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Expansion of the Secondary Market

INTRODUCTION

The previous two chapters focused on the primary market—the loan
origination market. Prior to the mid-1970s, the loan origination market
was dominated by regulated depository institutions. This group of lenders
held the major source of deposit assets that could be used to fund long-
term loans. Unless a lender had money on deposit to fund loans, there
was little opportunity to enter the business except in a loan brok
capacity. Mortgage companies handled the brokerage function.

Using deposits to fund mortgage loans worked fairly well for about four
decades following the Great Depression of the 1930s. During this time,
there was a federal limit on interest rates that never exceeded 5.5% paid
to depositors (as per the Federal Reserve’s Regulation Q). This restriction
allowed lenders to make long-term mortgage loans at not more than 7%
to 8% with reasonable protection for the lender of a stable cost of funds.
Access by home buyers to this huge, low-cost source of funds began to
unravel as interest rates started to escalate in the late 1970s, with 30-year,
fixed-rate Freddie Mac mortgages hitting an all-time high interest rate of
16.63% in 1981. .

While the real growth of the secondary market began in the early
1970s, its participants throughout that decade were generally hfmted to
loan purchasers who normally invested in mortgage loan's. These included
large savings associations and savings banks, plus Fannie Mae and Fred-
die Mac, because the purchase of a mortgage loan bya second‘ary-market
investor generally involved certain responsibilities for managing the lo?n
itself. It was not until the development of the mortgage-backed security
concept, which converted mortgage loans into a more acceptable typhe of
security, that the secondary market was opened to investors throughout
the international financial markets.

erage

EXPANSION OF THE SECONDARY MARKET

Besides the earlier constraints of interest rates, there were 0;11;;':; Ell;o:::e;‘li
limiting the mortgage market prior to the l9705.h1t c\{vas o for
mortgage loans for two important reasons: First, the oa; pipe
conventional loans were not uniform; sccond.l th;re I:”P?A and VA were
insurance protection against loan default. Only the e
able to overcome these problems. Bo.th of these aghere in the country
form documentation that enabled an investor anyw
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to know in advance exactly how a note and mortgage instrument would
be worded, and both offered a very acceptable underwriting guarantee
(the VA terminology) or an insured commitment (the FHA term),

It was not until 1972 that steps were taken to create a class of conven-

tional loans offering similar advantages to the FHA/VA loans. The move
was undertaken by the Federal National Mortgage Association (FNMA,
better known as Fannie Mae) in an effort to increase its market. Prior to
that time, only FHA and VA loans could be purchased by Fannie Mae, and
these amounted to only about 20% of the total residential mortgage market,

Introduction of Uniform Documentation

In 1968, Fannie Mae was partitioned by Congress; one part became the
Government National Mortgage Association (Ginnie Mae), and the other
remained as Fannie Mae byt converted to a federally chartered private
corporation, no longer a government-owned entity. Obviously, with 80%
of the market, conventiona] loans offered a big opportunity for expansion
for a private corporation. Thus Fannie Mae, joined by Freddie Mac (the
Federal Home Loan Mortgage Corporation that was created in 1970),
began a several-year process of devising uniform documents acceptable
for conventiona] loans. Together, these three Government-Sponsored
Enterprises (GSE;) dominated market leadership in the introduction of
fiew uniform documentation 4 regulatory rules and market pressures
evolved. The result has been the conforming loan, a loan written with uni

X: tI}? 72,.the problem posed by the lack of default insurance was reSO]Ved'
attime, the Federy Home Loap Bank Board approved the writing;’
chartered s:\(:;;n o thcj li{nit "5 290% loan-to-value ratio) by fed?ra]e)r(
than 909 re u'g Sdas'Soc,anons' Loans with a loan-to-value ratio h]gerf
had beep, noqdlrfe Surance against defyy, Prior to that timé tfew
Months, the ”c ok imsurance €quirement, Within a matter 0f hef

dormapt, sugdev?e Mortgage insurance industry, which had bec™ o
ON€ insurgnce c:; F came alive, Withip two years of the FHLB aPPI 0 o
Milwaukee-..w mPa.ny-Mo,-tgage Guaranty Insurance Co. (MG .
a5 Writing more default insurance than the entire FHA
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Selling Mortgage Loans

With conforming loans providing uniform documentation and pri-
vate mortgage insurance offering protection for the lender, the secondary
market was able to expand beyond the limited market of trading in FHA
and VA loans.

The recent mortgage crisis and resultant housing downturn in the
United States represents the most adverse scenario for private mortgage
insurers since the Great Depression. The first small private mortgage
insurer went into liquidation in 2008, followed by several more, includ-
ing PMI Insurance Company of Arizona, a subsidiary of PMI Group.

Private mortgage insurer that

er to remain on the approved
list of private mortgage insurers for Fannie Mae and Freddie Mac. The

lack of capacity of private mortgage insurance was for a while an addi-
tional inhibitor lengthening the down cycle in residential real estate in

tain future was one of the contributing factors to the virtua] halt of private
MBS issuance in 2009,

The lack of clarity in the fate of Fannie Mae and Freddie Mac makes it
difficult for the remaining private mortgage insurers to gain footing going

forward, as many are still reeling from losses sustained i the period
2008-2013.

SELLING MORTGAGE LOANS

So what is the secondary market? In essence, the secondary market is
the market wherein loan originators are able to sell loans, thus recov-
ering their cash for the purpose of originating more loans. But the sec-
ondary market uses a different terminology because its function differs
from the market in which loans originate, Secondary market investors
do not “leng” money; they “purchase” mortgage notes as investments
t0 earn a return, The return is also called yield and it represents the
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Procedures Used in Secondary Markets

Note the difference in terminology at this point. The originator of a
loan speaks to customers/borrowers in terms of loaning money, and
expresses the cost of the borrowed money as interest plus points of dis-
count and fees. Once the originator closes the loan to the borrower, the
note and mortgage instrument become marketable paper that can be
assigned—and the terminology changes. The mortgage note is now 2
salable commodity and is negotiated as such. The originator of the loan
becomes a seller, and the large investing institutions that deal in the
secondary market for mortgage loans are called purchasers. Thus, when
.::1 mortgage loan is offered for sale, the potential purchaser is interested
in only one factor for loans of similar type, size, and quality, and that is

the net yield.

Pricing Loans to Adjust Yields

:li;lced the interest rate on the loan or loans held by the originator has
eady bec.en established, the only way a seller can chan ge the yi eld to 2
purchaser is to adjust the price of the ; age
note s for $10 _ oan. For example, if the mortgag
offer -rld 000 at 7% interest, the yield would be 7%. If the seller MU
o le:sy:; higher than 7% to attract a purchaser, the loan must bé $°
yield. B saerlll$ 10,000; that is, the face value is discounted to increase
ting lllp i’ess mi Lhe $1.0’000 loan for, say, $9,500, the purchaser is put
cipal payme,i:sappllilz asgill tc oll}:: cts the originally agreed interest and Prin;
ctot . te
retu;;:, or yield, for the 3;9,500‘e $10,000 loan at 7%. The result is a 8r¢?
€ princi
changes zachc:gzi]:)l? ilasniCe td;le On an existing mortgage loan nO™
) n .
a price in dollars ag i stallments are paid, making it difficult to quo .
mortgage note, for ;s ggﬂ‘;monly done in the bond market. (Unlik¢ :)0
. ’ nd wi e ,
the pr Incipal is normally notw lﬂ-l da ﬁ’fed denomination of, say $_1’(: g
50n, the price on 3 mort X Paid until the bond matures.) For thi*
Price is that percentage (g)fgtf1 note is quoted as a percentage ﬁgu.re. )
¢ loan balance for which the loan i °

One hundred
is,
5 of course, par. If we were quoting the $10,000 lo

just mentloned 0 5 Sim ’ b t-h.
/ t Sell for 39 i w ) ls
’ 00; the pl‘lce OUld i pl . n ‘

N whatever the principal balance due ° fibe

Mmortgage note
ma
y be, or a five-point discount. (One point is 1% 0
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TABLE 5-1 Price/Yield Table Calculated at 7% Interest for Term of 30 Years

Yield if Yield if Yield if
Prepaid 8 Prepaid 10 Prepaid 12

Price Discount Years

Years Years To Maturity
102 +2 (premium)  6.66 6.71 6.74 6.81
100 0 7.00 7.00 7.00 7.00
96 4 7.70 7.61 754 7.41
92 8 8.44 8.24 8.12 7.85

Source: © 2016 OnCourse Learning

In times of falling interest rates, a loan calling for a higher-than-
current market interest can sell for a premium’ of as high as 102%, or

even 104%, of its face value. Examples of prices and yields are shown in
Table 5-1 to illustrate their relationship.

A simple reading of the table shows that the length of time a loan is
outstanding has a direct effect on the yield for that loan. Since loans vary
considerably in the time to payoff, it is necessary to use some standard
payoft time in order to compare yields when a loan is originated. The rea-

son is that the discount is a lump-sum amount paid at closing and must
be spread over the life of the loan to calculate an expected annual yield.

Yield and Discount

Yield can be defined as the return to the investor expressed in a percent-
age of the price paid for the note. Discount is the difference between the
face value of the note and the price the investor paid for the note. Yield
includes both the interest earned and the discount taken. So to express the
discount as a part of the yield, it must be converted to an annual percent-

age rate. The discount is a one-time charge, a lump sum taken at the time
the loan is funded. To determine how much it adds to each year’s earnings,
or yield, the discount must be converted to an annual amount spread over
he life of the loan. But what is the life of the mortgage loan? While most
esidential loans, including FHA- and VA-supported loans, are granted
or a term of 30 years, the realistic life of a loan is approximately 10 to 12

aying a premium for higher-than-market interest rate debt instruments is a common practice in the
nd market. However, many investors in mortgage loans refuse to pay any premium because of the
se with which mortgage loans can be refinanced at lower rates when the market declines.
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years; that is, within 10 to 12 years the average loan is paid‘off, usually
by resale or refinancing. Fannie Mae and Freddie Mac use a time span (.)f
12 years to determine the yield value of a discount. In round ﬁgjures, this
means that one-twelfth of the discount amount would be considered as

earned each year.
The purchase requirements for Fannie Mae to buy a loan are expressed

in terms of a net yield, usually carried to two decimal places. The accepted
yield can be converted to a discount mathematically or more easily by
means of a standard conversion table. Table 5-2 shows several typical
yield figures. The sequence of steps in the table shows the fixed interest
rate for the note, the price that is used to achieve the yield, and the dis-

count needed to achieve the price.
The mortgage banking industry is able to use both Fannie Mae’s and

Freddie Mac’s daily posting of required yields as solid criteria on which to
base its own handling of individual mortgage loans. For example, assume
a mortgage company is making mortgage loans at 9.5%, which is com-
petitive in its current market, and must meet g yield of 9.80% to sell the
loans. Using Table 5-2, we determine that the price must be 97.45, which
requires a discount of 2.55 points to achieve, The mortgage lender would
probably quote a discount of 2.75 points as a rounded-out figure if the
market is strong. Added to the quoted discount is the origination fee of
about 1% for a total of 3.75 points taken at closing,
Consider the 9.5% interest rate just quoted as a net basis rate—the rat¢
applied to dealing with a secondary-market purchaser. The gross rate—
'that applied to the borrower—must include two additional charges: O1¢

insurance, if applicable—say, another 0.25%. Thus, the market rate P&
by a borrower in this transaction would amount to 10% interest plus 37

points,
T . _ .

ABLE 5-2 Example: Conversion of Yield to Price P
Fora Yield Amount Ay Interest Rate Price Must Be pointsﬁ'f‘hi’/“
9.500 9.500 100 0
9.800 9.500 97.45 259

10.600
9,500 9112 888 _~

Source: © 2016 OnCourse Learning




Points

Loan originators using Fannie Mae/Freddie Mac yields as a guide to
trends would be watching for an upward or downward movement to fur-
ther influence decisions as to what interest rate and discount might be
needed to make loans that could be profitably sold.

POINTS

A point is one percent of the loan amount. In the jargon of mortgage
lending, discounts are sometimes identified as “points.” This is accurate
insofar as a discount is usually measured in points. But the two words,
point and discount, are not synonymous. A point as a unit of measure is
frequently used to identify other costs such as mortgage insurance premi-
ums, an origination fee, a finance charge, and various other charges. Yet it
is not uncommon to lump all the costs of financing—even attorney’s fees
and title insurance—into one lump sum and call it “points.” This practice
can be confusing to the borrower/consumer and is not a compliant dis-
closure methodology under the Real Estate Settlement Procedures Act as

amended by the Dodd-Frank Act.
From a practical standpoint, the borrower should demand that each

cost be identified. Such insistence on disclosure may help to uncover an
error or possibly an overcharge. Former tax law distinguished between
points taken as discount—which was considered a deductible cost of
borrowed money the same as interest—and fees charged—which were
considered nondeductible expenses. However, the difference in the
makeup of points taken at closing is no longer a tax question. Recent
rulings by the IRS (involving several revisions) allow a home buyer to
take a tax deduction on all discount points paid as these are consid-
ered financing costs in the tax year incurred, regardless of the purpose
involved, whether paid by buyer or seller. (Commercial loans and refi-
nanced home loans must amortize point deductions over the life of the

loan.)

Basis Points

To identify fractions of a point, the financial markets use a finer measure.
A basis point is one one-hundredth of 1% (not of the loan amount, asis a
point). This unit of measure has long been used to report the small daily
fluctuations in Treasury bill rates and is now moving into the mortgage
language. For example, a servicing fee of, say, 0.25% can also be called “25
basis points.”
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LOAN PURCHASERS N u

As noted earlier, the secondary market is where loanko.rlgmato}ll's' Cagrfii :
i ’ t their loans back into cash in

their loans—where they can conver . : :

to originate more loans. Loan purchasers operate in two different ways

1. Purchase for portfolio. Purchasers of loans me'ly acquire tl.lem as 3
sound investment for the purpose of earning 1nterest..Thls WOPl
include some savings institutions, insurance companies, pension
funds, housing agencies, Fannie Mae, and, to a lesser degree, Freddie
Mac.

2. Acquisition for underwriting. Some loan purchasers do so with the
intention of creating mortgage pools that can be used as collateral for
the issuance of mortgage-backed securities. These purchasers, as well
as some loan originators, use their own funds to create the mortgage
pools, and then recover their cash through the sale of securities. Among
those active in this field are large investment bankers such as Morgan
Stanley and Goldman Sachs, large commercial banks such as Bank of
America and JPMorgan Chase, and Fannie Mae and Freddie Mac.

Purchase for Portfolio

a margin of 1% to 29% gver :
billion in such loans.



Loan Purchasers

system worked very well. In industry jargon, Fannie Mae was borrowing
money on the short term and lending it on the long term. It was not until
market interest rates began to escalate between 1979 and 1981 that the
cost of funds exceeded the interest earned. Losses ensued for all holders
of mortgage loans, not just Fannie Mae.

During this same time period, savings institutions made up the larg-
est group of loan purchasers holding mortgage loans. Their cost of funds
had been protected by the federal limitation on interest rates paid to their
savings account depositors. While the federal limit was not removed until
March of 1986, it was substantially undermined in the late 1970s by the
introduction of a variety of savings certificates that paid higher interest
rates. To hold deposits, savings associations had to pay higher rates to
their depositors, as they could not call in their long-term mortgage loans.
The result was devastating losses for savings institutions and a general dis-
satisfaction with the “portfolio approach” to mortgage loans. (Remember
our earlier discussion of the RTC in Chapter 3.)

Nevertheless, there remains a substantial market for mortgage loans
purchased by those who hold them as investments. Some of the risk of
fluctuating interest rates has been reduced by the introduction of adjust-
able rate mortgage designs. Also, mortgage rates that were once held low
by an artificial restraint on lenders’ cost of funds are now free to fluc-
tuate in a competitive market that has produced a near steady decline
from earlier peaks. Indeed, in 1982, home loan rates reached in excess
of 16%. In 2014, 30-year, fixed-rate, conventional mortgage interest
rates fluctuated between 3.8% and 4.41% below the long-term average of

8.48% (1976-2013).”

Purchase for Underwriting

“Purchase for underwriting” is actually an overly abbreviated title for
this section. It is meant to explain the process through which loans are
purchased, or otherwise acquired, for the express purpose of creating

mortgage loan pools. A mortgage pool is a collection of loans, or a block
of loans. The pool can be made up of a particular kind of mortgage loan
distinguished by its collateral, such as all condominium loans. It can be a
geographically diversified block of residential loans, as is most commonly

US 30 Year Mortgage Rate Chart.” YCharts.com, 2014. Accessed Dec. 29, 2014 at http://ycharts

.com/indicators/30_year_mortgage_rate
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found in the Freddie Mac offerings. It can be exclusively FHA/VA, as is
required for a Ginnie Mae-type pool, or it can be a block of commercial

loans.
Participants in this type of secondary-market activity are mostly

investment bankers, commercial banks, Fannie Mae, Freddie Mac, hedge
fund managers, and foreign sovereign wealth funds. These companies
have the cash to acquire huge blocks of loans and establish the specific
mortgage pools with identification of the individual mortgages assigned
to them, and then issue a series of securities that are backed by the mort-

gage pool. The securities are then sold to various investors.
All pools are organized in a manner that collects and accounts for the

payments received on the individual loans, then passes this “cash flow” on
through to the investors who have bought the securities. The intricacies
involved in the proper handling of these huge cash flows could not be man-
aged without the recent advances in computer technology. Just how the
cash flow is handled as it passes through to the security holders difters ina
number of ways. It is these differences that distinguish one kind of mort-
gage-backed security from another, as will be explained later in this chapter
How do the participants in the creation of mortgage pools make

money? It is easier to understand if you think of the process as selling the
cash flows rather than selling the mortgages. In fact, the mortgages remaif
locked u[? in the care of a trustee, The trustee may be a bank’s trust depart
ment, or it could be the creator of 3 pool if properly authorized to hold e
mortgages in trust. (The pooler is the company that issues the securitie
baclffed l?y the:nortgages.) The point is that the mortgages themselVes =
not “delivered” to the purchaser of a mortgage-backed securitys ju!
cash ﬂc?ws generated by those mortgages are passed through to th¢ P
chaser/investors,

. s

) There must be a margin between what the mortgages deliver ! .C?e%
. l ‘

ows to the pool and what is Passed on to the holders of the sec*" by

or there would be no benefit o loan poolers. That margin is generd
three factors:

L ‘. thw
LR S
1. Investors in high-grade securities accept lower interest ¢ !

those produced by the mortgages because of lower risk for th : o
ments. In spite of some adyerse publicity about foreclosure™ el
loans are classed as a low-risk investment, and when con"* ¥
a security, they can command lower interest rates than mor
investments,
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2. Larger investments are usually made for lesser rates than are small

ones, so long as the risk justifies it. Mortgage-backed securities are
generally offered in large denominations.

3. By segmenting the cash flows to the security holders, issuers can
attract even lower cost money from the short-term money market.

This is the purpose of the “collateralized mortgage obligation,” which
is explained later.

The handling of cash flows differs, and the margins between what
mortgages pay and what is delivered to the security holders vary slightly
with almost every issue. The following example illustrates a hypothetical
profit margin for an issuer of a mortgage-backed security.

Assume a residential mortgage pool of $1 million with each of the -
mortgages in the pool paying 10% interest. The result is a cash flow -
of $100,000 in interest plus whatever is repaid on principal each year.
Say the issuer of the security backed by this block of mortgages offers
to pay 9% interest to the security holder. A logical purchaser of such
a security could be a pension fund. Say the pension fund pays $1
million for the security and accepts $90,000 a year in interest. The
$10,000 difference between what is paid into the pool by home buy-
ers in interest and what is paid to the security holder/pension fund
must be shared. The loan servicer (usually the loan originator) will
earn between one-quarter and three-eighths of that 1% differential; if
a trustee is involved, it would earn perhaps 20 basis points (one-fifth
of 1%), and the rest, perhaps 45 to 55 basis points, would belong to

the security issuer.

ately reduced in size to $1 million for easier

comprehension. In practice, the amount of $1 million would be much t(:lo
small to attract any issuer of securities. Loan pools range from $250 mil-

re than $1 billion. With those kinds of numbers, the margins
investors, interests in the huge

This example is deliber

lion up to mo
become far more interesting. To attract .
pools are sold through a series of securities in smaller denominations,

such as $100,000 units. Mutual funds may offer much smaller denomina-

tions for individual investors.
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A key point in this kind of transaction is that the risk of interest rate
fluctuation passes to the holder of the mortgage-backed security. In the
past, those who held mortgages in portfolio were exposed to the risk of
rising interest rates, meaning that their cost of funds might increase to an
amount greater than the earnings on the loan portfolio. While this fact
has not changed—those who hold mortgage loans in portfolio are still
exposed—there is now another option. By converting mortgage loans to
securities, the risk is passed on to the security holder.

To explain the meaning of this “passing of the risk,” let us take another
look at the example of the $1 million block of loans, and say it is converted
to a single $1 million denomination security. Assume that security was
sold to a pension fund. What the pension fund now holds as an asset is
a $1 million security (call it mortgage-backed bond) that pays 6% each
year on the principal balance. What happens if the market interest rate
now moves from 6% to 8%? This shift would reduce the pension fund’s

$1 million asset value by about a 12-point discount, to an asset value of
approximately $880,000. If the pension fund has to sell that mortgage-
backed bond for some reason, it would take a $120,000 loss. However,
unlike savings associations, pension funds and similar investors do not
face depositors who can withdraw their cash whenever they want, so it is

very unlikely that such an investor would be forced to accept such a loss.
If held to maturity, the underlying mortgage pool would eventually repay
the full $1 million in principal plus interest, and 4] parties would recover
precisely what they expected when the investment was made.

In fact, the attraction of mortgage-backed securities has encour-

trades its own portfolio of mortgages to, say, Freddie Mac, in return for ®
series of mortgage-backed securities. This may appear to be an unrealistic
exchange. After all, does the savings institution not stj]] carry the risk ©
interest rate fluctuation if it holds a security tied to the mortgages? The
answer to this question has to be “yes,” in that the principal value of &
mortgage-backed security may rise or fall depending on the fluctuation
market interest rates as described in the previous paragraph.

But there are two differences that account for the attraction Oa
mortgage-backed securities over holding mortgages themselves: Fil'st’er
security is more easily sold than a mortgage loan, thus providing greaf'-
liquidity should cash be needed. Second, the security can carry an # )
tional protection against loss that was not available for the indivl

.



Federal Undemriting of Mortgage Pools

mortgage loan. The additional protection is an underwriting guarantee
of the mortgage-backed security by a federal agency. About half of the
mortgage-backed securities backed by residential mortgage loans have

this protection. This kind of underwriting is the subject of the next sec-
tion.

FEDERAL UNDERWRITING OF MORTGAGE POOLS

The concept of a block of loans serving as collateral for the issuance of a
security is not new. And it is not limited only to mortgage loans. It is used
in other areas of supplying credit, such as with car loans, student loans,
and even for credit cards. In market jargon, it is called an “asset-backed”
security (ABS). Those who issue securities backed by blocks of loans can
range from banks to home builders, from investment bankers to finance
companies, and from retail merchants to real estate brokers.

A trend that has substantially enhanced the wide acceptance of
mortgage-backed securities has been the rapid growth of federal agency
underwriting. Remember that the issuers of mortgage-backed securities
earn a margin between what the individual mortgages pay each month
and what the issuers have to pay the holders of the securities. Therefore,
the larger the margin, the greater the profit and the lower the risk, the
lower the rate that has to be paid security investors. What federal under-
writing has added is an element of reduction in the risk for holders of
mortgage-backed securities. |

Since reducing the risk for the investor encourages low?r interest
rates, the long-range results are not only slightly higher margins for the
issuers, but also lower interest rates for home buyers. In fact, th.e reduc-
tion in risk was quantified by the Federal Resef've Bank Boellrd with a rul-
ing effective in 1989. That rule increased banks cagltal requirements f'rom
6 to 8%, tied to the risk level of their assets (meaning loans outstandm.g).
For most kinds of commercial loans held in portfolio by a bank, capital
required is 100% of the 8% requirement, or $8 for every $.l 00 of loans 0}1;
standing. For approved residential mortgage loans, the risk-based cal\})gl
requirement is reduced to 50%, or $4 for every $100 of such loans. If the
investment is made in mortgage-backed securities that are federal agency
insured, the risk drops to 20%, or $1.60 for every $100, and to zero fgr
federal government-guaranteed loans (which) includes government bonds

innie Mae mortgage-backed securities).
andS(ila?:s are the fedgergl underwriters offering these benefits? Th.ere are
four involved with mortgage loans: Ginnie Mae, Freddie Mac, Fannie Mae,
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and Farmer Mac, the newest entrant in the field as of July 1989. None of
these agencies is limited in its activities solely to underwriting mortgage
loan pools. The following section describes the origin, ownership, under-
writing requirements, and other functions of each agency.

Government National Mortgage Association (Ginnie Mae)

Ginnie Mae was created by partitioning the Federal National Mortgage
Association in 1968. As a result, Fannie Mae became a federally chartered

public corporation (listed on the New York Stock Exchange) and Ginnie
Mae was assigned to the Department of Housing and Urban Development
(HUD). Of the four federal underwriting agencies, Ginnie Mae is the only
one that belongs to the government and thus carries unique powers.
Ginnie Mae was assigned two of the three functions formerly handled
by Fannie Mae: (1) to implement special assistance for housing as may be
required by Congress or the president, and (2) to manage the portfolio of
loans assigned to it by the partition from Fannie Mae. (The third func-
tion—stabilizing the mortgage market through the purchase of loans—
remained with Fannie Mae.) To minimize duplication of facilities, some
of Ginnie Mae’s operations are handled by agreement through the offices

of Fannie Mae,
What has overwhelmed the original intent in creating Ginnie Ma¢

is the success it has had with “managing” its loan portfolio. To liquidaté
some of the loans acquired in its partition from Fannie Mae, Ginnie Ma¢
created pools of these loans and issued a guarantee certificate backed bY
the pools as a type of security. The pool guarantee concept became the
mechanism by which mortgage loans are converted into more salab.le
securities. Ginnie Mae pools today are limited to FHA, VA, and Ceftf“ﬂ
USDA Rural Development Agency loans. (The Farmers Home Admi™
istration, FmHA, was eliminated in 1996 and the name has changed ©
USDA Rural Development at this time. It remains under the adminis™
tion of the Department of Agriculture.) "
However, Ginnie Mae does not purchase mortgage loans 0 C'each
its pools. It approves “loan poolers,” usually investment bankers * g
as Deutsche Bank and JPMorgan Chase, who purchase mortgag 1oaf“h
from loan originators across the country. These loans must comply vgﬁ’
Ginnie Mae requirements, Then Ginnie Mae issues its guarantee e ol
cates, which are backed by specific loan pools. The loan poolers ther;lucc
the Ginnie Mae certificates. As the individual mortgage loans P



