
July 1966 MONTHLY REVIEW

PC s Hit the Market

PC ’s— participation certificates— have be
gun to enter the credit market in force, 

and the money-market experts are still not 
quite sure what to make of them. W hat the 
experts are witnessing is the massive develop
ment of a technique whereby Federal agency 
loans are pooled and the pool participations 
are sold on the private market through FNM A 
(Federal National Mortgage Association).

PC ’s were rather unimportant until the pas
sage this spring of the Participation Sales Act 
of 1966, but $4.2 billion of them are now 
scheduled to come to market in fiscal 1967, on 
the heels of the $ 1 . 8  billion sold last quarter 
alone. They are already exerting a significant 
impact on the credit market— but before eval
uating that impact it is necessary to examine 
the rationale and the cost of the Federal credit 
programs which these credit instruments help 
finance.

What Federal credit does
Federal credit helps achieve Government 

objectives in the fields of private and public 
housing, agriculture, education, small busi
ness, and foreign economic development. 
Credit programs of this type supplement pri
vate credit in several different ways. They fill 
financing gaps by providing types of credit not 
otherwise available to borrowers; they assume 
or share risks which private lenders are reluc
tant to undertake; and they provide longer 
maturities, smaller down payments, and low
er interest costs than are available in the pri
vate market.

Federal credit assistance has grown over 
time as Congress has broadened existing pro
grams and initiated new ones. In fiscal 1967, 
for instance, such programs will support a 
number of new legislative advances— college- 
student loans at below-market interest rates, 
development credit for depressed areas, in
sured rural housing loans, and urban land- 
development mortgage insurance.

How much it costs
The expansion of new as well as existing 

programs is reflected in the rapid rise of new 
credit commitments. Federal agency com
mitments for direct loans are scheduled to rise 
to $8.0 billion in fiscal 1967, after increasing 
from $4.1 billion to $6.7 billion in the 1955- 
65 period, while commitments for the insur
ance or guarantee of private loans are sched
uled to jump to $28.4 billion in fiscal 1967, 
after rising from $14.8 billion to $23.0 bil
lion over the 1955-65 decade. About one-half 
of the direct loan commitments for 1967 are 
being made by the Export-Import Bank and 
by A ID  for foreign development purposes. 
Over one-half of the second, and larger, 
category represents FH A  insurance of pri
vate mortgage loans, but the total also in
cludes $4.2 billion for guarantee of the new 
participation certificates.

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

July 1966



FEDERAL RESERVE BANK OF SAN FRANCISCO

128

Federal credit programs sharply increase commitments 
for guaranteed-insured loans, but not for direct loans
B illion ! of Dollars
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Commitment da
ta give the best ad
vance indication of 
th e  econom ic  im 
pact of credit pro
grams. Changes in 
th e  le v e l o f new  
com m itm ents p re 
cede corresponding 
changes in the vol
um e o f lo a n  d is 
b u r s e m e n ts ,  and  
they  also  p reced e  
changes in the pur
chases of goods by 
ultimate borrowers.
On the other hand, 
the best index of the 
long-term trend of credit programs is the level 
of outstanding loans. These are scheduled to 
increase from $124.5 billion in fiscal 1965 to 
$139.3 billion in fiscal 1967.

A number of legislative and economic fac
tors have contributed to the growth of out
standing loans over the past decade. Direct 
foreign lending has grown from $7.9 to $15.3 
billion in outstandings; farm loans have risen 
from $5.3 to $9.3 billion; and in the housing 
field, FHA-insured loans have jumped from 
$18.7 to $49.0 billion and VA-guaranteed 
loans have risen from $22.3 to $31.0 billion. 
But with the present substitution of private 
warehousing for public custodianship of gov- 
ernmentally-extended credits through sales in 
participation pools of loans, direct loans out
standing are budgeted to decline in the 1965- 
67 period, whereas guaranteed and insured 
loans are scheduled to increase sharply.

Congressional objectives
In  the past, Federal credit programs have 

contributed substantially to the fulfillment of 
Congressional objectives, especially in the 
field of housing. The Federal insurance of 
amortized mortgages broadened homeowner- 
ship, improved housing standards, and con

tributed to a healthy mortgage market. 
Through Federal sponsorship of a credit res
ervoir for the savings and loan industry and 
through Federal development of a secondary 
market for insured and guaranteed mortgages, 
the flow of new savings into housing was 
greatly facilitated.

Similar accomplishments have been report
ed elsewhere. Credit assistance helped hun
dreds of communities to finance land redevel
opment, to provide housing for the poor, and 
to meet public-facility requirements. Federal 
credits to small firms expanded opportunities 
and competition in the small business sector. 
Long-term Federal loans helped universities 
to house their soaring enrollments and helped 
the students themselves to acquire scientific 
and technological training. In addition, Fed
eral credit contributed to the recent rapid 
strides in farm productivity by broadening 
farmers’ access to credit markets.

Expanding the scope
As one means of financing the expansion 

of such programs, Congress this spring ex
panded the scope of the participation-sales 
technique. The new law authorizes the sale of 
participations in a pool of outstanding direct
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loans. FNM A, as trustee, continues to ad
minister the VA-FNM A pool of mortgage 
loans, but, in addition, it now administers 
and sells certificates of participations in loan 
pools set aside by the Small Business Adminis
tration, the Office of Education, the Farm ers’ 
Home Administration, and the college hous
ing and public facility programs.

The idea of participation sales is not an 
entirely new one. FNM A and the Export-Im- 
port Bank have conducted such sales for 
several years— altogether, $1.7 billion in Ex- 
imbank sales and $1.6 billion in FNM A sales. 
Yet now, for the first time, other agencies are 
permitted to include loans in each pool— and 
they can even include loans with below- 
market interest rates by making supplemen
tary payments to the trustee so as to permit a 
level of return on the pooled loans adequate 
to attract private investment. All in all, par
ticipation sales under the new legislation are 
scheduled to increase from $0 . 8  billion in 
fiscal 1965 to $4.2 billion in fiscal 1967.

The new law includes authorization for 
each Federal lending agency to enter a trust 
agreement with FNM A; specifically, to set 
certain loans aside on its books, to subject 
them to trust, and to guarantee the payment 
of principal and interest on such loans. The 
lending agency fulfills the guarantee by using 
appropriated funds as well as program funds 
to which the entrusted amounts are related.

FNM A as trustee issues and sells the loan 
participations, normally through some under
writing group. The participations are based 
on the pooled obligations and on the right to 
obtain principal and interest payments on such 
obligations. FNM A, in its corporate capacity, 
guarantees all payments due on the certifi
cates and can borrow from the Treasury to 
make timely debt-service payments. The 
FNM A guarantee and the Treasury borrow
ing privilege may not be needed, however, 
in view of the lending agencies’ guarantee and 
in view of their obligation to substitute loans

for any defaulted loans in the original pool.
The purpose of the FNM A guarantee and 
drawing authority is to provide extra safe
guards to help assure a favorable market re
ception for participation certificates and there
by hold down interest rates to the greatest 
extent possible.

New features
With the extension of the participation tech

nique to small business, college housing, and 
public facility programs, financing is central
ized in FNM A to assure the orderly and eco
nomic sale of assets. If each agency conducted 
its own sales, problems could arise in the way 
of duplication of effort or more costly budget 
operations. But with sales conducted under 
FNM A’s guidance, asset sales for newer and 
lesser known programs can gain the benefit of 
the seasoning and experience built up through 
FNM A operations in recent years.

The new legislation, moreover, surmounts 
the problem created when a number of sound 
loans carry rates far below the levels that pri
vate investors would be willing to invest in.
Such loans ordinarily could be sold directly 
only at a big discount, but they can now be in
cluded in marketable pools as the agencies 
owning them make supplementary payments 
to the pool trustee to cover the interest in
sufficiency. These payments are subject to 
the regular appropriations procedures of Cap
itol Hill, since Congress authorizes the 
amounts of any participation issues on which 
supplementary payments would be likely to 
be required.

The new legislation, again, permits many 
more investors to become involved in the fi
nancing of public credit programs. Almost all 
investors are potential purchasers of pool cer
tificates, while in contrast many dealers can
not deal in individual mortgages or buy indi
vidual business or college loans. Thus the 
sources that can be tapped to support any 
particular Federal credit program are con- j29
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siderably enlarged. Meanwhile, individual 
segments of the capital market are protected 
from the disruption of heavy direct sales.

New budget figures
Participation sales will have an interesting 

effect on Federal budget figures. Credit dis
bursements are scheduled at $ 8 . 0  billion in 
fiscal 1967— the same as in fiscal 1965— but 
the net addition to total loans should switch 
from a plus $ 1 . 8  billion to a minus $2 . 1  bil
lion over that period simply because of heavy 
“repayments” in the form of participation 
sales. Congressional critics, viewing these fig
ures, charge that the Administration is “hid
ing” Federal expenditures from the budget, 
and is conducting a form of back-door financ
ing which bypasses the Congressional appro
priations process. Still, the Administration 
contends, Congressional appropriations com
mittees must approve the package of loans 
that go into each sales pool, so Congression
al procedures are not bypassed.

By selling a scheduled $4.2 billion in par
ticipation certificates this fiscal year, the 
Treasury will show only a $ 1.8-billion deficit 
in the administrative budget rather than the 
$6 .0 -billion deficit that would otherwise re
sult. Although critics denounce this technique 
as a “budget-balancing ploy,” the fact remains

Outstanding loans to foreigners 
and to FHA-homeowners increase

Billions of Dollars

that the underlying credit programs would still 
be carried forward even if no participation 
sales were made, the difference being that 
these programs would be financed through 
direct Treasury borrowing rather than through 
PC operations.

How heavy an impact?
Disagreements may remain about the ex

tent of the budget impact, but no one disputes 
the substantial impact now being exerted by 
participation sales and other Federal agency 
borrowing on the money markets. From  only 
$2.1 billion in fiscal 1965, Federal agency 
borrowing rose to $7.1 billion in fiscal 1966, 
and it should nearly match that total in this 
fiscal year. M arket congestion was most se
vere in the quarter just ended, when total 
sales amounted to $4.4 billion in direct agency 
and participation sales, but heavy pressures 
will continue throughout this new fiscal year, 
under the impact of $4.2 billion in PC sales 
and total agency borrowing of $7.0 billion.

M arket interest recently has centered 
around the $530-million issue marketed by 
FNM A in early June, consisting of $350 mil
lion of certificates in Small Business Admin
istration shares and $180 million of certifi
cates in mortgage participations. This issue, 
although the first to be marketed under terms 
of the new Participation Sales Act, was the 
fifth issue of that type to be marketed by 
FNM A since late 1964. The four previous 
offerings, totaling $ 1 . 6  billion altogether, were 
based on $2.3 billion of loans in the Govern
ment Mortgage Liquidation Trust; these is
sues were of varying maturities and carried 
average interest rates ranging from 4.31 per
cent in late 1964 to 5.39 percent in April 
1966. The latest issue, however, carried an 
average yield of 5.55 percent, and some por
tions of the package sold at yields as high as 
5.75 percent.

Even so, the Administration argued that 
these rates were about the most favorable that 
the market could provide, partly because of
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New law  emphasizes participation
sales of loans, instead of direct sales
Billions of Dollart

the individual agency guarantee and Ioan-sub- 
stitution provision, and partly because of the 
FNM A guarantee and Treasury-borrowing 
authorization. Moreover, yields on participa
tion sales may move somewhat closer to those 
on direct Treasury obligations as the program 
increases in volume, as broader market fa
miliarity is achieved, and as secondary trad
ing develops in such issues. And, of course, 
FNM A’s strong market acceptance permits 
it to market issues at rates lower than those 
available to the individual agencies for which 
it is now acting.

Nonetheless, participation-sales transac
tions are made at rates above those the Treas
ury could obtain on its own direct obligations. 
A t a ^ -p e rc en t interest-rate differential, the 
extra interest cost on $4.2 billion of participa
tion sales this fiscal year will amount to over 
$10 million. Moreover, judging from recent 
quote sheets, the spread between PC’s and 
Treasury issues of like maturity may be even 
wider than XA  percent, with a proportionate 
impact on interest expenses.

How important a place?
Beyond this, there is the issue of the mar

ket impact of participation issues in today’s 
congested market. PC sales simply replace a

comparable amount of direct Treasury fi
nancing and thus do not affect the total vol
ume of funds to be raised in the market. They 
influence market conditions, however, since 
PC maturities tend to be longer than those 
on Treasury issues, thus commanding a high
er rate on maturity grounds alone, and com
peting more closely with mortgages and other 
longer-term securities.

PC ’s thus appeal to those sectors of the 
market that have been traditional customers 
for long-term Treasury issues (in particular, 
bank trust departments, pension funds, and 
savings institutions), while marketable 
Treasury issues, presently restricted to the 
short end of the maturity spectrum by the 
Congressional interest-rate ceiling of W a per
cent on longer-term securities, are forced to 
seek their market among commercial banks 
and other liquid-asset holders. So, although 
the proliferation of participation certificates 
would ordinarily create competition for regu
lar Treasury issues, their freedom from the 
rate ceiling now permits the Government to 
tap sources of long-term funds to an extent 
which the interest-rate limitation would not 
otherwise permit it to do.

According to one newspaper account, 
“Planners envision FNM A assuming the 
queenly robes of a central capital bank, the 
sole broker for a growing troop of Federal 
agencies that now confound Treasury debt 
managers by their individual forays into the 
money market to finance projects ranging 
from public housing in M anhattan to power 
plants in the Tennessee Valley.” Despite the 
journalistic embellishments, the fact remains 
that this established agency has now marked
ly simplified the financing problems of Federal 
credit agencies. For the seller, this is a notable 
accomplishment— and for the buyer, there is 
(at least currently) that 5.75-percent yield.

— William Burke
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