the 
borrower's income over the period of the loan. 
This type of loan utilizes a fixed interest rate 
with variable monthly payments and requires 
the borrower to commit himself to make 
monthly payments based on a mutually deter- 
mined percentage of his monthly income. The 
term to maturity is varied as the monthly 
payments vary. 

In order to protect the lender, there is a 
need to set limits on the minimum amount of 
the monthly payments and on the degree of 
forbearance that he must show. As in the case 
of variable-rate mortgages, the borrower and 
lender agree to ignore all but large or long-term 
changes in the borrower's income, since this 
would reduce administrative costs. 

The income-related mortgage is not availa- 
ble for use by federally chartered savings and 
loan associations because Federal Home Loan 
Bank Board regulations now require that no 
monthly payment exceed a previous payment. 

Private and 
Governmental 
Participants in Housing 
Finance 

This section provides a detailed description 
of the various housing finance participants. The 
discussion is divided into three major segments: 
Private sector primary lenders and originators 
of mortgages; Government-sponsored mortgage 
market support institutions; and public and 
private insurers and guarantors of mortgages. 
The discussion of each participant includes its 
purpose, regulation, authority, and limitations; 



its market share; and the segments of the 
market to which the participant caters. 

Private Sector Primary Lenders and 
Originators of Mortgages 

This section describes the activities of the 
private financial intermediaries serving as con- 
duits for funds flowing from the saver to the 
purchaser of housing. 

Savings and Loan Associations: The 
primary role of savings and loan associations is 
the pooling of savings funds for investment in 
residential mortgages. They are the largest 
source of conventional mortgage funds for both 
single family and multifamily housing. They now 
hold more than $260 billion in assets and they 
initiated about 55 percent of home mortgage 
loans made in 1972. 

More than 75 percent of the savings and 
loan-associations' assets are ~ n i  
m%rtaaaes. Other tvues of loans are made for 
com&&ciai proper&, land development, con- 
struction, and 'mot;ile homes.   he greatest 
portion of mortgages held (87 percent at the 
end of May 1973) are conventional; the rest are 
FHA and VA mortgages. The high percentage 
of mortgages in the portfolios of savings and 
loan associations is due primarily to their his- 
tory and experience as specialists in housing 
finance and the favorable tax treatment they 
receive for holding mortgages. 

Organizationally, savings and loan associa- 
tions fall into two categories: Stock and mutual. 
Stock associations are privately owned; they 
operate in a manner similar to that of a 
corporation. In mutual associations, the equity 
is owned by the depositors, who share in the 
association's gross income. Most associations, 
and all federally chartered associations, are 
mutual institutions. 

Savings and loan associations can be 
either State or federally chartered. Federally 
chartered associations are required to be mem- 
bers of both the Federal Home Loan Bank 
System and the Federal Savings and Loan 
lnsurance Corporations. In addition to being 
regulated by these two agencies, federally 
chartered associations must operate within the 
confines of State statutes and their charters. 

The major Federal Home Loan Bank Board 

requirements include: (a) economically sound 
mortgage loan policies; (b) a minimum propor- 
tion of assets (currently set at 5.5 percent of 
savings accounts and short-term borrowed 
funds) in either cash or United States Govern- 
ment securities; (c) limitations on mortgage 
loans such as the dollar amount per housing 
unit, maximum loan-to-value ratios and maturi- 
ties, and specific lending areas; and (d) a 
ceiling on deposit rates, depending on the size 
and term of deposit. 

Although the interest rate that federally 
chartered associations can offer on their depos- 
its is limited by the deposit rate ceiling set by 
the Federal Home Loan Bank Board, their 
ability to compete for deposits is enhanced by 
their authority to offer higher interest rates on 
savings accounts than can commercial banks. 
The current interest rate ceiling on savings and 
loan passbook accounts is 25 basis points 
above the passbook rate at commercial banks. 

All federally chartered savings and loan 
associations must be insured, but State char- 
tered savings and loan associations may be 
insured or uninsured. The uninsured State 
associations are subject primarily to State stat- 
utes and are regulated by State banking agen- 
cies. State associations may choose to become 
members of the Federal Savings and Loan 
lnsurance Corporation, in which case they are 
required to be members of the Federal Home 
Loan Bank Board. Thus, they are regulated by 
those two Federal agencies and by their State 
banking agency. Some States have set up 
insurance agencies similar to the Federal Sav- 
ings and Loan lnsurance Corporation as an 
alternative method of deposit insurance. 

Mutual Savings Banks: Mutual savings 
banks are thrift institutions that intermediate 
between savers and borrowers. Total savings 
bank resources now exceed $100 billion. 81; 
most all of these t u n d s d ~ ~ -  - 
7-~ercent of which a& 
mortaaaes. 

Unlike savings and loan associations, 
which can be either State or federally char- 
tered, subgshanks  are State chadered only, 
Although they are primarily home mor tgxe  
lenders, they tend to have fewer restrictions on 
their investment policies than do savings and 
loan associations. As mutual organizations, 



they are owned and operated for the benefit of 
their depositors, who receive a portion of the 
gross earnings as interest or dividends on 
deposits. The majority of savings banks are in 
the northeast, but some of the larger banks 
have member-owned companies in other parts 
of the country to assist them in mortgage 
acquisition and servicing. 

Mutual savings bank investments in mort- 
gages has been encouraged by the T m e f o r m  

1 9 6 9 , ~ , h k h  gavepreferential tax treat- 
& t e e a r m s  derived from mor&ige i n v s -  
ments. 

$ a L L n ~ - d ~ & - f  
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G i r t -  
gages in 197lLHowever, the expansion of 
private mortgage insurance companies and the 
concomitant decline in the importance of FHA 
have led to an increase in privately insured 
conventional mortgage lending by savings 
banks in relation to FHA mortgages. 

Savings banks often acquire mortgages as 
a result of commitments made to mortgage 
bankers. Mortgage bankers originate the loans 
and sell them to savings banks, sometimes 
retaining the servicing function. In recent years, 
nearly one-third of all residential mortgage 
acquisitions by savings banks have been ob- 
tained through mortgage bankers. 

Most savings banks are insured by the 
Federal Savings and Loan lnsurance Corpora- 
tion or by the Federal Deposit lnsurance Corpo- 
ration. Those belonging to the Federal Home 
Loan Bank System have access to Federal 
Home Loan Bank credit facilities and are sub- 
ject to the system's regulations and deposit rate 
ceilings. 

Commercial Banks: In recent years, com- 
mercial banks have increased their activity in 
the field of mortgage finance. Due to the nature 
of their liabilities-mainly demand, rather than 
time deposits-they had primarily restricted 
themselves, until the 19601s, more to short-term 
investments than to such long-term investments 
as mortgages. Growth and expansion of time 
deposits in the form of savings and certificates 
of deposit, and activities relating to trusteeship 
of pension funds, have allowed banks to partici- 
pate increasingly in mortgage investments. 

Mortgage investment by commercial banks 

accounted for only about 31 percent of the 
dollar volume of their time and savings depos- 
its; about 90 percent of their gross mortgage 
acquisitions in 1972 were in conventional mort- 
gage loans. Commercial banks generally keep 
their real estate lending to a minimum because 
of alternative lending opportunities and a desire 
to maintain liquidity. Many commercial banks 
invest in long-term mortgages as a personal 
service to their customers, although some com- 
mercial banks in fact specialize in mortgages. - - 
On the a v e r - a ~ m . r ~ l  banks recjuffi 
Ewer  Ean-to-lue ratios and shorter maturities 
- m 6 0 t h F  -- m o r D  
m s  . 
sB;- 

In addition to their long-term mortgage 
lending, commercial banks are quite active in 
the field of construction and development loans. 
The shorter maturity of these loans is geared 
more to the banks' liquidity requirements and 
fund availability than is mortgage lending, and 
the yields on construction loans are more 
attractive. 

Commercial banks sometimes sell their 
mortgages (primarily single-family) to secondary 
market investors while retaining the servicing 
function. Some of the larger banks have also 
bought blocks of FHA and VA mortgages in the 
secondary market. Their involvement in making 
warehousing loans (loans to finance future 
mortgage activity) to mortgage companies and 
other lenders also directly supplements the 
availability of mortgage funds. 

Bank regulation is either under national or 
State supervision, depending on the charter. 
National banks are allowed to invest the greater 
of 70 percent of their total time deposits, or 100 
percent of their capital or surplus funds, in 
mortgage loans other than VA or FHA loans. 
Mortgage loans must constitute the first lien 
and be fully amortized by term. Mortgage loan 
terms allow up to 90 percent loan-to-value ratio 
if the maturity date is not more than 30 years. 
State banks are supervised by State banking 
departments or agencies that generally allow 
more liberal mortgage lending terms. 

Life lnsurance Companies: The general 
insurance function of life insurance companies 
creates a steady and sizable inflow of funds 
with a steady but relatively small and predict- 
able outflow, leaving large sums continually 



available for long-range investment. The invest- 
ment pattern for these funds is based primarily 
upon return; as a result, mortgages must com- 
pete with other financial assets for life insur- 
ance companies' funds. 

Life insurance companies' activity in mort- 
gage lending has decreased over the last 20 
years a-lxitedu funds toward 
corporate debt and equity holdings. In 1950, life 
insurance companies held aboul 19 percent of 
the stock of single-family mortgages, but this 
decreased to only about 6 percent in 1972. 
Multifamily holdings have remained about the 
same, with life insurance companies accounting 
for about 28 percent of the market at the end of 
1972. As a percentage of total mortgages held 
in life insurance companies' asset portfolios, 
one- to four-family mortgages accounted for 53 
percent of such holdings in 1950, but this 
declined to 29 percent in 1972. 

Life insurance companies may be stock or 
mutual in organization. Most are stock compa- 
nies, but mutual companies have about two- 
thirds of the assets of all U.S. life insurance 
companies. All are State chartered, and regu- 
lated by the legislation of their home States and 
of those States in which they operate. State 
regulations pertinent to the mortgage market 
include limitations on real estate and mortgage 
loan investments-New York's limitation, for 
example, is 50 percent-as well as on stock 
and bond purchases. They have authority to 
purchase real estate as well as to invest in 
single and multifamily mortgages, and have 
tended to become more active in modern real 
estate financing methods such as sale-lease- 
backs, joint ventures, etc. 

State regulations also include maximum 
loan-to-value ratios (generally 66% to 75 per- 
cent) and types of loans. FHA and VA loans 
are exempt from the loan-to-value regulations, 
however, and follow FHA and VA regulations. 

The predictability of funds and low liquidity 
requirements enable life insurance companies 
to commit large sums for purchases of pools of 
single-family mortgages, multifamily and com- 
mercial mortgages, and income-producing prop- 
erty. Their single-family lending primarily takes 
the form of bulk purchases from mortgage 
banking companies. Because of the lower yield 
on single-family mortgages, however, the trend 

is toward reduction of single-family loans in 
favor of other investments. 

Mortgage Banking Companies: The mort- 
gage banking industry originated with the need 
of a mortgage brokerage operation to act as 
intermediary between lenders and home buyers 
and builders. The largest part of their business 
has traditionally involved the origination of FHA 
and VA mortgage loans for sale to institutional 
investors. But because of the recent growth of 
private mortgage insurance companies, mort- 
gage bankers are increasingly expanding their 
activities into the field of conventional mort- 
gages. Corporate capital and warehousing 
loans (short-term loans, usually from commer- 
cial banks, which finance mortgages held in 
preparations for sale to permanent investors) 
serve to finance the mortgage companies' loan 
origination and liquidity position. 

Mortgage bankers today service more than 
$100 billion in mortgages; they closed about 12 
percent of all mortgages closed in 1972. The 
rapid growth of mortgage banking since World 
War II is related to the enthusiastic response to 
the FHA and VA programs. These Federal 
programs, coupled with the mortgage bankers' 
secondary function of document inspection and 
servicing of the purchased loans, created a 
relatively easy and safe investment in mort- 
gages for large investors. 

A further function of the mortgage banking 
company is to channel mortgage capital from 
capital-abundant areas to home buyers in capi- 
tal-deficient areas. 

Mortgage companies are corporations, and 
as such are subject to State corporate laws and 
regulations. A recent trend is for mortgage 
companies to become affiliated with large finan- 
cial institutions, such as bank holding compa- 
nies. 

Federal and State supervision of mortgage 
banking has been minimal. Lately, however, 
States have begun to adopt licensing laws for 
mortgage companies. Mortgage bankers deal- 
ing in FHA loans must be approved by FHA 
and are subject to periodic examination and 
audit by FHA as to adequate capitalization and 
ability to service their loans. While there are no 
provisions in the law for VA to approve lenders, 
VA regulations serve to insure that each lender 



must demonstrate the ability to service loans 
and exercise proper credit judgment. 

Mortgage bankers operate by soliciting 
commitments from large institutions for large 
blocks of single-family loans and multifamily 
loans. Income is drawn directly from borrower 
fees, from servicing fees, and sometimes from 
sales of loans; and indirectly from large escrow 
deposits (used as compensating balances for 
bank lines of credit and warehousing loans). 
Other income may be drawn from sideline 
activities such as land development and con- 
struction loans, standby commitments, and new 
cities development. 

Loans originate from home or branch off- 
ices, real estate brokers and builders, and in 
some cases through mortgage brokers and 
independent solicitors. On the sales side, the 
FNMA is one of the largest purchasers of 
mortgage company-initiated loans, while GNMA 
has had a great influence over mortgage banks' 
operations through use of its mortgage-backed 
security program. (For details, see FNMA, 
GNMA below.) 

lnvestment Trusts: Real Estate Invest- 
ment Trusts and Mortgage lnvestment Trusts 
act as financial intermediaries by issuing equity, 
debentures, and commercial paper, and borrow- 
ing with short-term loans to attract funds for 
investment in real estate. Real Estate Invest- 
ment Trusts pay corporate income tax only on 
their retained earnings, provided that 75 per- 
cent of their income is derived from real estate 
and 90 percent of their profits is distributed to 
the shareholders. 

There are basically two types of trusts: 
Equity trusts and mortgage trusts. Equity trusts 
buy existing office buildings and other income- 
producing property. Most of the early trusts 
were of the equity type and tended to have only 
a modest earnings record. 

Mortgage trusts, however, have made ex- 
cellent earnings in recent years; most of the 
newer trusts have been of this type.6 Rather 
than buying property directly, mortgage trusts 
invest primarily in construction and develop- 
ment loans and long-term mortgages. 

Peter A. Schulkin, "Recent Developments in the Real 
Estate lnvestment Trusts Industry," Federal Home 
Loan Bank Board Journal, VI, February, 1973, p. 11 .  

The greatest impact of Real Estate Invest- 
ment Trusts on housing finance has been in the 
provision of apartment house construction and 
development loans. Mortgage lnvestment 
Trusts now account for more than 25 percent of 
apartment construction loans, making them the 
third largest construction and development 
lender after commercial banks and savings and 
loan associations. In other areas, such as the 
provision of one- to four-family construction 
loans, Mortgage lnvestment Trusts account for 
only 5 percent of the market; Real Estate 
lnvestment trusts account for less than 1 per- 
cent of all long-term loans made. 

Pension Funds: Due to their tremendous 
growth over the last 50 years, pension funds 
represent perhaps the largest untapped poten- 
tial for mortgage investment in the United 
States. Private noninsured pension assets cur- 
rently total more than $116 billion, and State 
and local retirement fund assets amount to 
another $74 billion. Most fund administrators 
have shunned mortgage investment for several 
reasons, among them low relative yields, a lack 
of knowledge or expertise in real estate invest- 
ment, and a desire to avoid the investigatory 
and administrative problems of mortgage in- 
vestment. Pension funds, however, have re- 
cently expressed some interest in multifamily 
and commercial mortgages which usually offer 
higher yields than single-family residential mort- 
gages. Purchase-ieasebacks seem to be the 
preferred real estate investment by pension 
funds; yield is usually 150 basis points above 
the first mortgage rate plus a share of the 
increase in gross receipts of the property. 

Current mortgage investment from pension 
funds is small (9 percent of total assets for 
State and local government pension funds 
combined, and 2.5 percent for all noninsured 
pension funds), but very recently the Govern- 
ment National Mortgage Association has had 
some success in attracting them to mortgage- 
backed securities that do not require pension 
funds to develop facilities and staff for mort- 
gage portfolio administration. But until pension 
funds develop facilities and staff for mortgage 
portfolio administration, and until mortgages can 
compete viably with all other higher yielding 
investment alternatives, it is not likely that 
pension fund involvement in direct mortgage 



investment will be substantial. On the other 
hand, mortgage-backed bonds eventually may 
be more successful in attracting pension funds 
to mortgages indirectly. 

Service Corporations: A 1964 amend- 
ment to the Home Owners Loan Corporation 
Act permitted savings and loan associations to 
form an organization called a service corpora- 
tion, which resembles a Real Estate Investment 
Trust. There are two types of service corpora- 
tions that can be formed. A type "A" service 
corporation is a statewide organization in which 
all eligible associations in the State may invest. 
An association may invest 1 percent of its total 
assets in the capital stock, obligations, or other 
securities of the corporation. The service corpo- 
ration can then balance the associations' in- 
vestment with debt capital from other sources. 
A type "B-1" corporation (owned by five or 
more associations) may borrow an amount 
equal to 4 percent of the assets of the holders 
of the capital stock in secured debt and up to 2 
percent of such assets in unsecured debt. 

A type "B-2" corporation may be owned by 
only a limited number (less than five) associa- 
tions and is permitted to borrow unsecured debt 
in an amount equal to the holders' investment 
in the corporation's stock, obligations, or other 
securities, and borrow security debt up to four 
times the total of such investments by the 
associations. 

The funds may be used for (1) the origina- 
tion, purchasing, selling, contracting, and ware- 
housing of first mortgages; (2) the acquisition of 
unimproved real estate and its development 
and subdivision for sale or rental; (3) the 
acquisition of improved real estate to be held 
for rental; (4) the acquisition of improved real 
estate and its remodeling or renovation for sale 
or rental; and (5) joint ventures in any of the 
above activities. 

Although the Home Owners Loan Corpora- 
tion Act permitted the formation of service 
corporations, most savings and loan associa- 
tions expressed little interest in them because 
of the restrictive nature of Federal Home Loan 
Bank Board's interpretation of the act. In 1970, 
however, the Federal Home Loan Bank Board 
relaxed its interpretation of the act, with the 
result that savings and loan associations' inter- 
est in such corporations has increased consid- 

erably. Only 86 service corporations were oper- 
ating in October 1970; the number grew to 
more than 900 by the end of 1972.7 

Government-Sponsored Mortgage 
Market Support Institutions 

Since the 1930Js, the Government has 
established or sponsored a number of institu- 
tions designed to facilitate the financing of 
residential housing, enhance the liquidity of the 
mortgage market, and provide direct support to 
selected types of mortgages. This section de- 
scribes the structure and operations of Govern- 
ment-sponsored mortgage market support insti- 
tutions that provide "second layer" support to 
the private mortgage lenders discussed in the 
preceding section. 

The Federal Home Loan Bank System: 
The Federal Home Loan Bank System's main 
function is that of a central credit facility to 
supplement the resources of its member ~nst~tu- 
~ t r o n ~ , T s a v i n g s a n a l o a n t  
was cre-mm! i o a n T m k  
Act in July 1932 and was modeled after the 
Federal Reserve System. The Nation was parti- 
tioned into 12 districts, each with its own 
Federal Home Loan Bank to provide services to 
its member institutions. The System is super- 
vised by the Federal Home Loan Bank Board. 
The Board consists of three members ap- 
pointed by the President with the advice and 
consent of the Senate. Chart 6 provides an 
overview of the Federal Home Loan Bank 
System. 

The Federal Home Loan Bank System 
extends credit in the form of advances to its 
mortgage-lending member institutions. An ad- 
vance is a loan of funds, usually secured by 
collateral in the form of mortgages. Federal 
Home Loan Bank Board regulations set the 
maximum amount that any member of the 
Federal Home Loan Bank System may borrow 
at 50 percent of its total savings balances 
unless the Board specifically authorizes an 
exception. 

The two major categories of advances are 
short-term and long-term advances. Short-term 

Durand A. Holladay, "Working with REIT's in Commercial 
Lending," Federal Home Loan Bank Board Journal, 
VI, March, 1973, p. 26. 
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advances have maturities ranging up to 12 
months and typically are made to cover unu- 
sually large deposit withdrawals. Long-term ad- 
vances may run as long as 10 years and are 
made for the purpose of loan expansion. 

The rationale for the System's advances 
may be summarized as follows: 

Advances serve as a source of funds to 
meet heavy or unusual net withdrawal demands 
on the deposits of member institutions. 

e Advances supply funds to smooth the 
differences between the seasonal savings in- 
flows to member institutions and the closing of 
construction and home-purchase loans. 

Advances supplement local resources in 
capital deficit areas by helping to move funds to 
these areas from capital surplus areas. 

Advances link mortgage-lending member 
institutions to the Nation's capital markets by 
the issuance of the System's consolidated obli- 
gation in large denominations for sale to individ- 
ual investors and financial institutions. 

e Advances stabilize residential construc- 
tion and financing in periods when monetary or 
financial conditions reduce the volume of mort- 
gage lending. 

Most funds for the Federal Home Loan 
Bank System come from the sale of district 
Federal Home Loan Bank stock to member 

Chart 6 

The Federal Home Loan Bank System 

Savings and Loan 
Insurance Corporatio 

Member institutions, 
as of June 1973 

Federal Home Loan Banks 
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Cincinnati 
Indianapolis 

Boston --- 
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2,292 State-chartered savings and loan associations Des Moines 
Little Rock 

48 Mutual savings banks Topeka 

2 Life insurance companies 
San Francisco 
Seattle 

Source: Depar tment  o f  Housing and Urban Development,  Nat iona l  Housing Po l icy  Review, based o n  data 
f r o m  the  Fedel-al H o m e  Loan  Bank Board. 
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institutions; the retained earnings of the banks; 
the deposits of member institutions kept at the 
banks; and the funds obtained from the sale of 
debentures known as consolidated obligations. 
Consolidated obligations are sold in the Na- 
tion's capital markets and are the System's 
most important source of funds. 

Up until the mid-19601s, the Board's policy 
was designed to promote housing construction 
through increases in expansionary advances. 
Since then, having found itself with resources 
inadequate to moderate the effects of the tight 
credit situation in 1966 on mortgage-lending 
institutions, the Board changed its policy on 
advances to bring a countercyclical policy into 
effect. When monetary conditions were easy 
and mortgage funds were plentiful, district 
banks were directed to conserve their re- 
sources for periods of tight money when mem- 
ber institutions had difficulty attracting loanable 
funds. The Board changed its policy on ad- 
vances again in the late 1960's from a counter- 
cyclical policy to the goal of sustaining a high 
rate of residential construction. To implement 
this policy, the Board began to encourage 
expansionary advances. This policy resulted in 
an increase in the aggregate value of outstand- 
ing long-term advances from $392 million in 
1968 to $5 billion by the end of 1972.% 

In addition to its role as a central credit 
facility, the Board also supervises the Federal 
Savings and Loan Insurance Corporation, which 
insures savings deposits up to $20,000 and 
regulates the lending activities of the member 
institutions. Members of the Federal Home 
Loan Bank System are subject to guidelines 
from the Federal Home Loan Bank Board such 
as liquidity ratios, types of mortgages, loan-to- 
value ratios, and the maximum amount of a 
loan. In January 1973, the Board changed its 
regulations to allow member institutions to issue 
subordinated debt in an amount of up to 50 
percent of the member's net worth. 

Federal National Mortgage Association: 
The Federal National Mortgage Association 
(FNMA) was chartered and organized in 1938 
by the Federal Housing Administration to pro- 
vide secondary market support for the new FHA 
mortgages. During its first decade of operation, 

the FNMA bought FHA mortgages when mort- 
gage funds were scarce and sold mortgages 
when wartime conditions led to an abundance 
of loanable funds while investment outlets were 
restricted. In 1948, the FNMA was authorized to 
purchase VA mortgages. Although the Emer- 
gency Home Finance Act of 1970 gave the 
FNMA the authority to purchase conventional 
mortgages, actual purchases did not begin until 
February 1972, so virtually all its activity has 
been in the area of Government-insured or 
Government-guaranteed mortgages. Conven- 
tional mortgages accounted for only 1 percent 
of its mortgage portfolio at the end of 1972.9 
However, the FNMA has recently increased its 
purchases of conventional mortgages. 

Over the years, the FNMA has used its 
resources to support a variety of Government 
housing programs. This role was changed by 
the Housing and Urban Development Act of 
1968, which divided the "old" FNMA into two 
corporate entities: the "new" FNMA, privately 
owned and retaining the secondary market 
function, and the Government National Mort- 
gage Association, an agency within the Depart- 
ment of Housing and Urban Development, 
which assumed the functions of special assist- 
ance, management, and liquidation. 

Although the FNMA is now privately 
owned, the President of the United States 
appoints five of its 15 directors. The Secretary 
of HUD has general regulatory responsibility 
over the corporation. Within statutory guide- 
lines, the Secretary of HUD (1) sets FNMA's 
debt ceiling and the ratio of debt to capital, (2) 
sets the maximum rate for its cash dividends, 
and (3) approves the issuance of all its stock, 
obligations, and other securities. The Secretary 
of the Treasury must approve all debt issues, 
including the terms and conditions of sale, in 
order to assure coordination with Treasury debt 
operations. 

The FNMA's basic function is to maintain a 
secondary market facility for residential mort- 
gages by buying and selling mortgages. The 
price at which FNMA issues commitments to 
purchase mortgages is determined by the Free 
Market System auction procedure, under which 
commitments for the purchase of mortgages 
are offered on a competitive basis. 

Federal Home Loan Bank Board, Selected Balance Sheet 
Data, July 1973. 

Department of Housing and Urban Development, Survey 
of Mortgage Lending Activity. 



The sellers of mortgages to the FNMA 
include mortgage companies, commercial 
banks, savings and loan associations, mutual 
savings banks, and others. During 1972, mort- 
gage companies accounted for 76 percent of 
the mortgages purchased by the FNMA; banks 
and trusts accounted for 14 percent; the re- 
mainder was purchased from savings and loan 
associations, life insurance companies, the 
GNMA, and other lenders. Sellers must meet 
and maintain FNMA standards; most of them 
also have FHA approval. Normally, FNMA sell- 
ers retain the servicing of the loans. 

Funds for mortgage purchases and opera- 
tions are obtained from mortgage repayments; 
sale of debentures, notes, and other obliga- 
tions; commitment fees; proceeds from mort- 
gage sales; and the differential between interest 
income and borrowing costs. All sellers of 
mortgages to the FNMA are required by law to 
hold common stock of an amount equal to 0.25 
percent of the unpaid principal amount of 
mortgages and loans purchased or to be pur- 
chased by the FNMA from such sellers. All 
servicers of one- to four-family home mortgages 
for the FNMA are required to hold varying 
percentages of common stock in the unpaid 
principal amount of mortgages serviced by the 
FNMA. 

The Farmers Home Administration: The 
purpose of the Farmers Home Administration is 
to administer the farm credit and rural housing 
programs authorized by three principal statutes, 
as amended: Title V of the Housing Act of 
1949; the Consolidated Farm and Rural Devel- 
opment Act of 1972; and Part A, Title Ill of the 
Economic Opportunity Act of 1964. The finan- 
cial assistance authorized by these laws is 
offered to farmers and residents of rural areas 
in the form of direct loans, insured loans, and 
grants. The funds for loans and grants made by 
the Farmers Home Administration are obtained 
from three sources: annual appropriations by 
Congress, loans from the United States Treas- 
ury, and private lenders who supply funds for 
loans insured by the agency. Most loans are 
now made on an insured basis and utilize funds 
borrowed from private lenders rather than the 
United States Treasury. 

The Farmers Home Administration entered 
the area of housing finance by making direct 

loans to owners of farms under the authority of 
the Housing Act of 1949. In 1961, the direct 
housing loans were extended to other residents 
in rural areas. Virtually all of the housing 
finance furnished by the Farmers Home Admin- 
istration was in the form of direct loans financed 
by borrowing from the U.S. Treasury, until the 
creation of the Rural Housing Insurance Fund 
in 1965 allowed this agency to expand its 
operations significantly by switching from direct 
to insured loans. 

The direct loan programs were restricted 
by the need to borrow funds from the Treasury, 
because the use of Treasury funds required the 
inclusion of the amount of the direct loans in 
the national debt and the budget. The insured 
loan program allowed the Farmers Home Ad- 
ministration to finance rural housing loans 
through a revolving fund. A loan is made 
initially with funds obtained from the revolving 
fund, and then the loan is sold to a private 
investor under an insurance agreement. Today 
the majority of loans are sold in "blocks" in the 
capital market. This method of insuring and 
selling loans provides that most outstanding 
insured loans do not have to be included in the 
budget or entered into the national debt. 

The basic loan program of the Farmers 
Home Administration provides for the insurance 
of housing loans to residents of rural areas with 
or without interest rate "credits." In August 
1973, the maximum interest rate on such loans 
was 7.75 percent; that rate could be reduced to 
as low as 1 percent, based upon the borrower's 
ability to pay as determined by the Secretary of 
Agriculture. These loans enable rural residents 
to obtain decent, safe, sanitary, modest housing 
at reasonable rates. The income level of the 
applicant determines the maximum amount of 
the loan, and the program is limited to low and 
moderate income families. The losses incurred 
by the interest rate subsidies are financed from 
general tax revenues. 

At the end of 1972, the Farmers Home 
Administration was servicing $5.3 billion in 
outstanding residential mortgage debt. About 
$4.9 billion of this debt was financed by sales 
of Farmers Home Administration's insured 
notes, which bear the full faith and credit of the 
United States. 

The Administrator of the Farmers Home 
Administration is appointed by the President. 



The agency maintains 42 State offices serving 
the 50 States, Puerto Rico, and the Virgin 
Islands, and 1,723 county offices. Each county 
office is under the direction of a county supervi- 
sor and all are located to serve every agricul- 
tural county. Local citizens participate in Farm- 
ers Home Administration programs in the farm 
county committees. Each committee consists of 
three people appointed to assist in the adminis- 
tration of the programs. 

Government National Mortgage Associa- 
tion: The Government National Mortgage Asso- 
ciation (GNMA) was created in 1968 to assume 
responsibility for the special assistance and 
management and liquidation functions of the 
"old" FNMA. The GNMA is a wholly owned 
corporate instrumentality of the U.S. Govern- 
ment, operating within HUD; the Secretary of 
HUD determines general GNMA policies and 
appoints GNMA officers. 

The special assistance functions are oper- 
ated exclusively for the account of the Federal 
Government, with funds provided by the Secre- 
tary of the Treasury under authorization of 
Congress for the purchase of mortgages for 
designated Government housing programs. 
Programs under special authorization include 
housing in Guam and Alaska; housing in disas- 
ter and urban renewal areas; housing under the 
Sections 235 and 236 single and multifamily 
programs; and housing for the elderly, armed 
forces, and other low and moderate income 
families. Many of the mortgages obtained under 
these programs have been sold later to private 
lenders, particularly under the procedure known 
as the "Tandem Plan" described below. 

The GNMA is authorized to manage and 
liquidate the portfolio of mortgages acquired for 
the account of the Government between Febru- 
ary 1938 and November 1954. This includes 
the pre-Charter mortgage portfolio and out- 
standing commitments of the "old" FNMA. Also 
included in the management and liquidation 
functions were mortgages that other depart- 
ments and agencies of the Government had 
directly acquired-for example, mortgages held 
by the Reconstruction Finance Corporation, the 
Defense Home Loan Corporation, and in later 
years, mortgages received from the Public 
Housing Administration. This function repre- 
sented the centralization of Government mort- 

gage liquidation programs. The GNMA acts as 
fiduciary with respect to participations in mort- 
gages sold to private investors prior to August 
1968, of which $4.4 billion currently are out- 
standing. During fiscal year 1973, more than $1 
billion of mortgages in the GNMA portfolio were 
sold directly to lenders during periodic auctions. 

The GNMA's authorization to purchase 
mortgages is limited (the present limit is $7.75 
billion), but its authorization can be replenished 
by resale of the mortgages it buys. For exam- 
ple, in certain of GNMA's Tandem Plans, the 
GNMA purchases the mortgages insured under 
subsidized housing programs from private lend- 
ers and then resells them to the FNMA or other 
investors at the lower prevailing market price. In 
an effort to encourage private lenders to hold 
these mortgages, the GNMA oversaw the first 
auction of interest subsidy mortgages, in the 
amount of $229 million, in June 1972.1° In fiscal 
year 1973, the GNMA sold in auctions a total of 
$1.1 billion of mortgages purchased under the 
Tandem Plan. The funds to cover the losses on 
the Tandem Plan, which totaled $65 million in 
fiscal year 1973, are charged against opera- 
tions of GNMA's revolving funds. 

In addition to its special assistance and 
management and liquidation functions, the 
GNMA has developed a number of instruments 
that are sold by private lenders to attract more 
funds into housing. These instruments are the 
pass-through mortgage-backed security and the 
mortgage-backed bond, both of which are fully 
guaranteed by GNMA for the timely payment of 
principal and interest. 

The pass-through securities are issued in 
denominations of $25,000 and are fully amor- 
tized, with the investor receiving monthly pay- 
ments of principal and interest as well as any 
prepayments of the mortgages backing the 
pass-throughs. Almost all of the pass-throughs 
have been issued by mortgage companies as 
an alternative to selling directly to institutional 
investors the mortgages they originate. The 
issuer of the pass-throughs must pay the 
GNMA an application fee of $500 per pool of 
mortgages to obtain a commitment from the 
GNMA to guarantee the pass-through plus a 

l o  Department of Housing and Urban Development, Govern- 
ment National Mortgage Association, Annual Report 
7972, Washington, DC.: Government Printing Office, 
1972. 



fee of 6 basis points (0.06 percent) on the 
unpaid principal balance on the pass-through 
securities. 

As of June 30, 1973, a total of $7.8 billion 
of pass-throughs had been sold. During the first 
3 years of the program, savings and loan 
associations and mutual savings banks pur- 
chased more than 60 percent of these securi- 
ties. Since March 1973, however, more than 80 
percent of the pass-throughs issued have been 
sold to pension funds, life insurance compa- 
nies, and other institutions. 

Federal Home Loan Mortgage Corpora- 
tion: The Emergency Home Finance Act of 
1970 created the Federal Home Loan Mortgage 
Corporation, the principal purpose of which is to 
serve as a central credit facility and secondary 
market for conventional mortgages 7 a p  -b id -  
era1 Home Loan Mortgage Corporation is a 
C e e  
Fgderal -'Home Loan _ ! Z i n m  I ne thmz- - 

-Presidentially appointed directors of the Federal 
Home Loan Bank Board also serve as the 
directors of the Corporation. The Federal Home 
Loan Mortgage Corporation was initially fi- 
nanced by the sale of $100 million in nonvoting 
stock with a no-call provision to the 12 Federal 
Home Loan District Banks. Additional funds 
have been acquired through the sale of bonds 
and participation certificates. 

Because most mortgages originated by 
lenders are of the conventional type, the ab- 
sence of a central credit facility for these 
mortgages has limited the ability of public 
agencies to moderate fluctuations in housing 
starts and to insure that mortgage lenders have 
adequate funds and liquidity. 

The Federal Home Loan Mortgage Corpo- 
ration plays two primary roles as a mortgage 
market support agency. First, it acts as a 
financial intermediary and mortgage broker by 
purchasing mortgages for its own portfolio or for 
sale to other investors. Second, it attempts to 
develop a private secondary market for mort- 
gages that will exist independent of Govern- 
ment-sponsored mortgage market support insti- 
tutions. 

Although the Federal Home Loan Mortgage 
Corporation was established to support the 
conventional market, most of its initial pur- 
chases have been Government-insured or Gov- 

ernment-guaranteed mortgages. Conventional 
mortgages accounted for only about 12 percent 
of its total purchases during 1972, but the 
Federal Home Loan Mortgage Corporation an- 
ticipates that in 1973 more than 80 percent of 
its volume will be in the conventional mortgage 
sector. As a new organization, the scope of its 
activities is small in relation to the size of the 
market. The Federal Home Loan Mortgage 
Corporation's purchases of FHA-VA mortgages 
in 1972 accounted for only 4.9 percent of the 
FHA-VA mortgages originated that year. 

The sales participation certificates repre- 
sent a participation in groups of conventional 
mortgages acquired by the Federal Home Loan 
Mortgage Corporation. The Federal Home Loan 
Mortgage Corporation acquires a participation 
interest by providing a portion of the funds for a 
group of mortgages originated by a private 
lender. It then separates this acquired participa- 
tion into certificates designed for easy marketa- 
bility and sells them to investors at a yield 
slightly below the yield on the pool of mort- 
gages. The Federal Home Loan Mortgage Cor- 
poration guarantees the timely payment of 
interest and principal. Approximately $550 mil- 
lion of these certificates had been sold by the 
end of 1972, mostly to savings and loan 
as~oc ia t i ons .~~  

INSURERS AND GUARANTORS 

This subsection deals with the principal 
public and private institutions that insure or 
guarantee mortgages: 

Federal Housing Administration; 
Veterans Administration; and 
Private mortgage insurance companies. 

By insuring or guaranteeing the prompt 
payment of principal and interest on individual 
mortgages, as well as the payment of claims on 
default, these institutions contribute to the mar- 
ketability of mortgages by decreasing the risk of 
mortgage investment. This enables large quan- 
tities of mortgages to be aggregated in salable 
blocks and exchanged on the secondary market 
with relative safety for the investor. 

Each institution is discussed below in terms 

l 1  Federal Home Loan Mortgage Corporation, 1972 Annual 
Report, Washington, D.C.: 1973. 



of operation and market acceptability, volume, 
specific segments of the market it serves, and 
its effect on lending risk. 

Federal Housing Administration: The 
Federal Housing Administration was created by 
the 1934 National Housing Act with the author- 
ity to insure mortgage loans made by private 
lenders on homes through creation of a mutual 
mortgage insurance fund. Prior to 1934, resi- 
dential mortgages often required a 50 percent 
downpayment and a 5-year term during which 
interest was payable annually; frequently the 
principal fell due in full at the end of the term. 
FHA changed the nature of housing finance by 
offering different terms: long-term, level debt 
service and low downpayment. This resulted in 
reduced monthly payments and enabled greater 
numbers of families with little savings but 
adequate incomes to qualify for home loans. 
The principal purposes of FHA are to improve 
home financing practices, to encourage im- 
provements in housing standards and condi- 
tions, and to facilitate homeownership. 

FHA is a Government agency operating 
within the Department of Housing and Urban 
Development. The FHA Commissioner is an 
Assistant Secretary of HUD. 

FHA administers a number of mortgage 
insurance programs under which mortgage 
lenders are insured against loss in financing 
first mortgages on single-family homes, on 
multifamily housing projects, and on loans to 
finance repairs and/or home improvements. 
FHA is designed to be a self-funded entity; the 
main source of funds is a mortgage insurance 
premium paid by the mortgagor. This generally 
amounts to 0.5 percent of the principal balance 
outstanding. 

The security of FHA-insured loans makes 
them the safest investment available in the 
mortgage market. Although default imposes 
legal and other costs that are not covered, the 
100 percent Government backing greatly re- 
duces risk, and consequently they are the most 
heavily traded instruments in the secondary 
mortgage market, accounting for about 39 per- 
cent of all residential loan purchases in 1972. 

The current ceiling on allowable interest 
rates for FHA-insured mortgages is 9.5 percent. 
The borrower must also pay the 0.5 percent 
insurance premium, making the effective bor- 

rowina costs of an FHA loan 10.0 Dercent. 

- 
Delays in processing, insurance payment 

delays, and competition from private mortgage 
insurance companies have contributed to de- 
clines in the last two years in the volume of 
FHA insurance written. 

FHA also administers a number of pro- 
grams that do not involve mortgage insurance. 
The nonmortgage insurance programs include: 

A recent supplement program under 
which low income families in approved projects 
can receive rent supplement payments for that 
portion of the rent in excess of 25 percent of 
their family income; 

Homeownership programs that assist 
low income families in acquiring a place of 
residence by making assistance payments on 
mortgages to lenders on behalf of qualified 
borrowers; and 

A nonprofit sponsor assistance program 
that will loan interest-free money to qualifying 
nonprofit organizations for preconstruction ex- 
penses. 

Veterans Administration: The housing 
function of the Veterans Administration is to aid 
veterans in obtaining loans on favorable terms 
to buy or build homes with no downpayment 
required by the Government. It maintains three 
major areas of authority: 

Partially to guarantee loans made to 
veterans by eligible lenders; 

To insure loans made to veterans by 
private lenders; and 

To make direct loans to veterans in 
instances where mortgage credit is not other- 
wise available. 

Eligible beneficiaries include World War II 
and Korean War veterans, unremarried widows 
of veterans, and veterans of service after 
January 31, 1955. In fiscal year 1973, VA 
guaranteed more than 365,000 home loans 
totaling nearly $8.5 billion. 



Lenders are not required to be approved 
by VA in order to process loans. VA regulations 
provide, however, that lenders must demon- 
strate ability to properly service loans, maintain 
adequate loan accounting records, and make 
proper credit determinations. The distinction 
between supervised and nonsupervised lenders 
is that supervised lenders may close loans and 
report them for automatic guarantee, whereas 
nonsupervised lenders are required to submit 
all loans to VA for approval before closing. 

Practically all VA-guaranteed loans relate 
to the purchase of single-family homes, mobile 
homes, and units in condominium projects. VA 
is authorized to insure loans, but this form of 
lender protection is intended principally for 
short-term business loans, although a few 
home loans have been insured. 

The VA guaranty is for 60 percent of the 
loan, but not to exceed $12,500. VA appraises 
each property which is to be the security for a 
guaranteed loan. Before a loan may be guaran- 
teed, the determination must be made that the 
veteran is a satisfactory credit risk and that he 
has the income with which to repay the loan 
obligation. All VA loans are required to be 
secured by first liens. 

The attraction of VA loans to lenders and 
investors is that the protection afforded by the 
guaranty reduces the risk of mortgage invest- 
ment. In the event of default, VA will settle with 
the mortgage holder by allowing interest ac- 
crued to the date of foreclosure, plus foreclo- 
sure expenses. All such settlements are paid in 
cash and such payments are made promptly 
after VA's receipt of guarantee claims. 

VA home loans have several advantages 
for veterans. 

e No downpayment is required. 
The loan may be repaid in part or in full 

at any time without penalty. 
e VA will allow for circumstances involving 

temporary distress leading to difficulties in mak- 
ing loan payments. 

e The veteran has the benefit of VA ap- 
praisal services, construction supervision, a 
builder's warranty, and oversight of the mort- 
gage lender's activities. 

The current ceiling interest rate on VA 
mortgages is 9.5 percent. Although - veterans - - - - 

are fsrbidden to pa &co~nt_p_oints directly, 
(--so i n d i a v M - e  
f 0- 

Private Mortgage Insurance: During the 
past few years, private mortgage insurance 
companies have become increasingly active in 
the field of mortgage insurance. The role of 
private mortgage insurance companies in the 
market is somewhat supplementary to FHAIVA 
and offers the lender of conventional loans an 
inducement to invest in high loan-to-value ratio 
mortgages with relatively little risk. The availa- 
bility of high loan-to-value conventional mort- 
gages makes homeownership a possibility for a 
larger number of families. 

Private mortgage insurance companies are 
subject to the regulation of the States in which 
they operate. Most States have granted licen- 
ses to mortgage insurers under general provi- 
sions of the insurance codes, although some 
are more comprehensive-specifying liquidity 
requirements, domain, maximum coverage, to- 
tal liability, dividend policy, reserve require- 
ments, fee limitations, etc. 

A lender who has been approved by a 
private mortgage insurance company may sub- 
mit an application for insurance on a loan if he 
feels that the credit of the applicant borrower is 
satisfactory and the lender wishes to avoid the 
risk of property value decline. This practice 
usually is exercised on loans with a loan-to- 
value ratio of 90 percent or higher. T h a b s t  

mits member s ' nd loan a s e - t  
ohginate is 9 5 s ~ 1 m p t r o 1 1 e r  of thZ 
-a1 banks to a maximum 
loan-to-value ratio of 90 percent on such loans. 
Since private mortgage insurance normally cov- 
ers the top 25 percent of a 95 percent loan (it 
pays 25 percent of a total claim after foreclo- 
sure) then the property value would have to 
decline about 30 percent (5 percent equity and 
25 percent coverage) before the lender would 
actually lose money on his investment in the 
mortgage. 

The mortgagor usually pays the insurance 
premium, typically 0.25 percent per annum on 
the unpaid balance of the loan. This is about 
one-half the FHA premium. The policy is sub- 



ject to cancellation at the discretion of the 
lender. After the mortgagor has amortized the 
loan to 60 to 70 percent of value, the lender 
frequently will permit the policy to terminate 
because risk of losing principal through foreclo- 
sure is then negligible. 

Private mortgage insurance companies can 
process insurance applications very quickly, 
usually reporting a decision within 24 to 48 
hours of receipt of the application. Insurance 

claims also are processed rapidly. In addition to 
their relatively low costs, this facility gives 
private mortgage insurance companies a signifi- 
cant advantage over FHA. 

The Federal National Mortgage Association 
and Federal Home Loan Mortgage Corporation 
have approved at least eight private mortgage 
insurance companies whose insured loans they 
will purchase in their conventional secondary 
market operations. 





Subsidy Programs 

Introduction 
The Congress of the United States in 1949 

established as a national goal "a decent home 
and a suitable living environment for every 
American family." Almost 2 decades later, de- 
spite substantial progress in the elimination of 
substandard housing, full achievement of that 
goal remained elusive. Consequently, in the 
Housing Act of 1968, the Congress added to 
the original objective a specific 10-year produc- 
tion target aimed at rnaking the goal a reality. 
Congress determined that the goal of a decent 
home for all "could be substantially achieved 
within the next decade by the construction or 
rehabilitation of 26 million housing units, 6 
million of them for low and moderate income 
families." 

To initiate new progress toward that pro- 
duction target, several new programs were 
initiated and existing programs expanded in 
fiscal year 1969. A summary of the characteris- 
tics of the major subsidized housing programs 
is contained in Table 1. These programs have 
two elements in c o m m o n r t h e y e  basically 
p r o d u c ~ ~ r o g ~  (i.e., designed to increke 
the supply of housing); and subsidv p . a k  
ments are t u b e  dWj-m--if the 
ozcu~ant f a m i l y m s  out of t h e t , m  
the housing subsidy. 

Under these programs, rental and home- 
ownership units were produced so that the 
varied life styles and needs of low and moder- 
ate income families could be accommodated. 
Rural areas were accorded a share of the new 
dwellings; profitmaking as well as nonprofit 
developers and sponsors were given a role. 
The Tax Reform Act of 1969 encouraged 
further involvement of profitmaking enterprises 
by providing special treatment for investors in 
low and moderate income housing. 

The legislative history of the 1968 Housing 
Act demonstrates a continuing desire to replace 
substandard with standard housing, to stabilize 
the housing industry, to retard the decay of 
central cities, and to provide training and jobs 
for disadvantaged persons. But apparently little 
consideration was given to the economic and 
social costs and benefits, the equity aspects, 
and the overall impact on local housing markets 

of subsidizing large numbers of newly built units 
for lower income families. 

In 1970, in a major production effort, about 
470,000 subsidized units-more than twice as 
many as in any previous year-were started or 
substantially rehabilitated under HUD and 
Farmers Home Administration (FmHA) pro- 
grams. The new subsidized starts alone 
amounted to almost 30 percent of all housing 
starts in 1970 (Table 2). In the same year, 
almost 80,000 existing housing units were com- 
mitted for subsidy to house low and moderate 
income families. In many cases, these housing 
units were improved in quality through rehabili- 
tation (Table 3). In 1971, almost as many 
subsidized units were started or rehabilitated as 
in 1970. 

Even as early as 1970, however, concern 
about subsidized housing programs began to 
surface. The House Committee on Banking and 
Currency concluded after an investigation that 
the Federal Housing Administration "may be 
well on its way toward insuring itself into a 
national housing scandal."l Moreover, pur- 
chasers were reported to  be abandoning 
homes in some parts of the country and over- 
production was apparent elsewhere. Widely 
publicized scandals in 1971 raised additional 
quest ions about Government-subsid ized 
housing programs. 

A 1972 internal HUD audit2 indicated that 
the cost of Section 236 dwelling units was 
higher than similar conventionally built units and 
that architectural fees were often excessive; a 
General Accounting Office audit3 of the Section 
236 program in 1972 reported excessive land 
valuations, among other problems. As acquisi- 
tions by the Secretary began to mount, several 
press articles referred to HUD as the Nation's 
largest slumlord. Members of Congress and 
HUD received numerous letters from Dersons 

U.S. Congress, House Committee on Banking and Cur- 
rency, Staff Report Recommendations, Investigation 
and Hearing of Abuses in Federal Low- and Moder- 
ate-Income Housing Programs, Washington, D.C.: 
Government Printing Office, 1970, p. 1 .  

Department of Housing and Urban Development, Office of 
Audit, Report on Audit of Section 236 Multifamily 
Housing Program, Washington, D.C., January 29, 
1972. 

General Accounting Office, Opportunities to Improve Ef- 
fectiveness and Reduce Costs of Rental Assistance 
Housing Program, Washington, D.C., January 10, 
1973. 



Table 1. Summary of Major Subsidy Program Characteristics 

Program Low rent public housing 

0 bjective 

Mortgage 
Limits 

Subsidy 

Eligibility 
Criteria 

Income Limits 
for Admission 

Assist Local Housing Authorities (LHA) to  provide decent, safe, and 
sanitary housing for  low income families at rents they can afford. 
Cost for dwelling construction and equipment may not exceed by 
more than 10 percent the published prototype cost for the area. 
Loans made for planning and construction. Annual contributions 
made to  cover debt service or, for leased units, the difference 
between actual and market rents. Contributions also available for 
operating subsidies. Tenant to pay no more than 25 percent of 
adjusted income toward rent. 
Applicant must be a "family" as defined by LHA, or if a single 
person, must be at least 62 years of age, disabled, handicapped, or 
be displaced by Urban Renewal, other governmental action, or 
natural disaster. 
Limits set by  LHA and approved by HUD. Limits usually set at 
"typically low annual wage" in  the area. 

- 

Program Rent supplement 

Objective 

Mortgage 
Limits 

Subsidy 

Eligibility 
Criteria 

Income Limits 
for Admission 

To make good quality housing available to low income families at a 
cost they can afford. 
Limits applicable to Section 236 or  other program under which the 
project is financed. 

Direct cash payments to owner of housing on behalf of tenant to 
cover difference between tenant 's payment and economic rent. 
Tenant to pay 25 percent of adjusted income or 30 percent of 
economic rent, whichever is greater. 
The family o r  individual must be an occupant of substandard 
housing, victim of natural disaster, displaced by government action, 
handicapped, o r  at least 62 years of age; a family may also qualify i f  
head or  spouse is in  armed forces. 
Established by HUD, no  higher than the local public housing limits. 

Program Section 235 

Objective To make homeownership of good quality housing more readily 
available to  lower income families. 

Mortgage $18,000 (or $21,000 in high cost areas); $3,000 can be added for 
Limits property consisting of four bedrooms purchased by family of five or 

more persons. 
(Confinued on p 85 ) 



(Continued lrom p. 85.) 

Program Farmers Home Administration Section 504 

Objective 

Mortgage 
Limits 

Subsidy 
Eligibility 

Criteria 
Income Limits 
for Admission 

Assist rural owner-occupants to make their dwellings safe and 
sanitary and to remove health hazards. 
Maximum loan $2,500; additional $1,000 may be used for repairs or 
improvements involving water supply or plumbing. 
Interest rate is 1 percent; loan repayable in up to 10 years. 
Must be homeowner or long term lessee living in  hazardous dwell- 
ing in  a rural area, and unable to obtain credit at reasonable terms. 
Low income; income sufficient to allow repayment, but not suffi- 
cient to qualify for section 502. 

Source: Department of Housing and Urban Development and Department of Agriculture. 

Table 2. Annual Housing Production, 1961-1 972 
(Units in Thousands) 

Housing Starts 
Calendar Federally Mobile Total 

Year Non- Federally Subsidized Subsidized Home Housing 
Total sub- Subsidized as Percent Rehabil i- Ship- Production 

sidized of Total tation ments 

Note: Detail may not add to totals because ol rounding. 
Source: Department of Houslng and Urban Development; Department of Agriculture; Mob~le Home Manufacturers' Association 

expressing dismay that families with incomes inadequate water supplies, septic systems, and 
similar to theirs were receiving brand new road de~elopment .~ Although some of these 

housing paying less because Of 4 Department of Agriculture, Office i f  the Inspector General, Government subsidy payments. A Department Review of Farmers Home Administration Activities with 
of Agriculture audit of FmHA programs found Emphasis on the Rural Housing Program, 1973, 
major problems in some projects, including unpublished. 



Subsidy Direct cash payment to lender on  behalf of lower income family, 
which can reduce amortization cost to as low as 1 percent interest. 
Homeowner must pay a minimum of 20 percent of adjusted income 
toward regular monthly payments. 

Eligibility Must be a "family" of two  or more persons related by b lood,  
Criteria marriage, o r  operation of law, o r  handicapped person, o r  a single 

person at least 62 years of age. 
lncome Limits Adjusted family income must not exceed 135 percent of public 
for Admission housing income limits for  the area. "Exception" l imits may be used 

fo r  up to 20 percent of contract authority. 

Program Section 236 

0 bjective 

Mortgage 
Limits 

Subsidy 

Eligibility 
Criteria 

lncome Limits 
for Admission 

To provide good quality rental and cooperative housing for persons 
of lower income. 
Varies by size of unit, type of structure, and cost level of area from 
$9,200 to  $37,935 per unit; total l imit of $12.5 mill ion per project. 
Direct cash payments to lender on  behalf of owner. Payments can 
reduce amortization cost to 1 percent interest. Tenant pays the 
greater of 25 percent of adjusted income or  established "basic" 
rent. 
Same as Section 235. (Also 10 percent of dwelling units may be used 
for single people under 62 years of age.) 
Same as Section 235. 

-- - - -  

Program Farmers Home Administration Section 502 interest credit 

Objective 

Mortgage 
Limits 

Subsidy 

Eligibility 
Criteria 

lncome Limits 
for Admission 

To make homeownership of good quality housing more readily 
available to  low and moderate income rural families. 
100 percent of appraised value for modest housing. 

Credits which reduce amortization cost to as low as 1 percent 
interest. Homeowner must pay a minimum of 20 percent of adjusted 
income toward mortgage payments, taxes, and insurance. 
Must be a family which does not have an adequate home and will 
become resident in a rural area after the loan is closed. Also unable 
to obtain credit at reasonable terms. 
$7,000 annual adjusted income. 



problems obviously could be alleviated by ad- 
ministrative solutions, it was also apparent that 
the programs might contain basic structural 
flaws that would make effective administration 
impossible. 

This chapter presents an assessment of 
the costs and benefits, the equity, and the 
impact of major subsidized housing programs 
on recipients' welfare: .&re_ntwp_u&lic housinnng, 
the Section 235 homeownership, tJe Section 
e a a s s r i f ~ u p m n t ,  I _ _ _ _ _ ,  _ .- ,the 
S_e_cd&!~=. g p i n s s t  cy e c&-a~_d,non0@&!~~ f 

credit rural homeownership, ------_- and t h ~ S a b n  
m-rGral Pome repair a_ssistance-p~~o~r,ams. _ 
f i ~ p r o g r a ~ ~ e v a l u a t e d  as national pro- 
grams; therefore, the data and the results are 
generalized at the national level: this means 
that the findings are not always applicable to a 
specific region, locality, or project. 

The chapter begins with a discussion of 
criteria for a nationwide evaluation and then 

Table 3. Units Committed For 
Subsidy,' 1961 -1 972 

(Units in Thousands) 

Existing or 
Year New Rehabili- Total 

tated 

1961 33.8 4.0 37.8 
1962 42.9 3.4 46.3 
1963 60.3 5.1 65.3 
1964 65.2 4.3 69.5 
1965 54.1 9.4 63.5 
1966 72.2 26.7 98.9 
1967 107.8 40.5 148.3 
1968 1 39.5 57.9 197.3 
1969 184.3 65.2 249.5 
1970 366.1 79.7 445.7 
1971 367.3 63.4 430.7 
19722 352.0 83.9 435.9 

Note: Detail may not add lo totals because of rounding. 

' Includes unils w ~ l h  mortgage Insurance wrlnen for assistance under 
the Home Secl~on 235(i). Multifam~ly Housing Sections 236. 
235(j), below markel interest rate programs, and rent supplement 
programs not elsewhere counted; unlls f~nanced by direct loans 
under Section 202: low renl publlc housing unlls with assistance 
contracts execuled: unlls financed by inllial loans or grants made 
under Secllon 502 Low and Moderale Income Program, and 
Sections 515. 521. 514. 516 Family Housing Programs. 

2 Prellmlnary. 

Source: Deparlment of Houslng and Urban Development: Depallmenl 
of Agrlcullure. 

presents the major findings and conclusions. A 
description of overall program equity, some 
evidence of social impact, and an analysis of 
the individual subsidy programs follows. The 
final section of this chapter discusses several 
special issues. 

Criteria For A 
Nationwide Evaluation 

A thorough and fair assessment of the 
Federal Government's subsidized housing pro- 
grams must begin with the selection of an 
appropriate set of expectations against which to 
gage performance. A logical starting point is to 
identify whom the programs serve and how the 
programs affect these and other groups. Costs 
and benefits-r, more precisely, the relation- 
ship between costs and benefits-also are 
important concerns. This section sets forth rele- 
vant considerations for judging subsidized 
housing programs. Every effort has been made 
to state the issues in a way that makes 
statistical analysis both possible and meaning- 
ful. All important issues appear to be simple 
extensions of three basic questions: 

1. Equity: Are the subsidized housing pro- 
grams serving the appropriate people? 

2. Impact: Are the programs having the 
desired effect on those served, and on the 
community at large? 

3. Efficiency: How do the benefits compare 
to the costs incurred? 

Each of the criteria provides a different 
perspective on the subsidized housing pro- 
grams. A program should not be judged on the 
basis of a single criterion to the exclusion of 
others. In addition, poor program performance 
with respect to any one criterion should be 
weighed against the potential of alternative 
programs to perform better under the same 
criterion. 

Equity 

Shelter, along with food, clothing, and 
medical care, is considered a basic necessity of 
life. The subsidized housing programs evolved 



from public recognition that adequate housing is 
not available to all families. "Adequate" housing 
may be unavailable in two ways: either a 
family's dwelling fails to satisfy certain minimal 
standards of safety and sanitation, or the family 
does have satisfactory housing but at a price 
that severely limits the family's ability to afford 
other necessary goods and services. Expressed 
in thls way, the housing problem is essentially 
an income problem. A low income family either 
must forgo satisfactory housing or, if possible, 
purchase it by sacrificing other important needs. 

In this chapter, the subsidized h o x n g  
*- - -- ~ 

pygrTms w ~ ~ b e i ~ 1 4 g e ~ b y l h ~ x t ~ w h f i  
t h - e n g u l a r l y  and i t l ~omb ina t i on ,  channel 
a s s ' i s t a n c % T T ~  

- - - - - - 
l o ~ ~ ~ c o m ~ . ~ T h i s  criterion is c o n s i s t e ~ t f  
F E s i o n a l  intent. All the subsidized pro- 
grams have income limits designed to restrict 
assistance to lower income families. The limits 
vary by program and by area. The Section 235 
and Section 236 limits are higher than those for 
the public housing and rent supplement pro- 
grams, but Congress clearly did not intend for 
these programs to exclude those with low 
incomes. The statute requires both programs to 
be administered in a manner that establishes a 
preference for families having incomes "within 
the lowest practicable limits." 

In 1972, HUD, to protect Section 236 
projects from financial difficulties, attempted to 
limit admission to those families who could 
afford the rent with an expenditure of less than 
35 percent of their adjusted i n ~ o m e . ~  A Federal 
district court found this requirement to be 
inconsistent with the goals of the p r ~ g r a m . ~  The 
court declared that "the Section 236 program is 
aimed at lower income families including those 
eligible for public housing and that the two 
programs envision substantial overlap." Further- 
more, the court pointed out that HUD was 
severely criticized at the outset of the congres- 
sional debates over Section 236 for directing 
prior housing projects toward moderate rather 
than lower income families. 

This criterion is also in accord with public 
opinion. In a recent survey of attitudes toward 

HUD Circular No. 4442.18. 
Vindr i lakis,  et al. v. Romney, U.S.D.C., N.D. Calif., C.A. 

No. C-72-801 RFP (1973). Larson, et a/ .  v. Romney, 
et a/., U.S.D.C., N.D. Calif., C.A. No. C-71-2429 RFP 
(1973). 

Federal Government assistance, the public sup- 
ported governmental help for housing for low 
income families by a margin of 68 percent to 12 
percent, while rejecting similar assistance to 
families of moderate income by 59 percent to 
27 percent.' 

The similarity between a family's having a 
housing problem and having low income is not 
exact. Differences in the cost of housing in 
different areas imply that a family income 
sufficient to afford adequate housing in one 
locality may be insufficient in another locality. It 
is possible that market imperfections could 
make adequate housing available only at ex- 
cessive prices in some localities so that a 
family ~vould need a substantial annual income 
to afford adequate housing. In general, how- 
ever, a family's level of income is a good 
indicator of its housing need. 

Three measures have been selected to 
indicate the extent to which the subsidized 
housing programs, singularly or in combination, 
provide assistance to low income families. First, 
attention is given to the distribution of program 
recipients by income. One would expect that 
the majority of recipients would be found in the 
low income range and that a relatively small 
percentage would be found in the higher in- 
come brackets. The second measure is the 
number of families earning less than a certain 
income who receive no housing assistance 
from any Federal program. This measure pro- 
vides an approximate estimate of the unserved 
need. The third measure is the average subsidy 
per recipient household at various income lev- 
els. One ~vould expect the average subsidy to 
decline from the lower income brackets to the 
higher income brackets, especially if housing 
assistance is designed to enable families to 
obtain adequate but not deluxe housing. 

There is no clear dividing line between low 
and moderate incomes. For illustrative pur- 
poses, $5,000 was chosen as an arbitrary 
dividing line between the most needy and those 
less in need.8 In order to obtain a full perspec- 
tive on the equity issue, however, one should 

Louis Harris and Associates, Inc., "A Study of Public 
Attitudes Toward Federal Government Assistance for 
Housing Low Income and Moderate Income Families," 
prepared for the National Housing Policy Review, 
July 1, 1973. 



consult the tables which accompany the analy- 
sis. The conclusions of the chapter with regard 
to program equity are not significantly altered 
by reasonable variation in one's choice of a 
dividing line between those families most in 
need and those less in need. 

The foregoing discussion of equity consid- 
ers distinctions between income classes on the 
presupposition that subsidized housing pro- 
grams should treat people differently depending 
on their income-the concept of "vertical eq- 
~ i t y . " ~  These programs also should provide 
equal treatment to those who have approxi- 
mately equal income. This dimension of the 
equity question is called "horizontal equity." In 
other words, the programs should not provide 
extensive benefits to one family and no benefits 
to another family with identical income. One 
special case of horizontal equity-called geo- 
graphical equity4etermines whether families 
in one section of the country have a higher 
probability of being served than families with 
identical income in other sections of the coun- 
try.1° 

These various tests of vertical and horizon- 
tal equity were performed for each of the 
subsidized programs and for all five programs 
combined. The assessment of overall equity is 
particularly important because the more rele- 
vant consideration is how well the programs 
function together to meet the observed need. 

It should be emphasized that almost any 
housing assistance program-indeed, virtually 
any program of assistance to anyone-will have 
some inequities. The major question is whether 
alternative housing programs or alternative poli- 
cies for addressing the low income problem will 
perform better or more poorly in terms of the 
equity criteria. 

A Bureau of Labor Statistics study (Press Release of June 
15, 1973) indicates that in 1972 annual renter costs for 
a family of four on a "lower budget" averaged $1,205 
over the United States. A family with income over 
$5.000 annually could afford such a unit with an 
expenditure of less than 25 percent of income. The 
BLS "lower budget" renter costs are for a unit which 
provides more than minimally adequate housing. 

This assumes that other relevant characteristics are 
similar, such as family size. 

l o  In applying the equity criteria to the programs, it was 
impossible to adjust for differences in the cost of 
housing and other goods in various parts of the 
country. 

Impact 

Impact criteria measure whether the subsi- 
dized programs have the desired effect on 
those served and on the community at large. 
Many separate issues are subsumed under this 
concept. The subsidized housing programs 
have a common structure: The recipients are 
provided housing units, they make payments 
(either rent or mortgage), and the Government 
makes subsidy payments on their behalf. 

The Federal Government's payment is de- 
signed to allow the recipients to receive more 
housing than their payments alone could buy." 
One impact measure, then, is the amount of 
" - o ~ j i ~ W ~ ~ r y .  
Th-ce between the a-5 a 
family f o r a r i i t ~ n a - f R n m m  
v a r r d  
o m e - o ~ e n  market) is the extra housina " 

- : Y m i e e m i ~ l ?  2'------- 

A second impact measure is the extent to 
which the beneficiaries of the subsidy programs 
actually live in better housing than they would 
have otherwise. This can be determined by 
relating the &~7a~uUeeof_~Su b~i=nits=t6=~~ 
t dQ us i F g r t . w ~ ~ .  
7&cypied in the absence o m r o g r s .  The 
p e r ~ ~ n t a g e  Iri lpro\jemenf in-fhX qTa17ty of the 
subsidy recipient's housing can be derived from 
this relationship. If one assumes that low in- 
come households have very little or nothing to 
put into savings, then the percentage of change 
in expenditures on goods and services other 
than housing can also be derived. 

In part, the special emphasis placed on 
housing by society reflects society's expectation 
that better housing benefits the occupants in 
important ways such as improved health, 
greater family stability, better school perform- 
ance by children, etc., or benefits society in 

l 1  It is useful to picture a housing unit as providing a 
quantity of housing services. These services depend 
on the size of the unit; its amenities, such as whether 
it has air conditioning; its design; and its location. The 
more amenities or the better the location, the more 
housing services provided by the unit. In comparing 
the quantity of housing services provided by two 
different units, it may be perceived that the poorer 
location of one may be offset by a larger number of 
amenities. 

l 2  This assumes a competitive housing market. 



terms of lower crime rates, achievement of 
racial or economic integration, or other societal 
goals. A special section of this chapter will 
review existing research and other information 
on the social impact of better housing. 

Another impact issue concerns the extent 
to which the welfare of the average family is 
increased by participating in the subsidized 
housing programs. All five programs studied 
provide benefits "in-kind" rather than "in-cash": 
in other words, the family is given a unit rather 
than money. With an unrestricted cash grant, 
the family could choose the particular housing, 
or the combination of housing and other goods, 
that it most prefers. Under the subsidized 
housing programs, the family has a much 
narrower range of choice. It is useful to deter- 
mine the extent to which this constraint tends to 
decrease the value of the subsidy to the family. 
One way to measure this effect is to estimate 
the amount of the cash grant that the family 
would accept in lieu of participation in the 
subsidy program. This cash grant represents 
the actual dollar benefit to the recipient of the 
subsidy received through the program. 

Efficiency 
Efficiency criteria measure the relationship 

of benefits to costs. If benefits are high relative 
to costs, the program is efficient, and vice 
versa. There are several possible efficiency 
measures, depending on the cost or benefit 
concepts utilized. In general, the measurement 
of costs cannot be limited merely to the Federal 
Government's direct subsidy payment but also 
must include any other costs incurred by Gov- 
ernment as a result of the program-for exam- 
ple, administrative costs, taxes forgone, default 
costs exceeding mortgage insurance premiums, 
and any special Government interest rate subsi- 
dies. In this evaluation, an efficiency measure 
of 1.0 means that the total Government costs 
are transformed into benefits of equal magni- 
tude. A measure less than 1.0 means the 
benefits are less than the costs. For example, 
an efficiency measure of 0.75 means that $1 of 
total Government cost produced 75 cents worth 
of benefits. 

One important efficiency measure is the 
extent to which the extra housing provided 

under the program-the difference between 
what the family would have t s p a y _ f a r n n  
unsubsidized unit and the a m o u L - o ~ a  
-nit=~4ates - - - to the costs 
incurred by the Government in providing the 
extra housing. This ratio is defined as a d u c -  
W E f f i c i e n w , "  i.e., the ratio at w m  
W e r n m e n t  tr3nsforms tax dollars into extra 
housing. 

Production Efficiency depends upon sev- 
eral factors: one of them is the cost of construc- 
tion. If the prices paid for Government-subsi- 
dized construction are higher than those paid 
by conventional builders, then Production Effi- 

"Construction E f f j c k n c c  
s t s z f  more than just struc- 

ture. Location, design, financing, and operating 
costs all enter into total costs as well. ~he_pri& 
paid m p z t s  and bv a l l - l ev&_o .W~rn -  
rBEt for constructio~, o ~ e _ r a j ~ , ~ ; l l l ~ d & ~ e r  
cost f- in a housing unit,-dividad 

---- 
i n - l a w ~ ~ m - r a a -  
market , isa_-d2bchnical  E f f i c i e u  

It was noted in the s8c5n-f 
the occupant family may not value 'its extra 
housing as highly as its market price because 
the in-kind nature of the transfer restricts its 
flexibility in choosing between various housing 
options and other goods. The value to the 
family can be measured by x e  s r z e T f T e e  
u Rmiir lEt e a ~ ; 3 .  ' 

- an-accept in 
E r m m  - T-WI-caiit 
-mT- f h ~ - r ~ m  
h 6 u s Z  provided) is d-efinedas 
ciency.". 

- 
T n s f e r  Efficiency is calculated in this 

study by comparing how subsidy recipients 
spend their income after receipt of the subsidy 
with how they spent their income before they 
entered the program, and then estimating 
through statistical techniques how much the 
subsidy added to their overall economic well- 
being. The measure is based on an observation 
of consumer behavior rather than on a program 
participant's subjective evaluation of the cash 
value of the housing subsidy. 

Transfer Efficiency almost always will be 



less than 1.0 in programs that provide subsi- 
dies-in-kind instead of unrestricted cash grants. 
Furthermore, the particular statistical estimation 
technique utilized will produce an estimate 
smaller than 1.0. Nevertheless, from the sub- 
sidy recipient's viewpoint, the higher the numer- 
ical value of the measure, the more efficient the 
Droaram. . - 

An overall efficiency measure is the ratio of 
the jncrease in the occupant's welfare me3- 
sut7T-d cash arant to 

2 

th-nmenfto 
m i m u  re 
is d f l  e as " m e n c y . "  

7 f  ~ r o g r a m d k E E j v  is considerably less 
than 1.0, the program may still be a worthwhile 
Government expenditure. Although Program Ef- 
ficiency is determined from the viewpoint of the 
subsidy recipient, the taxpayer may have other 
reasons for wishing the recipient to have better 
housing (e.g., new subsidized housing may 
stabilize declining neighborhoods or some 
members of society simply may achieve satis- 
faction because some low income families are 
living in better housing than they would other- 
wise).13 

Similarly, there may be costs in addition to 
the measurable governmental costs. Some of 
these costs are simply redistributional-that is, 
one person's gain is exactly counterbalanced 
by another's loss. If Federal construction raised 
construction wages throughout an area, new 
home buyers would be hurt while construction 
workers would be helped. Other costs represent 
a net loss to society. One example would be 
overcrowding of school facilities by the introduc- 
tion of a large federally subsidized project into a 
neighborhood.14 

If one could measure all these costs and 
benefits, then a comparison could be made of 
total program benefits received by occupants 
and others to total program costs. This ultimate 
measure could be termed "Social Efficiency." 
Social Efficiency, however, is inherently un- 
quantifiable. What can be said, nevertheless, is 

l 3  Stimulation of the economy is sometimes given as a 
justification for the programs. This position is dis- 
cussed in the "Stimulating the Economy" subsection 
in the "Special Issues" section of this chapter. 

l 4  The term "externalities" is frequently used by economists 
to describe such effects because the costs or benefits 
are experienced by those not directly involved in the 
activity. 

that if Program Efficiency has a value signifi- 
cantly less than 1.0, then the social benefit of 
the program must be extensive to justify it, or 
policymakers should seek more efficient ways 
of achieving their objectives. 

Program Viability 

Although equity, impact, and efficiency em- 
brace almost all relevant considerations in the 
evaluation of the subsidized housing programs, 
there is another important issue: Subsidized 
housing programs must be economically viable. 
If, given the intended level of occupant rents or 
mortgage payments, the subsidies established 
by the programs are insufficient to cover all 
housing costs, then the project will necessarily 
become bankrupt or the single-family mortgagor 
will be unable to make the required payments. 
This will prematurely terminate the benefits 
provided by the unit and may impose additional 
unanticipated costs on the Government. Experi- 
ence with present and similar past programs 
was used to predict the possible magnitude of 
this problem. 

Interpretation of Results 
While referring to the analyses that follow, 

readers should be cautioned that almost every 
statistic is based either on sample data or 
computer simulations. Simulations reported are 
based on the best judgment of reasonable 
assumptions; different assumptions could lead 
to different numerical values. Accordingly, the 
statistics should be viewed as approximations. 
In other words, the true value lies within a 
range of the estimated value. A separate tech- 
nical report will set forth in detail the assump- 
tions on which these estimates rest and pre- 
cisely how the estimates were derived. 

Major Findings and 
Conclusions 

The first part of this section describes the 
main impact of the subsidy programs. The next 
part presents the benefits in relation to the 
costs and an analysis of equity aspects of the 



programs. The third part contains conclusions 
based primarily on the individual program anal- 
yses contained in later parts of the chapter. 

lmpact 
A total of almost 2.8 million dwelling units 

have been provided since 1937 through Gov- 
ernment-subsidized housing programs for low 
and moderate income families. Many benefici- 
aries of housing subsidy payments were previ- 
ously housed in substandard housing, or paying 
excessively high rent relative to their incomes in 
standard housing. Table 4 provides indicators 
of some of the impacts of the subsidized 
housing programs, and the follovving is a sum- 
mary of these impacts: 

1. The improvement in the housing of 
recipients ranged from a high of 92 percent for 

the beneficiaries of the Section 502 rural home- 
ownership interest credit program, to 35 percent 
for the recipients of Section 235 homeowner- 
ship dwellings. The improvement in housing is 
the difference between the value of housing 
occupied under the program and the value of 
housing that would have been occupied in the 
absence of the program. 

2. Increased expenditures on nonhousing 
goods and services as a result of the housing 
subsidies ranged from a high of 16 percent for 
recipients of public housing, to minus 9 percent 
for recipients of the Section 504 homeowner- 
ship repair program. In each of the FmHA 
programs analyzed, expenditures on other 
goods declined, indicating that the subsidy 
programs induced households to spend more of 
their own income on housing than previously. 

-. 

Table 4. Estimated Impact of Subsidized Housing Programs* 

-- - - - 

Impact Low Rent Rent 502 502 Non- 
Public 236 Supple- 235 Interest interest 504 

(Average) Housing ment Credit Credit 

- 

Percentage improvement 
in recipients' housing 7 1 5 1 NA 3 5 92 57 54 

Percentage increase in 
expenditures on other 
goods 16 0 NA 8 -3 -7  -9 

Annual benefit to each 
recipient household $912 $499 $607 $857 $567 $30 NA 

Annual direct subsidy to 
each recipient 
household $702 $907 $1,133 $948 $695 $92 $75 

Annual total Government 
cost for each recipient 
house hold $1,650 $1,051 $1,310 $1,051 $813 $190 NA 

Annual benefit as Less than 
percentage of income 24 9 23 13 10 0.5 NA 

Annual direct subsidy as 
percentage of income 2 1 17 43 14 12 1 3 

NA - Nol available. 

-236, Rent Supplement, and 235 dala are for 1972 502 and 504 dala are for l~scal year 1972 Low renl publlc houslng dala are for 1971 and ~nclude 
convent~onal and Turnkey iilettiods of prov ld~ng publlc houslng 

Source: Department of Hous~ng and Urban Development. National Houslng Pol~cy Rev~ew. 

~- ~- --- ~ - - 



3. The annual benefit measures the value 
in unrestricted cash of the extra housing which 
the subsidy has provided to the recipient. The 
annual benefit ranged from a high of $912 for 
the beneficiaries of the low rent public housing 
program, to $30 for those receiving a Section 
502 noninterest credit subsidy. 

4. The annual benefit as a percentage of 
income ranged from a high of 24 percent for 
beneficiaries of the low rent public housing 
program to little change for Section 502 nonin- 
terest credit participants. 

5. About 60 percent of the subsidized units 
were provided to families having annual in- 
comes of less than $5,000. The low rent public 
housing program served the great majority of 
these recipients. 

6. Minority families were served by the 
housing programs to a considerably greater 
degree-as a percentage of total eligible-than 
other low and moderate income families. 

7. There is some evidence that Govern- 
ment-subsidized housing programs increase op- 
portunity for the geographical dispersion of 
central city inhabitants, particularly minorities, to 
suburban areas. There is also some evidence 
that the programs contribute to racial balance 
within some communities. However, the poten- 
tial contribution of subsidized production is 
limited; even in the years of highest production, 
subsidized housing accounted for only about 5 
percent of the total new and existing housing 
stock marketed. 

8. Almost seven of every 10 households in 
the public housing and rent supplement pro- 
grams are headed by females. These house- 
holds are more likely to be poor than are their 
male counterparts, and are generally subject to 
discrimination in the housing market. 

9. The FmHA has provided access to credit 
for housing purchases and home repair for 
many families in rural areas; this has improved 
the housing of low and moderate income 
households. 

10. The Section 235 and Section 502 
homeownership programs have enabled a num- 
ber of low to moderate income families who 

desire to own homes to achieve their objective. 
Nationally, only a third of homeowners have 
annual incomes below $7,000; nearly two of 
every three beneficiaries of these programs 
have incomes below that level. 

Efficiency, Costs, and Equity 
The impact of the Government-subsidized 

housing programs is achieved at the cost of 
serious program inefficiency and inequity. (See 
Table 5.) The costs of the accomplishments are 
greater than the benefits, including the observa- 
ble benefits to society. Improvements are possi- 
ble through administrative changes, but sub- 
stantial inefficiencies and inequities are inherent 
in the programs. A summary of efficiency and 
equity problems is presented below: 

1. Production Efficiency is the ratio of the 
market value of the extra housing provided 
under the program to the total costs incurred by 
Government in providing the extra housing. The 
Production Efficiency of the subsidized housing 
programs ranges from a high of 0.90 for the 
Section 235 homeownership program, to 0.48 
for the Section 502 noninterest credit program. 

2. Construction Efficiency is the ratio of the 
total development costs of a conventionally built 
project to the total development costs of an 
identical subsidized project. For every $1 of 
total development cost for a Section 236 project 
only 83 cents would be spent for an identical 
project in the private sector. Part of this differ- 
ence represents the cost of special Government 
requirements, such as construction standards, 
affirmative action, and environmental clearance; 
special financial and builder inducements and 
higher wage rates also play a role. 

3. Technical Efficiency compares the cost 
of providing housing in the private market with 
the full cost of providing it under a Government 
program. Here, the term "cost" refers to both 
construction and operating costs. Technical Effi- 
ciency ranged from a high of 0.94 for the 
Section 235 and Section 502 programs, to a 
low of 0.85 for low rent public housing. 

4. Transfer Efficiency measures how much 
the recipient values the housing assistance 
provided by the Government relative to its 



market value. A ratio of less than 1.0 indicates 
that the recipient would prefer an unrestricted 
cash grant of an amount smaller than the 
market value of the housing subsidy. The 
Transfer Efficiency ranges from a high of 0.90 
for the Section 235 homeownership program to 
0.33 for the Section 502 noninterest credit 
homeownership program. (Reasons for the low 
efficiency of this program are discussed below.) 

5. Program Efficiency is a measure of the 
overall efficiency of each program from the 
recipient's viewpoint. The effects of Construc- 
t ion Efficiency, Production Efficiency, and 
Transfer Efficiency are all reflected in this 
measure. Program Efficiency ranges from a 
high of 0.82 for recipients of the Section 235 
program, to 0.16 for recipients of the Section 
502 noninterest credit program. The program 
with the next lowest Program Efficiency is the 
rent supplement program with 0.48. This means 
that for the rent supplement program about 52 
cents of every $1 spent by Government does 
not increase the occupant's welfare (from the 
occupant's viewpoint). 

6. The Section 236, rent supplement, and 
Section 235 programs all give evidence of 
substantial problems of failure as reflected in 
mortgage assignments to HUD and foreclo- 
sures. The cost of such failures is reflected in 
the efficiency measurements above. 

Approximately 30 percent of all Section 
221(d)(3) market-interest rate rent supplement 
projects, and 20 percent of all Section 236 
projects, are expected to fail during their first 10 
years. 

Rapid decay of Section 235 units in some 
neighborhoods or financial setbacks suffered 
by owners often lead to abandonment, de- 
faults, and foreclosures. It is currently projected 
that about 16 percent of all Section 235 units 
will fail during their first 10 years. Although the 
insurance fund for the Section 235 program 
was actuarially sound through 1972, recent 
foreclosure rates for Section 235 units are 
above actuarial expectations. 

FmHA programs, on the other hand, expe- 
rience comparatively low foreclosure costs, but 
those savings are offset by FmHA's relatively 
high administrative costs. 

Table 5. Measures of Efficiency in Government-Subsidized Housing 
Pr~grams 

-- - -  

Production Construction Technical Subsidy Program Efficiency Transfer Program 
Efficiency Efficiency Efficiency Efficiency 

- -  

Low Rent Public 
Housing 

236 
236 Rent 

Supplement 
Rent Supplement 
235 
502 Noninterest 

Credit 
502 Interest Credit 
504 
- - -- 

NA Not available 

' 236 Rent Supplement and 235 data are lor 1972 502 and 504 data are lor llscal year 1972 Lo?, Rent Publ~c Houslng data are for 1971 and lnclude 
conventional and Turnkey ivletliods of proicdlng p d b l ~ c  hods~ng 

Oer~ved by assumlng that transler elf~ciency is the same as that lound In the 236 Rent Supplement program 

Source Department of Housing and Urban Development Nat~onal Hous~ng Pol~cy Rev~ew 



7. Evidence indicates that most subsidized 
housing starts replace private housing starts. 
However, the groups that would have been 
served by unsubsidized private construction 
would differ in most instances from those 
served by subsidy programs. Moreover, the 
location of the units often would have been 
different. 

8. Subsidized housing has not provided 
significant indirect benefits by opening up better 
unsubsidized housing at the same or less cost 
than tenants were previously charged. As seen 
in studies of the "housing filtration" process 
made for this report, families moving into dwell- 
ings vacated by those moving into subsidized 
units usually moved into better quality housing, 
but also paid higher rents than they had paid 
previously. Under these circumstances, it is 
unclear whether filtration lowered the cost of 
housing to the nonsubsidy recipients. 

The fact that a family moved into a unit 
vacated by a subsidy recipient does not in itself 
establish that there are indirect filtration benefits 
because: 

The family might have moved into an- 
other unit in the absence of the program; 

The subsidized housing programs proba- 
bly provide few net additions to the housing 
stock; and 

Even if there were shortrun drops in 
housing costs or rents for units vacated by 
subsidized families, these would probably be 
offset by long-term declines in housing quality. 

9. The subsidy programs have relatively 
small budget impact in the year funds are. 
committed for housing units. However, the 
programs commit the Federal Government to a 
relatively high level of "runout costs" over a 
program's life-up to 40 years in some in- 
stances. 

These include both direct Government pay- 
ments and some indirect costs such as forgone 
taxes. Table 6 presents estimafed runout costs 
of the housing subsidy programs for commit- 
ments through fiscal year 1973. The table also 
shows runout costs discounted at 5 percent and 
7.5 percent. A discount rate expresses the 
present value of costs that will be incurred in 
future years. 

Table 6. Estimated Run-Out Costs 
of Subsidized Housing 

(Dollars in Billions) 

Total Total 
Dis- Dis- 

Program Total counted counted 
at 5% at 7V2% 

Section 235 $2.5 $2.1 $1.9 
Section 236 14.0 8.0 6.0 
Rent supplement 8.0 3.0 2.0 
Low rent public 

housing 58.3 25.9 19.4 
Section 502 2.9 1.6 1.3 

Total $85.7 $40.6 $30.6 

Note: Based on estimated number of units with contract commitments 
through liscal year 1973, except low rent public housing, which is 
based on June 1973 estimates of commitments through fiscal 
year 1974. These include all methods of providing public housing. 

Source: Department of Hous~ng and Urban Development, National 
Housing Policy Review. 

10. Combined, the subsidy programs have 
provided, to date, a slightly greater probability 
of serving low income than higher income 
families. However, more than one-third of all 
subsidized units, or almost 700,000, provide 
services to households earning more than 
$5,000 annually. At the same time, more than 
16 million households with annual incomes of 
less than $5,000-about 94 percent of the total 
households in this income category-receive no 
assistance whatsoever. 

1 1. The great majority of households at 
each income level is not served. Moreover, a 
household's geographical area of residence 
significantly affects its chances of obtaining 
subsidized housing. This kind of inequity would 
be reduced by the production of more subsi- 
dized units. 

12. The total Government cost of the 
subsidized housing programs (about $2.4 billion 
in calendar year 1972) was about $1.0 billion 
greater in 1972 than benefits received by 
recipients (Table 7). The benefits shown in 
Table 7 are measured in terms of the cash 
grant the family would accept in lieu of partici- 
pation in the subsidy program. 



One way to account for some of the 
inefficiency measured in this manner (i.e., ex- 
cess of total Government costs over the bene- 
fits as viewed by the recipients) is that some of 
these costs are offset by benefits to nonsubsidy 
recipients. 

Conclusions 
Government-subsidized housing programs 

contain a number of problems that result in 
subsidized housing programs (about $2.4 billion 
in calendar year 1972) was about $1.0 billion 
through legislative changes. Legislative correc- 
tion of one problem, however, often tends to 
aggravate or create others. More importantly, 
while administrative changes would marginally 
.improve the efficiency and equity of production 
programs, serious problems of inefficiency and 
inequity inherent in using production as the 
basic approach would remain. 

Existing programs require the construction 

Table 7. Excess of Costs Over 
Benefits to Recipients (Based on 
1972 Occupancy Records) 

(Dollars in Millions) 

Total 
Estimated Excess 

Program Government ~ ~ ~ ~ l ~ n : ~  costs 
Costs 

Low rent public 
housing $1,609 $885 $724 

Section 236 114 56 5 8 
236 Rent supple- 

ment 4 0 2 2 18 
Rent supplement 110 5 2 5 8 
Section 235 390 319 7 1 
502 Noninterest 

credit 85 14  91 
502 Interest credit 91 64 27 

Total $2,439 $1,412 $1,027 

Source. Department of Housing and Urban Development. Nallonal 
Houslng Pol~cy Rev~ew estimates based on data from Department 
of Hous~ng and Urban Development and Department of Agrlcul- 
tuie 

of new or substantially rehabilitated units. Thus, 
where existing decent older housing is availa- 
ble, programs diverting lower income families to 
new and better housing require a larger subsidy 
per family than a strategy which emphasizes 
greater use of the existing stock. 

Evidence indicates that the average low 
rent public housing unit is as good as the 
average unit available for rent in the private 
sector. In both the Section 236 and the rent 
supplement programs, units are substantially 
better than the average existing private sector 
unit. Most program beneficiaries could be well 
served by a less expensive unit in the existing 
housing stock or a cash transfer of lesser value 
than the current subsidy. Although these fami- 
lies would not have housing of a quality as high 
as under a production program, the objective of 
a "decent home" would be met in most cases. 
Most importantly, the lower cost per family 
would allow the Government, within a given 
budget, to make better housing available for 
more low income families. 

The production programs, except for low 
rent public housing, depend primarily upon the 
initiative of private builders and sponsors. Profit 
inducements must be provided to insure that 
participation is forthcoming. The inflexibility of 
the system means that the same opportunities 
for profit are given to sponsors serving the 
suburban elderly as to those serving the ghetto 
poor. Building greater flexibility into the incen- 
tive system, however, would be extremely diffi- 
cult if not impossible. 

Other characteristics of Government pro- 
duction programs that may result in higher 
costs (reduced efficiency) include affirmative 
action activities and environmental considera- 
tions and probably higher wage costs. These 
factors increase society's well-being but at the 
cost of reduced Program Efficiency viewed from 
the more narrow standpoint of assistance to the 
occupant of the subsidized housing. 

lncreasing the amount of subsidy for bene- 
ficiaries-"deepening the subsidy," in other 
words-would allow the programs to serve the 
more needy, but within the framework of a 
production assistance strategy, these modifica- 
tions would entail trade-offs with other aspects 
of program performance. lncreasing the number 
of beneficiaries from the present low proportion 
of eligibles served would also entail trade-offs. 



Deepening the subsidy or increasing the 
number of beneficiaries would result in the 
following trade-offs: 

1. The cost of the programs to Government 
and losses through inefficiency both would rise 
substantially. 

2. The failure rate (i.e., assignments and 
foreclosures) might well rise because, generally 
speaking, the lower the income of the recipient, 
the greater the risk. 

3. Local opposition probably would in- 
crease as more sites were required, especially 
in suburban areas. Notwithstanding current ef- 
forts toward deconcentration, this could lead to 
concentration of projects as well as to large 
projects located on poor site locations-better 
housing but in a less desirable living environ- 
ment. 

4. Greater concentration of the very poor in 
each multifamily project may well lead to higher 
operating costs and emphasize the negative 
image of Government-subsidized housing proj- 
ects, thereby reinforcing local opposition. 

Legislative changes to improve the effi- 
ciency of programs could include modification 
of tax incentives for private enterprise, but 
predicting in advance of field experience the 
nature and extent of the inducements required 
to attract private enterprise is very difficult 
because of differences in location, tenant char- 
acteristics, and national and local economic 
situations. Substitution of Federal for private 
lending might lower direct costs, but the impact 
of increased Federal borrowing on overall inter- 
est rates and debt payments on Federal bor- 
rowings as a whole could offset this gain. 
Although elimination of administrative determi- 
nation of wage rates might reduce costs in 
some cases, gains in Program Efficiency 
through cessation of administratively deter- 
mined wage rates would be relatively minor, 
given the inherent structural problems in the 
programs. 

Overall Program Equity 
Although the subsidy programs have some- 

what different and overlapping target groups, it 

nevertheless appears to be Congress' intent 
that, taken as a whole, these programs should 
serve equitably the housing needs of lower 
income households. This section analyzes how 
equitably the programs actually have served 
lower income households. The analysis in- 
cludes the following programs: low rent public 
housing, rent supplement, the Section 235 
homeownership, the Section 236 rental assist- 
ance, the Section 502 interest credit rural 
homeownership, and the Section 504 rural 
housing repair programs. 

Under most circumstances only families or 
elderly individuals can occupy federally subsi- 
dized housing; single individuals under 62 are 
excluded by law. Table 8 computes the number 
of eligible households by income level by 
adding persons over 62 living away from their 
families to the Census count of families. For the 
purposes of presenting the analysis, $5,000 
was selected as a dividing line between low 
and moderate income. 

There are almost 18 million households 
with incomes less than $5,000 a year, of which 
15.5 million are considered eligible households. 
Some of these households, through their own 
efforts or because of Federal, State, or local 

Table 8. Estimated Households 
Eligible for Participation in 
Subsidized Housing Programs as of 
December 31, 1972 

Gross Total Eligible1 
Income Households Households 

' Includes all famllies and elderly unrelated individuals. Excludes 
indivduals under 62 who live away from the~r families. Does not 
take account of Income lhmits or other program ellglblllty require- 
ments. 

Source: Department of Housing and Urban Development, Natlonal 
Housing Policy Revlew estimates based on data from Deparlment 
of Commerce, Bureau of the Census. Currenl Population Reports. 
Series P 4 0 ,  nunlbers 83, 84. 87. and 1970 Census 01 Popula- 
tion. 



housing subsidy programs, have decent hous- 
ing at a 25 percent or less shelter cost-to- 
income ratio. In 1970, however, half of the 
eligible households earning less than $5,000 
lived in overcrowded conditions, paid more 
than 25 percent of their income for  rent, 
lacked adequate plumbing, or occupied very 
old low-cost units. 

Table 9 shows the total number of house- 
holds served by the subsidized housing pro- 
grams, and the percentage of total households 
served. Combined, the subsidy programs pro- 
vide a slightly higher probability of serving low 
income than moderate income households. 

The distribution of benefits within any in- 
come level is uneven. Furthermore, most low 
income households are not being served. Only 
349,000 (about 6 percent) of 5.6 million house- 
holds with incomes less than $2,000 are 
served. Similarly, about 4 mill ion households 
out of 4.3 mill ion earning between $2,000 and 
$3,000 annually receive no housing subsidy. 

Much of the inequity is inherent in the 
structure of the programs. An important reason 

behind this inequity is that the subsidies al- 
lowed, except in low rent public housing and 
the rent supplement program, are not deep 
enough to serve most low income families. 
These families are excluded simply because 
they cannot pay the minimum rents required for 
subsidized units at reasonable rent-to-income 
ratios. 

Second, the programs, in accordance with 
the statutes, rely principally on new construction 
or substantial rehabilitation. They are not keyed 
toward maximum use of the existing stock of 
housing, which would be less expensive. There- 
fore, relatively few households receive high 
quality units, and no housing subsidies are 
given to the remaining lower income population. 
Greater use of the existing housing stock 
would allow more low income families to be 
served with the same expenditure of Govern- 
ment funds. 

A third structural cause of the unequal 
distribution of assistance in the various pro- 
grams is that low cost units cannot exist in 
some localities because of zoning or other 

Table 9. Distribution of Households Served by Rent Supplement, Low 
Rent Public Housing, Sections 235, 236, 502 Interest Credit, and 504, by 
Income Class, as of December 31, 1972 

Households Served as 
Gross Income Households Served Total Households Percent of Total 

Households 

$0- 999 
1 ,OOc-1,999 
2,000-2,999 
3,000-3,999 
4,000-4,999 
5,000-5,999 
6,000-6,999 
7,000-9,999 

10,000 or more 

2% 
8 
7 
6 
6 
6 
5 
2 

Less than 0.5 

Total 1,795,000 68,500,000 3% 
--- -- - 

Note: Deta~l may not add to totals because of rounding. Thls table IS not exactly comparable to Tables 10 and 12 because of differences in program 
coverage or year of census data 

Source- Department of Hous~ng and Urban Development. Nal~onal Housing Pol~cy Rev~ew estimates based on data from Department of Houslng and Urban 
Developmeni. Department of Agriculture and Depailrnent of Commerce, Bureau o l  the Census, Current Populalion Reports, Series P-60, Nos. 84 and 
87. and 1970 Census of Populal~on 

--- 



restrictions. Moreover, low rent public housing 
and rent supplement units require specific local 
approval. 

Fourth, because builders' profits, profes- 
sional fees, and tax incentives depend on the 
total development cost, there is an incentive to 
maximize this cost. To the extent this results in 
more expensive units, fewer families are able to 
afford them. 

In an effort to maintain the financial sol- 
vency of projects and to respond to the recom- 
mendations of experienced managers, HUD 
has published regulations requiring a "cross 
section" of tenants to be admitted to many of 
its rental projects. However, this policy has 
meant that fewer very low income tenants can 
be served. 

A special facet of the unequal distribution 
of assistance within similar income groups is 
that a household's geographic place of resi- 
dence significantly affects its chances of obtain- 
ing subsidized housing. Table 10 shows-at 
two different income levels-the percentage of 
each region's households receiving subsidized 
housing. At both these levels, a family in the 
South has a much greater chance of being 
served than a family of equal income has 
elsewhere. In the Far Western, Mountain, 
Plains, and Middle Atlantic States, families at 
each income level have less than an average 
chance of being served. The results are similar 
for other income levels. 

The reasons for geographical inequity differ 
among the various programs. For certain pro- 
grams, the combination of high construction 
costs and low mortgage limits reduces building 
within a particular area. Low rent public housing 
has been limited in the Plains and Mountain 
States by a lack of local housing authorities. 
Another cause of geographic inequity in the 
programs is that some parts of the country 
have not had many private developers using 
the programs. 

Social Impact 
An underlying purpose of Government-sub- 

sidized housing is to improve the social condi- 
tions not only of the poor but also of the 
communities in which they live. 

Table 10. Percent of Households 
Served By Subsidized Housing For 
Selected Income Flanges, By HUD 
Region, as of December 31, 1972 

Gross Income 
HUD Region 

$1,000- $5,000- 
1,999 5,999 

I 
II 
Ill 
I v 
v 
v I 
VI I 
Vlll 
IX 
X 

Total 7% 6% 

Note: Subsidized households are as of December 31, 1972. Total 
households are as of the 1970 Census. This table is not exactly 
comparable to Tables 9 and 12, because of differences in 
program coverage or year of census data. The states and 
territories are included in HUD regions as follows: 

I 

I1 

111 

IV 

v 

VI 

VII 
Vlll 

IX 

X 

Connecticut, Malne, Massachusetts, New 
Hampshire, Rhode Island, Vermont. 
New Jersey, New York, Puerto Rico, 
Virgin Islands. 
Delaware, Dlstrict of Columbia, Maryland, 
Pennsylvania, Virginia, West Virginia. 
Alabama, Florida, Georgia, Kentucky, 
Mississippi. North Carolina. South 
Carolina. Tennessee. 
Illinois. Indiana, Michigan. Minnesota, 
Ohio. Wisconsin. 
Arkansas, Louisiana. New Mexico. 
Oklahoma, Texas. 
Iowa, Kansas, Missouri, Nebraska. 
Colorado, Montana, North Dakota, South 
Dakota. Utah, Wyoming. 
Arizona, California. Hawail, Nevada, 
American Samoa. Guam. Trust Territory 
of the Pacific Islands. 

Alaska. Idaho, Oregon. Washington. 

Source: Department of Housing and Urban Development, National 
Housing Policy Review estimates based on data from the 
Department of Housing and Urban Development. Department of 
Agriculture and Department of Commerce. Bureau of the Census, 
1970 Census of Population. 

What is Social Impact? 
Social impact is important, but by its very 

nature it tends to be difficult to measure. 
Basically, it involves the question of how com- 
munities and neighborhoods and their inhabit- 



ants are influenced and affected by the provi- 
sion of better housing for the poor. The social 
impact of better housing may be divided into 
two categories: 

1. Direct, or "first order" effects upon the 
occupants of subsidized housing. Improved 
housing may modify the characteristics of the 
occupants. Thus, in assessing the direct ef- 
fects, the following questions may be asked: 
Does improved housing increase family stabil- 
ity? Does better housing improve the mental 
and physical health of the occupants? Do the 
occupants show a greater incentive to provide 
for themselves and improve their economic 
status? Do their children manifest a greater 
security and willingness to advance in school- 
ing? 

2. Indirect, or "second order" effects upon 
a community. Does improved housing reduce 
crime rates, lower welfare rolls, raise educa- 
tional levels? Do communities become more 
stable? Does improved housing for the poor 
have the effect of raising property values in 
adjacent areas? 

Direct and Indirect Impact 

There is a relationship between the direct, 
first order effects of improved housing and its 
indirect, second order effects. The first order 
effects are felt primarily by the recipients of the 
improved housing. To the extent that the physi- 
cal environment is improved, subsidized hous- 
ing obviously has had an important social 
impact. In turn, the community may feel some 
direct benefits and effects from the improved 
housing. In terms of social cohesiveness, a 
community may feel better off because its poor 
are better housed. 

The chief impact of improved housing upon 
a community, however, derives from indirect, or 
second order effects: lmproved housing may 
reduce rodent infestation, for example. To that 
extent, the community benefits through the 
better health of its citizens. Moreover, if im- 
proved housing increases family stability or 
physical health, a community will benefit 
through reduced costs for welfare and health 
care. Similarly, society benefits if improved 
housing leads to less crime, less juvenile delin- 
quency, less drug addiction, improved educa- 

tional achievement in the schools, or increased 
property values. 

In judging the social impact of subsidized 
housing, however, it is also necessary to show 
that the improved conditions result from better 
housing and not from other factors. This is not 
a causal relationship that can be proved or 
disproved easily. The improved conditions in 
one section of a community may result from the 
characteristics of the families drawn to subsi- 
dized housing; in that event, the improved 
housing may lead merely to the transfer of 
conditions from one location to another in a 
community. Similarly, the improved conditions 
may result from other factors such as improved 
police protection, better health care, or commu- 
nity services other than housing. 

Summary of Selected Case Histories 
on the Social Impact ~f Housing 

The most comprehensive study of the 
impact of housing on the welfare of people was 
performed in Baltimore in 1962 by Daniel M. 
Wilner, Rosabelle Price Walkley, Thomas C. 
Pinkerton, and Matthew Tayback.15 In their 
study, groups of poor people from slum areas, 
some of whom moved into public housing (test 
group) and some of whom stayed in slum 
housing (control group), were compared over a 
period of time. The purpose of the study was to 
evaluate the first order effects of improvements 
in housing conditions on health; on behavior, 
attitudes, and psychological characteristics; and 
on children's school performance. 

The study indicated that subsidized hous- 
ing provided few social benefits. Illnesses 
among the families in the test group were only 
slightly reduced and little difference between 
groups was noted in their levels of aspiration. 
The school performance of children in the test 
group improved only marginally. This small 
improvement was attributed to fewer accidents 
and fewer days of illness because of the better 
housing. In general, persons over 35 years of 

' 5  Daniel M. Wilner, et al., The Housing Environment and 
Family Life, Baltimore: Johns Hopkins Press, 1962. For 
a thorough review of the evidence regarding the 
impact of housing on health, see Stanislav V. Kasl, 
"Effects of Housing on Mental and Physical Health," a 
report prepared for the National Housing Policy Re- 
view, 1973. 



age experienced very few social benefits. Re- 
housed families, however, did significantly in- 
crease interactions with neighbors. These mini- 
mal first order effects indicated that other 
households in the neighborhood were unlikely 
to benefit from the improvement of housing for 
the few assisted households. 

Several studies have attempted to deter- 
mine whether improvements in housing produce 
second order benefits. These studies have 
attempted to measure the effect of new housing 
on property values, for example. Property val- 
ues of subsidized housing and neighboring 
sites were studied over periods of time. Unex- 
plained changes in property values-the 
amount that people were willing to pay to live in 
a certain area-were used as an indicator of 
social impact. If changes in property values 
could not be related to inflation, direct property 
improvements, or other factors, then they could 
be attributed to the market value of social 
impact. 

One study compared the trends in prices of 
property located in areas two to three blocks 
wide surrounding three public housing projects 
in St. Louis with three control neighborhoods, 
over a period spanning 1937 to 1959.16 The 
three public housing areas contained eight 
public housing projects. The time span began 
before the first public housing was constructed 
and ended after completion of the last public 
housing project. The study found no significant 
difference between the indices of property value 
in each of the public housing and control areas, 
except for one year, during this period. 

Another study compared the trends in 
value of houses around a newly built Section 
221(d)(3) (below market-interest rate) project 
with trends in a control area without subsidized 
housing.'' Both the test and control areas were 
located in Los Angeles and included mainly 
white middle income families. The housing 
project consisted of 132 units built prior to 
1965. The study found that the impact of the 
project on property values in the immediate 
area was insignificant. Since the socioeconomic 

l 6  Hugh Nourse, "The Effect of Public Housing on Property 
Values in St. Louis," Land Economics, November 
1963. 

l 7  Robert Shafer, "The Effects of EMIR Housing on Prop- 
erty Values," Land Economics, August 1972. 

mix was the same in the project and the test 
and control areas, the study findings reflect the 
impact, or lack of it, of the project itself and are 
free of the effects of class mixing. 

These studies indicate that the introduction 
of subsidized housing into a neighborhood does 
not appear to affect property values. Thus, to 
the extent that change in "property value" is an 
indicator of the market's perception of social 
impact, subsidized housing does not seem to 
have significant second order effects. This does 
not mean there are no spillover effects from 
housing: It is possible that a large-scale, sus- 
tained rebuilding effort may raise property val- 
ues. 

Public Reaction to Subsidized 
Housing 

Because of its intangible and often indirect 
effects, it is difficult to determine whether subsi- 
dized housing is having a desirable social 
impact. Ultimately, the answer must rest upon 
the collective judgment of the community af- 
fected and the reaction of individual citizens. In 
this respect, the evaluation of the social effects 
of improved housing becomes complicated by 
the adverse public reaction that often follows 
the introduction of Government-subsidized 
housing into a community. 

Government-subsidized housing has ac- 
quired a poor reputation in many communities, 
especially in suburban areas, where it is often 
perceived as a negative social influence that 
lowers educational and property values and 
transplants the social problems of the inner 
cities to the suburbs. To many, subsidized 
housing represents the intrusion of the Federal 
Government into the affairs of local communi- 
ties. Government-subsidized housing often is 
viewed as a potential social burden because it 
may overload schools, highways, sewage facili- 
ties, and other community services. 

To the collective negative reactions of a 
community must be added the individual's reac- 
tion that there is an inherent inequity in subsi- 
dized housing. The individual's reactions come 
primarily from those who are better off econom- 
ically than those who benefit from subsidized 
housing. They claim inequity because they are 
faced with living side-by-side with individuals, 
who, because of Government subsidies, pay 



less for equivalent (and in some cases newer 
or even better) housing. 

Real or perceived inequities probably are 
inevitable in a subsidy program for housing. An 
"inequity" to one family may be a "salvation" to 
another. The problem for the Government is to 
weigh the equities or inequities and to come up 
with a solution that best benefits society. 

Impact of Subsidized Housing 
Programs on Patterns sf Racial 
Mixing 

The legislative history of the Housing Act of 
1968 provides little insight into how the Con- 
gress intended the new subsidized housing 
programs to affect racial mixing. The preamble 
to the 1968 act defined as its purpose: 

. . . to assist in the provision of housing for low and 
moderate income families, and to extend and amend laws 
relating to housing and urban development. 

Section 223(e) of the National Housing Act, 
as amended in 1968 (authorizing the Secretary 
to insure mortgages on property "located in an 
older, declining urban area . . .") may be 
regarded as a Congressional intent that assist- 
ance housing programs were not to be withheld 
from the central city. Section 3 of the 1968 act 
further emphasizes this point by requiring that, 
in administering the subsidized housing pro- 
grams, there must be opportunities for employ- 
ment and training of lower income persons 
residing in the area. Apart from these sections, 
there is no clear intent as to the location of 
subsidized housing in the 1968 act. 

A separate enactment-the Civil Rights Act 
of 1968-required the Secretary of HUD to 
administer affirmatively the Department's pro- 
grams to further the policy of fair housing. But 
the act did not provide the Secretary with 
specific guidance as to the location of subsi- 
dized housing. Although HUB had developed a 
site selection policy for low rent public housing, 
no such policy had been developed for other 
subsidized housing programs. The Shannon 
decision on December 30, 1970,18 officially 

P 

l 8  Shannon v. United States Department of Housing and 
Urban Development, 436 Fed.2d 809 (1970). 

ordered the Department to develop an institu- 
tionalized method for reviewing site locations 
for all low and moderate income subsidized 
housing that would take racial concentrations in 
local communities into account prior to ap- 
proval. The court opinion criticized HUD's fail- 
ure to establish an official policy for the location 
of subsidized housing projects and concluded 
that the lack of a policy on this matter had 
caused greater racial impaction, thereby violat- 
ing, in the court's view, the Civil Rights Acts of 
1964 and 1968: 

The essential substantive complaint is that the location of 
this type of project on the site chosen will have the effect of 
increasing the already high concentration of low Income 
black residents in the East Poplar Urban Renewal Area. 
The essential procedural complaint preserved on appeal is 
that in reviewing and approving this type of project for the 
site chosen, HUD had no procedures for consideration of 
and in fact did not consider its effect on racial concentration 
in that neighborhood or in the City of Philadelphia as a 
whole. 

In the most recent decision (September 11, 
1973) in the continuing consolidated litigation of 
Gautreaux V.  Romney and Gautreaux v. Chi- 
cago Housing Authority, the court has ordered 
HUD to lend its best efforts to assisting the 
Chicago Housing Authority to carry out the 
court's order requiring placement of public 
housing in white neighborhoods within the city 
limits. This order implemented the earlier opin- 
ion of the Seventh Circuit Court of Appeals that 
HUD had violated the fifth amendment of the 
U.S. Constitution and Title VI of the Civil Rights 
Act of 1964 in approving the location of public 
housing principally in black neighborhoods. 

In June 1971-after the Shannon decision 
but before the Gautreaux decision-HUD pub- 
lished draft Project Selection Criteria, which 
stated the Department's policy toward racial 
and economic concentration of subsidized 
housing projects. Criterion 2-Minority Housing 
Opportunities-exemplified how the Department 
responded to the Shannon decision. The objec- 
tives of this criterion are: 

1. To provide minority families with oppor- 
tunities for housing in a wide range of locations. 

2. To open up nonsegregated housing 
opportunities that will contribute to decreasing 
the effects of past housing discrimination. 



The objective of dispersing minorities out of 
the central city tends to make the legislatively 
formulated production goal of 6 million subsi- 
dized units more difficult. 

Achievement of both these goals together 
may to some extent speed deterioration of 
housing in the central cities, rather than pre- 
venting it; this, of course, runs counter to 
another explicit goal of the 1968 act. Dispersing 
residents out of central cities reduces the 
demand in those cities for housing, and dis- 
courages maintenance by landlords; this even- 
tually may lead to abandonment. A policy to 
achieve racial dispersion may tend also to 
increase the cost of subsidized housing through 
project delay and additional costs of administer- 
ing the guidelines. 

portion of blacks in the suburban Section 236 
projects resulted from (1) drawing blacks from 
other suburban locations, or (2) drawing blacks 
from central city locations. The latter case 
would indicate that the Section 236 projects in 
suburban Washington were contributing to ra- 
cial dispersion. About 21 percent of the minority 
residents in the suburban projects had formerly 
resided in the Washington central city; practi- 
cally all the others came from within the same 
county (52 percent) or from another suburban 
county (23 percent). If blacks who were located 
in the central city moved into the former 
suburban residences of those blacks who occu- 
pied the units in the Section 236 projects, 
further dispersive effects may have resulted. 

Two studies undertaken by HUD provide 
some insight into the way subsidized housing 
programs have affected racial dispersion, but 
neither study specifically evaluates the Project 
Selection Criteria policy because of the time 
frame and the nature of the study samples. 
Only 2 years have passed since the Project 
Selection Criteria were implemented-many 
subsidized housing projects were in the "pipe- 
line" and thus were not affected before the 
policy was announced-and many projects ap- 
proved under the Criteria still have not been 
completed. 

One 1972 HUD study of the Section 236 
rental assistance program in the Washington, 
D.C., metropolitan area showed that in the 
central city the proportion of blacks in Section 
236 projects was always higher than the al- 
ready high proportion in the census tract. (See 
Table 11 . )  This would indicate that the Section 
236 program-at least in the Washington met- 
ropolitan area-was unable to affect racial 
concentration trends prevalent in the central 
city. On the other hand, Section 236 projects in 
suburban areas did appear to contribute to 
racial balance across neighborhoods. In almost 
every instance, the proportion of blacks in the 
Section 236 projects in suburban areas was 
considerably higher than in surrounding neigh- 
borhoods. 

The study also reviewed the locations of 
the former homes of a number of the black 
residents to determine whether the higher pro- 

Table 11. 1970 Black Population as 
Percent of Project, Block and Tract, 
Washington Metropolitan Area 

Project and 236 Census Census 
Location Project Block Tract 

Washington, D.C. 
(Central City) 
Project A 100% 100% 92% 

B 100 98 89 
C 100 93 67 
D 100 98 94 
E 100 99 69 

Maryland Suburbs 
Project F 82 3 1 

G 3 1 20 4 
H 9 6 26 25 
I 22 NA 7 
J 45 2 2 
K 60 13 17 
L 17 3 8 
M 0 2 1 
N 15 NA 2 

Virginia Suburbs 
Project 0 45 NA 2 

NA=Nol available. 
Note: The Bureau of the Census publishes data by census 

tract and block. The average tract has about 4.000 residents; 
census blocks are usually city blocks. 

Source: Department of Housing and Urban Development; 
Department of Commerce, Bureau of the Census, 1970 Census 
of Populatfon and Housing. 



However, the study did not follow the "chain-of- 
moves" of the residents to determine whether 
this was in face the case. 

The National Housing Policy Review ana- 
lyzed how the Sections 235 and 236 programs 
affected social dispersion in the Far Western, 
Southwestern, and Middle Atlantic regions of 
the country (HUD Regions Ill, VI, and IX). The 
study showed that the programs had indeed 
provided suburban housing opportunities to mi- 
norities. Of significance is the fact that 18 
percent of blacks moving within Standard Met- 
ropolitan Statistical Areas into subsidized hous- 
ing within each of the three regions moved from 
the central city to suburban areas. (Nationally, 
only about 7 percent of blacks relocated to the 
suburbs between 1965 and 1970.) The rate for 
all races moving into suburban subsidized 
housing from the central city was also higher in 
the programs analyzed by the study than the 
national rate between 1965 and 1970-20 per- 
cent compared to 15 percent. Subsidized hous- 
ing thus appeared to be providing suburban 

Table 12. Percent of Households 
Served by HUB Subsidy Programs, 
by lnc~rne and Minority Group, as of 
December 31, 1972 

Total Gross Income bl,S, Spanish 
Black American 

$0- 999 1% 2% Less 
than 
0.5 

1,000-1,999 7 19 9 
2,000-2,999 7 2 0 10 
3,000-3,999 6 18 11 
4,000-4,999 6 17 11 
5,000-5,999 5 14 10 
6,000-6,999 4 11 9 
7,000-7,999 3 7 6 
8,000-9,999 1 4 3 

Note Excludes programs adm~n~slered by the Farmers Home Adm~n~s. 
lrallon Subsldlzed households are as o l  December 31. 1972. 
Total Households are as o l  the 1970 Census. 

Source Departmen1 of Hous~ng and Urban Development, Nal~onal 
Housing Policy Review estimates based on data from Department 
of Hous~ng and Urban Developmenl and Department of Com- 
merce. Bureau of the Census. 1970 Censirs 0 1  Popula!,on 

housing opportunities to some central city low 
and moderate income families, particularly 
blacks. 

One additional question is whether minority 
households are served by the housing subsidy 
programs as frequently as other low income 
households. In fact, the evidence indicates that 
they are served more. Table 12 shows the 
percentage of the households served at several 
income levels, for the Nation as a whole and for 
two minority groups. Both minorities-but espe- 
cially blacks as compared to Spanish Ameri- 
cans-have higher shares of subsidized units 
compared to other low income families in the 
same income level. At each low income level, 
the fraction of blacks who live in subsidized 
housing is about three times the fraction of all 
households who do. 

These studies indicate that the subsidized 
housing programs tend partially to increase the 
opportunity for the dispersion of central city 
inhabitants-particularly minorities-to subur- 
ban areas. There is also some evidence that 
the programs contribute to racial mixing. The 
significance of the contribution of subsidized 
housing to racial dispersion is small, however, 
in comparison to the amount of racial imbal- 
ance that exists. 

The Section 235 
Program 

The Section 235 homeownership assist- 
ance program,lg established in the 1968 legisla- 
tion, is the largest subsidy program through 
which the Department of Housing and Urban 
Development specifically attempts to provide 
homeownership. The HUD Section 235 Hand- 
book, issued in January 1973, states the objec- 
tives of the program succinctly: - -! 

The program is intended not only to produce more \ 
homes, but to enable lower income families to become 
owners of homes and thereby experience the pride of j 
possession that accompanies homeownership. In this way, e 

j 9  In the analyses of each of the subsidized programs, 
extensive use is made of the concepts developed in 
the section, "Criteria for a Nationwide Evaluation." 
Precise definitions of the technical terms used can be 
found on pages 87 through 91. 



the program can be a vital influence in promoting personal 
responsibility and social stability. L 

The Section 235 program is basically pro- 
duction-oriented both in terms of the stated 
goals of the program and in its structural and 
administrative makeup. The program was de- 
signed to help achieve the target of 6 million 
new or substantially rehabilitated units for low 
and moderate income families by 1978. The 
subsidy is attached to the house and not to the 
occupant family. If the occupant family should 
move, it would lose the subsidy. 

The subsidy formula is calculated as the 
lesser of either (1) the difference between (a) 
20 percent of monthly adjusted income and (b) 
the total monthly payment under the mortgage 
for principal, interest, mortgage insurance prem- 
ium, taxes, and hazard insurance; or (2) the 
difference between (a) the monthly payment for 
principal, interest, and the mortgage insurance 
premium, and (b) the payment to principal and 
interest at a 1 percent interest rate. 

Viewed one way, the subsidy places a 
special burden on some Section 235 families. 
Those receiving the maximum subsidy under 
the second formula-usually the lower income 
Section 235 families-must bear increases in 
taxes and insurance without increased assist- 
ance. The higher income families, who usually 
are subsidized under the first formula, have 
their subsidy raised to cover the entire increase 
in taxes or insurance until the second formula 
subsidy limit is reached. 

A builder/sponsor under Section 235 us- 
ually has a strong demand for its product if it 
builds according to HUD regulations. A family 
must be lucky enough to be the one-out-of-50 
income-eligible Section 235 families (on aver- 
age) selected for homeownership by the 
builder/sponsor and the mortgagee. 

For many of the Section 235 families 
whose shares of mortgage payments are based 
on 20 percent of adjusted gross incomes, there 
is no incentive to be concerned about whether 
a higher price represents more "house," since 
they do not pay the additional price themselves. 
Thus, the builder faced with strong demand 
may be able to "capture" some of the Govern- 
ment subsidy by encouraging the family to 
purchase an expensive house, with the higher 
cost covered by a higher Government subsidy. 

This counterproductive incentive structure 
highlights the crucial role that HUD appraisers 
and inspectors must play in order to hold down 
excess profits and to protect the interests of the 
Government. Abuses and fraud, however, are 
an inherent and demonstrable danger of such 
an incentive structure. 

For the Section 235 homeowner family, the 
subsidy is typically large (equal to about one- 
eighth of the family's average income). There is 
little financial risk to the homeowner here 
because his or her initial equity frequently is 
less than the deposit on an apartment, while 
the Government assumes almost all the risk of 
a Section 235 home by providing insurance for 
the mortgagee. In the past, HUD has not 
sought deficiency judgments to recover costs 
against Section 235 homeowners whose homes 
have been foreclosed. 

The income and mortgage limits predeter- 
mine most of the characteristics of the partici- 
pants and the units produced. The mortgage 
limits range from $18,000 to $24,000, depend- 
ing on family size and location, and the income 
limits are set at 135 percent of local housing 
authority income limits. However, there is a 
significant exception to this general rule. 
Twenty percent of the contract authority may 
assist households with incomes up to 90 per- 
cent of the Section 221(d)(3) below-market- 
interest-rate income limits. The income limits 
from this program allow higher income families 
to enter the Section 235 program. 

In contrast to such legislatively determined 
upper limits, the lower mortgage and income 
limits are set administratively by HUD's Mini- 
mum Property Standards for the unit and by 
mortgage credit standards for the applicant. 
Given local building costs, the setting of Mini- 
mum Property Standards has the effect of 
establishing minimum cost and, therefore, the 
minimum mortgage amount: t h e  higher the 
standards, the more expensive the home. The 
mortgage amount and the stringency of the 
mortgage credit standards determine the effec- 
tive lower income limits. A general rule is that 
the mortgagor's share of the total mortgage 
payment, under ordinary circumstances, should 
not exceed 35 percent of net effective family 
income. Some major characteristics of the Sec- 
tion 235 program are presented in Table 13. 



Major Findings 
1. The Section 235 homeownership pro- 

gram has not made significant progress toward 
achieving equity. Only 12.6 percent of the 
families served have incomes of less than 
$5,000 annually. Yet families with annual in- 
comes of less than $5,000 live more often in 
substandard and low quality housing than fami- 
lies earning more than $5,000 annually. In the 
income class with greatest participation 
($6,000-$6,999), only 2.7 percent of eligible 
families are served. A household is 5 times 
more likely to be served if it resides in the 
South than in the Northeast or Middle Atlantic 
regions. 

2. Subsidies received by recipients actually 
increase as gross family income increases. 

3. The program provides substantial bene- 
fits to its recipients. Housing quality of recipi- 
ents improved by 35 percent and nonhousing 
expenditures increased by 8 percent. 

Table 13. Characteristics of the 
Section 235 Program, 1972 

Units assisted through De- 
cember 31, 1972 (home 
insurance written) 398,000 

Total mortgage amounts 
through December 31, 
1972 (home insurance 
written) $7.0 billion 

Maximum annual subsi- 
dies permitted by law 
through fiscal year 
1973 (contract authority 
released in appropria- 
tions) $665 million 

Median mortgage amount 
per unit $1 8,500 

Median buyer income $6,500 

Racial and ethnic compo- 
sition of buyers: 

Nonminority white 66% 
Black 22% 
Spanish American 11% 
Other 2% 

Source: Department of Houslng and Urban Development. 

4. Total Government costs are about 10 
percent greater than the cost of the subsidy. 
Forgone taxes and administrative costs account 
for most of the difference. 

5. A dollar spent by Government on the 
Section 235 program results in only 82 cents 
worth of benefits to the recipient. 

6. Counterproductive program incentives 
may reduce the efficiency and equity of the 
program. These structural "incentives," aimed 
at builders and developers rather than the 
intended beneficiaries, may lead to more ex- 
pensive homes and higher default and fsreclo- 
sure rates. 

7. This study did not demonstrate that 
Section 235 housing costs more than compara- 
ble privately produced units. 

8. The insurance fund for Section 235 
appeared to be actuarially sound through 1972, 
but recent trends in foreclosures and assign- 
ments throw this conclusion into doubt. 

9. The main problems appear to be struc- 
tural problems inherent in the production sub- 
sidy in-kind approach. Some administrative 
changes could reduce the counterproductive 
incentives. 

Equity: Table 14 shows the distribution of 
Section 235 participants by gross-income class, 
and other information on the equity aspects of 
the program. The table makes apparent the 
serious horizontal inequity in the program. Very 
few of the income-eligible families in each 
income class receive Section 235 benefits. In 
addition, the average subsidy actually increases 
in the upper income range. This happens 
because higher income families tend to be 
larger, so they have lower adjusted incomes 
than smaller families with the same gross 
income, and because higher income families 
tend to purchase more expensive homes both 
because of their larger families and their 
greater financial expectations: The decrease in 
the Government subsidy that might be expected 
because of their higher income is more than 
offset by the more expensive homes that higher 
income families purchase. 

The vertical inequity in the program is best 



Table 14. Distribution of Section 235 Housing, by lncome Class, as of 
December 31, 1 972 

Percent 235 Direct Direct Annual 
Distri- Households Annual Subsidy Per 

Gross Income bution of as Percent Subsidy Per Household 
Households of all Household in the 

Served by 235 Households Served Income Class* 

$0- 999 Less than 0.05 Less than 0.05 
1,000-1,999 Less than 0.05 Less than 0.05 
2,000-2,999 0.3 Less than 0.05 
3,000-3,999 2.1 0.2 
4,000-4,999 10.2 1 .O 
5,000-5,999 j0.1 C3.7 2.3 
6,000-6,999 26.4 2.7 
7,000-7,999 19.3 1.9 
8,OOC-9,999 15.9 0.8 

10,000 or more 2.1 Less than 0.05 

' Total subsidy p a ~ d  to an lncome class spread among all households In that lncome class 

Source: Department ol Housing and Urban Development. Nal~onal Housing Pol~cy Review estimates based on data from Department of Hous~ng and Urban 
Development and Deparlment of Commerce. Bureau of Ihe Census, Current Population Repons, Series P-60. Nos. 84 and 87, and 1970 Census of 
Populalion. 

Table 15. Section 235 Regional Distribution, as of December 31, 1972 

Percent of 
Percent Percent U.S. Households Units to 

HUD Region of 235 Units of U.S. Having Between Target Group 
Produced Households $3,000 and $7,000 (Col. 2 + Col. 4) 

Annual lncome 

Total U.S. 100.0% 100.0% 100.0% 1 .O 

Note: See Table 10 for State compos~tion of the reglons. Detail may not add to totals because of rounding. 

Source: Departmenl ol Hous~ng and Urban Development. Nallonal Housing Policy Review estimates based on data from Department of Hous~ng and Urban 
Developmenl and Department of Commerce. Bureau of Ihe Census, 1970 Census of Population. 



illustrated by column 5 in Table 14, where the 
total subsidy paid to an income class is spread 
among all eligible families in their respective 
class. Families in the $6,000 to $6,999 annual 
income class benefit most from the program; in 
other words, the least needy-and the class 
presumably already living in better housing 
within the target group of $3,000 to $7,000 
income2*-receive the largest subsidy. 

Table 15 presents a measure of the geo- 
graphic equity and inequity in the program. The 
table reveals that about 49 percent of the 
Section 235 units are concentrated in Regions 
IV and VI, which have only about 25 percent of 
the Nation's population and 30 percent of the 
Nation's population in the $3,00Q to $7,000 
annual income range. Moreover, Regions I, II, 
and Ill have about 9 percent of the units but 
nearly 31 percent of the total population, and 
29 percent of the "eligible" population. The 
concentration of units in the South-Regions IV 
and Vl-can be explained in part by the 
statutory mortgage limits and the relatively 
lower cost of construction in these areas. These 
factors make new construction more feasible in 
the South. 

Taken together, the tables show that the 
homeownership assistance program has not 
made significant progress toward achieving eq- 
uity. 

Impact: One legislative goal of the Section 
235 program is to produce more "standard" 
housing units. A measure of the success of the 
program presumably could be demonstrated by 
adding up the number of standard housing units 
constructed. 

In measuring the impact of the Section 235 
program, totaling the number of new units 
would be an overstatement, however, because 
it is likely that to some extent developers 
participating in the subsidy program would have 
produced other housing if the program did not 
exist. One recent study determined that for 
every 100 subsidized units undertaken, 86 
unsubsidized starts previously planned were 
canceled, primarily because subsidized starts 
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20 U.S. Congress, Report of the House Committee on 
Banking and Currency on H.R. 17989, House Report 
No. 1585, Washington, D.C.: Government Printing 
Office. 1968. 

reduce the amount of mortgage market funds 
available for unsubsidized starts.21 

Conceivably, the objective of providing 
standard housing for the target group specified 
in the Section 235 program could have been 
attained without increasing the number of new 
units if there had been an improvement in the 
quality of the existing low quality stock. Al- 
though any changes in the housing quality of 
nonprogram beneficiaries cannot be measured 
precisely, the improvement in the quality of 
housing occupied by recipients can be calcu- 
lated. 

The "extra housing" that a Section 235 
family receives is measured by the difference 
between what the unit would cost in the private 
market and what the owner actually pays 
toward the mortgage. It is possible that the sum 
of the Government subsidy and the owner's 
contribution could be greater than the private 
market's evaluation of the unit. This would be 
true if the construction costs of Section 235 
housing were more expensive than they would 
have been in the private market. But a June 
1973 study of nine housing markets containing 
almost 2,000 Section 235 housing units located 
in three HUD regions indicated that the con- 
struction costs for Section 235 units were very 
similar to those of conventional units.22 

If Section 235 houses and comparable 
private houses indeed sell for the same price, 
that means that the owner receives the full 
value of the subsidy, in the form of "extra" 
housing. This amount equals about $948 per 
year for a sample of 329 Section 235 home- 
owners in 10 Standard Metropolitan Statistical 
Areas. 

But of more importance in assessing the 
impact of the program is the percentage of 
improvement in housing quality induced by the 
program. This figure is estimated by comparing 
the housing budgets of families participating 
with those having the same income but not 
participating in the program; housing improve- 

21 Craig Swan, "Housing Subsidies and Housing Starts," 
Washington, D.C.: Federal Home Loan Bank Board, 
Working Paper No. 43, April 1973. This point is 
discussed later, in the section entitled "Impact on the 
Housing Stock." 

22 Department of Housing and Urban Development Regions 
Ill, VI, and IX, Tri-Regional Study conducted for the 
National Housing Policy Review, June 1973. 



ment is estimated to be about 35 percent for 
participants in the Section 235 program. 

Not all of the subsidy is taken in the form 
of better housing. To the extent that a family 
has flexibility in its spending habitsdespite the 
fact that it must purchase a given amount of 
housing to participate in the program-it will 
allocate the funds previously spent on housing 
for nonhousing commodities. The subsidy is not 
a simple add-on to their previous housing 
budget: a figure of 8 percent has been esti- 
mated as the increase in nonhousing expendi- 
tures for Section 235 families compared to the 
control group. 

Because a Section 235 homeowner family 
is constrained to purchase a certain type and 
quality of housing with its subsidy dollars, these 
funds have less value to the family than do 
unrestricted dollars. The measure of the value 
of the subsidy to the recipient is termed the 
benefit to the recipient. For the Section 235 
program, the $948 annual subsidy is valued by 
the average family at $857 ($71 per month). 

Costs: There are five types of costs that 
the Federal Government must bear in order to 
provide the services of the Section 235 pro- 
gram. The costs were estimated over the life of 
the program, using assumptions of income and 
cost growth rates, based on past experience, of 
5.7 and 6 percent, respectively. Where there 
were startup costs, the costs were amortized 
over the projected 11 -year life of the program, 
using a 6 percent discount rate. 

By far the most important cost to the 
Federal Government is the direct subsidy cost 
paid by HUD to the mortgagee. In 1972, the 
estimated average direct subsidy was $948. 

A second important cost to the Federal 
Government is the taxes that are forgone (not 
paid) because of the program. Homeowners 
may deduct mortgage interest payments and 
property taxes from their taxable income. This 
cost, however, was not counted, because all 
homeowners are entitled to this deduction. But 
Section 235 homeowners-unJieo_tbrh~ 
--deduc.t-t-ra$t 
~ ~ P e 3 y ~ ~ ~ e r . n m e n t = p a y s  
by means of the subsidj, The cost to the "- 
Government o f  this entitlement was calculated 
to be $61 for the average family occupying 
Section 235 housing in 1972. 

The administrative cost of the program was 
divided into endorsement, maintenance, and 
settlement costs, and spread over the "ex- 
pected" life of the units subsidized. For 1972 
these costs amounted to $34 per unit. This is 
an overestimate, however, because the mort- 
gage insurance premium-part of which is paid 
by the Government to itself-is used to offset 
administrative expenses connected with the 
program as well as the specific mortgage 
losses borne by HUD because of default termi- 
nations. This offset was estimated at $15 per 
unit for 1972 and was subtracted from the total 
administrative costs. 

Based on an admittedly questionable as- 
sumption, the special risk insurance fund for 
Section 235 was found to be actuarially sound 
in 1972, and no additional adjustments were 
made to account for foreclosure losses. Specifi- 
cally, the predicted final default termination rate 
and average loss per mortgage plus administra- 
tive costs were assumed to be equal to the 
income generated by the 0.5 percent mortgage 
insurance premium. 

Finally, the Government National Mortgage 
Association (GNMA) from time to time provides 
an additional subsidy to support Section 235 
mortgages when the FHA interest ceiling is 
below the market interest rate. GNMA issues 
commitments under the Tandem Plan to buy 
mortgages at 97 percent of par, and, in turn, 
sometimes sells them for a lower price. Actual 
Section 235 Tandem Plan losses for fiscal 
years 1972 and 1973, and projected losses for 
fiscal year 1974, were amortized at 6 percent 
over the "expected" life of the program and 
allocated evenly over each year. The estimated 
cost for 1972 was about $24 per mortgage. The 
estimated total 1972 cost of the program to the 
Federal Government was $1,051 per unit, or 
approximately $391 million for the total pro- 
gram. 

Efficiency: The efficiency measures relate 
benefits and costs to estimate an overall eval- 
uation of the program in relation to the private 
market. An important part of the efficiency 
aspect of the program is whether counterpro- 
ductive incentives, departmental red taps, quality 
standards, and delays increase the cost of 
subsidized housing in relation to comparable 
housing in the private market. Theoretically, this 



might be expected to be the case if the private 
market were competitive. Several factors miti- 
gate this conclusion, however. First, a Section 
235 house is not actually designated as such 
until an eligible buyer is certified. Thus, the 
builder is not always assured of subsidy bene- 
fits and is more likely to build competitively. 
Second, HUB'S appraisals and cost analyses 
tend to keep the selling price of Section 235 
units in the range of the approximate "market 
value." 

The empirical evidence gathered for almost 
2,000 units in nine cities did not show that the 
average Section 235 house costs more than 
similar privately constructed housing. This does 
not necessarily imply that Section 235 construc- 
tion is as efficient as conventional construction. 
Alternate explanations are that Section 235 
units are located on less desirable and, conse- 
quently, lower cost land, or that Section 235 
builders accept a lower profit margin because 
of the lower risk involved in selling subsidized 
housing. 

One significant qualification in this cost 
study is that there appears to be almost no 
non-FHA housing in urban areas constructed 
within the Section 235 mortgage limits apart 
from mobile homes. Although the cost study 
attempted to adjust for differences in amenities, 
it is doubtful that all housing quality as well as 
neighborhood differences were taken into ac- 
count in the adjustments. Nevertheless, the net 
effect on construction costs of the findings is to 
produce a Construction Efficiency Index of 1.0; 
consequently, the market value of the subsidy 
is equal to the dollar value of the subsidy. 

Production Efficiency is a measure that 
depends on the relation between the costs sf 
subsidized housing construction and the costs 
of identical unsubsidized housing construction, 
and on the indirect costs of the program. For 
this program, indirect costs such as taxes 
forgone, administrative costs, and the Govern- 
mental National Mortgage Association Tandem 
Plan, produce an efficiency of less than 1 .O. 

$ 948 - .87 Production Efficiency = - - 
$1051 

A family is constrained in its use of a 
subsidy when it is provided in-kind-that is, in 
actual housing rather than in dollars paid di- 
rectly to the recipient. It is generally agreed that 

because of the inherent restriction of choice, an 
in-kind transfer usually is not worth as much to 
an individual as is an outright cash grant. 
Transfer Efficiency is a measure that takes this 
factor into account. The estimate is based on a 
sample of 329 families in the Section 235 
program in 10 cities, and on an estimate that 
measures the "utility" of the subsidy to the 
average family. Transfer Efficiency is defined as 
the ratio of the cash value of the subsidy in- 
kind related to the market value sf the subsidy. 
In the Section 235 program the market value of 
the subsidy is assumed to be equal to the 
dollar amount of the subsidy, because the 
aforementioned study did not indicate a differ- 
ence between the construction cost of Section 
235 housing and identical, conventionally fi- 
nanced housina. 

u 

$857 Transfer Efficiency = ---- = .90 
$948 

The overall measure of the efficiency sf the 
program is a combination of Production Effi- 
ciency and Transfer Efficiency, called "Program 
Efficiency." Program Efficiency is the ratio be- 
tween the cash value of the subsidy to the 
recipient and the total Federal costs. 

$ 857 = Program Efficiency = - 
$1051 

ThJs measure represents the net benefits 

&cu-rM t hheee m e  r nr~nw~ozn g that 
benefit. The continxtion of t e Proaram mav , u 

~ b - T s t i o n e d  if benefits of $194 per year (thk 
difference between the cash value-to the recipi- 
ent and the total Federal cost) are not provided 
to the rest of society by the provision of a 
Section 235 home. Because social benefits are 
almost impossible to measure, however, this 
estimate can be used by policymakers as a 
benchmark to determine the amount of social 
benefits required in order for the program to be 
Socially Efficient. Overall, the Section 235 pro- 
gram would have had to produce about $71 
million in social benefits in 1972 to be deemed 
Socially Efficient. 

Program Viability: The latest simulations 
conducted for the program, based on 4 years of 
experience-and on the last 26 years of the 
Section 203(b) basic mortgage insurance pro- 
gram-indicated that the insurance fund for 
Section 235 was actuarially sound but at the 



break-even point. A final default termination 
rate of 18.6 percent has been calculated and 
an average life expectancy of 16.1 years gener- 
ated. 

Other data indicate that the average loss to 
HUD from a default termination is now $4,350 
per unit, a figure at the maximum of the 25 
percent loss rate sustainable by the mortgage 
insurance premium given a final default termi- 
nation rate of 18.6 percent. Therefore, as long 
as foreclosures and acquisition losses do not 
increase beyond present estimates, the Section 
235 program can be regarded as actuarially 
sound. The most recent data on foreclosures 
and acquisition costs, however, have indicated 
that the fund may become actuarially unsound. 

The Section 236 
Program 

The Section 236 rental and cooperative 
housing program authorized by the 1968 act 
involves the Government in three activities: 
stimulating housing production; ubsidizing \ housing for rental by low and moderate lnco 
f ~ ~ m u l f l f z n ' i 7 l y  mort jZjES 
The first and third of these activities are de- 
signed to promote the second, which is the 
ultimate goal of the program. 

All Section 236 projects are privately 
owned and financed. FHA mortgage insurance 
encourages the participation of private lenders 
by greatly reducing their risks. When the FHA 
interest ceiling is below the market interest rate, 
an additional subsidy (GNMA Tandem Plan) is 
often necessary to obtain private financing. Any 
nonprofit organization, tenant cooperative 
group, corporation, partnership, or individual 
may become the sponsor (owner) of a project. 
An individual, or profitmaking corporation or 
partnership, must limit its cash return to 6 
percent of invested equity. For this reason, 
profitmaking entities are called limited dividend 
sponsors. In addition to their allowed rate of 
return, investors in limited dividend projects 
also benefit from special tax advantages and 
other opportunities for profit during the develop- 
ment of a project. In exchange for its direct 
regulation of rents and a general determination 
of tenant eligibility, the Federal Government 

agrees to subsidize a Section 236 project by 
paying the difference in monthly installments le, 
between (a) amortization of the mortgage at the y& 
FHA ceiling interest rate plus FHA insurance 
premium and (b) amortization at 1 percent. 

To be eligible for a Section 236 subsidy, a 
family's income must be no more than 135 
percent of the income limit for low rent public 
housing in that particular area at the time of 
initial occupancy. Income is adjusted for family 
size and limited exceptions to this income rule 
are permitted. Two rents are associated with 
each program unit. The "market rent" is equal 
to the sum of operating expenses, amortization 
of that portion of the mortgage associated with 
the unit at the FHA ceiling interest rate, and the 
mortgage insurance payment. The "basic rent" 
is equal to operation expenses plus amortiza- 
tion at 1 percent interest. xhe te_nant family 
must <-:-__ pay the "basic rent," or 25 percent of its 
adjusted (monihly i,ncome; whichgver 3 , g f i P - '  
"Iri7Xo case is it required to pay more than the 
"market rent." The sponsor must turn over to 
HUD all rent receipts in excess of "basic rent." 

A limited percentage of Section 236 fami- 
lies can receive an additional rent supplement 
subsidy. This "piggybacking" of subsidy bene- 
fits substantially increases the depth of the 
subsidy, with minimum tenant rent falling to 30 
percent of the basic rent. 

Table 16 provides some general informa- 
tion on the program: its magnitude, project 
types, and tenant characteristics. 

Major Findings 
1. The Section 236 program provides siza- 

ble Federal housing subsidies, mainly to moder- 
ate income households. 

2. The Section 236 program serves less 
than 1 percent of all households earning less 
than $8,000 per year. 

3. Tenants occupy units that are about 50 
percent better than the housing they would 
have occupied in the absence of the program. 
Expenditures on nonhousing goods have 
changed little. 

4. The "market rent" of a Section 236 unit 
is higher, on average, than the rent charged for 
an identical unit in the private market. 



5. On average, Section 236 units cost 
about 20 percent more to construct than com- 
parable privately financed units. 

Table 16. Characteristics of the 
Section 236 Program, 1972 (Including 
Projects with Units Under Rent 
Supplement) 

Units assisted through De- 
cember 31, 1972* (Fi- 
nally endorsed) 142,000 

Total mortgage amounts 
through December 31, 
1972* (Finally en- 
dorsed) $2.2 billion 

Maximum annual subsi- 
dies permitted by law 
through fiscal year 1973 
(Contract authority re- 
leased in appropria- 
tions) $700 million 

Units in process and units 
finished processing at 
the end of fiscal year 
1973* (Reservations 
and obligations of con- 
tract authority) 451,000 

Units completed, by spon- 
sor type: 

Limited dividend 62% 
Nonprofit 31 % 
Cooperative 7% 

Median mortgage amount 
per unit $1 6,700 

Median income of new 
tenants $5,300 

Racial and ethnic compo- 
sition of new tenants: 

Nonminority white 76% 
Black 20% 
Spanish American 3% 
Other 1 % 

-Excludes units linanced through State and local programs and not 
Insured by FHA (see Chapter 5). 

Source: Department of Housing and Urban Development 

6. Federal costs exceed the market value 
of the housing provided to the tenant by 
approximately 40 percent in the regular pro- 
gram and approximately 20 percent in the 
Section 236 rent supplement "piggyback" pro- 
gram. 

7. The main reason Federal costs exceed 
market value is that Section 236 units are not 
rent-competitive with identical private units and 
so the direct subsidy is spent inefficiently. The 
additional costs of forgone tax revenue, admin- 
istrative overhead, and foreclosure losses also 
contribute to the excess of costs over housing 
value. 

8. A Section 236 subsidy is worth only 65 
to 70 percent as much to a tenant as its market 
value because the subsidized unit provided is 
better housing than he would choose if given a 
cash grant equal to the subsidy. 

9. Tenant welfare is increased by only 
about 50 cents for every dollar spent because 
Federal costs are higher than the value of the 
housing provided and because the tenant pla- 
ces a lower value on the transfer in-kind benefit 
than on an unrestricted cash grant. 

10. Approximately 20 percent of all Section 
236 units are expected to fail in the first 10 
years of operation. The program does not 
appear to be actuarially sound. 

Equity: Table 17 shows the distribution of 
Section 236 tenants on the basis of unadjusted 
family income. The percentages are based on 
recent tenant admissions, but earlier admis- 
sions show a similar pattern. Unadjusted in- 
come was used to allow for comparisons with 
Census data. 

Almost three-quarters of all Section 236 
tenant families have annual incomes in the 
$4,000 to $8,000 range. This distribution is the 
result of the program's predominant reliance on 
newly constructed units and the limited size of 
the Another factor has also dimin- 

23 HUD program data indicates that the great majority of all 
Section 236 tenants pay only the basic rent. Reliable 
information as to whether the combination of Section 
236 and rent supplement benefits has enabled lower 
income families t o  afford Section 236 units is unavail- 
able. 



ished the extent to which the program has been 
able to serve those earning below $4,000: 
Sponsors have an incentive to serve families 
that have steady income and are able to afford 
the rent easily. They may also avoid "problem" 
tenants. This policy reduces management prob- 
lems, insures a steady flow of rent receipts, and 
allows flexibility in raising rents when operating 
costs increase.24 Limited dividend sponsors 
may be more responsive to these incentives. A 
random sample of projects revealed that the 
average income of tenants in limited dividend 
projects is higher by 28 percent than the 
average income of tenants in nonprofit projects. 

The probability of receiving a Section 236 
subsidy increases with income through the 
$5,000 to $6,000 annual income range and 
declines beyond that (Table 17, column 4). The 
differences between these percentages are 

.. 
2 4  When confronted with a potentially serious mortgage 

default problem, HUD acquiesced in such selectivity 
and tried to limit participation in the program to families 
who could afford the basic rent with less than 35 
percent of their monthly income. This regulation was 
negated by a court ruling. 

small, however, and may be simply the result of 
normal variation. 

Column 5 of Table 17 delineates the num- 
ber of Census households in each income 
group who, although eligible to participate in the 
programs, are not residents of federally subsi- 
dized housing and who earn less than the lower 
limit of that income group. Although 57 percent 
of all Section 236 program units are occupied 
by families with gross annual incomes in ex- 
cess of $5,000, there are 16.7 million house- 
holds with lower incomes who do not receive 
any housing subsidy whatsoever. There are 
also 13.1 million households earning less than 
$4,000 who are not living in subsidized hous- 
ing. In considering these figures, two facts must 
be noted. Not all households would acept 
subsidized housing if it were offered to them. 
Secondly, many of the Section 236 households 
with incomes above $4,000 or $5,000 may be 
more needy than some of the unserved house- 
holds with lower incomes, because of larger 
household size, limited future income pros- 
pects, fewer assets, or because of other rea- 
sons. Unfortunately, the data cannot be ad- 

Table 17. Distribution of Section 236 (Including 236 Rent Supplement) 
Housing, by Income Class, as of December 31, 1972 

Households Served by 236 236 Direct 
Households Residual Annual 

Gross Income Percent as Percent Need* . Subsidy Per 
Number Distribution of all Household 

Households Served 

$0- 999 220 0.2% 0.01% - $956 
1,000-1,999 3,200 2.3 0.08 1,800,000 9 74 
2,000-2,999 11,590 8.2 0.27 5,300,000 1,081 
3,000-3,999 16,980 12.0 0.43 9,300,000 1,021 
4,000-4,999 28,370 0.74a 13,100,000 980 (E:: 5,000-5,999 33,710 0.90- 16,700,000 1,011 
6,000-6,999 26,290 0.73 ' 20,300,000 1,093 
7,000-7,999 13,590 9.6 0.35 23,700,000 1,233 
8,000-9,999 6,410 4.5 0.09 27,400,000 1,455 

10,000 or more 640 0.5 Less than 34,600,000 1,189 
0.005 

'Number ot households lhv~ng In unsubsldrzed hous~ng earning less than lower limit for that income class, as given in column 1. 

Source: Departmect of Housing and Urban Development. National Housing Policy Review estimates based on data fmm Department of Housing and Urban 
Development. Depaflment ol Agriculture and Department of Commerce. Bureau of the Census, Current Population Repons, Series P-60, Nos. 84 and 
87, and 1970 Census of Populabon. 



justed to account for these factors. For the 
same reason, however, some of the unserved 
households may even be more needy than their 
income suggests. 

The overwhelming majority of all Section 
236 tenants earn less than the national median 
household income ($9,689 in March 1973). The 
direct benefits accrue chiefly to the $4,000 plus 
group. Other subsidized housing programs- 
rent supplement and low rent public housing- 
serve lower income groups. Deeper subsidies 
and simpler units explain the differences in 
population served. 

Column 6 of Table 17 indicates that the 
average Section 236 program subsidy increases 
slightly and irregularly with income. This result 
is surprising, because the rent formula indicates 
that tenant rent increases with income. Most 
Section 236 program families received the 
maximum benefits for which they are eligible, 
i.e. the full difference between market rent and 
basic rent. The size of this maximum benefit 
depends upon land and construction costs per 
unit. Total development costs also determine 
the income groups that can afford to live in the 
projects: All tenants, except those with rent 
supplements, must legally pay at least the basic 
rent. As a result, projects with high total devel- 

opment costs have higher maximum benefits 
and serve higher income people; projects with 
lower total development costs can serve lower 
income persons but also have lower maximum 
benefits. Given this interpretation, local differ- 
ences in development costs could produce the 
effects noted in Column 6. 

Column 4 shows the percentage of house- 
holds served in each income group. The Sec- 
tion 236 program provides housing for less than 
1 percent of families in each income group, 
even those in the $5,000 to $7,999 range. The 
ability to serve a large percentage of the needy 
depends on the average cost per family and on 
the total level of program funding. Benefits per 
household under Section 236 are substantial; 
the average annual subsidy being $907 for a 
regular unit and $1,757 for a rent supplement 
piggyback unit. The units are generally more 
expensive than the average unsubsidized unit. 
Table 18 compares average Section 236 mar- 
ket rents in five cities with the mean private rent 
in 1970 and with the Bureau of Labor Statistics 
estimates of renter costs in its lower budget for 
a family of four. The national data show a 
similar pattern. If simpler units could be pro- 
vided at a smaller subsidy cost per family, then 
more families could be served from the same 

Table 18. Monthly Rent Comparison 

Location 

-- 

Boston 
Washington, D.C. 
Pittsburgh 
St. Louis 
San Francisco 

Census 
Mean Gross 
Rent. 1970 

- - - 

Renter Costs 
Family of Four 

BLS bower 
Budget, 1972 

Average 236 
Market Rent, 
1972-1 973 

New Rehab. 

$272 $225 
239 21 9 
25 1 238 
249 N A 
249 N A 

National average $1 18 $1 032 $2083 

NA - Not ava~lable 

' lnclud~ng utllit~es. 
Metropolltan areas only. 
' Based on new adm~ss~ons. October 1. 1971 lo September 30. 1972. 

Source: Department of Houslng and Urban Development, Nat~onal Housing Pollcy Review estimates based on data lrom Department of Houslng and Urban 
Developmenl. Department of Commerce. Bureau of :he Census. 1970 Census 01 Housing and Department of Labor, Bureau of Labor Statlstlcs. 



budget. Even taking into account that the 
market rent frequently overstates the quality of 
the unit (see below), Section 236 units are of 
higher quality than the average private unit. 

Impact: The strategy of the Section 236 
program is to relieve housing problems of lower 
income families by offering them units that 
provide more housing services than they could 
purchase with the same rent in the private 
rental marketz5 

How much "extra housing" does the aver- 
age tenant family receive? This quantity is 
measured by the difference between what the 
Section 236 unit would rent for in the open 
market and the rent paid by the tenant. 

The average subsidy is $907 per year. The 
average subsidy when the piggyback mecha- 
nism of rent supplement is applied is $1,757. 
These figures, in effect, for the reasons noted 
above, measure the average difference be- 
tween market rents (the cost of constructing 
and operating a unit) and tenant rents. It may 
cost more, however, to provide a subsidized 
unit than a conventional unit. Therefore, the 
stated market rent of a unit may be more than 
the actual rent that could be demanded for that 
unit on the open market. In that case, the 
average subsidy exaggerates the "extra hous- 
ing" received by the tenant. In fact, the analysis 
for the Section 236 program establishes that 
the average tenant in a Section 236 unit without 
rent supplements receives $703 in extra hous- 
ing services per year. In the Section 236 
piggyback program, the average quantity of 
extra housing consumed is $1,537. 

Another important issue is whether the 
tenant family is living in better housing under 
the program than it would have in the absence 
of the program. On the basis of a sample of 
tenants and information on how low income 
persons spend their incomes, it is possible to 
determine how the program affects the tenant's 
level of housing. This computation was per- 
formed only for the Section 236 program, 
without rent supplement. In this computation, 
the average tenant family improves its housing 
services 51 percent under the program. Ex- 
penditures on other goods, however, are vir- 

25 The term "housing problems" refers either to having 
inadequate housing or to paying an excessive share of 
the family budget for adequate housing. 

tually unaffected. These results indicate that the 
program is having the desired impact on the 
families served-at least in terms of housing. 
These families are receiving a substantial quan- 
tity of "extra housing" and this addition repre- 
sents a major shift in the quality of housing they 
occupy, without loss of other goods. 

Although society as a whole may benefit 
from this sharp improvement in housing relative 
to other goods, the individual Section 236 
family may prefer instead a subsidy that con- 
sists of somewhat less housing and more other 
goods. For example, if the tenant family were 
given a cash grant equal to the housing sub- 
sidy, it might elect to spend only 30 percent on 
housing and the other 70 percent on other 
goods. The inflexible nature of the transfer-in- 
kind mandated under the program results in the 
subsidy being worth less than its cash value to 
the tenant. The average cash grant equivalent 
for Section 236 families is approximately $499, 
which is roughly 70 percent of the market value 
of the extra housing provided. The cash grant 
that the tenant would require in exchange for 
his Section 236 rent supplement subsidy is 
substantially larger in dollar terms, but is not 
larger when measured against the extra hous- 
ing provided. The estimated cash grant is 
$984-64 percent of the market value of the 
extra housing provided to Section 236 rent 
supplement families. 

Costs: Besides direct subsidy payments, 
there are four other costs that must be consid- 
ered in determining the actual total cost to the 
Federal Government of a Section 236 unit 
(Table 19). In the case of limited dividend 
sponsors, the tax shelter inducements reduce 
Federal tax revenues and thus impose a budg- 
etary cost. The GNMA Tandem Plan subsidy 
and HUD administrative costs also must be 
taken into account. Finally, the insurance losses 
caused by the financial failure of projects must 
be measured. Many of these costs occur irregu- 
larly. To facilitate cost-benefit analysis, a fair 
share of these costs should be allocated to the 
year being studied. The technique used is 
to determine the extent of the irregular costs 
over the life of a project, to discount those 
costs to the initial year, and, finally, to amortize 
the sum of those costs over the life of the 
project. 



fable 19. Annual Costs Per Section 
236 Unit, 1972 

236 Rent 
Cost Item 236 Supple- 

ment 

Direct subsidy (In- 
cluding insurance 
premium) $907 $1,757 

Foreclosure costs 
(Net of insurance 
income) $29 $29 

Administrative costs $1 6 $16 

Subtotal $952 $1,802 

Tax revenue fo r -  
gone (Limited divi- 
dends only) $99 $99 

Total $1,051 $1,901 

Source. Department of  Housing and Urban Development. Natlonal 
Housing Pollcy Rev~ew. 

Table 2Q. Production Efficiency of 
the Section 236 Program, 1972 

236 without Rent S u ~ ~ l e m e n t  

Nonprofits and 
cooperatives 

Limited dividends 0.67 

236 Rent Supplement 

Nonprofits and 
cooperatives 0.85 

Limited dividends 0.81 

Source: Department of Hous~ng and Urban Development, Natlonal 
Housing Pol~cy Review. 

tween the FHA ceiling and the going market 
rate of interest for mortgages. Administrative 
expenditures are also small. It costs $139 in 
HUD personnel time and overhead to initiate a 
program unit under Section 236. It costs an- 
other $6 a year to monitor the unit. Amortized 
at a 6 percent discount rate over 35 years (the 
estimated subsidy life of a typical unit), adminis- 
trative costs are only $16 a year. 

Tax revenue losses for Section 236 proj- 
ects are a result of several tax shelter induce- 
ments. First, certain construction period ex- 
penses can be taken as immediate deductions 
rather than capitalized in the project mortgage 
for future depreciation. Second, during the 
operation of the project, the cost basis of the 
project may be depreciated on an accelerated 
basis.26 This usually results in an artificial loss 
that can shelter other income of the taxpayer- 
investor. The high loan-to-value ratio and low 
cash equity required for a Section 236 project 
provide the investor-taxpayer with a greater 
ratio of depreciation dollar losses to equity 
invested than for a conventional project. Third, 
upon transfer of a Section 236 project, the rate 
of taxation of gain can be more favorable than 
for other real property. Moreover, the tax on 
such gain can be deferred if the project owners 
transfer it in accordance with the "rollover 
provision" of the Internal Revenue Code. (For a 
fuller discussion of this, see Chapter 2.) 

Estimates of the tax revenue forgone to 
induce the participation of limited dividend 
sponsors have been made.27 The estimates 
vary with the assumptions about the availability 
and rate of return of other tax shelters and the 
typical point at which a sponsor will sell a 

' T h e  Administration's new tax proposal would diminish 
sharply the advantages of taking accelerated deprecia- 
tion. Although this change would reduce the revenue 
loss of limited dividend projects, it would also eliminate 
a major inducement for participation in the program, 
because sponsors depreciate their investments rapidly 
in the first few years, thereby substantially offsetting 
income from the project or, more importantly, other 
investments or activities. 

27 The tax revenue forgone from all tax shelter advantages, 
including those available to the conventional builders, 
was estimated. It was assumed that, in the absence of 

For units completed through 1972, GNMA the program, other tax shelter activity would not have 
expanded. This overstates to some extent the taxes 

Tandem Plan losses were relatively small and forgone by reason of the program because in the 
may be ignored. This situation may change in absence of the program investors would have sought 
the future because of recent deviations be- other tax "shelter." 



project to maximize its returns. A reasonable 
estimate is that forgone tax revenue--or, from 
the standpoint of the sponsors, tax savings-for 
a typical Section 236 limited dividend unit may 
total $1,446.28 Amortized at 6 percent over 35 
years, the average annual tax loss per limited 
dividend unit was $99 (Table 19). 

Estimates of the losses due to insurance 
claims on the FHA Special Risk Fund also were 
made. If these losses are allocated over all 
units and amortized, the annual cost per unit is 
$86. Adding this loss to other program costs 
would involve some double-counting, however. 
The direct subsidy payment includes an insur- 
ance payment that the Government, in es- 
sence, makes to itself. Adjusting for this premi- 
um income, the annual net foreclosure cost per 
unit is $29. 

Efficiency: Is subsidized housing competi- 
tive in  price? In 1971, HUD's audit office 
reviewed Section 236 projects in 21 cities. Each 
project was matched with two similar conven- 
tional projects, and the "market rents" for the 
Section 236 units were compared to rents of 
conventional units with the same number of 
bedrooms. The rents were adjusted for differ- 
ences in amenities. The survey's data indicate 
that the market rents of the Section 236 units 
were 10 percent higher than conventional rents. 
No adjustments were made for differences in 
neighborhood quality, but it was the opinion of 
those conducting the survey that such adjust- 
ments would have increased the disparity in 
rents. 

The HUD audit survey is consistent with 
the results of a special study of construction 
costs in three regions undertaken in June 1973. 
This study shows that it cost $3 per square foot, 
or 20 percent more, to build a subsidized unit 
than to construct a similar conventional unit. 

With information on both costs and bene- 
fits, it is possible to determine the efficiency of 
the program. One important question is how 
much cost is incurred by the Government to 
provide the "extra housing" to the tenant. That 
relationship, which has been defined as Pro- 
duction Efficiency, will differ between Section 
236 units with rent supplement payments and 
regular Section 236 units, and between units in 
limited dividend projects and units in nonprofit 

28 Future income was discounted in computing the sum 

projects. Results of all four possibilities are 
reported in Table 20. 

As Table 20 shows, Production Efficiency 
varies from 0.67 to 0.85. The lower efficiency 
for limited dividend sponsors may not be accu- 
rate because limited dividend projects seem to 
have better foreclosure experience. It was not 
possible to make separate foreclosure cost 
estimates for limited dividend sponsors. 

Production inefficiency can arise from two 
sources: (1) the indirect costs that accompany 
the subsidy payments, such as administrative 
costs and forgone tax revenue, and (2) ineffi- 
ciency in transforming the subsidy payment into 
extra housing for the recipient. The second 
source accounts for approximately 60 percent 
of the total Section 236 inefficiency. 

Earlier it was noted that the "market rent" 
of Section 236 units is approximately 10 per- 
cent more than the rent of similar conventional 
units. This inefficiency is magnified by a pro- 
duction strategy that requires a family to move 
into a newly constructed unit rather than to 
upgrade its present unit. For example, consider 
a family living in a $120 apartment; society 
wishes this family to be housed in a unit worth 
$200. If its present unit could be satisfactorily 
improved by repairs and modernization with 
$80, an inefficiency of 10 percent in making 
such improvements would make the direct cost 
to the Government $88. The Section 236 pro- 
gram, however, does not improve housing in 
this way. Instead, the family moves into a 
subsidized project where a unit that would cost 
$200 if built for the conventional market costs 
the Government $220. If the family continues to 
pay a rent of $120, then the direct cost to the 
Government to improve the family's housing by 
$80 is $100. The inefficiency is 25 percent, 
rather than 10 percent. 

The Production Efficiency estimates for the 
Section 236 rent supplement program are lower 
because of the deeper subsidy. In the above 
example, the unit costs the Government $20 
more than it is worth. If the subsidy were 
deeper (for example, if the family's rsnt were 
only $go), then this absolute loss would be 
spread over a larger transfer. It would cost the 
Government $130 to provide $110 worth of 
housing, an inefficiency of only 18 percent. 

The Transfer Efficiency estimates show 
that the average Section 236 tenant family 



implicitly values its transfer-in-kind at only 71 
percent of its market value and the average 
Section 236 rent supplement tenant family 
implicitly values its transfer-in-kind at only 64 
percent of its market value. 

Finally, Program Efficiency indicates how 
much overall benefit tenants receive in relation 
to the costs incurred by the Government (Table 
21). This ratio ranges from 0.47 to 0.55. In 
other words, for every $100 in expenditures or 
tax revenues forgone, the Federal Government 
improves tenant welfare only $47 to $55. 

Program Viability: It is difficult to predict 
with accuracy what experience the Section 236 
program will have with respect to mortgage 
foreclosures and assignments. Data exist on 
the program's 5 years of operation, and other 
data can be obtained for a similar program 
(Section 221 (d)(3) below-market-interest-rate 
rental housing) through the first 10 years sf 
operation. After that point, forecasts must be 
based on the experience of an unsubsidized 
FHA multifamily program (Section 207). The 
evidence available suggests that approximately 
20 percent of all units will fail within the first 10 
years. Over 40 years-the life of mortgages 
issued under the program-the failure rate may 
be 30 percent or more. This longer-run predic- 

Table 21. Section 236 Efficiency, 
1972 

Pro- Trans- Pro- 
Type of Sponsor duction fer gram 

236 without Rent Supplement 
Nonprofits and 
cooperatives .74 .71 .52 
Limited 
dividends .67 .71 .47 

- ~p - 

236 Rent Supplement 
Nonprofits and 
cooperatives ,851 .64 .55 
Limited 
dividends .81 .64 .52 

Source: Deparlmenl of Housing and Urban Development. Nal~onal 
Housing Policy Review 

tion is obviously less reliable because it is 
based on the experience of a nsnsubsidized 
FHA program (Section 207). 

As of December 31, 1972, HUB owned six 
Section 236 projects and held assigned mort- 
gages on 60 more-about 2 percent of all 
insured projects. No foreclosed Section 236 
projects had as yet been sold, so estimates of 
loss in turnover must be based on the experi- 
ence of another subsidized program. For the 
Section 221 (d)(3) below-market-interest-rate 
program, the average loss on the acquisition 
and sale of a unit was approximately 45 
percent of the acquisition costs. These projects 
were held for periods of up to 3 years, and, on 
the average, rental receipts failed to cover 
operating costs and maintenance expenditures. 

The Rent Supplement 
Program 

Although not a production program itself, 
the rent supplement program always is used in 
conjunction with Government housing produc- 
t ion programs. These include the Section 
221(d)(3) market-rate program; Section 236; 
Section 221 (d)(3) below-market-rate; and Sec- 
tion 231 insurance for multifamily projects serv- 
ing the elderly or handicapped. Section 236 
piggybacks were discussed earlier, and be- 
cause the Section 221 (d)(3) below-market-rate 
and Section 231 combinations are rare, this 
section will deal exclusively with the combina- 
tion of rent supplement and the Section 
221 (d)(3) market-rate program. 

The Section 221 (d)(3) market-rate program 
does not subsidize, by itself, the production of 
multifamily housing. It does provide, however, 
important inducements to build such housing- 
a high loan-to-value ratio, a 40-year mortgage, 
mortgage insurance, special tax advantages, 
and, in some cases in the past, Tandem Plan 
assistance. 

The rent supplement provides the subsidy 
in the form of a contract through which the 
Government agrees to make monthly rent pay- 
ments on behalf of the tenant. In exchange, the 
landlord agrees to obtain HUD's approval of 
rent changes. To be eligible for a rent supple- 
ment subsidy, a family must earn, at initial 



occupancy, less than the local limit for admis- 
sion to low rent public housing. In addition, the 
family must satisfy one or more hardship critg- 
r iz  such as 1) navlng an elderly or hand< 
capped house'hold heaa or spouse; (m 
vEEEn or member ot-fne armea rorces; or (3) 
h- been displaced from an urban renew'al ---- 

Each unit has an "economic rent," which is 
the sum necessary to cover the operating and 
capital costs associated with that unit. The 
tenant family is required to pay 25 percent of its 
income or 30 percent of the "economic rent," 
whichever is greater. Income is adjusted for 
family size and tenant rent cannot exceed the 
"economic rent." 

Table 22 provides some basic background 
information on the program. 

Major Findings 
1. The rent supplement program serves 

mainly low income households. 

2. Sizable subsidies are provided to rent 
supplement tenants while many low income 
households receive no assistance. The rent 
supplement program serves less than 1 percent 
of all households earning less than $4,000 per 
year. 

3. There is evidence that the "economic 
rent" for a Section 221(d)(3) market-rate rent 
supplement unit is higher than rents for similar 
units in the private market. 

4. Federal costs exceed the market value 
of the housing provided by approximately 30 
percent in the Section 221(d)(3) market-rate 
rent supplement program. 

5. The main reason Federal costs exceed 
market value is that Section 221(d)(3) market- 
rate rent supplement units are not rent-competi- 
tive with identical private units and therefore the 
direct subsidy is spent inefficiently. Forgone tax 
revenue, administrative costs, and foreclosure 
costs also contribute to the excess of costs 
over housing value. 

6. Forecasts indicate that about 30 percent 
of all Section 221 (d)(3) market-rate rent supple- 
ment units will fail in the first 10 years. The 

program does not appear to be actuarially 
sound. 

Equity: Table 23 shows that most tenants 
benefiting from the rent supplement program 
have very low incomes, 82 percent of them 
below $4,000 in annual income. The probability 
of being served by the program (Column 4) 
declines as income increases, but the differ- 
ences probably are too small to be significant. 
The rent supplement program is able to serve 
low income groups for two reasons. First, the 
subsidy formula allows the Government to sub- 
sidize a larger share of the rent, thus requiring 

Table 22. Characteristics of the 
Rent Supplement Program, 1972 

Units assisted through De- 
cember 31, 1972 
(finally endorsed) 

Total mortgage amounts 
through December 
31, 1972 (finally en- 
dorsed) 

Maximum annual subsi- 
dies permitted by law 
through fiscal year 
1973 (contract au- 
thority released in 
appropriations) 

Units in process and units 
finished processing at 
the end of fiscal year 
1973 (reservations 
and obligations of 
contract authority) 

Median income of new 
tenants 

Racial and ethnic compo- 
sition of new tenants: 
Nonminority white 
Black 
Spanish American 
Other 

77,000 

$1.0 Billion 

$280 Million 

1 19,000 

$2,400 

44% 
44% 
6% 
6% 

' Excludes units in Section 236 projects. Excludes units f~nanced 
through State and local programs and not insured by FHA (see 
Chapter 5). Includes all units In other rent supplemented projects 
even where some units may not receive a rent supplement. 

Excludes units in Sect~on 236 Projects. Excludes units financed 
through State and local programs and not insured by FHA (see 
Chapter 5). 

Source: Department of Housing and Urban Development. 



a smaller contribution on the part of the tenant. 
Secondly, units built under the Section 
221(d)(3) market-rate program are simpler in 
amenities than the typical Section 236 unit. In 
1971, the average Section 221(d)(3) market- 
rate mortgage was $13,818, compared to $1 6,- 
304 under Section 236. 

Column 6 of Table 23 shows that the 
average subsidy increases slightly and irregu- 
larly with income. 

Horizontal equity is again a problem in the 
sense that the rent supplement program pro- 
vides extensive benefits to relatively few fami- 
lies while most receive no assistance. Table 23, 
Column 5 shows that there are 13.1 million 
families unserved with annual incomes of less 
than $4,000. There are two ways to solve this 
equity problem-either the rent supplement pro- 
gram can be funded at a substantially higher 
level, or an alternate technique can be found 
that will provide assistance to more families but 
at less cost per family. Table 24 indicates, for a 

sample of four cities, the extent to which the 
"economic rent" for the typical Section 
221(d)(3) market-rate unit exceeds the rent for 
the average private unit or the unit satisfying 
the housing needs specified in the Bureau of 
Labor Statistics lower budget for a family of 
four. Even taking into account that the eco- 
nomic rent frequently overstates the quality of 
the unit (see below), these units are of higher 
quality than the average private unit. 

Impact: The average rent supplement sub- 
sidy in combination with the Section 221(d)(3) 
market-rate program is $1,133 per year. This 
deeper subsidy, combined with a less costly 
unit, results in the Government's paying a 
larger share of the total unit rent than is the 
case under Section 236-55 percent compared 
to 40 percent. 

One notable consequence of the deeper 
subsidy is that the tenant receives more hous- 
ing services. The average annual transfer-in- 

Table 23. Distribution of Rent Supplement (Excluding 236 Rent 
Supplement) Housing, by Income Class, as of December 31, 1972 

Households Served Direct 
By Rent Supplement Rent Supplement Annual 

Gross Income Households as Residual Subsidy 
Percent Percent of all Need* Per 

Number Distribution Households Household 
Served 

$0- 999 2,150 2.8% 0.13% - $1,342 
1,000-1,999 24,200 4;:: 0.63 1,800,000 1,427 
2,000-2,999 19,740 0.46 5,300,000 1,503 
3,000-3,999 15,870 \20.9 0.40 9,300,000 1,511 
4,000-4,999 8,850 11.7 0.23 1 3,100,000 1,582 
5,000-5,999 3,540 4.7 0.09 16,700,000 1,773 
6,008-6,999 1,170 1.5 0.03 20,300,000 1,845 
7,000-7,999 330 0.4 Less than 0.005 23,700,000 1,744 
8,000-9,999 120 0.2 Less than 0.005 27,400,000 1,738 

10,000 or more 
- 

30 Less than 0.05 Less than 0.005 34,680,000 1,392 
Note: Detail may not add to totals because of rounding. 

'Number of households lhving in unsubsidized housing earning less than lower limit for that income class, as given In column 1. 

Source: Department of Housing and Urban Development, National Housing Pollcy Review estimates based on data from Department of Housing and Urban 
Development, Department of Agriculture and Department of Commerce. Bureau of the Census. Current Population Reports, Series P-60, Nos. 84 and 
87, and 1970 Census ot Population. 



kind is $948. In other words, the family 
receives about $80 more housing per month 
than it purchases with its own rent. It cannot 
be determined, however, how much the rent 
supplement subsidy alters the normal consump- 
tion pattern of a recipient family. Data compara- 
ble to those used in the Section 236 analysis 

Table 24. Monthly Rent 
Comparisons 

Renter Costs Averaae 
Census Family 221 

Location Mean Gross Of 
MR 

Rent, 1970 BLS Lower Economic 
Budget, Rent 

1 972 1972-1 973 

Boston $1 35 $1 24 $205 
Washington, D.C. 134 117 186 
Pittsburgh 110 90 163 
St. Louis 97 94 191 

I lnclud~ng ut~lilies. 
'New construction only. 

Souroe: Department 01 Housing and Urban Development, National 
Housing Policy Review estimates based on data from Department 
ol Housing and Urban Development. Department of Commerce, 
Bureau of the Census. 1970 Census of Housing, and Department 
of Labor. Bureau of Labor Statistics. 

Table 25. Annual Costs Per Section 
221 (D)(3) Market-Rate Rent 
Supplement Unit, 1972 

Cost Item Amount 

Direct subsidy 
(Including insurance 
premium) $1,133 

Foreclosure costs 
(Net of insurance 
income) 70 

Administrative costs 15 
-. . - - - - - -. - - - - - - 

Subtotal $1,218 

Tax revenue forgone 92 
(Limited dividends only) 

Total $1,310 

Source: Department 01 Hous~ng and Urban Development, National 
Hous~ng Policy Review. 

do not exist. Similarly, there is no information 
on how much value the family attaches to its 
subsidy; as a result, it cannot be determined 
how much impact the program has on the 
family's welfare. 

Costs: In addition to the direct subsidy, 
there are four other costs that must be consid- 
ered in calculating the total costs to the Federal 
Government in providing this transfer-in-kind. 
These are: (1) Tandem Plan subsidies; (2) 
administrative costs; (3) insurance claims; and 
(4) forgone tax revenue (Table 25). 

Here, as in the Section 236 program, all 
cost and benefit data refer to projects com- 
pleted prior to December 31, 1972. For those 
projects, GNMA Tandem Plan subsidies were 
minimal and can be ignored. HUD's internal 
reporting system collects information on admin- 
istrative costs for the Section 221 program as a 
whole. Because this includes data on unsubsi- 
dized projects, and because of certain other 
shortcomings, it seems better to rely on the 
Section 236 administrative cost data as an 
indication of costs under the Section 221(d)(3) 
market-rate program. 

Computer simulation of the rent supple- 
ment program suggests that the subsidy will be 
in effect for the full 40 years of the contract. 
Therefore, the initial administrative costs have 
been amortized over 40 years. These costs 
plus the annual monitoring costs total only $15 
per year. 

Because of a higher failure rate, insurance 
claims are projected to be larger under the rent 
supplement Section 221(d)(3) market-rate pro- 
gram than under Section 236. The extra 5 
years of subsidy life temper this increase some- 
what. The annual per unit allocation of foreclo- 
sure costs is $115. After adjustment for pre- 
mium income, the annual per-unit cost is $70. 
Here, as in the case of the Section 236 
program, the foreclosure calculations imply that 
the present insurance premium is not large 
enough to cover anticipated losses over the life 
of the program. 

Limited dividend sponsors of Section 
221(d)(3) market-rate enjoy the same tax ad- 
vantages given to Section 236 sponsors. Be- 
cause of the lower development cost per unit 
and the longer period over which to amortize 
the cost, the average annual cost estimate for 



forgone tax revenue under the Section 
221 (d)(3) market-rate program is $92, com- 
pared to $99 under Section 236.29 

Efficiency: The rent supplement program 
always is combined with a production program, 
usually either Section 221 (d)(3) market-rate or 
Section 236. Therefore, the effectiveness of the 
rent supplement program depends on the price 
competitiveness of the Government-sponsored 
housing program that it supplements. 

As reported in analyzing the Section 236 
program, construction costs average 20 percent 
more for federally subsidized multifamily proj- 
ects than for conventional units of equal quality. 
This estimate was obtained from a sample that 
included both Section 236 and Section 
221 (d)(3) market-rate units. 

The most useful measure of competitive- 
ness is a rent comparison. The "economic rent" 
of a rent supplement unit is the monthly income 
necessary to cover the cost of building and 
operating the unit. If the economic rent is higher 
than the rent for an identical unit on the private 
market, then the production program is ineffi- 
cient and the impact of the rent supplement 
subsidy is reduced. To make this rent compari- 
son, data on Section 221 (d)(3) market-rate 
units in four cities were collected and compared 
with private rents for similar units in these 
cities. These results suggest that Section 
221 (d)(3) market-rate units are as competitive 
as Section 236 units. Therefore, the audit 
finding that Section 236 rents are 10 percent 
higher than rents on the private market could 
be applied to the Section 221 (d)(3) market-rate 
rent supplement program as a reasonable ap- 
proximation. 

A series of factors may explain the higher 
rents observed in both the Section 236 and the 
Section 221 (d)(3) market-rate programs. FHA 
processing, as a result (at least in part) of the 
numerous statutory requirements, involves sig- 
nificant paperwork and causes delays at the 
initial stage, adding to costs. There are un- 
doubtedly instances where the Government has 
permitted higher land costs or service fees than 
are typical in conventional building. The Davis- 
Bacon requirement may increase labor costs in 

29 Forgone tax revenue was estimated in the same manner 
as in the case of the Section 236 program. 

some markets. Concentration of low income 
families may raise operating costs. Better loan 
terms, particularly with regard to length of 
mortgage, partially offset these other factors. 

Lack of price competitiveness has a double 
impact on the rent supplement program. First, 
the Government subsidy buys less housing. 
Second, the tenant's own rent contribution is 
inefficient. Accordingly, part of the subsidy 
payment must reimburse the tenant family for 
the loss of efficiency in its own payment. The 
remaining subsidy is used to buy extra housing 
for the family. 

Having estimated the extra housing pro- 
vided and the various costs incurred, it is 
possible to measure Production Efficiency. For 
nonprofit and cooperative sponsors, the costs 
incurred were those involving the direct sub- 
sidy, administrative costs, and foreclosure 
costs. These totaled $1,218, which-when di- 
vided into the extra housing provided ($948)- 
yield a Production Efficiency of 0.78. In the 
case of limited dividend sponsors, forgone tax 
revenue was also included among the costs. 
The Production Efficiency ratio then became 
0.72. Thus, for every $100 in tax revenue 
(expended directly or forgone indirectly), the 
Government could provide between $72 and 
$78 of extra housing under the Section 
221 (d)(3) market-rate rent supplement program. 

It was not possible to estimate Transfer 
Efficiency for the rent supplement program. If 
the estimate obtained for Section 236 rent 
supplement (0.64) were used, the overall Pro- 
gram Efficiency could be estimated. The ratio of 
benefits (determined on the cash-grant-equiva- 
lent basis discussed earlier) to total cost is in 
the range of 0.46 to 0.50. This means that 
through the rent supplement Section 221(d)(3) 
market-rate program, the Government in- 
creased tenant welfare by only $46 to $50 for 
every $100 in costs or forgone taxes. 

Program Viability: The longer operating 
experience of the Section 221 (d)(3) market-rate 
program provides a better data base for esti- 
mating foreclosures than was available for the 
Section 236 program. It is estimated that during 
the first 10 years of insured life, approximately 
30 percent of all Section 221(d)(3) market-rate 
projects will fail. Projections further into the 
future must rely on the experience of unsubsi- 



dized FHA multifamily housing and, therefore, 
may be much less reliable. The percentage of 
financial failures over 40 years-the full term of 
a Section 221 (d)(3) mortgage-is estimated to 
be approximately 40 percent. 

As in the case of the Section 236 program, 
no foreclosed Section 221 (d)(3) market-rate 
property had as yet been sold. To estimate the 
Government's loss in the acquisition and sale of 
foreclosed properties, it was necessary to use 
the experience of another subsidized program, 
Section 221 (d)(3) below-market-interest-rate. 
The Government loses approximately 45 per- 
cent of the acquisition price on the turnover of 
these properties. As in the case of the Section 
236 program, rent receipts from foreclosed 
projects are insufficient to cover their operating 
costs and maintenance expenditures. 

The high failure rates reflect the riskiness 
of the undertaking. Concentrating low income 
families in one project tends to create problems 
that add to the costs of operating and maintain- 
ing a multifamily structure. 

Low Rent Public 
Housing 

The low rent housing program had its 
origins in the United States Housing Act of 
1937-although Federal involvement in the field 
began somewhat earlier, basically as an anti- 
Depression measure to stimulate employment. 

Under the provisions of the 1937 act, the 
Government and local housing authorities 
(known as LHA's) were responsible for all 
aspects of developing and operating the proj- 
ect. The Government's role was to provide the 
amounts necessary to amortize the full capital 
costs of the projects. Tenant rents were to pay 
for the full cost of operating the project. Such 
costs included only a payment-in-lieu-of-taxes 
because the project was exempt from local 
property taxes. 

In recent years, however, Congress has 
amended the original statute to authorize addi- 
tional Federal payments in the form of operat- 
ing subsidies, in order to meet deficits caused 
by the statutory limitations on tenant rent dis- 
cussed below, and by increasing operating 
costs. 

Several other significant changes have 
been made in the development of public hous- 
ing. Under Section 23 of the 1937 act, added in 
1965, local housing authorities were permitted 
to lease private units, which they, in turn, sublet 
to public housing tenants. Some of these 
leases cover existing units. Others cover newly 
constructed units built on the basis of lease 
commitments. 

Another modification in the development of 
public housing projects was implemented in 
1967 when the local authorities were author- 
ized, after advertisement, to purchase a project 
located on a site selected by the developer and 
built by the developer according to its specifi- 
cations. Since 1970, more than half of all public 
housing units entered the program through this 
so-called "turnkey" mechanism. 

In addition, HUD in 1967 developed a 
program to provide additional annual contribu- 
tions to amortize the cost of modernizing older 
public housing projects. 

The most significant recent change in the 
public housing program came through a statu- 
tory amendment in 1969 that limits the rent a 
tenant family may pay for a public housing unit 
to 25 percent of its annual adjusted income, no 
matter how low that may be. This amendment 
and accompanying provisions regarding the 
computation of income have been partly re- 
sponsible for multiplying the Federal Govern- 
ment's operating subsidy payments ninefold, 
from $31 million in fiscal year 1970 to $280 
million in fiscal year 1973. 

By the end of 1971, there were about one 
million public housing units occupied by more 
than three million persons. In 1971, the cost of 
the services provided by public housing units 
was about $2.3 billion. Public housing tenants 
paid 26 percent of this cost; Federal and local 
governments bore the remaining 74 percent. 
Only 42 percent of the cost borne by govern- 
ment appears explicitly in HUD appropriations 
and expenditures records. Another 36 percent 
of the cost to government is attributable to the 
tax exempt status of the interest earned on 
local authority bonds, and another 22 percent is 
attributable to the difference between full local 
property taxes and the smaller payments made 
by local housing authorities to local govern- 
ments in lieu of taxes. 



Major Findings 

1. Families served by public housing are, 
on the average, poorer than those not served. 
Most of the families in the lowest income 
groups, however, are not served, while many 
families with higher incomes are served. 

2. Among families living in public housing, 
average benefits tend to be larger for the 
poorest families; however, there is great varia- 
tion in the value of the program to families 
having similar incomes. 

3 .  The average public housing unit is 
almost as good as the average private rental 
dwelling in a sample of seven major cities. 
Many public housing units are worse than the 
average private rental unit but an almost equal 
number are better. 

4. The overwhelming majority of public 
housing tenants occupy better housing and are 
able to purchase more other goods than they 
would in the absence of the program. 

5. Taxpayers incurred an average annual 
cost of $1,650 per household in public housing. 

6. Tenant welfare is increased by only 
about 55 cents for every dollar spent because 
resource costs to produce public housing are 
greater than those required to produce compa- 
rable conventional housing, and because ten- 
ants place a lower value on the transfer-in-kind 
than a cash grant. 

7. In 1971, it cost $1.03 to produce a 
dollar's worth of housing services under the 
leased program, $1.23 under the "turnkey" 
program, and $1.40 under the conventional 
program. 

Effects on Consumption Patterns: One 
of the most important effects of any government 
housing program is its effect on the quality of 
the housing occupied by participants. How 
much better or worse housing do public hous- 
ing tenants occupy than they would occupy in 
the absence of the program? 

In an effort to provide an answer, the 
market values of public housing units-the 
rents they would command on the open mar- 
ket-and the market rents of private housing 
units that the occupants would have occupied 
in the absence sf the program were estimated. 
The estimates were based on three different 
samples. One sample consisted of data col- 
lected on 1,388 families living in conventional 
public housing in seven cities. The second 
sample was drawn from six cities with 326 
families living in conventional public housing 
and 30 families living in "turnkey" public hous- 
ing. A third sample consisted of 120 families 
living in conventional public housing, 120 in 
existing leased housing, 47 in new leased 
housing, 24 i n  new Turnkey units, and 24 in 
existing units acquired for public housing in five 
cities. All data were for 1971. 

The estimates of the effects of public 
housing on the quality of housing based on 

Table 26. Effect sf Low Rent Public Housing on Tenant Housing 
Consumption, 1971 

Sample Name Seven Cities Six Cities Five Cities Combined 

Sample Size (1,388) (356) (335) (2,079) 

Mean monthly market value 
of public housing units $1 46 $1 57 $156 $1 49 

Mean monthly housing 
expenditure in the 
absence of the program $80 $92 $98 $85 

Percentage increase in 
housing 82% 71 % 59% 75% 

Source Department of Housing and Urban Development. National Housing Policy Review 



these samples are shown in Table 26. The 
similarity of the results from the different sam- 
ples is striking. The analysis shows that public 
housing tenants, on the average, occupy signifi- 
cantly better housing than they would in the 
absence of the program. The percentage of 
improvement in housing (valued at market 
rates) ranged between 82 percent and 59 
percent for the three different samples. The 
overwhelming majority-87 percent in the five- 
cities sample and 92 percent in the six-cities 
sample-experienced improvement in their 
housing. 

The rent that a family in public housing 
pays may be more or less than the amount that 
it would have spent on housing in the absence 
of the program. Hence, the family's expenditure 
on other goods may be affected by the public 
housing program. (See Table 27.) The three 
studies provide information estimating the effect 
of public housing on the expenditures for other 
goods and services. Estimates of increased 
expenditures on nonhousing goods and ser- 
vices ranged from 5 percent to 19 percent. A 

majority-76 percent in the five-cities sample 
and 92 percent in the six-cities sample-in- 
creased their expenditures on nonhousing 
goods. 

Value of Public Housing to its Occu- 
pants: Table 28 shows that the average benefit 
to occupants of public housing ranged between 
$76 and $52 per month. The average benefit as 
a percentage of income ranged from 11 percent 
to 26 percent, demonstrating that public hous- 
ing tenants receive considerable benefits from 
the program. 

Cost of Public Housing to the Govern- 
ment: On the basis of the six-cities sample, 
estimated costs of providing such benefits per 
dwelling unit were $193 per month. The mean 
rent paid by tenants was $56 per month. 
Therefore, the cost to taxpayers per dwelling 
unit was $137 per month. This cost includes the 
forgone taxes attributable to the tax exempt 
status of the interest earned on local authority 
bonds and the exemption of these projects from 

Table 27. Effect of Low Rent Public Housing on Tenant Nonhousing 
Expenditures, 1971 

Sample Name Seven Cities Six Cities Five Cities Combined 

Sample Size (1,388) (356) (335) (2,079) 

Average monthly expenditure 
on nonhousing goods 
and services by public 
housing tenants $1 66 $258 $376 $21 6 

Average monthly expenditure 
on nonhousing goods 
and services if  the 
tenants were not in 
public housing $140 $222 $357 $1 89 

Percentage increase in 
expenditures on other 
goods 19% 16% 5% 14% 

Mean monthly tenant rent in 
public housing $54 $56 $79 $58 

Mean monthly income $220 $31 4 $455 $274 

Source: Departmenl of Housing and Urban Development, National Housing Policy Review. 



local property taxes. Cost data are only availa- 
ble for the six-cities sample. Therefore, all cost- 
benefits comparisons for public housing are 
based on the six-cities sample, rather than on 
the combined samples. 

Discrepancy Between the Cost ~f Public 
Housing to Government and its Value to 
Tenants: Government provides $1 37 per month 
per family in public housing to support the low 
rent public housing program. However, the 
benefit as viewed by the public housing tenant 
is $96 per month, meaning that Program Effi- 
ciency is 0.55. This discrepancy results from a 
number of factors. First, $9 per unit per month 
is required to administer the program, excluding 
management costs that would be incurred by 
private producers sf housing service. Second, 
an additional $27 per month is due to technical 
inefficiency in producing housing service under 
the public housing program. Finally, another 
$25 per month is lost because tenant welfare is 
not increased commensurately with the dollars 
spent, because the subsidy forces tenants to 
purchase housing and other goods in combina- 
tions they would not choose in the absence of 
the program. 

Technical Efficiency: An estimated $1 84 
per month per dwelling unit is spent on provid- 
ing housing service under the program without 
onsidering administrative costs. It is also esti- 
mated that the structural characteristics and city 

location (excluding neighborhood considera- 
tions) are such that the mean market value of 
the unit is $157 per month. In other words, 
public housing tenants, on the average, would 
find private housing with a rent of $157 per 
month as satisfactory as their public housing 
units. Therefore, under this measure, public 
housing authorities spend $1.1 7 to produce one 
dollar's worth of housing, meaning that Techni- 
cal Efficiency is 0.85. Phis technical inefficiency 
in producing housing service accounts for $27 
per month per dwelling unit of the discrepancy 
between the cost of public housing to taxpayers 
and its value to tenants. 

There are marked differences in the effi- 
ciency with which housing services are pro- 
duced under the various types of public hous- 
ing. A study published by the Joint Economic 
Committee of Congress estimated that the full 
cost per dwelling unit per month of leased, 
Turnkey, and conventional public housing in 
1971 was $154, $21 1, and $219, respe~ t i ve l y .~~  
Pooling the data from two other samples de- 
signed by the National Housing Policy Review, 
the market values per dwelling unit per month - 
30 Frank de Leeuw and Sam H. Leaman, "The Section 23 

Leasing Program," in Joint Economic Committee of 
Congress, The Economics of Federal Subsidy Pro- 
grams, Part 5-Housing Subsidies, Washington, D.C.: 
Government Printing Office 1972. The de Leeuw- 
Leaman study does not take into account any differ- 
ences in average desirability of the public housing 
units provided bv the three different methods. 

Table 28. Magnitude of Benefits to Low Rent Public Housing Tenants 
and Costs to Taxpayers, 1991 

Sample Name Seven Cities Six Cities Five Cities Combined 

Sample Size (1,388) (356) (335) (2,079) 

Mean monthly benefit to 
public housing tenants $57 $7'6 $52 $59 

Mean monthly income $220 $31 4 $455 $274 
Percentage increase in real 

income 26% 24% 11% 22% 
Monthly cost to taxpayers NA $137 NA NA 

NA = Not Available 

Source: Department of Housing and Urban Development, National Housing Policy Rev~ew. 



were estimated at $1 49, $1 72, and $1 56, under 
the leased, "turnkey," and conventional public 
housing programs, respectively. Based on 
those data, it costs $1.03 to produce a dollar's 
worth of housing service under the leased 
program, $1.23 under the "turnkey" program, 
and $1.40 under the conventional program. The 
relative efficiency with which housing service is 
produced under the leased program can be 
attributed to its use of the existing stock.31 

Administrative Cost: Any housing subsidy 
program has administrative costs in addition to 
the management costs of providing housing 
services. The cost of checking the eligibility of 
applicants for public housing is an example of 
such an administrative cost. The cost of admin- 
istering the program, as opposed to managing 
the housing, is estimated at $9 per month. 
These costs result in no benefits to public 
housing tenants, in terms of housing. 

Transfer Efficiency: Public housing ten- 
ants, on the average, occupied housing with a 
market value of $157 per month and spent 
$258 per month on other goods. Hence, the 
average market value of all goods consumed 
by these families was $415 per month. Since 
the average income of these families was $314 
per month, the public housing program resulted 
in an increase of $101 per month per family in 
the market value of all goods consumed. Since 
the cost to Government is $137 per month per 
family in public housing, the Production Effi- 
ciency is 0.74. 

Under the public housing program, the 
consumer is not free to choose among all 
combinations of goods with the same market 
value as the combination actually produced by 
the public housing program. As a result, the 
value of the program to tenants averages $76 
per month rather than $101. Technical ineffi- 
ciency aside, the public housing program is 
only 75 percent as efficient as unrestricted cash 

3' Estimates of the relative efficiency of leased public 
housing include construction-for-leasing units and ex- 
isting leased units. Data limitations did not permit 
measurements of the relative efficiency of each pro- 
gram type separately. The average $1.03 cost to 
produce a dollar's worth of housing services under the 
leased program likely understates the cost of construc- 
tion-for-leasing units while it overstates the cost of 
existing leased units. 

grants in providing benefits to its occupants. 
The Transfer Efficiency is 0.75, which accounts 
for $25 per month per dwelling unit of the 
discrepancy between the cost of public housing 
to the Government and its value to tenants. 

Equity: Families served by public housing 
are, on the average, poorer than those not 
served by public housing. In 1971, the median 
annual income of all families in the United 
States was about $10,000, while at the same 
time it was about $3,000 for families occupying 
public housing. Furthermore, among families 
living in public housing, average benefits 
tended to increase as family income decreased. 
This is indicated in Table 29. 

Approximately 50 percent of the families in 
public housing had annual incomes of more 
than $3,000 (Table 30). Meanwhile, 95 percent 
of all families in the United Stares with annual 
incomes of less than $3,000 were not served 
by the program. 

Among low income families that do occupy 
public housing, there is a large variation in the 
value of the program. About one-third of fami- 
lies having similar incomes receive benefits of 
$30 per month more or less than the average 
benefits. For example, if the average benefit for 
a similar group of families is $70 per month, 
then about one-third of the families would 

- - 

Table 29. The Distribution of 
Benefits Among Low Rent Public 
Housing Tenants, by Income Class, 
1971 

Mean Annual Benefit 
Gross Income To Public Housing 

Tenants 

$0- 999 $696 
1,000-1,999 900 
2,000-2,999 1,044 
3,000-3,999 1,008 
4,000-4,999 9 72 
5,000-5,999 648 
6,000-6,999 708 
7,000-7,999 504 
8,000 or more 624 

Source: Department of Housing and Urban Development, National 
Housing Policy Review. 



receive benefits of less than $40 or more than 
$100 per month. 

Table 31 compares estimates of the aver- 
age market values of public housing units with 
estimates of the average market value of all 
housing in several cities. The value of the 
average public housing unit is almost equal to 
that of the average private rental dwelling. The 
average public housing tenant is occupying 
housing at least equivalent to that occupied by 
lower middle income families. Furthermore, this 
improvement in the housing of public housing 
tenants rarely occurs at the expense of their 
consumption of other goods. Qn the contrary, 
the tenants typically have more to spend on 
nonhousing goods and services. 

A study by the Rural Housing Alliance and 
the Housing Assistance Council indicates that 
large differences occur in the ratio of public 
housing units to the number of poverty level 
households according to the degree of urbani- 
zation in an area. In metropolitan counties with 
high population densities there is a public 
housing unit for every five poverty level house- 
h o l d ~ . ~ ~  In high-density nonmetropolitan coun- 
ties, there are nine households in poverty for 

every public housing unit. The discrepancy is 
greater still for those metropolitan counties with 
lower population densities. They have, on the 
average, about 11 poverty level households for 
every public housing unit. Most pronounced is 
!he gap in nonmetropolitan counties with low 
population densities, where such counties have 
more than 16 poverty level households for 
every public housing unit. Essentially, the same 
disparities occur between the number of public 
housing units and the number of units that lack 
complete plumbing and/or are overcrowded. 

Farmers Home 
Administration Sections 
502 and 504 Programs 

The FmHA has the responsibility under the 
Housing Act of 1949 to provide "safe, decent, 
and sanitary" housing for rural residents. It tries 

32 Rural HOUG Alliance and Housing Assistance Council, 
Public Housing: Where It Is and Isn't, Washington, 
D.C., December 1972. 

Table 3Q. Distribution of Low Went Public Housing by Income Class, as 
of December 31, 1 972 

Public Housing 

Gross lncome Households Served Households as Total Households by Public 
Percent of all - 

Households 

$0- 999 
1,080-1,999 
2,000-2,999 
3,000-3,999 
4,000-4,999 
5,000-5,999 
6,080-6,999 
7,000-7,999 

8,000 or more 

Total 68,500,000 1,055,050 1.5% 

Note: Detail may not add to totals because of rounding. 

Source: Department of Housing and Urban Development, National Housing Policy Review estimates based on data from Department ol Housing and Urban 
Development and Department of Commerce. Bureau of the Census. Current Population Reports, Series P-60, Nos. 84 and 87, and 1970 Census of 
Population. 



to meet this objective largely through the Sec- 
tion 502 homeownership program and the Sec- 
tion 504 homeownership repair program. The 
Section 502 program accounts for about 96 
percent of all FmHA housing outlays. The 
Section 515 rural rental and Section 5141516 
farm labor housing programs are not reviewed 
here because of the limited data available. 

The Section 502 loan program provides 
loans to rural families who indicate they cannot 
obtain credit from conventional sources to build 
new homes or to buy or improve existing 
houses. Loans made during fiscal year 1972 
bore a 7.25 percent interest rate with an 
amortization period of up to 33 years. lnterest 
credit loans were made to lower income families 
(less than $7,000 adjusted annual income). The 
amount of interest credit granted depended upon 
the size and income of the family and the 
amount of the loan. The family must pay at 
least 1 percent interest. In 1972, the maximum 
interest credit was 6.25 percent. Because 
FmHA lends at 7.25 percent and borrows at a 
different rate--determined by the going rates in 
secondary mortgage markets where it sells 
notes-there can be an additional interest 
premium subsidy both to interest credit borrow- 
ers and moderate income noninterest credit 
borrowers. In fiscal year 1972, the estimated 
average annual interest credit subsidy was 

Table 31. Monthly Rent 
Comparisons, 1970* 

Rent Census Public Mean 
Location Housing G~~~~ 

Market Rent 
Values 

Baltimore $113 $116 
Boston 125 1 35 
Los Angeles 117 128 
Pittsburgh 9 2 110 
St. Louis 103 9 7 
San Francisco 133 144 
Washington, D.C. 136 134 
'Including utilities. 
Source: Department of Housing and Urban Development, National 

Housing Policy Review estimates based on data from Department 
of Housing and Urban Development and Department of Com- 
merce. Bureau of the Census, 1970 Census of Housing. 

$658, and the estimated average interest prem- 
ium subsidy was $152. The major characteris- 
tics of the Section 502 program are shown in 
Table 32. 

The Section 504 loans are made to owner- 
occupants to make minor home repairs in order 
to remove hazardous living conditions. These 
loans are for "below standard" housing, in 
contrast to the standard housing financed under 
Section 502 loans. Section 504 loans bear an 

Table 32. Characteristics of the 
Section 502 Program, Fiscal Year 
1972 

Characteristics Interest Interest Credit 
Credit 

Family characteristics: 
Mean income $7,900 $5,400 
Mean number of 

persons 3.7 4.2 
Mean age of head 32 36 

Percent of Total 

Racial and ethnic com- 
position: 

Nonminority white 
Black 
Spanish-speaking 

Purpose of loan: 
Build or purchase 

new 
Repair or purchase 

old 
Type of waste disposal: 

Individual waste 
system 

Public sewer 
Location: 

Open country 
Towns up to 2,500 
Towns 2,50&5,499 
Towns 5,500-9,999 

Farm 
Nonfarm 

Source: Department of Housing and Urban Development, National 
Housing Policy Review based on data from Department of 
Agriculture. 



interest rate of 1 percent and are repayable in 
up to 10 years. The maximum loan is $3,500. 
In fiscal year 1972, the estimated average 
interest subsidy was $75 per loan. 

Major Findings 
1. Taken separately, the income group 

most likely to be served by Section 504 was 
$1,000-$1,999, by Section 502 interest credit 
$4,00&$4,999, and by Section 502 noninterest 
credit $8,00&$8,999. 

their expenditure on housing and decrease their 
expenditures on other goods and services. 

4. The annualized administrative cost of 
making and servicing a Section 502 noninterest 
credit loan was approximately 60 percent of the 
estimated subsidy. 

5. The Section 502 interest credit program 
increases borrower welfare on a cash-grant- 
equivalent basis by approximately 70 cents for 
every dollar of Federal cost. 

2. Current financing methods result in an 6. The FmHA's provision of counseling, 
interest premium subsidy on all Section 502 appraisals, inspections, closing services, and 
loans, not iust on interest credit loans. loan servicina results in low foreclosure losses, 

but relativelywhigh administrative costs. 
3. The Sections 502 and 504 Droarams . - 

result in substantial improvements in housing 7 ,  Although current programs could sewe a 
quality. The recipients substantially increase proportionately greater number of lower income 

Table 33. Distribution of Sections 502 and 504 Loans, by Income Class, 
Loans Made Fiscal Year 1972' 

Cumula- 
tive 

Number Number 
Gross of of 
Income Rural Rural 

Families Fam- 
ilies 

Percent 
Distri- 
bution 

of 
Rural 
Fam- 
ilies 

Households Served 
by 502 lC3 Loans 

Concen- 
Nurn- Percent tration 
ber Distri- Ratio 

bution (Col. 6 i 
Col. 4) 

Households Served Households Served 
by 502 NIC4 Loans by 504 Loans 

- .- -- 

Concen- Concen- 
Num- Percent tration Num- Percent tration 
ber Dislri- Ratio ber Distri- Ratio 

bution (Col. 9 -  bution (Col. 12 + 
Col. 4) Col. 4) 

$0- 999 450,000 450,000 
1,000-1,999 726,000 1 , I  76,000 
2,000-2,999 838.000 2,014,000 
3,0003,999 873,000 2,887,000 
4,000-4,999 893,000 3,760,000 
5,000-5.999 981,000 4,741,000 
6,000-6,999 999,000 5,740,000 
7,000-7.999 1,044,000 6,784,000 
8,0004,999 1,048,000 7,832,000 
9,0004,999 930,000 8,762,000 

10,000 
or more 1 

Total - - 100.0% 58,294 100.0% - 46.881 100.O"/o - 3,112 100.0% - 
---- - - -- 

Note: Detail may no1 add to totals because of round~ng. 

' Covers 48 contiguousStates. 
No families are shown in the $10.000 or more class in order to allow su~table comparisons with the subsidized programs. 
interest credit. 
Noninterest credit. 

Source: Department 01 Housing and Urban Development, National Housing Pollcy Review estimates based on data from Department of Agriculture and 
Department of Commerce. Bureau 01 the Census, 1970 Census of Population. 



families within the range of income groups now 
being served through administrative action by 
FmHA, the basic problems inherent in the 
production and subsidy in-kind approach would 
remain. 

Equity: Table 33 shows the distribution by 
annual family income of Section 502 interest 
credit, Section 502 noninterest credit, and Sec- 
tion 504 loans. Legislative intent is not specific 
regarding the particular income groups to be 
served by the programs. 

As seen in program data from fiscal year 
1972, the Section 504 program serves income 
groups in the $1,000 to $4,000 income classes. 

The concentration of Section 502 interest 
credit loans is in the $4,000 to $7,000 income 
range, with the greatest concentration in the 
$4,000 to $5,000 income group. However, 2.9 
million rural families with annual incomes of 
less than $4,000 cannot be served, because of 
the present Section 502 program structure and 
the rural income distribution. Of these, approxi- 

mately 2.5 million families (86 percent) are 
occupying substandard housing, according to 
Department of Agriculture estimates. Families 
earning less than $4,000 annually can be 
served by the Section 502 interest credit pro- 
gram in the Southeast and Southwest, where 
housing costs and taxes are comparatively low, 
and elsewhere by utilizing rehabilitated or exist- 
ing units that cost approximately $2,000 less, 
on the average, than new units on a nationwide 
basis. But if the program experiences increas- 
ing construction costs and continues to empha- 
size new units, the $4,000 income class will be 
the lowest class served effectively by the pro- 
gram. 

The concentration of Section 502 noninter- 
est credit loans is in the $7,000 to $9,000 
annual income range, and the concentration 
begins falling for incomes above the $9,000 
level. If the $6,000 level can be taken as an 
effective limit, there are approximately 4.7 mil- 

Table 34. Percent of Eligible Families Served by Sections 502 and 504 
Loans, Loans Made Fiscal Year 1972 

502 lC2 Households 502 NIC3 Households 504 Households 502 and 504 
Number - - - - - - - - - -- - Households as 

Gross Income of Rural Number As Percent Number As Percent Number As Percent Percent of all 
Families Served of all Served of all Served of all Rural Families 

by Loans Rural by Loans Rural by Loans Rural (Cols. 4+6+8) 
Families Families Families 

$& 999 
1,00G1,999 
2,00&2,999 
3,00&3,999 
4,00&4,999 
5,000-5,999 
6,0004,999 
7,00&7,999 
8.00&3,999 
9.00G9.999 

10.000 or more 

Total 

' Covers 48 contiguous States. 
Interest credit. 
Noninterest credit. 
No families are shown in the $10.000 or more class In order to allow suitable comparisons with the subsidized programs. 

Source: Department of Housing and Urban Development. National Housing Policy Review estimates based o n  data from Department of Agriculture and 
Department of Commerce. Bureau of The Census. 1970 Census of Population. 



lion families that cannot be served by the 
noninterest credit program. 

The percentage of any income class that is 
served by the program is a measure of horizon- 
tal equity. Table 34 indicates that for the 
combined programs, the highest percentage of 
eligible recipients served by loans made in 
1972 is 1.85 percent for the $7,000 to $8,000 
annual income class. Using only loans made in 
1972 does not account for those served by the 
program before fiscal year 1972, but because 
the fiscal year 1972 loan volume accounted for 
a substantial proportion of all loans ever made, 
it is apparent that only a small percentage of 

those eligible could have been served over the 
years. 

Overall, the Sections 502 and 504 pro- 
grams are concentrated in the Southwest and 
the Southeast, as indicated in Table 35. A ratio 
of concentration greater than 1.0 indicates that 
a larger percentage of loans goes to a region 
than the percentage of eligible population that 
the region contains. 

The inability of the current programs to 
serve lower income levels, more families at any 
given income level, and a wider geographic 
base, results in part from budgetary levels, the 
depth of the subsidies, and the administration 
of the program. But the failure lies more 

Table 35. Sections 502 and 504 Regional Distribution, Loans Made 
Fiscal Year 1972 

502 Interest Credit 502 Noninterest 
Loans Credit Loans 504 Lsans 

Percent 
HUB of Rural Concen- Csncen- Concen- 

Region Families2 Percent tration Percent tration Percent tration 
Distri- Ratio Distri- Ratio Bistri- Ratio 
bution (Col. 3 + bution (Col. 5 + bution (Col. 7 s 

Col. 2) Col. 2) Col. 2) 

Total 100.0% 100.0% 1 .O 100.0% 1 .O 100.0% 1 .O 
Note: Detail may not add to totals because of round~ng. See Table 10 for State composition of the reglons. 

' Covers 48 contiguous States 
Includes fam~lies in all income classes. 

Source: Department of Housing and Urban Development, National Housing Policy Review estimates based on data from Department of Agriculture and 
Deparlment of Commerce, Bureau of the Census, 1970 Census of Population. 



fundamentally within the program structure and 
the emphasis on the production of new units. 
The present programs provide relatively large 
amounts of housing services to a limited num- 
ber of families. 

Table 36. Impact--Consumer 
Welfare, Fiscal Year 1972 

502 

Impact Interest Non- 504 
Credit interest 

Credit 

Percent change in 
housing 85 48 NA 

Percent change in 
nonhousing -3 -7 NA 

Mean monthly 
benefit $47.21 $2.47 NA 

Mean annual ben- 
efit $567 $30 NA 

Percent change in 
real income 10.8 0 N A 

Impact-Market Evaluation, 
Fiscal Year 1972 

Non- 
Impact Interest interest 504 Credit Credit 

Percent change in 
housing 9 2 5 7 54 

Percent change in 
nonhousing -3 -7 -9 

Mean monthly 
subsidy $57.92 $7.67 $6.28 

Mean annual 
subsidy $695* $92* $75.30 

Percent change in 
real income 11.8 1.2 3.2 

NA = Not Available. 

'These est~mates from a sample survey are below Department of 
Agriculture estimates from National Program Data of $810 and 
$152. respectively. 

Source: Department of Housing and Urban Development, National 
Housing Policy Review. 

Impact: Table 36 presents estimates of the 
extent to which the Section 502 and the Section 
504 programs have improved the quality of 
housing, the effects of the programs on non- 
housing consumption, and the amount of bene- 
fits and subsidies transferred by the Govern- 
ment to Section 502 and 504 borrowers. Evalu- 
ated on the basis of whether there was an 
increase in housing quality, each program was 
successful. The improvement in housing condi- 
tions in terms of consumer welfare ranged from 
48 percent for the noninterest credit program to 
85 percent for the interest credit program. 

An improvement in housing sometimes 
comes at the expense of expenditures on other 
goods. This happened in each of the FmHA 
programs; the decrease in expenditures on 
nonhousing goods and services ranged from 
minus 3 percent in the Section 502 interest 
credit program to minus 9 percent in the 
Section 504 program. Upon entering the pro- 
grams, recipients generally increased the share 
of their income spent on housing to such an 
extent that they had less left over for nonhous- 
ing expenditures. 

Inevitable in any transfer-in-kind strategy is 
the difference between the market value of the 
subsidy transferred and the recipient's evalua- 
tion of the worth of the subsidy. Table 36 
shows, first, how much the recipient family 
values the subsidy it receives, and, second, 
how much the market values it. 

In the case of the noninterest credit Sec- 
tion 502 borrower, the actual subsidy dollars 
($92) were little valued ($30) by the consumer, 
yet the borrower family gave up 7 percent of its 
expenditures on other goods upon entering the 
program. This indicates that while the subsidy 
dollars themselves provide little housing value 
to the Section 502 noninterest credit borrower, 
the ability to obtain credit on better terms than 
otherwise available may be of more conse- 
quence than the subsidization of that credit. It 
further may imply that prior to having access to 
FmHA credit, the family was unable to pur- 
chase as much housing as it would have 
desired if credit were available at rates and 
terms similar to FmHA rates and terms. The 
estimated value to the consumer does not 
measure the value of the access to credit and 
thus may not be a full measure of benefit. 

Anotner question raised in evaluating the 



impact of the Section 502 program is whether 
there are indirect benefits for those not receiv- 
ing direct subsidies. A National Housing Policy 
Review survey was undertaken in four rural 
areas, two of which were growing in population 
and two of which were not, to assess whether 
there were indirect benefits accruing to occu- 
pants of housing units previously occupied by 
Section 502 borrowers.33 Indirect benefits would 
result if successive occupants obtained better 
quality housing for the same or less rent than 
previously paid. It also would be necessary to 
show that the benefits would not have occurred 
without the program. 

The results of the survey did not substanti- 
ate the existence of indirect benefits for the 
programs in the areas sampled. There was no 
significant difference between the incomes of 
those in succeeding links of the chain at three 
of the four sites surveyed. There also was no 
significant change in housing quality without a 
simultaneous increase in expenditure for hous- 
ing. Consequently, recipients did not receive 
higher quality housing without paying more. 

Costs: In addition to the average direct 
interest subsidy of $658 and the average inter- 
est premium subsidy of $152, the FmHA incurs 
two other costs: losses from foreclosure, and 
administrative costs of the program. 

The FmHA charges no insurance premium 
either to Section 502 interest credit or Section 
502 noninterest credit borrowers. Consequently, 
any losses on foreclosure are absorbed by the 
Rural Housing Insurance Fund. The yearly cost 
of foreclosures is estimated to be approximately 
$7 per Section 502 noninterest credit unit and 
$5 per Section 502 interest credit unit. The 
administrative costs have been estimated at 
$91 per year for a Section 502 noninterest 
credit loan and $1 13 per year for a Section 502 
interest credit loan. Included in these costs are 
the amortized costs of appraisal, inspection and 
closing, and the annual cost of servicing the 
loan. 

Efficiency: The Technical, Production, 
Transfer, and Program Efficiencies for the Sec- 

33 Louis, Bowles, and Grove, Inc., "The Filtering Effects of 
Subsidized Rural Housing," a study prepared for the 
Department of Housing and Urban Development, 
National Housing Policy Review, July 20, 1973. 

tion 502 program are computed below. The 
subsidy estimates used for the calculations 
were derived from a sample of 200 Section 502 
loans in each of the 10 regions. The National 
Housing Policy Review subsidy estimates are 
lower than the FmHA estimates from national 
data. Other Government costs were derived 
from national data. The market value of a unit 
was estimated as the sum of the borrower's 
payment and the interest credit and interest 
premium subsidies. 

Technical Efficiency is the relationship be- 
tween the market value of the unit and the cost 
to the Government, including subsidy, foreclo- 
sure losses and administrative costs, plus the 
payment by the individual. It is assumed that 
the market value and the cash cost to produce 
the unit are identical-that is, that there are no 
inducements in the program leading to exces- 
sive construction costs. 

Technical Efficiency = 

Market Value of Unit 
Total Gov't Cost + Occupant Cost 

502 502 
Interest Credit Noninterest Credit 

Production Efficiency is the ratio of the 
market value of the subsidy to the cost to the 
Government of providing it. For the Section 502 
noninterest credit program, Production Effi- 
ciency is relatively low because the administra- 
tive cost per year is large relative to the 
subsidy. For the Section 502 interest credit 
program, the administrative cost is similar but 
provides a much larger subsidy, so its Produc- 
tion Efficiency is higher. 

Production Efficiency = 

Market Value of Subsidy 
Total Government Cost 

502 502 
Interest Credit Noninterest Credit 

Transfer Efficiency is the relation between 
the cash-grant-equivalent value to the recipient 
of the Government subsidy and the actual 
amount of that subsidy. The low Transfer 



Efficiency reported for the Section 502 noninter- 
est credit program is the best estimate available 
but is not as statistically reliable as the esti- 
mates reported for the other programs. 

Transfer Efficiency = 

Cash Value of Subsidy 
Subsidy 

502 502 
Interest Credit Noninterest Credit 

Program Efficiency is the product of Pro- 
duction and Transfer Efficiency. Section 502 
noninterest credit has low Program Efficiency 
because both Production and Transfer Efficien- 
cies are low. Therefore, the foregoing qualifica- 
tion on the reliability of Transfer Efficiency also 
applies to Program Efficiency. 

Program Efficiency = 

Cash Value of Subsidv 
Total Government Cost 

502 502 
Interest Credit Noninterest Credit 

0.70 0.16 

These estimates indicate that one dollar of 
Government expenditure is worth 16 cents in 
the Section 502 noninterest credit program and 
70 cents in the 502 interest credit program as 
evaluated by the measures defined above. For 
these programs to be more efficient, other 
benefits must be present. As noted above for 
the Section 502 noninterest credit program, one 
of these benefits may be the increased availa- 
bility of credit. 

Special Issues 
Impact on the Housing Stock 

Of crucial importance in evaluating the 
success of the subsidized housing programs is 
the effect of the housing programs on the 
quantity and quality of the housing The 
main statutory objective of the housing pro- 

34 For brevity the term "housing stock will be used on the 
following pages to denote both the quantitative and 
qualitative dimensions of housing. 

grams-to provide a "decent home and a 
suitable living environment for every American 
familym--can be met in only two ways: either by 
increasing the total stock of housing, or by 
redistributing the housing available from those 
who have more than a "decent home" to those 
who do not. 

Production programs attempt to increase 
the stock of housing and reduce the effective 
price of housing to certain low income families. 
The housing conditions of the subsidized popu- 
lation are certainly improved. Not every subsi- 
dized unit, however, represents a net addition 
to the Nation's housing stock for the following 
reasons: 

1. The production of subsidized housing 
requires private mortgage credit (in the case of 
public housing, bonds are issued), and some 
portion of the credit for subsidy programs is bid 
away from unsubsidized buyers who must, 
therefore, reduce their consumption of housing. 

2. The subsidy itself must be financed 
either by raising additional taxes or by in- 
creased Government borrowing. Both financing 
methods tend to reduce consumption or invest- 
ment elsewhere in the economy and some of 
the reduction in spending will be at the expense 
of other (unsubsidized) housing. 

3. The analysis of the subsidized housing 
programs shows that subsidized housing is 
inefficiently provided. If it were provided more 
efficiently, fewer resources would be drawn 
from the mortgage market, and fewer taxes or 
less Government borrowing would be neces- 
sary. Therefore, additional resources would be 
available for subsidized and unsubsidized con- 
struction. 

In summary, the provision of housing sub- 
sidies undoubtedly increased the quantity and 
quality of housing for those relatively few who 
were subsidized, while it reduced the construc- 
tion of new housing units for everyone else. On 
balance, there has probably been a net addition 
to the housing stock because of the subsidies, 
but the addition is equal only to a portion of the 
total number of units that were subsidized. The 
exact addition is difficult to estimate, but various 
analyses suggest that for every 100,000 units 
subsidized during the 1960's and early 1970's, 



perhaps as few as 14,000 represent net addi- 
tions to the housing Housing construc- 
tion expenditures probably are increased pro- 
portionately less than the total number of subsi- 
dized units constructed because these units 
tend to be smaller than the average unit 
constructed in the economy. Thus, the subsidy 
programs probably provide little stimulus to 
aggregate housing expenditures in  the 
economy as a whole. 

Stimulating the Economy 
The subsidized housing programs were 

created to enable lower income families to 
enjoy decent housing at a reasonable price. In 
this chapter, each program has been evaluated 
in terms of its success in achieving this goal. 
Some secondary impacts have also been iden- 
tified and analyzed, such as the impact of sub- 
sidized housing on racial integration. 

Another issue is the contribution, if any, 
that subsidized housing makes to maintaining a 
high level of economic activity. Simply stated, 
the thesis implicit (and sometimes explicit) in 
housing legislation enacted to date is that the 
production of subsidized housing provides jobs 
and increased income in the construction indus- 
try and, subsequently, in other industries as the 
initial increase in income is spent. The net 
effect is, allegedly, a higher level of economic 
activity than would have existed in the absence 
of the program. 

This reasoning is faulty, however, because 
it attributes to one small section of the Federal 
budget a characteristic of the entire budget. By 
its management of taxes and expenditures, the 
Federal Government does have a stimulating or 
depressing effect on the level of economic 
activity. This effect, however, depends on the - 
35 Craig Swan, op. cit., Frank de Leeuw, "Market Effect of 

Moderate Income Construction Subsidies," a report 
prepared for the National Housing Policy ~ e v i e w ,  
1973. The Swan paper estimated that the net addition 
was 14,000 units for every 100,000 units subsidized. 
The analysis did not explicitly take into account the 
need to finance the subsidy with tax increases or 
debt issues, although the need to finance subsidies 
may have had an effect on the results. The de Leeuw 
paper implicitly considered financing for the 235 and 
236 programs and estimated that this effect alone 
reduced unsubsidized starts by an amount equal to 
one-half of the number of subsidized starts (e.g., 
50,000 net addition for each 100,000 units sub- 
sidized). 

overall budget deficit or surplus and not on the 
individual tax or expenditure items that make up 
that deficit or surplus. The argument fails to 
consider what could happen in the absence of 
the subsidized housing programs. Presumably, 
other Federal expenditures would have been 
made, taxes reduced, or less debt issued, 
thereby reducing pressure on credit markets. A11 
of these alternatives would also have stimulated 
economic activity and, therefore, there need be 
no net increase or net decrease in national 
income simply because the Government chose 
to subsidize or not to subsidize housing.36 

The Federal Government's choice between 
subsidized housing and other expenditures, or 
a tax reduction, may have an impact on the 
level of activity in the construction industry. If, 
instead, the Federal funds had been spent on 
educational aids for schools in low income 
areas, the initial employment and income effect 
would have occurred in  the school supply 
industry rather than the construction industry. 
The overall effect would be the same, the only 
difference being the point of in~idence.~' 

Homeownership for the Poor 
Although homeownership has long been 

encouraged by a variety of Federal laws, no 
major programs offering homeownership to the 
poor in the 20th century were enacted until the 
1960's. Since that time, the problems that have 
arisen from the operation of those programs- 
principally the Section 235 and Section 
221(d)(2) programs-are so serious that they 
raise questions about the validity of the concept 
itself. 

If homeownership for the poor is a feasible 
concept, a principal justification for Government 
programs to achieve this objective would be the 
existence of significant market imperfections in 
the economy which prevent the low income 
36 The theory of the "Balanced-Budget Multiplier" argues 

that a tax reduction matched by an equal reduction in 
Government spending would reduce national income. 
But more detailed analysis suggests that national 
income may be affected either way depending on the 
exact composition of spending and on tax distribu- 
tion. 

37 The analysis in this section assumes that subsidized 
housing programs do not replace conventional residen- 
tial building. To the extent that this assumption is false, 
the stimulating impact on the construction industry is 
diminished. If there were an overall impact on the 
economy, it would also be lessened. 



family from purchasing the optimum quantity 
and quality of housing. Building codes, racial 
discrimination, deed restrictions, zoning, and 
taxes all discourage low income families from 
buying homes. 

The housing strategy embodied in the 
existing housing statutes does not permit low- 
cost homes to be produced or even legally to 
exist in many areas.38 In addition, the deducti- 
bility of mortgage interest and property taxes 
biases the advantages of homeownership in 
favor of higher income families because of their 
higher marginal tax rates. A case can thus 
theoretically be made that a proper role of 
Government is to redress this imbalance and to 
create incentives for low income families to 
purchase their own homes. 

In the 19301s, books with such titles as 
Homeownership: Is I t  Sound? were written 
questioning the desirability of homeownership. 
Even today, major textbooks in real estate are 
careful to point out that homeownership is not 
appropriate for every family, especially if its 
income is low. And when one carefully deline- 
ates the multidimensional commodity or invest- 
ment called a "home" and examines each 
dimension in light of the needs and characteris- 
tics of the poor, no clear answer emerges as to 
whether homeownership is a net benefit or a 
net burden to low income families.39 

Housing as an investment for low income 
individuals is illiquid and risky, requires complex 
management, and has high maintenance costs. 
A savings account is a safer and more liquid 
investment and one which requires little moni- 
toring and expertise. Low income families, be- 

cause their incomes tend to be less stable and 
because of high transaction costs, especially 
benefit from flexible tenure. In addition, their 
smaller levels of discretionary time and man- 
agement skills put them at a disadvantage 
relative to higher income families. 

Ownership also exposes the owner-occu- 
pant to the hazards of unexpectedly expensive 
repairs, especially in low cost new housing in 
which, too often, longrun durability has been 
sacrificed for low initial cost.40 To some extent, 
rental tenancy spreads such hazards over 
many families. Hypothetically, a landlord will 
compute its average maintenance and repair 
expenditures over the anticipated period of its 
ownership, divide by the number of units and 
the number of months, and charge that amount 
per month for maintenance. While hardly an 
insurance policy, the risk is nevertheless spread 
out among a number of units, and funded over 
an extended period of time. 

There is little empirical support for the often 
expressed view that a new homeowner ac- 
quires a new dignity or that becoming a home- 
owner automatically transforms a person in 
other intangible ways. The evidence of the 
social and psychological impact of homeowner- 
ship is mostly anecdotal, especially when it 
concerns low income families. The favorable 
impact may sometimes occur; the point is that 
studies to date do not verify such a phenome- 
non as the usual social result. In addition, no 
research has separated the ownership aspect 
from associated dimensions including, among 
others, single-family dwelling unit and loca- 
tion.41 

s8 See, for a discussion on how the U.S. housing strategy 
differs from strategies adopted in other countries, 
Anthony Downs, "Housing the Urban Poor: The Eco- 
nomics of Various Strategies," American Economic 
Review, September 1969, pp. 646-656. 

39 For a more complete discussion see Peter Marcuse, 
"Homeownership for Low-Income Families: Financial 
Implications," Land Economics, May 1972, pp. 134- 
143. 

40 Committee on Housing Research and Development, 
Families in Public Housing, Urbana: University of 
Illinois, 1972. 

41 For a summary of what is known on the social benefits of 
homeownership for the poor, see Georges Vernez and 
Robert K. Yin, Rand Corporation, "Social Aspects of 
Federal Low-Income Housing Programs," a .report 
prepared for the National Housing Policy Review, 
August 1973. 





Introduction 

5 
dwellings, stores, offices, and industrial facili- 
ties. As population qrowth intensified the com- 

Housing Activities of State and 
Local Governments 

petition for 'a variety of land uses and broad- 
In the years of this century, the ened the scale of that competition, a role for 

location, character, and quantity of housing in the States was clearly indicated. 
the United States were almost exclusively a Many States are adopting tough environ- 
matter of individual determination; housing was mental control standards to preserve areas of 
regulated-if at a1l-b~ local government juris- natural beauty and maintain open space. Some 
dictions acting increasingly-as such devices are attempting to override local building and 
became popular-through planning and zoning housing codes. 
boards. States' initiatives sometimes take the form 

The Depression dealt a traumatic blow to of encouraging regional planning for future land the tradition of exclusive local control and use  other cases, States have moved to private for housing; it brought exclude development on certain types of land, about the participation of the Federal Govern- Such as coastal wetlands. State activity has men', which began '0 Promote the construction 
also encompassed the establishment of of housing first through indirect stimulants to prehensive development goals governing proj- 

home financing and then direct pro- ects extending across several local jurisdictions. grams of support. The Federal Government is now moving, 
lmpelled by burgeoning demands for addi- through legislation under consideration in the 

"0"' munic i~a l  services imposed by rapid ~ o n g ~ e ~ ~ ,  to promote such state initiatives by growth and increasing 'Oncern about property providing assistance for State and regional tax rates, local governments in recent years development of land use policy. have expanded their role in housing and com- 
munity development. They have responded to The new coordinating role of State govern- 
the challenge of unrestricted growth by &&- ment also is illustrated in the field of building 
lishing growth limits, setting sewer moratoria and housing codes. For some time it has been 
and enacting exclusionary zoning ordinances to recognized that the maze of conflicting building 
control further large-scale residential develop- and housing codes operated by bcal govern- 
ment while they evaluate the potential impact of ments is an impediment to lowering the Cost of 
this growth on the environment and the charac- housing construction. TO remedy this, many 
ter of their communities. States have adopted or are attempting to adopt 

Over the past decade, State governments uniform statewide code legislation, usually 
have emerged as a significant force in the based on national or regional model codes. The 
housing field through the formation of a variety States also have begun to offer their planning 
of new State housing agencies holding broad expertise and services to understaffed small 
charters to undertake a wide range of activities and medium-sized communities so that they 
aimed at upgrading the living conditions of Can better cope with the problems of commu- 
State residents. The States also have begun to nity development. 
reassert their authority in land use policy. Land Overall, what seems to be evolving is a 
use control, until recently, was almost entirely a new cooperation between Federal, State, and 
local function, although in principle State gov- local governments in establishing and fulfilling 
ernments have an inherent power to control the housing policies of the Nation. Moreover, 
and regulate the use of land as part of their intergovernmental financial relationships, which 
mandate to protect public health, safety, and influence housing policies, also appear to be 
welfare. Municipalities, however, through the changing. Federal financial assistance-includ- 
device of planning and zoning boards, which ing revenue sharing-has added to the re- 
became popular in the second decade of this sources available to State and local govern- 
century, not only established construction crite- ments, permitting them, if they choose, to 
ria but also determined neighborhood charac- expand their activities in housing assistance, 
teristics, growth patterns, and the proportions of regional planning, and environmental control. 
single-family detached homes, multiple family But in spite of the significant expansion of 



State and local roles in housing and community 
development, progress has been very uneven. 
The fact that some States and municipalities 
have progressed in these fields should not 
obscure the wide differences in achievement 
among the States. Indeed, the historical pattern 
of development of State and local public admin- 
istration in the United States is that some 
jurisdictions tend to move relatively rapidly 
while others--even with strong Federal incen- 
tives-lag behind for prolonged periods. 

State Government 
Activities in Housing 
State Finance and Development 
Agencies 

The emergence of State governments as a 
force in promoting the development of housing 
is a fairly recent phenomenon. Partially in 
response to Federal housing programs enacted 
in the latter part of the 19601s, the States have 
been establishing their own housing finance 
and development agencies and community af- 
fairs agencies to facilitate the planning and 
construction of housing within their borders and 
to deal with many of the concomitant factors 
involved in housing production. 

As of 1960 New York had the only State 
Housing Finance Agency. In the late 1960Js, 11 
more were established. From 1970 to 1972, 14 
additional States set up housing finance agen- 
cies. With the enactment of legislation this year 
in Colorado, Rhode Island, South Dakota, and 
Tennessee, there are now 30 States with 
housing finance or development agencies (New 
York now has two such agencies). Another 10 
States are considering legislation to establish 
such agencies. (See Charts 1 and 1 a.) 

The primary function of State finance agen- 
cies has been to provide financial assistance 
for the construction of housing for low and 
moderate income families. Most of them play 
an active role in the development of housing, 
usually in partnership with private developers 
who do the actual building or rehabilitation 
work. Nevertheless, the finance agencies partic- 
ipate in site selection and acquisition, design 

review, and the determination of the size and 
number of units in a given project. They 
establish the nature and extent of supporting 
community facilities, and set standards for 
equal opportunity, employment, and marketing 
of the housing. 

In general, State finance agencies have 
been given a broad range of authority in 
addition to financial assistance. All but six of 
the finance agencies are empowered to survey 
and evaluate statewide housing deficiencies 
and develop programs to correct the deficien- 
cies. (See Table 1 .) Thirteen of the 30 State 
agencies directly administer Federal housing 
subsidy programs; nearly all of the others will 
be empowered to do so when they become 
fully operational. Eighteen are authorized to 
acquire land by purchase or eminent domain. 
Apart from the nine States authorized to act as 
public housing authorities, only a few are per- 
mitted to construct or rehabilitate housing di- 
rectly on their own. 

Because most of the agencies are new and 
experiencing startup delays, only 15 of them 
have actually participated in the development of 
housing, and only 11 have issued bonds or 
notes. Nevertheless, between January 1, 1969 
and March 1, 1973, 90,587 housing units were 
constructed or being completed under the direc- 
tion of the State agencies. Of this total, more 
than two-thirds, or 65,994 units, were subsi- 
dized under Section 236 of the 1968 Housing 
Act. More than one-sixth of these, or 12,349, 
were eligible for rent supplement payments. 
Another 5,405 of the units were subsidized 
under other Federal programs. Only 19,188, or 
21 percent, of the total units did not involve 
direct Federal subsidies, and most of them 
were financed by the New York State Agency 
(Table 2). 

Lending and Finance Activity 

The creation of State housing finance and 
development agencies is authorized by the 
State legislatures. The enabling legislation typi- 
cally provides that the Governor include in his 
annual budget any amount necessary to satisfy 
deficiencies in meeting the debt service of the 
bonds utilized to finance projects. The State 
legislature, however, is not legally bound to 
appropriate such amounts. Thus the debt is- 



sued by these agencies is said to have the 
"moral obligation" of the State in support of its 
repayment. 

All but two of the State agencies are 
empowered to raise funds through the issuance 
of tax-exempt bonds. Authorized amounts 
range from $20 million to an unlimited figure. 
To date 11 agencies have issued bonds with an 
aggregate value of approximately $4.7 billion. 
The bonds are sold through private underwri- 
ters to private investors. The granting of unlim- 
ited bonding capacity is a privilege that has 
been given by the legislatures primarily to the 

agencies formed since 1971. Several of the 
more active agencies possess bonding capaci- 
ties ranging between $500 million and $1.5 
billion. 

Because the bonds are exempt from Fed- 
eral taxation, they usually have sold at net 
yields between 5.3 percent and 7 percent 
(Chart 2). Payments on the bonds generally are 
made from project revenues and Federal subsi- 
dies. 

Through funds raised by bond issues-as 
well as those granted in the initial legislative 
appropriations-most of the finance agencies 

Chart 1 

State Housing Agencies Operating or Authorized as of July 1973 

K&@B State agency established 
or authorized as of July 1973 

Legislation pending as of July 1973 
to create State agency 

Source: Department of Housing and Urban Development, National Housing Policy Review, based on data 
supplied b y  state agencies. 



Table 1. Housing Finance and Development Agencies Functions and 
Capabilities 

Organriatron Programs ~ d ~ , ~ ~ ~ i ~ ~ t , ~ . , ~  Oe~elopment Lendng f i ck r ty  F n a n i a  Acl,,,\y 5- ! i t  i i .il 
Capab'ti e s  A C ~ ~ V , L ?  ;- C S . ~  2;": 

Alaska Houslng F~nance Agcy. 
Colorado Hsg. Fin Aulh 
Connectlcut Hsg Fin Auth 
Delaware State Hsg Auth 
Georg~a Dev. Auth. lor Hsg. Fin. 

Hawa~i Housing Author~ly 
Idaho State Housing Agency 
Illinois Houslng Dev Autli 
Kentucky Housing Fin Agcy. 
Loulslana Dev Aulh. For Hsg Fin. 

Mame Slate Hous~ng Auth. 
Maryland Comm Dev. Adm~n 
Massachusetts Hsg. Fin Agcy. 
Michigan State Hsg. Dev Auth. 
M~nnesota Hsg Fin Agcy. 

Missour1 Hsg Dev Comm 
New Jersey Hsg Fln Agcy 
New York Cily H.D A 
New York Clty H.D.C. 
New York Stale D H C R. 

New York Stale H.F.A 
New York State 0 D C. 
Noah Carollna Hsg. Corp 
Ohlo Houslng Dev. Bd. 
Oregon Hsg Dev Dept o l  Comm. 

Pennsylvan~a Hsg Fin. Agcy. 
Rhode Island Hsg. Mort. Fln Corp 
South Carolina State Hsg Auth. 
South Dakota Hsg Dev Auth. 
Tennessee Hsg. Dev Agcy 

Vermont Home Moil Credlt 
Vlrgin~a Hsg. Dev Auth. 
West Vlrgln~a Hsg. Dev Fd 
Wisconsin Hsg Fin. Auth 

NO Llmrt 
50 
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N 
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30 
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None 
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13 
160 
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185 
S 

3,382 
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None 
None 
None 
None 
None 

None 
None 
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Total 

Key 
A-Agency Presently Perform~ng Function Legislation Pending to Create Agency 
B-Saturday Authorization Not Implemented Calilornia Nevi Hampshire 

C-No Statutory Authorization Florida North Dakola 
D-Authority Unclear or No Information Ava~lable Indiana Oklahoma 
N-Not Operational. Additional Legislation Pending lo  Broaden Powers of Agency Iowa Texas 
S-Performed by Related Stale Agency Nebraska Utan 

Source: De~artment of Housing and Urban Development, Nat~onal Hous~ng Policy Review, based on data supplied by State agencies 



are empowered to make "seed money" loans to 
nonprofit and public developers of housing. 
These loans are used to help offset the initial 
costs of such basic expenses as land clearance 
and preparation, as well as architectural and 
legal fees. The agencies are authorized to 
make construction loans, as well as permanent 
mortgage loans, to cover the entire project. 

Chart l a  

Growth of State Housing Finance Agencies 

Normally the "seed money" loans are repaid 
from the construction loans. 

About two-thirds of the agencies have the 
capacity to purchase existing mortgages. Al- 
most one-third of them are able to grant 
abatement of property taxes to developers of 
projects constructed for low and moderate in- 
come housing. 

Although agencies' lending practices vary 
considerably, most finance agencies make the 
advantages of their lower cost loans available 
to developers. Because of their tax-exempt 
borrowing power, the agencies often pay 2 to 
2.5 percentage points less for money than 
conventional lending institutions charge on 
loans (5.5 to 6 percent vs. 8 percent). The 
agencies pass the savings on to the developer, 
who is either a nonprofit or limited profit spon- 
sor entitled to a partial tax exemption. Higher 
loan-to-value ratios and longer mortgage terms 
than those provided by conventional lenders 
are provided by the agencies: 90 percent vs. 75 
to 80 percent, and 40 years vs. 25 to 30 years. 
These favorable financing terms enable the 
developer to set rents within the means of 
moderate income families. 

S o u r c e :  D e p a r t m e n t  o f  H o u s i n g  a n d  U r b a n  D e v e l o p m e n t ,  
Only with the addition of subsidies-such 

N a t i o n a l  H o u s i n g  P o l i c y  Rev iew,  b a s e d  0" d a t a  as those provided under Section 235, Section 
s u p p l i e d  b y  S t a t e  agencies. 236, rent supplements, or similar State pro- 

grams-are State housing finance agencies 

Table 2. Housing Production Committed to be Financed by the State 
HFA'S 

January 1, 1969-March 1, 1973 

Year 
Total Units 
Committed 

1969 4,367 
1970 23,866 
1971 29,936 
1972 30,543 
1973 (two months) 1,875 
Total 90,587 

January 1, 1973 
projection for year 
1973 61,881 

Total Federally 
Subsidized Units Section 236 Units 

-. 

Source: Department of Housing and Urban Development, National Housing Policy Review, based on data suppl~ed by Stateagencies, excluding New York 
City agencies. 



able to serve low income people. In rural areas 
where incomes are lower, the agencies have 
contributed only in a limited way toward solving 
housing problems. The same is true of the 
housing problems sf the very poor in inner city 
slum areas. 

There are disadvantages, from the point of 
view of Federal fiscal policy, to tax-exempt 
bond financing when undertaken either by State 
housing finance agencies or by local housing 
authorities for public housing. This type of 
financing contains a concealed cost to the 
Federal Government. By not taxing the interest 
earned on tax-exempt housing bonds, the Gov- 
ernment provides a subsidy through the tax 

system in the form of lower interest rates to the 
issuing agencies. In the case of federally as- 
sisted projects, however, these tax subsidies 
are largely offset by the lower direct mortgage 
interest subsidies that HUB pays on the Section 
235 and 236 loans made with bsnd proceeds. 

The tax subsidy is inefficient because it 
costs the Federal Government more in forgone 
tax revenues than the housing finance agencies 
save in lower interest rates. Some 34 bond 
issues sold since 1961 by State housing fi- 
nance agencies will cost the Federal Govern- 
ment $1.62 billion in tax revenues forgone over 
the life of the bonds while saving the agencies 
$0.60 billion in interest expense. This repre- 

Chart 2 

Bond Issuances and Interest Rates 
Housing Finance and Development Agencies 

January 1971 -March 1973 

M~ch 
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Source: Depa r tmen t  o f  Hous ing and Urban  Development,  Nat iona l  Housing Po l icy  Review, based o n  data 
suppl ied b y  F i rs t  Bos ton  Corporat ion.  



sents a net loss of $1.02 billion over a 40-year 
period. 

The inefficiency of tax-exempt bond financ- 
ing for housing could be eliminated by providing 
a direct Federal interest subsidy to State and 
local agencies on taxable bonds. The net 
interest cost to the agency could remain 
roughly the same and the tax loss would be 
avoided. 

The Administration's proposed Taxable Mu- 
nicipal Bond Act of 1973 probably would ac- 
complish this objective. Under this act, taxable 
housing bonds would get a 30 percent interest 
subsidy (i.e., from 8 percent to 5.6 percent). 
The Federal cost would be offset by the 
increased tax revenue due to the fact that all 
such interest income would then be taxable. 

Relationship to Other Government 
Agencies 

Unlike most other State government agen- 
cies, housing finance and development agen- 
cies are expected to be self-supporting. On 
permanent loans the agency commonly charges 
0.5 percent higher than the cost of funding its 
operating budget and loss reserves. They repay 
their bond holders from rental income and 
mortgage payments as well as with Federal 
subsidy funds. Except in rare circumstances, no 
State appropriations from general tax revenues 
are needed beyond the startup period of opera- 
tions. 

Although they are relatively autonomous by 
statute, the majority of the finance agencies 
have established cooperation with other State 
bureaus or departments. They generally coordi- 
nate their planning activities with State depart- 
ments of community affairs or State planning 
offices. 

In the course of their production programs, 
State finance agencies frequently consult and 
coordinate with State and local social service 
agencies, provide housing for families dislo- 
cated by highway construction, deal with State 
highway and mass transit departments when 
considering housing placement, and work with 
departments of health on housing codes and 
with departments of parks and recreation to 
coordinate recreation facilities. However, they 
have had limited working relationships with 
State environmental protection agencies, largely 

because the latter are so new. They also have 
established ties with local communities, which 
in some cases have asked for planning or 
financial assistance. They work closely with 
local governing bodies to obtain approval for 
proposed housing programs and necessary 
zoning variances and tax abatements. 

Performance 

State housing finance agencies have con- 
centrated their housing activities on the devel- 
opment of multifamily rental developments to 
the virtual exclusion of homeownership projects 
(largely due in most States to the lack of a 
court test of mortgage loans to individual home- 
owners as a legitimate public purpose within 
the interpretation of each State constitution). 
Most of their structures-72 percent-are high- 
rise. Most of their work has been confined to 
construction of new units, rather than rehabilita- 
tion of existing units; nearly 100 percent of 
these units have been built in urban and 
suburban areas. Thus, State housing finance 
agencies have been charged with failing to 
address the housing needs of small towns and 
rural areas. The housing needs of medium- to 
large-sized families are not being met by hous- 
ing finance agency assisted projects because 
these agencies are building the largest number 
of their units-39 percent-with two bedrooms. 
(Another 32 percent are one-bedroom units; 18 
percent have three bedrooms.) 

In general, the inclusion of superior ameni- 
ties, better design, and new technology has 
caused mortgage amounts per unit on projects 
assisted by housing finance agencies to exceed 
those federally subsidized projects undertaken 
without State agency participation. This forces 
the occupants in State-financed housing proj- 
ects to pay higher rents than their counterparts 
in federally processed projects. The average 
per unit Federal subsidy for finance agency 
projects varies from $734 in the Great Lakes 
region to $1,448 in the high cost areas of New 
York and New Jersey (Table 3). These figures 
do not include taxes forgone from investors in 
the agency's tax-exempt bonds. 

Experienced housing finance agencies 
have been able to deliver their projects for 
occupancy more rapidly than HUD. Housing 
finance agency projects typically are open for 



occupancy in from 12 to 16 months, with the 
average ready in about 14 months. HUD proj- 
ects, on the average, take 34 months for 
completion. HUD's longer processing time is 
attributable to the greater number sf HUD 
personnel involved in reviews and approvals, 
and the deeper HUD organizational hierarchy, 
which forces the transmission of documents 
and decisions back and forth between area, 
regional, and central offices.' 

The majority sf State finance agencies 
operate equal opportunity programs. Although 
statistics on the racial mix in their housing units 
are inconclusive, the available data indicate that 
the fraction of nonwhite occupants in State- 
financed units is about 21 percent. This figure 
agproximates'that of federally assisted Section 
236 projects, which currently places the minsr- 
ity occupancy rate at about 24 percent. In 
addition to efforts to recruit nonwhite tenants, 
State housing agency projects have directed 
attention toward providing housing for other 
special groups, such as the elderly and the 
handicapped, who represent 12 percent of the 
housing population in State projects. 

Most of the agencies claim that they strive 
for an economic mix in each project, with some 
tenants paying the current market rate for their 
units while others receive the benefits of Sec- 

1 Booz, Allen and Hamilton, "Comparative Analysis of 
Federal and Nonfederal Government Housing Program 
Procedural and Managerial Implementation," a report 
prepared for the National Housing Policy Review, 
Department of Housing and Urban Development, 1973. 

Table 3. Per Unit Subsidies of State 
Housing Finance Agency 
Developments by HUD Region 

Region 

Average 
~ n n u a l  

Subsidy per - .  
Unit 

I-Mass., Conn., Maine $ 852 
II-N.Y., N.J. 1,448 
Ill-W. Va. 937 
V-Mich., Ill. 734 

Source: Department of Housing and Urban Development, National 
Housing Policy Review, based on data supplied by State agen- 
cles. 

tion 236 and rent supplement aid. In Michigan, 
for example, families with incomes from $4,000 
to $14,Q00 have moved into the same project. 
Massachusetts projects house families with in- 
comes from $2,000 to $20,000, with individual 
units renting at market rents, or Section 236 
levels, or at public housing rentals under Sec- 
tion 23 leasing arrangements. 

To date, none of the 294 projects under 
Section 236 financed by housing finance agen- 
cies has been foreclosed, and only six of them 
have had any serious rent-up problems. 

Prospects and Problems 
Despite the rapid growth and initial 

achievements of State housing finance agen- 
cies, their future expansion is not completely 
assured, and some serious problems eventually 
will have to be confronted. The major problems 
are the agencies' heavy emphasis on new 
housing construction (as opposed to utilization 
of existing housing stock), and their heavy 
dep'endence on indirect and direct Federal 
subsidization: principally through tax-exempt 
bond financing combined with the Section 236 
housing subsidy program, two subsidies that 
are quite costly to the Federal Government. 

Community Affairs Agencies 

Another recent development reflecting in- 
creased State activity in the housing field has 
been the establishment of community affairs 
departments. Today there are 37 States with 
such offices functioning, all but two of them 
formed since 1960. (See Chart 3. )  

Although there is no single description of 
the functions of State community affairs agen- 
cies because their activities vary from State to 
State, they are involved in statewide planning, 
regional planning, local planning, and urban 
renewal activities. Depending on their size, they 
may also be involved in such housing-related 
matters as poverty, environmental control, 
health, law enforcement, and highway safety. 

For the most part, the experience of these 
agencies has been limited to providing informa- 
tion, technical assistance, research, and plan- 
ning to local communities. They explain and 
clarify Federal activities and educate cities, 
towns, and counties on how to obtain Federal 
funds. 



The size of the staffs available to carry out 
the assorted functions of the community affairs 
agencies appears to depend on the degree of 
urbanization in the State as a whole. For 
example, the New Jersey agency, which per- 
forms most of the functions listed above, has a 
staff of 400, higher than the employment levels 
of all other agencies. Vermont operates its 
Agency of Development and Community Affairs 
with a staff of five. (See Table 4.) 

In short, it is difficult to lump all the 
community affairs agencies together because 
their functions are so diverse. For example, 
most of them provide financial advice and 
assist in municipal management. Others pro- 
vide such basic State services as personnel 
training. Most-operating as adjuncts of the 
Governor's office-work to create legislation. 

Nevertheless, their existence represents a 
reorganization of State programs, geared to the 
multiplying activities of State governments in 
the housing and community development field 
in response to both Federal programs and the 
needs of local governments (Table 5). 

Land Use Controls 
Until fairly recently, responsibility for con- 

trols over land use has rested primarily with 

Chart 3 

Growth of State Community Affairs Agencies 
1960-1972 

Source: Department of Housing and Urban Development, 
National Housing Policy Review. based o n  data f r o m  
Counci l  o f  State Governments, The Book  o f  the 
States, 1972-1973. - 

local governments, in the form of the zoning 
power delegated to them by the States. But in 
the past 5 years especially, some States have 
been reasserting their authority over the land 
within their borders, insisting that it is the 
State's responsibility to preserve the environ- 
ment. Additionally, the inherent inadequacy of 
local controls in meeting regional and statewide 
needs has encouraged increased State activity. 

A few States have developed comprehen- 
sive plans to regulate land on a statewide 
basis. They are chiefly States with small land 
areas, such as Hawaii, which enacted a state- 
wide land use law in 1961 dividing its entire 
land area into four classifications: agricultural, 
rural, urban, and conservation. In Hawaii, regu- 
lations governing urban districts are adminis- 
tered by county governments. Regulations for 
rural and agricultural areas are administered by 
the State and the counties, while the State, 
through its Department of Land and Natural 
Resources, develops and administers regula- 
tions governing conservation districts. Another 
State that has reasserted land use controls is 
Vermont, which in 1970 adopted a comprehen- 
sive land use plan. The plan is based upon 
such considerations as present use and ecolog- 
ical suitability for further development, as well 
as projected population growth and optimum 
settlement patterns. 

Environmental Activity 
States, anxious to preserve areas of scenic 

beauty o r  ecological sensitivity, also are begin- 
ning to protect such areas through legislation. 
About a score of States, chiefly those with large 
coastal areas and wetlands, such as Maryland, 
Oregon, and Connecticut, and others with ex- 
panses of mountain wilderness upland areas 
and flood plains, such as New York, Vermont, 
and Minnesota, have moved to limit develop- 
ment in those critical resource areas. 

Several States also have established pro- 
grams to control large-scale developments, 
such as second home subdivisions and com- 
mercial and industrial developments. A prime 
example of such a program is the Maine Site 
Selection Law, enacted in 1970, which requires 
State approval of developments 20 acres or 
more in size and all commercial or industrial 
development of any size that may be a source 



Table 4. Program Responsibilities sf State Offices of Community Affairs 

Alabama 
Alaska 
Arrzona 

Arkansas 

Colorado 
Connecticut 
Delaware 

Ftor~da 
Georgia 

Kentucky 
Maryland 

Massachusetts 
M~nnesota 

M~ssour~ 
Monlana 
Nebraska 

New Jersey 
New York 

North Carol~na 
North Dakota 

Oh10 
Oklahoma 

Oregon 
Pennsylvania 

Rhode Island 
Tennessee 

Texas 
Utah 

1969 Development Ofltce 
1959 Local Alta~rs Agency 
1968 Dept of Economrc Plann~ng 8 De. 

velopment 
1971 Dept of Plann~ng 

1965 Depl 01 Housing 8 Communlty De 
velopment 

1964 Council on Intergovernmental Rela 
!tons 

1970 Dept o l  Local Al la~rs 
1967 Depl 01 Communlty Afia~rs 
1970 Dept 01 Cornmun~ly  Alfajrs and 

Economic Developmenr 
1970 Depl o l  Commun~ly Atfa~rs 
1970 Bureau of State Planning and Com 

munlly Affairs 
1969 Depl o l  Local Governmenl Atfa~rs 
1969 Dlv o f  Munlc~pat Aiia~rs 

1968 Prograni Development Otflce 
1970 Dept of Economlc 8 Comrnun~ty 

Development 

1968 Depl of Canlrnun~ly AHa~rs 
1967 Dlv 01 Local and Urban Al la~rs 

1964 Communlly and Area Develcpment 
Dl" 

1967 Dept 01 Commun~ty AHa~rs 
1970 Cornmun~ty Development Div 
1967 DIV o l  Conimun~ty Afialrs 

1966 Dept o l  Community Altars 
1959 OHlce lor Local Government 
1965 Ofhce of Plannlng Services 
1971 DIV o f  Local Affa~rs 
1965 Slate Plann~ng DIV 

1967 Dept 01 Urban Atfa~rs 
1971 Oft~ce of Commun~ly AKa~rs 8 Plan. 

nlng 
1969 Local Government Relat~ons Dlv 
1966 Dept of Commun~ty Alta~rs 

1968 Dept of Communlty Alla~rs 
1963 Ofllce o l  Local Governmenl 
1967 Ol l~ce of Urban and Federal AAa~rs 
1971 Dept o l  Commun~ly Anairs 
1971 Dept 01 Communlty Allairs 

1968 Agency of Development 8 Commu 
nrty Alla~rs 

1966 Dlv o f  State Plannlng 8 Communlly 
Ana~rs 

(Continued on p .  149) 



(Conl~nued from p. 148) 

Washlnglon 1967 Plannlng 8 Commun~ly A l l a~ rs  ' 

Agency 
West V ~ r g ~ n ~ a  1969 Olf~ce of Federal-Slate Relallons 

Wlsconsln 1967 Depl of Local Analrs and Develop- ' 165 . . . . . . 
men1 

Source: Council of State Governmenls. The Book 01 the States. 1972-1973. 

Table 5.  Functions of State Offices of Community Affairs 
- 

Alabama 
Alaska 
Arizona 
Arkansas 
Cal~forn~a 

Colorado 
Conneclcul 
Delaware 

Ill~nols 
Iowa 
Kentucky 
Maryland 

Massachusells 
Minnesota 
M~ssiss~pp~ 
M~ssourl 
Monlana 

Nebraska 
New Jersey 
New York 

- - 

1969 Oevelopmenl ORlce 
1959 Local Atlairs Agency 
1968 Dept. of Economc Plannlng and Development 
1971 Depl. of Plann~ng 
1965 Depl. of Housing and Commun~ty Oevelop- 

rnenl 
1964 Council on lnlergovernmental Relations 

1970 Depl. of Local Atlairs 
1967 Depl. of Community Affalrs 
1970 Depl, of Communily Affairs 8 Economlc De 

velopmenl 
1970 Depl of Cornrnun~ty Affairs 

1970 Bureau of a Slate Plannlng and Cornmun~ty 
Alfairs 

1969 Depl of Local Government Affa~rs 
1969 DIV. of Mun~c~pal Affa~rs 
1968 Program Oevelopmenl Olf~ce 
1970 Oepl of Economc and Cornmunily Develop- 

men1 

1968 Depl 01 Comrnunrly Affairs 
1967 01v. of Local and Urban Atla~rs 
1964 Commun~ty and Area Developrnenl 01v 
1967 Dept. o f  Community Affairs 
1970 Comrnun~ly Development Div. 

1967 Div, of Community Affairs 
1966 Depl. of Communily Affairs 
1959 Office for Local Government 
1966 Olflce of Planning Sewlces 

(Continued on p. 750.) 
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North Carolina 

North Dakota 
Oh10 
Oklahoma 
Oregon 
Pennsylvania 

Rhode Island 
Tennessee 

Texas 
Utah 

Vermont 

V ~ r g ~ n ~ a  

Wash~ngton 
West V~rg~nla 
W~scons~n 

1971 DIV. of Local Atlalrs 

1965 State Plannlng Dlv 
1967 Dept of Urban Affa~rs 
1971 Offlce of Community Affa~rs and Planning 
1969 Local Government Relat~ons DIV 
1966 Dept o l  Community Affa~rs 

1968 Dept o l  Communlly Afia~rs 
1963 Office 01 Local Governmenl 
1967 Ofllce 01 Urban and Federal Afla~rs 
1971 Dept of Community Affa~rs 
1971 Dept of Commun~ty Aflalrs 

1968 Agency 01 Development and Communlty Al- 
fa~rs 

1966 Div of a State Plannlng and Comrnunily 
Alfatrs 

1967 Plannlng and Communlty Affalrs Agency 
1969 Of f~ce 01 Federal-State Relat~ons 
1967 Dept of Local Affa~rs and Development 

Source: Council of State Governments, The Book of fhe Slales, 1972-1973 

of pollution. A State commission evaluates 
potential pollution sources, and permission to 
proceed with the development can be denied 
outright on environmental grounds. 

Almost half the States-particularly those 
where metropolitan development has acceler- 
ated or where major environmental areas are 
under development pressure-have adopted 
some form of environmental protection legisla- 
tion. Most, although not all, of the laws have 
been enacted since passage of the Federal 
environmental legislation of the late 1960's and 
early 1970's (primarily the National Environ- 
mental Policy Act of 1969, the Clean Air Act 
Amendments of 1970, and the Federal Water 
Pollution Control Act of 1972). The legislation 
varies considerably among the States, ranging 
from broad requirements for environmental im- 
pact analysis, to legislation prescribing or regu- 
lating development in "critical resource areas," 
to diverse forms of environmental land use 
planning laws. 

Since this kind of State activity is so 
recent, it is difficult to evaluate the impact of the 
new State environmental laws on housing. 
Nevertheless, it is reasonable to expect that 
such State initiatives ultimately will have pro- 
found effects on housing location and costs. 

The States are moving toward implementa- 
tion of the several Federal environmental regu- 
latory acts, including imposition of the same 
type of environmental impact statements on 
developmental projects that are now required in 
certain policy areas under Federal law. Rein- 
forcing the new State trend was a recent 
decision of the California Supreme Court hold- 
ing that environmental impact statements re- 
quired under State law must be prepared by a 
local government for private activities for which 
the local government is required to issue a 
permit, lease, or other entitlement.2 Inevitably 

Friends of Mammoth v. Board of Supervisors of Mono 
County, 104 Cal. Rptr. 761, 4 ERC 1593 (1972). 



Table 6. Housing and Related Activities of the 50 States 
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Alabama X X X X X  X X X X X 
Alaska X X X x X P P X X X X 
Ar~zona X X X F P  X X X F  
Arkansas X X X X X X  
Cal~lorn~a X P P X X X X X X  X X X X X X X  X X X  X 
Colorado X X X X X X P P X X X X X  
Connecllcul X X X X X X X  X X X X X X X X X X X  
Delaware X X X X P P  P X X X X X X X X  X X 
Florlda X P X X F X X  X X X X X  
Georg~a X X X P P X X X X X X P X X  P 
Hawall X X X X X  X X X X X X X  X X x P 
Idaho X X X X P  X X P X X X X X  
Ill~nols X X X X X P X P X  X X X X X X X X  
lnd~ana P X X X  X X X X X X X X X X  X 
Iowa X P X X X P X X X X X  X 
Kansas P X P X X X X X X X  
Kenlucky X X X X P  P X X X X X X X X  
Loulslana X X X X X X X X X 
Ma~ne X X X P P X X X X X X X X X X  P 
Maryland X X X X P P X X X P  X X X X X X  X X 
Massachusells X X X P X X X X X X X X  X X X  X X X  
M ~ h l g a n  X X X P P X X X P X X  X X X X X X  P X  - 
Mlnnesola X x X X X X X X X X X X X X X X P X  32 
M ~ s s ~ s s ~ p p ~  x X X X X 
M~ssour~ X X X X P F P X X X X X X x P  

9 - - 
Monlana X X X P X X X X X X  m > 
Nebraska X P X P X X X X  m 
Nevada X X F P  X X X X X X X  - X .- 
New Hampshire P X X X X X X X  U 
New Jersey X x x X P P X  X X P P  X X X X X X X X  m 
New Mex~co X X X X X X X X  p X  
New York X X X  X X X X X X X X X  X X X X X X X X X  X X  0 
N Carolha x x X X X X P X X X X X c 
N Dakola x P X P U  X X X X X  - a 
Oho  X X X X X  X X P P X X X X X X X X X  m 
Oklahoma X P X P P X X X X X 9 
Oregon X X X X X P P  X X X X X  X 
Pennsylvan~a x x X X X X P P  X X X X X X X X X  
Rhode Island X x X X X X X X P P  X X X X  X X X  X X 
S Carol~na X X X P P  X P X X X X X X 
S Dakola X X X P P  F X X X X X X  
Tennessee x x X X X X X X X X X X X  
Texas X P X F X X X X  
Ulah X P X X X X X  
Vermont X X X F P X  X X X X  X X X  X 
Vl rg~n~a X X X X P  X X X  F F X X X X X X  
Wash~nglon x X X X X X X X X X X  
WeslVl rg~n~a X x X X x P P X X X X X X X  
Wlsconsm X X X X P  X X X X  X X X X X X  X 
Wyomlng X X X X X  
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the effect will be to impose additional restric- tions. To the social goal of providing adequate 
tions and expense upon housing developers. housing in a nondiscriminatory manner has now 
But until now the housing equation has given been added the new social goal of protecting 
little or no weight to environmental considera- and preserving the environment. 



Actions on Local Codes 
Due to the complexity and variety of con- 

flicting housing and building codes, some State 
governments in recent years have begun to act 
to simplify the construction of housing by adopt- 
ing model codes. 

The National Conference of States on 
Building Codes and Standards was founded in 
1967 for the purpose of advancing State adop- 
tion of model codes. Three model building acts 
have been developed by the Conference: (1) 
The "Statewide Building Act," which relates to 
all types of residential construction; (2) the 
"Manufactured Building Act," which focuses 
upon interstate reciprocity and certification; and 
(3) the "Mobile Home Act," which incorporates 
a model code and contains provisions directed 
toward interstate acceptance and construction 
control. 

A number of States already have adopted 
mandatory State codes for some types of 
housing construction. A Connecticut law of 
1969, for example, applies to all towns, cities, 
and boroughs. It provides that municipal build- 
ing officials must be certified by the State 
building inspector before enforcing the code 
locally. Several States have adopted or are 
considering optional model building codes. Al- 
though mandatory adoption by localities would 
not automatically result from these codes, a 
standard would exist that localities could easily 
follow. 

The most significant strides in uniform 
State codes have been in the area of industrial- 
ized housing. Since the late 1960Js, 27 States 
have made such codes mandatory. In Califor- 
nia, for example, a unit that receives certifica- 
tion at the factory is deemed to satisfy code 
requirements throughout the State. 

Finally, since 1970, considerable progress 
has been made in reforming certain outmoded 
construction requirements. Spray-painting is 
gradually becoming accepted. Site-work costs 
on installation of manufactured modules are 
being reduced through agreements providing 
for composite crews and other cost-saving 
methods. 

The variety and number of housing and 
related activities undertaken by the 50 States 
are summarized in Table 6. 

Local Government 
Activities in Housing 
Local Housing Authorities 

Over the past 36 years, a close partnership 
has developed between the Federal Govern- 
ment and local housing authorities in providing 
low rent public housing. The primary function of 
the local housing authority is to develop, own or 
lease, and manage public housing. Starting with 
the Housing Act of 1937, the Federal Govern- 
ment has provided a public subsidy in the form 
of an annual contribution covering debt pay- 
ments on the local financing of public housing. 

Except for statewide housing authorities in 
nine States, public housing authorities are local 
agencies. As of December 31, 1972, there were 
2,883 local housing authorities, nearly half of 
which were located in the southeastern and 
south central sections of the Nation. The 2,883 
local housing authorities administer 10,248 prsj- 
ects containing 1,260,235 housing units under 
annual contribution contracts with the Federal 
Government. (See Chart 4.) 

Most local housing authorities are small; 49 
percent have fewer than 100 units and only 
about 13 percent have 500 or more units 
supported under the Federal program of annual 
contribution contracts. Both the local and Fed- 
eral costs of administering these small authori- 
ties are high. Public housing programs tend to 
be concentrated in the larger cities and metro- 
politan areas. The 140 largest authorities man- 
age more than 60 percent of all public housing 
units. About 300 of the local housing authorities 
are located in central cities, about 450 outside 
central cities in metropolitan areas that fall 
within the category of Standard Metropolitan 
Statistical Areas, and the remainder outside 
such metropolitan areas. Some 69 percent of 
all places with local housing authority programs 
have populations of less than 10,000. The 
geographical jurisdictions of the housing author- 
ities gradually have been broadened as they 
sought to provide housing for low income 
families. Thirty-six States permit housing au- 
thorities to extend their operations beyond city 
boundaries, 34 States permit county housing 
authorities, and 15 States have authorized 
regional authorities. 



Local housing authorities generally are cre- authorities to 25 percent of the tenant's income. 
ated by State enabling legislation as entities Recognizing that these rents were insufficient to 
separate from the local government, with au- meet operating expenses in many projects, the 
thority to sell long-term, tax-exempt bonds to Congress authorized additional Federal subsi- 
finance the construction or acquisition of public dies to help pay operating expenses. Since 
housing. then, Federal operating subsidies for local pub- 

The original intention was that rentals from lic housing authorities have become a matter of 
public housing units would at least meet their serious concern to Federal housing and budget 
operating expenses, while the local housing officials, as the cost of those subsidies climbed 
authority would rely upon Federal contributions steeply from $31 million in fiscal year 1970 to 
to pay off that portion of the bonds that could $280 million (on an annual basis) in fiscal year 
not be funded out of operating revenues. 1973. Notwithstanding the Federal infusion of 

In recent years, many of the local housing operating subsidies, local housing authorities 
authorities have been beset by rising operating continue to experience major problems in meet- 
expenses and forced to raise rents. In 1969, ing operating expenditures. 
the Congress enacted Section 213(a) of the By Federal law, the maximum rent that can 
Housing and Urban Development Act of 1969, be charged on admission to public housing 
which limits rents charged by local housing must be 20 percent below the lowest rents at 

Chart 4 

Low Rent Public Housing Number of Local Housing Authorities 
by Units under Annual Contribution Contracts 

December 31, 1972 

Total number of LHA's - 2,883 

" 
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Source: Department  o f  Housing and Urban Development. 



which private enterprise is supplying an ade- 
quate volume of standard housing. The local 
housing authorities determine, subject to the 
approval of HUD, both the private market rent 
standard and the income limits for the project. 
Within these constraints, the.y set the public 
housing rents on the basis of the size of the 
unit, the tenant's income, and the operating 
expenses of the project. In the year ending 
September 30, 1992, the median income of 
families entering public housing was $2,816 
and the median rent was $47 per month. 

In recent years, the tenant composition of 
public housing has undergone a dramatic 
change, particularly in large and medium-sized 
cities. Compared to 196Q, public housing ten- 
ants are much poorer today. During the period 
from 1960 to 1972, the median income of all 
U.S. families rose by 90 percent, while the 
median income of families moving into public 
housing rose only 21 percent. Of the families 
moving into public housing in 1960, 35 percent 
were receiving welfare assistance and/or bene- 
fits, compared to 71 percent in 1972. The 
elderly population also rose sharply, from 13 
percent in 1960 to 41 percent in 1972. During 
the same period, the minority population in 
public housing has risen to 60 percent, and the 
combination of poverty linked with minority 
group status has served to stigmatize public 
housing in many areas as a kind of undesirable 
"housing of last resort." Moreover, the ever 
poorer status of public housing tenancy has 
been the single greatest contributing factor to 
the financial plight of local housing authorities 
and, in turn, to the pressure for larger Federal 
operating subsidies. 

Five major factors have influenced the 
status of public housing tenancy. First, tenant 
incomes, while rising, lagged behind the rate sf 
increase in operating costs brought about by 
inflation. Second, the problems associated with 
inner city decay also tended to increase operat- 
ing costs. Third, housing projects were some- 
times poorly designed, and in some cases 
poorly managed. Fourth, legislative changes 
and legal decisions prevented local housing 
authorities from exercising discretion with re- 
spect to tenant selection, bringing a significant 
increase in the proportion of "problem" families. 
Fifth, in some cases local communities failed to 

provide adequate community services to the 
tenants of public housing. 

The above-mentioned legislative changes 
sf 1969 have benefited some tenants directly 
by reducing their rents. However, the laws have 
increased the amount of Federal subsidies and 
weakened many of the incentives for sound 
management of public housing at the local 
level. In addition, they have made it easier for 
some States and localities to ignore their re- 
sponsibilities for effectively serving the poor, 
with welfare assistance, in public housing within 
their governmental boundaries. 

Local housing authorities gradually have 
moved away from their role as developer to that 
of develsper-sponsor and purchaser, and also 
have assumed the roles of lessor and lessee. 
Until the mid-19601s, local housing agencies 
participated in all phases of the development, 
construction, and management of public hsus- 
ing. Because this procedure often resulted in 
delays and high costs, a number sf alternative 
methods of development and construction have 
evolved. One alternative widely used since 
1967 is the Turnkey Method, under which 
private developers enter into contracts to de- 
sign and construct public housing and then turn 
over title to the authority once construction is 
completed. Local authorities also have in- 
creased their use of the Section 23 program, 
enacted in 1965, through which authorities 
lease housing units in existing or newly con- 
structed, privately owned buildings (Table 7). 

Selection of sites for low rent public hous- 
ing is the responsibility of local housing authsri- 
ties, subject to approval by HUD. In every case 
sites recommended by the authority must be 
approved by the local city council or other 
governing body. Because of increasing neigh- 
borhood opposition to public housing, the result 
of this selection process has often been to 
locate public housing in inner city slum areas 
characterized by heavy minority concentration 
and inadequate public services, jobs, and com- 
mercial opportunities. In an effort to reverse this 
trend, recent Federal court decisions have 
placed on the Federal Government the positive 
obligation to approve sites in a way that 
implements the goal of equal housing opportu- 
nity mandated by the Civil Rights Act of 1968; 



those decisions are still too recent to have had 
any measurable impact, h ~ w e v e r . ~  

Local Redevelopment Agencies 
The activities of local redevelopment agen- 

cies are not restricted to housing development 
alone. Since enactment of the 1949 Housing 
Act, which inaugurated the urban renewal pro- 
gram, local redevelopment agencies have been 
charged with renewing areas within cities and 
towns and with preventing further decay in 
deteriorating neighborhoods. 

Local urban renewal agencies generally 
take on responsibility for planning, site acquisi- 
tion and clearance, relocation of persons dis- 
placed, installation of streets and utilities, as- 
sisting the rehabilitation of structures, and dis- 
position of land for redevelopment. Their plans 
often include such public facilities as parks, 
schools, police and fire stations, and municipal 
parking lots. Cleared areas are redeveloped by 
private developers for residential, commercial, 
or industrial uses, and by governmental authori- 
ties for public facilities and uses, including in 
many cases public housing. 

As of June 30, 1972, there were 2,825 

Kennedy Park Homes Association, Inc. v .  City of Lacka- 
wanna, New York, 436 Fed. 2d 108 (1 970); Gautreaux 
v. Chicago Housing Authority, 342 Fed. Supp. 827 
(1972); Shannon v. United States Department of 
Housing and Urban Development, 436 Fed. 2d 809 
(1970); Crow v. Brown, 332 Fed. Supp. 382 (1971). 

federally funded renewal projects in 1,151 local- 
ities. Between 1967 and 1972 the number of 
localities increased by about 29 percent and the 
number of projects by about 45 percent. (See 
Table 8.) 

Urban renewal agencies in some States 
are part of city government, but in most they 
are separate public authorities. An urban re- 
newal agency is responsible for the preparation 
and execution of a plan for the total improve- 
ment and reuse of a specific area that has 
been designated as a slum or "blighted" area. 
Their plans, which must be approved by the 
local general purpose government, may call for 
clearance and redevelopment, or for rehabilita- 
tion, or for both. Redevelopment generally is 
executed by private developers. With the assist- 
ance of Federal subsidies, urban renewal agen- 
cies are able to "write down" the resale price of 

Table 8. Urban Renewal Program, 
Total Approvals Cumulative as of 
June 30, 1967 and 1972 

No' Of No' of Grant Amount Date Localities Projects 

1967 891 1,952 $6.025 Billion 
1972 1,151 2,825 $10.790 Billion 

Source: Department of Housing and Urban Development. 

Table 7. Low Rent Public Housing 
Number of Units Placed Under Annual Contributions Contract During Calendar Years 1964-1972 
by Type of Production Method or  Program 

Units Placed Under ACC 
Type of Program Total -- 

1964 1965 1966 1967 1968 1969 1970 1971 1972' 

Conventional 202,592 32,117 21,312 26,034 36,127 10,967 21,198 32,461 10.349 12,027 

Turnkey 205,822 2,189 3,587 4,818 17,337 23,734 35,226 51.876 36,355 30,700 

Acquls~t~on 38.134 1.981 1,292 1,908 1,420 9.817 6.338 3,979 2,559 8,840 

Leased 153,038 41 2 136 10,915 14.940 31,600 41,529 16,219 8,535 28,752 

Total 

'Prelim~nary. 

Note: A stated method of production or type of program is subject to change during any lime prior to start of construction. For example, in many instances 
unlts whlch were approved under the conventional program were converted to the Turnkey Method of production. 

Source: Department of Housing and Urban Development. 



the land as a major inducement for such Redevelopment agencies have shown in- 
developers. The agencies have the power of creasing interest in the inclusion of low and 
eminent domain, which enables them to acquire moderate income housing in urban renewal 
and assemble land of appropriate size for projects, partly because of congressional re- 
development. Rehabilitaton, on the other hand, quirements laid down in 1966, 1968, and 1969. 
generally is effected by homeowners and other In the 1950's and early 19601s, the emphasis of 
property owners, with Federal loans and grants, Federal statutes was on the elimination of 
with help and technical assistance from the slums, rather than on the new uses of cleared 
renewal agency. land. The result was a substantial diminution of 

Control over the reuse of the land is  housing stock available for low income families. 
achieved in a number of ways. Urban renewal In-town slums were often replaced by the 
plan requirements, which are in addition to "highest and best use" of the land, which often 
those of local zoning, are usually imposed meant commercial or industrial facilities, or 
through covenants and conditions contained in housing that the former residents could not 
purchase contracts and deeds. In rehabilitation afford. Since the mid-19601s, however, there 
projects, after properties are brought up to plan has been a substantial increase in the amount 
standards, responsibility for maintenance of the of low and moderate income housing planned 
renewed area is placed on the local code for renewal areas. 
enforcement program. The agency reviews the During the four fiscal years ending June 
design and construction or rehabilitation of 30, 1972, a total of 88,607 units of new low and 
structures. It prohibits redevelopers from trans- moderate income housing was started on re- 
ferring property at a profit before they complete newal land, compared with 72,733 such units 
construction. during the entire preceding 17 years (Table 9). 

Localities must supplement Federal grants In recent years-again under congressional 
by providing one-third (in some cases one- pressure as well as facilitating legislative 
fourth) of project costs. The local share of costs amendments-urban renewal agencies have 
may be met by contributing cash or by provid- placed steadily increasing emphasis upon the 
ing public improvements or facilities benefiting preservation and rehabilitation of existing hous- 
the area. In a few States, the increased tax ing. The number of residential buildings in 
revenues from renewal areas may be allocated renewal areas scheduled for rehabilitation in- 
specifically to repayment of debts incurred to creased by almost 75 percent between Decem- 
finance renewal costs. ber 31, 1970, and June 30, 1972 (Table 10). 

Table 9. New Housing Units Started on Renewal Land 
For Periods Ending in Fiscal Years 1968 and 1972 

Total Low-Moderate 
Low-Moderate 

Income Income as 
Percent of Total 

Cumulative through 
June 30, 1972 283,349 161,340 56.9% 

(estimate) 
cumulative through 

June 30, 1968 
Four years ended 

June 30, 1972 131,553 88,607 
(estimate) 

Souroe: Department of H~us ing  and Urban Development 



As of June 30, 1972, more than one million control is zoning. Zoning is primarily a regula- 
persons had been displaced from renewal proj- tory device limiting the possible uses of land 
ects and relocated elsewhere. Under the Uni- without directing what the actual use will be. It 
form Relocation Assistance and Real Property has emerged as an exception to the traditional 
Acquisition Policies Act of 1970, as well as concept of private ownership, which permits 
previous urban renewal legislation, benefits use of one's land free from governmental 
must be paid to  those displaced to  aid them in control or interference. Until the introduction of 
moving and in acquiring or renting substitute zoning in the early 20th century, regulation of 
housing. Many agencies, however, have ex- land use consisted largely of the doctrines of 
panded their relocation activities beyond the "nuisance" and "trespass," which inhibited 
provision of shelter and have undertaken other one's use of his land only where it interfered 
services such as counseling, training, and refer- demonstrably with the use of another's. 
ral to appropriate social service agencies. Re- Modern zoning ordinances seek to segre- 
newal agencies are legally responsible for re- gate conflicting land uses by establishing dis- 
locating displaced individuals and families to tricts or zones with residential, commercial, and 
decent, safe, and sanitary housing, appropriate industrial uses. Within these general categories, 
to their needs and at rents they can afford to uses may be further defined. Multifamily resi- 
Pay. dences typically will be located apart from 

Since 1971, the Administration has asked single-family homes. Two- or four-family struc- 
Congress to terminate the Urban Renewal tures may be separated from highrise or larger 
Program as a separate categorical grant-in-aid developments. Industrial and commercial zones 
program and, in lieu of it, to authorize a broad are redivided into "light" and "heavy" uses to 
urban community development program placing separate retail sales from warehouses, and 
local general purpose governments in charge of warehouses from factories. 
urban development activities. Entitled the "Bet- Within each district, regulations also may 
ter Communities Act," the proposed reform is a be placed on building height, bulk, portion of 
key piece in the Administration's plans for a land occupied, and population density. Regula- 
"New Federalism" designed to strengthen the tions controlling the size of structures often 
powers of State and local general purpose prescribe maximum or minimum floor area. 
governments. Under this proposal HUD would Controls on population density are often accom- 
allocate $2.3 billion in fiscal year 1975 to cities, plished by specifying minimum lot sizes. 
urban counties, and States to spend on their Subdivision regulations are another land 
own locally determined, high priority develop- use control mechanism. Whereas zoning has 
mental needs. focused upon the regulation of individual lots, 

subdivision regulations are directed at regulat- 
Land Use Controls ing large undeveloped areas, often on the 

The most common form of local land use fringes of urbanization. Subdivision regulations 

Table 10. Rehabilitation Status for Urban Renewal Projects in 
Execution and Neighborhood Development Programs 

Cumulative 1967-1 972 

Status 
June 30 December 31 

1972 1971 1970 1969 1968 1967 

Residential structures 
Workload 228,492 149,572 130,938 110,184 98,050 87,475 

In process 13,145 11,095 9,690 10,877 10,735 11,637 
Completed 83,798 70,708 65,094 54,275 45,737 38,825 

Source: Department ol Housing and Urban Development. 



vary from State to State, but generally come 
into play where there is a division of a single 
parcel into five or more lots. They may require 
a developer to furnish certain public improve- 
ments or to coordinate his plans with the 
municipality's master plan. 

Exclusionary Use of Zoning: Today local 
communities are concerned increasingly with 
the effects of piecemeal land development, 
poor planning, and unrestricted growth. As a 
result, many of them are postponing large-scale 
and multifamily developments until they evalu- 
ate the impact of such building activity on 
already strained municipal services. Some local 
communities also are hesitant about new build- 
ing activity because of the additional expendi- 
tures that would be necessary for added munic- 
ipal facilities, particularly schools. They maintain 
that the new growth would require additional tax 
levies, add to congestion, and cause adverse 
environmental effects. 

The reluctance of municipalities to encour- 
age development is manifest in their refusal to 
grant zoning changes or variances necessary to 
proceed with construction--especially of multi- 
family housing and in particular, subsidized 
housing. Among other actions being taken by 
the cities and towns, particularly in the suburbs, 
to discourage further growth are: setting large 
lot zoning requirements, prescribing minimum 
floor space, and imposing requirements of ex- 
tensive offsite improvements in subdivisions. 
Such practices tend to reduce the amount of 
land available for building and to increase the 
cost of individual lots and public improve- 
ments-and, as a result, the cost of the dwell- 
ings themselves. 

Perhaps of greater importance to lower 
income individuals who often reside in apart- 
ment buildings is the outright exclusion by many 
jurisdictions of multifamily developments. Some 
jurisdictions impose exorbitantly high permit 
fees or require substantial donation of land for 
public use as a precondition to granting building 
permits. These restrictions tend to increase the 
price of the housing provided. 

Some localities are limiting growth by es- 
tablishing an artificial geographic line, such as 
an "urban limit line," which prohibits develop- 
ment beyond that line. In some communities, 
land beyond the "line" is zoned as agricultural. 

As long as the zoning is not so restrictive as to 
constitute a "taking of propertyn-which would 
entitle the owner to compensation--develop- 
ment can be prevented without cost to the 
municipality. The effect on housing is to reduce 
the amount of land available for development 
and consequently to raise its price. 

In recent court cases challenging such 
zoning practices, judges have been reluctant to 
impose their planning judgment as a substitute 
for that of local officials, except in cases of 
racially motivated policies. Various courts have 
upheld minimum lot size requirements, mini- 
mum floor size specifications, and certain re- 
strictions on multifamily housing. But a few 
recent decisions, notably in Pennsylvania4 and 
New J e r ~ e y , ~  have called for the municipalities 
to accept a "fair share" of regional growth by 
permitting the construction of more housing. In 
the National Land lnvestment case, the Su- 
preme Court of Pennsylvania struck down a 4- 
acre minimum zoning requirement, reasoning 
that: 

Zoning is a tool in the hands of governmental bodies 
which must not and cannot be used by those officials as an 
instrument by which they may shirk their responsibilities. 
Zoning is a means by which a governmental body can plan 
for the future . . . Zoning provisions may not be used . . . 
to avoid the increased responsibilities and economic bur- 
dens which time and natural growth invariably bring. 

Building and Sewer Moratoria: Building 
and sewer moratoria, in use in a limited but 
growing number of municipalities, are usually 
implemented by a refusal to grant building 
permits or construct public facilities necessary 
for the development of housing. These morato- 
ria reflect the increasing awareness of cities 
and towns of the hazards and disadvantages of 
uncontrolled growth and its cost in the form of 
lost open space and congestion as well as 
higher tax rates caused by the need for addi- 
tional public services. 

But by failing to provide water and sewer 
connections, some local governments have 

4 National Land lnvestment Co. v. Easttown Board of 
Adjustment, 419 Pa. 504, 215A.2d 597 (1965) and 
Appeal of Girsh, 437 Pa. 237, 263A.2d 395 (1970). 

Molino v. Mayor and Council of Gladsboro, 116 N.J. 
Super. 195, 281A.2d 401 (1971) and Oakwood at 
Madison, Inc. v. Township of Madison, New Jersey 
117 N.J. Super. 11 283A.2d 353 (1971). 



brought residential construction to a virtual 
standstill in their jurisdictions, and shifted new 
housing locations to other areas. In areas 
where housing demand is strong, as it fre- 
quently is in areas where moratoria are im- 
posed, the rapid consequence of such action is 
to drive up the price of both new and existing 
housing. New homes may be put beyond the 
reach of a substantial majority of families. The 
price impact of moratoria is certainly undesira- 
ble. However, many local officials and their 
constituents consider the construction of utility 
networks to be a useful and legitimate tool for 
guiding growth, particularly in view of the inef- 
fectiveness of other public tools to influence 
private decisions. 

An example is Fairfax County, Va., a 
largely suburban community near Washington, 
D.C., where population leapt 83 percent from 
1960 to 1970 (248,897 to 455,032) and where 
the median price of owner-occupied homes 
jumped almost 90 percent from 1960 to 1970 
($1 8,700 to $35,400). To meet increasing costs, 
the county raised its property tax rate between 
1962 and 1972 by 28 percent-from $3.35 to 
$4.30 per $100 of assessed ~ a l u a t i o n . ~  To 
combat further increases in tax rates and 
losses of open spaces, the county in 1972 
imposed a sewer moratorium, which in effect 
has stopped large-scale development and trig- 
gered considerable litigation brought against the 
county government by large- and small-scale 
developers. 

Environmental Activities 

Localities also are showing a rapidly accel- 
erating concern for environmental preservation 
and are increasingly evaluating proposed hous- 
ing developments from this standpoint. As in 
the case of State actions in the environmental 
area, many of the local efforts are in response 
to the Federal environmental regulatory acts 
concerning the quality of air and clean water, 
for example. 

Since 1970, almost 400 communities have 
adopted or are considering the adoption of 

environmental goals or policies. In a recently 
completed survey of local governments that 
drew more than 1,100 responses, 43 percent 
were found to have an environmental policy in 
operation or under considerati~n.~ Almost one- 
fourth of the responding large cities with popu- 
lations in excess of 250,000 announced they 
had established environmental departments, 
departmental units, or agencies to provide ad- 
vice, and carry out inspections, monitoring and 
planning functions. In 30 percent of those 
communities that have environmental policies in 
force, the builder or developer is required to file 
an environmental impact statement that shows 
what effect the proposed development will have 
on the environment before any proposed public 
or private development is authorized. 

Many of the locally required impact state- 
ments are patterned after the requirement in 
the National Environmental Protection Act of 
1969, although there are some significant local 
variations. 

Building Codes 
Building codes are imposed by a munici- 

pality to establish minimum safeguards in build- 
ing construction and to protect occupants from 
such hazards as fire and collapse. 

These codes deal with the shell and inter- 
nal systems of the structure. Generally, their 
specifications are directed at structural and 
foundation loads and stresses, construction ma- 
terials, fireproofing, building heights, ventilation, 
heating, plumbing and electrical systems, eleva- 
tor and escalator construction, and other safety 
devices. 

Their use is most common in larger towns 
and cities. A survey in 19689 revealed that of 
the almost 18,000 local governments sampled, 
only 46.6 percent had building codes. On the 
other hand, of approximately 4,000 cities and 
towns with a population of 5,000 or above, 
more than 80 percent had building codes. 

The multiplicity of codes is frequently criti- 
cized for lack of uniformity, outdated provisions, 
and inconsistency. Such multiplicity has been 

From 1961 to 1971, however, the assessment-to-sales 
price ratio for single-family houses in Fairfax County 
fell from 33.3 percent to 31.5 percent. This reduced 
the effective tax rate increase to about 21.4 percent. 

See, for example, Gulf-Reston v. Fairfax Co. Board of 
Supervisors, Sixteenth U.S. Circuit Court (1973). 

8 Data collected in an analysis for the Environmental 
Protection Agency under a grant administered by the 
International City Managers Association (1973). 

9 Allen D. Manvel, Local Land and Building Regulation, 
prepared for the National Commission on Urban Prob- 
lems, 1968. 



condemned, particularly by builders, who fre- 
quently cite it as contributing substantially to 
higher construction costs by preventing econ- 
omies of scale and discouraging innovations. 

The variety of building components cov- 
ered by the codes makes efforts at uniformity a 
major task. In some jurisdictions, building codes 
encompass electrical, plumbing, and mechani- 
cal codes, while in other municipalities such 
codes are separate. There is also considerable 
diversity in the administration of codes, be- 
cause of different interpretations of similar 
codes in different jurisdictions. 

There are indications that the problem of 
diverse and conflicting building codes is abating 
somewhat through joint State and local action. 
Four national model codeslo and many State 
model codes have been formulated to cut 
through the maze. In a 1968 survey of munici- 
palities, approximately two-thirds of those re- 
sponding reported that they had based their 
codes originally on one of the model codes. 
Only about 15 percent, however, had regularly 
reviewed recommended changes so that their 
codes were reasonably up to date. 

The guidelines for the new State models 
were laid down by the National Conference of 
States on Building Codes and Standards, dis- 
cussed earlier. 

Housing Codes 

Unlike building codes, which are directed at 
the structural aspects of buildings, housing 
codes are concerned with conditions of occu- 
pancy. The primary areas covered by typical 
local housing codes are: (1) minimum facilities: 
toilet, bath, heat, water, light, and ventilation; 
(2) level of maintenance; and (3) standards of 
occupancy such as size and number of rooms 
as related to the number of people who may 
occupy them. 

Housing codes are the outgrowth of tradi- 
tional concern about the existence of unsanitary 
conditions in old housing and poor construction 
in new housing. Prior to the 1964 amendment 
to the National Housing Act of 1954, which 
required that housing codes be included in the 

l o  American Public Health Association Code, International 
Conference of Building Officials Code, Building Offi- 
cials Conference of American Code and Southern 
Standard Housing Code. 

Workable Program for urban renewal grants, 
few jurisdictions had adopted codes. A study by 
the Housing and Home Finance Agency (HUD's 
predecessor) revealed that in 1956, fewer than 
100 of the larger cities had housing codes.ll By 
1968, a survey of 17,993 local governments of 
all sizes showed that 4,904 had housing 
codes.' 

In 1968, the National Commission on Ur- 
ban Problems found that even in jurisdictions 
where housing codes existed, the standards 
they established often were inadequate to pro- 
vide even minimum conditions of health and 
safety. There was no uniform set of criteria for 
determining what constituted "standard" or 
"substandard" conditions. Moreover, although 
many jurisdictions professed to have adopted 
orie of the four national model codes, local 
variations often were made that, in some cases, 
eliminated or reduced the minimum standards 
of the model code. 

A second criticism of housing codes con- 
cerns the way in which they are enforced. 
Building officials become aware of code viola- 
tions in two ways: complaints by residents and 
systematic inspection. The first method is hap- 
hazard and unreliable, and the second very 
costly. As a result, violations often go unnoticed 
and uncorrected. 

Rent C~nt ro ls  
Alarmed at the rapid rate of rent increases 

in recent years, a growing number of city and 
county governing bodies are considering and 
passing rent control ordinances to limit or 
prohibit landlords from increasing tenants' rents. 

Although rent controls apply a quick and 
popular brake on inflationary housing costs, 
they can bring unwanted consequences if re- 
tained over a long period of time. Apartment 
owners are faced with rising expenses, too-for 
property taxes, maintenance and repairs, trash 
removal, and other municipal services. Ex- 
penses that cannot be passed on to tenants 
must be absorbed by the owner and eventually 
will reduce his profit and return on investment. 
To compensate for this, owners often cut back 
l 1  Urban Renewal Administration, Housing and Home 

Finance Agency, "Provisions of Housing Codes in 
Various American Cities," Urban Renewal Bullet~n No. 
3, 1956. 

l 2  Allen D. Manvel, op, cit. 



on maintenance services or postpone planned 
improvements. If rent controls continue, the 
property may become rundown, and the owner 
may be forced either to sell or to abandon it. 

Experience in New York City, which has 
had rent control intermittently since 191 6 and 
continuously since 1943, illustrates how this 
unfortunate chain reaction can occur. In that 
city, it appears that rent control has contributed 
to undermaintenance, deterioration, and aban- 
donment of rental housing. Owners often milk 
whatever profit they can out of their buildings in 
order to make more advantageous invest- 
ments.13 

Financial institutions, too, have been reluc- 
tant to invest equity capital or make loans on 
properties subject to New York's rent controls. 
This reluctance has further punished the exist- 
ing housing stock and retarded the construction 
of new apartments. 

Finally, the administration of rent control 
becomes more burdensome and complex as 
time goes on. New York first tried to prohibit 
any exceptions to rent control, then instituted 
an increasingly complicated formula for justify- 
ing increases, and recently "decontrolled" cer- 
tain categories of rental housing.14 

In short, rent controls may keep rents down 
for consumers for a period of time, but only at 
the long-term risk of losses to owners, disin- 
vestment and deterioration in existing rental 
housing, administrative problems, and eventu- 
ally an inadequate supply of new rental hous- 
ing. 

Public Services and Tax 
Pol icy 

The location and density of housing have a 
significant impact on the level of expenditures 
of local governments. Municipalities must pro- 
vide public utilities and police and fire protection 
as well as other services and facilities. They 
have become increasingly opposed to authoriz- 
ing large new developments because of the 

l3 George Sternlieb, The Urban Housing Dilemma; The 
Dynamics of New York City's Rent Controlled Hous- 
ing, New York Housing and Development Adrninistra- 
tion, Department of Rent and Housing Maintenance, 
Office of Rent Control, 1972. 

l 4  lbid. 

added strain that would be imposed on their 
resources. 

The Nation's cities and towns rely heavily 
on the property tax to finance public services; 
as their costs soared over the last decade, they 
have become more reliant on State govern- 
ments and the Federal Government to help 
them meet expenses. 

In fiscal year 1971, almost 31 percent of 
local revenues was provided by the State 
(including Federal "pass-through" payments, 
which are matched by State funds), while 
Federal direct payments amounted to 3.4 per- 
cent of all revenue. (See Table 11.) 

It is too soon to predict the extent to which 
Federal revenue sharing will alter the revenue 
structure of State and local governments. The 
Federal payments are expected to help relieve 
the squeeze between increasing demands for 
services and intensifying taxpayer protests. 
Through midsummer 1973, $8,131 billion in 
general revenue sharing funds had been distrib- 
uted to more than 38,000 State and local 
government units. 

The fiscal strain on most States has dimin- 
ished recently, due in part to the infusion of 
Federal revenue sharing dollars. According to a 
survey in 1971, proposals to increase existing 
State taxes or create new taxes were expected 
to be considered by 35 of the 49 State legisla- 
tures meeting that year. A subsequent survey 
revealed that by the end of 1972, States had 
surpluses of $1 2.3 billion--due primarily to the 
economic upturn of 1972, lower school popula- 
tions, and revenue sharing-and only a few 
States were considering tax increases for 1973. 

Local Tax Policies 
Because of their heavy reliance on prop- 

erty and sales taxes, local communities often 
encourage the development of high-tax-produc- 
ing commercial and industrial facilities rather 
than low-yielding residential structures. It is 
commonly believed that the costs of providing 
public services to residential structures (particu- 
larly those designed for low and moderate 
income families) exceed the tax revenues they 
produce. 

The property tax has been criticized as 
having the greatest adverse impact on housing. 
It is essentially a local action, although levied 



by a few States as well. One source of criticism 
is the wide variation of the property tax among 
jurisdictions, with some variation even among 
neighborhoods within a single jurisdiction. The 
property tax also has been criticized on the 
grounds that it is regressive: Because housing 
is such a significant item in the budgets of poor 
families, even a property tax at a uniform rate 
may absorb a much higher fraction of the 
income of the poor than of the rich. Sharply 
rising property taxes over the past few years 
have created a special problem for the elderly, 
many of whom live on fixed incomes. 

Finally, the property tax has been criticized 
on the grounds that it is a tax on the consump- 
tion of a commodity that is especially valuable 
to the community: residential housing. As a 
consumption tax, it has an effective rate greatly 
in excess of the rates applicable to other 
consumer expenditures. By increasing the cost 
of housing, particularly to those least able to 
pay, the property tax is said to reduce the 
demand for housing, or, alternatively, to reduce 
the rate of return to housing investors. As a 
result, high property taxes are thought to deter 
increases in the stock of housing and in 

improvements in the quality of existing housing. 
Many communities are using various meth- 

ods to overcome some of the objections to the 
property tax system and to encourage particular 
types of development. 

Tax Increment: Tax increment financing is 
used most extensively in California and Minne- 
sota. In those States, any increases in property 
taxes attributable to redevelopment of a particu- 
lar area are allocated specifically to finance 
various public costs-such as access roads, 
sewers, or public buildings--of the redevelop- 
ment project. The preredevelopment tax reve- 
nue base continues to go to the local govern- 
ment's general fund. In most cases municipal 
bonds are issued to finance the public redevel- 
opment costs, with the projected tax "incre- 
ment" pledged to repay the bondholders fully. 
Most of the land developed in this way has 
been devoted to commercial, industrial, or mid- 
dle income housing uses. Recently, however, 
redevelopment agencies have begun to use the 
increment from high-tax-generating commercial 
and industrial development to finance improve- 
ments in low-tax-generating residential areas. 

P 

Table 11. State and Local Government Revenue, 1966-1971 
(Amounts In Millions of Dollars) 

State Government Local Government 

196&1967 197G1971 Percent 196'&1967 1970-1 971 Percent 
Change Change 

Amount Percent Amount Percent 1967-71 Amount Percent Amount Percent 1967-71 

Total Revenue 

Intergovernmental Revenue 
From Federal Government 
From State Governments 
From Local Governments 

Revenue from own sources 
Taxes 

Property 
Individual Income 
Corporation Income 
Sales and Gross Receipts 
Other Taxes 

Other Revenue 

Source: Department of Commerce, Bureau of the Census, Governmenral Finances, 196&1971 



Although the tax increment device has been 
very effective in rapidly growing communities, 
its use is more limited in small cities where 
growth is static. 

Taxation of Land Value: It is often argued 
that by imposing a property tax solely upon 
land-or at a higher rate on land than on 
buildings-more intensive uses of land will be 
encouraged; where a sufficient level of demand 
exists, investors could increase their rate of 
return by developing sites more intensively. 

Several communities already have tried 
various forms of land value taxation. Fairhope, 
Ala., has established a Single Tax Corporation, 
which buys land and leases it to individuals and 
businesses for 99 years. The corporation has 
simulated the effect of a site value tax by 
basing the rentals of its large holdings upon 
land alone without considering the value of any 
improvements. 

A "graded" or "differential" tax-where 
both land and improvements are taxed, but the 
land is taxed at a higher rate-is currently 
being used in Pittsburgh, Pa., and the State of 
Hawaii. In two communities-Arlington County, 
Va., and Southfield, Mich.-an emphasis is 
placed upon land values by reassessing land 
annually and by basing the land assessment on 
potential market value rather than present use. 

Tax Exemptions or Abatements: Typi- 
cally, property owned by Federal, State, or 
municipal government entities (including public 
housing owned by local authorities, and land 
and improvements owned by local redevelop- 
ment agencies) has been fully or partially 
exempted from local property taxation, thus 
increasing the level of taxes needed from other 
local property owners. 

Tax exemptions and abatements, however, 
also have been used to stimulate certain types 
of development. Some States attempt to en- 

courage the construction of low and moderate 
income housing owned by private developers 
by abating the taxes that would otherwise be 
imposed upon those structures. 

The effect of the abatement is to reduce 
the operating cost of the development and 
thereby reduce rents that must be paid by low 
income tenants. The lower rents enable devel- 
opers to build and successfully to market hous- 
ing units that would otherwise remain unbuilt. 

"Circuit Breakers": In recognition of the 
special financial problems created for the eld- 
erly by rising local property tax rates, States are 
drafting, and in some cases have already 
adopted, property tax relief programs for the 
elderly. These programs, called "circuit break- 
ers," vary from State to State. 

Essentially they are analogous to the Ad- 
ministration's proposed refundable tax credit for 
the elderly. This proposed legislation would 
permit the elderly to claim a credit for the 
amount of property taxes they pay in excess of 
5 percent of their income, limiting the credit to 
$500. The legislation applies to elderly renters 
as well as homeowners. The credit due to 
renters is subject to the same 5 percent floor 
and $500 maximum; for this purpose, 15 per- 
cent of their gross annual rent is assumed to be 
paid by landlords for property taxes. 

Among the States that have already ap- 
proved similar tax relief programs for the elderly 
are Vermont, Michigan, Wisconsin, and Ten- 
nessee. Each of these State programs reim- 
burses a portion of the elderly person's property 
tax, or pays the local government directly on 
behalf of the elderly. 

Many of these programs represent a signif- 
icant change in public policy toward housing 
consumers in that they are available to ren- 
ters-not just homeowners-and they are re- 
fundable to families who pay little or no taxes. 





Introduction 

6 
Since the end of World War II, the growth 

in the real income of the Nation has permitted 
the average American household to upgrade 
significantly the quality of its housing. But 
despite this improvement, those with very low 
incomes still face severe housing problems 
closely related to the severity of their poverty. 

The choice of housing is highly complex in 
that it involves many factors other than shelter 
alone. The decision to buy or rent a particular 
home is based in part on neighborhood charac- 
teristics, which may be given greater weight 
than the size and style of the structure itself. 
The quality of local schools, the adequacy of 
police and fire protection, the amount of pollu- 
tion, the incidence of crime, and many other 
factors influence the consumer's selection of 
housing. 

Frequently, a home buyer or renter is 
unable to find the exact neighborhood he 
prefers, so his final choice often represents a 
complicated trade-off between an area's good 
and bad characteristics. For example, a poten- 
tial home buyer or renter might be willing to 
sacrifice proximity to his or her job in order to 
escape undesirable aspects of central city living, 
such as higher crime rates. The choice of a 
neighborhood is further constrained by budget 
considerations. Often the very poor are re- 
stricted to housing driven down in value partly 
because of the undesirable characteristics of its 
neighborhood. 

As in the choice of neighborhood, the 
selection of the house or apartment itself is a 
highly complicated process in which the con- 
sumer's preferences for space, the number and 
arrangement of rooms, the presence or ab- 
sence of amenities such as central heating, air 
conditioning, and a variety of other factors are 
often traded off against one another. 

A study conducted for the National Housing 
Policy Review suggests that the more affluent 
home buyer often is concerned more with 
neighborhood characteristics than with the 
structure of the house because he can afford to 
alter the structure as he wishes. By contrast, 
the buyer with a modest income has enough of 
a problem accumulating a downpayment, and 
the characteristics of the structure often are 

Housing Consumption 

more important to him than the characteristics 
of the neighborhood.' 

In addition to structure and neighborhood, 
the choice of housing also is constrained by the 
variables that determine the supply of housing; 
the final choice is the result of the interaction 
between the forces determining supply and 
demand. These are dynamic forces that are not 
yet well understood. Therefore, this chapter 
does not attempt a complete description of all 
the processes that determine the quantity and 
quality of housing consumption. Rather, it offers 
a series of snapshots of the occupied housing 
of different groups at different times. 

The Total Housing Stock 
In 1970, there were more than 68 million 

housing units in the United States, 63 million of 
which were occupied by  household^.^ Of these 
households, 37.1 percent were renters and 62.9 
percent were owners. 

The condition of the Nation's housing stock 
improved dramatically between 1950 and 1970. 
Chart 1 shows that during this period the 
proportion of the Nation's housing stock charac- 
terized as "dilapidated" decreased by more 
than 50 percent; the proportion not having 
complete plumbing facilities decreased by more 
than 80 percent; and the proportion that was 
overcrowded fell almost 50 percent. 

Significant differences existed in the kind 
and quality of housing in the various regions of 
the United States. The Northeast region con- 
tained the highest concentration of structures of 
five or more units-22.4 percent-and the high- 
est proportion of dwellings more than 30 years 
old-55.2 percent. The South had the largest 
proportion of single-family homes-77.7 per- 
cent-and the highest percentage of housing 
units without complete plumbing facilities-1 1.9 
percent. The Western region contained the 
lowest proportion of housing units lacking some 
or all plumbing-3.3 percent-and had the 
newest housing stock, with only 26.8 percent of 
its units more than 30 years old (Table 1). 

' Arthur D. Little, Inc., "Consumer Preferences in Housing," 
a study prepared for the National Housing Policy 
Review, 1973. 

A household is defined as the individual or group of 
individuals occupying adwelling unit. Thus, the num- 
ber of occupied units equals the number of house- 
holds. 



Over the years, the average size of the 
American household has declined; in other 
words, the number of households has grown 
much faster than the population. More specifi- 
cally, between 1950 and 1970 the number of 
households grew 47 percent, from 43 million to 
63 million, while the population grew only 34 
percent, from 151 million to 203 million. (See 
Chart 2.) 

Part of the decline in household size is 
attributable to falling birth rates. Rising in- 
comes, however, also played a role in reducing 
household size. As living standards improved, 

Chart 1 

Characteristics o f  Housing Stock, Total U.S. 
1950,1960, 1970 

1111111111111111 '36 more than 30 years old .......-.-...... $6 lacking complete plumbing ( 1 ,  - % overcrowded (2) 

s a a a a l a ~ a  % dllaoidatedl3) 

(1) Lack ing comp le te  p l u m b i n g  - hous ing un i ts  wh i ch  lack 
one o r  m o r e  p lumb ing  faci l i t ies o r  have a f ac i l i t y  used 
also b y  occupants o f  another un i t .  

(2) Overcrowded - 1.01 o r  m o r e  persons per r o o m .  

(3 )  Di lapidated - housing wh i ch  does n o t  p rov ide  safe and 
adequate shelter, and  endangers health,  safety o r  we l l  
be ing o f  occupants. Defects are so cr i t ical  o r  widespread 
t h a t  t h e  s t ruc ture  shou ld  b e  extensively repaired, rebu i l t ,  
o r  t o r n  down .  

Source: Depar tment  o f  Commerce, Bureau o f  t h e  Census, 
Census o f  Housing, 1950,  1960, 1970.  

many elderly persons, who in earlier years 
would have lived with their adult children, could 
afford their own independent households. Simi- 
larly, children could afford to leave the family 
home at an earlier age. It also became less 
necessary for two or more families to share 
living quarters. While economic factors un- 
doubtedly played a major role in these develop- 
ments, changing social customs influenced the 
rate of change as well. 

As the housing stock grew to match the 
increase in the number of households, there 
were notable changes in the composition of 
housing production (Chart 3). The most signifi- 
cant change has been the growing importance 
of mobile homes3 In 1950, only 63,100 mobile 
homes were shipped. By 1960, shipments had 
grown to 103,700 and by 1970, total annual 
shipments were 401,190. Although shipments 
may be lower in the last 5 months of 1973 than 
in the first 7 months, they should exceed 
600,000 units for the entire year. 

The relative importance of multifamily 
dwellings has also grown, although not at the 
same rate as that of mobile homes. In 1960, 
about 22 percent of all conventional construc- 
tion starts consisted of multifamily dwellings, 
but by 1972, the proportion had grown to about 
45 percent. 

The Housing of the Typical American 

Table 2 illustrates the important changes 
that have occurred in the characteristics of 
typical American households over the period 
1950-1 970. The median household income of 
owners grew 188.7 percent over the period, 
while the median income of renters grew 125 
percent. Over the same two decades the cost 
of living as measured by the Consumer Price 
Index grew only 61.3 percent, and the conse- 
quent improvement in the standard of living 
allowed buyers and renters to increase the size 
and improve the quality of their living quarters. 
Specifically, the median number of rooms occu- 
pied rose from 4.6 to 5.1 while the median 
value of homes fell from 2.09 times income in 
1950 to 1.79 times income in 1970; however, 
the rent-income ratio rose from 17.9 to 20.9 

3The term "mobile" home is something of a misnomer: 
Most mobile homes remain on one site during their 
entire period of use. 



percent over the same period. Households also 
became less crowded, with the median number 
of persons per room falling from about 0.75 to 
0.50. 

The data for the "typical American" ob- 
scure some important differences, however, 
between the living conditions in central cities, 
suburbs, and rural areas. Table 3 shows that 
median incomes for owners and renters were 
highest in the suburbs. The median home 
value-to-income ratio was also highest in the 
suburbs, as was the median number of rooms. 
But the number of persons per room was 
somewhat greater in the suburbs than in central 
cities. This statistic, however, does not clearly 
indicate the degree of overcrowding in many 
central city households. The median for the 
central cities was lowered by the presence of 
large numbers of single-person households, 
which are rarer in the suburbs. 

In general, the medians for central city and 
nonmetropolitan areas also do not reflect the 
poor housing conditions of the low income 
populations in these areas; these conditions are 
considered in detail in the next section. 

The Housing of Low Income 
Americans 

clothing, and other essentials of life. The infe- 
rior housing so often occupied by low income 
families is only one manifestation of fundamen- 
tal social and economic problems. 

Over the years, the size and composition 
of the Nation's low income population have 
changed. The number of people whose in- 
comes were below the Bureau of the Census' 
low income threshold4 has declined significantly 
during the 1960's-from 39.9 million, or 22 
percent of the total population in 1960, to 25.5 
million, or 13 percent of the 1970 population. 
During the same period, the proportion of the 
aged within the low income population in- 
creased from 14 percent to 18 percent of the 
total. The only group to increase in absolute 
number was that of households headed by 
nonwhite females. This group grew in number 
by 700,000 between 1960 and 1970 and, as a 
percentage of the total low income population, 
nearly doubled from 8 to 15 percent. The 
percentage of all nonwhites of low income 
increased from 29 to 31 percent while their 
numbers dropped from 11.5 to 8.0 million. (See 
Table 4.) 

In 1960 the low income threshold for a nonfarm family of 
four equaled $3,022. In 1970, the threshold for the 
same family was $3,968. In 1972, this figure had 
increased to $4,275 and the number of persons below 

A low income makes it difficult for con- the low income threshold had decreased to 24.5 
sumers to afford good housing, adequate food, million, or 11.9 percent of the population. 

Table 1. Selected Characteristics of the Housing Stock by Region, 1970 

Units in Units 
Lacking Median Median Units in StructuresUnits Over Some or Total Year- One-unit of 5 or 30 Years A,l Rooms Persons 

round Units Structures More Old Per Unit Per Unit 
'Iurnbing (number) (number) (number) (percent) Units (percent) Facilities 

(percent) (percent) 

Northeast 16,197,862 54.2 22.4 55.2 3.9 5.1 2.7 
North Central 18,675,232 71.9 11.5 49.1 6.2 5.1 2.7 
South 20,883,566 77.7 9.8 29.4 11.9 4.9 2.7 
West 11,942,424 69.9 16.9 26.8 3.3 4.7 2.5 
U.S. 67,699,084 69.1 14.5 40.6 6.9 5.0 2.7 

- - -- 
Source: Department of Commerce. Bureau o l  the Census, 1970 Census of Housing. 

- 



Population and Number of Occupied Units: 1898-1970 
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Source: Department  o f  Commerce, Bureau o f  t h e  Census, 1970 Census o f  Housing. 



The decline in the absolute size of the low 
income population over the long run reflects the 
fact that the real incomes of those at the low 
end of the income distribution have grown. The 
median income of the households in the lowest 
20 percent of the income scale was 16.5 
percent of the national median income in 1970, 
compared to 16.3 percent in 1960 and 14.3 
percent in 1950. 

The most dramatic increases have been in 
the incomes of the lowest fifth of the rural 
population, whose median income rose from 
12.8 to 16 percent of the national median 
between 1960 and 1970, and for the elderly, 
whose median income also increased relative 
to the national median-up from 8 percent in 
1960 to 10.9 percent in 1970, primarily because 
of increased Social Security benefits and pri- 
vate pension plan payments. (See Chart 4.) 

The growth in the incomes of those at the 
low end of the income distribution has allowed 
significant improvement in the quality of their 
housing. For the third of the households with 
the lowest income, the percentage of house- 
holds occupying housing without complete 
plumbing facilities dropped by nearly 80 percent 
between 1950 and 1970, and the percentage of 
overcrowded5 units dropped by more than half 
during the same period (Chart 5). Part of this 
improvement is the result of the development of 
the mobile home industry, which has provided a 
low-cost housing alternative for those with mod- 
est incomes. Fifty percent of the households 
who occupied mobile homes in 1970 had 
incomes of less than $7,000. 

Nevertheless, low income households still 
occupy poor quality housing far out of propor- 
tion to their numbers. Low income owners and 
renters live in units that are more expensive 
relative to their means than the nationwide 
median owner and renter. In 1970, while the 
typical renter spent between 15 and 25 percent 
of his annual gross income on housing, those 
at the bottom of the income distribution typically 
spent more than 35 percent of their annual gross 
income for housing. Those below the low 
income threshold are much more likely to live in 
ill-equipped and overcrowded housing. While 

5 An "overcrowded" household is one with more than one 
person per room. While an overcrowded unit is not 
necessarily structurally deficient or lacking equipment, 
it is an indicator of poor living conditions. 

only 32 percent of all renters had incomes 
below the 1970 low income threshold, they 
occupied 63 percent of the rental units that 
lacked complete plumbing facilities in 1970. 
Low income homeowners represented only 19 
percent of the households who were homeown- 
ers, yet they lived in 57 percent of all the 
occupant-owned housing without complete 
plumbing. 

The problem of low incomes afflicts a 
relatively high proportion of the rural population. 
In 1970, 20 percent of households living in 
nonmetropolitan areas were below the low 
income line, whereas only 13 percent were 
below the threshold in metropolitan areas. As a 
result, rural areas (open country and urbanized 
places with fewer than 2,500 residents) contain 
a disproportionate share of the country's poor 
housing. While such areas contained only 27 
percent of the population in 1970, they con- 
tained 62 percent of the occupied units lacking 
complete plumbing, 31 percent of the crowded 
units (more than one person per room), and 38 
percent of severely crowded units (more than 
1.5 persons per room). The incidence of hous- 
ing deficiencies is also more common for blacks 
and other minorities in rural than in urban 
areas. For instance, of the black-occupied rural 
housing units in 1970, 30 percent were over- 
crowded and 61 percent lacked complete 
plumbing, compared to 18 percent and 8 per- 
cent, respectively, for black-occupied urban 
units. 

The problem of low income also affects the 
quality of the housing of the elderly. While 
Chart 4 shows that the incomes of the elderly 
poor rose relative to the rest of the population 
between 1960 and 1970, the increase was from 
a very low level. Of the 12.4 million households 
with heads aged 65 and over in 1970, 5.8 
million, or 47 percent, had incomes of less than 
$3,000. 

In 1970, 14.6 percent of all elderly house- 
holds with less than $3,000 income had incom- 
plete plumbing, compared to 9.1 percent for all 
elderly households and 5.9 percent for the 
population as a whole. 

Overcrowding is one housing problem not 
faced by elderly households; only 1 percent 
were overcrowded in 1970, compared to 8 
percent of all households in the United States. 



Table 2. Characteristics of the Typical American Household 

Characteristic 1950 1960 1970 

~ e d i a n  income of families and primary 
individuals 

Owner $3,360 
Renter $2,800 

Median home value $7,400 
Median valuelincome ratio 2.09 
Median gross rent $42 
Median gross rent as percentage of income 17.9% 
Median persons per household 3.1 
Median number of rooms 4.6 
Median persons per room Less than 0.75 
' One family homes on less lhan 10 acres with no business on property. 
7 Excludes one fam~ly homes on 10 acres or more. 

Source: Department of Commerce, Bureau oi the Census, Census of Hous~ng. 1950, 1960. 1970 

Chart 3 

Total New Housing Units Produced for Selected Years 

Type of ownership 

Public 
Private Subsidized 

FIGZi Private (includes mobile homes) 



Table 3. Geographic Differences in Housing Markets, 1970 

Characteristic 
Metropolitan Nonmetro- 

Central City Suburbs politan 

Median income of families and primary 
individuals 

Owner 
Renter $6,100 

Median home value $1 6,400 
Median value/income ratio 1.72 
Median gross rent * $1 07 
Median gross rent as percentage of income 21.8% 
Median persons per household 2.4 
Median number of rooms 4.7 
Median persons per room Less than 0.50 

' One farn~ly homes on less lhan 10 acres with no business on property. 
2 Excludes one famlly homes on 10 acres or more. 

Source: Deparlmenl of Cornmeroe. Bureau of the Census, 1970 Census 01 Housing 

$5,300 
$1 2,200 

1.72 
$84 

19.5% 
2.7 
5.1 

Less than 0.50 

Type of structure Chart 3 Continued 

Mobile homes 

3 5 or more 

2-4 Families 

II) 1 Family 

N A  Not A v a i l a b l e  

* D a t a  f o r  1973 a r e  e s t i m a t e d  

S o u r c e :  D e p a r t m e n t  o f  C o m m e r c e ,  B u r e a u  o f  t h e  Census, C o n s t r u c t i o n  Repor ts ,  Ser ies C 20; 
D e p a r t m e n t  of H o u s i n g  a n d  U r b a n  D e v e l o p m e n t .  



A difficult problem faced by the elderly is 
the need to spend a large share of their income 
on housing. A substantial number devote more 
than 35 percent of their income for shelter; in 
some instances they spend more than 100 
percent, necessitating the use of accumulated 
savings. This makes them highly susceptible to 
unexpected changes in their circumstances- 
serious illness, tax increases, and inflation. 

Table 4 shows that households headed 
by nonwhite females became a much higher 
proportion of the low income population be- 
tween 1960 and 1970. This was the only group 
to grow in absolute numbers over the period. 
The data on such households containing two or 
more persons show that they tend to be very 
poor, with a median income of only $3,576. 
About two-thirds live in central cities and more 
than 24 percent are in overcrowded quarters. In 
other words, the incidence of overcrowding is 
about three times that at the national level. 
About 15 percent lack complete plumbing; this 
is more than twice the national level of 5.9 
percent. 

It is often asserted that the housing condi- 
tions of the poor will be improved gradually by 
the process of "filtering"; this means that as the 
general income of the population rises and 

housing conditions improve, households with 
rising incomes will vacate slightly lower quality 
dwellings, leaving them available for the poor, 
who will move up from still-lower quality hous- 
ing. A variant sf this argument suggests that as 
the Government subsidizes new housing for 
moderate income groups and they move into 
the new units, an increased supply of existing 
suitable housing will be made available to the 
poor. 

This process does work in the short run. In 
the very long run, however, natural economic 
forces tend to reduce the filtering benefits 
accruing to individuals whose income remains 
unchanged. The basic problem is that the 
amount that poor people can afford for their 
housing is limited by their meager budget. At 
the same time, investments in maintaining the 
stock of housing must earn an economic return. 
Therefore, while filtering temporarily allows poor 
persons to inhabit a better house, they or their 
landlord will not be able to maintain it unless 
the occupant's income (or rent) is increased. 

I f  housing expenditures do not keep pace 
with maintenance and other costs, the quality of  
the house is gradually allowed to deteriorate. Of 
course, this may take a very long time, and 
before it happens the poor family may be able 

Table 4. f he Composition of the Low Income Populati~n 
(In Millions) 

Low Income Threshold for Nonfarm Family of 
Category Two Adults and Two Children 

1960 = $3,Q22 1970 = $3,968 

Total number in group 39.9 (1 00%) 25.5 
Aged 5.7 14% 4.7 
Disabled nsnaged 0.32 1 %2 1.2 
Nsnaged, nondisabled 33.83 85% 19.6 

White male head 1 8.03 45% 8.4 
Nonwhite male head 9.53 19% 3.1 
White female head 5.23 13% 4.3 
Nonwhite female head 3.13 8% 3.8 

Nonwhite (all categories) 11.5 29% 8.0 
- 

' Persons who did not work in 1960 (or 1970) and reported the primary reason as Illness or d~sabled (ages 1 4 4 4 ,  only). 
Family heads only, age 2544 .  
Includes dlsabled other than famlly heads, age 25-64. 
Categories panerned alter M~chigan Research Center stud~es. 

Source: Department of Commerce, Bureau of !he Census. Currenl Populalion Reports, Serles P-GO. Nos 68 and 81 



to move yet again to a higher quality dwelling 
just vacated by someone whose income has 
risen. In other words, the market is constantly 
in motion, and it may never reach a longrun 
equilibrium in which housing conditions are 
essentially determined by the amount people 
are willing and able to pay and by the rate of 
return on investments in housing. However, the 
longrun forces are always pushing the market 
in this direction and this reduces the effective- 
ness of the filtering process. Clearly, a more 
certain improvement in the housing conditions 
of the poor can be achieved only if their effort 
to find housing is subsidized, or their income is 
increased by other means. 

Empirical studies of filtration are in a primi- 
tive state, so it is impossible to assess accu- 

Chart 4 

Comparison o f  Median Income 
of the Lowest 20% of  Specified Groups 

and the Total Population 
1950, 1960, 1970 

Source: Department o f  Commerce, Bureau o f  the Census, 
Census o f  Population, 1950, 1960, 1970. 

rately the importance of the phenomena de- 
scribed above.6 Undoubtedly, conditions affect- 
ing filtration vary greatly from city to city and 
from neighborhood to neighborhood within ci- 
ties. 

The discussion thus far has focused on the 
physical characteristics of the housing of the 
low income population and has not considered 

For a detailed description of the theory of filtering and a 
review of related empirical studies, see "An Analysis of 
the Filtering Process with Special Reference to Hous- 
ing Subsidies," a study prepared by W. B. Bruegge- 
man for the National Housing Policy Review, June 8, 
1973. 

Chart  5 

Characteristics o f  Housing o f  Lowest Third 
o f  Income Distribution ( I )  

1950, 1960, 1970 

- % lacking complete plumbing 
II~~III % owner occup~ed 
IIIIIIIIIIII  % overcrowded units (1 .O1 or more persons per room) 

(1) Incomes of  families and pr imary individuals: 
1950-under $2,000 (34.4% o f  households) 
1960-under $4,000 (37.5% o f  households) 
1970-under $6,000 (35.4% of households) 

(2) Non-farm on ly  

Source: Department o f  Commerce, Bureau o f  the  Census, 
Census o f  Housing, 1950, 1960, 1970. 



the crucially important issue of the environment 
in which that housing is located. Housing prob- 
lems are especially acute when they are con- 
centrated in low income neighborhoods. The 
next section discusses the housing conditions 
in such neighborhoods and then considers 
some of the most important features of the low 
income environment. 

bow Income Neighborhoods 

Fifty low income neighborhoods were se- 
lected for analysis in this study. They are listed 
in Table 5. All 50 were classified as "major 
concentrations of poverty" after the 1960 Cen- 
sus and all still had high concentrations of low 
income households in 1970.' The neighbor- 
hoods were selected as representative of those 
that have had concentrations of the Nation's 
worst housing over a long period of time. 

More than 20 percent of the neighborhood's population 
lived in households with incomes under the low income 
threshold. 

- - -- 

Table 5. Fifty Selected Neighbor- 
hoods 

The 50 neighborhoods selected for 
study were located in the following cities. 
In some cases, more than one neighbor- 
hood was chosen in a particular city. The 
neighborhoods are listed by median family 
income in 1960, from the neighborhood 
with the highest to the one with the lowest 
median family income. 

1. Chicago, Ill. 
2. Chicago, Ill. 
3. Milwaukee, Wis. 
4. Cleveland, Ohio 
5. Baltimore, Md. 
6. Newark, N.J. 
7 .  Los Angeles, Calif. 
8. Boston, Mass. 
9. Cleveland, Ohio 

10. Cincinnati, Ohio 
11. Washington, D.C. 
12. Chicago, Ill. 
13. Cincinnati, Ohio 
14. Houston, Tex. 
15. Chicago, Ill. 
16. Minneapolis, Minn. 

17. Queens, N.Y. 
18. St. Louis, Mo. 
19. Los Angeles, Calif. 
20. Kings County, N.Y. 
21. San Francisco, Calif. 
22. Philadelphia, Pa. 
23. Gary, Ind. 
24. Indianapolis, Ind. 
25. Pittsburgh, Pa. 
26. Chicago, Ill. 
27. Detroit, Mich. 
28. Denver, Colo. 
29. Bronx, N.Y. 
30. Baltimore, Md. 
31. Birmingham, Ala. 
32. San Diego, Calif. 
33. New Orleans, La. 
34. Washington, D.C. 
35. Philadelphia, Pa. 
36. Miami, Fla. 
37. St. Louis, Mo. 
38. Oakland, Calif. 
39. Manhattan, N.Y. 
40. Dallas, Pex. 
41. Los Angeles, Calif. 
42. Boston, Mass. 
43. Atlanta, Ga. 
44. Dallas, Tex. 
45. Atlanta, Ga. 
46. St. Louis, Mo. 
47. Houston, Tex. 
48. San Antonio, Tex. 
49. Memphis, Tenn. 
50. Detroit, Mich. 

Forty of the 50 neighborhoods are located 
in central cities with populations of more than 
one-half million, and the selection included 
neighborhoods from all regions of the country, 
with the largest number (18) in the north-central 
United States and 15 located in the South. The 
West contained the fewest in number-seven 
neighborhoods; the remaining 10 are located in 
the Northeast. 

Between 1960 and 1970, there were dra- 
matic changes in the population, the racial 
composition, and the condition of the housing 
stock in virtually all of the 50 neighborhoods. All 
but one declined in total population, the de- 
clines ranging from 3 to 63 percent. The only 



exception was a neighborhood of Miami, Fla., 
which experienced a 28 percent increase in 
population as a result of a large immigration of 
Cuban refugees. 

In all 50 neighborhoods, the white popula- 
tion declined. In 11 of the neighborhoods there 
was less than one white in 1970 for every four 
in 1960. 

In 24 of the neighborhoods, the number of 
blacks increased, rising more than 50 percent 
in seven neighborhoods. The number of Span- 
ish Americans increased in 33 of the neighbor- 
hoods-in some cases by more than 500 
percent. 

While the whites were generally moving out 
of the low income neighborhoods, and in half of 
the neighborhoods minorities were moving in, 
the median standard of living in most neighbor- 
hoods improved. The median gross income of 
families rose more rapidly than the cost of living 
in 43 neighborhoods, while the real income of 
unrelated individuals rose in 32. Moreover, 
incomes rose more than rents in 44 of the 50 
neighborhoods, the exceptions all being in large 
cities-Chicago, Newark, New York City, and 
San Francisco. 

The ratio of vacant to occupied units rose 
in 31 of the 50 neighborhoods, while the 
vacancy rate for the Nation as a whole fell 
between 1960 and 1970. With more vacancies, 
and hence with a greater choice of units, the 
inhabitants were able to upgrade the quality of 
their housing. The percentage of occupied units 
lacking complete plumbing fell in all but three 
neighborhoods and the proportion of over- 
crowded households decreased in all but eight. 

Overall, the changes in the 50 low income 
neighborhoods indicate some surprising results. 
The neighborhoods were selected with an ex- 
pectation of neighborhood decline, yet it was 
found that for virtually all neighborhoods stud- 
ied, housing conditions and real incomes ac- 
tually improved. All indices, however, still re- 
vealed relatively poor housing conditions. In 17 
neighborhoods the percentage of households 
lacking complete plumbing in 1970 was twice 
as high as the national average. Overcrowding 
rates were greater than average in all but three, 

and in 10 the proportion of overcrowded units 
exceeded 20 percent, compared to a national 
average of 8.2 percent. 

In summary, the neighborhood data sug- 
gest two conclusions. First, housing conditions 
tend to improve even in the worst neighbor- 
hoods if real incomes rise. Second, even in 
some neighborhoods where real incomes did 
not rise, there was an improvement in housing 
conditions, strongly suggesting that the process 
of filtration was working effectively. Only in a 
few cases is there evidence that new construc- 
tion aided in improving the quality of the 
occupied housing stock. 

Although the physical characteristics of the 
housing in the neighborhoods studied above 
were improving, it is not clear that the environ- 
ment in low income neighborhoods in general 
showed similar improvements during the 
1960's. 

Low income neighborhoods typically re- 
ceive relatively high levels of public service 
inputs, such as police patrolling, fire protection, 
and sanitation  service^,^ because the problems 
attacked by these services are most serious in 
these areas. Despite the high levels of public 
service inputs, the problems remained severe 
and may have become worse during the 
1960's. 

There is much disagreement on some 
commonly used statistics, but it is generally 
believed that crime became a more serious 
problem in low income neighborhoods between 
1960 and 1970.9 The evidence of an increase 
in arson is less firm, but seems to point in that 
direction.1° There also is general agreement 
that the quality of schools in low income 
neighborhoods remains far below that of the 
national average. 

Charles S. Benson and Peter B. Lund, "Neighborhood 
Distribution of Local Public Services," Berkley: Univer- 
sity of California, 1969, and John Weicher, "The 
Allocation of Police Protection by Income Class," 
Urban Studies, February 1973. 

National Commission on the Causes and Prevention of 
Violence, To Establish Justice, to Insure Domestic 
Tranquility, Washington, D.C.: Government Printing 
Office, 1969, pp. 42-43. 

l o  Jonathan R. Laing, "Arson in the Ghetto," Wall Street 
Journal, April 9, 1970. 



It should be noted that the problems of the 
environment of low income neighborhoods af- 
flict all who live there regardless of their income 
class. While there is a great deal of segregation 
by income class within large American cities, it 
is far from total. Although in Birmingham 70 
percent of all low income households were in 
low income neighborhoods, in Chicago in 1970, 
only 34 percent of the households below the 
poverty level lived in low income neighbor- 
hoods, and 70 percent of the households living 
in such neighborhoods were above the low 
income line.ll Patterns similar to Chicago occur 
in many other American cities. 

Despite these data, however, there is 
clearly a disproportionate concentration of pov- 
erty within the central cities. In these areas, 
therefore, improvements in the physical condi- 
tion of their housing by subsidized new con- 
struction or by other means only solve part of 
the problem. Indeed, they may worsen the 
situation by reducing the migration of the poor 
out of an unsuitable environment. In other 
words, the housing problems of low income 
groups cannot be attacked adequately without a 
variety of complementary policies that improve 
the environment in which their housing is lo- 
cated. 

Housing for Minority Groups 

Qne of the main reasons that minorities 
tend to be housed poorly is that they comprise 
a disproportionate share of the low income 
population. While the number of nonwhites1 
below the low income line fell from 11.5 million 
in 1960 to 8.0 million in 1970, 31 percent of the 

l 1  Office of Economic Opportunity, special tabulation of 
1970 Census of Population. 

l 2  The category "white" includes persons who indicated 
their race as white, as well as persons who did not 
classify themselves in one of the specific race cate- 
gories on the Census questionnaire but entered Mex- 
ican, Puerto Rican, or  a response suggesting Indo- 
European stock. The category "Negro", or  black, 
includes persons who indicated their race as Negro 
or black, as well as persons who did not classify 
themselves in one of the specific race categories on 
the questionnaire but who had such entries as 
Jamaican, Trinidadian, West Indian, Haitian, and 
Ethiopian. The term "blacks and other races" or 
"nonwhite" includes persons of all races other than 
white. 

nonwhite population still remained in this cate- 
gory as compared to 13 percent of the entire 
population. Moreover, the median income of the 
poorest one-fifth of the nonwhites failed to 
make significant gains relative to the median 
income of the whole population. (See Chart 4.) 

In addition to the problems posed by their 
low incomes, nonwhites still face housing dis- 
crimination, and strong patterns of racial segre- 
gation still prevail in  most American cities. 
Growing incomes and antidiscrimination laws, 
however, have allowed significant housing 
gains over the last two decades. The proportion 
of nonwhite households lacking complete 
plumbing fell dramatically from 70.5 percent in 

Chart 6 

Characteristics o f  Housing Stock, 
Nonwhite Households 

195Q, 1960,1970 

0 
1950 1960 1970' 

% 30 or more years old (not ava~lable for 1950 and 1960) - % lack~ng complete plumbing 
'///I/ % overcrowded (not ava~lable for 1950) 

% dilapldaled (not ava~lable for 1970) 

* I 9 7 0  data f o r  black-occupied un i ts  on l y  

Source: Depar tment  o f  Commerce, Bureau o f  t he  Census, 
Census o f  Housing, 1950, 1960, 1970. 



1950 to 16.8 percent in 1970. The incidence of 
overcrowding fell from 28.3 percent in 1960 to 
19.9 percent in 1970. But the improvement in 
the housing conditions of nonwhites has not 
been great enough to eliminate major housing 
problems for the Nation's minorities. (See Chart 
6.) 

Table 6 compares the housing and in- 
comes of the median black household to that of 
the median Spanish American household and 
the median for the total United States popula- 
tion. For both renters and owners, the black 
median income is lowest; those of the Spanish 
Americans fall between those for blacks and 
the medians for the whole population. The 
same ranking applies to the median home 
value and median rent paid. The median Span- 
ish American household is larger than that of 
the blacks and occupies fewer rooms. 

Both groups undoubtedly still face housing 
discrimination, but only discrimination against 
blacks has been studied systematically. Be- 
cause they face a restricted housing supply, 
blacks appear to pay more than whites of equal 
income for otherwise identical housing. The 
results of extensive empirical studies are not 
conclusive enough to specify the magnitude of 
these discriminatory premiums because it is 
difficult to isolate statistically the impact of 
discrimination from a myriad of other economic 
and location variables. A few of the studies that 
have been made of this difficult problem in 
several cities suggest that no significant dis- 
criminatory premium exists, but others estimate 
that a nonwhite buying a single-family home 
must pay 5 to 20 percent more than a white 
buying comparable living quarters.l3 

The housing problems of blacks and other 
minority groups go far beyond this discrimina- 
tory premium, however. Segregation in low 
income neighborhoods can lead to a highly 
unsatisfactory environment. Blacks confined to 
such an environment can improve their housing 
if they have sufficient income, but they still may 
have to endure high crime rates and send their 
children to inadequate schools. As a result, the 
improvement in housing conditions for non- 

' 3  For a review of the literature see John Kain, "Background 
Paper on Housing Market Discrimination and its Impli- 
cations for Housing Policy," a report prepared for the 
National Housing Policy Review, May 24, 1973. 

whites shown in Chart 6 may tell only a partial 
story: The quality of the nonwhite environment 
may not have improved nearly so dramatically 
as indicated. 

In 1970, the approximately 764,000 Ameri- 
can lndians constituted the poorest minority of 
all. The median family income of this group was 
only $5,832 in 1970, almost $3,800 below the 
national median family income. As their income 
would indicate, this minority is very poorly 
housed. Of the approximately 180,000 Ameri- 
can lndian households, about 47,000, or 26 
percent, occupied housing without complete 
plumbing facilities. A full 46 percent of all rural 
lndian households-49 percent of all lndian 
households-were living in dwellings lacking 
complete plumbing facilities in 1970. Thirty-one 
percent of all American lndian households lived 
in overcrowded housing in 1970, compared with 
only 8 percent of all American households. 
Clearly, American lndians occupy the worst 
housing of any American minority. 

Migration 
While increased incomes have facilitated a 

vast improvement in the quantity and quality of 
the Nation's housing stock, migration has been 
an important force determining its location. The 
most important movement has been from rural 
to metropolitan areas.14 In 1900, only 40 per- 
cent of the Nation's inhabitants lived in an 
urban environment. By 1970, the proportion in 
metropolitan areas had risen to 69 percent, with 
a substantially higher percentage of the popula- 
tion living within commuting distance of metro- 
politan areas. In part, this trend reflects the 
steady decline in the relative proportion of the 
population engaged in farming. As the number 
of people engaged in farming declined from 
almost 32 million in 1920 to just under 10 
million in 1970 their proportion of the total 
population declined from 30 percent to 5 per- 
cent. 

l 4  Metropolitan areas and Standard Metropolitan Statistical 
Areas are used interchangeably in this chapter to refer 
to all Standard Metropolitan Statistical Areas as de- 
fined by the Office of Management and Budget. The 
1970 Census definition was "a county or group of 
contiguous counties which contain at least one city of 
50,000 inhabitants or more, or 'twin cities' with a 
combined population of at least 50,000." There were 
247 such areas in 1970. 



More than 30 percent of the Nation's 
growth during the 1960's has occurred in met- 
ropolitan areas, which in 1970 had populations 
of 1 to 3 million people. In 1960, these cities and 
their surrounding suburbs had a total popula- 
tion of 35.4 million. Ten years later their popula- 
tion had grown to 42.9 million. 

More than 25 percent of the increase in the 
population of metropolitan areas between 1960 
and 1970 resulted from net immigration. The 
remaining three-fourths was the result of natural 
increase-more births than deaths. In 11 of the 
19 Standard Metropolitan Statistical Areas with 
the greatest increase in population from 1960 to 
1970, migration accounted for more than 50 
percent of the population increase. Nine of 
these areas were located in the Southeastern 
and Southwestern portions of the country. (See 
Table 7.) During the 19601s, the most rapid 
growth occurred in Southern suburbs where the 
population rose 46.8 percent in 10 years. (See 
Table 8.) 

In almost all regions the population growth 
was predominantly the result of natural in- 
crease. The one exception was the West, in 
which 43 percent of the total population growth 
was due to immigation (Table 9). In the North 

Central United States, there was a net loss due 
to net emigration of 752,000 persons. 

As indicated by Table 7, the population of 
the central cities has not grown nearly as 
rapidly as their suburbs. In the Northeast, the 
total central city population declined 3.3 percent 
between 1960 and 1970. In the 10 major 
metropolitan areas with the greatest growth 
during the 1960's, all had larger suburban 
populations at the end of the decade than they 
had at the start, but only five contained central 
cities that had more inhabitants. Of these, four 
were in the South or West-New York City 
being the only exception. Of the 10 Standard 
Metropolitan Statistical Areas with the least 
growth, all but two had declining central city 
populations. (See Table 10.) 

There have been other changes in growth 
and migratory patterns. During the 1 9601s, there 
was a continuing shift in the balance of the 
American population away from the Northeast 
and North Central regions. Although all regions 
experienced absolute increases in population, 
there was more growth in the South and the 
West. 

Over the past 3 decades, blacks have 
been much more likely to migrate than have 

fable 6. Characteristics of Black and Spanish American Households, 1970 

Characteristic 

Median income of families and primary indi- 
viduals 

Owner 
Renter 

Median home value 
Median value/income ratio 
Median gross rent 
Median gross rent as percentage of income 
Median persons per household 
Median number of rooms 
Median persons per room 

Spanish 
'lack All Households American Households Households 

' 0ne.family homes on less than 10 acres with no business on property. 
Excludes one fam~ly homes on 10 acres or more. 

Source: Department of Commerce, Bureau of the Census, 1970 Census of Housing 



whites. The main movement has been from the 
South to the Northeastern region of the country. 
Between 1950 and 1960, emigration from the 
South by blacks was equivalent to 14.4 percent 
of the South's 1950 black population. Between 
1960 and 1970, the relative importance of 
emigration fell only slightly, to 12.2 percent. 

Table 7. Total Population Change 
and Net Migration 

Distribution of Net Increase in Metropolitan 
Population in Selected Major 

SMSA'S-1 960-1 970 

Popu- Net Migration 
lation 

Change Num- 
1960- ber Per- 
1970 (Thou- cent 

(Thou- sands) 
sands) 

All metropolitan 
areas 

Selected 
metropolitan 
areas 

Los Angeles 
New York 
Washington, D.C. 
Chicago 
Anaheim- 

Santa Ana 
Houston 
Philadelphia 
San Francisco 
Detroit 
Dallas 
San Jose 
Atlanta 
Miami 
San Bernardino 
Minneapolis- 

St. Paul 
San Diego 
Seattle 
Phoenix 
Baltimore 

Source: Department of Commerce. Bureau of the Census. 1972 
Slatislical Abslract. table 20. 

Over the same periods, black immigration to 
the Northeast was equivalent to 24.6 percent of 
the 1950 black population and 20.2 percent of 
the 1960 black population. Meanwhile, the 
white population was migrating southward and 
westward but at a very much slower relative 
rate. White immigration to the West between 
1950 and 1960 was equivalent to 18.7 percent 
of the 1950 Western white population, while 
white immigration during the 1960's was equiv- 
alent to only 8.8 percent of 1960 population. 
Net outflows of whites from the Northeast and 
north-central regions was less than 3 percent of 
the base populations over the same 2 decades. 

Much of the black migration was to the 
central cities. The black population in these 
areas grew 50.6 percent between 1950 and 
1960 while the white population was growing 
only 5.7 percent. Between 1960 and 1970 the 
growth in the black central city population 
slowed somewhat to 31.6 percent, but the white 
central city population actually declined by 1.3 
percent. 

While the earlier section on low income 
neighborhoods suggested that blacks migrating 
to the central city moved into housing that was 
far below average in quality, it probably was still 
superior to their housing in the rural South. In 
other words, the vast migration that occurred is 

Table 8. Percentage Change in 
Population Between 1960 and 1970 

All North-North- 
Residence Regions east central South West 

United 
States 13.4 9.1 11.0 13.5 24.2 

Metropolitan 17.0 7.3 17.3 21.7 27.8 
Inside 

Central 
Cities 1.5 -3.3 1.1 2.8 8.9 

Outside 
Central 
Cities 33.5 17.4 35.7 46.8 44.0 

Nonmetropol- 
itan Areas 7.1 16.2 1.8 5.9 15.0 

Source: Department of Commerce. Bureau of the Census, Current 
Population Reports, Series P-23. No. 37. 



probably responsible for a part of the improve- 
ment in nonwhite housing noted earlier. Yet the 
rapid growth of the black central city population 
created many social problems because of that 
population's low incomes. Serving the new low 
income population was expensive for the cen- 
tral cities; higher tax burdens along with racial 
discrimination probably contributed to the emi- 
gration of whites to the suburbs. The whites 
took away a significant tax base as they 
moved, and this has undoubtedly restricted the 
quantity and quality of public services available 
to improve the living environments sf the re- 
maining central city population. 

228 and 237 million people.15 These predictions 
correspond to rates of growth of 11.2 to 15.6 
percent over the decade 1970-1980, as com- 
pared to a rate of growth of 18.5 during the 
1950's and of 13.4 during the decade sf the 
1960's. The smaller rates of growth during the 
1960's and in the first years of the 1970's 
reflect the declining birth rate. 

During the 1970Js, however, there will be a 
dramatic increase in the proportion of the 
population between the ages of 25 and 34. 
While the entire population will grow by about 
23 to 32 million persons during the decade of 
the 19701s, the number of persons in this age 
group alone will increase about 11.6 million- 

Considerations for the l i  The range results from the use of different fertility rates in 

Future arriving at these predictions. The lower number is 
based on a replacement birthrate, one which means 
the population would eventually stabilize. The higher is 
.based on birthrates of 1964-1965. Department of 

By the year 1980, the population of the Commerce, Bureau of the Census, Current Population 
United States is expected to grow to between Reports, Series P-25, NO. 476. 

Table 9. Components ~f Population Change: 1960 to 1970 

Net Natural Net 
Change 1960 to Increase 1960 to Migration 1960 to 

Region and Race Number 1970 Number 1970 Number 1970 
(Thou- (Percent) (Thou- (Percent) (Thou- (Percent) 
sands) sands) sands) 

United States 23,862 13.3 20,841 11.6 +3,020 1.7 
Northeast 4,322 9.7 3,998 8.9 324 0.7 
North Central 4,958 9.6 5,709 11.1 -752 1 . 5  
South 7,825 14.2 7,232 13.2 593 1.1 
West 6,756 24.1 3,902 13.9 2,855 10.2 

White 18,781 11.8 16,496 10.4 2,284 1.4 
Northeast 2,744 6.6 3,264 7.9 -520 -1.3 
North Central 3,649 9.6 4,910 10.2 -1,272 -2.6 
South 6,851 15.8 5,045 11.6 1,806 4.2 
West 5,547 21.5 3,278 12.7 2,269 8.8 

Black 
Northeast 
North Central 
South 
West 

Source: Department of Commerce. Bureau of the Census, 1971 Statislrcal Abstract, Tables 10,  11. 13. 27. 42 



from 12.4 percent of the total population in 
1970 to about 16 percent in 1980. This large 
increase will produce a rate of growth in the 
number of households far greater than the rate 
of growth of the population. The Bureau of the 
Census predicts that there will be between 76 
and 77 million households by the end of this 
decade. This corresponds to an increase of 13 
or 14 million and a rate of growth of 22 percent 
-- 

Table 10. Relative Growth Among 
Central Cities and Suburbs in 
Metropolitan Areas of 1,000,000 or 
More 

(Thousands of Persons) 

Net Change in 
Metropolitan Areas Population, 1960- 

1 970 

Total Central Subur- with Metro- City Greatest Growth ban 

Los Angeles 993 352 
New York 834 86 
Washington, D.C. 797 -7 
Chicago 758 -183 
Anaheim-Santa 

Ana 716 157 
Houston 567 295 
Philadelphia 475 -54 
San Francisco 461 -31 
Detroit 438 -159 
Dallas 437 165 

Areas With 
Least Growth 

St. Louis 
Paterson-Clifton- 

Passaic 
Newark 
Kansas City 
Boston 
Cleveland 
Milwaukee 
Cincinnati 
Buffalo 
Pittsburgh 

Source: Deparlmenl of Commerce. Bureau of the Census, 1970 
Census of Populalion & Housing, PHC(2)-I. 

over the 10-year period. The 25-34 age group 
will account for about half of this increase, with 
the number of households headed by individu- 
als between the ages of 25 and 34 growing by 
6.1 to 6.6 million. Clearly, the country is enter- 
ing an era of the young married household-a 
legacy of the World War II baby boom.16 (See 
Chart 7.) 

The basic household composition, how- 

l 6  The predictions of the number of households and the 
composition by age of head are reported in two series 
of predictions by the Bureau of the Census. The 
difference between the two predictions is the result of 
different assumptions about the proportion of single 
person households and the number of persons ever 
married. The first, or higher series is based on the 
annual rates of change of singles and ever-marrieds 
during the period 1957-1969. The latter, and larger 
projection is based on a rate of change for singles and 
ever-marrieds one-half of that of the first series. The 
ultimate result should be somewhere in between. 

Chart 7 

Projected Number of Households 
by Age of Head 

Source:  D e o a r t m e n t  o f  C o m m e r c e .  Bureau o f  t h e  Census. 
C u r r e n t  P o p u l a t i o n  Repor ts ,  Series P-25 ,  N o .  476, 
Series 1 Project ions.  



ever, is not expected to change dramatically, 
but the trend to a higher proportion of single 
person households is expected to continue. The 
husband and wife household should continue to 
predominate, but will probably decline in rela- 
tive importance. Correspondingly, nonfamily 
households, households with one spouse miss- 
ing, and single person households will become 
relatively more important in terms of their 
proportion of total households. 

Census projections suggest that the rapid 
rate of expansion in the number of households, 
which helped to spur the record rates of 
housing production in recent years, will subside 
by the 1980's. (See Table 11 .) By 1990, the 
absolute increase in the number of households 
is expected to sink to pre-World War II levels. 

The reduction in the rate of household 
formation will take some of the pressures off 
housing markets. But it must be emphasized 
that there are many other factors important to 
the demand for housing. Units will have to be 
produced to replace housing lost through deteri- 
oration or destroyed by natural disasters such 
as fires and floods. As incomes increase, 
individuals also will be able to afford to replace 
the low quality housing stock at a more rapid 
rate. 

Table 11. Rate of Household 
Formation (1 960-1 990) 

Percent 
Absolute Change 
Change From 

(In millions) Previous 
Period 

Period 
Series Series Series Series 

1 2 1 2 

196C-1965 (4.5) (8.4) 
1965-1 970 (5.6) (9.8) 
1970-1975 7.2 6.5 11.5 10.4 
1975-1980 9.2 6.7 10.3 9.6 
1980-1985 6.9 6.4 8.9 8.4 
1985-1990 5.8 5.4 6.9 6.6 

Souroe. Department of Commerce, Bureau of the Census, Current 
Population Reporfs, Serles P-25, No. 476. 

In summary, production in the 1980's is 
likely to exceed that in the 19701s, but the 
explosive growth of the residential construction 
industry that has occurred in recent years will 
not have to be repeated. 







Introduction 

7 
This chapter provides an overview of the 

structure of the U. S. housing industry, which 
for the purposes of this chapter is broadly 
defined as the builder of housing, the manufac- 
turer of housing and housing components, and 
the manufacturer of mobile homes. It also 
highlights the technological and other develop- 
ments that have brought about change in this 
industry in the last 5 years. It is not intended to 
give a comprehensive analysis of all the indus- 
tries and government organizations that provide 
important goods and services to the housing 
industry. As a caveat, it should also be empha- 
sized at the outset that information available on 
the housing industry is relatively scarce and 
sometimes of questionable accuracy. Accord- 
ingly, this report attempts to identify all sources 
as clearly as possible, with the understanding 
that conclusions and generalizations must be 
tempered, in some cases, with a certain 
amount of caution. 

Structure and Technology 
in the Housing Industry 

The Nature of the 
Industry 

The portion of the housing industry dealing 
with the production of housing units has had 
two distinct industry sectors: traditional onsite 
homebuilding and mobile home manufacturing. 
The traditional homebuilding industry is ex- 
tremely fragmented, comprising more than 
11 0,000 builders-the majority of whom an- 
nually produce less than 25 units each. By 
contrast, the relatively young mobile home 
industry is made up of between 500 and 600 
companies, including an unknown number of 
very small producers, and is fairly well concen- 
trated within a small number of firms that 
account for a large proportion of total produc- 
tion. There are few barriers to entry in the 
traditional homebuilding field. In contrast, entry 
is more difficult in mobile home manufacturing, 
where long-term capital investment is required 
for all but the smallest operators. 

It is fair to say that in recent years, these 
differences between conventional homebuilding 
and mobile home manufacturing have begun to 

erode somewhat. The increasing use of prefa- 
brication and other forms of industrialization, for 
example, have begun to move major elements 
of homebuilding into the factory, where most 
mobile homes have always been produced. 
Moreover, a growing amount of concentration 
and diversification by both sectors of the indus- 
try has led to a situation where a fair number 
(some 20 to 50) of the largest corporations are 
involved in both traditional homebuilding and 
mobile home manufacturing. Although trends 
such as these appear to be blurring the distinc- 
tions between the two industry sectors to some 
extent, the differences are still greater than any 
similarities. 

In 1972, the traditional homebuilding sector 
started 2,378,500 housing units, while comple- 
tions-a better measure of production perform- 
ance-reached 1,999,200 units, up 47 percent 
from the 1,360,500 units completed in 1968. 
Com~letions of privately owned single-family 
units totaled 1,143,300 in 1972, a rise of 33 
percent from 1968's 858,600 units. Privately 
owned multifamily unit completions increased at 
a far greater rate; the completion of 828,200 
units in structures with two or more units 
represented an 80 percent increase over the 
461,200 multifamily units completed in 1968.' 
Meanwhile during 1972, the mobile home manu- 
facturing sector produced and shipped 575,940 
mobile home units to dealers and land develop- 
ers, including more than 85,000 double-wide 
units (another 25,000 units were produced to 
house disaster victims and provide shelter to 
meet other special needs). The basic mobile 
home output was an increase of more than 80 
percent over the317,950 units shipped in 1968.2 

While data are not available on the length 
of time that elapses between shipment of 
mobile homes by manufacturers, and sale and 
placement onsite by dealers, there is evidence 
that it now takes longer to complete a conven- 
tional housing unit than was formerly the case. 
In 1968, a single-family unit needed, on the 
average, 4.3 months after construction start to 
be completed. In 1971, the average time neces- 
sary was 4.8 months, and in 1972, the period 

Department of Commerce, Bureau of the Census, Con- 
struction Reports, C22-73-5. 

* Mobile Home Manufacturers Association, Mobile Home 
Shipments and Production, 1972 Annual Report. 



had increased to 5.2 months. Construction time 
for multifamily buildings exhibited similar in- 
creases; an apartment building with 10 to 24 
units required an average construction time of 
7.3 months in the period 1963 to 1967, 8.5 
months in 1971, and 9.3 months in 1972.3 
Some of the recent lengthening of the construc- 
tion process has been due to spot shortages of 
certain materials or craft skills. Materials and 
parts substitutions, and industrialization of the 
construction process offer some solutions to 
many of these problems, and should help to 
achieve a balance between industry capacity 
and the expanded demand for housing produc- 
tion. 

Structure ~f the f raditional 
Hemebuilding Sector 

During 1972, the U. S. homebuilding indus- 
try produced almost $45 billion of new residen- 
tial construction, making it one of the largest 
and most important segments of the domestic 
economy. Yet, unlike other industries of compa- 
rable size such as steel or automobiles, the 
homebuilding industry is characterized by many 
small firms with relatively short existences. 
Housing demand and production are highly 
cyclical due largely to fluctuations in the supply 
of mortgage credit, while equity capital require- 
ments are minimal compared to those of other 
industries. As a result, firms move in and out of 
the industry with great frequency, and it is 
difficult to determine precisely the number of 
housing producers that are operating at any 
given time. It is estimated4 that, as of 1967, 
roughly 110,000 homebuilding firms were in 
operation. In spite of the ease of entry, how- 
ever, minority-owned construction firms con- 
tinue to be quite rare. 

The transitory nature of many of these 
homebuilding firms is evidenced by the fact that 
in 1967, about one-third did not have a payroll. 
The backbone of the industry consists of indi- 
vidual craftsmen, real estate operators, and 
other small entrepreneurs who may build hous- 
ing during periods of plentiful mortgage credit 
and turn to other activities during periods of 
3 Department of Commerce, Bureau of the Census, Con- 

struction Reports, C30-70-1 Supplement; C20-72-7; 
C20-73-6. 

4Based on The 1967 Census of Construction Industries, 
Department of Commerce, Bureau of the Census. 

tight money. (See Chapter 3.) Other features 
that characterize the bulk of homebuilders oper- 
ating in the U. S,  are the following. 

Emphasis en Single-Family Dwellings: 
Builders' responses to a 1969 National Associa- 
tion of Home Builders' survey indicated that 
fewer than 10 percent of those surveyed con- 
sidered multifamily building their primary prod- 
uct. Homebuilders with unit production of less 
than 100 units were more likely to indicate 
custom homes or single-family homes to be 
sold on the speculative or open market as their 
primary products. On the other hand, larger 
producers (more than 100 units) were likely to 
be engaged in multifamily andlor speculative 
single-family building. (See Table 1 .) 

Flexible Business Strategies: Many home- 
builders tend to "switch businesses" according 
to perceived market demands and/or the supply 
of money. They will also often engage simulta- 
neously in the related businesses of speculative 
building, custom building, rehabilitation and re- 
modeling, land development, and commercial 
and industrial construction. This has enabled 
many of them to survive financially when the 
residential housing market declines, thereby 
giving them the resilience to reenter that market 
when conditions improve. 

Table 1. Percentage of Firms or 
Operators by Category 

Builders Surveyed 
Primary Total 
Product 1969 Med- 

Operation Sur- Small ium barge 
vey (1-25 (26- (101 + 

units) 100 units) 
units) 

Speculative 
single family 20.4% 19.8% 33.0% 34.7% 

Custom single 
family 19.0 28.8 13.8 4.2 

Multifamily 9.3 4.8 13.5 31.7 
Not classified 

above 51.3 46.6 39.7 29.4 

Source. National Association of Home  B u i l d e r s .  P r o i ~ l e  o f  the 
B u ~ l d e r  and HIS Industry. 1969. 



High Incidence of  Subcontracting: Ac- 
cording to the 1969 National Association of 
Home Builders' survey, nearly 90 percent of the 
homebuilders surveyed subcontract at least 25 
percent of their costs of construction. (See 
Chart 1 .) 

Increasing Proportion of Sole Proprie- 
torships: According to the same survey, about 
37 percent of U. S. homebuilders are organized 
as sole proprietorships and 45 percent as 
corporations, with the remainder being partner- 
ships or a combination of forms. However, 
when the 1969 figures are compared with the 
National Association of Home Builders' 1964 

Chart 1 

The Importance of Subcontracting 
by Builders 

Percentage of homebuilders surveyed 

Portion of cost 
subcontracted 100 % 

Note:  Percentages m a y  n o t  add t o  100.0 because 
o f  rounding. 

Source: Nat ional  Association o f  Homebuilders, Profi le 
of t h e  Builder and His Industry,  1969. - 

survey, the proportion of builders organized as 
sole proprietorships had risen from 30 percent 
to almost 37 percent in 5 years. (See Chart 2.) 
Sole proprietorships are especially prevalent 
among single-family builders and producers of 
one to 25 units. These builders are the most 
likely to remain a short time in the industry and, 
therefore, the most likely to opt for a simple and 
inexpensive mode of entry. Conversely, among 
producers of more than 100 units annually, the 
corporate form of organization is most common, 
reflecting the need for greater financial re- 
sources and the limited liability features of 
incorporation. (See Chart 3.) 

The Large Homebuilders 

Although little further detailed information is 
available on the industry as a whole, consider- 
ably more can be said about the few large 
homebuilders at the top of the industry-i.e., 
those companies that either have annual sales 
of more than $10 million or annual volume of 
more than 200 units. Overall, it appears that 
these firms, which represent less than 1 per- 
cent of the firms in the homebuilding sector, 
tend to be comparatively stable, relatively well- 
capitalized corporations. They are characterized 
by: 

1. An increasing share of the market-28 
percent of 1972 housing production and 23.5 
percent of dollar revenues in that year; 

2. A high level of acquisition and merger 
activity; and 

3. Uneven financial performance. 
Despite their similarities, however, these 

large firms show distinct differences in terms of 
geographic span of operations, the incidence of 
public ownership, organizational structure, and 
other operating characteristics. The following 
sections discuss these key similarities and 
differences. It is important to emphasize, how- 
ever, that these large homebuilders are the 
exception rather than the rule in this industry: 
Small homebuilders producing fewer than 200 
units a year remain the dominant force repre- 
senting over two-thirds of the market. 

An lncreasing Share of the Market: Ac- 
cording to an annual survey prepared by 
Professional Builder, the number of homebuild- 
ers with more than $10 million in annual sales 



grew from 119 in 1968 to 369 in 1972.5 
Observing the emergence of large homebuild- 
ing firms from another point of view, the 1973 
Bluebook of Major Homebuilders reports that 
the 51 1 builders with annual volume of more 
than 2Q0 units have captured an increasing 
share of the market over the last few years. As 
shown in Chart 4, the unit volume of these 
builders represented 17.2 percent of total hous- 
ing production in 1969. By the end of 1972, this 
share had increased to 28 percent. Moreover, 
about three-quarters of this 1972 share is 
attributable to the 225 firms with volume of 
more than 1,000 units annually. In terms of 

The sales figures also include nonhousing-produced 
revenue. In addition, these are not constant dollars 
and therefore some portion of the firms entered the 
"giant" category solely by virtue of inflation. 

Chart 2 

Organization o f  the Homebuilding Industry 

Percentage of homebuilders surveyed 

Structure of firm 
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Sole Proprietorship 

N o t e :  Percentages may n o t  add t o  100.0 because 
o f  rounding. 

Source: National Association of Homebuilders, Profile 
of t h e  Builder and His Industry, 1969. 

dollar volume, the value of housing constructed 
or manufactured by the largest homebuilders 
has increased steadily as shown in Table 2. 

Table 2. Dollar Volume of Housing 
"Giants" 

(Housing Revenues) 

Volume 
Year (Millions 

of Dollars) 

1968 $2,670 
1969 5,356 
1970 6,833 
1971 9,132 

- 

Source Proless~onal Bu~lder magarme. July Issues, 1969 to 1972. 

Vrofessional Builder magazine defines "giants" as those 
homebuilders with sales greater than $10 million 
annually. 

C h a r t  3 

Structure o f  Firms b y  Type and Volume 
o f  Production 
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o f  t h e  Builder and His Industry, 1969. 



Although major homebuilders continue to 
increase total dollar volume and to capture a 
growing share of the total number of units 
produced, in 1972 their share of the industry's 
total dollar volume decreased (Chart 5).7 Be- 
cause small builders are more susceptible to 
cyclical factors, their volume declines during 
housing recessions more than that of the major 
homebuilders. The larger firms sometimes even 
maintain or increase their dollar volume in the 
face of recession, thus increasing their share of 
the market. In housing booms, the reverse 

Chart 5 uses value put in place as a measure of total 
dollar volume. However, the sales of "giant" home- 
builders as defined by Professional Builder, which is 
used to determine market share, include land sales. 
Therefore, the estimate of the share of "giant" home- 
builders is somewhat overstated. 

Chart 4 

Market Share of Major Homebuilders 

2,378.5 

Unit 
starts 
(000) 

Production 
of major 

homebuilders 

N o t e :  Data  exclude mobi le  h o m e  production. 

Source: Department  of Commerce, Construction Reports, 
C20-73-3; C M  R Associates, I nc., Bluebooks o f  
Major  Homebuilders, 1970-1 973. 

occurs. Small builders grow faster than large 
builders, thus reducing the market share of the 
latter. 

High Level of Mergers and Acquisitions: 
A high level of merger and acquisition activity 
has been associated with recent industry con- 
centration, at least on the part of the publicly 
held homebuilders, whose activities are re- 
corded. Industry observers feel, however, that 
this trend also is occurring among most large 
homebuilders-whether or not they are publicly 
held-and has been continuously occurring 
over time throughout the industry. 

Between 1969 and 1972, 31 publicly held 
homebuilders with annual revenues exceeding 
$25 million engaged in a total of 84 mergers or 
acquisitions. This level of merger activity is 
extremely high compared to that of other indus- 
tries. Among the top 200 manufacturing and 
mining firms, for example, the average number 
of mergers/acquisitions per company was 0.1 7 
per year during the same period. By contrast, 
the average for the 31 publicly held homebuild- 
ers was 0.68 per year-about 4 times as many. 
Although this comparison is not a totally fair 

Chart 5 

Dollar Volume and Market Share 
of "Giant" Homebuilders 

Total indusby dollar volume 
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Source: Department  o f  Commerce, Construction Reports, 
C30-73-6; Professional Builder Magazine, July 
issues 1969-1 973. 



one, due to the obvious differences between 
construction and manufacturing, it does provide 
some insight into current merger and acquisi- 
tion activity in the industry. 

Major homebuilders have been merging 
with and acquiring other firms for three principal 
purposes. First, they may wish to diversify into 
broader product lines. In response to the high 
unit cost of and diminishing growth in single- 
family detached housing, for example, a single- 
family homebuilder might acquire firms with 
capability to construct garden apartments, mo- 
bile homes, or townhouses. Of the identified 
mergers and acquisitions made by the 31 large 
publicly held homebuilders, 43 percent were 
actions that provided such product line diversifi- 
cation. 

Geographic expansion is another important 
motivation behind merger and acquisition activ- 
ity, representing about 32 percent of the merg- 
ers/acquisitions identified. Geographic expan- 
sion provides the benefit of shielding the builder 
from the possibility of serious dislocations in a 
single market area. Many large firms undertake 
geographic expansion through acquisition of 
existing builders in order to profit by the estab- 
lished builder's reputation and relationship with 
local governments and building officials. The 
importance of quickly gaining an understanding 
of local market preferences, suppliers, and 
sources of labor subcontractor capability is 
obvious. The diversity of local building codes is 
also a key force behind acquisition of this kind. 

Finally, vertical integration has accounted 
for 25 percent of the mergers and acquisitions 
identified. Such integration generally has taken 

the form of combinations with building supply 
organizations, housing fabricators, land devel- 
opment enterprises, and financial institutions. 

Despite this high level of mergerlacquisi- 
tion activity, economic concentration of home- 
building is still relatively low, with the largest 
homebuilding firm accounting for less than six- 
tenths of 1 percent of the Nation's total conven- 
tional housing production. 

Uneven Financial Performance: Assess- 
ing the financial performance of the traditional 
homebuilding industry is extremely difficult. Any 
generalizations made about this area must be 
particularly guarded. Because of the frag- 
mented nature of the industry, no meaningful 
financial statistics have been collected on a 
comparative basis for the bulk of U. S. home- 
builders, which are proprietorships, partner- 
ships, and closely held private corporations. 
Moreover, even among publicly held corpora- 
tions and subsidiaries that must provide public 
financial statements, nonhomebuilding activities 
undertaken by these corporations are pooled 
with or incorporated into the financial results for 
homebuilding activities. The situation is further 
complicated by the fact that the accounting 
profession is currently redefining some impor- 
tant principles that apply to homebuilders. As a 
result, year-to-year comparisons may be some- 
what inconsistent and misleading. 

Despite these constraints, however, an 
analysis of the financial performance of 11 
large, publicly held homebuilders with relatively 
uncomplicated income statements provides 
some insights into the financial structure and 

Table 3. Average Financial Performance of Selected Major 
Homebuilders 

Equity as a 
Year Return on Return on Gross Return on Percentage Sales,Assets 

Equity Assets Margin 
Sales of Assets 

Source: Profess~onal Bu~lder Magazine, July issues. 1970-1 973. 



profitability of at least the largest participants in 
the industry. Average historical financial data 
for these firms in the years 1969 through 1972 
are presented in Table 3.8 

Financial Leverage: Financial leverage is 
defined as a firm's ability to augment its own 
equity with the financial resources of others- 
e.g., through issuing long-term debt and draw- 
ing on lines of credit. 

There is a wide variance in the extent to 
which different firms use equity to finance asset 
holdings. Moreover, equity as a percentage of 
assets varies significantly from year to year in a 
single firm. For the average of all firms repre- 
sented in the charts, the equity-asset ratio is 
higher in 1971 and 1972 than in 1969 and 
1970, but the period studied is too short to 
establish a reliable trend. 

Profit Margins: A major factor affecting 
return on investment is profit margin, or return 
on sales. Although many individual companies 
have experienced shifts in profit margins, aver- 
age return on sales has not varied markedly for 
these selected companies during the past 4 
years-i.e., from 4.8 percent in 1969 to 5.6 
percent in 1972. 

Velocity of Asset Utilization: Another 
component of the profit mechanism is the 
velocity of asset utilization, or the dollar volume 
of sales as a multiple of total assets employed. 
The basic rule applied is that the more effec- 
tively assets are utilized (or turned over) to 
make a profit, the lighter the burden of their 
fixed costs-i.e., interest and dividends. Asset 
velocity appears to have declined from the 
1969 high, perhaps as a result of the increased 
size of these 11 large, publicly held builders. 

Key Differences in Operating Character- 
istics: Although it can be assumed that the 
major homebuilders are different from the re- 
maining thousands of small builders, important 
operating differences exist even among the 
approximately 500 firms that produced more 
than 200 units in 1972. To highlight these 

Averages used are unweighted. Because of this and the 
variations in nonavailable data, the averages are only 
approximate indicators of the performance of this 
particular class of homebuilders. 

differences, a recent independent study con- 
ducted for HUD examined the 511 homebuild- 
ers identified by the "Bluebook of Major Home- 
builders" in three groups: (A) the top 25 
homebuilders in unit volume (Group 1); (B) a 
sampleg of builders ranking from 26 to 200 
inclusive in unit volume on the "Bluebook's" list 
(Group 2); and (C) an equal sample of builders 
whose unit volume places them between 200 
and 500 on the list (Group 3). In analyzing the 
differences among these three segments, quite 
significant variations were found in terms of the 
following considerations. 

Geographical Span of Operations: As 
Chart 6 indicates, Group 1 builders operate in 
an average of nine States, while Group 2 firms 
typically operate in fewer than three States, and 
Group 3 firms primarily in one State only. 
However, it should be noted that all Census- 
defined regions of the country have experi- 
enced growth in the number of major home- 
builders (Chart 7). Further, only the top 25 

The sample size equaled 25. 

Chart 6 

The Relationship Between the Size 
of the Homebuilder and the Number 

of States Served 

Average number Median number 
of States served of States served 

Group 2 2 60 

Group 3 ' j1.24 

I I 
Source: C M R  Associates, Inc., The  Bluebook of Major 

Homebuilders, 1973. 



builders are multiregional. While six of these 
builders are known to operate on a nationwide 
basis, the average number of regions served is 
between two and three. Although operating 
data are not available on the smallest builders 
(i.e., those with annual volume of fewer than 
200 units), one could conclude that the vast 
majority operate in only one marketing area. 
Thus, given that the smallest homebuilders 
represent more than 99 percent of all home- 
building firms, the industry is primarily a "local" 
business. 

Ownership: As might be expected, the 
larger the homebuilding firm, the more likely it 
is to be publicly held (Chart 8). More than half 
of the top 25 are publicly held, while only 24 
percent of the Group 2, and 20 percent of the 
Group 3, are publicly held. Although the trans- 
formation into public entities has provided these 
companies with a more stable source of capital, 
many have experienced severe personnel turn- 
over problems. The bulk of homebuilding enter- 
prises begin as "one-man" entrepreneurial op- 

Chart  7 

The Regional Concentration o f  Major 
Homebuilders 
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erations and usually continue as such as they 
grow. Even the largest operations are today 
heavily dependent upon the personal style and 
leadership of "one-man" or are a confederation 
of "one-man" entities. When a chief executive 
becomes responsible to shareholders rather 
than himself, the situation changes consider- 
ably. For one thing, the entrepreneurial rewards 
formerly available as the result of profitable 
"deals" are replaced by more standard salary, 
bonus, and fringe benefit packages. 

A further complication occurs when a pub- 
lic organization unfamiliar with the operating 
styles of homebuilding acquires a homebuilder. 
In such cases, the chief executive is compelled 
to conform to corporate procedures that may or 
may not be appropriate to housing production. 
As a result, executive turnover among publicly 
held homebuilders acquired by publicly held 
corporations has been high.1° Of 14 recently 
acquired homebuilders, for example, only four 
of the acquired chief executives are still with 
their companies. 

Internal Organization: Among the large 
homebuilders, four distinct types of internal 
organization are typically employed: 

1.  Decentralized Management. Group 1 
firms and some Group 2 firms typically adopt a 
regionalized organizational structure and dele- 
gate a large share of responsibility to the field. 
The field organization is supported by an oper- 
ating staff at the regional level for finance, 
marketing, engineering, and construction. Head- 
quarters executives review major decisions in 
terms of performance against plan, and are 
supported by a specialized budgeting and plan- 
ning staff. 

2. Coalition. Some Group 1 firms and the 
larger Group 2 enterprises employ a "coalition" 
form of organizational structure. This semicen- 
tralized form of organization essentially repli- 

'0 A survey of the Nation's largest homebuilders recently 
conducted by the management consulting firm, Mc- 
Kinsey & Company, Inc., reported that the upper third 
of  those homebuilders experiencing turnover realized 
an average annual loss of 35 percent of their middle 
managers. Another recent McKinsey study of the 
activities of insurance companies in real estate devel- 
opment operations reported "high turnover'' among 
top, middle, and project managers. 



cates small- to medium-sized building compa- 
nies in each of the regions in which the firms 
operate, with a small central staff devoted 
primarily to financial management. 

3. Centralized Management. Typical of the 
small Group 2 and larger Group 3 firms is a 
highly centralized structure that attempts to use 
management processes to reinforce the effec- 
tiveness of the organization's key decision- 
maker-usually the founding entrepreneur. This 
form of management places a small, expert 
project management team in the field at each 
project and centralizes all other staff, so that 
top management has access to them and can 
review all major operating decisions. 

4. "One-Man" Management. The bulk of 
Group 3 and smaller entities employ a highly 
centralized form of management in which their 
chief executives (and close associates or mem- 
bers of their families) make all the operating 
decisions. In such cases, the small central staff 

Private1 

Publicly 

spends much of its time onsite, and part-time 
specialists are employed on a project basis for 
accounting, financial management, design and 
engineering, and legal matters. 

Type of Dwel l ings Built: In terms of 
product lines, there appear to be no dramatic 
differences among the three groups of large 
homebuilders. (See Chart 9.) Unlike the major- 
ity of homebuilders, the largest firms in the 
industry produce relatively more multifamily 
units than single-family, with the major share of 
the volume being derived from lowrise apart- 
ments. However, while the product mix of 
Group 2 builders has not changed significantly 
from 1969 to 1972, the top 25 builders have 
been diversifying out of single-family detached 
production into townhouses and highrises. Simi- 
larly, Group 3 firms also have been diversifying 
into townhouses. 

The Use of Industrially Produced Parts: 
As might be expected, Group 1 homebuilders 

Chart 8 
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use major premanufactured parts more exten- 
sively than Group 2 or 3 firms. (See Chart 10.) 
Of the top 25 builders, 60 percent report using 
industrially produced parts and components in 
52 percent of their production. In many cases, 
these parts and components are manufactured 
in company-operated factories and then assem- 
bled onsite. Many executives of Group 1 firms 
anticipate a growing reliance on such methods 
of operation. 

Structure of the Mobile 
Home Manufacturing 
S e c t ~ r  

Compared with the traditional homebuilding 
sector, the mobile home manufacturing seg- 
ment of the housing industry comprises a 
relatively small number of firms," with most 
activity concentrated among a relatively few 
firms. In addition, mobile home manufacturers 
are generally well-capitalized organizations, uti- 
lizing production-line fabrication techniques and 
distributing through dealerships. Although on a 
slightly different scale, the mobile home manu- 
facturing sector has shown the same type of 
trends, however, that can be seen within the 
high-production segment of the homebuilding 
industry-i.e., increasing concentration, heavy 
merger/acquisition activity, and uneven financial 
performance. 

Concentration of the Industry: The Mo- 
bile Home Manufacturers Association recently 
estimated that about 335 mobile home manu- 
facturers operate in the U.S., a number less 
than one-half of 1 percent of the number of 
firms engaged in traditional, onsite homebuild- 
ing. Among this relatively small number of 
companies, industry activity has become in- 
creasingly concentrated among the largest 
firms. The market share of the top 25 producers 
in terms of unit volume has grown from 53 
percent to 63 percent during the period from 
1969 to 1972. (See Chart 11 .) 
l 1  This does not include an unknown number of very small 

operators who produce a few units per year. In total, it 
is estimated that there are between 500 and 600 
producers of all sizes. 

The reasons behind such concentration 
can be traced to the nature of the industry. To 
a far greater extent than is possible for onsite 
homebuilders, the operations of mobile home 
manufacturers lend themselves to economies of 
scale and other operating benefits achieved 
through increases in size. In an industry where 

Chart 10 
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Chart 11 

Market Share of the Top 25 Mobile 
Home Manufacturers 
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the cost of purchased materials typically ac- 
counts for more than 50 percent of the total 
cost per unit, purchasing control and quantity 
price agreements are particularly significant. 
One of the top mobile home manufacturers 
believes that its purchasing power and skill 
have been the key factors in maintaining high 
profitability in the face of escalating costs. 

Although it cannot be determined whether 
such concentration will continue, most of the 
largest mobile home manufacturers have built 
extensive new facilities over the last few years 
and have initiated ambitious expansion plans 
for the future. In 1972, for example, one of the 
top five producers added 10 new plants and 
anticipates adding another 10 each year for the 
next 4 years. Similarly, seven out of 32 compa- 
nies with sales in excess of $25 million added 
two or three plants each last year. While it is 
difficult to identify the type and amount of 

Chart 12 

Acquisition Activity 
in the Mobile Home Industry 

Source: McKinsey and Company, Inc., "Analyzing Trends 
in the Housing Industry," a study prepared for the 
National Housing Policy Review, using data from 
Standard and Poor's. 

expansion that is occurring among the smaller, 
privately held companies, one can speculate 
that their rate of expansion is not as high due 
to comparatively limited capital resources. 

High Level of Merger and Acquisition 
Activity: The benefits of economies of scale, 
purchasing power, and broad geographic pene- 
tration have been instrumental in spurring the 
high level of merger and acquisition activity that 
has occurred in this industry segment, particu- 
larly during the late 1960's and to a lesser 
extent in the 1970's (Chart 12). From 1969 to 
1971, merger and acquisition activity in the 
mobile home manufacturing sector exceeded 
levels in the overall manufacturing and mining 
industries--an annual rate of 0.47 mergers1 
acquisitions per company12 compared to 0.1 7 
for the 200 largest manufacturing and mining 
concerns. This level of activity is less than that 
in the traditional homebuilding industry, proba- 
bly because the industry is smaller and already 
much more concentrated, thereby limiting the 
number of possible mobile home manufacturers 
that are candidates for merger and acquisition. 

An analysis of mergers and acquisitions 
recorded by Standard and Poor's between 1962 
and 1972 shows that nearly 120 such actions 
involved mobile home concerns (Chart 13). Of 
these, the largest number-ver 40 percent- 
were horizontal combinations of mobile home 
manufacturers that led to production or pur- 
chasing economies of scale, and, perhaps more 
importantly, geographic penetration. In order for 
a mobile home manufacturer to penetrate a 
new market, it must either build or acquire a 
plant in that locale. This is because the high 
cost of transporting mobile homes limits the 
profitable distribution in most cases to within 
300 to 500 miles of the manufacturing facility.13 

Although the great bulk of mergers and 
acquisitions during the last decade has been 
within the industry itself, 23 percent of the 
actions identified have been recent acquisitions 
by large, diversified corporations seeking a 

l 2  McKinsey & Company, Inc., "Analyzing Trends in the 
Housing Industry," a 1973 study prepared for the 
National Housing Policy Review, using data for 35 of 
the largest publicly held mobile home companies for 
which public information is available. 

131bid. The transportation costs of mobile homes ranged 
from 60 cents to 90 cents per mile in 1973. 



share of the industry's growth in sales and 
earnings. In such cases, large publicly held 
corporations have acquired some of the highest 
volume producers in the industry. Three of the 
top 10 mobile home manufacturers, which to- 
gether accounted for more than $300 million in 
sales in 1972, have become subsidiaries of 
large, diversified corporations in the last few 
years. 

Major Operating Characteristics: While 
the production of mobile homes is somewhat 
concentrated, the distribution and retailing sys- 
tem is not. Most mobile home manufacturers 
distribute their homes through an estimated 
10,500 nonexclusive mobile home dealers- 
plus at least that many retailers who are 
primarily engaged in other activities while sell- 
ing mobile homes as a sideline. In addition, 

Char t  13 
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some mobile home manufacturers have diversi- 
fied into retailing themselves. The independent 
retail outlets that specialize in mobile homes 
are generally small, with typical annual sales of 
less than $500,000, and they almost always 
carry competing brands of products. Other key 
operating characteristics of mobile home manu- 
facturers are as follows: 

Geographic Concentration: Because the 
high cost of transporting mobile homes limits 
markets geographically, State and regionally 
based businesses are the norm in the mobile 
home industry. As a result, many small manu- 
facturers have been able to survive in their 
locales despite the presence of large manufac- 
turers in the industry. Only the top five produc- 
ers, for example, operate on a nationwide 
basis, having from 24 to 56 plants each. The 
remaining top 25 manufacturers tend to distrib- 
ute in one or two census regions, operating 
from four to nine plants. The geographic limita- 
tions on production and distribution have also 
led to concentration of producers in those areas 
where consumer demand is highest. As Chart 
14 shows, between 1968 and 1972 mobile 
home output became even more concentrated 
in the South, where the retirement and nonur- 
ban blue collar markets are particularly strong. 
In turn, production in the North Central States, 
the other traditional market area, has declined 
somewhat. 

Ownership: In conjunction with merger 
and acquisition activity on the part of larger 
firms, the degree of public ownership has 
increased substantially over the past several 
years. Of large mobile home manufacturers,14 
more than 90 percent now are publicly held (or 
parts of publicly held enterprises) compared 
with 64.5 percent in 1969. (See Chart 15.) 

Financial Performance: As in the case of 
homebuilders, financial data are available only 
for the large, publicly held mobile home manu- 
facturers. An analysis of 10 of the largest firms 
whose principal business is mobile home manu- 
facturing shows an uneven performance during 
the past 4 years as evidenced by fluctuations in 

l4 Ibid. The 32 mobile home manufacturers with 1972 sales 
exceeding $20 million, of which at least 50 percent 
was derived from the manufacture of mobile homes. 

profit margins, leverage, and asset velocity.15 
(See Table 4.) 

Profit margins (return on sales), an impor- 
tant variable in this production line industry, 
have varied from 3.95 percent in 1969 to a low 
of 3.3 percent in 1972, with intervening fluctua- 
tions in 1971 and in 1970. In general, return on 
equity (profitability) has been highest in those 
years with highest return on sales. For exam- 
ple, in 1969 and 1971, when profit margins 
were highest (3.95 percent and 3.8 percent 
respectively), return on equity was most attrac- 
tive (33.9 percent and 35.8 percent). Con- 
versely, 1972, the year of poorest aggregate 
performance (20.3 percent return on equity) 
also was a year of low profit margins (3.3 
percent). In this high volume industry, it should 
be noted that profit margins are not nearly so 

l 5  Averages used are unweighted; because of this and 
variations in nonavailable data, the averages are only 
approximate indicators of the performance of this 
particular class of mobile home manufacturers. 
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high as in traditional homebuilding, where re- 
turn on sales typically runs 5 to 6 percent for 
the largest homebuilders. 

Financial leverage also has shown an 
uneven pattern. Equity as a percent of assets 
was at about 54 percent for 1969 and 1972, but 
significantly higher for 1970 and 1971. As might 
be expected from the differences in their opera- 
tions, mobile home manufacturers have a 
higher degree of equity financing than major 
homebuilders, whose equity as a percent of 
assets averages from 30 to 47 percent. 

One distinct trend among large, publicly 

Chart 15 
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held mobile home manufacturers has been a 
decreasing level of asset velocity. Aggregate 
sales to asset ratios have decreased from 4.6 
in 1969 to 2.8 in 1972. Although asset turnover 
is decreasing dramatically (probably as a result 
of increased size), it is important to note that it 
still exceeds traditional homebuilder velocity by 
a factor of two. 

In sum, traditional onsite homebuilding and 
mobile home manufacturing are now sharply 
distinct sectors of the housing industry. As 
noted, the traditional sector is extremely frag- 
mented, deriving its production primarily from 
thousands of small custom and speculative 
builders, many of whom enter and leave the 
market as dictated by market conditions. In 
contrast, the mobile home sector is essentially 
a manufacturing, assembly line business involv- 
ing a relatively small number of manufacturers. 
As mentioned at the outset, however, the lines 
between these two sectors are beginning to 
blur to some extent. As described in the next 
section, some of this slight convergence can be 
traced to the increased industrialization of the 
industry, and advances in technology that have 
enabled homebuilders to realize the economies 
of factory-produced housing hitherto available 
only to mobile home manufacturers. 

The State of Housing 
Technology 

In the housing industry, the concept of 
technological advances as radical shifts in 
methodology does not readily apply. Changes 
in this industry have been gradual-evolution- 
ary rather than revolutionary. 

Rapid change in housing technology is 
inhibited in part by the inability to test or 
"prove" new ideas easily. There is great reluct- 
ance on the part of builders and housing 
manufacturers to experiment with new products 
and techniques, since innovations are per- 
ceived to be risky under many market condi- 
tions. Another reason for the relatively slow 
growth in housing technology is the existence 
of a vast number of divergent and restrictive 
State and local building codes. (See Chapter 
5.) These codes usually specify hundreds of 
different construction requirements. Another ef- 



fect of building codes has been to fragment and 
thus limit the size of particular housing markets, 
making mass production more difficult. The 
cyclical nature of the housing industry also 
inhibits the rate of technical progress because it 
limits the willingness of producers to adopt the 
capital-intensive production techniques that are 
often necessary to make new products eco- 
nomical.' 

Despite these and other constraints, there 
have been some significant changes-particu- 
larly when viewed over a longer period of 
time-in the way in which a house is built. 
Sectional and modular housing, for example, 
were relatively unheard of prior to the 1960's. 
Although mobile homes have been in existence 
for over 40 years, the speed at which they can 
be produced has increased very rapidly in 
recent years, due to the introduction of and 
refinements in assembly line techniques. In 
addition to these advances, the housing indus- 
try also has experimented with new applications 
of materials-e.g., plastics, fiberglass, and 
epoxy. 

Production Technology 
Industrialization in. housing involves the 

application by housing producers of such indus- 

l 6  For an analysis of these problems, see "An Historical 
Evaluation of Industrialized Housing and Building Sys- 
tems in the United States," prepared for the Report of 
the President's Committee on Urban Housing, Vol. II, 
Washington, D.C.: Government Printing Office, 1968, 
pp. 181-189. 

trial methods as advances in production tech- 
niques, equipment, and organization and man- 
agement. The introduction of industrially pro- 
duced components into the onsite production of 
housing is one important element in the indus- 
trialization process. The use of these products 
has been evolutionary, beginning with small 
elements and progressing to larger, more corn- 
plex components. Examples of these manufac- 
tured items include electrical parts, windows, 
kitchen cabinets, prehung doors, roof trusses, 
utility cores, and exterior wall units. 

The most visible changes in construction 
techniques and methodologies are to be seen 
in the growing rate of factory production of 
complete housing "packages" or packages of 
major components of housing. Automation in 
Housing magazine, in its 1973 Factbook, pre- 
dicted that 70 percent of all housing starts in 
1973 would involve the use of at least some 
major industrialized components (exterior wall 
units, interior panels, roof trusses, floor sys- 
tems, utility cores, gable ends, soffit systems, 
prehung doors, etc.) This level of usage repre- 
sents an increase from 48 percent in 1969. 

Some industry observers believe that the 
actual level of use of industrialized components 
in housing is substantially higher than that. 
Considering that such factory-made parts as 
kitchen cabinets and prehung doors are used 
so commonly, it has been estimated that more 
than 90 percent of all starts include some 
"manufactured" component. Whatever the pre- 
cise figure, it is clear that this level of industrial- 

Table 4. Average Financial Performance of Selected Major Mobile 
Home Manufacturers 
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ization in housing has been increasing-most 
recently in application of the following compo- 
nents: 

Trusses and Panels for Floors, Ceilings, 
and Walls: These items are used more often 
than other major industrially produced ele- 
ments. A recent study by Automation in Hous- 
ing magazine, conducted in the 10 largest cities 
in the U.S., showed that more than 80 percent 
of the builders in these markets were using this 
type of prefabricated item. 

Mechanical Cores: Mechanical cores are 
perhaps the most revolutionary innovation in 
recent years in the homebuilding industry. 
These units usually contain an entire kitchen 
and one or more bathrooms. They come com- 
plete with all fixtures, plumbing, installation, and 
electrical wiring. Although such cores are not 
really new-they have been used by one major 
home manufacturer for the last 10 years-they 
are now gaining wider acceptance. 

I nd i v idua l  P lumb ing  and Elec t r ica l  
Cores: In the same family as kitchenlbathroom 
cores are the individual plumbing cores, or 
"plumbing trees" and electrical cores. These 
components provide all the plumbing or wiring 
necessary for the structure in one package. 
While accurate figures are not known, the 
volume of these units is also expected to 
increase. 

Most of the housing starts incorporating 
manufactured components are still made largely 
by conventional onsite builders, some of whom 
have integrated vertically to provide this capa- 
bility. One of the top 10 homebuilders reports 
that it intends to manufacture components itself 
for about 40 percent of its units. The number of 
starts made by conventional onsite builders 
using manufactured components has increased, 
according to Automation in Housing, from about 
230,000 units in 1969 to almost 500,000 units 
in 1972. 

Housing Packages: Although conventional 
builders are still the primary users of factory- 
made components, an emerging force in this 
field is the housing manufacturer who fabricates 
complete or nearly complete housing "pack- 
ages," ships them to the site, and assembles 

the house there. The four most prominent kind 
of housing "packages" are: 

Panelized Housing: A completely prefabri- 
cated housing unit that has been "knocked 
down" and shipped to the site, where it is 
assembled. These units closely resemble con- 
ventionally built homes, but with the advantage 
of substantial onsite labor and time savings. 
Moreover, onsite pilferage of lumber and other 
construction materials is also reduced. The 
exterior shell of a panelized house can often be 
assembled onsite and locked up in one day. 

Modular Housing: This form of housing 
production is constructed in three dimensions in 
a factory and shipped to a site for erection. The 
three-dimensional "building blocks" vary from a 
block for each room to a complete house as 
one piece. 

Section Housing: A form of modular hous- 
ing where a complete one-story house is fabri- 
cated in two sections. 

Precut Housing: Another method, requir- 
ing comparatively more onsite labor, is the 
precut package, for which all individual mem- 
bers are cut to size offsite and assembled 
onsite. 

Despite some well-publicized failures and 
plant closings, the manufactured-housing indus- 
try generally has been increasing its production 
capacity by 20 to 25 percent a year during the 
past 10 years. Since 1960 manufactured 
shipped housing units increased at an 11 
percent compound annual rate-from 126,800 
units to about 440,QOO units in 1972. (See 
Chart 16.) 

In addition to these "visible" changes in 
housing production, there are many changes in 
the manner in which a house is constructed 
that are totally unnoticeable to aryone not 
closely associated with homebuilding. Often the 
changes are small and have little positive or 
negative impact on the soundness of the struc- 
ture, but do allow some savings in time andlor 
money. An example of this kind of change is 
the attaching of steel beams to wood sills with 
steel bands instead of using conventional bolts 
or fasteners. Another new technique is the 
attaching of adhesives to studs to reduce the 



number of nailings necessary. As indicated 
earlier, however, the use of such methods has 
been limited somewhat by building codes and, 
in some cases, a lack of awareness of the new 
techniques. 

Production Aids 
As the homebuilding industry advances in 

terms of construction techniques, new aids and 
tools have been developed to assist the builder. 
The most significant are those used in actual 
construction and those devised for increasing 
the management effectiveness of the home- 
building or manufacturing operation. The most 
commonly used construction aids that have 
been developed in the past few years are: 

Automatic Gun-Nailers: The pneumatic 
gun-nailer, capable of nailing one nail at a time, 
has been used for onsite building for quite 
some time. However, the increase in factory 
manufacturing of houses and house compo- 

- - 

Chart 16 
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Source: McKinsey and Company, Inc., "Analyzing Trends 
in the Housing Industry," a study prepared for the 
National Housing Policy Review, using data from 
the National Association o f  Building Manufacturers. 

nents has led to the development of new guns 
that are capable of multiple, simultaneous nail- 
ing. 

Panel Cranes: As a result of the increased 
use of panels for floors, walls, and ceilings, 
cranes attached to the transport truck have 
become widely available to lift and place these 
panels in their proper position at the building 
site. 

Truss Assembly Forms, Framing Tables, 
Sheathing Machines: As may be self-evident, 
these items assist in the assembly of major 
components of the house. 

Adhesives and Adhesive Guns: Resin 
epoxies developed in space technology have 
been increasingly applied to the housing con- 
struction industry. A logical corollary of these 
new adhesives is the adhesive gun, which 
dispenses ribbons of adhesive from metal con- 
tainers. One constraint in the application of 
such adhesives, however, is lack of controlled 
climatic conditions that are necessary for the 
adhesive to set correctly. 

Management Tools 
Computers are still rare in homebuilding, 

but they have been appearing in recent years- 
at least among the large home manufacturers. 
There are, thus far, two primary applications for 
computers in housing: 

Engineering Construction Designs: 
Some large component manufacturers use 
computers to identify the kind of lumber, roof 
pitch, spans, and snowloading capacity required 
for trusses in various types of houses. The key 
benefits of such a method are not only savings 
in time, but a reduction of material wasted 
through mistakes or miscalculations. 

Scheduling the Flow of Materials and 
Parts: Another use of the computer is schedul- 
ing the cutting of parts, and other tasks, so that 
all the components of a particular unit are ready 
to be shipped out at the same time. As the 
sophistication of the homebuilding industry 
grows, the application of computers in produc- 
tion scheduling and purchasing is likely to 
increase in the larger homebuilding companies. 



Materials Technology 

The basic materials used for the construc- 
tion of residential units are wood, concrete, 
brick, stone, plastic, steel, aluminum, and glass. 
The basic materials have not changed so much 
over time as have their frequency and applica- 
tion in the construction of a house: 

Wood: Although there have been major 
changes in the application of wood in home- 
building, its frequency of use in its familiar 
forms is decreasing because of the high cost of 
lumber. Hardwood floors, for example, are 
becoming custom options rather than standard 
features. Doors and window frames are often 
metal or plastic. Wood as an exterior siding is 
often used not as the basic material but to 
adorn the structure, although wood and wood 
products have been the major type of exterior 
wall material for about 30 percent of new one- 
family homes started each year since 1969. 

Concrete: Prestressed and precast con- 
crete is being used more extensively for walls, 
f loors, and ceilings, in part as a result of 
increased lumber prices. In some cases, car- 
peting is being applied directly over the con- 
crete floor slab. 

Plastic: There has been a significant in- 
crease in the use of plastic in all components of 
home construction. One Operation BREAK- 
THROUGH house, for example, was built with 
plastic exterior walls. At least one major builder 
has indicated that 40 percent of the dwellings 
that the company will build next year will have 
fiberglass exteriors. Complete plastic bathroom 
assemblies also have been developed, and 
plastic is being used as the basic material for 
cabinets, insulation, roofing shingles, and as 
"manufactured-marble" vanity tops. Although 
not extensive at this time, the use of vinyl as an 
exterior siding is increasing. Perhaps the great- 
est increase in the use of plastic has been in 
the use of plastic pipes in plumbing systems. 

Steel: Traditionally used very extensively in 
heavy construction, the incidence of steel in 
residential construction had been fairly limited 
until recently. However, it is now being used in 
homes for roof trusses, floor joists, studs, and 

hollow metal doors-again, partly as a re- 
sponse to high lumber costs. 

Aluminum: A recent innovation has been 
the development of the lightweight aluminum 
frame. One aluminum company predicts that 
these frames will be used in at least 10 percent 
of the new houses built by 1980. Aluminum 
also is being used in doors and, more exten- 
sively, as a siding material. 

Glass: Glass is still being employed in the 
traditional manner in the construction of the 
home, but some new glasses have been devel- 
oped that provide greater insulation to the 
home than the traditional flat glass. Both insu- 
lating glass and mirror-like reflecting glass are 
being used to cut down on the heat and air 
conditioning needed in houses. 

Outlook for the Future 

As discussed above, technological ad- 
vances in homebuilding have been occurring 
somewhat slowly, primarily in the direction of 
providing a fully manufactured housing "pack- 
age." The outlook for the future is brightened 
by the general industry consensus that new 
products, techniques, and materials applications 
not only produce savings in time and cost, but 
may even be of superior quality and within 
closer tolerances. Moreover, often due to the 
efforts of architects and the design professions, 
the typical homebuyer often cannot tell the 
difference between a "factory-made" house and 
one that has been built from the foundation up 
in the traditional manner. Good design can 
accelerate the use and consumer acceptance 
of worthy innovations. 

Perhaps most important to the future of 
housing technology is the availability of product 
testing. Several private concerns, such as the 
National Association of Home Builders and the 
American Plywood Association, operate re- 
search centers funded for this purpose. Some 
of the major homebuilders also have their own 
engineering capability and, in some cases, 
research divisions. At least one major builder 
has testing facilities that are not only used for 
its own products, but for those of other builders 
as well. But the number of such facilities still is 
very limited compared to other industries. 



An experimental project recently under- 
taken by a major homebuilder in conjunction 
with at least 10 other corporations is another 
sign of progress for the industry. As the Na- 
tional Association of Home Builders has been 
doing over the years, this group of builders 
constructed and sold a "laboratory" house in 
Columbia, Md., equipping it with a number of 
new products or innovations that the owners of 
this house allow to be inspected periodically. 
Some of the more interesting features are a 
prebuilt modular bathlshower component made 
of seamless fiberglass; solid vinyl siding; "shan- 
gle" roofing, which is made of 8-foot panels of 
asbestos that resemble wood shingles; and 
exterior paneling made of extruded polystyrene 
board used as a substitute for sheathing and 
insulation. 

Overall, the trend has been toward greater 
use of technology and other improvements in 
industrialized techniques in housing production 
and manufacturing; this trend undoubtedly will 
continue, with rapid advances in the develop- 
ment and use of industrialized parts. How 
rapidly the industry advances in this direction in 
the future will depend, among other things, on 
the extent to which new modes of construction 
are properly tested and, equally as important, 
on the speed at which innovations can be 
brought into use through approval by govern- 
mental authorities. 

The Responsiveness of 
the Industry to Changes 
in Demand 

The presence of a large number of small 
builders who move in and out of the construc- 

tion industry helps to make the supply of 
housing very responsive to cyclical changes in 
demand. The evidence suggests that as de- 
mand varies in response to changes in credit 
conditions, very little change in price is neces- 
sary to bring forth changes in production. In 
fact, in the short run there seems to be no 
significant relationship between the price of 
housing and the number of units started." 

Similarly, the longrun supply appears to be 
very responsive to longrun increases in de- 
mand. One study suggests that a 1 percent 
increase in price in the long run will induce far 
more than a 10 percent increase in the quantity 
of housing supplied.18 There is a time lag in the 
response, however; only about two-thirds of a 
longrun increase in the desired stock of housing 
is satisfied within 3 years.lg 

While the supply of housing generally is 
very responsive to changes in demand, there is 
some evidence that the subsector of the indus- 
try that supplies rental housing responds rela- 
tively more slowly to changes in demand. Here, 
a longrun 1 percent change in rents seems to 
induce somewhat less than a 1 percent change 
in supply.20 It is difficult to explain this result in 
light of the evidence of the responsiveness of 
the housing supply in general. Perhaps the 
results are related to the fact that the small 
builder, who moves easily in and out of the 
industry, typically concentrates his efforts on 
the single-family home constructed for potential 
owners. On the other hand, it must be noted 
that our statistical techniques still are very 
primitive and that definitive conclusions are not 
yet possible. Future research may reveal less 
of a difference between the relative responsive- 
ness of the rental and homeowner markets. 

l 7  William W. Alberts, "Business Cycles, Residential Con- l 9  Richard F. Muth, "The Demand for Non-farm Housing," 
struction Cycles, and the Mortgage Market," Journal of published in Arnold C. Harburger, Editor, The Demand 
Political Economy, Vol. LXX, No. 3, June 1962. for Durable Goods, Chicago: University of Chicago 

l 8  Richard F. Muth, "The Demand for Non-farm Housing," Press, 1958. 
published in Harvey S. Perloff and Lowdon Wingo, Jr., 20 Frank de Leeuw and Nkanta F. Ekanem, "The Supply of 
Issues in  Urban Economics, Baltimore: Johns Hopkins Rental Housing," American Economic Review, Vol. 
University Press, 1968, pp. 28G291. LXI, No. 5, December 1971. 



Table 2. The Price of Housing, 1953-1972 
(Components of the Consumer Price Index) 

Housing Shelter Rental Homeowner 
6 -ti*i 1 Cc& g Year All Goods QLem- PO *;re 

(CPI) ABS REL. ABS? R ~ L .  ABS. REL. ABS. REL. 

1953 80.1 80.8 1.01 76.5 0.96 
1954 8Q.5 81.7 1 .O1 78.2 0.97 
1955 80.2 82.3 1.03 99.1 0.97 
1956 81.4 83.6 1.03 80.4 0.97 
1957 84.3 86.2 1.02 83.4 Q.97 
1958 86.6 87.7 1.01 85.1 0.98 
1959 87.3 88.6 1 .O1 86.0 0.99 
1960 88.7 90.2 1.02 87.8 0.99 
1961 89.6 90.9 1.01 88.5 0.99 
1962 9Q.6 91.7 1.01 89.6 0.99 
1963 91.7 92.7 1.01 90.7 0.99 
1964 92.9 93.8 1.01 92.2 0.99 
1965 94.5 94.9 1.00 93.8 0.99 
1966 97.2 97.2 1.00 96.8 0.99 
1967 100.0 10Q.O 1.00 100.0 1.00 
1968 104.2 104.2 1.00 104.8 1.01 
1969 1Q9.8 110.8 1 .O1 113.3 1.03 
1970 116.3 118.9 1.02 123.6 1.06 
1971 121.3 124.3 1 .Q2 128.8 1.06 
1972- 1253 129.2 1.03 134.5 1.07 

"fju!+ -0 I S L ' . ~  r .  r32.9 
Change ~n puce relatlve to CPI. 1953-1972 2 0'0 - 11 5". 

ABS Absolute value of component o l  the consumer prlce ~ndex  
REL - Compon~n t  d lv~ded by Consunier Prlce lndex 

SOURCE Department o l  Labor, Bureau of Labor Statistics Handbook o f  Labor Slatistics 
24 and 25 February 1973 Tables 24 and 25 

80.3 1 .OO 75.0 0.94 
83.2 1.03 76.3 0.95 
84.3 1.05 77.0 0.96 
85.9 1.06 78.3 0.96 
87.5 1.04 81.9 0.97 
89.1 1.03 83.5 0.96 
90.4 1.04 84.4 0.97 
91.7 1.03 86.3 0.97 
92.9 1.04 86.9 0.97 
94.0 1.04 87.9 Q.97 
95.0 1.04 89.0 8.97 
95.9 1.03 90.8 0.98 
96.9 1.03 92.7 0.98 
98.2 1.01 96.3 0.99 

100.0 1 .oo 100.0 1.00 
102.4 0.98 105.7 1.01 
185.7 0.96 116.0 1.06 
110.1 0.95 128.5 1.10 
115.2 0.95 133.7 1.10 
119.2 (3.95 1 
rqp.3 

- 19 lo. y4&;eMeiea. 1 ° C -  

1971. Table 127 Ivlonlhly Labor Rev ev / ,  May 1972, Tables 

disposable income for the same period was 10 
percent-much greater than for either the Con- 
sumer Price lndex or its homeownership com- 
ponent. Data for the last half of 1973, however, 
may reveal some acceleration in the rate of 
increase of homeownership costs because of 
the very rapid increase in interest rates that 
occurred during the summer. 

C ~ r n p ~ n e n t s  of H~meownership 
Costs 

Because the most rapid rise in housing 
costs has occurred during the period 1967- 

1972, the analysis of the components sf the 
cost increase will be focused on this period. 
Only the components of homeownership costs 
are studied, because data are not available to 
apply a comparable analysis to the rental index. 
Moreover, it is the homeownership index that 
has risen most rapidly. Because of the signifi- 
cantly lower rental cost increases, however, 
care must be taken to avoid assuming that 
homeownership cost trends necessarily reflect 
overall trends. 

Chart 2 breaks down the homeownership 
index into its components and shows the weight 
of each in the overall index. Mortgage interest 



payments and property taxes have risen most 
rapidly, and have increased faster than per 
capita disposable income; maintenance and 

Chart 1 

Costs of Homeownership and Renting 
Compared to Per Capita Disposable Income 

1967-1972 

Per Capita d s m b l e  

1967 1968 1969 1970 1971 1972 

Source: Department of  Commerce, Bureau o f  Economic 
Analysis, Business Conditions Digest, September 
1 9 7 2  and August 1973 ;  Department  of Labor, 
Bureau of Labor Statistics, Month ly  Labor Review, 
M a y  1973 ,  Table 25. 
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Chart 2 

Percent lncrease in Homeownership Costs 
and Per Capita Income, 1967-1972 
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Relative Importance o f  Components in  the Con- 
sumer Price Index; Handbook o f  Labor Statistics, 
1972; Month ly  Labor Review, February 1973, 
Table 25. 

repair expenses have risen just about as fast 
as income; while home purchase price has 
risen more slowly than income, and only slightly 
more rapidly than the overall Consumer Price 
Index. Home purchase price, however, has a 
heavy weight in the computation of the index 
and, as a result, it has been the most important 
factor increasing the cost of homeownership. 
Each component's weighted contribution to the 
overall homeownership cost increase of 40.1 
percent over the 5-year period is provided in 
Table 3.2 
- 

The home purchase price and mortgage interest payment 
components of the Consumer Price Index are not 
publicly available and, therefore, could not be pub- 
lished in this chapter. The figures used in the chapter 
are derived from the published "expenditure weights" 
for home purchase and mortgage interest payment; 
changes in these weights can be used to determine 
close approximations to the changes in the unpub- 
lished index numbers. The "expenditure weights," 
however, refer only to the month of December in each 
year; other series used are annual averages. Thus, the 
home purchase and mortgage interest payment data 
are not precisely comparable to the other data; 
calculations using all of the series include slight 
rounding errors and other minor discrepancies as a 
result. The source for the "expenditure weights" is 
Relative Importance of Components in the Consumer 
Price Index, published annually by the Bureau of 
Labor Statistics, Department of Labor. 

Table 3. Components of Change in 
Homeownership Cost Index, 1967- 
1 972 

Component 

Home purchase 
price 

Mortgage interest 
payments 

Maintenance and 
repairs 

Property taxes 
Property insurance 

Weighted 
Absolute 
Contri- 
bution 

12.4 

11.2 

9.2 
6.3 
1 .o 

Percent- 
age 

Contri- 
bution 

30.9 

27.9 

22.9 
15.7 
2.5 

Total 40.1 100.0 

Note: Detail may not add to totals because of rounding. 

Source: Department ol Labor, Bureau of Labor Statistics, Relative 
importance of Components in the Consumer Price Index; Hand- 
book 01 Labor Statistics, 1972: Monthly Labor Review, February 
1973. Table 25. 



available very slowly for housing uses in re- 
sponse to expanding metropolitan areas. More- 
m w g r o w t h " - p o l i c i e s  and other e_l.environ-- 
mental controls probably will limit f u r t - t e ,  

-%RDrmanCIavalme - -  fornew - construction in 
t F 7  

Construction Costs: Housing construction 
costs, the other basic determinant of a home's 
purchase price, also have risen more rapidly 
than has the general price level, although much 
less sharply than has the cost of land. Table 4 
shows that the wages of construction labor 
have increased by 15 percent since 1967, 
relative to the Consumer Price I n d e ~ . ~  To some 
extent this cost increase has been offset by 
productivity increases. 

In contrast to rapidly rising land prices, 
which seem to be a rather recent phenomenon, 
rising construction costs seem part of a longrun 
trend dating back to World War II. If, as has 
been suggested, the rapid rise in the cost of 
new home sites is largely attributable to a 
sudden increase in housing demand, why have 
construction costs risen less dramatically? The 
most obvious explanation is that labor and 
construction materials are mobile resources, 
while land is not; consequently, the former are 
more readily diverted away from other uses in 
response to an increased demand for housing. 

While overall construction materials costs 
have gone up relatively little, a few specific 
materials have undergone large price in- 
creases. Lumber prices, for example, have 
increased by 59 percent since 1967 (27 percent 
relative to the Consumer Price Index); plywood 
and millwork prices also have increased more 
rapidly than has the Consumer Price Index. The 

These labor costs are based on the average weekly 
earnings of contract construction workers, both union 
and nonunion, and they reflect premium pay for 
overtime and late-shift work as well as basic pay. 
Because average hourly earnings also reflect such 
premium pay, their use would not alter the results 
reported here. 
It should also be noted that contract construction 
workers include workers other than those in residential 
construction. (When average weekly earnings of con- 
struction workers engaged in building construction are 
used, the results are not significantly different.) These 
data also probably overstate the amount of union labor 
employed in residential construction, however, be- 
cause many residential construction workers are not 
covered by contract construction data. 

average prices of nearly all other building 
materials, however, have increased very little, 
so that the overall increase in construction 
materials costs is less than the Consumer Price 
lndex increase. 

The discussion of construction costs thus 
far has focused on changes in prices of the 
principal resources that go into housing-mate- 
rials and labor. Clearly, however, it is the 
change in the cost of the finished structure, and 
not the change in the cost of ingredients, that 
matters most to the buyer. 

As already noted, between 1967 and 1972, 
the Consumer Price lndex home purchase 
component rose 29.4 percent, or 3.3 percent 
relative to the total Consumer Price Index. 
Comparable increases are recorded by an 
index of housing construction costs computed 
by the Bureau of Economic Analysis (formerly 
the Office of Business Economics of the De- 
partment of Commerce), which shows a 4 
percent relative increase, and one by the Bu- 
reau of the Census showing a 4.5 percent 
relative increase. These relatively modest in- 
creases in home purchase price and construc- 
tion costs suggest that none of these indexes 
may adequately reflect all the relevant costs 
involved in producing a house, especially with 
relative costs of land and construction labor 
increasing by 58 and 15 percent, respectively. 
There are, in fact, a number of possible expla- 
nations. 

First, the relatively slow growth in the cost 
of materials has compensated somewhat for 
the increased price of labor. 

Second, just as home builders can alter the 
mix of materials to economize on more expen- 
sive inputs, they also have considerable oppor- 
tunity to adjust the construction process in 
response to increased labor costs. For exam- 
ple, prefabricated components increasingly 
have been substituted for onsite production 
activity. This has permitted labor productivity 
gains to be realized, especially through the 
greater use of mass production techniques that 
are more readily implemented in a manufactur- 
ing plant than at the building si te. In the 
absence of a suitable measure of overall con- 
struction labor productivity, therefore, any as- 
sessment of the true labor construction costs at 
this point would be highly conjectural. Instead, it 



can be said with confidence only that the labor 
cost measures used in this section are biased 
upward. By abstracting from productivity 
changes, they tend to overstate the importance 
of labor cost increases in the overall cost 
increase for h ~ u s i n g . ~  

Third, none of the indexes computes lana 
properly. Neither the Consumer Price lndex nor 
the Census home purchase index keeps the 
size of lot constant; consequently, as lot sizes 
are decreased in response to increased land 
prices, the total land cost component of the 
"standard house" rises much more slowly than 
does the price of land per square foot. The 
Bureau of Economic Analysis index does not 
include land at all. In other words, all of the 
indexes understate the true rise in the cost of 
an identical house on an identically sized loL7 

On the other hand, specific measures of 
land costs tend to exaggerate the rate at which 
the cost of housing sites Is rising. The particular 
measure used here-median price per square 
foot of new home sites insured under FHA 
Section 203-contains two biases, both of 
which overstate the increase in land costs in 
the Consumer Price lndex home purchase price 
component. For one thing, some two-thirds of 
all new, single-family homes are not FHA- 
insured, so their costs may be poorly repre- 
sented by the index based on FHA data, 
especially because for homes insured under 
Section 203 the average ratio of land cost to 
sales price per unit is higher than it is for 

The widely known Boeckh lndex of residential construction 
costs, which includes both labor and material costs, 
has increased by 16 percent more than has the 
Consumer Price lndex since 1967. This index may 
tend to overstate the true increase, however, because 
only union wages are used in determining labor costs, 
and a large fraction of home construction is produced 
by nonunion workers. (U.S. Department of Labor, 
Bureau of Labor Statistics Report 417, Selected Earn- 
ings and Demographic Characteristics of Union Mem- 
bers, 1970, found that median annual earnings of full- 
time, male construction union members exceeded 
earnings of nonunion members by almost $4,000.) The 
Boeckh lndex also differs from the other indexes 
because of differences in the statistical procedures 
used to calculate them. In particular, the Boeckh lndex 
does not adjust for productivity increases or for 
substitution of one material for another. 

All of this is not to say that these are not valid, useful 
indexes. The point is that they are not entirely 
appropriate to the specific requirements of this study. 
The three indexes are further described in Appendix A. 

homes financed differently. In 1971, for exam- 
ple, Section 203 homes had an average site-to- 
value ratio of 21.2 percent, compared with an 
average ratio of 18.3 percent for all homes. 
Consequently, increased land costs are likely to 
have been less important to the typical home 
purchaser than the Consumer Price lndex 
home purchase series indicates. 

A considerable portion of higher land costs 
also stems from increased fees and charges for 
various amenities available at the housing site. 
However, it is difficult to distinguish between 
those increases that represent payments for 
real quality improvements from those manifest- 
ing pure price increases. For example, a site for 
a new house may command an increased price 
because a new street or sewer line is con- 
structed adjacent to it, or the higher price may 
be due, say, to a moratorium on sewer hook- 
ups, which effectively limits the supply of build- 
ing sites and thereby intensifies inflationary 
pressures. In the former case, the increase in 
price is due to an improvement of the site; in 
the latter, there is a pure price increase.* 

Mortgage Interest Payment: The increase 
in the mortgage interest payment component is 
the second most important factor in explaining 
the 40.1 percent increase in homeownership 
costs occurring between 1967 and 1972. As 
shown in Chart 2, mortgage interest payments 
in 1967 were only about half as large as the 
costs subsumed under "home purchase price;" 
during the following 5-year period, however, the 
mortgage interest payment component in- 
creased at a much faster rate (52.6 percent v. 
29.4 percent). As a result, increased mortgage 
interest payments between 1967 and 1972 
contributed nearly as much to the increase of 
homeownership costs as did the increased 
home purchase price, i.e., 27.9 v. 30.9 percent. 

It is extremely important to note that the 
increased mortgage interest payments reflect 
both an increased mortgage interest rate and 
an increased principal against which the inter- 
est rate is assessed. With an unchanged loan- 
to-value ratio,g more than half of the increased 

8 A more complete analysis of the land price data is 
provided in Appendix D. 

9 A constant loan-to-value ratio is maintained in the 
mortgage interest payment index by adjusting, 
monthlv, the base ~ e r i o d  amount of the loan by the 
consumer Price lndkx change in home purchase price 

21 3 



mortgage interest payments occurring during 
the 1967-1972 period is due to the increased 
home purchase price. 

An index sf mortgage interest rates, pub- 
lished by the Bureau of Labor Statistics, has 
risen by 17.5 percent in the past 5 years. (The 
mortgage interest payment component of the 
homeownership cost index is approximately the 
product of the home purchase price series and 
the mortgage interest rate series; for 1972, the 
mortgage interest payment component was 
1.526, which is approximately 1.294 times 
1.175, or the values of the home purchase 
price times the mortgage interest rate series, 
respectively.10) Allowing for the influence of 
increased home purchase prices and propor- 
tionately larger mortgages, increased mortgage 
interest rates account for about one-eighth of 
the 1967-1 972 increase in overall homeowner- 
ship costs-homeownership costs would have 
risen by 35.2 percent rather than 40.1 percent 
had it not been for higher interest rates. 

The mortgage interest rate index is ex- 
pected to have exceeded 130 by the end of 
1973. This alone will push up the overall 
homeownership cost index by about 3.2 per- 
cent. An example of how this rate increase can 
be further leveraged by an increase in the 
principal is provided by arbitrarily assuming that 
the home purchase price index rose at the 
same rate in 1973 as it did in 1972. The 
increased mortgage principal will magnify the 
impact of increased interest rates, causing total 
homeownership cost to increase by some 4.5 
percent in 1973. 

While measuring a general rise in mort- 
gage interest rates, the cost index masks some 
very important fluctuations in the interest com- 
ponent of housing costs which occurred during 
the 5-year span, Interest rates rose significantly 
from 1967 to 1970 and then fell abruptly until 
the beginning of 1972. (See Table 5.) A sharp 
increase has been experienced since the spring 
of 1973, and this will add significantly to the 
cost of homeownership. Interest rates, however, 
enter the Consumer Price lndex with a time lag, 
and their impact on the Consumer Price lndex 
does not appear immediately. 

lo The approximation occurs because of the nature of the 
calculating procedure used to derive the mortgage 
interest payment component. 

Maintenance and Repair Costs: The third 
most important factor contributing to the home- 
ownership price increase in the period 1967- 
1972 has been the cost of maintenance and 
repairs, which rose 40.7 percent, or 12 percent 
relative to the total Consumer Price Index. 
When these costs are broken down, it appears 
that the cost increase is due mostly to in- 
creased labor costs. Maintenance services such 
as "repainting living and dining rooms" rose by 
48 percent from 1967 to 1972-18 percent 
relative to the Consumer Price lndex. By con- 
trast, maintenance commodities, such as paint, 
rose by only 24 percent-a decline of 1 percent 
relative to the Consumer Price Index. This is 
very similar to the pattern for overall construc- 
tion costs, in which labor rose rapidly and 
materials were stable. 

Property Taxes: While property taxes rose 
even faster than maintenance and repair costs, 
they have a lower weight in the Consumer 
Price lndex and, on balance, contributed less to 
the overall price increase. Moreover, only part 
of the tax increase represents a true price 
increase. Some part of the rise in taxes has 
been used to finance an increase in the supply 
of local public services-more schools, police 
protection, etc. To the extent that more services 
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have been provided, the index overstates the 
relative increase in housing costs. (See Chart 
3.) 

It is possible that property taxes will in- 
crease much less in the near future than they 
have in the recent past. Part of the recent tax 
rate increases is due to the need to provide 
education for the children of the postwar "baby 
boom" as they grew up; these children have 
now finished school, and the need for increased 
educational expenses has abated somewhat. 
Also, revenue sharing has provided State and 
local governments with an alternative to in- 
creasing property taxes; this also may reduce 
future tax rate changes. 

Other Costs: Other housing cost factors 

are property insurance and utilities." As can be 
seen in Table 5, the relative cost of property 
insurance has increased at about the same rate 
as the overall price index in recent years, while 
the relative price of utilities has declined by 
approximately 10 percent over the past decade. 
Until 1972, neither of these factors contributed 
much to the overall increase in the relative 

l 1  The "cost of homeownership" index includes neither 
utilities nor fuels. They are, however, part of the 
operating costs included in the broader "housing" 
index and, as with many "homeowner" costs dis- 
cussed here, they probably affect renters as much as 
they do owners. If the cost of utilities and fuels were 
included in the cost of homeownership, the overall cost 
increase would be only 34.8 percent rather than 40.1 
percent. This occurs because the cost of utilities and 
fuels has risen by only 21.6 percent since 1967. 

Table 5. Relative Prices of Mortgage and Operating Expenses, 1963- 
1972 

Relative Mortgage Relative Relative Relative Relative 
Property Interest Mortgage Repair & Utility Property 

Year Tax Rate Rate Interest Maintenance Price Insurance 
Payments 

NA Not ava~lable. 

Source: Deparlmenl of Labor. Bureau of Labor Stalist~cs. Relat~ve Importance of the Consumer Price Index; Handbook of Labor Statistics, 1972; Monthly 
Labor Review. February 1973. 



costs of homeownership. The current "energy 
crisis," however, probably indicates that utility 
costs will rise much more rapidly in the future. 

The Impact of Rising 
Homeownership Costs 
on Households 

General Household Response 

The discussion in this section centers on 
the cost of owning a home; renters and rental 
costs are the special focus of a later section of 
this chapter. Po reiterate, during the 1967-1 972 
period homeownership costs rose especially 
rapidly-about 40 percent. During the same 
period, however, the overall Consumer Price 
Index rose by only 25 percent while per capita 
disposable income increased by 39 percent. 
The implication of these data is that the typical 
American household has had several options 
available to it in adjusting to the increased cost 
of owning a home. 

Theoretically, the improvement in living 
standards has permitted the average household 
to increase its housing consumption in the face 
of price increases. Alternatively, the household 
may have decided that more housing was not 
worth the price, choosing instead to devote its 
increased real income to other things while 
buying a smaller or lower quality house. Indeed, 
a household may decide to change radically the 
style of its housing by shift ing to a less 
expensive home. In any case, such shifts 
represent the outcome of voluntary consumer 
decisions, except in the case of those families 
whose real income has lagged behind that of 
the rest of the population. The typical family 
has the resources to improve the quality of its 
housing by spending a larger portion of its 
increased income on housing if it wishes to do 
so. 

How the average household actually re- 
sponds to higher housing costs is not com- 
pletely known. There is some limited evidence, 
however, that households recently have been 
buying smaller homes. The median square 
footage of floor area of a new, privately owned, 

single-family home purchased i n  1972 was 
some 7 percent less than it was in 1967.12 

Although this tendency toward smaller 
homes seems substantial, there are several 
reasons for believing that it considerably over- 
states any reduction in housing consumption 
attributable to increased housing prices, and 
that it will have been reversed in 1973. For one 
thing, the years of greatest decline in home 
sine, 1970 and 1971, are also the years of most 
rapid growth in the Section 235 program for 
home acquisition by low and moderate income 
families, and in FmHA-subsidized programs; 
some of the decline in median home size, 
therefore, undoubtedly is due to the building of 
many more, smaller, Section 235 and FmHA 
homes. Again, any burden represented by the 
actual reduction in housing size depends 
largely upon the amount households are being 
forced to pay for this housing. Evidence, devel- 
oped later in this chapter, indicates lhat most 
groups of households who are buying smaller 
homes are also paying less of their real in- 
comes for them, leaving more of their incomes 
for other uses, including mortgage interest 
c0sts.~3 Finally, a smaller size does not neces- 
sarily imply that the home is of lower quality. 
Buyers may be more than compensated by 
adding various amenities; there is some evi- 
dence that this is, in fact, what has happened. 

In contrast to declining home size, statistics 
on annual home sales indicate that the number 
of new homes available nationally expanded 
greatly during the period from 1967 to 1972; 
annual sales of new, single-family homes in- 
creased by more than 47 percent, from 487,000 
in 1967 to 71 8,000 in 1972.14 These statistics 
suggest that the heightened demand and its 
attendant price increases have induced a signif- 
icant increase in housing supply. 

Moreover, the annual volume of sales of 

l 2  Department of Commerce, Bureau of the Census, 
Construction Reports, Sales o f  New One-Family 
Homes, Annual Statistics, 1967, C-25-73, Table 31 ; 
advance data from 1972 annual statistics. 

l 3  Between 1969 and 1970, the average sales price of new, 
one-family homes declined by 4.7 percent, despite a 
3.3 percent rise in the one-family house price index. 
U.S. Department of Commerce News, July 5, 1973. 
CB473-166. p.2 

l 4  Department of Commerce, Bureau of the Census, New 
One-Family Homes Sold and For Sale, Construction 
Report C25-73-2, February, 1973. 



existing, single-family homes showed a similar 
increase, with the number of sales in 1972 
exceeding the 1967 figure by 61 percent.15 
Although sales of existing homes do not con- 
tribute directly to the total supply of housing, an 
increase of this magnitude reveals an increas- 
ingly active resale market for houses; in other 
words, rising prices have in no way decreased 
the level of activity in the marketplace. 

Judging from the substantially increased 
l 5  National Association of Real Estate Boards, Department 

of Research, 1972 Annual Report. 

sales of new and existing homes since 1967, 
rising costs of owning a home do not appear 
seriously to have dampened general demand 
for housing. But housing is not uniform. Quality, 
for example, is variable, making it possible for 
households, if they wish, to offset rising costs 
by purchasing housing that has fewer ameni- 
ties. 

Housing Cost v. Housing Value 

Although no single measure is likely to 

Table 6. FHA New Housing Costs and Values 

Part 1: 1963 Base 

Cost of Standard Median Value Percent Change 
Home (New New FHA 203 

Difference in Housing Qual- 
Year Home Purchase Home (Value-Cost) ity (Difference1 

Index) Cost) 

Part 11: 1967 Base 

Cost of Standard Median Value Percent Change 
Home (New Difference in Housing Qual- 

Year Home Purchase New FHA 203 (value-cost) Home ity (Difference1 
Index) Cost) 

- -- - - -- - - - - - - 

1967 $1 7,992 $17,992 
1968 18,585 18,797 $21 2 1.1 
1969 19,737 20,213 476 2.4 
1970 21,817 22,957 1140 5.2 
1971 22,690 23,866 1176 5.2 
1972 23,785 24,665 880 3.7 

-. - - - - - - . -. - 
Source Oeparlment of Hous~rig and Urban Development 

- -- - . - - - - - .- - - 



provide an entirely accurate record of changes 
in housing quality, one relatively straightforward 
approach is to compare the year-to-year 
change in the cost of a standard house (as 
measured by an appropriate cost index) with 
the year-to-year changes in the price of housing 
that people actually buy. If the price of houses 
actually purchased rises more than the cost of 
a standard house, it is assumed that quality 
improved, since people are buying a house that 
is more expensive than the standard quality 
house. 

Table 6 makes such a comparison. The 
second column in Part 1 shows what the typical 
new 1963 single-family house insured by the 
FHA Section 203 program would have cost in 
each succeeding year. This is calculated by 
multiplying the 1963 price of the house by the 
increase in costs, measured by an FHA home 
purchase index. Because costs rose by 2.6 
percent from 1963 to 1964, the typical 1963 
house rose in cost by 2.6 percent, from 
$15,789 to $16,200. Similarly, the 2.2 percent 
cost increase from 1964 to 1965 would have 
further raised the cost of the "standard" 1963 
house, from $1 6,200 to $1 6,555. The remaining 
entries are calculated in the same way. 

Column 3 gives the median value of all 
new houses insured by FHA under Section 203 
in each year. This is the most comprehensive 
information available about the value of the new 
houses that people actually bought. The 1963 
value is also used as the benchmark value in 
Column 2 for 1963, to provide a ready basis of 
comparison of costs and values. 

Columns 4 and 5 show how much more 
rapidly housing values increase; Column 4 is 
the dollar value of the difference, and Column 5 
is the percentage by which housing has im- 
proved. In 1972, for example, a new "typical 
1963 house" would have cost $23,907, but the 
median value of the house actually bought was 
$24,665. This represents an improvement of 
$758 or 3.2 percent. The typical new house 
actually purchased in 1972 was worth 3.2 
percent more than the typical new house pur- 
chased in 1963, even after cost increases are 
taken into account. 

Part I I  of Table 6 takes 1967 as the base 
year and compares the value of new homes 
purchased in subsequent years to the cost of 

the "typical 1967 house." Between 1967 and 
1972, the expenditures on new houses rose 3.7 
percent more than the cost of the standard 
home, providing some indication that a higher 
quality home was being purchased. In fact, the 
relative improvement since 1967 exceeds that 
since 1963 because "quality" appears to have 
declined slightly in 1966 and 1967. The evi- 
dence is weak, because FHA's share of the 
market has been shrinking in recent years, and 
some statistical biases may have been intro- 
duced because of changes in the nature of the 
FHA market. On the other hand, if there had 
been major declines in the quality of houses 
purchased, one would expect to find some 
indication of the phenomenon, even in this 
somewhat deficient data.'" 

Applying the same technique to purchase 
of existing homes, the picture is slightly differ- 
ent. (See Table 7.) "Quality" was 2.6 percent 
lower in 1972 than it was in 1967 and roughly 
the same as in 1963. 

The Differential Impact of Cost 
Changes 

Up to this point, the analysis has been 
based on highly aggregate data dealing with 
the "typical" household or the "typical" home- 
owner. As in the case of the housing index and 
its components, however, averaging often con- 
ceals a great deal, thereby presenting a some- 
what blurred picture. Succeeding sections of 
this chapter provide information on the housing 
cost changes experienced by different 
subgroups of the population, to the extent that 
the available data permit. This section briefly 
considers the probable impact that the different 
rates of increase of homeownership cost com- 
ponents have had on different population 

' 6  These statements strictly apply only to FHA houses used 
in the data. The same patterns, however, occur for 
costs and expenditures on all new houses, according 
to data collected by the Department of Commerce, 
Bureau of the Census and published in the Construc- 
tion Reports series. The Census data in the most 
recent years are somewhat affected by the large 
increase in volume of Section 235 houses, which 
contributes to a slight downturn in housing values, but 
these data still show a 4 percent improvement in 
quality over the 1963-1972 period, which is close to 
that shown by the FHA data. Bureau of the Census, 
New One-Family Homes Sold and For Sale, Construc- 
tion Report C25-73-2, February 1973. 



subgroups. Renters will be discussed in a seem to strike hardest at central city dwellers. 
subsequent section. Studies generally find residents of the central 

Maintenance and repair costs, for example, city to include large percentages of blacks, the 
increased particularly rapidly between 1967 and aged, and families headed by females-groups 
1972. One would expect maintenance needs to which, in turn, generally have a lower income 
rise with the age of the dwelling; correspond- than that of the general population. In short, the 
ingly, one would expect maintenance costs to major impact of rising housing maintenance 
constitute a larger percentage of housing costs costs may be upon the poor. 
for an older dwelling than for a newer one. The direct impact of land cost increases, 
Further, to the extent that older housing tends by contrast, is likely to fall on relatively high 
to be concentrated in the central city, the rising income groups. Because most new construction 
relative costs of maintenance services would tends to be in suburban areas, the increased 
-- - -. -. - - - - -. 

Table 7. FHA Existing Housing Costs and Values 

- -. - - - - - - - . - - 
Part 1: 1963 Base 

Cost of Standard Median Value Percent Change 
Home (Existing Existing FHA Difference in Housing Qual- Year Home Purchase 203 Home 

(Value-Cost) ity (Difference1 
Index) Cost) 

- -- -- - - - . - -. - - 
Part 11: 1967 Base 

Cost of Standard Median Value Percent Change 
Home (Existing Existing FHA Difference in Housing Qual- Year Home Purchase (Value-Cost) ity (Difference1 

Index) 
203 Home Cost) 

- - -- - - - - - 
1967 $15,828 $15,828 
1968 16,056 16,081 $25 0.2 
1969 17,082 16,617 -465 -2.7 
1970 17,929 1 7,773 -156 -0.9 
1971 18,743 18,856 113 0.6 
1972 20,225 19,691 - 534 -2.6 

-. -- - -- 
Source: Deparlmenl ol Hous~ng and Urban Development. 

. - - - - - 



price of new home sites probably is being paid 
by relatively well-to-do suburban households, 
rather than by low income groups. 

It is one thing, however, to identify who is 
paying the increased costs for a component of 
housing, although this is difficult enough; it is 
quite another thing to determine precisely how 
these increased housing costs affect any partic- 
ular population subgroup. Increased land 
prices, for example, may make it more difficult 
for, say, low income groups to become subur- 
banites. In this case, the low income household 
would be affected adversely, albeit indirectly, by 
being less able to afford new suburban homes. 

These implications of the increasing costs 
of land, and of maintenance, are consistent with 
the relatively slight reduction in the quality of 
the existing housing purchased by the typical 
household. (See Table 7.) The reduction may 
reflect purchases of older, central city housing 

by relatively low income families. This housing 
becomes increasingly less desirable as mainte- 
nance costs rise, because it is most likely to 
require maintenance; at the same time, existing 
houses are bought because land price in- 
creases have made it still more difficult for low 
and middle income households to buy new, 
suburban housing. 

Housing Cost by lncome Class 
To get a better understanding of how 

American households may have been affected 
by recent housing cost increases, it is useful to 
look at the housing expenditure patterns of 
various income groups. (See Table 8.) 

Examination of three income brackets- 
low, medium, and high-permits a comparison 
of the average new housing consumed by a 
typical family in 1967 with that consumed by a 

Table 8. New Housing Consumption by lncome Group* 

Low Med ium High 

Average Family lncome 
Median Total Acquisition 
Median Number of Rooms 
Median Number of Bedrooms 
Percent with more than 1 Bath 
Median Floor Area 
Median Monthly Expense 
Median Expenseilncome Ratio 
Median Age of Mortgagor 
Median Total Fixed Obligations 
Average Principal and Interest 
Average Mortgage lnsurance 

Premium 
Average Hazard lnsurance 
Average Real Estate Tax 
Average Repair and Maintenance 
Average Heating and Utilities 
Average Other Recurring Costs 

4-500 5-600 7-800 9-1000 10-1100 12-1400 
Monthly Monthly Percent Monthly Monthly Percent Monthly Monthly Percent 
lncome lncome Change lncome lncome Change lncome lncome Change 

1967 1972 1967 1972 1967 1972 

- . 
'Note: Monthly Income classes are total effective monthly income not current income. Total eflective Income is the FHA-estimated amount of the 

rnorlgagor's earning capacity (before deductions for Federal income taxes) that is likely to prevail during approximately the first third of  the 
mortgage term. 

Source: Department of Housing and Urban Development, 1967 HUD Statistical Yearbook, and unpublished data. 



comparable family (one with the same real 
income) in 1972. Because the real .income of 
typical buyers increased over the period, this 
approach overstates the impact of rising hous- 
ing costs on most people. Also, the data are 
only for purchases of FHA-insured houses, 
which introduces a further bias.17 

The most severe increase in homeowner- 
ship costs also occurred during this period. 
Table 8 shows that families whose real income 
did not increase may have altered their con- 
sumption of new housing in response to in- 
creased housing costs. First, the median total 
acquisition cost of housing increased more for 
the low and medium groups than it did for the 
high income group. (The increases are 30.7 
percent, 32.9 percent, and 25.2 percent, re- 
spectively.) The ratio of housing expenditures to 
income rose for all groups with constant real 
incomes, since monthly expense rose more 
rapidly than did money income. The increases 
in the ratio range from 10 percent to 20 
percent. Second, the low and medium groups 
bought slightly larger houses in 1972, but the 
change is less than 5 percent for all measures 
of housing space. The high income family, by 
contrast, bought a slightly smaller house. 

Table 9 presents the same information for 
buyers of existing houses. Again, the rate of 
increase of median monthly expenses outpaced 
increases in income, increasing the ratio of 
housing expense to income, but the increases 
are smaller than for buyers of new houses. 
Despite the increases, it appears that buyers in 
all three groups purchased about the same type 
of house in 1972 as they did in 1967, although 
acquisition expenditures made by the low group 
increased by somewhat more than they did for 
the other two groups. (The respective percent- 
age increases are 27.8, 21.5, and 23.) The low 
group also bought slightly larger houses, while 

the other groups bought slightly smaller ones.18 
While the changes in housing expenditures 

and sizes are very similar for all income groups, 
there are some slight differences. Some groups 
have elected to buy slightly larger houses, 
paying slightly more for them; others have 
chosen to buy slightly smaller ones, paying 
slightly less. But all groups are buying just 
about the same size house, at just about the 
same relative price, as they did in 1967. 

Tables 8 and 9 also tend to indicate that 
the typical house in each income class was of 
about the same quality as well as the same 
size, in both years. For most income brackets, 
the percentage of houses having more than 
one bathroom changed by a few percentage 
points. However, the proportion of low income 
buyers of new housing with more than one 
bathroom increased by more than 33 percent, 
with the percentage of such houses rising from 
34.8 percent in 1967 to 46.4 percent in 1972. 
Other characteristics of houses also changed 
over this period; on one hand, more houses 
had garages in 1972 but, on the other, fewer 
had full basements. Unfortunately, information 
on these and other quality characteristics is not 
available by income class for either year. 

The findings of Tables 8 and 9 generally 
are consistent with those of Tables 6 and 7. 
Table 6 showed that people typically have 
bought better new houses in the most recent 
years; this is to be expected, since the average 
real income was rising throughout this period. 
In Table 8, however, an examination of typical 
new houses bought by families having about 
the same real income throughout the 1967- 
1972 period shows that they are buying about 
the same size house even though relative 
prices have increased, and the home purchase 
has required a larger proportion of their income. 
To the extent that these statistics on hypotheti- 
cal families are indicative of the housing con- 

l 7  Unfortunately, there are few data on housing consump- 
tion by income class and there are some serious 
problems in using and interpreting the data that are 
available. For a brief discussion of these problems, 
see Appendix B to this chapter. Also, the terms "low," 
"medium," and "high" income refer to the income 
classes that buy FHA-insured houses, rather than to 
all households. For example, about one-third of all 
families in 1972 were below the median income of the 
"low" FHA group, and about one-quarter were above 
the median for the "high" group. 

l 8  Earlier it was noted that the average house purchased 
declined in size between 1967 and 1972. It was 
argued that this may have been the result of the 
Section 235 program, which increased the production 
of smaller houses. The data used in this section refer 
only to houses purchased under the 203 program, so 
they exclude any direct impact of the Section 235 
program. But the fact that poorer people are on 
average moving to larger houses may reflect the 
indirect effect of Section 235's making more housing 
available to low and moderate income groups. 



sumption patterns of groups with unchanged 
real income, it would seem that the groups 
studied here have reacted to rising housing 
costs not by buying less housing, but by buying 
fewer other goods. Of course, it should be 
remembered that a relatively small number of 
families experienced no increase in real income 
during this period. 

For buyers of existing houses, there was 
no improvement in housing either for the family 
shown in Table 7 or for the real income classes 
shown in Table 9. These findings are consist- 
ent, because the median real income of the 
buyers of existing FHA houses showed virtually 

no increase over the period (2.7 percent in 5 
years). In other words, a comparison of typical 
FHA buyers of existing homes is almost the 
same as a comparison of FHA buyers having 
the same real income. This differs from the 
situation for FHA buyers of new homes; the 
typical FHA buyer of a new home enjoyed a 
real income in 1972 that was 9.2 percent higher 
than that of the typical FHA buyer 5 years 
earlier. 

Finally, these tables point out, again, that 
an increased purchase price of houses is only 
partially responsible for the recently accelerated 
rise in homeownership costs. The costs of other 

Table 9. Existing Housing Consumption by l n c ~ m e  Group* 
-- -- 

L o w  Medium High 

3-500 5-600 7-800 9-1000 1Ck1100 12-1400 
Monthly Monthly Percent Monthly Monthly Percent Monthly Monthly Percent 
lncome lncome Change lncome lncome Change lncome lncome Change 

1967 1972 1967 1972 1967 1972 

Average Famlly lncome 
Median Total Acquisition 
Median Number of Rooms 
Median Number of Bedrooms 
Percent w ~ t h  more than 1 Bath 
Median Floor Area 
Medlan Monthly Expense 
Med~an E~pense~lncorne Ratio 
Medlan Age ol Mortgagor 
Median Total Flxed Obligations 
Average Princ~pal and Interest 
Average Mortgage Insurance Premlum 
Average Hazard Insurance 
Average Real Estate Tax 
Average Repair and Maintenance 
Average Heating and Utilities 
Average other Recurring Costs 

-- 

'Total etlect~ve monthly Income. 
Source Department of Houslng and Urban Developnieni 1967 HUD Sla l~st ,ca l  Yearbook, and unpubl~shed data 



factors are rising even more rapidly. Mortgage 
payments, taxes, maintenance expenses, and 
insurance premiums-all typically show in- 
creases of 20 to 30 percent, and often much 
more, between 1967 and 1972. These in- 
creases are roughly similar to those in the 
Consumer Price Index. 

Housing Costs and 
Mobile Homes 

Increased housing costs are partly respon- 
sible for the tremendous growth in the demand 
for mobile homes. The mobile home share of 
the occupied year-round housing market has 
increased substantially since 1950. Mobile 
homes then constituted less than 1 percent of 
the occupied year-round units, but by 1970 this 
had grown to 3 percent. In 1972 mobile home 
shipments constituted 19.5 percent of all new 
units and 30.5 percent of all new single-family 
units. (See Chart 4.) 

The increasing importance of mobile 
homes as a source of year-round housing has 
been accompanied by significant changes in 
their physical features as well as in the market 
for them. They are rapidly becoming more 
competitive with some conventional homes. For 
example, 8-foot-wide mobile homes were the 
rule until 1955, when 10-foot-wide homes were 
introduced. Twelve-foot wide mobile homes 
came into mass production in 1962, and by 
1970 they comprised almost 80 percent of 
mobile home sales. Fourteen-foot-wide mobile 
homes, first available in 1969, already consti- 
tuted 19 percent of the mobile home market by 
1972.19 While growing in size, mobile homes 
have also been increasing in durability, with life 
expectancy increasing from about 10 years for 
those produced prior to 1955 to 14 years or 
more for those produced after 1958.20 (Their 

l 9  The large double and triple-wides, counted as one unit 
(two and three mobile homes jointed horizontally on 
the site but shipped separately), and expandables now 
account for about 15 percent of the mobile home 
market. (By way of contrast, less than 1 percent of the 
mobile homes sold today are &feet wide or 10-feet 
wide.) 

20 Mobile Home Manufacturers Association, Mobile, Sec- 
tional and Modular Homes, June, 1972. The increase 
in length of loans tends to confirm this. 

durability, of course, also depends on the 
amount of care and maintenance they receive, 
as well as on the wear and tear inflicted on 
them by residents.) 

The average sale price of a mobile home 
more than doubled between 1950 and 1971, 
rising from $3,000 to $6,640. Because of in- 
creasing size, however, the cost per square 
foot of mobile homes declined from an average 
of about $1 1 in 1960 to $8.73 in 1972. This 
contrasts sharply with an average cost per 
square foot of $1 5.68 for conventional hous- 
ing.21 (See Chart 5.) 

The mix of construction costs for a mobile 
home also differs markedly from that for a 

21 Mobile home prices per square foot are strictly compara- 
ble only with those for conventional homes as repre- 
sented by Curve I in Chart 5, in that neither includes 
the value of the lot, and its improvements, in sales 
price. This sales price statistic is available for conven- 
tional homes only since 1969. Curve II permits a 
longer term comparison of price trends, even though it 
contains the upward bias from including improved-lot 
value in sales price. 

Chart 4 

Mobile Home Shipments as Percent 
of Private Single Family Structures Started 

Plus Mobile Home Shipments 

Source: Department of Commerce, Bureau of the Census, 
Construction Reports, C20, Table 8. 



conventional house. For conventional homes, 
construction costs break out as follows: 38 
percent for materials; 40 percent for labor; and 
22 percent for overhead, operating expenses, 
and profit. For mobile homes, the comparable 
figures are 66 percent, 12 percent, and 23 
percent.22 The much lower labor cost compo- 
nent of mobile home manufacturing is the result 
of the use of assembly line techniques and 
semiskilled labor. The cost of materials is a 
more significant portion of mobile home con- 
struction costs, but increases in material costs 
between 1967 and 1972 have been smaller 
than increases in the cost of labor. Moreover, 
because mobile homes are not subject to 
building codes, manufacturers have been able 
to utilize new technology, volume production, 
and lower standards-all of which tend to 
reduce production costs. 

A significant portion of the purchaser's cost 
of a mobile home is the financing charge. While 

22 "Mobile Housing Manufacturer's Cost and Profit Survey," 
Mobile-Modular Housing Dealer Magazine, 1972. 

Chart 5 

Costs Per Square Foot  for  Mobile and 
Conventional Homes 

- Mob~le homes 

IIIIIIIIIIII Convent~onal homes 

I  Excludes value of iat 

II Includes value of lot 

Source :  M o b i l e  H o m e  M a n u f a c t u r e r s  A s s o c i a t i o n ;  
D e p a r t m e n t  o f  C o m m e r c e ,  B u r e a u  o f  t h e  Census, 
C o n s t r u c t i o n  Repor ts ,  C 2 5 - 7 1 - 6 ,  C 2 5 - 7 3 - 3 .  

savings and loan associations may make con- 
ventional home mortgage loans for mobile 
homes, about 90 percent of the retail financing 
is handled through commercial banks and fi- 
nance companies, where they are financed with 
chattel mortgages-the same way that automo- 
biles are financed. They are generally consid- 
ered consumer durables by financial institu- 
tions. 

Financing terms have been liberalized 
since the 1950's, when a 33 percent downpay- 
ment was required and loans were made for 3 
years at 7 percent add-on interest. Typical 
terms now involve 20 percent down, 9-year 
loans (12 years for larger mobile homes or with 
FHA-insured or VA-guaranteed loans) at 7 or 
7.5 percent add-on interest. The add-on method 
of quoting interest may be misleading to those 
who are unfamiliar with this technique, since 
interest is calculated on the full amount of the 
loan until the loan is fully retired. This results in 
a true interest rate almost double the stated 
add-on rate. (Truth-in-lending legislation re- 
quires the disclosure of the actual rate of 
interest.) 

For the first 6 months of 1973 the actual 
rate was 11.52 percent. As an example of the 
differences between methods of computing in- 
terest, a conventional $1,000 loan for 10 years 
at 7 percent interest results in total interest 
charges of $435, but the same loan at 7 
percent add-on interest yields $700 in interest 
charges over the 10-year period. While mobile 
homes may be more expensive to finance than 
are conventional homes, mobile home financing 
historically has not been as severely affected 
by the periods of tight credit that afflict mort- 
gage markets. Mobile home financing is less 
sensitive to monetary and fiscal policy changes. 

Site rental is another important component 
of monthly mobile-home housing costs. Aver- 
age monthly site rental increased from $33 in 
1967 to $55 in 1972, a 67 percent increase for 
the period. Part of this increase can be ex- 
plained by changes in mobile home parks and 
the increase in the cost of land and its develop- 
ment. Newer mobile home parks now are 
usually more than merely places that provide a 
pad on which to place a mobile home. Most 
new parks have paved and lighted streets, are 
landscaped, and provide recreational and com- 



munity facilities such as community centers, 
swimming pools, laundries, and tennis courts. 

In addition to site rental, many mobile 
home parks charge substantial entry and/or exit 
fees and they often charge extra for children 
and pets. (Entry fees of $1,000 were reported 
in 1972 in New York parks.) Because these 
charges are not standard, they cannot easily be 
estimated on a monthly basis. 

The cost of providing utility and mainte- 
nance service to the mobile home, as well as 
tax levies on it, have increased at about the 
same rate as they have for most other types of 
housing. However, these costs typically do not 
loom large in overall mobile home housing 
costs and, to some extent, increases in these 
costs reflect the availability of increased and/or 
improved services to mobile home occupants. 

The cost of utilities has been estimated to 
have increased from an average of $18 per 
month in 1967 to $23 per month in 1972; the 
cost of repair and maintenance of mobile 
homes increased from about $3 in 1967 to an 
estimated range of $5 to $7.40 per month in 
1972. 

Mobile homes receive differing tax treat- 
ment in the various States. Some States levy 
no taxes whatsoever (using annual license fees 
in lieu of taxes) while others impose personal 
property or real estate taxes. Due to their lower 
cost and relatively rapid depreciation, mobile 
home dwellers generally pay less in taxes than 
do conventional homeowners, even in areas 
where real estate taxes are levied. Estimates of 
monthly mobile home taxes for 1972 range 
from $5 to $9 compared to almost $40 per 
month for a conventional single-family home 
financed under FHA's Section 203 program. 

There are several other cost factors of 
mobile homes that must be considered. Mobile 
homes have a much lower life expectancy than 
do conventional homes and, therefore, must be 
replaced relatively frequently. The subject of 
flammability of mobile homes is a controversial 
issue. 

Finally, mobile homes depreciate to only a 
small fraction of their original cost after 10 to 15 
years while most conventional homes appreci- 
ate in value. This means that while the short- 
term costs of purchasing and occupying a 
mobile home may be lower than comparable 
costs for conventional homes, in the long run 

there is a cost involved that either is not 
considered by, or is irrelevant to, mobile home 
purchasers. More than 25 percent of mobile 
home owners have incomes under $4,000. 
These families are able to purchase mobile 
homes because of their lower selling price but 
may be unable to purchase conventional hous- 
ing. 

If recent trends in housing costs continue, 
the shift to mobile homes can be expected to 
continue. The reasons for this are clear; the 
primary factors contributing to the increased 
cost of conventional housing are the very same 
factors that have helped make mobile home 
prices so competitive, and mobile homes have 
adapted themselves well to match the in- 
creased demand-through increased size, re- 
duced cost per square foot, increased life 
expectancy, and declining finance costs. 

The cost of construction labor has been 
rising rapidly in recent years, but labor com- 
prises a relatively small component of mobile 
home construction costs; maintenance costs 
are rising rapidly at the same time that mainte- 
nance needs for mobile homes decline as their 
life expectancy increases; and, with land costs 
for new housing sites rising rapidly, mobile 
homes offer a further advantage because they 
require a smaller lot than do conventional 
houses. 

As land prices continue to rise, the advan- 
tage of mobile homes increases. Actual site 
rentals paid, however, may be increasing more 
rapidly than land costs, because mobile home 
parks increasingly are providing additional facili- 
ties, such as laundromats, tennis courts, and 
swimming pools. The newer mobile home parks 
are thus similar to the new apartment com- 
plexes. 

Paralleling the marked increase in produc- 
tion and use of mobile homes in recent years 
has been the extraordinary development of the 
condominium concept of homeownership. Con- 
dominiums increased from 11 percent of total 
housing built for sale in 1970 to 30 percent in 
1972 and, in 1973, it is projected that condomi- 
niums will account for over one-half of all units 
built for sale in this country. This increased 
popularity of condominiums u W d v A . -  
i n c  
owners under current income tax provisions. 

ur conaomlnlums, however, IS also 



bined, only four cities show price increases 
greater than income increases: New York, De- 
troit, Los Angeles, and Portland, Oreg. In all 
other areas, families are able to buy the same 
house, on the same size lot, that they could 
have bought in 1967, without having to reduce 
their consumption of other goods and services. 

Chart 6 

Total Dollar and Percentage Increase 
of Construction Costs Comparisons of Major 

and Smaller Cities, by Region, 1967-1972 

Northeast 

There is no especially clear geographical 
pattern in this, although there is a tendency for 
larger areas to incur greater cost increases, 
relative to income increases, than smaller areas 
do. 

All of the geographical data discussed so 
far concern home purchase price only. The 
Consumer Price Index also includes information 
on the "cost of homeownership" in large metro- 
politan areas. In 15 of the 18 areas for which 
comparisons are possible, the cost of home- 
ownership increased faster than the cost of the 
typical house (structure only). The exceptions 
were Baltimore, St. Louis, and Cleveland; and, 
in all three areas, the difference was less than 
2 percentage points. In 14 areas, land price 
estimates were also available, so that an over- 
all cost of the house, including land, can be 
compared to the cost of homeownership. Again, 
the cost of homeownership outpaced the cost 
of the house in  all but three areas: Los 
Angeles, San Diego, and Honolulu. In these 
three areas, rapid increases in land prices 
explain the greater increase in the cost of a 
house. 

The comparison between the increased 

Chart 6 (continued) 

Total Dollar and Percentage Increase of Construction Costs Comparisons 
of Major and Smaller Cities, by Region, 1967-1972 

Northcentral 

MarM cety 

Kansas City Minneapdls-St Paul Deb011 Chicago SI LWIS Mlkaukee Cleveland C8ocrnnas 
K B ~ S ~ S  Mtnnesota Mlchlgan U I I ~ M S  Mlssoun Wbcms~n Ohlo Ohio 

Ddtai Increase 53.942 $3.491 53.509 54.121 52.746 $2.61 7 $3.599 $3.132 

Corn~rable city 
no1 available 

1967 1972 67 72 67 72 67 72 67 72 67 72 67 72 67 72 67 72 

Plllsburg Mankala Muskegon Rmk Isknd Spnngfleld Madison &on Dayton SIOUX Falls 
Kansas M~nnesola M o V ~ a n  1 1 8 0 ~ ~  lll#n01S Wisconsin Ohlo Ohlo Swth Dakota 
52.293 52.332 $2.769 $3,209 $3.463 $1,939 $3.110 53.197 51  691 



cost of homeownership and the increase in per 
capita income is confined to the period 1967- 
1971 because income data are not available on 
a regional basis for 1972. Over this period, the 
cost of homeownership increased more rapidly 
than did per capita income in nearly all metro- 
politan areas; the four exceptions were Atlanta, 
Buffalo, Honolulu, and Washington, D.C.27 (See 
Table 11 .) 

When these data are considered together, 

afford to buy as good a house as they could 5 
or 6 years ago, and still have more left over to 
spend on other goods and services; but they 
have had to pay relatively more for the other 
total costs of homeownership. In most major 
metropolitan areas, the house is not more of a 
financial burden, but the maintenance and 
taxes are. 

the local patterns are very similar to the na- 
tional one. Incomes have increased more rap- Housing Costs for 
idly than has the cost of a house, but the cost Renters 
of homeownership (including mortgage pay- 
ment, property taxes, and maintenance ex- Rents ".  hi^ costs 
penses) has increased more rapidly than either. 
People in nearly every part of the country can This chapter has concentrated on the costs 

of owning a home, partly because there are 
27 These figures would be very slightly changed i f  disposa- much more detailed data available on the 

ble income were used rather than total income; the 
ratio of d~sposable to total income changed by less involved in homeowning 
than 0.5 percent between 1967 to 1971. than in renting, and partly because the cost of 

- - . -~ 
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Maior c ~ t v  

Atlanta Houston Baltimore New Orleans Memphis 
Georgia Texas Mawland Louisiana Tennessee 

Dollar increase $2.431 $3.358 $4,308 $1,339 $3.01 7 

11,595 
j ! 

8.578-1 . ;35 2% 
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67 72 67 72 
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$2.885 $2,269 $2,937 
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67 72 



homeownership has been increasing much 
more rapidly in recent years. Rental costs have 
increased much less rapidly than income, even 
in the past 5 years, and less rapidly than the 
overall Consumer Price Index. Thus, renters 
generally have not been adversely affected in 
recent years, although rising rents obviously are 
a problem for those whose incomes have not 
kept pace, just as higher prices for other goods 
and services are a problem. This is particularly 
significant because renters tend to cluster to- 
ward the lower end of the income distribution. 

The sharp differences between the move- 
ments in rent and homeownership costs, how- 
ever, are themselves important. The discrepan- 
cies are perhaps somewhat surprising, since 
would-be home buyers typically choose to rent 
rather than buy when the cost of buying 
increases. The rapid rise in homeownership 
costs, therefore, should have induced some 

families to seek rental units, thereby driving up 
rents and gradually bringing the two indexes 
closer together. There is no evidence, however, 
that this has been happening in recent years; if 
anything, the spread between them is widening. 

It is difficult to find any factor in the rent 
index itself that is likely to account for the 
difference. The rent index is calculated by 
comparing rent changes for the same apart- 
ment from month to month and year to year. 
Because the apartments are the same, most 
aspects of housing quality automatically are 
held constant over time; each apartment has 
the same number of rooms and bathrooms, the 
same floor area and the same amenities each 
time it is priced. The rent index is thus more 
precise than the home purchase index, be- 
cause the latter is based on the prices of 
different houses from month to month. While 
the home purchase index does attempt to 

- -  

Chart 6 ( c o n t i n u e d )  

Total Dollar and Percentage lncrease of Construction Costs Comparisons 
of Major and Smaller Cities, by Region, 1967-1972 

West 
Major city 

Pornand San Jose Los Angeles San Diego Honolulu Denver 
Oregon California California California Hawaii Colorado 

Dollar Increase $2.473 $3,098 $1,607 $3,064 $3.265 $3.806 

Comparable city 
not available 

Smaller citv 

Eugene San Rafael 
Oregon California 
$1,596 $2,127 

Boise 
Idaho 

$2,422 

Comparable city Comparable city Comparable city Comparable city 
not available no1 available not available not available 

S o u r c e :  M c K i n s e y  a n d  C o m p a n y ,  Inc . ,  " A n a l y z i n g  T r e n d s  i n  H o u s i n g  C o n s t r u c t i o n  a n d  O p e r a t i n g  Costs," a s t u d y  
f o r  t h e  N a t i o n a l  H o u s i n g  P o l i c y  R e v i e w ,  1973. 

- - -- 



- - ----- 

Table 10. Changes in Home Costs and Incomes by Metropolitan Area, 
1 967-1 972 

-- 

Percentage Increase In: 
Per 

Area Structure Land Combined Capita 
Cost Cost Cost Income 

(66-71 ) 

~- . . .- 

Northeast 
Buffalo 
Burlington 
Erie 
New York (Hempstead) 
Pittsburgh 

North Central 
Akron 
Chicago 
Cincinnati 
Cleveland 
Dayton 
Detroit 
Gary 
Kansas City 
Madison 
Milwaukee 
Minneapolis-St. Paul 
Muskegon 
Rock Island 
Sioux Falls 
Springfield, Ill. 
St. Louis 

South 
Atlanta 
Baltimore 
Columbia 
Houston 
Macon 
Memphis 
New Orleans 
Tampa 
Texas City 

West 
Boise 
Denver 
Eugene 
Honolulu 

30 43 
30 5 1 
16 35 
48 49 

(Continued on p .  232.) 



(Conlelued from p 231 ) 

Los Angeles 14 75 36 3 4 
Portland 26 74 3 7 3 5 
San Diego 32 39 3 5 41 
San Jose 28 37 3 1 3 7 
San Francisco-Oakland 

(San Rafael) 16 32 2 1 38 
- -  - -. - -. - - .  - - -  - -  p~ 

Source Deparlment o l  Houslng and Urban Oeveopnlenl Oeparlment of Commerce. Survey 01 Currenl Busrness. May Issues 
-- - - - -- - -. 

~ ~ ~pp ~ - 

standardize for several dimensions of housing, 
Table 11. Changes in Income and it cannot be as precise as the rent index, since 
Homeownership Costs, 23 Major houses differ in many ways besides those taken 
SMSA's,* 1967-1 971 explicitly into account in the home purchase 
-- - - - - --- - 

index. 

Percent- There is, however, one way in which the 

age rent index is less precise than the home 
Change Percent- purchase index. Each year, the apartments 

Percent- in age included in the index sample are 1 year older; 
age Home- Change during that year, they may have depreciated. 

SMSA Change owner- in Per No attempt is made in the rent index to adjust 
in CPI ship Capita rents for depreciation; depreciation appears in 

Corn- Income the index as a decline in price, rather than as a 
ponent decline in quality. For this reason,-manyAdl~t i -  
of the 
CPI cians - regard the - r e n K m m x  as inherently -. 
-- - b - I  - ownward.? 

Atlanta 21.7 36.9 4 0 This problem-does not arise for the home 
Baltimore 
Boston 
Buffalo 
Chicago 
Cincinnati 
Cleveland 
Dallas 
Detroit 
Honolulu 
Houston 
Kansas City 
Los Angeles 
Milwaukee 
Minneapolis 
New York 
Philadelphia 23.5 37.1 2 8 
Pittsburgh 21.5 36.7 2 9 
St. Louis 19.6 26.1 2 4 
San Diego 19.8 40.4 2 9 
San Francisco 20.1 31.6 30 
Seattle 16.4 28.7 13 
Washington 22.7 32.9 35 

-- - . - 
.~tandarci Metropolltan Stat,stlcal Areas 

Source Oeparlment o i  Labor. Bureau ol Labor Slai~st~cs, Ivlonthly 
Labor Revrew. Apr~l 1973. Table 26. Deparlment of Commerce. 
Survey o l  Current Business. May 1973, Table A 

-- 

purchase index, because houses are catego- 
rized on the basis of age, among other charac- 
teristics; 20-year-old houses sold in 1972 are 
compared to 20-year-old houses sold in 1973, 
for example. 

This introduces a source of bias into the 
rent index, but it is unlikely that the major 
difference between the indexes can be ex- 
plained bv the treatment of depreciation alone. 

d _ u r i n g l r m o f  were 
e o :  

nflation,- The divergence be- 
omeowsrship costs, however, 

was widening even before 1971. In the past 2 

2 8  New units regularly added to the apartments included 
in the rent index, and old units dropped from the 
sample, but the new unlts are never substituted 
directly for the old ones. The depreciation problem 
arises because new units built in  1072 are not 
compared with new units built in 1971; instead, the 
1972 price of the unit built in 1971 is compared to the 
1971 price. This practice makes it easier to standard- 
ize for many characteristics of the apartment, but it 
also means that the unit is older each time it is priced, 
and the index is not adjusted for this depreciation. 



years, rents have increased about as fast as he price of a house is thus likely to 9 the overall Consumer Price Index, while home- overstate the cost of the housing services it 
ownership costs have increased only slightly provides in any short period of time, because 
faster. the house is also an investment that is ex- 

Another possible explanation for the pected to appreciate in value. The rent index is 
smaller increase in the rent index may be a better measure of the actual price of current 
changes in neighborhood amenities such as housing services alone, while the home pur- 
local public services. Apartments are relatively Chase index is a better measure of expected 
more common in central cities; houses-spe- future housing costs. 
cially new houses-are more common in the The differences between the indexes thus 
suburbs. Crime, fire, and similar problems ap- are caused by both downward biases in the 
pear to be more serious in central cities, as rent index and upward biases in the home 

discussed in chapter 6; central city neighbor- purchase index. In periods of inflation, such as 
hoods therefore are likely to be less desirable. the present) the upward bias in the 
This might cause overall rent averages to rise purchase index is likely to create the greatest 
less than rents in suburbs, ~ l ~ ~ ,  if public distortion in the measurement of housing costs. 

services (such as education) deteriorate in the Despite its limitations, the rent component 
cities, or even improve less rapidly than in the sonsumer Price Index is a reasow 
suburbs, central city rents would rise less than rer ousln for renters. 
would suburban rents. T s IS especla y rue for c h a n m e x  

over relative1 sh rt erio s of time such as The same would be true for the difference ears ecausde d-nd in prices of houses between central city and ph ssl neighborhood changes are likely to 

are relatively more common in the city and 

-- suburbs; however, lo the extent that apaltments have a smaller impact; their effects tend to be 

houses more common in the suburbs, a relative gradual and cumulative over fairly long periods 

im~rovement in Dublic services in the suburbs for the Nation as a whole. 

wduld appear as an increase in the price of 
single-family houses relative to apartments in 
the Consumer Price Index. This phenomenon 
might also partially explain the increases in the 
prices of new houses relative to existing houses 
in recent years, because existing houses are 

rise in the future, as well as the value of the 
housing services provided currently. 

In a period of inflation, housing prices are 
likely'to be h~qh Decause homebuyers expect 

'that the house will be worth more in the futurz; 
They are buylng an asset that they anticipate 

will appreciate in value. Hents, on tne oth'er 
hand, ~ e f t e - c t ~ v a l u e  of the servicgs 
currently provided, since leases are typicall 
Kegotiated at short intervals of a year or tw? 
i n z s e t  month bj/ 
m%, w~tnout leases. 

Y 

-4 

Geographical Patterns of Rent 
Increases 

Although there are relatively few data on 
rent costs for different geographical areas, or 
for population subgroups, the Consumer Price 
lndex does include a rent series for 25 large 
metropolitan areas, including most of the larg- 
est areas in the country. Table 12 shows the 
changes in the rent component of the Con- 
sumer Price lndex for these 25 areas, for the 
1967-1972 period. With the single exception of 
Honolulu, the increases are less than the 
increases in homeownership costs for the same 
areas as shown in Table 11. In most cases the 
differences are substantial. Table 12 also 
shows per capita income for these areas over 
the 1966-1 971 period; for all areas, incomes 
increased far more rapidly than did rents. The 
typical renter in each area was able to afford a 
better apartment or home in 1972 than in 1967. 

When the pattern of rent increases is 
examined more closely, pronounced regional 
differences can be seen. The increases are 
much greater in Eastern and Western areas 



than they are in the Midwest and South. The 
seven areas with the greatest increases are all 
Eastern or Western areas; San Diego heads 
the list. The area with the smallest increase is 
Seattle, but the next five above it are located in 
the Midwest or South. By contrast, the changes 
in the cost of homeownership showed a much 
less marked regional pattern. 

Other patterns in the rent data are less 
clear. There is some tendency for rent and 
income increases to be positively correlated, 

Table 12. Changes in Income and 
Rents, 25 Major SMSA's 

- - -. - - - -. 

Percent Percent 
Change in Change in 

SMSA the Rent Per Capita 
Index Income 

1967-1 972 1967-1 971 
- - -  -- 

Atlanta 17.0 48.8 
Baltimore 12.6 41.4 
Boston 29.2 45.2 
Buffalo 20.1 38.8 
Chicago 13.2 34.3 
Cincinnati 9.6 37.5 
Cleveland 13.0 30.4 
Dallas 11.8 40.2 
Detroit 20.2 33.9 
Honolulu 27.7 49.2 
Houston 10.9 47.2 
Kansas City 10.7 40.3 
Los Angeles 18.5 33.6 
Milwaukee 17.9 31.5 
Minneapolis- 

St. Paul 21.1 38.2 
New York 27.2 40.5 
Philadelphia 24.4 36.5 
Pittsburgh 17.0 37.4 
Portland 17.4 35.2 
St. Louis 8.6 31 .O 
San Diego 33.6 40.6 
San Francisco 29.2 38.1 
Scranton 26.1 43.3 
Seattle 5.7 22.2 
Washington, B.6. 18.6 42.1 

- -- - 

Source: Deparlment of Labor. Bureau of Labor Statistics. unpubl~shed 
dala, Department of Commerce, Survey of Current Bus~ness, May 
1973. 

but the correlation is weak. Rent increases 
appear to be unrelated to the size of the area, 
or its rate of growth. 

Rental Costs and Rental Values 

The rent index can be used to measure the 
extent of quality improvement for renters, in the 
same way that changes in the price indexes for 
owner-occupied housing were used to measure 
quality improvements for owners.29 Table 13 
compares the change in the actual rents paid 
by all renters, and by population subgroups of 
renters, to the change in the rent index, over 
the period 1960-1 970.30 The 1960 median rent 
for the group is multiplied by the ratio of the 
1970 rent index to the 1960 index, in Column 2; 
this measures the median rent that would have 
been required in 1970 for the same apartment 
that was occupied in 1960. 

For renters as a whole, as well as for every 
subgroup, the median rent actually paid (Col- 
umn 3) has risen by much more than the 
median rent required for the same apartment; 
the difference (Column 4) is a measure of the 
improvement in quality over the decade. For all 
renters, for example, the quality improvement 
according to this measure was $23, or 27 
percent, from 1960 to 1970. 

In general, quality improvements have 
been least for households headed by elderly 
persons, or for single-person elderly house- 
holds, although such calculations indicate that 
even these groups have had improvements of 
at least 15 percent during the decade. 

The figures by income class are especially 
impressive because these classes have the 
same dollar income in both years, even though 
the cost of living rose by 31 percent. The 
improvement for each group is consistent, how- 
ever, with the fact that the rent index rose by 
less than the cost of living over the period; a 
hypothetical household, with the same money 
income in both 1960 and 1970, chose to buy 
better housing as its price, relative to those of 
other goods, became cheaper. For groups that 

29 See the section, "Housing Cost v. Housing Value," 
earlier in this chapter. 

30 Data on rents actually paid are available only in the 
decennial Census of Housing, so comparisons for the 
last 2 or 3 years are not possible. 



had the same real income in both years, the $9,000 group in 1970, housing is seen to have 
improvement is even more striking. For in- improved by 18.6 percent.31 
stance, the $3,000-$3,999 class in 1960 had 
about 'the saie real income as the $4,000- 31 These groups are comparable on the basis of real 

$4,999 class in 1970; rental housing for the income, using the midpoints of each group to repre- 
sent income for the typical household in the group, as 

1970 group was 21.5 percent better than for the is conventional. The increase in real income for the 
1960 group. Similarly, when the $6,000-$6,999 lower group was 29.7 percent over the decade; for the 
group in 1960 is compared with the $7,000- higher group, it was 30.8 percent. Both are very close 

to the 31.1 percent increase in the Consumer Price 
Index. 

Table 13. Rental Costs and Rental Values, 1960 and 1970 
- - - - - - - -. . - - - - 

(1) ( a *  (3) (4) (5) 

Median Cost of Median Percent- 
Q'ality age Quai- 

Renters by Household 1960 1960 1970 Improve- ity lm- 
Type and Income Gross Apartment Gross 

Rent in 1970 Rent provement 
(3) (4) (2) 

All renters 71 85 108 23 27.1 

Household type 
2 or more persons 

Male head, wife pres- 
ent 
Under 45 years 
4 5 6 4  years 
65 years and over 

Other male head 
Under 65 years 
65 years and over 

Female head 
Under 65 years 
65 years and over 

1 person households 
Under 65 years 
65 years and over 

lncome class 
Less than $2,000 5 2 62 79 17 27.4 
2,000-2,999 60 72 85 13 18.1 
3,00&3,999 6 6 79 9 1 12 15.2 
4,000-4,999 72 86 96 10 11.6 
5,000-5,999 76 9 1 102 11 12.1 
6,00&6,999 81 97 106 9 9.3 
7,000-9,999 8 7 104 115 11 10.6 

10,000-1 4,999 99 119 133 14 11.8 
- - - -- . . -. - -. - - . 

'Column ( 1 )  mult~pl~ed by the change In the rent component of the consumer price Index, taken from Department of Labor, Bureau of Labor Statistics, 
Handbook 01 Labor Slat~sbcs. 1972, table 127. 

Source: Deparlnierit of Commerce. Bureau of the Census. Census of Housfng. 1960 and 1970. 
- 



When changes in rents are compared to 
changes in incomes, it appears that both have 
grown at about the same rate for population 
subgroups classified on the basis of household 
composition and age of the household head. 
Table 14 contains the rent-to-income ratios for 
renters as a whole and for these subarou~s. 
O n ~ n ~ g r o c r s h o w s  a change of moye than 
T percenta e ---onme - . - 

~ e c a t e a o r i e s ,  rent-income ratios have risen 
in five, d&lined' in three, and are unchanged in 
one; nor does there seem to be any particular 
pattern to the chanaes. These data are consist- 
ent with the c m L s i o n  - ? ? T o n  --- 
m @ r e - i n c o m e r e ; l a t i n s n ~ p s  -- t m t  
~-crease approximately at the: 
s-x-as -- Z m  -IT- e c G h g e  for the 
re7ii-as a whole is primarily caused by 

32 Margaret G. Reid, Housing a n d  Income. Chicago: 
University of Chicago Press, 1962; Frank de Leeuw, 
"The Demand for Housing: A Review of Cross-Section 
Evidence," Review of Economics and  Statistics, Feb- 
ruary 1971. 
-- - - -. - - - 

Table 14. Rent-Income Ratios, by 
Household Composition, 1960 and 
1970 

- - -- - - - - -. - -. 

Median Rent- 
Household Composition Income Ratio 

by Age - - -- -. -- 

1960 1990 
~ 

Male head, wife present 
(2 or more persons) 
Under 45 years 17.3 16.0 
45-64 years 15.4 14.0 
65 years and over 23.6 23.6 

Other male head 
(2 or more persons) 
Under 65 years 18.9 22.8 
65 years and over 25.1 26.4 

Female head 
(2 or more persons) 
Under 65 years 29.4 30.4 
65 years and over 28.4 27.6 

One-person households 
Under 65 years 22.3 22.6 
65 years and over 49.5 49.8 

-- -~ . -. 

Source: Oeparlment ol  Commerce. Bureau of !he Census Cerlsus 01 
Housirig. 1969 and 1970 

- -  -- 

changes in the composition of renters; there 
were more elderly renters with higher rent- 
income ratios in 1970 than there were in 1960. 

When rent-income ratios for income groups 
are examined, the pattern changes; rent-income 
ratios are up for all groups. (See Table 15.) 
This is caused in  part by changes in the 
proportions of elderly and single-person house- 
holds in the different income groups; single- 
person households, which typically have high 
rent-income ratios, comprised only 28 percent 
of those with incomes below $5,000 in 1960, 
compared to 42 percent in 1970. 

The income figures used in these compari- 
sons are for total income, rather than disposa- 
ble income, which is not available in the 
Census statistics. During the decade of the 
19601s, the ratio of disposable to total income 
declined by about 2 percent, which would imply 
that rent-income ratios increase slightly more 
when disposable income-rather than total in- 
come-is used. The d i f fe rence~ are slight, 
however. Also, it is likely that rent-income ratios 
for the lowest income classes would be affected 
least by this adjustment. 

Table 15-using objective measures such 
as plumbing and crowding conditions-also 
shows that between 1960 and 1970 housing 
quality had improved for every income class. 
Households in all income classes had rising 
rent-income ratios and better housing. Indeed, it 
is correct to say that the households had higher 
rent-income ratios because they had better 
housing. Had renters been willing to occupy the 
same quality of housing in 1970 as they did in 
1960, they could have reduced their rent- 
income ratios substantially, because median 
income of renters rose by more than 50 percent 
during the decade, while the rent index compo- 
nent of the Consumer Price Index rose by only 
20 percent. 

The relatively small increases in rents and 
the improvement in housing quality for renters 
are especially important because renters are 
relatively more common among lower income 
groups. Table 16 shows that about half of all 
households with incomes below $6,000 are 
renters, compared to 37 percent nationally. 
Information on these low income groups is 
valuable, because the limited data on home- 
ownership costs available by income group do 
not cover households with incomes below 



- - - - - - 

Table 15. Rent-Income Ratios and Rental Housing Conditions by 
lncome Class, 1960 and 1970 

- -  ~- ~ 

Percent of Percent of 
Median Households Percent of Households 
Rent- With Crowded Lacking 

Income Class Income Central Air Households Complete 
Ratio Conditioning Plumbing* 

~ - - - - -. . - - . - - - - - 

Total 35.3 39.6 1 .O 8.6 15.6 10.1 19.5 8.0 
Less than $2,000 57.8 64.0 0.5 4.2 15.9 7.4 40.3 18.1 

2,000-2,999 28.7 51.8 0.5 4.4 20.6 9.7 
22.3 31.8 0.7 5.1 19.2 12.6 

22.3 12.6 
3,000-3,999 
4,000-4,999 18.3 26.7 0.9 5.8 17.5 13.1 

6.8 16.2 12.9 
10.9 8.2 

5,000-5,999 16.6 22.4 0.9 
6,000-6,999 15.0 20.2 1 .O 7.5 14.5 12.1 

5.3 4.3 
7,000-9,999 12.3 16.8 1.4 8.4 12.1 11.6 

10,00&14,999 10.2 12.7 2.6 11.8 10.9 10.1 
2.8 1.8 

15,000 and over 6.7 9.0 5.5 19.3 8.4 8.4 
- -. - - - . - - - - . - 

'Income classes. Less than S2.000 
2.000-3.999 
4.000-5.999 
6.000-9.999 
10.000 and over 

Source. Department of Commerce, Bureau of the Census. Census of Housing. 1960 and 1970. 
~ - . - - - - - . - - - . . . - - - - 
. .  - - ~ . 

$6,000 to any appreciable extent. As a result, 
Table 16. Renters by l n c o f ~ ~ e  Class, this chapter has little to say about homeowner- 
1970 ship costs for low income households. For the 

. - - ~- -~ half of low income families who are renters, 
Renter-Occupied however, the available data indicate that rent 

Income Class Units as Percent of increases have not adversely affected them. 
U.S. Total These households usually occupy housing of 

-. --- -- ~ lower quality than does the typical household, 
$0-$1,999 50.8 but the evidence on rental costs provides some 

2,000- 2,999 49.1 verification for a logical assumption-that they 
3,000- 3,999 49.7 occupy such housing because they have low 
4,000- 4,999 49.7 incomes. 
5,000- 5,999 49.0 
6,000- 6,999 46.9 
7,000- 9,999 38.7 

10,000-1 4,999 27.4 
15,000-24,999 19.5 

25,000 and over 15.5 
Total 37.1 

. . - - - - - - . . - - . -. . - . - - -- 
Source: Department ot Commerce. Bureau of the Census. Census of 

Housrng. 1970 
. - . - - - - 



Appendix A: Three Housing Cost Indexes-Bureau of 
Labor Statistics, Bureau of the Census, Bureau of 
Economic Analysis 

There are three available indexes of the 
cost of houses. All show small increases in 
recent years, compared to factor prices, and 
compared to the overall "cost of homeowner- 
ship" component of the Consumer Price Index. 
(See Table 17.) 

The U.S. Bureau of Economic Analysis 
lndex for single-family homes calculates the 
price of finished structures having set specifica- 
tions, excluding land prices. This index shows 
an estimated price increase of 4 percent be- 
tween 1967 and 1970 relative to the Consumer 
Price Index. The recent increase reverses a 
downward trend existing since World War II. A 
more comprehensive index, prepared by the 
Bureau of the Census, takes eight characteris- 
tics of new houses into account in estimating 
price increases. On the basis of these charac- 
teristics, new houses are subdivided into 35 
categories for calculating the index. This index 
has increased by 5 percent relative to the 
Consumer Price lndex since 1967. Finally, the 
"Home Purchase" series of the Consumer 
Price lndex is based on FHA-insured houses, 
both new and existing; it subdivides houses 
only on the basis of size and age, and is thus 
less comprehensive than the Census index. 
This series has increased by 3 percent relative 
to the Consumer Price lndex since 1967. 

Table 17. Three House C ~ s t  
Indexes 

Housing Home 

Structure Sales Price Purchase 
Year Costs 1 lndex lndex 

(Census) (BLS) 
. -- - -~ 

1963 1.02 0.98 1.03 
1964 0.98 1.03 
1965 l .O l (EST)  0.99 1.03 
1966 1 .OO 0.99 1 .OO 
1967 1 .OO 1 .OO 1 .OO 
1968 1.02 1.01 1 .OO 
1969 1.03 1.01 
1970 1.04 (EST) 1 .O1 1.04 
1971 1.02 1.03 
1972 1.05 1.03 

. - - - . .- -- pppp. 

Source: ' Department of Commerce. Bureau o l  Economtc Analys~s, 
lndex of Construction Costs. The lndex was adjusted to a 1967 
base and niade relallve to the CPI. 

'Census Index of one-family sales prices. Taken from Deparlment of 
Commerce, Bureau of the Census. Co~lslrucbon Reporis. Serles 
C-25, and niade relative to the CPI 

3Developed by Department of Houslng and Urban Development, 
Nat~onal Housing Pol~cy Reviev.', based on Deparlmenl of Labor, 
Bureau o l  Labor Stat~stics Data and made relative to Ihe CPI. 



Appendix 6:  Data Used for Housing Comparisons 
by Income Class 

There are few available data on housing 
consumption by income class apart from that in 
the decennial Censuses of Population and 
Housing. Unfortunately, housing cost increases 
have accelerated since 1967, so that compari- 
sons of 1960 and 1970 data do not provide 
much information pertinent to the problem. 
Apart from the Census, the most comprehen- 
sive data are compiled by the Federal Housing 
Administration, which collects and publishes the 
characteristics of houses insured by FHA. From 
these data it is possible to compare housing 
purchases by income class over a period of 
time. 

Because only FHA-insured houses are in- 
volved, FHA data refer only to a small fraction 
of all home purchases; moreover, these houses 
typically are less expensive than the average 
home, particularly the average new home. How- 
ever, the data are appropriate in that they are 
used to compile the Consumer Price Index, 
which has shown the most rapid increase in 

housing costs. Calculations based on FHA 
data, therefore, are more likely to  reveal 
changes in housing consumption by the various 
groups studied; if anything, they will overstate 
the effects of increased housing costs. 

It is important to choose carefully the 
income classes used to make comparisons. It 
would not be very useful, for example, to 
compare families earning the same dollar in- 
comes in 1967 and 1972. Because prices 
increased substantially during this period, an 
income of, say, $5,000 represented a much 
lower real income for a family living in 1972 
than it did for a family living in 1967. Further- 
more, average income increased substantially 
during this period so that even families having 
the same real incomes in those 2 years are not 
strictly comparable. Because the 1967 average 
real income is no longer the average real 
income in 1972, the family maintaining that 
income is no longer typical. 



Appendix C: Cost Data by Geographical Area 

The Appraisal and Mortgage Risk Division 
of the Department of Housing and Urban Devel- 
opment regularly compiles data regarding 
changes in the cost of constructing a "typical" 
house in selected areas of the country. These 
data have been amassed for the years 1967- 
1972. 

For each area, the "typical" house (defined 
in terms of such characteristics as floor area 
and type of building materials used in construc- 
tion) was determined through interviews with 
builders, architects, and appraisers. Once the 
typical house was defined, one specific house 
having these characteristics was chosen and 
the amounts of labor and materials used in its 
construction were determined. Although this 
specific house was selected to represent the 
typical house for the entire area, it may have 
been located within the city, in a suburb, or in a 
rural setting. 

Based on the quantities of various mate- 
rials and labor used in its construction, and on 
price information obtained from subcontractors, 

contractors, and suppliers located in the area, 
the cost of constructing the specific representa- 
tive house was estimated. This representative 
(or "typical") house was priced at more than 
one location within those areas showing sub- 
stantial spatial variation in the prices of con- 
struction labor and materials. 

After the initial pricing, the same house 
was priced three times yearly, thus measuring 
changes in the average cost of construction 
over a period of time. When the FHA apprais- 
ers (in consultation with builders and architects) 
decide that housing characteristics have 
changed too much to permit valid comparison 
from one year to the next, a new representative 
(or "typical") home is identified and priced. For 
areas with a changed "typical" house, of 
course, housing prices before and after the 
change are noncomparable. In fact, the typical 
house changed in many areas between 1967 
and 1972; Boston and Washington are among 
the areas excluded from analysis for this rea- 
son. 



Appendix D: FHA Land Price Data 

Included among FHA-insured mortgages is 
a group designated "Section 203(b)." These 
mortgages can be obtained for up to 97 percent 
of the property value and for terms as long as 
30 or 35 years. They can be used to finance 
the purchase of one-family to four-family 
homes, exclusively. 

The FHA compiles considerable data about 
the characteristics of Section 203(b) homes and 
lots, both new and existing. In particular, data 
available for the vears 1967-1972 include me- 

do not make any adjustment for this difference. 
Other possible differences could arise from 
locational factors: Lots may be closer to trans- 
portation facilities, on average, in one year than 
another; or located in more desirable neighbor- 
hoods; or nearer to the beach in coastal or 
Great Lakes cities; or on higher ground in cities 
with hills. When any of these phenomena 
occurs, the lot price per square foot will 
change, even though the price of the same site 
(or similar sitel does not chanqe. 

dian lot size, median price of site, and median 
- 

A related problem stems from the sampling 
price of site per square these procedure used to accumulate the data on 
statistics are calculated for each of 44 selected which land prices are based. Specifically, the 
Standard Metropolitan Statistical Areas. sample of lots for which size and price informa- 

FHA appraisers first try to estimate the tion is obtained is apportioned among sections 
market price of a particular residential housing of  the city according to the percentage of 
site by finding an "equivalent" lot having a Section 203(b) homes located in each. If a 
known value. (An "equivalent" lot is one having particular city has five districts with, for exam- 
the same size, located in the same neighbor- ple, 60 percent of the homes insured under 
hood, enjoying the same amenities, and having section 203(b) located in Distrid A, and 
access to the same public facilities as the one percent located in each of Districts B, C, D, and 
being priced.) When a but not E, then 60 percent of the sample also would be 
c o m ~ l e t e l ~  equivalent, lot is found, the ap- taken from District A and 10 percent from each 
praiser must adjust the site's price as best he of the remaining Districts A bias exists, how- 
can to allow for its uniqueness. After estimating ever, in that lots in the sample include only 
a market price for each of the Section 203(b) those financed under Section 203(b), For exam- 
home sites, the median price, median lot size, ple, in the particular city described above, if the 
and median price site per 'quare foot can be price of site per square foot is one-half as high 
calculated. in District A as it is in District B, C, D, and E, Ideally, a lot price index for a particular city and if only 40 percent of  all new homes 
would measure changes in the average cost Of financed during the year are located there, the 
the same lot from year to but the FHA calculated median price (based on 60 percent 
data refer all lots "Id in each year of the Section 203(b) homes located in District 
therefore, a different sample of lots is priced A) would tend to understate the true median lot 
from year to year. Moreover, there is no price. 
attempt to determine whether the lots sold in 
one year are similar to those sold in any other. The conclusion to be drawn from these 
For example, one year's FHA sales may be considerations is that the data on price of land 
more concentrated in the suburbs, the next used in this chapter are less reliable as a price 
year's in the central city; the lot prices reported index than are the other data used. 



Appendix E: Housing Expenditure-Income Ratios 

It is useful to examine two additional sys- 
tems of measuring housing cost even though 
they are somewhat arbitrary. The first measure 
is based on a widely used, albeit questionable, 
rule of thumb that a family cannot afford a 
house if its value exceeds 2 ' 1 2  times the 
family's income. The median value of houses 
purchased is then examined, and a determina- 
tion is made of what proportion of the popula- 
tion has incomes less than 40 percent of this 
amount. If the proportion grows over time, it is 
assumed that it is becoming more difficult for 
families to afford housing. This measure has an 
enormous number of weaknesses that are 
discussed in detail below, but, for what it is 
worth, the proportion was the same in 1972 as 
it was in 1967: 41.8 percent, although there 
were decreases in 1968 and 1969 and in- 
creases in 1970 and 1971 .33 

The main problem with this system is that 
the results obtained from this analysis are 
crucially dependent upon the assumptions un- 
derlying it. For example, using a "2 times" rule 
instead of a "2  ' 1 2  times" rule increases from 
41.8 to 55.7 the percent of families unable to 
"afford" the typical new house sold in 1972, 
whereas a "3 times" rule reduces the percent- 
age of such families to 37.8 percent. Moreover, 
the trends over time change, depending on 
which rule of thumb is used; using the "2 
times" rule, the proportion of families unable to 
"afford" the typical new house declines from 
1967 to 1972; using the "3 times" rule, the 
proportion increases. Quite different rules may 
be appropriate for families who buy new homes 
for differing reasons: e.g., some seek to amass 
equity in a home, while others simply want 
shelter. And different rules may be appropriate 
for the same family in periods of inflation and 
periods of price stability. 

An alternative measure of housing cost is 
based on the median monthly housing expendi- 
tures by households. This measure includes the 
total mortgage payment, maintenance and re- 
pair expenses, hazard insurance, and fuel and 
utilities costs. Then, using the rule of thumb 

33 Data for t h ~ s  conclus~on are based on FHA-insured 
houses 

that a family should spend 25 percent of its 
income on housing, the monthly housing ex- 
pense is multiplied by 48 to obtain the neces- 
sary or "qualifying" annual income. This is used 
to determine what proportion of the population 
cannot afford the "typical" house sold in that 
year. The proportion has risen from 53.5 per- 
cent in 1967 to 56.6 percent in 1972, although 
there has been a slight decline since 1970. 

Here, again, the results of the analysis are 
crucially dependent on the assumptions being 
made. If one assumes that housing expense 
should constitute one-third of a family's income, 
then the proportion of the population required to 
spend more than this fraction in order to buy 
the median-priced house in 1972 drops to 39.3 
percent. I f  40 percent is used as the agpropri- 
ate expenditure-income ratio, then the propor- 
tion of families above this ratio drops to 30.7 
percent. Conversely, by assuming that only 20 
percent of the family's income ought to go for 
housing, the proportion of families exceeding 
this percentage jumps to 70.6 percent. All of 
these ratios have risen slightly during the 1967- 
1972 period. 

Regardless of which arbitrary rule is used, 
it remains difficult to interpret the statement that 
some percentage of families is unable to "af- 
ford" the median-priced new house sold. For 
example, the assertion that 41.8 percent of all 
United States families could not afford to buy 
the median-priced (or "typical") one-family new 
home in 1972 is dependent solely on the 
criterion that a family's income be at least 40 
percent of the median purchase price of all new 
homes sold in that year. This does not say, 
however, that these families could not or did 
not buy a lower priced house, whether new or 
existing. Nor is it known how many families 
were seeking to buy any house in 1972, much 
less one sf the size and quality represented by 
the median-priced new house sold in that year. 
In short, to calculate a "qualifying" income 
level, by whatever rule, is implicitly to set an 
income level that all families should attain, and/ 
or to establish a standard house that all families 
should purchase. There is no economic basis 
for setting either standard. 



In any case, these measures are consist- 
ent with the previous conclusions reached in 
Chapter 8, despite the obvious deficiencies of 
the approach. The increase in the median price 
of a house has been about the same as the 
increase in the median level of income, which is 
reflected in the stability of the proportion of the 
population "unqualified" to purchase the me- 
dian house. On the other hand, the increases in 

expenditures for real estate taxes, maintenance 
and repairs, and fuel and utilities, are reflected 
in the increase in the proportion of those who 
are required to spend more than 25 percent of 
their income, (or 20 percent, or 33 ' 13  percent, 
or 40 percent) for housing. These are the same 
factors that have contributed to the increase in 
the "cost of homeownership" component of the 
Consumer Price Index. 
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Johnson, Lyndon El.: 18 
Jones v. Mayer Co.: 49-50 
Justice, Dept. of: 50 

Kaiser Commission. See President's Com- 
mission on Urban Housing. 
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Chart 1 

Department of Housing and Urban Development Mortgage lnsurance Program 

* Read across. . . Find section 

Read d o w n  . . . F i n d  programs 

Ti t le  I . . . Property Improvement and Mobi le Home Loans 
Appalachian Housing Fund  

t t  101 . . . Rent Supplements + 106 . . . Assistance for Nonprof i t  Sponsors 
1 7 0 3 . .  . Mutual  Mortaaoe lnsurance and Insured lmorovement Loans 

207  . . . ~ u l t i f a k i i y  Housing Mortgage lnsurance 
2 1 3  . . . Cooperative Housing Mortgage lnsurance 

220 . .  . Urban Renewal Mortgage lnsurance and Insured Improvement Loans I I I T t t t +  221 . . . L o w  Cost and Moderate lncome Mortgage lnsurance 
I 2 2 2 .  . . Servicemen's Mortgage lnsurance 

223 . .  . ~ i s c e l l a n e o u < ~ o u s i n g  lnsurance l l l l l l l l l t t  231 . . . Housing Mortgage lnsurance for  the Elderly + 2 3 2 .  . . Nursing Homes and/or Intermediate Care Facilities Mortgage lnsurance 
1 233 . . . Exoerimental Housina Mortaaae lnsurance 

1 1 1 t 1 1 T 1 2 3 4 .  :. Condominium ~ " o u s i n o ~ o r t a a a e  lnsurance 

I . . . One. 
. . . One. 

2 3 5 .  . . Mortgage lnsura&e a n d - ~ k s t a n c e  Payments 
2 3 6 .  . . Mortgage lnsurance and Interest Reduction Payments 

237 .  . . Special Mortgage lnsurance f o r  L o w  and Moderate lncome 
2 4 0 .  . . Mortgage lnsurance o n  Loans for T i t l e  Purchase 

241 . . . Supplementary Financing for F H A  Project Mortgages 
242 .  . . Mortgage lnsurance for  Hospitals 

803/809/810.. . Armed Services Housing 
- t o  Four-Family Housing. + 1000.  . . Mortgage lnsurarlce for Land Development 
.Family Housing for  Disaster Vict~rns.  1 1100.  . . Mortoaae Insurance for  Grouo Practice Facilities . . . Out ly ing Properties; One-Family Nonfarm b r  Farm Housing. 603/608/El"l . . . War Housing ~ k r t g a g e  Insurance . . . vacation Homes. I I I I I I 1 I I I I 1 t 903,908. . . National Defense Housing Mortgage 

a 2 1 3 .  . . D w e l l ~ n a  U n l t  Released f r o m  a Coooerative Pro i~ t -Sa les  Mortaaae. 
I ! ! ! ! !  ! - "  

2 2 0 .  . . on>- t o  Eleven-Familv ~ o " s i n i  i n  Urban Fienewal Areas. I 1 1 
Ins 

n w i t h  previously insured mortgage. 

809  . . . One- t o  Four-Fami ly Housing for Civilian Employees a t  o r  near R&D Installations. 
810(h)  . . . Individual Uni ts  Released f rom 810(g) Mul t i fami ly  Mortgage. 

erative Housing f o r  Lower lncome Families; Individuals 6 2  o r  Older: o r  Handicapped. 
. . Construction o r  Rehabil i tation o f  Nonprof i t  and Proprietary Hospitals. 

810(f) . . . Rental Housing w i t h  Eight o r  More Uni ts for  Mi l i tary o r  Civilian Personnel. 

eighborhoods. lnsurance of  Government-Acquired Properties. 
. . Purchase o f  Land  and Development o f  Bui ld ing Sites for Subdivisions o r  New Communities. 

1 0 0 .  . . Construction o r  Rehabil i tation of  Facil i t ies fo r  Dentistry. Medicine, o r  
Optometry Group Practice. 

C l a n  l a  . . . A l l  Structures. 
Class I b , . .Structures t o  Be Used as Apartment House or Dwell ing for  T w o  o r  More Families. 
Class 2a . . . Nonresidential, Nonfarm Structures (Commercial). 
Class 2 b . .  :Nonresidential Farm Structures. 
Mobi le Homes. . . Purchase Mobi le Home Meeting F H A  Standards t o  Use as Principal Residence. 

I . .  
I 

!$ and Loans t o  Encourage and Facil i tate Construction and Rehabil i tation o f  Housing. 
. . Make Decent Housing Available t o  L o w  lncome Individuals and Families. 

106(a) . . . L o w  and Moderate lncome Sponsor Grants. 
106(b)  . . . For  Preconstruction Expanse o n  L o w  and Moderate lncome Housing Projects. 

Note: This chart is intended fo r  quick reference t o  H U D - F H A  
programs. Check for  specific program details i n  the 
appropriate F H A  issuances. 
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