
adverse property value impacts. The condominium de-
veloper's relationship with the community will be im-
proved if evidence is shown that apdrlmenl unil own.
ership has favorable sociological and economic effects
on the community.

The condominium converter seeks ways to defuse oppo-
sition to conversion. One interesting possibility for
preserving a portion of the rental stock is to sell only B0
percent of the apartments in a structure. The other 20
percent will be saved for rent to tenants and could be
owned as community property by all of the owners who
have purchased the 80 percent. ln one actual situation of
this type, it was expected that the rental income to the
community association would replace the necessity for
monthly maintenance fees. This has some interesting
subtle effects. lt m ight well be expected that the developer
would seek to achieve his yield and profit obiective by
includin6i a prorated share of the value of each rental unit
in the sales price of each apartmenl sold. This means the
condominium buyer has paid a higher price, reflecting his
share o{ the units rented out, and has probably financed
the majority of this purchase price with a higher
mortga8e. A higher interest payment on that mortgage
may be qualified as a deduction for federal income tax
purposes. So the buyer of a unit in th is proiect has traded
away a monthly maintenance fee to the homeowners
association. wh ich is not an allowable federal income tax
deduction, for a higher interest expense on the rented
units. There will, addit ionally, be the possibility of a share
of a capital gain on the successful resale of these invest-
ment un its. There will be problems for the tax accountanl
in establishing prorated shares of basis, and the local
property tax .rssessors may in itially have sonre difficu lty in
properly assigning these Lrxable values.

It is to be hoped that the condonrinium building and
converting industry records the lesson learned during its
briei history to date. ln the early 1970s condominium
developers failed to recognize and design.r product to
meet the needs of their market. Builders rvith previous
experience in offering units for rent shifted into the for-
sale market without any modification to their product.
Condominium u nits were constructed and offered for sale
in some m.rrkets that failed to provide the better quality
fcatures and workmanship that were demanded by a
more sophisticated purchaser. Some early condominium
builders failed lo understand the cenlral strategy of the
condomin ium concept as making dense use of erpensive
land in good locations. Projects were located on marginal
and undistinguished sites rvithout significant Iinkages.

The resulting misfit of product to demand resulted in
numerous metropolitan markets with oversupplies of
condominiums. The public came to regard the concept as

somehow faulty instead of recognizing the errors in its
execution. As more is learned about who purchases con-
clominiums, why and how they do it, builders must be
ever alert to ascertaining the changing needs of the mar-
kets;rnd designing a product to meet them. Since con-
dominium comnrunity facilities are so intensely shared,
the long-term costs oi a poorly designed condominium

can exceed the diseconomies and social problems of an
unsuccessful single family home development. Creater
sophistication in the marketplace today enables the de-
veloper to eliminate the swimming pool from a commu-
nity designed for empty-nester residents who have no
desire to attract children; many contemporary buyers
realize that the primary function of an ornate clubhouse is

to serve as a display and marketing facility for the
developer.

A desire for property ownership and the need to
economize on construction costs are currently leading to
many technological innovations. The condominium
concept is frequently being applied to retail and office
and medical complexes. A project in Roswell, Ceorgia
offers attached condominium residences and businesses.
Some large, old singleJamily houses are being recycled
into small multi-unit ownership. Creative rehabilitation is

causing the conversion of old industrial loft buildings to
residential condominiums.

Primary lenders, mortgage insurers, and the secondary
market are also part of the production process. From their
perspective, the prospect of financing individual un its in a
community carries a whole new dimension of default
risk. There is the chance that the closely shared lifestyle
will become disagreeable, that the limited pool of com-
munity political leadership wil I prove inadequate, or that
the condominium community budget will be misman-
aged to the detriment of any capacity to make capital
replacements.

Few lenders have bcen willing to lend in this atmosphere
of uncertainty. ln general there seems to be a need to
educate the financia I commu nity so that it is more willing
to underwrite these risks. At this time it might be useful to
simply begin to develop the questions that the lenders
should be.rsking: Wh.rt constitutes an adequate level of
capital replacement reserves in a condonriniunr contmu-
nity associ.ltion? How does one simply examine the dec-
laration and bylaws to evaluate the adequacy of the
community association authority and governing proce-
dures? How does an outsider quickly evaluate the rules
and regulations for their adequacy, fairness, and whether
or not they are being enforced i How can the mortgage
lender evaluate the human quality present and
future-in the way a commercial banker evaluates the
manaBement of a corporate borrower?

A special cog in the financing mechanism is the real estate
.rppraiser. Several special problems attend the applica-
tion of traditional appraisal methodology in a con-
dominium community. For example, the three hallowed
approaches to forecasting market value include the re-
placement or reproduction cost approach; but this fa ils to
work in a condominium community because of the un-
availability of benchmark sales of comparable individual
sites. Appraisers are frequently confused in their attempt
to define a set from which to draw comparable sales and
then to infer probable selling prices. Lacking confidence
in their procedures and market familiarity, they might
prefer to extrapolate recent sales activity strictly within
the condominium community instead of attempting to

by M.C. Findlay and R.V. Eastin

"We have waited for interest rates to fall. but we can wait
no longer."

Roy Green, r hairman
U.S. League of Savings Associations
(see BiblioBraphv 20 al end of article)

Thus far in the 1 980s, the plight of the thrifts has not been
a happy one. By the summer of I98l, Bernstein-Macau-
lay was estimating that the 5 & L industry mort8age port'
folio had a trook value of $500 billion but a market value
of only $400 billion. This $ 100 billion loss was covered
by only $30 billion in equity and reserves. The only
change in this scenario by the spring of l9B2 was thal
accounting losses had reduced the latter dollar figure to
the m id-20s.

The threat of substantial insolvency problems in the in-
dustry has helped to relax restrictions on interstate and
even interindustry mergers. ln addition, borrowing and
capital requirements have been loosened, loss write-off
periods have been lengthened, and a tax-exempt ("All-
Savers") certificate has been authorized. By any stan-
dards, a fairly massive Federal rescue effort is underway
for this industry \2,4,15,16), and a larger one has been
requested (20).

The thrift industry stoutly resists the application of the
term "bail out" to this effort and contends that its historic
task has been to encourage housing by assembling low-
cost deposits to lend as mortgages. The combination of a

high interest rate environment and consumer pressure
caused deposit ceilings to be lifted, and the industry's
cost-of-funds rose more rapidly than new, rate-sensitive
mortgages could be added to the portfolios. The industry
claims to be in a temporary condition until its mortgage

M.C. Findlay anrl R.V. Eastin are assoc,ale professors of finance antJ
businesr eronomics at the Un;versi0, ol Southern Lalifonjd in Los

Ihe autho^ wi\h to a(know/ed8e the arJi!lan( e of Denni\ Aaper, Chri\
Pettuzzi and Rober{ Webb.

yields get back into line with its liability costs. Covern-
ment assistance is seen as the most efficient way to bridge
the gap. Observers claim, however, that with the need to
reindustrialize America, housing should no longer re-
ceive special consideration.

With Federal funds at stake, the quality of economic
analysis in this debate can be expected to be poor. Fur-
thermore, the literature of the institution is still largely
mired in a partial equilibrium, semi-efficient market
framework. This paper reinterprets the pliBht of the thrifts
in an efficient market framework and draws some policy
conclusions.

View On An Efficient Markel
The one-price larv of nrarkets prevails in an efficient
market, and there are no ex anle windfalls. lf it is assumed
that thrifts both buy and sell loanable funds in such mar-
kets, several conclusions enrerge:

l. Ihe morlgage rale is ancl was unsubsidized. The tax
laws may well encourage owner-occupied housing by
allowing mortgage interest and property taxes to be de-
ducted and not requiring the imput.rtion of rental income.
Furthermore, thrifts may possess some informational pro-
cessing economies in homelending. However, the pres-
ence of banks, insurance companies, and other lenders
with a broad r.-rnge of portfolio choice in the mortgage
market would raise serious doubt that mortgage yields
diverged sign ificantly from those of the capital market as a

whole (for example, see 25, chapter 9). ln this context, the
portfolio losses have little to do with "subsidizing" mort-
gages, but reflect the result of borrowing short and lend-
ing long during a period of substantial unanticipated in-
flation (t ).

2. Bygones are by,gones on the exisllng mortgage port
iolros. While it may be possible to depict markel expecta-
tions about short-term rate movements from the term
\tru(ture. long-term rdte\ dl .r gi\en poinl in lime are
essentially a fair game. The downsloping yield curve seen
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so far in the early 1980s rn.ry promise some cash flow
relief to the th rifts on the near-ternr cost of their liabilities
if short rates decline, but it promises no expectation of a

reduction in their loss on the existing long-term, fixecl-rate
mortg.rge portfolio. ln other wortis, the $l00 billion loss
mentioned earlier c.rn be vicrved as an unbiased estimate
of a wealth lc.rss.

l. Fx(ept for rpare a,]p.rcity or ioinl produclion, n?\v
/ine-s o[ bu-sine-s-s indicate onlv normal profits at the m.]r
gin. Some particip.rnts in the thrift industry seem to feel
that losses on the mortSage portfolio can be made back
through the employment of broadened lending porvers
(for eranrple, trust business, consunrer lo.rns). Yet each of
these rtrarkets lvould appear competitive, such that a new
entr.rnt could expect only normal profits. As discussed
here, greater profits can only be expected on such busi-
ness if there is some jointness in production with the
thrifts' existing bLrsiness.

4. Rate cei/ings r/o not /o!l,cr thc cost of funcls to thrifts at
the ntargin and neyer have. When a homogeneous pro-
ductive input (loanable funds) is obtained from several
sources simultaneously, it nrust follow that the price of the
Iast unit purchased from each source is the same in equi-
libriunr. Rate ceilings have the economic effect of creat-
ing a partial monopsony cartel (23) in which the explicit
dimension of cost (that is, rate paid) is fixed, but the
implicit dimensions (for erample, branches, operating
hours) are not. What happens is that members ofthe cartel
compete along the uncontrolled dimensions until they
dissipate all of lhe rents at the margin 113, 21, 22, 26).
With price determined at the nrargin, this result ties back
into the assertion of an unsubsidized mortgage.

5. Ratc cc.ii ings orli y iolrcr th.. cost oi funcls on the aver
ag,e untler re5trictive .rsJumptionJ. ln the first place, it
wou ld be necessary to encounter economies of sca le (that
is, decreasing average costs) over at least some range of
oper.rtions. lt seems unlikely thal siSnificant economies
cxist in the paying oi inlerest (explicit relurn) per se, but
the implicit return (for erample, branches, advertising)

has been {ound to involve econonries of scale \3,5,6,7,
B, 10, ll, l2). The existencc o[ ccononries of sc.rle is
necessary, l)ul not sufficient, to guar.rntee infr.rnrarginal
returns. ln this view, if there is an optimal sc..rle, conrpeti-
tors enler at this sc.rle unt il nornral profits on Iy .rre earnecl
at optinral scale and less th.rn nornral profits.rre earned at
.Ury other s(ale. ln prnclice, horvever, the reslrictions
placcd on raising capital for new thritis (for example, the
prohibition oi the paynrent of underwritinS fees and thc
orvnership clistribution requirements), conrbined with thc.
restrictions on expar.rsion by exisling associations, could
have oper.rted effectively k) preclude any potential conr-
petitor from entering and cluickly ;rtt;rining optimal scale.

Theoretical lmplications
Fronr this r.tther unconventional view of the thrift indus-
try, severaldisagreemenls with thc existing literature may
be noted:

1. Thrifts cannol have been guilty,of "tltispri.iD!]" mort-
gages iI they i.r,ere prico-ta kers. C ha rges t hat th rifts m ises-
timated the course of long-rates or attempled to nraintain
a constanl markup over their deposit costs in pricing
mortgages Ithat is, Kaufman's definition of the "solvency
problem" (l9)l Jre meaningless in this context. Speaking
ex posl, one can only say that the thrifts suffered the
misfortune of being in the !vron8 business at the wrong
time. The most serious charge of ex .rnte error would be
levied against those thriits which, thinking thcy could
outguess the nrarket on the future course of long rates,
further unbalanced the maturity structure of their porl-
folios to speculate (tlenerally to their ex posl regret).

2. lf th€re are and rvcre infranarg,inal renli from rate
r ei/ing.. ther prolr.rb/r hlre gone to or,'('l \\indlJll p,,tt-
/o/ro /, )'rn, rJihnr lh tn lo 'ub.irlite ntttrlBaFJe\ ur !r \ c\r o\\
thriit profit. One should consider a scenario of the last
dec;rde of thrift experience lvithout inframarginal effects.
The latter implies, operationally, that thrifts woulrl not
only be paying a fair market rate ior funds obtained at the
margin, but also on the average (for example, that there
were no little old ladies with dormant million dollar pass-

book accounts). The substantial rise in both long and
short rates over the 1970s would have caused a massive
rise in the cost of a ll funds obta ined, as well as substantial
opportunity losses on the mortg.rge portfolios. Finally,
thrifts are rather thin ly capitalized. lntu itively, one would
expect a great many thrifts to be in trouble long before
now under this s( enario.

Only because of the unique nature of the thrift industry
could such a situation exist even in theory (l4). Deposit
insurance makes the smaller saver indifferent to the fi-
nancial condition of the association. The lending and
merger policies of the FHLBB also dcscnsitizc the larger
depo.itor. although the le\. .orure in\lilulion\ e\pcri-
ence increasing difficulties obtaining this money during
periods of stringency. Due to limited liability, shares of
stock thrifts in even the worst shape would continue to
command a price, as an out-of-the-nroney call option on
an underlying asset of high variance.

there is a looming shortage of rental housing, .rs some
suggested, what is the disincentive effect on the apart-
ment house bu ilder if public policy closes off one possible
escape route from an unprofitable rental situation?
Should policymakers recognize that conversion prohibi-
tions might operate like rent control ordinances to
alienate capital investors and aggravate a rental housing
shortage? Is a conversion limitation another subtle form of
rent control in that it might reduce the probability of a

satisfactory return on invested capital?

What is the inrpact of conversion on the level of munici-
pal services demanded and the public budget? Are own-
ers of individual apartment units likely to take a keener
interest in the qu.rntity and quality of public infrastruc-
ture? lf a building is converted, is this a realization oi
higher property value in orvnershipi Will conversion
generally lead to higher property value, t..lx.rssessments
and tax revenues? Will the changes in service level cle-
mands, as balanced a5lainst tax revenue changes, pro-
duce tax profits or tax deficits from the condominium
conversion processi

The public sector might be interested in the impact of
aparlment conversion on other neighborhoods where
apartments are not beinB converted. lt has been asserted
that condominium conversion occurs at the higher end of
the price range for dpartments and that lower and micldle
quality apartments are not suitable for conversion. Does
this mean that a tenant rvho is displaced from a high
quality apartment and chooses to continue renting will
then be relocated to a neighborhood or struclure oI lesser
quality apartments? Might this tenant then contribute to
an upgrading of his new neighborhood? What sort of ;r

housing filtering process in chain reaction might be ex-

pected from this phenomenon, and what is the overall
imp.rct on urban services, budget, .rnd quality of life?

Those in positions of policy responsibility might want to
evaluate the adequacy of data for supportinB their deci-
sions. ln debate about proposecl ordinances in Chicago,
there was a lack oi available inform..rtion on quantity.
qu.rlity, and location of condonriniunr conversions. Not
only had neighborhood interests who were opposing
condominium conversions seriously overestimated their
extenl, but so hJd real est.rte industry proponents; and
when they finally were accuratcly counted, it was deter-
mined that the largest share oi condominiums (converted
from aparlments) \,vas in a small nu mbcr of high-rent level
structures and that the impact on the low rental stock has
been seriously overestimaled. Covernment officials
might need lo ( umnren( e derelopmenl ol \).lem\ lo
Bather sufficient dala to evaluate the in]pacl of con-
dominium conversion on some protected housing sub-
markcts.

Problems From The Producer's Perspective
The producers of condominium housing include builclers
of nerv condonriniums, converlers of aparlnrents, and
mortage lenders rvho advance interim fin:rncing during
the construclion or conversion period, as rvellas perma-
nent loans to purchasers. Private .rncl 6lovernmental
mo(gage insurers and secondary mortgage nrarket in-
vestors.rlso cou ld be considered.

An initial problenr of the condonriniunr builcler is thc
general community resistance accorderi all multifamilv
housing developers: concerns over increased.lutomolli le
lraffic, neighborhood school crorvding, other public ser-
vice overloading, and .r general neighborhood fe;rr of
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POLICY, PROBTEMS AND RESEARCH ISSUES
FOR OWNED MULTIFAMILY HOUSINC

by fames D. Vernor

Demographic and economic changes will make the con-
dominium a more p rev.r le nt-a lthough nol problenr-
free-lifestyle for nranv households in the future. This
paper attempts to idenlify v.rrious of these problenrs rnrJ
issues and to assenrble ide.r: for research opportunite! in
this important are.r of housing,. While the label "con-
donrinium" is used for ronvenience, it should be under-
stood that the interesl is nrore broadly focused on all
forms of owned nrulti{.rnrilv housing including coop'
eratives, tee-simple lownhouses, zero-lot line houses, do
arinimis planned unit devclopments and other v.rriants.

A growingdenrand forowned multi{.rmily housing can be
cxpected fronr the (ontinu.rlion of current trends. ln-
cre.rsing land anrl building costs, and historically high
interest carryinB charges conrbine to push tr.rdition,)l
single-familv detarhed housing beyond the budgel
capacity of many householrls. For some of thenr, lht,
condominium house represenls.rn inferior gtnd---<lnt' lo
lle traded down lo.r period oi reduced real purch.rsing
power. For manv olher\, h<lrvever, the condominiunr
represents a nrore suitnble set of trade-otIs: Exterior
building and grounds nraintenance responsibilities .rrt,
delegated to olhers nnd lhe economics of scale-
purchasing allow anrt,nity pack.rg,es such as swirnnring
pools and tennis courts. A trend toward smaller house-
holds, including singlcs, conrbined with an inflation-
induced pret.erenle for ownership makes condominiunr-
style housing prcferatrle .rnd nttr.rctive.

Civen the bodv of erperit'nce with condom iniunr-st-vlc'
housing to date and recognizing the increased

Ihr. a4,./c or,lirn.r//\ tra. pr,\t,nki (r Dr. fuhard L Andrerl' li)
( omnrenn)rate hr\ tdtrrnl,Yt it)n th| Univ(r5itr oi l!is(un\in.
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significance of this lifestylt' in lhe future, it would seem
desirable to identify ancl begin .r study of the associatc'd
problems from the perspectivt, o[ the various particip.]nls
in the housing procers: the public sector in the form of
loca l and state governnrt'nt\; lhe producer as converter or
builder; the collective (onsunrer, identified as the con-
dominium conrnrunitv as\oci.ltion; the individual con-
sumer; and the urban l.rntl econonrist as he iocuses on
longer-term considerations o[ l.rn<l use patterns and proc-

Problems For Public Policy
During the past decade the l>enefits of apartmenl own-
t,rship became evidenl l() nr.ury rcntcrs. The deductibility
of intcrest erpense for l,rxable income purposes com-
trined w,ith the apprc( i,rtion potenlial for a levered orvn-
ership interest attracte(l .)n(l ronvinced nranv buyers for
individual rental .rp.rrl nrenls. Sinrultaneouslt' and
perhaps consequentll', grors renl levels failed to Srow.rl
thc same rate a5 openting rnd ownership expenses. As
lhe operation of rental .lpartn'rcnts l)ccame less profitablc',
the conversion of those renta I uniti to o\rnership status [or
individual occupants bcr.rnre nrore profitable and conr-
nronplace, especially in l.rrger cities. The conversion of
rcntal units into ior-salt' units r.rised concerns for those
lenants who can't afforrl to pur( hase their units and are
thus displaced. Housing policy interest grew concerned
over the personal clisruption ,rnd the loss of rent.rl housing
:lrrk, and forecasted in.rde(lu,lte rcntal housing stock.
This concern manifesled il:clI in orclinances, laws and
sl.rtutes at the loc.rl .rnd slate levels. Various kinds o[
l)role(lions were soughl for re'nlers, for buyers, for rent.rl
housing, and tor the lorv in( oore housing stock.

An inlerestinB policy issut, in th is .rrea is how to establish a
ba la nce betrveen a) the rights of len,r nts .'r nd the interest of
lhe low income rental housing skrck rnd b) the rights of
< ondominium unil purch.ls(,rs. One possible interpreta-
lion of the initiativcs to d.rto is thal renters have higher
rights th.rn buyers. To wh.rt exl(,nt is it desirable to subor-
(linate the rights of the aparlment owner lo convert? lf

The overall stability oi this model leaves much to be
desired. A situation where a windfall asset loss lhat had
already occurred w.rs being made up by.r renl on regu-
lated accounls, which could only be earned over time, is

being postulated here. The latter must have proceedt'cl for
a given periocl of time before the iormer would have been
fully compensated. The two are connecled only in tht'
sense that lhe older associ..rtions will tend to be l.rrger and
enioy the f{redtesl economies, while also having lhe larg-
est proporlion of low-rate mcjrtSages.

Finally. as r,rtt'ceilin95 wcre legally removed or becanle
de lackr irrelcv.rnt, Breatcr emphasis w.ts pl.tced on
explicit relurn rvhert, ferv scaie econonties e\i51. Newer
thrifts are founrl kr lx, emploving high explicil cort funds
to act .ls morlg,lg,e brokers or even to invesl in n]onev
market in\trunrent5 (24). The older and larger.rssocintions
uncler thesc ( ircumstances retained the losscs on their
asset porliirlios bul losl the benefitsof theceilinSsk) nr.rke
them up.

3. Courl Jn(/ /t,1;lrLrtive decisions have exact'rb,tk'r/ lht'
mortgafj(, /or\(,s oi lhr, thrifts. The Wellenk.rnrp dt'cision
in California t,ssenti.tlly voided the.rlienation and duc-
on-sale t l.ruscs oi mortSages in th.rl slate; sintilar dr.ci-
sions in Federal court.rre currentl)/ being appealerl. As a

resull, exiiting lo\r -rate mortgaBes have become.tssum.r-
ble. Fronr lhe lxrrrower's stJndpoint, these dec isions h,;ve
served kr extt'nrl tht, maturit), of an in-the-nxrney call
option irom, pcrhlpr, an average o[ 5-6 yedr\ up k).'ls
much.rs lO ye.rrs. With value preservation in e'fficierrt
markets, lhe borrower's gain is a measure of the thrifts'
loss.

Policy lmplicalions
This moriel providt,s lhe follorving implic alionr for ytublic
policv:

l. Ihe .r//or.rrrrt, oi nrore i/errb/t, n'rort8;rll('r r1()ukl
seem r/t,rrr.rb/t,. but ,irr romer|hat rJiii,rt,nl rr'.tronr lhan
Jre ()li(,D ltivcn {17, 18, l4). ln the first place, rvhat h.rs

trad iliona llv l)ecn c.rlled interest rate risk in tht'an.rlysis of
fixed-ralt, securilie:' ha: become almost exclusiv('ly "un-
antit ipaletl inflation" risk in recent ye.trs. The fornre'r w.rs
often discusserl loosely in terms of interest ratcs fluclu.tt-
ing and the householtl sector having a fixed in< ome .rnd
poor ability lo forer a:'l rales. The borrower lvou ld prc'fer a

fixed-rJtc nr()rlgJge, and the thrift in!titution w.rs viewed
as providing l valu.rble m.]turity intermedidti()n \ervice.

Of course, iin.rnt ial m.rrkets and thrifts h.rvt' ,rlso lx'en
poor ioretartt,rs over the post-war er.r. To the ('xtenl lhilt
rate (h.lnges .rrt' rlriven b1, unanticipllerl inilrtion, ;t

borrow,er whose int'onre and house prict'rr:spotrrled to
inflation woul<l [intl his/her net weJlth subjctt lo less
variance if lhore debts al:o responded to infl.llion. ln lhis
contexl, lh(, nr.lturity intermediation o[ [ixecl-r.rtt' lx.rr-

rorving actually results in the creation of spe< ulative risks
(th.rt is, unr overt'd ()ptions) and is of clubious strial value
(9).

The new nrortgages contain most of the borrower advan-
taSes that have been won in the courts and also those
viewed as likely in the iuture. This is a very r..ttional
response by the industry. lt is sim ilar to an aulo contpany
which, after constantly lrcing forced to recall its c.rr\ kl
install consumer oplions for free, concludes that its only
course of action is to sell a ll of its cars "fu lly loaded." ln a

competitive markel, of course, all of these "consumer
protection" features ultimately will be priced.

The shift of both inflation and legal risks to the borrowcr
by the new inslrumen15 can be justi{ied on another b.rsis

as well. To lhe extenl that borrowers, as a group, n't.ly
have more control over the political process than thriits,
then the iormer m.ry see increases in inflation or erosion
of the rights oi c()ntract .rs advantageous. They ntav re
rvard those in the politic.ll svstem who confer such bene-
fits on them and consequently create the potential for
moral hazard for the lhriits. The new instrumer]ts tend k)
reduce this potenl i.rl.

). A bro.ttlbasecl tn a r[('t ra te, instead of a pos lct/-prir t' or
cost-o{-{unrls inr/t,x, rvou/r/ seem lhe prtferred ba is ior
mortgall(, r/ebrling r.ttes. ln a purely efficient m.trket, it
rvould nol nralt(,r which debiting interval or (lel)itinB
index rvere chosen; < onrpelilion over time rvould forct'
the resulting inslrumenl to be 'correctly" pri(e(1. ln lh('
real rvorld, there Jre ndv,rntages to using a ltroadb;red,
market-deternr int d r.rle of equivalent m.rturity lbr lhe
debiting index, such.rs a Bovernment security yit'ld or
average. Fir!,1, if r.rlt's .rre ch.rnged every six months ior
example, thrn ,r rJle On six-month instruntents would
have logical appcal as.rn index. Second, to prcvcnl the
.rppearancc o[ manipulation .r broadbased nr.]rkct r.1te

would appear to lr dt,sirable. Finally, the cosl-of-funds
indexes, oftcn enrployt'd in vari.rhle-r;te contracls, .rre
technicallv flawcd. As the mix of funds r..riserl by lhrifts
moves in lhe direction of higher explicivlorver implicit
cost sources, tht, <osl-o[-[unds index, rvhich nlerlsure5
onlv the tirrnrer, rvill rise no nlatter what has happenerJ kr
inlerest rale\. Likervise. as lhrilis are able to obt.tin furrds
at the tax-exempt r.lle, lhe measured cost ntav hll, ag.rin
without referenrr Io a change in interest rate\. This index
appears to tx'a lrizarre basis for writing debt contklcts.

J. fhe actua/ lirrar rrrr/ t,rtent o[ Federa/ arsislanr t' to lhc
lhrift inclustry r /ear/y involves va/ue fuclgmenls anr/ rt'-
I/ect-s a politita/ quc\lion. Nevertheless, it is possible to
give a rough c lassificalion of lhe alternatives. A re(iu( li()n
in the inflatic-rrr rate would clearly benefit lhrifts withoul
anv cry oi "b.ril out." The exploitation of exisling econ-
omies of sr;le nrighl llenefil them at the expense o[ nr.r

iclentifiable victirn. Those rvho have been enrichecl unex-
pectedlv might be nrade'to contribute, as rvell .rs those
rrho historicallv have plaved the Iatter role. Fina llv. either
because it tontributt'd lo the problenr or bec.ruse the
breakdorvn oi the thrift industry rvould have substanlial
macroeconornic effe( ts, .rt le.l:t in the short run, tht 8ov-
ernment itself nright pl.ry.r rolc.

Extensive merger.rnd expansion of powers would .rppe.rr
to be the cheap(,sl source of thrift relief. lt is gener.rlly
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believed that unexploited economies of scale with re-
spect to financial institutions exists. At the least, the thrifts
woukl appear to possess an excessive capacity to pursue
their historically limited function in a deregulated
environment. The prospect of merging with banks, going
.rcross sl.rte lines, turning deposit production branches
into loan production operations as well, and the like,
holds some prospect for profit relief. ln.rny event, the
renroval o[ any artificial regulatory I].rrriers to optimal
scale would appear to be one of lhe cheapesl solutions to
the pliSht of the thrifts.

The < urrent efforts at a Federal preemption of state juris-
diclir.rn over mortgage terms (for example, to override
Wellenkamp) would appear to have some justification.
(luesl ions of wealth d istribution are difficult to assess in a

neoclassical economic framework. To the extent that
these decisions conferred windfllls <.rn existing borrow-
ers, and especially to the extent th.rt some or all of this
must ultinrately be paid by the Trc.rsurv, .r c.rse for over-
riding the decision can be made.

Bcv()nd Ih i! point, the options become .rnrbiguous. lf one
lvere k) make the heroic assumption th.rt ;rll of the monev
rt'nraining in passbook and other low-r.rte accounts $,ere
lhert'for purposes of convenience yield (th;rt is, no naive
s.rvers), which rvould give rise to in[ranrarginal thrift
proiit, lhen a case could be m.rde .rgainst raising the
< r'ilings ;nd the cost of these accounls. An exanrple of the
nrarket's propensity to cle.tr, however, i: 1;iven by the
surprising.rn'rount of passbook ntoney which has gone
inlo the t.rx-oxempt certificates because the r.rte is higher
even for low-bracket investo15. F.r ilinB this, the final resort
is k) direct Bovernment assistance, rvhich is beyond the
scr4x' of this model.
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