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CHAPTER I

Introduction

The Federal Government has been interested in housing and housing 

problems for a little more than three quarters of a century, but its active and 

continuing concern for the housing market covers a span of less than four de

cades . The initial effort of the Federal Government to establish a Government 

sponsored source of liquidity for residential mortgage financing was the creation 

of the Federal Home Loan Bank System in 1932 .*- The 1932 Act was the first of 

a series of measures that were designed to provide, among other things, a 

more adequate and well distributed volume of funds available for home finan

cing .

The RFC Mortgage Company was created in 1935 by the Reconstruction 

Finance Corporation to finance mortgages that could not be financed reason

ably from private sources and also to assist in the development of the mortgage 

market by its purchases of certain FHA-insured mortgages covering residential 

housing.^ gy early 1938 it had become apparent that mortgage purchases by 

the RFC Mortgage Company would be insufficient to meet the needs of the 

home building industry for home construction credits. In recognition of this 

factor and also because no national mortgage association had been established 

under the current legislation, on February 7, the President authorized the es

tablishment of a national mortgage association for this purpose. It was en

titled the Federal National Mortgage Association.
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Statement of the Problem

After nearly sixty years of controversy, the secondary market has 

remained an ill-defined and poorly understood segment of the complex structure 

of the institutional arrangements that make up the market for one-to-four 

family residential mortgages. Although knowledge of the residential mortgage 

market and basic data concerning the market has advanced in recent years, 

there still remained a need for additional development in this area.

A major perennial problem of the housing industry involves the finding of 

ways and means of leveling out the peaks and valleys of available home fin

ancing; of transporting mortgage funds from capital surplus areas to areas of 

short supply; of having at all times a consistent and ready market for home 

mortgages; and of obtaining adequate housing capital, when and as needed, at 

rates its users can afford to pay.  ̂ This is the function of the secondary market - 

the providing of liquidity to mortgages, to investors, and to other holders of 

residential housing mortgages. But in past years the housing industry has been 

severely handicapped, particularly in periods of monetary stringency, by the 

lack of an effective and efficient secondary market for home mortgages . Thus, 

the functions and the efficiency of performance of the secondary market have 

become matters of significant dimension.

In view of the importance of the secondary market, the role of the Federal 

National Mortgage Association (FNMA) required major attention even though the 

Association operated in areas other than the secondary market. Analysis of 

FNMA would be vital to any study of the secondary market because of its power

ful influence and because it renders a distinct service to the housing and home
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financing industries and to the general economy.

Need for the Study

In order to improve the operations of the secondary market it would be 

essential to improve the deficiencies of FNMA because of its vital role in the 

market. The experience of FNMA's secondary market operation in the past 

indicates that it continues to be, in a large measure, a primary lender. In 

many cases, rather than stimulating the development of a private secondary 

market, it encouraged continued reliance on federal intervention. Since its 

conception in 1938, many questions have remained unanswered concerning its 

performance in the secondary market. Has it performed its operations efficiently 

in the secondary market? What deficiencies has it produced ? How might these 

deficiencies be eliminated ?

Definition of Terms

To develop an understanding of certain terms to be used it was necessary 

that they be defined as they were used in this paper. These terms were defined 

as follows:

Association was used in reference to the Government 

National Mortgage Association.

Corporation was used in reference to the Federal 

National Mortgage Association.

Federal National Mortgage Association was an association 

which was organized by the RFC on February 10, 1938, under pro

visions of the National Housing Act. In 1954, the new Federal



National Mortgage Association was chartered under the Housing 

Act of 1954. In 1968, under the Federal National Mortgage 

Association Charter Act, the secondary market operations of the 

corporation were to be provided by the Federal National Mortgage 

Association.

FNMA was used in reference to the Federal National 

Mortgage Association.

FHA Loan was a loan insured by the Federal Housing Admin

istration .

Government National Mortgage Association was an assoc

iation which was organized, under the FNMA Charter Act of 1968, 

for the purpose of performing the Special Assistance Functions 

and Management and Liquidating Functions that were previously 

handled by the Federal National Mortgage Association prior to 

1968.

GNMA was used in reference to the Government National 

Mortgage Association.

RFC was a federal government finance corporation created 

by the Reconstruction Finance Corporation Act, approved in 

1932. The corporation was discontinued in 1947.

Residential Mortgages were mortgages on one-to-four 

family non-farm residences.

Secondary Mortgage Market referred to that part of the 

mortgage market in which existing mortgages were sold. This
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definition excluded transactions from the secondary market that 

were preceded by the advance commitment to purchase the loan 

prior to their acquisition by the seller. Thus, the definition of 

the secondary mortgage market has been limited to sales of 

mortgages without prior commitment.

VA Loan was a loan guaranteed by the Veterans Administration.

Objectives

It will be the purpose of this study to answer the following three questions:

1. What has been the overall record of FNMA's 

performance in the Secondary Mortgage Market?

2. What effect has private ownership had on FNMA's 

operations ?

3. What effect has the creation of GNMA had on

FNMA's operations ?
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CHAPTER II

Operations of FNMA in Secondary Mortgage Market 

The preliminary step that led to the creation of the Federal National Mort

gage Association was the establishment of the Federal Housing Administration. 

The F HA mortgage made several contributions to the structure and operation of 

the mortgage market. These contributions included more extensive use of 

amortization, standardization of appraisal and inspection procedures, establish

ment of minimum standards of construction quality and dissemination of marketing 

information. ^

Upon establishment of the Federal Housing Administration, it was thought 

that a government regulated private secondary market for insured mortgages 

would be an appropriate means of reducing the problem of liquidity in mortgage 

investment. To provide for this desired governmental control the National 

Housing Act of 1934 authorized the Federal Housing Administrator to charter 

private national mortgage associations to purchase and sell first mortgages and 

to borrow money for such purchases by issuing notes, bonds, or debentures. 5 

The creation of this supplementary source of home mortgage credit was 

expected to generate a greater degree of lender confidence in FHA-insured 

loans; provide a means whereby an interchange of mortgage funds could be more 

effectively accomplished between capital surplus and capital shortage areas; 

and establish more equitable national interest rates.

Notwithstanding the inducements which were subsequently further liberal

ized by reducing the associations' capital requirements and increasing their

authorized borrowing leverage and despite the offer of the RFC to assist in the
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establishment of national mortgage associations, no private mortgage 

associations were formed under authority of the legislation even though several 

applications for charters had been filed. Even though the private associations 

did not develop, the need for the secondary market facility continued.

As stated in the introduction, it was early 1938, after it was apparent that 

the RFC Mortgage Company was not adequate to meet the needs of the home 

building industry, that the President authorized the establishment of the Federal 

National Mortgage Association. The first purchase was made in May, 1938. ^

Operations 1938 - 1967

The principal initial objectives of FNMA were:

1. To establish a market for the purpose of selling 

and purchasing first mortgages insured by F HA 

under the provisions of title II of the National 

Housing Act.

2. To assist the construction and financing of 

rental housing projects or groups of houses for

rent or sale that are considered economically sound.

3. To make available funds in the form of bonds or 

debentures issued by FNMA under the authority 

of the National Housing Act to institutions and 

individual investors. ^

Contrary to the objectives above, during the first four years, FNMA's 

operations were primary purchases. By the end of 193 8, the portfolio of mort

gages exceeded eighty million dollars and by 1942 , its holdings reached two
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O
hundred and eleven million dollars.

During the period 1943 through 1947, FNMA was primarily engaged in 

selling from its portfolio. Prior to World War II, it was FNMA's policy not to 

sell the mortgages that had accumulated. In 1943, this policy was reversed 

and FNMA took advantage of the demand for mortgage paper brought on by the 

low level of private building during wartime. By the end of 1947 , only five

Q
million dollars of mortgages remained in the portfolio.

In 1948, the turning point was reached. Building was booming, and FHA 

mortgage recordings were increasing sharply. General interest rates were 

rising, but the FHA interest rate was fixed. As a consequence, FNMA found 

itself supporting the FHA market, and its holdings began to mount rapidly.

Prior to July 1, 1948) FNMA had no authority to purchase VA-guaranteed 

mortgages. The discontinuance of the RFC Mortgage Company's authority after 

June, 1947, to contract for further purchases of VA-guaranteed mortgages seri

ously affected the GI home loan program because of the lack of an adequate 

private secondary market for those mortgages. In order to assist the GI pro

gram, FNMA was directed on July 1, 1948, by the Housing Act of 1948, to pur

chase specified VA mortgages guaranteed under the provisions of the Service

men's Readjustment Act of 1944 . ^

After mid-1948, FNMA was a major source of funds for VA mortgages. Until 

1951, FNMA granted advance commitments to purchase mortgages at par upon 

their final guarantee. Since the advance commitments eliminated risk and funds 

were provided from the Treasury through the RFC, there was in effect, direct 

government lending. In this role, the size and scope of FNMA's operations
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expanded sharply.

FNMA was a subsidiary of the RFC until September 7, 1950, when it was 

transferred to the Housing and Home Finance Agency (HHFA) pursuant to the 

Reorganization Plan No. 22 of 1950, where, until August 2, 1954, it functioned 

as a division of the Office of the Administrator, HHFA. Having become a part 

of the Federal agency primarily concerned with housing and home finance,

FNMA's conduct of the Government's operations in the secondary market for 

residential housing mortgages could thereafter be more readily coordinated with 

related housing matters.

In 1951 FNMA introduced a Purchase Receipts Program in an attempt to 

increase sales and conserve its rapidly decreasing supply of funds. This pro

gram provided for the issuance without charge or fee of a non-contractual and 

non-transferable Purchase Receipt, either to the purchaser who signed the Sales 

Agreement or the immediate assignee of the mortgage, in an amount equal to the 

unpaid principal amount of the mortgages that were purchased from FNMA.

During the nine months the program was in operation, mortgages totaling forty- 

six and four-tenths million dollars were sold in connection with the program, 

and mortgages aggregating forty and three-tenths million dollars were purchased 

pursuant to the arrangements under the program.**

For several years various groups or organizations interested in housing and 

in home financing had advocated the formation of a secondary market facility 

which would have a limited amount of Government participation and supervision 

and ultimately become privately financed and operated. This was accomplished 

by the Housing Act of 1954. The reorganization provided for the separation of
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the following activities: (1) secondary market functions; (2) special assistance 

functions; and (3) management and liquidation of the mortgage portfolio held by 

FNMA under its previous charter.^ The reorganization also provided for over- 

the-counter purchases of mortgages and prohibited advance commitments. Ad

vance commitments were prohibited in order to prevent excessive use of FNMA's 

secondary market facilities and to insure that these facilities would be self- 

supporting .

Funds to finance the separate corporate functions and operations of FNMA 

have been obtained in several ways. First, under the 1954 Charter Act, FNMA 

issued non-voting, $100 par value preferred stock to the Secretary of the Treasury 

and issued non-voting, $100 par value common stock only to those sellers and 

borrowers that participated in its operations. ^  The Charter Act of 1954 contem

plated that eventually the assets and liabilities of FNMA's secondary market 

operations would be transferred to the owners of the outstanding common stock. 

Funds of the capital surplus and general surplus accounts would be available 

to retire the preferred stock held by the Secretary of the Treasury.

Funds have also been obtained through borrowing. Subject to regulatory 

limitations prescribed by the Secretary of Housing and Urban Development and 

upon approval of the Secretary of the Treasury, FNMA may issue and have out

standing Capital Debentures (which are subordinated to all its other obligations) 

and regular Debentures and Short-Term Discount Notes, which may not at any 

one time exceed twenty-five times the sum of its capital, surplus and outstanding 

subordinated obligations.

Additional sources of funds utilized in financing the operations of FNMA
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were (1) earnings, including fees for various services or facilities; (2) income 

from investments other than mortgages; (3) portfolio liquidation, including 

sales; and (4) lines of credit in commercial banks.

During the time in which preferred stock was outstanding, the Secretary 

of the Treasury was entitled to cumulative dividends on such stock for each 

fiscal year or portion thereof, at rates determined by him at the beginning of 

each fiscal year, taking into consideration the current average interest rate on 

outstanding marketable obligations of the United States as of the last day of the 

preceding fiscal year. The corporate charter did not limit the payment of divi

dends on the preferred stock to the formula described above and such dividends 

could be increased by the Corporation's Board of Directors at its discretion. 

Therefore, there are two different rates that have been established. Table I 

reflects the rate set by the Secretary and the rate set by the Directors from years

1955 through 1969.
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TABLE 1

Fiscal
Year

Minimum rate 
established by 

Secretary of 
the Treasury

Rate
established 
by Board of 
Directors

1955 2% 2%

1956 2.125% 2.125%

1957 2.375% 2.375%

1958 2.75% 2.75%

1959 2.5% 2.5%

1960 2.875% 2.875%

1961 3.5% 3.5%

1962 3.125% 3.24%

1963 3.25% 3.36% (7-62)

3.6% (11-62)

1964 3.375% 3.6%

1965 3.625% 3.72%

1966 3.75% 3.84%

1967 4.125% 4.125%

1968 4.125% 4.125%

1969 4.75% 4.75%
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Dividends were payable on the common stock as declared by the Board of 

Directors in its discretion but not in excess of 5 percent of par value per annum.14 

The rates that have been paid to the common stockholders since 195 6 were as 

follows:

Annual
Monthly Quarterly Basis

January, 195 6 ------ ----December, 1958 $0. 17 — $2.04

January, 1959 ------ ----July, 1959 0.20 — $2.40

August, 1959 ------ ---- August, 1960 0.23 — $2.76

September, 1960 — ----June, 19 62 0.27 — $3.24

July, 1962 ----October, 1962 0.28 — $3.36

November, 1962 — ----June, 1964 0.30 — $3.60

July, 1964 ------ ----June, 1965 0.3 1 — $3.72

July, 1965 ------ ----June, 197 0 0.32 — $3.84

July, 1970 ----(after 4 for 1 stock s p lit) ------ $0.2 1 $0.96

U. S. Federal National Mortgage Association. Background and History,
1970, FNMA. (Washington, D .C .: Government Printing Office, 1970),
pg. 21.

FNMA purchased acceptable FHA and VA mortgages from lenders, including 

banks, savings and loan associations, mortgage companies, and other organ

izations that have qualified as eligible sellers and have executed an appropriate 

selling agreement. The Selling Agreement generally requires the seller, with 

respect to each mortgage that is offered or submitted for purchase, either to be 

qualified as a servicer by the execution of the Servicing Agreement or to offer the 

facilities of another institution satisfactory to FNMA for servicing the mortgages.15

Sales prices from the Secondary Market Operations were established with
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regard to the yields on broadly comparable types of mortgages being purchased 

and sold in the general secondary market, taking into consideration the effect 

that such sales would have upon the home mortgage market and the financial 

stability of FNMA operations.

Operations 1968 - 1970

In 1968, by Act of Congress, the Federal National Mortgage Association

was partitioned into two separate and distinct corporations, each retaining the
1

corporate continuity of the original Corporation. One of them, the Federal 

National Mortgage Association, retaining the original title , was to provide for 

the Secondary Market Operations of the Corporation. The other corporation, 

the Government National Mortgage Association, was to provide the Special 

Assistance Functions and the Management and Liquidating Functions of the 

Corporation.

Funds required to finance the Association's Special Assistance Functions 

were generally obtained from: (1) borrowings from the Secretary of the Treasury;

(2) earnings from operations, including fees charged for services and facilities;

(3) income from investments other than mortgages; (4) portfolio liquidation, 

including sales; and (5) sales of beneficial interests, or participations, in 

mortgages owned by the Association under its Special Assistance Functions . 17

Funds required to finance the Association's Management and Liquidating 

Functions were obtained as above, plus the sales of Management and Liquidating 

Functions obligations to private investors. These M-L obligations were not 

guaranteed by the United States. The Charter Act specifically provided that 

private financing was to be substituted as rapidly as feasible for borrowings
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from the United States Treasury in the M-L Functions.

Sellers of mortgages to the Association under its Special Assistance 

Functions and Management and Liquidating Functions were not required or per

mitted to purchase the Corporation's common stock nor did they have any re

course to its capitalization for funds employed in these functions.

The FNMA Charter Act of 1968 authorized GNMA to guarantee bonds issued

by FNMA or other approved issuers based on and backed by a pool of Federally-

1 R
insured or guaranteed mortgages.1 This mechanism, it was widely expected, 

would improve the efficiency of the mortgage market and thereby enable the 

housing sector to compete more effectively for funds in the overall capital 

market than ever before.

Mr. Lapin, presideht of FNMA in 1968, felt that the authorization of 

GNMA to guarantee bonds would be beneficial to the operations of FNMA. He 

stated:

"The sale of mortgage-backed securities would help 
accomplish two significant objectives long sought by the mort
gage market: (1) The opportunity to sell such securities in
creases the potential liquidity of the portfolios of mortgage 
lending institutions and provides these lenders with an addit
ional means of financing their operations; (2) They provide an 
attractive investment alternative for other long-term invest
ors, such as pension funds, which typically have not 
placed funds directly in mortgages because of the paper 
work, their lack of expertise, or other reasons.

These objectives would be accomplished, moreover, with a minimum 

extension of Government activities. The Government already insures or guar

antees the mortgages that must be in the pool backing the securities to be 

issued. GNMA, therefore, in effect provides basically only a "rubber stamp" 

that the bond issuer is in fact reputable and will make timely payment of
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principal and interest.

On May 6, 1968, the Corporation inaugurated a Free Market System of 

pricing and purchasing home mortgages. Unlike the procedure under which 

prices applicable to immediate, or over-the-counter, purchases were estab

lished and published by the Corporation from time to time, purchase prices 

under the Free Market Procedure are established periodically on a competitive 

basis by organizations wishing to sell FHA-insured and VA-guaranteed mortgages 

to the Corporation. u The commitment basis is either 90-day, 6-month, 12- 

month, 15-month or 18-months. Sometimes referred to as the Corporation's 

auction of forward commitment funds, the Free Market System allows the Cor

poration to commit periodically a stated dollar amount of its available funds at 

competitive prices according to the term of contract desired by the seller.

Sellers are not required to deliver mortgages for purchase under the Free Market 

Procedure but may, at their election, sell the mortgages to other purchasers.

The Board of Directors on February 26, 19 69, authorized expansion of the 

Corporation's FHA Section 221 Rent Supplement and Section 236 Mortgage Com

mitment Procedure to encourage project developments involving those types of 

mortgages. Under the new procedure a preliminary commitment is issued to the 

mortgagee at a price developed from the Corporation's Free Market System 

average prices. A commitment provides for the purchase of market interest 

rate, FHA insured, multifamily housing mortgages at prices which will produce 

yields to the corporation generally comparable to those received under the Free 

Market System. The amount of FNMA's commitment is limited to the amount 

stated and is issued and reviewed on a monthly basis not to exceed 12 months.
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During that period of time, it is protected against sudden fluctuations in the 

money and capital markets . 2^

In August, 1969, the Corporation initiated a program to sponsor and develop 

loan correspondent mortgage bankers throughout the country. The program is de

signed to develop and qualify minority mortgage bankers who can increase the 

volume of inner-city mortgage loans and help curtail or eliminate the decay in 

housing in those areas. Because these minority mortgage bankers could not meet 

the normal capital requirements set by the Corporation for its seller-services, 

FNMA sponsored Mortgage Opportunities, Inc. , a nonprofit corporation without 

capital stock, the functions of which include the development of programs for 

training, assisting and financing members of minority groups to increase their 

opportunities as entrepreneurs in mortgage banking and related fields.

Effective on November 26, 1969, the Corporation entered into an agreement 

with GNMA for the commitment and purchase of mortgages insured under FHA 

Section 221 Rent Supplement and Section 236, involving nonprofit mortgagors 

under a program referred to as the Tandem Plan. 22 The program calls for GNMA 

to commit to purchase the mortgages at par, the commitment being made after 

obtaining the FHA insurance commitment. If at any time prior to the final in

surance endorsement of the mortgage FNMA's preferred price for such loans 

reaches par, GNMA, at its option, may assign the commitment to FNMA at the 

par price. If by the time of final endorsement FNMA's preferred price has not 

reached par, FNMA will take assignment of the commitment at its then current 

preferred price and GNMA will absorb the discount.23 In either case, GNMA 

will transfer the fees it has collected to FNMA at the formal date of assignment.
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No stock will be subscribed for by GNMA. However, upon purchase of the mort

gage by the Corporation, the holder of the commitment is required to subscribe 

to FNMA's capital stock.

Pursuant to an agreement entered into between FNMA and GNMA, effective

January 14, 197 0, a new program was initiated for the commitment and purchase

of mortgages insured under FHA Section 235. The program calls for GNMA to

commit to purchase such mortgages bearing an interest rate of 8-1/2 percent at

a price of 96 with the objective the FNMA will take assignment of the commit-

24ments and that GNMA will not be required to purchase the mortgages. Sellers 

may obtain GNMA commitments in this program only after the FHA firm commit

ments to insure under Section 235 have been issued. Commitments are for one 

year or sixty days after final endorsement of the related loan by FHA, whichever 

is earlier.

On July 24, 197 0, under the Emergency Home Finance Act of 197 0, the 

Corporation was finally allowed to purchase conventionally financed mortgages. 

The reasons for FNMA entering into the conventional mortgage market were that 

the market had been suffering at that particular time due to the severe tightness 

of mortgage money and that the establishment of a sound secondary market would 

serve to provide a much needed stability in times of tight credit such as in 

1966 and 1969-1970.

Before the passage of the bill, though, there were problems cited that 

might prohibit FNMA from entering the conventional mortgage market. Some of 

those problems were: (1) a government agency entering the secondary market 

would need a good deal more capital than one dealing only in government
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insured or guaranteed issues. Losses would necessarily increase as compared 

to previous types of operations. (2) Since there is almost certainly a limited 

pool of funds for mortgages available to the Government agencies, if the Govern

ment agencies shift their operation into the conventional market, that shift 

would necessarily be at the expense of Federal Programs which up to now have 

been considered to have a special public interest. (3) Fewer houses would prob

ably be aided. One critic stated, in addition to the problem listed above, that:

"Since Federal programs are designed for moderate and 
low-income groups while conventional mortgages prim
arily go to larger and higher income groups, the sub
stitution of conventional mortgages for FHA and VA 
mortgages would mean that the average mortgage size 
would be larger, and the average number of housing units 
financed would be smaller. "25

In light of the problems listed above, there were three important develop

ments within FNMA that not only increased its capacity to purchase conventional 

mortgages but contributed a greater impact on FNMA operations than in the past. 

First, as was previously mentioned, was the creation of the Free Market System 

in 19 68. The auction system did away with the reliance on an administered 

price, which sometimes was not consistent with market developments, and 

substituted a competitive price determined by those who offered bids in the 

auction. Second, cooperative arrangements with the Department of Housing 

and Urban Development have added to FNMA's activity. These programs were 

also listed earlier. The third major development was the so-called "privati

zation" of FNMA. When FNMA became private in 1968, the corporation's free

dom to tap the capital markets was greatly increased because it was no longer 

under the strict control of the Federal Government. 26 Principally because of
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these three developments, FNMA was granted the right to purchase, service, 

sell or deal in the conventional mortgage market.

On September 30, 1968, the preferred stock of FNMA was retired and the 

holders of the common stock became the sole owners of the Corporation. Transfer 

of majority control of management to the holders of the common stock could not 

occur before May 1, 1970, or later than May 1, 1973.27 During this transitional 

period, i .e . ,  September 1, 1968 to May 21, 1970, the Board of Directors consisted 

of nine members, During that period, the President of the Corporation was ap

pointed by the President of the United States, by whom he could be removed only 

for good cause. At meetings of the shareholders, each share of stock was entitled 

to one vote, with rights of cumulative voting in the election of directors. 28

Beginning on May 21, 1970, the Board consisted of fifteen members, one- 

third of whom were appointed by the President of the United States and the re

mainder elected by the shareholders.

The Secretary of Housing and Urban Development has general regulatory 

authority over the Corporation. Specifically, no stock, obligation, security, 

or other instrument may be issued by the Corporation without the prior approval 

of the Secretary.

The Corporation required each servicer of its mortgages to own a minimum 

amount of its common stock. The minimum ownership was not to exceed 2 per

cent of the aggregate principal balances of all mortgages purchased by the 

Corporation after September 1, 19 68 .29

The stock ownership requirement is met if the servicer is the registered 

owner The reasons for this requirement are that housing-oriented organizations
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are likely to evidence a greater degree of interest in, and control over, the 

Corporation's activities than would ordinarily be evidenced by nonhousing- 

oriented shareholders. To implement this requirement, the Corporation initially 

determined that a servicer must own one share of stock for each $8,000 of the 

aggregate minimum balance of mortgages it services after September 1, 1968.30 

Effective with serviced mortgages after July 16, 1969, the principal amount of the

mortgages for which ownership of one share of stock is required is computed at

81100 times the issue price of the stock. The issue price was increased from

$140 per share to $145 per share on the same date so that the ownership of one

share was required for each $14,500 of mortgage principal served.

On July 1, 197 0, the Corporation split each share of its outstanding common

stock into four shares, with a stated value for each share of $2 5, and established

o o
the subsequent issue price at $36 per share. Ownership of one share was now 

required for every $3,600 in serviced mortgages. Stock ownership requirements 

and their effective dates are detailed below:

Effective
Date

Issue Price 
of Stock

Serviced Mortgage Principal 
For Which Ownership of 

One Share is Required 
Prior to July 2, 1970 Stock Split

Stock issue 
Price as 

a % of 
Principal

Sept. 1, 1968 $130 $8,000 $2,000 1.65

April 23, 19 69 140 8,000 2,000 1.75

July 16, 1969 145 14,500 3,600 1.00

July 2, 1970 36 — 3,600 1.00

U. S. Federal National Mortgage Association. Background and History, 
1970, FNMA. (Washington, D .C .: Government Printing Office, 1970),
pg. 23.
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Summary

Federal intervention in the field of mortgage finance since the 1930's has 

helped to develop a national market for residential mortgages . From its creation 

in 1938 as a privately financed facility run by the government to the present as 

the tenth largest corporation in the United States, FNMA has been the major 

factor in the secondary mortgage market. However, FNMA has tended to supple

ment construction as a primary lender rather than operate as a true secondary

market facility .
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CHAPTER III

Evaluation of FNMA Operations in Secondary Market

Total Market

The experience of FNMA's secondary market operation since 1954 indicates 

that it continues to be a primary lender. The bulk of its purchases have been 

made from mortgage companies. FNMA has tended to be a primary source of 

funds to be tapped by mortgage companies during periods of restraint, when 

regular clients are out of the market. FNMA purchases under its secondary mar

ket operations have not been markedly influenced by below-par pricing, fees, or 

stock-purchase requirements. ^3

There are three recent problems that have been cited in the performance of 

FNMA's operations. First, when FNMA was government-controlled, the debt- 

to-equity ratio was 10 to 1, increasing to 15 to 1. Now that FNMA is owned by 

common stockholders, the ratio has increased to 2 5 to 1, which will simultan

eously increase the risk involved. Secondly, since 1963, FNMA consistently 

has paid 1 to 3 points above the private market for mortgages, thereby distorting 

the market so that potential buyers have sought other investments. Finally, as 

one analyst stated:

"The GNMA-backed securities have not fared as well as 
expected because FNMA, by pumping tremendous funds 
into the mortgage market, has made mortgage yields un
attractive in relation to corporate bonds . "34

Some experts in the housing area feel that if FNMA is to continue as the leader

in the secondary market it must alleviate these problems as quickly as possible.

In December, 1969, the president of FNMA, Raymond H. Lapin, was fired
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by President Nixon. The reasons given for his being fired were: (1) that he

was uncooperative with Romney and the HUD staff; (2) that he had promised

to leave his post and then refused; (3) and that he pursued a questionable pur-

3 5chasing policy and did not consult Secretary Romney in these matters.

The controversy between President Nixon and Lapin centered on two 

critical issued. First, is FNMA to be subservient to HUD and what is to be 

the status of "government-sponsored corporations" such as FNMA? Secondly, 

what stage has FNMA reached in its transition from government to shareholder 

control ?

Lapin maintained that FNMA is entitled to run its affairs under the super

vision — but not the control — of HUD. Lapin also stated:

"To allow the Secretary of HUD to name the president of 
FNMA would: (1) take from the shareholders their freedom 
to choose a president, and (2) make a political plum out 
of what should be a business-like procedure in filling 
top FNMA jobs . 1,36

He also felt that the 1968 Charter Act freed FNMA "from control by any adminis

tration, " and that this independence is vital if the corporation is to serve housing 

as called for by the act. Mr. Lapin's whole contention was that he felt that 

FNMA, since going private, was capable of running its own affairs without 

government control.

There still remains a more important question of government-protected 

corporation. Critics have complained that government control is lacking for 

these privately-directed organizations, even though they benefit from govern

ment protection. For FNMA, this means $2.25 billion of Treasury backing. At 

the same time though, FNMA in 19 69 put $6.5 billion into housing finance as 

compared to $2 billion when it was purely government controlled. 37
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The problems continued into June of 1970, when the choice of a new 

chairman had to be made by the Board of Directors. The overall issue was the 

same: whether FNMA was to be run by private industry or by the administration. 

Sherman Unger, general counsel of the Department of Housing, was the incum

bent chairman who represented the Administration. Lucius Clay, a retired 

general and a partner in a New York investment banking house, represented 

private enterprise. Clay was voted as the Chairman but a compromise had to be 

arranged whereby Unger was made Vice-Chairman and Chairman of the new ex

ecutive committee.

The controversy of the status of FNMA continued into July of 1970 when 

conflict-of-interest problems arose concerning some of the Board members. It 

took a ruling by the Justice Department to clarify that there was no conflict-of- 

interest. The Justice Department stated that the directors of FNMA were neither 

officers or employees of the executive branch of the United States government, 

nor of an independent agency of the government. A spokesman for the Depart

ment stated that: "FNMA is not a part of the executive branch, it is not an inde

pendent agency of the government nor is it a government corporation."^ Although 

this ruling clarifies the status of FNMA, there still is a great deal of friction 

within FNMA that may not be solved for some time.

Effect on Marketability of Mortgages

The private secondary market has not produced any significant change in 

the structural flow of mortgage funds in over a decade. But changes have been 

taking place in the primary market — changes that will affect the mortgage 

banking system; changes that emphasize the need for a marketable mortgage, 

for a true secondary mortgage market. The principal changes include:



1) Changes in the product mix that have created new 

competitors for the home mortgage in its own backyard;

2) Changes in portfolio policies of financial institutions 

that have eroded the home mortgage's favored position;

3) Changes in the structure of interest rates that have

intensified competition for savings among financial institutions

and weakened the advantage long enjoyed by mortgage-oriented

39thrift institutions.

First is the change in product mix. Single-family homes dropped from 87% 

of total nonfarm homes in the early 50's to 60% in 1964. New residential 

housing, including apartments, dropped from 58% in 1950 to 36% in 1966.40

Housing construction , including apartments, lost ground to private non- 

residential construction in the 60's and within the total residential market, 

single-family housing lost ground to apartments.

The implications for the secondary market are clear enough. The mortgage 

banking system has been forced to make some shifts towards apartments and 

commercial property loans as their investors demanded more large loans and 

fewer home mortgages.

These added dimensions to mortgage banking make the probability of their 

becoming the market makers needed to create a true secondary market less than 

it was a decade ago when their business was largely devoted to FHA and VA 

home mortgages.

Still, the need for an adequate secondary market is made more urgent by
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the shift in the product mix. If funds are going to be available to finance a
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growing demand for homes, the yield advantage of income properties must be 

reduced.

An adequate secondary market would not provide marketability without loss 

during periods of credit restraint any more than a highly sophisticated market 

provides loss-free marketability for securities. But it would make the home 

mortgage more competitive in periods of ease or moderate restraint.

The kind of secondary market that is needed will not be created until basic 

structural changes are made in the primary market. These include removal of 

the fixed rate on FHA and VA mortgages, greater uniformity in mortgage statutes 

among the States and in practice among the financial institutions, and greater 

uniformity in origination practices.

Changes in portfolio policies have caused some problems. Financial in

stitutions alter their investment policies in response to changes in market con

ditions, liquidity needs, investment preference, and statute. Some of these 

forces are cyclical or short-run while others are apt to be part of the market's 

structure for some time.

Life insurance companies seem to have experienced a change in investor 

preference that may be with the home mortgage market for some time to come. 

The falling out of favor of the FHA and VA home mortgage, and the growing pre

ference for income property loans, has been in process for a number of years. 

Apparently, life insurance companies have looked at the long history of few 

serious foreclosure problems since the Thirties and concluded that they can 

self-insure against such losses and obtain the higher yield available on income

property loans.
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Still another structural change waiting in the wings is the proposed legis

lation that would provide for chartering of federal savings associations and con-

41version of existing thrift institutions. The new institution would have wider 

lending powers and would be looking at a longer list of alternative investment 

possibilities. This new legislation, along with the fact that FNMA has already- 

entered the conventional mortgage market, will help in the development of the 

secondary mortgage market as well as adjust the current portfolio policies.

Changes in interest rates have also caused some problems. First, the 

spread between short and long-term interest rates has been narrowing for more 

than a decade. This becomes a critical issue in periods of credit restraint 

when short-term rates rush ahead of long-term rates and financial institutions 

that specialize in mortgage investment find they have created an intolerable 

situation by borrowing short and lending long.

The second aspect of interest rate changes that seems destined to influence 

mortgage flows is the narrowed spread between rates paid savers by commercial 

banks and by thrift institutions. The commercial bank has emerged as a stronger 

competitor for savings. This will keep commercial banks interested in home 

mortgage investments.

Both of the changes in the structure of interest rates will accelerate the 

market impact of deep discounts on the FHA and VA mortgages.

In spite of financial limitations, FNMA has been a net contributor to the 

expansion of outstanding FHA and VA mortgages. FNMA activity has declined 

during periods of ease and increased during periods of restraint.^  (See Tables 

2 , 3 , 4 . )  To an extent, FNMA activity has tended to offset the effect that



TABLE 2

Summary of Corporation Mortgage Activities by Calendar Years*
(Dollars in thousands)

This table is a summary of the various activities performed annually with the mortgages by FNMA.

______ Year end portfolio
Other Number of

Year Purchases Sales Repayments credits Mortgages Amount

Total $18,542,380 $2,368,647 $1,659,658 $755,427 988,720 $13,758,648

1954 24 — — — 2 24
1955 86,049 — 393 — 9,483 85,680
1956 574,538 5,014 . 6,154 335 62, 114 648,7 15
1957 1,02 1,044 2,887 28,72 1 2,3 10 146,860 1,635,84 1
1958 259,535 465,568 39, 156 9,962 128,337 1,380,690
1959 734,569 3,474 47,472 14,525 187, 144 2,049,788
1960 980,495 42,093 64, 116 21,083 259, 138 2,902,99 1
1961 624,390 52 1,999 79,016 54,433 254,976 2,87 1,933
1962 547,427 390,667 104,029 78,085 253, 15 1 2,846,579
1963 181,290 779,824 109,723 76,53 1 19 1,7 12 2,061,791
1964 197,548 78,091 120,044 64 ,295 190,787 1,996,909
1965 756,933 46,562 125,612 62, 193 239,978 2,5 19,475
1966 2,080,617 73 133,047 70,690 388,409 4,396,282
1967 1,399,602 11,744 169,9 12 92,224 469,930 5,522,004
1968 1,944,380 358 217,743 81,066 586,634 7, 167,2 17
1969 4,2 19,969 — 266,279 70,618 833, 142 11,050,289
1970 6 mos. 2,933,970 20,293 148,24 1 57,077 988,720 13,758,648

* Also the Corporation's fiscal year.
Source: U. S. Federal National Mortgage Association. Background and History, 1970, FNMA. (Washington, D.C 
Government Printing Office, 197 0), pg. 21.



TABLE 3

Corporation Purchases of FHA and VA Mortgages by Calendar Years1
(Dollars in thousands)

This table is a summarization of the FHA and VA mortgages purchased annually by FNMA since 1954.

Year

FHA VA Total
Number of 
Mortgages Amount

Number of 
Mortgages Amount

Number of 
Mortgages Amount

Total 9 15,456 $12,398,0 15 414,023 $6,044,365 1,329,479 $18,442,3802

1954 1 11 1 13 2 24
1955 2,622 19,934 6,860 66, 115 9,482 86,049
1956 12,487 121,619 40,747 452,9 19 53,234 574,538
1957 22,394 238,799 64,203 782,245 86,597 1,02 1,044
1958 16,400 184,550 5,89 1 74,985 22,291 259,535
1959 47,475 553,526 14,252 181,043 61,727 734,569
1960 55,780 696,453 21,653 284,042 78,433 980,495
1961 35,344 453,695 12,855 170,695 48, 199 624,390
1962 31,647 404,94 1 10,824 142,486 42,471 547,427
1963 15,279 162,850 1,425 18,440 16,704 181,290
1964 18,336 181,989 1,267 15,559 19,603 197,548
1965 57,094 627, 134 9,849 129,799 66,943 756,933
1966 129,077 1,635, 124 32, 158 445,493 16 1,235 2,080,617
1967 65,559 911,708 32,920 487,894 98,479 1,399,602
1968 90,9 16 1,297,568 42,758 646,8 12 133,674 1,944,380
1969 189,596 2,807,387 74,472 1,312, 582 264,068 4, 1 19,9692
1970 6 mos.

1 A] cn tho f̂ .nn

124,449 2, 100,727 41,888 833,243 166,337 2,933,970

2 Excludes $100 million in mortgages insured by Farmers Home Administration.
Source: U. S. Federal National Mortgage Association. Background and History, 1970, FNMA. 
Government Printing Office, 197 0), pg. 21.

(Washington, D.C



TABLE 4

Corporation Sales of F HA and VA Mortgages by Calendar Years *
(Dollars in thousands)

This table is a summarization of the FHA and VA mortgages sold annually by FNMA since 1954.

FHA VA Total
Number of Number of Number of

Year Mortgages Amount Mortgages Amount Mortgages Amount

Total 100,453 $1, 162,622 101, 199 $1,206,025 201 , 652 $2,368,647

1954 — — — — — ___
1955 — — — — — —
1956 193 1,250 336 3,764 529 5,014
1957 262 2,049 81 838 343 2,887
1958 12,702 138,843 27,459 326,725 40, 161 465,568
1959 297 3,048 43 426 340 3,474
1960 2,239 28,796 992 13,297 3,23 1 42,093
1961 28,62 1 3 18,629 17,389 203,370 46,010 521 ,999
1962 15,820 195, 103 16,006 , 195,564 31,826 390,667
1963 32,810 389,474 32,504 390,350 65,3 14 779,824
1964 4,448 44,541 2,966 33,550 7,4 14 78,09 1
1965 1,352 14,508 3,044 32,054 4,396 46,562
1966 7 73 — — 7 73
1967 541 7,7 10 266 4,034 807 11,744
1968 16 188 9 170 25 358
1969 — — — — — —
1970 6 mos. 1, 145 18,4 10 104 1,883 1,249 20,293

* Also the Corporation's fiscal year.
Source: U. S. Federal National Mortgage Association. Background and History, 197 0, FNMA, (Washington, D.C 
Government Printing Office, 1970), pg . 21.
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monetary policy and inflexible rates have had on activity of other lenders.

The secondary operation of FNMA has had a pro-cyclical tendency and 

has, therefore, had a stabilizing influence on residential construction and a 

destabilizing influence on the economy. The basic reason for this was the 

tendency of the Corporation to maintain a relatively fixed purchase price 

schedule. As a result, FNMA's holdings have risen most rapidly during periods 

of declining construction and falling mortgage prices and least rapidly during 

periods of rising mortgage construction.4 ̂

Conventional Mortgages

Recently consumer opposition has risen in reference to the forms that 

would be used in the secondary market for conventional mortgages. Criticism 

centered on several issues: prepayment penalties, late charges, acceleration 

of the mortgage, escrow accounts required by lenders but which bear no interest, 

control over insurance proceeds or condemnation awards, and right of entry. 44

Ralph Nader, consumer advocate, contended that:

"The major fault of the FNMA form is that it assumes that 
the consumer's home belongs to the lender - -  which it 
does not. The form gives the lender complete and absol
ute discretionary control over insurance proceeds or con
demnation awards, regardless of whether his security 
interest is impaired by the consumer's proposed use of 
the funds. It also gives the lender the power to invade 
the consumer's home for any reason, or no reason at all, 
without prior notice and make an 'inspection '."4^

Nader argued that the lender has only two rights: to seize the house if 

the consumer fails to make the agreed-upon payments and to require the consumer 

to maintain the value of his home above the balance owed on the mortgage. He
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said any powers granted in excess of those should be eliminated.

Consumer groups seek to change the forms to eliminate prepayment penal

ties , permit the payment of interest on escrow payments, give the homeowner 

discretionary powers over the use of hazard insurance proceeds, provide suf

ficient notice by lenders of their intention to accelerate the mortgage, and fix 

"late" charges at a maximum of 2% of the late installment.

Effect on Geographical Distribution

To the extent that funds were raised in the capital market for distribution 

to deficit areas, FNMA has aided in the geographical distribution of funds 

flowing into the residential market. Table 5 presents the cumulative totals of 

purchases and sales through 1969. As can readily be seen, some states have 

received a greater amount of capital through the use of FNMA's facilities.

Effect of Creation of GNMA

GNMA was created, in the Charter Act of 1968, to perform all functions, 

other than the secondary mortgage market operations of FNMA and was to be 

controlled by the Department of Housing and Urban Development. Aside from 

performing the Special Assistance and Management and Liquidating Functions, 

the effect of GNMA on FNMA's operations can be observed in light of the mort

gage-backed securities of GNMA.

The securities are credit instruments backed by F HA and VA mortgages and 

guaranteed by GNMA. Issuers - -  mortgage bankers, commercial banks, savings 

and loans, and others - -  sell them directly to investors or place them with Wall 

Street underwriters who have already developed a secondary market.

Nine hundred million dollars worth of small issues of the securities have



TABLE 5

Geographical Distribution of FNMA Mortgages' 
at December 31, 1969 
(Dollars in Thousands)

State Mortgages

Alabama 14,868
Alaska 2,034
Arizona 21,819
Arkansas 8,74 1
California 108, 194

Colorado 14,018
Connecticut 275
Delaware 3, 140
District of Columbia 2,079
Florida 58,833

Georgia ! 23,998
Hawaii 1,769
Idaho 3,393
Illinois 21,678
Indiana 24,069

Iowa 2,869
Kansas 9,395
Kentucky 9,624
Louisiana 19,693
Maine 153

Maryland 6,547
Massachusetts 11
Michigan 55,630
Minnesota 6,376
Mississippi 7,275

Missouri 13,730
Montana 1,002
Nebraska 3,347
Nevada 8,697
New Hampshire 8

Portfolio

Amount

$188,7 16 
65,570 

269,932 
95,457 

1,672,304

167,049 
4,224 

38,299 
34, 122 

719,5 12

327, 139 
3 1,226 
44,432 

3 13,348 
292 , 176

38, 110 
119,32 1 
119,478 
239,763 

1,178

100,905
76

726,206 
10 1,626 
94, 195

143, 185 
12,548 
44,462 

140,725 
73
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Table 5, cont'd.

State Mortgages Amount

New Jersey 15, 116 2 18,723
New Mexico 14,007 19 1,686
New York 12,355 2 15,817
North Carolina 14,81 7 202,093
North Dakota 56 635

Ohio 39,793 530,786
Oklahoma 26,901 334,261
Oregon 7,575 95,440
Pennsylvania 27,522 266,299
Rhode Island 42 3 14

South Carolina 14,423 183,734
South Dakota 1, 116 12,703
Tennessee 21,013 263,07 1
Texas 101,490 1,098, 183
Utah 7,374 98,677

Vermont 2 14
Virginia 19,470 283,435
Washington 34,279 479,560
West Virginia 1, 124 15, 109
Wisconsin 4,463 57, 165

Wyoming 2,777 34,587
Puerto Rico 14,066 220,801
Virgin Islands 96 1,839

Total 833, 142 $10,950,289

Source: U. S. Department of Housing and Urban Development. Statistical 
Yearbook, 1969. (Washington, D .C .: Government Printing Office, 1969), pg. 384.
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been sold and delivered in the program's first year.48

To mortgage bankers and other issuers, the securities represent a method 

of side-stepping tight money. By originating the loans and then selling them 

to underwriters, the mortgage men not only earn a substantial profit on the 

sale but they also increase their regular servicing income.

When the FHA interest rate dropped from 8-1/2% to 7% early in 1971, it 

brought increased profits to the mortgage bankers because when the basic 

coupon rate drops, investors will then pay a premium price for any mortgage 

that carries the older and higher rate.47 With the coupon rate now at 7%, 

several packages of securities backed by the old 8-1/2% mortgages are now 

selling to investors at prices as high as 107 cents on the dollar.48

The issuer of the security also receives a servicing fee of .44% rather 

than the .3 8% paid by FNMA, which is where the real profit potential is .

The present program is now working so well that GNMA is expanding the 

concept to include mortgage-backed securities for multifamily construction 

loans. The possibilities of mortgage-backed securities are already recognized 

by most in the home financing industry, and now Wall Street firms are opening 

dealerships.



Summary

The history of FNMA reflected that prices were generally set above the
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market, and that during times of tight credit, purchases were largely from 

mortgage companies. The operation of FNMA has done little to aid overall 

liquidity. The Administration of FNMA in recent years has suffered due mainly 

to its "privatization" in 1968. The question of whether the private stockholders 

or the Administration will direct its operations is still a puzzling question. 

GNMA's main contribution to the operation of FNMA has been the mortgage- 

backed securities. The question of possible improvements of FNMA and the 

Secondary Market operations remains unanswered.
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CHAPTER IV

Future Reforms for FNMA and 
the Secondary Mortgage Market

There are specific recommendations or proposals that have been made in 

order to assist in the operations of FNMA and the overall secondary mortgage 

market. Some have been attempted and were successful while others have been 

discarded for various reasons. Some of the current recommendations are 

listed below.

The Need for a Central Mortgage Bank

It has been proposed that a new secondary market facility be established, 

not as a replacement, but as a supplement to the operations of FN M A .^ The 

functions that the Central Mortgage Bank would perform are: (1) charter and 

supervise mortgage companies, mutual savings banks and life insurance com

panies; (2) issue debentures tailored to the needs of untapped sources of 

savings and buy and hold residential mortgages; (3) collect and disseminate 

market information; (4) coordinate housing policy with monetary and debt 

management policies.

In addition, CMB would have to be given powers enabling it to enter the 

mortgage market in order to provide an adjustment mechanism during the tran

sition period and, subsequently, to provide a stable environment for the develop

ment of the secondary market. Thus three requisites are required for the CMB 

to operate in the secondary market. First, it should be able to buy and sell 

mortgages. Secondly, the CMB should be empowered to make short-term loans 

(not in excess of six months! to mortgage companies on the security of their 

mortgage assets. Such loans would serve adjustment purposes only. Third,
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the management of the CMB should be given as much latitude as possible to 

take actions that would encourage state governments to cooperate with the 

program of reform.

Regardless of how the CMB is to be operated, the important fact here is 

that there is a need to encourage the development of the secondary market and 

to improve the performance of the market mechanism.

Additional Opportunities for Improvement

A major opportunity for improving market performance is evident in the 

instability of the flow of mortgage funds that resulted from rigid rates on 

federally-underwritten mortgages.51 These man-made boundaries between mort

gages and other investments have exaggerated the influence of changes in 

monetary policy on the flow of mortgage funds, created instability in the geo

graphic distribution of funds, impaired the ability of competition to reduce 

borrowing costs, and contributed to a distortion in the allocation of resources.

Another source of instability that is subject to correction is that attributable 

to poorly-timed injections of funds by the federal government. In the same area, 

housing programs can be more closely coordinated with monetary and debt 

management policies and more closely integrated among the various federal 

housing agencies.

Other opportunities for improvement involve: (1) State laws that make 

mortgage investment on properties in some states unattractive to long-distance 

lenders; (2) simplifying mortgage origination and transfer procedures to reduce 

processing costs and to make mortgage investment attractive to small financial 

institutions; (3) converting the mortgage instrument into a form that is
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attractive to pools of savings that are currently isolated from mortgage invest

ment; and (4) improving the collection and dissemination of market information.

In total, then, the principal objective of these reforms are designed to 

improve the market performance and to encourage the development of an adequate 

secondary market.

Future of FNMA

During 197 0, FNMA issued approximately $8 billion in commitments and 

purchased $5.8 billion in mortgages, which compares with $4.2 billion purchased 

in 1969. During the year, FNMA provided financing for more than 80 percent 

of the mortgages on assisted housing under federal programs.

The growth of FNMA's portfolio has been astounding. In 1957, it reached 

$1 billion for the first time. Ten years later, in 1967, it reached $5 billion.

After going private in 1968, the portfolio jumped to $10 billion by November,

19 69 . And by mid-1970, it had grown to $15 billion.

In 19 66, FNMA's share of the one-to-four-family FHA-VA market was 24 

percent. In 1969, it was 52 percent and by July, 1969 it had reached 58 percent. 

Of the FHA multifamily market, FNMA took 77 percent in 1969 and by July, 1970, 

had jumped to 85 percent.

FNMA was created for the purpose of providing a secondary market, which 

it continues to provide. But a secondary market for mortgages has not developed 

in the manner envisioned, whereby mortgages would be actively traded in the 

same fashion that other securities are, and that new sources of money would 

thereby be attracted to help finance housing. Experience has indicated that 

money will not be attracted into the housing industry in the amounts needed if
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FNMA relies on selling individual mortgages to investors.

FNMA has and will continue to support the secondary market. Mr. Oakley 

Hunter, President of FNMA, stated:

"Since the transformation of FNMA to private status and 
the continued use of the Free Market System auctions 
and advance commitments, we have provided much more 
support for the housing industry than we could have 
hoped to provide simply from the operation of an over- 
the-counter secondary market. We have been able to do 
this because we can obtain money by going into the 
capital markets and selling our notes and debentures.
Investors have been willing to buy these instruments 
in much larger quantities and at lower rates of interest 
than they would have been willing to do in the case of 
mortgages. "52
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Summary

This study was conducted to evaluate the performance of the Federal 

National Mortgage Association in the secondary mortgage market. The eval

uation was directed to show primarily the record of performance, the effect of 

the creation of GNMA and of private ownership, and possible improvements of 

performance that might be considered.

The operation of FNMA has been of continuing concern to legislators and 

market participants. During the early years of operation, the main objective 

of FNMA was to support FHA-insured and VA-guaranteed loans. Following 

World War II, this function required more and more funds from the Treasury.

As concern mounted over the ever increasing purchase of mortgages by FNMA, 

numerous Congressional hearings were held, and frequent legislative action 

made minor changes to meet current problems. Finally, in 1954, the Charter 

Act reorganized FNMA and its operations.

While this new structure was a major step forward, the following years 

resulted in the development of additional problems. With the 1968 Charter Act, 

FNMA was again reorganized and GNMA was created. At the same time, FNMA 

became a privately-owned corporation for the first time. FNMA is again operating 

as a primary lender but its operations have increased tremendously to include 

conventional mortgages, mortgage-backed securities and additional new

functions.



43

Evaluation of Performance

When viewed in its entirety, the results of FNMA in its Secondary Market 

Operations have fallen short of the objectives set up in the Charter Act of 1954. 

Although FNMA has failed to achieve the overall objective of creating a secon

dary market for federally underwritten loans, it has achieved success in some 

areas of operation.

The most successful area of its operations has been that of improving 

geographical distribution of funds flowing into residential construction. FNMA 

has also now entered in conventional mortgages, mortgage-backed securities 

through GNMA, and the Tandem plan with GNMA to name a few of the more 

successful areas.

The problems facing FNMA over the last few years have been generally 

administrative. The question of the status of FNMA is still unanswered and 

the conflicts within the organization continue to occur.

The effect on marketability of mortgages as a whole has not been a success. 

FNMA has primarily purchased from mortgage companies who in time of tight 

money have originated mortgages for the express purpose of selling to FNMA.

The "privatization" of FNMA has proved to be an asset to the organization 

in the sense that the Corporation is free to operate from the direction of the 

stockholders rather than the government. FNMA's portfolio has increased sub

stantially in the last three years and has a seemingly bright future.

Improvements in Performance

It has been suggested that a Central Mortgage Bank be established as a 

supplement to, not to replace, the Federal National Mortgage Association.
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The functions of the CMB would be in some ways similar to FNMA, but its

purpose would be to encourage the development of the secondary mortgage 

market.

Additional improvements that have been suggested are: (1) a freer flow of 

funds; (2) better timing of injection of funds into the market; (3) state laws to 

make mortgages unattractive to long-distance lenders; (4) simplifying mortgage 

origination and transfer procedures; (5) converting the mortgage instrument 

into a form that is more attractive; and (6) improving the collection and dis

semination of market information.

The sole objective of these reforms is to develop a better secondary 

market and subsequently the operations of FNMA. The history of FNMA has 

indicated the need for continued long-range planning. Year by year stop-gap 

legislation has not solved the problems in the Secondary Market Operation. 

While history has indicated that hopes for a crystallized solution may be 

utopian, it is quite apparent that headway has been made.
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