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SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 205489
December 5, 1980

The Honorahle Harriscon A. Williams
United States Senate
Washington, D.C. 2051C

Dear Sir:

We are enclosing a study undertaken jointly by staffs of the
Treasury, SEC, and the Federal Reserve Board of the government-related
securities markets. Appended to the study is draft legilslation
entitled "The Government-Related Securities Act of 1980" that would
implement its recommendation. As you will recall, this study was
urdertaken in response to your indquiry about the need for regulation
of the governnent-related securities markets.

The report was completed this summer. In the months following
canpletion, accounts have appeared in the financial press describing
its conclusions and recammendations. -Under the circumstances, it
seems desirable that the full report be transmitted and be made avall-
able to the public. It should be noted, however, that, although the
Treasury staff has fully participated in the study, the Administration
has not taken a position on it. The SEC and the Beoard of Governors
of the Federal Reserve System have endorsed the recamrendations.

L

Sincerely,

’“f\\cmﬁal m.wi\\iw/ﬂj

Harold M. Williams
Chairman
Secyities and Exchange Commission

/ SE &) e
Paul Volcker

Chalrman

Federal Reserve Board

Enclosures

{111)



. m

| B B

-3 SR .l N N N - - e -

SECURITIES AND EXCHANGE COMMISSION

WASHENGTON, DG, 20543

OFFICE QF
THE CH AIRMAN

Decenber 5, 1980

The Honorable Harrison A, Williams
United States Senate
Washington, b.C. 20310

Dear Sir:

The Securities and Exchange Camission (the "SEC") and the Board
of Governors of the Federal Reserve System ("Federal Reserve Board” )
have today transmitted under separate cover the Report of the Joint
Treasury-SEC-Federal Reserve Board study of the Government-Related
Securities Markets {the "Report") and draft legislation entitled
"mhe Government-Related Securities Act of 1980.” I would like to
take this opportunity, on behalf of the SEC, to provide same back-
ground into the Joint Study and to summarize its findings.

As you will recall, the Joint Study was undertaken as a result
of your inquiry into the need for regulation of dealers in government-
related securities. In January 1980, staff members of the three agencies
began a canprehensive review of the gavernment-related securities markets
and analyzed the existing regulatory structure in light of the abuses
that had occurred in those markets. On the basis of their findirgs,
the Joint Study participants wnanimously recommended specific legislation
that would establish a new regulatory structure, that would be applicable
to forward tradirng in securities guaranteed by the Government National
Mortgage Association ("G¥MA™} and the Federal Hame Loan Mortgage Corporation
("FHLMC"), and that could, as necessary, be extended to other government—
related securities.

This Report and draft legislation were canpleted in July 1980,
reflecting the unanimous views of staff members from each agency
detailed to the Joint Study. At that time, both the SEC ard the
Federal Reserve Board by formal vote endorsed the results of the Stugdy
and the legislative proposal. While the Study has also been endorsed
by the responsible senior officials at the Treasury Department and
recommended favorably by them to the Office of Management and Budget
("OMB"), we understand that the Department is unable to express a
formal position on the legislation without approval by the OMB.
Although the Report and draft legislation were referred to the OB
in Auqust, that Office has yet to reach a final decision.

In drafting the Report, the Joint Study participants gathered and
analyzed data on the govermment-related securities markets, including
markets for Treasury securities, government-sponsored agency securities
and government-guaranteed securities. The Report concludes that regu-
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lation appears necessary at this time only in the case of forward T, To minimize federal intrusion into these markets the legislative
trading in GNMA and FHLMC mortgage-backed securities. However, the ’ ' ' proposal would provide supervised rulemaking authority to a self-regulatary
legislative proposal would permit, under stringent procedures including crganization called the Federal Mortgage-Backed Securities Rulemaking Board
unarumity among the Federal Reserve Board, the SEC, and the Department (the "Board"}. The self-regulatory Board, modeled along the lines of the

of the Treasury, an extension of regulation to the cash market in these . Municipal Securities Rulemaking Board created under the Securities Acts
Securities or to the markets in other government—guaranteed securities, | C Amendments of 1975, would be composed of representatives of bank and non-
: bank securities dealers and public representatives. The expertise and
A pramary purpose of regulation in the government—guaranteed understanding of the markets possessed by industry members, who would
Securities markets would be the reduction of abuses arising from the comprise a majority of the Board, should assure that any regulatory
absence of uniform margin requirements for forward trading. Although measures adopted will provide appropriately limited responses to specific
recent public and private efforts have scmewhat reduced the potential problems in the markets for government-regulated securities. The Board
for abuse, it still remains possible to assume large, highly leveraged would exercise its rulemaking authority subject to the oversight of a
positions In GIMA or FHLMC securities with long delayed delivery dates Council composed of the Secretary of the Treasury, Chairman of the Board
of Governors of the Federal Reserve System, and Chairman of the SEC, or

without the deposit of margin either initially or at any point there-
after to meet adverse market moves. This practice has contributed to their designees. The Council would have the power to approve, disapprove,
a high degree of speculative activity, and, thus, to losses incurred or alter the rules of the Board, and to adopt its own rules in certain
by dealers and investors in these securities. areas. Before making its own rules, the Council would be required to

| consult with all interested agencies (e.g., GIMA and FHLMC).

Based on the experience of the SEC and the Federal Reserve Board

with implementing margin requirements for stocks, the Report recommends Tn constructing a proposed requlatory framework for the govermment-

the adoption of minimum measures necessary to implement margin require- guaranteed securities markets, the Joint Study participants carefully
ments for forward trading in GWMA and FHLMC mortgaged-backed securities, * considered the potential costs and benefits of regulation. Because the
Effective margin requlation requires the registration of professionals current absence of regqulation makes it difficult to develop precise
Ef.EECtmg forward transactions, the adoption of recordkeeping provisions figures, the Report draws upon the self-regulatory model for the municipal
and a program of surveillance and inspections. Furthermore, to the securities markets, on which the proposed legislation is largely patterned.
extent that margin requirements invclve the deposit of custamer funds Based upon the experience in the municipal securities markets since 1975,
and securities w@th bF‘DkE'-’S and dealers, margin regqulation must be we believe that the costs of extending federally-supervised self-regulation
accaupanied by financial responsibility standards for non-bank govern- tn the government—guaranteed securities markets will be relatively modest.
ment-related securities professionals in order to safeguard those funds | . At the same time, direct benefits of deterring abuses in these markets
and, securities. : should be substantial. Furthermore, the Report points out that legisla-
. ' tion in this area will greatly increase public confidence in these markets

In addition to the problems associated with the absence of margin and enhance investor protection, benefits which cannot readily be measured

requirements, the Study participants identified a number of other seriocusly A but which are nonetheless of great importance.

abusit.:re practices which are described in Chapter IV of the Study Report.
The fm@mgs of that chapter detail problems arising from the making
of unsuitable recommendations, the employment of high pressure sales

To help ensure that benefits will continue to exceed cost 1n the
implemention of this regulatory scheme, the draft legislation contains

methods, the unauthorized execution of trades, and the misuse of customer explicit competitive standards to govern rulemaking by either the Board
funds and securities. Measured responses to these unfair practices . or the Council. A rule could be adopted by either only where it is

would include suitability standards for recommendations, supervision demonstrated that regulatory purposes outweigh any competitive burden.
requirements in order to reduce sales practices abuses, and standards

for the safequarding of customer funds and securities from vnauthorized The SEC believes that this draft legislation, if enacted, would

use. Many of these measures simply reflect good business practices reduce substantially the incidence of abuses and restore public confidence

in the govermment-guaranteed mortgage-backed securities markets. We
are confident that the Joint Study's recommendations, reached after

and have, in fact, been advocated by the leaders of the industry.
considerable review and analysis, are sound and closely tailored to

(VD)
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achieve regulation necessary to deal with proven abuses, without LITECS 1ng v ' PREFACE
any urdue burdens on the markets for these securities. & .

Sincerely, _
IE ; ! (1) lld b The following study of the government—related securities markets
M' \ m!dﬁ -nn was prepared by the Department of the Treasury, the Federal Reserve System
Harold M. Williams ,

Chairman and the Securities and Exchange Commission (SEC) pureuant to a request by

(Vi) Senator Harrison A. Williams, Jr., Chalrman of the Subcommittee on Housing
and Urban Affairs, for Informarlon and advice on problems arising 1in these

markets, particularly In the forward market for mortgage-backed secuoritles

guaranteed by the Government National Hurtgage Association.

-+ ey =

The study deals only with the cash and forward markets for certain

government—related securities and does not attempt an evaluation of either

. e

the futures market for these securities or the proposed options market im
the same securities.

It should be no;pd that, although the Treasury staff has fully
participated in thig study, the Administration has not taken & positlen on
the study's rgcommendatinns. The SEC and the Board of Governorsg of the

Federal Reserve System have endorsed the recommendations.
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CRAPTER 1

INTRODUCTION AND SUMMARY OF STUDY'S CONCLUS IONS
AND RECOGMMENDATIONS

This report oresents the results aof a study of markets for government
guaranteed securities and other related securities that has been conducced
jointly by the U.S., Treasury, the Federal Reserve and the Securities and
Exchange Commission (SEC). The study was prompted by the widespread problems--
attributable in preat part to abusive trading practicgs--recorded in goveroment
guaranteed securities markets in recent vears, particularly the market for
mort rave—-hacked securities.zuarantﬁed by the Covernment National Morteage
Agsociation (GNMAY. Trading activities in these markets are currently exemnpt
from federal regulation—--except qu the SEC's antifraud autherity. The purpose
of the study was thus to consider wherher federsl rezulation should be extended
to these markets, and, if so, to develop proposals for how this might bhest he
accomplished,

In the course of the study, Iinterviews were conducted with federal
ageqcies that either guarantee or issue securifies currently exempted from SEC
regulatiﬂné or are responsible for regulating financial -institutions that

invest in such securities, Interviews were alsa held with various entities in

“the private sector including interested trade associations, issuers, dealers

and investors in government puaranteed securities. 1/ The cases in which the
SEC has institured actilons in response to complaints about abusive practices
in government related securities have also been reviewed, Other background

information was obtained from within the agencies conducting the study.

1/ See list of those interviewed at the end of rhis chanter.

(1}
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The following chapters present the results of these offorts. Chapter 1: N conclusions
I1 provides a b?aad overview of federal and federally assisted borrowing and fﬂ: After carefully reviewing and evaluating problems which have arfsen
reviews the history of legislation that has exempted such debt securities from E?- in the trading of governuent related securities and taking {nto account the

&
SEC regulation. Chapter IIL presents a summary review of the major character— eos oplafons of other interested federal agencles and market participants, it ia
{arics of securities, the market particlpants, and the trading practices in the ;x : the Joiat view of the Treasury, Federal Reserve and SEC that there 1s need to
4

government related securities markets. The discussion is supplemenced by five “§tiﬁ extend government regulation to forward trading ia GNMA guaranteed mortgage=
appendices that provide more detail on the markel sectors described. Chapter 2'3 backed scurities. Losses suffered by market participants trading ia these
IV provides a review of problems and abuses that have develeped in varfous | éll. gecuricies have been substantlal. 1t is recognlzed that the potential for
sectors of the governmeat related securlties narket and an analysls of-regu~ v ] problems to develop 1n the future has been reduced as a result of the rules
latory measures thac, if imposed, would reduce such abusive practices. Am i. and guidelines imposed by GNMA on Issuers and by federal regulatory authori-
appendix providing a detalled review of cases 1n which the SEC has institauted El t{es on Flmmacial institutions that inveat in these securities, Progpects for
legal actions accompanies this chapter. Chapter V reviews the various actlong ; serious abuse, however, appeatr to remain unacceptably greac. In particular,
taken by federal agencies charged with regulating issuers of and investors In j it 1s still possible to asswne large positions in CNMA gecurities for loung
government guaranteed mortgage-backed securities and other government related E'j delayed delivery without belrg required to provide an {nitial or maintenance
securities, and also discusses the efforts made by the securities industry to f; margin——the practice that has contributed to a high degree of speculative
establish a self-regulatory framework. activiry and, tﬁus, to losses Incurred by dealers and investors in these

Finally, Chapter VI examines the question whether regulation should .o cecurities.
be extended to brokers and dealers in governmeat related gecuritlies and sets i To date, there have been only a few instances {n which investors
forth conclusions and recommendations. These conclusions and recommendations have incurred losses in forward transactions in mortgage-backed securities

. i,
are summarized in the following sections of this chapter. They are also eabo= - . guaranteed by tlhe Federal Home Loan Mortgage Corporation (FHLMC) because of

died in a legislative proposal that is being subuitted by the three agencles - abusive trading practices. Nevertheless, these securities are also traded

{n connection with this study. That legislative proposal ie presented as on a forward delivery basis without margin, and thus the potentilal exists for

Appendix B to Chapter VI. serious problems to develop In this market sector similar te those recorded

fn GNMA forward trading. Accordingly, it has been concluded that forward



trading Ln FHLMC guaranteed mortgage-backed securities should come under the
same mantle of regulation as that imposed on GNMA forwards.

As for the other sectors of the povermment and government related
securicies markets, it appears that the small number of problems in these
sectors does not presently warrant elimination of the exemption of these
securities from formal federal regulation {except for the SEC's antlfraud
statutes). There h#ve been only a few cases of abusive practices that have
involved these other sectors, and losses have been relatively small compared
with those recorded in mortgage-backed securities as wall as with the rtotal
volume of transactions in these markets- Moreover, a major partion of these
markets ls subject to the informal aversight of the Federal Reserve System

and the Department of the Treasury.

Recommendations

The regulatory system that appears best sulted to extend regulation
Qver Eorﬁard trading in GNMA and FHLMC guaranteed mortgage—backed securities
is one bhased on self regulation with govermmental oversight, a system that
has worked well in other sectors of the financial wmarkets. Accovdingly, it
i{s proposed that a new self-regulatory organization, which would be named
the Federal Mortgage—Backed Securitles Rulemaking Board (Board), be estab-
lished to promulgate rules to be followed by brokers and dealers trading on
a forward bésis in GNMA and FHLMC guaranteed mortpage—backed securitlies.
This "Beard” would be cﬂﬁposed of representatives of bank and nonbank securi-

ties dealers and public representatives, itncluding investors. It would have
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aﬂthnrity to det initial margin and margln malntenance requirements for for-
ward transactions In GNMA and FHLMC securities. 1In ;ddttion, 1f deemed neces-
sary, it could establish financial and fair praﬁtice gstandards and other rules,.

The propoged Board would exercise rulemaking authority subject to the
oversight of a Council composed of the Secretary of the Treasury, the Chairman
ef the Federal Reserve Board, and the Chairman of the Securities and Exchange
Commission, or their respective deslpgnees. The Council would have.the power
to approve or disapprove the rules of the Board and to abrogate, add to, or
delete frow such rules. Before taking actions that would affect trading prac-
tices in markets for GNMA and FHLMC securities, the Council would be required
o request and conslder the views of GNMA and FHLMC. Brokers and dealers,
including bank dealers, trading in GNMA and FHLMC securities on a forward
basis would be reguired to register with the ﬁuuncil, alchough the Council
would delegare this registration function, in the first instance, to the
SEC. Clearing agencles for forward trading in GMMA and FHLMC securities
would also be subject to registration and ovefsight.

Governmenutal entities other than the Council would also be assigned
certain direet rulema&ing responsibilities. While the Board's margin setting
authority would be exerclsed under the general review of the Council, the
Federal Reserve Board would be givén residual rulemaking autharity in this
area, and any margin rules 1t might promulgate would take precedence over
those of the Board. Also, the SEC would have antifraud ruiemaking authority.
All nonbank securities dealers trading in GNMA and FHLMC securlities on a
forward basis, moreover, would be required te become members of the Securities

Investors Protection Corperation (SIPC) and subject to its regulrements.



Te apsure compliance with the rules promulgated by the Board, pri-
wary inspection and enforcement authority.would be allocated to the National
Association of Securlties Dealers (NASD), naticnal gecurities exchanges, and
the federal bank regulatory agencies, with concurrent enforcement authority
in the SEC. This is similar to the division of responsibilities currently
followed in ensuring compliance with rules established by the Mualcipal
Securities Rulemaking Board. Thus, such an approach would appear likely to
minimire costs associated with such activities for both the government and
securities dealers.

It is proposed that the Board be glven authority, subject to unani-
mous approval of the Council, to extend regulatory controls to cash trans-
actions 1n regulated securities where necessary or appropriate with respect
to the regulation of forward transactions. Further, the Council would have
the auvthority, by unanimous vote, Co extand regulation to transactions in
other government telated secutfities (but not to Treasury securitles). While
such an extension of federal regulation does not appear to be necessary at
the present time-—except perhaps to the extent that effective Tegulation of
forward transactions in GNMA and FHLMC securitles may requlre some regulation
of the cash markets——the availability of this authority would facllitate

such actions, should this be warranted by future developments.
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FIRMS AND ORGANIZATIONS INTERVIEWED

_ I. Government Securities Dealers
: A.G. Becker, Inc., New York
%, Carty & Company, Menphis
Do The First Boston Corporation, New York

- Merrill Lynch Government Securities, Inc., Hew York
o Paine, Webber, Jackson & Curtis, Ipnc., New York
Salomon Brothers, Inc., Hew York

AR - 1I. Regulatory Agencies

Arkansas Securities Department

Bradford Securities Processing Corporation
Fedaral Deposit Iasurance Corporation
Federal Home Loan Bank Board
Federal Home Loan Mortgage Corporation
Federal National Mortgage Assoclation
Government National Mortgage Association
Municipal Securities Rulemaking Board
" National Association of Seecurities Dealers, Inc.
b National Credit Union Administration

P Dffice of the Comptroller of the Currency
Securities Investor Protection Corporation
Small Business Adwinigtration
. Texas Securities Board

ik - -

1IT. Mortgape Igsuers
Cameran-Brown Company, Raleigh
The Lomas & Nettleton Company, New Haven

V. Trade Assaclations

Mortgape—Backed Securities Assocation
Public Securities Association

' V. Investors
Greater New York Savings Bank, New York
Several individueal lnveetors, Memphis

Arthur Young & Company, Houston

L d
L VI. Others
{
: Baker & Betts, Houston

- ' for G. Weeks Securities, Inc.)
. Mortgage-Backed Securities Clearing Corporation
L

—_

[

Francig J. Scott, Memphis (Presently co—-trustee in bankruptcy



CHAPTER I1
OVERVIEW OF FEDERAL AND FEDERALLY ASSISTED BORROWING
IN SECURITIES MARKETS

This chaptet provides a brief overview of the major categories of
federal and federally-assisted obligarions that are exempl from regulation by
SEC, their growfh over the past decade, and the general trends in the methods
of Federal Financing 1n the securities markels. This chapter also discusses
the role of the Federal Financing Bank 1n determining the future development
and growth of programs of guaranteed obligatious financed directly 1n the
securities markets. A fuller discussion cf the characteristics of these

securities is presented in Chapter I1I.

Glasses of Obligations

The market for federal and federally-assisted sbligations conslsCs
of (1) obligations issued by federal agencies {currently the Treasary 18 the
only federal agency issuing obligations in the market, although a small amount

of debt previcusly 1ssued by ather federal agencies remains outstanding 1n the

market), (2) obligations issued by government-sponsored agencies (i.e., federally

chartered but privately owned agencies), and {3) obligations guaranteed by

federal agencies. These three classes of obligations, which are described below,

are referred te in the U.S. Budget documents as “"borrowing under federal
auspices" or as "federal and federally-assisted borrowings'. The amounts of

these various obligations outstanding over the past ten years are shown in the

tables attached to rhis chapter.

SEC Exemption

These federal and federally-assisted obligations, as well as obli-

gations of internaticnal fimancial instituytions, such as the International Bank

-
— w———
__‘:

4 e

s

e —— e
o o

.,__
[

B R ]

B . LI
'

-

Ll mm gy W b = - Ty

sresea . g e

e s mrmn m s e -
- 4

B Y Halii e o
" . v - r

-7

2 oa

h e —
. .

o

(S

1=

for Reconstruction and Development, are exempt from regulation by the Securitles

and Exchange Commission, except Fot the anti-fraud pruovisivas of the SEC statutes.

However, the issuance of federal and federally-assisted cbligations 1s subject

to the supervision of federal agencies, other than the SEC, with direct responsi-
biliries to the Congress to provide for the efficient financing of the publie
debt and of various programs LD assist housing, qgriculture, small business,
education and many other sectors of the economy.

45 discussed in Chapter IV, the laws administered by the Securities
and Exchange Commisslon generally exempt from regulation *any securlty issued
or guaranteed by the United States'. 1/ Moreover the laws autharize the 5EC
to exempt either by rule or regulation certaln securitles, as necessary or
appropriate in the public interest or for the protection of investors. Using
this authority, the SEC has adopted a rule classifylog %ﬂttgages and interest
in mortgages sold by the Federal Home Loan Mortgage Corporation as exempted
securities. 2/ The Securities Exchange Act of 1934 authorizes the SecreCary

of the Treasury Eo exempt securities 1ssued or guaranteed by corporatlons in

which the United Stares has a direct or indirect interest., Under this authority

1/ 8See, for example, sectiomn 1(a)(2) of the Securities Act of 1933 (15 U.48.C.
77 e(a)(2)}, section 3{a){(12) of the Securities Exchange Act of 1934 (15
U.5.C. 78 c(a}(12}), and Section 304(a)(4) of the Trust Indenture Act of
1939 (15 1.5.C. 77 ddd(a)(4)).

73/ Rule 3al2-1, 17 CFR 240, 3al2-1. The SEC adopred this rule in light of "the
congressionally determined public need for more capiral in mortgages,
FHLMC's abilities and desire to regulate this field to the extent necessary

and the probable lack of small rnvestor participation.'t 37 Fed. Reg.
25166-67 (Nov. 28, 1972}, '



10

the Secretary of the Treasury has designated certain obligations tssued by
gavernment—épnngcred agencies, such as the Federa! Land Banks, and the Federal
Intermediate Credit Banks, as exempt securities. 3/

In addition to the general exemptions contained in federal securities
laws, the charter acts for several faderal agencies &/, federally-sponsered
agencies 3/, and international financial institutions 6/ provide that securities
issued or guaranteed by these agencies shall be treated as exempt securitles,

The' exemption of federal and federally-assisted securities from SEC
regulation 1s based in part on the. unquestioned integrity of federal agencles
and the credit quality of their securitles, which eliminates the need for dis=
closure of information relating to the financial condition of the issuer 7/ and
also makes these obligations less subject to abuses in secondary market trading

compared to other securities which are more speculative 1n nature.

1/ Securities Exchange Act Releases No. 14-14853 (June 27, 1978) (Fgrm Credit
—  Investment Bands); 34-13190 (Feb. 1, 1977) (consolidated systemwide bonds);
34-11258 {Feb. 19, 1975} (notes}; 34-882% {May 6, 1970) (Farm Credit

Investment bonds).

4/ EB.g., Government National Mortgage Asscciatien, 12 U.8.C. 1723¢; Federal
Financing Bank, 12 U.S,C. 2290(b).

5/ E.g., Federal National Mortgage Association, 12 U.S§.C. 1719{d}, 1723c¢;
Student Loan Marketing Associatien, 20 U.5.C, 1087-20(1).

6/ E.g., International Bank for Reconstruction and Development, 22 U.S5.C.
286K=-1{a); Inter-American Development Bank, 22 U.5.C. 283h(al.

7/ Hearings before Rouse Comm. on Interstate and Fareipgn Commerce on H.R. 7852
and H.R. 8720, 73d Cong., 2d Sess. 818 (1934) {(Federal government has
“strongest credit of atl [1ssuers]"); Hearings before the House Comm. on
Inrercetate and Forsien Commerce on H.R. 4314, 734 Cong., lst Sess. 110
(1933) (Federatly-issued securities "wnquestionably saund™ ).
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Growth of Exempt Securities Markets

The pre-1970 period, Prior to 1370 the exempt government Securities

markets consisted almost entirely of (1) direct Treasury debt issues under the
surveillance of the Treasury and its fiscal agents, the Federal Reserve Banks,
and (2} sponsored agency debt issues under the ‘surveillance of the privately-
owned issuing agencies (and their federal supervisery agencies): Federal
Nartional Mortgage Association (Department of Housing and Urban Development },
the Federal Home Loan Banks {(Federal Home Loan Bank Board) and the Federal
farm credit banks (Farm Credit Administration)., These markets were well-
established and highly comperitive.

While guaranteed cbligations prior to 1970 were financed largely
by traditionatl mértgage lenders, rather than in the securities markets, there
were several notable exceptions such as the Goverament National Morbgage Asso-
ciation (GNMA) participation certificates (PCs--not to be confused with éHHA
mort gage pasg-through certificates) in pools of loans seld in the late 1960's,
public housing bonds, Farmers Home Administration notes, and small business
investment cnmp;ny (SBIC) debentures. These guaranteed security issues in the
market have since been discontinued, not for regulatory reasoms, but for budget
and debt management reasons. ~The GHMA participation certificates were discon-—
tinued after the adoption of the Unified Budget in 1968, which reguired that '
CNMA PCs be treated as a means of financing rather than as assel sales- {which
reduced ‘budget outlays), the effect of which was to eliminate the immediate |

budget advantage of PC sales. The marketing of guaranteed securities had

resulted in excessive finanecing costs and cempetition with direct Treasury

issues, and Lhese concerns led ro the enactment of the Federal Financing Bank
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Act of 1973, which created the Federal Financing Bank ("FFB") and provided for
consolidated financaing by the Trgaau;y.uf obligations 1ssued, sold, or guaran-
teed by federal agencies. Consequently, new 1ssues of guarapteed public housing
bonds, SBIC debentures, Farmers Home notes, and certéin other guaranteed securi1-=
ties are no longer financed in the market. While the ualumg‘of these guaranteed
securities issued in the market had been substantial, they were sold mainly by
rhe federal guaranteeing agenclies themselves, by means of asset sales and other
consolidated financing techniques, and these markels were largely free of

reported abuses.

The post-1970 period. The decade of the 1%70's was a Periad af

extraordinary growth in federal and fe@erglly*assisted borrowing because the
Treasury was required to finance a succession of large budget deficits {the
last budget surplus was in fiscal year 1969) and off-budget federal credit
assistance programs were expanded 1n vartually all sectors of the economy.
With growing pressures to reduce budget deficits, and as record
increases in market rates of interest led to disintermediaticn and the drying
up of traditional sources of mortgage funds, federal agencies turned ipcreas*
ingly ro the use of guaranteed securttles, rather than direct budget loans, as
a means of tapping the bond market to fund.their programs. Agency guarantees
of obligations issued directly in the securities markets served to by-pass both
the Trzasury {and thus the budget) and to some extent the financial interme-
diaries which had traditionally been the main source of fUﬁds for many programs.
In the fiscal years 1970-1979, total federal and federay}y—assisted
borrowing from the public increased by $604 billion, from $409 billion outstand-

ing at the end of fiscal 1969 ro $1,013 billion outstanding en September 30, 1979
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(see table 1). Three fifths of the amount outstanding on SE%EEmbEI 30, 1973, or
$645 billion, was direct federal debt, virtually 2ll in the form of Treasury
securities. Federal agencies other than the Treasury {(e.g., Tennessee Vallay
Authority, U.S. Postal Service, and Export-Import Bank) reduced their outstand-
ing borrowings from the public over the period by about $6 billica. These
agencles now finance their acrivities through the FFB.

The outstanding Treasury debt included $64 billion of Treasury
1ssugs required to finance the activities of the Federal Financing Bank. As
discussed more fully below, in the absence of the FFB, most of these activities
would have been financed with a variety of government-guarantaed securities
issued directly in the securiries markets and, like Treasury securities, would
have been exempt from SEC regulatien.

Federally-guaranteed borrowing increased frem $110 billioo in 1970
te $228 billion in 1979, including $70 billion of GNMA guarantees of mortgage-
backed securttles (see rable 2}, Over the periocd, the FFB purchased $47 billion
of puaranteed obligations. In fiscal year 1979, GNMA and the FFB acccun;ed
for about 80 percent of the net increase i1n cutstanding guafanteed leans.

Borrowing by federally-sponsored agencies increased from $32 billion

to 3140 billion over the 1970-79 period, largely because of the housing support

activities of FNMA and the FHLBE system {see table 3).

Government-Sponsored Agency Debr

The federally-sponsored credit agencies consist of seven federally
chartered but privately-owaed 2agencies which provide credit for agriculture,

housing, and educatien. They are essenrially Financial intermediaries,



Table 1
QUTSTANDING FEDERAL AND FEDERALLY ASSISTED BORROWING FROM THE PUBLIC
(Fiscal years; billioms of dcllars)

. 1970 1971 1972 1973 1974 1975 1976 1977 1978 1474
Federal borrowine 284 .9 304.3 323.8 343.0 3461 396.9 479.8 551.8 610.9 64t 6
FFH8 holdings of: :
Apency debt - - -— - 0.5 7.0 10.0 12.3 14.3 17.1
Guaranteed debr -- - -- - 0.1 6.3 12 .4 73.1 3.8 47.1
TOTAL FFR lf -- -= - - 0.6 13.3 27 .4 35.4 48 .1 b4, 2
Guaranteed borrowing Ef llﬂ.é 123.7 138.5 154 .6 161.0 166.8 177.2 194 .4 205 .4 228.1
GNMA 0.4 3.4 6.8 9.2 12.9 17.7 25.6 42.9 53.0 70.6
Other 10%.9 120.3 132.7 145 .4 1481 149.1 151.5 151.5 - 152.4 - 157.5
Sponsored agency :
borrowing 3/ 32.1 32.7 37.4 50.6 h5.4 73.6 77.9 91.0 115.1 140.0
Total federal and
faderally assiated
borrowing from the
public 427.3 460.8 500.7 948.3 572.5 &637.3 735.0 837.3 931.5 1,012.7
Gffice of the Secretary of the Treasury, Office of Sovernment Financing March ﬁB, 1980

1/ The Federal Financing Bank borrows from the Treasury, which incréases the amount of Treasury (federal) borrowing
from the public,

2/ Excludes guaranteed borrowing from sponscred agencies and from the FFB and other federal agencies. See table 3
for details,

3/ Excludes sponsored agency holdings of federal and sponsored agency obligations, and federal loans teo saponsared
agencies. See table 4 for details.

NOTE: Figures may not add to torals due to rounding,

b 3 . ! . "
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Tahle 2
QUTSTANDING FEDERALLY GUARANTEED BORROWING
{(Fiscal years: billions of dollars)
1870 1971 1972 1973 1974 1975 1976 1977 1978 1979
Funds appropriated to
the President
Military Assist./
Inc'l Security :
Assistance 0.4 0.4 n.3 0.2 0.3 1.0 2.3 4,0 4,5 5.7
Economic Assisc./ :
Int'l Dev. _
Ascsistance 0.2 0.2 0.5 0.5 G.5 0.6 Q.2 0.8 0.8 0.9
Agriculture Farmers, : .
Home Administration 5.0 9.4 6.9 9.4 9.8 14.9 17.8 21.9 28 .72 37.1
Commodity Credit
Corparation -- -~ -— -— -- - -- ~= -— 0.1
Rural Elecec.
Administration - ~— -— - - 0.3 1.1 2.9 4.8 7.5
Commerce 0.6 0.9 1.1 1.3 1.7 2.4 3.6 4.9 5.5 6,7
_ Health, Educartion & '
1 Wel fare 2.0 2.6 3.8 6.8 6.7 T.7 7.9 9.5 1} .4 12 .4
Housing & Urban Dew.
FHA £7.6 77.2 85.0 86.9 85.3 85.4 89.0 93.8 9% .1 1101
GNMA - 3.4 3.4 6.8 9.2 12.49 17.7 259.6 42.9 93.0 1.6
Public housing a.1 9.5 10.7 1.8 12 .4 13.72 13.6 14 .2 14 .6 15.1
Ochar 3.0 3.3 4.0 4.6 4.9 4.4 3.3 1.9 n.9 0.6
Veterana Admin. 6.0 37.6 42.0 47 .2 57.9 58.0 64 .1 71.0 An.8 89,2
Export-Import Bank 1.2 1.5 2.1 2.7 3.4 4.5 5.3 5.3 5.4 6.6
Small Bus, Adwin,. 0.8 1.0 2.0 3.1 4.0 4.1 5.0 5.R 7.7 B.5
Ofher 0.2 0.5 0.4 1.6 2.3 4.3 4.3 4.4 2.6 16.1
TOTAL, Gross 125.5 143.5 165.7 183, 197.2 Z18.3 243.2 284 .3 317.3 a87.2
Less adjustments 1/ 15.2 15.8 26 .2 2B.7 36.7 51.5% 66,0 85.0 119 .6 159.1
TOTAL NET GUARANTEES 110.3 123.7 139.5 154.6 161.0 l46. 8 177.2 194 4

205.4 228.1

1/ Excludes guarantees of guarantees and guaranteed loans held as direct loans by federal and sponsored agencies.

1 r—telur



Table 3
DUTSTANDING SPONSORED ACENCY BORROWING

(Fiscal years; billions of dullars)

1979

1975 1976 1977 1978

1974

1973

1971

197G

1872

Educatlon

Student Lpan

»
»

2 0.4 0.5 0.7 L.

G.

0.3

Marketing Assocralion

Housing and Urban Dev.:

Faderal MNatiocanal Mort-

15.0 18.5 "20.4 25.2 28.12 29.9 31.5 38.3 46,0

13.2

gage Association

Farm Credit Administration

6.8

5.8

5.0

4,2

3.2

2.6

1.8 1.4

1.6

Ranks for Cooperatives
Federal Intermediate

16

8.1 9.6 10.6 12.7 13.1 13,8
11.2 14.2

6.7

6.2

5.7
b.B

5.0
h.3

Credit Banks
Federal Land Banks

19.5 22.13 27,2

16.3

9.1

7.6

+
L]

Federal! Home Loan Bank Board

1

6.5 10.2 16.7 20.6 IB. 7 17.2 25.0 30.

7.3

9.9

Federal Home Loan Banks

Federal lome Loan Mortgage

18. 4

13.8

6.3 T 8.6

4.1

io

2

1.4

0.8

Corparacion

38.1 43,1 3l1.9 68.0 B2.3 B7.7 95.0 11.8.9 145.6

16.6

TOTAL, Gross

5.6

3.5

8.7

2.6

3.7

3.4

1 4.5

Less adjustments 1/

32.7 37.4 50.6 63.4 73.6 17.9 91.0 115.1 140. 6

32.1

TOTAL NET BORROWING

1/ Sponsored agency holdings of federal and sponsored agency obligations, and federal loans ro sponsored agencies,
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borrowing in the securities market and relending the borrowed funds for
speciLfieally authorized purposes.

The agricultural credit agencies are the Federal Leand Banks,
created in l916; the Federal Intermediate Credit Banks, escablished in
1923; and the Banks for Cooperatives, created in 1933, Serving the housing
sector 1s the Federal Home loan Bank System, created in 1932, 1ts wholly-
owned subsidiary, the Federal Home Loan Mortgage Corporation (FHLMC) created
1n 1970, and the Federazl National Mortgage Associlation (FNMA), initially
established in 1938 and restructured 1o 1954 and 1968, The Student Loan
Markecting Associacion (SIMA)}, created pursuant to 1972 legislartion, provides
secondary marketr support for guarsnteed student loans.

Obligations of these governmenr—sponsored agencies are 1ssued.with
the approval of or in consultation with the Treasury. Also, in the case of
the Federal Home Loan Banks and FNMA, the mmnmmnmﬂw of the Treasury is autha-
rized to lend up to $4 billion and $2.25% billion, respectively, to these
tostitutions, Yet the law specifies that their obligations are not obliga-
mwnﬁm of the United States, and they are not guaranteed by the government
except for certain mortgage-backed honds itssued by FNMA and FHLME and guar-
anteed by the Government National Mortgage association. (Obligations of SLMA
are guaranteed Uw.mmzu but SLMA borrows exclusively from the FFB,) HNeverthe-
Hmmmb sponsored agency obligations enjoy an excellent standing 1n the credit

markets because of the long record of successful operations by these agencies

and their close assoclation with the government.
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Federally-sponsored agency obligations share many of the
characteristics of Treasury securities. For example, they are:
e~ Lawful investments and may be accepted as security for
all fiduciarv, trust and public Ffunds, including Treasury
tax and loan accounts, the investment or deposit of which
is under the authority of any cfficer of the United States.
-= Etigible for Federal Reserve Bank open mafke; purchases.
—~ Eligible as collateral for Federal Reserve Bank advances
to. member banks.
—=- FEligible for purchase by naticnal banks without restriction.
—— Eligible for investment by federally-chartered savings and

loan associations and federally-chartered credit unions.

Govarmment—Guaranteed Debr

In addition to providing credit through the vehicle of the governmant-
sponsored credit agencies, the Federal Government also provides credit assistance

in the form of direct lonans made by Federal agencies and financed by the Treasurv

or by the FFB and agency guaraniees of loans financed by the FFB or other lenders.

*

The original loan guarantee programs were not financed in the securi-
ties markets. The federal government guaranteed mortgages and cther loans made
by 1nc$1 lending inagitutinns which serviced the loans through direct contact
with the berrowers and generglly assumed a portion of rthe loan risk. The
classic examplie of this guarantee app;nach was the highly suc:essfui progyam

*

of FHA single family mortgage insurance. This program assured private lenders

.
-

e

s ....rw..:_._‘}'.:'.: .
P .
f .

-

19

that they could safely make long-term, low down payment mortgage leans at
reasonable rates of interest, thus filling an important credit gap. Since
estaﬁlishment of the FHA in the ‘'1930's, the guarantee technique has been
expanded to provide credit assistance to a wide variety of housing and other
areas such as agriculture, eduvcation, economic development, export financing,
small business, transportatlon, and enerpy.

Shift to securities marker financing. Prier to 1973, a number of

trends fostered the development of direct securities market financing of

A broadening of the guarantee instrument from the direct
mortgage inqprancelprovided by FHA to such indirect but

equally effective guarantees as purchase and lease agreements,
cnntra;ts to make debr service grants, price support z2greements
or cnmmitqents by Federal agencies toc make direct take out lﬁans
in the event of default on a private obligation. These and other
arrangements have been used to provide federal backing for secu-
rities markgt 1ssues, they are included in the definition of
guaranteed ubligatiuns in the Federal F}nancing Bank Act of 1973,
and they zre generally classif?ed as guaranteed obligations o
the Budget 0; the UniteﬂrStates.

A reduction in private lénﬁer participation in risk assumption as
full guarantees pf principal and interest became widespread. |

A shift away from direct govermment loans to guaranteed loans
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financed in the marker la part to escape the budget discipline.



== HReduced reliance on local private lenders in favor of direct
agency debt {Eximbank), sale of agency assets In the form of
certifiqates of beneficial ownership (Farmers Home Adminisration),
loan pooling arrangements (Farmers Home Administratton, SBA and
other loans), and by federal guarantee% of other securities (GNMA
mortage-backed securities, public housing and urban renewal notes

and bonds, WMATA bonds, new community debentures, and merchant

marine bonds).

This shifr ro bond market financing had grown to such extent that by the Ltime
the Federal Financing Bank Act was enacted in 1973 some form of Federal or
federally-assisted financing was coming to market on three out of every

five business days,

Creation of the FFB. The proliferation of federal and fedaral ly-

guaranteed obligations financed directly in the securities markets led to

market congestion and higher borrowing costs. Borrowing costs on federally-

backed credit other than Treasury obligarions, that is, agency securirfies and
federally;guaranteed privare issues, are higher because of the small size of
1ss5ues, maturity and cash flow constraints, problems in developing markets for
new 1ssues, investor partfolio restrictions, underwriting costs, and market
congestion resulting from crowding of competing 1Ssues in Ehe financing calendar.
Additional costs were incurred because agencles thgt were selling securities
directly in the marker were required to develop their own financing staffs to

cope with complex debt management and regulatory problems that diverted resources

away from principal program functions.

.

billien in 1970 to $148 billion 1n 1974,

21

Creation of the FFB substantially alleviated these problems. At

the close of fiscal year 1979, the FFB held $64 billion of federal agency

-and federally-guaranteed obligations, most of which would have been sold

1t 1 L sens . Because of
directly in the securities market in the absence of the FFB

-

the FFB, the growth of the guaranteed securities market, other than GNMAS,

was sharply curtailed. TIn the four years prior Lo the establishment of

the FFB, rhese guaranteed obligations increased by $38 billien, from $11ﬂ
In the next four years these
obligations increased by only $4 billion, to $152 billion in 1978 (see
table 1}. The $5 billion further increase in 1979 was largely in the form
of Expcrt;lmpcrt Bank and student loan guarantees, with minor lnrcreases 1n
a number of other guaranteed loan programs.

Cﬂn;equently, the $39 billion net financing requirements for loan
guarantees in fiscal year 1979 was largely financed 1n the Treasury and GNMA

markets., That is, $13.3 billion was financed through the Federal Financing

Bank, and thus by the Treasury, and $17.6 billion was financed by GNMA mortage-
. -

backed securities [see table 4). 1In addition, several smaller guarantee pro-

gra%s were- financed directly in the securities markets, including public housing
notes ($.5% billion), merchant_marine bonds ($.3 billion) and partial guarantee
programs of the Farmers Home Administration and the Small Business Adminlstya-
tion under which the lending bank sells the 90 percent guaranteed portion in

‘ ' 1 se
the securities market and retains the 10 perceat unguaranteed portion. The

smaller programs are eligible for FFB financing.



: Table 4
NET CHANGE IN FEDERAL AND FEDERALLY ASSISTED BORROWING FROM THE PUBLIC
(Fiscal years; billions of dollars)

- 1970 1971 1972 1973 1974 1975 1976 1977 1378 1979
Federal borrowing 5.4 19.4 19.4 19.3 3.0 50.9 82.9 33.5 59.1 33.8
FFB holdings of: )
Agency debt -— -- - -- 0.5 b.5 3.0 1.4 2.0 2.9
Guaranteed debt -- -~ - b 0.1 6.2 b.l g.1 1.7 13.3
TOTAL FFB 1/ - - - - 0.6 12,7 9.1 q.5 12.7 b
Guaranteed borrowing 2/ 2.6 13.4 15.8 15.1 6.4 - 5.8 10.4 14.6 11.0 22.7
GNMA 0.4 3.0 3.4 2.4 3.7 4.8 7.9 15.4 10.0 17.6
Other 2.2 10.4 12.4 12.7 2.7 1.0 2.5 -0.8 1.0 5.1
Sponsored apency
borrowing 3/ 10.3 0.5 4.7 13.12 14.8 8.2 4.3 11.4 24,1 24,9
Total federal and
federally assisted
borcowing from the
publie 18.3 33.4 40,0 7.6 24,2 64. 8 97.7 79.5 94.2 81.2

Office of the Secretary of the Treasury, Office of Government Financing

March 28, 1930

1/ The Federal Financing Bank borrows from the Treasury, which 1ncreases the amount of Treasury (federal) borrowing
from the public.

2/ Excludes guaranteed borrowing from sponsored agencies and from the FFB and other federal agencies. See table 3
for detarls,

3/ Excludes sponsored agency holdings of federal and sponsared a

gency obligationg, and federal loans to sponsored
agencies. See table 4 for details, .
NOTE: Figures may not add to totals due to rounding.
[
: _:q_:__:_\____ﬂ; s .I - - I — . .F. - a.... - . .:I-- :—: F.J_- -_li -1 —— — — . "'\f,-i- p —'— i _f-.}’r-a , .:'hfr. I..'!'- .-.:'-_ f BEET _I_—___-_—Ig...;"'”. -'-'_:_:'ﬂf-_rhfif' ”"I‘;___f.‘ -..-,,-'_;:-,1.. 1"' ':.'-."' o _'l-_ T
A T o . - B IR -y ;v ToranT — T . T £ -
R - L * ) ..,, :

o
a »
- =
1 ' N
i .. — L2
S : o L.
- 1 ﬂ
. - 0%
v . ’ =
1]
=
Py

Telepad syl £q peseydand 10 £119331p PRIIYIBU 31F SIT1ILINIIS padIue1BNS
ap-
'g3131inoas pordwaxs penssi Alsan Yl 310 uci3yled ioulw B A1U0 MOU BIE

yotym o3 Juaixs syl uo A1s3ze| puadap J1Ta 10138] JweoT1udrs v 2w0ddq 43y

su0138E11q0 paa1ueﬁenﬂ_quamulannﬂ 'sﬁuﬂs 103 3jdovxe ‘fAjiuvanbasuc)

13433YY

e e —r—m—n S " ——



24

CHAPTER ITI

REVIEW OF MAJOR CHARACTERISTICS OF MARKETS FOR
GOVERNMENWT RELATED SECURITIES

The ¢h ist i i LCi
aracteristics of imstruments, participants and trading practices

in ma ¥
rkets for federvally related securities are reviewed delow. Attention is

first dire
cted to the U.S. Treasury market and then, in turn, to markets for
federa 1L
liy sponsored agency securities, federally guaranteed mortcage-backed
securltl 1 1
icles, and other obligarions puaranteed by various federal agencies. 1/

A final sacti 1 1
ction briefly reviews markets for securities of government-sponsored

international crganizations.

Fede
rally guaranteed mortpgage-backed securities receive particular
attention I i ' y

in the discussion because these instruments account for the largest

val f 1 -
ume of actively-traded, guaranteed debt. Moreover, unlike other sectors of

the zo - 1E1
govarnment-related securities market, a substantial proportion of trading ia
mo -bac LE1 '

rtgage—backed securities is done on a long delayed delivery basis, and it

1s here t i
e that most of the problems in these markets have arisen. The trading

of contracts ! 1
: for long forward delivery is a natural consequence of the underclying
cycle of loan production inherent to the mortgage market

This process is dis~ -

cussed 1 i i i
n some detall in the section that reviews CNMA securities

U.S, Treasury Securities

e

Tnstruments and Method of Issuance

meeting t i { . .
g the objective of mazintaining an overall debt structure consistent

e

——— ey am

L/ The five a i .
= ¢ rhecn mzﬁzgd;zei at t?e end of this chapter provide more detail on each
' ctors of rhe government-relared securities market

T

.T;

v,

P
a2 ; t

_with sound financial practice.

- needs, the Treasury

- but in recent years has relied exclusively on comperitive auct ions.

.+ willing to bake 4 volum

" conditions set hy the Treasury. 2/
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In 1979, for example, the Treasury sald a total

of $464 billion of new marketable obligations to help finance the federal budget

deficit, Treasury loans to the tederal Financing Bank and to refinance maturing

abour $370 billien of securities were issued in the form

debt, Of this tetal,

of Treasury bills with maturity dates of about 2 weaeks to 52 weeks. The remain-

der consisted of longer-term coupon obligations (notes and bonds) with maturities

.ranging from 2 years to 30 years. Civen the subsrantial volume of its financing

conducted at least one financing operation in each week of

the past year and in a number of weeks came to the market with 3 or 4 offerings.

In the past the Treasury used a aumber of techniques to sell its debt,

The Treasury

announces these auctions in advance——from { te gbout 10 days ahead--indicating

.the type and amount of securities to be sold as well as terms and conditions

to be mer by those wishing to bid in the auction. In general, any institutinon

_or person is eligible to submit competitive hids in these auctions, if they are

e of issues ahove a gpecified minimum and meet other

o ———— e . - - - g ok ek W b whk W

2/ Competitive bids far notes and bonds have usually been gsubmitted on a
yield hasis=-that is, the bidder specifies the yield at which he is
willing to acquire a given volume of issuas--and the Treasury then makes
awards by accepting bids starting with the lowast yield hid submitted.
Bide for bills are submitted on the basis of a discount from par. 1t

is also possible for inmvestors Co participate in the auct ign on & non-=
competitive basis, LE they are willing to submit bids for quantities
below a specified amount. Noncompetitive bids are always awarded in
full.at a yield equal to the average rate set in the comperitive auction.
The Federal Reserve and foreign official accounts also bid on a noncom=
petitive basis. On some secasions, the Federal Reserve also submits

compet itive bids in these auckLons.
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While a sizable share of the issues offered in an auction is sold
directly to final investeors, there are many dealer firms of various size
throughout the country that acquire securities in the auctions and then dis-
tribute them to final investors. The great proportion of such activity 1s
undertaken by primary dealers in U.S. Treasury securities, firms that submit

daily reports for the review of the Federal Reserve and U.S. Trteasury and are

subject to surveillance by these agencies.

Trading Activity

In addition to taking and distributing securities awarded in Treasury
auctions, dealer firms also make secondary markets in Treasury securities as well
as ‘in other government related securities, by ;tanding ready to purchase or sell
these instruments from their own positions. Spreads between bid and asked prices
quoted by dealers are ordinartly quite narrow. Banks and other major frpanctal
and nonfinancial firms have traditionally used the Treasury securities mar#et
as a means of making adjustments in liquidity positions and realigning invest-
ment portfolios. Thus, with this trading activity plus sub&tantigl trading
among dealers, the daily volume of outright transactiaﬁs in the U.3, Treasury -
gecurities averaged about $13 billion in 1979; this compares with an average
dally trading volume on the New York Stock Exchange (which accounts for about
85 percent of the dollar value of all trading of stocks Ln the U.S.) of about
$1 billion.

Essentially all trading in outstanding Treasury issues is done on 3 -
cash (same day) delivery basis or regular (next business day) delivery basis.
There is alsc a substantial volume of "when issued" trading of securities that

takes place between the time a security has been auctioned and the time it is

A

-
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issued. Parties to these trades agree to buy or sell a given amount of the
security at 4 ‘specified price on the day the security is 1ssued. 3/

A substantial volume of trading in contracts for future delivery of
freasury securities also occurs on a number of the commodity Eutures_e;changes,

These furures contracts call for the delivery of a specified volume of desig-

. nated Treasury securities on a particular date in the future. Currently, there

.are comtracts being traded that specilfy the delivery of Treasury bills, short=-

to intermediate-term Treasury notes, and long-term Treasury bonds. &4/

U.S. Treasury securitles have also been purchased and sold oa a

*

* forward (or delayed) delivery bastis. Such transactions are s:imilar to futures

contracts in that delivery of a given amount of a designated security Ls specl-

fied for some date in the future. These terms atre nol standardized, however,

as they are in futures contracts; and trades are negotiated between parties on

- Lo

'an over-the-counter basis rarher than effected in a ceatralized exchange. ‘There

-

appears to be litcle, if any, forward trading in U.S. Treasury securitles at the
e i .

+

EPEN B

present. time. 5/

. "3/ The when-issued period generally ranges from a few days in length 1in the

case of cash management bills and 3- and é-month Treasury bills to about
a calendat week in the case of notes and bonds suld i1n the Treasury's &
- guarterly refunding operations.

4/ TFor a detalied discussion of Treasury futures, see the Treasury/Federal
‘Reserve Study of Treasury Futures Markets published Lu May 1979,

5/ The major volume of forward trades in Treasury securitlies appears Cto have
taken place in the period before May 1978. In that period, a number of
municipalities issued term bonds and set up sinking funds to accumulate
revenues that would eventually be used to repay these bonds. To obtain a
known return on the sinking fund, these goverumental entities purchased
Treasury securities forward from dealers, thus "locking in" a certain
return that exceeded rhe interest costs on the bterm bonds. The Treasury
changed 1its regulations in May 1978 to eliminate the economic advantages
af these arrangements.



Investors

Because Treasury securities are free of default risk and highly
liquid, they are in broad demand by the investing public., The Treasury’s
latest survey indicates that of the roughly 3410 billion of marketable debt

held by private investors, commercial bank holdings account for the largest

proportion of the total--about one-fourth, In addition, ilnsurance companles,

other financial institutiens, nonfinancial corporations, state and local
government s and pension funds have large holdings.

Individuals alsc own a

sizable share of the toral.

Repos

The ma}ket for repurchase agreements (repos) and reverse repurchase
agreements (reverse repous) was originated as an adjunct of the Treasury secu-
ricies market and still its primarily associated with this market. These agrae-
ments involve the sale (purchase) of a security coupled with a pr?mise Lo repur-

chase (resell) the security at a later date. (By convention the party initially

selling the security is said to be arranging a repurchase azreement.} Repos were

developed by Y.S5. Treasury security dealers to provide an alternative sourvrce of
funds to finance their security positions, Parties inirially providing this
financing—-—-mainly financial institutions, nonfinancilial corporacions and pension

funds~-were attracted to these arrangements because they provided a ready means

ta 1nvest money on a4 short-cterm basls in great safery.

Over the years the repo market has grown and developed in a number of
ways. Dealars now use the market as the principal financing scurce for their

positions. Indeed, the types of securities used in this method of financing

o

s s
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have expanded to include federally sponsored agency 1$5ues, goveramen{—guaran-
teed mortgage-backed securities, negotiable CDs of baoks, bankers' acceptances
_and other securities. Dealers also have become important intermediaries 1n
the market, arranging repos with one set of customers and reverse repos with
others. These “"matched -bock' transactions, which transfer funds from economic
units with a surplus to those with a shortage, now substantially exceed the
volume of repos dealers arrange to finance their own positions.

- Repurchase agreements initially were arranged cn an overnight (or
ovér-rhe-weekend) basis, and this remains the predominant maturity of such
contracts. In recent years, however, a sizable volume of such transactlons
have had longer contract pericds--ordinarily periods of 1 to 3 months, but in
some cases apparently 5 or- & mouths. The contracts, therefore, are now beinpg
used t&-sarisfy borrowing and investing strategles designed to achieve longer=
runiobjectives as well as for the day-to-day management of funds.

i+ Thrift institutions and other fimancial firms with GNMA security
portfolios have been using'repus'and'pﬁrticularly term repes in recent years
‘as-a means of obtaining funds to maet- short-term liquid:ity needs. Such trans-
actions are somebLimes arranged 1o the form of classic repo agreements—-—that
is, 'a GNMA with a given pool number (which identifies the specific pool of
mortgages from which payments of principal and interest are passed through
to the security holder} 1s sold te a2 dealer under an agreement which: specifies
that a GNMA security with the same paol number will be repurchased on a later
date.. Recently, an alternative form of repo agreement has been devaloped that
! 1L 15§

is -commonly referred to as a "dollar price repo." Under these centracts,
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agreed that when the thrifr repurchases from the dealer, the dealer need not--
and i1n practice usually does not--sell back GNMAs with the same pool number as
those originally sald to him. Depending on cantract terms, he may redeliver any
GNMA 1ssue Chat has the same coupon a8 those originally sold or alterpatively
that provides the same yield to maturity (adjusted for the terms -of the repo}.
This new type of agreement was developed berause dealgrs ordinarily
resold securities they acquired under conventional repo agreements (perhaps on
an outright basis, perhaps under repo with ne requirement to return the same
saecurity) and ofren found it difficult to obtain GNMAs with the same pool noem-—
ber when 1t came time to redeliver ta the thrifr inscitution. 1o addition the
dollar price repo fits well with the arrangemeunts by which GNMAs sre traded on
both a cash and forward delivery basis. A dealer will generally quote bid and
asked prices for GNMAs with a given coupon for delivery immediately aﬁd on
variéus forward dates. (The forward quotes are for GNMAs with a given coupon
rate but no pool number is specified.) Thus, in entering into a dollar price
tepo, the thrifr sells GNMAs to the dealer at the dealer's quoted bid price
for immediate delivery and simultaneously buys {repurchases) GNMAs for delivery
10 a Euture.mnnth at the dealer's asked price. The difference between the
immediate bid price paid by the dealer and the forward asked price ultimately
paid by the thrift in effect represents the amount of Lnteresc pzid by the
thrift for the use of funds over the Pefind unt1l delivery 1s made under the
forward contract.

There are 1ssues ralsed with regard te the accounting treatment of a

dollar price repo relating te whether the iavestor is required to book a gain

1

L
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or loss on the transacrion. Ef The thrift institutions' exposure Lo interest
cate risk under such agreements, however, 1s agsentially the same a2s vunder a
classic repo; under either alternative the capital loss incurred 1f 1oterest
rates rise would be essentially the same. 7/

With the expansion of repo trading ln recent years, the greatly
increased number of repo customers and the introduction of rterm contracts,
a number of problem cases have déveloped in which one contracting party was
to 1 Partly for this reason, many

unable to fulfill the terms of the contract.

of the people interviewed as part of this study indicated that particilpants

_have been applying tighter standards in arranging repo contracts. These

traders have made greater efforts to ensure that securities involved 1n the

rrangaction are initially valued at market and that their value exceeds the

amount of money exchanged. They have also included provisions 10 repo agree-

ments requiring the borrowing party to increase the amount of collateral in

the event of erosion in the value of the securities. The borrowling party,

6/ These transactions raise the ohvious issue whether they should be viewed _
“  just as regular repos, i{.e., accounted for as loans, ur_insteadlas gut?1ght
-sales of securities followed by outright purchases. This quesilon 1s 1mpoT—
tant, of course, because it raises the further 155ue whether & loss ;hauld
.be shown by the' institution when the price it receives when selling 1s below
the book value of the security. Or if a loss 1s not booked, there 1s the
question of how the transactions should be reflected on the balance sheel
of the institution. While there are arguments that can be made on both
. sides of this question, the Federal Home Loan Bank Board has given approval
_ for S&Ls to treat these transactions as repos, so long as the GNMAs (rel)pur-
chased for forward delivery have the same coupon as those sold for immediate
delavery.

7/ The prices of GNMAs with the same coupon but different underlying peols do
~ 7 not necessarily move in exact unison with a given change in the general
Jdevel. of rates. Thus, the gain {or loss) from these alternative positions

weZepuld diffar somewhat.
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of courss, assumes the risk that the securities may not be rerurned, which

would prove costly 1f securities prices rise.

Government-Sponsored Agency Securities

Instruments and Methed of Issuance

The sponsorzd federal agencies Einance their operations principally
through the sale of debt instruments in the open market. The Farm Credit
Agencies (FCA) account for 35 percent of this total; Federal Narional Mort-
gage Assocration {(FNMA) 32 percent; and the Federal Home Loan Banks (FHLB)

33 percent. 8/ 1In 1979, the spénscred agencles issued on a gross basis §$117
bitlion of debe to rollover maturing debt and raise new money. This resulred
in a net increase in indebtedness of $25-1/2 billion for the year. Of the
total volume of securities sold, 36 percent wag issuad with an origin;[ matu-
ricy of léss_than one year, 60 percen; with maturities ofll to 10 years, and
4 percent with maturities greater than 10 years. ) |

Each of thg sponsored agencies employs a fiscal agent to market irs
debt, The fis;al agents maintain close contacts with the financial community
and_ca;efully m;nitcr developments and conditiéns.in firrancial markets.  Based
on market conditions and consultations.with deai;rs i; the selliﬁg groups, the
fiscal agents decide on the size, price, maturity and Ciming of a new debt
offering. These decisions are subject to approval by the agency 1nvolved, and,
Intermediate~ and

because of law or custom, to clearance by the U.5. Treasury.

longer—term securities are offered through large, nationwide selling groups of

8/ Debdbt issued and guaranteed by the Federal Home Loan Mortgage Corporation,
a wholly owned subsidiary of the Federal Home Loan Bank System, 18 discussed

1N a separate sectlon below,
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‘dealers and commercial banks. Tor sales of short—-term discount notes, Lthe

agencias rely-on a few major momey center dealers who continually make a mar-—
ket in agency securities.

| Distribution of sponsared agency issues is accomplished in a short
period. The time between announcement of terms and allotments to members of
the selling group tuns no more than a few days. Following the alletments,
Pdeaier; ;re éxpected to distribure the issues to final investors in a short
_time--in the course of a week or two. Indeed, dealers are expected to have a
major share of their allotments presold, and they are either precluded from
tak;n; alluﬁments for their own account or are carefully coatrolled in the
amount that they take. AlL of the igsuing agencies carefully monitor the

activities of their dealers and have the option, if given cause, to terminate

an agreement at any time.

Trading Activity

Sponsored agency securitles penerally are traded actively in second-
ary markets, Average daily trading volume in all issues was above $2.5 hillion
in 1979. These transactions are almost entirely arranged on either a cash deli-

very or regular delivery basis. A few tranaactions have somewhat longer delayed

delivery dates, bur in few 1f any casss is the time span longer than a week.

Ownership
Ownership of federal agency securities is widely dispersed, with
commercial banks holding the lacrgest share of the total. Sizable amounts are

'also held by all other major types of financial institutions, by nonfinancial

corporations and by the general funds, pension and retirement funds of states
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and localities, The Federal Reserve also 1s authorized to purchase these secu-

rities 1n the course of.its open market operations and currently holds outright

about $8.2 billion. Certain Treasury trust funds also hold a swall properiion.

Governmeut-Guaranteed Securlties

GNMA Pass-Through Certificates

Government Nattonal Mortgage Asscclation pass~throuph certificates
(GNMAs) provaide their holders with an interest in the income stream from spe-
ci1fic pools of government-guaranteed (mainly FHA/VA single family) mortgages
bearing the same interest rate and with the samwe maturity. The security holders
recelve pass—through payments of interest and primcipal made on the mortgages.
The Lnstyuments have stated maturities equal to those on the underlying morc-
gages, usually 25 to 30 years, Because of prepayments, most of the mortgages
are repald 1n a much shorter period; thus the principal amount outstanding on
pass—through certificates 15 repaid at an accelerated rate, especially in the
initial years. By convention based on experience, yields on new securiries
are- quoted on a l2Z-year maturity basis, While all the mortgages i1n the pools
backing the securilles are guaranteed by the federal goveroment, the attractive-
ness of GNMAs 15 enhanced by a further guarantee which commits.FhE full faith

and credit of rhe United States government for the timely payment of interest

and principal.

Issuers and Dealers

While authorized and guaranteed by GNMA, GNMA pass-throughs are cur-
rently Lssued by about %00 private firms that originate mortgages. About Lwo—

thirds of these firms are mortgage bankers; commer¢ial banks and savings and
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loan associations account for most of the remainder. Originaters somellmes

place newly igsued securities directly with final investors, but the great

 proportion are snid to dealers whe then fesel} them to finat investors. There.

are épprox{mately 20 major dealer firma that account for moat of the distribu-

tion and trading of GNMAs, but it is estimated that about 60 firms over the

cﬁuntry make a market in these securities.

Investors,

Thrift institutions were by far Che largest investors in GNMA pass-
throughs when they were First issued in 1970, 1In recent yearé, however, the
i;;estnn base for GNMAs has beén broadened substantially. Mutual savings banks,
c;mmercial banks, pension funds, and state and local governwments have becaﬁe

important scquirers of these ingtruments. 1In addician, credlit unions and indi-
ant

- widuals each hold significant amcuants. It is now estimated by GNMA that about

75 perceat of the total issues outstanding (about 3$BS billion) are held by

lenders other than S&Ls.

Origination and Trading Arrangements

CNMA securities are traded on a regular delivery basis {for the GNMA
m:fké£1this.generally implies delivery specified within 30 days) 2! and on a
delayed deiivery or forward basis. The former involves trades of outatanding
issues as well as sales of néwly issued pass—throughs. Trading.nn a forward

basis (between issuers and dealers, among dealers, and. between dealers and

' 9/ The length of "regular delivery" time ia louger for GNMA than for other

gecurities because of technical factors agsociated with the collection
and pass-through of principal and interest.
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investors)} involves the purchase and sale of securities for delivery often 3
or 4 months In the future and 1n some casgses as much as a2 year or more. There
are two types of forwards, those calling for mandatory delivery on a specified
forward date and those with an‘nptional delivery before a specified date (stand-
bys}. The trading valumg in forward contracts, particularly'mandatnry delivery
contracts, 1s substantially greater than that which cccurs om a regular delivery
basis. Most-of this trading cccurs among the dealer firms, but permanent Inves-—
tors and mortgage originators also trade forward contracts in efforts to lmnrove
ylelds on portfollio positions or in some cases to profit from expected movements
in market prices.

Trading on both a regular delivery and forward delivery basis Is done
pn an “over—the-counter” bagsis with dealers standing ready to add to their posi-
tion (or sell from their position) at quoted bid and asked prices. Tradition-
ally, a dealer that contracts to buy GNHAS from one dealer on a forward basis
and contracts to resell them to another on the same basis haé, on the settlement
date of these contracts, taken dellvery of the obligation from one and made
delive;y to the other. In many cases, of course, there is ailcng series of
matchling forward trades each of which fequirea physiéal delivery of the security
tc complete the transaction. Recently a cleariong corporatbion has been established
to faciliate the completrion of transactlons. The corporation now clears a
proportion of its members' trades by matching long and short positions of

each menmber in a given contract and then requesting that a check or securities

be delivered to make up the difference. 10/

10/ For additional discussion of the clearfng corporation see page 67 of
Appendix C,
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z1 . Mortgage producticn cycle and the mandgement of interest rate risk.

‘While-.accurate statistics ace not available on the total velume ot trading
activity in GNMA securiries, 1t was estimated by some participants iaterviewed
in. connection with this study that the average volume of trades per business

day might run to about $2.5 billion.' As noted above, a large proportlon ocgurs

in the form of transactions for forward delivery. OSuch heavy forward trading

in the over-the—-counter market for fixed income securitlés 1s esentially con-

- fined. to. the market for mortgage-backed secutitb:ies. It 15 thus appropriate to

focus on the basic reasons for this trading process 1 order to provide back-

ground for discussicen in later chapters.

There gre fuadamental economic reasons for forward transactions in

GNMA securities. Mortgage loan commitments, extending months into the future,

are essential to the financing of real estate. Contracts for the sale of

existing properties usually require buyers Lo secure mortgage commltments from -
lenders sevaral months prior to the time the property 15 transferred and the

mortgage loan is closed, Advance commitments also are essentizl for the con-

struction and sale of new properties. Before making a construction loan,

institutions ordinarily require developers to arrange commliments for per-

manent mortgage financing; in fact, rhe permanent mortgage commibment usually

forms. the. basis for the construction loan commitment. The production periods

For single—-family structures typically range between 3 and 6 months--although
periods as long as a year are not uncommon—-—and the production periods for

multifamily structures are even longer.

‘r -
. ¢ Commitments may specify a rate of interest, or the funds may be

committed ‘at a rate to be datermined at a time of lcan closing. While Cake-
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down of the funds by the buyer is optional under these arrangements, the mortgage

originator is firmly committed to provide .funds. Thus, buyers may walk away from

the contract if intereat rates fall relative to rates specified in the contract,

The loan originator, on the other hand, when committed to provide funds at a
specified rate, musat do so even if mortgage rates have risen well above this
lavel.

Those committing to make mortgapes, in effect, enter into a kind of
forward agreement with 2 builder or with a buyer of a home or other properties,
The committing party then must decide whether to "carry" this commitment risk
without hedge or to enter into an agreement in which another party agrees to
buy the mortgage at the time it is made, Some parties that commit to make
mortgages are also mortgage investors. (such as thrift institutions)} who will
ordinarily take these loans into their own portfolio. Accounting conventions
allow instltuticns to eater mortgages 8o acquired at par on thelr books, even
1f at the time of closing they technically have a market value below par because
interest rates have risen above the rare specified in the mortgage. Given that
the ipstitution can generally also count on cash flow to make the mortgage, it
1s, in a sense, screened from the interest rate risk associated with entering
into forward mortgage commitments. A substantial volume of mortpage commitments,
however, are also orig:inated by mortgage bankers——or by thrifta in excess of
their prospective cash flow--who fdo not intend te hold them in. portfolio per-
manently. In these cases,lariginatnrs must decide whether to remain exposed
to the risk of loss if market rates rise (relative to a commitment rate} or the
opportunity to profit if rates should fall, or to hedge their exposure to rate

fluctuation. The originator has traditionally obtained such a hedge by arranging

adieme Lt
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to sell the mortgage once its has been consummated a
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t a specified price to a

final investor.

ia the natural outgrowth of the mortgage production cycle.

who has comnitted to make

enter into comaitments to make such loans over the near future mav- sell

L]

From this perspective it can be seen that the forward market for GNMAs

bl

A mortgage originator

a large block of FHA or VA morteapes or who expeqts to

GITHA

gsecurities for forward delivery to a dealer rather than sell these morcgages

d;rectly {for forward delivery) to a lending institution,

T rn addition to selling forward to hedge against the interest rate

"risk asgociated with fixed rate commltments, wmortzage originators also 1ncur

eimilar risks when they are in the process of accumulating FHA/VA mortgages to

be placed in a pool to back a GHMA security. Mortgage Dankers and other origl-

nators finance these mortgages by borrowing on a short—-term basias and thus are

exposed tn-ghe risk that interest rates may rise over the assembly period,

causing a decline in the value of mortgages in the inventory. 4 forward sale

uf.GHHi securities provides a hedge against this Tisk by locking 1n a certain

‘price to be received.

.-+ Alternstive to selling GNMAs forward for mandatory delivery, mort-

- i 1ve 1 hese
page originators also can sell forward on an optional delivery basis. In thes

"standby" agreements, dealers obtain a fee for apreeing to purchase a given

"volume of CNMAs at a given yield at a apecified future date, if the securities

are ;endered Lo tﬁe dealer. {(These standby agreewments are eggentially the same

type of commitment FNMA gells in its auction of contracrs for delivery (at the

‘option of the buyer) of whole FHA/VA mortgages.) The dealers, in turn, depending
upon their willingness and ability to carry interest rate risk, will tay off all

or a part of this trisk by making similar standby agreements with various kinds of
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financial firms.

tien to understand the nature of such agreements and their risk expoaure, and to

negotiate attractive terms——-in the form of fees, specified interest rate, etc.—-—

o

1ssuance of standbys can be a sound, petentially profitable activity that facili-

tates the mortgage production and distribution process.

Interest rate risk associated with mortgage production and distribution

also can be managed by taking positlons in the futures markets for GNMAs 11/

For example, an originat i 1
ple, ginator accumulating a pool of mortgaees can sell (go "short™

in) a futures contract, a position in which he is assured of receiving a known
price for delivering a piven volume of GHNMA securities on a future date, Thus

_ . ,
he is hedged against the risk that mortgage rates may rise above the rates dn
the mortgages he holds in portfolio or ahove the rates at which he is committed
te make mortgages. He may choose ultimatelg to deliver these securities,

recelvi 3 A i " 1 3 i
iving the price which he "locked in" with his futures contract. Typically,

however, he will close out his contract position sometime before it matures. He

can achieve such a closeout by buying in the same contract. Such an approach

provides a good hedge, beacause :f mortgage rates rise over the holding period,
the price of the [utures contract would fall. Thus, he would be.able to buy his
"offsetting" pusiéion at a price below that at wvhich he initially sold the con-
tract; and the profits eacned from trading in futures would offser the losses

tacurred in produciapg mortgages. As in the over—the-counter forward market,

—— i i i ————. .

—— —— —— — — — — — —

llf ihere are prosently four contract markets--two on the Chicago Board of
Era:E and oce each on the Commodity Exchange and Amevican Commodity
xchange. Thre? of these trade agreements call for delivery of GNMA
securities of given yvield on specified future dates. The fourth ;all
for dEl%VEfF of a Collateralized Depasitorvy Receipt (CDR}, an inscr —5
ment'whlch gives its holder a claim on GNMA securities heid in saf E
keeping by the depository. | S

For investors who have the financial resources and sophistica-

Ve o
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many participancs 1in the futures markets assume positions in futures that are

not- covered by offsetting positions 1o mortgages. Guch traders generally are

r

attempting. to-profit from expected interest rate changes,

‘w . . The Futures market offers several -advankages relative to the for-—

ward market, including the reduction in credit risk which results because the

exchange stands behind every confract. But many participants continue [0 Eind

the forward market more atfractlve. 4n important consideration 1s tha ability

to make purchases precisely tailored to the amount of securities one wishes o

gell or to.buy in the forward market, while trades in Eutures are for standard-
ized blocks., Another is that while futures contracts are based on GCNMA securi-
ties bearing a glven coupon interest rate, delivery under these contracts can
be made with any GNMA security, with the.delivery price of securities with
various. coupons adjusted by a standard formula to provide lnvestment ylelds
equivalent to that on GNMAs with the base.coupon rate, The problem with this

arrangement is that GHMAs with diEferent coupons do not trade 1in the cash

market with the same yield to maturicy, Instead, market forces generally set

yields omn high. coupon GNMAs at levels.that,are higher than those sel ca lower
coupon GNMAs. (High coupon issues are subject to more rapid repayment; also
the retura on low coupon Lssues that trade at prices below par is partly in
the form of capital gains that are taxed at relatively low rates by the federal

government.) The effect of this disparity in yields is to make the cost to 2

short of acquiring high coﬁpnn issues~-to fulfill delivery obligations-—less

o " . -

than the cost of low coupon issues. Thus, shorts generally deliver high coupon

issues. Correspondingly, the longs who take delivery of high coupon lssues
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receive securities rhat have a lower market value than lower coupon issues,
Still another feature is that the most actively traded contract specifies that
delivery will_ordinarily be in the form of a collateralized depository receipt
(CDR)——which is backed by a pool of mortgages held im trust by the depecsitory—-
rather than actual GNMA securities. : ' :

Finally, until recently margin requirements were not imposed on for-
ward transactions and apparently are still not on the'ﬁajority of trades, while
the futures market requires posting of an initial margin and margin maintenance.
While this latter provision offers the clear advantage of virtually assuring
that the other party to the contract will fulfill his contr%ctual oblipgations,
it presents the disadvantage of ‘tying up limited capiﬁal of mortgage bankers.
Those operating with hiphly leveraged pesitions, the typical condition of the
mortgage banker, find this parricularly a problem. The placement of inmitial
margin is not a great burden because this presently can be met by pledging
liquid assets or by submitting an irrevocable letter of credit from a commercial
bank. Futures markets, however, require participants to put up cash when the

market moves against a position, and this can create a serious liquidity strain

during periods of sharp changes in interest raktes.

FHLMC~Guaranteed Mortgage Pass-Through Securities

Characteristics of Instruments

The mortgage pass-through securities programs operated by the Federal

Home Loan Mortgage Corporation (generally referred to as Freddie Mac) were estab-

lished aftar the ONMA program and are designed to further develop the secondary

. those offered by FNMA in icts biweekly auction program.
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mérkets for conventional mortgages—-—a component of the market not touched by the
GNMA program. Cumulative issuance of FHLMC-guaranteed securitles remains sub—
stantially below the volume of GNMA 1ssues (roughly $18 biilion vs. $100 billian
for GNMA), although issue volume has increased substantially in recent years.
These securities carry only the guarantee of the Federal Home Loan Mortgage
Cnrp?ratian rather than the full faith and credit guarantee of the federal

government which is imparted with a GNMA guarantae.

Freddie Mac purchases residential motrtgages from originators—-pri-

'hmérily members of rhe FHLB System--financing them by sale of morcgage pass=—

In its mortgage purchase pPrOograms, the corpora-

- - -

through certificates. 12/
tion conducts weekly auctilons of mandatory delivery comnitments to purchase

gonventional Once a month, it alsco conducts an auctlon Ln

which it sells "puts" or standb commitments to bidders which are similar €o
‘ h ik sells P b

home mortgages.

The mortgages acquired

under these programs are pooled into groups, and FHLMC issues Guaranteed Morkb-

-

i gage Certificates (GMC) or Mortgage Participation Certificates (PCs) against

these pools.

e ]

The former is a "bond-like' ilnstrument 1n that 1t pays inkterast

twice anoually, while payments of principal are passed through once a yedr, The

.-latter is.a pass—through instrument with cash-flow Ffeatures stmilar to GNMAs,

Investors
" . as with GNMA securities, the program has successfully attracted funds

tg the mortgage market from nontraditivnal lenders in rChis markec, FHLMC esti-

- R C m ot m o o ——
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12/ FHLMC also raises some money by participating in the issuance of consoli=
datad obligations of members of the Federal Home Loan Bank System.
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mates that all but about 20 percent of tts GMCs and PCs are held outside savings
and lvan associlations by i1nstitutional investor. groups ranging from commercial
banks and their trust departments to public pension. funds. Individuals and

credit unions also own a small portion of the roral,

Origination and Trading

In recent vears, FHLMC has placed 1ssues of PCs wikth salected secu-
rities dealers {(at present 14 major firms}.which distribute them teo investors,
GMC 1ssues are marketed through the FHLB System Office of Finance which sells
them thrnugﬁ the dealer group utilized for issues of FHLB System debt. Thus,
this marketingz atrangement gives FHLMC closer control over the inittal distri-
bution of 1ts securities than GNMA has. GMMA 15, of c¢ourse, able to 1mpose
controls 1ndirectly by setbing down guldelines regardiag the terms on which
mortgage originators i1ssue GWMAs and the types of dealers with whom they deal,

The Freddie Mac program also must adapt to therunderlying reality of
the morcgage production cycle. As noted abu#e, Lts commitments to acduire
mortgages generally are made well 1in advanée of the date that mortgages are
actually delivered. To minimize the qarporatién's exposure Co 1nterest rate
risk, Lt sells its pass—through Instruments on a Forward basis, with the
forward time often 3 to & months in the future bul sometimes extending as
long as one year.

Also, as with GNMAs, there is very active secondary market trading
in Freddie Mac securities. Yet ta he issued securities are effectively resold
many times 1n the forward market. Already itssucd Freddie Mac 1ssues also trade

relatively actively, To dats, transactions in Freddie Macs are not cleared
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through-the MBSCC, though 1r ts reported that this is under active considera-
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Other Covernment=-Guaranteed Securities

L9

In ;dditian to mortgage-backed securities that are guaranteed by GNMA

o

. .or by FHLMC, there are several large governmenl guaraniee Progrdnm that are de-—
signed to increase rhe avallability of credit to targeted borrowers. While the
. Federal Financing Bank purchases a large volume of guaranteed obligations each

S year, a growing volume 1s also being scold to private 1ovestors.

GCuaranteed Loans

' .Guaranteed obligations that are purchased by private investors are of

two broad'types-—loans and bonds. Guaranteed loans traditionally have been par-

tially guaranteed (usually 90 percent} and have been originated, serviced and

held by commercial banks. In the mi1d-1970s, however, liberzlization of guaran-
Ee;; encddraged the development of secondary markets for the guaranteed portions
'ﬁf“the loans.

" - Currently the most active non-housing related loan guaracbeée programs
s'*..qm are the Small Business Administration's business loan program, the Farmers Home
- Administratien's business and industrial loan program, and the National Oceanlc

and Atmospheric Administration’'s fishing vessel program. Legal opilulens have

L been obtained from the Comptroller General for each of these programs which per=

mit ‘the guarantees to be passed through to the secondary investor, regardless

of fraud or mismanagement on the part of the servicer of the loan. The extension

of unqualified guarantees to the secondary holders, together with the splitting
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of the guaranteed and nonguaranteed portions in the case of the SBA and FmHA

90-10 programs, has permitted significant secondary marketing of rhe guaranteed

portioans,

FMHA, SBA and NDAA loans are not fungible and, under current law,
the guaranteé does not extend to the holder of a certificate that represents &
participation in a pool of guaranteed loans. Each lean has discrele terms as
to size, maturity, fixed or variable interest fate, and amortization schedule,
The guaranteeing agency oversees the origination of each loan and the original
sale of the guaranteed portion Ln the secondary mavket,

In large part, the guaranteed loan market is a private placement
market in which the loan originator sells the guaranteed portion to a securi-
ties dealer and the dealer resells the loan to an lnvestor., The largest cus-.
tomers are pension funds, life insurance companies, aund rerirement plaas for
high income professionals who held rather than trade the obligatinns. The
discrere loan terms are taken into consideration in pricing each piece, and
the absence of homogenelty among the loans restricts trading. Several dealers
have become ackive in placing guaranteed loans with 1nvestors, and they ""make
markets" in the loans 1n that, to provide thelr customers with liquidity, they

stand ready Lo repurchase obligations from their customers and resell them.

The Economic Development Administration in the Department of Commerce

and the Federal Aviation Administration have 90-10 programs under which lcans

are being financed., While neither of the programs provides a secondary guarantee

now, each is working on the legal chaonges that would be required to provide the

secondary guarantee. EDA had $0.9 biilion of guaranteed loans outstanding at
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" loans, and its outstanding guarantees are proj
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‘the end of fiscal year 1979 and ts projected to have 33.4 billion out at the

end of fiscal year 1981, The FAA has expanded authority to guarantee aircraft

ected to increase rto $51.0 billion

in fiscal year 1981 from $0.2 billion ar the end of fiscal year L1979,

Guarénteed Bondsg

_Héritime Administration {MarAd). Marad Ticle X1 ship financing bonds

are usually sold to the public through underwriters, although smaller 1ssues
often .are privately placed. {The current volume outstanding is about $5.7
billion.) Pension funds and life .insurance companles are ma jor purchasers,

and hold rather than trade the vbligations. while securities dealers make

markets in the obligations to £ill their customers' liquidity needs, there

is. no active secondary market.

HUD guarantees shorc-tetm subsidized low-~income public housing and

'-__makgé renewal project notes which are sold in the tax-exempt market. The notes
" are_auctioned publicly in volumes of around $1 billion and are actively Lraded

" 'in the secendary market.

The Market for Securities Issued by Government—
Sponsored Internaticnal Organizations

During the twelve months ending in Seprember 1379, $8.5 billion were

borrowed in the international capital markets by government-sponsored internav

tional organizations. Although 10 lnstitutions issued international securitles

during the year, two organizations-—the International Bank for Reconstruction
and Development (commonly known as the World Bank) and the European Investment
Bank-—accounted for 75 percent of the volume of new debt. The primary purpose

of most government=-sponsored international organizations 1s to promate the
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economic development of member countries by making loans to governments or tg
private enterprises.

The wnternational bond issues of international organizations fall
into two categories! Euro- and foreign bond issues, A Eurco-bond issue is
underwritten and sold 1o markets outside of the country whose currency 1s used
to denominate the security. 4 foreign bond issue, on the other hand, is undag-.
writien and sold tn a single nartional market in the currency of the country in
which the market is located, During the twalve months ending in September 1979, -
two-thirds of the Lnternational bond i1ssuves of international organizations con-
siuted of foreign bonds,

The United States 1s an important market For the sale of these secu~
rities, Of the 51.9 billion of foreign bonds issued by international organiza=-
tions during the third quarter of 1979, about 17 percent {5325 million) was
marketed in the United States. None of these securities is directly guaranteed
by the United States government, but some of the intetnabttonal organiaticons can -
call opon the United States if necessary to contribute a stated amount of capital
for the 1unstitution's suppork.

During the 12 months ending tn September 1979, the vriginal maturi- ‘
ti1es of the foreign bonds 1ssued by international organizations ranged from 3

to 25 years; rhe original maturities of their Euro-bond issues ranged From 1 1

to 20 yeacs, 1

Compared to the $4B.3 billion of borrowing by domestic government
sponsared agencies and mortgage pools during the 12 months ending in Septomber
1979, the market for securities issued by government sponsored international

organizations 1s relatively lnactive,



